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Preface
This volume—which expands on one of the Congressional Budget Office’s (CBO’s) regu-
lar reports to the House and Senate Committees on the Budget—presents 115 options for 
reducing (or, in some cases, increasing) federal spending on health care, altering federal health 
care programs, and making substantive changes to the nation’s health insurance system.

The options compiled for this volume stem from a variety of sources, including extensive dis-
cussions with Congressional staff; reviews of legislative proposals, the President’s budget, and 
academic literature; and analyses conducted by CBO staff, other government agencies, and 
private groups. Although the number of health-related policy options shown here is signifi-
cantly greater than in previous Budget Options volumes, it is not an exhaustive list: Some 
options could not be included because of time constraints or analytical complexity. The inclu-
sion or exclusion of a particular policy change does not represent an endorsement or rejection 
by CBO; to ensure impartiality, the discussion of each option summarizes arguments for and 
against it. In keeping with CBO’s mandate to provide objective analysis, the report makes no 
recommendations. 

An introductory chapter provides an overview of the volume and offers some important con-
text for understanding the options. Chapters 2 through 12 present those options, organized 
by broad themes (for example, payment for Medicare services, cost sharing in federal pro-
grams, and long-term care). Each chapter is introduced with a page of background informa-
tion about the theme. The volume is available in multiple formats on CBO’s Web site 
(www.cbo.gov).

This report is the product of an enormous effort involving more than three dozen members 
of the CBO staff over a period of many months. That effort was skillfully coordinated by 
Lara Robillard (of the Budget Analysis Division) and Lyle Nelson (of the Health and Human 
Resources Division). The volume was edited by Loretta Lettner and Leah Mazade. 
Appendix A lists the many CBO staff members who contributed to the report.

http://www.cbo.gov
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Every two years, the Congressional Budget Office 
(CBO) issues a compendium of budget options to help 
inform federal lawmakers about the implications of 
various policy choices. Because of the major fiscal and 
policy challenges associated with health care, CBO has 
expanded its work in this area and divided its Budget 
Options volume into two reports: this first volume focuses 
solely on budget options related to health care—includ-
ing financing, delivery, and access—within federal pro-
grams and the larger health care system. The second 
volume, which will consist of options not related to 
health care, will be released in 2009. In addition, CBO 
has produced a companion report, Key Issues in Analyzing 
Major Health Insurance Proposals. Both this volume of 
budget options and Key Issues are designed to help 
policymakers better understand the trade-offs and choices 
inherent in making changes, large or small, to the 
American health care system and to federal health care 
programs. 

Key Issues focuses on large-scale proposals and explains 
CBO’s approach to analyzing numerous issues that could 
arise should the Congress seek to enact major changes to 
the health care system. This volume of health-related 
budget options does not analyze large-scale proposals but 
instead presents 115 specific options, encompassing a 
broad array of issues related to the financing and delivery 
of health care—more than double the number of health-
related options included in the 2007 edition of Budget 
Options. Included are potential changes that would 
decrease spending and others that would increase it, as 
well as changes that would reduce or raise revenues. In 
keeping with CBO’s mandate to provide objective, 
impartial analysis, the report makes no recommendations. 

Addressing health care issues will be crucial to closing the 
nation’s looming fiscal gap—which is caused to a great 
extent by rising health care costs. Spending on health care 
has consumed an ever-increasing share of gross domestic 
product (GDP) over the past 45 years, and its share will 
continue to rise unless changes occur to slow the trajec-
tory (see Figure 1-1). If tax revenues as a share of GDP 
remain at current levels, additional spending for Medi-
care, Medicaid, and Social Security will eventually cause 
future budget deficits to become unsustainable. 

CBO projects that, without any changes in federal law, 
total spending on health care will rise from 16 percent of 
GDP in 2007 to 25 percent in 2025 and close to 50 per-
cent in 2082; net federal spending on Medicare and Med-
icaid will rise from 4 percent of GDP to almost 20 per-
cent over the same period. Many of the other factors that 
will play a role in determining future fiscal conditions 
over the long term pale by comparison with the chal-
lenges of containing growth in the cost of federal health 
insurance programs. 

Concerns about the rising cost of health care would be 
less pressing if there was unambiguous evidence that 
greater spending meant better health outcomes or a 
higher quality of care. The evidence, however, suggests 
that the nation’s increasing spending on health care may 
not be improving the quality of that care or health out-
comes. In addition, the fact that clear geographic varia-
tions in health care spending lead to no corresponding 
differences in measured health outcomes suggests that the 
potential exists to reduce health care spending without 
affecting the quality of health care (see Figure 1-2). 

Another challenge facing policymakers is the fact that 
roughly 45 million Americans lack health insurance. This 
volume analyzes several approaches to increasing health 
insurance coverage. Trying to improve access to, and the 
quality of, health care while simultaneously constraining 
spending is a difficult challenge, and the existence of mil-
lions of individuals without health insurance adds an 
extra layer of complexity to such efforts. 



2 BUDGET OPTIONS, VOLUME 1: HEALTH CARE

1

2

3

4

5

Figure 1-1.

Projected Federal Spending Under One Fiscal Scenario
(Percentage of gross domestic product)

Source: Congressional Budget Office.

Note: The figure, from the December 2007 Long-Term Budget Outlook, portrays CBO’s “alternative fiscal scenario,” which deviates from the 
agency’s baseline projections to incorporate some changes in policy that are widely expected to occur and that policymakers have 
regularly made in the past.
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The Options in This Volume
The options presented in this volume would generate 
increases or decreases in federal spending or revenues and 
have different implications for overall spending on health 
care. Some would result in a reallocation of total costs 
among different sectors (the federal government, busi-
nesses, households, and state and local governments) 
rather than a change in overall costs; others would involve 
some combination of shifting among sectors and an 
increase or decrease in total costs. 

In this volume, CBO has tried to be as comprehensive as 
possible, presenting options that would have a variety of 
effects. Some options would affect the behavior of indi-
viduals; others focus on the actions of health care pro-
viders. Still others would change government payment 
policies or alter the government’s role in the health care 
system. The options are grouped in chapters, each focus-
ing on a particular theme. Appendix B groups the options 
by major federal program, provider of services, or type of 
policy change.

For several options, the primary impact would be a 
potential improvement in the quality of health care, 
rather than a reduction in spending, especially over the 
10-year budget-projection window. This does not mean 
that there is no merit in pursuing options that primarily 
affect quality, rather than cost; it means, however, that 
some quality improvements, by themselves, might 
improve health outcomes but would not necessarily result 
in savings to the federal government, particularly in the 
short term. In some cases, the lack of estimated savings 
for an option may reflect the absence of evidence that 
wide-scale adoption would reduce spending measurably. 
In a few cases, there is no budget estimate for a particular 
option because CBO does not have sufficient basis to 
produce an estimate at this time. In those instances, the 
option includes a qualitative discussion. 

Each option is accompanied by a table showing the 
option’s estimated effect on spending or revenues—some 
expressed in millions of dollars, others in billions—each 
year from 2010 to 2014, as well as the total effects over 
those five years and over the 2010–2019 period. (Esti-
mated year-by-year effects on spending and revenues for 
the 2015–2019 period will be available with the Web ver-
sion of this report at www.cbo.gov.) The subsequent dis-
cussion provides general background information; 
describes the policy change envisioned in the option; 

www.cbo.gov
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Figure 1-2.

The Relationship Between 
Quality of Care and Medicare 
Spending, by State, 2004
(Composite measure of quality of care, 
100 = maximum)

Source: Congressional Budget Office based on data from the 
Centers for Medicare and Medicaid Services and from the 
Department of Health and Human Services, Agency for 
Healthcare Research and Quality, National Healthcare 
Quality Report, 2005 (December 2005), Data Tables 
Appendix, available at www.ahrq.gov/qual/nhqr05/
index.html.

Notes: The composite measure of the quality of care, based on 
Medicare beneficiaries in the fee-for-service program who 
were hospitalized in 2004, conveys the percentage who 
received recommended care for myocardial infarction, heart 
failure, or pneumonia. 

Spending figures convey average amounts by state.

identifies whether it would affect mandatory spending, 
discretionary spending, or revenues; and summarizes 
arguments for and against the change. When appropriate, 
the discussion includes references to related options 
elsewhere in this volume and to other relevant CBO 
publications. 

For options that deal with mandatory spending, CBO 
estimated the budgetary effects relative to baseline levels 
of spending that are estimated to occur under current law. 
For options affecting discretionary spending, the changes 
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(Thousands of dollars)
were calculated relative to the 2009 appropriations speci-
fied in the Continuing Resolution (Public Law 110-329), 
as adjusted for inflation. In all cases, the effects on spend-
ing were estimated by CBO. For most of the revenue 
options, budgetary effects were estimated by the staff of 
the Congress’s Joint Committee on Taxation, which is 
responsible for estimating the impact of changes to the 
Internal Revenue Code. CBO estimates other revenue 
effects that do not involve changes to the tax code. 

In general, estimates assume that a particular option 
would be enacted near the end of fiscal year 2009. The 
estimates take into account the time needed to imple-
ment each policy and the time needed for the effects to be 
fully phased in. For some options, implementation would 
be straightforward and could happen quite rapidly. Other 
options might take at least a few years to start or multiple 
years to be fully phased in. Thus, the effects of some 
options on federal spending over 10 years may seem 
modest because of small effects in the initial years. Effects 
for later years within the 10-year projection period may 
be instructive about how large the budgetary effects 
would be over a longer time period. 

Caveats
The estimates in this volume rely on CBO’s current anal-
ysis of and judgment about the response of individuals, 
firms, and providers to changes in the health care system. 
These estimates are informed by the available economic 
and health research literature and by CBO’s own work 
and analysis in this area. Many options rely on CBO’s 
Health Insurance Simulation Model to generate the esti-
mate.1 When possible, CBO has estimated an option’s 
impact on the number of individuals (presented as an 
average for a particular year) who have health insurance 
or who would participate in federal programs. 

Every option involves some trade-off or redistribution 
between parties, whether individuals, businesses, provid-
ers, or the government (state or federal). Some options 
would yield significant federal savings but would repre-
sent dramatic changes for individuals or providers—for 
example, reducing the cost of a federal program but at the 
expense of its beneficiaries. Conversely, spending options 

1. A more detailed description of the model can be found in Con-
gressional Budget Office, CBO’s Health Insurance Simulation 
Model: A Technical Description, Background Paper (October 
2007). 

www.ahrq.gov/qual/nhqr05/index.htm
www.ahrq.gov/qual/nhqr05/index.htm
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might expand access to health insurance but do so ineffi-
ciently or with secondary effects on the system that 
policymakers might find unacceptable. 

The budgetary effects of each option in this volume are 
estimated without reference to any other options. Those 
effects for a group of options cannot be added together to 
yield combined costs or savings because there could be 
significant interactions when options are combined. For 
example, a change in cost sharing for home health ser-
vices covered by Medicare could also affect an option 
related to Medicare payments for home health, but the 
estimates provided here are for each option as a stand-
alone proposal. A legislative package of several health 
options would almost surely result in interactions that 
would affect the budgetary results. 

Throughout this document, CBO uses the term “man-
date” to describe federal requirements regarding health 
care. The use of that term should not be interpreted to 
indicate that CBO has concluded those requirements 
meet the definition of “mandate” specified in the 
Unfunded Mandates Reform Act (UMRA). Some of the 
options that would affect state, local, or tribal govern-
ments or the private sector might involve federal man-
dates subject to UMRA. That act requires CBO to esti-
mate the costs of any mandates that would be imposed by 
new legislation. The discussions of the options in this 
volume, however, do not address the costs of potential 
mandates to the entities that are subject to those man-
dates, nor do they attempt to quantify the impact of 
options on state spending. In addition, many options in 
this volume include assumptions about state responses to 
policy changes, which can be difficult to predict and can 
change over time in response to the fiscal condition of 
states and other factors. 
The estimates of spending and savings presented in this 
volume are based primarily on CBO’s March 2008 base-
line, except in instances where CBO was able to incorpo-
rate the effects of new data or legislation that substantially 
modified assumptions underlying that baseline. (For 
example, Medicare’s payments to physicians were altered 
by the Medicare Improvements for Patients and Providers 
Act of 2008, Public Law 110-275). CBO will update its 
baseline projections early in 2009. For all spending 
options, the budget estimate period is fiscal years 2010 
through 2019, corresponding to the 10-year projection 
period that will be used during the next session of the 
Congress. Estimates prepared by the Joint Committee on 
Taxation are based on CBO’s March 2008 baseline and 
are for the period from 2009 through 2018; therefore, no 
2019 effect is included for any revenue option. 

Subsequent cost estimates by CBO or later revenue esti-
mates by the Joint Committee on Taxation for legislative 
proposals that resemble these options may differ from the 
estimates shown here. One reason is that the policy pro-
posals on which those later estimates would be based 
might not precisely match the options in this volume. 
Also, more detailed analysis in the future or the availabil-
ity of additional data or research results could cause 
changes in the estimates. In addition, the baseline budget 
projections against which such proposals would ulti-
mately be measured may differ because of legislative or 
administrative actions or because of other changes in 
CBO’s estimates. Finally, in some cases, CBO has not yet 
developed specific estimates of secondary impacts for 
some options that would primarily affect mandatory 
spending or revenues but that could also have other, less 
direct effects on the budget.
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In 2009, roughly 160 million people under the age 
of 65—or about three out of every five nonelderly 
Americans—are expected to obtain health insurance 
through an employer or another job-related arrangement, 
such as a plan offered through a labor union. That figure 
includes active workers, workers’ spouses and dependents 
who are covered by family policies, and nonelderly retir-
ees. About 70 million people, roughly a quarter of the 
nonelderly population, will not have access to employ-
ment-based coverage (because neither they nor a family 
member is offered such coverage). Most of those people 
are members of families whose income is less than two 
times the federal poverty level—that is, less than about 
$40,000 for a family of four. (The average cost of health 
insurance premiums for employment-based policies 
for such a family is roughly $13,000 per year.) About 
10 million nonelderly individuals, in the Congressional 
Budget Office’s estimation, will obtain insurance coverage 
through the individual insurance market. The great 
majority of those people do not have access to employ-
ment-based coverage. 

Compared with the individual market, employment-
based coverage offers several advantages, particularly for 
employees of larger firms. First, as discussed in Chapter 3, 
the tax treatment of employment-based insurance pro-
vides a subsidy from the government that substantially 
reduces the net cost of health insurance that is employ-
ment based. Second, administrative costs per enrollee can 
be reduced because of economies of scale. Sales and mar-
keting costs for insurers are relatively fixed, so as the 
number of enrollees covered by an employer’s policy 
increases, those fixed costs can be spread over a larger 
number of enrollees. As a result, the average premium 
needed to purchase a given amount of coverage is lower 
for employees of larger firms than for those of smaller 
firms, and premiums for a given amount of coverage are 
lower for employees of small firms than for people who 
purchase insurance individually. 
Regulation of private health plans by federal and state 
governments differs for individually purchased insurance 
and employment-based plans and, among employment-
based plans, for large firms and small firms (generally 
defined as those with 50 or fewer employees). State gov-
ernments for the most part are responsible for regulating 
the business of insurance; as a result, any policy that an 
individual or a firm buys from an insurance company is 
regulated at the state level. (In general, state law also gov-
erns medical malpractice and the adjudication of mal-
practice claims.)

In some cases, however, federal legislation has established 
provisions that supersede or limit states’ regulatory 
efforts. In particular, federal law exempts from state regu-
lation any coverage that is offered by an employer that 
chooses to bear the financial risk of providing health 
insurance to its employees and their dependents; in those 
instances, the employer effectively serves as the insurer. 
Although any employer could make that choice, it is 
much more common among larger firms—those that 
have enough employees to form a more certain estimate 
of the costs they are likely to incur for an enrollee in such 
insurance. 

As a result of that regulatory distinction, policies for indi-
viduals and most small employers must comply with 
requirements that vary by state regarding the benefits 
they must cover, the degree to which an insurer may vary 
the premiums it charges different people or firms and the 
factors that may be used to adjust those premiums, and 
other aspects of the policies. Health coverage provided 
through larger firms, by contrast, typically faces fewer 
regulatory or legal constraints regarding its benefits and 
premiums. Some federal rules do apply, however, includ-
ing rules that prohibit an employer from varying the 
share of premiums that employees pay on the basis of 
their health status, that limit employers’ use of exclusions 
for preexisting conditions, that require coverage of certain 
benefits, and that provide for a continuing offer of cover-
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age to employees and family members who separate from 
an employer under certain circumstances.

In principle, anyone may purchase coverage in the indi-
vidual insurance market—coverage for a single person or 
a family—but in practice, that option may be more 
attractive to some people than to others. (Such coverage is 
sometimes called nongroup insurance to distinguish it 
from group coverage, which is primarily employment 
based.) The potential for adverse selection, whereby an 
insurer ends up with a pool of enrollees who have unex-
pectedly high health care costs, may be greater in the 
individual market than in the employment-based market, 
in part because people can apply for individual insurance 
at any time—and may therefore wait until a health prob-
lem arises before seeking coverage—and in part because 
applicants do not have to be healthy enough to work. To 
address those possibilities, insurers usually “underwrite” 
the policy, a process by which they assess the health risk 
of applicants. Although most applicants are offered a 
standard premium rate (which usually varies by age), 
underwriting may result in adjustments to premiums or 
benefits (for example, to exclude coverage of known 
health conditions) or in denials of coverage. Some states, 
though, prohibit or limit those practices—which gener-
ally has the effect of reducing the premiums charged to 
older or less healthy applicants, compared with what they 
otherwise would have been, and raising the premiums 
charged to younger and healthier applicants. Many states 
have also established so-called high-risk pools, which 
offer subsidized insurance to people who have been 
denied coverage in the private market because of their 
health problems. 

About 45 million people, or roughly 17 percent of the 
nonelderly population, will be uninsured at a point in 
time in 2009, by CBO’s most recent estimates. (Those 
estimates for 2009 do not reflect the recent deterioration 
in economic conditions, however, which could result in 
a larger uninsured population.) The highest rates of unin-
surance—about 30 percent—are found among house-
holds whose income is below 200 percent of the federal 
poverty level. Among the households in that group that 
have insurance, those with income below the poverty line 
are much more likely to have public coverage, whereas 
households with income above the poverty line are more 
likely to have private insurance. Only about 12 percent 
of households below the poverty line have private cover-
age; that rate rises to more than 40 percent for those 
with income between 100 percent and 200 percent of 
the poverty level. By contrast, for households whose 
income is between 200 percent and 400 percent of the 
poverty level, about 75 percent have private coverage, and 
16 percent are uninsured. Among households with 
income greater than 400 percent of the poverty level, over 
90 percent have private coverage, and about 4 percent are 
uninsured. 

This chapter presents options that address issues related 
to the cost of and access to health insurance (both group 
and nongroup) through the private market. It includes 
options that would potentially expand coverage by creat-
ing incentives for individuals to purchase coverage and 
for firms to offer coverage. In some cases, options could 
be adjusted to include greater or lesser subsidies or penal-
ties so as to change both the number of people with 
insurance coverage and the federal costs of such interven-
tions. Some of the options also examine issues associated 
with the regulation of health insurance at the state and 
federal levels and how changes to those regulatory struc-
tures might aim to lower costs and increase coverage. 
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Option 1

Foster the Formation of Association Health Plans

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

b. Estimates exclude the potential effect of changes in discretionary spending.

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -70 -140 -220 -320 -750 -2,740

Change in Revenuesa 0 -70 -140 -230 -340 -780 -2,960

Net Effect on the Deficitb 0 0 0 10 20 30 220

Change in Discretionary Spending

Budget authority 0 5 10 16 16 47 137

Outlays 0 5 10 16 16 47 137
5

The market for employment-based health insurance dif-
fers significantly for small and large employers. Small 
employers (generally defined as having 50 or fewer 
employees) typically purchase health insurance from car-
riers licensed by the state in which the firm is located. 
The coverage offered by such carriers is subject to state 
insurance regulations, both in terms of the benefits that 
must be offered and the premiums that can be charged. 
Large employers might also purchase coverage from 
licensed carriers, but they are far more likely to self-
insure—assume the financial risk of their employees’ 
health care costs—which allows them to avoid many state 
insurance regulations. Such regulations vary considerably 
from state to state. 

In addition to being subject to state regulations, small 
employers generally incur higher costs when offering 
health insurance because they have fewer employees over 
which to spread the fixed costs associated with managing 
health insurance benefits. As such, they typically offer 
fewer benefits to their employees at higher cost than do 
large employers.

Under this option, health insurance carriers would be 
able to sell coverage to small employers through federally 
certified association health plans (AHPs). AHPs could be 
established by industry, professional, and trade associa-
tions as a vehicle for providing health care benefits to 
employees of businesses that are association members. 
Generally, AHPs would not have to cover state-mandated 
benefits and would be only partially subject to state rules 
that restrict the extent to which health insurance premi-
ums can vary within a state’s small-group market. (That 
is, because they would only have to make their plans 
available to members of the association, state rules on 
premium variation would in general not apply to as broad 
a range of firms as is the case for traditional insurers that 
must follow statewide premium-rating rules in the small-
group market.) Many firms would be able to pay lower 
health insurance premiums by purchasing coverage 
through AHPs rather than through the traditional small-
employer health insurance market, where premiums 
reflect the full extent of state insurance regulations.

In the Congressional Budget Office’s estimation, this 
option would boost the number of workers covered by 
employment-based health insurance. That increase in 
coverage would translate into higher spending for 
employers, which would be partly offset by a decrease in 
the average per capita cost of employment-based insur-
ance (because policies would cover fewer mandated bene-
fits). The net impact of those two changes would be a loss 
of federal tax revenues as compensation shifted from tax-
able wages to nontaxable fringe benefits. Enacting this 
option would reduce federal revenues by an estimated 
$780 million over the 2010–2014 period and by about 
$3.0 billion from 2010 to 2019. 

At the same time, the new coverage would be extended to 
some workers and their dependents who would otherwise 
have been covered by Medicaid. As a result, the option 
would reduce federal spending on Medicaid by 
$750 million over the 2010–2014 period and by about 
$2.7 billion over the 2010–2019 period. The option’s 
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combined effects on revenues and federal Medicaid 
spending would produce a small net increase in the 
federal deficit.

The main advantage of this option is that, by lowering 
the price of health insurance paid by some small 
employers, it would lead to an increase in the number of 
people with health insurance coverage—specifically, 
about 600,000 people would obtain employment-based 
coverage who otherwise would have been uninsured in 
2014. In addition to encouraging otherwise uninsured 
people to purchase health insurance, it would also reduce 
the average price of coverage paid by people who enrolled 
in those plans but who were already insured through 
small employers. That price reduction would be accom-
plished by offering less generous insurance benefits 
through AHPs (less generous than those a licensed insur-
ance carrier would be required to offer) and by reducing 
the administrative costs of that insurance. 

The main disadvantage of this option is that premiums in 
the regulated market would be somewhat higher than 
under current law because a disproportionate share of 
enrollees with lower-than-expected health care costs 
would leave the regulated market to obtain insurance 
through an AHP, thereby increasing the average expected 
health care costs of those remaining in the regulated 
market. 
RELATED CBO PUBLICATION: Increasing Small-Firm Health Insurance Coverage Through Association Health Plans and HealthMarts, January 2000
«CBO»
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Option 2

Allow Individuals to Purchase Nongroup Health Insurance Coverage in Any State

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 10 20 30 50 110 380

Change in Revenuesa
0 190 400 640 910 2,140 7,810

Net Effect on the Deficit 0 -180 -380 -610 -860 -2,030 -7,430
4

5

Under current law, issuers of individual health insurance 
must be licensed in the state in which they offer such pol-
icies, and those policies must comply with the laws and 
regulations of that state. States have a variety of such 
restrictions that apply to individual health insurance, 
including protections for consumers; required coverage of 
specific services or benefits; and rules affecting the offer, 
sale, rating (or pricing), issuance, and renewal of those 
policies. States’ laws and regulations can affect, for exam-
ple, the extent to which premiums are allowed to vary on 
the basis of a person’s age or health status, what benefits 
must be covered, how insurers may adjust premiums 
from year to year, and who, if anyone, may be denied 
coverage outright.

This option would permit an insurance carrier to choose 
one state in which to become licensed. As long as the car-
rier’s individual health insurance policies complied with 
the insurance laws and regulations of that state, the car-
rier would be permitted to sell those policies in other 
states and to be exempted from the laws and regulations 
of those other states.

The option would have different effects depending on 
whether individuals were expected to spend a great deal 
or a small amount for health care and whether their own 
states’ laws tightly or loosely restricted the rating and 
other features of health insurers’ policies. For example, 
under this option, individuals who had a low risk of 
incurring substantial health care costs and who lived in 
states that restricted insurers’ ability to price plans on the 
basis of their relatively healthy status might find better-
priced health plans sold by out-of-state carriers. In addi-
tion, individuals who expected to use fewer health care 
services might be more likely to seek insurance from car-
riers licensed in states that had few requirements about 
benefits and covered services. Conversely, individuals 
who expected to have a significant need for health care 
might prefer insurance sold in states that had laws ensur-
ing that certain benefits and services would be covered. 
Such individuals might also prefer to buy those policies in 
states that restricted carriers from basing the price of a 
plan on an individual’s health status. That dynamic could 
lead to conditions in which states that strictly regulated 
insurers attracted a more costly mix of enrollees than did 
states that had looser or fewer laws and regulations. In 
some instances, the rising premiums in those former 
states, to account for the more costly case mix, would 
result in a loss of coverage for some people. Over time, 
insurers located in those highly regulated states might 
need to raise their premiums or might consider leaving 
the market. As a result, highly regulated states might con-
sider loosening their regulations in an attempt to reduce 
premiums for healthy enrollees and to retain insurers. 
(Whether they did so or not, premiums for individuals 
with high expected health care spending would be higher 
under the option.)

The net result of those responses would be more relaxed 
regulations overall, higher premiums for high-cost enroll-
ees in tightly regulated states and lower premiums for 
low-cost enrollees in those states. Those changes could 
spur an increase in coverage by 2014 of an estimated 
600,000 people among those with low expected spending 
and a decrease in coverage of 100,000 among those with 
high expected spending.

This option would also have an impact on the employ-
ment-based health insurance market. The new opportu-
nities for some workers to purchase nongroup insurance 
in loosely regulated states might cause some employees to 
shift to the nongroup market, particularly employees in 
small firms located in highly regulated states. And some 
firms might be driven to drop their employment-based 
plans altogether. Some employees of those firms would 
obtain coverage in the nongroup market, but the Con-
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gressional Budget Office estimates that, under the option, 
roughly 100,000 employees and their dependents would 
become uninsured by 2014. Those shifts in coverage 
would decrease the number of uninsured individuals 
overall, on net, by roughly 400,000 in 2014, once the 
effects of the option were fully realized.

The federal budget—specifically revenues—would be 
directly affected by those changes in coverage. Tax 
receipts would rise, on balance, mainly because of the net 
movement from the employment-based market to the 
nongroup market, which would include a shift in some 
compensation from nontaxable fringe benefits to taxable 
wages. The estimated gain in revenues would be $2.1 bil-
lion between 2010 and 2014 and $7.8 billion over the 
10-year period from 2010 to 2019.

Federal outlays would rise by about $400 million over the 
2010–2019 period because a small number of individuals 
who would otherwise have been covered by employment-
based insurance would be expected to enroll in the Med-
icaid program. Overall, this option would reduce the def-
icit by $2.0 billion over the 2010–2014 period and by 
$7.4 billion over the 2010–2019 period.

A rationale for this option is that state restrictions on pre-
miums charged in the nongroup market make health care 
coverage more expensive for some individuals, thereby 
diminishing access to health insurance. This option 
would reduce the cost of coverage for those individuals by 
allowing insurers located in highly regulated states to 
choose to be regulated in states that had fewer or less 
restrictive rules. A second rationale is that the option 
could increase the number of insured individuals in the 
United States without using additional federal resources.

The option’s main drawback is that it would weaken the 
ability of states to regulate their own health insurance 
markets. It also would lead to higher premiums for peo-
ple who are expected to incur substantial health care 
costs. 

«CBO»
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Option 3

Impose a “Pay-or-Play” Requirement on Large Employers

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -40 -80 -120 -170 -410 -1,470

Change in Revenuesa 0    1,200    2,500    4,000    5,600    13,300    46,800

Net Effect on the Deficit 0 -1,240 -2,580 -4,120 -5,770 -13,710 -48,270
4

5

In 2009, about 160 million nonelderly individuals (peo-
ple younger than 65 years old) are expected to be covered 
by health insurance offered by their employer, or a family 
member’s employer, making employment-based insur-
ance the leading source of health care coverage in the 
United States. Approximately 63 percent of employers 
offered health care benefits to their employees in 2008. 
Small employers were less likely than large employers to 
offer coverage. For instance, some 60 percent of employ-
ers with 50 or fewer workers offered coverage in 2008, 
compared with 94 percent of employers with between 50 
and 200 workers and 99 percent of employers with more 
than 200 workers.

Under this option, employers with more than 50 employ-
ees would be required either to pay a set monthly fee, off-
setting some of the government’s costs of providing 
health care to the uninsured, or play, by offering their 
employees health insurance coverage that met a mini-
mum standard. This option is similar to the pay-or-play 
requirement that Massachusetts established in July 2007, 
which compels employers with 11 or more employees to 
make a “fair and reasonable” contribution toward health 
insurance in order to meet the play requirement. Employ-
ers in Massachusetts that do not contribute to their 
employees’ health insurance coverage must pay the gov-
ernment up to $295 annually per employee. 

Under this option, in order to meet the play requirement, 
large employers would have to offer their employees 
health insurance that met or exceeded a minimum actuar-
ial standard and to contribute at least 50 percent of the 
total premium cost of both single and family coverage. 
Employers would have to offer coverage to both part-time 
and full-time workers. Employers that did not meet those 
requirements would be required to pay $500 annually per 
employee to a federal agency. For illustrative purposes, 
that fee is assumed to grow at the rate of inflation as 
measured by the consumer price index for all urban con-
sumers. This option includes only a fee and does not sub-
sidize any part of the pay-or-play requirement. Although 
employers could choose to offer more-generous policies, 
qualifying health insurance coverage would have to be at 
least as generous as a high-deductible health insurance 
policy combined with a tax-sheltered savings account that 
enrollees could use to finance out-of-pocket costs for 
health care services. For 2010, the maximum deductible 
would be $1,100 for single coverage and $2,200 for fam-
ily coverage. Maximum out-of-pocket costs would be 
$5,500 for single policies and $11,000 for family policies.

This option would increase federal revenues by an esti-
mated $13 billion over the 2010–2014 period and by 
$47 billion over the 2010–2019 period. That net increase 
would result from fees collected from employers that 
either did not offer coverage or offered coverage but did 
not pay at least 50 percent of the premium. Among 
employees working part- or full-time at firms with more 
than 50 employees, approximately 18 percent would not 
be offered employment-based health insurance coverage 
if the option took effect. Another 6 percent would be 
offered coverage, but their employers would contribute 
less than 50 percent of the cost of an individual policy, in 
the Congressional Budget Office’s estimation. Two fac-
tors would offset part of that increase: lost revenues from 
additional people who were offered and took up 
employment-based coverage under the option (for whom 
compensation would be shifted from taxable wages to 
nontaxable fringe benefits); and lost revenues to the 
extent that employers paid lower wages than they 
otherwise would have to offset the fees they had to pay. 
The option would also reduce federal mandatory spend-
ing by an estimated $1.5 billion over the 2010–2019 
period because of decreased enrollment in Medicaid.
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In 2014, the option would be expected to result in 
approximately 330,000 fewer uninsured individuals and 
about 90,000 fewer individuals enrolled in Medicaid. 
That reduction in the number of uninsured people repre-
sents about 3 percent of the roughly 10 million individu-
als and dependents who are uninsured and work for (or 
are dependents of someone who works for) firms that 
would be directly affected by the mandate. If the fee was 
large enough to approach the cost of providing coverage, 
most firms would offer coverage. In that case, the reduc-
tion in the number of uninsured individuals would be 
much larger, and the net reduction in the deficit would 
be smaller.

An argument in support of this option is that it would 
probably increase the number of employers that offered 
health benefits—which is what happened in Massachu-
setts following implementation of that state’s pay-or-play 
requirement. (In Massachusetts, however, the pay-or-play 
mandate was implemented along with an individual 
mandate to obtain insurance coverage.) Increasing the 
number of people who had access to employment-based 
insurance would reduce the number of people who were 
uninsured. Of people with access to employment-based 
insurance, about 8 percent are uninsured; among those 
without access, nearly 40 percent are uninsured. 

An argument against this option is that it would impose a 
new cost on employers, even if their employees valued 
higher wages more than health insurance. Employers who 
chose to pay the fee rather than offer health benefits 
would be likely to offset at least some of those costs by 
paying lower wages or employing fewer people. 

«CBO»
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Option 4

Establish a National High-Risk-Pool Program

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 500 1,000 1,600 2,300 5,400 19,600

Change in Revenuesa 0 100 200     300     400  1,000     3,600

Net Effect on the Deficit 0 400 800 1,300 1,900 4,400 16,000
4

5

Currently, 33 states have established high-risk pools that 
provide health insurance coverage to people who have 
difficulty obtaining coverage in the individual, or non-
group, health insurance market. In contrast to the 
employment-based group insurance market, where insur-
ers provide coverage to a mix of people, regardless of 
whether they anticipate high or low levels of spending, 
nongroup market insurers (when allowed by state law) 
frequently assess the health status of applicants before 
deciding what premiums to charge or even whether to 
offer coverage at all. That practice mainly stems from the 
concern that people who seek nongroup insurance do so 
specifically because they anticipate high levels of health 
care spending. Features such as annual enrollment peri-
ods and employer subsidies, which do not exist under 
nongroup coverage, help minimize that phenomenon in 
employment-based insurance. To those in good health, 
nongroup insurers usually offer coverage at the standard 
premium rate (the average rate for applicants’ age and 
sex). For less healthy applicants, insurers typically offer 
policies that exclude coverage for certain preexisting con-
ditions or that have higher premiums—in some cases, up 
to twice the standard rate. For applicants in poor health, 
insurers may deny coverage altogether. 

State-based high-risk pools generally offer subsidized 
health insurance to those who meet one or more of three 
criteria: those who have been denied coverage by one or 
more nongroup insurers; those who received offers of 
coverage only from nongroup insurers that charged a pre-
mium above a given percentage of the standard rate; and 
those individuals with certain “presumptive condi-
tions”—such as AIDS—that would make them uninsur-
able in the nongroup market. To make the cost of cover-
age more affordable for participants, high-risk pools 
typically cap enrollees’ premiums at 125 percent to 
150 percent of the standard rate (although some high-risk 
pools charge up to 200 percent). 
Because high-risk pools do not charge enough in premi-
ums to cover the costs of the claims they pay, they require 
additional funds. In 2006, high-risk pools paid approxi-
mately $600 million more in claims than they collected 
in premiums. To make up the difference, states usually 
subsidize their high-risk pools with state revenues, often 
from assessments on insurance companies. Since 2004, 
the federal government has provided additional subsidies 
to state high-risk pools that meet certain criteria, such as 
charging no more than 200 percent of the standard rate 
and requiring that enrollees have a choice of two or more 
coverage options within the pool. Those subsidies, in the 
form of seed grants for starting new high-risk pools and 
operating grants that cover pool losses, are relatively 
small, consisting of less than $100 million in a given year.

This option would require that all states establish high-
risk pools and provide full federal subsidies for each 
enrollee. Eligibility would be based on the three criteria 
noted above used by existing state pools. Enrollees would 
be responsible for paying premiums of up to 150 percent 
of the standard rate (adjusted for the enrollee’s age and 
sex), and the federal government would pay for all excess 
premium costs above that amount. Because states with 
community-rated nongroup markets would not typically 
be eligible for those funds—because people in poor 
health can receive policies in community-rated states at 
the standard rate—this option would offer those states 
subsidies to lower the premiums for all nongroup enroll-
ees. Subsidies to states would take the form of capped 
allotments determined by a formula based on the esti-
mated number of uninsured individuals residing in the 
state who are in poor health. 

This option would increase outlays by an estimated 
$5.4 billion over the 2010–2014 period and by $19.6 bil-
lion over the 2010–2019 period. Because some individu-
als with employment-based coverage would choose to 



14 BUDGET OPTIONS, VOLUME 1: HEALTH CARE

2

2

3

4

5

enroll in the risk pools provided under this option, tax 
revenues would increase as compensation shifted from 
nontaxable fringe benefits to taxable wages. As a result, 
the option would increase tax revenues by an estimated 
$1.0 billion over the 2010–2014 period and by $3.6 bil-
lion over the 2010–2019 period. The net effect would be 
to increase deficits by an estimated $4.4 billion over the 
2010–2014 period and by $16.0 billion over the 2010–
2019 period. The option would result in a net 175,000 
additional people obtaining coverage in 2014 who other-
wise would have been uninsured; that net change 
includes roughly 50,000 people who would lose coverage 
under the option as a result of their employers’ ceasing to 
offer health insurance. About two-thirds of the federal 
subsidy would go to people who would have already had 
nongroup coverage (some of whom would also have been 
in high-risk pools) or who would have had employment-
based coverage under current law.

A rationale for federally financed high-risk pools adminis-
tered at the state level would be to expand insurance cov-
erage options for those who were not eligible for either 
employment-based or public coverage and who would 
have had difficulty purchasing individual coverage 
because of their poor health status. Individuals in poor 
health arguably are in the greatest need of health insur-
ance and the access to care it could provide. Although a 
federal grant program currently exists to defray the start-
up and operating costs of pools, only five states have 
begun high-risk pools since the grants became available, 
suggesting that additional federal financing might be 
needed to expand high-risk pools in more states. Finally, 
the subsidies provided for high-risk individuals could 
result in slightly lower premiums for non-high-risk-pool 
enrollees to the extent that premiums for such individuals 
were increased to make up for insurers’ losses for higher-
risk individuals (some of whom would now be receiving 
high-risk-pool subsidies). 

Conversely, federally financed high-risk pools are costly 
and would substitute for spending currently undertaken 
by 33 states, thus subsidizing individuals in those states 
who already have coverage. Federal costs could be 
reduced if states with existing high-risks pools were 
required to maintain their current level of financing or if 
states were required to pay a specified matching percent-
age, as is the case with Medicaid and the State Children’s 
Health Insurance Program. 

«CBO»
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Option 5

Establish a National Reinsurance Program to Provide Subsidies to Insurers and 
Firms for Privately Insured Individuals 

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Subsidize Insurance for All Privately Insured High-Cost Individuals 

Change in Mandatory Spending 0 26.0 56.0 88.0 125.0 295.0 1,044.0

Change in Revenuesa 0  7.0 16.0 25.0 35.0     83.0 292.0

Net Effect on the Deficit 0 19.0 40.0 63.0 90.0 212.0 752.0

Subsidize Only Nongroup and Small-Firm Group Insurance for High-Cost Individuals 

Change in Mandatory Spending 0 9.0 18.0 29.0 41.0 97.0 342.0

Change in Revenuesa 0  2.0    4.0    7.0    9.0 22.0    77.0

Net Effect on the Deficit 0 7.0 14.0 22.0 32.0 75.0 265.0
5

Private health insurers and firms that self-insure by 
directly paying for medical claims themselves typically 
purchase reinsurance, which is available from private 
reinsurance companies, to limit their costs for covered 
individuals whose medical bills exceed a defined thresh-
old. Reinsurance pays all or a portion of an individual’s 
remaining medical claims once a threshold dollar value of 
claims is exceeded. In that way, it reduces the variability 
in a business’s health care costs from year to year, but it 
does not reduce the overall amount that reinsured firms 
pay in the long run—the firms must pay premiums to the 
reinsurer that, on average, cover the claims’ costs. Under 
current law, the federal government does not provide 
direct financial assistance for reinsurance to firms that 
have employees or retirees with large medical bills. The 
objective of this option would be to reduce the portion of 
premiums that individuals and employers must pay, 
thereby encouraging more firms to offer coverage and 
more individuals to take up coverage.

Under one alternative of this option, the federal govern-
ment would reimburse all insurers and firms that self-
insure for 75 percent of their medical claims above 
$50,000 in one year for any single worker or retiree, or 
for their dependents. (After 2010, that figure would be 
indexed to the projected growth in premiums per capita 
for employment-based insurance.) The government 
would extend such subsidies to all privately insured indi-
viduals in both group and nongroup (individually pur-
chased) plans. About 2 million privately insured individ-
uals are expected to incur health expenditures of more 
than $50,000 in 2010; those expenditures will account 
for roughly 15 percent of all private health care expendi-
tures in that year. 

This version of the option would increase outlays by an 
estimated $295 billion over the 2010–2014 period and 
by $1.0 trillion over the 2010–2019 period. Those esti-
mated costs would be net of savings to the Medicaid pro-
gram because approximately 500,000 enrollees would 
obtain employment-based insurance who otherwise 
would have had Medicaid coverage. Those savings to 
Medicaid would be $4.0 billion over the 2010–2014 
period and $10.0 billion over the 2010–2019 period. In 
addition, because this alternative would lower health 
insurance premiums for employers, tax revenues would 
increase as compensation shifted from nontaxable fringe 
benefits to taxable wages. The option would boost tax 
revenues by an estimated $83 billion over the 2010–2014 
period and by $292 billion over the 2010–2019 period. 
The net effect would be to increase deficits by an esti-
mated $752 billion over the 2010–2019 period. In 2014, 
roughly 2.6 million people who otherwise would have 
been uninsured would obtain private coverage.1 

An alternative version of this option would provide the 
same subsidy but only to insurers in the nongroup market 

1. That estimate incorporates the assumption that insurers providing 
coverage through the Federal Employees Health Benefits program 
would not receive subsidies for reinsurance. 
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and to firms in the group market with fewer than 100 
employees. This version of the option would increase 
outlays by much less—an estimated $97 billion over the 
2010–2014 period and $342 billion over the 2010–2019 
period. That cost is net of savings to the Medicaid pro-
gram, which are estimated to be $3.0 billion over the 
2010–2014 period and $8.0 billion over the 2010–2019 
period. The option would increase tax revenues by an 
estimated $22 billion over the 2010–2014 period and by 
$77 billion over the 2010–2019 period. The net effect 
would be to increase deficits by an estimated $265 billion 
over the 2010–2019 period. That estimate does not take 
into account the potential budgetary effects of firms’ 
reorganizing to become eligible for the subsidy offered to 
firms with fewer than 100 employees. Under this alterna-
tive, roughly 2.1 million people who otherwise would 
have been uninsured would obtain private coverage in 
2014. 

A rationale for a federally financed program of subsidies 
for privately insured individuals with high medical costs 
is that it would reduce premiums for private health insur-
ance and lessen the variability in those premiums for 
companies and their employees. In contrast to private 
reinsurance, which is funded through the premiums paid 
by those who purchase the coverage, the federal subsidies 
to be provided under this option would be paid for 
through general revenues. Premiums for health insurance 
would thus be lower because the 75 percent of health care 
costs that exceeded the specified threshold would be paid 
for with government funds and would not need to be 
covered by premiums. In particular, the option would 
help smaller businesses and firms by substantially reduc-
ing the potential for very high insurance costs incurred by 
one or a few employees with very large health expendi-
tures in a given year. As noted above, this option would 
increase insurance coverage among individuals who oth-
erwise would have been uninsured.

An argument against the option is that a program of fed-
eral subsidies for individuals with high medical expenses 
would be costly and would displace purchases of reinsur-
ance in the private market. In addition, because the subsi-
dies would pay for medical costs above a specified thresh-
old, the option might lessen the incentive that insurers 
and firms have to control such costs. 

«CBO»
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Option 6

Require States to Use Community Rating for Small-Group 
Health Insurance Premiums

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 20 40 70 100 230 830

Change in Revenuesa 0    160    340    530    740    1,770    5,930

Net Effect on the Deficit 0 -140 -300 -460 -640 -1,540 -5,100
4

5

Currently, the way that states regulate their small-group 
health insurance markets—which typically pertain to 
employers with 50 or fewer employees—varies consider-
ably. One aspect of that variation is the extent to which 
states allow insurers to charge different groups of employ-
ees different rates on the basis of their age, health status, 
or other characteristics. Although several states allow 
insurers to charge premiums with essentially no restric-
tions, most use “rate bands” to limit the extent to which 
premiums may vary across groups (for instance, no more 
than 25 percent above or below the state average for a 
given insurance product for reasons related to the health 
status of the group). Some states limit premium variation 
further by prohibiting insurers from using health charac-
teristics (though they might still allow the use of age) as a 
basis for varying premiums. A few states mandate pure 
community rating—that is, they require that insurers 
charge all groups the same premium for a given health 
insurance policy (allowing for an adjustment based on 
geographic considerations).

This option would require that all states employ pure 
community rating for their small-group markets, allow-
ing variations in premiums only on the basis of geogra-
phy. In states with little or no such regulation currently, 
the option would result in small groups of employees 
with low expected health care use being charged higher 
rates and groups with relatively high expected health care 
use being charged lower rates. This option would have a 
smaller effect in states that already had limits on pre-
mium variation in their small-group markets.

Under this option, total enrollment in the small-group 
health insurance market would fall by about 400,000 
people, or about 1 percent of current enrollment, by 
2014. That drop in enrollment would reflect the 
combined effect of two developments: an increase in 
enrollment of about 300,000 employees and their depen-
dents with high expected health care spending who 
would see premiums decline as a result of the new policy; 
and a larger decrease in enrollment of workers and depen-
dents with low expected health care spending who would 
see premiums increase. The net decrease in enrollment 
would be larger in later years because the initial changes 
in overall enrollment would lead to a pool of enrollees in 
each state with somewhat higher levels of health care 
spending, requiring insurers to subsequently raise premi-
ums on average, resulting in further net declines in 
enrollment. Of those employees who would have been 
insured in the small-group market under current law, 
approximately 45 percent would be uninsured, 30 per-
cent would be enrolled in the nongroup market, 20 per-
cent would have employment-based insurance through a 
spouse, and 5 percent would be enrolled in public cover-
age or other options. 

The option would increase federal revenues by about 
$6 billion over 10 years (2010 to 2019). That amount is 
the net effect of a $11 billion increase in federal revenues 
from individuals who leave employment-based coverage 
to become uninsured or take up coverage in the non-
group market, and a $5 billion decrease in revenues 
related to people who gain employment-based coverage. 
Gaining employment-based coverage reduces federal rev-
enues because some compensation is shifted from taxable 
wages to nontaxable fringe benefits. Losing employment-
based health insurance would have the opposite effect. In 
addition, federal outlays would rise by about $800 mil-
lion over 10 years because a small number of those indi-
viduals otherwise covered by employment-based insur-
ance would be expected to enroll in the Medicaid 
program. Overall, this option would reduce the deficit by 
$1.5 billion over the 2010–2014 period and by $5.1 bil-
lion over the 2010–2019 period.
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Arguments in favor of this option are that it would 
reduce the price of health insurance for those who, it 
could be argued, most need it—those who are unhealthy. 
Workers in poor health also have lower incomes, on aver-
age, than those in better health; thus, this option would 
make insurance more affordable for those less able to 
afford coverage. 
An argument against this option is that it would reduce 
overall coverage in the small-group market. The option 
also would preempt existing state laws, which are likely to 
reflect variation in attitudes about how much less-healthy 
people should pay for insurance relative to more-healthy 
people. 

«CBO»
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Option 7

Create a Voucher Program to Expand Health Insurance Coverage

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 2,000 4,110 6,330 8,660 21,100 68,000

Change in Revenuesa 0       70     140     220     310        740     2,520

Net Effect on the Deficit 0 1,930 3,970 6,110 8,350 20,360 65,480
4

5

To extend health insurance coverage to uninsured people, 
policymakers have proposed various options, including 
offering direct subsidies or tax-related inducements to 
individuals who purchase coverage or to firms who offer 
it to their employees; expanding Medicaid and the State 
Children’s Health Insurance Program (SCHIP); changing 
the rules that regulate private insurance; and requiring 
employers to offer coverage. 

This option would create vouchers that uninsured people 
could use to purchase coverage in the individual health 
insurance market that meets a minimum coverage stan-
dard. The voucher would pay as much as 70 percent of 
the total cost of insurance premiums for such coverage, 
not to exceed $1,500 for an individual and $3,000 for a 
family in 2010. (Those amounts would be indexed for 
general price inflation in subsequent years.) The vouchers 
would be available to people whose household income 
was below 250 percent of the federal poverty level. (The 
value of the voucher would be phased out for people with 
income between 200 percent and 250 percent of the fed-
eral poverty level). The vouchers would be provided in 
the same year in which the individual or family was cov-
ered by a qualified plan, often referred to as being 
“advanceable,” and would not be available to individuals 
who were enrolled in Medicare, Medicaid, or SCHIP. 

Under this option, the estimated cost of the vouchers 
would be about $21 billion over the 2010–2014 period 
and roughly $68 billion over the 2010–2019 period. 
However, the effect on the federal deficit would be 
slightly smaller than those amounts because of an increase 
in revenues ($2.5 billion over the 10-year period) owing 
to a small shift that the subsidy would generate from 
employment-based coverage to coverage in the individual 
market. The increase in tax revenues would occur as com-
pensation for those individuals shifted from nontaxable 
fringe benefits to taxable wages. (Under the option, self-
employed individuals could continue to deduct the 
unsubsidized portion of their premiums from their 
taxable income.)

Of the roughly 4 million people who would use the 
voucher in a typical year, about 1.6 million would already 
have had coverage in the individual health insurance mar-
ket without the voucher. Of the remaining 2.4 million 
people, about 2.3 million would have been uninsured 
without the subsidy, and about 100,000 would have had 
employment-based coverage. The net reduction in the 
number of uninsured people under this option would be 
about 2.2 million in 2014—because approximately 
100,000 people would become newly uninsured as some 
small employers elected not to offer insurance because of 
the new subsidy. Because of the subsidy, health insurance 
in the individual market would become less expensive, 
and as a result, some firms would opt to provide their 
employees with higher cash wages rather than offer health 
insurance. Although such a change might benefit a firm’s 
employees on average, some previously insured employees 
could face higher premiums in the individual market 
(perhaps because of adverse health conditions) and conse-
quently might forgo insurance coverage altogether. 

A rationale for this option is that it would increase the 
affordability of health insurance—particularly for the 
roughly 27 million people who have income below 
250 percent of the federal poverty level and no access to 
Medicaid, SCHIP, or employment-based insurance, 
about 20 million of whom are uninsured. Moreover, sub-
sidies for the purchase of insurance in the individual mar-
ket would address an imbalance in the current health 
insurance marketplace: the favorable tax treatment cur-
rently accorded employment-based health insurance and 
insurance bought by self-employed people. 
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A potential drawback of this option is that nearly half of 
the funds would go to people who otherwise would have 
had insurance coverage even without the subsidy. In addi-
tion, although the option would expand health insurance 
coverage overall, it would reduce coverage for a small 
number of workers whose employers would drop their 
coverage because of the new subsidy. Moreover, by pro-
viding a subsidy in the form of a fixed-dollar amount, the 
voucher would provide less assistance on a percentage 
basis for people with higher expected health care costs, 
who are often charged higher premiums in the individual 
market because of preexisting or chronic medical 
conditions. 

The estimates presented here incorporate the assumption 
that an effective method of distributing the vouchers 
could be developed. Nevertheless, another set of concerns 
relates to how much program participation would 
depend on the mechanism used to distribute the vouchers 
and when the funds would become available. For exam-
ple, an eligibility criterion based on household income 
would most likely be difficult to administer, and partici-
pation could be impeded if the application and eligibility 
determination process for obtaining the vouchers was 
burdensome. Because lower-income households would be 
more likely to have trouble financing the cost of the pre-
miums up front, participation might also be limited if 
voucher funds were not available until the individual or 
household filed an income tax return for the prior year. 
However, one concern about an “advanceable” voucher 
option is that some lower-income families might be reluc-
tant to participate if they were unsure that their house-
hold income in the coming year would remain low 
enough to allow them to qualify for the program.
RELATED CBO PUBLICATIONS: The Price Sensitivity of Demand for Nongroup Health Insurance, August 2005; and CBO’s Health Insurance 
Simulation Model: A Technical Description, October 2007
«CBO»
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Option 8

Limit Awards from Medical Malpractice Torts

a. Estimates include potential savings realized by the U.S. Postal Service, whose spending is classified as off-budget. 

b. Estimates exclude the potential effect of changes in discretionary spending.

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spendinga 0 -360 -370 -370 -480 -1,580 -4,320

Change in Revenues    30     80    100   120    130       460   1,310

 Net Effect on the Deficitb -30 -440 -470 -490 -610 -2,040 -5,630

Change in Discretionary 
Spending

 Budget authority 0 -10 -10 -10 -20 -50 -160

 Outlays 0 -10 -10 -10 -20 -50 -160
5

Under common law, individuals may pursue civil claims 
against physicians and other health care providers for 
alleged torts, or breaches of duty that result in personal 
injury. That system of tort law has twin objectives: deter-
ring negligent behavior on the part of providers and com-
pensating claimants for losses they incur (including lost 
wages, medical expenses, and pain and suffering) as the 
result of an injury caused by negligence. Malpractice 
claims are generally pursued through the state courts, and 
states have established various rules by which those claims 
are adjudicated. Nearly all health care providers obtain 
malpractice insurance to protect against the risk of having 
to pay a very large malpractice claim. Ultimately, the cost 
of that insurance results in higher medical costs because, 
in order to pay for the premiums, providers must charge 
their patients higher fees. In addition, some research sug-
gests that providers may engage in “defensive medi-
cine”—providing services that are unnecessary but that 
may help reduce the risk of litigation. The evidence, how-
ever, is not conclusive, and whether limits on malpractice 
torts have an impact on the practice of medicine has been 
subject to some debate. (The Congressional Budget 
Office has examined the issue by looking at the experi-
ence of states that implemented limits on torts and has 
not found sufficient evidence to conclude that practicing 
defensive medicine has a significant effect on health care 
spending.)1

1. See Congressional Budget Office, Medical Malpractice Tort Limits 
and Health Care Spending (April 2006).
This option would impose certain nationwide curbs on 
medical malpractice torts. Many states have enacted some 
or all of these limits, whereas others have very few restric-
tions on malpractice claims. The tort limits include caps 
on noneconomic damages (also known as pain and suf-
fering) and on punitive damages; a shortened statute of 
limitations; restrictions on the use of joint-and-several lia-
bility; and changes to rules regarding collateral sources of 
damages.2 Specifically, the limits would be as follows:

B A cap of $250,000 on awards for noneconomic 
damages;

B A cap of $500,000 (or two times the value of awards 
for economic damages) for punitive damages;

B A statute of limitations of one year from the date of 
discovery of the injury for adults, and three years in 
the case of children;

B The joint-and-several liability rule would be replaced 
by the fair-share rule, under which a defendant in a 
lawsuit would be liable only for the percentage of the 
final award that was equal to that defendant’s share of 
responsibility for the injury; and

2. Under the joint-and-several liability rule, all of the defendants in 
a lawsuit are individually responsible for the entire amount of the 
award. An example of a collateral source of income is the amount 
paid by a plaintiff ’s health insurer to cover health care services 
provided to a patient as a result of an injury resulting from 
malpractice.
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B Evidence of income from collateral sources (such as 
life insurance payouts and health insurance) would be 
allowed to be introduced at trial.

Imposing limits on malpractice torts could reduce health 
care spending, though the magnitude of that reduction is 
subject to some debate. By reducing the average size of 
malpractice awards, tort limits would ultimately reduce 
the cost of malpractice insurance premiums. But in 
CBO’s estimation, the effect would be relatively small—
less than 0.5 percent of total health care spending. 
Because premiums paid by employers for health insur-
ance are excluded from employees’ taxable income, reduc-
ing such premiums would, on average, increase the share 
of employees’ compensation that was taxable and thereby 
increase federal tax revenues. The effect on tax revenues 
would be an increase of an estimated $460 million over 
the 2010–2014 period and of $1.3 billion over the 2010–
2019 period. By reducing overall health care spending, 
this option would also reduce the cost of some federal 
programs, including Medicare, Medicaid, and the Federal 
Employees Health Benefits program. The total amount 
of savings in mandatory spending from those programs 
would be approximately $1.6 billion over the 2010–2014 
period and about $4.3 billion over the 2010–2019 
period. Discretionary savings would amount to about 
$50 million over the 2010–2014 period and nearly 
$160 million over the 2010–2019 period, if the amounts 
appropriated for federal agencies were reduced accord-
ingly.

Proponents of limits on malpractice torts believe that 
such limits could reduce health care spending by much 
more than CBO’s estimate, perhaps by as much as 7 per-
cent to 9 percent, primarily because of the reduction in 
the practice of defensive medicine. Advocates also argue 
that tort limits would ease concerns about whether the 
number of physicians in certain areas of the country, 
especially those with high malpractice premium costs, is 
adequate. For example, annual malpractice premiums for 
obstetricians exceed $100,000 in some areas. Such high 
premiums probably deter some physicians from practic-
ing in those areas.

An argument for not making this change is that tort lim-
its could relax health care providers’ incentive to avoid 
making mistakes that could injure patients. Reducing 
the amount of money that could be collected in the case 
of a medical injury might cause providers to exercise less 
caution, resulting in an increase in the number of medical 
injuries attributable to negligence. In addition, those who 
suffered substantial harm as a result of medical negligence 
might not be able to obtain full compensation for their 
injuries.

«CBO»
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The Tax Treatment of Health Insurance

Health  insurance provided through employment 
is the most common source of coverage for people in the 
United States who are under the age of 65. In 2009, 
about 160 million nonelderly Americans, including 
workers, their spouses, and dependents, are expected to 
receive health insurance through employment. In 2008, 
on average, employers contributed 73 percent of the cost 
of a family policy for their employees and 84 percent of 
the cost of an individual policy. Although employer-paid 
premiums for health insurance are considered part of 
employees’ total compensation, they are exempt from 
individual income taxes and payroll taxes and are thus 
excluded from employees’ taxable income. In addition, 
employees of firms that offer “cafeteria plans”—plans that 
allow employees to choose between taxable cash wages 
and nontaxable fringe benefits—may pay their share of 
premiums for employment-based health insurance with 
pretax earnings. The tax-preferred treatment of employ-
ment-based insurance is effectively a subsidy that is larger 
for individuals who are subject to the highest marginal 
tax rate (that is, whose last dollar of income is taxed at the 
highest rate). The exclusion of premiums for employ-
ment-based health insurance resulted in a tax expenditure 
(that is, forgone revenues) of $246 billion in 2007, of 
which $145 billion and $101 billion were attributable, 
respectively, to individual income tax and payroll tax 
receipts. 

Self-employed individuals who purchase health insurance 
on their own also enjoy preferential tax treatment but to a 

lesser extent than those with employment-based insur-
ance: Premiums paid by self-employed workers may be 
deducted from income that is subject to individual 
income taxes but not from income that is subject to pay-
roll taxes. 

This chapter comprises options that would change the 
current tax treatment of health insurance. For example, 
some options would limit the tax preference for employ-
ment-based health insurance, whereas others would 
extend a tax deduction to all who purchased insurance, 
regardless of whether they purchased it through their 
employer.

Several of the options that affect the tax treatment of 
employment-based insurance may also affect Social Secu-
rity benefits. Those benefits are based on taxable wages, 
and if one or more of the options was implemented, the 
amount of compensation that workers received in the 
form of wages would most likely change. The Congres-
sional Budget Office estimates that the effects of those 
options on spending would be small relative to their 
effects on revenues; as a result, CBO has not reported 
such spending effects in this volume. 

The Joint Committee on Taxation provided estimates of 
the budgetary effects of the options in this chapter. Those 
estimates cover the 10-year period from 2009 to 2018; no 
figures for 2019 are available for these options.



24 BUDGET OPTIONS, VOLUME 1: HEALTH CARE

3

3

4

5

Option 9

Reduce the Tax Exclusion for Employment-Based Health Insurance and the 
Health Insurance Deduction for Self-Employed Individuals

Source: Joint Committee on Taxation.

Note: Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

Although employer-paid premiums for health insurance 
are part of many employees’ total compensation, those 
premiums are exempt from individual income taxes and 
payroll taxes. Employees at firms offering “cafeteria 
plans”—plans that allow employees to choose between 
taxable cash wages and nontaxable fringe benefits—can 
pay their share of premiums for employment-based 
health insurance with pretax earnings. In addition, 
employees’ contributions to flexible spending accounts 
(FSAs) and employers’ contributions to health savings 
accounts (HSAs) are not subject to income and payroll 
taxes. Health insurance premiums paid by self-employed 
individuals also receive favorable tax treatment: People 
who are self-employed can take an “above-the-line” 
deduction from their adjusted gross income for such pre-
miums, even if they do not itemize other deductions. 

This option would limit the extent to which employer-
paid health insurance premiums and contributions to 
FSAs and HSAs could be excluded from income and pay-
roll taxation. Specifically, it would include in employees’ 
taxable income any contributions that employers or 
employees made for health insurance and for health care 
costs (through FSAs or HSAs) that together exceeded 
$1,440 a month for family coverage or $565 a month for 
individual coverage. Those limits, which are based on the 
75th percentile for health insurance premiums paid by or 
through employers in 2010, would be indexed for infla-
tion. The limits would also apply to the deduction for 
health insurance available to self-employed individuals.

Such a restriction would increase revenues from income 
and payroll taxes by a total of $108 billion over the 
2009–2013 period and by $452 billion over the 2009–
2018 period. The increase in Social Security payments 
resulting from including employers’ contributions for 
health care coverage in employees’ taxable income—and 

thus in the wage base on which Social Security benefits 
are calculated and in the indexing of the benefit for-
mula—is not included in those estimates. By raising the 
after-tax price of health insurance, this option would 
increase the number of uninsured individuals by more 
than 3.2 million in 2014.

Many analysts believe that the tax preference for 
employment-based health insurance distorts the markets 
for health insurance and health care. Current tax law pro-
vides incentives for health insurance plans to cover rou-
tine expenses as well as large, unexpected costs because 
routine charges are subsidized (through the tax exclusion) 
only if they are paid for through an insurance plan (or 
FSA). In contrast, under this option, employees and their 
employers would have an incentive to buy less expensive 
insurance and to reduce contributions to FSAs and HSAs 
for health care spending—which could diminish upward 
pressure on prices for health care and encourage the use 
of more-cost-effective types of care. 

An argument against this option is that it would increase 
the number of uninsured Americans because it would dis-
courage employers from offering insurance to their work-
ers. Another argument against the option is that the 
effects of setting fixed dollar limits on excluded health 
care spending would differ among workers, depending on 
their location or on the age and health status of their 
firm’s workforce. For example, the additional costs that 
would be subject to taxation under the option would be 
greatest for workers who lived in areas where health care 
was more expensive and for workers who were employed 
by firms that offered generous health benefits; costs 
would also be larger for employees of firms that had 
higher premiums because of the age or poor health of 
their employees.

«CBO»

Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues -0.7 13.7 24.6 31.4 39.1 108.1 452.1
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Option 10

Replace the Income Tax Exclusion for Employment-Based
Health Insurance with a Deduction

Source: Joint Committee on Taxation.

Note: Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

Taxpayers currently may be eligible for one or more tax 
benefits that effectively reduce the cost of their health 
insurance. Although employer-paid premiums are part of 
many employees’ total compensation, those premiums are 
exempt from individual income taxes and payroll taxes. 
Employees at firms offering “cafeteria plans”—plans that 
allow employees to choose between taxable cash wages 
and nontaxable fringe benefits—can pay their share of 
premiums for employment-based health insurance with 
pretax earnings. In addition, employees’ contributions to 
flexible spending accounts (FSAs) and employers’ contri-
butions to health savings accounts (HSAs) are not subject 
to income and payroll taxes. Self-employed individuals 
can take an “above-the-line” deduction for health insur-
ance premiums. (Above-the-line deductions are those 
that taxpayers can claim along with their standard deduc-
tion even if they do not itemize other deductions.) 

Under this option, a single above-the-line deduction for 
health insurance premiums would replace both the cur-
rent income tax exclusion for employer-paid premiums 
and the deduction for self-employed individuals with 
health insurance.1 Employer-paid premiums for health 
insurance, as well as contributions to FSAs and HSAs, 
would continue to be excluded from payroll taxes. 
Employees’ contributions to FSAs and employers’ contri-
butions to HSAs would be deductible under the option. 
The deduction would phase out for taxpayers with 
income above a certain point. 

Under this option, the deduction would begin to phase 
out at the following income levels: $80,000 for unmar-
ried filers and $160,000 for married couples filing jointly. 

Beyond that point, each additional dollar of adjusted 
gross income (AGI) would reduce the deduction incre-
mentally by 25 cents until the deduction was completely 
phased out. Those limits would be indexed for inflation. 
With that structure, the deduction would raise revenues 
by about $182 billion over the 2009–2013 period and by 
$552 billion over the 2009–2018 period. The increase in 
Social Security payments that results from including 
employers’ contributions for health care coverage in tax-
able income—and thus in the wage base on which Social 
Security benefits are calculated—is not included in that 
estimate. Because the option would increase the after-tax 
price of health insurance for higher-income taxpayers, it 
is estimated to increase the number of uninsured people 
by 1.5 million in 2014.

One rationale for this option is that it would increase 
consumers’ awareness of the costs of health insurance. 
The current tax treatment of health insurance premiums 
creates an incentive for employees and self-employed 
individuals to purchase more insurance than they would 
if they had to pay the full cost themselves. By compari-
son, the option would encourage taxpayers whose health 
insurance payments were no longer exempt from the 
individual income tax to purchase less expensive health 
care. Taxpayers whose tax benefit was unchanged might 
also become more cost-conscious. If the option was 
implemented, employers would be required to report the 
health insurance premiums they paid for each employee 
on the employee’s W-2 form. That, too, would increase 
workers’ awareness of the total costs of health insurance, 
possibly encouraging workers to purchase less costly 
coverage. 

Another rationale for the option would be to enhance the 
equity of the tax system. Current provisions link the size 
of the tax benefit to a taxpayer’s marginal tax rate (the rate 
on the last dollar of income), which generally results in 

 Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues -0.4 28.0 45.4 51.4 57.1 181.5 552.2

1. Because the option would replace the exclusion in effect under 
current law with a deduction, adjusted gross income would 
include premiums paid by employers or by employees through 
cafeteria plans.
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higher subsidies for people with higher income. The 
option would reduce the subsidy for higher-income 
taxpayers while maintaining the same level of subsidy for 
taxpayers of low or moderate income. 

An argument against this option is that it would increase 
the number of uninsured individuals, in part because it 
would lead some employers to stop offering health insur-
ance coverage. However, many firms would probably 
maintain their current health care plans because the 
majority of their workers would retain all or most of the 
tax advantages they receive from acquiring health insur-
ance through the workplace. 

Another argument against the option is its complexity. 
Under the option, employers who self-insured would be 
required to determine the cost of providing single and 
family plan health insurance and to inform employees of 
those amounts—bookkeeping responsibilities that could 
prove burdensome. Taxpayers would have to report those 
amounts on their tax returns, and if their income fell 
within the deduction’s phaseout range, they would also 
have to compute the amount of the deduction that they 
were allowed to claim. 

«CBO»
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Option 11

Replace the Income and Payroll Tax Exclusion with a Refundable Credit 

Source: Joint Committee on Taxation.

Note: Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Certain tax benefits effectively reduce the cost of health 
insurance for some taxpayers. For example, employer-
paid premiums are exempt from individual income taxes 
and payroll taxes, and employees at firms that offer “cafe-
teria plans”—which allow employees to choose between 
taxable cash wages and nontaxable fringe benefits—can 
pay their share of premiums for employment-based 
health insurance with pretax earnings. Nontaxable forms 
of compensation do not affect eligibility for or the 
amount of other tax benefits (for instance, the earned 
income tax credit) that are based on earnings or adjusted 
gross income. Other tax benefits include an “above-the-
line” deduction for health insurance premiums that self-
employed individuals can take. (Taxpayers can claim 
above-the-line deductions along with their standard 
deduction even if they do not itemize other deductions.) 
For other individuals who buy health insurance through 
the nongroup (individual) market, premiums may be 
deducted only if those taxpayers itemize their deductions 
and their medical expenses exceed 7.5 percent of their 
adjusted gross income. 

Under this option, a refundable tax credit for health 
insurance premiums would replace the current income 
and payroll tax exclusion for employer-paid premiums 
and the deduction for self-employed individuals with 
insurance. Taxpayers could claim the credit—which 
would equal 25 percent of the premium—even if they 
did not work for an employer that offered health insur-
ance. The credit would be refundable, which means that 
people could receive the full amount even if they had lit-
tle or no income tax liability. 

The refundable tax credit for health insurance that this 
option would implement would phase out for taxpayers 
with income above a certain point. The starting point for 
the phaseout range for the credit would be $80,000 for 
unmarried filers and $160,000 for married couples who 
filed jointly. Beyond that point, each additional dollar 
of adjusted gross income would reduce the credit by 

25 cents. Under that structure, replacing the current-law 
tax exclusion with the more limited credit would increase 
revenues by $206 billion over the 2009–2013 period and 
by $606 billion over the 2009–2018 period. The net 
increase in uninsured persons would be an estimated 
2.6 million people in 2014. This option would shift reve-
nue from the general services account in the budget to 
the Medicare and Social Security trust funds because 
employer-paid health insurance would now be subject to 
payroll taxes. For example, the trust funds would gain 
$102 billion in 2013. 

Taxpayers with income below the phaseout range could 
receive the full credit in advance. They could claim the 
advance credit on their prior year’s tax return, using their 
income and filing status in that year to determine eligibil-
ity for the advance credit. The advance credit payment 
would be transferred directly to their insurer to pay for 
the taxpayer’s health insurance premiums.

A potential advantage of this option is that, for those who 
did not work for an employer that offered health insur-
ance, the expanded credit would create an incentive to 
purchase health insurance in the private market. More-
over, weakening the link between employment and health 
insurance would allow individuals greater flexibility in 
choosing a job and the health insurance plan best suited 
to their particular needs. 

Another rationale for the option is that it would foster 
equitable treatment in the tax system. Currently, exclud-
ing employer-paid premiums from taxation allows work-
ers whose employers purchase health insurance for them 
to pay less tax than those who receive the same total com-
pensation but must buy their own health insurance. 
Replacing the exclusion with a credit would provide tax-
payers who received the same amount of compensation 
with the same tax benefits, whether or not their employer 
provided health insurance. In addition, the present 
income tax exclusion for health insurance premiums 

 Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues -0.8 32.8 51.9 58.2 63.6 205.7 606.0
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provides a larger subsidy to higher-income taxpayers 
because they generally have higher marginal tax rates (the 
rate on the last dollar of income). This option would 
reduce the subsidy to higher-income taxpayers while 
potentially increasing the subsidy for those who do not 
have any income tax liability. 

An argument against this option is that it would lead to 
more uninsured people, partially because it would cause 
some employers to stop offering health insurance cover-
age and partially because it would raise the after-tax price 
of health insurance for higher-income taxpayers. Employ-
ers’ decisions to offer coverage are affected by changes in 
the relative attractiveness of their employees’ other insur-
ance choices, including plans available through the non-
group market. By lowering the after-tax cost of insurance 
in the nongroup market, this option would make it less 
likely that firms would offer coverage to their employees.

An additional concern is whether low-income individuals 
would receive refundable credits in time to pay their 
insurance premiums during the year. Although this 
option would allow filers to claim the credit in advance, 
some low-income individuals (especially those who gen-
erally do not file tax returns) might find that process 
burdensome.

Another argument against the option is its complexity. 
Under the option, employers would be required to deter-
mine the cost of providing individual- and family-plan 
health insurance and to inform employees of those 
amounts; such bookkeeping responsibilities could prove 
burdensome. Also, taxpayers would have to report those 
amounts on their tax returns, and if their income fell 
within the credit’s phaseout range, they would have to 
compute the amount of the credit that they were allowed 
to claim. 

«CBO»
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Option 12

Allow Self-Employed Workers to Deduct Health Insurance Premiums from 
Income That Is Subject to Payroll Taxes

Source: Joint Committee on Taxation.

Note: Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Employer-paid premiums and certain contributions by 
employees to employment-based health insurance plans 
are not subject to individual income taxes or payroll 
taxes. Premiums that self-employed workers pay for 
health insurance are deductible from income that is sub-
ject to individual income taxes; however, such premiums 
remain subject to payroll taxes, which fund the Social 
Security trust funds and Medicare’s Hospital Insurance 
Trust Fund. In tax year 2006, approximately 3.8 million 
self-employed taxpayers paid payroll taxes on their health 
insurance premiums. 

This option would exclude health insurance premiums 
paid by self-employed individuals from income that is 
subject to self-employment payroll taxes, thus treating 
premiums paid by employers and those paid by self-
employed individuals in a comparable manner. The 
exclusion would reduce revenues by about $15 billion 
over the 2009–2013 period and by $37 billion over the 
2009–2018 period. 

By reducing payroll taxes, this option would reduce 
revenues to the Social Security and Hospital Insurance 
Trust Funds, as does the current exclusion from payroll 
taxes that applies to employer-paid premiums. Another 
alternative approach that would keep payroll tax revenues 
unchanged would be to implement this option as an 
income tax credit equal to the payroll taxes that self-
employed workers paid on their premiums. To achieve 
the same effect as that produced by excluding the premi-
ums from earnings subject to payroll taxes, the credit 
would have to be refundable. (Workers might owe payroll 
taxes but have no individual income tax liability, and for 
such workers, a nonrefundable individual income tax 
credit would provide no benefit.) 

By excluding health insurance premiums paid by self-
employed workers from payroll taxes, this option would 
give self-employed workers the same tax benefit received 
by those who purchase health insurance through employ-
ment-based plans. The current differential tax treatment 
makes insurance relatively more expensive for self-
employed individuals than for people who have employ-
ment-based plans, a disparity in price that may discour-
age some individuals from choosing to become self-
employed. By ending the disparity, this option would 
remove a potential distortion in people’s decisions about 
employment. Moreover, by effectively lowering the price 
of insurance for the self-employed, a group with many 
uninsured individuals, the exclusion could potentially 
expand health insurance coverage. 

This option might not be the most efficient way to 
expand coverage because self-employed workers who had 
already chosen to purchase insurance would receive the 
tax benefit without any change in their insurance-
purchasing behavior. Moreover, this option would not 
treat everyone’s insurance premiums in the same way for 
tax purposes. Premiums for insurance purchased by 
unemployed people or by employees whose employers 
did not offer coverage would still not be deductible from 
income subject to individual income taxes unless those 
taxpayers itemized their deductions and their medical 
expenses exceeded 7.5 percent of their adjusted gross 
income. In addition, the premiums for those groups 
would not be deductible from income subject to payroll 
taxes. Furthermore, some employers sponsor insurance 
plans but do not offer so-called cafeteria plans that 
include a premium-conversion feature, which allows 
employees to pay their share of health insurance premi-
ums with pretax earnings. In such cases, employees pay 
both income and payroll taxes on that premium share.

«CBO»

Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues -0.8 -3.2 -3.4 -3.6 -3.8 -14.8 -37.2
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Option 13

Expand Eligibility for an “Above-the-Line” Deduction for Health 
Insurance Premiums 

Source: Joint Committee on Taxation.

Current tax law treats payments for health insurance pre-
miums in different ways. Premiums for employment-
based health insurance—often referred to as group insur-
ance—are exempt from both individual income taxes and 
payroll taxes. Insurance premiums paid by self-employed 
individuals are exempt from income taxes but not from 
payroll taxes. The law allows self-employed people to take 
an “above-the-line” deduction on their tax returns for the 
amount of their health insurance premiums, subtracting 
that amount from their adjusted gross income. (Above-
the-line deductions are those that taxpayers can claim 
along with the standard deduction even if they do not 
itemize other deductions.) Premiums paid by other peo-
ple who buy health insurance through the nongroup, or 
individual, insurance market are exempt from income 
taxes in certain circumstances—that is, if they itemize 
their deductions and their medical expenses exceed 
7.5 percent of their adjusted gross income. 

This option would expand eligibility for the above-the-
line deduction to include all individuals who purchase 
health insurance in the nongroup market. As is the case 
under current law, taxpayers who did not itemize could 
nevertheless claim that deduction in addition to the stan-
dard deduction. Individuals with employment-based 
insurance (whose premiums are excluded from income 
and payroll taxes) would not be eligible for the benefit. 
The expansion of eligibility that the option would put in 
place would reduce revenues by $24 billion over the 
2009–2013 period and by $65 billion over the 2009–
2018 period. The net reduction in uninsured persons 
would be an estimated 700,000 people in 2014.

Implementing this option could offer several advantages. 
For people who did not work for an employer who 
offered health insurance, the expanded deduction would 
create an incentive to purchase insurance. Moreover, by 
loosening the ties between employment and health insur-
ance, this option would give individuals greater flexibility 
in choosing both a job and health insurance coverage that 
met their particular needs. 

Such an approach could have disadvantages as well. 
Implementing the option could lead some employers to 
stop offering health insurance coverage altogether. 
Employers’ decisions about whether to offer coverage are 
affected by changes in the relative attractiveness of their 
employees’ other insurance choices, including plans avail-
able through the nongroup market. By lowering the after-
tax cost of insurance in that market, this option could 
make it less likely that firms would offer coverage to their 
employees. However, because workers would still receive 
a larger tax benefit—that is, the exemption from payroll 
taxes—by purchasing health insurance through their 
employers, firms would be less likely to drop coverage 
than if the deduction replaced the current-law tax benefit 
for employment-based insurance. Key factors in evaluat-
ing the effects of this option on employment-based insur-
ance coverage would be whether alternative insurance 
plans would develop outside the context of the workplace 
and the scope of the coverage those plans would provide.

«CBO»

 Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues -1.2 -4.2 -5.7 -6.7 -6.4 -24.2 -65.2
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Option 14

Disallow New Contributions to Health Savings Accounts

Source: Joint Committee on Taxation.

In 2003, federal law was changed to authorize health sav-
ings accounts (HSAs) for people who enroll in high-
deductible health plans (HDHPs). For 2009, participants 
in qualified HDHPs are required to pay the first $1,150 
of their medical expenses ($2,300 for family coverage) 
before insurance benefits begin. Conventional insurance 
plans, whose participants cannot contribute to HSAs, 
typically have deductibles of about one-third that 
amount. Qualified HDHPs must also limit out-of-pocket 
expenses to no more than $5,800 for individual policies 
and $11,600 for family coverage.

Policyholders’ contributions to HSAs are deducted when 
calculating their adjusted gross income (that is, their tax-
able income before personal exemptions and either the 
standard deduction or itemized deductions are sub-
tracted); employers’ contributions are exempt from both 
income and payroll taxes. Investment returns within the 
accounts accumulate tax-free, and distributions that are 
applied to eligible medical expenses are not taxed. Distri-
butions applied to ineligible expenses are included in 
adjusted gross income and are subject to a 10 percent 
penalty if received prior to age 59½. Contributions are 
limited in 2009 to $3,000 for taxpayers with individual 
HDHP coverage and to $5,950 for those with family 
HDHP coverage. Individuals who are aged 55 and older 
can contribute an additional $1,000.

This option would disallow any further contributions to 
HSAs but would allow existing HSAs to continue to 
accumulate tax-free earnings and make nontaxable 

distributions for qualifying expenses. If implemented, the 
option would increase revenues by an estimated $4.5 bil-
lion over the 2009–2013 period and by $10.5 billion 
over the 2009–2018 period.

An argument for adopting this option is that it would, in 
theory, enhance the viability of the conventional insur-
ance market. HDHPs are attractive primarily to relatively 
healthy people. By selecting HDHPs, those people leave 
the conventional insurance market with a less robust risk 
pool, thereby forcing insurance companies to raise premi-
ums for non-HDHP plans. (The plans are too new, how-
ever, to determine how HSAs have actually affected con-
ventional premiums.) Furthermore, by eliminating the 
subsidy inherent in the tax benefits provided by HSAs, 
the option would encourage greater spending discipline 
among those remaining in HDHPs. Finally, the option 
would prevent higher-income taxpayers who could afford 
to pay medical expenses with non-HSA funds from using 
HSAs as a vehicle for wealth accumulation.

An argument against disallowing further HSA contribu-
tions is that it would increase costs for many employers, 
probably prompting some to stop providing health insur-
ance to their employees. Furthermore, without the HSA 
alternative, some employees might choose to forgo avail-
able coverage rather than pay their share of conventional 
premiums. Finally, employees reverting to conventional 
plans would no longer be subject to the same level of 
spending discipline that HDHPs impose. 

«CBO»

Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues 0.5 0.8 1.0 1.1 1.1 4.5 10.5

RELATED CBO PUBLICATION: Consumer-Directed Health Plans: Potential Effects on Health Care Spending and Outcomes, December 2006
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Option 15

Allow Health Insurance Plans with Coinsurance of at Least 50 Percent to 
Qualify for the Health Savings Account Tax Preference 

Source: Joint Committee on Taxation.

Note: * = less than $50 million.

Health savings accounts (HSAs) allow individuals who 
are enrolled in high-deductible insurance plans to accu-
mulate tax-preferred savings to cover their out-of-pocket 
medical expenses. The tax code permits such individuals 
to deduct contributions to HSAs from the income they 
receive that is subject to individual income taxes even if 
they do not itemize deductions. In addition, current tax 
law exempts employers’ contributions to their workers’ 
HSAs from individual income taxes and payroll taxes; it 
also excludes from account holders’ taxable income any 
accumulated interest earnings on contributions to HSAs 
and distributions from the accounts for qualified medical 
expenses.

To qualify for the preference in 2009, a high-deductible 
health plan must have a deductible of at least $1,150 for 
individual coverage or $2,300 for family coverage; the 
plan must also limit the amount that an enrollee pays out 
of pocket to $5,800 for individual coverage and $11,600 
for family coverage. (The thresholds for the deductible 
and the out-of-pocket limits are adjusted for inflation 
each year.) Individuals are not eligible for an HSA if they 
are covered by another health plan—including Medicare. 

This option would expand the definition of an HSA-
qualified health plan. Plans would qualify if they met all 
of the current restrictions of a high-deductible health 
plan with one exception: in lieu of the plans’ satisfying 
the requirement of a minimum deductible, they would 
require enrollees to pay at least 50 percent in coinsurance 
for their medical expenses. Allowing those plans to be eli-
gible to offer HSAs would encourage taxpayers to set up 
such accounts, thereby reducing revenues by $300 mil-
lion over the 2009–2018 period. 

Proponents of this option argue that allowing plans with 
high rates of coinsurance to qualify for the tax preference 
would make consumers more cost-conscious. Under cur-
rent law, enrollees in high-deductible plans generally do 
not have an incentive to pay attention to the cost of 
health care services after they reach the limit that their 
plan places on out-of-pocket expenses. In contrast, under 
this option, enrollees in plans that had a coinsurance rate 
of 50 percent would pay half the costs of their medical 
care up to a higher dollar limit ($11,600 in medical care 
for an individual with self-only coverage). Another argu-
ment in support of this option is that it might encourage 
more individuals to participate in HSAs, particularly con-
sumers who did not anticipate large medical expenses. 
Those individuals would generally find a plan with a 
50 percent coinsurance rate to be more attractive than a 
plan with a high deductible. 

An argument against this option is that it might result in 
higher health insurance premiums for some individuals 
by inducing relatively healthy people to switch from 
conventional health plans to HSAs. For some healthy 
individuals, a health insurance plan with a 50 percent 
coinsurance rate, combined with a tax subsidy for out-
of-pocket spending, might be less expensive than a 
conventional health plan. However, shifting healthy 
people out of more comprehensive employment-based 
insurance plans could have an adverse effect on premiums 
for workers who were likely to remain in those plans—in 
particular, workers who were older or who had chronic 
health problems.

«CBO»

Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues * * * * * 0 -0.3

RELATED CBO PUBLICATION: Consumer-Directed Health Plans: Potential Effects on Health Care Spending and Outcomes, December 2006
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Option 16

Levy an Excise Tax on Medigap Plans

a. Changes in revenues were estimated by the Joint Committee on Taxation. 

About a third of Medicare beneficiaries who receive care 
through the traditional fee-for-service (FFS) program—
which consists of services covered under Part A and 
Part B—buy medigap insurance policies that are designed 
to cover most or all of the cost sharing Medicare requires. 
Some medigap policies also cover a limited number of 
benefits that Medicare does not offer. By reducing or 
eliminating beneficiaries’ out-of-pocket costs for Medi-
care services, medigap insurance reduces enrollees’ incen-
tive to make cost-effective health care decisions and 
encourages enrollees to use more medical services. That, 
in turn, causes Medicare’s spending to rise. Since 1992, 
federal law has required that any newly issued medigap 
policy take the form of one of a specified number of stan-
dard benefit plans (currently there are 12). However, 
insurers have been permitted to renew nonstandard 
medigap policies that were issued prior to 1992. Premi-
ums for medigap policies vary geographically and by type 
of plan. Under current law, medigap insurance premiums 
are considered a qualified medical expense for itemizing 
deductions on individual income tax returns. 

This option would levy an excise tax on medigap insur-
ance plans equal to 5 percent of the premium for each 
policy purchased. The insurer would pay the tax to the 
Internal Revenue Service on a quarterly basis, and 
revenues from the tax would be deposited in Medicare’s 

Hospital Insurance Trust Fund. If this option was 
implemented, revenues would increase by $4.1 billion 
over the 2009–2013 period and by $10.4 billion over the 
period 2009 to 2018. The reduction in demand for 
medigap insurance would lead to a reduction in Medicare 
spending. In the Congressional Budget Office’s estima-
tion, federal spending on Medicare would be reduced 
by $700 million over the 2009–2013 period and by 
$1.7 billion over the next 10 years.

A potential advantage of this option is that by reducing 
the incentive for enrollees to purchase supplemental 
insurance and encouraging beneficiaries to purchase less 
comprehensive policies, the imposition of an excise tax 
on medigap policies would encourage Medicare benefi-
ciaries to be more sensitive to the cost of health care ser-
vices, thereby dampening demand for health care they 
perceived to be of marginal benefit. In addition, the 
excise tax could partially compensate the Medicare trust 
funds for the increased federal spending that medigap 
policies cause. 

An argument against this option is that the increased cost 
of medigap insurance could discourage individuals from 
purchasing such coverage, which could cause some bene-
ficiaries to forgo necessary health care.

«CBO»

Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Mandatory Spending -0.1 -0.1 -0.1 -0.2 -0.2 -0.7 -1.7

Change in Revenuesa   0.5    0.8   0.9    0.9 1.0    4.1    10.4

Net Effect on the Deficit -0.6 -0.9 -1.0 -1.1 -1.2 -4.8 -12.1
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Changing the Availability of Health Insurance 

Through Existing Federal Programs

The federal government finances or furnishes health 
insurance for more than 100 million individuals. Some 
individuals are covered by government health programs 
because they meet certain eligibility criteria (for example, 
age, disability, income); others receive health insurance 
through federal employment, both civilian and military. 
This chapter examines options that would change the cir-
cumstances under which individuals may become eligible 
for federal programs. Some options would expand access 
to federal health insurance; others would tighten pro-
grams’ rules for eligibility. 

Medicare
Approximately 44 million individuals are enrolled in 
Medicare. Eligibility for the program is linked to age, 
work history, and disability. Individuals who are age 65 or 
older and who have paid into the Health Insurance (HI) 
Trust Fund through payroll taxes for at least 10 years are 
entitled to benefits under Part A (which finances inpa-
tient hospital care and other services provided by institu-
tions). Individuals who lack 10 years of work experience 
may enroll in Part A by paying a monthly premium. The 
vast majority of Medicare beneficiaries are entitled to 
Part A.

At age 65, people may also enroll in Part B (which covers 
the costs of physicians’ services and other outpatient care) 
and Part D (the outpatient drug benefit). They pay a 
monthly premium for each program, and each premium 
is set to equal roughly 25 percent of the program’s 
expected costs per enrollee. People with disabilities are 
entitled to Part A and may enroll in Medicare before the 
age of 65 if they have been eligible to receive disability 
payments under Social Security for at least 24 months. 
The 24-month waiting period is waived for individuals 
who have end-stage renal disease (that is, permanent kid-
ney failure) or amyotrophic lateral sclerosis (Lou Gehrig’s 

disease). Medicare beneficiaries may choose to enroll in 
Medicare Advantage (Medicare Part C), in which case 
they receive their A and B benefits from a private health 
plan. Most Medicare Advantage plans also offer drug 
coverage. 

Medicaid and the State Children’s 
Health Insurance Program
On average, about 53 million people were enrolled in 
Medicaid and the State Children’s Health Insurance Pro-
gram (SCHIP) in 2007, which are operated jointly by the 
federal and state governments. On average, the federal 
government pays about 57 percent of the costs of Medic-
aid, although that share varies from state to state. To par-
ticipate in Medicaid, states must cover certain groups and 
individuals, referred to as mandatory populations, which 
comprise low-income children and parents, pregnant 
women, disabled people, and elderly individuals. Within 
federal guidelines, states may choose to cover additional 
individuals whose income or assets (or both) may exceed 
the levels that apply to mandatory populations. Those 
additional individuals are referred to as optional popula-
tions. Nonpregnant able-bodied individuals who have no 
children are generally not eligible for Medicaid. 

As is the case for Medicaid, states determine eligibility for 
SCHIP within the federal guidelines. On average, the 
federal government pays about 70 percent of the costs of 
SCHIP. The federal funding process for that program dif-
fers from the process for Medicaid, however, because the 
total amount of federal funds available for SCHIP each 
year is fixed by law. Children who are eligible for the pro-
gram are generally from low-income families whose 
income is above the eligibility threshold for Medicaid. 

In both Medicaid and SCHIP, states may use waivers to 
expand eligibility to populations that do not fall within 
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the existing categorical eligibility groups. For example, a 
state might seek waiver authority to expand eligibility for 
Medicaid to nonpregnant able-bodied childless adults. 

TRICARE
TRICARE is the federal health care program that covers 
current members of the armed forces and military retir-
ees, as well as their families and survivors. In total, more 
than 9 million beneficiaries are eligible to use TRICARE. 
Care is provided through government-owned and -oper-
ated hospitals, medical clinics, dental clinics, and con-
tracts with networks of private-sector providers. Most of 
the costs incurred by TRICARE are funded by discre-
tionary appropriations to the Department of Defense. 
However, once military retirees become eligible for Medi-
care, all costs incurred on their behalf by both the Medi-
care and TRICARE programs are treated as mandatory 
outlays. (That is, they do not require annual appropria-
tions, and the available funding is not limited.) 

The Veterans Health Administration 
The Veterans Health Administration (VHA), part of the 
Department of Veterans Affairs, provides health care to 
former members of the armed forces through a nation-
wide network of more than 1,000 government-operated 
hospitals, outpatient clinics, and nursing homes. 
Although most veterans are eligible to use VHA services, 
access to care is determined in accordance with a rating 
system that gives priority to veterans with service-con-

nected disabilities and lower income. Of the roughly 23 
million current veterans, almost 8 million are enrolled 
with VHA. VHA is funded through discretionary appro-
priations, and care is provided with little or no out-of-
pocket cost to most enrolled veterans.

The Federal Employees Health Benefits 
Program 
The Federal Employees Health Benefits (FEHB) program 
is the primary health program for about 8 million federal 
civilian employees and annuitants, and their family mem-
bers. Under the program, eligible beneficiaries enroll in 
approved private-sector health plans, and then share the 
cost of the premiums with the government. The Office of 
Personnel Management oversees the program on behalf of 
the federal government.

The government’s contribution to premiums for an active 
worker is paid by the agency that employs him or her out 
of the agency’s appropriated funds. That spending is cate-
gorized as discretionary. By contrast, the federal govern-
ment’s contributions to premiums for annuitants are clas-
sified as mandatory outlays and are drawn from the 
Treasury’s general fund. The U.S. Postal Service’s contri-
butions to premiums for its active and retired workers are 
categorized as off-budget outlays. (That is, although they 
are part of the unified budget, they are not counted in the 
totals for certain purposes.) 



CHAPTER FOUR BUDGET OPTIONS, VOLUME 1: HEALTH CARE 37

4

4

5

Option 17

Raise the Age of Eligibility for Medicare to 67

The age of eligibility for Medicare benefits is 65, 
although people may qualify for coverage earlier if they 
have been eligible for disability benefits under Social 
Security for at least 24 months or if they have end-stage 
renal disease or amyotrophic lateral sclerosis. Because of 
increases in life expectancy, the average length of time 
that people are covered by Medicare has risen steadily 
since the program began in 1965. That trend, which 
boosts the program’s costs, is expected to continue.

This option would raise the age of eligibility for Medicare 
by two months every year beginning in 2014 until the eli-
gibility age reached 67 in 2025, where it would stay 
indefinitely. Those increases are similar to increases cur-
rently scheduled for the normal retirement age (NRA) in 
Social Security, which is the age at which workers become 
eligible for full retirement benefits. Workers may receive a 
reduced retirement benefit as early as age 62, and many 
workers have chosen to take such early retirement bene-
fits, with a vast majority of the eligible population choos-
ing to do so before reaching Social Security’s NRA. The 
eligibility age for Medicare would remain below Social 
Security’s NRA until 2019, when both would be age 66; 
from that point on, the two would be identical. (The rise 
in Social Security’s NRA started sooner and included a 
12-year period during which the NRA remained at 66.) 

Under the option, Medicare’s spending would decline by 
$3.3 billion in 2014 and by $85.6 billion over the 2010–
2019 period, the Congressional Budget Office estimates.1 
Outlays for Social Security retirement benefits (an off-
budget item) would fall by $0.3 billion in 2014 and by 
$6.8 billion from 2010 to 2019. The increase in the age 

of eligibility for Medicare would reduce outlays for Social 
Security retirement benefits because some workers would 
delay retiring to maintain their employment-based health 
insurance coverage until they became eligible for 
Medicare. 

By 2050, Medicare’s spending under this option would 
have fallen by about 3 percent—or, measured relative to 
the size of the economy, from 8.6 percent of gross domes-
tic product (GDP) to 8.4 percent. In 2009, outlays for 
Medicare are projected to be about 2.9 percent of GDP; 
thus, this option would have little effect on the trajectory 
of Medicare’s long-term spending. (Medicare’s spending 
would fall by less than its enrollment because younger 
beneficiaries are healthier and thus less costly than the 
program’s average beneficiary.) By contrast, an option 
that raised the age of eligibility for Medicare by two 
months every year until it reached 70 in 2043 (where it 
would stay indefinitely) would reduce Medicare’s spend-
ing by 10 percent by 2050. Yet even under that more 
extensive change, outlays for Medicare would rise to 
7.7 percent of GDP by 2050.

A rationale for this option is that it would adjust the eligi-
bility age for Medicare to account for increases in life 
expectancy and thereby restrain the growth of spending 
for Medicare. In addition, a higher age threshold for 
Medicare eligibility would reinforce incentives created by 
increases in Social Security’s NRA that encourage people 
to delay retiring. Disability among elderly people has 
declined over time, and jobs are generally less physically 
demanding, suggesting that a larger fraction of the popu-
lation might be capable of working beyond age 65. Many 
who would do so might have access to employment-based 
insurance. 

An argument against this option is that many workers 
retire before age 65 and raising the age of eligibility for 
Medicare would lengthen the time those early retirees 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending

Medicare 0 0 0 0 -3,300 -3,300 -85,600

Social Security 0 0 0 0 -300 -300 -6,800

1. The decrease in spending for Medicare under this option would 
be partially offset by a modest rise in spending for Medicaid, the 
Federal Employees Health Benefits program, and Social Security 
disability benefits. At this time, CBO has not estimated those 
budgetary effects.
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might be at risk of having no health insurance. That risk 
would be greatest for low-income retirees who did not 
have access to coverage through a former employer or a 
spouse’s employer, and who either might have difficulty 
affording coverage in the individual insurance market or 
might be denied coverage because of poor health. Fur-

thermore, increasing the age of eligibility for Medicare 
would shift costs that are now paid by that program to 
individuals and to employers that offered health insur-
ance to their retirees. Those higher costs might lead more 
employers to reduce or eliminate such coverage. 

«CBO»

RELATED CBO PUBLICATION: The Long-Term Budget Outlook, December 2007
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Option 18

Create a Medicare Buy-In Program for Individuals Ages 62 to 64

a. Estimates represent an increase in Social Security outlays, which are classified as off-budget. 

Medicare provides health insurance coverage to people 
ages 65 and older and to people who have been eligible 
for Social Security disability benefits for at least 24 
months or who have end-stage renal disease or amyo-
trophic lateral sclerosis. Like other adults, people between 
the ages of 62 and 64 who do not have employment-
based or public health insurance coverage must rely on 
the individual (nongroup) market for private insurance, 
in which many people who have health problems are 
denied coverage altogether or are offered policies that 
exclude coverage for preexisting conditions. Because the 
prevalence of health problems increases with age, people 
ages 62 to 64 in many cases have greater difficulty than 
do younger adults in obtaining insurance in the non-
group market.

This option would allow people in the 62-to-64 age 
group who did not have employment-based health insur-
ance or Medicaid coverage to enroll voluntarily in Medi-
care. Open enrollment would begin on January 1, 2011. 
After that initial enrollment opportunity, events that 
would qualify individuals for enrollment would include 
turning 62 or losing employment-based coverage; at 
either of those points, a person would have 63 days in 
which to enroll in the buy-in program. In estimating the 
budgetary effect of this option, the Congressional Budget 
Office assumed that participants in the buy-in program 
would enroll as well in Medicare’s prescription drug bene-
fit (Part D) and receive all other benefits covered by 
Medicare.

People who participated in the program would pay a pre-
mium equal to the expected average cost of benefits for 
the program’s participants plus an administrative fee of 
5 percent. The premium for the buy-in program would 
be higher than if the entire eligible population was 
enrolled because the program would be likely to experi-
ence adverse selection (that is, people who enrolled would 

probably be heavier users of health care services, on 
average, than those who did not enroll). CBO estimates 
that the annual premium for single coverage in 2011 
would be about $7,600 (that figure includes the cost of 
Part D coverage). Premiums would be updated annually.

If the actual costs incurred by Medicare exceeded the pre-
miums collected for a particular cohort of enrollees (that 
is, for people who entered the program in a particular 
year), individuals in that cohort would be required to pay 
an additional premium once they reached the normal age 
of eligibility for Medicare, and they would continue pay-
ing it until they reached age 85. The additional premium 
would be set at an amount that would recapture, over the 
expected life span of enrollees, the amount by which 
the cost of their benefits during the buy-in years exceeded 
the premiums that they paid. Conversely, if the actual 
costs of benefits plus the administrative fee were less than 
the premiums a particular cohort of enrollees paid during 
those years, the individuals in that group would receive a 
rebate on their Medicare premiums once they reached the 
normal Medicare eligibility age. Thus, measured over the 
lifetime of participants in the buy-in program, the pro-
gram would have no direct effect on Medicare’s spending. 

CBO assumed that the government could set a premium 
that would cover the costs of the program’s participants 
during the buy-in years. Under that assumption, the pro-
gram would not require any new outlays during the 
2010–2019 period. However, outlays for Social Security 
retirement benefits under this option would increase by 
$370 million over the 2010–2014 period and by $1.6 bil-
lion over the 2010–2019 period because the availability 
of the Medicare buy-in program would induce some peo-
ple to retire sooner than they otherwise would have 
(because they would no longer need insurance from their 
employer). Over longer periods, however, the effects on

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spendinga 0 10 60 120 180 370 1,590

Change in Revenues 0 10 10  30   40    90      400

Net Effect on the Deficit 0 0 50 90 140 280 1,190
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outlays should be minimal, because earlier retirement 
results in lower annual benefits. 

At the same time, federal revenues would increase by 
$90 million over the 2010–2014 period and by 
$400 million over the 2010–2019 period because 
some self-employed individuals who otherwise would 
have had private nongroup coverage would enroll in the 
Medicare buy-in program and thus lose the favorable tax 
treatment ordinarily accorded their health insurance pre-
miums. (Self-employed individuals may deduct premi-
ums for nongroup health insurance coverage from their 
adjusted gross income on their tax returns. This option 
incorporates the assumption that premiums for the 
Medicare buy-in program would be ineligible for deduc-
tion, which is consistent with how premiums for the gov-
ernment’s other health care programs are treated under 
current law.) 

In 2014, according to CBO’s estimates, about 300,000 
people would be participating in the Medicare buy-in 
program, of whom 200,000 otherwise would have had 
private nongroup coverage, 80,000 would have been 
uninsured, and 20,000 would have remained employed 
and had employment-based coverage. The participants 
who otherwise would have been uninsured represent 
approximately 9 percent of the uninsured population 
ages 62 to 64. 

An advantage of this option is that it would provide 
health insurance coverage to some people who without it 
would have been uninsured. In addition, the option 
would reduce the cost of insurance for some individuals 
who otherwise would have had private nongroup cover-
age. Another advantage of the option is that the buy-in 

program would provide better insurance coverage for 
many individuals than would private nongroup policies 
because it would not include any restrictions on coverage 
for preexisting conditions. Providing such insurance cov-
erage for so-called near-elderly individuals who otherwise 
would have been uninsured could lead to improvements 
in their health—for example, through better manage-
ment of chronic diseases. (CBO did not estimate the 
potential budgetary effect of such improvements in 
health status, although better health could reduce Medi-
care’s spending for those individuals after they turned 65. 
However, such improvements in health status might also 
reduce the number of people who died before turning 65, 
which would increase outlays for Medicare. Little infor-
mation is available on the net effect of those countervail-
ing factors.) 

A disadvantage of this option is that the ability to buy 
Medicare coverage at age 62 would encourage some peo-
ple to retire earlier than they otherwise would have. Some 
of those early retirees could face financial hardship in 
later years because many people underestimate the finan-
cial resources needed for retirement. In addition, because 
the cost of the coverage would not be subsidized, many 
low-income near-elderly people would continue to be 
uninsured. A potential problem with this option is that 
the amount of adverse selection that the program experi-
enced could be greater than anticipated, which would put 
upward pressure on premiums and in turn reduce partici-
pation. (The potential for adverse selection would be lim-
ited in that the program would be offered only to individ-
uals ages 62 to 64, who are more similar to each other in 
their health status and attitudes toward insurance than 
are individuals in the general population.)

«CBO»
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Option 19

Eliminate or Reduce Medicare’s 24-Month Waiting Period for Recipients of 
Social Security Disability Benefits

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Medicare provides health insurance to disabled individ-
uals who are younger than age 65 and who qualify for 
benefits under the Social Security Disability Insurance 
(SSDI) program. Under current law, most disabled ben-
eficiaries do not become eligible for Medicare until 
24 months after they become eligible for SSDI benefits. 
People cannot become eligible for SSDI benefits until 
5 months after the onset of their disability, so the total 
waiting period for coverage by Medicare is 29 months. 
(However, there are exceptions to the Medicare waiting 
period for individuals with end-stage renal disease or 
amyotrophic lateral sclerosis.) 

As of December 2007, approximately 1.8 million SSDI 
beneficiaries were in the 24-month waiting period for 
coverage under Medicare. Studies have found that about 
a fifth to a third of such individuals are uninsured. Some 
disabled individuals have private coverage during the 
Medicare waiting period, which may include coverage 
under a spouse’s employment-based plan or a retiree plan, 
or continued coverage through an employee’s work-based 
insurance plan under provisions of the Consolidated 
Omnibus Budget Reconciliation Act of 1985 (COBRA). 
Under COBRA, former workers of employers with 
more than 20 employees are entitled to continue their 
employment-based coverage for up to 18 months under 
some circumstances (or for as long as 29 months if they 

are disabled). Such coverage is expensive, though, because 
employers can charge former employees 102 percent of 
the total premium for the first 18 months and 150 per-
cent of the premium after 18 months. (The average total 
annual premium for single coverage under employment-
based plans in calendar year 2008 was about $4,700.) 
Individuals whose income and assets are low enough and 
who meet states’ tests for disability can qualify for cover-
age under Medicaid while they are in the waiting period 
for coverage under Medicare. In addition, a small per-
centage of disabled individuals may obtain care during 
the Medicare waiting period from medical facilities oper-
ated by the Department of Veterans Affairs or the 
Department of Defense.

This option comprises four alternatives for eliminating or 
reducing the 24-month waiting period for Medicare cov-
erage of SSDI recipients. The first alternative would elim-
inate the waiting period entirely, thereby making eligibil-
ity for Medicare simultaneous with eligibility for SSDI. 
That alternative would increase federal outlays by about 
$41 billion over the 2010–2014 period and by $113 bil-
lion over the 2010–2019 period. Those amounts reflect a 
decrease in federal spending for Medicaid of about 
$32 billion over the 2010–2019 period because some of 
the SSDI recipients who would gain Medicare coverage 
would otherwise have been covered by Medicaid. In 

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Eliminate the Waiting Period

Change in Mandatory Spending 0 6.9 10.5 11.6 12.4 41.4 113.3

Change in Revenuesa 0 0.1 0.2 0.3 0.4 1.0 3.3

Reduce the Waiting Period to 12 Months

Change in Mandatory Spending 0 3.7 6.1 6.7 7.2 23.7 64.8

Change in Revenuesa 0 0.1 0.2 0.2 0.3 0.8 2.4

Eliminate the Waiting Period for People Without Access to Private Insurance

Change in Mandatory Spending 0 3.8 5.6 5.9 6.0 21.3 55.6

Eliminate the Waiting Period for People Without Access to Any Insurance

Change in Mandatory Spending 0 1.6 2.5 2.8 3.0 9.9 27.7
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addition, because the alternative would lower health 
insurance costs for employment-based plans, tax revenues 
would increase as compensation shifted from nontaxable 
fringe benefits to taxable wages. As a result, the option 
would boost tax revenues by about $1 billion over the 
2010–2014 period and by $3 billion over the 2010–2019 
period. The net budgetary effect would be to increase the 
deficit by $110 billion over the 2010–2019 period.

The second alternative would reduce the Medicare wait-
ing period from 24 months to 12 months and would thus 
be less costly than the first alternative. It would increase 
federal spending by $65 billion over the 2010–2019 
period; that amount reflects a decrease in Medicaid 
spending of about $24 billion over the 10-year period. 
The alternative would boost tax revenues by about 
$2 billion over the 2010–2019 period. The net budgetary 
effect would be to increase the deficit by $62 billion over 
the 10-year period.

The third alternative would retain the 24-month waiting 
period for Medicare coverage for individuals who had 
access to private insurance (including COBRA coverage) 
that met or exceeded a specified actuarial standard. How-
ever, it would eliminate the waiting period for individuals 
who did not have access to such coverage. This alternative 
would increase federal spending by about $56 billion over 
the 2010–2019 period. That amount reflects a decrease 
in Medicaid spending of about $32 billion over that time.

The fourth alternative would eliminate the 24-month 
waiting period only for uninsured individuals, retaining 
the 24-month period for people who had access to private 
insurance or to Medicaid coverage. That alternative 
would increase federal spending by $28 billion over the 
2010–2019 period. 

Most disabled individuals are awarded SSDI benefits at 
some point after they initially become eligible because of 
delays in applying for the program or because of the time 
required to adjudicate applications for disability benefits. 
(On average, disability insurance benefits are awarded 
11 to 12 months after the date of eligibility; the median 
wait is 7 to 8 months.) A small percentage of SSDI recip-
ients are awarded benefits more than 24 months after 
they become eligible. Under current law, those individu-
als are awarded benefits retroactively under Medicare for 
the period that began 24 months after they became eligi-
ble for SSDI benefits. Medicare reimburses those individ-
uals or their providers (at the program’s rates) for medical 

services furnished during the period of retroactive 
eligibility.

Each of the alternatives included in this option would 
substantially increase the number of beneficiaries eligible 
for retroactive coverage under Medicare. Under the 
option’s design, Medicare would provide such coverage to 
all beneficiaries for services under Part A (which includes 
inpatient hospital care as well as skilled nursing, home 
health, and hospice care). Medicare would also provide 
retroactive coverage only to Medicaid beneficiaries for 
services covered under Part B (including services provided 
by physicians and other practitioners, hospital outpatient 
departments, and suppliers of medical equipment). The 
option is designed to provide those retroactive Part B 
benefits only to Medicaid beneficiaries because of the 
administrative complexity of retroactively collecting 
Part B premiums from individuals. 

An argument in favor of this option is that it would pro-
vide insurance coverage to disabled individuals who oth-
erwise would have been uninsured. Research has shown 
that many SSDI beneficiaries who are uninsured during 
the Medicare waiting period have limited access to health 
care services as a result of financial constraints. Better 
access to medical care might improve the health of some 
individuals enough to enable them to leave SSDI and 
return to work. (The budgetary effect of that potential 
outcome is not estimated here. Currently, a very small 
percentage of SSDI recipients leave the program because 
of their medical recovery.) In addition, eliminating or 
reducing the Medicare waiting period would ease the 
financial burden on disabled individuals with private 
insurance who otherwise would have paid the premiums 
for that more expensive coverage.

An argument against this option is that coverage under 
Medicare would displace private coverage for some indi-
viduals—particularly under the two alternatives that 
would eliminate or reduce the waiting period for all SSDI 
beneficiaries, regardless of whether they had access to pri-
vate coverage. Another disadvantage of the option is that 
by making participation in SSDI more valuable, it would 
increase by a modest amount the number of people who 
applied for those benefits and therefore boost federal 
spending for the program. (That budgetary effect also is 
not estimated here but is likely to be small.) A further 
argument against the option is how complex it would be 
to administer the retroactive Medicare coverage that 
would be extended to individuals who were awarded 
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SSDI benefits after the date of their eligibility for 
Medicare. Such a change would require that affected 
individuals keep their medical bills and submit them to 
Medicare at a later date; it would also require Medicare to 
retroactively coordinate benefits with Medicaid and other 
insurers. Another disadvantage of the alternative that 

would eliminate the waiting period for individuals who 
did not have access to private insurance is that it would 
require a new—and costly—administrative mechanism 
to verify those individuals’ lack of access to coverage. 

«CBO»
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Option 20

Create a Medicaid Buy-In Program

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

More than 44 million people in the United States lacked 
health insurance at a point in time in 2008. Although 
uninsured people constitute a diverse population, more 
than 80 percent of them have income of less than 
300 percent of the federal poverty level. (The federal pov-
erty level for a family of three in 2008 is $17,600.) Fed-
eral and state policymakers have proposed a variety of 
approaches for reducing the number of people who lack 
insurance, including proposals that would establish or 
alter regulations governing the range of premiums that 
can be charged or the terms under which individuals and 
groups may purchase insurance as well as proposals that 
would expand Medicaid.

States administer their Medicaid programs under federal 
guidelines that specify a minimum set of services that 
must be provided to certain low-income individuals. Not 
all low-income individuals are eligible, however. Children 
in families with income below 200 percent of the federal 
poverty level qualify for public coverage in most states. At 
a minimum, Medicaid specifies that states must cover 
children under age 6 in families with income below 
133 percent of the federal poverty level and older chil-
dren in families whose income is below the poverty level. 
However many states opt to cover children in families 
whose income is higher. Furthermore, the State Chil-
dren’s Health Insurance Program (SCHIP) provides cov-
erage for children in families with income of as much as 
200 percent of the federal poverty level or 50 percentage 
points above the income threshold for Medicaid eligibil-
ity that was in effect before the enactment of SCHIP. In 
contrast, adults without a qualifying disability and adults 
without children are generally not eligible for Medicaid.

This option would create a buy-in program that would 
allow uninsured individuals who had family income of up 
to 300 percent of the federal poverty level to purchase 
Medicaid coverage for acute care services. States would be 

required to expand eligibility to individuals who chose to 
participate. Covered benefits provided to enrollees in the 
buy-in program and cost sharing would be required to be 
equal to the standard acute care benefits and cost sharing 
offered to current Medicaid enrollees. However, unlike 
the current Medicaid program, this option would not 
include a direct federal subsidy for premiums. Rather, the 
cost to an individual would be based on the per capita 
costs for existing Medicaid populations (that is, for non-
disabled children and adults) in that person’s state. 
Charging one premium for all child enrollees and another 
premium for all adult enrollees who bought into the pro-
gram would permit cross-subsidization of costs among 
enrollee groups (within the child and the adult categories) 
so that individuals in poor health would not be charged 
prohibitively high premiums. As a result, healthier indi-
viduals would pay a premium above their expected per 
capita costs. The federal government and the states would 
be responsible for any additional costs—with the federal 
government contributing the matching rate in effect in 
each state—that exceeded the premiums collected.

Federal outlays under this option would increase by an 
estimated $3.3 billion over the 2010–2014 period and by 
$11.8 billion over the 2010–2019 period. Of the roughly 
1.7 million people who would obtain Medicaid coverage 
in 2014, about 1.1 million would otherwise have been 
uninsured. Of the remaining 600,000 people, about 
100,000 would otherwise have had employment-based 
coverage, and 500,000 would otherwise have had cover-
age in the individual health insurance market. Higher 
cash wages resulting from lower rates of employment-
based coverage would generate increased revenues of 
about $1.2 billion over the 2010–2014 period and $4 bil-
lion over the 2010–2019 period. The federal deficit 
under this option would increase by an estimated 
$2.1 billion over the 2010–2014 period and by $7.8 bil-
lion over the 2010–2019 period. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 300 600 1,000 1,400 3,300 11,800

Change in Revenuesa 0 100 200  400  500  1,200  4,000

Net Effect on the Deficit 0 200 400 600 900 2,100 7,800
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A rationale for this option is that uninsured individuals 
who previously had no access to private insurance or did 
not find private insurance affordable could obtain cover-
age. Some people do not have access to employment-
based insurance or have been denied coverage in the indi-
vidual (nongroup) market because of their poor health. 
Individuals denied coverage have only a limited set of 
options for obtaining it; as an example, high-risk pools 
established by the states and designed to cover people 
who are denied policies in the direct-purchase market 
exist in only 33 states, and they typically have restrictions 
on covering people with preexisting conditions. This 
option would provide Medicaid benefits with limited cost 
sharing regardless of an enrollee’s health status. 

An argument against this option is that some employers 
might be less inclined to offer health insurance coverage 
to their workers because the perceived demand for insur-
ance would be diminished by the introduction of the new 
coverage alternative. Some of the employees in those 
firms could end up uninsured if the Medicaid buy-in 

option was less affordable relative to more heavily subsi-
dized employment-based insurance or if their family 
income was above 300 percent of the federal poverty 
level. Another argument against the option is that with-
out direct subsidies or other means of offsetting the high 
cost of the program, revenues from premiums would not 
cover the full expenditures of the state and federal govern-
ments for providing benefits and paying administrative 
costs—because individuals who anticipated higher-than-
average costs for health care would be more likely than 
others to enroll. Moreover, the administrative burden that 
enrolling in Medicaid poses for people and the stigma 
generally believed to be associated with the low-income 
program could deter some individuals from enrolling. In 
addition, the Medicaid program generally has a more lim-
ited network of providers than that available in the pri-
vate insurance market—because of Medicaid’s low rates 
of reimbursement for services—and networks of provid-
ers that are too small can impede access to care, partially 
offsetting the benefits of insurance coverage.

«CBO»
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Option 21

Require States to Adopt Premium Assistance Programs for Medicaid Enrollees

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

Through Medicaid, states may establish premium assis-
tance programs that help enrollees who have access to 
employment-based (group) health insurance purchase 
such coverage—but only when it is cost-effective to do 
so. Under section 1906 of the Social Security Act, pre-
mium assistance is considered cost-effective if the reduc-
tion in Medicaid’s expenditures for each individual who 
enrolled in a group health plan would be greater than the 
expenditures for premiums and cost sharing that the state 
would pay on the individual’s behalf under the group 
health plan. Under current law, states that offer premium 
assistance instead of regular benefits under Medicaid 
must ensure that Medicaid beneficiaries enroll only in 
group health plans that have benefits and cost sharing 
comparable to Medicaid’s. If the features of a group 
health plan are not comparable, the state may provide 
benefits that “wrap around” those of the health plan to 
ensure comparable coverage. Those requirements are 
designed to protect Medicaid enrollees from reductions 
in benefits or increases in cost sharing.

To promote the use of premium assistance, the federal 
government would require states to mandate that instead 
of enrolling in regular Medicaid, individuals eligible for 
Medicaid who also have access to employment-based 
insurance must enroll in their state’s premium assistance 
program under this option. States would be required to 
provide premium assistance to Medicaid-eligible individ-
uals who had access to employment-based insurance (if 
an employer paid at least 50 percent of the total pre-
mium) without having to ensure that the benefits or cost 
sharing under the private health plans equaled what Med-
icaid would have provided. A state would be eligible 
to receive federal matching payments that it could use to 
pay the employee’s contribution toward the private cover-
age. In estimating the budgetary effects of this option, the 
Congressional Budget Office assumed that all Medicaid-
eligible individuals who had access to such insurance 

would also be eligible for premium assistance but that 
individuals’ acceptance of offers of employment-based 
coverage would never reach 100 percent. (The latter 
assumption derives from the administrative complexity 
such a program would face as well as the effects of 
changes in labor-market participation and in the eligibil-
ity of potential enrollees in public programs.) 

To enroll an individual in such a program, states would 
first need to verify whether he or she had access to 
employment-based coverage. Therefore, under this 
option, the federal government would require that 
employers with Medicaid-eligible employees report to the 
state’s Medicaid program the health insurance benefits for 
which those employees are qualified and the insurance 
plans in which they are enrolled. The option would 
decrease the federal deficit by an estimated $0.5 billion 
over the 2010–2014 period and by $2.1 billion over the 
2010–2019 period. That change is the net result of a 
reduction in Medicaid’s outlays that is mostly offset by a 
decrease in federal revenues. The reduction of $12.3 bil-
lion in Medicaid’s spending over 10 years is the net result 
of a decrease in Medicaid payments to providers for ser-
vices furnished to individuals who, under the option, 
would be covered by their employer’s plan and an increase 
in premium payments for participants in the premium 
assistance program who might be enrolled in Medicaid, 
covered by employment-based coverage, or uninsured 
under current law. The decrease in revenues results from 
individuals who otherwise would have been uninsured or 
had coverage through Medicaid and who now would be 
receiving employment-based coverage, which would 
mean that some compensation would shift from taxable 
wages to nontaxable fringe benefits. In 2014, the first 
year that this option would be fully phased in, an esti-
mated 1.2 million individuals would newly enroll in an 
employment-based plan, and the majority of those indi-
viduals would otherwise have been covered by Medicaid. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -100 -250 -440  -710 -1,080 -2,580 -12,260

Change in Revenuesa  -80 -190 -350  -570  -870 -2,060 -10,170

Net Effect on the Deficit -20 -60 -90 -140 -210 -520 -2,090
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An argument in support of this option is that states 
would have more flexibility to encourage the expansion of 
private employment-based coverage. The requirement 
that employers provide data on their health insurance 
plans could increase enrollment in premium-assistance 
arrangements. (Many states maintain that enrollment 
remains low because of the difficulty of getting employers 
to provide such information.) In addition, the employers’ 
reporting requirement would lessen the administrative 
burden that states currently face in verifying a Medicaid 
enrollee’s access to employment-based coverage. Addi-
tional arguments in support of the option are that states 
and the federal government could use the employer’s con-
tribution to defray the costs of providing coverage and 
that the approach could reduce the number of uninsured 
people (primarily by requiring that Medicaid-eligible 
individuals who had access to employment-based cover-
age enroll in those plans and receive subsidized private 
coverage rather than go without insurance). In CBO’s 
estimation, about 100,000 individuals who otherwise 

would have been uninsured would gain employment-
based coverage in 2014 when this option was fully phased in.

An argument against the option is that if individuals took 
up employment-based coverage and that coverage was less 
comprehensive than benefits provided under Medicaid, 
those individuals could lose their entitlement to some 
benefits offered through the public program. Because cost 
sharing under many of the states’ Medicaid programs is 
nominal, enrollees would probably face higher out-of-
pocket costs for medical care through an employment-
based plan than they would under Medicaid. Another 
argument against this option is that it would increase 
costs for employers who would be required to provide 
insurance for individuals who otherwise would have been 
covered by Medicaid. Some employers would probably 
drop their health insurance coverage rather than pay the 
employer’s share of the premium for their Medicaid-
eligible employees—who without this option could 
receive their health benefits entirely from Medicaid. 

«CBO»
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Option 22

Expand Eligibility for Medicaid Family Planning Services 

According to a recent study, close to half of all pregnan-
cies in the United States are unplanned.1 (About half of 
those end in abortions and the other half result in live 
births or miscarriages.) Moreover, the rate of unplanned 
pregnancies among low-income women is four times 
greater than that among women at higher income levels. 
In general, Medicaid not only covers prenatal care for 
women with low income who qualify for such services; it 
also covers family planning services for those women for 
60 days as part of their postpartum care. The Centers for 
Medicare and Medicaid Services has granted waivers to 
about half of all states, which give them the option to 
provide family planning services to certain populations 
who otherwise would not qualify for coverage under 
Medicaid. The majority of the waivers are income 
based—covering women who are not pregnant and have 
income between the Medicaid income eligibility levels 
and 200 percent of the federal poverty level ($35,200 for 
a family of three in 2008). Many women whose house-
hold income is 200 percent of the federal poverty level are 
eligible, if they become pregnant, for Medicaid-funded 
prenatal, delivery, and postpartum care.2 

This option would require states to cover family planning 
services for all women between the ages of 15 and 44 who 
were not pregnant and whose family income was up to 
200 percent of the federal poverty level. That targeted 
expansion of coverage under Medicaid would give eligible 
individuals improved access to family planning services to 
avoid unplanned pregnancies. The new requirement 
would provide coverage to 2.3 million low-income 
women in 2014, resulting in a decrease in unplanned 
pregnancies that would reduce federal outlays, after 
accounting for the cost of the program, by $50 million 
over the 2010–2014 period and by $160 million over the 
2010–2019 period. 

The main argument for this option is that it would 
reduce the number of unplanned pregnancies while 
resulting in savings to the states and the federal govern-
ment. A number of benefits are associated with lowering 
the rate of unplanned pregnancies. Women with 
unplanned pregnancies are less likely to recognize early 
signs of pregnancy and thus delay the use of prenatal ser-
vices until later in their pregnancies, possibly increasing 
the risk of birth complications. In addition, motherhood 
among young women tends to result in lower educational 
attainment and higher reliance on public assistance. 
Finally, reducing unplanned pregnancies could reduce the 
adverse health consequences of closely spaced births. 

An argument against this option is that it could cause 
some individuals to enroll in Medicaid who otherwise 
might have access to other sources of health coverage. 
Some opponents of this option might also argue against 
government-funded family planning services for young 
women, preferring instead an abstinence-based approach 
to reducing unintended pregnancies.

«CBO»

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 10 10 -10 -30 -30 -50 -160

1. Lawrence B. Finer and Stanley K. Henshaw, “Disparities in Rates 
of Unintended Pregnancy in the United States, 1994 and 2001,” 
Perspectives on Sexual and Reproductive Health, vol. 38, no. 2 
(June 2006).

2. States must provide Medicaid coverage to pregnant women with 
family income below 133 percent of the federal poverty level. The 
majority of states, however, have elected to expand the income-
eligibility thresholds beyond 133 percent of the federal poverty 
level. The federal poverty level for a family of three in 2008 is 
$17,600—133 percent of the federal poverty level for such a 
family would equal $23,408.
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Option 23

Expand Medicaid Eligibility to Include Young Adults with Income Below the 
Federal Poverty Level

As a result of expansions in eligibility for the Medicaid 
program since its inception and the enactment of the 
State Children’s Health Insurance Program (SCHIP), the 
majority of children in families with income below 
200 percent of the federal poverty level ($35,200 for a 
family of three in 2008) are now eligible for either 
Medicaid or SCHIP. That coverage, which is based on 
family income, typically ends for young adults when they 
turn 19. In addition, most low-income young adults can-
not qualify for public coverage on their own because eli-
gibility is generally limited to children, parents, disabled 
and aged adults, and pregnant women. Furthermore, 
income-eligibility requirements for adults are generally 
more restrictive than they are for children. 

Children who receive health care coverage as a dependent 
under the private or employment-based insurance policy 
of a parent or legal guardian also typically lose coverage at 
age 19 unless they qualify for certain exemptions (for 
example, being a full-time student). Those exemptions 
usually end upon the child’s graduation or attainment of 
a specified age. In recent years, however, several states 
have extended the length of time during which a child 
may be eligible for health insurance under the policy of a 
parent or legal guardian.

This option would require states to expand eligibility for 
their Medicaid program to young adults ages 19 to 23 
who had income below the federal poverty level, which is 
$10,400 for a single person in 2008 and $17,600 for a 
family of three. Income-eligibility levels for a young adult 

would be based on family income if he or she was still 
considered a dependent by a parent or guardian, or on 
individual income if the young person was considered 
independent. The option would provide coverage to an 
estimated 1.1 million low-income young adults in 2014; 
it would increase federal outlays by about $7 billion over 
the 2010–2014 period and by $22 billion over the 2010–
2019 period.

A rationale for this option is that it would increase the 
currently low rates of health insurance coverage for low-
income young adults (in 2007, 44 percent of those 
individuals were uninsured). Low-income young adults 
generally have less access to employment-based health 
insurance than other adults because many of them work 
part-time or for employers that do not offer coverage. 
Expanding Medicaid eligibility to young adults with 
income below the federal poverty level would increase 
their access to preventive care and lower their risk of 
incurring large expenditures in the case of unforeseen 
illness. 

An argument against this option is that an expansion of 
Medicaid would increase the program’s expenditures at a 
time when it already faces budgetary pressures at both the 
federal and state level. In addition, this option could 
cause some young adults to enroll in Medicaid who 
otherwise would have been covered as dependents under 
their parents’ private insurance policies or under their 
own private insurance coverage.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 400 800 1,300 1,900 2,500 6,900 21,900

RELATED CBO PUBLICATION: How Many People Lack Health Insurance and For How Long? May 2003
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Option 24

Expand Medicaid Eligibility to Include Parents with Income Below the Federal 
Poverty Level

In low-income families, children are much more likely 
than adults to qualify for public health insurance. As a 
result of expansions to the Medicaid program that began 
in the late 1980s and the enactment of the State Chil-
dren’s Health Insurance Program (SCHIP) in 1997, a 
majority of children in families with income below 
200 percent of the federal poverty level ($35,200 in 2008 
for a family of three) are now eligible for either Medicaid 
or SCHIP. For parents, however, states generally limit 
Medicaid eligibility to those whose income is substan-
tially below the federal poverty level. (That restriction 
notwithstanding, as of 2006, 16 states had expanded eli-
gibility for public coverage to include parents whose 
income is above the federal poverty level using Section 
1115 waiver authority granted by the Centers for Medi-
care and Medicaid Services.) In 2007, roughly 42 percent 
of low-income parents were uninsured.

Under this option, states would be required to expand 
Medicaid eligibility to include all parents whose income 
was below the federal poverty level (which is $17,600 for 
a family of three in 2008) and who had children currently 
enrolled in or children who were eligible for but not 
enrolled in Medicaid. That new requirement—which 
would provide coverage to approximately 1.4 million par-
ents with income below 100 percent of the federal pov-
erty level in 2014—would increase federal outlays by 
about $11 billion over the 2010–2014 period and by $38 
billion over the 2010–2019 period. 

An advantage of this option is that it would present an 
opportunity for uninsured parents of limited financial 

means to obtain health insurance coverage for themselves 
and, in some cases, for their children. Coverage for newly 
eligible parents would boost participation for children 
who are currently eligible for, but not enrolled in, Medic-
aid or SCHIP because parents and their children would 
be covered under the same insurance. The Congressional 
Budget Office estimates that, under this option, approxi-
mately 700,000 children would obtain health insurance 
as a result of their parents’ enrollment in Medicaid in 
2014. (The costs associated with enrolling those children 
in Medicaid are reflected in the estimate.) 

A potential drawback of this option is that expanded eli-
gibility would lead some parents to drop private insur-
ance to obtain coverage through public insurance. More-
over, employers with a disproportionate number of lower-
income workers might be less inclined to offer health 
insurance to their workforce as a whole because the per-
ceived demand would be lessened by the availability of 
Medicaid coverage. Nevertheless, those effects are 
expected to be small because the target population—par-
ents with income below the poverty level—is less likely to 
have private insurance compared with individuals who 
have higher income. Less than 5 percent of the parents 
who would obtain coverage under this option would 
otherwise have had private insurance, CBO estimates. 
Another disadvantage of this option is that the increased 
amounts it would require states to spend could lead some 
states to make cuts to other parts of their Medicaid 
program.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 600 1,300 2,200 3,100 4,200 11,400 37,500
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Option 25

Establish a Medicaid Outreach Program with Mandatory Funds

Note: SCHIP = State Children’s Health Insurance Program.

Medicaid and the State Children’s Health Insurance Pro-
gram (SCHIP) finance health insurance coverage for mil-
lions of low-income adults and children, and disabled 
and elderly people in the United States. Both programs 
are administered by the states and receive federal funding 
based on the federal medical assistance percentage 
(FMAP) for Medicaid and an enhanced FMAP for 
SCHIP. In 2007, approximately 48 million people—
adults and children, and aged, blind, and disabled indi-
viduals—were enrolled in Medicaid, on average. SCHIP 
served about 5 million low-income children, on average, 
during 2007. Even so, of the approximately 43 million 
Americans who lacked health insurance at a point in 
2007, about 20 percent were eligible for, but not enrolled 
in, Medicaid or SCHIP. 

This option would provide $100 million in mandatory 
funds annually for five years to finance outreach and 
enrollment campaigns directed at those individuals 
who are eligible for but not enrolled in Medicaid. The 
outreach campaigns would be administered by state 
Medicaid programs, Native American tribes or tribal con-
sortiums, and other national, state, or local community-
based public or nonprofit private organizations. (Out-
reach efforts would also be likely to reach individuals who 
were eligible for but not currently covered by SCHIP and 
would encourage them to enroll; but those efforts would 
not specifically target that group because funding for 
SCHIP is capped under law.) Funds would be distributed 
through grants that would be awarded on the basis of 
applications submitted to the Centers for Medicare and 
Medicaid Services (CMS). Unspent funds allotted in any 
given year within the five-year window would remain 
available in subsequent years until spent. No state match 
would be required to access grant funds. However, the 
funds would be intended to supplement, not supplant, 

current outreach programs, so funds would be available 
only if a state met a maintenance-of-effort requirement 
based on outreach spending that occurred in the year 
prior to implementation of this option. To ensure that 
the annual funding was being used specifically for out-
reach and enrollment activities, states and other organiza-
tions using the grant money would be required to submit 
an annual report to CMS indicating the amount of 
money spent on outreach, the outreach activities for 
which that money was allocated, and an estimated num-
ber of children or adults enrolled in Medicaid or SCHIP 
as a result of those activities. 

In the Congressional Budget Office’s estimation, on the 
basis of the increase in outreach funding provided under 
this option, an additional 320,000 individuals would be 
enrolled in Medicaid or SCHIP in 2014, boosting federal 
outlays by approximately $3.6 billion over the 2010–
2014 period and by $9 billion over the 2010–2019 
period.

A rationale for this option is that outreach and enroll-
ment funding would provide states with an opportunity 
to reduce the number of uninsured individuals without 
expanding the eligibility criteria for public insurance pro-
grams. In addition, should states face budget difficulties 
and need to choose between paying for services and pay-
ing for administrative activities, such as outreach, this 
option would provide a new stream of funding that could 
be used for outreach. Finally, making funds available to 
community-based and other nongovernmental organiza-
tions (which may be more effective than governmental 
efforts in reaching certain segments of the Medicaid and 
SCHIP populations) would further improve the likeli-
hood of increasing the number of individuals with health 
insurance and expanding access to health care services. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending  

Outreach Funds 20 50 80 90 100 340 500

Medicaid 70 280 550 730 840 2,470 6,320

SCHIP   20   90 180    240    280    810 2,090

Total 110 420 810 1,060 1,220 3,620 8,910
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An argument against this option is that the federal gov-
ernment already spends a significant amount on outreach 
through Medicaid and SCHIP and ultimately defers to 
states on how best to identify and enroll beneficiaries. 
Moreover, state Medicaid agencies, in collaboration with 
other state agencies and community organizations, could

reach those eligible individuals under current program 
funding rules. Finally, as reflected in the estimate, each 
eligible individual who was enrolled as a result of this 
outreach funding would present an additional cost to the 
states and to the federal government once services began 
to be delivered.

«CBO»
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Option 26

Permanently Extend the Transitional Medical Assistance Provision in Medicaid

Medicaid provides transitional medical assistance (TMA) 
to certain beneficiaries who otherwise would lose eligibil-
ity because of increased earnings. The beneficiaries who 
qualify for TMA are usually former recipients of funds 
from the Temporary Assistance for Needy Families pro-
gram, which generally provides, for a limited time, cash 
assistance, child care, and training opportunities to low-
income families with dependent children. Through 
TMA, both the parents and children in those families 
qualify for at least 6 months and up to 12 months of 
medical assistance if their family income rises above the 
level established for Medicaid eligibility for families, but 
remains below 185 percent of the federal poverty level. 
This mandatory eligibility category is currently autho-
rized through June 30, 2009, and will expire after that 
date. 

This option would permanently extend the TMA eligibil-
ity category. The Congressional Budget Office estimates 
that the option would increase federal spending by $4 bil-
lion over the 2010–2014 period and by about $10 billion 
over the 2010–2019 period. In 2014, there would be an 
estimated 570,000 people covered under this Medicaid 
eligibility category. 

A rationale for a permanent extension of TMA is that 
such action would provide low-income working families 
with health insurance as their income rose above levels 
that otherwise would make many of them ineligible for 
Medicaid. In the absence of such action, eligibility for 

Medicaid would be lost as family incomes rose. Although 
those individuals have joined the workforce, a significant 
percentage of them might not work in jobs that offered 
employment-based health insurance, or they might be 
unable to afford such insurance if it was offered. Given 
the importance of health insurance to many low-income 
families, the loss of Medicaid could provide a disincentive 
for them to increase their earnings by working additional 
hours or obtaining higher-paying jobs. Even though 
extending the TMA category would not eliminate that 
disincentive, it would move up the point at which the 
disincentive occurred to 185 percent of the poverty level.

An argument against this option is that certain individu-
als who would qualify for TMA could be eligible for 
employment-based insurance and therefore TMA would 
serve as a disincentive for enrollment in available private 
coverage. According to the Census Bureau’s Current Pop-
ulation Survey, about 10 percent of adults and 18 percent 
of children whose family income is below the poverty line 
are covered by employment-based insurance. Although 
coverage rates in those instances are lower than they are 
for groups with higher income, they indicate that 
employment-based insurance would be available and 
affordable for some potential TMA enrollees. Enroll-
ment in such insurance, though often more costly for 
individuals than Medicaid, typically affords better access 
to providers and could involve less stigma for enrollees. 

«CBO»

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 500 800 800 900 1,000 4,000 10,000
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Option 27

Allow People and Firms to Buy Health Insurance Plans Through the 
Federal Employees Health Benefits Program 

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

The Federal Employees Health Benefits (FEHB) pro-
gram, administered by the Office of Personnel Manage-
ment (OPM), offers health benefits to current and former 
federal employees and their families. As of 2007, the 
FEHB program managed approximately 300 health plans 
that provided health coverage to about 8 million enroll-
ees. Eligible employees, retirees, and their dependents 
have a choice of plans, including several nationwide fee-
for-service plans and, depending on the region, one or 
more managed care products. The government contrib-
utes a defined amount toward the premiums of FEHB 
plans—72 percent of the national average premium but 
only up to 75 percent of an individual plan’s premium. 
OPM has the authority to negotiate premiums and bene-
fits with private insurers and to oversee insurers’ compli-
ance with consumer protection and other federal laws.

This option would allow individuals and private firms 
not affiliated with the federal government to purchase 
coverage through the FEHB program. Unlike federal 
employees, who receive contributions from their 
employer, individual purchasers in this new insurance 
market would be directly responsible for the full cost of 
the premium, and individuals whose employer purchased 
coverage through an FEHB plan would be responsible for 
any costs in excess of their employer’s contribution. The 
new program would constitute a separate insurance risk 
pool for nonfederal enrollees, and their premiums would 
not be the same as those for federal employees. However, 
premiums would be the same for all nonfederal enrollees 
within each plan in a particular geographic area and 
would be based on the expected medical claims of the 
plan’s enrollees. To reduce the likelihood that some indi-
viduals would avoid enrolling in the program until they 
needed health care services, this option would introduce 
an annual open-enrollment period similar to the provi-
sion for such a period in the current FEHB program. 

Subject to applicable laws, plans could exclude coverage 
of certain preexisting health conditions for a specified 
period but could not deny coverage altogether. To ensure 
that insurers would participate, OPM could require them 
to offer coverage to nonfederal enrollees as a condition of 
participating in the FEHB program.

In calculating the budgetary effects of this option, the 
Congressional Budget Office assumed that the benefits 
and cost-sharing features of the plans offered through the 
new program would resemble those offered through the 
current FEHB program. CBO also assumed that the pre-
miums for nonfederal enrollees would be structured so 
that they covered any new administrative costs that OPM 
might incur, including fixed costs related to setting up the 
program and negotiating additional contracts with insur-
ers, as well as costs related to enrolling new beneficiaries, 
collecting premiums, and resolving disputes between 
enrollees and insurers. As a result, the option as struc-
tured would not lead to any new outlays by the federal 
government. 

Implementing this option would reduce federal revenues 
by an estimated $2.0 billion over the 2010–2014 period 
and by $6.2 billion over the 2010–2019 period. Federal 
revenues would decrease because an estimated 900,000 
individuals would gain employment-based insurance 
through employers who purchased FEHB plans and com-
pensation would shift from taxable wages to nontaxable 
fringe benefits. In 2014, an estimated 2.3 million indi-
viduals would purchase a plan through the expanded 
FEHB program if offered the opportunity—1.3 million 
who otherwise would have been uninsured and 800,000 
individuals who would have purchased individual private 
insurance policies but who would switch to coverage 
through the FEHB program. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -50 -120 -190 -280 -380 -1,020 -3,440

Change in Revenuesa -110 -230 -380 -530 -710 -1,960 -6,200

Net Effect on the Deficit 60 110 190 250 330 940 2,760
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Federal outlays would decrease by approximately 
$1.0 billion over the 2010–2014 period and by $3.4 bil-
lion over the 2010–2019 period because approximately 
200,000 individuals who would obtain employer-
purchased FEHB coverage would otherwise have had 
coverage under Medicaid. Because revenues would 
decline more than outlays would, the net effect would be 
an increase in the federal deficit.

The above estimates reflect an assumption that individu-
als who enrolled in the expanded FEHB program would 
have greater-than-average health risks, which would lead 
to higher premiums and greater growth in premiums 
than if the entire eligible population had enrolled in the 
program. The estimates of budgetary effects do not 
include the costs of brokers’ fees that some employers and 
individuals would pay to purchase coverage in the 
expanded FEHB market. Hence, the option effectively 
assumes that some of the revenue from premiums would 
be directed toward advertising as well as Internet and tele-
phone enrollment systems—which would obviate the 
need for brokers. Nonetheless, because many small firms 
and individuals may find brokers’ services valuable, poli-
cymakers might consider allowing such services to be 
used in conjunction with this option, albeit at a higher 
effective premium. 

Proponents of this type of option argue that the FEHB 
program is well suited to serve as a vehicle for expanding 
coverage because it offers a wide range of health plans 
that compete directly for enrollees. In addition, a well-
established system is in place for administering such a 
program. Proponents also maintain that opening up the 
FEHB program to nonfederal enrollees would extend an 
additional health insurance option to individuals and 
firms that might view their existing options as unattract-
ive, as well as an option to individuals who could not 
obtain coverage because of previous health conditions. 
(In contrast to some insurance plans, FEHB plans cannot 
selectively deny applicants coverage on the basis of their 
health status, although this option would allow FEHB 
insurance carriers in the nonfederal program to deny cov-
erage for certain preexisting conditions.) Another argu-
ment in support of the option is that for individuals and 
small-employer groups, the administrative costs of 
insurance purchased in a larger pool might be lower than 

those purchasers could have obtained in the market for 
private insurance. (Such costs include those associated 
with developing and disseminating information about 
the plans and the FEHB program, and insurers’ costs for 
assessing the health risks of potential enrollees.) 

An argument against the option is that there is a signifi-
cant risk that the premiums for plans in the expanded 
FEHB program might not be attractive enough to draw a 
large and stable pool of enrollees. The feature of the pro-
gram that guarantees coverage would be particularly 
attractive to individuals and firms that had a greater-
than-average risk of incurring large medical expenses, and 
their enrollment in large numbers would put upward 
pressure on the premiums in the new program. Further, 
because carriers in the new FEHB program would be 
wary of underestimating the degree to which their plan 
would attract enrollees with greater-than-average 
expected health costs, actual premiums could be even 
higher than those anticipated in this estimate, which were 
calculated so that premium revenues would approxi-
mately equal expected costs plus administrative fees. Such 
a response by insurers would cause lower enrollment than 
suggested above and, if premiums did not fall in later 
years as insurers competed for enrollees, would increase 
the likelihood that the program would be unstable over 
the long term.  A related concern stems from the fact that 
insurers have not offered this option voluntarily—which 
could indicate that charging a single premium regardless 
of health risk might not be viable in the health insurance 
marketplace (except in states where other insurers face the 
same requirement). Moreover, the wide array of plans in 
the FEHB program might be a problem if sicker enrollees 
chose more generous or more flexible plans—choices that 
would lead to higher premiums for those plans and fur-
ther discourage healthier enrollees from selecting them. 
Another argument against this option is that some insur-
ers might leave the existing FEHB program if they found 
the conditions of participation under this option burden-
some or unprofitable. Recognizing the above concerns, 
policymakers could consider additional incentives to 
encourage people to enroll, such as providing direct sub-
sidies to the program or allowing the adjustment of pre-
miums for the age of enrollees or their expected health 
spending.

«CBO»
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Option 28

End Enrollment in VA Medical Care for Veterans in Priority Groups 7 and 8

Note: Discretionary savings accrue to the Department of Veterans Affairs; increases in mandatory outlays are projected for the 
Medicare program.

Veterans who seek medical care from the Department of 
Veterans Affairs (VA) are enrolled in one of eight priority 
care groups that are defined on the basis of income, dis-
ability status, and other factors. Veterans in Priority 
Group 8 are those without service-connected disabilities 
whose income and assets are above both a means-tested 
threshold that is updated each year by VA and a geo-
graphic income index established and updated by the 
Department of Housing and Urban Development 
(HUD). Veterans who are enrolled in Priority Group 7 
have no service-connected disabilities; their incomes are 
above the VA threshold but below the HUD geographic 
index. About 2.3 million veterans who have enrolled for 
VA medical services are in Priority Groups 7 and 8.

Veterans in those groups make copayments for their care, 
and if they have private health insurance, VA bills those 
insurance plans. Copayments and private-plan billings 
cover about 21 percent of the cost of those veterans’ care. 
For 2008, VA anticipated $3.4 billion in net spending for 
those patients, or about 12 percent of the department’s 
total budget for medical care. When the priority system 
was established in 1999, the Secretary of Veterans Affairs 
was charged with deciding how many priority groups VA 
could serve each year. Since then, VA’s medical costs have 
more than doubled, and in 2003, the department cut off 
new enrollment of veterans in Priority Group 8. Veterans 
who were already enrolled were allowed to remain in the 
program. 

This option would close enrollment for Priority Group 7 
veterans and disenroll all veterans in Priority Groups 7 
and 8, thus curtailing VA’s health care spending for veter-
ans who are not poor and who do not have service-related 
medical needs. To be eligible for VA medical services 

under this option, a veteran would have to qualify for a 
higher priority group by demonstrating a service-con-
nected disability, by documenting income that was below 
the means-tested threshold, or by qualifying under other 
criteria (such as exposure to Agent Orange, status as a 
Purple Heart recipient or former prisoner of war, eligibil-
ity for Medicaid, or catastrophic non-service-connected 
disability). Disenrolling all Priority 7 and Priority 8 veter-
ans would reduce discretionary outlays on net by an esti-
mated $24 billion over the period from 2010-2014 and 
by $53 billion between 2010 and 2019, under the 
assumption that appropriations were reduced accord-
ingly. Implementing this option, however, would increase 
mandatory spending for Medicare by an estimated 
$12 billion from 2010 to 2014 and by $26 billion from 
2010 to 2019. 

An advantage of this option is that it would refocus VA’s 
attention and services on its traditional group of patients. 
Higher-income veterans without service-connected dis-
abilities gained access to the VA system only in the mid-
1990s, when the federal budget was under less strain and 
experiencing less demand for services by higher-priority 
veterans. In 2007, 90 percent of enrollees in Priority 
Groups 7 and 8 had other health care coverage, most 
notably Medicare and private health insurance. As a 
result, the vast majority of the veterans who would lose 
VA coverage under this option would have access to other 
sources of care. 

A disadvantage of the option is that veterans enrolled in 
Priority Groups 7 and 8 who have come to rely on VA for 
at least part of their medical care might find their health 
care disrupted by the change in enrollment rules. Some of 
those veterans—particularly those whose income was just 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 2,300 2,400 2,400 2,500 2,600 12,200 26,100

Change in Discretionary Spending  

Budget authority -4,700 -4,900 -5,000 -5,100 -5,300 -25,000 -53,600

Outlays -4,300 -4,800 -5,000 -5,100 -5,200 -24,400 -52,800
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above the threshold and the HUD index—might have 
difficulty identifying or affording high-quality health care 
from other sources. A possible alternative to this option 
would be to allow veterans in Priority Groups 7 and 8 to 

enroll in VA health care if they could demonstrate 
that they did not have access to other health insurance 
coverage. Such an alternative would reduce the estimated 
savings under the option.

«CBO»

RELATED CBO PUBLICATIONS: Statement of Allison Percy, Principal Analyst, before the House Subcommittee on Military Construction, Veterans 
Affairs, and Related Agencies, Committee on Appropriations, Future Medical Spending by the Department of Veterans Affairs, February 15, 
2007; Potential Growth Paths for Medical Spending by the Department of Veterans Affairs, Letter to the Honorable Larry E. Craig, July 14, 
2006; and The Potential Cost of Meeting Demand for Veterans’ Health Care, March 2005
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Option 29

Reopen Enrollment for VA Medical Care Among Priority Group 8 Veterans for 
Five Years

Veterans who enroll in the health care system adminis-
tered by the Department of Veterans Affairs (VA) are 
assigned to one of eight priority care groups on the basis 
of such factors as income and extent of disability. Each 
year, the Secretary of Veterans Affairs announces which 
enrollment categories of veterans will be eligible to receive 
VA health care in the following year. That determination 
is based on estimates of health care costs and VA’s avail-
able resources. 

Since January 2003, VA has accepted no new enrollments 
in Priority Group 8, which comprises veterans who have 
no service-connected disability and whose income is 
above certain geographically adjusted thresholds. This 
option would require VA to accept enrollments from that 
group during the 2010–2014 period but would restore 
the freeze on new enrollments from that group after 
2014. However, between 2010 and 2014, many Priority 
Group 8 veterans would enroll, and if VA’s resources were 
stretched to capacity, providing care for those veterans 
would affect the volume of services available for veterans 
in Priority Groups 1 through 7. 

Advocates of this option note that it would allow access 
to VA medical services for the 10 million veterans that in 
VA’s estimation fall into Priority Group 8 but who are not 
currently enrolled. Although most of those individuals 
would probably not seek care from the VA system, a 
number of them might enroll, perhaps to reduce their 
out-of-pocket costs for pharmaceuticals and medical ser-
vices, to gain access to specialty services (such as treat-
ment for spinal cord injury or mental health services) for 
which VA is well known, or to take advantage of VA’s 
approach to health care (which strives to ensure that 
patients’ care meets recognized clinical guidelines). 

If this option was implemented, VA would probably 
experience a substantial influx of new enrollees. One 

potential negative result would be that veterans in both 
Priority Group 8 and higher priority groups would face 
longer waiting times for many services if VA did not have 
sufficient existing capacity or could not expand its net-
work of clinics to meet the increased demand for services. 
VA has enacted scheduling rules to ensure that patients 
with service-connected disabilities receive priority when 
appointments are scheduled. However, under this option 
many patients might face delays or referrals to distant 
facilities in order to meet the expanded demand for VA 
services. 

Data from VA about the population of potential Priority 
Group 8 enrollees suggest that implementing this option 
would result in the enrollment of about 1.7 million new 
Priority Group 8 veterans in the VA health care system by 
2012. The Congressional Budget Office assumed for its 
estimates that VA would incur the same costs for the care 
received by those veterans that it incurs for the care it 
provides to veterans who are currently enrolled in Priority 
Group 8; under that assumption, annual net costs for an 
additional enrollee would average an estimated $1,580 in 
2010. (The net cost equals the cost of care minus 
copayments and third-party reimbursements.) That esti-
mate assumes that the expansion of services would not 
entail large-scale expenditures for construction or diffi-
culties in hiring sufficient medical personnel. The option 
would increase VA’s health care costs—providing the 
funds were appropriated—by about $12 billion over the 
2010–2014 period and $29 billion from 2010 through 
2019. Those discretionary spending totals, which include 
an adjustment for anticipated inflation, represent an 
increase in annual spending of approximately 8 percent 
compared with VA’s 2009 appropriation for medical care.

Some of the newly eligible veterans who enrolled in Prior-
ity Group 8 would also be eligible for Medicare. If VA 
received sufficient funds to serve those new enrollees, its 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Discretionary Spending  

Budget authority 1,400 2,200 3,000 3,100 3,200 12,900 29,700

Outlays 1,200 2,000 2,900 3,000 3,200 12,300 29,000
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care might substitute for care that otherwise would be 
provided under Medicare.1 

In estimating spending under this option, CBO assumed 
that most Priority Group 8 veterans would not enroll in 
the VA health system and that the veterans who did enroll 

would rely on other health care coverage for most of their 
needs, seeking less than a quarter of their care from VA. 
CBO also assumed that VA could provide care for the 
new enrollees at the same average cost as the care received 
by current enrollees in Priority Group 8. However, 
expanding access to VA medical care by 1.7 million new 
enrollees without increasing waiting times would proba-
bly entail costs for new construction and other expendi-
tures related to expansion, which would require more dis-
cretionary funding than is estimated for this option. 

«CBO»

1. Those potential effects on Medicare spending are not estimated 
here because they would be contingent on provisions enacted in 
subsequent appropriation acts.

RELATED CBO PUBLICATIONS: Cost Estimate for S. 1233, the Veterans Traumatic Brain Injury and Health Programs Improvement Act of 2007, 
August 23, 2007; Statement of Allison Percy, Principal Analyst, before the House Subcommittee on Military Construction, Veterans Affairs, and 
Related Agencies, Committee on Appropriations, Future Medical Spending by the Department of Veterans Affairs, February 15, 2007; 
Potential Growth Paths for Medical Spending by the Department of Veterans Affairs, Letter to the Honorable Larry E. Craig, July 14, 2006; and 
The Potential Cost of Meeting Demand for Veterans’ Health Care, March 2005





CH A P
 T ER
5
The Quality and Efficiency of

Health Care
5

4

5

The quality of health care in the United States has 
long been of concern to policymakers. Despite spending 
more per capita than other nations, the United States lags 
behind lower-spending nations on several metrics, 
including life expectancy and infant mortality.1 In addi-
tion, many experts believe that the health care delivery 
system is ill suited to meet current and future health care 
needs, particularly with respect to the treatment of 
chronic conditions. Although many treatments undoubt-
edly save lives and improve health—and the aggregate 
benefits from health care spending probably exceed the 
costs—evidence also indicates that much spending is not 
cost-effective and in many cases does not even improve 
health. Those concerns have generated calls to increase 
the efficiency of the health care system.   

Together, Medicare and Medicaid account for a large 
share of total health care costs and are thought to influ-
ence health care delivery in the broader health care sys-
tem; therefore, changes in those two programs would 
have a ripple effect throughout the system. In recent 
years, interest has grown in reducing incentives for pro-
viders to perform services of marginal benefit and increas-
ing incentives for them to improve quality. Evidence that 
those approaches would lead to long-term changes in the 
rate of growth in health care costs is, however, lacking in 
many cases. In addition, the process of converting inno-
vative ideas into successful programmatic changes would 
probably require some experimentation and would take a 
number of years.

Medicare, which is largely financed by the federal govern-
ment within mostly uniform national policies on cover-

1.  See, for example, Gerard F. Anderson and Bianca K. Frogner, 
“Health Spending in OECD Countries: Obtaining Value Per 
Dollar,” Health Affairs, vol. 27, no. 6 (November/December 
2008), pp. 1718–1727.
age and payments, offers opportunities to develop and 
test strategies to reduce costs and improve the quality of 
care. Several current Medicare initiatives, such as Hospi-
tal Compare, enable the government to collect data and 
evaluate the performance of providers. Medicare has also 
begun to explore ways to link payments more explicitly to 
the quality of the care that beneficiaries receive.

In the case of Medicaid, states have the primary responsi-
bility for administering the program, so improving the 
quality of the care that Medicaid provides can be more 
challenging. To date, states have taken the initiative in 
pursuing ways to improve quality in Medicaid, and the 
effects of their efforts have varied widely from state to 
state. 

Policymakers have also expressed a strong interest in 
encouraging providers to adopt health information tech-
nology (health IT) to improve both the quality of care 
and the efficiency with which it is delivered. (Health IT 
refers to information technology applications specifically 
designed for the practice of clinical medicine, including 
electronic health records, personal health records, health 
information exchange, computerized physician order 
entry, clinical decision support systems, and electronic 
prescribing.)  

Most of the options in this chapter focus on ways to 
improve the quality of the care provided to Medicare and 
Medicaid beneficiaries. Some options are broader and 
would affect the larger health care system. In addition, 
two options would consolidate federal funding that sup-
ports medical education and helps pay for uncompen-
sated care. (Medicare and Medicaid both make payments 
to support medical education and relieve hospitals of the 
burden of uncompensated care.)
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Option 30

Bundle Payments for Hospital Care and Post-Acute Care

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 0 -200 -500 -700 -18,600
The Medicare fee-for-service program pays health care 
providers fixed amounts for each service provided to ben-
eficiaries. Medicare’s definition of the unit of service var-
ies depending on the setting where treatment is provided. 
In hospitals, the unit is a discharge; in skilled nursing 
facilities, the unit is a day; and in home health care set-
tings, the unit is a 60-day “episode.” For example, a 
Medicare beneficiary who is hospitalized and then dis-
charged to a skilled nursing facility generates one pay-
ment to the hospital plus additional payments for each 
day spent in the facility.

Payments are referred to as bundled when the unit of pay-
ment includes multiple individual services. For instance, 
hospitals receive a single bundled payment from Medi-
care for each discharge; that payment covers all of the ser-
vices provided by the hospital during the stay, including 
nursing, room and board, operating room fees, and so on. 
In general, bundled payments offer providers an incentive 
to reduce the costs of the services within each component 
of the bundle and to increase the efficiency with which 
they provide medical care.

Under this option, the unit of payment for acute care 
provided in hospitals would be redefined and expanded 
to include post-acute care provided both in acute care 
hospitals and nonhospital settings. Hospitals would 
receive a single bundled payment from Medicare for such 
services. The new bundled payment rates would initially 
be set equal to the rate currently paid for each Medicare 
severity diagnosis-related group (MS-DRG)—the current 
method of categorizing inpatient Medicare cases on the 
basis of diagnosis—plus the average costs across all post-
acute care settings for treating patients in that MS-DRG. 
Hospitals would receive the full bundled payment regard-
less of whether a specific patient received post-acute care. 
Medicare would no longer make separate payments for 
post-acute care services following an acute care inpatient 
hospital stay. Those services would be provided directly 
by the hospital or by other providers under contractual 
arrangements with the discharging hospital. Post-acute 
care would be defined as any service that was initiated 
within 30 days of a patient’s discharge from an acute care 
inpatient hospital and that was provided by a home 
health agency, a skilled nursing facility, an inpatient reha-
bilitation facility, a long-term care hospital, or a hospital-
based outpatient rehabilitation facility. Beneficiaries 
would continue to face cost-sharing requirements for 
post-acute care based on current law. Bundled payments 
would be applied beginning in 2013 to hospital dis-
charges accounting for at least one-third of post-acute 
care admissions (to be determined by the Secretary of 
Health and Human Services) and would apply to all 
admissions beginning in 2015. Those changes would 
reduce federal outlays by an estimated $0.7 billion over 
the 2010–2014 period and by almost $19 billion over the 
2010–2019 period.

Under this option, hospitals would probably reduce the 
cost of post-acute care services for Medicare beneficiaries, 
relative to the cost that otherwise would have occurred. 
Such savings could occur through reductions in the vol-
ume or intensity of post-acute care, or through hospitals’ 
contracting with lower-cost providers. Medicare’s annual 
update factors (annual increases in base payment rates 
determined in part on the basis of increases in the prices 
for various “inputs,” such as labor and equipment, that 
medical providers use to produce medical services) for 
hospitals would be adjusted downward so as to recapture 
80 percent of the anticipated reductions in the costs of 
post-acute care. Those adjustments would enable hospi-
tals, in the aggregate, to retain approximately 20 percent 
of the anticipated savings they produced.

An advantage of this option is that hospitals would 
become more involved in coordinating post-discharge 
care and in arranging post-acute care. Further, hospitals 
would have an incentive to be economical in making 
those arrangements. They would have flexibility in deter-
mining whether and how the costs of post-acute 
care should be reduced. An argument against this option 
is that hospitals might reduce medically beneficial 
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post-acute care services, which could be detrimental to 
beneficiaries’ health outcomes. In addition, because of 
geographic differences in current patterns in the use of 
post-acute care, some hospitals could reap large financial 
windfalls without changing their practice patterns or 
improving patients’ outcomes. 

An alternative approach to bundling would be to com-
bine payments for inpatient hospital care with payments 
for concurrent physicians’ services (meaning those pro-
vided during inpatient hospital stays). Hospitals, under 
this alternative, would receive a single payment from 
Medicare for each discharge, a portion of which would be 
intended to cover the cost of physicians’ services provided 
during the stay. A rationale for that type of bundling is 
that it would give hospitals and physicians incentives to 
coordinate care and to provide care efficiently. In particu-
lar, hospitals would have an incentive to eliminate unnec-
essary physician consultations provided during hospital 
stays. That form of bundling could, however, carry the 
risk that appropriate physicians’ services would be limited 
or withheld.

The bundling of hospital and physician payments for 
selected surgical procedures is discussed in Option 34. 
The Congressional Budget Office did not estimate the 
budgetary impact of a broader alternative for bundling 
physician and hospital payments; however, in principle, 
hospital and physician bundling has the potential to spur 
gains in efficiency that could be recouped at least in part 
by the Medicare program.

«CBO»
5
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Option 31

Reduce Medicare Payments to Hospitals with High Readmission Rates

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 

Hospitals with readmission rates 
above the 50th percentile 0 0 -1,000 -1,000 -1,100 -3,100 -9,700

Hospitals with readmission rates 
above the 75th percentile 0 0 -800 -800 -900 -2,500 -8,100
Medicare compensates hospitals for providing acute care 
through the Inpatient Prospective Payment System, 
which determines hospital payments on the basis of the 
following: patients’ diagnoses and the severity of their ill-
ness or injury; geographic variations in hospital costs; 
and other hospital- and patient-specific factors. Under 
that system, hospitals receive full payment for patient 
readmissions, regardless of whether the readmission was 
preventable, related to the initial admission, or the result 
of insufficient post-acute care coordination. The Medi-
care Payment Advisory Commission (MedPAC) stated 
that in 2005, about 18 percent of Medicare’s acute care 
hospital admissions resulted in readmissions within 30 
days of the patients’ discharge.1 According to that report, 
a large share of those readmissions may have been “poten-
tially preventable,” although in practice, patients may 
have experienced complications or relapses that were 
beyond the hospitals’ control; therefore, some portion of 
those readmissions were probably unavoidable.

This option would have two components: requiring the 
public reporting of readmission rates and the implemen-
tation of payment reductions for hospitals with excessive 
readmission rates. Hospitals with excessive readmission 
rates would be defined as those with a high readmission 
rates relative to their expected readmission rate. The latter 
would be defined as the median hospital readmission rate 
for certain conditions or procedures and would be based 
on data collected from hospitals after adjusting for the 
severity of patients’ conditions. Instead of recalculating 
expected rates on an annual basis, those original expected 
readmission rates would be used as a baseline in each sub-
sequent year the policy was in effect. Such an approach 
would provide hospitals with a fixed and stable target. 

1. See Medicare Payment Advisory Commission, Report to the 
Congress: Promoting Greater Efficiency in Medicare (June 2007).
Although not assumed as part of this option, policy-
makers might choose to recalculate the target in the 
future if it became evident that wide variation in 
readmission rates and quality of care remained.

Under this option, the Centers for Medicare and Medic-
aid Services would, starting in 2011, analyze hospital-
level data on acute care readmissions that occurred during 
2009 and 2010. On the basis of that initial analysis, the 
Secretary of Health and Human Services would designate 
the targeted categories of conditions and procedures and 
use that information to identify potentially preventable 
readmissions. That analysis would be used to determine 
which hospitals would be at risk for reduced payments 
beginning in 2012. The estimate underlying this option 
incorporates the effects of reduced payments for excessive 
readmissions related to eight condition and procedure 
groups.

Beginning in 2012, hospitals with excessive readmission 
rates for a targeted condition or procedure would be sub-
ject to a withholding of payment for patients admitted 
within the identified Medicare severity diagnosis-related 
group (MS-DRG). If the patient was readmitted to an 
acute care hospital within 30 days of discharge because of 
a complication or related diagnosis, Medicare would keep 
the withheld funds; otherwise, the hospital would receive 
the withheld amount. Hospitals would not receive a 
reduced payment for readmissions for unrelated hospital-
izations, planned readmissions, or for readmissions of 
cancer and burn patients. Beginning in 2013, data on 
readmissions would be made available to the public.

Under this option, Medicare would reduce payments to 
hospitals with risk-adjusted readmissions above either the 
median or the 75th percentile for each targeted condition 
or procedure. Reducing payments by 20 percent to 
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hospitals with readmission rates above the median for a 
targeted condition or procedure would lower federal out-
lays by about $3 billion over the 2010–2014 period and 
by almost $10 billion over the 2010–2019 period. Using 
the 75th percentile to define excessive readmission rates 
and applying a 30 percent reduction would reduce Medi-
care’s spending by about $2.5 billion over the 2010–2014 
period and by about $8 billion over the 2010–2019 
period. Those estimates are based on an analysis that clas-
sifies certain readmissions as “potentially preventable”; 
actual savings would depend on the classification system 
used and how the thresholds were set. The estimates also 
assume savings from hospitals’ taking action to reduce 
readmissions, some of which would be offset by addi-
tional use of post-acute care services. 

An argument in favor of reducing payments to hospitals 
with high readmission rates is that such action would 
provide a financial incentive for hospitals to offer higher-
quality care. Implementing the option could result in bet-
ter coordination of care between the hospital and post-
acute care facility, including improved communication 
between the patient, the hospital, and any providers of 
post-acute care or other caretakers. Further, this option 
could reduce the wasteful spending associated with pre-
ventable readmissions.

An argument against this option is that high readmission 
rates may be due, in part, to factors beyond a hospital’s 
control, including patients’ or caretakers’ lack of adher-
ence to discharge orders or the quality of care provided at 
a post-acute care facility. Moreover, accurately identifying 
preventable readmissions is a complex and potentially 
subjective exercise that could be burdensome for Medi-
care administrators to implement. Another argument 
against this option is that some hospitals might try to 
avoid the risk of readmissions by increasing patient dis-
charges to post-acute facilities, thus potentially offsetting 
any savings from reducing readmissions. (One method 
for addressing that issue is included in Option 30.) Also, 
payment reductions could deter hospitals from treating 
patients with the targeted conditions, which could 
impede some enrollees’ access to care.

«CBO»
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Option 32

Expand the Hospital Quality Incentive Demonstration to All Hospitals 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -300 -300 -300 -300 -1,200 -2,900
In 2003, the Centers for Medicare and Medicaid Services 
launched the Hospital Quality Incentive Demonstration 
(HQID), a project that offers participating hospitals 
financial incentives to provide high-quality health care. 
Participating hospitals report data on the quality of care 
provided to patients who receive treatment for selected 
clinical conditions (heart attack, heart failure, or pneu-
monia) or undergo certain procedures (specifically, hip or 
knee replacement or coronary bypass graft surgery). That 
information is used to calculate a composite quality score 
for each hospital. Hospitals with the highest scores 
receive bonuses of 1 percent to 2 percent of standard 
Medicare payments for patients with the selected condi-
tions; hospitals that fail to meet a baseline quality mea-
sure (established during the program’s first year) face 
reductions in standard payments of 1 percent to 2 per-
cent. About 250 hospitals in 36 states participate in the 
demonstration project. 

Under this option, all hospitals would receive reduced 
Medicare payments for inpatient hospital care for the five 
selected clinical conditions. The reduction would be 
based on estimates of productivity growth consistent with 
those used in the calculation of the Medicare economic 
index (typically estimated to be between 1.0 and 1.5 per-
centage points per year). This option would also imple-
ment quality incentives similar to those used in the 
HQID. On the basis of the data on quality that they sub-
mitted, top-performing hospitals would receive bonus 
payments of between 0.75 percent and 1.50 percent. 
(No additional payment reductions would be made for 
hospitals that provided lower-quality care once the initial 
payment reduction was made.) On the basis of the reduc-
tion in Medicare payments, the Congressional Budget 
Office estimated that this option would reduce federal 
outlays by $1.2 billion over the 2010–2014 period and 
by $2.9 billion over the 2010–2019 period. Savings could 
be greater if quality improvements led to reductions in 
either hospital readmissions or the use of other medical 
services. Additional savings could result from varying the 
option, including reducing payments to hospitals that 
reported the lowest quality scores.

Proponents of a quality-based hospital payment system—
also known as a pay-for-performance system—argue that 
it would improve upon Medicare’s standard payment 
methods by adding a quality-improvement incentive to 
the cost-cutting incentive that now exists under the 
acute hospital inpatient prospective payment system. 
During the HQID’s first three years of operation, quality 
measures rose in participating hospitals in all five clinical 
categories. 

An argument against this option is that many hospitals 
currently lack the data collection and reporting capabili-
ties that participating in the program would require. 
Investing in the necessary technology could pose financial 
difficulties for those hospitals, which, in turn, could actu-
ally intensify the challenges associated with improving 
quality of care. 

«CBO»
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Option 33

Deny Payment Under Medicaid for Certain Hospital-Acquired Conditions 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -5 -5 -5 -5 -20 -45
5

4

5

Under Medicaid, states have significant flexibility in 
determining how and how much to pay hospitals for car-
ing for Medicaid enrollees. In contrast, the Medicare pro-
gram uses a prospective payment system (PPS) to pay 
hospitals for operating costs that are tied to providing 
inpatient services to beneficiaries. Under that system, 
Medicare pays hospitals on a per-case basis according to 
preset rates—which are determined by taking a base rate 
for a given diagnosis and adjusting it to reflect local labor 
costs, the clinical characteristics of the patient involved, 
and other factors. Thus, Medicare often pays a higher rate 
for a case in which more than one medical condition is 
present because multiple conditions add to the complex-
ity of the care required. 

Under current law, however, Medicare is required to deny 
payment for some of those complicating secondary diag-
noses if they are not present when a patient is admitted to 
the hospital. Specifically, the law requires the Secretary of 
Health and Human Services to identify certain “hospital-
acquired conditions” (HACs) on the basis of three char-
acteristics: The costs for treating the condition are high or 
the condition is particularly prevalent, or both; the condi-
tion as a secondary diagnosis results in a higher payment 
for the hospital; and the condition could reasonably have 
been prevented if the hospital had followed evidence-
based guidelines in caring for the patient. Medicare will 
not pay a hospital for the costs incurred in treating one of 
those identified HACs if the condition is the sole second-
ary diagnosis responsible for a higher payment. To date, 
the Secretary has identified 12 such conditions and has 
the authority to modify the list of conditions in the 
future.1 The HACs now on the list include such condi-

1. Estimates for this option do not include the impact of the new 
national coverage determinations announced on December 2, 
2008, that will prevent Medicare from paying for three additional 
medical errors. 
tions as pressure ulcers, falls and trauma, and certain 
infections of surgical sites. 

This option would apply Medicare’s HAC rules to pay-
ments to hospitals for inpatient care covered by Medic-
aid. Under the option, states would be prohibited from 
paying hospitals for the same hospital-acquired condi-
tions that the Secretary of Health and Human Services 
had identified for the Medicare program. That change 
would save an estimated $20 million over the 2010–2014 
period and $45 million over the 2010–2019 period. 

The HAC provision was intended to help improve the 
quality of health care and reduce medical errors by giving 
hospitals a financial incentive to avoid preventable condi-
tions. Under this option, hospitals would be responsible 
for treating a patient who acquired one of the identified 
conditions after admission, but Medicaid would not pay 
the hospital for the costs of the care provided (although 
Medicaid would pay for treating the patient’s primary 
diagnosis). Hospitals would not therefore receive pay-
ment for certain medical errors, a restriction that might 
lead them to enhance the controls they maintained to 
monitor the quality of their care and so reduce the inci-
dence of identified HACs. 

A potential drawback of the option is that it does not take 
into account that in certain circumstances and for certain 
patients, hospitals could not reasonably be expected to 
prevent some of the identified conditions. The provision 
of medical care at times requires subjective judgments. 
The imprecise nature of those judgments and the com-
plexity of some patients’ conditions may make prevention 
impossible in certain cases. Nevertheless, under this 
option, hospitals in those situations would be denied pay-
ment for treating those conditions, which could lower 
revenues for hospitals and potentially strain their budgets.

«CBO»
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Option 34

Establish Regional Centers of Excellence for Selected Surgical Procedures 
Covered by Medicare

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -30 -30 -40 -40 -140 -450
Medicare pays hospitals and physicians separately for ser-
vices provided during an inpatient stay. Acute care hospi-
tals, which are paid under Medicare’s prospective pay-
ment system, receive a fixed, predetermined amount for 
each admission based on the patient’s diagnosis and other 
factors. Providing additional services or more intensive 
treatment does not generally mean greater payments, so 
hospitals have a strong incentive to contain costs for each 
admission (in some cases, additional payment is available 
for high-cost “outlier” patients). Physicians, by contrast, 
generally are paid on the basis of a fee schedule for each 
individual service they provide and therefore do not have 
the same incentive that hospitals do to restrain costs. 

In the 1990s, Medicare conducted a demonstration proj-
ect to assess the feasibility of combining payments to 
both hospitals and physicians into a single bundled pay-
ment for one particular procedure—coronary artery 
bypass surgery—performed at selected hospitals. Dis-
counted bundled payment rates were established through 
negotiations with participating hospitals in conjunction 
with teams of physicians. This option would establish a 
similar negotiated bundled payment arrangement for 
joint-replacement surgery as well as for bypass surgery at 
selected hospitals known for the quality of their care; the 
Secretary of Health and Human Services would designate 
an appropriate number of hospitals per region as Medi-
care centers of excellence for those procedures. Under this 
option, hospitals identified as centers of excellence would 
refund half of the inpatient deductible amount for a des-
ignated procedure to beneficiaries. Medigap coverage 
would be modified to allow beneficiaries to keep the 
refund, and the Medicaid program would receive the 
refund for any dually eligible individuals.

In the Congressional Budget Office’s estimation, imple-
menting this option would save the federal government 
$140 million over the 2010–2014 period and $450 mil-
lion over the 2010–2019 period. That estimate reflects an 
assumption that participating centers will negotiate bun-
dled payment rates that constitute 90 percent of what the 
total Medicare payment per admission—the hospital pay-
ment plus physicians’ fees—would be under the standard 
payment policy. That assumption is consistent with esti-
mates from the coronary bypass surgery demonstration in 
the 1990s. Unlike that demonstration project, however, 
this option would give patients a financial incentive to 
seek treatment at participating centers; in exchange for 
more patient volume, participating centers might offer 
larger discounts, which could lead to greater savings. 
Also, savings could rise over time by expanding the policy 
to additional services and geographic areas that the Secre-
tary of Health and Human Services deemed appropriate. 

Advocates of this option argue that aligning hospitals’ 
and physicians’ financial incentives would facilitate 
greater efficiency in the delivery of health care. Further-
more, in addition to the budgetary savings it offered, this 
option could offer the prospect of improved care for 
many patients. Medical researchers have found that 
patient outcomes from bypass surgery are superior in cen-
ters that perform many such procedures; currently, how-
ever, Medicare patients frequently undergo bypass surgery 
in centers where relatively few are performed. By channel-
ing more patients to centers of excellence—high-volume 
hospitals with superior outcomes—this option could 
improve care for Medicare patients. 

A potential drawback of this option is that hospitals that 
are not designated centers of excellence could experience 
a significantly reduced volume of patients. If that led to a 
deterioration in hospitals’ expertise in bypass surgery or 
joint-replacement surgery, quality of care could decline 
for patients who underwent those procedures at non-
participating hospitals. But on average, patient outcomes 
among all Medicare beneficiaries would probably 
improve. 

«CBO»
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Option 35

Convert Medicare and Medicaid Disproportionate Share Hospital
Payments into a Block Grant 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -4,800 -5,600 -6,700 -7,800 -24,900 -84,600
5

4

5

Hospitals that serve a disproportionately large number of 
low-income patients can qualify for higher payment rates 
under Medicare than other hospitals do. Since being 
introduced in 1986, Medicare’s disproportionate share 
hospital (DSH) adjustment has been seen as a way to pro-
tect low-income patients’ access to care by providing 
financial support to hospitals that serve a large share of 
people from that population. Between 1992 and 1997, 
annual outlays for Medicare’s DSH payments rose from 
$2.2 billion to $4.5 billion. Restrictions established by 
the Balanced Budget Act of 1997 caused those outlays to 
decline for a few years, but by 2000, growth in such out-
lays had resumed. The Medicare Modernization Act of 
2003 further modified the payment formulas to increase 
DSH payments to rural and small urban hospitals. 
According to the Congressional Budget Office’s esti-
mates, Medicare’s DSH payments are expected to grow to 
$9.8 billion in 2009. 

Disproportionate share hospitals can also receive addi-
tional funds from Medicaid if they meet certain federal 
criteria. States have some discretion in deciding which 
hospitals receive Medicaid DSH payments and the size of 
those payments. During the late 1980s and early 1990s, 
many states engaged in funding transfers, using the DSH 
program to obtain increased federal funding for Medicaid 
without raising net spending on DSH hospitals—effec-
tively boosting their federal medical assistance percentage 
above that specified in law. To rein in that practice, law-
makers enacted a series of restrictions on Medicaid’s DSH 
payments during the 1990s that included setting fixed 
ceilings on DSH payments to each state. The Medicare 
Modernization Act raised those ceilings by $1.2 billion in 
2004 and by smaller amounts in later years. CBO esti-
mates that federal outlays for Medicaid’s DSH payments 
will be $9.1 billion in 2009 and that total federal outlays 
for all DSH payments—combining Medicare’s and Med-
icaid’s—will be approximately $18.9 billion that year. 

This option would convert federal DSH payments from 
both Medicare and Medicaid into a single block-grant 
payment to each state. (The option would incorporate a 
maintenance-of-effort requirement to ensure that states’ 
spending for disproportionate share hospitals would con-
tinue at existing levels.) Block-grant payments would be 
set at 90 percent of the state’s current annual level of fed-
eral DSH funding (a figure that is derived by using the 
estimated sum of Medicare’s DSH payments to hospitals 
in a given state and the federal DSH allotments for Med-
icaid for 2009) indexed to the increase in the consumer 
price index for all urban consumers minus 1 percentage 
point. Those changes would decrease federal outlays by 
about $25 billion between 2010 and 2014 and by about 
$85 billion over the 2010–2019 period. About half of 
those savings would be attributable to no longer counting 
Medicare DSH payments in setting payment rates for 
Medicare Advantage plans. 

One rationale for converting all DSH payments into a 
block grant is that the increased latitude provided to the 
states could result in more appropriate and equitable 
DSH spending targeted toward providers that serve low-
income populations. For example, states would have 
greater flexibility to use DSH funds to support outpatient 
clinics and other providers that treat low-income patients 
in nonhospital settings. Another argument for the option 
is that all federal DSH payments would be coordinated. 

A potential drawback of this option is that hospitals (and 
health care providers in general) would receive less in fed-
eral subsidies and consequently might not be able to offer 
the same level of care.

«CBO»
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Option 36

Consolidate Medicare and Federal Medicaid Payments for Graduate Medical 
Education Costs at Teaching Hospitals 

Note: GME = graduate medical education; CPI-U = consumer price index for all urban consumers; IME = indirect medical education; 
DGME = direct graduate medical education. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending  

Set payments equal to 90 percent of 
total mandatory GME funding 
inflated by the CPI-U minus 
1 percentage point 0 -1,900 -2,000 -2,300 -2,700 -8,900 -30,100

Calculate IME payments using a 
2.2 percent adjustment factor plus 
DGME and Medicaid GME funding 
inflated by the CPI-U minus 
1 percentage point 0 -4,800 -4,900 -5,200 -5,600 -20,500 -57,300
Under Medicare’s prospective payment system for inpa-
tient medical services, hospitals with teaching programs 
receive additional funds for costs related to graduate med-
ical education. One component of that additional fund-
ing, direct graduate medical education (DGME), covers a 
portion of a teaching hospital’s costs for residents’ com-
pensation and institutional overhead. DGME payments 
are based on a hospital’s 1984 costs per resident (indexed 
for changes in consumer prices), the number of residents, 
and Medicare’s share of total inpatient days at that hospi-
tal. The other component, indirect medical education 
(IME), is intended to cover teaching-related costs that are 
not attributable either to residents’ compensation or to 
other direct costs of running a residency program. Exam-
ples of IME costs are the added demands placed on staff 
as a result of teaching activities and the greater number of 
tests and procedures ordered by residents. IME payments 
also compensate teaching hospitals for the larger propor-
tion of severely ill patients that they tend to treat. Under 
current law, for every increase of 0.1 in the ratio of full-
time residents to the number of beds, the IME adjust-
ment provides teaching hospitals with about 5.5 percent 
more in payments; however, the Medicare Payment Advi-
sory Commission (MedPAC) has estimated that an 
increase of 2.2 percent would more closely reflect the 
actual indirect teaching costs that hospitals incur.1 

1. See Medicare Payment Advisory Commission, Report to the 
Congress: Medicare Payment Policy (March 2007).
Teaching hospitals also receive graduate medical educa-
tion (GME) payments from both the federal government 
and the states through the Medicaid program. The Con-
gressional Budget Office estimates that in 2008, total 
mandatory federal spending for hospital-based graduate 
medical education was approximately $9.5 billion—
$8.7 billion for Medicare and $0.8 billion for Medicaid. 

This option would consolidate all mandatory federal 
spending for hospital-based graduate medical education 
into a block grant to teaching hospitals. Payments would 
be apportioned according to the number of residents at a 
hospital and the portion of the hospital’s inpatient days 
accounted for by Medicare or Medicaid patients. Total 
funds available for distribution as block grants would be 
determined in one of two ways.

B Under the first alternative, total funding for 2011 
would be set at 90 percent of the estimated total man-
datory federal payments for graduate medical educa-
tion in 2009 with an adjustment for inflation. That 
alternative would save about $9 billion over the 2010–
2014 period and $30 billion over the 2010–2019 
period.

B Under the second alternative, total funding for 
2011 would be set based on a reduction of the IME 
adjustment to 2.2 percent in 2009—an amount that 
MedPAC has estimated would more accurately reflect 
indirect costs—plus the 2009 levels of Medicaid GME 
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and DGME as adjusted for inflation. That alternative 
would save approximately $21 billion over the 2010–
2014 period and $57 billion over the 2010–2019 
period. 

Under both alternatives, total funding for the block 
grants would grow with inflation as measured by the con-
sumer price index for all urban consumers minus 1 per-
centage point. If the discretionary funds for graduate 
medical training currently provided by the Health 
Resources and Services Administration of the Depart-
ment of Health and Human Services were also included 
in the grant pool, the total available funding would rise 
by an estimated $0.7 billion in 2011.2 

An argument for reducing the subsidy for graduate medi-
cal education is that federal payments under current law 
exceed hospitals’ actual teaching costs. As a result, a 
smaller subsidy would create savings for the federal bud-

2.   CBO’s estimated savings under the option could change (by less 
than $1 billion over the 2010–2019 period) depending on 
whether a notice of proposed rulemaking from the Centers for 
Medicare and Medicaid Services to eliminate GME payments for 
Medicaid became a final rule.
get without unduly affecting hospitals’ teaching activities. 
A smaller subsidy would also remove an incentive for hos-
pitals to have a greater number of residents than is neces-
sary. If hospitals responded to the reduction in the sub-
sidy by lowering residents’ compensation, residents would 
bear more of the cost of their medical training, which 
might deter some people from entering the medical pro-
fession. However, medical training enables individuals to 
earn a higher income in the future, and market incentives 
appear to be sufficient to encourage people to become 
physicians. 

An argument against this option is that reducing the fed-
eral subsidy for graduate medical education could lead 
some teaching hospitals to train fewer residents or devote 
less time and fewer resources to beneficial educational 
activities. Also, to the extent that some teaching hospitals 
use a portion of their additional payments to fund charity 
care, reducing those payments could reduce the number 
of patients that hospitals treated or lower the quality of 
care that they provided. Another argument against the 
option is that states could lose some discretion to direct 
GME payments to hospitals since the federal government 
would be administering the block grant. 
RELATED CBO PUBLICATION: Medicare and Graduate Medical Education, September 1995
«CBO»
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Option 37

Allow Physicians to Form Bonus-Eligible Organizations and Receive 
Performance-Based Payments

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 0 -50 -270 -320 -5,300
In Medicare’s fee-for-service (FFS) program, providers 
have little or no financial incentive to coordinate the care 
that their patients receive across different treatment set-
tings; to assume accountability for the costs and quality 
of that care; or to deliver care in an efficient, cost-effective 
manner. Instead, providers have a financial incentive to 
provide higher-intensity care in greater volume, which 
contributes to the fragmented delivery of care that cur-
rently exists. Not only can the lack of coordination be 
confusing to patients, but inadequate coordination can 
also lead to inefficient, lower-quality care. For example, 
poor coordination could result in duplicated or unneces-
sary services leading to higher-cost care that contained no 
additional benefit for patients. 

Under this option, groups of providers meeting certain 
qualifications would have the opportunity to participate, 
on a voluntary basis, in Medicare as bonus-eligible orga-
nizations (BEOs). The concept of BEOs is similar to the 
accountable care organization models proposed by some 
researchers. In general, a group of providers, in order to 
qualify as a BEO, would have to be able to work together 
to manage and coordinate care for patients. BEOs could 
consist of physicians practicing in groups, networks of 
discrete physician practices, partnerships or joint ventures 
between hospitals and physicians, hospitals employing 
physicians, integrated delivery systems, or community-
based coalitions of providers. Each FFS beneficiary would 
be automatically assigned to a primary care provider 
(PCP). That assignment would be based on the physician 
from whom the beneficiary received the most primary 
care in the preceding year and would affect payments 
only if the beneficiary’s PCP elected to participate in 
a BEO.

Medicare would continue to pay providers under the cur-
rent FFS system, but providers in participating BEOs 
would be eligible for bonuses if they met certain quality 
measures and if spending was below a benchmark. Bene-
ficiaries would continue to be able to see providers both 
in and outside of their BEO, but PCPs, in order to have 
more control over the costs and quality of care delivered, 
would have an incentive to keep as much of the benefi-
ciary’s care within the BEO as possible. The benchmark 
for each BEO would be set using the most recent three 
years of total per-beneficiary spending for beneficiaries 
assigned to the BEO; that amount would then be 
updated by the projected rate of growth in national per 
capita spending for the original Medicare FFS program, 
as projected (using the most recent three years of data) by 
the Office of the Actuary at the Centers for Medicare and 
Medicaid Services (CMS). 

BEOs would be eligible to receive a bonus only if they 
met a set of quality performance measures and if their 
patients’ average Medicare expenditures over a two-year 
period were at least 2 percent below the average bench-
mark for the corresponding two-year period; the BEO 
bonus share would be half of the percentage point differ-
ence between the two-year average of their patients’ 
Medicare expenditures and 98 percent of the two-year 
average benchmark. The bonus, in dollars, would equal 
the bonus share multiplied by the benchmark for the 
most recent year. For example, if a BEO’s benchmark was 
$9 million in the first year and $11 million in the second 
year, and the BEO’s actual expenditures were $8 million 
in the first year and $10 million in the second year, then 
the average benchmark would equal $10 million, and the 
average actual expenditure would equal $9 million. The 
BEO bonus share in the second year would equal half of 
the difference between 90 percent ($9 million divided by 
$10 million) and 98 percent (the bonus threshold), 
which is equal to 4 percent. The bonus amount in the 
second year, in dollars, would equal 4 percent of $11 mil-
lion, or $440,000.

To qualify as a BEO, the organization would have to 
meet the following criteria. First, the BEO must have a 
formal legal structure that would allow the organization 
to receive and distribute bonuses to participating 
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providers. Second, the BEO must include the PCPs of at 
least 5,000 Medicare beneficiaries and must be willing to 
become accountable for the overall care of all the Medi-
care beneficiaries assigned to those PCPs. Third, the orga-
nization must provide CMS with a list of primary care 
and specialist physicians participating in the BEO in 
order to support beneficiary assignment, the implementa-
tion of performance measures, and the determination of 
bonus payments. Additionally, to qualify as a BEO, orga-
nizations must have the following: contracts in place with 
a core group of key specialist physicians; a leadership and 
management structure; and processes in place to promote 
evidence-based medicine, to report on quality measures, 
and to coordinate care. 

In estimating the budgetary effects of this option, the 
Congressional Budget Office assumed that approximately 
20 percent of FFS Medicare beneficiaries would be 
assigned to PCPs participating in a BEO by 2014, and 
40 percent would be assigned by 2019. This option 
would reduce Medicare spending by an estimated 
$0.3 billion from 2010 to period and by $5.3 billion over 
the 2010–2019 period.

The savings to Medicare from this option would decline 
over the 2010–2019 period, CBO expects. The decline in 
savings reflects two factors. First, over time, the share of 
BEOs that met the quality requirements—and, therefore, 
would be eligible to receive bonuses—would grow, which 
would increase bonus payments. Second, this option 
would reduce somewhat the volume of Medicare-covered 
physicians’ services and services “incident to” physicians’ 
services. Because of the sustainable growth rate (SGR) 
mechanism that Medicare uses to determine physician 
fees, such volume reductions would lead to increased 
Medicare physician fees at the end of the period—which 
would reduce the savings to Medicare from this option. 
(The option would specify that the anticipated reduc-
tions in the volume of physicians’ services as a result of 
the bonus payments would not be treated as “law and 
regulation” changes for the purposes of calculating spend-
ing targets under the SGR.)

The nationwide implementation of BEOs would be new 
to the Medicare program, and estimates of the effects of 
such an arrangement are therefore particularly uncertain. 
One area of uncertainty lies in the details of how CMS 
would implement such an arrangement. Designating 
BEOs would require that CMS perform a number of new 
and complex functions, including the assignment of ben-
eficiaries to PCPs, the projection of spending benchmarks 
for BEOs, the measurement of quality for BEOs (to 
determine eligibility for receiving bonuses), and the dis-
bursement of bonus payments. CBO assumed that CMS 
would be able to implement this option beginning on 
January 1, 2013, but the date of implementation could 
be changed depending on the administrative difficulties 
encountered. The second area of uncertainty relates to 
providers’ behavioral responses to BEOs. CBO assumed 
that providers, in response to the financial incentives 
under a shared-savings program, would reduce somewhat 
the volume and intensity of services provided to their 
patients. Additional modifications to this option, such as 
penalties for nonparticipation or for spending above the 
benchmark, could make savings more likely. A pilot or 
demonstration project that evaluated BEOs could pro-
vide valuable insights into the effects of alternative 
designs and the magnitude and nature of providers’ 
responses.

An argument in favor of this option is that it would pro-
vide a stronger incentive than currently exists for provid-
ers to treat Medicare patients in a coordinated and cost-
effective manner. If this option was implemented, provid-
ers would have incentives to develop coordinated systems 
for delivering care and would be rewarded to the extent 
that those activities reduced beneficiaries’ overall spend-
ing. By encouraging providers to begin developing more 
coordinated, more efficient systems for delivering care, 
this option could be an initial step toward changing pro-
viders’ current systems of delivering care and could pave 
the way for greater changes in the future. Another argu-
ment in favor of this option is that its performance and 
reporting requirements would encourage the develop-
ment of higher quality, evidence-based care. Not only 
would providers need to meet a quality standard to be eli-
gible for bonuses, but the information they reported 
could be used to further refine performance measures. 
Finally, because of the voluntary nature of this option, it 
would be minimally disruptive to existing provider–
patient and provider–provider relationships. Providers 
finding it difficult to join a BEO would not be required 
to do so.

An argument against this option is that there is a substan-
tial and somewhat unpredictable degree of variation in 
the growth of Medicare’s spending from year to year, even 
among large groups of Medicare beneficiaries. Thus, 
Medicare would be paying bonuses, in some cases, for 
slowdowns in spending growth that would occur even in 
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the absence of the policy change. Additionally, because of 
the voluntary nature of the option, providers able to 
anticipate performing at a more efficient level would be 
more likely to choose to participate. Another argument 
against this option is that providers participating in a 
BEO might object to their remuneration being tied to 
decisions made by patients (for instance, their deciding to 
see a specialist outside of a BEO), which they might feel 
are beyond their control. Finally, if the performance and 
quality measures were inadequate, providers might not 
offer adequate care, leading to a decline in the overall 
quality of care. 

«CBO»
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Option 38

Pay Primary Care Physicians in Medicare Using a Partial-Capitation System, with 
Bonuses and Penalties

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending   

 Payments to physicians 0 0 0 0 400 400 9,200

 

Payments to all other 
providers 0 0 0 -500 -1,100 -1,600 -14,400

 Total 0 0 0 -500 -700 -1,200 -5,200
5

4

5

Under a full-capitation system, physicians receive a fixed 
payment for each patient assigned to them (a grouping 
known as a “panel”), and the payment does not vary with 
the quantity or intensity of medical services provided. By 
contrast, in Medicare’s fee-for-service (FFS) program, 
physicians who treat Medicare patients are paid separately 
for each service they provide. Providing separate pay-
ments for each service encourages physicians to provide a 
higher volume of services than they would under capita-
tion arrangements. In addition, there is no designation of 
primary care providers as coordinators of care for individ-
ual Medicare beneficiaries.

This option would assign each beneficiary who partici-
pates in fee-for-service Medicare to a primary care physi-
cian (PCP) and change Medicare’s payment system for 
PCPs from a fee-for-service model to partial capitation. 
Under the partial-capitation system, PCPs would receive 
approximately three-fourths of their Medicare payments 
on a per-service basis and approximately one-fourth of 
their Medicare payments through capitation; they would 
also receive bonuses or face penalties, depending on the 
total spending incurred by each physician’s panel of 
assigned beneficiaries. This option is projected to result 
in savings to Medicare of about $1 billion over the 2010–
2014 period and about $5 billion over the 2010–2019 
period.

Under this option, each FFS beneficiary would be auto-
matically assigned to the PCP who provided most of their 
care in the preceding year. Beneficiaries would be notified 
of their assignment and would have the option of select-
ing a different PCP. Physicians in a range of specialties—
including general practice, family practice, and internal 
medicine, as well as cardiology, gynecology, and oncol-
ogy—would be eligible to be PCPs. Beneficiaries who 
were not automatically assigned to a PCP (for example, 
those newly eligible for Medicare) would be able to desig-
nate their PCP or have a PCP designated for them by the 
Centers for Medicare and Medicaid Services (CMS).

Under this option, physicians in specialties eligible to be 
PCPs would receive three separate types of payment from 
Medicare:

B A payment for each office visit equal to 75 percent of 
the fee schedule amount under current law. That 
reduced fee schedule payment would apply to all ser-
vices provided by physicians in PCP-eligible special-
ties, regardless of whether the services were being 
provided to a patient in the PCP’s own panel.

B A capitation (“per beneficiary per month”) payment 
for each beneficiary in the PCP’s panel. In the aggre-
gate, the capitation payments would approximately 
equal the 25 percent reduction in fee schedule pay-
ments described above. The capitation amount would 
vary on the basis of patients’ health status (a risk-
adjustment methodology determined by the Secretary 
of Health and Human Services would be used) and on 
the basis of local prices for “inputs” (such as labor and 
equipment used in the production of medical services) 
in the geographic area in which the PCP’s primary 
practice was located.

B Bonuses and penalties that would be calculated sepa-
rately for each PCP on the basis of “relative spending” 
among the PCP’s panel of Medicare patients. Relative 
spending would equal Medicare-covered spending for 
all services among a PCP’s panel divided by a target 
spending amount. That target amount, like the capita-
tion amount, would be based on the health status of 
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the patients in the PCP’s panel and on local prices for 
inputs. A PCP whose panel underspent relative to the 
target could receive a bonus, whereas a PCP whose 
panel overspent by more than 5 percent would face a 
penalty. To be eligible to receive a bonus, the PCP 
would have to meet certain quality of care and report-
ing requirements, as determined by CMS. Bonuses 
and penalties for each PCP would be capped at plus or 
minus 80 percent of the capitation amount the PCP 
received. Penalties would be deducted from future 
capitation payments.

Under this option, Medicare would facilitate PCPs’ coor-
dination of care by providing monthly reports to them on 
the utilization of Medicare-covered services among 
patients in their panel; the lag in reporting would be no 
more than several months. PCPs would probably try to 
reduce spending in several ways—for example, by limit-
ing referrals to specialists, increasing the prescribing of 
generic medications, and reducing hospitalizations for 
discretionary procedures. Groups of PCPs could also 
engage in risk-sharing arrangements and develop cooper-
ative agreements with hospitals and with specialists who 
are not eligible to be PCPs.

CMS does not currently pay PCPs or any other physi-
cians on the basis of partial capitation. CBO’s estimate of 
the effect of such an arrangement is therefore uncertain. 
One area of uncertainty lies in the details of how CMS 
would implement such an arrangement. Partial capitation 
would require that CMS perform a number of new and 
complex functions, including the assignment of benefi-
ciaries to PCPs; the measurement of the quality of care 
delivered by individual PCPs (to determine eligibility for 
bonuses); and the disbursement of capitation payments, 
bonuses, and penalties. The Congressional Budget Office 
assumed for this option that CMS would implement par-
tial capitation beginning on January 1, 2013, but the date 
of that implementation could change depending on the 
administrative difficulties that were encountered. CBO 
also assumed that CMS would facilitate PCPs’ behavioral 
responses by distributing up-to-date information on 
spending among their panels of patients. If CMS was 
unable to collect and distribute information in a timely 
manner, the behavioral response of PCPs could be damp-
ened. The second area of uncertainty relates to providers’ 
behavioral responses to partial capitation. CBO assumed 
that PCPs, in response to the financial incentives in the 
partial-capitation system, would reduce somewhat the 
volume and intensity of services provided to their 
patients. Given the significant uncertainty associated 
with this approach, a pilot or demonstration program of 
partial capitation could provide valuable insights into the 
magnitude and nature of such responses.

An argument in favor of this option is that it would pro-
vide a stronger incentive than currently exists for Medi-
care patients to be treated in a cost-effective manner. For 
example, under the current FFS program, if primary care 
physicians lengthen their visits with patients, help coordi-
nate or manage their care to eliminate unnecessary or 
duplicated services, or encourage preventive care activities 
that result in long-run savings that outweigh their costs, 
neither they nor other health care providers directly bene-
fit financially—and many actually fare worse because the 
time spent on those activities could otherwise be spent 
performing more highly remunerative procedures. Under 
this option, however, PCPs would be rewarded to the 
extent that those activities reduced overall spending by 
beneficiaries. The quality of care delivered could also 
improve if the additional time spent on the coordination 
of care enhanced quality to a greater degree than did the 
activities that otherwise would have been performed.

An argument against this option is that PCPs could be 
placed in an adversarial position with respect to specialists 
and other health care providers. Furthermore, primary 
care physicians might object to their remuneration being 
tied to decisions made by patients, which they might feel 
were beyond their control (for instance, when patients 
chose to visit a specialist without a referral). Finally, a 
partial-capitation system could lead to suboptimal care in 
some cases if there were insufficient safeguards to prevent 
stinting on necessary care, or if beneficiaries were unable 
to avoid PCPs that they felt were not providing an ade-
quate level of necessary services.
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Option 39

Pay for a Medical “Home” for Chronically Ill Beneficiaries in Fee-for-Service 
Medicare

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 260 420 450 490 530 2,150 5,610
5

4

5

Medicare beneficiaries who have chronic illnesses, such as 
diabetes and congestive heart failure, consume more of 
the program’s resources than do beneficiaries who are in 
better health. Approximately 75 percent of Medicare 
spending pays for care for beneficiaries who have five or 
more chronic conditions and see an average of 14 differ-
ent physicians each year. Research has shown that care for 
beneficiaries with chronic conditions is often fragmented, 
with little communication or coordination among the 
multiple physicians who care for them. Five percent of 
Medicare beneficiaries account for 43 percent of the pro-
gram’s overall spending, and the costliest 25 percent of 
beneficiaries account for about 85 percent of outlays. An 
intervention that focused on coordinating care for those 
beneficiaries could both improve their health and reduce 
Medicare spending.

Some experts have proposed the concept of a medical 
“home” as a source of care for chronically ill individuals. 
Although definitions vary, the Medicare Payment Advi-
sory Commission has characterized a medical home as “a 
clinical setting that serves as a central resource for a 
patient’s ongoing medical care.” The Tax Relief and 
Health Care Act of 2006 mandated that the Centers for 
Medicare and Medicaid Services (CMS) establish a medi-
cal-home demonstration project. That project is expected 
to begin in January 2010; the results are expected to be 
available in December 2013.

This option illustrates the costs of implementing a medical-
home benefit on a national basis rather than waiting for the 
results of the demonstration project. Under such an 
approach, Medicare beneficiaries with at least two 
chronic conditions could designate a qualified physician 
as their medical home. Physicians, group practices, or 
clinics could qualify as medical-home providers by docu-
menting that they had the systems and infrastructure in 
place to provide coordinated and timely high-quality 
care. The option would use qualification standards 
developed by CMS for the medical-home demonstration 
project, including two tiers of medical-home services. 
Tier 1 would require physicians or practices to have 17 
specific capabilities, and Tier 2 would require 19 capabil-
ities plus any three of a group of capabilities the CMS 
lists as optional.1 Because the requirements to become a 
medical home would be demanding, only about 1 per-
cent of physicians would be likely to meet the require-
ments initially; however, in the Congressional Budget 
Office’s estimation, participation would increase over 
time.

Physicians who qualified as medical homes would receive 
a monthly payment for each beneficiary who designated 
them as such. The prospective monthly payment would 
compensate the physician for the additional time and 
other costs associated with managing more comprehen-
sive care for some patients. In 2010, the payment would 
average about $34 per month per beneficiary, and it 
would be adjusted annually by the percentage change in 
the update to Medicare’s physician fee schedule.2 The 
average medical home is projected to have 250 beneficia-
ries. Giving beneficiaries with multiple chronic condi-
tions the option to choose a medical home would cost an 
estimated $2.2 billion over the 2010–2014 period and 
$5.6 billion over the 2010–2019 period.

1. For specific medical-home capabilities, see Centers for Medicare 
and Medicaid Services, “Design of the CMS Medical Home 
Demonstration,” October 3, 2008, www.cms.hhs.gov/Demo
ProjectsEvalRpts/downloads/MedHome_DesignReport.pdf.

2. CMS set the average payment rates for 2009 for Tier 1 and Tier 2 
services at $40 and $52, respectively. Adjusting those fees by the 
percentage change in the update to the physician fee schedule, 
which includes reductions as a result of the sustainable growth rate 
mechanism, and weighting the fees to reflect Tier 1 versus Tier 2 
medical homes results in an average initial fee of $34 for 2010. 
Projected updates to the physician fee schedule (and to the fees 
used in estimating this option) would result in further annual 
reductions for most of the projection period.

www.cms.hhs.gov/DemoProjectsEvalRpts/downloads/MedHome_DesignReport.pdf
www.cms.hhs.gov/DemoProjectsEvalRpts/downloads/MedHome_DesignReport.pdf
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The medical-home concept has the potential to improve 
the health and health care of chronically ill Medicare 
beneficiaries. In some cases, improving care could reduce 
spending by eliminating duplicated services, making 
more appropriate use of specialists, and averting serious 
complications from chronic conditions through better 
medical management. In other cases, improving care 
could lead to increases in spending for chronically ill 
patients who were not receiving all recommended care. 
CBO cannot estimate whether the net result of those 
effects would be to increase or decrease spending for the 
Medicare program.

Studies that support the medical home’s potential for 
reducing spending have not directly assessed a complete 
version of the approach but rather certain elements of it. 
Another caveat relating to studies of medical homes is 
that they have been conducted in such settings as Medic-
aid programs, publicly funded clinics, pediatric clinics, 
and integrated care systems (typically large health care 
organizations that provide a wide range of services, 
including hospital and physician care, in a coordinated 
manner).3 Some preliminary evidence indicates that a 
highly developed medical home that focused on selected 
conditions could produce savings.4 Generalizing results 
from those types of studies to chronically ill Medicare 
beneficiaries across a wide variety of physicians’ practice 
settings is difficult. The lack of readily applicable evi-
dence of the effects of a broadly implemented medical-

3.    Jaan Sidorov, “The Patient-Centered Medical Home for Chronic 
Illness: Is It Ready for Prime Time?” Health Affairs, vol. 27, no. 5 
(2008), pp. 1231–1234.

4.    Martha L. Sylvia and others. “Guided Care: Cost and Utilization 
Outcomes in a Pilot Study,” Disease Management, vol. 11, no. 1 
(2008), pp. 29–36.
home model in the chronically ill Medicare population is 
a good argument for demonstration projects or pilot 
studies to determine whether the approach is an effective 
way to improve care and reduce costs.

Demonstration projects or pilot studies could also be 
used to test different methods of payment—such as hav-
ing physicians bear more of the risk of patients’ incurring 
high costs or granting physicians more flexibility in con-
trolling patients’ utilization of services or use of special-
ists. Different payment approaches could have an impact 
on whether or not the medical-home approach resulted 
in overall savings for Medicare. Likewise, such studies 
could shed light on the extent to which the use of elec-
tronic health records, the practice of evidence-based med-
icine, and care coordination are necessary infrastructure 
for generating savings. 

An argument in support of this option is that it would 
provide resources to physicians that they could invest in 
systems and staff to provide higher-quality care. In addi-
tion, the option would provide an opportunity for 
improving the coordination of care for chronically ill 
Medicare beneficiaries. 

An argument against the option is that if Medicare 
adopted the medical-home approach on a broad scale, it 
might pay more for care that had not been proven to 
improve health outcomes for patients or reduce the pro-
gram’s costs. Implementing the medical-home model on a 
nationwide basis could also interfere with CMS’s ability 
to define a clear comparison group for use in studies to 
assess differences in the costs attributable to a medical-
home model of care versus other approaches. 

«CBO»
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Option 40

Require Medicare Carriers to Provide Information About Peer 
Profiling to Physicians

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 -70 -120 -160 -350 -1,710
5

4

5

A significant share of Medicare’s spending for physicians’ 
services is associated with a relatively small number of 
providers who generate higher costs for the program than 
do other physicians in the same specialty because their 
patients use (in some combination) more services in gen-
eral and more relatively high-cost services. The Medicare 
Payment Advisory Commission estimates that in 2005, a 
small percentage of physicians—less than 2 percent of 
those who treat Medicare patients—accounted for 
$4.6 billion in outlays, or 7.5 percent of all payments 
under Medicare Part B, the part of the program that cov-
ers physicians’ and other outpatient services. (Those esti-
mates reflect adjustments for physicians’ caseloads under 
Medicare and for geographic differences in payments.)

Identifying such “outlier” physicians and targeting their 
use of health care resources is an increasingly common 
strategy for containing costs among private health plans. 
Many plans create “peer profiles”—which compare the 
pattern of services that one physician provides with the 
patterns of other physicians in the same specialty. Typi-
cally, those comparisons use “episode groupers”—soft-
ware that combines separate but clinically related services 
into a so-called episode. In some cases, private health care 
plans use information gained from peer profiling to select 
participants for preferred networks or candidates for 
bonus payments. In other cases, plans provide the infor-
mation as feedback to physicians, who then may alter the 
number and kinds of services they provide if they notice 
that their patterns of practice are unusual. Research has 
shown that providing such feedback has a small down-
ward effect on the use of health care.

This option would require Medicare to develop an open-
source (that is, publicly available) episode grouper to 
measure physicians’ use of health care resources. It would 
also require Medicare carriers—organizations that process 
claims for Medicare Part B—to reduce payments to phy-
sicians whose use of resources was excessively high relative 
to that of their peers. Comparisons would be made 
between physicians in the same specialty and market area 
and would be adjusted to account for differences in the 
health status of physicians’ patients. Over time, compari-
sons could be made across larger geographic areas to 
reduce cross-national variation in resource use.

The first reduction in payments under the option would 
not occur until 2012. In 2010, the Centers for Medicare 
and Medicaid Services (CMS) would analyze data from 
Medicare claims to generate episode-based, risk-adjusted 
comparisons of practice patterns for physicians by spe-
cialty. During 2011, physicians would receive reports that 
compared their use of resources with that of their peers. 
The peer group would include only physicians who had a 
sufficient number of episodes to construct valid compari-
sons. Physicians whose use of resources was above the 
90th percentile for their peer group would be notified 
that their fees would be reduced by 5 percent in 2012. 
(The Congressional Budget Office’s estimates of the bud-
getary effects of this option incorporate the assumption 
that physicians whose use of resources was near the 
threshold would change their practices so as to bring their 
usage below it.) This option would reduce federal outlays 
by an estimated $350 million over the 2010–2014 period 
and by $1.7 billion over the 2010–2019 period. Those 
estimates reflect savings for Part B only; total reductions 
in outlays could be greater if the utilization of hospital 
services was also affected by changes in physicians’ pat-
terns of practice because of peer profiling reports. 

An advantage of this option is that it would provide phy-
sicians with useful information about how their patterns 
of practice compared with those of their peers. That 
information might make it easier for physicians to follow 
professional norms regarding clinical practice; for exam-
ple, peer profiling information provided to a cardiologist 
might show that his or her use of imaging services was 
much greater than that of peers for patients with coro-
nary artery disease. Such information might also provide 
a useful defense against charges of malpractice. Another 
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advantage of this option is that it would target potentially 
inappropriate uses of health care resources without inter-
fering directly in physicians’ decisions about how to prac-
tice medicine. Peer profiling could also create a useful 
infrastructure for reducing geographic variation in the use 
of resources as well as differential practices by specialty in 
treating the same condition.

Opponents of peer profiling suggest that it can present 
a misleading picture of the appropriateness of providers’ 
clinical decisions. Many such decisions are based on 
nuanced information about patients’ health that physi-
cians obtain when they examine patients, information 
that may be absent from claims data provided to 
Medicare carriers. As a result, peer profiling reports that 
are based on those data may not always permit reliable 
comparisons between practitioners. In addition, profes-
sional norms do not always follow evidence-based stan-
dards of best practice, and in different markets, peer 
groups may have substantially different practice norms. 
Thus, a disadvantage of this option is that it could dis-
courage physicians from providing evidence-based care 
that used a high level of resources even when that level of 
care was of better quality than the norm in a particular 
market. A final issue is that the option would impose an 
additional administrative burden on Medicare carriers. 

«CBO»
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Option 41

Require Prior Authorization for Imaging Services Under Medicare

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -20 -40 -70 -90 -220 -1,090
5

4

5

Imaging services are one of the fastest growing areas of 
spending in the Medicare program. From 2000 to 2006, 
outlays for such services doubled, rising from $7 billion 
to $14 billion, for an average annual rate of growth of 
13 percent. Spending for advanced imaging procedures, 
such as magnetic resonance imaging and computed 
tomography scans, grew even faster, at an annual pace 
averaging 17 percent. The Government Accountability 
Office, among others, has recommended that, in addition 
to the retrospective controls on payments that are now in 
place, the Centers for Medicare and Medicaid Services 
(CMS) begin to use prospective approaches to manage 
the growth of payments for imaging services. 

This option would institute a policy of requiring prior 
authorization for the use of and payment for advanced 
imaging services in the Medicare program. Many private 
health plans now use such an approach, which requires 
physicians to obtain approval before ordering a specified 
service, but Medicare has not used prior authorization 
before with respect to physicians’ services. Under this 
option, the Medicare program would hire radiology bene-
fit managers (RBMs) to make decisions on its behalf 
about whether to approve payment for a specific imaging 
service ordered by a physician. Those decisions would be 
based on criteria formulated from recommended guide-
lines for clinical practice, including guidelines developed 
by medical specialty societies, and Medicare would not 
pay for services that were not approved. Under typical 
contracts with RBMs in the private sector, managers are 
paid a monthly fee per covered beneficiary in exchange 
for managing the use of imaging services. According to 
unpublished data, many private plans that employ RBMs 
have noted that immediately after implementing a prior 
authorization approach, the use of imaging services 
declines initially but that as physicians adapt to the new 
procedures, utilization picks up, and in many cases the 
growth of spending returns to its previous pace. (Never-
theless, spending remains below the level that would have 
occurred without the RBM intervention.) The savings 
shown for this option—a reduction in net federal outlays 
of $220 million over the 2010–2014 period and about 
$1 billion over the 2010–2019 period—take those find-
ings into account and include outlays by the Medicare 
program to RBMs as well as savings from a lower rate of 
utilization of imaging services. 

An argument for this option is that it would reduce the 
number of advanced imaging services provided to Medi-
care beneficiaries that are of little or no clinical benefit, 
thereby reducing the program’s expenditures. Moreover, 
the health insurance carriers that currently administer 
payments to imaging providers on Medicare’s behalf are 
often the same private health plans that make frequent 
use of prior authorization in managing their own enroll-
ees’ use of services. That fact, coupled with the availabil-
ity of radiology benefit managers, would probably ease 
any shift by Medicare to requiring prior authorization for 
imaging.

An argument against this option is that prior authoriza-
tion (particularly when the approach involves paying a 
monthly fee per beneficiary) is unprecedented in the fee-
for-service component of Medicare, in which carriers 
review claims for payment after procedures have been 
performed. CMS would have difficulty approving proce-
dures and payments on a prior authorization basis and 
then determining subsequently, during a postpayment or 
fraud-and-abuse review, that the claim should not have 
been paid. However, instead of paying a monthly fee per 
beneficiary, CMS could gain similar savings by using 
another means to control utilization, including improv-
ing providers’ incentives to deliver quality care.

«CBO»
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Option 42

Encourage Wider Use of Patient Shared-Decision Aids by Physicians in Medicare
Deciding on an appropriate medical treatment can some-
times be challenging for patients and their physicians. 
Even where adequate evidence exists about the effective-
ness of certain treatments, there may be trade-offs, 
depending on the patient’s values and tolerance for risk 
and other considerations. For example, evidence may 
show that expected outcomes after five years are the same 
for a particular condition whether a patient has surgery or 
follows a medical management regimen. Available evi-
dence may also show that patients choosing the surgical 
option have faster symptom relief but an elevated risk of 
stroke from the surgery. For some patients, the faster 
symptom relief may be worth the higher risk; other 
patients will prefer to follow the less risky path even 
knowing that their symptoms may last longer.

In cases where two or more “medically reasonable” alter-
natives exist, some experts recommend counseling 
patients in a process known as shared clinical decision-
making. Such counseling involves providers “communi-
cating personalized information on options, outcomes, 
probabilities, and scientific uncertainties, and patients 
communicating the personal value or importance they 
place on benefits versus harms so that agreement on the 
best strategy can be reached.” Evidence-based shared 
patient decision aids (PtDAs) have been developed to 
assist providers and patients in this process.

Studies indicate that decision aids improve patients’ 
understanding of available treatment alternatives and the 
associated risks and benefits, decrease the uncertainty 
attached to a particular procedure or treatment, and 
increase patients’ overall satisfaction with their care. In 
addition, some studies have shown that decision aids 
reduce the use of aggressive surgical procedures in favor of 
more conservative options, without affecting health out-
comes. In spite of the benefits that PtDAs can convey to 
patients and providers, their use is not widespread. Stud-
ies suggest that barriers to physicians’ adoption of PtDAs 
include their being unaware that decision aids exist for a 
particular situation, the cost of training and support sys-
tems, and their judgment that using PtDAs will not be 
compatible with their style of practicing medicine. 

Research on patient shared decisionmaking shows that it 
might be a promising avenue for the Centers for Medi-
care and Medicaid Services (CMS) to pursue to improve 
quality and reduce costs in Medicare. However, designing 
a policy that promotes the use of shared decisionmaking 
by physicians where appropriate will be challenging. 
Some questions that must be answered in designing a 
workable policy include the following: Which provider 
should be responsible for engaging in shared decision-
making—the primary care physician or a specialist? 
Should it be the primary care physician or a specialist? At 
what point in the process of care should shared decision-
making occur? How should Medicare pay for the resource 
cost of providing shared decisionmaking? Should a sys-
tem of bonuses and penalties be used? Should there be a 
flat fee or an office visit code for shared decisionmaking? 
Should patient shared decisionmaking be used as a per-
formance or quality measure? Which patients should be 
eligible for shared decisionmaking services? How would 
appropriate use of decision aids be measured? Identifying 
procedures where decision aids are available is possible, 
but how should cases where the procedure is not done 
(but might have been) be identified? Should CMS limit 
payment for shared decisionmaking services to major 
procedures, or should Medicare pay for the use of all 
credible tools? Should the cost-effectiveness of using 
shared decisionmaking be considered in determining in 
which instances CMS should modify payment incentives? 

In addition to uncertainty about how to appropriately 
design a payment policy for patient shared decision-
making, there is uncertainty about how spending would 
be affected by greater use of that approach. Studies of the 
tools have shown reductions in the use of more invasive 
procedures; however, in some cases, less invasive proce-
dures cost more. In addition, those studies have not 
focused on the Medicare population and so the effects 
observed in them might not be generalizable to the Medi-
care program. The Congressional Budget Office cannot 
estimate the effects of greater use of shared decision-
making on Medicare’s spending at this time because of 
the uncertainty about how to set detailed design parame-
ters and how those parameters would affect the use of 
decision aids by patients and physicians, the utilization of 
less invasive alternatives and, ultimately, Medicare’s 
spending. Given that uncertainty, policymakers might 
want to direct CMS to experiment with different policy 
designs to determine how best to encourage appropriate 
use of patient shared decisionmaking and to assess its 
likely effect on spending for Medicare. Development of a 
successful strategy in Medicare might also lead to greater 
use of shared decisionmaking among all patients. 
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Option 43

Expand Medicare’s Least Costly Alternative Policy to Include Viscosupplements

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -20 -40 -50 -50 -50 -210 -490
5

4

5

Osteoarthritis is a degenerative joint disease in which 
bone-cushioning cartilage wears away and synovial fluid 
(a thick liquid that reduces friction between bones) starts 
to thin and lose its ability to lubricate a joint. In many 
people with the disease, the degradation of cartilage and 
the reduction in synovial lubrication lead to pain, stiff-
ness, loss of motion, and swelling. About 21 million 
Americans have osteoarthritis, typically in the weight-
bearing joints of their knees. 

Viscosupplements treat osteoarthritis by replacing some 
of the lubrication normally provided by the synovial 
fluid. Five such products have been approved by the Food 
and Drug Administration (FDA), all based on hyaluronic 
acid (one of the two components of natural synovial 
fluid). Although viscosupplementation does not cure 
osteoarthritis, it can improve a person’s mobility and 
reduce pain; thus, it is indicated for patients who have 
not found relief from other therapies, such as exercise, 
orthotics, and over-the-counter medicines. The FDA has 
approved the supplements solely for use in the knee. 

Medicare covers the cost of viscosupplements under 
Part B (which covers physicians’ and other outpatient ser-
vices) because the agents are administered via an injection 
during a visit to a physician. In 2007, Medicare spent 
about $180 million for the use of viscosupplements. 
Payments are set for such products by using the average 
sales price (ASP) methodology, in which Medicare’s reim-
bursement reflects an average of the prices that the manu-
facturer has charged for sales of its product exclusive of 
certain discounts. Medicare pays physicians for drugs 
they administer at the rate of the ASP plus 6 percent, or 
106 percent of the manufacturer’s average sales price. 

Under this option, Medicare’s payments for viscosupple-
ments would be subject to a least costly alternative (LCA) 
policy. Medicare’s LCA policy limits the payment for a 
given product or service to the amount paid for the low-
est-cost of the equivalent products in the category. Cur-
rently, Medicare applies its LCA policy to payments for 
certain drugs for treating prostate cancer. The rationale is 
that the program should not pay more for one product 
when a similar product can be used to treat the same con-
dition and produce the same outcome but at a lower cost. 
If the LCA standard was applied to viscosupplements, 
Medicare’s payment would be limited to the product with 
the lowest ASP in that class of drugs. The option would 
save about $200 million over the 2010–2014 period and 
almost $500 million over the 2010–2019 period. 

An argument for this option is that it encourages physi-
cians to consider cost when choosing among treatment 
options. Although each product differs slightly, they are 
all approved by the FDA for the same indication—
osteoarthritis—and work through the same mechanism 
of clinical action. Medicare, it could therefore be argued, 
should not pay more for one product than another if 
both are likely to have the same effect in a patient when 
prescribed for the same condition. 

An argument against the option is that differences do 
exist between products in terms of how they are derived 
and produced. Each also has a different molecular weight 
(or concentration of the active ingredient) and a different 
dosage strength (for example, 20, 16, or 30 milligrams). 
Those differences may warrant a clinical judgment on the 
part of physicians to prescribe one product rather than 
another. The LCA policy could therefore impose a finan-
cial penalty on physicians who used a more costly alterna-
tive on the basis of their clinical judgment and expertise.

«CBO»
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Option 44

Require Drug and Device Manufacturers to Disclose Their Relationships with 
Physicians Who Participate in Medicare
Under this option, pharmaceutical and device manufac-
turers would be required each year to disclose to the Cen-
ters for Medicare and Medicaid Services (CMS) all rela-
tionships with physicians who participated in the 
Medicare program. All contacts would be subject to dis-
closure, and CMS would publish the information on its 
Web site.1 Contacts would include support for continu-
ing medical education and relationships in which physi-
cians were paid to lecture about specific drugs or devices. 
A manufacturer that failed to disclose a contact or pro-
vided an incomplete report would be fined $10,000 per 
violation.

At this time, the Congressional Budget Office cannot 
estimate how this option might affect spending for Medi-
care but believes that, over time, disclosure has the poten-
tial to reduce spending. For example, hospitals and health 
plans could use the data collected under this option to 
ensure that relationships between physicians and manu-
facturers did not influence decisions about which drugs 
became part of a formulary (a list of preferred drugs) or 
were recommended in practice guidelines. Public report-
ing and disclosure of industry–physician relationships 
might also encourage physicians to monitor and modify 
their own behavior. The reporting system that this option 
would implement and the data that would be collected as 
a result could become a building block for further regula-
tions that might reduce future costs below the level that 
they otherwise would attain.

Manufacturers of prescription drugs and medical devices 
interact with physicians in many ways—for example, 
during sales visits, in supporting continuing medical edu-
cation, and in establishing formal relationships in which 
physicians act as consultants to manufacturers. One 

1. The Medicare Payment Advisory Commission, in its June 2008 
publication Report to the Congress: Reforming the Delivery System, 
examined some of the issues surrounding physicians’ relationships 
with drug and device manufacturers, including consideration of a 
federal reporting system. In November 2008, the commission rec-
ommended that the Congress direct drug and device manufactur-
ers to disclose their relationships with physicians and hospitals, as 
well as other stakeholders, such as patient organizations and phar-
macists. The commission also recommended that the Congress 
direct the Secretary of Health and Human Services to post the 
information on a public Web site. 
recent study estimated that in 2003 and 2004, about 
94 percent of practicing physicians had some sort of rela-
tionship with a drug company.2 

As the U.S. health care system is now structured, some of 
those relationships are probably unavoidable, and some 
of the contacts may prove beneficial to patients. For 
example, manufacturers’ sales representatives visit physi-
cians to market their products and often provide free 
samples. Doctors, in turn, may learn about new pharma-
ceuticals during those visits and sometimes use the sam-
ples to assist patients who have trouble affording a pre-
scription or who need to start on a medicine as quickly as 
possible. With respect to medical devices, manufacturers 
may be the best sources of training for physicians in the 
use of a new product. 

Research indicates, however, that relationships between 
physicians and manufacturers may also have unintended 
and unfortunate effects on health care utilization and 
spending. One study found that physicians’ interactions 
with drug companies or their representatives were associ-
ated with rapid prescribing of newer, more expensive 
drugs and more limited prescribing of less expensive 
generic medicines.3 Another study found that physicians 
who had had contacts with a drug company were more 
likely than other physicians to request that the company’s 
drug be added to a hospital’s formulary, even when the 
drug offered no therapeutic advantage over pharmaceuti-
cals that were already on the list.4 

An argument in support of this option is that Medicare 
could use the information it would provide to better 
understand and evaluate relationships between physicians 
and device and drug manufacturers. When choosing a 

2. E.G. Campbell and others, “A National Survey of Physician–
Industry Relationships,” New England Journal of Medicine, 
vol. 356, no. 17 (April 26, 2007), pp. 1742–1750. 

3. J. Lexchin, “Interactions Between Physicians and the Pharmaceu-
tical Industry: What Does the Literature Say?” Canadian Medical 
Association Journal, vol. 149, no. 10 (November 15, 1993), 
pp. 1401–1407.

4. A. Wazana, “Physicians and the Pharmaceutical Industry: Is a Gift 
Ever Just a Gift?” Journal of the American Medical Association, 
vol. 283, no. 3 (January 19, 2000), pp. 373–380.
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physician, Medicare beneficiaries could consider a doc-
tor’s relationships with the pharmaceutical and medical-
device industries and could select a physician, at least in 
part, on the basis of those relationships. CMS could use 
the information, in combination with data from claims, 
to improve its understanding of physicians’ practice pat-
terns and trends in the utilization of drugs and devices. 

An argument against the option is that it could be admin-
istratively burdensome. Although manufacturers might 
have ready access to some of the information that would 
be required—such as consulting contracts—they might 
find other data more difficult to collect. In addition, 
CMS would need to set up a process for gathering and 
reviewing the disclosures and then publishing them in a 
way that would be easily available to and understood by 
the public. 

«CBO»
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Option 45

Fund Research Comparing the Effectiveness of Treatment Options

Note: * = less than $5 million.

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 20 50 80 140 200 490 1,120

Change in Revenuesa   0   0   *    10    10    20    260

 Net Effect on the Deficit 20 50 80 130 190 470 860
Patients with a given disease or medical condition often 
have several treatment options available to them, but rig-
orous evaluation of the relative effectiveness of those 
options is rarely available to them or their doctors. Drugs 
and medical devices must be certified as safe and effective 
before they can be marketed, but with limited exceptions 
the regulatory process for approving those products does 
not evaluate them relative to alternatives. Meanwhile, 
medical procedures—which account for a much larger 
share of total health care spending—can achieve wide-
spread use without a systematic review of their impact. 
Estimates about the current situation vary widely, but 
some experts believe that less than half of all medical care 
utilization is based on adequate evidence about its 
effectiveness.

Under this option, the federal government would provide 
mandatory funding for research on the comparative effec-
tiveness of alternative medical treatments. Funding would 
begin at $100 million in 2010, grow to $400 million in 
2014, and remain at that level through 2019. The results 
of that research would gradually generate modest changes 
in medical practice as providers responded to evidence on 
the effectiveness of alternative treatments, the net effect 
of which would be to reduce total spending on health 
care in the United States by an estimated $8 billion over 
the 2010–2019 period (or by less than one-tenth of 
1 percent). Reductions in federal spending on health 
care—primarily for Medicare, Medicaid, and the Federal 
Employees Health Benefits program—would total about 
$100 million over the 2010–2014 period and about 
$1.3 billion over the 2010–2019 period. Because any 
cost-saving benefits of research would occur after the 
spending on that research, the net effect on mandatory 
spending resulting from increased funding for research 
and reductions in federal spending for health benefits 
would thus be an increase of $490 million over 5 years 
and $1.1 billion over 10 years. By the end of the 10-year 
period, however, the annual reduction in health care 
spending is estimated to be slightly larger than the 
increased spending on research.

Reductions in health care costs that are covered by 
employment-based health insurance plans would lead 
to small shifts in compensation from nontaxable health 
benefits to taxable wages, resulting in a revenue increase 
of about $260 million over the 2010–2019 period.1 
Overall, in the Congressional Budget Office’s estimation, 
implementing this option would increase the federal defi-
cit by $860 million over the 2010–2019 period.

The estimates here assume that there is an effective way 
to target research funds toward studies that are likely to 
produce savings. Predicting the effect that additional 
information about comparative effectiveness could have 
on health care spending is difficult, however, because it is 
hard to know what that research would show. As a general 
rule, however, the fee-for-service payment system by 
which most health care in the United States is currently 
financed typically provides financial incentives for doc-
tors and hospitals to adopt new and more expensive treat-
ments and procedures even if evidence about their effec-
tiveness is not available. Further, some analyses have 
found that clinical trials sponsored by drug manufactur-
ers and device makers are more likely than independent 
studies to find favorable results. Nevertheless, over the 
long term, generating additional objective information 
about the relative costs and benefits of treatments thus 
seems more likely to reduce total health care spending 

1. The reduction in private health insurance premiums could also 
have a small effect on federal discretionary spending for employee 
health insurance costs; however, those reductions would be subject 
to appropriations committee action and are not included here.
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than to raise it, especially if combined with new incentive 
structures for physicians that reflected that information. 

A potential advantage of this option is that it would 
increase the information available for providers, payers, 
and consumers to use in making decisions about medical 
care and, over the long term, could lead to a reduction in 
health care costs while maintaining or improving the 
health of Americans. Proponents of this option note that 
the private sector is unlikely to fund as much research in 
this area as society would value because the knowledge it 
generates has many characteristics of a public good—so it 
is difficult for the sponsors of the research to capture all 
of its benefits. Another advantage of this option is the 
potential gains from a larger federal role in funding com-
parative effectiveness research. That larger role would 
enhance the federal government’s ability to ensure a 
greater degree of coordination and would aid in eliminat-
ing redundancy in research and assist in developing 
appropriate research standards.

One disadvantage of accelerating research on comparative 
effectiveness is that negative results from early studies 
might discourage the use of a promising treatment before 
it had been adequately tested. That might prevent 
the reinvention and improvement of certain medical 
technologies that often occur once a treatment has been 
introduced. For example, during the course of clinical 
practice, physicians significantly improved the outcomes 
of coronary-stent placement after developing new tech-
niques in stent insertion and anticoagulation therapy. 
Without the widespread use of coronary-stent insertion, 
such improvements and innovations might not have 
occurred. Additionally, if treatments were withheld in 
anticipation of the results of comparative effectiveness 
research, patients, especially those with severe or rare ill-
nesses, could miss out on potentially beneficial and life-
saving interventions. Some observers have also argued 
that greater emphasis on comparative research reviews in 
medical practice or in decisions about insurance coverage 
could limit the adoption of certain drugs and medical 
devices and could discourage manufacturers from devel-
oping new, innovative treatments. Another concern is 
that research examining the average effects of treatments 
might overlook subgroups of patients for whom the bene-
fits might be more substantial. Opponents also argue that 
increased government funding might simply displace 
research efforts financed by the private sector. Moreover, 
critics of this option raise the concern that government-
sponsored research might be biased toward conclusions 
that reduce federal spending—or at least might be per-
ceived in that way by the medical community. 
RELATED CBO PUBLICATION: Research on the Comparative Effectiveness of Medical Treatments: Issues and Options for an Expanded 
Federal Role, December 2007 
«CBO»
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Option 46

Create Incentives in Medicare for the Adoption of Health Information 
Technology

Note: * = less than $5 million. 

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

5 Percent Bonus for Adoption, Primary Care Physicians Only 

Change in Mandatory Spending 0 60 100 110 110 380 1,170

Change in Revenuesa 0   *    *     5     5    10       75

Net Effect on the Deficit 60 100 105 105 370 1,095

2 Percent Bonus for Adoption, All Participating Physicians

Change in Mandatory Spending 0 50 70 80 90 290 880

Change in Revenuesa 0   *   *   *   5      5    55

Net Effect on the Deficit 0 50 70 80 85 285 825

5 Percent Penalties for Nonadoption, All Participating Physicians

Change in Mandatory Spending 0 0 0 -20 -40 -60 -4,620

Change in Revenuesa 0 0 0     *     5     5       130

Net Effect on the Deficit 0 0 0 -20 -45 -65 -4,750

Combined Penalties and Bonuses, All Participating Physicians

Change in Mandatory Spending 0 50 70 80 70 270 -4,240

Change in Revenuesa 0   *   *   5  10    15       160

Net Effect on the Deficit 0 50 70 75 60 255 -4,400
By helping health care providers manage information, 
health information technology (health IT) has the poten-
tial to significantly improve providers’ efficiency and the 
quality of care they offer. Ultimately, such improvements 
could reduce costs and improve health care outcomes. 
Health IT refers to information technology applications 
specifically designed for the practice of clinical medicine, 
including electronic health records (EHRs), personal 
health records, health information exchange, computer-
ized physician order entry, clinical decision support sys-
tems, and electronic prescribing. 

Proponents of health IT have argued that adopting it on a 
nationwide basis could result in significant reductions in 
health care spending. Those reductions would be realized 
by, among other things, reducing the number of inappro-
priate tests and procedures, reducing paperwork and 
administrative overhead, and decreasing the number of 
adverse events resulting from medical errors. Health IT 
could also improve the quality of care provided to 
patients by improving the information available to clini-
cians at the time of treatment, by encouraging the use of 
evidence-based medicine, and by helping physicians 
manage patients with complex, chronic conditions. Con-
versely, the savings associated with health IT could be off-
set by improved adherence to treatment protocols, which 
could increase the amount of care provided.

In spite of such advantages, few physicians have adopted 
health IT; only about 5 percent have adopted compre-
hensive systems, according to a recent survey.1 In 
response to the low rate of adoption, the federal govern-

1. Catherine M. DesRoches and others, “Electronic Health Records 
in Ambulatory Care—A National Survey of Physicians,” New 
England Journal of Medicine, vol. 359, no. 1 (July 3, 2008), 
pp. 50–60.
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ment has undertaken several different efforts to encour-
age providers to use health IT, including recognizing an 
EHR certification process; setting standards for interop-
erability (enabling different health IT systems to commu-
nicate with each other); providing grants and loans for 
providers to purchase the technology; and, through the 
Medicare program, offering financial incentives that both 
reward adoption and penalize nonadoption. Barriers to 
the adoption of health IT still remain, however—primar-
ily financial ones. High-quality systems can cost $20,000 
to $25,000 per physician, not including implementation 
and annual maintenance costs. Overall, startup costs can 
exceed $40,000 per physician. Currently, large group 
practices find health IT the most attractive, and the Con-
gressional Budget Office expects that they will continue 
to have the highest adoption rates over the 2010–2019 
period. CBO projects that under current law, about 
40 percent of physicians will have adopted health IT sys-
tems by 2019, with near-universal adoption anticipated 
over the next quarter century. Health IT initiatives could 
affect the degree of health care spending by speeding the 
adoption of such technologies; however, any such effects 
would diminish in later years, when the use of health IT 
was more pervasive.

This option would create an incentive program through 
Medicare to increase providers’ use of health IT. The 
option comprises four alternatives that have several com-
mon features. To meet the requirements for any of the 
incentive programs, the provider would have to first pur-
chase a “qualifying electronic health record” system with 
a standard package of functionalities. (Those capabilities 
would include, for example, clinical notes with medical 
history and follow-up, computerized physician order 
entry for diagnostic and other services, electronic pre-
scribing, management of diagnostic testing results, and 
clinical decision support.) The product would have to be 
certified by the Certification Commission for Healthcare 
Information Technology (CCHIT) as having met the 
current-year requirements for interoperability.2 Each 
incentive mechanism considered here would have a 
potentially different effect on adoption and a different 
budgetary impact. Although adoption would be encour-
aged through Medicare’s payment incentives, all health 

2.   CCHIT is the only organization recognized by the Department of 
Health and Human Services as qualified to certify the capabilities 
of health IT products. More information is available at 
www.cchit.org.
care spending—both public and private—would be 
affected by the increased use of health IT. 

The mechanisms considered here through which the 
adoption of health IT could be accelerated are as follows: 

B Bonuses for Primary Care Physicians. Under this 
alternative, CMS would pay participating primary 
care physicians that use a qualifying health IT system a 
bonus of 5 percent on top of the amount it would 
otherwise pay for an office visit by a Medicare benefi-
ciary. (The bonus calculations would not apply to fees 
for injections, X-rays, or any other services that are 
provided in an office setting but billed separately from 
the office visit itself.) By the end of the 10-year budget 
window, CBO estimates, this alternative would 
increase the share of primary care physicians who 
adopted electronic health record systems by 12 per-
centage points over the adoption rate projected under 
current law (and would increase by 5 percent the share 
of all physicians adopting health IT). The net cost of 
this option over the 2010–2014 period would be an 
estimated $370 million (including increases in spend-
ing for bonus payments, decreases in spending result-
ing from reduced utilization of services, and increases 
in federal revenues because of the reduction in private 
health insurance premiums); the net cost over the 
2010–2019 period would be $1.1 billion.

B Bonuses to Support Adoption. Under this alternative, 
CMS would pay all participating physicians that used 
a qualifying health IT system a bonus of 2 percent on 
top of the amount it would otherwise pay for each 
office visit. (The bonus calculations would not apply 
to other services that were provided in an office setting 
but billed separately from the office visit itself.) By the 
end of the 2010–2019 period, CBO estimates, this 
alternative would lead an additional 5 percent of all 
participating physicians to adopt electronic health 
record systems. The net cost of this alternative would 
be an estimated $285 million over the 2010–2014 
period and $825 million over the 2010–2019 period.

B Penalties for Nonadoption. Under this alternative, 
CMS would penalize physicians who participated in 
the Medicare program but did not use a qualifying 
health IT system, beginning 5 years after the policy 
was enacted. The penalty would be implemented by 
reducing payments for office visits by 5 percent. (The 
penalty calculations would not apply to other services 

www.cchit.org
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that are provided in an office setting but billed sepa-
rately.) In CBO’s estimation, this alternative would 
spur an additional 14 percent of all participating phy-
sicians to adopt electronic health record systems com-
pared with the number who would adopt them under 
current law. The net savings of this option would be 
an estimated $65 million over the 2010–2014 period 
and $4.8 billion over the 2010–2019 period.

B Combined Penalties and Bonuses. Under this alterna-
tive, CMS would pay all participating physicians that 
used a qualifying health IT system a bonus of 2 per-
cent on top of the amount it would otherwise have 
paid for an office visit during the first five years fol-
lowing the alternative’s implementation; during the 
next five-year period, physicians that did not use a 
qualifying health IT system would be assessed a 5 per-
cent penalty. By the end of the 10-year period from 
2010 to 2019, by CBO’s estimates, this alternative 
would lead an additional 15 percent of all participat-
ing physicians to adopt electronic health record sys-
tems compared with the number projected under 
current law. The net cost of this alternative over the 
2010–2014 period would be an estimated $255 mil-
lion, and the net savings over the 2010–2019 period 
would be an estimated $4.4 billion. This alternative 
would produce somewhat fewer savings than would 
the penalty-only approach. Although adoption of 
health IT would be slightly greater, the savings in effi-
ciency and utilization from that additional increment 
of adoption would be offset by the loss of penalty pay-
ments. 

Creating incentives to adopt health IT would produce 
savings by increasing the efficiency with which care is 
delivered and by reducing the utilization of unnecessary 
services. However, the magnitude of those savings would 
be overshadowed by the impact of the bonuses and penal-
ties. Options that relied solely on bonuses to boost adop-
tion would produce net costs, not savings. Options that 
used penalties would produce net savings—but primarily 
because of the application of the penalties. A key reason 
for that outcome is the lack of financial incentives for 
providers to control utilization and deliver health care 
efficiently. For example, in the fee-for-service component 
of Medicare, providers are paid for each service they pro-
vide. There is no benefit to them from eliminating 
unnecessary care, and, in fact, doing so causes them 
financial harm. That basic incentive problem is not 
affected by whether or not a provider uses a health IT sys-
tem.

Each of the incentive mechanisms described above would 
have different advantages. Encouraging greater adoption 
of health IT through the use of penalties would result in 
the lowest federal expenditures, although most of the sav-
ings would come from reducing physicians’ payment 
rates rather than from changes in the utilization of ser-
vices. But providers would have to bear the full cost of 
adopting the technology, and many providers have not 
adopted health IT because the cost of doing so is greater 
than the potential savings in lower office costs or 
increased revenues. Bonuses, in contrast, would shift 
much of the cost of adoption to the government, with the 
net effect being an increase in expenditures. The combi-
nation of bonuses and penalties would strike the middle 
ground between the two extremes. Directing larger 
bonuses to primary care physicians might produce the 
greatest improvements in efficiency because such physi-
cians may spend more time than do specialists in manag-
ing patient care. Moreover, because they are among the 
lowest paid of physicians, primary care providers may be 
least likely to adopt health IT without bonuses. 
RELATED CBO PUBLICATION: Evidence on the Costs and Benefits of Health Information Technology, May 2008
«CBO»
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Option 47

Require the Use of Health Information Technology as a Condition of  
Participation in Medicare

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Physicians

Change in Mandatory Spending 0 -60 -240 -490 -970 -1,760 -9,620

Change in Revenuesa    0    10     30      80      150       270      1,540

Net Effect on the Deficit 0 -70 -270 -570 -1,120 -2,030 -11,160

Hospitals

Change in Mandatory Spending 0 -280 -780 -1,210 -1,670 -3,940 -17,680

Change in Revenuesa  0     70       210      350       490    1,120      5,130

Net Effect on the Deficit 0 -350 -1,000 -1,560 -2,170 -5,080 -22,800
5

To participate in the Medicare program, providers must 
meet certain requirements, such as holding licensed certi-
fication in their field of practice and agreeing not to bill 
Medicare beneficiaries for more than the amount speci-
fied under Medicare. The requirements are intended to 
ensure, among other things, that beneficiaries have access 
to health care services of a reasonable level of quality and 
at an appropriate price. Because of the positive effect that 
health information technology (health IT) is believed to 
have on the quality and efficiency of care, Medicare also 
could require that providers use electronic health record 
systems as a condition of participation.

This option would require that physicians and hospitals 
adopt and use health IT as a condition of participation in 
Medicare beginning in 2015. As described in related 
health IT options in this volume, to meet the require-
ments for participation in Medicare, the hospital or phy-
sician would have to purchase a “qualifying electronic 
health record” system with a standard package of capabil-
ities. For physicians, the standard package would include, 
for example, clinical notes with medical history and 
follow-up, computerized physician order entry for diag-
nostic and other services, electronic prescribing, manage-
ment of diagnostic testing results, and clinical decision 
support. For hospitals, the standard package would most 
likely include clinical systems for the major ancillary ser-
vices (laboratory, pharmacy, and radiology), a clinical 
data repository, clinical documentation (including nurses’ 
and physicians’ notes), clinical decision support, and 
computerized physician order entry. Products would have 
to be certified by the Certification Commission for 
Healthcare Information Technology (CCHIT) as having 
met the commission’s current-year requirements for 
interoperability.1

The Congressional Budget Office expects that, if imple-
mented, this option would lead virtually all hospitals and 
physicians to adopt electronic health record systems. By 
reducing both administrative overhead and unnecessary 
utilization of services (including inappropriate tests and 
procedures) as well as adverse events resulting from pre-
ventable medical errors, the option, in CBO’s estimation, 
would produce savings in major federal health care 
financing programs, including both Medicare and Medic-
aid. Nearly universal adoption of health IT by physicians 
and hospitals would also lower health insurance premi-
ums in the private sector, thereby shifting some compen-
sation from tax-advantaged premiums to taxable wages 
and salaries. As a result, federal tax revenues would 
increase.

The new condition for participation in Medicare for phy-
sicians would reduce federal deficits by about $2 billion 
over the 2010–2014 period and by $11 billion over the 
2010–2019 period. Applying the requirement to hospi-

1. CCHIT is the only organization recognized by the Department 
of Health and Human Services as qualified to certify the 
capabilities of health IT products. More information is available at 
www.cchit.org.

www.cchit.org
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tals would reduce deficits by about $5 billion over the 
2010–2014 period and by $23 billion over the 2010–
2019 period. Those estimates include both reductions in 
expenditures for Medicare and Medicaid, arising from the 
reduced utilization of services, and increased federal reve-
nues, resulting from the reduction in private health insur-
ance premiums. 

The savings included in the table reflect only those that 
would be achieved without any other change in federal 
law. Under Medicare’s current payment rules, the only 
savings in Medicare’s expenditures from the adoption of 
health IT would be from reducing some types of utiliza-
tion, such as by reducing the probability of hospital 
admissions resulting from preventable adverse medical 
events. Health IT also helps hospitals reduce their inter-
nal operating costs by, among other things, improving 
nurses’ productivity, lowering the cost of maintaining 
patients’ medical charts, and reducing the utilization of 
unnecessary prescription drugs and diagnostic services. 
However, because Medicare pays for inpatient care on a 
per-admission basis, those savings would not result in 
lower expenditures for the Medicare program. Those sav-
ings would only be captured by reducing the annual 
updates to payment rates under the inpatient prospective 
payment system, which would require legislative action. 
If the updates were changed to reflect lower operating 
costs for hospitals, the total savings related to the require-
ment that hospitals adopt health IT as a condition of 
Medicare participation would be $14.0 billion over the 
2010–2014 period and $60.6 billion over the 2010–2019 
period. Similarly, improvements in efficiency in physi-
cians’ offices would not accrue to Medicare unless physi-
cian payment updates were changed to take those lower 
operating costs for physicians into account. If those 
changes were made, total savings related to the require-
ment that physicians adopt health IT as a condition of 
participation in Medicare would be $2.7 billion over the 
2010–2014 period and $14.3 billion over the 2010–2019 
period. 

An advantage of this option is that the expanded use of 
health IT would be likely to improve both the quality of 
health care services and health outcomes, perhaps mark-
edly so. A disadvantage of this option is that it would 
impose a large cost on providers. In particular, many 
small practices would be hard-pressed to find the finan-
cial resources to purchase a health IT system. In addition, 
implementing this option would create a surge in 
demand for health IT systems, thereby bidding up the 
price of IT specialists and of the systems themselves. 
Thus, this option could create a strong incentive for 
providers to favor low-cost health IT systems over 
high-quality systems. 
RELATED CBO PUBLICATION: Evidence on the Costs and Benefits of Health Information Technology, May 2008
«CBO»
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Option 48

Support Development of VistA to Meet Standards and Encourage Adoption

a. Any savings from the adoption of the Veterans Health Information Systems and Technology Architecture would depend on appropriation 
of the necessary funding. Following Congressional budget-scoring rules (scorekeeping rule 3), such estimated savings are not counted in 
recording the budgetary impact of an appropriation act.

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Discretionary Spending

Budget authority 530 210 220 220 230 1,410 2,670

Outlays 450 260 220 220 230 1,380 2,630

Memorandum:

Nonscorable Budget Effectsa

Change in mandatory spending 0  -10  -190  -270  -340  -810  -2,350

Change in revenues 0 0 20 30 50 100 480
5

The Veterans Health Information Systems and Technol-
ogy Architecture (VistA), one of the most widely used 
electronic health records (EHRs) in the world, is a health 
care information management system found in the hospi-
tals, outpatient clinics, and nursing homes of the Veterans 
Health Administration (VHA), the medical system of the 
Department of Veterans Affairs (VA). In addition to its 
EHR, which allows providers to electronically review and 
update a patient’s health record, VistA also has such 
additional capabilities as computerized order entry, elec-
tronic prescribing, and decision support that encourages 
adherence to clinical guidelines. The source code for the 
software is freely available and has been used to develop 
several other open-source (that is, publicly available) 
versions of VistA. Two of those adaptations have been 
certified by the Certification Commission for Healthcare 
Information Technology (CCHIT) as CCHIT Certified 
Ambulatory EHR products for 2006: the WorldVistA 
EHR VOE/1.0 and Document Storage Systems’ vxVistA 
V1.0. Some VistA adaptations have been installed in hos-
pitals and networks of clinics outside the VHA system. 

This option would support the development or enhance-
ment of adaptations of VistA that were intended for use 
by physicians outside the VHA. (The federal government 
could also support the upgrading of VistA adaptations 
intended for use by other providers, such as hospitals, but 
this option focuses only on physicians.) The VistA adap-
tations developed under the option would be open source 
in character and would meet the latest certification stan-
dards for health information technology (health IT) 
products as determined by the Secretary of Health and 
Human Services. Under the assumption that appropri-
ated funds were available, the costs for developing and 
enhancing VistA would total about $1.4 billion over the 
2010–2014 period, the Congressional Budget Office esti-
mates, and $2.6 billion over the 2010–2019 period. 
Moreover, this option, which would result in an addi-
tional 18 percent of physicians adopting electronic health 
record systems compared with the number projected 
under current law, would save $910 million over the 
2010–2014 period and $2.8 billion over the 2010–2019 
period (including both reductions in expenditures for 
federal programs and increased revenues). After the first 
few years, CBO anticipates, the cost savings to the federal 
government would exceed the annual costs for VistA.

As with other options that would increase adoption of 
health IT, those savings would come from improved effi-
ciency in providing health care, such as reducing the 
number of unnecessary services and decreasing adminis-
trative costs. That increased efficiency would help reduce 
expenditures for federal health financing programs, such 
as Medicare and Medicaid, and lower premiums for pri-
vate health insurance. Lowering private premiums would 
shift some income away from tax-advantaged fringe bene-
fits (employment-based health insurance) to taxable 
compensation, thereby increasing federal tax revenues. 
However, the projected savings would depend on the 
availability of appropriation actions undertaken to fund 
the VistA upgrades. 
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Supporters of this option argue that a certified VistA 
product would offer a relatively inexpensive option for 
providers who otherwise would be unable to pay the high 
price asked for a proprietary health IT system. VistA 
already has one of the highest rates of adoption by pro-
viders of any single EHR because its use in the VHA sys-
tem has created a strong base of support for physicians 
outside that system to begin using the product. Many 
providers may feel overwhelmed by the variety of health 
IT products currently on the market; having a single 
government-sponsored, open-source system could 
simplify their decisionmaking with regard to adoption. 
Another argument in support of this option is that VistA’s 
open-source platform would allow individuals and firms 
in the public and private sectors to create updates and 
add-ons that could improve the system. 
Critics of this option argue that a government-sponsored 
system might undermine the significant investments 
made by the private sector in developing health IT prod-
ucts, some of which might offer advantages or features 
that VistA may not provide. Moreover, although the 
offering of VistA as an open-source product would reduce 
the cost of an EHR, it would not reduce that cost to zero. 
Providers that adopted VistA would still have to pay for 
training, implementation, and interfaces for exchanging 
data with other entities, and they would still experience a 
reduction in productivity for two to three months when 
the system was first installed. 

«CBO»
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Option 49

Sponsor Regional Markets for Health Information Technology

Notes: Any savings from sponsoring regional markets for health information technology would depend on appropriation of the necessary 
funding. Following Congressional budget-scoring rules (scorekeeping rule 3), such estimated savings are not counted in recording the 
budgetary impact of an appropriation act.

* = less than $5 million. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Discretionary Spending

Budget authority 50 50 50 60 60 270 270

Outlays 40 50 50 50 60 250 270

Memorandum:

Nonscorable Budget Effects

Change in mandatory spending 0 -10 -10 -20 -30 -70 -360

Change in revenues 0 * * 5 5 10 70
5

Despite the benefits that may be gained from adopting 
health information technology (health IT) systems, many 
providers have not purchased such systems. (For a fuller 
discussion of health IT, see Option 46.) Under this 
option, the Secretary of Health and Human Services 
would put out for bid the responsibility for sponsoring 
regional markets for health IT systems. The primary 
function of organizational entities that won contracts to 
sponsor a market would be to address some of the barriers 
that providers face in adopting health IT—in particular, 
by narrowing the choices of systems for providers, reduc-
ing the prices that they face, and coordinating the devel-
opment of common interfaces and implementation 
guides to facilitate the electronic exchange of health 
information both regionally and nationally. Those enti-
ties, or regional sponsors, would be regionally based orga-
nizations with the demonstrated ability to accomplish the 
objectives of this option. Sponsors of regional health IT 
markets would ultimately offer providers a selection of 
several qualifying electronic health records (EHRs) that 
would include the following: both stand-alone and appli-
cation service provider (ASP) systems, several hosting ser-
vices for those systems, interfaces and implementation 
guides for the most common connection needs, and an 
EHR implementation model using Web-based support 
services.1 The Office of the National Coordinator of 
Health Information Technology (which manages federal 
activities to develop health IT standards for achieving 
interoperability) would be required to ensure that 
interoperability and reporting were uniformly carried out 
and that implementation guides for interoperability were 
standardized. (Interoperability refers to the capacity of 
one health IT application to share information with 
another in a computable format.)2

Sponsors under this option would solicit bids from health 
IT vendors and from Web-hosting services to simplify 
providers’ decisions about purchasing a system. That pro-
cess, in turn, by providing the potential for greater sales 
and use of standard formatting, might lead vendors to 
offer lower prices than they currently do. Vendors would 
be required to offer a standard package of EHR function-
alities—for example, one that included a capacity for 
clinical notes with medical history and follow-up, com-
puterized physician order entry for diagnostic and other 
services, electronic prescribing, management of diagnos-

1. A stand-alone system is one that is purchased outright and entirely 
housed within a provider’s office. In an application service pro-
vider system, providers access the system remotely from their 
offices by using an Internet connection; an ASP system is typically 
paid for through a monthly fee. Implementation guides are tech-
nical specifications that provide standardized data requirements 
and content to allow all users to achieve interoperability between 
information systems.

2. EHR systems that meet requirements for interoperability specified 
by the Certification Commission for Healthcare Information 
Technology (which has contracted with the federal government to 
develop and evaluate certification criteria and create an inspection 
process) have the capability to be interoperable but can only 
achieve it if they follow the appropriate implementation guide.
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tic testing results, and clinical decision support—in 
stand-alone and ASP systems. To be certified by the Cer-
tification Commission for Health Information Technol-
ogy (CCHIT), the product would have meet CCHIT’s 
most recent requirements, including those for inter-
operability. Sponsors would accept bids from several 
qualified vendors that offered the lowest prices for the 
standard package.

To maximize competition among the vendors, sponsors 
would submit a standard request for proposal with 
enough detailed specifications to ensure that each ven-
dor’s product was comparable with those of competitors. 
Sponsors would also solicit bids for Web-hosting services 
for both ASP and EHR systems that would be required to 
host products with CCHIT’s most recent certification 
and to accommodate all current federal incentive pro-
grams for electronic reporting of health data. In addition, 
sponsors would coordinate the development of standard 
interfaces to facilitate the transmission of data in a com-
putable format between physicians and ancillary service 
providers. Finally, sponsors could provide Web-based 
training for facets of the systems’ implementation that 
were common across all health IT vendors.

Providing such Web-based training could help lower the 
costs to providers of purchasing an EHR, given that 
expenditures for training and implementation make up a 
significant share of the total cost of acquiring an EHR 
system. Vendors estimate that about 25 percent of train-
ing in the use of electronic health records is similar 
among vendors. Rather than requiring each vendor to 
offer what could be duplicated training, the sponsor 
could contract with a single training entity to offer a 
Web-based curriculum at a significantly lower cost than 
would be possible if each vendor offered or provided 
training. Sponsors could lower any costs for vendor-
specific training by offering training regionally or 
through Web-based technology.

The effects of this option would come mainly from low-
ering the prices that providers would pay for health IT 
systems and simplifying their decisions about such pur-
chases, thereby increasing adoption. Sponsors could cover 
their costs by charging fees to provide training and sup-
port for implementation, but they would probably 
require some initial “seed money.” Assuming the avail-
ability of appropriated funds, the Congressional Budget 
Office estimated that expenditures for sponsors would be 
$50 million per year (adjusted for inflation) for the first 
five years after the option’s implementation. By CBO’s 
calculations, this option could ultimately lower prices for 
health IT by about 15 percent below what they otherwise 
would have been. The lower prices would encourage an 
additional 3 percent of physicians (beyond those that 
would have adopted it anyway) to adopt health IT, 
which would increase the benefits that flowed from that 
adoption.

Increasing the adoption of health IT would most likely 
reduce health care costs by, among other things, decreas-
ing the number of duplicated diagnostic tests, diminish-
ing the likelihood of adverse outcomes of treatment as a 
result of missing or inaccurate information (outcomes 
that in turn might require costly treatment to remedy), 
and, in the long run, improving the quality of health care. 

The main advantage of this option is that it could boost 
health care providers’ adoption of health IT by simplify-
ing their decisions about whether to invest in the technol-
ogy and by helping lower prices below what they other-
wise would have been. Such price reductions would 
follow from the competitive bidding process for vendors 
and from the provision, at a lesser cost, of some of the 
training that health IT vendors typically provide with 
purchases. 

The main disadvantage of this option is that sponsors 
might be reluctant to participate without the promise of 
more predictable compensation. (Their compensation 
under the option would consist primarily of initial start-
up funding and then the fees they would charge for train-
ing and other services in connection with their sponsor-
ship responsibilities.)

«CBO»
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Her ealth care spending per capita varies widely 
across the United States, and spending in the Medicare 
program is no exception. Researchers affiliated with the 
Dartmouth Atlas of Health Care have analyzed groups of 
Medicare beneficiaries who appear to have similar medi-
cal conditions. They found that beneficiaries who lived in 
high-spending geographic areas received approximately 
60 percent more services than those who lived in low-
spending areas.1 Because Medicare is financed through 
federal tax revenues, high spending in one area is, in 
effect, funded largely by taxpayers in other areas.

Previous research by the Congressional Budget Office has 
shown that the degree of geographic variation in Medi-
care spending has lessened over time.2 Major changes in 
Medicare’s payment policies appear to be linked to some 
of that reduced variation; those changes include the 

1.  Elliott S. Fisher and others, “The Implications of Regional Varia-
tions in Medicare Spending;. Part 1: The Content, Quality, and 
Accessibility of Care,” Annals of Internal Medicine, vol. 138, no. 4 
(February 18, 2003), pp. 273–287.

2.  Congressional Budget Office, Geographic Variation in Health Care 
Spending (February 2008).
introduction of prospective payment systems for hospitals 
and post-acute care facilities, and the introduction of the 
physicians’ fee schedule.

The amount of spending involved is quite large—one 
report indicated that Medicare spending would fall by 
29 percent if spending in medium- and high-spending 
regions were the same as that in low-spending regions.3 
But policies that reduce spending in high-spending areas 
would not necessarily lead to increased efficiency—and 
could result in worse health outcomes for patients—
unless the reductions targeted ineffective or harmful 
treatments.

The options in this chapter offer alternatives that would 
further reduce existing regional variations in Medicare’s 
spending. The mechanisms discussed in the options 
encompass incentives for both providers and beneficia-
ries.

3.  John E Wennberg and others, “Geography and the Debate Over 
Medicare Reform,” Health Affairs, Web Exclusive (February 13, 
2002), pp. W96–W114.
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Option 50

Reduce Medicare’s Fees for Physicians in Areas with Unusually High Spending

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -400 -900 -1,500 -2,100 -4,900 -5,300
Each year, Medicare sets fees for physicians’ services using 
the “sustainable growth rate” (SGR) mechanism. That 
mechanism establishes a cumulative target for Medicare’s 
spending for physicians’ services (including those fur-
nished “incident to” a visit to a physician, such as diag-
nostic laboratory or imaging services). The target is 
updated annually to reflect inflation, overall economic 
growth, the increase in the number of Medicare enrollees 
in the fee-for-service program, and any changes in Medi-
care’s outlays that stem from new laws or regulations 
(such as the addition of newly covered preventive ser-
vices). If actual spending for Medicare-covered physi-
cians’ services increases faster than the target, the SGR 
mechanism is designed to reduce payment rates for those 
services so that cumulative spending and the cumulative 
target eventually converge. (The reverse happens when 
spending is below the target.)

In principle, the SGR mechanism gives physicians, as a 
group, an incentive to limit the volume of the Medicare-
covered services they provide. Reductions in volume, if 
they could be achieved through coordinated efforts by 
physicians, would, under the SGR mechanism, eventu-
ally increase the payment rate that a physician received 
for each service. Any single physician or group practice 
acting alone, however, has essentially no ability to influ-
ence the overall volume of services—any unilateral reduc-
tions in volume would, from an individual physician’s 
perspective, lead to a drop in income. The lack of a coor-
dinated attempt by physicians to restrain the volume of 
Medicare-covered physicians’ services is apparent in his-
torical trends. Since 2002, the volume of such services has 
grown more rapidly than the expenditure target; conse-
quently, the SGR mechanism has called for reductions in 
the fees for physicians’ services each year. (Policymakers 
have repeatedly overridden those reductions through 
legislation.)

Under this option, local spending targets for each 
microregion of the country (discussed below) would be 
set and used as the basis for reducing fees in microregions 
with unusually high spending. A cumulative spending 
target for Medicare-covered physicians’ services would 
continue to be set at the national level using the SGR 
mechanism. The local spending targets would be used to 
adjust fees downward in areas in which spending substan-
tially exceeded those targets. This option would reduce 
Medicare’s outlays by about $5 billion over both the 
2010–2014 and 2010–2019 periods.

Microregions would be defined on the basis of hospital 
service areas, or HSAs. (HSAs are aggregations of zip 
codes that represent local health care markets.) Many 
HSAs contain 10,000 or more Medicare beneficiaries; 
those service areas are sufficiently large that each would 
constitute a separate microregion. In the case of HSAs 
that had fewer than 10,000 beneficiaries, multiple nearby 
HSAs would be combined to create microregions that 
each comprised at least 10,000 beneficiaries. 

The spending target for each microregion would be based 
on the number of Medicare beneficiaries in the area and 
their health status, together with the local prices of inputs 
(for example, the cost of office space or professional 
labor). Adjustments for health status would be based on 
Medicare’s hierarchical condition categories, which are 
used to adjust payment rates for Medicare Advantage 
plans. An additional adjustment would be made for 
regional migration patterns in the use of health care ser-
vices. Areas such as Boston that had persistent net inflows 
of patients would receive higher spending targets to 
reflect that migration.

The Centers for Medicare and Medicaid Services (CMS) 
would calculate a local adjustment factor annually for 
each microregion by comparing the cumulative local tar-
get with cumulative local spending, and would apply the 
local adjustment factor to all physicians whose primary 
practice location was in that microregion. The local 
adjustment factor would equal zero unless the ratio of 
local spending to the local target exceeded the 90th per-
centile among all microregions. In such cases, the local 
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adjustment factor would equal the percent difference 
between the 90th percentile ratio and the ratio in the 
microregion. CMS would phase in the local adjustment 
factors: The share of fees determined by the factor 
would increase from 20 percent in calendar year 2011 
to 100 percent in calendar year 2015. Initially, CMS 
would set the local adjustment factors solely on the basis 
of projections of the number of beneficiaries in the region 
and patterns of local spending for health care. In future 
years, those projections would be updated with actual 
data on enrollment and spending, as the information 
became available. The coinsurance that beneficiaries paid 
would continue to be determined by current law.

This option specifies that the reduction in fees from 
applying the local adjustment factors would not be 
treated as a “law-and-regulation” change and therefore 
would not reduce the national SGR target. That provi-
sion would result in increased Medicare physician fees in 
2018 and 2019 in areas that do not have high spend-
ing—an outcome that would substantially reduce the sav-
ings from the option. If the local adjustment factors were 
instead treated as a law-and-regulation change, the option 
would reduce federal outlays by roughly $20 billion over 
the 2010–2019 period.

Under this option, CMS would provide regular reports to 
state medical associations showing how it calculated the 
local adjustment factors. The reports would provide 
information on patterns of health care utilization by 
detailing the total allowable charges for Medicare-covered 
services and listing them separately by microregion and 
provider.

An advantage of this option is that it would create a 
degree of financial accountability among physicians 
within local areas, which could spur them to engage in 
coordinated efforts to reduce the wasteful use of health 
care resources. If, for example, an individual physician or 
imaging center in a high-spending area was submitting an 
excessive number of claims to Medicare for payment, the 
physicians who worked in the same microregion would 
have a direct financial incentive to monitor, detect, and 
discourage such behavior—that incentive exists under the 
current SGR but would be much more direct under this 
option. (CMS’s regular reports on patterns of utilization 
of services in each local area would facilitate such moni-
toring.) The self-monitoring by physicians and related 
providers that this option would put in place could lead 
to reductions in the volume of Medicare-covered physi-
cians’ services. The option would also reduce the degree 
of geographic variation in Medicare’s spending over the 
short run by lowering physicians’ fees in high-spending 
areas. In addition, because the SGR would remain in 
effect at the national level, reductions in spending in 
high-spending microregions over the long term would 
result in increases of about 10 percent in physicians’ fees 
in microregions that had low or average spending. 

One potential drawback to this option is that Medicare’s 
fees for physicians’ services in some high-spending areas 
would be reduced dramatically. For example, in 2015 (the 
first year in which the local adjustment factors would be 
fully phased in), this option would reduce physicians’ fees 
in Miami by more than 30 percent. Even when phased in 
over five years, changes of that magnitude could disrupt 
health care markets. Moreover, even with the option in 
place, physicians might fail to act in a coordinated fash-
ion to constrain the growth in the volume of Medicare-
covered services. In addition, Medicare beneficiaries 
might face difficulties in obtaining certain medical ser-
vices if providers became less willing to offer them. 
Reduced access in the fee-for-service sector could cause 
some beneficiaries to enroll in Medicare Advantage plans. 
The budget effects of such a switch are not included in 
these estimates. 

«CBO»
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Option 51

Reduce Medicare’s Payment Rates for Hospitals in Areas with a High Volume of 
Elective Admissions

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 -60 -140 -220 -420 -2,580
Researchers have documented wide variation across geo-
graphic areas in Medicare’s spending per beneficiary, and 
most of that variation does not appear to be explained by 
measurable differences in the health status of beneficia-
ries. Substantial differences appear specifically in the use 
of certain types of hospital care, including such surgical 
procedures as spine surgery and knee joint replacements, 
as well as in hospital admissions for such conditions as 
chronic obstructive pulmonary disease. In explaining 
such variation, researchers have pointed to “gaps in medi-
cal science and professional uncertainty about the impli-
cations of alternative treatments.”1 Some researchers have 
also questioned whether beneficiaries in high-spending 
areas experience improvements in health outcomes that 
are commensurate with the greater volume of services 
they receive.

Under this option, the Centers for Medicare and Medic-
aid Services (CMS) would designate certain Medicare 
severity diagnosis-related groups (MS-DRGs) as elective 
(that is, as subject to substantial uncertainty and discre-
tion in clinical decisionmaking) and would group those 
elective MS-DRGs into clinically related groups. The set 
of elective MS-DRGs would have to be broad enough to 
account for at least 8 percent of current Medicare spend-
ing on short-stay hospitals. CMS would then measure the 
rate of hospital admissions in a geographic area for each 
group of elective MS-DRGs. Areas would be defined by 
using the Office of Management and Budget’s list of des-
ignated metropolitan statistical areas (MSAs) as a starting 
point, with each MSA constituting an area for the pur-
poses of this option. All of the nonmetropolitan regions 
of a state (those not part of an MSA) would together con-
stitute an area. CMS would adjust admission rates on the 
basis of the demographics of the local population.

1. Center for the Evaluative Clinical Sciences, Dartmouth Medical 
School, The Quality of Medical Care in the United States: A Report 
on the Medicare Program (1999), www.dartmouthatlas.org/atlases/
99Atlas.pdf, p. 144.
If, after adjusting for demographics, CMS identified an 
area as having an unusually high volume of admissions 
for a specific group of elective MS-DRGs, hospitals 
located in that area would have their payment rates 
reduced for that group of MS-DRGs. High-volume met-
ropolitan areas would be defined as those in which the 
rate of admissions per Medicare beneficiary, after adjust-
ing for age, sex, and race, exceeded 120 percent of the 
national average. (Roughly 20 percent to 30 percent of 
areas, depending on the type of admission, would cur-
rently exceed that threshold.) The payment rate for each 
MS-DRG group would be reduced by half of the differ-
ence in percentage points between the MSA’s risk-
adjusted admission rate and 120 percent of the national 
average; the maximum rate reduction would be set at 
20 percent. CMS would phase in the reduction in pay-
ment rates in high-volume areas over five years. This 
option would reduce spending for Medicare by an esti-
mated $0.4 billion over the 2010–2014 period and by 
$2.6 billion over the 2010–2019 period.

An argument in support of this option is that it would 
reduce the degree of geographic variation in Medicare’s 
outlays for hospital services. The option would also draw 
the attention of hospitals and other providers to their 
local area’s rates of admissions for the selected MS-DRGs 
and could spur efforts either to justify those rates or to 
change them.

An argument against this option is that once the payment 
reductions took effect, Medicare beneficiaries might face 
difficulties in obtaining medical services if providers 
became unwilling to serve them. Because some providers 
would receive less revenue from Medicare, they would 
either have to cut their operating expenses or earn smaller 
margins on their services to Medicare patients. By reduc-
ing the revenue of providers, this option might also limit 
the level of care and amenities they were able to deliver.
RELATED CBO PUBLICATION: Geographic Variation in Health Care Spending, February 2008 
«CBO»
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Option 52

Reduce Medicare’s Payment Rates Across the Board in High-Spending Areas

  Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -1,000 -2,200 -3,500 -5,000 -11,700 -50,900
6

5

In some parts of the country, Medicare’s spending per 
beneficiary is unusually high, a circumstance that appears 
to be attributable primarily to differences in local patterns 
of medical practice and professional norms, and not to 
higher local prices for “inputs” (goods and services used 
in the production of services, such as professional labor, 
office space, and so forth) or to unusually sick popula-
tions. Researchers have questioned whether the addi-
tional services provided in such high-spending areas pro-
duce improvements in patients’ health that are 
commensurate with their cost.

In parts of the country where per-beneficiary spending 
unusually high, this option would apply across-the-board 
reductions to Medicare payment rates in the fee-for-
service sector for services covered under Parts A and B of 
the program. The first step in determining those reduc-
tions would be to define the geographic areas to be used 
for measuring and comparing per-beneficiary spending. 
(The size of such areas has a substantial effect on the 
amount of the change in mandatory spending that the 
option might bring about.) The Office of Management 
and Budget’s list of designated metropolitan statistical 
areas (MSAs) would serve as a starting point in that defi-
nition process; each MSA would constitute an area for 
the purposes of this option. Then, in each state, all non-
metropolitan regions (that is, all parts of the state not 
included in an MSA) would constitute a single additional 
area. 

Payment rates for the fee-for-service program would 
depend on each area’s “relative spending”—defined as the 
spending per beneficiary in that area, adjusted to reflect 
the price of inputs and the health status of the local pop-
ulation, divided by the average spending per beneficiary 
nationwide. (Adjustments for health status would be 
based on Medicare’s hierarchical condition categories, 
which are currently used to adjust payment rates for 
Medicare Advantage plans.) Fee-for-service payment rates 
under this option would be reduced in areas where rela-
tive spending exceeded 1.1—that is, where spending 
was 10 percent or more above the national average; 
reductions would equal one-half of the difference 
between the region’s relative spending and the threshold 
of 1.1. (For example, a region with relative spending of 
1.2—that is, spending 20 percent above the national 
average—would experience reductions in Medicare pay-
ment rates amounting to 5 percent, or 1.2 minus 1.1 
divided by 2.)

The reduction in payment rates in high-spending areas 
would be phased in over five years and capped at 20 per-
cent. It would apply to all payments—including those to 
hospitals, physicians, and providers of post-acute care—
made on the basis of a fee schedule. Moreover, the reduc-
tion in fee-for-service payment rates would indirectly 
reduce Medicare’s payments to private Medicare Advan-
tage plans by reducing the benchmark payment rates for 
those plans. If implemented, this option would reduce 
Medicare spending by an estimated $12 billion over the 
2010–2014 period and by $51 billion over the 2010–
2019 period.

An argument in favor of this option is that it would bring 
about more interregional equity in Medicare’s spending 
and might encourage initiatives in high-spending areas to 
reduce the utilization of health care resources, especially 
services thought to have only marginal benefits for 
patients. This option also would reduce the federal gov-
ernment’s outlays for Medicare as compared with levels 
under current law. Reductions in Medicare’s Part B 
expenditures would also lower beneficiaries’ premiums 
and out-of-pocket payments. 

An argument against this option is that it would not tar-
get specific medical providers or specific types of services. 
In high-spending areas, all medical providers would face 
reductions in payment rates, regardless of whether their 
practice patterns contributed to the area’s unusually high 
level of spending. Thus, payments for all services, regard-
less of a service’s value to a patient, would be reduced, 
and once those reductions took effect, Medicare benefi-
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ciaries might face difficulties in obtaining certain medical 
services if providers became less willing to offer them. 
Reduced access in the fee-for-service sector could cause 
some beneficiaries to enroll in Medicare Advantage plans; 
however, the budgetary effects of such changes in enroll-
ment are not included in these estimates. 

Another argument against the option involves providers’ 
responses. Because providers would receive less revenue 
from Medicare, they would either have to reduce their 
operating costs or accept a smaller profit on services to 
Medicare patients. By reducing the revenue of providers, 
this option might also limit their ability to provide high-
quality care. In addition, reductions in Medicare’s pay-
ments to Medicare Advantage plans would result in bene-
ficiaries’ paying higher premiums for those plans or 
receiving a smaller benefit package. Moreover, some plans 
might withdraw from the Medicare program as a result.
RELATED PUBLICATION: Geographic Variation in Health Care Spending, February 2008
«CBO»
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Option 53

Impose a Surcharge on Medicare Cost Sharing in High-Cost Areas and Prohibit 
Medigap Plans from Covering the Surcharge

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 -1,600 -2,300 -2,400 -6,300 -20,900
6

5

Researchers have documented wide geographic variations 
in per-beneficiary Medicare spending, and most of that 
variation does not appear to be explained by measurable 
differences in beneficiaries’ health status. Some research-
ers have questioned whether beneficiaries in areas with 
high spending experience improvements in health out-
comes commensurate with the higher volume of services 
they receive.

Under this option, Medicare beneficiaries living in areas 
with unusually high levels of spending would face a cost-
sharing surcharge for services covered under the program. 
Areas with high spending would be defined as those in 
which per-beneficiary spending in the Medicare fee-for-
service program exceeded by 10 percent or more the 
national average per-beneficiary spending, after adjusting 
for differences in enrollees’ health status and the price of 
local “inputs” (goods and services used in the production 
of services, such as professional labor and office space). 
Areas would be defined by using the Office of Manage-
ment and Budget’s list of designated metropolitan statisti-
cal areas (MSAs) as a starting point, with each MSA con-
stituting an area for the purposes of this option. All of the 
nonmetropolitan regions of a state (that is, all those not 
included in an MSA) would together constitute an area. 
The cost-sharing surcharge in a high-spending area would 
depend on the region’s “relative spending”—defined as 
regional per-beneficiary spending, adjusted to reflect the 
prices of inputs and the health status of the local popula-
tion and divided by the national average. (Adjustments 
for health status would be based on Medicare’s hierarchi-
cal condition categories, which are currently used to 
adjust payment rates for Medicare Advantage plans.) Sur-
charges would be applied only in areas with relative 
spending exceeding 1.1 (that is, 10 percent above the 
national average) and would vary depending on the excess 
above 1.1. For example, in an area with relative spending 
equal to 1.2 (20 percent above the national average), the 
surcharges would be equal to one-quarter of current 
cost-sharing amounts; in areas with relative spending 
equal to 1.3 (30 percent above the national average), the 
surcharges would be equal to half of the current cost-
sharing amounts. (Surcharges would be capped at half of 
the current cost-sharing amounts.) The surcharge would 
be imposed in addition to the cost sharing required under 
current law and would be applied to all services that cur-
rently require cost sharing. Medigap plans would not be 
permitted to cover the surcharge, although public supple-
mental coverage for low-income beneficiaries (provided 
through state Medicaid agencies) would cover the 
surcharge. 

This option would reduce federal outlays by an estimated 
$6.3 billion over the 2010–2014 period and by $20.9 bil-
lion over the 2010–2019 period. The change in outlays 
would be attributable primarily to reductions in Medi-
care’s spending but also would reflect increases in federal 
spending for Medicaid to cover the surcharges for low-
income beneficiaries.

An argument in favor of this option is that it would create 
incentives for beneficiaries in areas with high spending to 
reduce their use of Medicare-covered services, some of 
which may be excessive or clinically inappropriate. The 
option would also help beneficiaries compare local spend-
ing for Medicare with the national average; in high-
spending areas, the option could spur coordinated efforts 
either to justify those spending levels or reduce them. 

An argument against this option is that the cost-sharing 
surcharge would not be targeted toward services that pro-
vided little clinical benefit. Moreover, applying a sur-
charge could prompt beneficiaries to forgo beneficial 
medical services. Also, larger cost-sharing requirements in 
the fee-for-service program could cause some beneficia-
ries to switch to Medicare Advantage plans. (Estimates 
include the budgetary effects of such a switch.) 
RELATED PUBLICATION: Geographic Variation in Health Care Spending, February 2008
«CBO»
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The Medicare program comprises four separate com-
ponents that finance care for about 44 million elderly and 
permanently disabled individuals. In general, Medicare 
Part A finances services furnished by hospitals, nursing 
facilities, and other institutional providers. Medicare 
Part B finances visits to physicians and other physicians’ 
services, outpatient hospital care, the purchase of durable 
medical equipment, and other ambulatory services. 
Part C of Medicare delivers Part A and Part B benefits 
through private plans, and Part D finances outpatient 
prescription drugs. 

Part A 
Medicare pays for most Part A services delivered in the 
fee-for-service sector of the program using prospective 
payment systems that vary according to the type of ser-
vice furnished. For hospitals, Medicare makes a payment 
for each discharge; for inpatient rehabilitation facilities 
and long-term care hospitals, a payment for each stay; for 
skilled nursing facilities and hospices, a payment for each 
day of care; and for home health services, a payment for 
each 60-day episode of care. 

Medicare’s prospective payment systems generally set a 
base payment, then adjust that base payment for variables 
like the severity of illness and geographic variation in 
input prices to yield the provider’s total compensation for 
a given service, like a hospital stay. The prospective pay-
ment approach is designed to promote efficiency, because 
payments are predetermined and do not depend on the 
costs that providers incur.

Part B
Medicare pays for most Part B services using fee sched-
ules. Medicare’s fee schedule for physicians’ services is 
based on a relative-value scale that is intended to reflect 
the relative costs of the inputs that are used to provide 
physicians’ services. The annual updates to physicians’ 
payments are determined under the “sustainable growth 
rate” (SGR) mechanism, which establishes annual and 
cumulative targets for Medicare’s combined spending for 
physicians’ services and for those services furnished “inci-
dent to” (in connection with) a visit to a physician (for 
instance, diagnostic laboratory tests, or a physician’s 
administration of certain drugs). If spending on Medi-
care-covered physicians’ services increases rapidly, the 
SGR mechanism is designed to reduce the rates of pay-
ment to physicians each year, so that cumulative spending 
and the cumulative target eventually converge. (The 
reverse happens when spending is below the target.) The 
Congressional Budget Office estimates that under current 
law, physicians will receive about a 21 percent reduction 
in payment rates in 2010. However, in most recent years, 
legislation has been enacted to prevent reductions in pay-
ment rates that would have been triggered by the SGR 
mechanism. 

Most other Part B providers, including clinical laborato-
ries, dialysis facilities, and hospital outpatient depart-
ments, are paid using fee schedules or other systems of 
administered pricing. Payments for drugs furnished inci-
dent to a physician’s service are based on the average sales 
price (ASP), which serves as a proxy for the physician’s 
acquisition cost. Medicare’s payment equals the average 
sales price plus 6 percent. 

Many drugs covered under Part B of Medicare are biolog-
ics (pharmaceuticals derived from living organisms), 
which are not as easily characterized or replicated as are 
traditional chemical drugs. The Food and Drug Adminis-
tration’s regulatory authority for the approval of most 
biologics comes from the Public Health Service Act. To 
encourage innovation, the nation’s system of patent pro-
tection provides innovative drugs (such as new chemical 
compounds) and biologics with a market advantage. The 
Hatch-Waxman Act of 1984 established an abbreviated 
regulatory approval process for drugs originally approved 
under the Federal Food, Drug, and Cosmetics Act to 
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encourage the entry of generic drugs into the market after 
patents (on the original drug) have expired. However, 
there is no comparable pathway for biologics that are reg-
ulated under the Public Health Service Act.

For both Part A and Part B of Medicare, the Centers for 
Medicare and Medicaid Services (CMS) updates the pay-
ment rules and rates annually, using notice-and-comment 
rulemaking. In general, the update factor that CMS 
applies is meant to capture inflation in providers’ costs 
(including labor) during the previous year. 

Part C
Part C, or Medicare Advantage (MA), uses private health 
plans to furnish the full package of Medicare services to 
beneficiaries. Private plans submit bids indicating the per 
capita payment for which they are willing to provide 
Medicare’s covered benefits. The government’s maximum 
payment per enrollee—which is called a benchmark and 
varies by county—is established by statutory rules and 
made public each year before the plans submit their bids. 
Medicare pays plans the amount of their bids (up to the 
benchmark) plus 75 percent of the amount by which the 
benchmark exceeds their bid. Plans must return that 75 
percent to enrollees as additional benefits or as rebates on 
their Medicare premiums. Thus, the lower a plan’s bid 
relative to the benchmark, the greater the additional ben-
efits and premium rebates it can offer to attract enrollees. 
Plans whose bids are above the benchmark are required to 
charge enrollees the full difference between the bid and 
the benchmark as an additional premium for the Medi-
care benefit package that the plans provide. Medicare’s 
payments to plans are adjusted to account for differences 
in plans’ expected costs that are associated with the health 
status of their enrollees. The government pays more to 
Medicare Advantage plans for delivering Medicare bene-
fits than it would pay if the plans’ enrollees had remained 
in the traditional fee-for-service program. In 2008, 
benchmarks for the Medicare Advantage program were 
17 percent higher, on average, than projected fee-for-
service spending per capita nationwide.
Part D
Medicare’s outpatient prescription drug benefit, Medicare 
Part D, also uses private health plans to furnish coverage 
for prescription drugs to beneficiaries who receive the rest 
of their care (inpatient stays at hospitals, physicians’ vis-
its, and so forth) through the traditional fee-for-service 
portion of Medicare. Like MA plans, prescription drug 
plans (PDPs) submit bids that indicate the per capita cost 
for which they are willing to offer the standard drug ben-
efit or an acceptable alternative.1 The federal payment to 
the plans reflects two components: a direct subsidy, 
which is a capitated amount per enrollee based on the 
national average of plans’ bids; and government reinsur-
ance for costs that exceed the catastrophic threshold in 
place for the Part D benefit. In addition, Medicare limits 
plans’ losses and gains on their drug spending and makes 
additional payments for low-income beneficiaries. 

Most MA plans offer a prescription drug (MA-PD) plan 
that includes drug coverage under Part D in the benefits 
they provide to enrollees. In that case, the MA plan’s bid 
has two parts: one for drug coverage and one for all other 
Medicare services. For both MA plans and Part D, the 
government does not mandate the amounts that plans 
pay providers; instead, plans negotiate those rates. As part 
of its review process, CMS ensures that bids are actuari-
ally sound and realistic for the given package of services. 
Under the Medicare Modernization Act, CMS is specifi-
cally prohibited from involving itself in negotiations 
between PDPs or MA-PD plans and drug companies. 
Plans directly negotiate payment rates with pharmacies 
and rebates from drug manufacturers. 

In addition to subsidizing the cost of prescription drugs 
covered by PDPs and MA-PD plans, Part D also subsi-
dizes those costs for Medicare enrollees covered by certain 
employer- and union-sponsored plans. 

This chapter’s options encompass a broad range of poli-
cies related to Medicare’s payments to providers in the 
fee-for-service sector and its payments for Medicare 
Advantage and Part D. 

1.  Prescription drug plans may offer the statutorily defined benefit 
(the standard drug benefit) or an alternative benefit design as long 
as it offers the same benefit value to enrollees. 
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Option 54

Reduce Annual Updates in Medicare Fee-for-Service Payments to Reflect 
Expected Productivity Gains

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending

Reduce update factors by half of 
expected productivity gains 0 -1.6 -3.5 -5.8 -8.0 -18.9 -101.8

Reduce update factors by the entire 
amount of expected productivity 
gains 0 -3.2 -7.1 -11.4 -15.9 -37.6 -200.7
7

Medicare’s fee-for-service (FFS) payment policy covers a 
broad range of services provided by physicians and other 
caregivers at a variety of facilities, including acute care 
hospitals, home health agencies, hospices, inpatient reha-
bilitation centers, inpatient psychiatric facilities, long-
term care hospitals, outpatient facilities, and skilled nurs-
ing facilities. Payment for those services is determined 
according to preset fee schedules. Medicare’s base pay-
ment rates are updated annually to reflect changes in the 
prices of various “inputs” (such as labor and equipment) 
that are used to provide medical services. The prices of 
those inputs are measured by market-basket indexes 
(MBIs), which combine various price increases into a sin-
gle update factor for each type of provider. Each MBI is 
designed to approximate the changes in costs that provid-
ers incur as a result of changes in input prices, assuming 
that the quantity, quality, and mix of those inputs remain 
constant. To the extent that providers increase their pro-
ductivity over time (perhaps, in part, in response to the 
incentives created by Medicare’s FFS payment systems), 
MBIs overstate actual increases in providers’ costs. For 
example, providers can increase their productivity by 
using fewer inputs or a less expensive mix of inputs to 
deliver care or by adopting new technologies. 

The market basket component of the update mechanism 
for physicians’ services, known as the Medicare economic 
index (MEI), is adjusted under current law to exclude 
productivity gains. This option would apply a similar 
adjustment to update factors for acute care hospitals, 
home health agencies, hospices, inpatient rehabilitation 
centers, inpatient psychiatric facilities, long-term-care 
hospitals, outpatient facilities, and skilled nursing 
facilities. The option would use the same measure of pro-
ductivity improvement—the 10-year moving average of 
all-factor productivity—that is incorporated in the MEI. 
In particular, this option would implement an annual 
update beginning in 2011 that is equal to the MBI minus 
half of the expected productivity gains. By adjusting for 
only half of such gains, this option would allow providers 
to share the savings associated with productivity gains. 
The Congressional Budget Office estimates that this 
option would reduce Medicare outlays by about $19 bil-
lion over the 2010–2014 period and by about $102 bil-
lion over the 2010–2019 period. Reducing the MBIs by 
the entire amount of expected productivity gains (as is 
done in setting the MEI) would reduce Medicare outlays 
by an estimated $38 billion over the 2010–2014 period 
and by $201 billion over the 2010–2019 period.

A rationale for this option is that setting payment updates 
equal to the full increase in the MBIs overcompensates 
FFS providers. Implementing this option would reinforce 
the incentives contained in Medicare’s prospective pay-
ment systems for providers to deliver care efficiently.

An argument against this option is that reducing the pay-
ment updates might cause some providers to lower the 
quality of care they provided or to stop serving Medicare 
beneficiaries altogether. In addition, different types of 
health care services may be more capable of achieving 
such productivity increases than others are. If so, this 
option could cause considerable hardship for providers 
that are not able to increase their productivity by the 
amount assumed in the update.

«CBO»
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Option 55

Reduce the Update Factor for Hospitals’ Inpatient Operating Payments Under 
Medicare by 1 Percentage Point

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -1,500 -3,100 -5,000 -7,000 -16,600 -92,900
The Medicare program uses a prospective payment sys-
tem (PPS) to compensate acute care hospitals for operat-
ing costs that are tied to providing inpatient services to 
beneficiaries. Under that system, payments are deter-
mined on a per-case basis, according to preset rates that 
vary with a patient’s diagnosis and the characteristics of 
the hospital. Medicare adjusts those payment rates each 
year using an update factor that is determined in part by 
the projected rise in the hospital market-basket index 
(MBI) as projected by the Centers for Medicare and 
Medicaid Services. That index is intended to reflect the 
effect of inflation on hospitals’ costs per case.

This option would reduce by 1 percentage point Medi-
care’s PPS update factor for acute inpatient hospital ser-
vices as compared to the factor that would be established 
under current law. The lower rate would take effect in 
2011 and continue through at least 2019. The Congres-
sional Budget Office estimates that savings from this 
option would total about $17 billion over the 2010–2014 
period and about $93 billion over the 2010–2019 period. 

Supporters for reducing the PPS update argue that grant-
ing the full MBI update factor overcompensates hospitals 
for average growth in their operating costs. To the extent 
that the MBI is intended to approximate how much pro-
viders’ costs would rise if the quantity, quality, and mix of 
“inputs” (such as labor and equipment) they used to pro-
vide care remained constant, the MBI will generally over-
state cost inflation because it does not reflect improve-
ments in productivity (such as the tendency of providers 
to adopt cost-saving technological advances in response 
to the fixed payments established under the PPS). In its 
March 2008 Report to the Congress, the Medicare Pay-
ment Advisory Commission (MedPAC) found that rela-
tively efficient hospitals have positive Medicare margins 
(that is, Medicare payments exceed the costs incurred by 
the hospitals).1 Moreover, MedPAC found that hospitals 
that consistently have very low Medicare margins gener-
ally have positive total margins—often relatively large 
total margins.  Those findings suggest that the financial 
pressure for hospitals to improve their efficiency is lim-
ited.  That lack of pressure to control costs may be exac-
erbated by Medicare updates that overcompensate hospi-
tals for the increases in their operating costs.

Critics of this approach contend that Medicare’s pay-
ments for inpatient services should not be reduced with-
out carefully evaluating the adequacy of payments for 
other services that hospitals provide (such as outpatient 
care). For hospitals covered by the prospective payment 
system, the overall Medicare margin—which reflects the 
difference between hospitals’ Medicare payments and the 
costs for services provided to Medicare beneficiaries—
decreased continuously between 2000 and 2006, falling 
to -4.8 percent in 2006. MedPAC estimates that the mar-
gin rose to -4.4 percent in 2008. Further reductions in 
the update factor, critics maintain, could impose a finan-
cial burden on hospitals.

1. See Medicare Payment Advisory Commission, Report to the 
Congress: Medicare Payment Policy (March 2008).

«CBO»
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Option 56

Reduce the Update Factor for Payments to Providers of Post-Acute Care 
Under Medicare by 1 Percentage Point 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -700 -1,600 -2,700 -3,900 -8,900 -54,200
7

Medicare’s coverage of post-acute care generally is limited 
to patients who require skilled nursing care or rehabilita-
tion. Post-acute care is offered by four types of providers: 
skilled nursing facilities, home health agencies, long-term 
care hospitals, and inpatient rehabilitation facilities. The 
Congressional Budget Office estimates that outlays for 
post-acute care currently account for approximately one-
sixth of total spending under Medicare’s fee-for-service 
program. In each of the four post-acute care settings, pro-
viders are paid by Medicare under prospective payment 
systems in which payments reflect “base” rates. The pay-
ment for a specific case equals the base rate adjusted to 
reflect differences in local practice costs, the clinical char-
acteristics of the patient, and other factors.

Annual increases in Medicare’s base payment rates are 
referred to as update factors. Under current law, update 
factors generally are determined by increases in the prices 
of various “inputs” (such as labor and equipment) that 
medical providers use to produce medical services. Those 
increases in input prices are measured by market-basket 
indexes, which gauge the prices of a grouping of goods or 
services in a particular market by combining the various 
price increases into a single number for each type of 
provider.

This option would change the update factors for each 
type of post-acute care provider to equal the rise in the 
market-basket index minus 1 percentage point for each 
year beginning in 2011. This option would reduce 
Medicare outlays by about $9 billion over the 2010–2014 
period and by $54 billion over the 2010–2019 period.

An argument in favor of this option is that Medicare’s 
payment rates for post-acute care have been found, in 
general, to be more than adequate relative to providers’ 
costs. The Medicare Payment Advisory Commission 
(MedPAC) came to that conclusion in its March 2008 
report to the Congress. MedPAC recommended that the 
Congress reduce or eliminate the update to payment rates 
for all types of post-acute care providers for 2009 and 
stated that doing so would be unlikely to harm beneficia-
ries’ access to post-acute care. Another possible advantage 
of this option is that it could provide stronger incentives 
for post-acute care providers to increase efficiency and 
reduce operating costs.

An argument against this option is that reduced federal 
payments might increase the incentive of post-acute care 
providers to avoid treating patients with complex condi-
tions who require costly care. Reducing update factors, 
therefore, might lead to difficulties for certain patients 
who tried to obtain post-acute care. To the extent that 
patients faced limited access to such care, they might 
remain in a short-stay hospital longer, be discharged to 
receive long-term care in a facility not covered by Medi-
care, or return home without receiving post-acute care at 
all. By reducing providers’ revenue, this option might also 
limit their ability to provide high-quality care.

«CBO»
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Option 57

Eliminate Inflation-Related Updates to Medicare’s Payment Rates for 
Home Health Care for Five Years

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -300 -1,200 -2,300 -3,500 -5,000 -12,300 -50,300
In 2007, Medicare paid about $15 billion for home 
health services, which include skilled nursing care, physi-
cal and speech therapy, and services provided by home 
health aides for beneficiaries deemed to be homebound. 
Medicare’s spending for such services grew rapidly in the 
late 1980s and early 1990s, when home health agencies 
were reimbursed separately for each home health visit, 
but spending fell sharply after a new payment system was 
implemented under the Balanced Budget Act of 1997. 
Since 2000, however, Medicare’s spending for home 
health care has again been increasing rapidly.

Home health agencies currently receive a single payment 
from Medicare for providing all covered services to an 
individual beneficiary for a 60-day period (known as a 
home health episode). The Centers for Medicare and 
Medicaid Services (CMS) sets the payment rates for dif-
ferent types of episodes prospectively, which means that 
the rates are set in advance to reflect the expected costs of 
each episode and are not determined by the costs that 
home health agencies actually incur. The payment for 
each episode is equal to a national base payment rate 
combined with an adjustment to account for differences 
in patients’ medical conditions and functional status (or 
“case mix”) and for geographic variation in the prices of 
inputs (such as differences in wages across labor markets). 
For calendar year 2009, CMS has set the base payment 
per home health episode at $2,272. Under current law, 
that amount is updated annually, partly on the basis of 
the projected increase in the home health market-basket 
index, which reflects increases in the prices of inputs.

The Medicare Payment Advisory Commission, or Med-
PAC, has calculated that among freestanding home 
health agencies, the aggregate Medicare margin—the 
excess of Medicare’s payments over providers’ costs 
expressed as a percentage of payments—was high in 
2006, at about 15 percent. (MedPAC did not report the 
aggregate Medicare margin for hospital-based agencies in 
2006.) MedPAC has projected that the aggregate Medi-
care margin will remain high (11 percent) in 2008, even 
though the base payment rate for home health care has 
increased by only 0.25 percent in that year. (That increase 
is the net effect of the market-basket update of 
3.0 percent required by law and a reduction of 2.75 per-
cent to the base rate to compensate for changes in agen-
cies’ coding practices in prior years that led to increases in 
reported case mixes that were not attributable to actual 
increases in the severity of patients’ conditions.) 

This option would eliminate the adjustment of the base 
payment for each home health episode by the home 
health market basket index for 2010 through 2014, with 
the goal of gradually narrowing the gap between pay-
ments and costs. That change would reduce federal out-
lays by an estimated $12 billion over the 2010–2014 
period and by $50 billion over the 2010–2019 period.

A rationale for this option is that margins for home 
health care are likely to remain high under current law. 
Although under current law CMS will adjust the base 
payment rates downward over the next four years—by a 
total of -10.5 percent—to compensate for changes in 
agencies’ coding practices in prior years, that adjustment 
coincides with Medicare’s introduction of a new system 
for adjusting payments on the basis of an agency’s case 
mix, a change that could lead to agencies’ receiving larger 
payments per episode. MedPAC estimates that home 
health agencies’ costs per episode have grown by an 
amount slightly smaller than the market-basket update in 
the past year. If that trend continued and at the same 
time agencies were able to increase the payments they 
received per episode under the new case-mix adjustment 
system, home health agencies would still receive adequate 
margins under this option.

A drawback of the option is that it could reduce access to 
home health services for some Medicare beneficiaries. 
Home health agencies that had substantially higher costs 
than the average and that could not reduce their operat-
ing expenses sufficiently would probably cease participat-
ing in the program. As a result, some beneficiaries might 
have difficulty in obtaining home health services. 
Moreover, smaller payments could lead some home 
health agencies to reduce the amount or quality of the 
services they provided.

«CBO»
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Option 58

Reduce the Update Factor for Medicare’s Payments for Skilled Nursing 
Facilities by 1 Percentage Point

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -300 -700 -1,200 -1,800 -4,000 -24,000
7

In 2007, Medicare’s outlays for services provided in 
skilled nursing facilities (SNFs) totaled about $21 billion. 
Medicare’s spending for such care grew rapidly in the 
early and mid-1990s, during which time SNFs were paid 
by Medicare on the basis of their incurred costs. As 
required by the Balanced Budget Act of 1997, Medicare 
implemented a prospective payment system for SNF ser-
vices in 1998. Medicare payment rates now are set in 
advance to reflect SNFs’ expected costs; they are no lon-
ger determined by the costs that SNFs actually incur. In 
the years immediately following the BBA, Medicare’s 
spending for SNF services fell substantially. Since 2000, 
however, such spending has been growing at an average 
annual rate of nearly 11 percent. 

Skilled nursing facilities currently receive a daily payment 
from Medicare for providing all covered services to an 
individual beneficiary. To be eligible for a Medicare-
covered stay in such a facility, an individual must have 
been hospitalized for at least three days, and Medicare 
only covers SNF stays of up to 100 days. Services covered 
during a stay include nursing care, rehabilitation services, 
and other treatments, such as medications. Room and 
board are also included in the SNF daily rate. The Cen-
ters for Medicare and Medicaid Services sets the payment 
rates prospectively, and those rates are adjusted on the 
basis of patients’ medical conditions and functional 
status. Medicare payment rates for SNF services are 
updated yearly to reflect the projected increase in the 
SNF market basket index, which is a national measure of 
changes in the prices of various “inputs” (such as labor 
and equipment) used to produce SNF services. This 
option would set the update factor for SNFs equal to the 
market basket index minus 1 percentage point for each 
year from 2011 through at least 2019. Implementing the 
option would reduce Medicare’s outlays by about $4 bil-
lion over the 2010–2014 period and by $24 billion over 
the 2010–2019 period.

An argument in favor of this option is that Medicare’s 
payment rates for skilled nursing facilities have been 
found to be more than adequate relative to providers’ 
costs. The Medicare Payment Advisory Commission has 
calculated that among freestanding SNFs (those not 
located within a hospital), the aggregate Medicare mar-
gin—the excess of Medicare payments over SNF costs as 
a share of payments—has been over 10 percent since 
2001 and will continue to be greater than 10 percent in 
2008. In addition, SNF spending for fee-for-service 
enrollees has grown faster than overall program spending 
since 2000.

An argument against this option is that it could reduce 
access to SNF services for Medicare beneficiaries. Operat-
ing costs vary widely among SNFs, and those facilities 
that have substantially higher costs than average and can-
not reduce their operating expenses sufficiently could 
cease participating in the program. As a result, some ben-
eficiaries might have difficulty finding a skilled nursing 
facility to accommodate them.

«CBO»
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Option 59

Modify the Sustainable Growth Rate Formula for Updating Medicare’s Physician 
Payment Rates

Note: MEI = Medicare economic index; SGR = sustainable growth rate.

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending

Freeze physician payment rates 
through 2019 10.0 17.0 20.0 24.0 29.0 100.0 318.0

Replace the SGR mechanism with 
annual updates based on the MEI 13.0 21.0 26.0 32.0 38.0 130.0 439.0

Replace the SGR mechanism with 
annual updates based on the MEI 
and include a hold-harmless 
provision for Part B premiums 16.0 27.0 33.0 40.0 48.0 164.0 556.0
Each year, Medicare updates fees for physicians’ services 
using the sustainable growth rate (SGR) mechanism. 
That mechanism establishes both yearly and cumulative 
targets for Medicare’s combined spending for physicians’ 
services and those services furnished “incident to” (in 
connection with) a visit to a physician (for instance, diag-
nostic laboratory services or physician-administered 
drugs). Those targets are updated annually to reflect 
inflation, overall economic growth, the increase in the 
number of Medicare enrollees in the fee-for-service sector 
(which includes Parts A and B), and any changes in 
Medicare outlays that stem from new laws or regulations. 
If spending exceeds the target (measured on both an 
annual and a cumulative basis), as it currently does, the 
SGR mechanism is designed to reduce payment rates to 
physicians each year so that cumulative spending and the 
cumulative target eventually converge. (The reverse 
would happen if spending was below the target.)

Since 2002, Medicare spending for physicians’ services 
has consistently been above the targets established by the 
formula; consequently, the SGR mechanism has called 
for reductions in physician payment rates. In 2003, phy-
sicians were scheduled to receive a negative 4.4 percent 
update, after having seen a drop in payment rates of 
4.8 percent in 2002. Lawmakers responded to that immi-
nent reduction by boosting the cumulative target, thereby 
producing a 1.6 percent increase in payment rates for 
physicians’ services for 2003. Since then, legislation has 
overridden scheduled payment reductions each year, fur-
ther widening the gap between the target for cumulative 
spending and actual cumulative spending. Most recently, 
the Medicare Improvements for Patients and Providers 
Act of 2008, or MIPPA (Public Law 110-275), replaced a 
10.6 percent reduction in payments, scheduled to take 
effect in July 2008, by maintaining current rates for the 
remainder of 2008 and increasing rates by 1.1 percent for 
2009. As a result, payment rates under the physician fee 
schedule are due to fall by about 21 percent in 2010 and 
by about 5 percent annually for at least several years 
thereafter.1 

Given that the SGR formula’s results have been over-
ridden in each of the past seven years, there is interest 
among policymakers in considering other payment mech-
anisms. The option considered here presents three alter-
natives: One would provide temporary relief from pro-
jected payment cuts by freezing payment rates at their 
2009 levels through 2019; one would repeal the SGR 
mechanism and instead increase payment rates each year 
in accordance with the Medicare economic index, or 
MEI; and one would repeal the SGR mechanism, 
increase payment rates each year using the MEI, and 
include a hold-harmless provision for premiums.

1. An additional provision in MIPPA changes the application of the 
budget-neutrality adjuster used in the calculation of payment rates 
under the Medicare physician fee schedule from the relative value 
units (RVUs) to the conversion factor, beginning in 2009. 
Although, on average, that provision will probably result in a 
lower conversion factor and higher RVUs, fees that are weighted 
more toward work—such as primary care—will increase, whereas 
other fees will decrease.



CHAPTER SEVEN BUDGET OPTIONS, VOLUME 1: HEALTH CARE 113

7

B Alternative 1 would freeze physician payment rates at 
their 2009 levels through 2019, essentially disregard-
ing the SGR mechanism for those years. Returning to 
the SGR mechanism after a 10-year freeze—starting 
in 2020—would require payment rates to be reduced 
by about 5 percent each year for well over a decade 
thereafter. This alternative would increase net federal 
outlays by an estimated $100 billion from 2010 to 
2014 and by $318 billion from 2010 to 2019.

B Alternative 2 would fully replace the SGR targets with 
annual updates based on changes in the prices of 
inputs that are used to provide physicians’ services, 
minus a productivity adjustment (as measured by the 
MEI). Instead of declining by about 21 percent in 
2010 and by about 5 percent annually for at least sev-
eral years thereafter, payment rates would rise by about 
2 percent annually. Those updates would not be sub-
ject to further adjustments, and excess spending, 
as defined by the SGR, would not be recouped 
through subsequent reductions in payment rates. 
This alternative would increase net federal outlays by 
an estimated $130 billion over the 2010–2014 period 
and by $439 billion from 2010 to 2019.

B Alternative 3 expands on Alternative 2 by including a 
hold-harmless provision for premiums. Under this 
alternative, Medicare’s Part B premiums would not be 
adjusted to reflect changes in spending that resulted 
from changes in physicians’ payment rates following 
the repeal of the SGR formula. Because that hold-
harmless provision would uncouple premiums from 
program costs, this alternative would increase federal 
costs relative to that projected under Alternative 2. In 
particular, this alternative would boost net federal out-
lays by an estimated $164 billion from 2010 to 2014 
and by about $556 billion from 2010 to 2019.

Proponents of modifying the SGR mechanism argue that 
the current system is flawed because, as a national target, 
the SGR does not provide incentives for individual physi-
cians to control the volume of services they provide. In 
addition, if the projected negative fee updates were to 
actually occur, they might lead to a reduction in the 
number of physicians who were willing to accept Medi-
care patients. (The Medicare Payment Advisory Commis-
sion is following this issue closely and to date has not 
found significant problems with physician participation. 
It should be noted, however, that the projected reduc-
tions in payment rates will be different from past reduc-
tions, as they are expected to be larger in magnitude and 
to persist over a period of several years.)

The alternatives presented in this option address some of 
the limitations of the SGR formula. Alternative 1 would 
temporarily lift the fee reductions scheduled under the 
SGR mechanism by setting an update of zero from 2010 
through 2019, thus avoiding large and persistent cuts in 
fees that could compromise access to care. However, 
because this alternative would retain the SGR mecha-
nism, future payment rates would still be reduced to 
recoup spending already incurred in excess of the SGR 
targets. Alternatives 2 and 3—both of which would use 
the MEI to set fee updates rather than the SGR mecha-
nism—would also address potential access-to-care con-
cerns posed by the decreasing payment rates projected 
under current law. Those alternatives, nonetheless, would 
be costlier.

An argument against modifying the SGR is that, 
although imperfect, it is useful in drawing attention to 
the growth in Medicare’s spending for physicians’ ser-
vices. In addition, a continuation of the SGR, to the 
extent that the mechanism was allowed to operate, would 
guarantee that past spending in excess of the target would 
be recouped in future years, thus avoiding additional 
pressures on the already substantial long-term costs of the 
Medicare program. Another argument against modifying 
the SGR mechanism is that all of the alternatives would 
result in higher spending by Medicare for physicians’ ser-
vices, thus boosting federal spending and requiring cuts 
elsewhere in the budget, higher taxes, or larger deficits. In 
addition, except under Alternative 3, beneficiaries would 
face higher cost-sharing obligations and higher Medicare 
Part B premiums, which are set at 25 percent of the 
program’s average costs.
RELATED CBO PUBLICATIONS: Factors Underlying the Growth in Medicare’s Spending for Physicians’ Services, June 2007; The Sustainable 
Growth Rate Formula for Setting Medicare’s Physician Payment Rates, Issue Brief, September 7, 2006; and Statement of Donald B. Marron, 
Acting Director, Congressional Budget Office, before the House Subcommittee on Health, Committee on Energy and Commerce, Medicare’s 
Physician Payment Rates and the Sustainable Growth Rate, July 25, 2006 
«CBO»
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Option 60

Create Service-Specific Updates for Medicare’s Physician Payment Rates

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 10.0 15.0 15.0 16.0 17.0 73.0 184.0
Medicare updates fees for physicians’ services on an 
annual basis using the sustainable growth rate (SGR) 
mechanism. Payment rates under the physician fee 
schedule are due to fall by about 21 percent in 2010 and 
by about 5 percent annually for at least several years 
thereafter. 

As an alternative to modifying the sustainable growth rate 
formula for updating Medicare’s physician payment rates 
(see Option 59), this option would use the existing SGR 
methodology to create service-specific spending targets 
and calculate separate annual updates to payment rates 
for each of those categories of services. Physicians’ ser-
vices would be grouped into five categories: anesthesia; 
evaluation and management; imaging and tests; major 
procedures; and minor procedures.1 Services “incident 
to” (in connection with) a visit to a physician (for 
instance, diagnostic laboratory services or physician-
administered drugs) would be assigned to each category 
according to that category’s share of total expenditures in 
any given year. 

Following the existing SGR formula, annual updates to 
payment rates for each category of services would be 
based on a comparison of actual spending and target 
spending, measured on both an annual and cumulative 
basis, with 1998 designated as the initial year for calculat-
ing cumulative spending. Target spending would be 
based on actual spending in 1998 for each category and 
updated annually by the SGR applicable in subsequent 
years. To calculate cumulative target spending, the Con-
gressional Budget Office assumed a uniform SGR for the 
five service categories through 2010; however, beginning 
in 2011, each category’s target would be adjusted to 
reflect the effects of laws and regulations that were appli-
cable to that type of service. To the extent that actual 
spending in a given type-of-service category was higher 
than target spending for that category, the SGR mecha-
nism would reduce payment rates for services in that cat-
egory each year, so that cumulative spending and the 

1. The categories are based on the Berenson-Eggers type-of-service 
categories from the Centers for Medicare and Medicaid Services, 
which are available at www.cms.hhs.gov/HCPCSRelease
CodeSets/20_BETOS.asp.
cumulative target would eventually converge. (The 
reverse would happen if actual spending was lower than 
target spending.)

This option would freeze 2010 payment rates at the 2009 
level—thus avoiding the 21 percent reduction in 2010—
and apply the five separate updates to payment rates start-
ing in 2011. If implemented, the option would increase 
outlays by an estimated $73 billion over the 2010–2014 
period and by $184 billion over the 2010–2019 period. 
Spending for each category would be higher than under 
current law.

Figure 7-1 shows projected cumulative spending under 
the option relative to the SGR target for each type of ser-
vice. If this option was put into effect, cumulative spend-
ing for anesthesia services and major procedures would be 
below target spending and therefore would be eligible for 
positive updates throughout the 10-year budget period 
considered in this option. Cumulative spending on evalu-
ation and management services would exceed projected 
target spending initially, which would result in a reduc-
tion in payment rates for those services. However, the 
SGR formula is designed to bring spending in line with 
the expenditure targets over time. Consequently, those 
services would receive a positive update by the end of the 
projection period. 

Because projected spending on minor procedures and 
imaging and testing under this option would be above the 
projected spending target, payment updates for those ser-
vices would be negative throughout the 10-year period. 
In fact, those negative payment updates would be equal 
to the maximum allowable reduction of about 5 percent 
(the update would equal the Medicare economic index, 
which generally is about 2 percent, minus the maximum 
reduction factor of 7 percent).2 Although the SGR for-
mula would reduce spending for those services, updates 
to payment rates of lesser magnitude than the maximum 
reduction would occur outside the 2010–2019 period.

2. The Medicare economic index measures changes in the prices of 
“inputs” (such as physicians’ salaries and practice expenses) that 
are used to provide physicians’ services, minus an adjustment for 
changes in productivity.

http://www.cms.hhs.gov/HCPCSReleaseCodeSets/20_BETOS.asp
http://www.cms.hhs.gov/HCPCSReleaseCodeSets/20_BETOS.asp
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Figure 7-1.

Cumulative Spending Over or Under the Category’s 
Sustainable Growth Rate Target
(Billions of dollars)

Source: Congressional Budget Office.

Note: The lines on the figure represent the difference between projected spending for each category under the option and the target for that 
category. In general, payment updates are expected to be negative for services with cumulative spending over the target and positive 
for services with cumulative spending under the target.
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Payments for major procedures and anesthesia would 
increase throughout that time span, and payments for 
evaluation and management services would increase dur-
ing part of the 10-year period.

An advantage of this option is that it would address an 
inherent shortcoming in the current SGR mechanism—
the fact that it treats all physicians identically, regardless 
of their contribution to the spending target. The intro-
duction of service-specific targets could signal that high-
volume growth in a given type of service indicates that 
Medicare’s payments for those services are too high rela-
tive to the cost of furnishing them. Another advantage 
could be that specialty societies might have incentives 
to provide guidelines and encourage physicians’ adher-
ence to either justify or reduce growth in the volume of 
services.

A disadvantage of this option is the possibility that physi-
cians would substitute services with larger payment 
updates (and possibly lower medical value) for services 
with smaller updates. Also, for some physicians—radiolo-
gists, for example—fee updates would not be driven by 
their own behavior but rather by the behavior of referring 
physicians.

«CBO»
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Option 61

Use the Medicare Economic Index to Update Physician Payment Rates for 
Evaluation and Management Services and Create Four Service-Specific 
Updates for Remaining Services

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 10.0 16.0 18.0 21.0 23.0 88.0 253.0
Each year, Medicare updates fees for physicians’ services 
using the sustainable growth rate (SGR) mechanism. (For 
information on the physician payment system and the 
sustainable growth rate mechanism, see Option 59.) Pay-
ment rates under the physician fee schedule are due to fall 
by about 21 percent in 2010 and by about 5 percent 
annually for at least several years thereafter. Although 
those updates are applied to all physicians’ services uni-
formly, recent growth in spending for different types of 
physicians’ services has varied widely. For example, from 
2000 to 2005, growth ranged from 18 percent for evalua-
tion and management services to 61 percent for imaging 
services.

As an alternative to modifying the SGR (see Option 59 
and Option 60), this option would use the Medicare eco-
nomic index (MEI) to update physicians’ fees for evalua-
tion and management services beginning in 2011. (The 
option also incorporates the assumption that payment 
rates for all services on the physician fee schedule would 
be frozen in 2010 at the 2009 level.) The MEI, as calcu-
lated by the Center for Medicare and Medicaid Services, 
measures changes in the prices of inputs used to provide 
services (such as physicians’ salaries and expenses related 
to a physician’s practice), minus an adjustment for 
changes in productivity. Services classified as evaluation 
and management include visits in physicians’ offices as 
well as in other settings, such as hospitals and nursing 
homes, but not tests or other services that are furnished 
during those visits. The SGR mechanism would continue 
to be used to update fees for all other services, but it 
would be applied to four distinct groups of services: 
major procedures, minor procedures, anesthesia, and 
imaging and tests. Updates for those services would be 
computed by the method described in Option 60. This 
option would increase federal outlays by an estimated 
$88 billion over the 2010–2014 year period and by 
$253 billion over the 2010–2019 year period. 

Proponents of this option argue that the update to pay-
ment rates for evaluation and management services 
should be predictable and not subject to the volatility 
inherent in the SGR mechanism. They also maintain that 
the option would boost the compensation of primary care 
physicians—because evaluation and management services 
account for a large share of the payments those physicians 
receive from Medicare—and might result in a greater 
supply of primary care doctors. A number of studies have 
found that the Medicare physician fee schedule underval-
ues primary care services, which could explain the rising 
proportion of medical students who choose to specialize 
rather than establish a primary care practice. If an 
increase in fees for evaluation and management services 
resulted in a substantial shift in career choice from spe-
cialist to primary care physician, patients might receive 
care that was not only more coordinated but also of better 
quality. (Research suggests that geographic areas that have 
a larger number of specialists per person are associated 
with higher levels of spending and, in many cases, a lower 
quality of care.) 

An argument against this option is that it would boost 
the federal government’s outlays for the Medicare pro-
gram by comparison with what they would have been 
under current law. As a result, beneficiaries would face 
larger cost-sharing obligations and higher premiums for 
Part B of Medicare. (Premiums are set at 25 percent of 
the program’s average costs.)

«CBO»
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Option 62

Modify the Equipment Utilization Factor for Advanced Imaging in Calculating 
Physicians’ Fees in Medicare

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending

Increase the utilization factor from 
50 percent to 75 percent -130 -210 -220 -210 -200 -970 -1,940

Increase the utilization factor from 
50 percent to 95 percent -200 -320 -320 -310 -300 -1,450 -2,870
7

The Medicare program pays physicians for the services 
they provide to Medicare beneficiaries according to a 
schedule of fees that reflect the relative costs that physi-
cians are expected to incur in providing each service. The 
fees are based on so-called relative value units (RVUs), 
which are national, uniform calculations established for 
components of three categories of resources involved in 
providing a service: physicians’ work (for example, the 
cost of the physician’s time), practice expense (such as the 
salaries of nurses and other staff in the physician’s practice 
and the cost of supplies, including equipment), and mal-
practice (the cost of insurance premiums). Basically, 
RVUs from the three categories are summed (together 
with a factor that adjusts for geographic location) to pro-
duce the fee that Medicare pays for a particular service.

To determine the practice-expense RVUs for services that 
involve equipment—such as magnetic resonance imaging 
(MRI) or computed tomography (CT) machines—the 
methodology governing the fee schedule requires the 
Centers for Medicare and Medicaid Services (CMS) to 
make assumptions about how frequently the equipment 
is used. In determining practice expense, CMS assumes 
that equipment, including imaging equipment, is used 
50 percent of the time. The use of a higher utilization 
factor would spread the cost of the equipment over more 
units of service, resulting in a smaller payment per ser-
vice. Likewise, the use of a lower utilization factor would 
spread the cost of the equipment over fewer units of ser-
vice, resulting in a larger payment. If the utilization factor 
used in the calculation is less than the actual use of the 
equipment, then the payment for that equipment would 
be too high. Thus, the utilization factor that CMS uses in 
the methodology has a direct effect on the size of Medi-
care’s payments.
Services that are overpaid tend to exhibit rapid growth, 
such as Medicare is experiencing in advanced imaging 
(spending for MRI and CT services grew at an annual 
pace averaging 17 percent between 2000 and 2006). The 
Medicare Payment Advisory Commission (MedPAC) has 
suggested that Medicare may be overpaying for advanced 
imaging services (that is, MRI and CT) because of the 
rapid growth in the use of such services. This option has 
two alternatives: The first would increase the utilization 
factor for such services from 50 percent to 75 percent; the 
second alternative would increase the utilization factor 
for those services to 95 percent. Both alternatives are 
based on current law; that is, they take into account the 
scheduled drops in payment rates under the physician fee 
schedule of about 21 percent in 2010 and approximately 
5 percent annually for at least several years thereafter.1 
Because changes to practice-expense RVUs (which cover 
imaging equipment) are budget neutral, any savings from 
the alternatives would be redistributed to other physi-
cians’ services unless the legislative language implement-
ing the option explicitly stated that the budget-neutrality 
provision did not apply. These estimates assume that pro-
vision does not apply. The Congressional Budget Office 
estimates that Alternative 1 would decrease federal out-
lays by about $970 million over the 2010–2014 period 
and by about $1.9 billion over the 2010–2019 period. 
Alternative 2 would decrease outlays by about 

1. The Deficit Reduction Act of 2005 (DRA) requires that the pay-
ment rate for such services be the lower of the amount determined 
by the physician fee schedule or rates set under the Medicare out-
patient prospective payment system. Both alternatives take into 
account the interaction of rates set by the DRA and physician fee 
schedule; thus, changes to payment rates for physicians’ services 
could cause changes in the savings associated with increasing the 
utilization factor.
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$1.5 billion over the 2010–2014 period and by $3 billion 
over the 2010–2019 period.

Proponents of increasing the utilization factor for imag-
ing services maintain that, whenever possible, RVUs 
should reflect actual prices and patterns of use. Updating 
the utilization factor for advanced imaging to reflect phy-
sicians’ actual use of the equipment would be a step in 
that direction. The current utilization factor of 50 per-
cent was set in 1997 in the absence of specific informa-
tion about equipment utilization. However, the high cost 
of much of that equipment gives providers a financial 
incentive to minimize the amount of time that the equip-
ment lies idle. MedPAC noted in its June 2006 report to 
the Congress that it estimated (on the basis of a survey of 
imaging providers) that the average rate of use of MRI 
machines was 91 percent and the average rate of use of 
CT machines was 73 percent.2

An argument against revising the utilization factor is that 
the lower payment rates that would result could discour-
age rural practitioners from providing imaging services 
because they might not use the equipment often enough 
to cover the capital costs they would incur in purchasing it.

2.    See Medicare Payment Advisory Commission, Report to Congress: 
Increasing the Value of Medicare (June 2006).

«CBO»
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Option 63

Set the Benchmark for Private Plans in Medicare Equal to Local Per Capita 
Fee-for-Service Spending 

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -11.0 -13.0 -15.0 -16.0 -55.0 -157.0
7

Medicare beneficiaries may receive their benefits through 
the traditional fee-for-service program or they may enroll 
in a private health plan under the Medicare Advantage 
program. Plans that choose to participate in the program 
submit bids reflecting the per capita payment they will 
accept for providing benefits covered by Medicare. The 
government compares those bids with benchmarks that 
are determined in advance through statutory rules. Plans 
are paid their bids (up to the benchmark), which are 
adjusted for differences in expected costs based on the 
health status of each beneficiary. If the bid is less than the 
benchmark, plans also receive 75 percent of the amount 
by which the benchmark exceeds their bid. However, they 
must return that 75 percent to beneficiaries in the form 
of additional benefits or rebates on their Medicare pre-
mium. Plans whose bids are above the benchmark are 
required to charge enrollees the full difference between 
the bid and the benchmark as an add-on to their regular 
Medicare premium. (Private plans submit separate bids 
for providing Medicare’s prescription drug benefit under 
Part D; this option pertains to bids for providing all other 
Medicare benefits.)

Benchmarks are established for each county and are 
required to be at least as high as local per capita spending 
in Medicare’s fee-for-service (FFS) program. In nearly all 
counties, the benchmark is higher than per capita FFS 
spending, in some cases substantially so. Benchmarks 
were derived from a payment mechanism for private 
plans that was established in the Balanced Budget Act of 
1997 and modified through subsequent legislation.

This option would set the benchmark in each county so 
that it equaled projected local per capita spending for 
Medicare’s FFS program. That change would reduce 
spending for Medicare by about $55 billion over the 
2010–2014 period and by about $157 billion over the 
2010–2019 period. (In developing its estimate, the 
Congressional Budget Office assumed that this change 
would not be implemented until 2011, given the sched-
ule for the publication of benchmarks under current law.) 
Alternatively, setting the benchmark in each county equal 
to 95 percent of local per capita FFS spending (the level 
at which Medicare set payment rates for private plans 
prior to 1998) would reduce Medicare spending by 
$66 billion over the 2010–2014 period and by $186 bil-
lion over the 2010–2019 period.

An argument in favor of this option is that the Medicare 
program should be neutral as to whether beneficiaries 
decide to enroll in private plans or remain in the FFS sec-
tor. (Most beneficiaries—about 79 percent—are enrolled 
in the FFS program.) The current payment system gives 
an advantage to private plans because they can operate in 
areas where their bids exceed FFS spending levels and, if 
their bids are less than the benchmark, provide additional 
benefits to attract enrollees. Under that system, Medicare 
pays more for enrollees in some private plans than it 
would have paid if they had remained in the FFS sector.

An argument against this option is that because it would 
reduce the revenue that private plans in many geographic 
areas receive from Medicare, it could lead many plans to 
limit the benefits they offer, raise their premiums, or 
withdraw from the program. Another argument is that 
private plans should not be expected to provide Medicare 
services in all markets at a cost that is less than per capita 
FFS spending because Medicare may be able to use its 
market power to set FFS payment rates at levels below 
those determined by private-market forces. Below-market 
payments to health care providers could result in a less-
efficient allocation of resources than would be achieved if 
more beneficiaries were enrolled in private plans that paid 
providers at rates determined in the market.

«CBO»
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Option 64

Convert Medicare to a Premium Support System

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 -9.0 -16.0 -19.0 -44.0 -161.0
Nearly 80 percent of Medicare beneficiaries receive their 
health care through the program’s traditional fee-for-
service (FFS) sector—sometimes referred to as original 
Medicare—which pays providers for each service or bun-
dle of services they furnish. The remaining participants 
are enrolled in private health plans (termed Medicare 
Advantage plans) that assume responsibility for, and the 
financial risk of, providing Medicare benefits. Private 
plans submit bids indicating the per capita payment they 
are willing to accept for providing the benefits covered by 
Medicare. 

The government’s maximum payment per Medicare 
Advantage enrollee—called a benchmark—is established 
by statute and made public each year before the plans 
submit their bids. The benchmark varies by county. 
Medicare pays plans their bids up to the benchmark plus 
75 percent of any amount by which the benchmark 
exceeds their bid. Plans must return that 75 percent to 
enrollees in the form of additional benefits or rebates on 
their Medicare premium. Thus, the lower a plan’s bid rel-
ative to the benchmark, the greater the additional bene-
fits and premium rebates it can offer to attract enrollees. 
Plans whose bids are above the benchmark are required to 
charge enrollees the full difference between the bid and 
the benchmark as an additional premium for the Medi-
care benefit package. Medicare’s payments to plans are 
adjusted to account for differences in the health status 
and demographic characteristics of their enrollees.

Benchmarks for Medicare Advantage plans are based in 
part on a payment system that was established by statute 
in 1997 and modified through subsequent legislation. 
The benchmarks, which are required to be at least as great 
as local per capita spending in the fee-for-service pro-
gram, are higher than FFS spending in nearly all counties. 
In 2008, benchmarks were 17 percent higher, on average, 
than projected per capita FFS spending nationwide. 

This option would convert Medicare to a premium sup-
port system, in which the federal government would 
contribute an amount that beneficiaries could use toward 
the purchase of Medicare coverage either through the 
traditional FFS program or through a private plan. Such a 
system could be designed in various ways. Under the 
design specified for this option, the government would 
construct a benchmark for each county that was equal to 
the average bid of the plans serving that county. The fee-
for-service program would be regarded as one of the bid-
ding plans, and its bid would be the projected per capita 
FFS expenditures in the county. Each plan’s bid would be 
weighted by its enrollment in the previous year. 

Medicare would pay plans their bids up to the bench-
mark and would adjust those payments to account for 
differences in enrollees’ health status and demographic 
characteristics. Beneficiaries who enrolled in a plan 
(including the FFS program) whose bid was equal to the 
benchmark would pay the same premium for their Medi-
care coverage that they would pay under current law. 
Beneficiaries who enrolled in a plan whose bid was below 
the benchmark would receive the full difference between 
the bid and the benchmark in the form of additional ben-
efits or a rebate on their Medicare premium. Those who 
enrolled in a plan whose bid was above the benchmark 
would be required to pay the full difference between the 
two as an additional premium for their Medicare cover-
age. (This option pertains only to bids and benchmarks 
for care provided under Medicare Part A and Part B. It is 
assumed that the payment system for the prescription 
drug benefit, or Part D, would continue as specified 
under current law. An alternative design, which has not 
been estimated, would be for the FFS program to offer a 
drug benefit and compete with private plans on that basis 
as well.) 

This option would reduce Medicare spending by an esti-
mated $44 billion over the 2010–2014 period and by 
$161 billion over the 2010–2019 period. (The Congres-
sional Budget Office assumed that this option would not 
be enacted in time to be implemented before 2012, given 
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the schedule for the submission of bids under current law 
and the logistical changes that would be needed.) 

A key way in which this option would differ from current 
law is that the Medicare premium for beneficiaries who 
enrolled in the fee-for-service program would vary across 
geographic areas, depending on how the FFS program’s 
bid compared with the benchmark. The premium for 
FFS enrollees would tend to be higher in areas with 
higher per capita FFS spending. Private plans can gener-
ally deliver Medicare benefits at a lower cost than the FFS 
program can in areas where FFS spending is high, so pri-
vate plans’ bids (and hence benchmarks) would be lower 
than the FFS bid in such areas. In contrast, the FFS pro-
gram can deliver Medicare benefits at a lower cost than 
private plans can in areas where FFS spending is low, so 
private plans’ bids would be higher than the FFS bid in 
such areas. In many such areas, there would most likely 
be a substantial shift in enrollment from private plans to 
the FFS program, resulting in benchmarks that were 
approximately equal to the FFS bid.

A rationale for implementing this option is that it would 
reduce federal spending on Medicare and could lead to 
more efficient delivery of services by stimulating greater 
price competition among plans and making beneficiaries 
more cost-conscious in their choice of plans. (CBO based 
its analysis on the bids that private plans submit under 
the Medicare Advantage program and did not assume 
that this option would cause them to reduce their bids. If 
plans did reduce their bids, federal savings would be 
greater than those estimated here.)

An argument against the option is that beneficiaries who 
live in areas where per capita spending in the traditional 
FFS program is very high would see their Medicare pre-
miums increase sharply if they chose to remain in that 
program. Another issue is that the FFS program might 
attract the least healthy enrollees, which could raise the 
average beneficiary’s premium for that program if meth-
ods of adjusting the government’s contribution to 
account for differences in beneficiaries’ health status were 
inadequate. Opponents might also object to the fact that 
much of the estimated federal savings arising from this 
option would come from increases in the premiums paid 
by beneficiaries, not from increases in the efficiency of 
health care delivery. 
RELATED CBO PUBLICATION: Designing a Premium Support System for Medicare, December 2006
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Option 65

Establish Benchmarks for the Medicare Advantage Program Through 
Competitive Bidding

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 -8.0 -12.0 -15.0 -35.0 -158.0
The federal government’s maximum payment per 
enrollee in the Medicare Advantage program—known as 
a benchmark—is set for each county through statutory 
rules (see Option 63). This option would replace that 
mechanism with a system in which benchmarks would be 
determined solely from plans’ bids, which reflect the per 
capita payment they will accept for providing benefits 
covered by Medicare. In particular, the benchmark for 
each county would be the average bid of the plans that 
served that county, with each plan’s bid weighted by its 
enrollment the previous year. However, benchmarks 
would be constrained so they did not exceed the bench-
marks that would have existed under current law.

Beneficiaries who enrolled in a plan whose bid was below 
the benchmark would receive the full difference between 
the bid and the benchmark in the form of additional ben-
efits or as a rebate on their Medicare premiums. Benefi-
ciaries who enrolled in a plan whose bid was above the 
benchmark would be required to pay the full difference 
between the two as an additional premium for their 
Medicare coverage. This option differs from a premium-
support approach (see Option 64) in that it would not 
treat the fee-for-service (FFS) sector of Medicare as a bid-
ding plan and would determine the Part B premium for 
beneficiaries who received their care through the FFS 
program in the same manner as under current law. The 
option would reduce outlays for Medicare by about 
$35 billion over the 2010–2014 period and by about 
$158 billion over the 2010–2019 period. (Those esti-
mates rest on the assumption that the option would be 
implemented beginning in 2012, given the schedule for 
the submission of bids under current law and the changes 
needed in methods for the government to determine 
benchmarks from bids.)
An argument in favor of this option is that it would 
reduce the per capita amount paid for benefits for enroll-
ees in Medicare Advantage plans to levels determined by 
the plans’ bids. The option might also encourage private 
plans to compete more strongly on the basis of price. 
(The Congressional Budget Office based its analysis on 
the bids that private plans have submitted under the 
Medicare Advantage program and did not assume that 
this option would cause plans to reduce their bids. If 
plans did reduce their bids, the budgetary savings would 
be greater than those estimated here.)

An argument against this option is that it would not 
establish a level playing field between private plans and 
the FFS sector of Medicare. Determining benchmarks on 
the basis of bids from private plans, with no consider-
ation given to local per capita spending in the FFS pro-
gram, would not establish incentives for beneficiaries (in 
their choice of whether to enroll in a private plan or the 
FFS sector) that would reflect the different systems’ costs 
of delivering Medicare benefits. In particular, the addi-
tional benefits and premium rebates that private plans 
could offer to attract enrollees (or the additional premi-
ums they would be required to charge) would depend on 
how their bids compared with the average bid of other 
plans in their local market area. Those added features 
would not depend on how plans’ bids compared with 
spending in the FFS program. For example, a plan with 
a bid above the average bid of private plans in its market 
would be required to charge enrollees an additional 
premium for their Medicare coverage even if that plan’s 
bid was lower than local per capita spending in the FFS 
program. 
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Option 66

Eliminate the One-Sided Rebasing Process for Establishing Benchmarks for 
Medicare Advantage Plans

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -4.0 -5.0 -6.0 -6.0 -21.0 -61.0
7

About 21 percent of Medicare beneficiaries are enrolled 
in Medicare Advantage plans, which assume the responsi-
bility for and the financial risk of providing benefits to 
those individuals. The government’s maximum payment, 
or benchmark, for an enrollee in such a plan is established 
for each county and updated annually. Benchmarks are 
derived from a set of payment rates for private plans that 
were in effect in 2004; under that system, the rate for 
each county was required to be at least as great as pro-
jected local fee-for-service (FFS) spending per capita, and 
in many counties the rates were greater than the FFS 
spending. Beginning in 2005, the benchmark in each 
county is equal to the previous year’s benchmark updated 
either by the projected national growth in Medicare’s 
spending per capita or by 2 percent, whichever is greater. 
That approach to setting benchmarks is modified in years 
during which the government reestimates (or “rebases”) 
FFS spending per capita for every county, which it is 
required by law to do at least once every three years. In 
those years, the benchmark in each county is the greater 
of the new projection of local FFS spending or the previ-
ous year’s benchmark updated in the usual manner. 

The current-law method of updating benchmarks in 
rebasing years is one-sided because, under that method, a 
county’s benchmark can increase at a pace faster than the 
projected national growth in Medicare’s per capita spend-
ing but never slower than the growth in the national rate. 
Over time, that circumstance has caused benchmarks to 
increase relative to FFS spending, an effect that can be 
seen most clearly in the 27 percent of counties in which 
payment rates for Medicare Advantage plans in 2004 
were equal to local per capita FFS spending. By 2008, 
after the government had rebased county-level FFS 
spending three times, the benchmarks in those counties 
were, on average, 10 percent higher than local FFS spend-
ing. That gap appeared because the counties where local 
FFS spending was projected to grow less rapidly than 
Medicare’s spending nationally received an update to 
their benchmarks that was based on the national average, 
whereas counties where local FFS spending was projected 
to grow more rapidly than the national average received 
an update based on their projected local spending. 

This option would eliminate the one-sided mechanism 
for updating benchmarks in rebasing years. Instead, the 
benchmark in those years would be set equal to local per 
capita FFS spending for any county in which the pay-
ment rate for Medicare Advantage plans was equal to 
local FFS spending in 2004 as well as for any county 
whose benchmark was subsequently set equal to local FFS 
spending in a rebasing year. Thus, under this option, any 
county that benefited from the requirement that bench-
marks be at least as great as local FFS spending would 
have its benchmark set equal to local FFS spending in all 
future rebasing years. The option would reduce spending 
for Medicare by about $21 billion from 2010 to 2014 
period and by about $61 billion from 2010 to 2019. (For 
those calculations, the Congressional Budget Office 
assumed that the option would take effect in 2011 and that 
the government would rebase the benchmarks for that year.)

A rationale for this option is that it would eliminate a fea-
ture of the Medicare Advantage payment system that has 
caused benchmarks to rise more quickly than FFS spend-
ing. Moreover, by lowering benchmarks, it would reduce 
outlays for the Medicare program. A drawback of the 
option is that plans that serve counties whose bench-
marks were lowered would have to reduce the additional 
benefits or premium rebates they offered to their enrollees 
(see Option 63 for a discussion of the program’s require-
ments regarding those additional benefits or rebates). To 
avoid the disruption that would arise if potentially large 
reductions in benchmarks occurred in a single year, the 
option could be phased in—for example, by adding a 
requirement that benchmarks in the affected counties 
would not fall from one year to the next. (However, such 
a phase-in was not an assumption used for the estimates 
given here.) 
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Option 67

Require Manufacturers to Pay a Minimum Rebate on Drugs Covered Under 
Medicare Part D

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -6.0 -8.0 -9.0 -10.0 -33.0 -110.0
Medicare’s voluntary outpatient drug benefit, known as 
Part D, began in 2006, and as of January 2008, about 
25 million Medicare beneficiaries were enrolled. The 
benefit is delivered through a combination of stand-alone 
prescription drug plans (PDPs) and prescription drug 
plans associated with Medicare Advantage plans (MA-
PDs). Overall, the federal government subsidizes about 
75 percent of beneficiaries’ premiums for the plans (both 
PDPs and MA-PDs) and provides additional assistance for 
beneficiaries who have low income. In 2009, the Congres-
sional Budget Office estimates, federal spending for Part D 
will total $49 billion. (That amount covers federal subsi-
dies to Part D but does not include subsidies to employers 
for prescription drug coverage provided by their retiree 
health plans or offsetting payments from states.)

PDPs and MA-PDs help reduce the cost of the Part D 
benefit by managing beneficiaries’ use of prescription 
drugs (for example, by encouraging the use of generic and 
more-cost-effective brand-name drugs) and by negotiat-
ing payment rates with pharmacies and rebates from 
manufacturers of brand-name drugs. The size of a manu-
facturer’s rebate is based in part on the ability of the pre-
scription drug plan to favor one brand-name drug over 
another in its formulary—the list of prescription drugs 
that the plan covers. Most formularies place drugs in dif-
ferent tiers and tie lower copayments for beneficiaries to 
the use of drugs in the “preferred” tiers. A 2007 report by 
the House Committee on Oversight and Government 
Reform found that in 2006, manufacturers’ rebates under 
Medicare Part D averaged 8.1 percent of spending.1 

This option would require manufacturers of brand-name 
drugs to pay the federal government a rebate equaling 
15 percent of the average manufacturer price. Using 
Medicaid’s rebate policy as a model, manufacturers 

1. House Committee on Oversight and Government Reform, 
“Private Medicare Drug Plans: High Expenses and Low Rebates 
Increase the Costs of Medicare Drug Coverage” (October 2007).
would apply a basic rebate to the average price that a 
manufacturer received on sales to retail and mail-order 
pharmacies, plus an additional rebate for increases in a 
drug’s price that exceeded inflation. The rebate would 
apply to purchases of brand-name drugs by all Part D 
beneficiaries. Manufacturers would be required to partici-
pate in the rebate program in order for their drugs to be 
covered by Parts B and D of Medicare, by Medicaid, and 
by the Veterans Health Administration. Each year, the 
Centers for Medicare and Medicaid Services (CMS) 
would retrospectively calculate the rebate that each man-
ufacturer owed on the basis of data that CMS collects. 
(PDPs and MA-PDs submit data based on drug claims 
under the Medicare Part D program, and drug manufac-
turers report their average manufacturer prices under 
Medicaid’s rebate program.) The amounts of the rebates 
would be calculated at the unit level of a drug (such as a 
20-milligram tablet) and then summed across all drugs to 
arrive at the total amount that a manufacturer owed for 
drugs purchased by Part D beneficiaries in a given year.

Under this option, which would initially be implemented 
in calendar year 2011, manufacturers would continue to 
have an incentive to provide rebates to PDPs and 
MA-PDs in exchange for the plans’ designation of those 
manufacturers’ products as “preferred” in their formular-
ies. However, the rebates that those plans negotiated 
would probably decline to some degree relative to their 
current amounts. The savings to the federal government 
under this option would be an estimated $33 billion over 
the 2010–2014 period and about $110 billion over the 
2010–2019 period. 

An advantage of this option is that Medicare could pay 
lower prices for currently available brand-name drugs 
purchased by Part D beneficiaries largely without inter-
fering with the discounted prices negotiated by private 
purchasers (other than PDPs and MA-PDs). For exam-
ple, the option would not affect the prices paid for drugs 
by employment-based plans covering the under-65 popu-
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lation. The structure of this option parallels Medicaid’s 
rebate program but lacks the best-price provision. (That 
provision gives Medicaid access to some of the lowest 
prices paid in the private sector and consequently may 
affect private-sector pricing.) Previously, manufacturers 
paid a rebate to Medicaid for drugs purchased by the 
dual-eligible population before those beneficiaries began 
receiving the Medicare Part D benefit, so there is a prece-
dent for the federal government (and states) to collect 
rebates related to prescriptions for that population.2

A disadvantage of this option is that over time, manufac-
turers could partially offset the rebates they were required 
to pay by charging higher prices for new drugs—particu-
larly for a “breakthrough” drug (the first drug that uses a 
new mechanism to treat an illness). Manufacturers could 
also introduce new strengths and dosages for existing 
drugs and set the initial prices of those products some-
what higher in anticipation of the Part D rebate they 
would have to pay. (Those higher prices need not affect 
all purchasers. For example, employment-based plans 
that covered people under 65 could negotiate for larger 
rebates to offset the higher launch prices, but Medicaid 
programs would pay a higher price for breakthrough 
drugs. This estimate reflects such costs.) Nevertheless, 
competition from drugs already on the market would 
limit the extent to which manufacturers could charge 
higher initial prices for new drugs, particularly those that 
were merely different formulations and strengths. 
Another disadvantage of this option is that premiums 

2.   Dual eligibles are persons who qualify in some way for coverage 
under both Medicare and Medicaid. Medicare covers their acute 
care, and Medicaid covers their Medicare premiums and cost shar-
ing, and—for those of a certain health status who meet specific 
income and asset thresholds—long-term care.
could increase as a result of a decrease in the rebates nego-
tiated by the plans.

Another possible disadvantage of the option is that 
because manufacturers could not fully offset the required 
rebates with higher prices for new drugs, the option 
might reduce the amount of funds that manufacturers 
invested in research and development of new products. 
The option would not significantly reduce the incentive 
to develop breakthrough drugs, however, and those drugs 
could be launched at higher prices that would largely off-
set the rebate.

This option would generate substantial savings because it 
would require manufacturers to pay a rebate on brand-
name drugs purchased under Medicare Part D or forgo 
participation in that program as well as in other federal 
programs that pay for prescription drugs. It has been sug-
gested that the Secretary of Health and Human Services 
could negotiate drug prices as an alternative strategy for 
reducing prescription drug costs under Part D. The Con-
gressional Budget Office has concluded that negotiations 
by the Secretary would produce small if any savings, 
because the Secretary would not have sufficient leverage 
in such negotiations to secure significant discounts on 
most drugs beyond those already obtained by the PDPs 
and MA-PDs. The Secretary might be able to negotiate 
small savings for single-source drugs that had no close 
substitutes on the market by persuading manufacturers to 
reduce prices for a few drugs. Or such negotiations might 
produce small savings if they were paired with techniques 
for utilization management (for example, requiring prior 
authorization for drugs for which no additional rebate 
was provided). However, many PDPs and MA-PDs 
already manage utilization, so the ability of the Secretary 
to negotiate further discounts is likely to be limited.
RELATED CBO PUBLICATIONS: Cost Estimate for S. 3, Medicare Prescription Drug Price Negotiation Act of 2007, April 16, 2007; Issues Regard-
ing Drug Price Negotiation in Medicare, Letter to the Honorable Ron Wyden, April 10, 2007; Cost Estimate of Draft Legislation That Would 
Change Medicare’s Prescription Drug Program, Letter to the Honorable Max Baucus, April 10, 2007; Authority to Negotiate Prices for Single-
Source Drugs for Medicare Beneficiaries, Letter to the Honorable Ron Wyden, March 3, 2004
«CBO»
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Option 68

Establish an Abbreviated Approval Pathway for Follow-On Biologics

Note: * = between -$50 million and $50 million.

a. Estimates include potential savings realized by the U.S. Postal Service, whose spending is classified as off-budget.

b. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

c. Estimates exclude the potential effect of changes in discretionary spending. 

d. Estimates exclude costs to the Food and Drug Administration for administering the program.

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Establish an Abbreviated Approval Pathway

Change in Mandatory Spendinga 0 0 0 * -100 -100 -8,100

Change in Revenuesb 0 0 0  *       *       *     1,100

Net Effect on the Deficitc 0 0 0 * -100 -100 -9,200

Change in Discretionary Spendingd

Budget authority 0 0 0 * * * -1,000

Outlays 0 0 0 * * * -1,000

Establish an Abbreviated Approval Pathway and 
Modify Medicare Part B Payment Rates

Change in Mandatory Spendinga 0 0 0 * -200 -200 -10,600

Change in Revenuesb 0 0 0 *       *       *      1,400

Net Effect on the Deficitc 0 0 0 * -200 -200 -12,000

Change in Discretionary Spendingd

Budget authority 0 0 0 * * * -1,100

Outlays 0 0 0 * * * -1,100
In recent years, total spending on biologics—drug prod-
ucts derived from living organisms—has grown in the 
United States, exceeding $40 billion in 2007. About 
three-quarters of that spending is for brand-name bio-
logic products that could potentially lose patent protec-
tion over the next 10 years. For prescription drugs that 
are approved under the federal Food, Drug, and 
Cosmetic Act (usually developed from nonbiologic, or 
chemical, sources), an abbreviated regulatory process 
exists for approving generic alternatives once a patent 
expires. As a result, following the expiration of a patent, a 
number of firms are typically prepared to enter the mar-
ket and produce a generic form of the brand-name chem-
ical drug, especially one that generates high sales. By con-
trast, such competition is absent in the market for 
biologics because there is no comparable abbreviated 
regulatory process for licensing “follow-on” products. 
(Generic drugs contain the same active chemical 
ingredient that the original patented drug contains, 
whereas follow-on biologics are copies of much more 
complex molecules.)

This option would establish an abbreviated regulatory 
pathway for approving follow-on biologics under the 
Public Health Service Act. In approving a follow-on bio-
logic, the Food and Drug Administration (FDA) would 
be allowed to rely, in part, on literature and data from 
clinical trials that were submitted during the approval 
process for the original product. Therefore, the manufac-
turer of the follow-on biologic would not be required to 
duplicate all of the clinical trials conducted by the manu-
facturer of the brand-name drug. By streamlining the 
approval process, multiple manufacturers of follow-on 
biologics would be likely to enter the market, particularly 
for top-selling products; such competition would put 
downward pressure on prices and help lower expenditures 
on biologic products for both the federal government and 
private purchasers of health insurance. 
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If implemented, this option would establish standards for 
FDA approval of follow-on biologics and permit the 
agency to issue guidance to potential producers of follow-
on biologics describing the approval process and the 
agency’s requirements. This option would grant brand-
name biologics 12 years of exclusivity during which time 
no follow-on biologic could be approved. Nonetheless, in 
cases in which the patent on the brand-name biologic 
expired after the 12-year exclusivity period, the patent 
could then determine the timing of the follow-on prod-
uct’s entry into the market. The option would also create 
a process to facilitate the resolution of patent disputes, 
and that patent-resolution process would run concur-
rently with the FDA’s approval process.

A modification of this option would require that the 
Centers for Medicare and Medicaid Services place follow-
on biologics in the same billing code as their brand-name 
counterparts for making payments under Medicare 
Part B. That modification would financially penalize 
physicians who did not dispense follow-on biologics, 
when available, to patients enrolled in Medicare Part B. 
Because the payment rate would be calculated as a 
weighted average of the prices paid to manufacturers for 
all drugs within the same billing code, that rate would 
not fully cover the cost of dispensing a brand-name bio-
logic if a follow-on biologic was available. At the same 
time, physicians would benefit financially from using 
follow-on biologics because they would be less expensive 
and physicians would be allowed to retain the difference 
between the acquisition cost of the biologic and Medi-
care’s payment. As a follow-on biologic became more 
widely used, the payment rate under Medicare Part B 
would decline, and savings to the program would 
increase. Without this modification in Part B payment 
rates, the market share of follow-on biologics would be 
smaller, as would be the savings under this option.

Because follow-on biologics would be priced lower than 
their brand-name counterparts, drug spending in federal 
health programs would be reduced. As a result, imple-
menting this option without any modification to the 
Medicare Part B payment system would save mandatory 
health programs such as Medicare and Medicaid about 
$8.1 billion over the 2010–2019 period.1 In the Con-
gressional Budget Office’s estimation, spending for dis-
cretionary health programs, such as those administered 
by the Veterans Health Administration and the Depart-
ment of Defense, would decrease by $1 billion over the 
2010–2019 period under the assumption that appropria-
tions reflect the reduced costs to the programs.2 In addi-
tion, this option would reduce costs for private health 
insurance plans and lower insurance premiums for 
employers by almost 0.2 percent by 2019. As the amount 
spent by employers for tax-favored health insurance 
decreased, the amount spent on taxable wages would 
increase. As a result, this option would increase federal 
revenues derived from income taxes and payroll taxes by 
about $1.1 billion over the 2010–2019 period.

If the Medicare Part B payment system was modified to 
place the follow-on biologic in the same billing code as 
the original brand-name product, the estimated savings 
would be greater. With that modification, this option 
would save mandatory health programs about $10.6 bil-
lion over the 2010–2019 period. Under the assumption 
that appropriations for discretionary health programs 
reflect the reduced costs to the programs, spending sub-
ject to appropriation would decrease by about $1.1 bil-
lion over the 2010–2019 period, CBO estimates. Under 
this modification of the option, federal revenues from 
income taxes and payroll taxes would increase by an esti-
mated $1.4 billion over the 2010–2019 period.

Under alternative scenarios, savings from streamlining 
the regulatory process for follow-on biologics could be 
larger or smaller than indicated by those estimates, 
depending on the specific features of the scenario. For 
example, if the brand-name drug’s period of exclusivity 
lasted more than 12 years, the estimated savings would be 
reduced. Conversely, if the period of exclusivity lasted 
fewer than 12 years, the savings would increase. Also, to 
the extent that the manufacturer could make certain 
modifications to the brand-name product and, as a result, 
qualify for another 12-year period of exclusivity, savings 
would be affected.

An advantage of this option is that it would reduce health 
care expenditures for both government programs and pri-
vate payers. A potential disadvantage is that establishing a 
streamlined pathway for approving follow-on biologics 
could reduce the returns associated with developing a 

1. The Congressional Budget Office expects to receive new data 
on drug spending for certain federal programs, such as Medicare 
Part D, that will affect this estimate.

2. The estimate does not include FDA’s costs to administer the program.
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new biologic and, therefore, could reduce investment in 
research and development of biologics. However, after an 
abbreviated regulatory pathway was approved for small-
molecule drugs in 1984, investment in research and 
development of new drugs continued to grow at a healthy 
pace. Some stakeholders in the industry argue that an 
accelerated review process for biologics (which are much 
more complex than small-molecule drugs) could lead to 
the use of follow-on products with safety or efficacy 
profiles that are not as good as the original product’s, 
which could put some patient’s health at risk. Other 
stakeholders counter that such claims are false because the 
FDA would have the ability to require clinical trials to 
establish that the follow-on product was safe and effective 
(although the clinical trials generally would not be as 
extensive as those required for the original product).

«CBO»
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8
Financing and Paying for Services in Medicaid and the 

State Children’s Health Insurance Program
8

Medicaid and the State Children’s Health Insur-
ance Program (SCHIP) are federal health programs that 
serve lower-income individuals. Both programs are 
jointly financed by the federal government and the states, 
with the federal contribution set according to a statutory 
formula. 

Medicaid
Medicaid is a mandatory entitlement program that 
financed care for approximately 48 million low-income 
individuals, on average, during 2007. States operate Med-
icaid programs within broad federal statutory and regula-
tory guidelines. Although state programs must meet min-
imum federal standards, states have significant flexibility 
in determining eligibility thresholds, the amount of cov-
ered services, and payment rates for providers. States sub-
mit to the federal government a plan that specifies the 
manner in which they will operate their program within 
statutory guidelines; the plan also describes any optional 
services or eligibility categories a state may choose to 
cover. States may make changes to their programs at any 
time through plan amendments, as long as those changes 
conform to federal requirements and have the approval of 
the Centers for Medicare and Medicaid Services. In addi-
tion, the Social Security Act grants states the authority to 
waive certain requirements; states can provide care in 
alternative settings, expand the program to population 
groups not generally covered under Medicaid, or test pro-
gram innovations. 

The federal government pays a portion of the costs that 
states incur to provide services to Medicaid enrollees. The 
proportion of states’ costs that the federal government 
pays is based on the “federal medical assistance percent-
age” (FMAP). The percentage for each state is deter-
mined through a formula that assigns a higher federal 
reimbursement rate to states that have lower income per 
capita (and vice versa) relative to the national average. 
The average matching rate that the federal government 
pays is 57 percent nationwide; states contribute the 
remaining 43 percent. The federal matching rates have 
both a floor (50 percent) and a ceiling (83 percent). 

Medicaid covers a comprehensive array of medical ser-
vices. For example, the program pays for long-term care 
and supportive services that are not typically covered by 
private insurance or Medicare. Although three-fourths of 
Medicaid’s enrollment constitutes nondisabled adults and 
children, about 70 percent of the program’s spending is 
on behalf of the elderly and disabled. (About a third of 
Medicaid’s spending is for long-term care services.) As 
with eligibility standards, states must meet the federal 
government’s minimum requirements for covered bene-
fits, but they have the option to provide certain addi-
tional services. 

With respect to prescription drugs, two major financial 
transactions are involved in Medicaid: rebate payments 
from drug manufacturers to states and the federal govern-
ment, and payments from states to pharmacies for the 
cost of providing drugs to beneficiaries. If a manufacturer 
chooses to participate in Medicaid, it is required to pro-
vide a statutory rebate for prescription drugs given to 
beneficiaries in fee-for-service settings. (Medicaid benefi-
ciaries receive prescription drug coverage through man-
aged care plans or on a fee-for-service basis. However, 
managed care plans are excluded from receiving the statu-
tory rebate.) Rebates offset some of the state and federal 
Medicaid spending on prescription drugs. 

Rebates are calculated on the basis of two prices: the “best 
price” (the lowest price offered to any purchaser exclud-
ing most rebates to pharmacy benefit managers and prices 
paid by certain federal and state programs) and the aver-
age manufacturer price (AMP) (the average price received 
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by the manufacturer for sales to retailers and mail-order 
pharmacies). The rebate for single-source drugs is based 
on the AMP and the best price; for generic drugs, the 
rebate is a fixed percentage of the AMP. An additional 
rebate is required if the prices of a manufacturer’s brand-
name drugs rise faster than inflation (as measured by the 
consumer price index for all urban consumers). Some 
states also negotiate supplementary rebates with certain 
manufacturers, which are also shared with the federal 
government. 

Medicaid pays pharmacies for drugs on the basis of two 
prices: the average wholesale price (AWP) and, eventually, 
the AMP. The AWP represents the average price paid by 
retail pharmacies for a drug product purchased from drug 
wholesalers. Medicaid law limits the federal matching 
funds available for states’ payments for generic drugs and 
brand-name drugs with generic substitutes by imposing a 
federal upper limit. Under the Deficit Reduction Act of 
2005, that upper limit is set at 250 percent of the AMP 
of the least costly therapeutic equivalent. However, the 
Medicare Improvements for Patients and Providers Act of 
2008 (Public Law 110-275) delayed the implementation 
of that change until October 2009. 

The State Children’s Health Insurance 
Program 
The State Children’s Health Insurance Program 
(SCHIP), which was established in 1997, financed insur-
ance coverage during 2007 for about 5 million low-
income children, on average. Like Medicaid, SCHIP is 
jointly administered and financed by the federal and state 
governments. States receive matching payments for 
expenditures from the federal government based on 
matching rates that are approximately one-third higher 
than those under Medicaid. Generally, states have more 
programmatic flexibility in SCHIP than in Medicaid. For 
example, states have the option of providing SCHIP cov-
erage through a state program that offers benefits mod-
eled on widely used private insurance “benchmark plans,” 
or they can provide SCHIP coverage through the Medic-
aid program. SCHIP allows states to charge enrollees 
higher premiums and a higher rate of cost sharing than is 
permitted in Medicaid, although SCHIP cost sharing 
remains modest compared with that charged by private 
insurance.

Medicaid is classified as an entitlement—there is no limit 
on the federal funds that may be expended, given eligible 
expenditures—but SCHIP is a capped allotment, in 
which the annual amount of available federal funding is 
limited. SCHIP is authorized through March 31, 2009, 
at an annual funding amount of $5 billion.

This chapter comprises options that would alter the 
financing and payment parameters in Medicaid and 
SCHIP, both with respect to the state and federal match-
ing structure and payments for specific services. Changes 
in eligibility for Medicaid and SCHIP are discussed in 
Chapter 5. 
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Option 69

Convert the Federal Share of Medicaid’s Payments for Acute Care Services into an 
Allotment 

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending

Index Allotment to Changes in the Consumer Price Index 

Budget authority -17.9 -26.5 -35.9 -46.5 -58.0 -184.8 -691.9

Outlays -15.5 -24.1 -32.6 -42.1 -52.5 -166.8 -624.6

Index Allotment to Changes in the Consumer Price Index and in Population

Budget authority -15.8 -23.3 -31.6 -41.0 -51.2 -162.9 -614.1

Outlays -13.8 -21.3 -28.8 -37.2 -46.5 -147.6 -555.9

Index Allotment to Changes in National Health Expenditures

Budget authority -5.6 -7.6 -10.0 -12.8 -16.1 -52.1 -198.3

Outlays -5.5 -7.6 -9.9 -12.5 -15.5 -51.0 -188.8
8

The Medicaid program funds coverage for two broadly 
different types of health care: acute care (including inpa-
tient hospital stays, visits to physicians’ offices, and pre-
scription drugs); and long-term care (including nursing 
home care and home- and community-based assistance). 
The program is financed jointly by the states and the fed-
eral government, with the federal government’s share 
equal to a percentage of the Medicaid program’s overall 
spending. That percentage, referred to as the federal med-
ical assistance percentage (FMAP), can range from 
50 percent to 83 percent, depending on a state’s per cap-
ita income. (The FMAP averages 57 percent nationwide.) 
Although the federal contribution to the program helps 
states provide health care coverage to disadvantaged pop-
ulations, it may also encourage states to spend more than 
they otherwise would because it subsidizes part of each 
additional dollar of their spending for Medicaid. The 
Congressional Budget Office estimates the federal share 
of Medicaid’s outlays for acute care in 2008 to be 
$123 billion and $61 billion for long-term care.

This option would convert the federal share of Medicaid’s 
payments for acute care services into an allotment to each 
state, as the Personal Responsibility and Work Opportu-
nity Reconciliation Act of 1996 did with funding for wel-
fare programs. In exchange for the slower growth in the 
federal government’s Medicaid payments that each of the 
alternatives in this option would produce, states would be 
given more flexibility in how they could use those funds 
to meet the needs of their low-income and uninsured 
populations. A state’s allotment would apply to acute care 
services for all of its Medicaid beneficiaries. However, 
long-term care would continue to be financed as it is 
under current law. This option includes three alternatives 
differentiated by the way each would adjust the allotment 
annually for inflation. All of the alternatives generate sav-
ings because under current law, the federal government’s 
payments for Medicaid are projected to grow faster than 
inflation. Under the option, a state’s allotment would 
equal its 2008 federal Medicaid payment for acute care, 
indexed to one of the following inflation factors:

B Changes in the consumer price index. Under the 
option, indexing each state’s allotment to annual 
increases in the consumer price index would reduce 
federal outlays by about $167 billion over the 2010–
2014 period and by $625 billion over the 2010–2019 
period.

B Changes in the consumer price index and in 
population. If allotments were indexed to increases in 
the consumer price index as well as to changes in each 
state’s overall population, federal savings under the 
option would be about $148 billion over the 2010–
2014 period and $556 billion over the 2010–2019 
period. 
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B Changes in national health expenditures. If allot-
ments were indexed to projected increases in total 
national health expenditures, savings under the option 
would be approximately $51 billion over the 2010–
2014 period and $189 billion over the 2010–2019 
period. 

A rationale for this option is that an allotment would 
eliminate the federal subsidy now provided for each addi-
tional dollar spent by states on acute care. In the past, leg-
islative proposals to create allotments have typically cou-
pled a change in financing with increased discretion for 
states to design and administer their Medicaid pro-
grams—for example, to modify their benefit packages 
and make corresponding adjustments in the number of 
people they covered. A further rationale for converting 
the federal contribution to an allotment is that it would 
lessen states’ ability to maximize federal assistance. For 
example, in the past, some states used their federal dis-
proportionate share hospital (DSH) payments, which are 
provided to hospitals that serve a disproportionately large 
percentage of low-income patients, to effectively boost 
their FMAP under Medicaid. Because states had some 
discretion in the size of those payments and which hospi-
tals received them, many states engaged in transferring 
funds from the DSH program to support Medicaid ser-
vices and thus obtain increased federal Medicaid funding 
without raising their net spending on DSH hospitals. To 
rein in that practice, policymakers in the 1990s estab-
lished fixed ceilings on DSH payments to each state. 

An argument against this option is that converting pay-
ments for acute care services into an allotment would 
reduce the total amount of federal funding for Medicaid, 
shifting more of the burden of the program’s growing 
costs to the states and possibly providing an incentive for 
states to scale back their spending for Medicaid. Unless 
states were willing to pay more of the costs themselves or 
were able to find ways to provide more cost-effective care, 
access to health services for low-income people might be 
diminished. Another argument against the option is that 
distinguishing between acute care and long-term care for 
the purposes of financing could be administratively diffi-
cult, especially in cases in which individuals are receiving 
both types of care. For example, many hospital patients 
who receive acute care services require additional services 
after they are released that are similar to long-term care. A 
final argument against the option is that greater discre-
tion for the states in how they structure their Medicaid 
programs creates the potential for increased disparity 
from one state to another in eligibility requirements and 
benefit packages. 

«CBO»
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Option 70

Remove or Reduce the Floor on Federal Matching Rates for Medicaid Services

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending  

Remove the floor on the federal 
medical assistance percentage -13.0 -14.0 -19.0 -20.0 -22.0 -88.0 -228.0

Reduce the floor on the federal 
medical assistance percentage to 
45 percent -9.0 -10.0 -11.0 -11.0 -12.0 -53.0 -131.0
8

The federal government pays a share of the costs that 
states incur for providing health care services through the 
Medicaid program. For most medical services that Med-
icaid covers, the percentage of costs paid for by the fed-
eral government is determined by the federal medical 
assistance percentage (FMAP). The FMAP is based on a 
formula that assigns a higher federal reimbursement rate 
to states that have lower income per capita (and vice 
versa) relative to the national average. By law, a state’s 
FMAP rate can be no less than 50 percent and no more 
than 83 percent. The average matching rate that the fed-
eral government pays is 57 percent nationwide; states 
contribute the remaining 43 percent of the cost of 
services. 

Although the FMAP rates are set through a statutory for-
mula, states generally determine the amount of Medic-
aid’s spending because they first pay health care providers 
and then submit claims to the federal government for 
reimbursement at the appropriate FMAP rate. Medicaid 
spending is therefore driven by states’ available revenues 
and the choices that states make regarding payment rates 
for providers, the coverage of optional benefits, and 
whether or not states use optional thresholds for eligibil-
ity for the program.

One alternative of this option would eliminate the 50 
percent floor on federal matching rates for all Medicaid-
covered services that are reimbursed at the FMAP rate. 
The removal of the FMAP floor would be phased in over 
the first three years that the option was in effect; thus, the 
floor would be 40 percent in 2010, 20 percent in 2011, 
and then zero in 2012. To maintain their Medicaid pro-
grams’ current payment rates, benefit levels, and eligibil-
ity thresholds, affected states would have to replace the 
lost federal funding with state funds. If states did not 
provide additional financing, they could maintain their 
current level of contributions by cutting overall spending 
for their programs. In preparing its estimates of the cost 
of the option, the Congressional Budget Office assumed 
that states would adopt a combination of those two 
approaches—that is, states would increase their contribu-
tions to make up for some of the reduced federal funding 
but not by enough to prevent overall spending for Medic-
aid from declining. 

This alternative would save an estimated $88 billion over 
the 2010–2014 period and about $228 billion over the 
2010–2019 period. Removing the 50 percent floor would 
reduce FMAP rates for 12 states; in 2012, the new rates 
would range from 15 percent to 49 percent. Federal 
matching rates would not change for the remaining 38 
states. 

Another version of this option that would produce a 
more moderate financial impact would be to lower the 
FMAP floor to 45 percent starting in 2010, which would 
save an estimated $53 billion over the 2010–2014 period 
and $131 billion over the 2010–2019 period. Lowering 
the floor to 45 percent would reduce FMAP rates for the 
same 12 states mentioned in the above alternative; the 
new rates would range from 45 percent to 49 percent. 
Federal matching rates would not change for the remain-
ing 38 states. 

A rationale for removing or lowering the floor on the fed-
eral matching rate is to lower federal spending for the 
Medicaid program by reducing payments to states that 
have the greatest financial resources available to fund 
their programs. The FMAP formula is designed to 
provide a larger federal contribution for states that have 
lower income per capita (per capita income serves as a 
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proxy for a state’s financial resources) and a smaller fed-
eral contribution for states that have higher income per 
capita. However, the floor of 50 percent provides a num-
ber of states with FMAP rates well above the rates they 
would be assigned in the absence of such a floor. Remov-
ing or lowering the current floor would require states that 
had higher income per capita to pay a greater share of the 
cost of Medicaid services. 

An argument against the option is that it would concen-
trate significant reductions in spending among a small 
number of states. The 12 states affected by the option 
would generally have several mechanisms for reducing 
expenditures in their Medicaid programs: They could cut 
their payment rates to providers, reduce the kinds and 
amounts of medical benefits they provided, lower thresh-
olds for eligibility, reduce outreach efforts, or increase 
administrative requirements for enrollment (thereby cov-
ering fewer people). States that face significant reductions 
in their FMAP rates could respond by using a combina-
tion of those cost-cutting approaches. 

«CBO»
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Option 71

Equalize Federal Matching Rates for Administrative Functions in Medicaid at 
50 Percent

 Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -1.0 -1.0 -2.0 -2.0 -2.0 -8.0 -20.0
8

The federal government pays a portion of the costs that 
states incur to administer their Medicaid programs. For 
most administrative activities, the federal matching rate is 
50 percent; in some cases, however, the assistance is 
higher. For example, the federal government pays 75 per-
cent of the cost of employing skilled medical profession-
als under Medicaid; 75 percent of the cost of utilization 
review (the process of determining the appropriateness 
and medical necessity of various health care services); 
90 percent of the cost of developing systems to manage 
claims and information; and 75 percent of the cost of 
operating such systems.

This option would set the federal matching rate for all 
of Medicaid’s administrative activities at 50 percent. The 
option would be phased in so that the highest administra-
tive matching rate would be 70 percent in 2010, 60 per-
cent in 2011, and then 50 percent in 2012. Those 
changes would save an estimated $8 billion over the 
2010–2014 period and $20 billion over the 2010–2019 
period. 

Enhanced matching rates were originally designed to 
encourage states to develop and support particular 
activities that the federal government considers important 
for managing the Medicaid program. Once those admin-
istrative systems are operational, however, there may be 
less reason to continue the higher subsidy. Moreover, 
because states pay, on average, about 43 percent of the 
cost of health care services for Medicaid beneficiaries, 
they have a substantial incentive to maintain efficient 
information systems and employ skilled professionals, 
even in the absence of higher matching rates for such 
activities.

A potential drawback of this option is that a reduced fed-
eral subsidy might cause states to cut back on the admin-
istrative activities that higher matching rates were 
designed to promote, with adverse consequences for pro-
gram management. For instance, states might hire fewer 
nurses to conduct utilization reviews or oversee care in 
nursing homes, or they might make fewer improvements 
to their information management systems. In addition, 
some states may have committed to multiyear expendi-
tures based on the current federal matching rates for 
those administrative activities.

«CBO»
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Option 72

Restrict the Allocation to Medicaid of Common Administrative Costs 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -260 -260 -260 -260 -260 -1,300 -2,600
The federal government’s three major public assistance 
programs—Temporary Assistance for Needy Families 
(TANF), the Supplemental Nutrition Assistance Program 
(SNAP, formerly known as Food Stamps), and Medic-
aid—have certain administrative tasks in common. For 
instance, during the enrollment process, each program 
requires that potential recipients provide information 
about their family’s income, assets, and demographic 
characteristics. Before enactment of the 1996 welfare 
reform law, the Personal Responsibility and Work Oppor-
tunity Act, which replaced Aid to Families with Depen-
dent Children (AFDC) and some related programs with 
the TANF block grant program, all three programs reim-
bursed states for 50 percent of most administrative costs. 
As a matter of convenience, states usually charged the full 
amount of those common administrative costs to AFDC. 

TANF grants are calculated on the basis of past federal 
welfare spending, including what the states received as 
reimbursement for administrative costs. Because states 
had previously paid the common administrative costs of 
their AFDC, Medicaid, and Food Stamp programs from 
AFDC funds, those amounts are now included in their 
TANF grants. However, the Department of Health and 
Human Services now requires each state to charge 
Medicaid’s share of common administrative costs to the 
federal Medicaid program, even if that amount is already 
implicitly included in the state’s TANF block grant. As a 
result, many states’ TANF grants are artificially high 
because they include a portion of Medicaid’s share of 
common administrative costs. 

This option would limit the federal reimbursement for 
administrative costs for the Medicaid program to the 
amount not included in the state’s TANF block grant, a 
restriction that would reduce federal payments by an esti-
mated $1.3 billion over the 2010–2014 period and by 
$2.6 billion over the 2010–2019 period. Overall, the 
reduction in funding for Medicaid would equal about 
one-third of the common costs of administering Medic-
aid, AFDC, and SNAP that were charged to AFDC in 
1996—the base period that is used to determine the 
amount of the TANF block grant. (A similar adjustment 
has already been made in the amount that the federal 
government pays the states to administer SNAP.) 

A rationale for this option is that it would eliminate the 
current double payment to states and save federal funds. 
A potential drawback is that states could argue that 
reducing federal payments might cause states to offset the 
diminished federal funding by making cuts to other parts 
of their Medicaid programs. 

«CBO»
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Option 73

Reduce the Taxes That States Are Allowed to Levy on Medicaid Providers

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -400 -2,100 -4,600 -4,900 -5,200 -17,200 -48,400
8

Medicaid, which is financed jointly by the states and the 
federal government, pays for health care services for cer-
tain low-income individuals. States administer the pro-
gram, paying health care providers for services rendered 
to Medicaid beneficiaries and submitting evidence of 
payments for medical claims to the federal government. 
In turn, states receive financial assistance from the federal 
government in the form of matching payments. Those 
federal matching funds are paid at rates ranging from 
50 percent to 83 percent of the state’s payments for med-
ical claims, depending on the state’s per capita income.

Many states finance a portion of their share of Medicaid 
spending by imposing taxes on health care providers and 
then using the revenues to increase payment rates to those 
same providers. In the process, states collect federal 
matching funds to cover those higher payments. In a sim-
ple example, if a state with a federal matching rate of 
50 percent paid a medical professional $100 for services 
provided to Medicaid beneficiaries, it would receive a fed-
eral matching payment of 50 percent of that amount. In 
the absence of a tax on the health care provider, the state 
and federal governments would each pay $50 for the ser-
vices. But if the state assessed a tax on the provider of 
5.5 percent—the maximum allowed in 2008—and then 
paid the provider $106 ($100 plus 5.5 percent rounded 
to the nearest dollar) for services rendered to Medicaid 
beneficiaries, the provider’s net payment from the state 
would still be $100 ($106 minus $6). However, the fed-
eral government would reimburse the state for 50 percent 
of the total payment—$53 ($106 times 50 percent), leav-
ing the state paying only $47 ($53 minus $6). The effec-
tive federal matching payment thus would increase from 
50 percent to 53 percent in the above example.
In recent years, tax collections from providers have grown 
by more than 20 percent annually as states have increased 
their use of provider taxes. In the Tax Relief and Health 
Care Act of 2006, policymakers temporarily reduced the 
tax rate that states were allowed to assess on Medicaid 
providers from 6 percent of a health facility’s gross reve-
nue to 5.5 percent for the period beginning January 1, 
2008, and ending September 30, 2011. After September 
30, 2011, the rate will return to 6 percent. This option 
would gradually reduce the rate to 3.0 percent by 2012. 
As a result, federal spending would decrease by an esti-
mated $17 billion during the 2010–2014 period and by 
$48 billion over the 2010–2019 period.

A rationale for implementing this option is that the states’ 
ability to maximize federal payments by imposing taxes 
on providers would be reduced. Because some states may 
use provider taxes to effectively inflate their federal 
matching rates, lowering the ceiling on allowable pro-
vider taxes to 3 percent would limit states’ ability to max-
imize federal assistance. Consequently, federal Medicaid 
payments to states would decrease. 

An argument against this option is that lower federal pay-
ments could shift more of the burden of the Medicaid 
program’s growing costs to the states and possibly provide 
an incentive for states to scale back their spending for 
Medicaid. Unless states were willing to pay more of the 
costs themselves or were able to find ways to provide 
more cost-effective care, access to health services for low-
income people might be diminished. Reduced federal 
spending could also lead to decreased payment rates for 
providers.
RELATED CBO PUBLICATION: Statement of Donald B. Marron, Acting Director, Congressional Budget Office, before the Senate Special Committee on 
Aging, Medicaid Spending Growth and Options for Controlling Costs, July 13, 2006
«CBO»
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Option 74

Modify the Amount of the Brand-Name Drug Rebate in the Medicaid Program 

Notes: AMP = average manufacturer price; * = less than $5 million.

a. Estimates include potential savings realized by the U.S. Postal Service, whose spending is classified as off-budget.

b. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

c. Estimates exclude the potential effect of changes in discretionary spending. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

 
Eliminate the Best-Price Provision and 

Increase the Flat Rebate to 23.1 Percent of AMP

Change in Mandatory Spendinga -10 -20 -20 -20 -20 -90 -230

Change in Revenuesb   50     80      80      90      90    390       990

Net Effect on the Deficitc -60 -100  -100 -110 -110 -480 -1,220

Change in Discretionary Spending

Budget authority -10 -10 -10 -10 -10 -50 -120

Outlays -10 -10 -10 -10 -10 -50 -120

Eliminate the Best-Price Provision and 
Increase the Flat Rebate to a Budget-Neutral Percentage

Change in Mandatory Spendinga 50 80 80 90 90 390 990

Change in Revenuesb 50 80 80 90 90 390 990

Net Effect on the Deficitc 0 0 0 0 0 0 0

Change in Discretionary Spending

Budget authority -10 -10 -10 -10 -10 -50 -120

Outlays -10 -10 -10 -10 -10 -50 -120

Increase the Medicaid Flat Rebate from 15.1 Percent to 23.1 Percent of AMP 

Change in Mandatory Spendinga -260 -520 -570 -620 -680 -2,650 -7,000

Change in Revenuesb     10     20     20     20     20        90       240

Net Effect on the Deficitc -270 -540 -590 -640 -700 -2,740 -7,240

Change in Discretionary Spending

Budget authority * * * * * -10 -30

Outlays * * * * * -10 -30
Spending for prescription drugs by the Medicaid pro-
gram is subject to upward pressures that are similar to 
those affecting overall spending for prescription drugs. 
The federal component of Medicaid’s prescription drug 
spending (Medicaid is a joint federal/state program) 
totaled approximately $9 billion in 2007, net of rebates 
collected from manufacturers. That amount constitutes 
approximately 7 percent of the federal share of the pro-
gram’s fee-for-service spending in that year. 
The amount that Medicaid pays for a particular drug 
depends on two prices: the average wholesale price 
(AWP), which is a list price published by a drug’s manu-
facturer; and the average manufacturer price (AMP), 
which is the average price that a manufacturer actually 
receives for drugs that it distributes to retail pharmacies 
and mail-order establishments. For brand-name drugs, 
state Medicaid agencies typically pay pharmacies the 
AWP minus a percentage (usually ranging from 10 per-
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cent to 15 percent, depending on the state) plus a 
dispensing fee. The federal and state governments recoup 
a portion of that spending through rebates that the drug 
manufacturers pay to Medicaid. 

For brand-name drugs, the basic rebate is equal to the 
greater of a fixed, or flat, percentage of the AMP—
15.1 percent currently—or the difference between the 
AMP and the “best price” at which the manufacturer sells 
the drug to any private purchaser. The Congressional 
Budget Office estimates that the average basic rebate at 
the end of 2007 was 23.1 percent of the AMP. Although 
many manufacturers offer large discounts to private pur-
chasers, the best-price provision discourages manufactur-
ers from offering discounts larger than the flat rebate 
because any such discount automatically triggers a larger 
rebate to Medicaid. An additional manufacturer’s rebate 
applies if the AMP grows faster than inflation. Makers of 
generic drugs must provide a rebate to Medicaid of 11 
percent of the AMP. States’ payments for generic drugs 
are generally limited by a federal ceiling on prices. Some 
states, however, choose to set payments for generic drugs 
that are lower than the federal ceiling. 

This option presents several ways to modify manufactur-
ers’ rebates for brand-name drugs in the Medicaid pro-
gram. Each approach generates a different budgetary 
outcome.

B The first alternative would eliminate the best-price 
provision and increase the flat rebate from 15.1 per-
cent to 23.1 percent, which is currently the average 
Medicaid basic rebate amount after taking into 
account best price discounts. This alternative would 
reduce mandatory federal spending and increase reve-
nues for a net reduction in the deficit of an estimated 
$480 million over the 2010–2014 period and about 
$1.2 billion over the 2010–2019 period. 

B The second alternative would eliminate the best-price 
provision and increase the flat rebate to an amount 
that would be budget neutral from the perspective of 
direct spending and revenues. Eliminating the best-
price requirement and leaving the flat rebate at 
15.1 percent would impose a cost on the Medicaid 
program because the best-price provision would 
increase the average Medicaid rebate to 23.1 percent. 
As a result, CBO assumed in developing this alterna-
tive that policymakers would enact a new flat rebate 
amount to achieve budget neutrality.1 Increasing the 
flat rebate to a budget-neutral amount would offset 
the entire budgetary impact of this version of the 
option.

B The third alternative would leave the best-price provi-
sion intact and increase the flat rebate from 15.1 per-
cent to 23.1 percent. That change would reduce 
mandatory federal spending and increase revenues for 
a net reduction in the deficit of an estimated $2.7 bil-
lion over the five years from 2010 to 2014 and about 
$7.2 billion over the 10 years from 2010 to 2019. 

By completely eliminating the best-price provision, the 
first and second alternatives might allow private purchas-
ers to buy certain drugs at much lower prices, because 
manufacturers would no longer be required to give those 
low prices to the Medicaid program as well. The third 
alternative would delay the point at which the best-price 
provision was triggered. In each case, federal revenues 
would increase slightly because a decrease in premiums 
would increase taxable wages for individuals with 
employment-based plans. Access to lower prices would 
lower premiums for private health insurance and the Fed-
eral Employees Health Benefits (FEHB) program. Addi-
tionally, discretionary spending by federal agencies on 
FEHB premiums for current employees would decrease, 
assuming appropriations for federal agencies reflect 
reduced FEHB costs.2 

An argument in support of the three alternatives is that, 
to varying degrees, they would enable drug manufacturers 
to offer greater discounts to private purchasers. A poten-
tial drawback of each of the alternatives involves the 
Medicaid program’s treatment of manufacturers’ intro-
ductory prices for new drugs. Medicaid does not place 
constraints on those prices (unlike the restrictions it 
places on price increases by requiring an additional rebate 
when such increases exceed inflation). As a result, under 
each alternative, pharmaceutical firms might set higher 

1. This alternative would also decrease the price that some private 
purchasers would pay for prescription drugs. That, in turn, would 
lower private health insurance premiums and increase federal 
revenues. Therefore, the budget-neutral flat rebate would be 
somewhat less than 23.1 percent of the AMP.

2. Prescription drug prices charged to certain purchasers, such as the 
Department of Veterans Affairs (VA), the Department of Defense 
(DoD), and Medicare Part D Prescription Drug Plans are 
excluded from best price. Therefore, CBO does not estimate any 
changes in VA, DoD, or Medicare spending under this option.
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“launch” prices for new drugs to offset reduced revenues 
from Medicaid. Estimates for all alternatives reflect such 
costs. The prices of drugs covered by Medicaid would rise 
even more if the best-price provision was eliminated, 
although private health plans might be able to negotiate 
steeper discounts on new drugs to bring prices down to 
what they might have been in the absence of any of the 
alternatives. However, the interaction of the higher basic 
rebate with the additional inflation-adjusted rebate makes 
the ultimate effect of this option on the prices paid by 
private purchasers difficult to project. 

«CBO»
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Option 75

Apply the Fee-for-Service Medicaid Drug Rebate to Drugs Purchased for 
Medicaid Managed Care Enrollees

Notes: MCOs = managed care organizations; * = less than $5 million. 

a. Estimates include potential savings realized by the U.S. Postal Service, whose spending is classified as off-budget.

b. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

c. Estimates exclude the potential effect of changes in discretionary spending. 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Require Drug Manufacturers to Pay Medicaid MCOs the Medicaid Rebate

Change in Mandatory Spendinga -180 -420 -720 -800 -900 -3,020 -9,190

Change in Revenuesb       *       *     -10   - 10    -10       -30        -80

Net Effect on the Deficitc -180 -420 -710 -790 -890 -2,990 -9,110

Change in Discretionary Spending  

Budget authority * * * * * * 10

Outlays * * * * * * 10

Require Drug Manufacturers to Pay States the 
Medicaid Rebate for Drugs Purchased by Medicaid MCOs

Change in Mandatory Spendinga -200 -500 -900 -1,000 -1,100 -3,700 -11,100

Change in Revenuesb       *       *   -10   -10      -10        -30         -80

Net Effect on the Deficitc -200 -500 -890 -990 -1,090 -3,670 -11,020

Change in Discretionary Spending  

Budget authority * * * * * * 10

Outlays * * * * * * 10
Medicaid programs furnish health care coverage to bene-
ficiaries through a combination of fee-for-service (FFS) 
and managed care arrangements. Under risk-based 
managed care arrangements, managed care organizations 
(MCOs) are responsible for the costs that enrollees incur 
for care above a fixed monthly payment that the MCOs 
receive from the states. According to the Centers for 
Medicare and Medicaid Services, 38 states contracted 
with risk-based MCOs in 2006, primarily to cover 
children and nondisabled adults.

Manufacturers of drugs covered under the FFS compo-
nent of Medicaid pay rebates to the program on Medic-
aid’s purchases of those drugs. The amount of the rebate 
is defined by law; however, the rebate does not apply to 
MCOs’ purchases of drugs for Medicaid beneficiaries. 
Partly as a result, nearly a dozen states exclude the drug 
benefit when they contract with MCOs for services, an 
arrangement known as “carving out” the drug benefit. 
In those states, enrollees in the managed care portion of 
Medicaid receive drug coverage through the FFS 
program. 

This option would require prescription drug manufactur-
ers to pay a rebate on drugs purchased for beneficiaries in 
the risk-based managed care component of Medicaid that 
is similar to the rebate required in the FFS component of 
the program in one of two ways. (This option does not 
prohibit MCOs from negotiating additional rebates 
above the amount defined by law.)

B The first alternative under this option would require 
manufacturers to pay the Medicaid FFS rebate to the 
Medicaid MCO. The combined effect of the esti-
mated changes in revenues and spending by manda-
tory health programs under this alternative would 
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reduce deficits by about $3.0 billion during the 
2010–2014 period and by about $9.1 billion during 
the 2010–2019 period. 

B The second alternative would require manufacturers 
to pay the Medicaid FFS rebate directly to states. The 
combined effect of the estimated changes in revenues 
and spending by mandatory health programs under 
this alternative would reduce deficits by $3.7 billion 
over the 2010–2014 period and by about $11.0 bil-
lion over the 2010–2019 period. 

Federal savings would be smaller under the first alterna-
tive than under the second because the Congressional 
Budget Office assumed that Medicaid MCOs would 
retain a portion of the higher rebate rather than pass on 
all savings to the Medicaid program. Under the second 
alternative, in contrast, all savings from the higher rebate 
would go directly to state Medicaid programs. Estimates 
for both alternatives reflect the effects on revenues and 
the higher federal spending for the Federal Employees 
Health Benefits (FEHB) program that would result from 
a slight rise in the drug prices charged to private purchas-
ers. Those slightly higher drug prices would reduce fed-
eral revenues by a small amount because they would lead 
to higher health insurance premiums and, thus, a shift in 
compensation from taxable wages to nontaxable fringe 
benefits.

In addition to the reductions in state and federal outlays, 
an advantage of this option is that it would lessen the 
amount of influence that rebates exert in a state’s decision 
to carve out their pharmacy benefit. Indeed, the option 
might lead to an increase in the number of states that 
permit MCOs to manage the drug benefit, which would 
help the MCOs better coordinate and manage enrollees’ 
care and their use of prescription drugs.

A drawback of this option is that manufacturers might 
try to offset reductions in their revenue under the new 
rebate by setting higher initial prices for new drugs. Addi-
tionally, this option might lead to slightly higher costs for 
prescription drugs for some private health plans, includ-
ing those that participate in the FEHB program. The 
Medicaid drug rebate program—which now applies only 
to the fee-for-service portion of Medicaid—generally dis-
courages manufacturers from offering large discounts to 
certain private purchasers; expanding the rebate program 
to include the managed care portion of Medicaid might 
further discourage such discounts.1 Also, the estimated 
increase in private health plans’ costs under this option 
would decrease federal revenues slightly because a rise in 
premiums would reduce taxable wages for people with 
employment-based plans. The calculations shown reflect 
the estimated budgetary effects of manufacturers’ price 
offsets.

1. Prescription drug prices charged to certain purchasers, such as the 
Department of Veterans Affairs (VA), the Department of Defense 
(DoD), and Medicare Part D Prescription Drug Plans are 
excluded from best price.  Therefore, CBO does not estimate any 
changes in VA, DoD, or Medicare spending under this option.

«CBO»
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Option 76

Apply the Medicaid Additional Rebate to New Formulations of Existing Drugs

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -130 -260 -280 -290 -310 -1,270 -2,970
8

In the fee-for-service portion of the Medicaid program, 
drug manufacturers must enter into a rebate agreement 
with the Centers for Medicare and Medicaid Services 
(CMS) to have their products covered. For each prescrip-
tion drug that is covered by Medicaid, participating man-
ufacturers must report two market prices to CMS: the 
average manufacturer price (AMP), which is the average 
price that a drugmaker receives for sales to retail pharma-
cies and mail-order establishments, and the lowest trans-
action price, or “best price,” that the manufacturer 
receives from sales to certain private buyers of the drug. 
Those prices, which serve as reference points for deter-
mining manufacturers’ rebate obligations, must be 
reported for each formulation and dosage of each 
prescription drug purchased on behalf of Medicaid 
beneficiaries. 

For brand-name prescription drugs, the manufacturer’s 
rebate obligation has two components: the basic rebate 
and an additional rebate. The basic rebate is the greater of 
either 15.1 percent of the AMP or the difference between 
the AMP and the best price. The second component, the 
additional rebate, may also apply depending on how 
quickly the manufacturer raises a drug’s price to private 
purchasers. Every form of every drug purchased on behalf 
of Medicaid beneficiaries has its own base-period AMP 
that is determined by the drug’s original market date. No 
additional rebate is owed if the drug’s current AMP does 
not exceed its inflation-adjusted base period level, as mea-
sured using the consumer price index for all urban con-
sumers; if the AMP does exceed the allowed inflation-
adjusted level, then an additional rebate is owed that is 
equal to the excess amount. 

Currently, modifications to existing drugs—new dosages 
or formulations—are generally considered new products 
for purposes of reporting AMPs to CMS. As a result, 
drugmakers can often avoid incurring an additional 
rebate obligation by making a slight alteration to an exist-
ing product.

This option would treat a certain type of new formula-
tion—specifically, extended-release versions—of existing 
drugs more like the original product for purposes of cal-
culating the additional rebate. Under the option, when a 
new, extended-release version of an existing drug was 
introduced, the additional rebate obligation for that new 
drug would be either the AMP percentage that is owed 
under current law or the AMP percentage owed for the 
original drug, whichever is greater. Implementing the 
option would increase rebate amounts and reduce federal 
outlays by an estimated $1.3 billion over the 2010–2014 
period and by $3 billion over the 2010–2019 period. 

An advantage of this option is that it would remove a 
loophole that enables drug manufacturers to circumvent 
their rebate obligations simply by altering an existing 
product. Under current law, even a minor change to an 
existing drug can lead to a “new” product designation 
that does not trigger the inflation-related rebate even if 
the initial price for that new product is substantially 
higher than the price for the original formulation. 

A potential drawback to this option is that it could dis-
courage some manufacturers from developing new for-
mulations even when the new products might offer 
advantages over older versions of the same product. Also, 
the additional rebate, like the basic rebate, limits drug-
makers’ pricing flexibility in private markets because 
changes in prices for private buyers can affect their rebate 
obligation.
RELATED CBO PUBLICATION: The Rebate Medicaid Receives on Brand-Name Prescription Drugs, Letter to the Honorable Charles E. Grassley, 
June 21, 2005
«CBO»
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Option 77

Base Medicaid’s Pharmacy Payment Formulas for Brand-Name Drugs on the 
Average Manufacturer Price

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -270 -260 -250 -240 -220 -1,240 -2,750
In 2007, the federal government spent nearly $9 billion, 
net of rebates, on prescription drugs covered by the Med-
icaid program. An important component of that spend-
ing is the amount Medicaid pays pharmacies to provide 
drugs to Medicaid beneficiaries. Each state Medicaid pro-
gram determines its payment on the basis of two factors: 
the pharmacy’s cost of acquiring the drug from the manu-
facturer (the ingredient cost) and the cost of dispensing 
the drug to the beneficiary (the dispensing fee). 

For brand-name drugs with no available generic substi-
tutes, states typically pay pharmacies using a formula 
based on the drugs’ average wholesale price (AWP). Com-
parable to the automobile industry’s “sticker price,” the 
AWP is a list price that exceeds the actual acquisition cost 
of the drug. State payment formulas usually are set equal 
to 85 percent to 90 percent of the AWP plus a dispensing 
fee that typically ranges from $3 to $5 for each prescrip-
tion filled. 

This option would require states to change their Medic-
aid payment formulas for brand-name drugs that have no 
generic substitutes and to base those formulas on an 
actual transaction price—the average manufacturer price 
(AMP). The AMP, which does not include any whole-
saler’s markup, is the average price that manufacturers 
earn on sales to the retail class of trade. AMPs are cur-
rently confidential prices that are required to be reported 
to the Centers for Medicare and Medicaid Services 
(CMS) as the administrator of Medicaid’s rebate pro-
gram. In 2003, the AMP amounted to, on average, about 
79 percent of the AWP for brand-name drugs with no 
generic substitutes. The Congressional Budget Office has 
estimated that the acquisition cost to retail pharmacies 
averages about 4 percent above the AMP for brand-name 
drugs that have no generic alternatives.

The federal government has already taken action to base 
Medicaid’s payments for generic drugs and for brand-
name drugs with generic substitutes on the AMP. The 
payment rate for those drugs is subject to a federally 
imposed price ceiling called the federal upper limit 
(FUL). States do not receive federal Medicaid matching 
funds for amounts paid in excess of the FUL (plus a dis-
pensing fee set by the state). In order to reduce the 
amount that Medicaid pays for these drugs, the Deficit 
Reduction Act of 2005 (DRA) required that FULs be 
calculated on the basis of the AMP rather than on pub-
lished list prices. However, the Medicare Improvements 
for Patients and Providers Act (MIPPA) of 2008 (Public 
Law 110-275) delayed the implementation of that 
change until October 2009. There are currently no laws 
in place that impose AMP-based payment calculations 
for brand-name drugs that do not have generic substi-
tutes (and are not subject to the FUL). 

States commonly base their payment methodologies on 
the average wholesale price partly because AWPs are 
widely available in drug-pricing compendiums. By con-
trast, the confidential nature of AMPs makes developing 
payment formulas based on those prices more difficult 
than developing them from published AWPs. After the 
passage of the DRA, which mandated that CMS share 
AMP data with states on a monthly basis and publish 
AMP data on the Internet on a quarterly basis, the 
National Association of Chain Drugstores obtained a pre-
liminary injunction. The injunction stopped CMS from 
providing the AMPs to state Medicaid agencies and from 
publishing AMP data on the Internet. (Subsequently, 
MIPPA delayed the publication of the AMPs until 
October 2009.) The injunction also stopped the shift in 
Medicaid’s pharmacy payment rates toward an AMP-
based system for generic drugs and their brand-name 
counterparts. As of December 2008, a final decision in 
that case had not yet been reached. 

This option would require states to pay pharmacies no 
more than 104 percent of the AMP, plus a dispensing fee 
set by the state, for brand-name drugs with no generic 
substitutes. States would not receive federal Medicaid 
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matching funds for payments to pharmacies that 
exceeded that amount. In estimating the savings associ-
ated with this option, CBO assumed that, by October 
2009, states would have access to AMP data that they 
could then use to determine brand-name-drug payment 
rates. 

According to CBO’s estimates, this option would reduce 
mandatory federal spending by $1.2 billion over the 
2010–2014 period and by $2.8 billion over the 2010–
2019 period. Savings decrease in the near term because, 
over time, states would partially offset the limits placed 
on payments for ingredient costs under this option.
An advantage of this option is that it would link states’ 
Medicaid payments for brand-name drugs more closely 
to the actual acquisition cost of the drug. A rationale for 
not making the change embodied in this option—one 
also used as a basis for the injunction—is that pharmacies 
would receive lower Medicaid payment rates that might 
prompt some of them to stop participating in the Medic-
aid program. If they are to sustain existing pharmacy net-
works, state Medicaid programs might have to modify 
payments to pharmacies, such as the dispensing fees, in 
order to offset the lower reimbursement rate for the 
ingredient cost. 

«CBO»
8
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Option 78

Encourage Therapeutic Substitution in Medicaid by Applying
Federal Upper Payment Limits to Two Classes of Drugs
 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -70 -70 -60 -50 -250 -400
In 2007, Medicaid paid about $1 billion, of which the 
federal share was about $600 million, to pharmacies for 
prescriptions for proton pump inhibitors, a class of drugs 
for treating ulcers and other gastric acid conditions, and 
for nonbenzodiazepine hypnotic agents, for treating 
insomnia. More than 70 percent of that spending was for 
the top-selling brand-name drugs in those classes, all of 
which are available only from a single source; no 
bioequivalent generic alternative—that is, another drug 
with identical active ingredients that perform in the same 
manner as the brand-name drug—is available. However, 
generic alternatives that are not bioequivalent are avail-
able within each of those therapeutic classes at less cost. 
Substituting one of the lower-priced generic drugs for the 
single-source brand-name drug would reduce spending 
for the Medicaid program. (Substituting a generic drug 
for a brand-name drug in the same class when the generic 
version has a different active ingredient is called thera-
peutic substitution and requires the consent of the pre-
scribing physician.) 

Under the federal laws that govern Medicaid, states are 
allowed some discretion in how much they pay pharma-
cies for single-source drugs. However, states’ payments for 
generic drugs and their brand-name counterparts 
(referred to as multiple-source drugs) are constrained 
overall by a cap, which is based on the federal upper limit 
(FUL). Currently, that limit is equal to 150 percent of the 
lowest published list price among the generic bioequiva-
lent alternatives. Beginning in 2010, the FUL will be 
250 percent of the lowest average manufacturer price 
among all generic alternatives.1 For multiple-source 
drugs, states’ limits on spending are based on the cost of 
those drugs valued at the FUL plus a dispensing fee set by 
each state. If a state’s overall spending for multiple-source 

1. The average manufacturer price is the average price that manufac-
turers receive for drugs sold to retail and mail-order pharmacies. 
Manufacturers report those prices to the Centers for Medicare and 
Medicaid Services.
drugs under Medicaid exceeds that limit, the federal gov-
ernment will not reimburse the state for the excess 
amount. 

This option would create a payment system under Med-
icaid that would encourage therapeutic substitution of 
generic alternatives for certain single-source brand-name 
drugs. The option would extend the FUL concept to 
brand-name drugs with no generic alternatives in two 
specific therapeutic classes: proton pump inhibitors and 
nonbenzodiazepine hypnotic agents. An upper payment 
limit would be set equal to the average prescription cost 
(valued at its federal upper limit) of the most frequently 
used generic drug within the therapeutic class. Beginning 
in 2011, the federal government would not pay states for 
spending that exceeded that upper limit (plus a dispens-
ing fee) for those single-source brand-name drugs.

Under such a payment system, states would have an 
incentive to create programs that shifted utilization 
toward generic drugs within the two therapeutic classes. 
States could, for example, place the single-source drugs 
within those classes on a prior authorization list to dis-
courage their use. In that case, a Medicaid patient would 
be unable to obtain the single-source drug unless the pre-
scribing physician first obtained permission from the 
state Medicaid program (by making a telephone call or 
completing the requisite paperwork). Many states require 
prior authorization for some drugs that are dispensed to 
Medicaid patients. 

This option would save an estimated $250 million over 
the 2010–2014 period and about $400 million over the 
2010–2019 period. Those estimates take into account 
anticipated competition over the 10-year period from 
bioequivalent generic alternatives for some of the brand-
name drugs in the two therapeutic classes that are 
currently single-source drugs. That expected generic 
competition would cause savings to decline over time.
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A rationale for this option is that, in the vast majority of 
cases, it could help reduce Medicaid’s spending for 
prescription drugs without affecting health outcomes. 
The choice of proton pump inhibitors and non-
benzodiazepine hypnotic agents for this option was based 
on the fact that those classes of drugs contain some of the 
top-selling drugs in the Medicaid program. Moreover, 
benefit managers for private-sector pharmacies com-
monly promote therapeutic substitution within those 
classes. Although under this option Medicaid would use a 
different mechanism, it would be adopting a similar 
approach—therapeutic substitution—to achieve program 
savings.

A potential disadvantage of the option is that patients 
might not respond as well to the generic alternative as 
they did to the single-source brand-name drug they had 
previously been taking. Furthermore, some doctors 
believe that once a patient’s condition has been stabilized 
with a prescription medication that appears to be work-
ing, a switch to a therapeutic alternative should not be 
made for cost reasons alone. 

«CBO»
8
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Option 79

Eliminate Allotment Caps for the State Children’s Health Insurance Program and 
Permit States to Expand Coverage up to 400 Percent of the Federal Poverty Level

Note: SCHIP = State Children’s Health Insurance Program; * = less than $50 million.

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending  

SCHIP 2,900 4,100 5,800 7,400 9,100 29,300 94,300

Medicaid -900 -800 -900 -800 -700 -4,100 -11,600

Change in Revenuesa         *     100     100     200     300       700     2,400

Net Effect on the Deficit 2,000 3,200 4,800 6,400 8,100 24,500 80,300
The State Children’s Health Insurance Program (SCHIP) 
provides each state with a capped allotment of funds 
determined by an annually updated formula that is based 
on the number of low-income children in the state, the 
number of such children who are uninsured, and a factor 
to adjust for differences in states’ health care costs. Fed-
eral funding for SCHIP has fluctuated over the years: 
Although the program was initially authorized at a fund-
ing level of approximately $4 billion annually from 1998 
to 2001, its annual funding dropped to about $3 billion 
from 2001 to 2003, then returned to about $4 billion 
from 2004 to 2006, and finally grew to $5 billion in 
2007—the final year of the initial authorization. SCHIP 
is now authorized through March 31, 2009, by the Medi-
care, Medicaid, and SCHIP Extension Act of 2007 (Pub-
lic Law 110-173) at an annual funding level of $5 billion. 
As part of its baseline projections for SCHIP, the Con-
gressional Budget Office assumes that the program’s 
annual funding will continue at the 2007 level during the 
2010–2019 period. 

In recent years, health care costs have grown faster than 
the SCHIP allotments, and for some states, SCHIP’s 
available funding is less than those states’ projections of 
the amounts needed to maintain their programs at cur-
rent levels of enrollment and benefits. As part of SCHIP’s 
current reauthorization, the Congress appropriated addi-
tional funding of $1.6 billion in 2008 and $275 million 
for the first half of 2009 for states to maintain their pro-
grams at their present levels. For the remainder of 2009, 
an estimated 25 states would not have enough funding to 
maintain their current programs, by CBO’s calculations; 
as a result, they would either use state-only funding to 
maintain their programs or make cuts in payment rates to 
providers, reduce benefit levels, or lower thresholds for 
eligibility, to bring the program’s costs within the federal 
allotments. Under the assumption that funding continues 
at $5 billion annually over the next 10 years, many states 
would be forced to cut their SCHIP programs further as 
health care costs continued to grow. 

This option would eliminate allotment caps for SCHIP. 
States could maintain their programs at their current lev-
els of eligibility or expand coverage to children in families 
with income of as much as 400 percent of the federal 
poverty level. The option would not allow states to 
expand coverage to the parents of children covered under 
SCHIP or to childless adults beyond the current eligibil-
ity levels. SCHIP would remain a federal matching pro-
gram using current-law enhanced matching rates. 

Under this option, SCHIP outlays would increase by an 
estimated $29.3 billion over the 2010–2014 period and 
by an estimated $94.3 billion over the 2010–2019 
period. CBO assumed that an interaction exists between 
SCHIP and Medicaid when SCHIP funding is less than 
states’ projections of the amounts needed to maintain 
current program levels. This interaction causes an 
increase in Medicaid’s outlays as states shift children from 
SCHIP to Medicaid. By contrast, when additional fund-
ing for SCHIP is provided, as would be the case under 
this option, Medicaid’s projected spending would 
decrease. In addition, CBO assumed that the expansion 
of SCHIP would cause a number of low-income families 
to seek coverage, and some of those families would have 
children eligible for Medicaid rather than SCHIP, again 
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increasing Medicaid’s outlays. On net, federal outlays for 
the Medicaid program would decrease by an estimated 
$4.1 billion over the 2010–2014 period and by $11.6 bil-
lion over the 2010–2019 period.

Implementation of this option would expand coverage 
for children in SCHIP and Medicaid by approximately 
4.3 million individuals by 2014, once the option was 
fully phased in. In addition, because some families that 
had employment-based coverage would choose, under 
the option, to enroll their children in SCHIP and Medic-
aid, tax revenues would increase as compensation shifts 
from nontaxable fringe benefits to taxable wages. As a 
result, the option would increase tax revenues by an esti-
mated $700 million over the 2010–2014 period and by 
$2.4 billion over the 2010–2019 period. The net effect 
of the proposal would be to increase deficits by an esti-
mated $24.5 billion over the 2010–2014 period and by 
$80.3 billion over the 2010–2019 period.

An argument in support of this option is that providing 
states with enough federal funding to maintain their cur-
rent level of SCHIP benefits and coverage beyond March 
2009 would eliminate reductions in existing coverage. 
Furthermore, states would have more flexibility to pro-
vide coverage to additional children who were eligible 
under current criteria but were not enrolled in the pro-
gram as well as to expand coverage to children at higher 
income levels who might otherwise be uninsured. 
An argument against this option is that expanding cover-
age could lead to increased substitution of SCHIP for pri-
vate coverage and increased costs as a result of states’ 
efforts to maximize federal matching funds. Regarding 
substitution of coverage, CBO has concluded—on the 
basis of a review of the research literature— that for every 
100 children enrolled in SCHIP, between 25 and 50 
would otherwise have had private insurance. The poten-
tial for substitution would increase as the income levels of 
the families of eligible children rose (because larger pro-
portions of children at higher income levels have private 
insurance coverage). Furthermore, CBO expects that 
converting the financing of SCHIP from a capped allot-
ment to an entitlement would reduce states’ incentives to 
be cost-efficient and would increase the incentive for 
states to manipulate their funding to maximize the 
amount of federal matching funds they could receive, as 
has occurred in the past under Medicaid. Such changes in 
incentives would lead to a rise in the costs of the program 
above and beyond the cost of new enrollment. 

Although this option would cap eligibility for benefits at 
400 percent of the federal poverty level, a proposal that 
did not include a limit on the program’s upper eligibility 
threshold could have unforeseen interactions with the 
private insurance market, in the context of states’ efforts 
to reform their health care systems, which could poten-
tially increase the costs of this option beyond the esti-
mates presented. However, for this option CBO has not 
estimated any additional costs as a result of significant 
changes in the private insurance market. 
RELATED CBO PUBLICATIONS: The State Children’s Health Insurance Program, May 2007; and Statements of Peter R. Orszag, Director, Congres-
sional Budget Office, Covering Uninsured Children in the State Children’s Health Insurance Program, before the House Subcommittee on Health, 
Committee on Energy and Commerce, May 15, 2008, and before the Senate Subcommittee on Health Care, Committee on Finance, April 9, 2008
«CBO»
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Option 80

Adjust Funding for the State Children’s Health Insurance Program to Reflect 
Increases in Health Care Spending and Population Growth

Note: SCHIP = State Children’s Health Insurance Program.

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending  

SCHIP

Budget authority 300 600 900 1,300 1,700 4,800 20,300

Outlays 200 400 800 1,200 1,400 4,000 18,000

Medicaid

Budget authority 0 -100 -300 -400 -500 -1,300 -6,800

Outlays 0 -100 -300 -400 -500 -1,300 -6,800

Total

Budget authority 300 500 600 900 1,200 3,500 13,500

Outlays 200 300 500 800 900 2,700 11,200
Enacted as part of the Balanced Budget Act of 1997, the 
State Children’s Health Insurance Program (SCHIP) 
finances health care coverage for certain uninsured chil-
dren from low-income families. States administer SCHIP 
through their Medicaid programs or as a separate pro-
gram, or as a combination of those approaches. The 
program, which began operation in 1998, was originally 
authorized through 2007. It is currently operating under 
an extension provided under the Medicare, Medicaid and 
SCHIP Extension Act of 2007 (Public Law 110-173) 
through March 31, 2009. For the purpose of its baseline 
budget projections and consistent with statutory guide-
lines, the Congressional Budget Office assumes that 
funding for the program beyond March 31, 2009, will 
continue at its level in 2007—$5 billion annually.

Under the baseline’s assumption of a steady level of 
$5 billion in annual funding, SCHIP would gradually 
cover an increasingly smaller proportion of the eligible 
population because of the rising cost of medical care and 
the increasing size of the population of children nation-
wide. Thus, future funding for SCHIP as projected in 
CBO’s baseline would not allow or enable a number of 
states to continue operating their current programs. 
(CBO estimates that 25 states will need $1.7 billion in 
additional funding to maintain current program levels 
through the remainder of 2009.)
This option would index SCHIP’s funding to the rate of 
growth of per capita health expenditures—using projec-
tions of national health expenditures (NHE) from the 
Centers for Medicare and Medicaid Services—and to the 
approximate rate of growth of the SCHIP-eligible popu-
lation.1 According to the most recent NHE projections, 
which were released in January 2008, per capita health 
expenditures will grow by nearly 6 percent annually after 
2010, a pace more rapid than the rate of growth of the 
overall economy and general inflation. Under this option, 
funding for SCHIP would increase by about $5 billion 
over the 2010–2014 period and by $20 billion over the 
2010–2019 period; SCHIP spending would increase by 
$4 billion over the 2010–2014 period and by $18 billion 
over the 2010–2019 period. However, savings to the 
Medicaid program resulting from the increase in SCHIP 
allotments would offset the total costs of this proposal by 
about $1 billion over the 2010–2014 period and by 
$7 billion over the 2010–2019 period. (Once their 
SCHIP spending exceeded their available funds, some 
states could continue to receive federal matching funds at 
the lower Medicaid matching rate. Therefore, additional 
funding for SCHIP would reduce the number of children 
shifted to Medicaid.) 

1. Other growth indexes could be used—including general price 
inflation or nominal growth in the economy.
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An argument for this option is that without the increase 
in funding, many states would be unable to maintain 
their current benefits and coverage beyond March 2009. 
(Even with the increase, some states may still not have the 
federal funding to meet fully the need of their current 
SCHIP program levels.) Therefore, to maintain their cur-
rent programs, states would have to pay an increasing 
share of the costs, reduce the benefits they provide to 
recipients, restrict the number of children deemed eligible 
for aid, cut provider rates under Medicaid, or implement 
some combination of those four responses. Another argu-
ment for this option is that the number of children who 
are eligible for SCHIP will probably grow more quickly 
than the overall population of children as the share of 
people who have private health care coverage continues to 
decline gradually.

An argument against this option is that current levels of 
funding reflect policymakers’ intention to establish 
SCHIP as a program with limited federal funding. 
According to that argument, states should design pro-
grams with those limits in mind and pay for any addi-
tional spending entirely with their own funds. In general, 
states have flexibility in setting income eligibility levels 
and the benefit packages they provide through their pro-
grams, and they may alter those two components to 
reflect the availability of federal and state funds. Another 
argument against this option maintains that additional 
funding need not be provided because some states have 
used SCHIP funds—which were intended to insure chil-
dren—to provide coverage for adults. However, that 
argument is undercut by the fact that SCHIP is serving 
fewer and fewer adults (because waivers of the program’s 
rules that allowed that coverage to be provided are not 
being renewed). In addition, the Deficit Reduction Act of 
2005 prohibits new SCHIP waivers for nonpregnant, 
childless adults.
RELATED CBO PUBLICATIONS: The State Children’s Health Insurance Program, May 2007; and Statements of Peter R. Orszag, Director, Congres-
sional Budget Office, Covering Uninsured Children in the State Children’s Health Insurance Program, before the House Subcommittee on Health, 
Committee on Energy and Commerce, May 15, 2008, and before the Senate Subcommittee on Health Care, Committee on Finance, April 9, 2008
8
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9
Premiums and Cost Sharing in 

Federal Health Programs

Each federal health program operates under its 
own rules in regard to enrollees’ financial obligations. 
Medicare beneficiaries generally do not pay a premium 
for services financed by Part A, such as hospital care, but 
they do face cost sharing for Part A services. Beneficiaries 
must also pay a premium for Part B services, and most 
Part B services require cost sharing at the point of service. 
The standard Part B premium will be $96.40 per month 
in 2009; beneficiaries with high income must pay a 
greater amount. Many Medicare beneficiaries have sup-
plemental coverage, either through an employment-
based retirement policy or privately purchased commer-
cial insurance (medigap plans), and some low-income 
beneficiaries are eligible for assistance from Medicaid for 
premiums and cost sharing. 

Medicare beneficiaries who enroll in the program’s drug 
benefit (Part D) generally pay a monthly premium and 
coinsurance for each prescription. However, Part D cov-
erage is available through multiple private plans, which 
are allowed by law to offer either the standard benefit 
(with an annual deductible, coinsurance of 25 percent, a 
gap in coverage, and an out-of-pocket limit) or an alter-
native structure (for example, no deductible and variable 
cost sharing, in which generic and certain brand-name 
drugs are less expensive). Consequently, beneficiaries’ 
obligations under Part D vary considerably. In addition, 
beneficiaries who meet certain income and eligibility 
requirements have little or no cost-sharing and receive 
assistance with their premiums through the Medicare 
Part D low-income subsidy program. 

For individuals enrolled in the Federal Employees Health 
Benefits (FEHB) program, premiums and cost sharing 
depend on the choice of plan. The federal government 
covers 75 percent of each participating plan up to a limit 
set at 72 percent of the national average premium. 
Retired federal employees may continue the insurance 
they had during their working life by continuing in the 
FEHB program. They may also enroll in Medicare, in 
which case the FEHB program and Medicare coordinate 
coverage and payments. (In that case, Medicare is the pri-
mary payer, and the FEHB plan usually pays for the cost 
sharing Medicare requires.)   

Military personnel and retirees, and their dependents and 
survivors who are eligible to use TRICARE (the military’s 
health plan) pay cost sharing and enrollment fees that 
depend on the type of coverage they use and whether they 
are also eligible for other coverage, such as Medicare. Vet-
erans seeking health care from the Department of Veter-
ans Affairs currently face no premiums or enrollment 
fees; however, eligibility and cost sharing in that system 
depend on disability status, income, and other factors. 

The options in this chapter examine policies that would 
modify the cost-sharing obligations individuals face in 
those federal programs. Some options would provide 
greater uniformity among a program’s cost-sharing obli-
gations. Others would reduce overlapping coverage and 
duplication of benefits among programs. 
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Option 81

Replace Medicare’s Current Cost-Sharing Requirements with a Unified 
Deductible, a Uniform Coinsurance Rate, and a Catastrophic Limit

In Medicare’s traditional fee-for-service program—con-
sisting of services covered under Part A (hospital and 
other acute care) and Part B (which covers physicians’ 
and other outpatient services)—enrollees’ cost sharing 
varies significantly depending on the type of service pro-
vided. For example, enrollees who are hospitalized must 
pay a Part A deductible, which the Congressional Budget 
Office estimates will be $1,148 in 2011, for each “spell” 
of illness for which they are hospitalized; in addition, 
they are subject to daily copayments for extended stays in 
the hospital and for skilled nursing care. Meanwhile, the 
annual deductible for outpatient services covered under 
Medicare’s Part B is estimated to be $142 in 2011. 
Beyond that deductible, enrollees generally pay 20 per-
cent of allowable costs for most Part B services, but cost 
sharing can be significantly higher for outpatient hospital 
care. At the same time, certain services that are covered by 
Medicare, such as home health visits and laboratory tests, 
require no cost sharing. As a result of those variations, 
enrollees lack consistent incentives to weigh relative costs 
when choosing among options for treatment. Moreover, 
if Medicare patients incur extremely high medical costs, 
they can face a significant amount of cost sharing because 
the program does not cap those expenses.

This option would replace the current complicated mix 
of cost-sharing provisions with, first, a single combined 
annual deductible covering all services in Parts A and B of 
Medicare; second, a uniform coinsurance rate of 20 per-
cent for amounts above that deductible (including inpa-
tient expenses); and, third, an annual cap on each 
enrollee’s total cost-sharing liabilities. Specifically, under 
this option, the combined deductible would be $525 in 
2011, and the cap on total cost sharing would be $5,250. 
In later years, those amounts would grow at the same rate 
as Medicare’s costs per capita. According to CBO’s esti-
mates, if this option took effect on January 1, 2011, fed-
eral outlays would be reduced by about $7 billion over 
the 2010–2014 period and by $26 billion over the 2010–
2019 period.

An argument in support of this option is that it would 
provide greater protection against catastrophic costs while 
reducing Medicare’s coverage of more predictable 

expenses. Capping enrollees’ out-of-pocket expenses 
would especially help people who developed serious ill-
nesses, required extended care, or underwent repeated 
hospitalizations but lacked supplemental (medigap) cov-
erage for their cost sharing. The option would also 
increase incentives for enrollees to use medical services 
prudently. Deductibles and coinsurance rates expose 
enrollees to some of the financial consequences of their 
decisions about health care treatments and are aimed at 
ensuring that services are used only when an enrollee’s 
benefits exceed those costs. Although this option’s com-
bined deductible would be lower than the Part A deduct-
ible, the vast majority of Medicare enrollees are not hos-
pitalized in a given year; thus, most people without 
supplemental coverage would face the full cost for a larger 
share of the Part B services that they used. The uniform 
coinsurance rate across services would also encourage 
enrollees to compare the costs of different treatments in a 
more consistent way. In addition, the reductions in costs 
under this option for Medicare’s Part B program would 
translate into lower premiums for all enrollees.

An argument against the option is that it would increase 
cost-sharing liabilities for most Medicare enrollees. Spe-
cifically, those liabilities would rise modestly in 2011 for 
more than three-fourths of enrollees (by about $500, on 
average) and would stay the same for another 13 percent. 
(For the remaining 9 percent of enrollees, cost-sharing 
liabilities would fall by an average of about $4,500.) 
Enrollees who were hospitalized only once in a year 
would generally face higher costs because of the coinsur-
ance that would apply to that care; however, most enroll-
ees have supplemental insurance and would be insulated 
from those direct effects. (Some enrollees might see the 
effects in the form of higher premiums for their supple-
mental policies.) In addition, the option would make 
enrollees responsible for paying coinsurance for certain 
services—such as home health care—that are not cur-
rently subject to cost sharing. That requirement would 
increase administrative costs for some types of health care 
providers and could discourage enrollees from seeking 
treatment in some cases.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -900 -1,800 -2,100 -2,200 -7,000 -26,400
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Option 82

Restrict Medigap Coverage of Medicare’s Cost Sharing 

Cost-sharing requirements in Medicare’s fee-for-service 
sector can be substantial, so most enrollees obtain supple-
mental coverage from some source (including the Medic-
aid program or their former employer). About 25 percent 
of fee-for-service enrollees buy medigap policies—indi-
vidual insurance policies that are designed to cover most 
or all of Medicare’s cost-sharing requirements. Some 
studies have found that medigap policyholders use at least 
25 percent more services than Medicare enrollees who 
have no supplemental coverage and at least 10 percent 
more services than enrollees who have supplemental cov-
erage from a former employer (which tends to reduce, but 
not eliminate, their cost-sharing liabilities). Because 
enrollees are liable for only a portion of the costs of those 
additional services, it is taxpayers (through Medicare) and 
not medigap insurers or the policyholders themselves 
who bear most of the resulting costs. Federal costs for 
Medicare could be reduced if medigap plans were restruc-
tured so that policyholders faced some cost sharing for 
Medicare services but still had a limit on their out-of-
pocket costs.

This option would bar medigap policies from paying any 
of the first $525 of an enrollee’s cost-sharing liabilities for 
calendar year 2011 and would limit coverage to 50 per-
cent of the next $4,725 in Medicare cost sharing. (All fur-
ther cost sharing would be covered by the medigap policy, 
so enrollees could not pay more than about $2,888 in 
cost sharing in that year.) If those dollar limits were 
indexed to growth in average Medicare costs for later 
years, savings would total about $14 billion over the 
2010–2014 period and $41 billion over the 2010–2019 
period. Those estimates—which assume that all current 
and future medigap policies will be required to meet the 
new standards—reflect a reduction in Medicare costs of 
about 5 percent for the population of medigap policy-
holders that would be affected. (The Medicare Modern-
ization Act of 2003 authorized two similar—but 
optional—alternatives for medigap policies, but most 
enrollees choose plans that cover both the deductible and 
cost sharing.)

An argument in favor of this option is that if it was 
implemented, most Medicare enrollees who have medi-
gap policies would be better off financially as a result. 
Because insurers that offer medigap plans must compete 
for business, they would most likely reduce premiums to 
reflect the lower costs of providing the new policies. 
Indeed, most medigap policyholders would have smaller 
annual expenses under this option because their medigap 
premiums would decline to a greater extent than their 
cost-sharing liabilities would increase. (Part of the reason 
is that premiums for medigap policies are generally some-
what higher than the average cost-sharing liabilities that 
the policies cover, because of the administrative and other 
costs that medigap insurers incur. But the primary reason 
is that most of those liabilities are generated by a minority 
of policyholders.) Greater exposure to Medicare’s cost 
sharing might also lead some medigap policyholders to 
forgo treatments that would yield them few or no net 
health benefits. Indirectly, the decline in Medicare’s costs 
would also cause the program’s monthly premiums 
(which cover about 25 percent of costs for Medicare Part 
B) to fall, so other Medicare enrollees would also benefit.

An argument against this option is that medigap policy-
holders would face more uncertainty about their out-of-
pocket costs. For that reason, some policyholders might 
object to being prevented from purchasing coverage for 
all of their cost sharing, even if they would be better off 
financially in most years under this option. (Most medi-
gap policyholders buy optional coverage for the Part B 
deductible; high-deductible medigap policies have 
attracted only limited enrollment despite their lower pre-
miums.) Finally, the decline in the use of services by 
medigap policyholders (which would generate the federal 
savings under this option) might lead beneficiaries to 
forgo needed health services and so might adversely affect 
their health.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -2,000 -3,900 -4,100 -4,400 -14,400 -41,400
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Option 83

Combine Changes to Medicare’s Cost Sharing with Restrictions on 
Medigap Policies

The savings that would accrue from modifying Medi-
care’s cost-sharing requirements could be increased if 
medigap coverage—individual insurance policies that are 
designed to supplement Medicare coverage and cover 
such costs as deductibles and coinsurance—was simulta-
neously restricted (see Options 81 and 82). That is, the 
savings that would result from instituting both changes at 
the same time would exceed the sum of the savings 
derived if each option was implemented separately. That 
synergy arises because medigap policyholders would not 
be insulated from the changes in Medicare’s cost-sharing 
requirements if their medigap plans were also restructured.

Under this option, medigap plans would be prohibited 
from covering any of the new $525 combined deduct-
ible—which would apply to both Part A and Part B of 
Medicare’s fee-for-service program and which the 
Centers for Medicare and Medicaid Services would 
institute in 2011 (described in Option 81). In addition, 
medigap policies would be allowed to cover only 50 per-
cent of the program’s remaining cost-sharing require-
ments. Such a policy would correspond to the one 
described in Option 82, with coverage limited to 50 per-
cent of a beneficiary’s next $4,725 in Medicare cost shar-
ing (thus capping enrollees’ out-of-pocket expenses at 
about $2,888 in 2011). Under this combined option, the 
point at which the medigap policy’s cap on out-of-pocket 
costs was reached would also be the point at which the 
Medicare program’s new cap was reached. Between the 
deductible and the cap on out-of-pocket expenditures, 
policyholders would face a uniform coinsurance rate of 

20 percent for all services. If those various dollar limits 
were indexed to growth in per capita costs for Medicare 
in later years, this option would save about $23 billion 
over the 2010–2014 period and $73 billion over the 
2010–2019 period. Those estimates assume that partici-
pation in Medicare’s new cost-sharing requirements will 
be mandatory and that all medigap policies will be 
required to follow the new standards.

An argument in favor of this option is that it would 
appreciably strengthen incentives for more prudent use of 
medical services—both by raising the initial threshold of 
health care costs that most Medicare beneficiaries faced 
and by ensuring that enrollees generally paid at least a 
portion of all subsequent costs (up to the out-of-pocket 
limit). As a result, the savings from this option over a five-
year period would be about $5 billion more than the sum 
of savings achieved by implementing Options 81 and 82 
separately. 

An argument against this option is that even with the 
new catastrophic cap—which would protect Medicare 
enrollees against substantial out-of-pocket expenses—
some enrollees would object to any policy that denied 
them access to full supplemental coverage for their cost 
sharing. Furthermore, in any given year, a significant 
number of enrollees would see their combined payments 
for premiums and cost sharing rise as Medicare’s average 
subsidies were reduced and medigap plans were 
restructured.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -3,200 -6,200 -6,800 -7,200 -23,400 -73,000
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Option 84

Impose Cost Sharing for the First 20 Days of a Stay in a Skilled Nursing Facility 
Under Medicare

For enrollees who have been hospitalized and need con-
tinuing skilled nursing care or rehabilitation services on a 
daily basis, Medicare currently covers up to 100 days of 
care in a skilled nursing facility (SNF). There is no 
deductible for SNF care, and no copayment for the first 
20 days of each stay. A daily copayment is required for 
days 21 through 100; it is projected to be about $144 in 
2011. A substantial share of Medicare SNF stays are 
shorter than 20 days and therefore do not require any 
copayment. The Congressional Budget Office projects 
that total Medicare spending for SNF services will rise 
from about $25 billion in 2010 to $41 billion in 2019.

This option would impose a copayment for each of the 
first 20 days of care in a skilled nursing facility equal to 
5 percent of the inpatient deductible, which would be 
$57.40 per day in 2011. The maximum additional liabil-
ity for each SNF stay would thus equal the inpatient 
deductible (projected by CBO to be $1,148 in 2011) 
and would rise at the same rate over time. Imposing 
that copayment would reduce federal outlays by about 
$10 billion over the 2011–2014 period and by $27 bil-
lion over the 2010–2019 period.

The effect of this option on the use of SNF services and 
on beneficiaries’ out-of-pocket payments would depend 
on whether participants had supplemental coverage. 
Most individual medigap policies include full coverage of 
current SNF copayments, so beneficiaries with such poli-
cies would be insulated from the direct impact of the 
higher copayments—but they would most likely face 
higher medigap premiums. Employers’ spending on 

supplemental coverage for their retirees would also proba-
bly increase. This option would not directly affect Medi-
care beneficiaries who received full Medicaid benefits or 
those considered qualified Medicare beneficiaries, 
because Medicaid would be responsible for the additional 
copayments under this option. (The savings shown in 
this option are net of the additional federal Medicaid 
spending that would occur as a result.)

An argument in favor of this option is that it could dis-
courage some unnecessary use of Medicare-covered SNF 
services. CBO estimates that relatively few Medicare ben-
eficiaries would incur higher out-of-pocket costs under 
this option in any given year. For those beneficiaries, the 
absence of cost sharing under current law for the first 
20 days of SNF care may encourage additional use of 
those services, some of which may not be clinically 
necessary.

One argument against this option is that the added 
copayment could lead some beneficiaries to forgo services 
that would help avoid further complications from surgery 
or improve their health in other ways. Some beneficiaries 
might choose instead to receive similar services, such as a 
home health care benefit, which currently has no cost 
sharing. (The resulting added payments for home health 
services are reflected in the estimate of net program 
savings for this option.) In addition, expenditures for 
states would rise as a result of the increase in copayments 
covered by Medicaid.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -2,000 -2,700 -2,800 -2,900 -10,400 -26,800
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Option 85

Require a Copayment for Home Health Episodes Covered by Medicare

Medicare’s spending for home health care dropped during 
the late 1990s following the enactment of the Balanced 
Budget Act of 1997, which introduced a prospective pay-
ment system for home health services. Since 2000, how-
ever, spending for home health care has been rising. The 
Congressional Budget Office projects that the use of 
home health services, and the resulting costs to the Medi-
care program, will grow rapidly over the next 10 years as 
well. One reason for the projected rapid growth is that 
Medicare beneficiaries are not currently required to pay 
any of the costs of home health services covered by the 
program.

This option would charge Medicare beneficiaries a copay-
ment amounting to 10 percent of the total cost of each 
home health episode—a 60-day period of services—start-
ing on January 1, 2011. That change would yield net fed-
eral savings of about $15 billion over the 2010–2014 
period and $47 billion over the 2010–2019 period.

An argument in favor of this option is that it would 
directly offset a portion of Medicare’s home health out-
lays and encourage beneficiaries to use those services in a 
cost-conscious manner. The use of services would also 
decrease, most likely among the approximately 10 per-
cent of beneficiaries with fee-for-service Medicare 
only (in other words, beneficiaries who do not have 

supplemental insurance, such as medigap or “wrap-
around” retiree coverage, and who are not enrolled in 
Medicaid or a health maintenance organization).

An argument against this option is that it would increase 
the risk of significant out-of-pocket costs for the 10 per-
cent of Medicare enrollees who have fee-for-service cover-
age only—a population that tends to have lower income 
than do beneficiaries with private supplemental insur-
ance. As a result, implementing the option could cause 
some of those individuals to forgo beneficial care. 
(Among the majority of enrollees who have supplemental 
insurance, little or no drop in use would be expected, 
because their supplemental policies would presumably be 
expanded to cover the home health copayment proposed 
in this option.) Also, the approximately 25 percent of 
enrollees with individually purchased medigap policies 
would probably face higher premiums, and the costs of 
employment-based supplemental policies could also rise 
(again under the assumption that supplemental policies 
would cover the proposed home health copayment). 
Finally, this option would result in increased spending by 
Medicaid for home health care for individuals who had 
both Medicare and Medicaid coverage. (The federal share 
of higher Medicaid outlays is included in the estimated 
change in outlays.)

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -2,500 -3,700 -4,100 -4,500 -14,800 -46,800
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Option 86

Impose a Deductible and Coinsurance for Clinical Laboratory Services 
Covered by Medicare
 

Under current law, beneficiaries participating in Medicare 
Part B (which covers physicians’ and other outpatient ser-
vices and medical equipment) do not contribute to the 
costs of covered laboratory services. Medicare sets the 
payment for clinical lab services using a fee schedule, and 
providers must accept that amount as full payment for 
the service. For most other services covered under the 
Part B program, beneficiaries are subject to both a 
deductible (projected to be $142 in 2011), which is 
updated annually by the increase in the average cost of 
Part B services for aged beneficiaries, and a coinsurance 
rate of 20 percent.

This option would make laboratory services subject to 
the Part B standard deductible and to coinsurance 
requirements beginning on January 1, 2011. Because the 
administrative costs of billing enrollees for cost sharing 
would be large in comparison to the revenues that inde-
pendent laboratories would obtain, this option would 
require that independent laboratories bill the provider 
who ordered the test instead of billing Medicare and the 
enrollee separately. Providers, who already bill and collect 
fees from patients, would also collect beneficiary copay-
ments for laboratory services. The change would yield 
savings of about $8 billion over the 2010–2014 period 
and $24 billion over the 2010-2019 period. Because this 
option would reduce Medicare’s spending for Part B ser-
vices, it would also reduce receipts of Part B premiums. 
(Premiums are set to cover about 25 percent of Part B 

spending.) The estimates of savings include an offset 
reflecting the lower Part B premiums that Medicare 
would collect. In addition, the estimates include the fed-
eral costs of covering out-of-pocket payments for Medi-
care beneficiaries who are also covered by Medicaid—
because those beneficiaries are not responsible for cost 
sharing. 

A rationale for this option is that, besides reducing Medi-
care’s costs, such a change would make cost-sharing 
requirements under Part B more uniform and therefore 
easier for enrollees to understand. Moreover, although 
decisions about the appropriateness of tests are generally 
left to physicians, some enrollees might be less likely to 
request or undergo laboratory tests of little expected ben-
efit if they had to pay part of the costs themselves.

An argument against this option is that only a small por-
tion of the expected savings would stem from a more pru-
dent use of laboratory services; the rest would reflect the 
transfer of costs now borne by Medicare to enrollees. 
Because of those costs, some Part B enrollees might forgo 
valuable or needed laboratory testing, potentially hinder-
ing timely and effective clinical decisionmaking. Another 
argument against this option is that physicians’ billing 
costs might increase because providers would have to 
bill both Medicare and enrollees to collect payment for 
laboratory tests.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -1,400 -2,100 -2,300 -2,400 -8,200 -23,800
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Option 87

Increase the Basic Premium for Medicare Part B to 35 Percent of the 
Program’s Costs

Note: n.a. = not applicable. 

Medicare’s Part B program allows beneficiaries to obtain 
coverage for physicians’ and other outpatient services by 
paying a monthly premium ($96.40 in 2009). When the 
program began in 1966, the premium was intended to 
finance 50 percent of the program’s per-enrollee costs, 
with the remainder funded from general revenues. Legis-
lation enacted in 1972, however, limited annual growth 
in the Part B premium to the cost-of-living adjustment 
(COLA) for Social Security. Because medical spending 
grew more quickly than inflation, though, the premium’s 
share of costs subsequently fell below 25 percent. After 
setting the premium’s share at 25 percent during much of 
the 1980s, policymakers enacted the Omnibus Budget 
Reconciliation Act of 1990, which specified a dollar 
amount for the premium for 1991 through 1995; yet 
when per capita health care spending grew more slowly 
than anticipated, the premium’s share of per-enrollee 
costs rose to more than 31 percent. The Balanced Budget 
Act of 1997 permanently set the Part B premium at 
25 percent of Part B spending per enrollee. General reve-
nues fund the remainder of Part B spending. (Since Janu-
ary 2007, some higher-income enrollees have faced 
greater premiums for Part B, but the basic premium of 
25 percent still applies to about 95 percent of enrollees. 
That “income-related” Part B premium is described in 
Option 91.)

This option would raise the basic Part B premium from 
25 percent of the program’s cost per enrollee to 35 per-
cent over five years, beginning in 2010. The premium 
share would increase by 2 percentage points per year 
through 2014 and then remain at 35 percent, preserving 
the income-related premium shares specified in current 

law. Also, the “hold-harmless” provision—which protects 
Part B enrollees (other than those paying the income-
related premium) from a drop in their monthly net Social 
Security payment should the increase in the Part B pre-
mium exceed the Social Security COLA—would be 
reserved. (The hold-harmless provision would apply to 
more enrollees in 2010 because of the initial increase in 
premiums under this option.) This option would result 
in estimated savings of $64 billion over five years and 
$217 billion over 10 years. 

The main rationale for this option is that it would ease 
the budgetary pressures posed by rising costs in the Part B 
program, which are expected to accelerate as members of 
the baby-boom generation age. Even under this option, 
the public subsidy for most Part B enrollees—65 percent 
when fully phased in—would still be greater than the 
50 percent that was intended at the program’s outset. 
Also, because Medicaid pays the premiums for certain low-
income Part B enrollees with limited assets, about 
18 percent of Medicare beneficiaries would be unaffected.

An argument against this option is that it would reduce 
disposable income for many Part B enrollees. Also, higher 
premiums might lead to a decline in Part B enrollment; if 
such an effect materialized, however, it would most likely 
be small. In addition, expenditures for states would rise 
by about $18 billion over 10 years because they would 
pay higher premiums for people eligible for coverage 
through both Medicare and Medicaid. (The estimate 
above includes the federal share of increased Part B pre-
mium payments for individuals with dual eligibility.)

«CBO»

 Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -3.0 -7.0 -12.0 -18.0 -24.0 -64.0 -217.0

Memorandum:

Medicare Part B Premium

Share of program cost (Percent) 27 29 31 33 35 n.a. n.a.

Monthly amount (Dollars) 109.80 118.10 128.70 147.70 157.60 n.a. n.a.
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Option 88

Permanently Extend the Provision That Provides Cost-Sharing Assistance for 
Qualifying Individuals Under Medicaid

The Medicare Savings Program (MSP) provides cost-
sharing assistance for certain low-income Medicare bene-
ficiaries who qualify for various levels of assistance on the 
basis of their income. To be considered a Qualifying 
Individual (QI)—one of the categories of MSPs—an 
individual must have income between 120 percent and 
135 percent of the federal poverty level and meet certain 
requirements related to the assets he or she owns. Quali-
fying Individuals receive assistance only for premiums for 
Part B of Medicare (which pays for physicians’ and other 
outpatient services). Other MSPs, such as the Qualified 
Medicare Beneficiary program and the Specified Low-
Income Medicare Beneficiary program, apply to individ-
uals whose income is below 120 percent of the federal 
poverty level. Those programs cover some or all of the 
costs of Medicare premiums, deductibles, and coinsur-
ance. In fiscal year 2007, about 300,000 people were 
served under the QI provision, at a gross cost to the fed-
eral government of $340 million (Part B premiums paid 
by Medicare beneficiaries offset about 25 percent of that 
amount). 

Assistance for QIs was established by the Balanced Bud-
get Act of 1997 and initially funded through the end of 
2002; unlike the other MSPs, funding for QI assistance is 
not permanent. Policymakers have extended the funding 
for QIs several times; under the latest extension, enacted 
in the Medicare Improvement for Patients and Providers 
Act of 2008 (Public Law 110-275), the funding is set to 
expire on December 31, 2009. Although administered by 
the states through Medicaid, the QI provision is funded 
by the Medicare Supplementary Medical Insurance Trust 
Fund, and consequently the states are not required to 
provide matching funds. Another aspect of the QI provi-
sion is that it is subject to an annual funding cap of 
roughly $500 million; once that cap is reached, no 

additional enrollment is permitted. The cap, however, has 
traditionally been set at a level that allows states to cover 
all eligible individuals who are expected to enroll. A new 
funding cap has been set with each extension of the pro-
vision. This option would permanently fund the 
QI provision, which would increase spending for Medi-
care by $3 billion over the 2010–2014 period and by 
$9 billion during the 2010–2019 period. 

An argument in support of this option is that the other 
MSPs that cover lower-income individuals are all funded 
through permanent legislation and do not face expiration 
dates or funding limits. The QI provision’s numerous 
reauthorizations and increases in funding suggest sub-
stantial interest among policymakers in ensuring that the 
population that the program covers continues to receive 
assistance with their Medicare premiums. By providing 
permanent mandatory funding for Qualifying Individu-
als, the enrolled beneficiaries would be assured of receiv-
ing coverage for their Medicare Part B premiums. 
Another aspect for beneficiaries is that enrollment in an 
MSP triggers their automatic enrollment in the Low-
Income Subsidy (LIS) of Medicare Part D (the prescrip-
tion drug program.) That automatic enrollment would 
create continuity of coverage for such individuals, who 
would otherwise be required to reapply annually for the 
LIS (that budgetary effect is included in the Congressio-
nal Budget Office’s estimates).

An argument against this option is that the existing limits 
on both the duration of the QI provision and the amount 
of its available funding force policymakers to periodically 
consider whether the funding for QIs is a better use of 
scarce resources than other potential new initiatives 
would be.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 300 500 600 700 800 2,900 8,700
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Option 89

Eliminate the “Doughnut Hole” in Medicare’s Drug Benefit Design

The standard benefit under Medicare’s prescription drug 
program, or Part D, has the following features: an annual 
deductible for which the beneficiary is responsible; an 
initial range of coverage in which the beneficiary pays 
coinsurance amounting to 25 percent of the cost of cov-
ered drugs; and a catastrophic threshold above which the 
beneficiary pays about 5 percent of covered drug costs. In 
the gap between the end of the initial coverage range and 
the catastrophic threshold—commonly called the 
“doughnut hole”—beneficiaries generally are liable for all 
of their drug costs. In 2011, the standard deductible is 
projected to be $345, and initial coverage will be capped 
at $3,190. Catastrophic coverage will begin when a 
threshold of $7,234 is met. Therefore, the coverage gap is 
projected to be $4,044 for enrollees with no supplemen-
tal drug coverage (supplemental coverage assists benefi-
ciaries in paying for their drug costs). 

Once enrollees reach the catastrophic threshold, Medi-
care will have covered a projected $2,134 in drug costs for 
such enrollees (75 percent of the $3,190 initial range of 
coverage minus the deductible of $345); those enrollees, 
in turn, will have incurred $5,100 in out-of-pocket drug 
costs (the deductible plus 25 percent coinsurance up to 
the initial coverage limit plus 100 percent of all costs 
within the gap). The standard benefit’s deductible, initial 
coverage limit, and catastrophic threshold will increase 
each year at the projected rate of growth in per capita 
drug expenditures for the Medicare population.

The gap is effectively larger for enrollees who have private 
supplemental drug coverage because of the drug benefit’s 
“true out-of-pocket” (TrOOP) provision, which specifies 
that costs covered by such supplemental policies generally 
do not count toward reaching the catastrophic threshold. 
(There are some specific exceptions to the TrOOP 
requirement.) Many enrollees with low income and few 
assets will receive additional federal subsidies to cover 
most of their drug costs in the doughnut hole, but about 
24 percent of Part D participants, or about 4 million peo-
ple, who are not enrolled in the program’s low-income 

subsidy will have drug spending that exceeds the standard 
benefit’s initial coverage range in any given year. 

This option would completely eliminate the doughnut 
hole in the standard benefit, starting in 2011, by extend-
ing the benefit’s initial 25 percent coinsurance rate up to 
the point at which the catastrophic threshold was 
reached. As a result, enrollees in 2011 would face 25 per-
cent coinsurance for all drug costs incurred between the 
$345 deductible and the new catastrophic threshold of 
$19,365. At that point, beneficiaries would have incurred 
$5,100 in out-of-pocket costs. (Because the TrOOP pro-
vision would continue to apply, beneficiaries with private 
supplemental drug coverage would still incur higher total 
drug costs before reaching the catastrophic threshold.)

Implementing this option would increase mandatory 
spending, the Congressional Budget Office estimates, by 
$42 billion over the 2010–2014 period and by $134 bil-
lion over the 2010–2019 period.1 Those estimates 
assume that beneficiaries’ premiums will continue to 
cover 25.5 percent of the costs of providing the basic ben-
efit. Because the cost of the basic benefit would increase 
under the option, beneficiaries’ average monthly premi-
ums would rise to $51 in 2011 and to $98 in 2019. By 
contrast, under current law, beneficiaries’ monthly premi-
ums would average $33 in 2011 and $63 in 2019. The 
estimate also reflects the fact that an increase in the cost 
of providing the basic drug benefit to all enrollees would 
be partially offset by reduced costs for providing the addi-
tional drug subsidies for low-income enrollees to cover 
the smaller cost-sharing liabilities that remained. (The 
estimates presented here reflect the assumption that sub-
sidy payments from Medicare for employers’ drug 
plans—which are made on behalf of retirees who stay in 
those plans instead of enrolling in Part D—would be 
increased proportionally.)

Total

(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 9.0 9.0 11.0 13.0 42.0 134.0

1. That estimate is subject to change following analysis of the 2007 
Medicare Part D Prescription Drug Event data, which are not yet 
available.
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A rationale for this option is that it would reduce cost-
sharing burdens for the large number of beneficiaries who 
are projected to exceed the current benefit’s initial cover-
age limit, which would ensure that beneficiaries had con-
tinuous drug coverage and might improve their health 
outcomes. 

An argument against this option is that a substantial por-
tion of the additional federal costs it would impose would 
displace spending that probably would have been covered 
by third parties. Also, beneficiaries might object to the 
fact that the increased premiums would delay their break-

even point—that is, the point at which the benefits they 
received equaled their premium payments. (Although 
that delay could result in a reduction in the number of 
beneficiaries participating in Part D, a reduction in 
enrollment was not taken into account when developing 
this estimate.) Alternatively, the insurance design of the 
standard Part D benefit could be modified at a lower fed-
eral cost by first increasing the deductible and then rais-
ing the coinsurance rate before extending that coverage 
across the doughnut hole.

«CBO»
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Option 90

Institute a Premium for Higher-Income Enrollees Under Medicare’s Drug Benefit 
Similar to That Used in Part B

Medicare’s Part D benefit subsidizes prescription drug 
coverage for participating beneficiaries. Some low-income 
Part D enrollees whose assets are limited receive fully sub-
sidized coverage, but most enrollees pay a standard pre-
mium that is intended to cover about 25 percent of the 
program’s average costs per capita. By comparison, Medi-
care’s Part B benefit, which provides coverage for physi-
cians’ services and other outpatient care for participating 
beneficiaries, has a somewhat different premium struc-
ture. As is the case with Part D, some low-income Part B 
enrollees receive fully subsidized coverage—Medicaid 
pays the Part B premium for enrollees who meet certain 
income criteria—but most enrollees pay a standard pre-
mium of 25 percent of the program’s projected average 
costs per enrollee. Unlike Part D, however, Part B charges 
progressively higher premiums for beneficiaries whose 
income exceeds certain levels. For example, in 2009, peo-
ple who participate in Part B and have income of more 
than $85,000 but less than $107,000 face a premium 
that represents 35 percent of Part B’s projected costs per 
capita; enrollees with income of more than $107,000 but 
less than $160,000 pay 50 percent; those whose income is 
greater than $160,000 but less than $213,000 pay 
65 percent; and those with more than $213,000 in 
income pay 80 percent. (The corresponding income 
thresholds for married couples are double the amounts 
for individuals.) Under current law, those income thresh-
olds rise annually with changes in the consumer price 
index for urban consumers. 

This option would raise the Part D premium for higher-
income beneficiaries in one of two ways. 

B The first alternative would implement the same pre-
mium formula currently used by Part B for higher-
income beneficiaries, using the same income cutoffs 
and scheduled adjustments for inflation. (For exam-
ple, single beneficiaries who had income of more than 
$213,000 would face a Part D premium equal to 
80 percent of Part D’s projected costs per capita.) Sub-
sidies for low-income beneficiaries would not be 
altered. If the alternative was implemented in 2011 
and phased in over three years, federal savings would 
be an estimated $7.8 billion over the 2010–2019 
period. When the option was fully implemented, in 
2013, enrollees affected by this proposal (that is, 
enrollees with income of more than $85,000 in 2009 
dollars) would face additional premium costs of about 
$20 to $90 per month on top of the projected basic 
Part D premium of about $38 per month.

B The second alternative would use the same approach 
as the first but would eliminate the scheduled inflation 
adjustments to the income thresholds after 2010. 
Effectively, this alternative would apply the income-
related premium to a greater number of enrollees over 
time than would the first alternative. If this version of 
the option was implemented in 2011, federal savings 
would be an estimated $10.1 billion over the 2010–
2019 period. 

Both alternatives would leave employment-based plans 
for retirees unaffected. 

One rationale for this option is that it would offer bud-
getary savings but leave an overwhelming majority of 
Part D enrollees unaffected. Fewer than 6 percent of 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 

Increase Part D premiums for higher-
income enrollees, adjusting for 
inflation 0 -100 -300 -550 -670 -1,620 -7,840

Increase Part D premiums for higher-
income enrollees, without 
adjusting for inflation 0 -120 -320 -650 -820 -1,910 -10,060
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Part D enrollees would face a higher premium in a given 
year under either alternative, and all of those individuals 
would still be receiving subsidized coverage. Furthermore, 
for enrollees who were affected by this option, the addi-
tional payment would represent only a small share of 
their income. 

An argument against the option is that some higher-
income enrollees might react by opting out of the Part D 
program. (The Congressional Budget Office estimates 
that about 1 percent of Part D enrollees would ultimately 
decline to enroll in the program or would delay enrollment 

as a result of the higher premiums.) If those who opted 
out of the coverage had relatively low drug costs, which 
seems likely, then the average costs for the enrollees who 
remained—and therefore, their premiums—would be 
higher than they otherwise would have been. Another 
concern about the option has been the administrative 
costs and burdens of tying enrollees’ Medicare premiums 
to their income. However, the steps needed to implement 
this option—for example, a process for verifying people’s 
income—are already in place for determining income-
related premiums for Part B.

«CBO»
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Option 91

Increase the Fraction of Beneficiaries Who Pay an Income-Related Premium for 
Part B of Medicare

Medicare Part B finances coverage for physicians’ and 
other outpatient services, in part through premiums paid 
by beneficiaries who enroll in the voluntary program. 
Before January 2007, the Part B premium was set at 
25 percent of the program’s costs per aged enrollee 
(enrollees who were age 65 or older) and was applied uni-
versally to all enrollees. Since then, under a provision of 
the Medicare Modernization Act, approximately 1.7 mil-
lion higher-income beneficiaries have faced progressively 
greater shares of those costs—35 percent, 50 percent, 
65 percent, or 80 percent, depending on income. The 
income categories that those shares apply to are based on 
enrollees’ modified adjusted gross income. In 2009, the 
income thresholds for those premium shares are $85,000, 
$107,000, $160,000, and $213,000, respectively. (For 
married couples, the corresponding income thresholds 
are twice those values.) The income thresholds rise each 
year with changes in the consumer price index for all 
urban consumers. 

This option would apply higher Part B premiums to 
more enrollees by eliminating the scheduled adjustments 
to the income thresholds for inflation after 2010. As 
under current law, enrollees who paid the basic premium 
of 25 percent would be covered by the “hold-harmless” 
provision; that provision ensures that the amount of an 
enrollee’s Social Security check does not decline if the 
Social Security cost-of-living adjustment is insufficient to 
cover a rise in the Part B premium that reflects growth in 
the costs of the Part B program. This option would not 

reduce outlays in 2010 but would decrease them by an 
estimated $21 billion from 2011 to 2019. 

A rationale for this option is that it would provide savings 
to help relieve the growing budgetary pressures posed by 
Medicare’s spending, yet leave most Part B enrollees—
particularly those with low income—unaffected. In 
2019, an estimated 95 percent of enrollees would pay no 
more than the basic premium, and fewer than 1 percent 
would face the highest premium. Furthermore, for enroll-
ees who did face a higher premium, the additional cost 
would be small compared with their income. All Part B 
enrollees, including those who paid an income-related 
premium, would still receive a substantial subsidy from 
taxpayers.

An argument against the option is that enrollees who 
faced the higher premiums would effectively see a reduc-
tion in their disposable income, and some of them might 
drop out of the Part B program as a result. However, the 
number dropping out is expected to be small because, 
despite the voluntary nature of the Part B program, the 
percentage of beneficiaries who enroll in it has always 
been quite large. Also, when the income-related premium 
was established, some observers objected because Medi-
care rules traditionally applied universally to elderly per-
sons regardless of income (Medicaid pays the Part B pre-
mium for certain low-income Medicare beneficiaries). 

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 -600 -900 -1,300 -1,700 -4,500 -20,500
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Option 92

Base Federal Retirees’ Health Benefits on Length of Service
 

a. Estimates include potential savings realized by the U.S. Postal Service, whose spending is classified as off-budget. 

Upon retirement, federal employees are allowed to con-
tinue receiving benefits from the Federal Employees 
Health Benefits (FEHB) program if they have partici-
pated in the program during their last five years of service 
and are eligible to receive a pension immediately. More 
than 80 percent of new retirees elect to continue receiving 
federally funded health benefits. For those retirees over 
age 65, FEHB benefits are coordinated with Medicare 
benefits; under that policy, FEHB plans typically pay 
amounts not covered by Medicare (but no more than 
they would have paid for a given service or treatment in 
the absence of Medicare). 

The government and participants in FEHB share the cost 
of premiums. That cost-sharing provision sets the govern-
ment’s contribution for all enrollees at 72 percent of the 
average (weighted by enrollment) of all premiums 
charged for the various plans participating in the federal 
system—up to a cap of 75 percent of the premium 
charged for any individual plan. The Congressional Bud-
get Office estimates that in 2009, the government will 
pay almost $12 billion in premiums for roughly 2 million 
federal retirees plus their dependents and survivors 
(including retirees of the U.S. Postal Service). 

This option would reduce premium subsidies for retirees 
who had relatively short federal careers, although it would 
preserve their right to participate in the FEHB program. 
In recent years, about 14 percent of the more than 
80,000 employees who retire from federal service annu-
ally and opt to continue in the FEHB program have 
fewer than 20 years of service. Under this option, the 
government’s share of premium costs for new retirees 
only—those retiring on January 1, 2010, or later—would 
be cut by 2 percentage points for every year of service less 
than 20 years. In the case of a retiree with 15 years of ser-
vice, for example, the government’s contribution would 
decline from 72 percent of the weighted average pre-
mium to 62 percent.

Because some individuals would retire sooner than 
planned to avoid the greater contribution toward premi-
ums required under the new rule, the option would have 
a small effect on mandatory spending in 2010. After 
higher outlays for federal pensions were taken into 
account, the option would reduce net spending for gov-
ernment contributions to the FEHB program by an esti-
mated $1.1 billion over the 2010–2019 period. Savings 
would be lower if the option exempted those retiring on a 
disability pension and survivors of workers who died 
while still actively employed. In addition, the option 
would probably cause some Medicare-eligible retirees to 
drop their FEHB coverage and elect to join Medicare 
Part B (which covers physicians’ and other outpatient ser-
vices), Part C (Medicare Advantage), and Part D (the pre-
scription drug benefit). As a result, spending for Medicare 
would increase, on net, by about $20 million over the 
2010–2019 period. In total, by CBO’s estimates, imple-
menting this option would reduce mandatory spending 
by about $1.1 billion over the 2010–2019 period. 

The option would also increase the incentive for retirees 
affected by the change in benefits to choose lower-cost 
health care plans under the FEHB program and thus 
could increase the incentive for insurers to offer such low-
cost plans. Those plans would then be available to other 
federal workers and retirees.

A potential advantage of this option is that it would 
strengthen the link between length of service and the 
amount of deferred compensation a retiree could expect. 
It would also help bring federal retirement benefits more 
in line with those provided by other employers. Federal 
retirees’ health care benefits are significantly better than 
those offered by most large private firms. According to a 
survey conducted in 2007 by the Kaiser Family Founda-
tion and the Health Research and Educational Trust, only 
about one-third of firms with 200 or more workers offer 
health care benefits for current retirees. In 1988, two-
thirds of those employers offered coverage. (Large firms 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spendinga 10 -20 -50 -70 -90 -220 -1,100
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are significantly more likely than small and midsize firms 
to offer retiree health care benefits; just 5 percent of small 
and midsize firms offer such coverage.) Moreover, firms 
have been aggressively paring or eliminating retirement 
health care benefits for newly hired workers in recent 
years. Other surveys indicate that, among firms still offer-
ing medical coverage, eligibility rules for new workers 
have been tightened, typically requiring them to have 
10 or more years of service to qualify. Benefits for recent 
retirees have also been reduced. For example, employees 
recently retired from large firms pay, on average, about 
40 percent of the total premium. 

A possible disadvantage of this option is that it would 
mean a substantial cut in benefits that were implicitly 
promised to people already in federal careers, particularly 
for those with shorter federal careers (roughly 3 percent 
of retirees have 10 years of service or less). Such a cut in 

benefits could lead some people to drop out of the pro-
gram. The individuals who would face the greatest 
increases in payments for premiums would include those 
retiring on disability pensions. In 2005, people with dis-
abilities represented nearly 60 percent of new retirees 
with 10 years of service or less. The option could also 
have unintentional and perhaps adverse effects on the 
composition of the federal workforce by encouraging 
some employees to retire sooner than planned to avoid 
the new policy; at the same time, it could induce others 
to delay retirement to extend their length of service. 
Equity issues for current federal workers and the avoid-
ance of a surge of anticipatory retirements could be 
addressed by postponing or phasing in the option, or by 
making exceptions for those retiring because of disability. 
Doing so, however, would delay or reduce the option’s 
potential budgetary savings.

«CBO»

RELATED CBO PUBLICATIONS: The President’s Proposal to Accrue Retirement Costs for Federal Employees, June 2002; and Comparing Federal 
Employee Benefits with Those in the Private Sector, August 1998
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Option 93

Adopt a Voucher Plan for the Federal Employees Health Benefits Program 

Note: Savings measured from the 2010 funding level are adjusted for increases in premiums and changes in employment.

a. Estimates include potential savings realized by the U.S. Postal Service, whose spending is classified as off-budget. 

The Federal Employees Health Benefits (FEHB) program 
provides health insurance coverage to 4 million federal 
workers and annuitants, as well as to 4 million of their 
dependents and survivors. In 2009, those benefits are 
expected to cost the government almost $27 billion 
(including amounts paid by the U.S. Postal Service). 
Policyholders are required to pay at least 25 percent of the 
premium, a figure that, depending on the cost of the plan 
that is selected, can increase. That cost-sharing structure 
provides some incentive for federal employees to switch 
from higher-cost to lower-cost plans, although the incen-
tive is less than it would be if they realized the full savings 
from choosing a less expensive plan. (As in the private 
sector, premium payments are deducted from an 
employee’s, but not an annuitant’s, pretax income.) Cost 
sharing also imposes some competitive pressure on all 
participating plans to hold down premiums.

Retired enrollees pay the same premiums that active 
employees pay, and the federal government typically 
shares in the cost of the premiums to the same extent for 
both groups.1 For retirees of the U.S. Postal Service, the 
share of premium payments paid by the federal govern-
ment is split between the Treasury and the Postal Service. 
The government contributes as much as 75 percent 
toward the enrollee’s premium for the insurance plan the 
individual selects, up to a maximum dollar amount that is 
equal to 72 percent of the weighted (by enrollment) aver-
age premium of all participating plans. Thus, the govern-
ment’s contribution is less than 75 percent for the most 
expensive plans. 

This option would offer a voucher for the FEHB pro-
gram that would cover the first $4,300 of an individual 
employee’s or retiree’s total premiums or the first $9,900 
of a family’s premiums beginning on January 1, 2011. 
Those amounts, which are based on the Congressional 
Budget Office’s estimate of the government’s average 
expected contribution in 2010, would increase annually 
at the rate of inflation as measured by the consumer price 
index for all urban consumers, rather than at the average 
weighted rate of change for FEHB premiums. According 
to CBO’s estimates, indexing vouchers to inflation rather 
than to the growth of premiums would produce budget-
ary savings because FEHB premiums are predicted to 
grow three times faster than inflation.

This option would reduce discretionary spending by fed-
eral agencies (because of lower payments for FEHB pre-
miums for current employees and their dependents) by 
an estimated $6.3 billion over the 2010–2014 period and 
by $33.1 billion over the 2010–2019 period, under the 
assumption that appropriations reflect the reduced costs. 
The option would also reduce mandatory spending 
because of lower payments from the Treasury for FEHB 
premiums for retirees and payments by the U.S. Postal 
Service relating to FEHB premiums for retirees. Esti-
mated savings from those reductions would be $6.7 bil-
lion over the 2010–2014 period and $37.0 billion over 
the 2010–2019 period.

In addition, CBO anticipated that the option would 
affect FEHB annuitants’ participation in Medicare Part B 
(physicians’ and other outpatient services), Part C (Medi-
care Advantage), and Part D (the prescription drug bene-
fit). As a result, Medicare spending would increase by an 
estimated $0.1 billion over the 2010–2014 period and by 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spendinga 0 -500 -1,200 -2,000 -2,900 -6,600 -36,500

Change in Discretionary Spending  

Budget Authority 0 -500 -1,200 -1,900 -2,700 -6,300 -33,100

Outlays 0 -500 -1,200 -1,900 -2,700 -6,300 -33,100

1. The federal share is different for the U.S. Postal Service under that 
agency’s collective bargaining agreement with current employees. 
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$0.5 billion over the 2010–2019 period. In total, the 
option would reduce mandatory spending, on net, by an 
estimated $6.6 billion over the 2010–2014 period and by 
$36.5 billion over the 2010–2019 period. 

For many employees, this option, if implemented, would 
increase the incentive to choose lower-cost plans and 
could strengthen price competition among health care 
plans participating in the FEHB program. Employees 
who selected plans that cost more than the voucher 
amount would pay the full additional cost of the plan. 
Moreover, because enrollees would pay nothing for plans 
that cost the face value of the voucher, insurers would 
have a greater incentive to offer lower-cost plans that 
approached or matched the value of the voucher.

This option could have several drawbacks. First, because 
the federal contribution would grow more slowly than 
premiums over time, the average participant would even-

tually pay more for his or her health insurance coverage. 
As a result, some participants might drop out of the 
FEHB program.2 For the most part, large private-sector 
companies currently provide health care benefits for their 
employees that are comparable to benefits that the gov-
ernment provides; however, under this option, govern-
ment benefits could be less attractive than private-sector 
benefits, making it harder for the government to attract 
highly qualified workers. Finally, in the case of current 
federal retirees and longtime workers, this option would 
cut benefits that had already been earned.

«CBO»

2.   The option does not reflect any potential effect on federal reve-
nues from individuals who might drop out of FEHB and obtain 
health coverage through other nonfederal employment-based 
insurance plans (for example, through a spouse’s health plan). If 
such a shift in coverage occurred, the mix of taxable compensation 
and benefits would change, and federal revenues could be 
reduced.

RELATED CBO PUBLICATIONS: The President’s Proposal to Accrue Retirement Costs for Federal Employees, June 2002; and Comparing Federal 
Employee Benefits with Those in the Private Sector, August 1998
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Option 94

Require Federal Employees Health Benefits Plans to Subsidize Premiums for 
Medicare Part B and Reduce Coverage of Medicare Cost Sharing by an 
Equivalent Amount
 

a. Estimates include potential savings realized by the U.S. Postal Service, whose spending is classified as off-budget. 

Upon retirement, many federal employees are eligible to 
maintain health insurance coverage under the Federal 
Employees Health Benefits (FEHB) program. Most are 
also eligible for Medicare Part A (hospital insurance) once 
they reach age 65. In addition, retirees may choose to 
enroll in Medicare Part B (physicians’ and other outpa-
tient services.) If federal retirees enroll in Medicare, they 
may opt to continue their enrollment in the FEHB pro-
gram. In that case, FEHB benefits are coordinated with 
Medicare. For retirees who are enrolled in both Medicare 
Part A and Part B, many FEHB plans cover the cost shar-
ing (in the form of deductibles and copayments) that 
Medicare requires. For retirees who are enrolled only in 
Medicare Part A, FEHB plans cover the cost sharing that 
is required under Part A as well as the benefits that would 
have been provided under Part B. 

Retired enrollees pay the same premiums that active 
employees pay, and the federal government typically 
shares in the cost of the premiums to the same extent for 
both groups.1 The government contributes as much as 
75 percent toward the enrollee’s premium for the insur-
ance plan the individual selects, up to a maximum dollar 
amount that is equal to 72 percent of the weighted (by 
enrollment) average premium of all participating plans. 
Thus, the government’s contribution is less than 75 per-
cent for the most expensive plans. About 75 percent of 

federal retirees who are age 65 or older and enrolled in 
the FEHB program are also enrolled in Medicare Part B. 
Those retirees must pay the Part B premium—$96.40 per 
month in 2009—in addition to the FEHB premium. 
Under current law, retirees’ FEHB premiums do not 
change if they enroll in Medicare Part B.

Starting January 1, 2011, this option, if implemented, 
would require FEHB health plans to modify the benefit 
packages they offered to enrollees who also had Medicare 
coverage in such a way that their Part B premiums would 
be subsidized. In return, FEHB health plans would 
reduce their coverage of Medicare cost sharing by an 
equivalent amount. If necessary, other adjustments to the 
benefit package would be allowed. The Office of Person-
nel Management would be responsible for reviewing the 
design of FEHB health plans to verify that the expected 
average reduction in payments for Medicare cost sharing 
would be equal to the Part B premium subsidy. Enroll-
ment in Part B would remain optional for FEHB enroll-
ees who were eligible for Medicare. 

If implemented, this option would reduce Medicare 
spending by an estimated $3.9 billion over the 2010–
2014 period and reduce mandatory outlays (primarily for 
government payments for retirees who participate in the 
FEHB program) over that period by $100 million. 
Spending by the FEHB program and Medicare would 
decline because FEHB enrollees with Medicare coverage 
would reduce their use of services when faced with higher 
cost sharing. Because of that resulting expected drop in 
FEHB plan costs, average premiums charged under the 
FEHB program to all enrollees would be lower. Thus, the 

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spendinga 0 -900 -1,000 -1,000 -1,100 -4,000 -11,000

Change in Discretionary 
Spending

 Budget authority 0 -10 -10 -20 -20 -60 -160

 Outlays 0 -10 -10 -20 -20 -60 -160

1. The federal share is different for the U.S. Postal Service under that 
agency’s collective bargaining agreement with current employees. 
For retirees of the Postal Service, the share of premium payments 
paid by the federal government is split between the Treasury and 
the Postal Service. 
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option would also reduce the contributions that federal 
agencies make toward FEHB premiums for their current 
employees. Discretionary spending by federal agencies 
would be reduced by an estimated $60 million over the 
2010–2014 period, under the assumption that appropria-
tions reflect the reduced costs. The estimates include the 
effects of an expected increase in the number of FEHB 
retirees who would enroll in Part B because of the pre-
mium subsidy. In addition, the Congressional Budget 
Office anticipates, some individuals would purchase 
medigap health insurance plans in the private market in 
order to avoid the increased cost sharing required under 
the option. Individuals purchasing medigap plans would 
not be exposed to higher cost sharing; as a result, such 
coverage would lower the federal savings expected under 
the option.

A rationale for this option is that exposing FEHB enroll-
ees with Medicare coverage to cost sharing would lead 
them to forgo some services that have little or no 
expected benefit. Currently, FEHB participants who are 
enrolled in both Parts A and B of Medicare face little or 
no cost sharing and therefore have little incentive to 
weigh the financial costs of treatment against the 
expected benefits.

A potential disadvantage of this option is that FEHB 
enrollees with Medicare coverage would face greater 
uncertainty about their out-of-pocket costs. Moreover, in 
any given year, some individuals would be worse off 
under this option than under current law, because the 
increase in their cost sharing would exceed the reduction 
in their Part B premiums.

«CBO»

RELATED CBO PUBLICATIONS: The President’s Proposal to Accrue Retirement Costs for Federal Employees, June 2002; and Comparing Federal 
Employee Benefits with Those in the Private Sector, August 1998
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Option 95

Increase Health Care Cost Sharing for Family Members of Active-Duty 
Military Personnel

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

b. Estimates exclude the potential effect of changes in discretionary spending. 

The Department of Defense (DoD) provides health care 
benefits to family members of active-duty personnel 
through a collection of health plans known as TRICARE. 
There are currently three TRICARE plans from which 
such beneficiaries may choose—Prime, Standard, or 
Extra—and those beneficiaries pay no premiums or 
enrollment fees for their coverage. TRICARE Prime is 
operated much like a civilian health maintenance organi-
zation (HMO), with a military or civilian primary care 
manager providing referrals to network providers. Family 
members of active-duty personnel enrolled in TRICARE 
Prime generally face no copayments at the point of ser-
vice, whether they receive care from a military or civilian 
provider.1 In part because of the low out-of-pocket costs, 
those beneficiaries have rates of utilization of services that 
are substantially higher than those of a comparison group 
in a civilian HMO.2 Family members who choose not to 
enroll in Prime are covered by TRICARE Standard (the 
program’s fee-for-service plan) or Extra (the program’s 
preferred provider plan). Beneficiaries in those two 
plans have a greater choice of providers but face deduct-
ibles and coinsurance rates that vary depending on the 

type of service and whether the provider participates in a 
TRICARE network. 

Under this option, DoD would provide active-duty per-
sonnel who have dependents with a special $500 cash 
allowance for health expenses while at the same time 
increasing out-of-pocket costs for care received through 
TRICARE Prime. The allowance would be nontaxable 
(like the current housing allowance) and could be used in 
one of two ways. Under the first alternative, family mem-
bers could use the allowance to help offset the out-of-
pocket costs of any of the current TRICARE plans 
(Prime, Standard, or Extra). However, cost sharing under 
TRICARE Prime would be altered to incorporate copay-
ments that would cover, on average, about 10 percent of 
the cost of health care services obtained either at military 
facilities or from civilian providers. Each TRICARE plan 
would include an annual cap on out-of-pocket expendi-
tures to control the financial consequences of cata-
strophic illness. Under the second alternative, military 
family members could show proof of insurance and apply 
the $500 allowance toward their share of the premiums, 

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 10 40 50 60 60 220 580

Change in Revenuesa -10 -40  -70  -70  -80 -270    -750

 Net Effect on the Deficitb 20 80 120 130 140 490 1,330

Change in Discretionary 
Spending

 Budget authority -60 -530 -740 -780 -830 -2,940 -7,870

Outlays -30 -370 -650 -750 -800 -2,600 -7,380

1. One exception is for pharmaceuticals. Beneficiaries who have 
prescriptions filled at retail pharmacies or through mail order face 
copayments of $3, $9, and $22, respectively, for generic, brand-
name formulary, and brand-name nonformulary medications. 
Prescriptions filled at out-of-network retail pharmacies are 
reimbursed at 50 percent of the cost. Prescriptions filled at 
military treatment facilities are free. 

2. DoD estimates that among TRICARE Prime enrollees, inpatient 
utilization is 58 percent higher and outpatient utilization is 
39 percent higher than a civilian HMO comparison group. These 
results were adjusted to reflect differences in age and sex among 
the populations being compared. See Department of Defense, 
Evaluation of the TRICARE Program: FY2008 Report to Congress 
(February 29, 2008).
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copayments, and deductibles of another health insurance 
plan. 

Currently, military treatment facilities (MTFs) do not 
charge eligible individuals copayments for medical ser-
vices or pharmaceuticals. In order to reduce beneficiaries’ 
incentive to switch to MTFs and avoid the minimum 
out-of-pocket requirements, DoD would need to estab-
lish procedures for collecting payments from TRICARE 
beneficiaries seeking care from MTFs. 

If implemented, this option would save about $3 billion 
in discretionary outlays over the next five years and 
roughly $7 billion from 2010 to 2019. That estimate 
incorporates the cost of the cash allowances and accounts 
for the decreased demand for medical care among enroll-
ees that would result under the new plan. (The higher 
out-of-pocket expenses would be expected to encourage 
restraint in health care purchases.) The estimate also 
accounts for the increased cost of the benefit for a small 
number of eligible family members of active-duty person-
nel who do not use TRICARE but instead rely on an 
employment-based health plan. Those beneficiaries cur-
rently cost the system nothing but would still receive the 
cash allowance. 

This option would also result in a small increase in man-
datory outlays resulting from some military dependents’ 
increased use of Medicaid services. In addition, federal 
tax revenues would decrease somewhat as more depen-
dents of active-duty service members enrolled in private 
insurance plans, which would yield a shift in compensa-
tion from taxable wages to nontaxable fringe benefits. 
The degree of those two effects would depend on the spe-
cifics of any enacting legislation.

This option would offer several advantages. First, enroll-
ees in TRICARE Prime would have a stronger incentive 
to use medical services prudently because they would be 
responsible for a share of the cost. Second, the ability to 
use the allowance to pay the premiums of another health 
insurance plan would induce some spouses to enroll in 
their employer’s plan rather than in TRICARE. That fea-
ture of the option would mean that some health care 
costs would be shifted to the civilian employers of mili-
tary spouses, thus reducing DoD’s spending. Finally, 
because family members would commit annually to 
enrolling in a health insurance plan, total utilization of 
services would be easier to predict than it is under the 
current system, which allows users to join or leave at any 
time. Thus, this option would improve resource planning 
within the military health care system and allow DoD to 
negotiate firmer contracts for pharmaceuticals and civil-
ian medical services. That advantage would exist even if 
most beneficiaries chose to remain in one of the three tra-
ditional TRICARE plans. 

This option would also have potential disadvantages. 
Enrollees in TRICARE Prime would assume additional 
risks and might face financial difficulties, despite the 
plan’s cap on families’ annual out-of-pocket expenditures. 
Moreover, families that obtained health insurance 
through a spouse’s employer might have their coverage 
disrupted if the active-duty service member relocated to a 
new post. DoD would have to develop methods to pro-
rate cash allowances and deductibles for beneficiaries who 
were forced to change from a private health care plan to 
TRICARE coverage (or vice versa) midyear.

«CBO»

RELATED CBO PUBLICATIONS: Evaluating Military Compensation, June 2007; Consumer-Directed Health Plans: Potential Effects on Health 
Care Spending and Outcomes, December 2006; Military Compensation: Balancing Cash and Noncash Benefits, Issue Brief, January 16, 2004; 
and Growth in Medical Spending by the Department of Defense, September 2003
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Option 96

Introduce Minimum Out-of-Pocket Requirements Under TRICARE For Life

TRICARE For Life (TFL) was introduced in 2002 as a 
supplement to Medicare for military retirees and their 
family members who are eligible for Medicare. The pro-
gram pays nearly all medical costs not covered by Medi-
care and requires few out-of-pocket fees. Because the 
Department of Defense (DoD) is a passive payer in the 
program—it neither manages care nor provides incentives 
for the cost-conscious use of services—it has virtually no 
means of controlling the program’s costs. In 2008, DoD 
spent about $8 billion on TFL-eligible beneficiaries in addi-
tion to amounts spent for those individuals by Medicare.

This option would help reduce the costs of TFL, as well 
as costs for Medicare, by introducing minimum out-of-
pocket requirements for beneficiaries. Under this option, 
TFL would not cover any of the first $525 of an enrollee’s 
cost-sharing liabilities for calendar year 2011 and would 
limit coverage to 50 percent of the next $4,725 in Medi-
care cost sharing that the beneficiary incurred. (Because 
all further cost sharing would be covered by TFL, enroll-
ees could not pay more than $2,888 in cost sharing in 
that year. Those dollar limits would be indexed to growth 
in average Medicare costs for later years.) The true out-
of-pocket provisions in Medicare’s prescription drug pro-
gram, or Part D, are an example of how this option could 
work in practice. Under that program, any amounts paid 
by Medicare or by any other insurer are not included 
when calculating whether a beneficiary has reached the 
level of eligibility for catastrophic coverage. 

Currently, military treatment facilities (MTFs) do not 
charge eligible individuals copayments for medical ser-
vices or pharmaceuticals. In order to reduce beneficiaries’ 
incentive to switch to MTFs and avoid the minimum 
out-of-pocket requirements that are central to this 
option, DoD would need to establish procedures for col-
lecting payments from TFL beneficiaries seeking care 
from MTFs. 

If the savings that would accrue from reduced spending 
for Medicare were included, the introduction of cost 
sharing under this option would reduce the federal 
spending devoted to TFL beneficiaries by about $14 bil-
lion through 2014 and by about $40 billion through 
2019. Approximately 22 percent of those savings would 
come from a reduced demand for medical services rather 
than from a transfer of spending from the government to 
military retirees and their families. 

An advantage of this option is that greater cost sharing 
would increase TFL beneficiaries’ awareness of the cost of 
health care and promote a corresponding restraint in 
their use of medical services. Research has generally 
shown that introducing modest cost sharing can substan-
tially reduce medical expenditures without causing mea-
surable increases in adverse health outcomes. 

Among its disadvantages, this option could discourage 
some patients (particularly low-income patients) from 
seeking preventive medical care or from managing their 
chronic conditions under close medical supervision, 
which might negatively affect their health.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending

Department of Defense 0 -2,000 -3,000 -3,300 -3,500 -11,800 -32,600

Medicare 0     -300      -700     -700     -800     -2,500     -7,100

Net Effect on the Deficit 0 -2,300 -3,700 -4,000 -4,300 -14,300 -39,700

RELATED CBO PUBLICATIONS:  Evaluating Military Compensation, June 2007; Military Compensation: Balancing Cash and Noncash Benefits, 
Issue Brief, January 16, 2004; and Growth in Medical Spending by the Department of Defense, September 2003
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Option 97

Increase Medical Cost Sharing for Military Retirees Who Are Not Yet 
Eligible for Medicare

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

b. Estimates exclude the potential effect of changes in discretionary spending. 

In the mid-1990s, the Department of Defense (DoD) 
instituted a plan called TRICARE to provide health care 
for members of the military and their dependents, as well 
as for eligible military retirees and their families. 
TRICARE comprises three different options: an option 
similar to a health maintenance organization (HMO), 
called TRICARE Prime; an option with a preferred-pro-
vider network, called TRICARE Extra; and a traditional 
fee-for-service plan, called TRICARE Standard. When 
most military personnel enter the armed forces, they are 
between 18 and 22 years of age, and they are able to retire 
after serving 20 years. Military retirees who are not yet 
eligible for Medicare (generally those ages 38 to 65) may 
enroll in TRICARE Prime by paying an annual enroll-
ment fee of $230 (for single coverage) or $460 (for family 
coverage). In addition, those Prime enrollees make a 
$12 copayment for each outpatient visit to a civilian phy-
sician or other civilian health care provider (visits to mili-
tary providers are free). Those who do not enroll in 
TRICARE Prime may receive benefits under TRICARE 
Extra or Standard. Beneficiaries who use either one of 
those two plans must pay an annual deductible of $150 
(single coverage) or $300 (family coverage) before typical 
cost-sharing rates apply. The TRICARE enrollment fees, 
copayments, and deductibles have remained unchanged 
since 1995.

Military retirees enrolled in TRICARE Prime bear 
smaller costs than would be owed under typical civilian 
plans. DoD has estimated that a typical military retiree 
and his family who enrolled in the Prime plan faced 

about $780 in annual out-of-pocket costs (that is, TRI-
CARE copayments and the enrollment fee) in 2007, 
whereas a comparable family enrolled in an HMO 
through a civilian employment-based plan paid $3,950 
(as the employee’s share of the premium plus copay-
ments). TRICARE Prime beneficiaries also use the sys-
tem more than comparable civilian beneficiaries do: DoD 
estimates that the rate of utilization of inpatient services 
is 58 percent higher and the outpatient utilization rate 
39 percent higher for Prime enrollees than for civilian 
HMO enrollees.1

This option would raise the enrollment fees, copayments, 
and deductibles for younger military retirees who wished 
to use TRICARE. Single beneficiaries could enroll in 
TRICARE Prime by paying a $550 annual fee, and fami-
lies could enroll for $1,100 annually. The family enroll-
ment fee of $1,100 per year is approximately equivalent 
to the $460 fee first instituted in 1995, after an adjust-
ment for the nationwide growth in health care spending 
per capita. Under this option, each medical visit to a civil-
ian Prime provider would entail a copayment of $28, 
which, again, is approximately equivalent to the amount 
that was established in 1995. Copayments for mental 
health visits and inpatient care would also be adjusted 
accordingly. Single retirees (or their surviving spouses) 
who used TRICARE Standard or Extra would face an 
annual deductible of $350; the deductible for families 

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 10 30 50 70 80 240 1,040

Change in Revenuesa -40 -130 -260 -300 -350 -1,080 -4,000

Net Effect on the Deficitb 50 160 310 370 430 1,320 5,040

Change in Discretionary Spending  

Budget authority -200 -1,400 -2,000 -2,200 -2,500 -8,300 -26,000

Outlays -200 -1,200 -1,800 -2,100 -2,400 -7,700 -24,800

1. Department of Defense, Evaluation of the TRICARE Program: 
FY2008 Report to Congress (February 29, 2008).
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would be $700. Those increases would also be consistent 
with the nationwide growth in per capita health care 
spending. In addition, and for the first time, users of 
TRICARE Standard or Extra would be required to enroll 
and pay a $50 annual fee for single coverage and a $100 
annual fee for family coverage. For people currently serv-
ing in the military and for their families, enrollment fees, 
copayments, and deductibles in the three plans would 
remain at their current levels.

The option would reduce DoD’s outlays in three ways. 
First, the increased fees would be used to directly offset 
the costs of treating military retirees. Second, the higher 
out-of-pocket costs would induce some retirees who 
would otherwise have used TRICARE to enroll in a civil-
ian health plan instead. Third, the higher copayments 
and deductibles would reduce the use of health care ser-
vices by military retirees who remained in TRICARE. 
DoD’s precise cost savings under the option are difficult 
to predict because they would depend on how strongly 
people responded to the new fee structure. The net effect 
on the federal budget is also difficult to predict because 
increased fees may cause eligible retirees to switch to 
other federal programs, such as Medicaid (if an individual 
has low income), the Federal Employees Health Benefit 
(FEHB) program (if a person is employed as a civilian by 
the federal government), or the Veterans Health 
Administration. An estimate of the effects of increasing 
TRICARE fees, copayments, and deductibles is that 

discretionary outlays would be reduced, on net, by 
about $25 billion over the 2010–2019 period, under the 
assumption that appropriations were reduced 
accordingly. This option would increase mandatory 
spending for Medicaid and for FEHB annuitants by 
$1 billion over the same period, and it would reduce rev-
enues by $4 billion. The drop in revenues would occur 
because some of the retirees who left TRICARE would 
switch to employment-based health benefits, leading to a 
shift in compensation from taxable wages to nontaxable 
fringe benefits.

The increased fees for retirees would not affect service 
members currently on active duty or in the reserves. In 
fact, only about 15 percent of enlisted service members 
and approximately 50 percent of officers remain for an 
entire career and qualify for retiree health benefits.

Much of the estimated savings under this option stems 
from increasing the enrollment fees charged for TRI-
CARE Prime, with the expectation that some current 
users would leave the system and some potential users 
would seek care elsewhere. Although researchers have 
found that increasing cost sharing can reduce medical 
expenditures without adversely affecting the health of the 
average person, an argument against implementing the 
higher fees set out in this option is that they could dis-
courage some people from seeking health care or treating 
their illnesses in a timely manner. 

«CBO»

RELATED CBO PUBLICATIONS:  Evaluating Military Compensation, June 2007; Military Compensation: Balancing Cash and Noncash Benefits, 
Issue Brief, January 16, 2004; and Growth in Medical Spending by the Department of Defense, September 2003
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Option 98

Require Copayments for Medical Care Provided by the Department of Veterans 
Affairs to Enrollees Without a Service-Connected Disability

Note: Discretionary savings accrue to the Department of Veterans Affairs; increases in mandatory outlays are projected for the 
Medicare and Medicaid programs.

In 2008, just over 5 million veterans received medical 
care from the Department of Veterans Affairs (VA). All 
VA patients are enrolled in one of eight priority care 
groups, determined on the basis of income, disability sta-
tus, and other factors. Currently, veterans in Priority 
Groups 6 to 8, the lower-priority groups, are charged 
copayments (and the health plans of any who have pri-
vate insurance may be billed) for treatment of non-
service-connected conditions. 

This option would increase out-of-pocket costs for veter-
ans in Priority Group 5—those who do not have service-
connected disabilities and whose income is below a VA-
defined threshold. The option is targeted toward the larg-
est priority group (31 percent of VA enrollees) that con-
sumes the greatest share (33 percent) of VA’s medical 
resources each year. Currently, those patients pay no fees 
for inpatient or outpatient medical care, although veter-
ans in this group who earn more than the VA pension 
level ($11,000 or more per year, depending on whether 
the veteran has a spouse or dependents) pay $8 per pre-
scription, up to an annual cap of $960. This option 
would maintain that prescription copayment for higher-
income enrollees but also institute copayments of $1 for 
prescriptions that the lowest-income enrollees fill at VA 
facilities and copayments of between $1 and $2 for each 
health care encounter that veterans in Priority Group 5 
have with the VA medical system. Such increased cost 
sharing for Priority Group 5 veterans would reduce dis-
cretionary spending for VA medical services by about 
$3 billion over the five-year period from 2010 through 

2014. Although VA-provided medical care would remain 
less expensive than alternative care for many veterans, 
some of those for whom VA facilities were less convenient 
might switch to civilian providers and services funded 
under Medicare or Medicaid, and mandatory spending 
for those programs would increase by $200 million for 
that same period. From 2010 through 2019, this option 
would reduce discretionary outlays by $7 billion but 
would increase mandatory outlays by $420 million.

A rationale for this option is that increased cost sharing 
for veterans in Priority Group 5 could reduce VA’s spend-
ing by making those veterans more cost-conscious in 
their demand for health care services. An argument 
against the option is that it focuses on one of the poorest 
groups of veterans and leaves unchanged the out-of-
pocket expense of those in lower-priority groups. Veter-
ans in Priority Groups 6 to 8—a population that is 
expected to equal 33 percent of VA enrollees and con-
sume 15 percent of VA’s medical resources in 2009—
make copayments, and their insurance plans (if any) are 
billed; however, the resulting revenue covers about a fifth 
of the cost of their care. (Net of copayments, those veter-
ans are expected to consume 13 percent of VA’s medical 
resources.) Veterans in Groups 6 to 8 have more income 
than veterans in Group 5, lending support to the argu-
ment that VA should concentrate first on recovering 
additional costs from those lower-priority groups through 
higher copayments and improved billing practices. How-
ever, such changes are unlikely to substantially reduce the 
growth in VA’s medical spending.

«CBO»

Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 40 40 40 40 40 200 420

Change in Discretionary Spending  

Budget authority -580 -630 -650 -670 -700 -3,230 -7,060

Outlays -540 -620 -640 -670 -690 -3,160 -6,970

RELATED CBO PUBLICATIONS: Statement of Allison Percy, Principal Analyst, Congressional Budget Office, Future Medical Spending by the 
Department of Veterans Affairs, before the House Subcommittee on Military Construction, Veterans Affairs, and Related Agencies, Committee on 
Appropriations, February 15, 2007; Potential Growth Paths for Medical Spending by the Department of Veterans Affairs, Letter to the 
Honorable Larry E. Craig, July 14, 2006; and The Potential Cost of Meeting Demand for Veterans’ Health Care, March 2005
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Long-term care services provided to elderly and 
disabled individuals include institutional care, such as 
care received in a nursing facility, and services received in 
the community, such as home health care, adult day care, 
or personal care. 

In 2005, approximately 69 percent of all long-term care 
was funded by government programs: Medicaid (48 per-
cent), Medicare (18 percent), and other public spending 
(3 percent).1 Out-of-pocket spending (20 percent), pri-
vate insurance (9 percent), and other private spending 
(2 percent) made up the remainder of long-term care 
spending.2 Public spending for long-term care has been 
increasing. The Congressional Budget Office projects 
that in 2009, federal Medicaid spending for long-term 
care services will be about $66 billion, or roughly one-
third of the program’s federal spending on benefits. 
(Much long-term care is provided personally by the 
family and friends of elderly and disabled individuals.) 

Under current law, long-term care provided in institu-
tional settings (such as nursing homes) is a mandatory 
benefit under Medicaid. As a result, there is no statutory 
limit on the number of people who may receive such care 
through Medicaid, as long as they meet specific institu-
tional level-of-care requirements and other requirements 
related to income and assets. By contrast, home- and 
community-based services (HCBS), which include assis-

1.  Medicare does not cover long-term custodial or residential care 
for individuals. Medicare does pay for short-term skilled nursing 
facility services, part-time home health care, and post-acute 
services furnished after a hospital stay. 

2.  Government Accountability Office, Long-Term Care 
Financing Growing Demand and Cost of Services Are Straining 
Federal and State Budgets. Testimony before the Subcommittee 
on Health, Committee on Energy and Commerce, U.S. House of 
Representatives, April 2005.
tance with activities of daily living (such as bathing and 
dressing), are not a mandatory benefit under Medicaid. 
States may provide HCBS to Medicaid-eligible individu-
als through optional state plan amendments or through 
waivers approved by the Centers for Medicare and 
Medicaid Services (CMS). Currently, all states cover 
HCBS for some beneficiaries under such waivers. 

Some people may exhaust their income and assets in pay-
ing for long-term care and in doing so reach a point at 
which they become eligible for Medicaid. When they 
meet Medicaid’s eligibility requirements, the program 
then covers their costs. Other individuals, however, may, 
in advance of needing long-term care, dispose of assets 
they own whose value exceeds Medicaid’s threshold for 
eligibility to qualify for long-term care coverage. Under 
current law, Medicaid programs are authorized to con-
duct reviews of any asset transfers that occur within five 
years of an individual’s application for Medicaid coverage. 
States may delay long-term care coverage through Medic-
aid for individuals who otherwise would have been ineli-
gible for Medicaid had they not transferred their assets.

Individuals may purchase long-term care insurance to 
assist in paying for care needed later in life. Research indi-
cates, however, that the rates of such purchases are low. 

The options in this chapter present a range of approaches 
to address the provision and financing of long-term care 
services. Several options would enhance the provision of 
long-term care services in the home or community and 
expand coverage for home- and community-based ser-
vices for individuals who are not eligible under current 
law. Other options present opportunities to reduce fed-
eral spending and encourage people to purchase long-
term care insurance. 
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Option 99

Increase States’ Flexibility to Offer Home- and Community-Based Services 
Through Medicaid State Plan Amendments

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 200 400 500 700 900 2,700 8,100
In the Medicaid program, states have the option of cover-
ing the costs of a range of medical and supportive ser-
vices—such as home health care, personal care, and case-
management services—for beneficiaries in the commu-
nity who need extensive long-term care. States are per-
mitted to offer those benefits under waiver authority in 
accordance with section 1915(c) of the Social Security 
Act. The waivers allow states to cover home- and commu-
nity-based services (HCBS) for individuals who would 
otherwise qualify for institutional care and whose income 
is below 300 percent of the eligibility threshold for fed-
eral Supplemental Security Income (SSI) benefits. (That 
income level is roughly equivalent to 225 percent of the 
federal poverty level.) States are allowed to cap the num-
ber of people they serve under the waivers and to main-
tain waiting lists; they may cover the list of allowed ser-
vices as described in the law (such as home health and 
personal care) as well as other services (such as transporta-
tion and home modification) that have been approved by 
the Secretary of Health and Human Services.

Currently, all states cover HCBS for some beneficiaries. 
The Centers for Medicare and Medicaid Services (CMS) 
approves waivers to provide such services initially for up 
to three years; states must then reapply and may be 
granted a waiver for an additional five years at a time. 
However, each time states reapply, they must show that 
implementation of the waiver will be cost-neutral.

The Deficit Reduction Act of 2005 (DRA) introduced a 
new mechanism that allows states to cover home- and 
community-based services through a state plan amend-
ment in addition to covering them under the existing 
waiver mechanism. The authority that the law provides 
to include home- and community-based services in a 
state plan amendment established requirements for eligi-
bility and restrictions on benefits that differ from those 
associated with waivers. For example, the authority limits 
receipt of home- and community-based services under a 
state plan amendment to individuals who already are eli-
gible for Medicaid and who have an income below 
150 percent of the federal poverty level. By contrast, a 
waiver could cover individuals with higher income who 
would not otherwise be eligible for Medicaid. The 
authority for state plan amendments also restricts the ser-
vices that a state may cover and prevents the Secretary 
from approving the coverage of additional services. 
(Under waivers, states may seek approval to cover a 
broader array of services.) Moreover, a state plan amend-
ment may extend home- and community-based services 
to individuals who do not meet the requirement of need-
ing an institutional level of care that applies under a 
waiver. However, state plan amendments are similar to 
waivers in certain respects: For example, under an amend-
ment, as under a waiver, states may limit the number of 
people who receive HCBS and the geographic availability 
of such services.

In general, states may prefer to use the state plan amend-
ment mechanism rather than obtain a waiver. The 
administrative requirements for a waiver—such as the 
need to demonstrate cost-neutrality—tend to be more 
difficult to satisfy; also, waivers expire, and states must 
reapply for them. However, few states have made use of 
the new authority for state plan amendments—as of early 
2008, only four had submitted amendments to CMS to 
cover beneficiaries under the mechanism. Analysts have 
suggested that the limited participation can be traced in 
part to the state plan amendments’ lower income cutoff 
and the restriction they place on the services that may be 
covered.

This option would alter the current authority to cover 
HCBS through a state plan amendment in two ways: It 
would raise the ceiling on the income limit to 300 per-
cent of the SSI eligibility threshold, and it would permit 
the Secretary of Health and Human Services to approve 
coverage of additional services. The lower level of medical 
need established by the DRA would be retained, as would 
states’ ability to maintain waiting lists and to restrict 
access to the benefits provided under an amendment to 
certain parts of a state. The option would increase Medic-
aid’s spending by an estimated $2.7 billion over the 
2010–2014 period and by $8.1 billion over the 2010–
2019 period. 
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An argument in support of this option is that it would 
make the state plan amendment mechanism established 
by the DRA more attractive to states that are interested in 
offering home- and community-based services to individ-
uals who do not require institutional-level care. More-
over, providing basic services to people while they are still 
able to live independently may reduce or eliminate their 
eventual need for institutional services. In addition, 
under the option, beneficiaries can enjoy greater choice 
regarding where they receive services. Another argument 
in favor of state plan amendments is that they are less 
burdensome for states to administer because, unlike waiv-
ers, they do not have a time limit and are not required to 
demonstrate cost-effectiveness. 

An argument against the option is that the increase in the 
number of individuals served by each state as a result of 
expanding the level of medical need required to obtain 
services would put additional strain on states’ budgets 
and resources. 

«CBO»
10
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Option 100

Make Home- and Community-Based Services a Mandatory Benefit 
Under Medicaid

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Changes in Mandatory Spending 0 1,700 3,700 6,000 8,700 20,100 89,800
Home- and community-based services (HCBS) are medi-
cal and support services that allow the elderly and indi-
viduals with disabilities and other health needs to remain 
in their home and community instead of having to 
receive care in institutional settings, such as nursing 
homes. In Medicaid, states can furnish HCBS through 
waiver authority or as an optional benefit provided 
through the Medicaid state plan (see Option 99) for 
additional detail). Regardless of which authority a state 
chooses for providing HCBS, neither alternative offers 
Medicaid beneficiaries a guarantee that they will receive 
such services in their home or through community orga-
nizations. (Currently, many states maintain waiting lists 
as a way to manage demand for HCBS.) Long-term care 
obtained at the institutional level, however, is a manda-
tory benefit under Medicaid and is therefore guaranteed. 
In other words, there is no limit on the number of people 
who can receive institutional care, provided that the ben-
eficiary meets the level-of-care requirement. 

Under this option, states would be required to provide 
HCBS to all Medicaid beneficiaries who met the require-
ment for receiving institutional care, should the individ-
ual choose the home- or community-based treatment set-
ting. This option would therefore eliminate all waiting 
lists for services provided under the HCBS waiver author-
ity. (This option also includes the effects of making per-
sonal care services—currently an optional state plan ben-
efit not offered by all states—a mandatory benefit under 
Medicaid for eligible beneficiaries.) This option would 
increase Medicaid spending by approximately $20 billion 
over the 2010–2014 period and by about $90 billion over 
the 2010–2019 period. That estimate incorporates a 
reduction in nursing home spending as a result of a mod-
est decline—compared with current law—in the number 
of Medicaid beneficiaries who receive care in nursing 
homes and a subsequent increase in the number of 
individuals receiving HCBS. However, that reduction in 
spending would be offset by the number of new individu-
als receiving services under this option, leading to a net 
cost to the federal government. Given the need to ensure 
that adequate HCBS capacity exists to accommodate new 
demand for those services under this option, the Con-
gressional Budget Office assumed a one-year implemen-
tation delay in the 2010–2019 period to allow the federal 
government and states time for preparation.

A rationale for this option is that it would require states 
to offer HCBS to a larger group of Medicaid beneficia-
ries. Some beneficiaries and their family members who 
preferred those treatment settings would be able to avoid 
nursing homes or similar institutional care settings and 
receive services in their home or community. Also, such a 
guarantee would eliminate waiting lists and serve individ-
uals who might not be on the waiting list but who could 
benefit from home and community-based services. 

An argument against this option is that states and com-
munities may not have the infrastructure and resources 
needed to meet the demand for home- and community-
based services. States would most likely need to make an 
up-front investment in the HCBS delivery system to 
ensure an adequate supply of providers and staff. Further-
more, the current number of beneficiaries receiving 
HCBS through waivers or optional state plan benefits 
might not reflect the true number of people who would 
demand such services if they became a guaranteed bene-
fit. Thus, the greater availability of HCBS could result in 
increased enrollment in Medicaid, which would put an 
additional strain on state budgets. Moreover, providing 
HCBS as a mandatory benefit could result in additional 
costs to the federal government because of the displace-
ment of informal care currently provided by family mem-
bers or other caregivers. 

«CBO»
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Option 101

Increase the Federal Matching Rate for Home- and Community-Based 
Services and Decrease the Federal Matching Rate for Nursing Home Services

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 3,200 2,700 2,300 8,200 13,400
10
States have several mechanisms for providing home- and 
community-based services (HCBS) to Medicaid benefi-
ciaries instead of requiring that they seek care in institu-
tional settings, such as nursing homes or skilled nursing 
facilities. Under current law, long-term care provided in 
institutional settings is a guaranteed benefit under Medic-
aid, whereas HCBS is an optional benefit (see Option 99 
and Option 100 for additional detail). Typically, HCBS 
is less expensive on a per-person basis than institutional 
care and is often the preferred service setting of consum-
ers and their families. 

Regardless of the setting in which a beneficiary obtains 
care, states generally receive the same federal medical 
assistance percentage (FMAP) rate from the federal gov-
ernment for all medical services. However, in order to 
encourage certain behavior by the states, the federal gov-
ernment has established different reimbursement rates for 
Medicaid administrative services. Treating the FMAP for 
medical services in a similar manner could encourage 
states to change how they fund the delivery of services. 

This option would increase the FMAP for home- and 
community-based services by 5 percentage points to 
encourage states to increase the number of eligible indi-
viduals served in community settings. At the same time, 
to reduce the incentive for states to rely on nursing homes 
as a default service provider for individuals who could be 
served in their community, the FMAP rate would 
decrease by 5 percentage points for services provided in 
nursing homes. The increased matching rate would be 
applied to all home- and community-based services fur-
nished on or after January 1, 2012. However, the reduced 
matching rate for nursing home services would apply 
only to patients admitted to a nursing home on or after 
that date. (The Congressional Budget Office assumed an 
implementation delay, given the time needed to ensure 
adequate HCBS capacity and for states to prepare for 
reduced reimbursement for institutional settings.) This 
option would increase Medicaid spending by about 
$8 billion over the 2010–2014 period and by about 
$13 billion over the 2010–2019 period. 

A rationale for implementing this option is that it would 
help ensure that individuals who could be served effi-
ciently and effectively in HCBS settings would have an 
increased opportunity to be placed there. In addition, 
Medicaid beneficiaries would have more choices about 
where they received long-term care services. The 
increased FMAP rates for home- and community-based 
services would provide states with additional resources to 
serve more Medicaid beneficiaries in those settings, to 
build up a more comprehensive infrastructure and array 
of community-based services, or both. As a result, nurs-
ing homes and other institutional settings might not have 
to be considered a default care setting.

An argument against this option is that changes in the 
FMAP rate could entice states to transfer or divert indi-
viduals to HCBS settings—people who might not benefit 
clinically from that level of care—just for the sake of 
reducing spending or getting enhanced HCBS matching 
funds. States could take advantage of this option without 
reinvesting the additional matching funds in the HCBS 
system or serving additional people—instead allocating 
the additional funds to other areas of government spend-
ing. Furthermore, this option represents a large increase 
over existing HCBS spending because it applies the new 
matching rate to everyone who receives HCBS on or after 
January 1, 2012, as opposed to new beneficiaries only. 

«CBO»



184 BUDGET OPTIONS, VOLUME 1: HEALTH CARE

10
Option 102

Clarify Medicaid’s Definition of Permissible Asset Transfers

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 440 490 530 550 580 2,590 5,900
Medicaid is the largest third-party payer for long-term 
care (LTC) services, accounting for approximately half of 
total LTC spending in the United States in 2005. Medic-
aid’s coverage of LTC services is contingent on certain 
requirements being met—specifically, those related to 
beneficiaries’ health status, income, and assets. Currently, 
individuals who have more than $2,000 in countable 
assets such as cash, funds in bank accounts, or stocks are 
ineligible for LTC services under Medicaid. (Certain 
assets—one automobile, an individual’s primary resi-
dence, life insurance policies worth $1,500 or less, and 
household goods—are not counted toward Medicaid’s 
asset eligibility criteria.)1 The high out-of-pocket costs 
for long-term care prompt some individuals to transfer 
countable assets in excess of $2,000 to family members, 
or other third parties, in order to qualify for Medicaid 
LTC coverage.

Under current law, individuals may transfer a certain 
amount of their assets without risking their eligibility for 
LTC services through Medicaid. Some examples of per-
missible transfers are the sale of assets at fair market value, 
transfers to a spouse, and some transfers to children with 
disabilities and certain other individuals. The law also 
permits any transfer made exclusively for a purpose other 
than qualifying for Medicaid. It does not, however, 
explicitly define which transfers fall into that category. 

Upon receipt of a Medicaid application, states look back 
60 months to determine whether the applicant made an 
impermissible transfer. If such a transfer did occur, the 
state is permitted to penalize the beneficiary by delaying 
Medicaid coverage for LTC services. The length of the 
delay in coverage depends on the amount transferred and 
the state’s average private nursing home payment rate. To 
curb the number of individuals transferring assets explic-
itly to gain Medicaid eligibility for LTC services, the Def-
icit Reduction Act of 2005 made a variety of changes to 

1. Assets that are not counted toward Medicaid’s asset eligibility 
criteria are subject to recoupment by the state upon the 
beneficiary’s death.
Medicaid’s LTC asset-transfer rules and Medicaid’s treat-
ment of specific assets such as annuities and trusts.

This option would explicitly define which types of trans-
fers are permissible. Because the rules are ambiguous, 
states tend to interpret them narrowly. This option would 
clarify that the following types of transfers are 
permissible:

B Providing financial assistance to a family member for 
educational expenses;

B Assisting a family member with medical expenses;

B Assisting a family member facing a financial crisis, 
including a failing business or family farm;

B Assisting an individual who is a caregiver for a family 
member or person with whom he or she lives; or

B Donating funds to a church, religious organization, or 
charity.

Implementing this change would increase mandatory fed-
eral spending by about $2.6 billion over the 2010–2014 
period and by $6 billion over the 2010–2019 period. 
This option would increase federal costs because it would 
expand the category of transfers that are not subject to 
Medicaid penalties.

One argument for implementing this option is that it 
would enable additional individuals to have more timely 
access to Medicaid coverage for LTC services. An argu-
ment against this change is that it might prompt an 
increase in the number of Medicaid beneficiaries who 
engaged in the transfer of exempted assets for the sole 
purpose of receiving Medicaid coverage for LTC services. 
Some observers maintain that the Medicaid program was 
never intended to cover the additional individuals who 
might transfer assets and then seek the LTC coverage 
afforded by this policy. 

«CBO»
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Option 103

Increase the “Look-Back” Period for Transfers of Assets in Medicaid 

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 0 0 0 0 -220
10
Medicaid is the largest third-party payer for long-term 
care (LTC) in the United States, accounting for approxi-
mately half of total LTC spending in 2005. Medicaid 
covers LTC services (including medical and custodial care 
for chronically ill individuals in both institutional and 
home-based settings) for people who meet certain 
requirements related to income, assets, and health status. 
Under current law, individuals who have more than 
$2,000 in “countable” assets (for example, funds in a sav-
ings account) are ineligible for the program. (Under the 
law, a person’s car is a “noncountable” asset.) The high 
cost of long-term care prompts some people to transfer 
assets in excess of $2,000 in order to qualify for Medic-
aid’s LTC coverage.

When a state receives an application for the Medicaid 
program, the law requires it to look back 60 months to 
determine whether the applicant impermissibly trans-
ferred assets during that period. If a transfer did occur, 
the state is permitted to penalize the beneficiary by delay-
ing coverage under Medicaid. The length of the delay 
depends on the value of the assets that were impermissi-
bly transferred and the state’s average rate for nursing 
home care paid by individuals who are not enrolled in 
Medicaid and who pay privately for LTC services. To 
curb the number of individuals who explicitly transfer 
assets to become eligible for Medicaid’s coverage of LTC 
services, the Deficit Reduction Act of 2005 made a vari-
ety of changes to the program’s asset transfer rules, one of 
which extended the look-back period from 36 months to 
60 months.

This option would further extend that period from 
60 months to 84 months for transfers made on or after 
October 1, 2009. Transfers made prior to that date would 
be subject to the 60-month look-back period. The look-
back period would increase to 84 months over time, with 
the option generating its first budgetary effects in year six 
of the 10-year period from 2010 to 2019—that is, after 
60 months had passed. Therefore, this change would 
have no effect on federal spending until 2015; over the 
period from 2015 through 2019, it would reduce spend-
ing by approximately $220 million. 

One rationale for this option is that it would further dis-
courage individuals from transferring excess assets for the 
sole purpose of becoming eligible for Medicaid-covered 
LTC services. An argument against the option is that it 
would probably penalize some individuals who had never 
intended to use Medicaid’s coverage and had transferred 
assets in good faith. Moreover, the longer the look-back 
period, the more administratively burdensome the look-
back process would become for states, especially given 
that beneficiaries’ recordkeeping might not be complete 
enough for states to determine whether penalties should 
apply. 

«CBO»
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Option 104

Implement Policies That Encourage the Use of Advance Directives

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

 Change in Mandatory Spending 0 0 -10 -10 -10 -30 -100

Change in Discretionary Spending 

 Budget authority 35 9 9 9 9 71 116

 Outlays 14 19 12 9 9 63 108
Payments for health care provided at the end of an indi-
vidual’s life make up a significant portion of the federal 
government’s outlays for health care. Both Medicaid and 
Medicare provide a variety of end-of-life services, such as 
those provided by hospice facilities and nursing homes. 
One component of end-of-life care is advance direc-
tives—legal documents that individuals sign to give 
health care providers directions about treatment choices 
under certain circumstances. In short, advance directives 
allow people to clarify ahead of time their desires regard-
ing end-of-life care.

Two common forms of advance directives are living wills 
and durable powers of attorney. Living wills are docu-
ments that specify what actions should or should not be 
taken for an individual who experiences a medical emer-
gency or a terminal illness. A durable power of attorney, 
also called a health care proxy, allows people to appoint 
someone else to make medical decisions for them should 
they become unable to do so for themselves. Those two 
forms of advance directive may be used independently or 
in combination; individuals execute them or another 
form of advance directive voluntarily—that is, people ini-
tiate the process on their own. The legal requirements 
surrounding advance directives differ among the states 
and they are not portable from one state to another. 
Therefore, an individual’s wishes may not be followed if 
he or she receives medical care in a state other than the 
one in which the advance directive was registered. 

The Patient Self-Determination Act of 1990, enacted as 
part of the Omnibus Budget Reconciliation Act of 1990, 
requires many providers of services in Medicaid and 
Medicare to give adult patients information about their 
specific rights under state laws regarding advance direc-
tives. That information includes patients’ rights—to par-
ticipate in and direct decisions regarding health care, to 
refuse treatment, and to develop an advance directive—
and policies regarding those rights that apply to provid-
ers. (The Patient Self-Determination Act of 1990 does 
not address the portability of advance directives.)

Under this option, advance directives that were com-
pleted by health care consumers would be portable—that 
is, states would be required to acknowledge the terms and 
conditions of directives that were completed and autho-
rized in other states. To ensure that the portability of 
advance directives was fully implemented, this option 
would require the development and ongoing operation of 
a central database for all advance directives executed by 
health care consumers. The database would serve as a 
resource for providers who needed to confirm whether or 
not a patient had an advance directive, to fully under-
stand a patient’s end-of-life preferences, and to determine 
a course of treatment consistent with those preferences. 
The database would be compliant with all federal rules 
and regulations regarding privacy and confidentiality of 
medical records and would require no standard form for 
submitting information. All materials transmitted from 
the database to requesting providers would be in an elec-
tronic document format.

Other components of this option would require the 
Department of Health and Human Services to conduct 
the following activities:

B Establish a national advance-directive-assistance 
service by employing the existing infrastructure of 
State Health Insurance Assistance Programs for Medi-
care beneficiaries. (Those programs are funded by 
grants from the Centers for Medicare and Medicaid 
Services to provide assistance and counseling through 
public presentations, media activities, telephone 
support, and face-to-face interactions.)
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B Convene an advisory board for a period of three 
years—composed of advocates, researchers, govern-
ment officials, providers, and other experts in the 
field—that would be dedicated solely to issues sur-
rounding end-of-life care.

B Develop a nationwide campaign to educate people 
about advance directives. 

Provided that appropriated funds were available, imple-
menting those activities would increase federal discretion-
ary spending by about $60 million over the 2010–2014 
period and by $110 million over the 2010–2019 period. 
There would be a savings to Medicare of about $30 mil-
lion over the 2010–2014 period and $100 million over 
the 2010–2019 period resulting from the portability of 
advance directives. (It is uncertain whether such esti-
mated Medicare savings would be counted for Congres-
sional scorekeeping purposes if legislation requiring 
development of an advance directives database was con-
sidered. In that event, CBO would consult with the 
House and Senate Budget Committees before determin-
ing the scoring impact of such legislation.)

An argument in support of this option is that it would 
give states and health care providers access to advance 
directives that had been completed in other states, thus 
making providers aware of and fully able to carry out the 
preferences of patients regarding their end-of-life care. In 
addition, the option would establish an infrastructure for 
information about the available options for such care, 
organizing resources and expertise to educate and com-
municate with the public on a broad scale. 

An argument against the option is that providers and 
patients might perceive it as forcing individuals to discuss 
and make decisions about end-of-life care. In addition, 
states might contend that their legal and medical posi-
tions regarding such care were complex and suited specif-
ically to the needs of their residents and medical institu-
tions, which would make accepting the end-of-life 
preferences of other states and their residents too compli-
cated. Furthermore, given the ethical, political, and reli-
gious undertones of this issue, individuals and organiza-
tions might consider federal funding for activities related 
to advance directives to be evidence of the government’s 
involving itself in matters that should be personal and 
private. Other questions might be raised about whether 
funding for such activities could be better spent in other 
sectors of health care or in the economy as a whole. 

«CBO»
10
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Option 105

Require Deposits to Individual Accounts for Purchasing 
Long-Term Care Insurance

a. Estimates of revenues were provided by the Joint Committee on Taxation.

b. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

 Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Mandatory Spending 0 0 0 14.0 55.0 69.0 422.0

Change in Revenuesa

Long-term care fund receipts 0 0 0 14.0 55.0 69.0 422.0

Payroll and income tax effectsb 0 0 9.0 11.0 -54.0 -34.0 -214.0

Subtotal 0 0 9.0 25.0 1.0 35.0 208.0

Net Effect on the Deficit 0 0 -9.0 -11.0 54.0 34.0 214.0
Long-term care (LTC) is financed from a variety of 
sources, both public and private. Although private long-
term care insurance covers a substantial amount of care 
for those who have such policies, very few people actually 
hold long-term care insurance policies (about 10 percent 
of individuals age 65 or above). Medicare finances long-
term care for a small portion of services that its beneficia-
ries receive; however, Medicaid is the largest public source 
of payment for long-term care. In 2006, approximately 
48 percent—or $52.9 billion—of Medicaid’s spending 
went toward long-term care services. Medicaid pays for 
long-term care services provided in the home or commu-
nity as well as for institutional care for low-income 
elderly and disabled individuals who exhibit a physical 
need. To be eligible for long-term care benefits under 
Medicaid, individuals are required to deplete most of 
their assets, including savings, as well as meet specific 
income requirements. Many analysts believe that Medic-
aid’s requirements for financial eligibility may discourage 
people from setting aside savings or purchasing long-term 
care insurance in preparation for the possibility of func-
tional impairment when they are older.

Given that many individuals do not purchase long-term 
care insurance policies and do not hold such policies as 
long-term care needs arise, there is an increased reliance 
on public payers—especially Medicaid—to fund long-
term care services. Increasing the ability of individuals to 
purchase private long-term care insurance could help 
reduce the strain on federal and state budgets. This 
option is designed to create a stable source of funding for 
long-term care. It would require workers to contribute a 
percentage of their pretax wages to an individual account 
reserved specifically to pay for long-term care insurance. 
In the Congressional Budget Office’s estimation, a contri-
bution of 1.2 percent of income subject to the Social 
Security payroll tax would meet the option’s funding 
requirements.1 (Non-wage earners, such as stay-at-home 
spouses, would not be covered under this option.)

The option has the following parameters:

B The accounts themselves would be administered by a 
federal entity, which would invest them in Treasury 
securities.

B The money in the account would be the property of 
the individual and would be part of the individual’s 
estate if he or she died before turning 65.

B At age 65, the balance of the account would be 
required to be used to purchase the most generous 
long-term care insurance policy available given that 
balance.

B In the case of accounts with money left over after the 
purchase of the most generous policy, the account 
holder would have free use of the remaining funds 
after paying income tax.

1. In 2009, the cap on wage income subject to the Social Security tax 
will be $106,800.
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B Regardless of an individual’s earnings, the same 
requirements would apply once the individual came to 
need long-term care services. Low-wage workers 
would have relatively small balances with which to 
purchase coverage and might need Medicaid coverage 
once their policy was exhausted. In contrast, high-
wage workers would presumably have large balances, 
would purchase policies that provided inexhaustible 
benefits, and could have money remaining in their 
account.

B Individuals younger than 50 but older than 30 years of 
age on January 1, 2012, would have the value of their 
countable assets (the Medicaid asset test) reduced by 
the total dollar value of their insurance benefits. For 
individuals who were younger than 30—given the 
number of years before they would reach 65—policy-
makers could wait until more information was avail-
able before deciding how to apply Medicaid’s financial 
eligibility rules. 

Typically, people purchasing long-term care insurance at 
age 65 find that their choices are limited and costly 
because insurers expect adverse selection—that is, most 
people who purchase policies at that age do so because 
they expect they will have to use the coverage. CBO 
assumed that under this option, the LTC insurance mar-
ket would change as a result of the option’s size and scope. 
For example, the risk of adverse selection at age 65 would 
be small because all workers would be purchasing 
coverage. In addition, the array of LTC insurance prod-
ucts is expected to increase. Insurance carriers would be 
required to community-rate their offerings (charge all 
policyholders the same amount for the same package of 
benefits) and to provide standard benefit packages to all 
individuals participating in the program. In addition, car-
riers would be subject, as they are now, to federal and 
state laws regarding such insurance. Private LTC insur-
ance policies can be purchased at a very young age, but 
given the changing nature of this type of insurance, wait-
ing to purchase a policy at age 65 increases the probabil-
ity that the coverage has an appropriate benefit design 
and lessens the concern that a purchaser might have that 
the policy issuer could go out of business at some point 
before the purchaser needed to draw on the benefits.

CBO assumed that deductions under this option would 
begin in 2012 and, given the sizable balances that would 
have to accumulate to be able to buy insurance, would 
only apply to workers who were less than 50 years of age 
on January 1 of that year. The Joint Committee on Taxa-
tion estimated that contributions to the accounts would 
total $69 billion over the 2009–2013 period and 
$422 billion over the 2009–2018 period. Because those 
contributions would be directed and managed by federal 
law, the program would be included in the federal bud-
get. Contributions to the individual accounts would be 
considered to be revenues and outlays in equal amounts. 
As a result, CBO would not estimate a net impact on the 
federal budget as a result of establishing the individual 
accounts themselves. However, the deductions from 
wages for the accounts would be tax-exempt, which 
would cause revenues from income and payroll taxes to 
decline by about $34 billion over the 2009–2013 period 
and by $214 billion over the 2009–2018 period. In total, 
the option would increase the deficit by the amount of 
the change in revenues from income and payroll taxes.

Administrative mechanisms would also need to be in 
place to make this option effective. CBO presumed that a 
federal agency would be responsible for collecting, man-
aging, and distributing contributions to the individual 
accounts. In addition, the federal government would be 
responsible for any enforcement mechanisms as well as 
the execution of any penalties related to individuals’ fail-
ure to participate in the program.

In the future, as policymakers observed the program, they 
might wish to consider further changes for individuals 
who were younger than age 30 in 2012. Alternatives to 
this option’s approach could be considered that still 
would achieve its ultimate goals of reducing reliance on 
public financing for long-term care needs. One formula-
tion would be to make no changes to current law. After 
people exhausted their private insurance benefits, they 
would have to deplete their personal finances before qual-
ifying for Medicaid. Another possible formulation would 
be to retain the Medicaid financial eligibility require-
ments but allow the dollar value of the private LTC insur-
ance benefits to be applied against the insured individ-
ual’s assets in determining eligibility. That is, if a person 
used the account to purchase a policy with benefits equal-
ing $150,000 (1,000 days of coverage at $150 per day) 
and had assets worth $175,000, the assets for purposes of 
assessing Medicaid eligibility would be $25,000. A third 
alternative would be to eliminate Medicaid asset tests 
entirely. However, that modification would redefine cur-
rent Medicaid eligibility rules, possibly resulting in more 
individuals’ receiving Medicaid-funded long-term care 
services. Any changes to Medicaid eligibility rules could 
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have substantial implications for long-term Medicaid 
costs. CBO has not analyzed those options in detail and 
so has not estimated their implications for the federal 
budget.

An advantage of this option is that it would create a stable 
source of financing for long-term care by requiring that 
individuals set aside money for the eventual purchase of a 
long-term care insurance policy. The United States’ aging 
population is likely to put further pressure on caregivers 
as well as federal and state budgets. This option would 
compel people to save for their long-term care needs and 
possibly relieve pressure on “safety-net” systems. In addi-
tion, this option could result in savings for Medicaid. If it 
was successfully designed and implemented, savings in 
the form of reduced Medicaid expenditures could offset 
the lost tax revenues. Because all working individuals—
including low-income workers—would be required to 
purchase LTC insurance under this option, Medicaid 
might not remain the primary payer of LTC services. 
Under this option, low-income individuals who would 
otherwise have been Medicaid beneficiaries would receive 
at least a portion of their LTC services through privately 
purchased insurance. As a result, their eligibility for 
Medicaid could be delayed, leading to federal and state 
savings.

The main disadvantage of this option is that it would be 
costly in the short run because the federal government 
would forgo some tax revenues without the possibility of 
realizing any Medicaid savings. Given that, under the 
option, so many people would have a ready means for 
financing their long-term care needs, the use of such ser-
vices and the corresponding spending for them would 
probably increase. In addition, some portion of long-
term care that is currently donated by family and friends 
could be displaced by paid care. Finally, this option 
would not cover people, such as stay-at-home spouses, 
who might not participate in the labor force for extended 
periods of their working life. 

«CBO»
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Health Behavior and Health Promotion
Health insurance—and the access to care it can 
promote—is only one determinant of an individual’s 
overall health status. Health status largely depends on an 
individual’s decisions and behavior regarding, in particu-
lar, diet, exercise, smoking, and the use of preventive ser-
vices. Federal policy can encourage or discourage behav-
ior that affects health through several channels. For 
example, Medicare coverage of and payment for a given 
service can encourage wider use, both within the Medi-
care program and more generally. In the same way, if 
Medicare decides not to cover a particular intervention or 
limits coverage to certain populations, that decision can 
have an impact beyond the Medicare program. Excise 
taxes can increase the cost of certain behaviors that are 
detrimental to health. 

This chapter includes options that would affect the health 
of individuals through several mechanisms. In some 
instances, spending for health care could be affected by 
some of the options. However, the Congressional Budget 
Office has not estimated the amounts represented by 
those potential changes in health care spending, and such 
changes are not included in the estimated budgetary 
effects of the options in this chapter.
11
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Option 106

Impose an Excise Tax on Sugar-Sweetened Beverages

Source: Joint Committee on Taxation.

 Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues 4.5 4.7 4.8 4.9 5.0 23.9 50.4
In 2006, 19 states imposed taxes on soft drinks that were 
higher than the taxes on most other types of food prod-
ucts. In some cases, those levies took the form of special 
excise taxes or sales taxes that applied not only to soft 
drinks but also to snack foods, candy, or, more broadly, 
any products sold in vending machines. A few states 
apply a sales tax to soft drinks and snack products while 
exempting other food products. It has been estimated 
that the taxation of soft drinks and other snack foods 
generates about $1 billion in yearly revenue for the states; 
some of the revenue derived from those taxes is ear-
marked for particular uses ranging from the control of 
litter to subsidies for medical and dental schools.

This option would impose a federal excise tax of 3 cents 
per 12 ounces of “sugar-sweetened” beverage. Sugar-
sweetened beverages under this option would include a 
variety of carbonated and uncarbonated beverages, such 
as nondiet soft drinks, fruit cocktails, fruit drinks, fla-
vored iced teas, and flavored milk and dairy drinks. The 
tax would apply to beverages sweetened with sugar, high-
fructose corn syrup, or other similar sweeteners. The tax 
would not apply to artificially sweetened soft drinks—for 
example, those sweetened with aspartame or saccharine. 
Sugar-sweetened fountain-drink syrup would be taxed at 
a higher rate per ounce, such that the rate per ounce of 
fountain drink would be roughly equivalent to the tax 
rate on ready-to-drink soft drinks. (“Fountain-drink 
syrup” refers to concentrated, flavored syrup that is sold 
in bulk to establishments such as restaurants and that is 
mixed with water at the point of purchase.) If imple-
mented, the tax described in this option would generate 
an estimated $24 billion in revenues over the 2009–2013 
period, and about $50 billion over the 2009–2018 
period. Because such an excise tax would reduce the con-
sumption and production of soft drinks, it would reduce 
the tax base of income and payroll taxes and would there-
fore lead to reductions in revenues derived from those 
sources. The estimates shown here reflect those reduc-
tions, some of which would be off-budget, as well as 
projected declines in soft-drink purchases resulting from 
higher after-tax prices.

Medical research has found a link between the consump-
tion of sweetened drinks and weight gain, and other stud-
ies have found that soft-drink consumption may also be 
directly associated with diabetes. Research on the effects 
of existing state excise taxes on soft drinks seems to indi-
cate that a federal tax of the size incorporated in this 
option would have a small but quantifiable effect on aver-
age body mass index (BMI), a standard measure of obe-
sity. By helping reduce BMI and health problems related 
to obesity—such as heart disease, diabetes, stroke, and 
cancer—this option might reduce federal outlays for 
health care, although the magnitude of those effects is not 
known. 

Opponents of the tax argue that other goods associated 
with obesity, such as those that are high in fat, pose very 
similar health risks but would remain exempt from 
increased taxation. The difference in tax treatment could 
simply encourage consumption of those other products 
and produce little improvement in health outcomes. 
Other opponents point out that, given current patterns of 
consumption, the tax would be regressive. (In other 
words, it would affect lower-income consumers more 
than it would those at higher income levels.) 

Opponents of the tax have also noted that the manufac-
turing and pricing of soft drinks are heavily influenced by 
subsidies provided to farmers and other agricultural pro-
ducers. They argue that government subsidies have 
encouraged the production of high-fructose corn syrup, 
which is used as an inexpensive sweetener in the drinks, 
and that limiting the subsidy for corn would be a more 
effective approach than imposing a tax to discourage the 
consumption of soft drinks and other snack products and 
to improve health. 

«CBO»
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Option 107

Increase the Excise Tax on Cigarettes by One Dollar Per Pack 

Source: Joint Committee on Taxation.

 Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues 8.5 10.1 9.8 9.7 9.6 47.7 94.9
11
Both the federal and state governments tax tobacco prod-
ucts. Currently, the federal excise tax on cigarettes is 
39 cents per pack; similar levies apply to other tobacco 
products. In 2007, federal tobacco taxes raised a total of 
$8.4 billion, or about 0.3 percent of all federal revenues. 
At the state level, excise taxes on cigarettes have almost 
tripled in the past nine years, from an average of 42 cents 
per pack to $1.18. In addition, settlements reached with 
states’ attorneys general require major tobacco manufac-
turers to pay fees that are equal to an excise tax of about 
40 cents per pack. Together, those federal and state taxes 
and fees boost the price of a pack of cigarettes by $1.97. 

This option would raise the federal excise tax on ciga-
rettes by one dollar per pack, generating $10.1 billion in 
additional revenues in 2010 and a total of $47.8 billion 
through 2013. Because excise taxes reduce the income 
base to which income and payroll taxes are applied, a 
boost in excise taxes would lead to reductions in income 
and payroll tax revenues. The estimates shown here 
reflect those reductions, as well as projected declines in 
purchases of cigarettes because of higher after-tax prices. 
Researchers estimate that each 10 percent increase in the 
price of cigarettes is likely to cause their consumption to 
fall by 4 percent to 6 percent (probably more in the case 
of teenagers).

One rationale for imposing an excise tax on cigarettes is 
that tobacco consumers may underestimate the addictive 
power of nicotine and the harm they do to themselves by 
smoking. Teenagers in particular may not have the per-
spective necessary to evaluate the long-term effects of 
beginning to smoke. Raising taxes on cigarettes would 
reduce the number of smokers and the number of ciga-
rettes consumed by those who do smoke, thereby reduc-
ing the damage people do to their long-term health. That 
damage is substantial: Medical evidence identifies smok-
ing as a cause of many varieties of cancer and of cardio-
vascular and respiratory diseases. In 2004, the Surgeon 
General called cigarette smoking the “single greatest cause 
of avoidable morbidity and mortality in the United 
States.” 

Another rationale for levying an excise tax on cigarettes is 
that smokers impose costs on nonsmokers that are not 
reflected in the pretax cost of cigarettes. Known as exter-
nal costs, they include higher expenditures for health 
insurance (to cover the medical expenses linked to smok-
ing) and the damaging effects that cigarette smoke has on 
the health of nonsmokers. Most research indicates that 
the external costs of smoking are covered by current tax 
rates, although what to include in calculating those costs 
remains a point of contention for some experts—for 
example, whether to consider tobacco’s effects on the 
health of smokers’ families or the savings in spending for 
health care and pensions that result from smokers’ shorter 
lives. From the perspective of the federal budget, discour-
aging smoking reduces spending—including spending by 
Medicare and Medicaid—for smoking-related diseases, 
but the lower mortality rates that result from less smok-
ing at any given age could increase federal spending for 
Social Security and Medicare. Whether the net result of 
those changes would be an increase in spending is 
unclear, however, and the Congressional Budget Office 
does not have a sufficient basis for estimating the net 
budgetary impact of those effects.

An argument against raising taxes on cigarettes is the 
regressive nature of such levies, which take up a larger 
percentage of the earnings of low-income families than of 
middle- and upper-income families, for two reasons. 
First, lower-income people are more likely to smoke than 
are people from other income groups. Second, the 
amount that smokers spend on cigarettes does not rise 
appreciably with income.

Some opponents of higher cigarette taxes note that the 
market has mechanisms that already make individual 
smokers, rather than society, bear many of the costs of 
smoking—for example, higher insurance premiums for 
smokers than for nonsmokers and isolation of smokers in 
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restaurants and other public places. In that view, such 
mechanisms and the penalty they exact for smoking 
eliminate the need to raise taxes to reduce the costs that 
cigarette smoking inflicts on society. 

Other opponents object to a tax that is intended to pro-
tect consumers from a supposed lack of foresight about 
the harmful effects of smoking. They argue that con-
sumer protection is a specious justification for focusing 
on cigarette taxes when many other choices that people 
make—for example, to use alcohol, consume some types 
of food, or engage in risky sports—may also cause 
unforeseen health or social problems. 

«CBO»
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Option 108

Increase All Taxes on Alcoholic Beverages to $16 Per Proof Gallon 

Source: Joint Committee on Taxation.

 Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues 4.8 5.7 5.8 5.9 6.0 28.2 59.9
11
In 2007, the federal government collected $9.3 billion in 
revenue from excise taxes on distilled spirits, beer, and 
wine. Under current law, the way in which those taxes are 
levied treats different alcoholic beverages in different 
ways: Specifically, taxes are much lower on the alcohol 
content of beer and wine than on the alcohol content of 
distilled spirits because the taxes are determined on the 
basis of different liquid measures. Distilled spirits are 
measured in proof gallons (a standard unit for measuring 
the alcohol content of a liquid). The current excise tax 
rate on those spirits, $13.50 per proof gallon, translates to 
about 21 cents per ounce of alcohol. Beer, by contrast, is 
measured by the barrel, and the current tax rate of $18 
per barrel translates to about 10 cents per ounce of alco-
hol (under the assumption that the average alcohol con-
tent of beer is 4.5 percent). The current levy on wine is 
$1.07 per gallon, or about 8 cents per ounce of alcohol 
(assuming an average alcohol content of 11 percent). 

This option would standardize the base on which the fed-
eral excise tax is levied by using the proof gallon as the 
measure for all alcoholic beverages. The tax rate would be 
raised to $16 per proof gallon, thus increasing revenues 
by about $28 billion over the 2009–2013 period and by 
$60 billion over the 2009–2018 period. (Because excise 
taxes reduce producers’ and consumers’ income, higher 
excise taxes would lead to reductions in income and pay-
roll tax revenues. The estimates shown here reflect those 
reductions.) 

A tax of $16 per proof gallon would equal about 25 cents 
per ounce of alcohol. Under this option, the federal excise 
tax on a 750-milliliter bottle (commonly referred to as a 
fifth) of distilled spirits would rise from about $2.14 to 
$2.54. The tax on a six-pack of beer would jump from 
about 33 cents to 81 cents, and the tax on a 750-milliliter 
bottle of table wine would increase by a similar amount, 
from about 21 cents to 70 cents. 

The consumption of alcohol creates costs for society that 
are not reflected in the pretax price of alcoholic beverages. 
Examples of those “external costs” include spending on 
health care that is related to alcohol consumption and 
covered by the public, losses in productivity because of 
alcohol consumption that are borne by others besides the 
consumer, and the loss of lives and property in alcohol-
related accidents and crimes. Calculating such costs is dif-
ficult. However, a study conducted for the National Insti-
tute on Alcohol Abuse and Alcoholism estimated that the 
external economic costs of alcohol abuse exceeded 
$100 billion in 1998—an amount far greater than the 
revenues currently derived from taxes on alcoholic bever-
ages. When adjusted for inflation, excise tax rates on alco-
hol are far lower than historic levels. In the 1950s, excise 
taxes accounted for nearly half of the pretax price of alco-
hol, whereas rates now account for between 10 percent 
and 20 percent of the pretax price. 

One argument in favor of raising excise taxes on alcoholic 
beverages is that they would reduce alcohol use—and 
thus the external costs of that use—and make consumers 
of alcoholic beverages pay a larger share of such costs. 
Research has consistently shown that higher prices lead to 
less alcohol consumption, even among heavy drinkers.

Moreover, raising excise taxes to reduce consumption 
might be desirable, regardless of the effect on external 
costs, if lawmakers believed that consumers under-
estimated the extent of the harm they do to themselves by 
drinking. Heavy drinking is known to cause organ dam-
age and cognitive impairment; and the links between 
highway accidents and drinking are well documented and 
are especially strong among the young. There is also sub-
stantial evidence that early use of alcohol can lead to 
heavy consumption later in life. When deciding how 
much to drink, individuals may not adequately consider 
these longer-term risks to their health. Those longer-term 
costs may be particularly difficult for teenagers and young 
adults to weigh adequately.

In addition to any benefits from raising the tax rate, this 
option would also equalize the taxation of alcohol in 
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different kinds of beverages. Some analysts believe that 
such an evenhanded treatment would be beneficial 
because it would avoid distorting consumers’ choices 
among those various beverages.

An increase in taxes on alcoholic beverages would have 
disadvantages as well. It would make a tax that is already 
regressive—that takes up a greater percentage of income 
for low-income families than for middle- and upper-
income families—even more so. In addition, it would 
affect not only problem drinkers but also drinkers who 
imposed no costs on society and who thus would be 
unduly penalized. Furthermore, higher taxes would 
reduce consumption by some light drinkers whose intake 
of alcohol has health benefits. Moderate alcohol con-
sumption, particularly of wine, has been linked to lower 
incidence of heart disease, obesity, and stroke, and 
increases in life expectancy in middle age. Finally, with 
regard to the argument that drinkers underestimate the 
personal costs of alcohol consumption, some opponents 
of raising taxes on alcohol argue that the government 
should not try to modify consumers’ private behavior for 
reasons other than major external costs to society. 

«CBO»
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Option 109

Reduce Medicare Payment Rates for Primary Care Physicians Who Do Not Meet 
Benchmarks for Influenza Vaccination 

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 -170 -200 -160 -530 -620
11
The Centers for Disease Control and Prevention (CDC) 
has estimated that seasonal outbreaks of influenza result 
in an average of 226,000 hospitalizations and 36,000 
deaths per year. That burden of morbidity and mortality 
falls most heavily on the elderly, who account for 90 per-
cent of influenza-related deaths. CDC’s Advisory Com-
mittee on Immunization Practices has identified vaccina-
tion against influenza as “the most effective method for 
preventing influenza virus infection and its potentially 
severe complications” and has recommended that all indi-
viduals above the age of 50 receive an annual vaccination. 
Despite that recommendation, roughly half of Medicare 
beneficiaries currently do not receive a Medicare-covered 
annual vaccination against influenza.

This option would reduce Medicare’s payment rates for 
services rendered by primary care physicians (PCPs) who 
do not meet a benchmark rate of influenza vaccination 
among their Medicare patients. Vaccination rates would 
be calculated on the basis of panels of patients; each 
PCP’s panel would consist of all Medicare beneficiaries 
ages 50 and older whom the physician had treated at any 
point during the previous flu season (September through 
March). The vaccination rate would equal the share of 
those beneficiaries who had received an influenza vacci-
nation at some point during that flu season. Patients 
would be counted as having received a vaccination if a 
claim was submitted to Medicare for that service—
whether provided by the PCP or another provider—or if 
a code was submitted to Medicare indicating either that 
the vaccination was contraindicated or that the patient 
had been offered a vaccination and had declined it. 
Under this option, PCPs who did not meet a threshold 
vaccination rate of 60 percent in the previous flu season 
would see a reduction of 1.5 percent in all fees that Medi-
care paid them for the covered services they provided. 
The option would reduce spending for Medicare by 
$0.5 billion over the 2010–2014 period and by $0.6 bil-
lion over the 2010–2019 period. CBO expects that by 
2019 the great majority of PCPs would meet the thresh-
old vaccination rate and avoid the fee reductions.

CBO expects that this option would initially reduce 
Medicare spending but increase it over the long run, 
reflecting several offsetting effects. This option would 
reduce Medicare physician spending through the 1.5 per-
cent fee reductions, and, by increasing vaccination rates, 
it would reduce influenza-related hospitalizations and 
mortality. CBO expects, however, that vaccination rates, 
and Medicare spending on vaccinations, would increase 
over the 2010–2019 period, and that the share of PCPs 
facing the fee reductions would decline substantially. 
Over the long run, CBO expects that the savings from fee 
reductions and avoided hospitalizations would be more 
than offset by the combination of the direct costs of addi-
tional vaccinations and the increase in the number of 
Medicare beneficiaries surviving to older ages.

An argument in favor of this option is that among older 
adults, influenza accounts for a large burden of disease, 
and vaccination is a highly cost-effective approach to pre-
venting it. Furthermore, the option might encourage 
physicians to adopt and use health information technol-
ogy systems to track the vaccination status of their 
patients.

An argument against the option is that physicians could 
perceive themselves as being unfairly held accountable for 
patients with whom they may have had little contact and 
over whose behavior they may have little control. Physi-
cians would also suffer financially under this option in 
the case of vaccine shortages, such as the one that 
occurred in the United States in 2004.

«CBO»
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Option 110

Base Medicare’s Coverage of Preventive Services on Evidence of Effectiveness

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending -30 -80 -80 -80 -90 -360 -850
The United States Preventive Services Task Force 
(USPSTF), which is sponsored by the Department of 
Health and Human Services’ Agency for Healthcare 
Research and Quality, conducts rigorous, impartial assess-
ments of the scientific evidence for the effectiveness of a 
broad range of clinical preventive services. The task force 
reviews the available research, estimates the magnitude of 
the benefits and harm associated with each service, 
reaches a consensus about the service’s net benefit, and 
issues recommendations on an ongoing basis. It grades 
the strength of the evidence of a service’s effectiveness as 
follows: A—the task force strongly recommends the ser-
vice; B—the task force recommends the service; C—the 
task force has no recommendation for or against the ser-
vice (that is, there is at least fair evidence that the service 
can improve outcomes for patients, but the balance of 
benefits and harm is too even to justify a general recom-
mendation); D—the task force recommends against 
using the service (that is, at least fair evidence was found 
that the service is ineffective or that its harm outweighs 
its benefits); and I—the evidence is insufficient for a 
recommendation for or against (that is, evidence is lack-
ing that the service is effective, of poor quality, or con-
flicting, and the balance of benefits and harm cannot be 
determined). 

The USPSTF’s recommendations are considered the 
“gold standard” for clinical preventive services by health 
care experts and are updated periodically to reflect new 
evidence. For several services that Medicare is currently 
required by law to pay for, the task force has assigned 
grades indicating that the evidence of the service’s bene-
fits is insufficient, that the service is ineffective, or 
that the potential harm from the service outweighs its 
benefits.

The Medicare Improvements for Patients and Providers 
Act of 2008 (Public Law 110-275) gives the Secretary of 
the Department of Health and Human Services the 
authority to cover additional preventive services that the 
Secretary determines meet the following criteria: The 
services are reasonable and necessary for the prevention or 
early detection of an illness or disability; the services are 
recommended with a grade of A or B by the USPSTF; 
and the services are appropriate for Medicare beneficia-
ries. The Secretary may not eliminate existing coverage 
for preventive services that do not meet the USPSTF’s 
standards for an A or B grade. The USPSTF has given 
grades of A or B to only 7 of the 18 preventive services 
that Medicare covers.1 

This option would allow the Secretary of Health and 
Human Services to modify Medicare’s coverage of pre-
ventive services to which the USPSTF has assigned a 
grade other than A or B. The Secretary could maintain 
coverage despite the USPSTF’s recommendations, restrict 
coverage to certain subgroups that had risk factors that 
made the preventive service more likely to be beneficial, 
or eliminate Medicare’s coverage of the service. In 
estimating the change in outlays that this option might 
generate, the Congressional Budget Office assumed that 
coverage for all services assigned a grade of D would be 
eliminated and that most services assigned a grade of C 
or I would be retained. Specifically, coverage for the 
following services, CBO expects, would be eliminated: 
electrocardiograms provided during the “Welcome to 
Medicare” visit that the program routinely provides for 
low-risk beneficiaries; cervical cancer screening for 
women over the age of 65 whose recent PAP smears have 
been normal; and the use of prostate-specific antigen tests 
to screen for prostate cancer in men over age 75. This 
option would reduce outlays by about $360 million over 
the 2010–2014 period and by about $850 million 
over the 2010–2019 period.

A rationale for this option is that it would give the 
Secretary of Health and Human Services the flexibility 
to adjust Medicare’s coverage of preventive services that 
have been judged ineffective or harmful by an expert, 

1. See www.ahrq.gov/clinic/uspstfix.htm#Recommendations for the 
USPSTF recommendations.

http://www.ahrq.gov/clinic/uspstfix.htm#Recommendations
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independent body. The option would also permit the 
Secretary to modify coverage if the evidence about a par-
ticular service changed. In addition, the option would 
represent an incremental step toward evidence-based 
medicine, an approach supported by many advocates of 
changing the way health care services are delivered. Fur-
thermore, if Medicare based its coverage of preventive ser-
vices on the USPSTF’s recommendations, that shift in 
policy would help disseminate the task force’s considered 
judgments to physicians, which should improve the qual-
ity of care that Medicare beneficiaries receive.
An argument against this option is that if it was imple-
mented, some Medicare beneficiaries would no longer 
have coverage for services that could benefit them. That 
concern could be addressed by limiting the Secretary’s 
flexibility to adjust coverage, restricting that authority to 
services that are given a grade of D (rather than grades of 
C, D, or I) by the task force. Another concern is that 
because the USPSTF’s recommendations under this 
option would have a more direct effect on Medicare’s cov-
erage policy than they do now, the task force’s members 
might feel increased pressure to give a service the benefit 
of the doubt. The Secretary could face similar pressure in 
revising Medicare’s coverage of some services.

«CBO»
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Closing the Gap Between Medicare’s 
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The Medicare program is financed in several ways. A 
payroll tax, which is shared between employers and 
employees (self-employed individuals pay the entire tax), 
funds the Hospital Insurance (HI) Trust Fund, which 
pays part of the costs for benefits covered under Part A of 
Medicare (that is, inpatient hospital care and other ser-
vices furnished by institutional providers).1 The Supple-
mentary Medical Insurance (SMI) Trust Fund, which 
funds Part B (physicians’ and other outpatient services) 
and Part D (outpatient drugs) is financed through general 
revenues and beneficiaries’ premiums. Medicare Advan-
tage, or Part C of Medicare, is financed by both the HI 
and SMI trust funds. 

Federal spending for Medicare has been growing faster 
than the economy for decades and is projected to con-
tinue doing so. Between 1975 and 2008, spending for 
Medicare grew from 1.0 percent of gross domestic prod-
uct (GDP) to 2.8 percent. The Congressional Budget 
Office projects that, under current law, federal spending 
for Medicare will rise to nearly 9 percent of GDP in 
2050. The program’s future spending growth will be 
driven primarily by the growth in per capita medical 
costs, with the aging of the population playing a second-
ary role.   

Income from payroll taxes and premiums, however, is not 
keeping pace with the rising cost of the program. The 
Medicare Modernization Act of 2003 included a provi-
sion that requires the Medicare trustees to issue a warning 

1. A small number of Medicare beneficiaries also pay a premium to 
receive HI-funded services because they have not paid into the HI 
trust fund for at least 10 years.
when general revenues are projected to account for 
45 percent or more of Medicare’s total expenditures for 
any one year within a seven-year projection period.2 (The 
law defines those periods as the current fiscal year and the 
subsequent six fiscal years.) If two consecutive funding 
warnings are issued, the Medicare Modernization Act 
directs the President to propose to the Congress legisla-
tion intended to prevent general revenue funding from 
actually exceeding 45 percent of the program’s expendi-
tures. The Medicare trustees issued such a warning in 
their 2006, 2007, and 2008 reports; in March 2008, the 
Administration proposed legislation in response to the 
funding warning, but the Congress has not acted on it. 

Because Medicare is a mandatory program, its funding 
does not require an annual appropriation, and changes to 
its operations require authorizing legislation. In contrast, 
most funding for program management—that is, the 
money that the Centers for Medicare and Medicaid 
Services uses to administer the program—is subject to 
appropriation, but there is some mandatory administra-
tive funding, including resources dedicated to minimiz-
ing waste, fraud, and abuse within the program. 

This chapter includes broad options for addressing, in 
part, some of the short- and long-term challenges of 
financing the Medicare program. In addition, one option 
considers increased funding to address waste, fraud, and 
abuse. 

2. The Medicare trustees comprise the Secretaries of the Treasury, 
Health and Human Services, and Labor, as well as the Commis-
sioner of Social Security and two public trustees. They report 
annually on the financial status of the Medicare trust funds.
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Option 111

Increase the Payroll Tax Rate for Medicare Hospital Insurance by 
1 Percentage Point

Source: Joint Committee on Taxation.

 Total

(BILLIONS OF DOLLARS) 2009 2010 2011 2012 2013 2009-2013 2009-2018

Change in Revenues

 
Increase the rate on all 

earnings 6.2 27.7 43.6 64.5 67.5 209.5 592.2

 
Increase the rate on earnings 

in excess of $150,000 2.2 6.3 1.3 8.2 8.7 26.6 77.2
The primary source of financing for the Hospital Insur-
ance (HI) Trust Fund, which pays for benefits covered 
under Part A of Medicare, is a payroll tax.1 Employers 
and employees each pay 1.45 percent of wages, and self-
employed workers pay 2.9 percent of their net income. 
Unlike the payroll tax for Social Security, which applies to 
earnings up to an annual maximum ($106,800 in 2009), 
the HI tax is levied on total earnings.

According to the Congressional Budget Office’s esti-
mates, expenditures from the Hospital Insurance Trust 
Fund will grow at an average annual rate of 6.6 percent 
through 2017, and revenues to the HI Trust Fund will 
grow at an average annual rate of 4.6 percent. In 2011 
and thereafter, expenditures for hospital insurance are 
projected to exceed the program’s total income, causing a 
drawing down of reserves in the HI Trust Fund. CBO 
projects that the balances will fall sharply in the last few 
years of the 2009–2018 period and will be exhausted in 
2019.2 

This option comprises two alternatives for increasing rev-
enues from the HI payroll tax. The first alternative would 
raise the HI tax rate on all earnings by a total of 1 per-

1. In 2007, payroll tax revenues accounted for approximately 
85 percent of the income credited to the HI Trust Fund (which is 
the budgetary accounting mechanism that keeps track of receipts 
and outlays for benefits covered by Part A of Medicare as well as 
associated administrative costs). Other sources of revenue credited 
to the trust fund include a portion of the federal income tax that 
people pay on their Social Security benefits and interest on the 
trust fund’s reserves.

2. The estimated exhaustion date for the HI Trust Fund does not 
reflect the recent deterioration in economic conditions, which 
could result in earlier exhaustion of the trust fund.
centage point. The payroll tax rate paid by employers and 
employees would each increase to 1.95 percent, and the 
rate paid by self-employed people would rise to 3.9 per-
cent. That alternative would increase revenues by 
$209.5 billion over the 2009–2013 period and by 
$592.2 billion over the 2009–2018 period. By 2050, the 
option would have increased receipts to the HI Trust 
Fund by 34 percent—or, measured relative to the size of 
the economy, from 1.2 percent of gross domestic product 
to 1.6 percent.

Increasing the HI payroll tax rate would boost the reve-
nues that flowed to the HI Trust Fund to a substantial 
degree and extend the solvency of the fund, but the 
option would also have some drawbacks. Higher tax rates 
on earnings reduce people’s incentive to work and 
encourage taxpayers to shift income from taxable to non-
taxable forms, which causes economic resources to be 
allocated less efficiently than they otherwise might be. 
(Conversely, because a higher tax rate would also reduce 
total after-tax income, workers under this option might 
choose to work more so as to maintain the same level of 
disposable income that they had before the increase in 
rates.) 

Another drawback to this alternative is that an increase in 
the HI payroll tax rate would be relatively more burden-
some for low- and middle-income workers than for 
higher-income earners. Taxable wages make up a smaller 
proportion of income for higher-income earners than for 
low- and middle-income workers. Although HI payroll 
taxes constitute the same percentage of taxable earnings 
for all workers, higher-income households end up paying 
a smaller percentage relative to their total income because 
they derive a greater share of that income from sources 
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other than wages, such as capital income and rental 
income, which are not subject to the HI payroll tax.

An alternative approach under this option would be to 
raise the HI payroll tax rate by 1 percentage point on 
earnings above $150,000 in 2010 and index the earnings 
threshold for inflation thereafter. That approach would 
avoid a tax increase for low- and middle-income workers 
but still extend the period of solvency of the HI Trust 
Fund. The alternative would increase revenues by 
$26.6 billion over the 2009–2013 period and by 
$77.2 billion over the 2009–2018 period; it would pro-
vide about 13 percent of the revenues that would be col-
lected under the first alternative (which would raise the 
tax rate on all earnings). By 2050, this alternative would 
have increased HI revenues by 4 percent—or, measured 
relative to the size of the economy, from 1.2 percent of 
gross domestic product to 1.3 percent.

«CBO»
12
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Option 112

Limit Growth in Medicare Per Capita Spending to Growth in Per Capita 
Gross Domestic Product Plus 1 Percentage Point

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 0 0 0 0 -2,500
The Congressional Budget Office projects that, under 
current law, federal spending for Medicare and Medicaid 
as a percentage of gross domestic product (GDP) will rise 
from 4 percent in 2008 to 12 percent in 2050. The bulk 
of that projected increase in health care spending reflects 
higher per-beneficiary costs rather than an increase in 
the number of beneficiaries associated with an aging 
population. 

In recent years, many proposals for improving the effi-
ciency of the health care system have emerged. Because 
spending for Medicare accounts for a large share of total 
federal health care costs and is thought to influence 
health care delivery in the broader health care system, 
some policymakers have proposed giving the executive 
branch broader authority to make changes to Medicare 
that would reduce the program’s costs while balancing the 
need to maintain or improve the quality of the care being 
delivered. Currently, the Secretary of Health and Human 
Services has some discretion in managing the Medicare 
program but cannot, for example, change beneficiaries’ 
copayments; alter the hospital market-basket update 
(which increases payments to hospitals to reflect increases 
in their cost of doing business); or modify benchmark 
levels for Medicare Advantage (the program that allows 
enrollees to obtain Medicare benefits through private 
plans). If policymakers were to give the Secretary more 
authority to make program changes than the scope per-
mitted under current law, they would probably want to 
set clear performance goals to accompany that increased 
authority. 

Lawmakers could choose to set an explicit limit on the 
growth of expenditures in the Medicare program and 
provide the Secretary with authority to make changes in 
levels of coverage, payments to Medicare providers, and 
beneficiaries’ cost sharing to keep the growth in the pro-
gram’s spending below the limits specified by law. To be 
effective, such a policy would need an enforcement mech-
anism, such as an across-the-board reduction in providers’ 
payments that would take effect if the Secretary failed to 
make sufficient changes to the program to bring the 
growth of spending within the prescribed limit.

This option would create a target that would limit annual 
growth in Medicare’s per-enrollee spending between 2009 
and 2019 to yearly per capita growth in GDP plus 1 per-
centage point. The Secretary would have new authority 
to make program changes to reduce spending to targeted 
levels. Those levels would be enforced by requiring actu-
aries employed by the Centers for Medicare and Medic-
aid Services (CMS) to include in the annual Medicare 
trustees’ report an analysis of how actual per-enrollee 
expenditures during a given fiscal year had increased in 
comparison with the growth in per-enrollee expenditures 
allowed under the limit. If growth exceeded the limit, 
CMS’s actuaries would estimate the percentage decrease 
in payments required to reduce expenditures below the 
limit for the following year. The reduction in payments 
would be applied equally to all claims for services fur-
nished in the fee-for-service sector of Medicare (the part 
of the program that pays hospitals, physicians, and other 
providers directly for services). The reduction would not 
apply to services for which payment rates are set through 
a competitive bidding process. For Medicare Advantage 
plans (Part C), the reduction in payments would be 
reflected in benchmarks for the next calendar year.

In estimating the budgetary effects of this option, CBO 
used its current baseline estimates of Medicare’s per capita 
outlays and its estimates of per capita growth in GDP. 
Under those assumptions, the limit on expenditures 
would not be lower than Medicare’s current level of 
spending until 2014, and the savings from carrying out 
the across-the-board reduction would not occur until 
2015. Overall, the expenditure limit would reduce federal 
outlays by $2.5 billion between 2010 and 2019. (CBO’s 
estimate of this option’s budgetary effects is based on the 
reduction in outlays that would occur if the across-the-
board enforcement mechanism was implemented. The 
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Secretary’s changes could result in more savings or in a 
different pattern of savings.) 

The target used for this option is roughly consistent with 
CBO’s current-law baseline projections of Medicare’s per-
enrollee spending for 2009 through 2013, which reflect a 
21 percent reduction in physician payment rates for 2010 
and further reductions for most of the following years. 
(Some people view current-law baseline projections as an 
unrealistic estimate of Medicare’s spending because law-
makers have enacted legislation to prevent large reduc-
tions in physicians’ fees for several years in a row.) The 
savings target could be met by implementing combina-
tions of a number of options found elsewhere in this 
volume. 

An advantage of this option is that it would allow law-
makers to set goals for reducing health care spending 
while delegating the authority to make the program 
changes necessary to achieve the savings. That delegation 
of authority potentially would give the Secretary of 
Health and Human Services the flexibility to experiment 
with the Medicare program’s parameters and to adjust 
those parameters on the basis of lessons learned during 
the implementation of a particular approach. Under this 
option, performance relative to the target would be 
assessed retrospectively, on the basis of actual program 
experience rather than on projected program costs. As a 
result, the option would be more likely to control spend-
ing growth than would an option featuring a target that 
was assessed prospectively. 

An argument against this option is that it would greatly 
expand the authority of the Secretary and would do so 
with little accountability. Another disadvantage of the 
option is that it does not include a cap on the maximum 
allowable reduction and so could result in large—and 
potentially disruptive—cuts in payments if spending in a 
given year was very high relative to the target. As a result, 
significant pressure might arise for legislation to avert 
such cuts, and the savings might not be attained. 

«CBO»
12
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Option 113

Design an Enforcement Mechanism for the Medicare Funding Warning

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 0 0 0 0 -73,500
The Medicare program is funded primarily through pay-
roll taxes, premiums paid by beneficiaries, and general 
revenues (that is, funds from the Treasury not already 
designated for another purpose). The Medicare Prescrip-
tion Drug, Improvement, and Modernization Act of 
2003 included a provision to prompt lawmakers to look 
at the financial health of Medicare on a regular basis. 
Under that provision, the Medicare trustees are required 
to determine the percentage of Medicare costs that are 
funded from general revenues in the prior fiscal year and 
estimate the percentage for the current year and the six 
ensuing years—a total of seven fiscal years. When they 
project that general revenue funding will exceed 45 per-
cent during that seven-year period, the trustees must issue 
a “Medicare funding warning.” Moreover, if a warning is 
issued for two successive fiscal years, the President is 
required to submit legislation to the Congress that is 
intended to bring financing from general revenues below 
45 percent for the seven-year period. Procedures are in 
place to expedite the consideration of such legislation. 
However, the Congress is not required to act on the Pres-
ident’s proposal, thus limiting the effectiveness of the 
trigger as a tool for constraining Medicare spending.

This option would leave in place the existing require-
ments and expedited procedures, and establish a fail-safe 
mechanism that would be activated once the trustees 
determined that the percentage of funding from general 
revenues exceeded 45 percent in the prior fiscal year. On 
July 1 or two months after the Medicare trustees’ report is 
released, whichever comes last, the mechanism would 
apply an automatic 1.0 percent reduction in payments for 
services furnished in Medicare’s fee-for-service sector. The 
reduction would not apply to services for which payment 
rates are set through a competitive bidding process. For 
Medicare Advantage plans (which allow beneficiaries to 
receive their Medicare benefits through private insurers), 
the 1.0 percent reduction would apply to benchmark 
rates for the next calendar year. The reductions would be 
increased by 1.0 percentage point each time the trustees 
determined that the percentage of funding from general 
revenues exceeded 45 percent in the prior fiscal year, 
thereby creating a cumulative effect—that is, the reduc-
tion would be 2.0 percent in the second year and 3.0 per-
cent in the third year. The Congressional Budget Office 
currently projects that the threshold will be breached in 
fiscal year 2014; therefore, the mechanism would apply 
to the fee-for-service sector beginning in July 2015 and to 
Medicare Advantage plans starting on January 1, 2016.1 
Because of delayed implementation, this option would 
not reduce federal outlays over the 2010–2014 period. 
However, it would reduce federal outlays by $73.5 billion 
over the 2010–2019 period.2 Funding from general reve-
nues would not be reduced to 45 percent of Medicare’s 
spending until several years after 2019. To ensure that 
financing from general revenues dropped below the 45 
percent threshold by 2019, the mechanism would need to 
apply at least a 4.5 percent reduction in payments for 
Medicare services.

An argument in favor of this option is that the fail-safe 
mechanism would allow policymakers to put in place an 
automatic constraint on Medicare’s spending. An argu-
ment against this option is that Medicare beneficiaries 
could see their access to health care become more limited 
as payments to providers and institutions were cut. Such 
action could result in decreased participation in the 
Medicare program. Another potential disadvantage of 
this option is that Medicare spending reductions would 
result whenever the threshold was exceeded, even when 
lawmakers opted to take no action or had other priorities 
for the Medicare program. 

1. The year in which funding from general revenues is projected to 
exceed 45 percent of Medicare’s spending is sensitive to changes in 
both projected spending and projected payroll tax receipts.

2. Those reductions would be in addition to decreases in physician 
payments under the sustainable growth rate mechanism.

«CBO»
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Option 114

Set a Savings Target to Reduce Spending for Medicare by 1 Percent

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Change in Mandatory Spending 0 0 -1,000 -6,900 -7,200 -15,100 -55,500
12
Rising health care costs are one of the central fiscal chal-
lenges facing the United States today. Medicare’s spend-
ing accounts for a large share of total federal health care 
costs and is thought to influence the broader health care 
delivery system. Some people have proposed giving the 
executive branch broader authority to make changes in 
the Medicare program that would improve its perfor-
mance while balancing the need to maintain or improve 
the quality of the care it delivers. Currently, the Secretary 
of Health and Human Services (HHS) has some discre-
tion in managing the Medicare program but cannot, for 
example, change beneficiaries’ copayments, the hospital 
payment update, or the benchmark levels for payments in 
the Medicare Advantage program. If policymakers were 
to give the Secretary of HHS more authority to make 
changes than is available under current law, lawmakers 
might want to set clear goals to be achieved with that 
increased authority. 

One way for policymakers to set such goals would be to 
assign the Medicare program a specific target for savings 
that the Secretary of HHS would be required to achieve 
through administrative action. To be effective, such a pol-
icy would have to specify the amount of savings to be gar-
nered each year and the metric against which savings 
would be assessed (for example, the projections by the 
Centers for Medicare and Medicaid Services, or CMS, of 
spending for the program under current law). Once 
approaches were developed to achieve the targeted sav-
ings, the projected effects of those approaches would have 
to be independently verified. In addition, such a policy 
would need to include an enforcement mechanism, such 
as an across-the-board reduction in payments to providers 
if the Secretary failed to make the changes necessary to 
achieve the specified target for savings. There are a variety 
of ways in which such a policy could be structured; the 
option presented here illustrates one approach. 

This option would set annual targets for Medicare, for 
2012 through 2019, of a 1 percent reduction in outlays 
and would give the Secretary of HHS broad but tempo-
rary authority to make changes in the program to achieve 
that specified amount. Once the target was enacted, the 
Secretary would have two years to develop a set of 
changes to achieve it, after which his or her authority to 
make program changes under the savings target provision 
would expire—once final regulations implementing the 
changes were published. The CMS actuaries would esti-
mate the reduction in outlays that the changes would 
produce relative to what projected spending would other-
wise have been and publish their results in the March 
2012 report of the Medicare trustees. If the actuaries did 
not project that the changes would reduce outlays by an 
amount sufficient to meet the targeted level of savings for 
the 2012–2019 period, then an across-the-board reduc-
tion in providers’ payments would be instituted to 
achieve that level. 

The legislation that established the target policy would 
have to carefully identify the method for assessing 
whether or not the target had been met. To enhance the 
CMS actuaries’ independence in certifying the estimated 
savings in Medicare’s costs, the legislation could require 
the Government Accountability Office to audit the pro-
cedures used in the estimating process and report its find-
ings to the Congress. In addition, the Secretary of HHS 
could be required to have the actuaries’ estimates certified 
by separate, independent actuaries. 

This option would yield estimated savings of $15.1 bil-
lion between 2010 and 2014 and of about $55.5 billion 
over the 10 years from 2010 to 2019. The Congressional 
Budget Office’s estimate of the budgetary effects of this 
option are based on the reduction in outlays that would 
occur if the enforcement mechanism was implemented—
that is, if an across-the-board cut was instituted that 
would reduce payments for services furnished in Medi-
care’s fee-for-service sector. That cut would not apply to 
services for which payment rates are set through a com-
petitive bidding process. For Medicare Advantage plans, 
the reduction in payments would apply to benchmarks 
for the next calendar year. 
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An advantage of this option is that it would allow policy-
makers to set goals for reducing health care spending 
while delegating authority to the Secretary of HHS to 
make the required changes in Medicare to achieve those 
savings. That delegation of authority would potentially 
give the Secretary the flexibility to implement changes 
that would allow for building on program experience and 
recent research.

An argument against the option is that it would greatly 
expand the Secretary’s authority but institute little 
accountability. 

«CBO» 
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Option 115

Increase Funding for the Health Care Fraud and Abuse Control Program in 
Medicare and Medicaid

Notes: HCFAC = Health Care Fraud and Abuse Control.

Savings attributable to funding for administration or program management are not counted for Congressional scorekeeping purposes.

 Total

(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Spend $100 Million in 2010

Change in HCFAC Outlays 100 0 0 0 0 100 100

Memorandum:

Estimated Savings Attributable to 
Increased HCFAC Funding -45 -45 -45 -45 0 -180 -160

Spend $100 Million per Year

Change in HCFAC Outlays 100 100 100 100 100 500 1,000

Memorandum:

Estimated Savings Attributable to 
Increased HCFAC Funding -40 -90 -130 -180 -180 -620 -1,520
12
The Health Care Fraud and Abuse Control (HCFAC) 
program focuses on reducing waste, fraud, and abuse 
within the Medicare and Medicaid programs. Funding 
for HCFAC is provided through a permanent authoriza-
tion of funds from Medicare’s Hospital Insurance (HI) 
Trust Fund and general revenues; that funding is not sub-
ject to annual appropriation. Under current law, the Con-
gressional Budget Office projects, spending for HCFAC 
will total about $1.1 billion annually over the coming 
decade. 

Money from the HCFAC program supports activities 
within the Centers for Medicare and Medicaid Services 
(CMS), the Department of Health and Human Services’ 
Office of the Inspector General, the Department of Jus-
tice, and the Federal Bureau of Investigation. More spe-
cifically, funding from the HCFAC program enables 
CMS to perform background checks on Medicare provid-
ers, to staff dedicated antifraud offices, and to audit pro-
viders’ claims for payment to determine their accuracy 
and appropriateness. Money from HCFAC that is allo-
cated to the Office of the Inspector General is used to 
evaluate the Medicare and Medicaid programs, to dis-
cover improprieties, and to recommend corrective action.
The President’s budget request for 2009 proposed 
$198 million in new appropriated discretionary funding 
for HCFAC, which the Administration estimated would 
generate about $350 million in savings in one year for 
Medicare and Medicaid. Those amounts represent a 
return on investment of about 1.75 to 1.0—that is, for 
every $1.00 that the government spent for HCFAC, there 
would be a return of $1.75, which, according to the 
Administration, would reflect the recoupment of 
improper payments to providers. Previously, the Admin-
istration estimated a return of 13 to 1 for the Medicare 
Integrity Program, which funds a variety of activities, 
including prevention of waste, fraud, and abuse in the 
Medicare drug benefit (Part D) program, and an overall 
return on investment of 4 to 1 for HCFAC funding. 
(Estimating the return on investment for the HCFAC 
program can be challenging, however, because resources 
that the program spends in one year may yield savings in 
a subsequent year. Moreover, each additional dollar of 
HCFAC funding may not yield the same return on 
investment. Instead, there may be diminishing returns to 
an increase in funding.) 

In its analysis of the President’s budgetary proposals for 
2009, CBO estimated that the new discretionary 
HCFAC funding would result in savings of about $350 
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million—the same amount that the Administration esti-
mated. Unlike the Administration, however, CBO did 
not estimate that all savings would accrue in the first year 
but rather that those savings would accrue over several 
years. 

This option would provide an additional $100 million in 
appropriated funding for HCFAC—either on a one-time 
basis or in each year over the next 10 years. 
In CBO’s estimation, such spending would result in sav-
ings to Medicare and Medicaid of about $180 million 
and about $1.5 billion, respectively, over the next 10 
years. In either case, the savings would exceed the initial 
expenditures. 

The Congressional budget process follows a set of rules 
established by the Congress for use in estimating the cost 
of proposed legislation.1 Those “scorekeeping guidelines” 
ensure consistent treatment of spending and revenue leg-
islation across programs and over time. Scorekeeping rule 
14 states: “No increase in receipts or decrease in direct 
(i.e., mandatory) spending will be scored as a result of 
provisions of a law that provides direct spending for 
administration or program management activities.” Simi-
larly, scorekeeping rule 3 prohibits scoring changes in 

1. In general, federal budget law is set out in the Congressional 
Budget and Impoundment Act of 1974, as amended, and the Bal-
anced Budget and Emergency Deficit Control Act of 1985, as 
amended. 
mandatory spending as a result of changes in the amount 
appropriated for administrative or program management 
activities.

Those scorekeeping rules mean that, for Congressional 
budget enforcement purposes, the budgetary impact 
recorded for a boost in funding for the HCFAC pro-
gram—whether that increase was funded with an appro-
priation or mandatory spending—would reflect the 
change in the cost of HCFAC’s activities but not a reduc-
tion in mandatory spending for Medicare or Medicaid 
benefits. When such a reduction occurred, however, those 
savings would be recorded in the budget and thus would 
ultimately reduce the overall deficit. 

The view that such opportunities for savings might exist 
is supported by the Government Accountability Office, 
which has long had both Medicare and Medicaid on its 
high-risk list (meaning that the programs are vulnerable 
to inappropriate spending, fraud, and abuse).2 Yet boost-
ing funding for program integrity under HCFAC proba-
bly offers diminishing returns, and increased investment 
in combating waste, fraud, and abuse is unlikely to signif-
icantly slow overall growth in spending for Medicare and 
Medicaid. 

2. Government Accountability Office, High-Risk Series: An Update, 
GAO-07-310 (January 2007).
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