
M E M O R A N D U M 

TO: Hillary Rodham Clinton April 7, 1995 
FR: Chris J. and Jen K. 
RE: Upadate on Health Policy Developments 
cc: Melanne 

We thought you might like an update memo on recent developments related to health care. 
As yesterday's enclosed Washinton Post editorial illlustrated, we are going to be under 
increasing pressure to at least appear to be more proactive on the health care front. 

The issues that merit particular attention are: (1) Medicare Trust Fund developments, 
(2) health care developments on the Congressional front, and (3) the current status of our 
internal health policy development discussions. 

Medicare Trust Fund 

The Republicans have consistently attempted to draw us into the debate with their repeated 
"sky is falling" references to the Medicare Trust Fund and attacks on our "lack of leadership." 
They desperately want us to engage with them on this issue and will be turning up the heat 
during the recess and immediately after they return. Already, the Finance and Ways and 
Means Committees have announced Medicare Trust Fund hearings to take place in late April 
and early May. They have invited all of the trustees (Shalala, Rubin, Reich and Vladeck) to 
testify and to take a bashing from the Republicans. (As you know, the timing of these 
hearings happen to coincide with—or just before—the White House Conference on Aging.) 

Interestingly enough, because we were well prepared for this past Monday's release of the 
Social Security Trustees report (and probably because there was more sensationalistic news to 
report), the media did not give the release all that much attention. To the extent it did receive 
coverage, we think (as the enclosed articles help illustrate) we came off looking all right — 
at least for the moment. For your information, we are enclosing a set of talking points, Q's 
and A's, and a background summary on the Medicare Trust Fund issue. Also enclosed is 
some interesting testimony about the current state of the Medicare Trust Fund that was 
presented by one of our favorites — Guy King. (He now works for Ernst and Young.) 



Congressional Health Care Update 

The Republicans are growing increasingly nervous about how their cuts in the Medicare and 
Medicaid programs are going to fare with the public. (This helps explain how much time 
Speaker Gingrich allocated tonight to outlining his "devotion" to Medicare and health care.) 

The Speaker and the rest of the Republicans understand all too well, however, that they have 
gone too far with their tax and deficit reduction promises to back-track now. The Committee 
Chairs are currently reviewing unprecedented Medicare and Medicaid cuts. Although they 
will be gone most of the month, the Republicans will be working hard to make their case that 
they are merely reducing the rate of growth in order to strengthen the Medicare Trust Fund. 
They of course will also attempt to suggest that their "managed care" reforms will not only 
make the system more efficient, but will also provide more choices to beneficiaries. (As you 
will recall from our managed care memo, it is virtually impossible to achieve ANY 
substantive Medicare savings without limiting affordable health plan choices and/or increasing 
beneficiaries' cost sharing requirements.) 

On April 26th, the Senate Budget Committee is planning to start their mark-up of the budget 
resolution. As of this writing, they are reportedly considering at least $250 billion and $130 
billion in Medicare and Medicaid cuts respectively over seven years. In recent days, 
however, there have been rumors that increasing pressures to throw in some tax goodies for 
some of the more conservative Members may make the combination Medicare/Medicaid 
Senate number top the $400 billion mark. The House Budget Committee, which will start 
later, is likely to get closer to a $500 billion Medicare/Medicaid figure. 

In addition to using Medicare and Medicaid as the "cash cows" for their agenda, the 
Republicans are obviously looking to paste on the term "insurance reform" on any health bill 
they unveil. They of course want to label their initiatives as "health reform," so they can say 
they are meeting the President's requirement that any such cuts are done in a broader context. 

Questions relating to likely Republican actions are already arising. For example, do we 
oppose any major health policy change that does not expand coverage? Do we or should we 
have a ratio of spending to deficit reduction allocation when it comes to Medicare/Medicaid 
cuts? Earlier today, the President gave some answers to these questions when he publicly 
reiterated today his desire to expand coverage to at least the temporarily unemployed, while 
allowing that some savings would be used for deficit reduction. I believe he deftly handled 
the danger of appearing in a responsive mode by referencing the vision he outlined in the 
State of the Union and in his December Congressional Leadership letter. 

The Medicaid program frequently gets lost in the political shuffle, but I think it's worth noting 
a couple of points. Every success there is in reducing the Medicare cut number may be at the 
expense of increases in Medicaid cuts. Whether this occurs or not, the lowest Medicaid cut 
now being discussed by the Republican Leadership is $130 billion over 7 years; it is just as 
likely to be closer to $190 billion. This, as you know is particularly significant since the size 
and scope of Medicaid cuts will almost inevitably lead to actual coverage reductions only a 
year after we were talking about universal coverage. 



As far as the House is concerned, it is difficult to imagine anything other than a Medicaid 
block grant (with a 5-6% growth cap) emerging from the floor. The Republicans are 
absolutely sold on the block grant approach because (1) it is easy to understand and explain, 
(2) they are desperate for the money, and (3) most of the Governors are giving explicit or 
implicit cover OR they just are not paying attention yet. 

The Senate may be a different ballgame. Senator Chafee is opposed to eliminating the 
entitlement and block granting the Medicaid program. As Chairman of the Finance 
Subcommittee on Medicaid and, more importantly, as the 11th Republican vote on the 20 
Member Financing Committee, he may have a good deal of clout — if all of his Democratic 
Finance brothers (and sister) join him. (It certainly is not clear that this is the case, though.) 

Chafee is now in the process of developing alternatives to the block grant approach. He is 
currently playing around with an idea that eliminates Medicaid DSH payments in order to get 
significant savings. The primary problem with his approach is that it remains unclear whether 
there is sufficient political support from the provider groups, from Republicans, and even 
from the Democrats. Because of the retention of the entitlement, the lesser amount of 
flexibility, and the DSH payment reductions, there is little question that the Governors would 
oppose it. (Having said this, it is worth following this bill closely, I talked with Chafee's 
staff today and will keep you apprised of developments.) 

As usual, the Democrats on the Hill are in disarray around the health care issue. The only 
thing they seem to agree on is a strategy to hold back, evaluate and hopefully expose the 
Republicans "mean-spirited" health care cuts. They, like the "pols" in the Administration, 
want us to prepare our ammunition but hold back UNTIL the Republicans get more specific. 
Attached, for your review, is a copy of the current set of talking points the Senate Democrats 
are using on the Medicare/Medicaid cuts. 

Ever since Daschle introduced his health reform bill, he has been fairly silent on the issue. 
However, if there is any chance whatsoever for any bridges to be built from the Republicans 
to the Democrats (or vice versa) on health reform, it will be in the Senate. This is primarily 
the case because the Senate Republicans think they need a positive health care reform spin 
and many of the Democrats have deficit reduction fever. 

Gephardt does not feel the need to develop any specific alternative and seems comfortable 
attacking (and preparing to attack) the Republicans cuts and lack of progress on health care. 
(This is of course largely due to the fact that he simply cannot achieve a broad-based 
consensus on any health reform package.) Leader Gephardt has announced, however, his 
intention to produce a bill sometime later this year. Andie King informs me, however, that 
this will be at most a "theme" and "political cover" bill — nothing that is at all detailed or 
has any chance of passing. Andie (and Daschle's staff) are very interested in receiving our 
assistance in preparing back-up, substantive, and brief background on the Medicare and 
Medicaid cuts. (A copy of our latest — but not final — draft of these talking points is 
included behind this memo.) 



Current Status of White House Health Policy Development 

No senior level Administration official is arguing that the President should rush out any 
health reform initiative prior to the time the Republicans release their budget resolution. 
However, there continues to be somewhat of a split internally about how to proceed in health 
care. 

Leon, Pat and George (among other politicals) do not see any great value and, in fact, see 
potential danger in the White House policy operation holding high level policy discussions to 
develop and review health reform options. (The "leak" fear is particularly prevalent if 
financing options are being considered.) Alice, Laura, Carol, Donna, and most recently Bob 
think we need to be reviewing our options because they feel we will be pulled in sooner or 
later into the deficit/trust fund debate. Moreover, they believe we have to be ready to go 
almost immediately if the President decides he wishes to move rapidly. 

Laura, Carol, Alice, Donna and Bob have a growing desire to hold a meeting with Leon in 
the very near future to open up a discussion about whether or not any of our health care 
"vision" recommendations to the President are or should be changing. Primarily, I think they 
desire such a meeting to make certain everyone is still reading off the same page on this 
issue. Needless to say, NO such meeting will take place in your absence. 

Relative to changing policy views, not much that I have to report will shock you. Having 
said this, the desire to capture some significant savings to go to deficit reduction seems to be 
intensifying. In other words, although the December policy options the President chose could 
achieve roughly $60-80 billion in deficit reduction over 10 years, Laura, Bob and Alice 
constantly point out how miniscule that amount is relative to the numbers the Republicans are 
talking about — over $1 trillion in 7 years. They obviously would like to see much more. 

Laura has recently suggested thinking about raising tobacco taxes even higher than the 
President suggested in December. She advocates an "in for a dime, in for a dollar" strategy 
and would like to dedicate all savings for coverage expansions through the tax code — 
perhaps through the use of a tax credit. (This may be Laura's way of getting some money for 
coverage, while enabling all — or virtually all — of Medicare and Medicaid savings to go 
for deficit reduction.) Laura, Alice and Donna have asked how much coverage we can buy 
for an increased tobacco tax; as you will recall, we used about a .45 cent tax increase to pay 
for our kids benefit. Although this analysis is not done, I am certain it would at least pay for 
the kids and the temporarily unemployed benefits we have discussed. 

Laura's tax credit idea has some political appeal since the media and the Republicans are less 
likely to call it a big, brand new public spending program. (The downside is we have a good 
deal of policy work to do if we want to pursue this option and Treasury's tax policy division 
hates this idea — like the hate every tax credit idea.) The other downside, of course, is that 
there are probably few to no people in the political wing of the White House who would 
seriously contemplate a $1 or so increase — let alone a one cent increase — in the tobacco 
tax. 



On the Medicare front, there is growing interest among us policy folks in developing a 
Medicare managed care proposal for the Administration. Such a proposal could show that the 
Republicans either "have no clothes" when it comes to their savings claims for Medicare 
managed care OR that they are going to significantly increase seniors' out-of-pocket costs. 
In recent meetings with the Group Health Association of America (Karen Ignagni's HMO 
organization) and AARP, it has become clear that the internal managed care proposal we are 
working on, which would expand managed care choices and is consistent with GHAA's 
short-term policy priorities, would receive widespread support. Moreover, Members like 
Chafee, Graham, Rockefeller and others would be likely want to introduce it. 

The advantage of doing this is it illustrates that we want to move forward on expanding 
Medicare beneficiaries participation in managed care. The difference is that we want to do it 
the "right" way — through broadened, not economically forced, choices. 

The potential downside is that we might not be very good an defining our message. In other 
words, the "right" managed care approach might well not be enough of a clear contrast with 
the Republicans' version of managed care. 

I think we need to closely evaluate this option. It might be something we might want to 
consider having the President offer when he addresses the White House Conference on Aging. 
If he did it, the contrasting message of "their proposal makes you pay more for choice, mine 
does not" would likely sell very well. It is also something that could be offered independent 
of broader reforms since it is neither a budget saver or coster. 

On the Medicaid front, if alternative approaches to block grants are not found soon, we will 
witness a quickly passed Medicaid policy that will eliminate the entitlement and significantly 
reduce tens of billions of dollars to the program. We are reviewing some ideas that would 
provide unprecedented flexibility to the states, with the only major limitation being they 
cannot reduce the total number of covered people; however we continue to have trouble 
producing a politically viable policy that will preserve the best of the program while still 
achieving significant savings. We will keep you informed. There is a long OMB Medicaid 
background document floating around here. If you are interested, we will get you the 
complete set early next week. 

Housekeeping 

Jen and I would like to meet with you and Melanne about all of the above at your earliest 
convenience. We would also like to bring you up-to-date on the White House Conference 
on Aging, including — Jen tells me — the mammography event. 

Lastly, in your absence, the President asked for the enclosed memo on a recent Families USA 
report on prescription drug prices. Speaking of drugs, the manufacturers seem to be relatively 
pleased with the regulatory reforms that were included in the White House/FDA report that 
we released yesterday. I mention this because I think the next time you sit next to a drug 
company CEO, they should be happier with the Agency and the Administration. 
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previous two centuries. People were buying gold, antiques, base­
ball cards—anything to get out of holding their own country's 
money. Savings were devalued, and plans for the future became 
totally unpredictable. Only when Ronald Reagan took the helm 
was inflation brought under control again. 

Daniel Yankelovich describes this need for a secure relation­
ship between people and their government as a "giving and get­
ting contract." People want to know what they have to give dur­
ing their lifetime and what they will get back for having done 
their duty. In a stable, healthy society, there is a strong sense that 
if you work hard, save your money, pay your taxes, and fulfill the 
duties of citizenship, then the government will keep things stable 
enough for you to collect your rewards. Inflation strikes at the 
very heart of this "giving and getting contract." It says that those 
who borrow, gamble, and spend today do better than those who 
work hard and live frugally. Hyperinflation absolutely destroys 
any sense of trust and stability between people and their govern­
ment. 

Baby boomers need to realize that the federal government 
must balance its operating budget if they are ever going to be 
able to collect their Social Security. Now is the time to put our 
house in order. Every time you see an insurance company or an 
investment company urging you to plan for your retirement, you 
ought to apply the same logic to the whole country. I f individuals 
and families must plan years ahead for retirement, isn't the same 
thing true of generations and nations? 

Those who think the situation is still too distant to worry 
about need look no further than Medicare to understand that 
America is on the precipice of substantial fiscal problems. 
Medicare is the foundation of health care for our senior citizens. 
It is a government monopoly and therefore inefficient, wasteful, 
and slow to adapt to innovations in technology and manage­
ment. As a result, the system is rapidly growing out of control. 
Fraud, waste, and mismanagement divert resources that ought to 
go to the medical care of our senior citizens. 
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96 Newt Gingrich 

Under the current projections of the Medicare board of 
trustees, Medicare will spend $2 billion more than it receives in 
1996, $39 billion more in 2002, and $71 billion more in 2005. 
Outlays are projected to rise from $200 billion at the end of the 
century to $600 billion by 2014. Costs are currently doubling 
every seven years. Such a rate of increase is clearly unsustainable. 
It will either bankrupt Medicare or bankrupt America. 

At this rate, maintaining the Medicare Tmst Fund would 
require raising Medicare taxes 125 percent and senior citizens' 
annual premiums 300 percent by 2002. Even that will only buy 
time. If growth continues, taxes and premiums will have to be 
raised again and again. Sooner or later taxpayers or senior citi­
zens or both will rebel. 

If we are going to save our senior citizens' health system, our 
baby boomers' retirement, and our children's future we are going 
to have to remake the federal government and balance the bud­
get. As I noted earlier, this is a moral necessity, a financial neces­
sity, and a personal obligation for all Americans. Our personal 
future will be determined by whether or not we have the courage 
to undertake the task. 

Actually, balancing the budget is a pretty straightforward 
process. Oiice we set our minds to the task, it should not be all 
that difficult. In 1995 the federal government took in revenues 
of $1.4 trillion. By 2002 the government should have revenues of 
$1.8 trillion. Slowing the growth of government spending so that 
seven years from now we are spending only $1.8 trillion would 
produce a balanced budget. 

One way to think about the scale of the challenge is to look 
at the last seven years. From 1989 through 1995 the federal gov­
ernment has spent $9.5 trillion. During the next seven years a 
balanced budget would allow us to spend $11.7 trillion. In other 
words, we could spend $2.2 trillion more over the next seven 
years and still balance the budget. It's just a matter of cutting out 
the extra increases. 

I have argued consistently that Social Security must be off 

0 
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DEPARTMENT OF THE TREASURY 
W A S H I N G T O N 

August 10, 1995 

A S S I S T A ^ ^ m ^ D U M FOR: Jennifer Klein ^ 

FROM: Alicia Munnel 

SUBJECT: Newt Gingrich on Medicare 

Summary 

In his recent book, Newt Gingrich inappropriately characterizes the Medicare program 
as a government monopoly and therefore inefficient, wasteful, and slow to adapt to new 
technologies. He also presents data on the projected growth in Medicare costs which are 
not entirely consistent with recent official projections. 

Discussion 

The Medicare program makes the Federal Government the major insurer of health 
care services for the elderly. This in turn has the effect of making the government an 
oligopsonistic buyer of those services with respect to the elderly population. The 
government generally does not provide health care services. Decisions about whether to 
adapt to new technologies are made by private sector health care providers who supply 
services to both the elderly and nonelderly populations. Of course, the government's 
management of the payment system may influence those decisions. 

Gingrich presents the following data on the Medicare program: 

Medicare Deficits Medicare Outlays 
Year (billions) (billions) 

1996 $2 

2000 $200 

2002 $39 

2005 $71 

2014 $600 

The data in the table ostensibly are official projections from the Board of Trustees. 
However, it is difficult to reconcile these data with data from the 1995 Trustees' Report 
shown in the table below (conclusions are the same for the 1994 Trustees' Report). The 
deficit figures for 2002 and 2005 are consistent with the difference between total income 
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Medicare Projections from the 1995 Trustees' Report 

Year 

(Fiscal years - billions of dollars) 

Year 

Part A PartB Total 

Year Outlays Balance Outlays Balance Outlays Balance 

1996 122.3 0.1 76.0 6.2 198.3 6.3 

2000 167.6 -24.1 114.5 1.4 282.1 -22.7 

2002 195.3 -41.1 141.8 1.7 337.1 -39.4 

2005 244.6 -72.6 198.8 2.4 443.4 -70.2 

2014* 491.8 545.7 1,037.5 

*Data in this row are for calendar years. 

and total outgo for Part A and Part B combined. However, the same calculation yields a $6 
billion surplus for 1996 in contrast to the $2 billion deficit presented by Gingrich. 

The outlay figures are more troublesome. The $200 billion for 2000 and $600 billion 
for 2014 (Gingrich says that costs are doubling every seven years which would imply outlays 
of $800 billion in 2014 rather than $600 billion.) do not correspond to official outlay 
projections for either Part A or combined Part A and Part B. 

Finally, Gingrich says that in order to maintain the Medicare Trust Fund (the 
definition here is unclear) taxes will have to be raised 125 percent and premiums raised 300 
percent by 2002. The latter figure is roughly consistent with official outlay projections for 
Part B. That is, if all future outlay growth in Part B were covered by enrollee premiums 
then, by 2002, the monthly premium would be about three times what it is for 1995 
($46.10). Of course, the Part B program does not work this way. Government 
contributions cover 25-30% of costs. Under current law, the Part B premium is projected 
to increase to about $59 per month in 2002, a 29 percent increase over the 1995 premium. 

Gingrich's statement on taxes implies that by 2002 the payroll tax rate would be 6.52 
percent (2.25x2.9) in that year. Though maintenance of the trust fund is not defined by 
Gingrich, one interpretation is that the Part A program would operate on a strict pay-as-
you-go basis with payroll taxes increased each year to match increases in outlays. In that 
case, the payroll tax would increase from 2.9 percent to about 3.7 percent in 2002, a 28 
increase. Perhaps Gingrich meant 25 percent rather than 125 percent. 
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Alan Cohen 

Comments on Newt Gingrich piece on Medicare: 

The numbers that the author presents on the difference between 
outgo and income are essentially correct. The difference between 
income and outgo for Part B alone i s small i n a l l years. 
Therefore, the figures for Part A plus Part B are very s i m i l a r t o 
the figures f o r Part A alone. In either case, the numbers i n the 
1995 Trustee's report are f a i r l y close to the numbers presented 
by the author. 

Essentially beginning i n 1996, outgo f o r Part A exceeds income. 
The excess gets greater and greater each year. This runs down the 
balance i n the Part A Trust Fund u n t i l i t reaches zero i n 2002. 

The author's figures on outlays are inaccurate (see Munnell 
memo). There are also major problems with the p a y r o l l tax and 
premium calculations (see Munnell memo). 
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STATEMENT OF ROBERT B. REICH 
SECRETARY OF LABOR 

BEFORE THE SENATE FINANCE COMMITTEE 
JUNE 6, 1995 

Mr. Chairman and Members of the Committee: 

Thank you for the opportunity to appear before you today to discuss the future of the 

Medicare system. My fellow trustees and 1 recently submitted to Congress our annual report on 

the financial status of the two separate Medicare trust funds — the Hospital Insurance (HI) Trust 

Fund and the Supplementary Medical Insurance (SMI) Trust Fund. As you know, this year's 

report shows that the Hospital Insurance Trust Fund will be insolvent by the year 2002, and that 

the costs of the SMI program will continue to soar. 

These problems are not new. Indeed, for the past 15 years, the trustees have called for 

reform. And the Clinton Administration has already worked with Congress to address the 

problem, although there is still much more to be done. Prior to the Omnibus Budget 

Reconciliation Act of 1993 (OBRA 93), the HI Trust Fund was expected to be depleted by 1999. 

But the reforms included in OBRA 93, along with the strong economy America has enjoyed since 

then, have delayed the Trust Fund's depletion until 2002. These short-term remedies, let me be 

clear, do not solve the deeper problems with the Medicare system, nor do they exhaust the 

Administration's commitment to reform. But they do buy us precious time in which to devise 

and implement a more comprehensive solution. It is now up to all of us to use this time well. 

We all agree that the Medicare system is in need of change. The President has repeatedly 

said that he would like to sit down with Congress to produce a bipartisan blueprint for broad-

based health care reform. The Clinton Administration believes that the financing problems that 

the Medicare system faces must be solved within the broader context ofhealth care reform, As 
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a trustee of the Medicare trust funds, I am very concerned about the impending insolvency of the 

HI Trust Fund, and pleased that this Congress seems intent on addressing this issue. However, 

I am deeply troubled by some of the approaches that are being discussed. 

Attempts to quickly shrink federal spending without reform by greatly reducing Medicare 

benefits will leave many Americans worse off while ignoring the fundamental structural flaws 

of our health care system. Large reductions in Medicare will increase health care costs to the 

elderly. They will also strain the finances of many health care providers, including some of 

America's most valuable and vulnerable health-care institutions. But the effects don't stop there. 

Providers may attempt to shift costs to private health insurance companies. If costs are shifted, 

many working Americans who are privately insured, and who may believe themselves to be 

insulated from the Medicare issue, will in fact feel the squeeze. 

Speaker Gingrich and others claim that reducing Medicare expenditures will be "painless." 

This simply is not plausible. Dramatically cutting spending for a program like Medicare-at the 

level the Senate Budget resolution has proposed-without reforming the overall health care system 

requires either reducing services or shifting the costs of the services to somebody else. There 

are, however, enough data to trace out the effects of some of the more likely approaches. 

THE ELDERLY: 

While no specific bill has been put on the table, one prominent proposal would increase 

premiums, co-payments, and deductibles for elderly and disabled Medicare recipients. Under this 

plan, deductibles would be doubled from their current levels, premiums would be hiked every 

year until 2002, and there would be a dramatic increase in co-payments for home health care and 

other services. These changes, taken together, would raise annual Medicare costs by over $2,000 

per couple in 2002 alone. For the typical Medicare beneficiary, increased premium costs will 

come right off the top oftheir Social Security checks-the simple equivalent of a Social Security 

benefit cut. 
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HEALTH CARE PROVIDERS: 

Some vulnerable health care providers will also feel the pain of these deep Medicare cuts 

that will potentially be used to pay for tax cuts for the rich. When Medicare benefits are slashed 

outside the context of the overall health care reform, some hospitals may shift the pain of the 

spending cuts to the privately-insured. In the face of large Medicare cuts, hospitals whose 

patients are predominately Medicare beneficiaries and the uninsured will have few other options 

except to reduce the quality of care to aU patients, or to close their doors. In particular, we are 

concerned that large reductions in Medicare payments could endanger rural and urban safety-net 

hospitals. 

Hospitals in rural areas are often small. Some serve mostly Medicare recipients, and often 

are the only health care provider within 50 or more miles. Since many of these hospitals are 

already in financial distress, large Medicare cuts in isolation from broader efficiency 

improvements may cause rural hospitals to reduce the quality of care or to squeeze the wages of 

hospital workers. In extreme cases, these hospitals will be forced to go out of business, and 

workers will be laid off. Nearly 10 million Medicare beneficiaries live in rural areas. Such large 

cuts in Medicare outside the context of overall health care reform puts their health care in greater 

jeopardy. Some urban "safety net" hospitals, faced with a growing burden of uncompensated 

care, are equally limited in their ability to shift the burden of drastic reductions in Medicare 

benefits, and will face similar cost pressures. 

PRIVATELY-INSURED WORKING AMERICANS: 

Some hospitals drat "gan-shift costs-tQ-msufed-patTents~wiH usuatty~do-so'. Many of 

America's hospitals have used gains from some payers to cover losses from others. Health care 

providers frequently charge insured patients more to cover the expenses of the 40 million 

Americans who do not have health insurance and thus frequently receive uncompensated care. 

In this context, slashing the Medicare program without broader health care reform may lead 
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hospitals to increase costs to the privately-insured to make up for the enormous losses from 

Medicare patients. 

For example, the 1995 Prospective Payment Assessment Commission (ProPac) report to 

Congress stated that as payments for Medicare and Medicaid were reduced over the last decade, 

hospitals responded by increasing revenue from private payers. Indeed, in 1992, hospitals spent 

$26 billion more than they received for furnishing services to Medicare, Medicaid, and uninsured 

patients. In the same year, they took in $29 billion in revenue above their costs of providing care 

to privately-insured patients. For example, just a few miles away at Georgetown University 

Hospital they charge paying patients 95 cents for an Advil tablet—8 times the retail price—in order 

to help offset the costs of uncompensated care. 

For any action there is an equal and opposite reaction. This is an immutable law of 

physics, and applies in comparable ways to health-care policy. Those who prefer concrete 

models to abstract theorems can think of it as squeezing a balloon. If you push on one side, the 

air is forced to the other side. It stands to reason that deep Medicare cuts of the magnitude 

proposed by the Senate Budget resolution-without reforming the health care system itself and 

without denying medical care to Medicare beneficiaries-will likely force 150 million privately-

insured Americans to pay more. The cost shifting that results from large Medicare cuts-outside 

the broader context of health care reform-would essentially impose a hidden tax on working 

Americans. As Henry Aaron, an expert on heallh care issues at the Brookings Institution, 

recently testified: "Large reductions in Medicare spending within the current program framework 

will impose...taxes on private businesses and individuals." 

A Congressional Budget Office analysis concludes that some of the expenditure reductions 

to providers will simply be shifted—in the form of price increases—to private payers. Martin 

Feldstein, a Harvard professor and former chairman of the Council of Economic Advisers, agrees. 

He wrote last year that a "very large hidden tax would result from reducing govemment payments 

to hospitals and other providers of Medicare services without any reduction in the care that they 

are expected to give. As a result, the hospitals and other providers would just raise their prices 
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to patients and insurance companies. In the end, it would be the privately insured individuals 

who bear those costs in the form of higher insurance premiums and lower wages." 

A hidden tax is serious enough. But even worse, we are concerned that cost-shifting--

triggered by large Medicare cuts-will have the ultimate effect of reducing health-care coverage. 

I f such dramatic cuts are taken, more costs may be shifted to the privately-insured and premiums 

will tend to rise to cover those costs. And as premiums increase, some workers and their families 

will be priced out of the market, and will end up without coverage. Mark Pauly, a health care 

economist at the University of Pennsylvania, wrote in a survey of the relevant literature that 

"there is fairly consistent evidence that insurance coverage is sensitive to proxies for its price." 

A recent CBO report confirms this assessment too. 

Traditionally, membership in the American middle class included not only a job with a 

steadily increasing income, but a bundle of benefits that came with employment. Since 1979, 

we have seen a divergence in health benefits, related to education and skills. Employer-

sponsored health coverage for workers with college degrees has declined only slightly, from 79 

percent in 1979 to 76 percent in 1993. But rates for high school graduates have fallen from 68 

percent to 60 percent over the same period, and for high school dropouts, the 1979 rate—already 

low at 52 percent—has plummeted to 36 percent. Nearly 100,000 Americans are already losing 

health insurance each and every month. Medicare cuts unaccompanied by broader reforms can 

only exacerbate this crisis. 

According to a recent study by David and June O'Neill, less-educated workers are more 

likely to lose coverage when confronted with higher premiums. This suggests ample reason to 

believe that the hidden tax associated with cost shifting will disproportionately affect workers 

with less education—the very group that has suffered the sharpest drop in health-care coverage 

since 1979, and whose overall prospects have become bleaker and more unsettled in today's 

changing economy. 

One drawback to cutting Medicare in isolation was recently summarized by The 
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Economist: "Although the federal budget would benefit [from reduced Medicare expenditures], 

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-care reforms." For that reason, we 

need to sit down together-in a bipartisan manner-and produce a blueprint for broad-based health 

care reform. We must put the HI Trust Fund on a sound, sustainable fooring. We have all 

known this for a long time now. But we have a responsibility to every American who works 

hard and plays by the rules to fix the problem of our health-care system, not simply shuffle from 

one group to another the excess costs that the current flawed system produces. 

### 
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DISCUSSION DRAFT -- NOT FOR DISTRIBUTION 

POSSIBLE RESPONSES TO DEMAND THAT TRUSTEES SPECIFY MEDICARE 
REFORMS 

Background: House Republicans are l i k e l y t o pass a b i l l r e q u i r i n g 
t h a t the Medicare Trustees issue a r e p o r t t o Congress by June 30, 
1995, d e t a i l i n g s p e c i f i c actions t o ensure the short-run solvency 
of the Medicare Trust Funds (both the HI and SMI Trust Funds). 
I f the Senate considers a s i m i l a r b i l l , the A d m i n i s t r a t i o n needs 
t o develop a s t r a t e g y f o r a response. 

Legal Analysis (incomplete): Congress g e n e r a l l y has no l e g a l 
recourse against the Trustees i f they do not meet the June 30 
deadline. Many Congressionally-set deadlines f o r studies are 
missed, w i t h no l e g a l consequences. However, there i s a 
p o l i t i c a l r i s k i f the deadline i s missed. Congressional 
Committees can be expected t o hold hearings where the Trustees 
are g r i l l e d harder and more personally than ever, since the 
Republicans are desperate f o r d o l l a r s . They w i l l do anything t o 
h u m i l i a t e , c a j o l e , or shame the A d m i n i s t r a t i o n i n t o p r o v i d i n g 
needed cover f o r Medicare cuts. This process w i l l no doubt 
severely s t r a i n r e l a t i o n s w i t h the H i l l . 

F i n a n c i a l a n a l y s i s : The HI Trust Fund needs around $80-100 
b i l l i o n (7-year f i g u r e ) i n a d d i t i o n a l revenues or spending cuts 
t o ensure solvency through 2005 (the exact f i g u r e depends on the 
time path of savings/revenues). Around $160 b i l l i o n (7-year 
f i g u r e ) i n a d d i t i o n a l revenues or spending cuts i s needed t o 
ensure t h a t the HI Trust Fund maintains a reserve fund equal t o 
one year's expenditures through 2005. Once the Baby Boom 
generation s t a r t s t o r e t i r e i n droves ( i . e . , by 2020), the e n t i r e 
system w i l l be under severe f i n a n c i a l s t r e s s , r e q u i r i n g 
a d d i t i o n a l reform steps. 

Options: Several a l t e r n a t i v e s are presented below. These 
a l t e r n a t i v e s are nowhere near exhaustive. Moreover, p o r t i o n s of 
the a l t e r n a t i v e s can be mixed and matched w i t h others t o create 
composite a l t e r n a t i v e s (perhaps an i n f i n i t e number of them). 
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ALTERNATIVE 1: RELY ON SENATE DEMOCRATS TO DELAY OR SCUTTLE 
ALTOGETHER 

• A d m i n i s t r a t i o n works w i t h Senate Democrats t o ensure t h a t b i l l 
i s not passed. P o t e n t i a l s t r a t e g i e s could i n v o l v e f i l i b u s t e r s , 
lengthy amendment s t r a t e g i e s , e tc. 

Pros: 

• Does not use up much p o l i t i c a l c a p i t a l . 

• A d m i n i s t r a t i o n keeps low p r o f i l e and i s not perceived as 
defending s t a t u s quo. 

• Recognizes the p o l i t i c a l nature of t h i s b i l l and draws b a t t l e 
l i n e s on p o l i t i c a l grounds. 

Cons: 

• Very unclear i f there i s even a m a j o r i t y of Senate Democrats 
w i l l i n g t o do t h i s . 

• Public could perceive t h i s e f f o r t as evidence t h a t the 
A d m i n i s t r a t i o n and Senate Democrats are not serious about 
addressing Medicare solvency issue. 

• Congressional Republicans l i k e l y t o become more a n t a g o n i s t i c 
toward Trustees (and perhaps the r e s t of the A d m i n i s t r a t i o n ) . 
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ALTERNATIVE 2: DIRECT BLOW-OFF STRATEGY 

• A d m i n i s t r a t i o n vetoes b i l l and states t h a t the time frame 
permitted and the callousness of t h e i r approach i l l u s t r a t e s a l l 
too w e l l t h a t the Republicans are using the Trust Fund as a 
p o l i t i c a l f o o t b a l l and a bank f o r t h e i r tax cuts. We w i l l simply 
say t h a t we won't p a r t i c i p a t e i n such a sham. 

Pros: 

• A d m i n i s t r a t i o n does not respond t o what i s e s s e n t i a l l y a 
p o l i t i c a l s t r a t e g y w i t h a p o l i c y response. 

• A d m i n i s t r a t i o n sends strong message t h a t i t w i l l address 
Medicare only on i t s own terms or w i t h i n the context of wider 
reforms i n a serious manner. 

• I f we c a r r y - o f f throughout the e n t i r e A d m i n i s t r a t i o n (no o f f -
the-record second guessing) the President could appear strong, 
p a r t i c u l a r l y i f i t i s combined w i t h a r e s t a t e d , but more c l e a r , 
commitment t o produce, or work w i t h Congress t o produce, a plan 
once the President's p r e v i o u s l y o u t l i n e d c r i t e r i a have been met. 

Cons: 

• E l i t e press probably attacks A d m i n i s t r a t i o n f o r missing 
o p p o r t u n i t y t o address Medicare Trust Fund solvency. 

• Uses up p o l i t i c a l c a p i t a l t o sustain veto. 

• Congressional Republicans l i k e l y t o become more a n t a g o n i s t i c 
toward Trustees (and perhaps the r e s t of the A d m i n i s t r a t i o n ) . 
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ALTERNATIVE 3: INDIRECT BLOW-OFF STRATEGY 

• A d m i n i s t r a t i o n signs b i l l or allows i t t o become law, but 
issues r e p o r t s h o r t l y t h e r e a f t e r which states t h a t Medicare 
reform must be done i n the context of o v e r a l l h e a l t h care reform. 

Possible V a r i a t i o n : Report states t h a t solvency of Medicare 
Trust Funds could be improved i f revenues t h a t would be used 
f o r proposed tax cuts instead are d i r e c t e d t o Trust Funds. 

Pros: 

• Could be perceived by the p u b l i c as a reasonable response t o 
the b i l l ' s demands, even though i t does not address expenditures. 

• Does not use much p o l i t i c a l c a p i t a l . 

• A d m i n i s t r a t i o n does not respond t o what i s e s s e n t i a l l y a 
p o l i t i c a l s t r a t e g y w i t h a p o l i c y response. 

• Repeats c u r r e n t message on h e a l t h care. 

• Does not provide p o l i t i c a l cover t o Republican attempts t o cut 
Medicare expenditures. 

Cons: 

• Public and media could perceive t h i s r e p o r t as non-responsive 
and evidence t h a t the A d m i n i s t r a t i o n i s not serious about 
addressing Medicare insolvency. 

• E l i t e press attacks A d m i n i s t r a t i o n f o r missing o p p o r t u n i t y t o 
address Medicare Trust Fund solvency. 

• Congressional Republicans become more a n t a g o n i s t i c toward 
Trustees (and perhaps r e s t of A d m i n i s t r a t i o n ) . 

• Could be c r i t i c i z e d f o r using funds t h a t do not e x i s t as a 
s p e c i f i c p a r t of the budget proposal ( t h i s might only be an e l i t e 
press problem). 

• Transfer of general fund revenues t o Medicare Trust Fund might 
be c r i t i c i z e d as an undesirable precedent. 



ALTERNATIVE 4: RESTRUCTURING BAND AID RESPONSE 

• A d m i n i s t r a t i o n signs b i l l or allows i t t o become law. Report 
focuses on the t r a n s f e r of some items from Medicare Part A t o 
Part B (e.g., home hea l t h c a r e ) . Premiums charged f o r Part B 
could (but need not) increase t o cover costs of t h i s s e r v i c e . 

Pros: 

• Seems l i k e a reasonable response t o b i l l ' s requirements. 

• Would s u b s t a n t i a l l y increase the solvency of HI Trust Fund by 
removing a la r g e (e.g., $15-20 b i l l i o n per year f o r home h e a l t h 
care) and fast-growing cost component. 

• I f Part B premium i s increased t o cover p a r t of increased cost 
of b e n e f i t s , t h i s would reduce Federal d e f i c i t (a premium equal 
t o 25 percent of the a c t u a r i a l cost of home h e a l t h care would 
reduce d e f i c i t by about $5 b i l l i o n per y e a r ) . 

• I f Part B premium i s increased t o cover p a r t of increased cost 
of t o t a l Part B b e n e f i t s , b e n e f i c i a r i e s would be paying p a r t of 
the cost of a fast-growing component of Medicare b e n e f i t s . 

Cons: 

• B e n e f i c i a r i e s may view t h i s s h i f t as breaking an i m p l i c i t 
c o n t r a c t , t o the extent they counted on r e c e i v i n g these b e n e f i t s 
i n r e t u r n f o r HI taxes. 

• Could be portrayed as increasing the burden of b e n e f i c i a r i e s . 

• Could be portrayed as an accounting f i c t i o n , e s p e c i a l l y i f Part 
B premiums are not increased t o cover the cost of b e n e f i t s 
s h i f t e d t o the SMI Trust Fund. 



ALTERNATIVE 5: SERIOUS BUT PARTIAL RESPONSE THAT BEGINS TO 
ADDRESS THE TRUST FUND ISSUE 

• A d m i n i s t r a t i o n signs b i l l or allows i t t o become law. Report 
l i s t s $X b i l l i o n (perhaps $50 b i l l i o n ) i n Medicare Part A cuts; 
suggests t h a t proposed tax cuts be scaled down and the a d d i t i o n a l 
revenues dedicated t o Trust Funds. 

Pros: 

• Appears t o be responsive t o law. 

• E l i t e press may see t h i s as responsible p o l i c y toward Medicare. 

• Could be viewed as a "down payment" on a l a r g e r plan t o address 
long-term Medicare solvency. 

Cons: 

• Provides p o l i t i c a l cover t o Republican attempts t o cut Medicare 
(suggested cuts are almost c e r t a i n t o be adopted). 

• Release of an A d m i n i s t r a t i o n proposal could d i f f u s e the anger 
of p r o v i d e r s who bear brunt of cuts ( c u r r e n t l y d i r e c t e d s o l e l y a t 
Congressional Republicans). The r e s t of our base supporters may 
also conclude i t i s premature t o throw any semblance of a 
l i f e l i n e t o the Republicans. 

• To the extent t h a t general fund revenues are t r a n s f e r r e d t o 
Medicare Trust Fund, t h i s o p t i o n might be c r i t i c i z e d as s e t t i n g 
undesirable precedent. 
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ALTERNATIVE 6: POTUS HEALTH REFORM PROPOSAL RESPONSE 

• A d m i n i s t r a t i o n signs b i l l or allows i t t o become law. Report 
presents a v i a b l e h e a l t h care reform proposal. This could 
i n c o r p o r a t e increased insurance coverage as w e l l as reforms t o 
Medicare, Medicaid, and other h e a l t h programs. 

Pros: 

• Consistent w i t h A d m i n i s t r a t i o n message t h a t reform of Medicare 
can only take place i n the context of o v e r a l l h e a l t h care reform. 

• Could be an opp o r t u n i t y f o r A d m i n i s t r a t i o n t o achieve a 
b i p a r t i s a n breakthrough on a major p o l i c y issue. 

Cons: 

• Provides p o l i c y response t o what i s e s s e n t i a l l y a p o l i t i c a l 
demand. 

• The "sources of funds" p o r t i o n of the proposal provides 
p o l i t i c a l cover t o Republican attempts t o cut Medicare (suggested 
cuts are almost c e r t a i n t o be adopted). 

• Release of an Ad m i n i s t r a t i o n proposal could d i f f u s e the anger 
of p r o v i d e r s who bear brunt of cuts ( c u r r e n t l y d i r e c t e d s o l e l y a t 
Congressional Republicans). 
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ALTERNATIVE 7: SUGGEST THAT POLITICALLY "POPULAR" REVENUE OPTIONS 
(BOTH REAL AND UNLIKELY) BE UTILIZED TO STRENGTHEN TRUST FUND 

• A d m i n i s t r a t i o n signs b i l l or allows i t t o become law. Report 
suggests t h a t c e r t a i n revenue streams be earmarked f o r deposit 
i n t o Medicare HI Trust Fund. Possible candidates include: 
increased excise taxes on tobacco or a l c o h o l ; increased HI 
p a y r o l l tax; reduction i n tax expenditures claimed by s p e c i a l 
i n t e r e s t s (e.g., tax subsidies provided t o American l i v i n g 
abroad, t o o i l and gas i n d u s t r i e s ) ; and c l o s i n g tax loopholes 
(e.g., e x p a t r i a t i o n proposal, l i m i t i n g corporate dividend 
received deduction t o pro r a t e d i v idends). 

Pros: 

• I t i s possible t o r a i s e enough revenue t o make the HI Trust 
Fund solvent. 

• Could be perceived by the p u b l i c as a reasonable response t o 
the b i l l ' s demands, even though i t does not address expenditures. 

• Senator Bradley i s already pushing idea of de d i c a t i n g a tobacco 
tax and/or "corporate welfare" tax breaks. 

Cons: 

• A d m i n i s t r a t i o n l i k e l y t o be characterized as promoting "tax and 
spend" p o l i c i e s . 

• Transfer of general fund revenues t o Medicare Trust Fund might 
be c r i t i c i z e d as s e t t i n g undesirable precedent. 

• Congressional Republicans l i k e l y t o become more a n t a g o n i s t i c 
toward Trustees (and perhaps the r e s t of the A d m i n i s t r a t i o n ) 
because the b i l l focuses on Medicare spending r e s t r a i n t s and the 
response focuses on revenues. 



10:202-395-6148 JUN OS'SS 7=46 No.023 P.02 

For MiWt Upoft Dellveiy 
Expecwd at 2i30 p.m. 

STATEMENT OF TWUSURY SECRETARY KOBEJT£ KUMN 
MfOWt l«» SENATE TDSANCE COMMITTEE 

Mf. Chiltmun afti M»mberi of the Cnmmlttee: 

1 un nleaiod 10 »9peu bdbrC the PlnWO* Cotnmitie* today In my role M Mw»gln« 
T^...** I f f o S f ™ ofiSeMtdiotre Boards of Twrtees. The Bcardi are reQUlnd to 
^ a n m S y ^ ^ SSSc'- of two s e p ^ M o a j c ^ t fund. . 
SHoapitd tasuftnec (or Ht) Tnist Fund the SupplBmeniary Medical Insure (or 
SWTj Truit Fund. 

At vou know, thii yoar'* i»poru show thu the Hi Truit Kund win bo exhtuitod by 
the yJ»S?iS1 ftkt com of me SMI pTOtram cotiUnue to rise ritpidly. ThU « th. 
hLd MntecLtivft yew in which the Bftwd hu formally notlfiod Cong^ abou the Hi Tmt 
w t S ^ ^ ^ q t f l MbW. JL. flnflon •« n ln.il fund haling mn **w 

that the ptojoctid Modioare shortfall ntftdi to be addrestad. 

Tht Medicare flnancing p^lwn U a complex inwioUpqriJteaoyaphta and the 

S to oZfu y ttform Mtdicatt, in the context of hcaim cam reform, In order to get the 

S w r t V the Adininlitrttion bdlcvoi that the giowth of fcdend health one MpKuHtums, 

wowth muat be done by wimfUIy weiehing wde-olft and reforming these progmtni in M 
S t of httlth otic rtform. Only auoh eproceu will tad to an outcome that best meets 
the inuUlplldty of objective* that need to Us conridtreA 

The alternative is aibitnuy attempu to resolve il.o fiAanclng erirt. that my M M 
tolveney to the HI Ttust Fund, but will wcate a«d inteniify other problem*. Specifically, 

fleet: ow-*-
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coat thlftlnAwdl nAivuB iuivmB InguiaiKt wwaftafrtdtt hedlAi »ro costs in tho private 
KOiw.^ndjbcreaae outlays fof other govarnment progTams. * ' ^spfc^-

The TniitoeB have provldê n early warning and It if time to develop eflfeetlvt 
Medicare rofomu in (lie context ofhcJm«a» reform, an objccdve this Adminlrtntion has 
energetically punued since H fint tookomoei£Mv)uaTy of 1993. But we do have enough 
time to fix It right, even if we have to do it in $i&g*VK) thai wc avoid a hasty, unwortuibiB 
lelutfott that may have to b» undone to the future. 

The Medicare piognun merils this type of careful ooncideratiwn because it. ia 
crucial to a large number of our cititeni. One of the mott imponant things out counti 
done over the paat 30 yaara hai been ta work to reduoe poverty end dBprivetitwi amoî g 
Mitior clUiMU and diaabled perAons. and thereby alio reduce die burden on and the anxiety 
of their CJiildrat. Medicare hu effectively provided a reliable source of medical care 
coverage for aged und disabled Amerleans. Thar* are few liiuu of greater concern to 
working familial than the oost of retirement end the pttblem of providing health eat* to the 
elderly. 

Changea to Modioare as part of health cue reform can rtulorc Medicare to financial 
M>un0noil, white at tha wune time improving the haalth of elderly and diaabled Americana, 
As I mentioned a few momenta ago, the Clinton Admlnlitrttion hw sought to work with 
ConglOM " since {he AdtnlAiltraUon Itrsi came to office - to uolve the current Medicnre 
financing problem and the more genenl health care crisis. 

Wnnn^al gfaAi, of tt.> Mfrrftrfrr f ^ i ^ Pnnrit 

Aa noted, the Ttmtoc* itported in April that tha KI Trust Fund will he exhausted in 
2002, one year later than predceted last year. Ttm slight improvemeni largely reflects the 
effecu of the fresident'a 1993 deAclt reduction plan, the strongwUianrexpectod economy in 
1994, and lower-than-expected progivn cost increases. Since this Administration took 
office, the exhaustion dale has been extended by three yean. 

JBnfia an luiiu pail ufolie IPhUi, tlie liaw piujunwl il the 411 Tiuvl Tend 
hm eedew 

btiiift emdd< 

Wen te ufgiwg CpngreiBlenal Mtlen, the— 
tt of the Quidttnuial AUylwiy CwuiuU-on -

itiiu- imtMhe precacE of developing npiloni ta resolve— 
- Mfdinant flnnniiing pteWerô . 

Over the lone term, the 75'year actuarial balance (interpreted as the amount of payroll 
tax increase or benefit reduction needed now to balance (he trust fund over the next 75 yean) 
waa reducod from lait yew's estimate of 4,14 percent to 3.52 percent of payroll. The 
reduction is largely the mult of lower expected future Increesei In HI com, based on the 
recently obaarvod tioWdown in HI spending growth. Despite the decline, the HI program 
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remains substantially out of lung-nm actuarial balAAoa, and that problem is not addressed by 
either of the current Congm&uonal budg* rtiolulions. 

The Ttustaes alto continue to project rapid giowth in Supplementary Medical 
Insurance program costs well into the futurei Over the ntw five years, outlay* aie expaeted 
to increaae 78 perceat In the aggregate and 66 pereent per enrollee. During the same period, 
thopiogtawn is expected to grow about 38 pereent fasta than the overall ecomurty. 

Combined 0 and SMI costs are expected to incmse from 2.6 perant of ODP in 
iVStt to S.B percent in 20W - joughly tripling largely due te amioipftted demographic 
thanRet. Beoauie of this rise in long-term program costs and the expected exhaustion of the 
H2 fund In 2002, the Board of Trustees lecommenfls effective MeOicare reform, but a g a i n , : z^i, 
' -must be done with a oareful weighing and balancing of all impacts and all considexitloftt 

In the context of health care reform. _ 

^V^HUtorv of Medicare Costi k}^' 

When the Hospital Insurance proi>i-at\faced flnancing problem! iff Uie pfllt, Congress 
and the Executive Branch have been ahle te cooperate on making modest changes inJhe 
pxognw that slowed the rate of COM inorMies. /1VU<,^. "N. 

The program haa experienced finsnclai dlWeulty sinoe its inception In l^b-W^fe ^ 
rapidly dalng hoapital costs, hlgher-thsn<6xpeotad utUieation, and program expansion. Tbe 
actuarial balanoe deteriorated between 1966 and 1972, leading to an increase in pavroll tuxes 
in 1972 and lemporary oontrol of hospital prices between 1972 and 1974. After 1974, 
annual hospital oosts again inoxeased rapidly until 1983 legislation changed the manner in 
which Medioare pay* Ibr tospiud aervloei (ftom a n'mbi n ml tn a prospective belli). 
Consequently, the annual growth of hospiUl oons was modeki \i the mid'19B0^jal»e>gh ey 
the end the deeade It miii ngnin abniifc^fejea*^ (yuJvospu 

During the 1990s, prognun expenditure increases were below those of tho previous 
decade, reflecting a comparatively moderate rlie in overall health care inflation and 
udlkaiion. The President'11993 deficit reduction plan, which included Medicare spending 
Ctttf, removal Of the earnings limit for HI contributions, and incireused taxation of OASD1 
benaffu (with the proceeds going to the HI Tnm Fund), it partly responsible for the recent 
decline in growth rates and the inereaie In revenues which, together, extended the uust fund 
exhaustion data by three y«ait. 

Although technically live SM! Tiutt Fund is aetuohully sound because (he majority of 
its funding Is ftom neutral revenue, spending for physician lervices has grown faster than 
spending for hospital services In recent years. ThU is due, tn part, tu the establishment, in 
1983, of Medicare's prosjwe-tive payment method for hoxpital services, whioh, among other 
things, shifted some seivices ftom an inpatient to a lest axpenntve outpatient bailt. In 1992, 
the SMI program began to phase in Im own Miiimi.afi i ii'i i nil I'll pijMiMMyttamJbUod 
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i-ftfcnUu 
on ihe ettimated cost ftf moutocs needed for various physician services 
—lift Ihnili \%\f riiswin Ihn f pirniiA af IHI i tjisiinifno, SMI - . 
neâ ĉ̂ m flnuneial pmssutei because nf medical price inflation and rising ublitfllop of-
service*. Over the long term, demographic change will dwnlnete, as aft aging population w 

oompounda the financing problem for birth programs. 

The rundamental reason for the rirfln Medlcue expendliures Is the incieaae in heallh 
caie costs affecting aU pens of the nitiwf t health cara »yitem, A dramatic attempt by 
govemment to contain Medioare sperdln̂ -- large reductions in payment* to hospitals, fbr , 
example - ̂ î cauae aignifioant diltordoai and InefTiuendes elsewhere in the health rore l^ v^' H ^ . 
PSMnTunStt such a reductlen li undenakeninthc content of health eeit reform. ^ ^ ' ^ U . 

yiipympuii&itodieaia eutC ôTsocn̂ anierf hy health care reform, will harm tha i-J?'* ^ 
must vulnerable in society tha aidwty and tht disabled - Rnd̂ qfreauie doctors, hospitals, -
and other health oare provider tu aliift oosu to everyone else. Tkit means that working 
fiunilies will ffcee higher private inaurenue premiums or wiU Icsa/fair insurance covemEe. 
In addition, Medicare cuts of this magnitude, without any othprrefbrmt, witMead K» the 
uloring of already scarce rumt tioapitaJi; real pressurea on̂ ig, urban publiclhospitals and 
aoademio health centers', and reduoed setvlees to many vulnerable people thmugh cutbacUs 
•paymwrter uwotnpmsaud ewe. 

In Contrast, much raoie tfi be i 
-Medlaarr weulO tiNse uuuwrfimaU as heslt 

5^ 
population an. 
rrogran as th< 

rstmtlon 
problem ' 
thoughtftpKanner and produoe effectl/e, aoceplablc soluttork that will sftuid (he test of 
HmeVWe are read/, uid wr have. Ko» from the bevinninR o\ thii Administration, to work 

the Congress to aehievc these gclls. 

competitive haalth oare1 

growth injKenlLh«&lth 

' we undwiake heallh earo rel 
[insurance oevarage li twUnda 
rkcuyiii yield !ong*tenn savin] 
spending slows uudw a moi 

En.-Saving! \\r 
to the uninsured 
to the Medicare 

fefficictji system. 

evetit is posilblo ig addrett x\ 
ts in die rent of the M l̂lcare/nogram, ends health catt 

I will be happy to answer any questions y&u may have 
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STATEMENT OF ROBERT B. REICH 
SECRETARY OF LABOR 

BEFORE THE SENATE FINANCE OOMMrmx 
JUNE 6,1995 

Mr. Cbaiman tad Member* of tht ComraittM: 

Thank you for ihe opportunity to appear before you today to di*eu» the future of the 

Medicare lyttetn My fellow trusrees and I recently aubmittod to Congress our innusl report on 

the financial status of the two separate Medicare trust funds - the Hospital Insurance (HI) Trust 

Fund and the Supplementary Medical Insurance (SMI) Trust Fund. Aa you know, thia year's 

report shows that the Hospital Insurance Trust Fund will be insolvent by the year 2002, and that 

the costs of the SMI program will coetinuc to sear. 

These problems are not new, Indeed, for the past 1S years, the trustees have called for 

reform. And the Clinton Administration has already worked with Congress to address the 

problem, although there is still much more to be done. Prior to the Omnibus Budget 

Reconciliation Avl uf 1993 (OBRA 93), die HI Tnui Fund was expected to be depleted by 1999. 

But the reforms included in OBRA 93, along with the strong economy America has enjoyed since 

then, have delayed the Trust Fund's depletion until 200?. Thai* nhnrr.ferm ritmeriiAs, Iat me he 

clear, do not solve the deeper problems with the Medicare system, nor do they exhaust the 

Administration's commitment to reform. But they do buy us precious time in which to devise 

and implement a more comprehensive solution. It is new up to all of us to use this time well. 

We all agree that the Medicare system is in need of change. The President hat raneatedly 

aaid that he vHH ait down with Congress eMWfBr to produce a bipartisan blueprint for broad-

based health care reform. The Clinton Administration believes that the financing problems that 

the Medicare system faces must be solved within the broader context uf heallh cue tefurm. As 
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»trustee ofthe Medioare truit funds, I am very coocerned about the impending insolvency ofthe 

HI Trust Fund, and pleased that this Congress seems intent on addressing this issue. However, 

I am deeply troubled by some of the approaches thai are being discussed. 

Uf/ rAoujt /u_jVvm/ 

Attempts to quickly shrink federal spendingjjby/̂ reducing Modieare benefits will leave 

many Americana worao off while ignoring the fundamental stractuni flaws of our health care 

eystem.Yk will inoraaaa health eara costs to the aldarly. dwill also strain the finances of many 

health care providers including some of America's most valuable and vulnerable health-care 

institutions But the effects dont stop there, iam providers 
costs to private health insurance cuinuaiiies. M costs are shifted, juillit 

man/ 

anempt to shift 

4 working Americans 

who are privately insured, and who may believe themselves to be insulated from the Medicare 

issue, will in fact feel the cquee2e. 

Speaker Gingrich and others claim that reducing Medicare expendimreajwlll be "painless." fHDpooL-d 

This simply is not plausible, putting spending for'a progrtun lik« Medicarê £ilh2UI reforming 

the overall healdi care system requires either reducing services or shifting the caste of the 

serviees to somebody else, fli law tiaadee+efswiirie Uesi effres—jattgren du (aUai Miwiu-

ie<aing nr nnm ghifting rmin1 mush ntliuunt die iHiana fet •eiiim Medicare seats Wi de wet 

•̂yet know mhai tha halauuu will bu bulwutH 

ng. But there 

âBiereJtitely appmauhea. 

THF. r.I.DERLYx 

While no specific bill has been put uu die table, one prominent proposal would increase 

premiums, co-payments, and deductibles for elderly and disabled Medicare recipients. Under this 

plan, deductibles would b» doubled fmm their currant levels, premiums would be hiked every 

year until 2002, and there would be a dramatic increase in co-payments for home health care and 

other services These changes, taken together, would raise annual Medicare costs by over S2,000 
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per couple if the year 2003^ For the lypical Medicate beneficiary.^the^ncroMod icons will 

oomo right off the top oftheir Social Security cheoke-the simple equivalent of a Social Security 

benefit cut. . . , 

HEALTH CAM PROVIDERS: ^ ^ \ 

Somefhtalth care providers will also feel the psin of thesê bedgst riiiinw eutsi «*a» 
w i , T . r . T . t ' } t m i n f t T r f rf-ifftrt i r t ifffi T ffl f„ i r rtniran- they ran (1) inueeje 

phuaie iwjurauuu'ui flji-pnn 

m ulIIIIII ilmls d if iliuji uirmujuib Um IUJI lumm 
SMUL , Sh,fr noch op 
Men|r liospitMls mi^wnaif»M9 shifting die paiii of die apctiding cuts tu die ptivatcly- V 

insured. 14ammm^ospital» whoŝ patients are preelomina?ely Medicare beneficiaries and tbe 

uninsured will have few other options except ta reduce the quality nf eara to all patients, nr tn 

close their doors. In particular j large reductions in Medicare payments could endanger rural and 

urban aafety-net hospitals. ^ UfstLU; omceAs/U-d Lkdc 

Hospitals in rural areas ore often small. Some serve mostly Medicare recipients, end ofton 

are the only health care provider withie SO or mere miles. Sinee tnsay of these hospitals are 

already in financial distress. Medicare cuts in isolation from broader efficiency improvements 

j*eii tause many rural hospitals to reduce the quality of care or to squeeze die wages of hospital 

workers. In extreme cases, these hospitals will be forced to go out of business, and workers will , 

be laid off. Nearly 10 million Medicare beneficiaries live in rural areas. ^Cawing Medicare 

outside the context of overall health eara reform puts their health care in greater jeopardy. Some 

urban "safety net" hospitajf^aced with a growing burden of uncompensated care, are equally S 

Eto shift to others tKe burden of pdeesd Medicare benefits, and will face similar cost 

'« Au^L SU-duc. benz) cm. 
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PRIVATELY-INSURED WORKING AMERICANS: 

UtmpUd* ihw m iliin ffnmii ti iim u i i fniimm will nuiill) rtn 

ft MtH fr1"" f T - rti- i j j "' 1 f 11 Health core providers 

frequently chirge insured patients mere to cover the expenses of the 40 million Americans who 

dn not have haalth insurance and thus frequendy receive uncompensated care. In this context, 

alaahing the Medicare program without broader health care reform mmt bn»Hpsited Se lead 

hoipitals tô increase costs to die privatdy-insered to make up for the loaaee from Medicare 

patients. 

For example, the 1995 Prospective Payment Assessment Commission (ProPac) repon to 

Congress stated that as payments for Medicare and Medicaid were reduced over the Ima decade, 

hospitals responded by increasing revenue from private payers. Indeed, in 1992. hospitals spent 

S26 billiuu more than they received for furnishing services to Medicare, Medicaid, and uninsured 

patients. In the same year, they took in $29 billion in revenue above their costs of providing care 

to privaiely-insured padeata Boi swaeijilsi haspilsli ilwg^WBIWXX fm m aapisini in laigs 

IUIPJBI the-eeuis yf wnampenaaiid tare! 

Forany eclion there is an equal «w opposite reaotion.—Thte-i>-m immuUble'lsw of 

phyani, and applies in comparable wavi to health.csre policy, mjoaa-who-pfcfcr-concretc 

models to abstract theorems can think nf it as squeeang a balloon. If you push on one side, the 
-— ——^ Mmmd* trft̂ ig-'lUnii > *ii o 

licareea 

Mbenefit 
WeduaAJC 

aiTis forced to the other side^iSwMe^i^ ^ reforming the health care system 

itself, and without denying medical care tofbeneficiaries, WBt+ftowtj 150 milliuo privately 

insured Americans to pay more. The cost shifSiig dial results froni^h^icare cuts-outside the 

broader context of health caro reform-would essentially impose a hi(i& tax on working 

Amerieans. As Henry Aaron, an expert on health care issues at the Brookings Institution, 

recently testified. "Large reductions in Medicare spending within the curroit program framework 

will impose...taxes on private businesses and individuals.9 

paiinfa isdmiliim iirnimlfFWs siiisiilingnii |iii*im 

1> PuU."* -i i t i Mini o ( i ? v l 
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dilleial revwue nttiti ftwi fct 

i bm till tifwfliit CBO'c mfclyiii Bcnnltirlftr thrt tbout 

t̂wdiiuw nditttieiu te pio»iJni will uiwplj bn iJiiftfid1 in ih> farm of pri—-

in jwiynt* pf »• tffhrtivdy" 1 1 11"' " r"""*'* 
moft thin <40 billion cumdnî ely fun BOW IM 200? -

Madn Feldstein, • Harvard profbssor and former chairman of the Council of Economic 

AdviMrs/wrote laet year that * "very large hidden Ux would issuli from reducing govemment 

payments tn hospitals and other providers ef Medicare serviees without my reduction in the care 

that thev are expected to give. Aa a result the hospitals and other providers would just raise 

their prices to patients and insurance companies. In the end, it would be the privately insured 

individuals who bear those costs in the form of higher insurance premiums and tower wages." 

. " » 0 0,, IAJ --

A hidden tax is serious enough. But even worseYcost-shiftinĝ wiH have die ultimate 

effect of reducing health-care coverage. lAfcxmore cosWarî l̂ ftecHo S^pnvSt^ynMu«^ 

premiums will tend to rise to cover those cosn. And as premiums 'increase, seme workers and 

their families will be priced out of the market, ahd will end up without coverage. Mark Pauly. 

a heal tli eve ecunomist at the University of Pennsylvania, wrote in a survey ofthe relevant 

literature that "there is fairly eoniistent evidence that insuraii^^^ra^J^sensidve to proxies 

for its price * A recent CBO report confirms this assessment. 7 k ai f-Uu^viu 11 (.ut«T 

Traditionally, membership in the American middle class included not only a jnh with a 

steadily increasing income, but a bundle of benefits that came with employment. Since 1979, 

we have seen a divergence in health benefits, related to education and skills. Employer* 

sponsored health coverage for workers with college degrees has declined only slightly, from 79 

percent in 1979 to 76 percent in 1993, But rotes fnr high school graduates have fallen from 6B 

percent to 60 percent over the same period, and for high school dropouts, the 1979 rate-already 

low at 52 percent-has plummeted to 36 percent. Nearly 100,000 Americans are alisady losing 
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h M l l h i w u * » .** «>d •vr, m * . M.di«ut a* «D^«mp«iod by loader rrfbrtBS c» 

only ouovbBl* «ki» ori«i». 

Aecoiding to • recent ftudy by D»vld «d June O'Neill, less-educeted wo**. ™ mere 

likely to lott wv«ge wh« eonfronled with higher premiums Thii m u m te 

believe that the hidden ux ueoeiered wi* eon shifting will diipropomoo«ely effect workei. 

wi* le- edueetlon̂ e vry group tht hu »tto« tbe A-pe« drop In hedth^ eeverye 

rinoe 1079. led whose oveiell prospect, hav. bNem. bleaker end more uneetded in today'i 

ehiaging ecooeray. 

One drawback to cutting Medicare In laolation was recently Buramatfeed by Tht 
Economic -Although the faderel budget would beuefa (fio«« leducwl Medisere expendltuiesl. 
thaee uvingf could U ofhat by higher co«u in private health eore.' For that raaaen. wc need 
tn ait down ioge**~in a bipartiaan manner-and produce a Mu-prmt for broad-baaed health eare 
tefonn. We mtm put the HI Trust Fund on a aound. auatainable footing. Wa have all known 
this fbr a long tine now. But we have a rasponsibility to every American who works hard and 
plays by the ralea to fix the problem of out health-care system, not simply ahuffle ftom one 
group 10 another the exeoii oosts that the eurront flawed system produces. 

### 
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PRIVATE HEALTH CARE COST INCREASES 

Doesn't the fact that the growth of private health costs has slowed dramatically, 
and was, in fact, negative in 1994 according to at least one study, suggest that Medicare 
could benefit from changes similar to those taking place in the private sector? 

Answer: 

The private and government sectors should both exploitjemciencies in the delivery 
of health care experienced by the other. 

However, the slowdown in private sector health costs relative to Medicare costs 
appears to be a temporary deviation from a long-term trend in which costs in both 
sectors have grown at about the same rate. 

The relative slowdown in private sector costs may be due, in part, to employers 
shifting to lower cost plans and reducing benefits. Direct evidence on this issue is 
not available, however̂  , , , 

• Over the next ten years, costs in both sectors are projected by the Health Care 
Financing Administration to increase at about the same rate. 

Background 

• According to the Health Care Financing Administration (HCFA), cost increases per 
enrollee have risen at about the same rate for both Medicare and the private sector. 
Since 1967, the average annual growth rate in expenditures has been 11.4 percent 
for Medicare and 12.2 percent in the private sector. In 1994, private costs per 
enrollee rose 5.4 percent while Medicare costs per enrollee rose 9.1 percent. HCFA 
expects this to be a temporary phenomenon, however. 

• A major survey of private employers conducted by Foster-Higgins reported a 
decline in private sector costs in 1994. However, the shift to managed care and 

jdecline in costs were experienced mainly by large employers in the northeast̂  Some 
\ of the costsavTng occurred as employers "carved out" expensive prescription drug 

,\^^ \ and mental health provisions from their primary benefit plans. 

The Bureau of Labor Statistics' Employment Cost Index showed a 4 percent 
increase in employer health costs between 1993 and 1994. 

Office of Economic Policy 
May 30, 1995 



MEDICARE SOLUTIONS 

Onestinn- How would you solve the Medicare financing problem? 

s) Answer: 

or 

The growth in Medicare costs reflects tha^growth in general health care costs. This 
fact should form thespremise for a solution to the Medicare financing problem. -

In the current system, chsts are growing too fast. Creating a more competitive-^ 
health care market woulosslow the growth of health care costs by reducing 
inefficiencies in the currenWster 

The rate of overall health care^pending would slow as would spending in the 
Medicare program. For e> 

Medicare makes substantial Jjayments itd"Eospitals that serve a 
disproportionate snare of low-mcomê  patients. As insurance coverage is 
extended, these payments could be reduced. 

UiaveramJnsjlrance coveragê would also permit a reduction in the indirect 
medical education payments that arô  intended to help cover uncompensated 
care by hospitals. 

The House-passed tax cut bill (H.R. 1215) is a step in the wrong direction. By 
reducing the taxation of social security benefits it will worsen HI financing. If the 
bill werejo-beeomejaw, the HI Trust Fund would be depleted almost a year sooner. 

Office of Economic Policy 
May 26,1995 



SAVINGS UNDER HEALTH CARE R E F O R M 

Question: What do you see as the goals of comprehensive health care reform and how 
would such reform yield savings to the Medicare program? 

Answer: 

Health care reform should help move toward universal health insurance coverage. 
This will prevent the shifting of health care costs from uninsured to insured 
individuals that occurs in the current system and assist in further development of a 
competitive health care market. 

Savings to Medicare would arise immediately as health insurance coverage is 
extended to the uninsured population. . t 

For example, Medicare makes substantial payments to hospitals that serve a 
disproportionate share of low-income patients. As insurance coverage is extended, 
these payments could be reduced. 

Moving toward universal insurance coverage would also^eniiifa reduction in the 
indirect medical education payments to hospitals thati^mtended to help cover 
uncompensated care. 

A competitive health care market will yield long-term savings to Medicare. The 
growth in overall health care spending will slow under a more efficient system, so 
that the price of health care directly reflects the cost of care. 

Office of Economic Policy 
May 26,1995 



HOSPITAL INSURANCE TRUST FUND SOLVENCY 

Question: As Managing Trustee of the Medicare Trust funds are you concerned that the 
President's budget does nothing to address the impending insolvency of the Hospital 
Insurance (Part A) Trust Fund? What should be done about this problem? 

Answer-

The impending insolvency has been a problem since 1987. Since then, the projected 
exhaustion date for the HI Trust Fund has varied in a relatively narrow range, 
between 1999 and 2005. There is nothing new here. 

Nevertheless, as Managing Trustee, I am committed to getting the program back on 
#Tref$ an even keel. 

However, fixing Medicare should not be done on a rushed basis in a race to balance 
the budget. • 

• The solution for Medicare should be the same as for the health care system as a 
6 whole. Bringing overall health care expenditures under control through a major 

(,/uliv*1 • A health care reform initiative will help solve the Medicare insolvency problem. 

• The Trustees have asked for the help of a Quadrennial Advisory Council in order to 
give this compUcated program the attention it needs. 

• We are anxious to work with you on developing solutions. 

Office of Economic Policy 
May 26,1995 



HEALTH CARE R E F O R M 

Question: Your position is that financial problems in the Medicare program should be 
solved within the context of overall health care reform. What exactly do you mean by 
overall health care reform? 

Answer: 

The United States has nearly 40 million people without adequate health insurance 
coverage and health care expenditures are increasing faster than the economy is 
growing. 

These two problems must be resolved in order to get the kind of health care system 
the Nation wants. 

• /-TfieTresident remains committed to the goal of assuring health insurance coveiage 
Mbr all Americans and moving toward containing the growth in health care costs. J 

l-ic In ai a-lyv ou.funcd his Vi'hpn 

IrtOuH OL hht Union K-kt^ h> fh 

far' /({-Qsnri - •- d/Si 

YiuMi* ha ^UCM Whihc tonfc ance 

h t - / Mr lnu-< (Uy* ^ u d H W r h i S 

M W a q t h ' ^ t ^ n L ) famliW n f a m i*S«'<i*u( p , ^ 

Office of Economic Policy 
May 26,1995 



PART A SOLVENCY THROUGH SPENDING CUTS 

Question: What magnitude of cuts would achieve solvency in Medicare Part A? CBO has 
suggested that $165 billion in cuts over seven years would sustain a 100% Pan A tmst fund 
ratio. Do you agree that this is the right amount for Part A cuts? 

Answer: 

I am aware of the CBO calculation but I do not agree that those cuts are right for 
the Part A program. 

Changes to Medicare should be in the context of a sensible approach to health care 
reform. Cutting expenditures in only one part of the health care system will lead to 
distortions in other parts of the system. 

The CBO calculation is based on continuation of the existing health care system. 
Under a reformed health care system. Medicare spending would look quite 
different. 

Background: 

Short-run 

According to CBO, in order to prevent the Part A Trust Fund from falling below 
100 percent of a year's outlays, $165 billion of cuts would be required over the period 1996-
2002. According to the Health Care Financing Administration (HCFA), cuts of $147 
billion dollars over the same period would be required. The difference between these two 
estimates is accounted for primarily by the difference in baselines (CBO is higher). Also, 
CBO estimates were done on a fiscal year basis while HCFA estimates are on a calendar 
basis and the path of cuts differ somewhat (HCFA is more backloaded). The cuts would 
require Part A spending to grow at an annual rate of roughly 4.7-4.8 percent during 1996-
2002. Under current law projections, Part A spending will grow at an annual rate of about 
8%. 

Long-run 

According to HCFA, a constant growth rate in spending of 5.3 percent would 
achieve actuarial balance over 75 years. This is a looser spending constraint than what is 
required for the short-run because Part A revenues are projected to grow relatively slowly 
during the next few years and Part A outlays are currently about $6 billion above non-
interest (payroll tax) income. 

Office of Economic Policy 
May 26,1995 



CAUSES OF FINANCING PROBLEMS 

Question: What are the primary causes of the deficit in the HI program? 

Answer: 

• The growth in Medicare costs reflects the growth in general health care costs and 
this fact should form the premise for a solution to the Medicare financing problem. 

• In the short run, excess medical care inflation (price increases above economy-wide 
general inflation) is the main impediment to trust fund solvency. 

• In the long run, demographic factors drive costs. As the baby boom generation ages 
into retirement years beginning around 2010, the percentage of the population 
eligible for Medicare will increase significantly. 

• As the baby boom continues to age, health care utilization will rise and will be the 
dominant factor in health care cost increases. 

Office of Economic Policy 
May 26, 1995 



MEDICARE SPENDING REDUCTIONS 

Question: The Senate has proposed a reduction of $256 billion in Medicare spending over 
7 years and the House has proposed a reduction of $288 billion- What is your reaction to 
these proposals? What reductions, if any, do you propose? 

Answer: 

• Changes to Medicare should be in the context of a reasoned approach to overall 
health care reform, not as a way of balancing the Federal budget or of financing a 
tax cut. 

• In the absence of health care reform, drastic reductions like those in the Senate and 
House plans create distortions and lead to cost shifting. For example, in response to 
reduced payments from public programs, hospitals and insurers will raise their 
charges to private payers. 

• Dramatic spending reductions will have especially severe effects on beneficiaries. 
1wP a v t ~ ^ T h e P r o P o s e d cuts will force beneficiaries to pay higher premiums and other out-of-

pf pocket costs. 

BMkgrmmrt: 

Neither the Senate nor the House have specified how their proposed cuts would be 
achieved or how they would split the reductions between Part A (Hospital Insurance) and 
Part B (Supplementary Medical Insurance). 

The Senate plan would reduce the growth in Medicare outlays from 10.2% over 
seven years io 6.8%. The House plan would reduce the growth to 5.4%. Although these 
spending ^eductions are not "too big" from the point of view of trust fund solvency, they are 
Draconian from the point of view of beneficiaries. 

The trustee^Jiave recommended reestablishsient of the QuadregnialAdvisory 
Council for the ,fcledicarexprogram. Tbe<^ouncil woulckprovidejyatical assisttĥ ce to the 
Administration and Congress-a&-th£ydevelop solutions Urflie^Medicare financing problem. 

Office of Economic Policy 
May 26,1995 



MEANS-TESTING MEDICARE 

Question: How do you feel about means-testing the Medicare program? 

Aimer: 

• The Hospital Insurance Program (Medicare, Part A) is financed by payroll 
contributions throughout individuals' worklives. A means test for receipt of benefits 
from this program seems inappropriate. 

The Supplementary Medical Insurance Program (Medicare, Part B) is financed 
partially (25 percent) by premiums paid by enrollees and primarily (75 percent) by 
general government revenues. 

^ \ • Because of the large general revenue subsidy, there is more scope for consideration 
[p^ of relating premiums to income in Part B of Medicare, if it is done in the context of 

( j i / f ^ overall health care reform. 

Background: 

The President's Health Security Act proposed income-related premiums for Part B 
coverage. Enrollees with incomes exceeding $90,000 ($115,000 for couples) would pay 
higher premiums that would cover about 75 percent of the average benefits per enrollee, in 
contrast to the 25 percent now paid by all enrollees. 

Office of Economic Policy 
May 26,1995 



Hud H ^ ^ . M C i - ' ^ V 0 ' * 
0 7,7 to 6i ^ ^ 1 MEDICARE VOUCHERS 

Question: A number of proposals have recommended a voucher system for Medicare. 
What is your view of a Medicare voucher system? 

Answer: 

Without healt 
to select o 

ftn. av 
healthy enrolle&s* 

voucher her^yste^lor^M&di^are^ would lead health plans 

A voucher system would not guarantee insurance coverage and, for those who 
obtain coverage, it would not assure adequate coverage. This would leave many 
elderly vulnerable to the risk of high health care costs. 

VrtAt 'SvutAnesv pros/oyuAS . , , 

A-Medicare voucher system would need to be accumpamed by a wediamsfB-tbat 
assure t̂hat all elderly would havefcoverage, regardless of their health care needs. 

Backprnnnri. ( ^ h ^ U 

Under the current Medicare system, the Federal govemment is a dominant 
purchaser of health care services and attempts to contain its expenditures by controlling 
provider reimbursement rates. Individuals do not shop for insurance and have little 
incentive to seek efficient health care providers. Under a voucher system, the Federal 
govemment provides beneficiaries with vouchers with predetermined values to purchase 
qualified private health plans. This system has many buyers of insurance and the 
government contains its expenditures by controlling the value of the voucher. Insurers and 
individuals have an incentive to use efficient health care providers. A voucher system has 
no direct effect on the financing of Medicare but has the following important effect on 
expenditures: 

• In the current Medicare system, the risk of higher-than-expected Medicare 
utilization is borne by the govemment. In a voucher system, this risk is shifted to 
the private sector. 

• In the longer term under both systems, the risk of higher-than-expected Medicare 
cost per unit of service is shared by the govemment and beneficiaries. 

A voucher system provides a predictable (and controllable) rate of growth in the 
federal pan of the program. The govemment can set the rate of growth in voucher value 
(say, to GDP growth). 

Office of Economic Policy 
May 26,1995 



PUBLIC TRUSTEES 

Question: Who has the President decided to nominate to fill the two public slots on the 
Board of Trustees? 

Answer: 

On April 24,1995, the President nominated Marilyn Moon and Steven J. Kellison to 
be the new public trustees. 

• Marilyn Moon is a noted health care economist with the Urban Institute who 
published a very recent book on the Medicare program. 

• Steven Kellison is a former Executive Director of the American Academy of 
Actuaries. 

Office of Economic Policy 
May 26,1995 



CASH FLOW BETWEEN THE TRUST FUNDS AND GENERAL FUND 

Question: The current financing schedule for the Part A Trust Fund is sufficient to sustain 
the fund until 2002 (calendar year). When will the fund begin to incur a cash shortfall and 
thereby begin to draw from the general fund of the Treasury? 

Answer: 

• Payroll taxes and other noninterest income to the HI program have been lower than 
disbursements since 1992. 

• Currently, benefits are being paid in part with interest income paid to the HI Trust 
Fund by the general fund. 

• Beginning in 1996, total HI income (tax plus interest income) will fall below total 
disbursements and the HI fund will start cashing out the Treasury securities that it 
purchased during surplus years. 

The HI Trust Fund will be exhausted in 2002. In the absence of benefit or tax 
changes, Congress will have to establish provisions for the payment of benefit claims 
beyond that point. 

Background: 

Technically, when the trust fund is exhausted there is no provision that pennits 
payment of benefit claims from the general fund. As a consequence, in the absence of 
changes that move the exhaustion date for the fund, benefits could not be paid beyond 
2002. 

When payroll contributions exceed benefit payments, the surplus is invested by the 
Managing Trustee (Secretary of the Treasury) in interest-bearing securities of the U. S. 
Govemment. This creates a cash flow from the trust fund to the general fund. If benefit 
payments exceed payroll contributions, benefit claims are paid from interest earnings or 
liquidation of securities. This creates a cash flow from the general fund to the tmst fund. 

Office of Economic Policy 
May 26,1995 



MEDICARE AND THE LONG-RUN BUDGET DEFICIT 

OuestioTy Isn't it virtually impossible to control the federal deficit without significant 
Medicare cuts? 

Answer 

It is impossible to control the deficit in the long-run without addressing the issue of 
health care costs. The President has been making this point from the beginning of 
his administration. That was a major reason for our proposal to reform the nation's 
health care system. 

Medicare (and Medicaid) are the fastest growing major programs in the Federal 
budget. Controlling health care costs is fundamental to bringing these programs and 
the budget deficit under control. 

Given the complexity of the structure of the Medicare program and its interactions 
with the remainder of the health care system, the Trustees have recommended that 
the Quadrennial Advisory Council be reinstituted to begin analyzing reform options. 
A panel of technical experts, experienced with health care issues and the Medicare 
program, seems the best way to proceed. 
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Office of Economic Policy 
May 26, 1995 



HOUSE TAX PROVISION TO REPEAL OBRA93 
TAXATION OF SOCIAL SECURITY BENEFIT CHANGES 

Question: How much tax revenue is lost to the HI trust fund from the provision to 
reduce the taxation of Social Security benefits in the House tax cut bill? How 
many beneficiaries are affected by this provision? 

Answer: 

From FY 1996-2000, $21.9 billion in income taxes on social security benefits 
will be lost to the HI trust fund. From FY 1996-2002, the loss to the trust 
fund will be $34.3 billion. 

In tax year 1996, approximately 5.6 million higher income Social Security 
recipients, roughly 13 percent of all beneficiaries, will benefit firom this 
provision of the tax cut bill. 

Background: 

Note that while the House provision phases out the OBRA 93 tax increases 
on Social Security benefits from 1996 to 2000, there is a fully-phased in loss to the 
HI trust fund in 1996. This is because the provision is written so that all of the 
tax liability from the OBRA 93 changes is to be transferred to the OASI trust fund 
beginning in 1996. Thus, the fully-phased in loss to the HI trust fund is 
immediate, but the loss in tax revenue to the Treasury in 1996 is less than the 
loss to the HI trust fund. 

Office of Tax Policy 
May 25, 1995 



MEDICARE AND CORPORATE WELFARE 

Question: Mr. Secretary, Senator Conrad has proposed raising $228 billion from 
cutting "corporate welfare", rather than cutting Medicare outlays, in order to help 
balance the Federal budget. What do you think about cuts in corporate welfare? 

Answer: 

The Federal governments provides assistance to businesses through several 
means, such as programs that provide water, energy, and other business 
inputs at lower-than-market cost; programs that support the price or 
demand for the goods produced, and tax incentives that encourage business 
investment in certain activities. 

Most of these programs were designed to achieve certain economic 
goals, such as the more rapid development of technology or the 
improvement of the nation's infrastructure. 

I t is also misleading to characterize all Federal assistance to business 
as "corporate welfare"; the benefits received are often passed through 
to customers and workers, and contribute to a more rapid economic 
growth than would otherwise be possible. 

But at a time when all Federal spending is being critically reviewed, and 
the elderly and low-income individuals are being asked to make do with 
less, i t is appropriate that Federal assistance to businesses, including that 
provided through the tax system, also be critically examined to see i f such 
assistance continues to be needed. 

Background: 

Labor Secretary Reich supports plans to cut "corporate welfare". Tax 
Policy's review of corporate tax expenditures indicates that far less than the $228 
billion suggested can, or should, be raised from reductions in these tax incentives. 
Budget Chairman Kasich has also suggested eliminating a more modest $25 
billion in "corporate welfare" as part of the Ways and Means Committee's 
contribution to deficit reduction, but Chairman Archer declined to accept 
responsibility for any "tax increase." 

Office of Tax Policy 
May 26, 1995 
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DMINI INISTRATION'S HEALTH CARE PLAN 

Question: You have charged that the Congress is misguided in its attempt to reform the 
Medicare system. Where is the Administration's health care plan? 

Answer: 

The President has always been committed to reforming the health care system and has 
always maintained that any significant changes in the Medicare system take place in 
the larger context of health care reform. 

• The Administration put forth a health care plan last year. Our plan, like the Dole plan, 
the Chafee plan and other, ultimately did not pass this Congress. But all of the plans 
recognized that Medicare must be addressed within the context of broader health care 
reform. 

We all must maintain last year's commitment to reforming the Medicare system. Let's 
not abandon this bipartisan goal just because it is budget season. 
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HEALTH CARE REFORM 

Question. Your position is that financial problems in the Medicare program should be solved 
within the context of overall health care reform. What exactly do you mean by overall health 
care reform? 

Answer: 

The United States has nearly 40 million people without adequate health insurance 
coverage and health care expenditures are increasing faster than the economy is 
growing. 

These two problems must be resolved in order to get the kind of health care system 
the Nation wants. 

The President remains committed to assuring health insurance coverage for all 
Americans and to the goal of containing the growth of health care costs. 

PRESIDENT'S CRITERIA FOR HEALTH CARE REFORM 
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THE HEALTH SECURITY ACT'S IMPACT ON THE HI 
TRUST FUND 

QUESTION: 

We heard a lot about "broad-based" health care reform, but little about its affects on the HI Trust 
Fund. What would the Health Security Act have done for the HI Trust Fund? In particular, how 
many years would have the Health Security Act extended the Trust Fund's solvency? 

ANSWER: 

According to the Department of Health and Human Services, the Health Security Act 
would have extended the solvency of the HI Trust Fund by five years. 

However, the Medicare savings themselves from the Health Security Act did not go 
toward reducing the budget deficit. They were reinvested in Medicare to provide new 
benefite^prescription drug coverage and a new long-term care program—which the elderly 
needs very badly. 

• Furthermore, the Medicare savings would not have shifted costs to the privately-insured 
because the Health Security Act increased the efficiency of the entire health care system. 
With economies, the rate of increase in health care costs can decline without any 
reduction in services or cost shifting to the elderly, the privately-insured, or the providers. 
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PUBLIC TRUSTEES COMMENTS ON REFORM & 
GINGRICH LETTER 

QUESTION: 

According to the statement of the Public Trustees, David Walker and Stan Ross, in the 1995 HI 
Trustees Report: 

"it is now clear that Medicare reform needs to be addressed as a distinct legislative 
initiative... The idea that reductions in Medicare expenditures should be available 
for other purposes, including even other health care purposes, is mistaken." 

How do you reconcile this statement with your insistence on tying Medicare reform to health care 
reform? 

[Note this question was posed to President Clinton by Speaker Gingrich in his letter of April 28] 

ANSWER: 

• First, these statements were taken out of context. In their report, the public trustees said 
that they had hoped and still hope for broad-based health care reform that included 
Medicare reform. 

They conclude that Medicare reform should be addressed as a distinct legislative initiative 
onlv because they—like most Americans—are sick and tired of the partisan gridlock which 
killed health care reform during the last Congress. I^c^ H'^ici yc.w do I 'i'5 7 iky) 

• The health care system—including Medicare—needs to be reformed. We all have known 
this for a very long time now. But, we can not just slash the Medicare program to 
balance the federal budget. Health care reform needs to be addressed in a bipartisan-if 
not a nonpartisan-manner. This issue is far too important for one party to go at it alone. 
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QUESTION: 

You said earlier that demographic shifts are the major cause of the long-range deficit in the HI . 
Trust Fund. Should we, therefore, consider an increase in the eligibility age for Medicare 
benefits? 

ANSWER: 

• This is an issue that would have to be considered in the broader context of health care 
reform. Any proposal to increase the eligibility age for Medicare benefits would have 
consequences on the rest of the nation's health care system. At a time when 40 million 
Americans are uninsured, we are especially concerned with any proposal that would keep 
additional individuals out of a program that essentially guarantees them health care. 

QUESTION: 

If the real issue here is to assure short-term solvency for the Medicare Trust Fund, then why do 
we nĉ just reprogram Social Security taxes to HI? 

ANSWER: 

• Rearranging revenues is a shell game. It simply takes the revenues out of one place and 
puts them in another, without ever responding to the original problem. 

Accounting gimmicks like this do nothing to solve the underlying problems with the 
health care and Medicare systems. 

QUESTION: 

Does it make sense combining the financing of Part A and Part B of Medicare? 

ANSWER: 

It is premature to discuss the combination of the two parts of the Medicare Trust Funds. 
The possibility of combining these two parts requires consideration of a number of issues. 
For instance, (1) could such a combination serve our beneficiaries better? and (2) how 
would it effect their out-of-pocket spending? 
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PART A SOLVENCY THROUGH SPENDING CUTS 

Question: CBO says that $165 billion of cuts would achieve solvency in Medicare Part A 
Trust Fund over the period 1996-2002. The Health Care Financing Administration (HCFA) 
estimates that cuts of $147 billion over the same period would be required. Do you agree with 
them? 

Answer 
(DO NOT SAY YES TO WHETHER OR NOT YOU AGREE WITH THEM) 
I understand how CBO and HCFA calculated their estimates. The difference between 
the two is accounted for primarily by the difference in baselines (CBO is higher). 
Also, CBO estimates were done on a fiscal year basis while HCFA estimates are on a 
calender basis. Further, the path of cuts differ somewhat (HCFA is more backloaded). 

The cuts would require Part A spendingjo-grow at an annuaL-rate of roughly 4.7-4.8 
percent dumig"t̂ 96-2002. Underpurfent law projections," ârt A will grow at an 
annual rafe of about 8 percent. 

However, CBO and HCFA's estimates miss the pemk &$ I have pointed out in my 
testimony, reducing Medicare benefits outside the context of broader health care 
reform will lead to increase health costs for the elderly, squeeze health care providers 
in rural areas, threaten teaching hospitals in urban areas, and shift costs to millions of 
privately insured Americans. 
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MEDICARE BENEFITS IN RELATION TO 
CONTRIBUTIONS 

QUESTION: 

Do new enrollees in the Medicare program receive benefits in excess oftheir prior contributions? 
Is this a problem that should be addressed? 

ANSWER: 

• Medicare enrollees receive more in benefits than they contribute in payroll taxes during 
their worklives. 

The primary reason is that health care costs have risen faster than wages. 

• I f we are committed to addressing this problem, than we need to reform the Medicare 
system within a broad-based health care reform. Unless we get some control over rising 
health care costs through overall health care reform, this problem will persist. 
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IS AN INCREASE A CUT OR IS ONLY A CUT A CUT? 

QUESTION: 

According to the Budget Resolution passed by the Senate, seven years from today we will 
spend nearly $100 billion more on Medicare than we do today. Even the President once said 
that only in Washington is an increase in spending called a cut. Why do you insist on calling 
our Medicare proposal a cut when it is actually a slowing of the rate of growth? 

ANSWER: 

In order to determine whether or not spending is increased or decreased, one should 
analyze whether per capita spending, after adjusting for inflation, rises or falls. I f it 
rises than it can be considered an increase. I f it falls, it is a cut. 

• The Budget Resolution passed by the Senate includes cuts in the Medicare program. 

Here are two easy to explain analogies of why an increase can be a cut: 

METHOD 1: 

Many Members of Congress talk about the deep cuts in defense spending over the past 
several years. However, actual defense spending was at the same level in FY 94 as in 
FY 87--$282 billion in both years Yet during this seven year period, the number of 
Army divisions declined from 28 to 20, the number of Air Force fighter wings 
dropped from 36 to 22, the number of Navy fighting ships decreased from 568 to 387, 
and the number of troops fell from 2.2 million to 1.6 million. 

The defense program was cut, in so small part because the defense budget did not 
keep pace with inflation and therefore lost purchasing power. 

METHOD 2: 

Let's suppose that I were to have a barbecue this weekend. I decided that I wanted to 
invite four of my closest friends, so I bought four hamburgers. That's one hamburger 
per friend. 

Since we had such a great time during the first barbecue, we decided that we would 
invite eight people the next weekend. So, I increased the number of hamburgers I 
bought to six. That leaves just three-quarters of a hamburger per friend. According to 
my friends, that's a cut. 
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MEDICARE SOLUTIONS 

Questions: How would you solve the Medicare financing problem? 

Answer: 

The Medicare Part A Trust fund problems are not new. The Trust Fund faced fiscal 
insolvency when Mr. Reagan was President, when Mr. Bush was President and is still 
a problem. In fact, when the Medicare Trustees report was released in 1970, the Trust 
Fund was projected to go broke by 1972. 

The Clinton Administration has been successful in extending the short-term life of the 
Medicare Part A Trust Fund as a result of the President's 1993 deficit reduction plan, 
the stronger than expected economy in 1994 and lower-than-expected program cost 
increases. 

The growth in Medicare costs is inherently related to the growth in general health care 
costs. This fact should form the premise for a solution to the Medicare financing 
problem. 

Reforming the health care system in a way that results in a more competitive health 
care market would mean that health insurance premiums would more directly reflect 
the cost of providing care. 

If we can make the health care system more efficient, the rate of overall health care 
spending would slow as would spending in the Medicare program. This would 
alleviate the Trust Fund's solvency problem. 
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MEDICARE VOUCHERS 
QUESTION: 

A number of proposals have recommended a voucher system for Medicare. Indeed, many economises 
including Henry Aaron and Stuart Butler have advocated converting Medicare into a voucher syste 
What is your view of a Medicare voucher system? JuL^%^^^ < 

ANSWER: Kl 1J 

The emphasis must be_on^choiceA At this time, a voucher system for Medicare is premature 
and would take considerable time to develop properly. This is a very complex issue that cannot̂  
be separated from the broaderissues_of-health--refornr j — ; ——77——* 

I A voucner system for Medicare is not feasible in the absen nee of accompanying changes, such 
as development of an effective risk adjustment framework that would prevent health plans from 
selecting only healthy enrollees:' Rask-ad^islment_F^^ — -

In order for a voucher system to work, a market m.ust-be-established such tha^semors--^e/not 
vulnerable to trickery-amhek^eption. Ther^fofeTwe would haviskto set up a^systerri FegulatibRS 

jycon; to protect elderly consumers. 

BACKGROUND: 0 v ix 
l l 

Under the current Medicare system, the Federal govemment is the dominant purchaser ofhealth 
care services and tries to contain its expenditures by controlling provider reimbursement rates. 
Individuals do not shop for insurance and have little incentive to seek efficient health care providers. 
In general, under a voucher system, the Federal government provides beneficiaries with vouchers with 
predetermined values to purchase qualified private health plans; the Gregg Plan allows beneficiaries 
to choose a fee-for-service option. This system has many buyers of insurance and the government 
contains its expenditures by controlling the value of the voucher. Insurers and individuals have an 
incentive to use efficient health care providers. A voucher system has no direct effect on the financing 
of Medicare, but has the following important effects on expenditures: 

• In the current Medicare system, the risk of higher-than-expected Medicare utilization is borne 
by the govemment. In a voucher system, this risk is shifted to the private sector. 

• In the longer term under both systems, the risk of higher-than-expected Medicare cost per unit 
of service is shared by the government and beneficiaries. Beneficiaries may bear these costs 
more immediately and directly in a voucher system if the price of coverage rises relative to the 
value of the voucher. 

A voucher system provides a predictable (and controllable) rate of growth in the federal part 
ofthe program. The government can set the rate of growth in voucher value (say, to GDP growth). 
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MEANS-TESTING MEDICARE 

QUESTION: 

There are currently thousands of rich, elderly Americans who receive Medicare. How do you 
feel about means-testing the Medicare program? 

ANSWER: 

• Part A of Medicare—Hospital Insurance—is financed by payroll taxes throughout 
individuals' worklives. A means test for receipt of benefits from this program, therefore, 
seems inappropriate. 

• On the other hand, Part B—Supplemental Medical Insurance—is financed primarily by 
general govemment revenues. This year, nearly 70 percent of SMI finances come from 
general revenues and this proportion will only increase in the future. 

• Because of the large general revenue subsidy, there is more scope for consideration of 
means-testing in Part B of Medicare. In the context of broader health car reform, the 
President's Health Security Act proposed income-related premiums for Part B coverage. 
Enrollees with incomes exceeding $90,000 ($115,000 for couples) would pay higher 
premiums that would cover about 75 percent of the average benefits per enrollee, in 
contrast to the 31.5 percent now paid by all enrollees. 

Sec (Oil ft • 
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LONG-RANGE FINANCING PROBLEMS 

QUESTION: 

What are the primary causes of the long-range deficit in the HI Trust Fund? 

ANSWER: 

Driving the expected imbalance between expenditures and revenues in the long run is the 
demographic shift that will occur with the aging of the baby-boom generation. A larger 
percentage of our population will be eligible for Medicare, and a correspondingly smaller 
percentage will be paying the taxes that support the Trust Fund. 

As the baby-boom generation reaches retirement age, the number of workers available to 
support each HI enrollee is projected to drop. Currently about four covered workers 
support each HI enrollee. The trustees expect that only two covered workers will be 
available to support each enrollee in the middle of the 21st century. 

• In the short run, economic factors play an important role. Excess medical care inflation 
(price increases above economy-wide general inflation) and slow wage growth work 
against trust fund solvency. 

• Increasing utilization—due to such factors as technological advances and the rising age of 
the beneficiary population-and program enrollment growth also lead to rising costs in the 
short run. 

• Problems in Medicare reflect problems in health care. We can not slow the rate of 
growth of Medicare expenditures without addressing the rate of growth of spending in the 
overall health care sector. 
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CASH FLOW BETWEEN THE GENERAL FUND AND 
THE TRUST FUND 

QUESTION: 

When will the HI Trust Fund begin to incur a cash shortfall and thereby begin to drain the 
Federal Treasury? 

ANSWER: 

Payroll taxes and other non-interest income are currently not sufficient to cover Part A 
disbursements. Payroll taxes and other non-interest income to the HI program has been 
lower than disbursements since 1992. 

Presently, interest income from the general fund is being used to pay claims. In other 
words, there has been a net cash flow from the general fund to the HI Trust Fund in 
recent years. 

Beginning in 1997, total Hl income (payroll tax plus non-interest income plus interest 
income) will fall below total disbursements and the HI Trust Fund will start cashing out 
Treasury securities purchased during surplus years. 

As the 1995 Trustee Report stated, the HI Trust Fund will be exhausted in 2002. In the 
absence of benefit or tax changes. Congress will have to establish provisions for the 
payment of benefit claims beyond that point. 

BACKGROUND: 

Technically, when the Trust Fund is exhausted there is no provision that permits payment 
of benefit claims from the general fund. As a consequence, in the absence of changes that move 
the insolvency data for the fund, benefits could not be paid beyond 2002 

When payroll contributions exceed benefit payments, the surplus is invested by the 
Secretary of Treasury—the Managing Trustee—in U.S. Government interest-bearing securities. 
This creates a cash flow from the Trust Fund to the general fund. Payment of interest and 
redemptions of securities cause an opposite cash flow. The direction of the overall net flow 
depends on whether a Trust Fund's tax income is sufficient to cover program expenditures. 
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SHORT GENERAL QUESTIONS 

QUESTION: 

Who has the President nominated for the two public trustee slots? 

ANSWER: 

The President has nominated Marilyn Moon, a noted economist with the Urban Institute, 
and Steven Kellison, the past Executive Director of the Academy of Actuaries. 

QUESTION: 

How many years did OBRA 93 push back the depletion of the HI Trust Fund? 

ANSWER: 

• OBRA 93 and stronger-than-expected economic growth has extended the life of the Trust 
Fund by 3 years from 1999 to 2002. The provisions in OBRA 93 that helped delay the 
exhaustion of the HI Trust Fund were (1) imposing constraints on the growth of Medicare 
payments to providers; (2) depositing tax revenues from increased income taxation of 
Social Security benefits into the Trust Fund; and (3) repealing the maximum earnings cap 
for the HI payroll tax. Taken together the tax increases from OBRA 93 fell only on the 
richest 13 percent of beneficiaries. 

QUESTION: 

Could you give estimates of the effects on the Trust Fund of the tax provisions relating to Social 
Security benefits in the Contract with America? 

ANSWER: 

The House tax cuts would lower the maximum proportion of Social Security benefits 
subject to Federal income taxes to 50 percent. This proposal phases-out the tax over 5 
years but they no longer credit any of this money to the HI Trust Fund. From the Trust 
Fund's perspective, this is the equivalent to immediately eliminating the tax instead of 
phasing it out. 

This tax provision costs the HI Trust Fund more than $34 billion in lost revenue over the 
next 7 years and will cause the Trust Fund will be insolvent nearly one year earlier than 
currently projected. 
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QUESTION: 

What does the 1995 Trustees Report say about what would be necessary to close the actuarial 
deficit for HI? 

ANSWER: 

• I f we do not reform the health care system, revenues would have to be increased by 44 
percent or outlays reduced by 30 percent or some combination of the two to bring the HI 
program into actuarial balance for the first 25 years. 

• Without any efficiency gains in the health care system, to close the long-range, 75-year 
deficit, the HI payroll tax (currently 1.45 percent for both employees and employers) 
would have to be immediately more than doubled or benefits would have to be reduced 
by more than half. 



DRAFT; June 1, 1995; 3:42pm 

HOSPITAL INSURANCE TRUST FUND SOLVENCY 

Question: As a Trustee of the Medicare trust funds are you concerned that the President's 
budget does nothing to address the impending solvency of the Hospital Insurance (Part A) 
Trust Fund? What should be done about this problem? 

Answer: 

As a Trustee, I am very concerned about the expected insolvency of the Part A Trust 
Fund in 2002. 

The goals for the Federal budget should not be mingled with the goals for the 
Medicare program. 

The impending insolvency of the Medicare Trust Fund has been a problem for over 15 
years and reflects the structural problem with the Medicare system. The President is 

3 committed to broad-based health care reform and strongly feels that any reforms to the 
^ l l A / t a o ' ^ Medicare system must be pursued within this context. 

The solution for Medicare should be the same as for the health care system as a 
whole. When overall health care expenditures are brought under control, through a 
major health care reform initiative, the Medicare insolvency problem will be solved. 
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MEDICAL SAVINGS ACCOUNTS 
QUESTION: 

Do you believe that restructuring Medicare to utilize Medical Savings Accounts would be an 
efficient mechanism to eliminate cost-shifting from Medicare beneficiaries to middle-class 
workers? 

ANSWER: 

The Administration does not believe that a Medical Savings Account (MSA) would serve 
either Medicare beneficiaries or the Medicare program well. 

About 75 percent of beneficiaries have incomes of less than $25,000, and one-third rely 
on Social Security benefits for 80 percent of their income. Many of these individuals 
simply do not have the resources to put money into a MSA, even if the accounts were 
supplemented by the Federal government. 

• Many of those who did choose the MSA would constantly face the choice of spending 
their money on medical care or other necessities such as food. Given such difficult 
choices, it is not surprising that some elderly Americans will be forced to underutilize 
health care. 

• In addition, since 25 percent of Medicare beneficiaries account for over 90 percent of 
expenditures, there will be a strong incentive for insurance companies selling the 
catastrophic care package to avoid selling to that portion of seniors. 

• Also, the fact that such a small percentage of beneficiaries account for most of the costs 
in the system casts serious doubt on the level of spending control that can be achieved 
by a policy that only deals with health care spending below a deductible. 

The MSA approach could create a two-tiered Medicare system with the wealthiest and 
healthiest choosing the MSA while the rest remain in the traditional program." In this 
two-tiered system. Medicare cost increases could accelerate leaving expenditures higher 
than they would be otherwise. 

BACKGROUND: 

Under the MSA proposal, 95 percent of the annual expected Medicare expenditures would 
be used to purchase a beneficiary's catastrophic coverage ($3,000 deductible policy) from 
a private insurer. Remaining funds would be deposited in the beneficiary's MSA. The 
beneficiaries would probably have to make additional payments into the MSA as well. 

• The beneficiary would be responsible for all medical costs up to the deductible. 
Moreover, the beneficiary could keep any money that was used during the year. 



As you know, last year the Clinton Administration fought hard for health care 
reform. While we could not reach agreement on legislation, there can be little 
disagreement that the problems remain. Nearly 40 million Americans have no health 
insurance and millions more are just one pink slip or illness away from losing it. 
Eighty-four percent of the uninsured in 1993 were in working families, and more 
that 55 percent lived in families headed by full-time workers. And while health care 
costs have begun to slow down, they are continuing to rise at three times the rate of 
inflation. 

As the President said in his State of the Union address and in his December letter to 
the Congressional Leadership, we remain firmly committed to guaranteeing health 
security to all Americans and to containing health care costs for families, businesses 
and Federal, state and local governments. 

The President believes that we should take a step-by-step approach. This year, we 
can take the first steps. The Congress can and should: 

Reform the insurance market — so that people can't be denied insurance 
because they have a so-called preexisting condition, so that they don't lose 
their insurance when they lose their job or change jobs or a family member 
falls ill, and so that small businesses can afford to buy insurance for their 
workers • a({o^Uhic 

• MQI-P rm/pragp affordable for-aod-avaUable-to-emMren—^ 

Help workers who lose their jobs keep their health insurance. 

Cv*ihou( P 
,1 /Level the playing field for the self-employed by giving them the same tax 
treatment as other businesses. 

Help families provide long-term care for a sick parent or a disabled child. 

Because their constituents are demanding action, some Republicans have begun to 
respond to the President's challenge by coming forward with proposals and bills. 
We look forward to working with them to take the first steps this year. 



Some thoughts on Medicare Vouchers — 

The President will evaluate any health care proposal against the following criteria: 
coverage, choice, affordability. 

The voucher proposals being considered so far don't meet these criteria. 

They don't guarantee coverage, but instead provide a defined contribution that may 
or may not enable a beneficiary to but all services in the private market. 
Beneficiaries are no longer entitled to a set of health care services. 

They don't provide real choice, but instead would leave no other option for some 
beneficiaries than to go into the cheapest plan in an area. 

They don't ensure that Medicare beneficiaries will be able to afford the benefits that 
they have always received. If health care costs rise faster than the voucher, 
beneficiaries can buy less and less coverage. 

[The President has also used "quality" as one of his criteria, but I'm not sure you can make 
the argument that you won't get quality in the private market.] 
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MANAGED CARE, VOUCHERS, AND MEDICARE SAVINGS 

Republican proposals to make Medicare a voucher program do not produce savings by 
expanding choice, they reduce spending by shifting costs to beneficiaries and effectively 
forcing many of them into managed care. 

Even a document prepared by the House Budget Committee concedes that: "Most likely, the 
beneficiary would have to pay an amount in addition to the voucher" to remain in the 
traditional Medicare benefit plan. (Draft House Republican Budget Committee 
Recommendations, May 3, 1995.) 

Republican voucher proposals would effectively force Medicare beneficiaries into HMOs, 
because many of them could not afford to do anything else. This is coercion, not choice. 

According to the Urban Institute, the elderly now pay over $2,500 a year on average in out-
of-pocket health care costs (about 21 % of their income). Under the Republican voucher plan, 
beneficiaries would be required to pay an average of over $1,000 per year more between 1996 
and 2002 to retain traditional, Medicare fee-for-service coverage. 

Republican voucher proposals would take away from Medicare beneficiaries their 
entitlement to health coverage. 

Republican voucher proposals would give beneficiaries a capped voucher growing at an 
arbitrary rate that is lower than the expected increase in health care costs. This means that, 
every year as heath care costs go up faster than the voucher, beneficiaries can buy less and less 
coverage. 

Republicans call their voucher a defined contribution. This means that beneficiaries are no 
longer entitled to a set of health care services. Instead, they get an arbitrary amount as a 
voucher that may or may not be enough to buy health coverage. 

In fact, a document prepared by the House Budget Committee concedes that a capped voucher 
might not be enough to obtain health coverage for all beneficiaries. To try to address this 
problem, they present an alternative ~ tying tlie voucher to the cheapest plan in each area. 
However, they admit that this approach would not achieve the Medicare cuts they are counting 
on to provide tax cuts to the wealthy and balance the budget by 2002. (Draft House 
Republican Budget Commitiee Recommendations, May 3, 1995.) 

Even this more "moderate" Republican plan says to our nation's seniors that we will only 
guarantee them the cheapest heallh coverage available, and that they can get bener coverage 
only if they can afford it. 

Republican voucher proposals rely on the private insurance market, yet they ignore many 
of its problems. 
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For example, private insurers discriminate against people based on their age, how sick they 
are, and where they live. Under the current Medicare program, everyone is treated the same. 

Republican proposals would inevitably result in higher costs for people who are the sickest and 
need Medicare the most. 

Under Republican proposals, younger and healthier beneficiaries would buy less expensive, 
catastrophic coverage and pocket the difference between the voucher amount and the 
catastrophic plan. 

However, catastrophic coverage would not be cheaper for beneficiaries who have health 
problems because they have very large out-of-pocket expenses. 

Thus, older and sicker beneficiaries would have little choice but io purchase more 
comprehensive coverage. However, because costs would be spread only over older and sicker 
beneficiaries, these health plans would be very expensive. 



CONTRACT WITH AMERICA PROVISION TO REPEAL 
TAXATION OF SOCIAL SECURITY BENEFIT CHANGES IN OBRA 93 

Q. What i s the estimated loss i n i n d i v i d u a l income tax revenue 
associated w i t h the proposed phased-in repeal of the OBRA 93 
increase i n t a x a t i o n of Social Security b e n e f i t s contained i n the 
Contract w i t h America? Does the estimated loss i n tax revenue 
d i f f e r from the estimated r e d u c t i o n i n deposits t o the HI t r u s t 
fund? 

A. From FY 1996-2000, the loss i n i n d i v i d u a l income taxes i s 
estimated t o be $15.3 b i l l i o n . From FY 1996-2002, the loss i n 
i n d i v i d u a l income taxes i s estimated t o be $27.7 b i l l i o n . From 
FY 1996-2005, the loss i n i n d i v i d u a l income taxes i s estimated t o 
be $49.1 b i l l i o n . 

Transfers t o the HI t r u s t fund f o r the t a x a t i o n of So c i a l 
Security b e n e f i t s from FY 1996-2000, from FY 1996-2002, and from 
FY 1996-2005 i s estimated t o dec l i n e by $21.9 b i l l i o n , $34.3 
b i l l i o n , and $55.5 b i l l i o n , r e s p e c t i v e l y . 

BACKGROUND 

o OBRA 93 required t h a t a d d i t i o n a l revenue a t t r i b u t a b l e t o the 
increase i n the t a x a t i o n of Social S e c u r i t y b e n e f i t s be 
deposited i n the HI t r u s t fund. 

o The Contract w i t h America p r o v i s i o n phases out the OBRA 93 
tax increases on Social Security b e n e f i t s from 1996 t o 2000. 
The repeal of the OBRA 93 increases i n the t a x a t i o n of 
Social Security b e n e f i t s i s f u l l y phased-in i n 2000. 

o The Contract w i t h America p r o v i s i o n also r e q u i r e s t h a t a l l 
of the subsequent tax revenue from the OBRA 93 increases i n 
t a x a t i o n of Social Security b e n e f i t s be deposited t o the 
OASI t r u s t fund beginning i n Tax Year 1996. 

o Thus, there i s an immediate loss t o the HI t r u s t fund 
beginning i n 1996 of a l l subsequent revenue a t t r i b u t a b l e t o 
the OBRA 93 increases i n the t a x a t i o n of Soci a l S e c u r i t y 
b e n e f i t s , but only a p a r t i a l l y phased-in loss i n tax revenue 
t o the Treasury u n t i l the year 2000. 

O f f i c e of Tax Pol i c y 
June 5, 1995 



(June 1, 1995, 10:30pm) 

For Release Upon Delivery 
Expected at 2:30 p.m. 
June 6, 1995 

STATEMENT OF TREASURY SECRETARY ROBERT E. RUBIN 
BEFORE THE SENATE FINANCE COMMITTEE 

Mr. Chairman and Members of the Committee: 

I am pleased to appear before the Finance Committee today in my role as 
Managing Trustee and Chairman of the Medicare Boards of Trustees. The Boards 
are required to report annually to the Congress on the financial status of two 
separate Medicare trust funds -- the Hospital Insurance (or HI) Trust Fund and 
the Supplementary Medical Insurance (or SMI) Trust Fund. 

As you know, this year's reports show that the H I Trust Fund wi l l be 
exhausted by the year 2002 and that the costs of the SMI program continue to rise 
rapidly. This is the third consecutive year in which the Board has formally 
notified Congress about the H I Trust Fund's short-term insolvency - which the 
Board defines as a trust fund balance below 100 percent of annual outlays within 
ten years. Thus, this Administration clearly recognizes that the projected 
Medicare shortfall needs to be addressed. 

The Medicare financing problem is a complex interaction of demographics 
and the rapidly rising costs that affect all parts of our health care system. 
Addressing the Medicare problem in the context of deficit reduction without 
recognizing these complex interactions is unlikely to produce a viable long-term 
solution. Therefore, the Administration believes the Medicare financing crisis wi l l 
be handled best outside the current race to balance the budget and in the context 
of overall health care reform. Our judgment is that attempts to resolve i t solely to 
help balance the budget and finance tax cuts wi l l take us further away from sound 
health care policy. Even i f such attempts to resolve the financing crisis succeed in 
restoring solvency to the H I Trust Fund, they wi l l create and intensify other 
problems -- in public health, in reduced insurance coverage, in less affordable 
health care, and in the cost of other government programs. 



Recognizing this complexity, the Board of Trustees recommended re­
establishing the quadrennial advisory council on Medicare to allow the 
Administration to bring together program experts from around the nation to 
develop recommendations for consideration by the Administration and the 
Congress. This process could be completed within a year or two following 
establishment of the Council. Although an HI trust fund crisis is clearly coming, 
we do have several years to fix it right and avoid a hasty, unworkable solution 
that may have to be undone in the future. The Trustees have provided an early 
warning and the Administration agrees it is time to begin to develop effective 
Medicare reforms in the context of overall health care reform. 

' One of the most important things our country has done over the past 30 
years has been to work to reduce poverty and deprivation among senior citizens 
and disabled persons, and thereby reduce the anxiety of their children. Medicare 
has effectively provided a reliable source of medical care coverage for aging and 
disabled Americans. There are few issues of greater concern to working families 
than the cost of retirement and the problem of providing health care to the 
elderly. 

Changes to Medicare as part of overall health care reform can restore 
Medicare to solvency, while at the same time improving the health of elderly and 
disabled Americans. The Clinton Administration stands ready to work with 
Congress to solve the current financing problem. 

Financial Status of the Medicare Trust Funds 

As noted, the Trustees reported in April that the HI Trust Fund will be 
exhausted in 2002, one year later than projected last year. This slight 
improvement largely reflects the effects of the President's 1993 deficit reduction 
plan, the stronger-than-expected economy in 1994, and lower-than-expected 
program cost increases. 

Since the latter part of the 1980s, the Board has projected that the HI Trust 
Fund would be exhausted around the turn of the century and has urged Congress 
to take action to control HI program costs. This year, in addition to urging 
congressional action, the Trustees have called for the re-establishment of the 
Quadrennial Advisory Council on Medicare in order to bring outside expertise into 
the process of developing options to resolve the Medicare financing problem. 

Over the long term, the 75-year actuarial balance (interpreted as the 
amount of payroll tax increase or benefit reduction needed now to balance the 
trust fund over the next 75 years) was reduced firom last year's estimate of 4.14 
percent to 3.52 percent of payroll. The reduction in the deficit is largely the result 
of lower expected future increases in HI costs, based on the recently observed 



slowdown in HI spending growth. Despite the decline in the deficit, the HI 
program remains substantially out of long-run actuarial balance. 

The Trustees also continue to project rapid growth in Supplemental Medical 
Insurance program costs well into the future. Over the next five years, outlays 
are expected to increase 78 percent in the aggregate and 66 percent per enrollee. 
During the same period, the program is expected to grow about 38 percent faster 
than the overall economy. 

Combined HI and SMI costs are expected to increase from 2.6 percent of 
GDP in 1995 to 8.8 percent in 2069 -- roughly tripling -- largely due to anticipated 
demographic changes. Because of this rise in long-term program costs and the 
expected exhaustion of the HI fund in 2002, the Board of Trustees recommends 
prompt, effective, and decisive Medicare reform. 

History of Medicare Costs 

When the Hospital Insurance program faced financing problems in the past, 
Congress and the Executive Branch have been able to cooperate on making modest 
changes in the program that slowed the rate of cost increases. 

The program has experienced financial difficulty since its inception in 1966 
due to rapidly rising hospital costs, higher-than-expected utilization, and program 
expansion. The actuarial balance deteriorated between 1966 and 1972, leading to 
an increase in payroll taxes in 1972 and temporary control of hospital prices 
between 1972 and 1974. After 1974, annual hospital costs again increased rapidly 
until 1983 legislation changed the manner in which Medicare pays for hospital 
services (from a reimbursement to a prospective basis). Consequently, the annual 
growth of hospital costs was modest in the mid-1980s, although by the end of the 
decade it was again above 10 percent. 

During the 1990s, program expenditure increases were below those of the 
previous decade, reflecting a comparatively moderate rise in overall health care 
inflation and utilization. The President's 1993 deficit reduction plan, which 
included Medicare spending cuts, removal of the earnings limit for HI 
contributions, and increased taxation of OASDI benefits (with the proceeds going 
to the HI Trust Fund), is partly responsible for the recent decline in growth rates 
which extended the trust fund exhaustion date by three years. 

Although technically the SMI Trust Fund is actuarially sound because the 
majority of its funding is from general revenue, spending for physician services 
has grown faster than spending for hospital services in recent years. This is due, 
in part, to the establishment, in 1983, of Medicare's prospective payment method 
for hospital services, which, among other things, shifted some services from an 



inpatient to a less expensive outpatient basis. In 1992, the SMI program began to 
phase in its own version of a prospective payment system based on the estimated 
cost of resources needed for various physician services. Although this change 
should help restrain the future growth of SMI expenditures, SMI and H I face 
similar near-term financial pressures because of medical price inflation and rising 
utilization of services. Over the long term, demographic change wi l l dominate, as 
an aging population compounds the financing problem for both programs. 

Trustees' Recommendations 

This year the Trustees specifically recommended re-establishing the 
Medicare Quadrennial Advisory Council, which was dropped when the Social 
Security Administration became an independent agency. The outside expertise of 
the Council can be of great assistance to the Board in developing options to solve 
the Medicare financing problem. The Board also has urged the Congress to take 
action through health care reform designed to reduce the growth of health care 
costs and address the Medicare financial imbalance in both the short run and long 
run. The sooner action is taken, the more likely we wi l l be able to maintain and 
improve the health care for our elderly, and at the same time provide sufficient 
saving to restore financial balance. 

Medicare Financing and Health Care Reform 

The fundamental reason for the rise in Medicare expenditures is the 
increase in health care costs affecting all parts of the nation's health care system. 
A dramatic attempt by government to contain Medicare spending -- large 
reductions in payments to hospitals, for example -- wi l l cause significant 
distortions and inefficiencies elsewhere in the health care system, unless such a 
reduction is undertaken in the context of overall health care reform. 

The net effect of reducing^Medicare payments by government fiat, / 

unconnected with health ca^ereform, will be to further undermine the private f 
health insurance system. yMore of our non-elderly citizens will be uninsured and j 
the quality of their care will be reduced as a result of price increases imposed to "Vt-s ̂  
offset the reduction in Medicare payments. These unilateral changes in Medicare -K^ 
will also raise out-of-pocket costs for seniors, reduce the quality of their health <LOS f-
care, and limit choice of physician, and they could lead to more rural hospitals -/-© -h^. 
closings. (ri~TjpL-> 

In contrast, much more can be done i f we undertake overall health care 
reform. A more competitive health care market -- in which consumers have a real 
choice among networks of doctors, hospitals, and insurers — would move patients 
and insurance customers toward the most efficient, highest-quality health care 
plans. 



Health insurance premiums would more directly reflect the cost of providing 
care and the rate of growth in overall health care spending would be slowed, 
leading to lower Medicare spending. 

In closing, the Administration believes firmly that the Medicare financing 
problem would be best handled in the context of broad-based health care reform. 
Resolving this complex issue solely to help balance the budget by 2002 while 
cutting taxes could produce an unworkable solution that will have to be undone 
later. The Trustees and the Administration believe it is possible to address this 
question thoughtfully and produce an effective, acceptable solution that will stand 
the test of time. We are ready to work with the Congress to achieve that goal. 

I will be happy to answer any questions you may have. 
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RESPONSE TO LRM NO: 1293 
LEGISLATIVE REFERRAL MEMORANDUM FILE NO: 765 

If your response to this request for views is simple (e.g.. concur/no comment), we prefer that you respond by e-mail or 
by faxing us this response sheet. 

If the response Is simple and you prefer to call, please call the branch-wide line shown below (NOT the analyst's line) 
to leave a message with a legislative assistant. 

You may also respond by: 

(1) calling the analyst/attorney's direct line (you will be connected to voice mail if the analyst does not answer); or 
(2) sending us a memo or letter. 

Please Include the LRM number shown above, and the subject shown below. 

TO: Robert PELLICCI 395-4871 
Office of Management and Budget 
Fax Number: 395-6148 
Branch-Wide Une (to reach legislative assistant): 395-7362 

FROM: (Date) 

(Name) 

(Agency) 

(Telephone) 

SUBJECT: TREASURY Proposed Testimony on financial status of the Medicare trust funds. 

The following is the response of our agency to your request for views on the above-captioned subject: 

Concur 

No Objection 

No Comment 

See proposed edits on pages 

Other: 

FAX RETURN of pages, attached to this response sheet 
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For Release Upon Delivery 
Expected at 9:30 a.m. 
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STATEMENT OF ROBERT E. RUBIN 
SECRETARY OF THE TREASURY 

BEFORE THE SENATE FINANCE COMMITTEE 

Mr. Chairman and Members of the Committee: 

I am pleased to appear before the Finance Committee today in my rolft aa 
Managing Trustee and Chairman of the Medicare Boards of Trustees. The Boards 
are required to report annually to the Congress un the financial status of two 
separate Medicare truat funds - the Hospital Insurance (or HI) Truet Fund and 
the Supplementary Medical Insurance (or SMI) Trust Fund. 

As you know, this year's reports show that the HI trust fund will be 
exhausted by the year 2002 and that the costs of the SMI piogram continue to rise 
rapidly. This is the third consecutive year in which the Board has formally 
notified the Congress about the Hospital Insurance (HI) Trust Fund's short-term 
insolvency dafiiW by the Board as a trust fund balance below 100 percent of 
annual outlays within ten years. Since at least the middle 19808, the Board has 
regularly projected that the HI fund would bo oxhaueted within ten to fifteen 
years and has urged Congress to take action to control HI program costs. This 
year, in addition to urging Congressional action, the Trustees have callad for the 
re-establishment of the Quadrennial Advisory Council on Medicare in order to 
bring outside expertise into the process of developing options to resolve the 
Medicare financing problom. 

The Administration believes the Medicare finanvuiu cilsis would be handled 
best in the context of overall health care reform and largely within the structure 
of the current program. Our judgment is that attempts to resolve it in the 
abeenco of health care reform take us further away from a sound national health 
care system. Even if such attempts to resolve the financing crisis succeed in 
balancing Medicare's revenuss and uxyenses, they will create and intensify other 
problems in public health, in reduced insurance coverage, and in the cost of 
other government programs •• resulting in no net improvement in overall social 
well-being, and could end up leaving us worse off. 

£0-d frOO'ON Z£:l7 S6,TT AUN :ai 
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One of the most important things pur country has done haa been to work to 
reduce poverty and deprivation among senior dtuens and thereby reduce the 
aiudety of their ohildron. Medioare has effectivoly provided a reliable source of 
medical eare coverage for aging Americans. There are few issues of greater 
concern to working families than the cost of retirement and the problem of 
providing health care to the elderly. 

Changes to Medicare in the context of overall health care reform can restore 
Medicare to solvency, while improving tbe Mrvicea delivered to elderly Americans. 
The Clinton Administration desires a solvent Medicare systam. Indeed, we stand 
ready to work with Congress to solve the current financing problem but cannot 
suppoxt reducing Medicare benefits to pay for tax cuts for the most well off. 

Financial Status of the Medieare Truat Funds 

As noted, the Trustees reported in April that the HI Trust Fund will be 
exhausted in 2002, one year later than projectud last year. Thia alight 
improvement from last year reflects mainly the effects of the President's 1993 
deficit reduction plan, the stronger-than-expected economy in lift)4, and lower-
than-expeoted pvogr*m eost increAftAA. 

Over the long term, the 75-year actuarial balance (interpreted ae the 
amount of payroll tax increase or benefit reduction needed now to balance the 
trust fund over the next 75 years) was reduced from last year's estimate to 3.52 
percsnt of payroll. The reduction in the deficit is largely the result of lower 
expected future increases in HI costs, based on the recently observed slowdown in 
HI tspeudiag growth. Despite the decline in the deficit, the HI program r ft ma ins 
substantially out of long-run actuarial balance. 

The Trustees also continue to project rapid growth in SMI program costs 
well into the future. Over the past five years, outlays increased 53 percent in the 
aggregate and 40 percent per enrollee. During the saro* pfiriod. the program grew 
about 19 percent faster than the overall economy. Although these increases are a 
little below the comparable Increases reported last yem-, ihey are still substantial. 

Combined HI and SMI costs are expected to increase from 2.6 percent of 
GDP in 1995 to 8.8 percent in 2069. Reraufla of this rise in long-term program 
costs and the expected exhaustion of the HI fund in 2002, the Board of Trustees 
recommends prompt, effective, and decisive action on Medicare financing. 

History of Medicare Costs 

When the HI program faced financing problems in the past, Congress 
responded by making changes within the context of the existing program 
structure. We see no reason to treat the current situation differently.. 

t70-d 1700-ON Z£:t7 S6.TT AUW : Q I 
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The program has experienced finandal difficulty since its inception in 196S 
due to rapidly rising hospital costs, higher-than-expected utilization, and program 
expansion. The aotuarial balance deteriorated between 1966 and 1972 leading to 
an increase in payroll taxee in 1972 and temporary control of hoapital prices 
between 1972 and 1974. Aftex 1974, annual hoapital costo a^ain inoreaaed rapidly 
until 1983 legislation changed the manner in which Medicare pays for hoapital 
services (firom a reimbursement to a prospective basis). Consequently, thu annual 
growth of hospital costs was modest in the mid-1980s, although by the end of the 
decade it was again above 10 percent. 

During the 1990s, increases in program expenditures were below the 
increases of the previous decade, reflecting a comparativsly moderate rise in 
overall health care inflation and utilization. The President's 1993 deficit reduction 
plan, which induded Medicare spending cuts, removed the earnings limit for HI 
contributions, and increaeed the taxation of OASDT henefita (with the proceeds 
going to the HI trust fund) is partly responsible for the recent decline and 
extended the trust fund exhaustion dale by three years. 

Although technically the SMI trust fund is actuarially sound because the 
majority of its funding is frnm general revenue, spending for physician servicea 
hae grown faster than spending for hospital services in recent years. This is due, 
in part, to the establishment, in 1988, of Medioarc'o proepeotive payment method 
for hospital services, which, among other things, shifted some services from an 
inpatient to a lees expensive outpatient basie. In 1992, the SMI prognun began to 
phasft in its own version of a prospective payment system based on the estimated 
cost of resources needed for various physidan services. Although this should help 
restrain future growth in SMI expenditures, SMI and HI faca aimilar near-term 
financial pressures because of medical price inflation and rising utilization of 
services. Over the long-term demographic change will dominate, as an aging 
population comnounds the financing problem for both programs. 

Truatcca' Rccommendatvona 

This year the Trustees specifically recommeuded re-establishing tho 
Medicare Quadrennial Advisory Council which was dropped when the Sodal 
Security Admtiustration became an independent agency. The Board hae also 
urged the Congress to take action through broad-based health care reform 
designed to control health care costs and address the Medicare finandal unbalance 
in both the short run and long run. The sooner action io taken, the more modest 
program changes will have to be in order to provide sufficient saving to restore 
financial balance. 

The House-passed tax cut bill (H.R. 1215) which would, among other things, 
reduce the taxation of sodal scourity benefits by returning to pr*«lS94 law. would 
worsen the HI deficit. If the House-passed bill becomes law, the HI trust fund 
would be exhausted about eight to nine months sooner. Tlie Senate should not 

S0-d 1700-ON 8£:t7 S6.II AdN =01 
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agree to this change. Aa Senator Bradley noted recently in thU Committee, it 
does not make sense for 85 percent of the elderly to finance a tax cut for the 
wealthiest 15 percent of the elderly, through cuts in their Medicare. 

Medicare Financing and Health Care Reform 

The fundamental reason for the rise in Medicare expenditures is the 
increase in health care costs affecting all parts of the nation's health care system. 
A dramatic attempt by government to contain Medicare spending -- large 
reductions in payments to hospitals, for example - will cause significant 
distortions and inefficiencies elsewhere in the health care system, unless such a 
reduction is undertaken in the context of overall health care reform. 

The net effect of reducing Medicare payments by govemment flat, 
unconnected with health care reform, will be to further undermine the private 
health insurance system. More of our citizens will be uninsured and the quality of 
their care will be reduced as a result of price increases imposed to offset the 
reduction in Medicare payments. 

By contrast, much can be done within the context of health care reform. A 
more competitive health care market - in which consumers have a real choice 
among networks of doctors, hospitals, and insurers would move patients and 
insurance customers towaixl the most efficient, highest-quality health care plans. 
Health inaurance premiums would more directly reflect the cost of providing care 
and the rate of growth in overall health care spending would be slowed, leading to 
lower Medicare spending. 

The Administration believes firmly that the Medicare financing shortfall 
would be beet handled in the context of broad-based health care reform, and 
further, that the needed changes should not affect the basic structure of the 
existing Medicare program. We stand ready to work with the Congress in a 
bipartisan manner to achieve that goal. 

I will be happy to answer any questions you may have. 
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TO: (See B e l o w ) 

FROM: Robert J. P e l l i c c i 
O f f i c e of Mgmt and Budget, LRD 

SUBJECT: Medicare Trust Fund L e g i s l a t i o n 

Yesterday (5/9) Sen. Packwood and Rep. Archer each introduced 
l e g i s l a t i o n t h a t would req u i r e the Trustees of the Medicare t r u s t 
funds t o re p o r t recommendations on r e s o l v i n g the f i n a n c i a l 
imbalance i n the t r u s t funds. Sen. Packwood's b i l l i s S. 785 and 
Rep. Archer's b i l l i s HR 1590. The b i l l s were r e f e r r e d t o Finance 
i n the Senate and Ways and Means and Commerce i n the House, 
r e s p e c t i v e l y . 
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