
Based on Lewin Methodology, $60 billion of the $300 billion in Medicare and Medicaid 
Cuts Would Be Shifted to Private Patients 

December 15, 1995 

If the Republican plan imposes reductions of $200 billion in Medicare and $100 billion in 
Medicaid spending (both over seven years), about $60 billion in costs would be shifted to 
private patients, based on the methodology used in the Lewin-VHI cost shifting study. 
Workers with private health insurance would lose an average of $654 in the form of reduced 
wages and increased premium contributions over the period. 

Methodology: 

This estimate assumes that the $200 billion in Medicare cuts would be distributed among 
hospitals, physicians, other providers and beneficiaries in the same manner as the previous 
$270 billion in reductions. As assumed in the Lewin study, the $100 billion in Medicaid cuts 
would take the form of reductions in payments to providers to the extent possible, with the 
remainder taking the form of reduced enrollment. The estimate also assumes that the 
Medicare and Medicaid cuts would be distributed across the seven-year period in the same 
manner as the earlier reductions. Finally, the percentage of the cost shift passed on to 
workers is the same as in the Lewin study. 
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CUTBACKS IN MEDICARE AND MEDICAID FUNDING 
UNDER THE BUDGET RECONCILIATION ACT OF 1995 

COULD ADD ALMOST 8 MILLION PEOPLE TO THE 
ALREADY LARGE RANKS OF THE UNINSURED AND SHIFT 

SI~ BILLION IN COSTS TO mE PRIVATE SECTOR, 
PREDOMINANTLY TO MIDDLE CLASS FAMILIES 

Washington, D.C. -- The National Leadership Coalition on Health Care 
today released a study showing that almost 7. 8 million people could be 
added to the already large ranks of the uninsured by 2002 because of the 
$434 billion in Medicare and Medicaid spending cutbacks proposed in the 
Budget Reconciliation Act of 1995 _ The spending cutbacks are achieved 
through a combination of reductions in government payments to hospitals 
and other providers, increased beneficiary cost sharing, reduced coverage, 
and expanded managed care enrollment. The study was prepared for the 
Coalition by Lewin-VHI. 
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The study also shows that under the Act, at least $84. 7 billion in additional health care costs could be 
shifted to and paid for by the nation's families -- predominantly middle class families -- and 
employers, as providers shift costs to private payers over the seven years of the cutbacks. 

According to the Lewin study, under the provisions of this Act about 7.8 million people could lose 
insurance coverage in the year 2002 alone. This includes those who could lose coverage d1.1e to 
reductions in enrollment in states that decide to reduce Medicaid eligibility (7.2 million) and workers 
who could lose employer coverage due to premium increases resulting from the cost shift. Under 
current policy, Lewin estimates there will be approximately 45.9 million persons uninsured in 2002. 
Under the Budget Reconciliation Act of 1995, their estimates indicate that the number of uninsured 
could increase to 53.7 million persons in 2002. 

Cost shifting is the process whereby providers recover uncompensated care costs for the uninsured 
and the payment shortfalls for public program enrollees in the form of higher charges to private 
payers. The Lewin study points out that most of the cost shift that could occur under this Act, about 
$66.9 billion of the $84.7 billion, would be passed on to workers by employers in the form of 
foregone wages and in the form of higher cost sharing for health care premiums. 

-- more --



December 1, 1995 

Dear Correspondent: 

Enclosed is a study conducted by Lewin-VHI for the National Leadership 
Coalition on Health Care showing that the proposed changes in Medicare 
and Medicaid under the Budget Reconciliation Act of 1995 could add 
almost 8 million people to the ranks of the uninsured and shift $85 million 
in costs to the private sector. 

This study is meant to raise a warning flag. There are large, complex issues 
involved, and the Coalition believes they should be addressed as a whole. 
It is clearly beneficial for all Americans -- and certainly for American 
business -- that the deficit be reduced and the budget be brought into 
balance. 
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At the same time, we must be concerned that, as we make major changes in Medicare and 
Medicaid, we do no harm. Health care is an area where costs are so large -- and growing so 
rapidly -- that they tempt policy makers to make significant changes and cutbacks. Some may 
work out well; others may not. The better thought out the changes, the better able we will be to 
fine-tune the changes in these huge systems as we go. 

The Coalition believes that significant increases in the numbers of the uninsured and a large cost 
shift to the private sector resulting from cutbacks in public programs should be part of the 
national dialogue on these major program changes. Health care is not a partisan issue; it is an 
American issue. We urge our political leaders to work together the effect changes with care, 
remembering always the dictum: Above all, do no harm. 

Sincerely, 

'1_ d~-cJ' J/;'1/ 
Robert D. Ray 1 
Co-Chair 
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Paul G. Rogers 
Co-Chair 
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EXECUTIVE SUMMARY 

The Budget Reconciliation Act of 1995 would reduce funding for Medicare and 
Medicaid by about $434 billion over the next seven years. These spending reductions 
would be achieved through expanded enrollment in managed care. increased premiums for 
Medicare beneficiaries, reduced coverage, and reduced payments to hospitals, nursing 
homes and other providers. However, some portion of the reductions in provider 
payments under these programs is likely to be passed on to privately-insured persons in 
the form of higher charges through cost shifting. 

In this study we estimate the potential effects of this cost shifting on private 
insurance premiums and costs for employers and ·families. We also estimated the nwnber 
of persons who would lose coverage under the bill due to reductions in eligibility under 
the Medicaid program or increases in private plan premiums. In addition, we estimate the 
increase in charity care expenses due to increases in the uninsmcd population. 

We begin by summarizing the Medicare and Medicaid spending reductions and 
reviewing the evidence on cost shifting. We also estimate the cost shift under these budget 
cuts and the impact that this would have on employers and families. In addition, we 
estimate the change in insurance coverage likely to result from this increase in insurance 
premiums. 

Medicare Spending Reductions 

The Reconciliation Act would reduce Medicare program funding by $270 billion 
over the next seven years. The act establishes the "MedicarePJus" program which would 
permit Medicare beneficiaries to enroll in a broader variety of private health plans. The act 
would also increase beneficiary Part-B premium payments and would improve fraud 
detection and coordination of benefits for persons with employer-based coverage. The 
plan also specifies specific cuts in provider payments and creates a "fail-safe" mechanism 
which would further reduce provider payments if budget spending targets under the bill 
are exceeded ii1 future years. 

The Congressional Budget Office (CBO) estimates that Medicare would save 
$57.3 billion due to the Part-B premium in"-TCaSC and another $9.1 billion through fraud 
detection and coordination of benefits provisions. Another $26.7 billion would be saved 
through increased enrollment in private plans. The reductions in provider payments for 
services (including "fail-safe" amounts) would be $105.3 billion for hospitals, $27.0 billion 
for long-term care and $44.5 billion for physicians and other providers. 
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payers in the form of higher charges. However, we assume that the percent of payment 
shortfalls that are shifted declines in future years to reflect continued growth in selective 
contracting. We also estimated cost shifting for physician payment shortfalls based upon 
the Rice analysis. 

Under the assumptions used in this analysis, payments to providers would be 
reduced by about $218.9 billion over the 1996 through 2002 period. Uncompensated care 
expenses for those who become uninsured would also increase by about $65.5 billion over 
this period. The total increase in provider payment shortfalls would be about $284.4 
billion. We estimate that in response to this, providers would shift about $84.7 billion 
(29.7 percent) of the $284.4 billion in payment shortfalls to private payers (Figure ES- 1). 
About 52.7 percent of the increase in cost shifting would be attributed to the Medicare 
cuts while 47.3 percent would be attributed to Medicaid cuts. 

FIGUREES-1 

ESTIMATED COST SHIFT UNDER MEDICARE AND MEDICAID BUDGET CUrs 

Hospital .· >Other Prolider .. ;>.TOtal 
Cost Shift" . Cost Shift.,.> ·· CastShlft 

1996 $1.6 $0.4 $ 2.0 

1997 3.0 0.9 3.9 

1998 6.8 2.4 9.2 

1999 10.3 3.S 13.8 

2000 11.7 3.9 15.6 

2001 14.4 1.4 18.8 

2002 16.5 4.9 21.4 

Total 1996 - 2002 ·· $ 64.l s 20.4 $ 84.7 

a/ Includes a percentage of hospital budget cuts under Medicare mid Medicaid. The percentage of 
hospital budget cuts that we assume to be cost shifted is 40 percent in 1994 phasing down to 30 
percent by 2002. 

bl Assumes that each LO percent reduction in other provider payments under the bill results in a 0.2 
percent increase in private sector rates. 

Source: Lcwin-VHl estimales. 

Cost Shift by Payer 

The increase in provider charges to private payers resulting from the cost shift 
($84.7 billion) would be reflected in higher private insurance premiums. Employer health 
spending would increase by $69.3 billion over the 1996 through 2002 period, while 
employee contributions for employer health coverage would increase by $5.9 billion. 
Expenditures for individually purchased non-group insurance would increase by $10.2 
billion over this period due to the cost shift. As a result of this cost shift. by 2002, private 
instirance costs would be about $21.4 billion (four percent) higher than under current 
trends (Figure ES- 2). 
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FIGUREES-3 

DISTRIBUTIOS OF COST SmIT PASS-THROUGH TO COVERED WORKERS 

BY bTIUSTRY (1996 THROUGH 2002) 

Pass-through Pass-through 

to Covered per Percent 

Workers Worker of Total 

(billions)"' 

Industry 

Construction $3.1 $968 4.6% 

Manufacturing $15.1 $936 22.6% 

Transportation $6.4 $1,229 9.6% 

Wholesale Trade $2.8 $973 4.2% 

Retail Trade $52 $653 7.8% 

Services $15.3 $908 22.9% 

Finance $4.3 $914 6.4% 

Other.· $2.8 $973 42% 

Government 111 $11.9 $950 17.8% 

lfotal .. $86.9 $925 100.00.k 

al Includes the increase in employee share of premium and the amount of the employer share of the cost increase 
that is passed on to workers in the form of lost wages. 

b/ Includes federal, state and local employees. 
Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 

The pass-through of the cost shift will have a disproportionate impact on msured 
workers in lower wage groups. The lost wage increases resulting from these budget cuts 
would on average equal about 2.5 percent of the wage increase that workers would have 
received in the absence of these budget cuts over the 1996 through 2002 period (Figure 
ES- 4). However, the wage growth lost due to cost shifting would vary from about 9.3 
percent for covered workers earning $6.00 or less per hour to only l .6 percent for persons 
earning $25 or more per hour. This refl~"tS tlle fact that health benefits represent a much 
greater share of total compensation expenses for lower-wage covered workers than for 
higher-wage covered workers. 

The cost shifting resulting from the proposed Medicare and Medicaid cuts would 
be distributed across families in all income brackets. Much of the increase in family 
expenditures would be concentrated among middle ~d upper income households where 
private insurance coverage is most prevalent. About 60 percent of the pass-through would 
fall on families with annual incomes between $20,000 and $75,000. About IO percent 
would fall on families with incomes below $20,000 while 30 percent would fall on families 
with incomes in excess of $75,000 per year. 
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FIGURE ES- 5 

NUMBER OF UNINSURED WITH AND WITHOUT THE RECONCILIATION BILL 

(IN MILLIONS) 

55.0 - 53.7 

Under Reconciliation Bill 

39.7 
Current Trends 

35.o T 

I 

25.0 -+-----+----+------+----+-----t,------+------1 
1995 1996 1997 1998 1999 2000 2001 2002 

Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 

Summary and Caveats 

Ultimately, families will pay for the cost shift. Private insurers pass the burden of 
higher prices on to their customers in the form of higher premiums. Employers then pass 
on much of these increased premium costs to workers in the form of reduced wage growth 
and increased employee contributions. We estimate that the proposed Medicare and 
Medicaid budget cuts are expected to increase real health expenditures for workers by 
$66.9 billion over the 1996 through 2002 period. The cost shift could be substantially 
different than we have estimated here depending upon the effectiveness of managed care 
and the way in which providers respond to the budget cuts. 

This analysis is limited to the financial effects on employers and employees by 
industry, firm size and income. It does not describe the effects of increased public-program 
shortfalls on the availability and quality of care for program beneficiaries and the 
uninsured. It also does not describe the impact of cost shifting on health care providers 
beyond the loss of revenues. Moreover, this study examined only the impact of those 
provisions of recent budgetary legislation affecting Medicare and Medicaid. The study 
does not examine the impact of various other budgetary changes affecting families such as 
tax reductions or cutbacks in public assistance benefits. 
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II. Medicare and Medicaid Budget Cuts 

The Balanced Budget Act would cut Medicare and Medicaid spending about $434 
billion over the 1996 through 2002 period. The bill specifies the cuts that will be made to 
Medicaid and various components of the Medicare program. In this analysis, we rely upon 
estimates of the changes in spending resulting from these provisions developed by the 
Congressional Budget Office (CBO). These estimates were used as the basis for 
estimating the potential cost shifting. These budget cuts are described below. 

A. Medicare Budget Cuts 

The act would reduce Medicare program funding by $270 billion over the next 
seven years. The bill creates the MedicarePlus program which expands upon the current 
Medicare HMO risk contract program by pennitting beneficiaries to enroll in other types 
of private health plans such as Preferred Provider Organii.ations (PPOs) and traditional 
fee-for-service (FFS) plans. The bill also specifies increases in Part-B premiums for 
program beneficiaries and requires additional fraud detection and secondary payer 
recovery initiatives. It also specifies cuts in reimbursement for various categories of 
providers. In addition, the program establishes a "fail-safe" mechanism which would 
automatically reduce provider payment levels if the overall spending levels specified in the 
bill are exceeded. 

The CBO indicates that of the $270 billion in savings, about 10 percent ($26.9 
billion) would occur under the MedicarePlus program (Figure 1). These savings would 
result from reductions in the rate of growth in payments to health plans under the 
Medicare risk contract program for beneficiaries who enroll. The bill also raises about 
$57.3 billion through increased Part-B premiums and would save about $9.0 billion 
through improved fraud detection and increased Medicare secondary payer recoveries 
(i.e., coordination of benefits with private health plans). 

The act also specifies $79.4 billion in reduced payments to hospitals for inpatient 
and outpatient services. These cuts include reductions in payments for services as well as 
reductions in medical education payments. The bill also specifies $27 .0 billion in reduced 
payments for long-term care services including home health and skilled nursing facilities. 
In addition, the bill specifies $33.8 billion in reduced payments to physicians and other 
providers. 
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The CBO analysis indicates that these program changes will fall short of the $270 
billion in savings called for under the bill by $36.6 billion. This will trigger additional 
reductions in provider payment levels under the fail-safe provisions to meet the savings 
targets. We assume that these fail-safe payment reductions are distributed across hospital 
and other services in proportion to the payment reductions by category of service specified 
in the bill. Under this assumption, $25.9 billion of the $36.6 billion in reductions under the 
fail-safe mechanism would be for hospitals while the remaining $10.7 billion in savings 
would take the form of reduced payments to physicians and other types of providers. 

B. Medicaid Budget Cuts 

The act would also reduce federal Medicaid funding by about $163.4 billion over 
the 1996 through 2002 period. The bill would convert the Medicaid program to a block 
grant program to states. In general, the amount of each state's grant would be based upon 
spending levels prior to implementing these reforms and would be indexed based upon an 
overall budget ceiling calibrated to produce $163.4 billion in federal budget savings over 
the 1996 through 2002 period. States would be allowed to set program eligibility and 
benefit levels under their state programs and would be given greater flexibility in enrolling 
beneficiaries in managed care plans. However, the states must match the federal 
contribution under current Medicaid matching rates to qualify for the federal grant 
amount. 

A key assumption in this analysis is the amount of state funding that would go to 
the Medicaid program. Under the bill, states are permitted to put more into the Medicaid 
program than is required to qualify for the maximum amount of the federal grant for that 
state. States are also permitted to put less into the program than the matching amount 
required to qualify for the maximum federal grant provided that state funding remains 
above a minimum threshold amount specified in the bill. However, in these cases, the 
federal grant amount would be proportionally reduced. In this analysis, we assume that 
states will put into the Medicaid program only the amount required for the maximum 
federal grant amount. Under this assumption, the total net reduction in Medicaid spending 
under the program would be $286.7 billion (Figure 2) which is equal to the reduction in 
federal payments ($163.4 billion) plus the associated reduction in state Medicaid payments 
($123.3 billion). 
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amount and the 5 percent growth rate to calculate per-capita spending amounts 
for each year 1996 through 2002. 

• We next calculated total Medicaid spending under the proposal. To do so, we 
took the state allotments in the proposal (including the amounts in the 
supplemental pool and divided the amount for each year by the 1996 weighted 
average federal matching percentage. This is a conservative assumption 
because, under the proposal, states are permitted to reduce their matching 
payment rate. 

• To calculate enrollment under the proposal, we divided the total Medicaid 
spending amount for each year by the per-capita spending amount for the year. 
The difference between baseline enrollment for each year and the enrollment 
level calculated for the proposal for the year is the estimated loss of Medicaid 
coverage under the proposal. 

• To calculate the net reduction in payments to providers for those enrolled in 
Medicaid under the proposal, we subtracted the per-capita spending amount 
for each year under the proposal from the baseline per-capita spending amount 
for the year. This difference produces a reduction in the amount per person 
enrolled. We multiplied this per person reduction amount for each year by the 
number of enrollees under the propos3.l for the year to calculate the total 
reduction in provider payments for enrollees. 

• To allocate the total reduction in provider payments between acute care and 
long-tenn care providers, we used the baseline ratios of acute care and long­
term care to total expenses from the CBO baseline. 

Under these assumptions, about $109.3 billion of the $163.4 billion in Medicaid 
spending reductions would come in the form of reduced provider payments for services 
while about $177.4 billion would take the form of reduced enrollment (Figure 2). The 
$109.3 billion in provider payment reductions are assumed to be distributed across 
provider groups in proportion to current program spending by type of service. Thus, about 
36 percent of program spending cuts ($39.9 billion) would go to nursing home services. 
Hospitals would account for about 35 percent of spending cuts ($38.l billion), while about 
29 percent ($31.3 billion) would go to physicians and other providers (Figure 2). 3 

There is likely to be a substantial reduction in enrollment in the Medicaid program 
under the Budget Reconciliation Act. Under current policy, Medicaid enrollment would 
grow from 36.8 million persons in 1995 to 45.9 million in 2002. Under the Budget 
Reconciliation Act, states will find it hard to fund this increase in enrollment. Under the 
assumptions used in this analysis, Medicaid enrollment in 2002 would drop· from 45.9 
million persons under current policy to 37.4 million persons under the Act (Figure 3). 
This is a reduction in Medicaid enrolhnent of 8.5 million persons in 2002. We estimate 

Estimates derived from national beallb spending estimates provided by rbe Health Care Fiaancing Administtation, 
Office of the Actuary: data from the Office of National Health Statistics. 
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Ill. Estimated Cost Shift 

Cost shifting is the process whereby providers recover uncompensated care costs 
and payment shortfalls for public program enrollees in the fonn of higher charges to 
private payers. In this section we review the available evidence on cost shifting. We also 
present the assumptions used in our analysis and estimate the amount of the increase in 
cost shifting that could result under these budget proposals. 

A. Evidence on Cost Shifting 

Payment levels under public programs are typically less than payments for 
comparable services under private insurance plans. In 1993, Medicare hospital payments 
were equal to about 89 percent of hospital costs for Medicare patients. In addition, 
payments under the Medicaid program were equal to about 93 percent of costs and 
hospitals incurred about $12.3 billion in bad debt and charity care expenses in that year for 
uninsured and underinsured patients. 5 In theory, these payment shortfalls are recovered by 
hospitals in the form of higher charges to private payers. For example, private payer 
payments were equal to about 129 percent of costs for private sector patients in 1993.6 

In recent years, some debate has arisen over the existence of the cost shift. While 
public payers do pay less than average costs, even after adjusting for case mix, this does 
not necessarily mean that there is cost shifting. In fact, differential pricing across 
purchasers is often found in many industries. Arguably, the hospitals are engaged in 
marginal cost pricing and there is no actual cost shift unless services are sold for less than 
the marginal cost of providing these services. Tne fact that hospitals have not closed their 
doors to Medicare patients suggests that the marginal revenues for serving this population 
exceed their marginal costs. Moreover, with the advent of selective contracting, it has 
become increasingly difficult for hospitals to shift costs to private payers.7 

Regardless of whether it is marginal cost pricing or cost shifting, the key question 
in this analysis is whether prices paid by private payers increase as provider payment 
shortfalls rise. The literature is mixed on this question. Two studies show that about half 
of hospital payment shortfalls are passed on to private payers in the fonn of higher 
charges.8 However, two other studies showed considerably less evidence of hospital cost 

6 
Uncompensated care is estimated on a cosc basis. 
"Medicare and the American Health Care System: report to the Congress," Prospective Payment Assessment 
Commission (ProPAC), June 199S. 
Morrisey, M., Cost Shifting jn Health Care: Separating Evidence from Rhetoric, American Enterprise Institute, 
September 1993. 
Oranov.e, David, "Pricing by Non-Profit Institutions: The Cue of Ho,,pital Cost Shifting," Journal of Health 
Economics. Vol 7, No. l (March 1988); and Sloan. Frank and Becker, Edward. "Cross-Subsidies and Payment 
for Hospital Care," Joumai of Health Politics. Policy and I.aw. Vol. 8., No. 4 (Winter 1984). 
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FIGURE6 

ESTIMATION OF PERCENT OF PAYMENT SHORTFALLS SHIFTED TO PRIVATE 

PAYERS 

1990 - 1991 Chan 1991-1992 

$1.5 
nt Shortfall 

$1.9 
$1.2 

$0.7 

47% 

$1.0 

Sl.2 
$0.8 

$0.4 

al Includes uncompensated care (on a cost basis) and the tocal shortfall for public payers including Medicare and 
Medicaid less state subsidies and net revenues from non-patient income. 

b/ Increase in private sector payments in excess of what would have been paid under the prior year's private sector 
mark-up percentage. 

cJ Increase in hospital net revenues in excess of what they would have been under the prior year's hospital total 
margin (i.e., profits as a pen:ent of revenues). 

di The difference between the dollar change in the private sector mark-up and the dollar change in the hospital 
margin is the amount tbal was used to offset payment sbonfalls for other payers. 

Source: ··Lewin· VHI analysis of ProPAC data. 
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C. Cost Shift Estimates 

We estimate that the shortfall in payments to hospitals under the reconciliation bill 
would be $202.3 billion over the 1996 through 2002 period (Figure 10). This includes 
reduced payments to hospitals for services provided to Medicaid and Medicare enrollees 
and increased charity care expenses for those who become uninsured. In addition, we 
estimate that payment shortfalls for physicians would be $82.4 billion. 

Under the assumptions used in this analysis, we estimate a total cost shift of about 
$84.7 billion resulting from these budget cuts over the 1996 through 2002 period (Figure 
9). This includes $64.3 billion in hospital cost shifting and about $20.4 billion in cost 
shifting among other providers. Overall, about 52.7 percent of the cost shift would be 
attributed to the Medicare cuts while 47.3 percent would be due to the Medicaid cute;. 

FIGURE9 

ESTIMATED COST SHIFT UNDER MEDICARE AND MEDICAID BUDGET CUTS 

(IN BILLIONS) 

95TK02J9 

Hospital Other Proftder• TOtal 
CostSblftw COst Sblft., .. · CostShift 

1996 •· $1.6 $0.4 s 2.0 

1997 3.0 0.9 3.9 

1998 6.8 2.4 9.2 
1999 .. • •.... 10.3 3.5 13.8 

2000 l l.7 3.9 15.6 

2001 14.4 4.4 18.8 

2002·. 16.5 4.9 21.4 

Total 1996 • 2002 $ 64.3 $ 20A $ 84.7 

al Includes a percentage of hospital budget cuts under Medicare and Medicaid. The percentage of 
hospital budget cuts that we assume to be cost shifted is 40 percent in 1994 phasing down to 30 
percent by 2002. 

b/ Assumes that each 1.0 percent reduction in other provider payments under the bill results in a 0.2 
percent increase in private sector rates. 

Source: Lewin-VHI estimates. 
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IV. Effects of Cost Shifting 

The $84. 7 billion in cost shifting would result in substantial increases in health 
insurance premiums over the 1996 through 2002 period, affecting all purchasers of private 
insurance including employers and individuals. The growth in employer costs is also likely 
to result in slower wage growth for workers in finns with insurance. In addition, some 
covered individuals and employers would be unable to afford the increase in premiums, 
resulting in a loss of coverage. These effects are discussed below. 

A. Cost Shift by Type of Payer 

The increase in provider charges to private payers resulting from the cost shift 
($84.7 billion) would be reflected in higher private insurance premiums. Premiums would 
increase for both employer health plans and individually purchased non-group insurance. 
The annual rate of growth in per-capita private insurance costs would increase from 7 .0 
percent under current trends to 7.6 percent with the Medicare and Medicaid budget cuts. 
By 2002, private insurance premiums would be about $21.4 billion (four percent) higher 
than under current trends due to this cost shift (Figure 11). 

FIGURE 11 

P1UV A TE INSURANCE COSTS REsuLTING FROM MEDICARE AND MEDICAID 

BUDGET CUTS IN TIIE BUDGET RECONCILIATION ACT OF 1995 
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Current Trends: Annual per 
Capita Growth = 7 .o percent 

1999 2000 2001 2002 
Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 
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FIGURE 13 

COST SHIFT TO EMPLOYERS UNDER lLLUSTRA TIVE 

MEDICARE AND MEDICAID Curs 

Amount Shifted Percent Increase Cost Increase 

to Employers In Employer per Covered 

(In billions) Coats Worker 

1995 $0.0 

1996 $1.6 0.5% $22 

1997 $3.2 1.0% $44 

1998 $7.5 2.1% $104 

1999 $11.3 3.1% $157 

2000 $12.8 3.2% $175 

2001~ : .. :<-
.. $15.4 3.6% $210 

2002;· $17.5 3.7% $238 

Total 1996 • 2002 $89.3 

Source: Lewin-VHI cstimalcs using the Health Benefits Simulation _Model (HBSM). 

S. Impact on Workers by Industry Type and Firm Size 

Empirical evidence indicates that employers are likely to pass on much of the 
increase in employer costs to employees in the form of reduced wages. 12 

• 
13 Employers are 

typically limited in what they can charge in the market place, necessitating changes in 
oth~r compensation costs as employer premiums increase. Based upon a review of the 
literature, we assume that, on average, 88 percent of the change in employer costs under 
these reforms would be passed on to workers in the form of lost wage growth. 14 

Under these assumptions, about $61.0 billion of the $69.3 billion increase in 
employer costs due to cost shifting would be passed on to workers in the form of lost 
wage growth. This wage loss is in addition to the $5.9 billion increase in employee 
premium contributions resulting from higher private insurance premiums. Overall, the 
amount of the cost shift passed through to workers would be $66.9 billion including lost 
wage growth and higher employee premium contributions (Figure 14). Lost wages and 

12 See. for example. Jonathan Gruber and Alan B. Kreuger, 'The Incidence of Mandated Employer-Provided 
Insurance: Lessons from Warters Compensation Insurance." in Tax Policy and the Economy (1991); Jonathan 
Gruber, '"The Incidence of Mandated Maternity Benefits," American Econcmic Review. (forthcoming); and 
Lawrence H. Summers, "Some Simple Economics of Mandaled Benefits." American Economic Review (May 
1989). 

13 See, for example, James Heckman. "What Has Been Learned About Labor Supply in the Past Twenty years?" 
American Economic Review, (May 1993). 

14 This estimate is consistent with estimates presented in the literature. For example, Gruber and Kreuger. op. cir., 
t"md that about SS pen:ent of die costs of mandated worker's compensation benefits are shifted to employees in 
the form of reduced wages, while Gruber. op. cir .• found that virtually all of the employer's cost ol mandated 
maternity benefits are shifted to the employee. 
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in these industries. For example, about 23 percent of the pass~through would fall on the 
services industry due to the large number of persons employed in that industry, even 
though fewer than half of all workers in this industry have coverage on their job. Thus, 
even though the cost impact per worker would be greatest in high coverage industries, 
much of the cost shift will fall on lower coverage industries. 

C. Effects By Family Income And Wage Level 

As discussed above, employers will pass through to workers about $66.9 billion of 
the cost shift resulting under the proposed Medicare and Medicaid cuts. This includes 
increased employee premium contributions and lost wage growth. About 25 percent of 
this pass-through will be borne by workers earning less than $10.00 per hour ($20,800 per 
year). The amount of the pass-through to workers over the 1996 through 2002 period 
would range from $685 for the lowest-wage workers to $1,233 for workers making 
$25.00 or more per hour (Figure 15). 

FIGURE 15 

DISTRIBUTION OF COST SHIFT P~·THROUGH PER WORKER 
BY FAMILY INCOME AND WAGE LEVEL (1996 THROUGH 2000) al, bf 

PaaHhrOullb IE -to cOverecl~ Pen:ent 
·~· .. w~~~! ·•·of Total 

(blnlona) -
:><~-~:_::~7.-:.: < : . 

.. 

Family Income 

Under $10,000 $2.2 $863 3.3% 
$10,000 - $14,999 •· $1.7 sn2 2.5% 
$15,000-$19,999 $3.0 $962 4.5% 
$20,000 - $29,999 $7.6 $711 11.4% 
$30,000 - $39,999 .. $9.2 $913 13.8% 
$40,000 - $49,999 .. $8.1 $881 12.1% 
$50,000-$74,999 $15.0 $923 22.4% 
$75,000 • $99,999 $10.3 $1,015 15.4% 
$100,000 and over $9.8 $1,084 14.6% 

Wage Level 

Undar.$4.25 perhOur··· $3.4 $685 5.1% 
$4.25 • $8.00 par hOur $2.3 $726 3.4% 
se.oo .. $1 o.oo .,... hour ·. ·. $11.0 $828 16.4% 

$10.00 - $15.00 p8r hOur $13.9 $784 20.8% 
$15.00 • $25~00 per hour ·· $21.1 $1,011 31.5% 
$25.00 or more per hour $15.2 $1,233 22.7% 

Total ............. .::-·. .. $66:9 $925 100.0% 

al Includes the increase in employee share of premium and the amount of the employer share of the cost increase 
that is passed on to workers in the form of lost wages. 

b/ _ F~y income and wage level are based on 1994 dollars. 
Sourcei Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 
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FIGURE 17 

PERCENT OF WAGE INCREASE FOR COVERED WORKERS OFFSET BY COST SHIFT 
FROM MEDICARE AND MEDICAID CUTS: 1996 THROUGH 2002 a1 

1 O.D"/. 9.3% 

8.0% 

s.oe;. 

4.0% 

2.0% 

0.0% 

AllCowred Under$6.00 •• OO·S10.00 S10.00·S15.00 S15.00·S25.00 121.00perHour 
Workers per Hour per Hour per How per How or llol9 

al This figure shows the cost shift pass-through (i.e., lost wages and inaeased payroll deductions) u a percauage 
of the total amount of wage increases that would have occurred over the 1996 through 2002 period for coven:d 
workers if the Medicare and Medicaid cuts had not been enacted. 

Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 
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2002. Many employers also may respond by increasing employee cost sharing in these 
plans. 17 

8. Medicaid Coverage 

As discussed above, Medicaid enrollment is assumed to decline due to the 
reductions in Medicaid funding. Under the assumptions used in this analysis, we estimate 
that the number of persons covered under Medicaid in 2002 would decline from 45.9 
million to 37.4 million. This represents a reduction in Medicaid coverage of 8.5 million 
persons in that year. 

Not all of those who lose Medicaid coverage under the act would become 
uninsured. For example. many of those who are receiving Medicaid benefits are also 
covered under Medicare (15 percent). Dual eligible Medicaid beneficiaries who lose their 
supplemental Medicaid coverage under the act would not be counted as uninsured because 
they would retain their Medicare coverage. After adjusting for dual eligibility, we estimate 
that of the 8.5 million persons who lose Medicaid coverage under the act. about 7.2 
million would be added to the ranks of the uninsured. 18 

C. Combined Loss of Coverage 

Under current policy, we estimate that the number of uninsured persons in the U.S. 
would increase from 39.7 million in 1995 to 45.9 million by 2002 (Figure 18). Under the 
reconciliation act. the number of uninsured in 2002 would increase from 45.9 million to 
53.7 million; an increase of 7 .8 million persons. This includes the 7 .2 million persons who 
would lose coverage due to coverage tenninations under Medicaid and a reduction in 
employer coverage of 647,000 persons resulting from the premium increases caused by the 
cost shift. 

17 The Methodology used lo develop lhese estimates is presented in: John F. Sheils, el al., 'The Health Insurance 
Premium Model (HIPM): Technical Documentation." Lewin-Vin, Report to the Healthcare Leadership Council, 
March 27, 199S. These estimaies are a net figure reflecting the fact that some of lhe workers who lose employer 
cQverage will purchase individual non-group coverage. '· 

11 We estimate that lS percent (l.3 million) of the 8.S million persons who lose Medicaid coverage under the act . 
would be dually eligible for Medicare. 
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VI. Summary and Caveats 

Our analysis indicates that cost shifting does occur among both hospital and 
physician services. However, we find that only a portion of increases in payment shortfalls 
are passed on to private payers in the form of higher prices. The remainder is covered 
through either increased efficiencies or reductions in services provided. The growing trend 
toward selective contracting suggests that the provider's ability to shift costs would 
diminish as selective contracting increases over time. 

Ultimately, families will pay for the cost shift. For example, private payers pass the 
burden of higher prices on to their customers in the form of higher premiums. Employers 
then pass on the cost of the increased premiums .to workers in the form of reduced wage 
growth and increased employee contributions. We estimate that the proposed Medicare 
and Medicaid budget cuts are expected to increase real health expenditures for workers by 
$72.4 billion over the 1996 through 2002 period. The cost shift could be substantially 
greater than we have estimated here depending upon the effectiveness of managed care 
and the way in which providers respond to the budget cuts. 

This analysis is limited to the financial effects on employers and employees by 
industry, firm size and income. It does not describe the effects of increased public-program 
shortfalls on the availability and quality of care for program beneficiaries and the 
uninsured. It also does not describe the impact of cost-shifting on health care providers 
beyond the loss of revenues. 
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COST SHIFTING 

Medicare Savings Without Reform Will Lead to Cost Shifting 

• If deep reductions in Medicare spending are taken in the absence of health care 
reform, the burden of these cuts will be shifted to those who buy private insurance. 
This "cost shifting" occurs when doctors and hospitals provide services below cost to 
Medicare patients and then overcharge people with private health insurance to make 
up the difference. The experts agree: 

• Henry Aaron, an economist and an expert on health care issues, recently said 
that "[l]arge reductions in Medicare spending within the current program 
framework will impose ... taxes on private businesses and individuals." 

• The Congressional Budget Office (CBO) has estimated that about one-quarter 
of spending cuts will simply be shifted -- in the form of price increases -- to 
private purchasers of health care services. (Analysis of Congressman 
Gephardt's Health Care Proposal, December 27, 1994) In an earlier report 
(where CBO found even more cost shifting), CBO stated that, during the 
1980s, "[h]ospitals offset most of the rise in unreimbursed costs by generating 
higher revenues from private payers, a practice commonly known as 'cost 
shifting.' The revenues from private payers that were used to cover 
unreimbursed costs increased over the period -- from a 6 percent average 
markup over the costs of treating private patients in 1980 to a 15 percent 
markup in 1989 .... These results suggest that, in the current multiple-payer 
health care system, actions taken by one payer to control health spending can 
have a significant impact on spending by other 
payers. . .. As a consequence, in the absence of other changes, further 
attempts to control public sector spending would probably produce additional 
cost shifting to the private sector .... (Re5ponses to Uncompensated Care 
and Public-Program Controls on Spending: Do Ho.spitals Cost Sh[ft?, 
Congressional Budget Office, May 1993 )(emphasis added) 

• The Prospective Payment Assessment Commission (ProPAC) says that "every 
percentage point of Medicare cost increase not reimbursed by the Medicare 
payment increase will, all else equal, translate into a percentage point of 
additional revenue needed from the private sector." And these numbers are 
not small change. In 1992, "hospitals spent $26 billion more than they 
received for furnishing services to Medicare, Medicaid and uninsured 
patients" -- and $11 billion of this total was from Medicare alone. "In the 
same year, [hospitals] took in $29 billion in revenue above their costs of 
providing care to privately insured patients." (Report and Recommendations 
to Congress, Prospective Payment Assessment Commission, March 1, 
1995)( emphasis added) 



And an editorial in the May 13, 1995 issue of The Economist raises the same 
concerns about "tackling Medicare on its own." "Although the federal budget 
would benefit, these savings could be offset by higher costs in private health 
care ... Thus the best way to cut Medicare ... would be to subsume them 
within broader health reforms." 

It's a basic rule of physics. And it's common sense. For any action there is an 
equal and opposite reaction. If you squeeze a balloon on one side. it forces the air 
to the other. Likewise, cutting Medicare costs without reforming the health care 
system merely forces privately insured middle class Americans to pay more. And 
the purchasers with less power in the health care marketplace. like small businesses, 
are most likely to pay higher prices to offset the losses. 

Health Care Reform Will Protect Against Cost Shifting 

• Health care reform, including insurance reforms targeted to the small group market, 
will cushion the effects of this cost shift by improving the efficiency and fairness of 
the health care system. 

Expanding coverage, ensuring that people can keep the coverage they have, 
and making affordable insurance more available will reduce uncompensated 
care, which in turn will reduce the unrecovered costs that providers pass on 
to people with private insurance to make up the difference. 

• In addition, purchasing pools -- which allow small businesses to pool their 
bargaining power -- will give them the clout they need to protect themselves 
against cost shifting. 

• That's why the President has consistently said that we must control the growth of 
federal health care spending, but we must do it as we reform our health care system 
as a whole -- not by arbitrarily cutting these programs to pay for tax cuts or other 
priorities. 



If we did some type of rate controls that limit variation and guaranteed issue: 

• Forcing insurers to compete on price and quality, rather than by choosing 
only younger, healthier individuals as they can today, will make the market 
more efficient. This should reduce premiums over time and offset the effects 
of cost shifting. 
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If deep Republican Medicare cuts take place in the absence of health care 
ref arm, the burden of the cuts will be shifted onto the backs of those who 
pay for private health insurance, especially small empl<>yers, while the 
inoney will be used for a whole range of other Republican priorities, such 
as tax cuts for the weal Qty. Cost shifting Medicare losses takes place when 
health care providers agree to provide services below cost to Medicare 
patients and then overcharge people with private health insurance to make 
up the difference. The weakest payers, such as small businesses and 
individua)s purchasing health insurance on their own, are the most likely to 
have to pay inflated health premiums that nre increased to offset the cost of 
Republican cuts. 

Independent health care experts at the Prospective Payment Commission 
confinn that "every percentage point of Medicare cost increase not 
reimbursed by Medicare payment wi11, an else equal, translate into a 
percentage point of additional revenue needed from the private sector." 
And these numbers are not small change. In fact, in 1992, "hospitals spent 
$76 billion more than they received for furnishing services to Medicare, 
Medicaid, and uninsured patients" -- and $1 1 billion of this total was from 
Medicare alone [ProPAC 1995, page 5]. "In the same year, [the hospitals] 
took in $29 billion in revenue above their costs of providing care to 
privately insured patientsn [ProPAC 1995, page 5). If this trend continues, 
deep Republican Medicare cuts wilJ continue to come right out of the back 
pockets of the privately insured. 

We believe that the Medicare system needs reform and that we have to get 
Federal health spending under control. But to really make this work and 
not just cost-shift k1 spending from tax dollars to insurance premiums, we 
need to improve our health care system as a whole. If we get Medicare 
savings while taking the first steps toward health care reform, we can. . 
minimize cost shifting by strengthening the private marketplace and giving 
more purchasing power to our small businesses and individuals. 

. . . . . . ·.. . ., ... ~ ·- ., .: .: ......... , .... , . .: . ...: . 
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MOTBS OB XEDICARB/KBDICAID CUTS AND COST-SHIFTING 
mjm 6/2/95 

• In general, the burden of cuts in spending on Medicare and 
Medicaid will not stay with the party immediately affected as 
these parties try to escape the burden of the cut or to shift the 
burden somewhere else. This is especially true for cuts that 
initially affect providers. 

• The burden of spending cuts will usually wind up resting with 
the party least able to shift the burden elsewhere. In this 
sense, the process of burden-shifting resembles a qame of musical 
chairs. All participants in the health care market try to ensure 
that they are not the party winding up bearing the brunt of the 
spending cuts. 

• For example·, a reduction in Medicare payments to hospitals may 
not actually reduce the total resources available to hospitals. 
Possible responses include: 

Hospitals increase the quantity of services provided to 
Medicare beneficiaries keeping net revenues approximately 
constant. In this case, the burden is shifted back to 
Medicare. 

Hospitals become more reluctant to treat Medicare 
beneficiaries or reduce the gualit~ of services provided. 
In this case, the burden is shifted to beneficiaries. 

Hospitals, seeing revenues from Medicare falling, increase 
the charges for care provided to other, non-Medicare, 
patients. In this case, the burden is shifted to individual 
patients and insurers. 

To the extent insurers are charged more for health 
care, the cost is borne either by shareholders of the 
insurer or passed on to customers (e.g., employers who 
purchase insurance coverage for their employees) . If 
employers' costs of purchasinq health insurance 

·increase, they may respond by charging employees more 
for health care benefits provided or dropping health 
insurance coverage altogether. In these cases, workers 
bear the burden of the Medicare cuts in the form of 
lower take-home pay or dropped coverage. 

Hospitals unable to shift the cost of lower Medicare 
reimbursements to other paying patients may view the 
uncovered cost of treatinq Medicare beneficiaries as 
uncompensated 11charity care". In this case, the burden of 
Medicare spending cuts is borne py society as a whole, 
through either tax revenues used to support public hospitals 
or through collective charitable contributions. 

• Similar examples apply to Medicare cuts placed on other health 
care providers (e.g., physicians, laboratories, and outpatient 
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facilities). 

• In recent years, employers and insurers and especially health 
maintenance organizations (HMOs) have become more sophisticated 
and more successful at avoiding the efforts of health care 
providers to shift costs in their direction. This makes it very 
difficult to predict who ultimately will bear the burden of 
expenditures cuts in the major public health programs (Medicaid 
and Medicare). 
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risk contmcring progrum. and in fuct may inc:rcuse 
Medicare spending as a recent evulumion indicat· 
ed. In addi1ion. Medicare's policy of allowing 
bcnetkiurics to discnroll on :l mon1hly. rather thun 
unnuul. basis may contrihule tu biased selection. I! 
could nlso dismpt rhe concinuity of care. 

• Determining the AAPCC annually on a county 
bash; results in suhstnntial payment variation 
among neighboring counties and from yeur to 
year. As a n'.suh. m~my HMOs arc discouraged 
from participating in the risk contracling 
progam hecnuse of low payments in their ser­
vice ureas and payment variability from one 
year to the next. In addition. the AAPCC 
methodology does not uccounl for the costs of 
services provided to Medicare beneficiaries by 
Department of Veterans Affairs and other mili­
tary facilities. Consequently, Medicare capitated 
payments in some areas may be inappropriately 
low, fu11hcr discouraging HMO participation. 

•The Medicare program needs to provide bene· 
Cicinrics with more information regarding avail· 
able plans and how they compare. This infor­
mation should include findings regarding the 
quality of care delivered to beneficiaries by 
HMOs in their area and data on enrollee satis· 
faction with alternative plans. 

Alert 3: Changing Patterns of Subsidies Across 
Payers and Providers 

A price com1>etltlve henlth care system will alter 
past patterns of subsidies across payers and 
providers. The ability of providers to cover loss­
es from Medicare and Medicaid patients with 
excc. .. s revenues fmm private payers will dimin­
ish as competition Intensities. 

• Hospitals have ulways used gains from some pay­
ers to cover losses from others. They have also 
relied on direct and indirect subsidies to help 
finance the c~rc they furnish to the uninsured. 
These practices huvc spreud rnpidly in recent 
years. But ns competition accelerates, payer.; will 
become Jess willing to finance these extra costs. 

•Over the paq decade. Medicare and Medicaid 
have cunailcd the rise in their per case payments 
to hospitnls. Instead of reducing cost growth as 
public payers constrained l'ayments, however, 
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hospitals responded by in~rensing revenue from ; 
private payers. In 1992, hnspituls spent $26 bil-
lion more than they received for furnishing ser· 
vices to Medicure. Medicaid. and uninsured -Jr' 
pmicm~. In 1hc same year. they took in $29 bil- (' 
lion in revenue above their costs of providing 
cure to privately insured patients. Because hospi-
i.1ls could get aclditiom1l revenue from private 
payers. Medicare was able to slow i>ayment 
growth without a commensurate decrease in the 
cost of furnishing cure to its beneficiaries. 

• Many hospitals will have difficulty securing extra 
revenues from private payers to subsidize losses 
from public programs because of accelerating 
price competition. To remain financially viable, 
therefore. chey will have to constrain the growth 
in the costs of fumishing care to all patients. 

• This deceleration in hospital costs per case began 
in late J 992. Contributing to this trend were 
improved labor productivity, smaller wage and 
salary increa'>es. and a more gradual rise in the cost 
of supplies and se1vices that hospitals purchase. In 
addition. hospital length of stay has declined for 
elderly and noneldcrly populations alike. Conse­
quently, growth in the uveragc cost per case is 
moderating for Medicare and other payer!'. 

- 1\..->.; 
•Medicare's payments relative to the costs of 

1,s . 
services provided to beneficiaries continue to ~ 
be below those of most private payers. Because oJ.~ 
of the recent slowdown in cost growth, howev· ,[, 
er, subsidies from private payers thul offset ""- _., 
these losses will not need to increase. Indeed, .,-
though still substantial. these subsidies appear ( 
to have dropped in 1994. ~~ 

~;~\_ ... .u 
• Surplus revenue fro1'i1 private payers also has ~.:_­

been used to subsidize losses from Medicaid ~, 
and uninsured patients. lf hospitals are unable 
10 continue to obtain these additional revenues, 
they may avoid providing cure to some public 
program benefidarics and to the uninsured. 
Moreover. the pressure to do so is likely to rest 
most heavily on ccnain hospitals. 

Alert 4: Assessing Further Reductions in 
Medlcttre Hospital Updates 

While the growlh In Mcdlcnre hospital per case 
payments l'.Ull be redm.~cd further, it Is hnporhmt 
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Chapter 1 

Medicare and the 
Evolving Health Care System 

America's health care system is undergoing a 
transformation, resulting from spending that con· 
sistently has risen much faster 1han can be 
explained by population growth and general infla­
tion for the past three decades. A major restructur­
ing in the financing and delivery of care is under 
way that will have lasting effects on how care is 
provided to the entire population. including Medi­
care beneficiaries. Before looking at the changes. 
however, it is important to understand the context 
in which they arc taking place. 

Among the factors contributing to higher health 
care spending ;ire greater demand for services and 
the devel.opmcnt, diffusion, and use of medical and 
technological advances. Not only are people receiv­
ing more services, but these are of higher intensity. 
The utilization spiral historically has been fueled 
further by the nature of health care financing. char­
acterized by third-party insurance coverage and 
fee-for-service payment. Providers traditionally 
have been paid on a per service basis, linking their 
revenues with the quantity of services they furnish. 
Health insurance has shielded consumers from the 
direct cost of service use. 

The dynamics of the medical marketplace also 
differ from those in the markets for most other 
goods and services-and may help explain why 
costs have grown. In most markets, consumers 
choose che lowest-priced product of acceptable 
quality, but price hus been Jess imporHtnl in the 
health care sector, partly because of insurance. 
Additionally. physicians generally select the ser­
vices provided; rarely-until recently-have they 
been held accountable for pmient care costs. Fur­
ther, hospitals and other providers hnve competed 
for patients based on the perceived qunlity of their 
products, rather Lhan on price. Frequently. compcli­
tion hus entailed acquiring costly technolugies. 
exr>unding capacity, and offering services and 
amenities with little attention to cos1. 

All this is changing. Recent !rends indicate that 
the growth in heallh care spending is moderating. 
Competition among insurers and providers is 
increasing, with price becoming a more important 
consideration in health c<1rc purchasing decisions. 
Employers and other buyers of insurance are 
demanding lower premiums. Third-party payers are 
using capitation <tnd other managed care techniques 
to conscrain their costs by negotiating price reduc­
tions, sharing financial risk with providers, and 
controlling service use. 

For u decade, Medicare has attempted to curb its 
expenditures by limiting Che rise in payment for 
each service chat is furnished. For exnmplc. Medi· 
care policies control the payment for each hospital 
discharge as well as for each unit of service deliv­
ered by physicians and other provideri;. Neve11he· 
less, program spending has continued 10 grow 
rapidly because there arc more beneficiaries, and 
because the number of services each Medicare 
patient receives is rising. 

The major resrructuring of rhe financing of health 
care services will affect how health care is provided. 
Increased price competition, together with contin· 
ued pnyment constraints by government payers, has 
the potential to slow the rise in health care spending 
by reducing excess capacity, eliminating services of 
little or no value, and enhancing overall system effi­
ciency. Greater compelition. however. can have 
adverse effects if insurance plans or providers 
attempt to control their costs by accepting only the 
healthiest individuals or hy failing to provide appro­
p1fate services. People who are uninsured or at high 
risk fo1· illness. those who cannot afford to travel to 
selected providers, and those living in underserved 
areas may be ac u disadvaniage in a highly compcci­
tive hcahh cure system. The providcrio; that cure for 
these vulncrnhk populations and those 1hat furnish 
other sodally valuable services, such :1s medical 
education, also may be disadvantaged. 
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In this chnpter. the Prospective Payment Assessment 
Commission (ProPAC) examines the evolving 
health care marketplac.:c and Medicare's role within 
that marketplace. Changes in heahh cure financing 
and service delivery are described. Recem health 
care spending trends are presented, along with the 
relationship bl~tween Medicare's payment policies 
and those of other payers. The increased competi· 
tion and restructuring occurring in the financing 
and delivery of medical care arc likely to aff cct the 
rate of growth and the distribution of spending by 
the private sector and by government programs. 
These changes could, therefore, have important 
consequences for access. service use, and quality of 
care. 

THE CHANGING HEALTH 
CARE MARKETPLACE 

Between 1980 and 1993, national health care 
spending grew more than 250 percent, Jargely 
because of the financial environment in which 
heahh care services are delivered. 1 Insurers tradi­
tionally played a passive role in man11ging spending 
because they were able to increase insurance pre­
miums. Employers-the predominant payers of 
health insurance premiums-either raised product. 
and service prices or delayed wage increases or 
other benefits to pay for higher premiums. 

As a result of this financial environment, hospi­
tals and other providers have attempted to improve 
the quality of their services with little regard to the 
cost. Capital improvements and expansions, along 
with technological advances, have enhnnced the 
quality of and access to health care. At the same 
time, however, they have contributed to the tremen­
dous growth in health care spending-from 9 per­
cenl of the nation's domestic output in 1980 to 
nearly 14 percent in 1993.2 

Payment methodologies also have played a sig­
nificant role in the rise of heallh care expenditures. 
Providers historically have been paid based on their 
costs or charges for each unit of service. These 
cost-based and fee-for-service payment methods 
give providers incentives to increase the frequency, 
duration, intensity, and specialization of services, 
leading 10 growth in overall spending. 

Jn the early 1980s, Medicure expenditures were 
outpacing those in the private sector. To contuin 
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spending. Medicare implemented several payment 
policy clrnnges. most no1ably the prospe<.:tive pay­
ment system (PPS) for inputient hospital care. 
Under this system. hospitals generally receive a 
fixed payment for each patient discharge. regard· 
less of the amount or duration of services provided. 
PPS helped contain the growth in inpatient expen­
ditures. thereby reducing the increase in total pro­
gram spending. 

Medicare's PPS, together with a decline in hospi­
tal admissions. resulted in an initial slowdown in 
overnll hospital expenditures. This phenomenon 
was temporary, however, due to the relative lack of 
spending controls by other payers. While PPS con­
strained Medicare inpatient hospital payments, hos­
pital costs continued to grow at historical rates. Ai; 
their costs increasingly exceeded Medicare pay­
menti;, many hospitals generated larger revenue sur­
pluses from private insurers, a practice commonly 
referred to as cost shifting. Because they were able 
to cost shift, many health care providers did not 
have to confront financial pressures imposed by 
Medicare and some other payers. Cost shifting also 
meant that the constrained growth in Medicare pay­
ment rates generally did not impede access to or 
quality of care for Medicare beneficiaries. 

Medicare·~ inpatient hospital payment policies 
hastened the decline in hospital admissions and 
length of stay; technological advnnces also con· 
tributed to this trend. An increasing number of ser· 
vices are provided in other sites, such as hospital 
outpatient and ambulatory sellings. post-acute facil­
ities. and the home. These fuctors have contributed 
to an overall excess in hospilal inpatient capacity. 

Recent trends indicate that price is becoming a 
more important considcrntion in health care pur­
chasing decisions. Many of these changes began 
during the 1980s, but they have acceJerated recent· 
ly. This may be attributable to various factors, 
including a growing share of employers' dollars 
being spent for health ca1·e benefits, as well as a 
greater awareness of spiraling heuhh care spending, 
highlighted during the 1994 debate on national 
health care reform. 

Financial Constraints 

The growth in health care expenditures is c.:uus­
ing many buyers (primarily employers) to seek 



lClll 

1<1)'· 

ue. 
·ca 
1rd­
led. 
oen-
1ro-

;pi­
in 

ion 
of 

>n· 
:>s­
A s 
l)'• 

Jr· 
1ly 
>le 
1ot 
by 
so 
Y· 
or 

?S 
1d 
1-

r­
:ti 
I­
d 

a 
·. 
n 

s 
l 

FROM TEL: 

insurer.-. or bcncfi1~ 111;11i;1i!crs that offer :-iealth 
benefit packages at 111w•:r p~i:miums. Insur~rs. are 
imp\ementi.ng new st ratci~im; to contain sp1tnding 
by controlling the payr11c111 per unit of se["'l.;.:-e. as 
well as rhe total n11111lrcr ,,r services fumj !ihed. 
These approaches. ind~1d1! converting provid~ pay· 
ment methodolog1cs lr•1111 foe for service to more 
comprehensive puy111l:111 units-such as ~r day 
i~nd per cas~ or per 1..::1pi1:1 ·-and implcmencin~ uti­
hza1101~ ~ev1ew prni:tra.111·1. Consequently, pro"iders 
face different hnanl'.t;1l incentives as the,· bear 
mol'e of the risk as~11l·i:1tcd with h;ahh caie cost 
increases. 

Many health care 1111rch 11 ~crs are turning to man­
aged care plans, whkh 111'1cn have \ower premiums 
than conventional i11dl'll111i1y plans. The tcnn man· 
aged cnre encompasses 11 vnriety of arrangements, 
but all rely on restrk1ii1~ the choice of health care 
providers and limitinl!l clinicians' options to pre­
scribe tre~lmcnti;. Cor111 110n plan types include 
health maintenance 11rv,ani1.ntions (HMOs), pre­
ferred provider orgm1i:1.111i1111s (PPOs), and point-of­
servicc plans. 

Managed care. pl;ins use various techniques to 
control their costs. S11hs1.~rihcrs are limited in their 
c.hoice of providers ~ll' .,_ivcn slrong financiul incen-
11vcs to choose par~lll'lll11r providers. By specifying 
doctors and hosp1t11I", 11111 naged care pluns can 
negotiate favorabl..• puymcnt rates and select 
providers that demo11s1rn1c lower-cost practice pat· 
terns. Further. plans 11111y share financial risk with 
providers. by using l'1.1pitated payment arrange­
ments or, m the cuse nl hospitals, n per diem or per 
cas~ payment. ~thcr ll'\'1111iques include utilization 
r~v1~w mech~msms :111d r1..~ltuirements that nil spe· 
crnhzed sc~v!ces be prc11111horizcd by u primary 
care pracut1oner. Many managed care plans 
encourage preventive Sl'rvices to detect or avoid 
future costly conditinn". Some conlrol costs by 
acquiring hospitals ."'"' cinploying physicians so 
that they cnn provuk Sl'l'vices directly to sub­
scribers. 

The number of pcopk· enrolled in soml! form of 
managed care is grn\\'i11~ rnpidly. Enrollment in 
HMOs-thc most ti~hlly controlled m;mnged 
cure arrnngcrncnt--nh\l'c than doubled 1't1ween 
1985 and 1994, from ~ 1,crcent of the Jll'J'Ulation 
to about I~ p~rccnt (s~'l' Figure J-1 ). Whik HMO 
mernhershtp ts cxpathlit'l:!. at the nntio1ul level. 
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Figure 1-1. U.S. Populatlon Enrolled 
In Health Maintenance 
Organization•, 198&·1994 
(In Percent) 
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llnmllmBn~ JIJrle 19114. 1nd lhl Cap111menl of 
Commerce, Bureau of "' Cen1111. 

HMO market penetration varies widely Ill the 
state level. In California and Massachusetts, for 
example, almost 35 percent of residents belonged 
to an HMO in 1993. compared with Alaska, West 
Virginia, and Wyoming. where there was virtually 
no HMO activity. 3 

Enrollment in PPOs and other types of managed 
care also is accelerating. l'PO subscribers generally 
have more choice of providers, although they are 
encouraged to use particular ones through financial 
incentives. In firms with J 00 or more employees, 
PPO enrollment rose from 16 percent of all insured 
workers in 1991 co 26 percent in 1993. 4 Similarly, 
PPO enrollment for workers in smaller firms wenl 
up from 13 percent to 18 percent between 1990 and 
1992.5 Data on other forms of mnnaged care are 
limited; however, anecdotal evidence suggests they 
ure experiencing similar trends. 

. Managed care methods increasingly are affecting 
people who remain in fee-for-service indemnity 
insurance arrangements. Many indemnity insurance 
plans are incorporating utilization management fea­
tures. In 1993, 90 percent of workers in firms with 
I 00 or more employecis were enrolled in fee-for­
scrvice plnns thut required certain services to be 
preauthorized by the insurer.6 
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A growing number of states arc attempting lo 
comrol rising Medicaid expenditures by cs1ablishing 
managed care programs for Medicaid rcdpicnts. 
States generally need :i wniver from the Federal gov­
ernment to implement such prngrams. Currently. 44 
slates and the District of Columbia have some type 
of managed core program in place, ranging from pri· 
mary c<lre c;ise managemem to mandatory HMO 
enrollment. 7 These prograrns usually encompass 
specific gcogmphk areas or populations, but several 
states have implemented statewide programs. The 
number of Medic;1id recipients enrolled in managed 
care plans increased 66 percent hetween 1993 und 
1994, from 4 .R mil1ion 10 nearly 8 million.8 Man­
aged care enrollment grew from almost I 0 percent 
of the Medicaid-eligible population in 199 I to nearly 
24 percent in I 994 (see Figure 1-2). 

Provider Responses 

Changes in the financing of health care are caus­
ing providers to reconsider how they do business. 
Confronted with intensified pressures to compete 
on the basis of price, they have three choices: con­
trol costs, increase volume in order to raise rev­
enues, or both. Given changing financial incentives. 
the challenge for health care providers is to manage 
care delivery-and the resources used to provide 
that care-more effectively. 

For hospitals, this is especially important. The 
combined growth in risk sharing arrangements, 

Figure 1-2. Medicaid Managed Cara 
Enrollment, 1991-1994 
(In Percent} 

1991 1992 1993 
Year 

1994 

SOUFICE; Healtti c;·,,, 1'1nano4ng Aelmlnla1ra1lon. Ofllce of Mnnagoel Cate. 
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utilizalion rc"iew, und tcchnolol:lh:al innovations 
hns cx.acerbatt~d the problem of excess capacity. 
Mony services that previously were furnished on an 
inpatient hasis are now being delivered in ambula· 
1ory settings. In addition. palicnts with conditions 
that require an inpatient st::iy are recovering in post­
acu re focilities and al home. The heigh1cned 
demand for nonncute sel'viccs has sliinulated 
growth in the number and type of providers that 
compelc for pucicnls. Among these are hospital out· 
patient dcpanmcnts; free-standing ambulatory, sur· 
gical. and diagnostic imaging centers~ rehabilitmion 
facilities: and home health agencies. Insurers and 
managed care plans are capitalizing on Lhe excess 
inpatient capacity to negotiate favorable prices for 
hospital services. Competition also is rising in 
other sectors, as private payers use managed care 
techniques to channel patients to selected physi· 
cians and other providers. 

To succeed in lhe increasingly competitive envi­
ronment, hospimls nnd other providers are seeking 
ways to strengthen their market position. These 
methods range from developing outpatient and 
post-acute components to forming joint ventures 
with other providers and. in some cases. merging 
hospitals and entire hospital systems. The amount 
of collaboration between providers is widespread 
and unprecedented. The extent of this activity 
varies and often is directly related to the private 
sector market forces wichin an area. Each markel 
differs, nnd these differences influence how 
providers respond to growing price competition. 
Areas heavily penetrated by managed care arrange· 
menu;, for instance. are seeing more and more 
provider collaboration. 

One of the more significant structural changes in 
the health care industry is the formation of integrat­
ed service delivery networks. These networks joint­
ly market a comprehensive set of services to health 
benefit plans, insurers, or purchasers. They tl'y to 
achieve savings through economies of scale and 
scope and t.he coordination of patiem care. 

Networks m11y include otherwise competing 
providers as well <ts those offering complemcnlary 
or unrchttcd services. Ilcsi<.les physicians, 1hcy also 
may incorporale acu1c and post-acute fucililies, 01hcr 
ambulatory-based Jlro"iders, and, in some cnscs. un 
insurance component. By purticiputing in networks. 
hospiLals and other providers can compete more 
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effectively for managed care conlrncls. thereby 
iucreasing their market share and improving their 
linandal condition. 

Quality and Access 

Changes in the financing and delivery of health 
care services arc likely to affect the type. amount, 
3nd quality of services people receive. Access to 
c:arc for certain individuals, particularly those with­
out insurance. may also be compromised in a plice­
compctitivc environment. An estimated 39.7 million 
Arnerica11s (15.3 percent of the population) lacked 
health insurnnce coverage during the I 993 calendar 
year, an increase of 1.1 million over 1992.9 The 
amount and quaJity of servkes used by uninsured 
patients arc lower than for the rest of the population. 
Uninsured persons visit a physician less often and 
have fewer hospitalizations despite their poorer 
heahh status. 10 Those who arc hospitalized are sick­
er on admission; use fewer costly. discretionary ser­
vices: and nppear to have a higher risk of death, 
both in the hospital and after discharge. 11 

With rising price competition in the marketplace, 
these disparities could he exacerbated. As payers 
negotiate lnrger discounts from providers, 1hose 
that serve a population made up predominantly of 
Medicaid enrollees and the uninsured will be 
increasingly disadvantaged. Fewer payers may be 
willing to finance care to the uninsured through 
cost shifting, and fewer providers may be willing to 

. take on chis financial burden. 

Changes in the health care market are also likely 
10 affect the care received by the insured popula­
lion. Mnny studies have shown that HMO enrollees 
have different utilization paucrns, compared with 
members of tradiJ:ional indemnity fee-for-service 
health insurance pJans. HMO enrollees have Jower 
ho~pit<\I admission rntes and more physician office 
visits than non-enrollees.12 It appears thut managed 
care physicians substitute ambulatory care for at 
least a portion of inpatient care. In addition, these 
physicittns provide less intensive care in both inpa­
tient ttnd ambulatory settings compared with their 
~Ce-for-service counterparls. D Despite differences 
rn the puuerns of care furnished, the quality of care 
and health uu1comcs do not nppcar to differ 
between HMOs and fee-for-service plans. More­
over. llMO consumer surveys indicate a high 
degree of satisfaccion. 
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Some have nrgued th<il rhc lower u1ilizn1ion rntes 
in HMOs and other mnnugcu care plans arc due to 
fovornblc enrollee sclccrion. Ano1hcr explanation is 
the reliance on physician ··ga1ekec!pers .. 10 authorize 
the use of specialty services and otherwise coordi­
nate care. It is dear. however, 1hat providers paid a 
predetermined nmount for furnishing comprehensive 
services have incentives to minimize the quantity 
and intensity of those services. How this will affect 
the quality of hcahh care in the future is not known. 

Research has documented wide variation in the 
use of health care services by various population 
groups.1 4 While some of this variation may be 
appropriate-reflecting. for ex.ample. differences in 
patients' health status-much mny be inappropriate 
and undesirable. To the extent that providers con· 
strain needless use and control the intensity of ser· 
vices that do not improve patient outcomes or are 
furnished inefficiently, quality of cure can be main­
tai ncd or even improved. Providers can also 
improve quality and possibly avoid future use of 
expensive services through prevention and health 
promotion activities. The ability to identify inap· 
propriate or inefficient service use, however, is Jim· 
itcd. Most diagnostic and therapeutic interventions 
hnve not undergone rigorous evaluations of long­
term outcomes th:tt would alJow targeted elimina· 
tion or expansion of use. 

HEALTH CARE SPENDING AND COSTS 

Data on overall health care spending provide 
some indication of the impact of the changes in the 
health care marketplace. Recent trends suggest a 
slowdown in national heahh care spending over the 
past few years (see Figure 1-3). After accounting 
for inflation, between J 990 and 1993 national 
expenditures grnw at an average annual rnte of 4.7 
percent, compared with 5.7 pcrcem between 1980 
and 1990 and 5.4 percent between 1970 and 1980. 

Marketplace changes may also help explain why 
private sector spending per person has, in recent 
years. grown more slowly thun Medicare's spend· 
ing per enrollee (sec Pigure 1-4). Medicare expen· 
diturcs grew foster than private sector spending in 
the early 1980s. This pattern reversed in 1984-
following PPS implementation-and continued 
through 1991. In 1992 and 1993. however. Mcdi­
cnrc expendilurcs again were growing faster than 
those in the private sector. 
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Figure 1.3, Real Average Annual Change In 
National Health Expandlturee, 
1960·1993 (In Percent) 

7,9 
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Year 

SOURCE; ProPAC 1n111~1111 ol n&1lonal heallh •llPOndlM• data I~ 
lhe H.an11 Cl•O FinRnclng Adndn11<e1lon, O~lca ol Ille 
Ac!Ull'f. 

Spending growth rates for the different health 
care sectors have varied substantially in recent 
years. For example, overall hospital spending expe­
rienced the third lowest real increase since the 
beginning of the Medicare program, decelerating 

Figure 1·4. Real Average Annual Change In 
Medicare Expenditure• Per 
EnrollH and Private Health 
Insurance Expendltur11 Per 
Person, 1979-1993 (In Percent) 

. 1979·1983 1983·1987 1987·1991 1991-1993 
Ytor 

• Medlcara oxpendlturo& 

liJ Privalo health Insurance expol1diture11 

SOURCE~ l'toPAC anarya•• ol 0811 lrom lho Heallh Caro Financing 
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from an annmtl growth rate of 5.2 percent in 1992 
10 3.6 percent in 1993. 1 ~ Reul spending for home 
heulth care continued growing lhe fastesl-20.2 
percent in 1993-although even this Wll!i lower 
than the 23.6 percenl in 1992. Spending for physi­
cian services grew 2.8 percent afler adjusting for 
inflation, compared with 4.5 percent in 1992. 

Hospitals 

Inpatient hospital care represents the largest share 
of health care spending. Payment policy changes 
and technologicnl advances. however. have shifted 
many procedures lo ambulatory settings, resulting 
in lower hospital occupancy rares and excess capac­
ity. Insurers and managed care plans are taking 
advantage of these factors to pursue price discoums. 
Consequently, many hospitals are being pressured 
to lower their prices lo more competitive levels, 
necessitating lower cost growth as well. 

The dramatic decline in the growth of hospital 
costs over the past lwo years suggests that hospitals 
arc adjusting to their changing financial environ· 
mcnt (see Figure 1-5). From 1987 until 1992, hos­
pital costs per case grew about 9 percent annuaJly: 
In 1993, the rnte dropped to 4.8 percent This trend 
appears to have continued into I 994, with costs 

Figure 1-6. Annual Change In Hospital 
Coete Per AdJueted Adml881on, 
1987·1994 {In Percent) 
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growing at a rmc equivalent to 2. I percenl annually 
for the firsl nine months. The slowdown is even 
more striking when the effccls of inflntion :ue 
removed. Real cost growth fell from an annual rme 
of 5.0 percent in 1992 10 1. 7 percent in I 993. In the 
first nine months of 1994, inflution-adjusted costs 
per case actually declined by 0.6 percent, compared 
with the sume period in 1993. 

Declines in uvcrage leng1hs of stay und slower 
employee wage growth ~tppear to be key factors in 
the recenl downward rrend. After fluc1uuting slight­
ly wi1h no net change between I 985 and J 991. 
average length of stay fell 1.5 percent in 1992 (see 
figure 1-6). This trend cont.inued in 1993 and 
1994, wilh Hddicional stay reductions of slightly 
more than 3 perccnc in each year. 

For many years, hospital wages grew faster 
than those for all civilian workers. This gap 
began to narrow in early 1993 (see Figure 1-7). 
By the end of Lhat year, hospiLal wage increases 
foll below those in the rest of the economy. Since 
then, hospital wage growth has continued to stow. 
In the third quarter of 1994, average wages for 

---4°2P-.~!!L.QJ.11plQy~es grew no faster than general 
milauon. 

The recent downward trend in hospital cost 
growth is not unprecedented. Rates have slowed 
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Figure 1-8. Average Annual Change In 
Length of Stay: 1885·1991 and 
1992-1994 (In Percent) 
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Figure 1-7. Change In Hospital Workera' 
and All Civilian Workers' 
CompenHtlon, 1992-1894 
(In Percent) 
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dramaticully several other times during the past 25 
ycnrs, each time in response to an ex.plicit govern­
ment poJicy or cost-containment initiative (see Fig· 
ure 1 -8). For example, the steep dccJine in 1973 
coincided with the Njxon Administration's econom­
ic stabilization program. Decreases in the )ate I 970s 
and early 1980s corresponded with implemen1acio11 
of the Carter Administration's voluntary hospital 
cosl controls and Medicare's prospective payment 
system for hospituls, respectively. In each of these 
periods, however. when the explicit pressure was 
withdrawn or lessened, the slowdown did not contin· 
ue. Similarly, because comprehensive Federal health 
care reform seems unlikely in the immediate future. 
the pressure to slow cosl growth could diminish. 
Nonetheless, many helieve that today's trend differs 
f mm eurlicr ones because of changes in the private 
insurance market tlrnt appear to be accelerating, 
rather than subsiding. Moreover, because the impe­
tus is based on the marketplace, there is a greater 
likelihood that the pressure will be sustained. 

Other (i"acllltles 

While inpulicnt hospiwl care continues lo repre­
sent the larges! share of 101al health care spending, 
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Figure 1-8. Annual Change In Hoepltal 
Costa Per Caae, 1967·1992 
(In Percent) 
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payment policies and technological advances have 
shifted the site of care for a gl"Owing number of ser· 
vices to ambulatory settings, driving up spending in 
this arel\. Jn J 984, for example, 15 percent of hos­
pital care was provided on an outpatient basis. By 
1993. this shnre had increased to 23 percent. 1 ~ Hos­
pital outpatient spending grew 290 percent between 
1984 and 1993, while hospital inpatient expendi­
tures wem up 82 percent. 17 

Spending for post-ncute services also hm: grown 
rapidly, as patients increasingly are transferred to 
skilled nursing facilities. rehabilitation and long­
term hospitals, and the home to recuperate from 
inpatient services or to be treated for chronic condi­
tions. The rising use of these setlingi; may result 
from several factors, including private sector incen­
tives to treat patients in less costly sites as well as 
changes in Medicare payment and coverage poli­
cies. 

Volume continues to play a major role in the 
grnwth of spending by these other health care 
providers. This is best exhibited by examining 
Medicare spending for home health services (sec 
Table 1-1 ). Increases in chc number of people 
receiving home health care and the number of visits 
for each person arc primarily responsible for the ris· 
ing spending for this service. Jn 1980, for every 
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Tabla 1-1. Medicare Home Health Care 
Utlllzatlon, 1980-1994 

Persona Served Visits 

Per Per 
Number 1,000 Number Person 

Yeer (In Thousand&) Enrollees (In Thousands) Served 

1980 726 26 16,322 22.5 
1981 948 34 22,688 23.9 
1982 1.154 40 30,628 26.5 
1983 1,318 45 36,898 28.0 
1984 1,498 50 40,422 27.0 
1985 1,649 61 39,449 25.5 
1986 1,571 51 38,000 24.2 
1987 1,544 49 35.69, 23.1 
1988 1,582 49 37,132 23.6 
1989 1,685 51 46,199 27.4 
1990 1,940 58 69,585 35.9 
1991 2,223 65 100,044 45.0 
1992 2,523 72 134,844 63.4 
1993 2,900 81 173,953 60.0 
1994" 3,220 88 209,149 65.0 

• Eallmatei:r 

BOUACE~ Health Cara Financing Admlnt1tr1t1on, Office ol tile Aeluary. 

1,000 Medicare enrollees, 26 received home health 
services. This figure nearly 1.riplcd by 1993, while 
the number of visits received by each person nearly 
doubled. Much of this growth was associltled with 
changes in coverage policies. Increases in the num­
bers of users and services provided per user also 
have driven much of Medicare's higher spending 
for skilled nursing facility care (see Table 1-2). 
Dialysis for end-stage renal disease and ce1tain out­
patient procedures demonstrate a similar-though 
less pronounced-pattern. 

MEDICARE IN THE CHANGING 
MARKETPLACE 

1be changes in the health care marketplace will 
undoubtedly affect the Medicare program. Medi­
care is a major pluyer in the health care aren~. 
responsible in 1994 for the health care services of 
some 36 million people at an annuul cost of about 
$I 50 billion. 18 Although the program's payment 
policies are distinct from those of private payers, 
the cost of providing care to Medicare beneticia­
ri~s-particuli1rly for hospital services-has hccn 
Jinked to private sector puymcnts through cost 
shifting. Financial constraims in the private !'ei:tor 
may affect this rclutionship. In addition, there is un 
increasing divergence between Medicare's payment 
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Tabla 1 ·2. Medicare Skltled Nursing Faclllty 
Utilization, 1980·1994 

Persons Served Days 

Per Per 
Number 1.000 Numbor Person 

Year (In Thousands) Enrollees (In Thousand&) Se Ned 

1980 257 9 8,645 33.6 
1981 251 9 8,518 33.9 
1982 252 9 8,814 35.0 
1983 265 9 9.314 35.1 
1984 299 10 9,840 32.2 
1985 314 10 8,927 28.4 
1986 304 10 8,160 26.8 
1987 293 9 7,445 25.4 
1988 384 12 10.667 27.8 
1989 636 19 27,780 43.7 
1990 636 19 26,200 39.5 
1991 671 20 23.700 35.3 
1992 785 22 28.960 36.9 
1993 870 24 34,437 39.6 
1994. 926 25 36,865 39.9 

• E111tna1ed. 

SOURCE~ Heahh Care Ftnancltlg Admlnl8tr8110tl. Ollloe of 1h• ACIUlry. 

structure and those of a growing number of privl\lc 
payers. While Medicare offers its enrollee:; a man· 
nged care option, its primary payment method con­
tinues to be f ec for service. The style of care pro· 
vided to Medicare beneficiaries may change as 

Figure 1 ·9. Share of Total Medicare Spending, by 
Sector, 1991 (In Percent) 

Physicians 
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SOURCE: Heal\h Ca•• Flf\encing aarrt1n1stt111on, Ollioo ol NalloNI 11 .. 1111 &11~•tlc•. 
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providers alter their practi,~c patterns lO meet 1he 
inccniives of a health care environment dominated 
by managed care. 

Medicare Spending 

The Medicare program is l!Xpcriencing shifts 
in spending across provider types similar to 
!hose seen in the overall health care system. 
Although hospital inpatient payments continue to 
be Medicare's largest outlay. skilled nursing care 
and home health services account for dispropor­
tionale shares of overnll Medicare spending 
growth (see Figures 1·9 and 1-10). In 1991, 
expenditures for skilled nursing care and home 
health services consticuted 2 percent and 5 per­
cent of total Medicare spending, respectively, yet 
they represented 11 percent and 17 percent of the 
increase in total Medicare expenditures between 
1991 and 1993 . 

This significant shift in Medicare spending 
shares results from sustained spending increases for 
post-acute services. Between l 991 and l 993, real 
ex.penditures per enrollee for skilled 11ursing care rose 
almost 40 percent per year; those for home health 
care services grew just over 30 percent annually (see 
Figure 1-11 ). These growth rntes reflect a combina­
tion of technologicul advances, modifications 

Figure 1•10. Contributor• to lncreaae In Medicare 
Spending, by Sector, 1981-1993 
(In Percent) 
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Figure 1·11. Real Average Annual Growth i 
Rates Per Enrollee for T 
Selected Medicare Services, 
1987·1993 (In Percent) 

Hospital Hoapllal Physicians Skilled 
Inpatient Outpatient Nursing 

Care 
MeOlcare SeMc:e 

• 1987-1991 11 11111M11e3 

Home 
Health 

80URCe: ProPAC 11111ryall of data from tne Heaq11 Cerv Firiancing 
Adrnlnlttra110n, Offlna 01 tho Actunry. 

in physicians' rracticc patterns, and changes in 
Medicare's coverage policies. Funher. even though 
Medicare's cost-based payment methodologies incor· 
poratc payment limits, lhey do not provide strong 
enough incentives to control costs. 

Medicare's hospital payment policies ar·e having 
an increasing impact on the financial condition of 
hospitals. Medicare represents a rising share of 
hospitals' tolld plltient care. The number of Medi­
care enrollees is growing faster than the general 
population, and Medicare admissions per enrollee 
have not been decreasing as have those for the 
under-65 population. In 1980, Medicare revenues 
represented about 40 percent of hospitals' patient 
care costs; in 1992, this proportion rose to 43 per· 
cent. 19 

Future Medicare Hospital Payments 
and Costs 

The slowdown in hospitul cost growth, along 
with continued Federal budgetary pressures. hns 
focused attention on further reducing the growth in 
Medicare payments for hospitals and other 
provi<lcrs. As discussed earlier. for u number of 
years hospitals have offset increas,~s in Medicare 
costs per cnse that exceeded Medicare pnyments by 
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obtaining extra revenues from private in!'urers. In 
199~. for example. Medicare payments were $11 
billion less than the costs or trealing program bene­
ficiurics. 20 All of this deficit was offset by higher 
payments from privale puyers. Whether additional 
Medicare payment constraints can be imposed with­
out ex.ucerbnting the pressure to cost shift depends 
cm the rate of increase in both p<iyments und costs. 

PPS updates through fiscul year 1997 were set 
by the Omnibus Budget Reconciliation Act of 
1993.21 The actual payment increases received by 
hospi1als, however, depend not only on these 
updates, but also on the growth in &he Medicare 
case-mix index. ProPAC has estimated this increase 
lo be 1.0 percent in fiscal year 1994 and l.J percent 
in fiscal year 1995. The Commission believes a 
level of J .0 percent likely will be maintained 
through 1997 in the nhsence of major changes in 
the payment system. 

Because it is impossible to predict whether the 
current cost slowdown will continue. ProPAC pro­
jected cosc growth under three scenarios that it 
believes represent the range of likely increitses in 
Medicare cosl per case (see Tuble 1-3). A reason­
able estimate of the upper end of the range after 
1994 is 4.9 percent annually (equal to the projected 
increase in the PPS hospital market basket index 
plus J .8 percentage points)-the level experienced 
in fiscal year 1992. This upper limit reflects the 
assumption that the combination of cost.contain· 
menl prc~surc from the private sector nnd public 
conccru about rising costs will prevent cost growth 
from escalating to the 8 percent to 9 percent level 
of the late 1980s. 

The lower boundary on the future rate of cost 
increase is best represented by the cosl growth 
through the first nine months of 1994, which was 
2.1 percent. 22 Jn ProPAC's view, lhe hospital indus­
try"s response co these pressures is not likely to be 
any more incense in the future thnn it is today. Fur· 
ther, the current growth rate is actually less 1han 
inflation in the general economy. The intcrmediale 
range cost growth estimate for I 995 and beyond is 
bnscd on the forecasted market baskcl increase plus 
an allowmKe for changes in the mix and complexi­
ty of hospital admissions. The Cornmission·s best 
cstinrntcs of these vuriahlcs lhrough 1997 are 1.0 
pcrcenl per year for re:1l case-mix growth und 2.9 
percent per year for the market husket incrc;isc.i.1 
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Table 1-3. Medicare PPS Per Case Payments Relative to Costa, Under Three Cost 
Growth Scenarios, Flscal Years 1994·1997 (In Percent) 

Variablo 

Payment increastt' 

Range of likely coat lncrea&e: 

HlghD 
lnterrnedlate0 

Lowd 

Dlfforence betwoen payment and three 
alternallve cost lncreai;es: 

High 
Intermediate 
Low 

1994 

3.0% 

2.1 
2.1 
2.1 

·0.9 
·0.9 
·0.9 

1995 

3.1% 

4.9 
3.8 
2.1 

1,8 
0.7 

·1,0 

1996 

2.6% 

4,9 
4.0 
2.1 

2.3 
, .4 

-0.5 

1997 

4.2% 

4.9 
4. 1 
2.1 

0.7 
-0.1 
·2.1 

A11erage 
1994-1997 

3,2o/e 

4.2 
3.5 
2.1 

1.0 
0.3 

-1.1 

' perl"9d from tho I0011le1ed update {which 11 Ille rorecaa1e0 marker baskot tncroaae 1811 a praecrlbod number ol percemaga polnta) and 
ProPAC'1 e1Um11e of oaee•ml• lnde• Change. 

• For 1994. based on the Am•rlcan Hospital A11oclatlon N11t1on11 Ho1p11111 Panel Survey l110<011se lot Ille f1<111 nine fTIOl'lhl ot 1994. For 
lBBS through 1997, aasumae return to Iha por eeae lnC1eeN In Medlc«ra lnl\lltlent hoepltal co111 e.:pltloneed In flecal year 1992. 

'Alllt 1994, 11888<1 Of'l lhO n\llrlllll baaket lncreaao (119 lorecaated by Ille Hea"h Care F1111nc1ng AOOllnlllra!IOn In September 1994), plul 
lncromonr~ for e1peeted markel baskcll l0teca11 enor correction encl real caae-ml1 growth (bOlh as e1drna1ed by ProPAC), 

• Asaumea cont111uaflon of Iha t 994 a&p&rienco. 

SOURCE~ ProPAC analyeil. 

The additional pressure to cost shift can be 
estimated by subtracting the Medicare payment 
increase from the cost increase each year. Medica,re 
and the private sector account for approximately 
equal shares of hospital spending, 40 percent and 
39 percenl in 1992. Consequently, every percentage 
coint of Medicare cost increa§e not reimbursed by 
~he Medicare payment increase will, all else egual, 
translate into a percenta&,f point of additional rev-
enue needed from the private sector. =1<' 

The unusualJy low 2. l percent per case cost 
growth in fiscal year 1994 means that, for the first 
time since 1985. Medicure's payment increase will 
probably exceed the growth in costs. Further, if 
hospitals mainlain cost growth at the current level 
for three more years, lhis situation would continue. 
Even under those circumstances. however, the dif· 
ference between pnymenl and cost increases is esti­
mated at only I.I percentage poinls per year, so at 
best there could he only a modes! reduction in the 
level of cost shifting from Medicare 10 the pJ'ivate 
sector. Moreover, pressures from rising uncompen­
sated care losses, lagging Medicaid payment 
increases, and private sector payment constrain! 
mighl prevent even this modest change from mate­
rializing. ll should al.m be pointed our 1ha1 even 

though the amount of cost shifting might be 
reduced slightly each year under lhis scenario, the 
amount hospitals spend to treat Medicare beneticia· 
rics would still subslantially exceed paymcnts.24 

If, alternatively, hospital cost growth follows the 
Commission's intermediate estimate, Medicare 
costs would continue to grow faster thun payments. 
The uncovered cost increase would average about 
0.3 percentage points unnually from 1994 to 1997. 
This means that, to the ex.tent private insurers 
would allow it, there would be additional cost shift· 
ing from Medicare to the privalc sector each year. 
and further reductions in the updates or other forms 
of scaling hack paymenls would only ex.acerbate 
the problem. At che high end of the growth range 
for hospital costs, rhe legislulecl Medicare updales 
would increase the pressure to cosl shifl by 1.0 per­
centage point per year. 2s 

The ability to use cost shifting to till the revenue 
gap when Medicare cost increases exceed payrnenl 
incre.iscs varies across hospitals. Facilities thal 
trcal larger shnres of Medicare. Medicaid, and 
uninsured pacient:c; have a lesser ability co cost shifl 
lo the private secinr. In view of growing price com· 
pelilion in the marketplace, these facililics will face 
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a greater risk of declining margins. which eventually 
could 1hrc;i1cn their flnancinl viability and their 
abili1y tv care for Medicare beneficiaries. 

Medicare and Managed Care 

The growth of managed care in the private sector 
may have implications for the Medicare program 
and its beneficiaries. Currently. the primary meth· 
ods used by Medicare for financing and delivering 
care hnve different incentives thnn those inherent in 
mnnnged care. Most Medicare beneficiaries have a 
large choice of health care providers. which arc paid 
on a fee~for-scrvicc basis. By contrasl, managed 
care is premised on a limited number of providers 
that share financial risk for patients' overall use of 
health care services. The private sector's increasing 
focus on managing patients' overall health service 
use, rather than on distinct service units, likely will 
influence providers' overall practice patterns. This. 
in tum, will affect the cure provided to all patients, 
including Medicare beneficiaries. 

Medicare beneficiaries have the option to receive 
their health care through HMOs, but enrollment 
growth lags behind thal seen in the privnte sector. 
Medicare has offered at least one managed care 
option since its inception. Initially, however. plans 
were paid on the basis of their costs. In 1982, 
Medicare introduced the risk contracting program, 
which most resembles private sector managed care. 
Under this program--the largest of Medicare's 
managed care initiatives-Medicare pays HMOs a 
eapitated ra1e that is based on estimated Medicare 
fee-for-service spending. 

Beneficiary enrollment in risk contructing pl11.ns 
has risen slightly since the late 1980s, from 3 per­
cent of the total Medicare population in 1988 to 
almost 5 percent in 1994 (sec Figure 1-12). This is 
a much smaller proportion, however, than the 19 
percent enrollment in similar arrangements in the 
privately insured population. Geographically, 
enrollment in risk contracting plans parallels that in 
the private sector. S1a1es with large private sector 
HMO enrollments also have high Medicare HMO 
penelrntion. 

CONCLUSIONS 

lm:rcased price cornpetilion is cnusing funda­
mental changes in 1hc finnncing and delivery of 
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Figure 1·12. Medicare Beneflclarlea 
Enrolled In Managed Care Rlak 
Contracting Programa, 
1988·1994 (In Percent) 

1988 1989 1990 1991 1992 1993 1994 
Year 

$0UACC:: Heall'1 Care Flnal'ICIPIQ Adn11n1aue11cn, Olllce cl Ma~ageo C11e. 

care. Insurers are negotiating larger discounts from 
providers and increasingly managing where their 
subscribers obtain services. The growth in managed 
care ammgements rcflcc1s a heightened interest in 
controlling overall expenditures. Providers are 
responding to these competitive pressures by 
reconfiguring their rcla1ionships with each other us 
well as with payers to try to boost their market 
share. Whether these changes will influence quality 
of care will depend on the extent of cost-contain­
ment efforts. the services that ure affected, and the 
need for and effectiveness of those services. 

The financial pressures in the health care market­
place already seem to be working. Health care 
spending shows signs of moderating. Funhcr. after 
accounting for inflation, hospital per case costs 
actually declined in I 994. The distrihution of 
expenditures across hcallh care sectors also is shift­
ing. The hospital inpatient selling accoun1s for a 
smaller share of total health spending, with utiliza· 
tion moving to less intensive sites such as ambula­
tory settings and pos1-11cute care facilities. Even 
though services may be less expensive in these 
alternative sites, higher utili7.ation is driving up 
spending. 

Medicare has managed to control its hos1>ital 
expenditures hy limiling its payment upda1es 
through PPS. By relying on greutcr revenues from 
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private payers. hospitals have, in aggregate, mun­
agcd to offset increnses in Medicare costs per case 
that exceeded payment increases. Two trends­
grcater price consciousness an<l slower hospital 
cost growth·-·Will affect hospitals' llbility and need 
to cost shift If cost growth remains ut the low lev­
els of 1994, there could be modest reductions in the 
need for cost shifting. On the other hand, if costs 
grow at an intermediate level-between current and 
historical rates-cost-shifting pressures may con­
tinue to increase. There are concerns, however, that 
private payers will not continue lo support even 
existing levels of subsidies. Particularly <tS payers 

,,, 
25 

receive larger discounts from providers and focili· 
ties compc1c to enlarge their market share, cenain 
hospitals. such as 1hose serving large numbers of 
Medicare. Medicaid, and uninsured patienls, will 
he less able to rely on cost shifting to maintain their 
financial position. 

Profound changes arc taking place in the health 
care marketplace. It is too early to asse"s the impacl 
of lhcsc changes, but there is one ccnaincy. Restruc­
turing the relationships among payers and providers 
will huve a tasting influence on the way hcallh care 
is delivered and financed in this country. 
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Elderly's Use of M~dic<tl Procedures and Diag­
nostic Tests," American Journal of /'111>/ic: 
Ht~alth 83(7):948-54. July 1993. 

15. ProPAC analysis of datu from the Health Care 
Financing Administration, Office of the Actu· 
nry. The two lower real increases were in 1984 
and 1985, the firs! rwo yenrs of J>PS. 

I 6. Data provided by the Health Care Financing 
Administrat.ion, Office of the Actuary. 

17. ProPAC analysis of data from the Health Care 
Financing Administration, Office of the AclU­
ary. 

18. Data provided by the Heahh Care Financing 
Administration. Office of the Actuary. 

19. Ibid. 

20. ProPAC analysis of data provided by the Amer· 
ican Hospital Association. 

21.The updates aJ'e 2.0 percent in both fiscal years 
I 994 nnd 1995 and, based on current forecai;ts, 
estimated at 1.6 percent in 1996 and 3.2 percent 
in J 997. 

22. Data from the Amerkan Hospital Association 
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Nutiottal Hospital Panel Survey covering Jan­
uary through September I 994. 

23.Thc latest forecasl of the increase in the PPS mar­
ket basket index averages 3.5 percent from 1995 
through 1997. However, in recent years the fore­
casts have turned out to be higher than the actual 
increase. Even though HCFA's forecasts huve 
recently been revised downward. ProPAC 
believes they may still prove to be too high and 
thus lowered them hy 0.6 percentage points each 
year for purposes of estimating future cost per 
case growth. The unadjusted forecast was used in 
estimating payment updates. however, in accor­
dunce with cun·ent Jaw. 

24. Jn 1992, $10.8 billion of Medicare losses were 
cost shifted· to the private sector. Under the low 
cost growlh scenario. this amount would have 
been reduced by only $0. 7 billion, or 6.5 per· 
cent of the total. 

25. If HMO penetration in the private sector increases 
dramatically over the next three years, hospital 
inpatient service use might decline because patients 
with less complex. conditions would most likely be 
treated on an outpatient ba'>is. While this would 
create savings in the private sector, it also would 
elevate costs per case because hospitals' fixed 
expenses (for eumple, equipment and manage· 
ment salaries) would have to be spread over fewer 
cases. Additionally, !he remaining patienl mix 
would be sicker and thel'cforc costlier. This situa­
lion would increase the probability of the highest of 
the three per case cost growth !'iCenarios occurring. 
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Background 

Between 1980 and 1993, health care spending increased from 9 percent of the 
nation's domestic output to nearly 14 percent. At the same time, in an effort to contain 
federal health costs, Medicare implemented several payment policy changes, including the 
prospective payment system for inpatient hospital care. While these changes slowed 
Medicare inpatient hospital payments, hospital costs continued to grow at higher rates. 
Unable to meet their costs with Medicare payments, "many hospitals generated larger 
revenue surpluses from private insurers, a practice commonly known as cost shifting." 
(Report and Recommendations to Congress. Prospective Payment Assessment Commission, 
March I. I 995) According to ProPAC, in I 992, Medicare payments were $I I billion less 
than the costs of treating beneficiaries. This entire amount was offset by higher payments 
from private payers. Quite simply, in ProPAC's words, "every percentage point of 
Medicare cost increase will. all else equal, translate into a percentage point of additional 
revenue needed form the private sector. 

As ProPAC noted, "[w]hether additional Medicare payment constraints can be 
imposed without exacerbating the pressure to cost shift depends on the rate of increase 111 

both payments and costs. 

Cost shifting from the Medicare to the private sector will be exacerbated 
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The Congressional Budget Office (CBO) and the Joint Committee on 
Taxation have prepared this analysis of House Majority Leader Richard 
Gephardt's health proposal. The analysis is based on the text of the proposal 
as printed in the Congressional Record on August 10 and on subsequent 
revisions specified by the Leader's staff. It comprises a review of the financial 
impact of the proposal and a brief assessment of its economic effects and 
factors that could affect its implementation. 

FINANCIAL IMP ACT OF TIIE PROPOSAL 

Congressman Gephardt's proposal would assure universal health insurance 
coverage with a guaranteed package of benefits. People not eligible for the 
existing Medicare program (Hospital Insurance and Supplementary Medical 
Insurance, Medicare Pans A and B) would be required to enroll in a private 
health plan or in a new public program (Medicare Part C). Employers would 
be required to offer health insurance coverage to their workers and would 
generally be required to pay 80 percent of the premiums. Individuals would 
be required to pay that portion of the premium not covered by their 
employer, but low-income people would be eligible for federal subsidies. 

Medicare Pan C would replace the current Medicaid program for 
acute health care services. Benefits under the current Medicare program 
would be enhanced by adding some new benefits and expanding others. 
Spending for alJ parts of Medicare would be subject to stringent limits on 
growth. 

The estimated federal budgetary effects of Congressman Gephardt's 
proposal are displayed in Table 1 at the end of this document. Tables 2 and 
3 show its effects on the budgets of state and local governments and national 
health expenditures, respectively. In the process of extending health insurance 
coverage to the entire population, the proposal would significantly increase 
national health expenditures. The estimated changes in mandatory spending, 
revenues, and the discretionary spending limits, however, would not add to the 
federal budget deficit. 

Cove1a~e lmd Benefits 

Congressman Gephardt's proposa] would achieve universal health insurance 
coverage by requiring people to purchase health insurance for themselves and 
their families starting in 1999. People nae enrolled in Medicare Part A could 
obtain coverage by enrolling in Medicare Pan C or in a certified health plan 
offered by their employer or purchased individually. The mandate on 

l4J 003/020 
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individuals would be accompanied by a mandate on employers requiring them 
to offer coverage to employees and their dependents and to contribute at least 
80 percent of the cost of that coverage. 

Certified health plans and Medicare Part C would both offer a 
guaranteed national benefit package. That package would include the 
benefits currently covered under Medicare plus several enhancements, 
including unlimited hospital care wilhout coinsurance, a prescription drug 
benefit, and a cap on out-of-pocket spending. The annual deductible amount 
would be SSOO for an individual and $750 for a family (indexed after 1994), 
with a separate $500 deductible for prescription drugs. 

The Con~ressional Research Service and CBO estimate that such a 
benefit package would initially be 3 percent more costly than the average 
benefit package of privately insured people today. This estimate assumes that 
the management of services for mental illness would hold the cost of the 
expanded mental health benefit to the levels projected under the current 
system. To cover benefits not included in the guaranteed benefit package, 
individuals and employers could purchase a standardized package of 
supplemental insurance; they could choose from up to 10 such packages. 

Employers' Responsibilities 

The proposal would impose different requirements on large and small firms. 
Within a firm, the requirements would vary with the characteristics of the 
workers and their families. · 

Beginning in 1997, lar&e firms (those with more than 100 employees) 
would be required to offer qualified employees a choice of at least one 
managed care plan (if available) and one health plan with an unlimited choice 
of providers. Those firms would generally be required to pay at least 80 
percent of the cost of the plan for each enrollee, with payment prorated for 
employees working Jess than 35 hours a week. Beginning in 1999, small firms 
would be required to offer their full-time workers Medicare Pan C or a 
choice of private health plans, and would generally pay 80 percent of the 
premium. They could, however, be eligible for a remporary tax credir that 
would defray pan of the cost. 

Employers offering a choice of private health plans could, but would 
nor have to, enroll cenain pan-time or seasonal workers in those plans. If 
they did not, they would be required to pay 80 percent of the Medicare Part C 
premium for qualified workers who earned more than $100 a month. The 
contribution would be prorated according to the number of hours worked. 

2 
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Employers could also offer an alternative benefit package that 
combined a high-deductible version of the guaranteed benefit package and a 
tax-favored medical savings account. Employers would not be required to 
offer high-deductible plans to their workers, and workers covered under 
Medicare or receiving a premium subsidy would be ineligible for the option, 
even if their employer offered it. 

Married couples with children and with both spouses working could 
choose to purchase health insurance through either spouse's emp1oycr, termed 
the enrolling employer. Married couples without children could designate one 
employer as the enrolling employer or could enroll separately as individuals. 
For each worker who obtained coverage through a spouse, the noncnrolling 
employer would be subject to a tax equal to 80 percent of the Medicare 
Part C premium for a single individual. After a phase-in period, that tax 
would ultimately be rebated to employers who paid premiums for two-parent 
families. (CBO also assumed that the credit would be available to employers 
of any married workers who~e spouses djd not work.) For the first few years, 
however, a significant ponion of the revenue from the tax would be retained 
by the Treasury. 

Chan&es in the Insurance Market 

Congressman Gephardt's proposal would change the market for health 
insurance in several ways that would become fully effective in 1999, when the 
individual mandate came into force. In the meantime, various transitional 
rules would apply. 

Health plans would be required to sen coverage to all eligible 
individuals and poups and provide for an annual period of open enrollment. 
They would be prohibited from excluding or limiting coverage on the basis of 
preexisting conditions and from imposing waiting periods for coverage. Plans 
other than group· and staff-model health maintenance organfaations would be 
required to include in their network any health care provider that was willing 
to accept the plan's tenns for participation. All plans would be required to 

. contract with an extensive list of "essential community providers." National 
quality standards for health plans would be established, and each plan would 
be evaluated annually with respect to access to care, effectiveness and 
appropriateness of care, and consumers· experience and satisfaction. An 
individual 'or a health care provider would be able to bring legal action 
against a health plan for failure to comply with the terms of the plan or with 
federal or state Jaw. 

3 
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In effect, the market for health insurance would be divided into three 
sectors: Medicare Part C, a large-employer market, and a community-rated 
market. Individuals and small firms that did not participate in Medicare 
Part C would purchase insurance in the community-rating area in which they 
were located. Small employers and multiple-employer welfare associations 
would be prohibited from self-insuring. Associations meeting · federal 
standards would be allowed to sell community-rated insurance plans to their 
members. Within the community-rated market, premiums could vary only by 
class of enrollment (single adult, one-parent family, or two·parent family). A 
risk-adjustment mechanism would be developed to even our risks among 
insurance plans in the community-rated market, bur no adjustment of risks 
would be made among the three market sectors. 

SmaU employers and eligible individuals could also obtain coverage 
through a new universal Federal Employees Health Benefits Program 
(universal FEHBP), which would contract with aod offer a variety of health 
plans in each community-rated market. Plans offered through the universal 
FEHBP would charge enrollees the same premiums as they charged others in 
the community-rated market but could offer an administrative discount. 
Federal employees would be fully integrated into the universal FEHBP after 
a seven-year transition period,· which could start no earlier than 2000. 
Initially, federal employees would remain in the existing FEHBP, but the 
benefits would be conformed to the guaranteed national benefit package and 
the government's average contribution would increase to reflect the provisions 
of the mandate on employers. In the fifth through seventh years of the 
transition period, federal employees could enroll in either the current program 
or the universal FEHBP. 

States would have considerable flexibility to set up their own health 
reform programs as long as they assured universal coverage, provided the 
guaranteed national benefit package, and controlled costs. They could 
establish a single-payer system, voluntary or mandatory consumer purchasing 
cooperatives, or an all-payer system to reimburse health care providers. 

Medicaid 

Medicaid would no longer cover acute care services, except for emergency 
ben~fits for illegal aliens through 2001, but would continue to cover long-term 
care. Stat'es would be required to make maintenance-of-effon payments to 
the federal government based on the amount by which their Medicaid 
spending was reduced. The maintenance-of-effort amounts would be 
computed separately for Medicaid beneficiaries who received benefits from 
Supplemental Security Income (SSI) or Aid to Families with Dependent 
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Children (AFDC) and for those who did not receive cash benefits. States 
would pay 100 percent of the full maintenance-of-effort amounts in 1999 
through 2001, 96 percent in 2002 and 2003, and 86 percent thereafter. 

Medicare ;eans A and B 

The existing Medicare program (Parts A and B) would be expanded by adding 
a prescription drug benefit and various preventive benefitS, increasing 
coverage of mental health services, eliminating the lifetime limit on inpatient 
hospital days, and capping out-of-pocket expenditures starting in 2004. 
Savings would be achieved by imposing 20 percent coinsurance on home 
health services, reducing disproportionate share adjustments for hospitals, 
scaling back payments for the indirect costs of medical education, and making 
other, smaller changes. The rate of growth of Medicare spending would also 
be tightly limited, as described· below. 

Medicare Pan C 

Medicare Part C wou1d begin in 1999. Net of subsidies for low-income 
families, the program would be financed largely by premiums paid by 
enrollees and their employers. For the first four years, however, premiums 
would be established under the assum~tion that 60 percent of the eligible 
population was enrolled in the program. Also, disabled SSI recipients would 
be excluded in calculatin& the premium. Genera) revenues would be used to 
make up the shonfall resulting from these rwo constraints on premiums. 

EnroJJment in Pan Cwould be open only to people (and their families) 
who did not work full time, worked full time for a small employer that did not 
offer coverage under a private certified health plan, worked for a small 
employer and were eligible for a federal subsidy of their premium, or received 
benefits from SSI or AFDC. Alternatively, nonworking people, subsidized 
employees of small firms, and SSI or AFDC recipients could enroll in a 
cenified health plan offered in the commwiity-rated market. 

Because no one would be required to enroll in Medicare Pan C, 
estimating the number of people covered by the program, their use of health 
care. services, and the required premiums is particularly difficult. The 
estimates dssumc that 80 percent of nonworking people and former Medicaid 
beneficiaries and SO percent of people connected to small firms and pan-time 

1. Thia perccnta1e ii tooa.r thaa the percentage i11 the bill and rdleCla a ~ CBO estim1te o{ the lonz·Nn 
f'lle of enrollment in Medicare Pan C. 
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employees in large firms would ultimately enroll in the program. They also 
assume that the participation rate of small employers, some of whom might 
initially be reluctant to emer the new public program, would rise from 10 
percent in 1999 to 50 percent jn 2004. 

Reimbursement of health care providers under Medicare Part C would 
follow the approaches currently used by Medicare Parts A and B. The 
estimates assume that Medicare payments would initially be 10 percent below 
the amounts that would be paid on behalf of Pan C enrollees if they had 
private insurance. Under these assumptions, the estimated average premiums 
in 1994 for the three classes of enrollment are as follows: 

Single Adult 
One-Parent Family 
Two-Parent Family 

Medicare 
Part C 
$2,221 
$4,331 
$5,886 

Outside 
Medicare 
$2,316 
$4,515 
$6,136 

With similar premiums inside and outside Medicare, as the estimates 
assume, private health insurance could continue to compete and coexist 
alon&side Medicare Pan C. Such a scenario would also require premiums 
inside and outside Part C to have similar rates of growth. If Part C became 
the insurer for disproponionate numbers of high-risk people, its premiums 
could soar and it could end up dealing with a smaller group of high-cost 
enroJJees, much like the present Medicaid program. At the other extreme, if 
premiums for Medicare Pan C were low and small employers wished to 
simplify their . administrative costs for insurance by not offering private 
insurance, Pan C could become dominant and drive private health insurance 
out of the small-group market. Neither of these alternative outcomes can be 
ruled out. 

Cost Containment 

The proposal wouJd set target rates of growth for the Medicare program 
(Parts A. B, and C, together) and for the private sector. It would set 
Medicare,s payment rates accordingly and would establish a standby system 
of cost containment for the private sector. 

Meliicare's cost controls would go into effect in 1996 for Parts A and 
Band in 1999 for Part C. The target for total Medicare spending per capita 
would increase by the rate of growth of gross domestic: product (GDP) per 
capita p1us 1.8 percentage points in 1996 and by lesser amounts thereafter. 
In 2000 and beyond, the target would increase by the five-year average rate 
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of growth of GDP per capita. The per capita estimates would be allocated 
among 10 or more classes of health care services using complex procedures 
specified in the proposal. The Secretary of Health and Human Services 
(HHS) would set reimbursement rates for providers, with the goal of meeting 
the targets. 

Spending targets would also be established for the private sector. The 
per capita targets would be allocated by class of service, as in Medicare, and 
by state of residence, and the Secretary of HHS would determine maximum 
payment rates that conesponded to the targets. The maximum payment rates 
would be only advisory through 2000. Starting in 2001, however, they would 
become mandatory in states that exceeded their per capita spending target. 

The Congressional Budget Office believes that expenditure li.mjts 
enforced by rate setting could be reasonably but not totally effective in 
controlling Medicare spending. The Health Care Financing Administration 
collects most of the data necessary to set rates and track spending relative to 
the targeted amounts for Parts A arid B. It also has considerable experience 
in setting payment rates and estimating the responses of providers. 
Nonetheless, the history of cost control efforts both in this country and abroad 
strongly suggests that setting payrgent rates is not sufficient for achieving full 
control over health expenditures. 2 

CBO's estimates assume that the limits on Medicare spending would 
ultimately prove to be 75 percent effective and that providers would shift one­
fourth of the Medicare savings to private payers. Although the limits would 
apply jointly to Pans A, B, and C, initially they would probably be more 
successful in Pans A and B than in Pan C, which would be new and untested. 
In Parts A and B, the 75 percent rate of effectiveness is assumed to apply 
from the stan. In Pan C, however, the maximum rate would be reached only 
gradually, as the quality of data improved and experience with the program 
grew. The estimates assume that the expenditure limits in Pan C would be 
ineffective in 1999 and 2000, ZS percent effective in 2001 and 200~ and 50 
percent effective in 2003 and 2004. 

The limits on non-Medicare spending are more likely to be breached 
and to be Jess effective. The task of establishing a reponing system for 
national health expenditures as specified in the proposal would be formidable. 
Stat.es would be permitted to operate their own payment systems as long as 
the growtft.. in health care spending did not exceed what it would have been 
under the maximum rates--a difficult calculation to make. The estimates 

2.. Sec Coagn:uio11al Budget Offia:. Esri"'1JJO of Ht:11/IJ<. Crt Propos4U from w 102Nl Congur. CBO Paper 
(J11)y 1993). 
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assume that the limits on private health spending would be ineffective in 2001 
through 2003 and 2S percent effective in 2004. 

L.ow-Income Assistance 

The propose.I would offer three types of low-income assistance: premium 
subsidies, cost-sharing subsidies, and wraparound benefits. 

Premium Subsidies. Low-income people would be eligible for federal 
subsidies to reduce their liability for health insurance premiums. Qualified 
Medicare beneficiaries--those with income up to 120 percent of the poverty 
level--would be eligible for special subsidies for Pan B premiums. (Currently, 
Medicaid pays those premiums for qualified Medicare beneficiaries.) 
Temporary subsidies would be provided to certain early retirees and to 
employers required to pay for the health benefits of retirees. Small firms with 
Jow average wages would b~ eligible for a tax credit. 

A family with modified adjusted gross income (AGI) below a threshold 
(approximately equaJ to the federal poverty level) would receive a subsidy 
equal to its ponion of the Medicare Part C premium. From 1999 through 
2001, the subsidy would phase out between 100 percent and 200 percent of 
poverty. The upper limit of the phaseout range would increase to 220 percent 
of the poveny level in 2002 and to 240 percent in 2004 and thereafter. People 
participating in Pan C would have their tax liability reduced. People 
participating in cenified health plans would be given a premium cenificate, 
or voucher, equal tc;> the appropriate percentage of the premium for Part C 
or the certified health plan, whichever was loy.ier. 

In addition to receiving any regular premium subsidies for which they 
were eligible, certain early retirees would have their premium liability limited 
to a percentage of modified AGI. The prov.ision would apply to people ages 
55 to 64 in 1994 who did not work full time and had income below $30,000 
for an individual and S40,000 for a couple. The cap would equal 7 percent 
of modified AGI in 1997 and 1998 and fall to 4 percent in 2001 and 
thereafter. As a result of this provision, the federal government could pay 
50 percent or more of the costs of health insurance for some early retirees 
who would not otherwise have received subsidies. Moreover, similar retirees 
who were not members of the specified age cohort would receive no 
addjtjonal'financiaJ assistance from the government. 

Employers who paid anything for retirees' health coverage in January 
1994 would be required to make maintenance-of-effon payments and would 
be eligi"blc for special subsidies. Employers subject to this requirement would 
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have to pay 80 percent of the cost of coverage (or 80 percent of the Part C 
premium, if less) for all retirees ages 55 to 64 in 1994 and their dependents, 
regardless of the amount they previously paid. Such employers would be 
eligible for a federal subsidy, however, equal to 40 percent of the applicable 
Part C premium. 

From 1999 through 2005, smaU firms with low average wages would be 
eligible for a tax credit to reduce their liability for the costs of health 
insurance. Employers with no more than 25 employees and an average wage 
of no more than $14,000 per fu11-time-equivalent employee would receive a 
credit of SO percent in 1999 through 2003, 30 percent in 2004, 15 percent in 
2005, and nothing thereafter. For employers with 26 through SO employees, 
the credit would equal 37.S percent in 1999 through 2003, 20 percent in 2004, 
and 10 percent in 2005. The credit would be reduced proportionately for 
smal1 employers with an average wage between $14,000 and $26,000. 

Cost-Sh5nini Subsidies and Wraparound Benefits. Cost-sharing subsidies 
would be available to qualified Medicare beneficiaries as under current policy. 
Qualified Medicare beneficiaries with income below 100 percent of the 
poverty level would receive assistance for paying deductibles and coinsurance 
under Parts A and B of Medicare. 

Cost-sharing subsidies and wraparound benefits would also be provided 
for other people with income below the poverty level, children and pregnant 
women with income below twice the poveny level, and AFDC and SSI 
recipients. Those beneficiaries would be relieved of all cost-sharing re­
quirements, and paymenti would be made to certified health plans based on 
the cost-sharing amounts for Medicare Part C. In addition, those beneficiaries 
would receive "WTaparound benefits-·that is, benefits not included in the 
guaranteed benefit package. Among those benefits would be early and 
periodic screening, diagnostic, and treatment services for children and vision 
and hearing care for adults. cso·~ estimates assume that children covered 
by this provision would receive benefits equivalent 10 those currently provided 
by Medicaid. 

Otber Spendini and Revenue1 

The. prop<?sal would increase spending on various public health programs, 
establish ~'Capped entitlement program to provide grants to states for long· 
term care, and provide for enrollment in cenified health plans offered by the 
Department of Veterans Affairs and the Indian Health Service. Outlays for 
Social Security retirement benefits would increase slightly because the 
assurance of access to health insurance and the provision of subsidies to low. 
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SUMMARY 

During the 1980s, the revenues that hospitals received for treating Medicare 
and Medicaid patients declined, on average, relative to what it cost hospitals 
to treat those patients. For Medicare, the costs that hospitals incurred grew 
more rapidly than payments between 1985 and 1991. For Medicaid, the ratio 
of revenues to costs declined throughout the 1980s, but increased somewhat 
after 1989. In 1991, revenues from Medicare--which account for about one­
third of hospitals' total revenues--were equal to 88 percent of the associated 
costs incurred by hospitals. Revenues from Medicaid were equal to 
approximately 82 percent of the associated costs. 

Hospitals' costs of uncompensated care (charity care and bad debt) 
generally also increased during the 1980s. As a result of these trends, hospitals' 
total unreimbursed costs from uncompensated care and publicly insured 
patients rose from an average of about 7 percent of hospitals' total costs during 
the first half of the 1980s to 11 percent in 1989, and to nearly 13 percent in 
1991. 

During the 1980s, hospitals were able to cover most of their 
unreimbursed costs with revenues from three sources: subsidies from state and 
local governments; sources other than patient care, such as revenues from 
parking facilities and donations; and revenues from private patients. The 
portion of unreimbursed costs that hospitals recovered was relatively constant 
over the 1980-1989 period, averaging about 94 percent. (Since excess revenues 
at one hospital cannot offset losses at another, this amount is less than 100 
percent, even though for the industry as a whole total revenues were greater 
than total costs throughout the period.) 

The contributions of the different sources used to cover unreimbursed 
costs changed over time. The share of unreimbursed costs offset by private 
payers increased from 37 percent in 1980 to 55 percent in 1989, and the 
proportion offset by state and local subsidies decreased from 27 percent in 
1980 to 10 percent in 1989. 

Hospitals offset most of the rise in unreimbursed costs during the 1980s 
by generating higher revenues from private payers, a practice commonly known 
as "cost shifting." The revenues from private payers that were used to cover 
unreimbursed costs increased over the period--from a 6 percent average 
markup over the costs of treating private patients in 1980 to a 15 percent 
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markup in 1989. (These amounts are a conservative estimate of the 
contributions of private payers to covering hospitals' unreimbursed costs, 
because the analytic method that produced the estimates fully exhausted all 
other sources of revenues before applying those from private payers.) 

These results suggest that, in the current multiple-payer health care 
system, actions taken by one payer to control health spending can have a 
significant impact on spending by other payers--and therefore a more limited 
effect on total spending. As a consequence, in the absence of other changes, 
further attempts to control public-sector spending would probably produce 
additional cost shifting to the private sector, although it is not known whether 
past rates of cost shifting could continue. 



CHAPTER I 

INTRODUCTION 

The effectiveness of any health reform plan will depend on how hospitals and 
other health care providers respond to the new incentives the plan creates. 
Estimating future responses always involves considerable uncertainty. But 
examining how providers responded to major changes in their incentives in the 
past can shed some light on the possible effects of future reform. The 
modifications made during the 1980s in the way Medicare and Medicaid pay 
for hospital services represent a recent major change in providers' incentives. 

During the 1980s, Medicare and most state Medicaid programs replaced 
retrospective, cost-based reimbursement methods for inpatient care with 
prospective systems. Under retrospective reimbursement, hospitals are paid 
an amount based on the actual costs they incur in providing covered services, 
with the costs usually subject to certain tests of reasonableness. In contrast, 
prospective systems use predetermined reimbursement rates. For example, 
Medicare's prospective payment system (PPS), which started in 1983, pays a 
specified amount for each Medicare patient that varies according to the 
patient's diagnosis and treatment and certain characteristics of the hospital 
providing the care. 

By October 1985, the Medicaid programs in more than 40 states were 
also using some form of prospective payment for hospitals, and by July 1991, 
all but four states' programs were doing so.1 These systems vary. For 
example, some pay a fixed amount for each patient that is based on the 
hospital's actual costs in a past year and does not depend on the patient's 
diagnosis. Some others pay a specified amount that is based on the patient's 
diagnosis. Compared with retrospective, cost-based reimbursement, 
prospective systems give public programs more control over the rates they pay. 
Such systems also provide greater incentives for hospitals to control their costs 
and deliver care efficiently. 

Evidence indicates that the growth in hospital costs slowed in 1984 and 
1985 compared with earlier years, after adjusting for inflation. Since then, 
however, the rate of growth has increased to levels only slightly lower than 
those of the early 1980s. For Medicare, the growth in the costs that hospitals 
incurred in treating covered patients exceeded the growth in payments between 

1. Prospective Payment Asscasmcm Commission, Medicaid Hospiw/ Paymau. Congressional Rcpon C-91-02 
(October 1. 1991). 
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1986 and 1991 (the most recent year for which data are available). As a result, 
even though hospitals' Medicare revenues were greater than the associated 
costs during the early years of the PPS, by the end of the 1980s, Medicare 
revenues were less than those costs. Although generalizations about Medicaid 
are difficult to make because each state's program is different, Medicaid's 
payment rates also declined, on average, during the 1980s relative to what it 
cost hospitals to treat Medicaid patients. Since 1989, however, the rates have 
increased somewhat relative to the costs. Between 1987 and 1991, hospitals' 
total unreimbursed costs associated with treating publicly insured patients 
increased rapidly. 

The uncompensated care that hospitals provide also increased during 
the 1980s. Between 1986 and 1988, the cost of uncompensated care (charity 
care plus bad debt) represented an average of 6.5 percent of the industry's 
total costs, compared with an average of 5.4 percent between 1980 and 1985. 
From 1989 through 1991, uncompensated care was about 6 percent of 
hospitals' total costs. 

Despite these trends, the financial condition of hospitals has remained 
relatively stable. Between 1987 and 1991, the total revenue margin for 
community hospitals fluctuated between 3.3 percent and 4.3 percent, compared 
with a range of 5.1 percent to 6.0 percent between 1984 and 1986, and a range 
of 3.6 percent to 4.2 percent in the early 1980s.2 Based on this pattern, many 
observers believe that one way hospitals responded to controls on 
reimbursements by Medicare and Medicaid was by increasing the prices they 
charged privately insured patients--a practice commonly known as "cost 
shifting." 

BACKGROUND 

In general, cost shifting refers to the supposed practice by hospitals or other 
health care providers of raising the amounts charged to some groups of 
patients in order to offset lower amounts paid by other groups.3 Most 
hospitals, for example, provide some care free of charge to patients who are 
unable to pay for it, and hospitals generally use private contributions and 

2. The total revenue margin is defined as the difference between total revenues and costs for all hospitals, 
expressed as a percentage of total revenues. See Appendix B. Figure B-1. 

3. Throughout this paper. unless otherwise stated. "amounts charged" and "prices" refer to the effective pnces 
after any discounts are applied. 
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subsidies from state and local governments to help finance this care. However, 
it is widely believed that, in order to subsidize charity care and bad debt, 
hospitals also set their prices higher than they otherwise would. In this way, 
some of the costs of uncompensated care are passed along (or shifted) to other 
patients--in particular, privately insured ones. 

In addition to helping to cover the costs of uncompensated care, 
hospitals may also use some of the payments from privately insured patients to 
cover costs that are not fully reimbursed by Medicare and Medicaid. More 
generally, if a public program's payments are sufficient to cover its related costs 
but generate a lower "profit" than the hospital seeks, a hospital might charge 
private patients more than it otherwise would to achieve a desired overall 
revenue amount or profit margin.4 

A key concern is that hospitals may link their prices to uncompensated 
care or government payment rates. In particular, if a hospital raises its rates 
because its volume of uncompensated care has increased or its revenues from 
government programs have fallen relative to the costs of treating those 
programs' patients, this response is described as cost shifting. It is actually 
pricing policy, however. For this reason, some analysts prefer the term 
"revenue management" to describe these practices. This paper uses "cost 
shifting," however, because it is the more common phrase. 

Of course, hospitals are not unique in providing their services at 
different prices to different customers. Various types of for-profit and 
not-for-profit firms--such as book shops, bus systems, and theaters--often give 
discounts to senior citizens, students, or frequent customers. In addition, 
sectors other than health care, such as higher education, often provide services 
at reduced rates, or for free, to some people. For example, because colleges 
offer various types of student aid, different students effectively pay different 
amounts for the same services. 

Instead of--or in addition to--cost shifting, a hospital might respond to 
higher costs of uncompensated care or reduced government reimbursements 
in other ways. For example, a hospital might absorb the changes through a 
lower profit margin. Or it might alter the mix of patients it treats--for example, 
by treating fewer uninsured patients or expanding its more profitable types of 

4. For convenience. this paper uses the 1erm "profit" 10 refer 10 lhe exCCM of revenues over costs and "profit 
margin" 10 refer 10 that excess as a percentage of costs. Approximately 85 percent of community hospitals 
operate on a not-for-profit basis and therefore do not actually distribute profits to their owners. Regardless 
of ownership 1ypc, however, a hospital might seek an excess of revenues over costs--for example, to replace 
capital or make new capital purchases in the future. 
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services. Or, instead of raising prices, a hospital might reduce its costs of 
providing care by increasing efficiency or decreasing quality. In that case, 
however, cost shifting could also increase if, for example, the costs of treating 
all categories of patients were reduced but private prices were unchanged. 
Although evidence suggests that some hospitals have acted in these ways, the 
analysis in this paper indicates that hospitals also significantly expanded their 
use of cost shifting during the 1980s. 

The practice of cost shifting from the public sector to the private sector 
does not imply that public-program payment rates are inappropriate or "too 
low," or that the costs hospitals incur are "too high." Those judgments are a 
separate issue and are beyond the scope of this paper. Nor does it mean that 
hospitals' incurred costs are not influenced by payment methods or by the mix 
of payers represented by differing populations of patients. Rather, evidence 
of cost shifting indicates that one important way hospitals have responded to 
public-program controls on spending has been to generate higher revenues 
from the private sector. Some observers argue that if this response were not 
possible, hospitals would lower their costs by providing care more efficiently. 
Others contend that if cost shifting were not possible, the quality of care would 
fall or access to care would be reduced because of hospital closures or because 
less care would be available to some uninsured and publicly insured patients. 

DATA AND METHODS 

This paper uses data from the 1980 through 1989 versions of the Annual 
Survey of Hospitals conducted by the American Hospital Association. The 
analysis was based on a sample of community hospitals that, in terms of size, 
location, and other characteristics, is generally representative of hospitals 
nationwide (see Appendix A for details). 

The analysis relies on certain financial information co11ected in the 
annual survey, including each hospital's revenues from Medicare, Medicaid, 
private insurers, and other sources. An important limitation of the data is that 
the survey does not report the costs that hospitals actually incur in treating the 
patients in each group. Instead, the Congressional Budget Office estimated 
those amounts by using each hospital's ratio of costs to charges (RCC) to 
convert the fu)] charges (based on list prices) for each patient group into an 
estimate of incurred costs for that group. The RCC is defined as the ratio of 
the hospital's total costs to the sum of its full charges for patient care and its 
operating revenues from sources other than patient care (excluding subsidies 
from state and local governments). This method apportions the hospital's 
expenses among the different patient groups according to their relevant shares 
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of total full charges. (See Appendix A for more details about the method used 
to estimate costs.) 

Because the costs attributed to each source are estimated, specific 
numerical results in this paper--such as the estimated revenue-to-cost ratios for 
specific payers--are not as accurate as they would be if data on actual costs 
were available. Readers should therefore view specific numerical estimates 
with caution. However, because any distortions caused by using estimated costs 
are probably similar from year to year, they are unlikely to have much effect 
on the analysis of changes over time or on the paper's conclusion that cost 
shifting by hospitals increased during the 1980s. 



CHAPTER II 

SOURCES OF HOSPITALS' REVENUES AND COSTS 

Nearly all hospitals treat a mix of publicly and privately insured patients. In 
1991, community hospitals derived 33 percent of their revenues from the 
Medicare program, 10 percent from Medicaid, just over 1 percent from other 
publicly insured patients, and 49 percent from privately insured patients or 
those paying for their own care. 1 The remaining revenues came from sources 
other than patient care. On average, hospitals report that the payments they 
receive from Medicare and Medicaid do not fully cover the estimated costs of 
treating those programs' enrollees. In addition, most hospitals provide some 
free care to patients who cannot pay for it. Together, these unreimbursed costs 
totaled over $28 billion in 1991, or nearly 13 percent of hospitals' total costs. 
Most hospitals, however, earn enough income overall to more than cover their 
costs. For the hospital industry as a whole, revenues were 4 percent greater 
than costs in 1991. 

SOURCES OF REVENUES AND COSTS 

A look at the sources of hospitals' revenues and costs provides an overview of 
how hospitals finance their services. More than 90 percent of revenues are 
payments for patient care services, including inpatient and outpatient care. 
Sources other than patient care include subsidies from state and local 
governments, philanthropic contributions, and income from other hospital 
operations, such as cafeterias and parking facilities. 

Medicare. Medicaid. and Other Government Payers 

About three-quarters of all Medicare payments to hospitals are determined by 
the prospective payment system, which covers the operating costs related to 
inpatient care for beneficiaries.2 Under the PPS, Medicare pays a 

I. In this paper. Medicare payments, revenues. or reimbursements rder to the payments made for SCl'Vlccs 

provided to Medicare beneficiaries. including beneficiaries' deductible and copayment amounts--which might 
be made by a private "mcdigap" insurer--as well as paymenls by lhe federal government. Similar definirions 
apply to Medicaid, other government payers, and private payers. 

Z. The PPS for operating costs docs not cover capital-related expenses, outparient care, and ccnain other 1ypes 
of services. Beginning in Oc1ober 1991, capital-rela1ed expenses have also been detennincd prospectively 
on a per-discharge basis; during a 10-ycar 1ransi1ion period, payments will be based on a combination or 
hospital-specific and na1ional rates. 
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predetermined amount for each patient that varies according to the patient's 
diagnosis-related group (DRG) and certain characteristics of the hospital. For 
example, Medicare adjusts payments to compensate hospitals with teaching 
programs for their higher costs. The PPS payment rates are generally designed 
to reflect variations in costs among hospitals that result from factors considered 
to be beyond a hospital's control and not related to its efficiency. In addition, 
the PPS payments incorporate other goals. For example, the "disproportionate 
share" adjustment provides additional payments, beyond the levels justified by 
their higher costs of treating Medicare patients, to hospitals that treat relatively 
large shares of low-income and uninsured patients. Another example is the 
special provisions for "sole community hospitals." These are designed to help 
maintain access to hospital care in some rural areas by improving the financial 
condition of some facilities that are the sole hospitals in their geographic areas. 

In 1991, for the industry as a whole, Medicare payments covered 
approximately 88 percent of the costs that hospitals incurred in treating 
covered patients (see Table 1). As noted above, the available data do not 
break down the hospital's actual costs of treating patients by payer groups; 
instead, those costs are estimated for each payer using data on the hospital's 
full (list price) charges. There is some limited evidence that the estimating 
method, combined with hospitals' accounting practices, may result in a small 
underestimate of the actual revenue-to-cost ratio for Medicare. The size of the 
underestimate, if any, is uncertain, however (see Appendix A). 

Medicaid is a state-administered program, jointly funded by federal and 
state governments, that covers eligible low-income people. Until 1981, state 
Medicaid programs were required to pay for inpatient hospital care using 
Medicare's retrospective, cost-based reimbursement methods, unless they 
received a waiver. Since 1981, when the Congress permitted states to develop 
their own systems for paying hospitals without applying for waivers, the number 
of states with prospective systems has increased markedly. In July 1991, 46 
states were using some ty~e of prospective payment method, compared with 
16 states in October 1981. 

Medicaid programs vary considerably in their specific payment methods. 
In a number of states, the systems base their rates on the patient's diagnosis. 
In some other states, Medicaid pays each hospital a fixed rate for each day of 
hospital care, or for each patient treated, that does not depend on the 
diagnosis; these rates are typically based on the hospital's actual costs in a 

3. Prospective Payment Assessment Commi:i.sion, Medicaid Hospital Payment, Congressional Repon C-91-02 
(October 1. 1991). 
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TABLE 1. HOSPITALS' REVENUES AND COSTS, BY PAYER 
OR OTHER SOURCE.1991 

Payer or 
Other Source 

Medicare 
Medicaid 
Other Government Payers 
Private Payers 
Uncompensated carea 
Nonpalient Sources 

State and local subsidies 
Other operatingb 
Nonoperatint 

Total 

Revenues 

In Billions 
of Dollars 

763 
22.7 

3.2 
113.9 

n.a. 

2.6 
8.9 
4.9 

232.6 

Asa 
Percentage 

of Total 

32.8 
9.8 
1.4 

49.0 
n.a. 

1.1 
3.8 

ll 

100.0 

In Billions 
of Dollars 

86.3 
27.8 

3.2 
87.8 
13.4 

n.a. 
6.0 

!!&: 

224.5 

Costs 
Asa 

Percentage 
of Total 

38.4 
12.4 

1.4 
39.l 

6.0 

n.a. 
2.7 

!U: 

100.0 

Ratio of 
Revenues 
to Costs 

0.88 
0.82 
1.00 
1.30 
n.a 

n.a. 
1.47 
n.a. 

1.04 

8 

SOURCE: Congressional Budget Office based on analysis by the Prospective Payment Assessment Commission 
of data from the American Hospital Association's Annual Survey of Hospitals for 1991. 

N01ES: The data arc based on all oommunily hospitals. n.a. = not applicable. 

a. Uncompensated care is defined as charity care plus bad debt. 

b. Includes operating revenues and cons for soura:s other than patient care, such as cafeterias and gift shoJll'. 

c. Includes revenues from donations. grants, earnings on endowments, and other sources. Nonopcrating revenues 
arc assumed to have no associated cos1s. 
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previous year or those of a group of similar hospitals. In a few states, Medicaid 
payments are based on costs, but they are subject to prospectively determined 
limits. 

In 1991, the total payments that hospitals received for treating Medicaid 
patients equaled about 82 percent of the costs hospitals incurred in treating 
those patients. The revenue-to-cost ratio for Medicaid varies among states--for 
example, the Prospective Payment Assessment Commission found that, in 1989, 
Medicaid revenue-to-cost ratios by state ranged from less than 0.60 to more 
than 1.4 

Based on revenue-to-cost ratios of less than 1, some observers have 
argued that the Medicare and Medicaid programs are not paying their "fair 
share." Other observers have justified the payment rates of the public 
programs, however, on several grounds. First, the costs attributed to each 
payer come from estimates of the hospital's average costs for treating covered 
patients. They may include some costs that would not meet the criteria for 
allowable costs established by Medicare or Medicaid. In fact, in the early 
1980s, under cost-based reimbursement, hospitals' revenue-to-cost ratio for 
Medicare averaged about 0.96, approximately the same as in 1988 under the 
PPS. 

Second, some observers argue that Medicare's payment rates are 
intended to create incentives for efficient provision of care.5 If a hospital's 
costs are above the standard incorporated in the rates, then it wil1--by 
definition--have unreimbursed costs. For example, average costs can be driven 
up by costly equipment that is not fully used or by other types of excess 
capacity. 

Third, for Medicare's PPS, total payments exceeded total costs during 
the first several years of the system. Through 1991, the industry's cumulative 
surpluses from the first several years under the PPS were greater than its 
cumulative losses from more recent years.6 

4. Ibid. 

S. This justification might be applied to some Medicaid programs as well, but it is difficult to generalize about 
Medicaid since the states' programs vary widely. 

6. This estimate is based on data for PPS margins and growth in PPS payments taken from Prospective 
Payment Assessment Commission, Medic~ and the American Health C~ System: Repon 10 the Congress 
(June 1992). The underlying data are from the Medicare cost repons. 
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Other publicly insured patients include those covered by workers' 
compensation, the Civilian Health and Medical Program of the Uniformed 
Services (CHAMPUS), and state and local governments (other than by 
Medicaid). In all, this category accounted for less than 2 percent of hospitals' 
costs in 1991. It reflects a mixture of payment methods, including cost-based 
and charge-based ones. In 1991, total payments from these other government 
payers were approximately equal to the associated costs. 

Private Payers 

The private-payer category combines private insurers and individuals who pay 
for their own care. In 1991, hospitals' total revenues from private payers 
exceeded the associated costs by 30 percent.7 

In contrast to public programs, the amounts paid by private payers are 
generally determined by hospitals, subject to market forces, although some 
states have regulated private-payer rates at different times. In particular, 
competition for patients may affect hospitals' prices or discounts. The presence 
of health maintenance organizations, large employers, or excess capacity among 
several hospitals, for example, might increase price competition in one location 
more than in others, enabling some payers to negotiate discounts. 

Uncompensated Care 

Uncompensated care is care for which no payment is received. It is measured 
in the data as the sum of charity care and bad debt. Charity care refers to 
services for which the hospital did not expect to be paid, based on its 
determination that the patient could not afford to pay. In contrast, bad debt 
occurs when the hospital expected to be paid but was not. In practice, charity 
care and bad debt cannot be separated accurately using the available data 
because hospitals vary in the methods they use to determine a patient's ability 
to pay.8 Thus, charity care and bad debt are not consistently defined among 
hospitals. Most uncompensated care probably consists of services to patients 

7. An implication or the possibility that Medicare"s revenue-to-cost ratio may be undentated in the data is that. 
based on the method used to break down costs by payen. the revenue-to<CJSI ratio for private payen may 
be ovemated (see Appendix A). 

8. American Hospital Association. "Unsponsored Hospital Care and Medicaid Shonfalls. 1980-1991: A Fact 
Sheet Update" (Chicago. November 1992). 
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who are uninsured, but some is based on unpaid deductible or copayment 
amounts for insured patients. 

Uncompensated care, as measured, is therefore somewhat greater than 
the amount of care that is provided to people who cannot afford it, because 
uncompensated care includes amounts that other patients failed to pay. In 
1991, the costs of uncompensated care totaled $13 billion, or about 6 percent 
of hospitals' total costs. 

Nonpatient Sources 

State and local governments provided direct subsidies to about 15 percent of 
hospitals in 1989, most of which were government owned. Although these 
subsidies are often considered to be an offsetting revenue to uncompen­
sated care, they fill a wider range of functions that cannot be distinguished in 
the data. For example, the subsidies might include funds for capital projects, 
as well as payments targeted toward charity care. In fact, for about 45 percent 
of hospitals receiving state and local subsidies, those subsidies exceeded the 
hospitals' costs of uncompensated care in 1989. In 1991, subsidies from state 
and local governments totaled $2.6 billion. 

Other operating revenues come from cafeterias, gift shops, and 
additional activities that do not directly relate to patient care. Nonoperating 
revenues include philanthropic contributions and earnings on investments. In 
1991, hospitals earned nearly $3 billion, after covering related costs, from other 
operating revenues and nearly $5 billion from nonoperating revenues. 

VARIATION AMONG HOSPITALS 

For many hospitals, the sources of revenues and costs differ markedly from 
national averages. For example, although, on average, hospitals lost money on 
Medicare and Medicaid patients in 1989, Medicare patients were profitable for 
about one-quarter of hospitals, and Medicaid patients were profitable for about 
15 percent (see Table 2). In fact, 10 percent of hospitals had Medicare 
revenue-to-cost ratios of 1.06 or higher. Similarly, private payers do not always 
bring profits; in 1989, an estimated 7 percent of hospitals lost money on their 
private patients. 

Furthermore, despite the overall profitability of the industry, numerous 
hospitals report financial losses. In 1989, 24 percent of hospitals incurred costs 
that were higher than their total revenues. The hospitals that are unable to 
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cover all their costs tend to be smaller, on average, than other hospitals. In 
1989, the 24 percent of hospitals with losses accounted for only 15 percent of 
hospital admissions and 16 percent of the industry's total costs. Clearly, these 
hospitals were not able to generate sufficient revenues from private payers or 
other sources to cover their costs fully. Thus, even though industrywide 
revenues exceed costs, some costs of uncompensated care or of treating 
publicly insured patients were not recovered in 1989. 

TABLE 2. DISTRIBUTION OF REVENUE-TO-COST RATIOS FOR 
HOSPITALS, BY SELECTED SOURCE, 1989 

Percentage of 
Hos[!itals with 

Revenues 
Greater Revenues 

Revenue-to-Co.\! Than or Less 
Rarios In:: Percenrile Equal to Than 

Source 10th 25th SOth 15th 90th CC>.\ ts CC>.\ ts 

Medicare 0.77 0.85 0.92 1.00 1.06 24 76 
Medicaid 0.45 0.60 0.77 0.93 1.04 15 85 
Private Payers 1.04 1.14 1.24 1.37 I.SO 93 7 

All Sources• 0.95 1.00 1.04 1.07 1.11 76 24 

SOURCE: Congressional Budget Office estimates based on data from the American Hospital Association's 
Annual Survey of Hospitals for 1989. 

NOTE: Based on a sample of 1.527 hospitals for which data were available. 

a. Based on hospitals' total revenues and total costs from all sources, including those not shown separately. 



CHAPTER III 

HOSPITALS' RESPONSES DURING THE 1980s 

Hospitals vary in the amount of uncompensated care they provide and in their 
other sources of costs and revenues. Thus, aggregate data from the hospital 
industry, such as those presented in Chapter II, cannot provide a complete 
picture of how fully and in what ways hospitals are able to cover their 
unreimbursed costs. This chapter, therefore, analyzes data from individual 
hospitals to measure trends in unreimbursed costs and how hospitals responded 
to them during the 1980s. 

GROWTH IN UNREIMBURSED COSTS 

This paper defines a hospital's unreimbursed costs as the difference between 
the costs it incurs for uncompensated care and publicly insured patients and the 
payments it receives from government programs. If those payments exceed 
those costs, its unreimbursed costs are zero. Thus, a hospital's unreimbursed 
costs measure the amount of surplus revenues that it needs to draw from 
private payers and sources other than patient care in order to cover the costs 
of uncompensated care and of any services to publicly insured patients that 
were not fully reimbursed. 

This definition of unreimbursed costs combines the costs and revenues 
from uncompensated care and government payers; it therefore incorporates 
profits on publicly insured patients as well as losses. If a hospital has greater 
revenues than costs for public-sector patients, its unreimbursed costs will be 
lower than the costs of its uncompensated care by the amount of that profit. 
In 1989, for example, about 15 percent of hospitals had revenues from publicly 
insured patients that more than covered the associated costs, and those profits 
were, on average, equal to about 30 percent of these hospitals' costs of 
uncompensated care. Overall, however, hospitals' profits on publicly insured 
patients were equal to about 6 percent of the industry's total costs of 
uncompensated care in 1989. 

As a percentage of hospitals' total costs, unreimbursed costs grew--with 
some fluctuations--between 1980 and 1989. Unreimbursed costs increased 
gradually during the first part of the decade, dropped in 1984 and 1985, and 
then increased rapidly (see Figure 1). By 1989, unreimbursed costs accounted 
for 11 percent of hospitals' total costs, compared with a low of 6 percent in 
1985 and with 7 percent to 8 percent during the first part of the decade. By 
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Figure 1. 
Hospitals' Unreimbursed Costs, by Source, 1980-1989 (As a percentage 
of hospitals' total costs) 
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See Appendix 8, Table 8-2, ror the data rcpre1Cntcd bcre. 
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1991, unreimbursed costs had increased to nearly 13 percent of hospitals' total 
costs. 

Throughout the 1980s, uncompensated care represented the majority of 
unreimbursed costs. However, most of the growth in unreimbursed costs over 
the period came from unreimbursed Medicare and Medicaid costs. In 1980, 
uncompensated care accounted for three-quarters of total unreimbursed costs; 
by 1989, its share had fallen to just over one-half. By 1991, uncompensated 
care accounted for less than half of hospitals' total unreimbursed costs. 

Uncompensated Care 

As a percentage of hospitals' total costs, uncompensated care changed little 
during the first half of the 1980s, averaging about 5.4 percent of total costs. It 
increased to 6.6 percent in 1987 and 1988, before dropping back to 6 percent 
in 1989. From 1989 throu9h 1991, uncompensated care remained at about 6 
percent of hospitals' costs. The recent level may result from expansions in 
the number of people eligible for Medicaid, which may have reduced the need 
for uncompensated care. Alternatively, hospitals may have cut back on 
uncompensated care because of increasing financial pressure from the growth 
in other unreimbursed costs. 

Medicare 

The pattern for Medicare was affected by the prospective payment system, 
which covers most of Medicare's payments to hospitals. Between October 1983 
and October 1984, hospitals entered the PPS according to the start of their 
individual fiscal years. During the first few years of the system, revenues were 
substantially greater than the associated costs, for two reasons. First, total 
payments were higher than had been expected, primarily because the average 
case mix index, which is a weighting factor used to compute PPS payments, was 
higher than had been anticipated in setting the initial rates. Second, growth in 
hospitals' costs slowed significantly when the system was introduced. Hospitals 
appear to have responded to the incentives to control costs created by the 
system; they may also have been concerned about the effect of the new system 
on revenues. As a result, hospitals initially earned large positive margins under 
the PPS. 

1. The 1991 estimate is shown in Table 1. Sec Appendix B, Table B-1, for hospitals' revenues and costs, by 
source, for 1990. 
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Those margins have eroded over time, however. One reason is that, 
partly because payment rates were high initially, the Congress has generally 
restricted the annual increase in the per-case rates to less than the growth in 
the average price of hospitals' inputs. In addition, subsequent rapid growth of 
costs contributed to the declining margins. Some of Medicare's non-PPS 
payments to hospitals, including those for capital-related expenses and for 
some outpatient services, have also been subject to various controls. 

The overall Medicare revenue-to-cost ratio, which is based on all 
Medicare-covered hospital services, increased from an average of 0.96 during 
the early years of the decade to over 1 in 1985 and 1986. The ratio then fell 
from approximately 1 in 1987 to 0.93 in 1989. As a result, hospitals went from 
earning profits on Medicare patients in 1985 and 1986 to having unreimbursed 
Medicare costs. These accounted for 2.6 percent of total costs, or about one­
quarter of total unreimbursed costs, in 1989. 

Since 1989, Medicare's revenue-to-cost ratio has continued to decrease-­
to 0.90 in 1990 and 0.88 in 1991. Based on projections for the PPS, the overall 
Medicare margin is likely to have declined further in 1992.2 

Medicaid 

In contrast to Medicare, unreimbursed Medicaid costs increased throughout the 
1980s, from 0.5 percent of hospitals' total costs in 1980 to 2.4 percent in 1989. 
In 1989, losses on Medicaid patients totaled nearly as much as losses on 
Medicare patients, even though Medicaid patients accounted for only 11 
percent of hospitals' costs compared with Medicare's 39 percent. This trend 
reflects a declining payment-to-cost ratio for Medicaid--from 0.95 in 1980 to 
0.77 in 1989. 

Since 1989, however, Medicaid payments have improved relative to 
costs, largely because of disproportionate share payments for hospitals that 
treat a large percentage of low-income patients, and because of states' 
expanded use of financing mechanisms that increase the federal government's 
matching payments. The effects of these changes vary from state to state, but 
Medicaid's overall revenue-to-cost ratio for hospitals increased from 0.77 in 
1989 to 0.80 in 1990, and to 0.82 in 1991. Rapid growth in Medicaid spending 

2. Prospective Payment Assc::Mment Commiuion, Medicare a11d the American Health Care System: Reporr to 
the Congras (June 1992). 
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for hospitals in 1992 suggests that the revenue-to-cost ratio may have continued 
to increase. 

Other government programs have had little effect on total unreimbursed 
costs, primarily because they involve only a small proportion of hospitals' costs. 
Between 1980 and 1989, these programs' unreimbursed costs fluctuated 
between 0.2 percent and negative 0.1 percent of hospitals' total costs. 

HOW HOSPITALS COVER THEIR UNREIMBURSED COSTS 

Hospitals have several potential sources of revenues to help cover 
unreimbursed costs. Nearly all hospitals earn surplus revenues from sources 
other than direct payments for patient care. For about 15 percent of hospitals, 
state and local governments provide subsidies that help finance uncompensated 
care. More than 90 percent of hospitals earn profits on privately insured 
patients. 

Sources of Offsetting Revenues 

To measure the extent to which hospitals were able to cover their 
unreimbursed costs, the Congressional Budget Office analyzed data for each 
hospital and then totaled the results. By definition, the maximum amount of 
unreimbursed cost that a hospital can cover is 100 percent. In the analysis, any 
revenues beyond those needed to cover costs that were earned by one hospital 
were not allowed to offset unreimbursed costs at another hospital, since in 
actuality they do not. Because not all hospitals were able to offset all of their 
unreimbursed costs, less than 100 percent of industrywide unreimbursed costs 
were offset each year. 

In 1989, for example, 94 percent of hospitals' total unreimbursed costs 
were offset by revenues from other sources. About one-fourth of hospitals 
were unable to cover all of their unreimbursed costs in that year; they offset 
about 75 percent of their unreimbursed costs. The total amount of 
unreimbursed costs that these hospitals could not offset represented the other 
6 percent of the industry's total unreimbursed costs. 

The percentage of industrywide unreimbursed costs that hospitals could 
cover changed little over the 1980-1989 period (see Figure 2 and Table B-3 in 
Appendix B). Though unreimbursed costs increased rapidly after 1985, the 
portion that was offset did not change much, falling slightly from 95 percent 
between 1984 and 1986 to 93 percent or 94 percent between 1987 and 1989. 
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Figure 2. 
Hospitals' Unreimbursed Costs, by Source of Offsetting Revenues, 
1980-1989 (As a percentage of hospitals' total costs) 
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The contributions of the different offsetting revenue sources did change 
over time, however. For each hospital, CBO applied the potential sources of 
offsetting revenues to unreimbursed costs in the following order: state and 
local subsidies, revenues from sources other than patient care, and revenues 
from private payers. In other words, revenues from state and local subsidies 
were used first to offset unreimbursed costs. If the hospital had any remaining 
unreimbursed costs, then other nonpatient revenues were applied. Finally, if 
unreimbursed costs still remained, profits from private payers were used. 

Because most hospitals were profitable overall, the ordering affects the 
results. This ordering is a natural one because state and local subsidies are 
largely intended to help hospitals cover their costs, and at least some of the 
other nonpatient revenues, such as donations, are intended to support 
charitable activities. The ordering is also analytically useful because it yields 
a lower-bound estimate of the contribution of private payers by completely 
exhausting the surplus revenues from other sources before turning to private 
payers. 

Although the contribution of state and local subsidies decreased over 
the decade--from a high of 27 percent in 1980 to 10 percent in 1989--private 
payers played an increasing role. In 1989, revenues from private payers offset 
55 percent of total unreimbursed costs, compared with 37 percent in 1980. The 
proportion of unreimbursed costs that were covered by other nonpatient 
sources stayed relatively constant over the 10-year period, averaging about 33 
percent. 

As unreimbursed costs increased rapidly during the latter half of the 
1980s, hospitals were able to cover nearly all the increase with revenues from 
other sources. Most of that rise was offset with revenues from private payers. 
However, between 1987 and 1989, a small part of the increase in unreimbursed 
costs was offset with revenues from nonpatient sources other than subsidies 
from state and local governments. 

The proportion of hospitals that were not able to cover all their costs 
increased near the end of the decade. From 1980 through 1982, the proportion 
dropped from 21 percent to 17 percent; it stayed at 17 percent through 1986, 
except for a low of 15 percent in 1985 (see Table 3). The proportion grew to 
24 percent of hospitals in 1987, and peaked at 27 percent in 1988 before 
dropping back to 24 percent in 1989. Thus, although the share of total 
unreimbursed costs that were not covered stayed about the same, those costs 
were spread out, at the end of the decade, among a somewhat larger number 
of hospitals. 
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TABLE 3. EXTENT TO WHICH HOSPITALS WERE ABLE TO OFFSET 
UNREIMBURSED COSTS WITH REVENUES FROM OTHER 
SOURCES, 1980-1989 (In percentage of hospitals) 

20 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 

Hospitals with No 
Unreimbursed Costs 5 5 4 3 7 15 9 6 4 4 

Hospitals with 
Costs Fully Offset 74 76 79 80 76 70 74 70 69 72 

Hospitals with Costs 
Not Fully Offset 21 19 17 17 17 15 17 24 27 24 

SOURCE: Congressional Budger Office es1ima1es ba~ on dara from rhe American Hospira! Auocia1ion's Annual 
Survey or Hospi1als for 1980 lhrough 1989. 

NOTE: Unreimburscd cosrs are defined for each hospiral as lhe cos1s incurred for uncompensared care (charily 
care plus bad debt) and for lreating publicly insured pa1ien1s minus lhe revenues received from all 
govemmenl payers; i[ those costs are Jess than those revenues, however, unreimbursed costs are zero. 

Perhaps not surprisingly, the facilities that were not able to fully cover 
their costs tended to have greater unreimbursed costs, as a percentage of total 
costs, than other hospitals. In 1989, for example, unreimbursed costs 
accounted for 15 percent of the total costs for this group compared with 10 
percent for other hospitals (see Appendix B, Table B-4.) The costs of 
uncompensated care were higher for these hospitals--8 percent of total costs 
compared with 6 percent for other hospitals. Hospitals in this group also 
provided relatively more care to Medicaid patients than did other hospitals--19 
percent of inpatient days compared with 14 percent. But they provided slightly 
less care to Medicare patients--42 percent of inpatient days compared with 44 
percent for other hospitals. 

Cost Shifting to Private Payers 

As unreimbursed costs increased during the 1980s, hospitals generated higher 
revenues from their private payers to cover most of the increase in those costs. 
As seen earlier, unreimbursed costs increased during two periods: 1981 through 
1983, and 1985 through 1989. During each of these periods, hospitals' 
aggregate revenue-to-cost ratio for private payers also rose. 
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Between 1980 and 1983, the average markup of revenues over costs for 
private payers rose from 13 percent to 17 percent--an increase of 4 percentage 
points, or about 1 percentage point per year (see Figure 3). Over the same 
period, the revenues from private payers that were needed to just offset 
unreimbursed costs increased from 6 percent over costs to 8 percent, or 2 
percentage points in all.3 This pattern indicates that during this period the 
prices paid by private payers increased by more than the amount necessary to 
offset the growth in unreimbursed costs, thereby raising hospitals' overall 
margins, on average. 

Unreimbursed costs grew more rapidly after 1985 than in the early part 
of the decade. Between 1985 and 1989, the percentage markup over costs for 
private payers that was needed to just offset unreimbursed costs increased from 
5 percent to 15 percent, or over 2 percentage points per year. At the same 
time, the actual markup for private payers increased from 18 percent to 25 
percent. Between 1985 and 1987, the increase in the markup was less than the 
increased contribution of private payers to offsetting unreimbursed costs. 
Between 1987 and 1989, however, the increase in the markup was 
approximately equal to the growth in those contributions. For the decade as 
a whole, the total increase in markups for private payers was larger than the 
increase in those payers' contributions to unreimbursed costs. 

The 1983-1985 period also shows an interesting pattern. Unreimbursed 
costs feJl during this time, and along with them the amount of private-payer 
revenues that were needed to offset unreimbursed costs. However, hospitals 
did not, on average, pass these reductions to private payers in the form of 
lower markups. Instead, those markups increased from 17 percent in 1983 to 
18 percent in 1984, and then stayed at 18 percent in 1985, despite the fact that 
the amount needed to cover unreimbursed costs dropped from 8 percent above 
costs in 1983 and 1984 to only 5 percent in 1985. When hospitals' 
unreimbursed costs subsequently increased after 1985, the average markup for 
private payers also grew. 

The increasing markups paid by private payers caused their spending 
to increase more rapidly than it might otherwise have done. In general, the 
growth in the total level of spending by private payers is determined by both 
the average markup over costs that they pay and the rate of increase of those 
costs. However, during the 1980s, the underlying trend in the growth of the 
costs incurred by hospitals changed little, except for a brief slowing in 1984 and 

3. A5 no1ed earlier. lhe analyiic melhod used 10 offsel unrcimbursed cos1s comple1ely exhausled all revenues 
from olher sources before applying revenues from privale payers. 
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Figure 3. 
Difference Between Hospitals' Revenues and Costs for Private Payers, and 
the Portion Used to Offset Unreimbursed Costs, 1980-1989 (Asa percentage 
of the private-payer costs) 
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1985. Between 1986 and 1991, hospitals' costs per patient grew an average 4.5 
percent a year, adjusting for inflation, compared with average annual growth 
of 3.8 percent in 1984 and 1985, and 4.9 percent in the 1978-1983 period (see 
Appendix B, Figure B-2). 

IMPLICATIONS 

The trends analyzed here suggest that in the current multiple-payer setting, 
actions taken by one group of payers to control spending can have significant 
effects on other payers. During the 1980s, hospitals were able to offset nearly 
all of the increases in uncompensated care and unreimbursed costs related to 
public programs with increased revenues from other sources. This pattern 
appears to have continued more recently. In particular, between 1989 and 
1991, the hospital industry's overall profit margin remained relatively stable, 
even though unreimbursed costs increased because of declining Medicare 
margins. 

Further attempts to control public-sector health costs would probably 
produce further cost shifting to the private sector, unless those attempts were 
combined with other changes. Although the maximum extent of such cost 
shifting is unknown, the evidence from the 1980s indicates that cost shifting 
might be considerable, at least in the short run. Not all facilities would be able 
to recover their costs fully in this way, however. The patients treated by 
facilities that were least able to cost shift--because of patient mix or market 
conditions--could be adversely affected. For example, hospitals with a large 
share of uninsured or publicly insured patients might be less able to cover their 
unreimbursed costs, both because those costs are a larger share of their total 
costs and because they have a smaller pool of privately insured patients. 

Proposals to change the health care system need to take into account 
the extent to which the private sector now subsidizes uninsured and publicly 
insured patients. For example, if reforms expanded the number of people with 
insurance, so that uncompensated care fell, private-sector hospital rates might 
fall relative to costs. However, such a response might be delayed, because 
hospitals would probably not adjust immediately--for example, hospitals did not 
lower private rates in the mid-1980s when their Medicare revenues increased 
relative to costs. Alternatively, if price controls were adopted for hospitals but 
did not incorporate the costs of uncompensated care, some hospitals might cut 
back the amount of free care they provide. As a consequence, uninsured 
people might receive less care than they do now. 



APPENDIX A 

DATA AND ANALYfIC :METHODS 

The data for this paper come from the American Hospital Association's 
(AHA's) Annual Suivey of Hospitals for 1980 through 1989. The suiveys 
provide data about the characteristics of individual hospitals, including size, 
location, available setvices, and finances. The analysis was based on 
community hospitals, which are defined by the AHA as nonfederal, short-term 
hospitals that are open to the general public.1 

Hospitals' individual reporting periods vary. In general, the data 
reported in each year of the suivey correspond to hospitals' reporting periods 
that ended during that calendar year. Consequently, the results of the analysis 
do not correspond exactly to calendar years. 

COMPARISON OF HOSPITALS IN THE SAMPLE 
WITH ALL COMMUNITY HOSPITALS 

·The analysis was based on data from the hospitals that permitted the 
Congressional Budget Office (CBO) to use the financial information they 
reported in the annual suivey. In all, data from approximately 2,300 hospitals, 
or over 40 percent of all community hospitals, were used. In any given year, 
however, a number of hospitals did not report certain financial variables 
needed for the analysis. The data were also screened to eliminate extreme or 
implausible values. Because data were available for different hospitals in 
different years, the specific set of hospitals used in the analysis varies from year 
to year. The number ranged from a low of approximately 1,000 hospitals for 
1985 to more than 1,900 for 1988. 

In using a sample of hospitals, such as this one, it is important that the 
sample represent the patterns that occur in the full universe of hospitals. That 
way, conclusions based on the sample can be considered valid for the entire 
group. To verify the representativeness of the sample, CBO compared a 
number of characteristics of the hospitals used in the analysis with those of all 
community hospitals. 

1. E.xcluding psychiatric hospitals, hospitals for treating alcoholism and chemical dependency, hospitals for 
tuberculosis and other respiratory diseases, chronic-disease hospitals, £acilities for the mentally retarded. 
and hospital units of institutions. 
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Based on location, patient mix, size, and other characteristics, the 
hospitals in the sample appear to be generally representative of all community 
hospitals. As an example, the 1989 sample consisted of 1,527 hospitals, or 28 
percent of all community hospitals (see Table A-1). About 55 percent of the 
sample were located in urban areas, compared with 54 percent nationally. 
Hospitals in the two groups were similar in their distributions by size, although 
the sample hospitals were somewhat larger on average--194 beds compared 
with 170 beds nationally. The shares of patient days and discharges 
attributable to Medicare were nearly identical for the two groups. Similarly, 
Medicaid's shares of days and discharges were the same for the two groups. 
In addition, uncompensated care accounted for 6 percent of total costs for each 
group. 

One exception to this similarity is the type of ownership. In 1989, for 
example, for-profit hospitals constituted only 3 percent of the sample, 
compared with 14 percent nationally; nongovernment, not-for-profit hospitals 
accounted for 69 percent of the sample but only 59 percent of all community 
hospitals. Government-owned hospitals were a similar proportion of both 
categories--28 percent of the sample and 27 percent of all community hospitals. 

METHOD OF ESTIMATING COSTS 

The analysis relies on various financial data collected in the AHA's annual 
survey, including information about hospitals' revenues from different sources 
and their provision of uncompensated care. In general, revenues for patient 
care are categorized into the various sources based on the patient's primary 
payer. 

Two measures of revenue from each group of patients are reported: the 
hypothetical revenue based on full (list price) charges and the actual revenue 
received. For Medicare and Medicaid, for example, the actual revenues are 
the reimbursements for patients insured by those programs, while the full 
charges are based on the hospitals' list prices for the services provided. In 
addition, actual revenues from sources other than patient care are reported. 

The survey does not break down the hospital's actual costs of treating 
patients by payer groups. To estimate costs for each group of patients--for 
example, private patients--the full charges for that group were multiplied by the 
hospital's ratio of costs to charges (RCC). Similarly, each hospital's costs of 
uncompensated care were estimated by multiplying the full charges attributed 
to charity care and bad debt by the hospital's RCC. The RCC for each hospital 
is defined as the ratio of its total costs to the sum of its total full-charges 
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TABLE A-1. SELECTED CHARACTERISTICS OF HOSPITALS IN 
TI-IE SAMPLE FOR CBO'S ANALYSIS AND ALL 
COMMUNITY HOSPITALS, 1989 
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Sam~le 
for 1 89 All 
Analysis3 Hospitalsb 

Number of Ho:fcitals 1,527 5,512 
Percentage of ospitals 28 100 
Percentage of Discharges 33 100 

Average Number of Beds 194 170 
Average Occupancy (In percent)c 60 56 

Medicare's Share of Days (In percent) 43 42 
Medicare's Share of Discharges (In percent) 34 34 

Medicaid's Share of Days (In percent) 15 15 
Medicaid's Share of Discharges (In percent) 13 13 

Total Revenue-to-Cost Ratio 1.040 1.035 
Uncompensated pre (As a percentage 

of total costs) 6.0 6.0 

Percentage of Hospitals 

Total 100 100 

Rural 45 46 
Urban 55 54 

Urban Hospitals by Population of City 
Less than 250,000 12 10 
250,000-1 million 20 19 
1 million-2.5 million 13 14 
2.5 million or more 10 11 

Ownership 
Nongovemment, not for profit 69 59 
Government 28 27 
For profit 3 14 

Number of Beds 
50 or fewer 17 24 
51-100 22 23 
101-200 24 24 
201-400 26 20 
401 or more 12 9 

Teachinge 27 23 
Non teaching 73 77 

(Continued) 
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TABLE A-1. CONTINUED 

Sample 
for 1989 
Analysis a 

Percentage of Hospitals (continued) 

Disproportionate Sharer 
Nondisproponionate Share11 

Disproportionate Share Hospitals by Teaching Status 
Teaching 
Non teaching 

Region 
New England 
Middle Atlantic 
South Atlantic 
East North Central 
East South Central 
West North Central 
West South Central 
Mountain 
Pacific 

28 
72 

13 
15 

8 
12 
14 
17 
5 

18 
10 
5 

11 

All 
Hospitalsb 

26 
74 

11 
15 

4 
10 
15 
15 
9 

14 
14 
7 

12 

27 

SOURCE: Congressional Budget Office calculations based on data Crom the American Hospital Association's 
Annual Suivcy of Hospitals for 1989. 

NOTES: Characteristics arc generally based on data from the Annual Survey of Hospitals for 1989. Teaching 
and disproponionate share arc ci:ceptions; thc:sc were based on data from the Health Care Financing 
Administration. 

In the upper panel, the term "average" indicates the average amounts per hospital. Entries not 
designated as "average" arc the percentages or ratios based on total amounts for hospitals in each 
category-for ci:ample, Medicare's share of discharges is the percentage of total discharges for hospitals 
in the category that were discharges of Medicare patients. 

a. All of the hospitals used in the analysis for 1989 were community hospitals. 

b. The category consists of all community hospitals in the SO states and the District of Columbia for which data 
were available from the Annual Suivcy of Hospitals for 1989. 

c. The occupancy rate (or each hospital is defined as the ratio of the hospital's average daily number of patients 
to its average number o( beds during the rcponing period. 

d. Uncompensated care is defined as charity care plus bad debt. 

e. Hospitals that receive an adjustment under Medicare's prospective payment system (PPS) (or the indirect 
costs of medical education. 

f. Hospitals that receive the disproponionate share adjustment under Medicare's PPS for treating a large 
proponion or low-income patients. 

g. The nondisproponionate share category includes 2 percent of hospitals in the sample and 4 percent o( all 
community hospitals for which data on disproponionate share status were not available. 
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revenue and other operating revenue (excluding subsidies from state and local 
governments). The use of this conversion factor assumes that the full charges 
for a given patient reflect the relative resource use compared with other 
patients--for example, that two patients with the same charges have the same 
underlying treatment costs. One justification for using the RCC to convert 
charges to costs is that relative charges probably reflect relative costs. In 
addition, a hospital's list prices are the same for all patients. 

A shortcoming of this approach is that markups probably vary from 
service to service within a hospital. If a hospital applied higher markups to 
services more frequently used by Medicare patients than by other groups, for 
example, the estimated costs of treating Medicare patients would be greater 
than the actual costs, and the estimated costs of treating other patients would 
be less than the actual costs. 

Hospitals may also have adapted their accounting methods in ways that 
result in overstating the costs incurred in treating publicly insured patients. In 
the past, retrospective, cost-based reimbursement by Medicare and Medicaid 
provided an incentive for hospitals to overstate their reported costs, because 
payments were based on those costs. Generalizing about Medicaid programs 
is difficult because the state systems vary widely. For Medicare, these 
considerations are most relevant to the cost data reported on its cost reports, 
because Medicare used them to determine the cost-based reimbursements (and 
continues to use them to determine the remaining cost-based payments). 
However, full charges may also have been affected by these incentives, because 
Medicare used information on full charges to determine its share of certain 
costs. 

Under the prospective payment system (PPS), such accounting practices 
could well have persisted. For one thing, they were already in place. For 
another, even though most payments are no longer directly based on reported 
costs, costs may still play a role in determining future payments by influencing 
annual updates in Medicare's rates and other changes in the PPS over time. 

In addition, data from the Medicare cost reports suggest somewhat 
higher revenue-to-cost ratios for Medicare than the AHA data suggest.2 In 
particular, the revenue-to-cost ratios based on cost-report data for the PPS 
(which applies to about 75 percent of Medicare's payments) were higher over 
the 1984-1991 period than the revenue-to-cost ratios (for all services to 

2. No na1ional data c:xisl for Medicaid 1ha1 would permil a similar comparison wilh the AHA data. 
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Medicare patients) from the AHA data.3 If the services not covered by the 
PPS are taken into account to estimate total Medicare ratios, those ratios 
would probably still be larger than the ones based on the AHA data. This 
limited evidence suggests that the Medicare revenue-to-cost ratio, which was 
estimated to be 0.88 in 1991 using the AHA data, could range from 0.88 to 
0.96. A closer comparison of data from the two sources might be useful in 
evaluating these issues, but is beyond the scope of this analysis. 

If Medicare's revenue-to-cost ratio is underestimated by the AHA data, 
then hospitals' total unreimbursed costs and the amount of cost shifting to the 
private sector would both be Jess than estimated by the analysis. In addition, 
because of the method used to apportion costs among payer groups, an 
underestimate of Medicare's revenue-to-cost ratio would imply that the ratio 
for private payers was probably overestimated. 

Although these considerations indicate that the revenue-to-cost ratios 
for specific years and payer groups should be viewed with caution, they would 
not have much effect on the analysis of change over time. As a result, they 
would not affect the paper's finding that cost shifting to private payers 
increased during the 1980s. 

3. For PPS margins based on cos1-repon dala, sec Prospective Paymen1 Asscssmenl Commission, Medic<Jll 
and lite Amoica11 Hea/111 Care Sys1em: Repon 10 lhe Congress (fonhcoming. June 1993). 
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Figure B-1. 
Total Revenue Margin for Hospitals, 1972-1991 
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SOURCE: 

NOTES: 

Congreaional Budge1 Office estimates hued on data from AmaX:aa Haspital Association 
Hmpital Stati.tiia(Cllic:ago: AHA. 1972 through 1992-1993cditiooa). 

1be total revenue margin ii defined a1 the difference betwecn total revenues oC all hospitala and 
total COila, expreued 81 a percentage of lotal re\'enuea. 

The data were baaed on all community hospitala. 
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FigureB-2. 
Annual Change in Hospitals' Real Costs and Real Adjusted Costs per 
Admission, 1973-1991 

Real Costs 
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SOURCE: Congressional Budget omce estimates bucd OD data &-om AmcnCan Hospital Association 
HOllpital SUtislics (Ot'ago: AHA, 1972 through 1992-1993 ediliona ). 

NOTES: The term "real" ii uacd here to mean adjusted for general inDalion rather than for inflation in the 
pricca of health eerviccs, which ia almmt ccnainly diffa"eDL H01pitala' real COltl are calculated 
in 191Jl dollars ming the C0111Umcr pice index for all urban c:omwncn. 

Adjusted ai&l per admillion ii the aYcr11ge expcme to the bolpital to provide care for one 
holpital inpatient atay. It ia estimated by1ublracling the eatimated COila incurnd for the provision 
of outpatient care from total COlll. 

The data were bucd on all rommuniry h01pitala. 
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TABLE B-1. HOSPITALS' REVENUES AND COSTS, BY PA YER 
OR OTHER SOURCE, 1990 

Revenues Costs 
Asa Asa 

Payer or In Billions Percentage In Billions Percentage 
Other Source of Dollars of Total of Dollars of Total 

Medicare 69.8 33.2 78.0 38.4 
Medicaid 18.4 8.7 23.0 11.3 
Other Government Payers 3.4 1.6 3.2 1.6 
Private Payers 104.l 49.5 81.6 40.l 
Uncompensated Carea n.a. n.a. 12.1 5.9 
Nonpatient Sources 

State and local subsidies 2.5 l.2 n.a. n.a. 
Other operatingb 7.8 3.7 5.5 2.7 
Nonoperatingc 4.6 2.1 !!.& !!.& 

Total 210.6 100.0 203.2 100.0 
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Ratio of 
Revenues 
to Costs 

0.90 
0.80 
1.06 
l.28 
n.a. 

n.a. 
1.43 
n.a. 

1.04 

SOURCE: Congressional Budget Office using dala from Prospective Payment Asscssmenl Commission (ProPAC), 
Medic~ and lhe American Heahh c~ System: Repon to lhe Congress (June 1992). Data were 
calculated by the American Hospital Association using its Annual Survey of Hospilals for 1990, based 
on ProP AC's specifications. 

NOTE: The data arc based on all community hospitals. n.a. = not applicable. 

a. Uncompensated care is defined as charity care plus bad debt. 

b. Includes opcra1ing revenues and cosis for sources olher than patienl care, such as cafeterias and gifl shops. 

c. Includes revenues from donations, granlS, earnings on endowments, and other sources. Nonopcrating revenues 
arc assumed lo have no associated costs. 
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TABLE B-2. HOSPITALS' UNREIMBURSED COSTS, BY SOURCE, 1980-1989 
(As a percentage of hospitals' total costs) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 

Total Unreimbursed Costsa 7.1 6.8 7.5 8.2 7.8 6.4 7.4 8.5 10.3 11.2 

Sourceb 
Uncompensated care 5.4 5.1 5.1 5.5 5.7 5.5 6.4 6.6 6.6 6.0 
Medicare 1.2 1.2 1.4 1.6 0.7 -1.1 -0.6 0.2 1.6 2.6 
Medicaid 0.5 0.4 0.8 1.0 1.1 1.5 1.4 1.6 2.1 2.4 
Other government payers -0.l 0.1 0.1 c 0.1 0.2 c -0.l -0.l c 
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SOURCE: Congressional Budget Office estimates based on data from the American Hospital Association's 
Annual Survey of Hospitals for 1980 through 1989. 

NOTES: Unrcimburscd costs arc defined for each hospital as the costs incurred for uncompensated care (chariry 
care plus bad debt) and for treating publicly insured patients minus the revenues received Crom all 
government payers: if those costs arc less than those revenues. however, unrcimburscd coslS are zero. 

The estimates shown arc based on aggregate amounts using all sample hospitals. Negative entries indicate 
that aggregate revenues acceded aggregate costs for that source. 

a. The amounts shown for the individual sources do not sum exactly to the total unreimburscd costs because (or 
individual hospitals the laner arc constrained to be zero or positive. 

b. For Medicare. Medicaid. and other government payers, the amounts shown equal the differences between COSIS 

and revenues for the respective source. For uncompensated care. there arc no revenues. so the amounts shown 
arc the costs o( uncompensated care. 

c. Between -0.0S percent and O.OS percent. 
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TABLE B-3. HOSPITALS' UNREIMBURSED COSTS, BY SOURCE OF 
OFFSETTING REVENUES, 1980-1989 
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1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 

As a Percentage of Hospitals' Total Costs 

Total Unreimbursed Costs 7.1 6.8 7.5 8.2 7.8 6.4 7.4 8.5 10.3 11.2 

Source of Offsetting 
Revenuesa 

State and Joe.al subsidies 1.9 1.4 1.5 1.5 1.4 0.9 1.6 1.7 1.6 1.1 
Other nonpatient sources 2.1 2.3 2.6 2.6 2.6 2.9 2.6 2.6 2.9 3.3 
Private payers ~ u ll 3.5 3.4 2.4 2.9 3.7 5.0 6.1 

Total Amount Offset 6.6 6.2 7.2 7.6 7.4 6.1 7.1 7.9 9.6 10.5 

As a Percentage or Hospitals' Unreimbursed Costs 

Source of Offsetting 
Revenuesa 

State and Joe.al subsidies 27 21 20 18 17 14 21 20 16 10 
Other nonpatiem sources 29 34 35 32 33 44 35 30 28 30 
Private payers J1 37 41 43 44 37 39 43 49 55 

Total Amount Offset 93 91 95 93 95 95 95 94 93 94 

SOURCE: Congressional Budget Office estimates based on data from the Amencan Hospital Association's Annual 
Survey or Hospitals for 1980 through 1989. 

NOTES: Unrcimburscd costs arc defined for each hospital as the costs incurred for uncompcn&atcd care (charity 
care plus bad debt) and for treating publicly insured patients minus the revenues received from all 
government payeB: if those costs arc less than those revenues, however. unrcimburscd costs arc zero. 

The estimates shown arc based on aggregate amounts using all sample hospitals. 

a. Because most hospitals have revenues that exceed their costs, the order in which the sources of offsclling 
revenues arc applied to cover unrcimbuncd costs aUects the results. This analysis applied the sources in the 
order shown. so state and local subsidies were used fiBt, and revenues from private payeB were used last. 
Thus, the proponion allributed to private payeB is lower than it would be if another order had been chosen. 
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TABLE B-4. SELECI'ED CHARACTERISTICS OF HOSPITALS WITH TOTAL 
REVENUES LESS TIIAN COSTS AND HOSPITALS WITII TOT AL 
REVENUES EQUAL TO OR GREATER THAN COSTS, 1989 

Revenues Less 
than Costs 

Percentage of Hospitals 24 

Average Occupancy (In percent)3 55 

Medicare's Share of Days (In percent) 42 

Medicaid's Share of Days (In percent) 19 

Revenue-to-Cost Ratios 
Total 0.96 
Medicare 0.89 
Medicaid 0.77 
Private payers 1.18 

Uncompensated Care (~a 
percentage of total costs) 7.9 

Unreimbursed Costs (As a 
percentage of total costs)c 15 

Percentage of Unreimbursed 
Costs That Were Offset 75 

Percentage or Hospitals 

Total 

Rural 
Urban 

Ownership 
Nongovernment, not for profit 
Government 
For profit 

100 

54 
46 

62 
34 

4 

Revenues 
Equal to 

or Greater 
than Costs 

76 

62 

44 

14 

1.06 
0.94 
0.77 
1.26 

5.7 

10 

100 

100 

42 
58 

71 
27 
3 
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(Continued) 
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TABLE B-4. CONTINUED 

Revenues Less 
than Costs 

Percentage of Hospitals (continued) 

Number of Beds 
50 or fewer 28 
51-100 27 
101-200 23 
201-400 16 
401 or more 6 

Teachingd 20 
Nonteaching 80 

Disproportionate Sharee 
Nondisproportionate Sharer 

27 
73 

Revenues 
Equal to 

or Greater 
than Costs 

13 
21 
24 
29 
13 

30 
70 

28 
72 
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SOURCE: Congressional Budget Office estimates based on data from the American Hospital Association's Annual 
Survey of Hospitals for 1989. Teaching and disproponionate share status were based on data from the 
Health Care Financing Administration. 

NO~: Based on a sample of 1,527 hospitals for which data were available. 

In the upper panel. the term "average" indicates the average amounts per hospital. Entries not designated 
as "average" arc the percentages or ratios based on aggregate amounts for hospitals in each category--for 
example, Medicare's share of days is the percentage of aggregate days for hospitals in the category that 
were days of care for Medicare patients. 

a. The occupancy rate for each hospital is defined as the ratio of the hospital's average daily census to its average 
number of beds during the rcponing period. 

b. Uncompensated care is defined as charity care plus bad debt. 

c. Unreimburscd costs arc defined for each hospital as the costs incurred for uncompensated care and for 
treating publicly insured patients minus the revenues received from all govemmenl payen; if those caus arc 
less than those revenues, however, unrcimburscd costs arc zero. 

d. H05pitals that receive an adjustment under Medicare's prospective payment system (PPS) for the indirect costs 
oC medical education. 

e. Hospitals that receive the disproponionate share adjustment under Medicare's PPS for treating a large 
proponion of low-income patients. 

(. Nondisproponionate share category included 2 percent of hospitals in each group for which data on 
disproponionate share status were not available. 
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TABLEB-5. DIFFERENCE BETWEEN HOSPITALS' REVENUES AND COSTS 
FOR PRIVATE PAYERS, AND THE PORTION USED TO OFFSET 
UNREIMBURSED COSTS, 1980-1989 (As a percentage of 
the private-payer costs) 

38 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 

Difference Between 
Revenues and Costs for 
Private Payers 

Revenues from Private 
Payers Used to Offset 
Unreimbursed Costs 

13 

6 

14 

6 

15 17 

7 8 

18 18 20 19 22 25 

8 5 7 9 12 15 

SOURCE: Congressional Budget Office estimates based on data from the American Hospital Association's Annual 
Survey of Hospitals for 1980 through 1989. 

NOTES: Private payers refers to privately insured patients and individual patients who paid for their own care. 

Unreimburscd costs are defined for each hospital as the costs incurred for uncompensated care (charity 
care plus bad debt) and for treating publicly insured patients minus the revenues received from all 
government payers; if those costs are less than thOISC revenues, however, unreimburscd costs are zero. 

Before calculating the ponion of private payers' revenues used to orrset unreimburscd costs, each 
hOISpital's unreimburscd costs were reduced by any state and local subsidies and by other revenues (in 
excess of costs) received from sources other than patient care. 
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As a gesture of goodwill I decided to leave my golf clubs at 
home tonight. Actually I didn't hit anyone last week, but I had 
a bad round. As many of you know, national television exposure 
is not necessarily a great thing if you're a weekend golfer. 

I'm glad to be here again. I see several old friends, 
including many who helped us with NAFTA, GATT and reducing the 
deficit. We may not always agree, but we have been productive 
partners on many things, and I thank you. 

I've argued hard that to preserve the American Dream.we must 
come together in a new national partnership. That's what I mean 
when I talk about a New covenant. 

The government's part of this bargain is to help empower 
people to make the most of their own lives. It's to enhance 
American security abroad, but also on our streets. And as we 
move into a new century and a new economy, it's to expand 
opportunity while shrinking bureaucracy. At the same time, this 
will only work if every citizen takes more responsibility for 
themselves, their communities and their country. 

A big part of our job here is to cut yesterday's government 
and replace it with one that is flexible and entrepreneurial 
enough to meet tomorrow's challenges. You have been downsizing 
and modernizing your companies for more than a decade to meet 
global competition. Your successes have been recognized around 
the world. To help more Americans meet the demands of this new 
economy, the government must be as bold, imaginative, and 
entrepreneurial as you have been. 

It was clear when we got here two years ago that the 
government wasn't doing enough to be a good partner. We had to 
make some very tough decisions to prepare for the future. There 
was too little growth, too few jobs and too much debt for the 
economy to pass the American Dream on to our children. No one 
was bringing Americans together in partnership. 

I know many of you didn't agree with everything we did. But 
the truth is we stepped up to the plate where others hadn't. It 
is worth remembering just what we have been able to accomplish. 

We began by passing the largest deficit reduction package in 
history; the deficit will go down more than $600 billion in five 
years. We cut more than 300 programs. We cut the federal 
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government by more than 100,000 positions -- on our way to 
cutting a total of 272,000. We cut taxes for 15 million working 
families and made 90 per cent of small businesses eligible for a 
tax cut. We lowered export barriers, passed GATI', passed NAFTA, 
engaged the APEC nations, hosted the Summit of the Americas, and 
have created a big emerging markets strategy to help us remain 
strong. This has been the most successful period for opening 
markets in decades. 

It is important that you continue to support our historic 
efforts to stay engaged in the world. I'll talk more about this 
when I speak before the Canadian Parliament tomorrow. But let me 
say now, we face great new opportunities to increase security and 
prosperity, here and around the world. And we must resist any 
attempt to have us retreat from these great opportunities. 

We cut government, and we made it work better -~ doing 
things others only talked about for decades. We de-regulated 
trucking. We de-regulated interstate banking. We lowered 
dramatically export controls on high-tech products. We reformed 
the federal procurement system. We cut the SBA loan to one page. 
We support the end of un-funded.mandates. My Labor Department 
did something unheard of in the annals of government: Before 
issuing an asbestos regulation they talked to EPA and now 
business won't face conflicting rules. 

After we reduced the deficit, we did what every smart 
businessman would do with the savings. We invested .more in 
things that create opportunity for our people: in technology and 
in the education and training of our children and our workers. 
We used savings from cutting 100,000 bureaucrats to pay for 
putting 100,000 more police on the streets. We are giving people 
the security they need to prosper. 

I am proud our strategy is working. The projected deficit 
has dropped from almost $400 billion to under $200 billion. The 
federal government is on its way to its smallest size in 30 
years. Last year the economy grew the most it has in a decade. 
We have the lowest combined rate of unemployment and inflation in 
twenty-five years. And the economy has generated nearly six 
million new jobs -- 93 per cent in the private sector. 

We have made tough decisions to get to this point. But our 
challenge is to keep moving in the right direction, to keep 
creating new partnerships between business, government, and 
citizens, and to keep working to make America stronger. 

It is critical that we continue to streamline government. 
This economy is based on knowledge, technology, and flexibility. 
Top-down bureaucracies won't work anymore. Bureaucrats and 
businessmen glaring across a table at each other can't work. 
Only our competitors gain when we do this. 
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So we have to keep working at this. That is why yesterday I 
called together the Heads of sixty-nine of the biggest regulatory 
agencies to announce a broad new initiative to reinvent the way 
we regulate. 

I called for an immediate review of all their rules to see 
if they are obsolete or whether the private sector or local 
government can do the job better. I want this review on my desk 
by June l. 

Beyond that, I want to measure all regulations by whether 
they are doing the job intended, not by how much delay or red­
tape they generate. I have asked our regulators to convene 
meetings in the field right away between regulators and those 
they regulate, to give us a better sense of reality. I want each 
agency Head to submit to the White House a list of pending 
procedures that can be converted to consensual negotiations. 
Finally, the Vice President is conducting a review of regulations 
covering food, health, the environment, worker safety, and 
financial institutions. As he gives me his recommendations for 
reform, I will act on them promptly. 

I am ready to work with the Republicans on reform. But not 
on rolling back or wrecking what works. We need standards to 
protect food and air and water, to make sure cars are safe and 
that medical procedures like mammograms are accurate. These are 
safeguards that were put in place to protect our children, our 
workers, and our families. They help maintain public confidence 
in our entire economic system. 

It is very troubling to me that the Republican congress is 
trying to freeze all federal regulation. They would over-ride 
every single health and safety law on the books. This is 
unacceptable. I hope the business community will work to bring 
common sense into regulation and not gut it. We've must stay 
away from the extreme and stay in the mainstream. 

We've got to lower our voices and talk sensibly about the 
things that really affect Americans. I know that you've been 
told the budget I've submitted this year does not cut the deficit 
enough. First off, that overlooks what it does. It continues to 
impose historic restraints on Washington. It consolidates or 
eliminates 400 programs. It contains $144 billion in hard 
savings. For every dollar in tax cuts in the Middle Class Bill 
of Rights the budget provides more than a dollar in deficit 
reduction -- $80 billion worth. And if the Congress gives me the 
line item veto, I'll find even more cuts. 

All of you know that we must get entitlement spending under 
control -- and that Medicare and Medicaid are the principle 
entitlements adding to the deficit. But there is a right way and 
a wrong way. I still believe the right way is to reduce federal 
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health care spending, while bringing down costs throughout the 
entire health care system. And the wrong way is to slash Medicare 
and Medicaid to pay for tax cuts or simply to shift costs from 
the public sector to the private sector. Arbitrary cuts -­
without real reform and more efficiency -- will only raise 
premiums and fees for hundreds of thousands of small businesses 
and millions of Americans. It won't work. 

I want to work with congress to bring down costs. But we 
have to do it by expanding coverage and reforming our health care 
system -- including more managed care. Last year, we bit off 
more than we could chew at one time. Now, we must take a step­
by-step approach to cutting and improving the overall system. I 
hope Congress will join me to get this job done. 

All of this -- cutting the deficit, restoring our economy, 
reinventing our government -- are part of my commitment to our 
partnership. I will do everything in my power to finish the job. 
But, as I said at the beginning, our work together is about 
building opportunity and taking responsibility -- responsibility 
that each one of you must take as well. 

For your businesses to remain competitive and for America to 
remain the strongest nation on earth, we must manage change so 
that we bring both economic growth and economic security to 
hardworking Americans. I believe the core of this is our 
commitment to our children, to helping them have stronger and 
more secure futures. 

For all that we have accomplished, we know there are much 
greater strains on our working families than ever before. For 15 
years only a relatively small percentage of Americans have seen 
their incomes grow. Every other group has stalled or dropped. 
This is perhaps the most profound fact of our current social and 
political life. 

That is why, instead of rolling back, we must keep investing 
in the things that will raise the living standards of our people. 
That is the best way to ensure that our children inherit the 
American Dream. And in this new economy, more than ever, the key 
is education and training. 

We have pushed hard to improve educational opportunities: 
Expanding Head start; creating national standards for our 
schools; and reforming the college loan system to get rid of 
costly middle-men, save the taxpayers billions of dollars, and 
give millions of middle class children a chance at college. 

These concerns are why my proposed tax cuts -- the Middle 
Class Bill of Rights -- might be better be called the Middle 
Class Bill of Rights and Responsibilities. It provides tax 
relief for people willing to invest in themselves and their 
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children's future, and in particular in education and training. 

For years I have worked with business leaders on these 
issues. No businessman I've ever dealt with wants a workforce 
that can't read, handle the technology of the twenty first 
century, or can't adapt to changing times. 

But while we agree on this, unfortunately some in Congress 
do not. It's nice to talk about the third wave information 
revolution. But all the talk means nothing if our children are 
not prepared to ride that wave. 

Our commitment has to begin with the fundamentals. Earlier 
today the Chairman of the relevant House Committee introduced a 
bill that eliminates the federal commitment to food and nutrition 
for children, throws the money into one block grant, and sends it 
to the states. That would include the School Lunch Program which 
has been a remarkable success and feeds 25 million of our 
children every day. 

No one has done more than my Administration to give states 
flexibility to make what we do work better. But when it comes to 
the ability of our children to go to school alert and ready to 
learn, and when a federal program is acknowledged by all to be a 
success for children of all races, incomes, and regions, we 
cannot walk away from it. If it isn't broke we shouldn't fix it. 
You and I have a responsibility to stand together on this one. 

This has been done before in the spirit of bipartisanship. 
In 1991 the issue was continuing the funding for the Women, 
Infants and Children Program so it would really help people. 
Five major CEO's appeared before Congress to say that they knew 
feeding low income pregnant mothers and infants saved lives and 
was a good idea. Three of these men are here tonight: Robert 
Allen of AT&T; John Clendenin of BellSouth; and, Robert Winters 
of Prudential Insurance. They called WIC "a triple A rated 
investment" in the future, and they were right. Their support 
helped lead to bipartisan support then -- with help from people 
like Senator Leahy and Senator Dole. I hope you will stand up to 
help us now and that we will have the same kind of bipartisan 
support. 

I ask you to stay with me in on all these concerns. We 
cannot back away. We can harness the forces of change and begin a 
new era of greatness. We must think of everything we do as 
preparing us to be a great nation 100 years from now. We can do 
that if we expand opportunity, demand responsibility, and empower 
people to reach their God-given potential. Our job is stay 
together to make this happen. And when we do our children will 
inherit the American Dream. Thank you very much. 
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