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SUMMARY AND INTRODUCTION

As part of a plan to balance the federal budget by 2002, the 105th Congress enacted,
and President Clinton signed, two major pieces of legislation: the Taxpayer Relief
Act of 1997 (H.R. 2014/Public Law 105-34) and the Balanced Budget Act of 1997
(H.R. 2015/Public Law 105-33). The Balanced Budget Act achieves $127 billion in
net deficit reduction over the 1998-2002 period. Gross savings of $160 billion
comprise:

0 $112 billion from slowing the growth of the Medicare program,

0 $21 billion from auctioning licenses to use portions of the
electromagnetic spectrum,

0 $7 billion from changes to Medicaid,

0 $5 billion from increasing excise taxes on cigarettes and other
tobacco products, and

0 $15 billion from other spending reductions and tax increases.
Those savings are partly offset by additional spending of $33 billion:

o $20 billion for children’s health insurance initiatives, and

o $13 billion to mitigate the effects of last year’s welfare reform law. -

The act also extends the limits on discretionary spending and the pay-as-you-
go procedures for direct spending and receipts, but those provisions do not directly
alter federal outlays or revenues. Table 1 provides estimates of the act’s budgetary
effects by title. The following pages give details by program and provision.

The cost or savings figures cited in this memorandum represent the estimated
changes in spending or revenues attributable to the Balanced Budget Act, compared
with baseline projections of what would have happened under prior law. The
baseline projections underlying the estimates were completed by the Congressional
Budget Office (CBO) early in 1997 and were used by the Congress as the basis for
the Concurrent Resolution on the Budget for Fiscal Year 1998 (H. Con. Res. 84). A
recent CBO report, The Economic and Budget Outlook: An Update (September
1997), discusses the budgetary situation after enactment of the Balanced Budget Act
and the Taxpayer Relief Act.
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This memorandum frequently uses the terms “direct spending” and “spending
subject to appropriations.” Direct spending programs, also known as mandatory
spending, are those for which entitlement authority or budget authority is provided
by laws other than appropriation acts. (The Budget Enforcement Act of 1990 also
categorizes the Food Stamp program as direct spending.) In contrast, funding levels
for discretionary programs are determined by the annual appropriation process,
within overall statutory limits.

TITLE I: FOOD STAMP PROVISIONS

Title I of the Balanced Budget Act will increase federal Food Stamp spending by
$1.5 billion over the 1998-2002 period and $2.8 billion over the 1998-2007 period
(see Table 2). The law contains two provisions that address components of the
Personal Responsibility and Work Opportunity Reconciliation Act of 1996. Those
provisions allow states to exempt some individuals from the three-month time limit
for participation and give additional federal funds to states for the Food Stamp
Employment and Training program. Other provisions require states to establish a
system to assure that prisoners are not counted as members of Food Stamp
households and create a new grant program for nutrition education.

Exemption from Work Requirement

The Personal Responsibility and Work Opportunity Reconciliation Act limited Food
Stamp receipt to a period of three months in any 36-month period for able-bodied
adults, ages 18 to 50, who do not have dependent children and are not working or
participating in an appropriate training or work activity. An individual can
reestablish eligibility for another three-month period after a month of working or
participating in such an activity. The Secretary of Agriculture can provide a waiver
for areas that have an unemployment rate greater than 10 percent or insufficient jobs.
The Department of Agriculture estimates that about 35 percent of the people who
otherwise would be affected by this provision now live in areas covered by a waiver.
Section 1001 of the Balanced Budget Act allows each state to continue Food Stamp
benefits past the three-month limit for 15 percent of the state's covered individuals,
as estimated annually by the Secretary of Agriculture based on administrative data
from the Food Stamp program. Covered individuals are defined as those who are
subject to the time-limit provision by virtue of their age, work status, and household
circumstances; do not live in an area that is under a waiver from the provision; and
are not receiving benefits under a three-month period of eligibility.

Based on CBO's analysis of the Food Stamp administrative data and
projections of participation in the program, CBO assumes that the Secretary will
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identify approximately 550,000 individuals nationwide as covered individuals. To
determine that number, CBO assumes that in fiscal year 1998, approximately
1.1 million potential Food Stamp recipients will be able-bodied, between the ages of
18 and 50 with no children in the home, and either not working or complying with
an appropriate work activity. CBO also assumes that 75 percent of that group will
not be in a three-month period of eligibility and, of the remainder, 65 percent will not
reside in a waiver area.

Under those assumptions, states can allow a total of about 82,000 otherwise
ineligible people (15 percent) to receive food stamps each month. CBO assumes that
only about 74,000 people will actually continue to receive benefits, because a few
states will choose not to implement the exemption. Continuing food stamps for those
individuals (at an average of about $120 a month) increases Food Stamp outlays by
$110 million in 1998, $130 million in 2002, and $140 million in 2007.

Additional Funding for Employment and Training

The Food Stamp Employment and Training component of the Food Stamp program
has two federal funding sources. The federal government provides a stated amount
annually in funds that do not require a state match. States may draw down an
unlimited amount of additional funds at a 50 percent match rate. In 1996, the federal
government provided about $75 million in federal-only funds and about the same
amount as a match to state funds. Those funds can be used to serve Food Stamp
recipients in a wide range of employment and training services.

Section 1002 of the act increases the federal-only Food Stamp Employment
and Training funds by $131 million annually for 1998 to 2001 and by $75 million in
2002. CBO assumes that those additional amounts will continue at $75 million a
year, adjusted for inflation in each succeeding fiscal year. In addition to the increase
in federal-only employment and training funds, CBO estimates that this section
increases Food Stamp benefits and slightly reduces federal matching funds for
employment and training. In total, section 1002 increases federal outlays by an
estimated $920 million over the 1998-2002 period and $1.6 billion over the
1998-2007 period.

The law requires that states spend at least 80 percent of the total federal-only
money serving people who are potentially subject to the three-month time limit based
on their age and other characteristics. That money must support the types of
programs that allow these people to retain Food Stamp eligibility past the three-
month limit. Whether an individual resides in an area covered by a waiver does not
matter for meeting the 80 percent requirement. The law further directs the Secretary
of Agriculture to monitor states' spending on employment and training and allows the



Secretary to determine which costs are reimbursable. CBO expects that the Secretary
will establish guidelines that will encourage states to use the money in a way that will
serve more people in low-cost programs, rather than fewer people in higher-cost
programs. CBO assumes that, on average, states will receive about $100 in federal
employment and training funds for each month that they place an able-bodied adult
in an appropriate service.

The new requirement that states spend 80 percent of the federal-only money
on designated individuals in certain types of services will induce states to spend more
on such services. CBO estimates that by 2000, states will spend an additional
$95 million on them. In the first few years, however, states will spend less than the
full amount of federal-only money because many will have to restructure their
employment and training programs to focus on those types of services. The amount
that a state does not draw down will be available for reallocation in future years and
to other states.

If an individual resides in an area that is not covered by a waiver and is served
in an appropriate service, that person will remain eligible for food stamps past the
three-month limit. CBO assumes that states will spend 50 percent of the new money
in areas that are not covered by a waiver in 1998 and 70 percent by 2000 and later.
Under those assumptions, an estimated 20,000 individuals will remain eligible for
food stamps in an average month at a cost of $30 million in benefits in 1998. By
2000, CBO expects that 60,000 people will remain eligible at a cost of about
$85 million. In 2002 and later years, the amount of new federal funds is somewhat
lower, so fewer people will remain eligible at a lower cost ($80 million in 2002 and
$60 million in 2007).

In order to receive the additional amounts of federal funds, a state must
continue to spend its funds at the 1996 level. Under prior law, CBO assumed that
states would have increased their own spending modestly over the years to account
for inflation. Because the act requires states to maintain spending from their own
funds at a flat amount and provides such a large amount of new federal funds, CBO
expects that states in the aggregate will withdraw a small amount of their own
spending on employment and training services. Because those funds would have
received a federal match, federal outlays will be lower by an estimated $4 million in
1998, $9 million in 2002, and $16 million in 2007.

Denial of Food Stamps for Prisoners

Section 1003 requires states to establish a system to ensure that prisoners are not
counted as members of households that receive food stamps. CBO estimates that the
provision will increase federal spending by less than $500,000 in 1998 and 1999 and




will decrease federal spending by $1 million in 2000 and by $2 million in each
subsequent year. CBO expects that as a result of the legislation, about 15 states
(accounting for about 15 percent of Food Stamp benefits) will establish automated
systems for matching Food Stamp data with prison data. Those systems will slightly
increase federal administrative costs but will result in lower payments for Food
Stamp benefits as caseworkers identify prisoners in Food Stamp households and
reduce benefits accordingly.

Nutrition Education

Section 1004 creates a new competitive grant program for nutrition education under
the Food Stamp program and provides $600,000 annually from 1998 to 2001.

TITLE II: HOUSING AND RELATED PROVISIONS

Title II permanently prohibits the Federal Housing Administration (FHA) from
deferring foreclosure on properties whose owners have defaulted in making payments
on FHA-insured single-family mortgages. In addition, this title makes two changes
affecting rent adjustments for Section 8 housing. First, it generally prohibits rent
increases for projects assisted under the Section 8 New Construction, Substantial
Rehabilitation, or Moderate Rehabilitation programs, if their assisted rents exceed
the fair market rent (FMR) established by the Department of Housing and Urban
Development (HUD) for that housing area. It also limits rent increases for units
without tenant turnover.

CBO estimates that title I will reduce direct spending by $1.8 billion over the
1998-2002 period and by $4.2 billion over 10 years. This title will also yield savings
in discretionary outlays totaling $824 million over the next five years and $4.7 billion
over the 1998-2007 period (see Table 3).

Elimination of FHA’s Single-Family Assignment Program“

Under prior law, FHA’s assignment program had been suspended through fiscal year
1997. Section 2002 eliminates that program, enabling FHA to foreclose quickly on
properties that would otherwise enter the program. CBO estimates that more rapid
foreclosure will reduce FHA’s costs by decreasing the amount of taxes and other
expenses that FHA will pay while holding those properties. Early foreclosures also
will accelerate FHA's receipt of revenues from selling the affected properties. CBO
estimates that 16 percent of all claims from new loan guarantees would have
eventually entered the assignment program had it continued in place. Based on
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information provided by FHA, CBO expects that eliminating the program will
increase FHA’s recoveries on such defaults by an average of 30 percent to 40 percent.

CBO estimates that outlay savings from this change will amount to
$1.8 billion over the next 10 years. Those savings represent the net decrease in
subsidy costs of new loan guarantees expected to be made by FHA over the
1998-2007 period. FHA's guarantees of new single-family mortgages currently result
in offsetting receipts on the budget because the credit subsidies are estimated to be
negative (that is, guarantee fees for new mortgages more than offset the costs of
expected defaults). Eliminating the assignment program will make such subsidies
more negative, and the estimated change in those subsidy receipts will be recorded
in the years in which new loans are guaranteed. For example, estimated savings for
1998 represent the present value of savings in all future years associated with the new
guarantees made in 1998.

Rent Adjustments for Section 8 Housing

Section 8 of the United States Housing Act of 1937 provides for annual adjustments
in the maximum rents that owners receive on behalf of assisted tenants. This title of
the Balanced Budget Act makes permanent, starting in fiscal year 1999, two
provisions enacted in the appropriation act for 1997 that eliminate or reduce those
adjustment factors for certain units. Because the federal government pays part of the
rental costs, CBO estimates that those two provisions combined will save the
government $2.5 billion over the 1998-2007 period on subsidies for existing rental
contracts.

Section 2003 bars rent increases in projects assisted under the Section 8 New
Construction, Substantial Rehabilitation, or Moderate Rehabilitation programs, if
their assisted rents exceed the higher of the local market rents for similar unassisted
units or the FMR, which is set by HUD at the 40th percentile of local rents. CBO
estimates that spending for existing contracts will drop by $773 million over the next
five years and by $2.0 billion over the next decade. This provision will initially
affect about three-quarters of all units assisted under those programs. Over time,
however, that proportion will decrease by about 4 percent a year, as some of the
assisted rents begin to fall below the market rents or the FMR. In addition, the
number of units affected will decline sharply each year as contracts expire. In all,
CBO estimates that the average number of affected units will decline from about
787,000 in 1999 to 418,000 in 2002.

Section 2004 reduces, by 1 percentage point, rent increases for units occupied
by the same families that resided there at the time of the last annual rent adjustment.

10



(Such families are commonly referred to as stayers.) CBO estimates that this
provision will reduce outlays for existing contracts by $151 million over the 1998-
2002 period and by $466 million from 1998 through 2007. In a given year, this
provision will affect between 80 percent and 85 percent of assisted units that receive
an annual rent adjustment. (The provision will generate no savings from units
affected by the rent freeze on high-cost units.) Because of expiring contracts, the
number of affected units is estimated to decline from about 430,000 in 1999 to about
230,000 in 2002.

Because future subsidy payments for existing contracts are paid out of
existing appropriations, outlay reductions associated with such contracts are
considered savings in direct spending. In contrast, savings that result from applying
the two provisions to future contract renewals will depend on future appropriations.
Assuming that all expiring contracts will be renewed, CBO estimates that the two
provisions combined will produce savings from future appropriations of $4.7 billion
over the 1998-2007 period.

TITLE I COMMUNICATIONS AND SPECTRUM ALLOCATION
PROVISIONS

Title HI directs or authorizes the Federal Communications Commission (FCC) to
auction licenses to use portions of the electromagnetic spectrum. CBO estimates that
those provisions will produce receipts totaling $21.4 billion over the 1998-2002
period and $25.3 billion over the 1998-2007 period (see Table 4). Title III also
delays, from 2001 to 2002, $3 billion in payments to the Universal Service Fund by
companies that provide interstate telecommunications services. (This delay has since
been repealed).

Auctions of Licenses to Use the Electromagnetic Spectrum

All of the budgetary savings attributable to title Il will come from new authority and
requirements for the FCC to auction the rights to use certain portions of the
electromagnetic spectrum. A recent CBO study, Where Do We Go From Here? The
FCC Auctions and the Future of Radio Spectrum Management (April 1997), assesses
the role of auctions and other market mechanisms not only in assigning licenses to
specific users but also in allocating frequencies to different uses.

Extend and Broaden Auction Authority. Title III directs the FCC to use competitive
bidding to assign licenses for most mutually exclusive applications of the
electromagnetic spectrum. It extends the FCC’s authority to conduct such auctions
through fiscal year 2007. Under prior law, that authority would have expired at the
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end of 1998. This title also broadens the commission’s authority to use competitive
bidding to assign licenses. Prior law restricted the use of competitive bidding to
those mutually exclusive applications in which the licensee would receive
compensation from subscribers to a communications service.

CBO expects that extending and broadening the FCC’s authority to auction
licenses will increase receipts by $5.8 billion over the 1998-2002 period and by
$9.7 billion over the 1998-2007 period. Most of those receipts will be generated by
auctioning licenses permitting the use of frequencies above 3 gigahertz (GHz) that
were not specifically designated for reallocation or auction under prior law.

Reallocate 120 Megahertz. Title I requires the FCC and the National
Telecommunications and Information Administration (NTIA), which oversees federal
use of the spectrum, to make 120 megahertz (MHz) of spectrum available for
commercial use and to assign the rights to those frequencies by competitive bidding
by the end of fiscal year 2002. Those licenses will grant the right to use 100 MHz
of spectrum located below 3 GHz and currently under the FCC’s jurisdiction, and an
additional 20 MHz also below 3 GHz, which will be identified by NTIA and
transferred to the FCC’s jurisdiction. This title also authorizes federal users of the
electromagnetic spectrum that are identified for relocation by NTIA, under both prior
law and this act, to receive compensation from the private sector to facilitate their
relocation to another band of spectrum.

CBO estimates that using competitive bidding to assign the rights to use
120 MHz of frequencies below 3 GHz will generate receipts of $9.5 billion over the
1998-2002 period. The estimate assumes that the 120 MHz brought to auction will
yield an average price of 32 cents per person per MHz, about 60 percent of the
average price received in the FCC’s 1995 auctions for wireless telecommunications
licenses (the A and B block auctions). Future auctions of spectrum will yield lower
prices, primarily because of the increase in the supply of licenses that will result from
this legislation and the development of new technologies that increase the
information-carrying capacity of the spectrum.

Returned Analog Television Spectrum. Title Il will make available for licensing and
assignment by competitive bidding certain frequencies that are currently allocated for
analog television broadcasting. A portion of those frequencies will become available
for reallocation as broadcasters comply (over the next several years) with the FCC’s
direction to adopt digital television broadcasting technology to replace the current
analog technology. CBO expects that the FCC will auction the licenses to use the
reclaimed analog spectrum in 2001 in order to meet the act’s requirement that the
licenses be assigned by September 30, 2002.
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CBO estimates that the FCC will recover and auction 78 MHz of the
spectrum now allocated for analog television broadcasting, yielding $4 billion in
auction receipts in 2002. The act specifies that the winning bidders will not be able
to use the spectrum until January 1, 2007, at the earliest. Furthermore, the FCC will
be required to delay the transfer of those frequencies beyond December 31, 2006, if
more than 15 percent of households in that market cannot receive a digital signal
from a local television station or if one or more of the four major television networks
are not broadcasting a digital signal. CBO’s estimate of auction receipts reflects the
uncertainty surrounding the expiration date of the analog licenses.

Auction Frequencies for Channels 60 to 69. This title also requires the FCC to
auction 36 MHz of frequencies between 746 MHz and 806 MHz that are currently
allocated for primary use by ultrahigh frequency television. The 36 MHz to be
auctioned will be available for commercial uses, and the remaining 24 MHz in that
range will be allocated for public safety uses. The FCC is required to conduct the
auction no earlier than January 2001. New licensees will have to work around
existing analog and digital TV licensees until the conversion to digital TV is
complete, at which time analog stations will cease operations and any existing digital
licensees will be relocated to other channels. CBO expects that the uncertainty about
the completion date of the conversion to digital TV will depress auction receipts for
this parcel of spectrum and has discounted the estimate accordingly. Estimated
receipts total $2.1 billion in 2001 and 2002.

Universal Service Fund

Interstate telecommunications carriers contribute to the Universal Service Fund,
which provides subsidies to companies serving telephone subscribers who are located
in high-cost areas or have low income. Over the next several years, as the
telecommunications industry becomes more competitive and as more entities
(including schools, libraries, and rural health care providers) become eligible for
subsidies, contributions to the fund and payments from the fund will increase.
Although the eventual size of the fund is uncertain, revenues are expected to equal
spending, so that the fund will have no effect on the deficit.

Title II directs the administrator of the Universal Service Fund (acting as an
agent of the government) to delay $3 billion in payments to the fund by interstate
telecommunications companies from fiscal year 2001 to fiscal year 2002. To cover
the temporary postponement in payments to the fund, title III provides an
appropriation to the Treasury of $3 billion in 2001 to expend on supporting universal
service and requires that the fund reimburse the Treasury from the delayed revenues
in 2002. (The Departments of Commerce, Justice, and State, the Judiciary, and
Related Agencies Appropriations Act, 1998, subsequently repealed this provision.)
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TITLE IV: MEDICARE, MEDICAID, AND
CHILDREN'S HEALTH PROVISIONS

Title IV of the Balanced Budget Act contains provisions relating to Medicare,
Medicaid, and children's health. On balance, the title reduces federal spending by
$102 billion over the 1998-2002 period compared with prior law. Medicare benefit
payments are reduced by $99 billion, Medicare premiums are increased by
$13 billion, Medicaid is cut by $10 billion, and additional spending of $20 billion is
provided for a new State Children's Health Insurance Program. In addition, the title
increases federal revenues by $2 billion (see Table 5).

Many of the provisions of title IV are interrelated. Subtitles A through G
primarily concern the Medicare program, and subtitle H primarily concerns
Medicaid, but the Medicare provisions also affect Medicaid and vice versa.
Similarly, the State Children's Health Insurance Program established by subtitle J has
an impact on Medicaid.

The Medicare provisions in title IV establish Medicare+Choice plans, expand
preventive benefits, reduce payment rates to most health care providers, increase
premiums required of beneficiaries, and make other changes to reduce the growth of
Medicare spending and postpone the depletion of the Hospital Insurance Trust Fund.
CBO projects that under prior law, spending for Medicare benefits would have grown
at an annual rate of 8.5 percent from 1997 to 2002. In total, the provisions of title IV
slow the rate of growth to about 6 percent a year on average and postpone the
depletion of the trust fund from 2001 to 2007. Table 6 summarizes the effects of
title IV on Medicare. Table 7 shows the budgetary effects of each major provision
of subtitles A through G for 1998 through 2007.

The act gives Medicare beneficiaries the option to remain in the existing fee-
for-service Medicare program or to enroll in Medicare+Choice plans, which replace
Medicare's current risk-based plans. Medicare+Choice plans include health
maintenance organizations (HMOs), point-of-service (POS) plans, preferred provider
organizations (PPOs), provider-sponsored organizations (PSOs), private fee-for-
service plans, and insurance plans operated in conjunction with a medical savings
account (MSA). New or expanded screening benefits are added for the detection of
breast cancer, cervical cancer, prostate cancer, colorectal cancer, and osteoporosis.
Blood-glucose-testing supplies and diabetes self-management training are covered
for beneficiaries with diabetes.

Payments to hospitals, home health agencies, skilled nursing facilities, and
other providers of health care services are scaled back from the levels anticipated
under prior law. The act reduces projected payment rates for physicians' services,
inpatient and outpatient hospital services, hospitals' cost of capital, disproportionate
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share hospitals, clinical laboratory services, and durable medical equipment. It also
establishes new payment methods for rehabilitation hospitals, nursing facilities,
outpatient hospital and therapy services, and home health services.

To delay the depletion of the trust fund for Hospital Insurance (HI, or Part A),
the act transfers payment of certain home health services from Part A to Part B of
Medicare (also known as Supplementary Medical Insurance, or SMI). After a phase-
in period of six years, only the first 100 home health visits following a hospitalization
will be payable under Part A. The impact of that transfer on the Part B premium will
be phased in over seven years, however. Otherwise, the premium for Part B will
cover 25 percent of program costs in future years, as it does now, instead of being
allowed to decline as a share of spending, as it would have under prior law.

Compared with spending projected under prior law, the Medicare provisions
in subtitles A through G reduce Medicare outlays by $6.7 billion in 1998,
$42.1 billion in 2002, and $116.4 billion over the 1998-2002 period (see Table 7).
The savings comprise: ‘

0 $21.8 billion from provisions related to the Medicare+Choice
program, including reductions in the rate of growth in payments to
HMOs (subtitle A);

0 $0.1 billion in net savings from provisions designed to prevent fraud
and abuse (subtitle D);

o $39.8 billion from slower growth of payments to hospitals, the

formation of prospective payment systems for skilled nursing
facilities and rehabilitation hospitals, and other changes to Part A of
Medicare (subtitle E);

o $33.6 billion from reducing payments for physicians’ services,
durable medical equipment, laboratory services, and ambulatory
surgical services; changing reimbursement methods for outpatient
hospital services and therapy providers; and maintaining the Part B
premium at 25 percent of program costs (subtitle F); and

0 $26.6 billion from reducing payments for home health services and
medical education, extending Medicare's secondary-payer status for
enrollees with employment-based coverage, and other miscellaneous
changes (subtitle G).
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Those savings are partially offset by the following costs:

0 $4.0 billion for prevention initiatives (subtitle B);
o} $0.4 billion for rural health care (subtitle C); and
o $1.1 billion from slower increases in premiums for people buying Part A.

Many provisions of the act reduce the rate of growth in reimbursements to
fee-for-service providers by trimming the growth in prices paid for a unit of service.
To estimate the savings from those provisions, CBO compared the rate of increase
in payments under the act with the rate of increase projected under prior law. For
example, hospital payments per admission will increase approximately 3 percentage
points less in 1998 under the act than under prior law and between 1 and 2 percentage
points less in each of the next four years. The estimated savings from this provision
equal the change in the payment per admission times the projected number of
admissions, assuming no change in the number of fee-for-service beneficiaries and
adjusting for the effects of behavioral responses by providers.

Because Medicare currently pays risk-based plans 95 percent of the estimated
average cost of comparable beneficiaries in the fee-for-service sector, slowing the
growth of fee-for-service spending will also slow the growth of rates paid to risk
plans. The act will further trim the growth of payments to risk-based plans by
subtracting 0.8 percentage points from the growth of those payments in 1998,
subtracting 0.5 percentage points a year in 1999 through 2002, and eliminating the
portion of payments attributable to fee-for-service payments for medical
education over five years. The total savings associated with the Medicare+Choice
program also includes the incremental costs of additional enrollment in Medicare's
capitated sector.

CBO's estimate of the effects of the act uses the economic and technical
assumptions underlying the baseline for the 1998 budget resolution. The following
paragraphs provide further details on the estimating process and the most important
assumptions.
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Subtitle A: Medicare+Choice Program

Subtitle A will reduce Medicare outlays by an estimated $21.8 billion over the
1998-2002 period. Reductions in payments to risk-based (or capitated) plans will
save $22.5 billion. Those savings are partially offset by $0.2 billion in new spending
for changes to the portability and issuance rules for Medigap plans and $0.5 billion
for other items.

Payments to Risk-Based Plans. Over the 1998-2002 period, estimated savings in
payments to risk-based plans will total $22.5 billion (see Table 8). About
$27.2 billion in savings results from slower growth in capitation payments for
Medicare+Choice plans. Medicare outlays increase by about $2.2 billion as a result
of policies to reduce geographic variations in capitation payments to risk plans and
by $2.5 billion from people choosing PSOs and high-deductible/MSA plans. The bill
also accelerates Medicare+Choice payments that would otherwise have been payable
on October 1, 2001, to the last business day of September 2001. The October 2000
payment will be made on October 2 instead of September 29. Those provisions shift
$4.9 billion in spending from 2002 to 2001 and $4.4 billion from fiscal year 2000 to
2001 but have no impact on total Medicare spending over the five-year period. The
October 2006 payment will be made on October 2 instead of September 29, thereby
shifting $10.6 billion from 2006 to 2007.

Slower Growth in Capitation Payments. The act retains a link between fee-for-
service spending per enrollee and capitation payments but will reduce the growth of
capitation payments by 0.8 percentage points in 1998 and by 0.5 percentage points
a year between 1999 and 2002. As under prior law, variations in fee-for-service costs
among different enrollee groups (defined by age, sex, reason for entitlement, and
other factors) are used to adjust capitation payments to reflect the demographic mix
of each plan's enrollees. The act further reduces payments to risk plans by the phased
removal (over five years) of the component of capitated rates attributable to
Medicare's special payments for medical education. (Savings from that
provision—approximately $4.0 billion over five years—will be funneled directly
back to teaching hospitals when those hospitals treat Medicare+Choice enrollees.
Those payments are shown under subtitle G.)

Enrollment in Capitated Plans. According to CBO’s projections under prior law, the
share of Medicare beneficiaries in capitated plans would have grown from 12 percent
in 1997 to 23 percent in 2002. That growth was expected for two main reasons:
first, each year a larger share of newly eligible beneficiaries has had experience with

managed care plans during their working years; second, the cost of Medigap policies
is likely to continue rising.
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The act alters Medicare in ways intended to encourage more plans and more
enrollment in its capitated sector. Options in the Medicare+Choice sector will be
expanded to include the whole range of plans now available to privately insured
people—including both closed- and open-panel HMOs, preferred provider
organizations, fee-for-service indemnity plans, provider-sponsored organizations,
private fee-for-service plans, and MSA plans. The Secretary of Health and Human
Services (HHS) will establish an annual open enrollment period for
Medicare+Choice plans and will provide enrollees with comparative information
about the options available to them. Enrollees in MSA plans will be required to
maintain a medical savings account into which Medicare's contributions in excess of
the premium are deposited. (The act limits enrollment in MSA plans to 390,000.)
Outside the Medicare+Choice program, the act allows for increased portability of
Medigap insurance under certain conditions.

A number of the act’s provisions will tend to accelerate enrollment in
capitated plans. More risk-based plans will be willing to participate, because the act
permits additional sponsors and organizational forms. For the first time, all
beneficiaries will have uniform, comprehensive, and timely comparative information
about the Medicare options available to them. Finally, the availability of PSOs and
MSAs and the reduction of geographic differences in payment rates will help expand
Medicare's capitated sector in rural areas.

Other factors will tend to reduce enrollment in capitated plans. Capitation
rates will grow more slowly than costs in the fee-for-service sector, potentially
eroding the additional benefits that many risk-based plans now provide. Provisions
requiring some plans to increase coverage of emergency services and modify certain
incentives for providers could also limit the ability of those plans to offer additional
benefits. Finally, expanded coverage of preventive and other benefits in Medicare's
fee-for-service program may encourage some beneficiaries to remain in the fee-for-
service system.

CBO's estimate assumes that the act will increase enrollment in Medicare's
capitated sector to 27 percent of total enrollment by 2002. All of the net new
enrollment is assumed to flow to PSOs and MSA plans. Enrollment in PSOs grows
from zero to a 3 percent share, and enrollment in high-deductible, MSA plans reaches
the 390,000 cap in 2000, about a 1 percent share. The share of Medicare enrollment
in other risk plans will be 23 percent in 2002, the same as under prior law.

Floor on Payment Rates. Because average fee-for-service spending in rural areas
tends to be low, Medicare's capitation payments in rural counties tend to be low as
well. Risk plans have therefore tended to avoid low-payment counties or to charge
additional premiums for beneficiaries residing in those areas.
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The act sets a floor of $367 a month per person under the 1998 capitation rate.
It further reduces geographic differences in payments by paying risk plans a blend of
national and local rates. The blend will be phased in over several years. In 1998,
plans will receive a payment based 10 percent on national rates and 90 percent on
local rates; in 2003 and later years, payments will be based on a 50/50 blend.

Enrollment in capitated plans, especially PSOs and MSA plans, is likely to
increase in rural areas because of the new incentives. As a result of the increases in
rural payment rates, Medicare's costs will rise because payments to capitated plans
will exceed the payments that would have been made if enrollees had remained in
fee-for-service plans. CBO estimates that the floor on payment rates for rural
counties will increase Medicare spending by $2.2 billion between 1998 and 2002.
Most of the additional costs will probably be associated with PSOs offering
Medicare+Choice plans in areas that otherwise would have had limited access to risk
plans.

The removal of payments for medical education and the blending of local
rates and price-adjusted national rates may cause capitation payment rates to decline
in some counties, despite the link between updates and growth in per capita spending
in the fee-for-service sector. Payment rates in such counties will be subject to a
2 percent minimum update. The additional cost of the minimum update and the floor
on payment rates will be offset by adjusting payment rates in counties subject to the
blend of national and local rates. That adjustment is intended to ensure that total
capitated payments do not exceed the amount that would be paid if all counties were
paid local rates.

Risk Selection in New Plans. Numerous studies suggest that healthier beneficiaries
are more likely to enroll in HMOs and that Medicare's payment formula does not
adequately adjust for differences in health status between HMO enrollees and fee-for-
service beneficiaries. The consensus of the literature is that Medicare currently pays
about 5 percent more on behalf of enrollees than it would have paid if they had
remained in the fee-for-service sector. The Balanced Budget Act's reduction in the
growth of payment rates for capitated plans will shrink that disparity, but the
availability of new types of capitated plans—especially medical savings account
plans and provider-sponsored organizations—will tend to exacerbate it.

Beneficiaries choosing the MSA option will be required to select a
Medicare+Choice plan that meets certain requirements on its deductible and
reimbursements. The Medicare+Choice plan must provide coverage of at least the
items and services covered by Parts A and B in the fee-for-service sector, but only
after a deductible is met. The deductible cannot exceed $6,000 in 1999 and will be
indexed to the Medicare+Choice update thereafter. For expenses above the
deductible, the plan must reimburse at least 100 percent of the amounts that would
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have been paid under Parts A and B. Enrollees could incur out-of-pocket costs even
after meeting their deductible, for three reasons: Medicare does not provide
catastrophic coverage, balance-billing will be permitted, and high-deductible plans
will not have to pay for services not covered by Medicare.

Medicare will deposit in an enrollee's MSA any excess of the capitation
amount over the cost of the enrollee's medical insurance plan. That deposit, and any
interest earned by the account, will be excluded from the enrollee's taxable income.
Enrollees can withdraw funds from their MSA to pay for qualifying medical expenses
or for other purposes. Withdrawals for other purposes, however, will be subject to
income taxation and, if the withdrawal depletes the MSA below a certain level, a
50 percent penalty tax. Medigap insurers will not be allowed to sell Medigap policies
to MSA enrollees to cover expenses under the deductible.

The act does not require those who switch to an alternative Medicare+Choice
option or to the traditional Medicare fee-for-service sector to repay remaining
balances in their MSA or amounts spent in earlier years on nonqualified purposes.
Beneficiaries who are also enrolled in the Federal Employees Health Benefits
program (FEHB) are ineligible for an MSA plan until coordination policies have
been adopted to ensure that such enrollment would not increase federal expenditures
for FEHB.

MSA plans with a high deductible will tend to experience more favorable risk
selection than will other Medicare+Choice plans. Beneficiaries could take financial
advantage of the system by choosing a high-deductible plan when they were healthy
and moving to another Medicare+Choice plan or the fee-for-service sector if they
developed medical problems or wanted to schedule an expensive nonemergency
procedure, such as a hip replacement. However, the act limits the impact of
favorable selection by allowing only 390,000 beneficiaries to enroll, requiring that
they enroll for a full year, and limiting enrollment beyond January 2003.

The CBO estimate assumes that Medicare's risk adjusters will not fully
compensate for favorable selection into MSA plans. CBO also assumes that the
number of people selecting the MSA option will reach the limit by 2000. With that
level of participation, Medicare's costs will increase by $1.5 billion over five years
and by $3.9 billion through 2007.

The act also takes steps to facilitate the establishment of provider-sponsored
organizations. Although Medicare+Choice plans will generally have to be licensed
by the states, PSOs can obtain a waiver from state requirements for up to three years
in certain circumstances. In particular, unlicensed PSOs can seek certification as
Medicare PSOs if a state fails to act on an application for licensure in a timely
manner, denies an application for discriminatory reasons, or imposes more rigorous
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solvency standards on PSOs than the federal government requires. The waiver
process will terminate after 2002 unless the Congress chooses to continue it. The act
directs the Secretary of HHS to establish solvency standards for PSOs that take into
account the assets of the organization’s delivery system, the ability of the
organization to provide services directly to enrollees, and a variety of alternative
means of protecting against insolvency. Those provisions could result in solvency
standards for PSOs that are less rigorous than those for other, state-licensed
Medicare+Choice plans. In addition, PSOs will face considerably lower minimum
enrollment requirements than other plans.

Looser standards will encourage the development of PSOs, especially when
taken in conjunction with the new minimum payments for Medicare+Choice plans.
Rural beneficiaries, in particular, may have more choices of health plans as a result.
PSOs may also have a competitive advantage compared with other Medicare+Choice
plans, which will be subject to the solvency standards necessary for state licensure
as risk-bearing entities.

PSOs are likely to exacerbate problems with risk selection in Medicare
because doctors in many provider-sponsored networks will be able to steer healthy
patients to the network and advise sick patients to remain in Medicare's fee-for-
service program. Assuming that the number of people selecting a PSO will grow
gradually to 3 percent by 2002, the availability of PSOs will increase total program
costs by an estimated $1.0 billion over five years.

Medigap Portability. CBO estimates that guaranteeing issue of Medigap coverage
to certain elderly beneficiaries will raise Medicare spending by $0.2 billion over the
1998-2002 period. The estimate assumes that approximately 25,000 more people
will purchase Medigap coverage each year, that about 20,000 people will drop
coverage, and that the people gaining coverage will generally be less healthy than
those who drop coverage as a result of price increases. Because gap coverage
increases beneficiaries' use of Medicare services, each new Medigap enrollee will
cost Medicare about $2,200 a year. CBO assumes that half of the beneficiaries who
drop coverage will join a capitated plan. The estimated savings to Medicare from
those dropping coverage will therefore be quite low—only about $700 a year for each
beneficiary.
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Medicare Subvention Demonstration. The act establishes a demonstration project in
which Medicare will pay the Department of Defense (DoD) for Medicare-covered
services furnished to certain Medicare-eligible users of DoD health services. It also
requires the Secretaries of HHS and the Department of Veterans Affairs (VA) to
develop a plan for Medicare payment for services furnished to Medicare-eligible
users of VA health services. Currently, Medicare cannot pay federal providers for
the medical services they furnish to Medicare-eligible patients; such services are paid
for out of funds appropriated to DoD, the VA, or other federal agencies. The act
intends that Medicare payments will begin only after DoD spends a minimum
amount of its appropriated funds (termed the base level of effort) on covered services
for Medicare beneficiaries.

The demonstration will run for three years, beginning in 1998, and will
involve up to six sites. Medicare payments will be 95 percent of the amount
Medicare pays a Medicare+Choice plan, with adjustments to exclude certain
payments related to capital, medical education, and disproportionate share status.
Medicare's payments to DoD are capped at $50 million in 1998, rising to $65 million
in 2001. CBO estimates that the demonstration project will increase Medicare
spending by $0.1 billion, with the higher costs stemming largely from difficulties in
establishing and monitoring the base levels of effort on a systemwide basis.

Subtitle B: Prevention Initiatives

CBO estimates that the expansion of clinical preventive services under the act will
increase Medicare spending by $4.0 billion over the 1998-2002 period. The act
provides for expanded coverage of screening mammography and pap smears and
waives the Part B deductible for those services. It provides new coverage for
screening pelvic examinations and for tests for the early detection of prostate and
colorectal cancer. For beneficiaries with diabetes, the act expands coverage of blood-
glucose monitors and test strips and provides for new coverage of self-management
training services. Reimbursement rates for the test strips are cut by 10 percent. The
act also provides a uniform coverage policy for measurements of bone mass,
including screening for women at risk for osteoporosis. In general, the estimated net
cost of each provision equals spending on newly covered services and supplies, plus
spending on follow-up diagnostic tests and treatment, minus expected savings in
treatment costs from the early detection of disease and the improvement of medical
management.
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Subtitle C: Rural Initiatives

Subtitle C increases payments to certain rural hospitals, reviews the rural status of
certain health clinics, and covers consultations through telecommunications systems
(teleconsults) for beneficiaries living in certain rural areas. It also establishes a
limited telemedicine demonstration program. On balance, those provisions cost
$0.4 billion over the next five years.

Rural Hospitals. The act consolidates and makes permanent several existing limited-
service hospital demonstrations. In general, eligible hospitals must be located at least
35 miles from another hospital, have no more than 15 acute-care beds, and discharge
or transfer patients within 96 hours of admission. Current limited-service hospitals
are paid on the basis of costs in the first two years of limited-service operation and
on the basis of updated base-period costs thereafter. Under this provision, those
hospitals will be paid permanently on the basis of costs, increasing Medicare
spending by $0.2 billion through 2002. A second provision will pay a blend of
prospective-payment and cost-based amounts to small rural hospitals that depend on
Medicare for at least 60 percent of inpatient cases. That provision will increase
Medicare spending by an additional $0.2 billion.

Rural Health Clinic Services. To expand health care services in areas with few
providers, Medicare certifies providers serving shortage areas as rural health clinics
and reimburses them based on their costs. That amount is higher than what
comparable providers serving nonshortage areas receive. Under prior law, once
providers were classified as rural health clinics, the shortage-area requirement was
no longer reviewed. The act requires verification of the status of those clinics every
three years. Providers no longer serving a shortage area will be reimbursed according
to the physician fee schedule. In addition, the per-visit payment cap currently applied
to independent rural health clinics will also be applied to provider-based clinics.
These provisions will save $0.2 billion over the 1998-2002 period.

Telehealth. As of January 1, 1999, teleconsults will be covered for beneficiaries
living in rural areas with a shortage of health professionals. Payment will be limited
to the amount on the current fee schedule for the consulting physician or practitioner;
the referring and the consulting providers must share that payment. The Secretary
of HHS must submit a report on the feasibility of covering teleconsults for
homebound beneficiaries or beneficiaries confined to nursing homes. CBO estimates
that this provision will cost $0.2 billion over five years. Covering teleconsults will
avert some transfers of patients from rural to urban hospitals, yielding $49 million
in offsetting savings over five years.

The act also directs the Secretary to establish a telemedicine demonstration
project to improve primary care for diabetics living in medically underserved areas.

33




To participate in the project, a telemedicine network must be located in an area with
a high concentration of medical schools and tertiary care facilities. The cost of the
demonstration program is limited to $30 million over four years.

Subtitle D: Anti-Fraud and Abuse Provisions

The act tightens some anti-fraud measures and loosens others, with net savings of
about $0.1 billion over the 1998-2002 period. To help track excluded and fraudulent
providers, Medicare providers other than individual practitioners and groups of
practitioners will be required to submit their Social Security and employer
identification numbers. Suppliers of durable medical equipment, home health
agencies, and comprehensive outpatient rehabilitation facilities will be required to
provide Medicare with surety bonds of not less than $50,000. Other providers will
be required to provide bonds as determined by the Secretary of HHS. By deterring
and eliminating some fraudulent providers of those services, this provision will
reduce the growth in the number of providers and services paid by Medicare, saving
an estimated $0.3 billion over the 1998-2002 period.

Another provision requires the Secretary to issue written advisory opinions
on whether a referral for medical services is prohibited under the physician
self-referral provisions of the Social Security Act. Because those advisory opinions
could hinder the HHS Inspector General's ability to prosecute fraud and abuse cases
successfully, CBO estimates that this provision will cost $0.2 billion over five years.

Subtitle E: Provisions Relating to Part A Only

The largest amount of Medicare savings in the package—$39.8 billion between 1998
and 2002—results from policies in subtitle E concerning spending for hospitals and
skilled nursing facilities. Subtitle E also allows certain state and local government
retirees to purchase Medicare at reduced rates.

Update for PPS Hospitals. Under prior law, the basic operating payment for inpatient
cases treated in hospitals paid under the prospective payment system (PPS) would
have been increased each year by the rate of growth in the hospital market basket—a
measure of changes in prices of hospital inputs. The market basket is projected to
increase by 3.0 percent in 1998 and by about 3.5 percent in each subsequent year.
The act freezes the basic payment in 1998 and reduces the updates by 1.9 percentage
points in 1999, 1.8 percentage points in 2000, and 1.1 percentage points in 2001 and
2002. In several states, certain hospitals with negative PPS margins will receive
payment adjustments of 0.5 percentage points in 1998 and 0.3 percent in 1999. On
balance, these provisions will save $17.1 billion through 2002.
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PPS Hospital Capital. The act reduces reimbursements to hospitals paid under the
prospective payment system for their inpatient capital-related costs. During the
transition to a fully prospective payment system for capital spending, payments are
determined by a complicated method based on a number of factors, including federal
and hospital-specific payment rates. Those rates are increased annually. Recent data
suggest that the initial federal and hospital-specific rates have been overestimated.
The Omnibus Budget Reconciliation Act of 1990 directed the Secretary to set rates
during fiscal years 1992 through 1995 that resulted in a 10 percent reduction in the
amounts that would have been paid under the old reasonable-cost system. The act
reinstates the 15.7 percent reduction factor that was used to adjust the federal and
hospital-specific capital rates under the transitional rate-setting mechanism in 1995.
Capital payment rates will be reduced by an additional 2.1 percentage points during
the 1998-2002 period. This provision saves $5.3 billion over five years.

Disproportionate Share Payments. Medicare's disproportionate share hospital (DSH)
payments are an add-on to the payments made to hospitals serving a large number of
Medicaid patients and Medicare enrollees who receive Supplemental Security
Income. The act phases in a temporary 5 percent reduction in DSH payments over
five years, saving $0.6 billion over that period.

Hospital Depreciation. When a hospital is sold, Medicare pays a share of the amount
by which the depreciated value of capital assets exceeds book value. The act sets
depreciated value equal to book value at the time of a sale, producing $0.2 billion in
savings through 2002.

Outlier Payments. Medicare provides outlier payments to hospitals for patients
whose cost of care is well above average. The act modifies the formula used to
calculate outlier payments, resulting in $2.2 billion in savings through 2002.

Treatment of Transfer Cases. Medicare currently pays PPS hospitals for cases that
are transferred to another PPS hospital on a per-diem basis, up to the full prospective
payment amount. The PPS hospital that ultimately discharges the patient is paid the
full prospective amount. Payment rates are recalibrated each year in an attempt to
ensure that changes in transferring patterns do not increase total Medicare spending.
The act extends the transfer payment and recalibration mechanisms to include cases
that are transferred from a PPS hospital to a non-PPS hospital, a skilled nursing
facility, or a home health agency. That transfer policy will be phased in, beginning
with 10 diagnostic categories in fiscal year 1999 and expanded to include other
diagnoses, and perhaps other post-acute settings, in 2001. This provision saves
$1.3 billion through 2002.

PPS-Exempt Hospitals. Payments to hospitals excluded from the PPS are based on
a comparison of actual costs and updated historical costs. Hospitals in which actual
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costs are less than updated historical costs (the target amount) are paid actual costs
plus bonus payments. The bonus payments are half of the difference between actual
costs and the target amount, up to a maximum of 10 percent of the target amount.
Hospitals in which actual costs exceed the target amount are paid the target amount
plus relief payments of half of the difference, up to a maximum of 10 percent of the
target amount.

The act limits the target amounts and reduces bonus and relief payments. The
target amounts for existing providers are capped at the 75th percentile of target
amounts, with separate caps for rehabilitation hospitals and units, psychiatric
hospitals and units, and long-term hospitals. (Children's hospitals and cancer
hospitals will not be subject to the caps.) The target amounts for new providers are
capped at 110 percent of the median in each category. Bonus payments are limited
to 15 percent of the difference between actual costs and the new target amounts, with
a maximum of 2 percent of the target amount. Hospitals in which costs rise more
slowly than the market basket will be eligible for bonus payments of up to an
additional 1 percent of the target amount. No relief payments will be made for the
first 10 percentage points by which costs exceed the target amount, and relief
payments will be limited to 10 percent of the target amount. Hospitals in which costs
exceed the target amount will receive annual updates equal to the increase in the
hospital market basket. For hospitals in which costs are at least 10 percent below the
target amount, the update will be reduced in stages to 2.5 percentage points less than
the increase in the market basket. Hospitals in which costs are less than two-thirds
of the target amount will not receive an update. In addition, capital payments to
hospitals excluded from the PPS will be reduced by 15 percent. These provisions
decrease spending by $4.0 billion through 2002.

Rehabilitation Hospitals. Rehabilitation hospitals and distinct rehabilitation units of
hospitals are currently exempt from the prospective payment system. Payments to
those hospitals are determined based on a comparison of actual costs and updated
historical costs. The act requires the Secretary of HHS to establish both a system for
classifying patients and a prospective payment system for discharges in fiscal year
2001 and thereafter. The PPS will be phased in over three years, with hospitals paid
a blend of prospective and cost-based amounts for 2001 and 2002.

The act specifies that payment rates should be established such that total
payments to rehabilitation hospitals and units in the first two years equal 98 percent
of what spending would have been had the prospective payment system not been
established. The Secretary is directed to adjust payment rates for case-mix creep
(changes in case mix that do not reflect changes in the resource requirements of
patients treated in rehabilitation hospitals and units) and errors in forecasting real
changes in case mix.
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CBO estimates that this provision will increase Medicare spending in the
short term and lower spending in the long run. Spending will rise by $0.3 billion
over the 1998-2002 period but will fall by $0.7 billion over the 10-year period
through 2007. That pattern stems from two components of the transition to a
prospective payment system. First, although the PPS is intended to be budget neutral
with respect to payments to rehabilitation hospitals and units, concurrent changes in
payments to other hospitals, skilled nursing facilities, and home health agencies will
probably result in a shift of patients across settings. Implementing the budget-
neutrality provision will not fully account for that shift. Second, CBO assumes that
the Secretary will underadjust for case-mix creep in the early years of the prospective
payment system. Experience shows that coding practices change when patient
classification systems used for payment are revised. Because the classification
system for rehabilitation patients will be based on data that have not been used for
payment purposes, case-mix creep will be extraordinary until coding practices
stabilize. It will take several years for that stabilization to occur and for Medicare to
adjust payment rates to compensate for case-mix creep.

Skilled Nursing Facilities. Under prior law, skilled nursing facilities (SNFs) were
reimbursed for routine services (nursing, room and board, administrative costs, and
other overhead) on the basis of reasonable costs, subject to per-diem limits.
Nonroutine, or ancillary, services and capital payments were also paid on a
reasonable cost basis, but those payments were not subject to limits. SNF
expenditures have been increasing rapidly in recent years and were expected to grow
at an average annual rate of about 8§ percent through 2002. The primary sources of
growth have been nonroutine services, especially therapy services, and the number
of beneficiaries using SNF services.

The act establishes a prospective payment system for nursing facility services.
Payments will be based on a per-diem rate covering all three types of nursing facility
costs (routine, ancillary, and capital). During a transition period, the rate will be a
blend of facility-specific and national costs. The facility-specific rate will be based
on allowable costs for cost-reporting periods beginning in fiscal year 1995, updated
by the SNF market-basket index minus 1 percentage point through 1999 and by the
full index amount thereafter. The national rate will be based on a blend of allowable
costs for all facilities and freestanding facilities for cost-reporting periods beginning
in fiscal year 1995, excluding payments for new facilities and facilities whose case
mix or other circumstances warrant higher payments during the base year. The
national rate will be updated by the SNF market-basket index minus 1 percentage
point through 2002 and by the full index amount thereafter. In addition, SNFs will
be required to bill Medicare for almost all services their residents receive, and other
entities will be prohibited from billing for services provided to beneficiaries who are
receiving care as part of a Medicare-covered SNF stay.
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The provision saves an estimated $9.5 billion over five years. Under prior
law, nursing facilities could and did increase daily reimbursement by providing more
and more ancillary services to residents. Henceforth, facilities will receive a fixed
daily payment rate and will no longer have a financial incentive to provide more
ancillary services to their patients.

Hospice Policies. Under prior law, hospice payment rates would have been updated
annually by the hospital market-basket index. The act reduces the update for hospice
services by 1 percentage point for fiscal years 1998 through 2002. It also requires
that payments for hospice care be based on where the care is provided, not where it
is billed; provides an unlimited number of 60-day benefit periods; allows hospices
to enter into contracts with physicians and physician groups; waives certain staffing
requirements in rural areas; limits beneficiaries' liability in cases where payment to
the hospice is denied and the beneficiaries did not know they were not terminally ill;
and provides flexibility to the Secretary for determining when physicians need to
certify patients' terminal illnesses. On balance, these provisions will reduce spending
by $0.2 billion over the 1998-2002 period.

Reduction for Bad Debt of Enrollees. Medicare beneficiaries are required to pay a
deductible for a spell of illness that results in admission to a hospital and coinsurance
for inpatient care in excess of 60 days. Medicare pays hospitals for the deductibles
and coinsurance that hospitals do not collect. The act phases in a reduction in those
bad-debt payments to 55 percent of the amount that hospitals did not collect from
beneficiaries, resulting in $0.5 billion in savings through 2002.

State and Local Government Buy-In. Employees of certain state or local government
agencies hired before 1986 were not required to pay Hospital Insurance payroll taxes.
Those who have reached age 65 but have not earned entitlement to Part A coverage
through other employment (or through the employment of a spouse) are permitted to
enroll in Part A by paying a monthly premium. In most of those cases, the Part A
premium is paid by the state or local employer on behalf of the individual. However,
about 30,000 people pay their own premiums; most are former teachers in California
school systems. The act permits people whose Part A premiums are not paid by a
former employer to enroll in Part A for free after they have paid the Part A premium
for seven years. Premiums paid before enactment are counted toward the seven-year
requirement. CBO estimates that this provision will reduce Part A premium receipts
from people who would otherwise have been paying their own premiums by
$0.6 billion through 2002. Others, who would have chosen not to pay the Part A
premium, will be induced to enroll by the prospect of free Part A coverage after
seven years. Likewise, some who have chosen not to enroll in Part B will also be
induced to enroll. On balance, this provision will cost $0.6 billion over the 1998-
2002 period and $2.1 billion over the 1998-2007 period. The additional premium
receipts from the new enrollees are estimated to equal the cost of their benefits

38



through 2002. However, benefit spending is estimated to exceed premium receipts
for the new enrollees by $0.3 billion between 2002 and 2007.

Coverage of Services in Religious Nonmedical Health Care Institutions. The act
allows the Secretary of HHS to develop conditions of payment under both the
Medicare and Medicaid programs to religious, nonmedical institutions for individuals
who choose to rely solely on a religious method of healing. Beneficiaries would have
to make an election indicating they were conscientiously opposed to accepting
nonexcepted medical treatment, but they could revoke that election twice with no
penalty. Subsequent revocations would require a delay before further elections could
be made.

CBO is unable to estimate the impact of this provision on federal outlays. If
payment was limited to those institutions that have received payments in the past,
there would be no impact on federal outlays. But if new institutions were to become
eligible, federal outlays could increase significantly.

Subtitle F: Provisions Relating to Part B Only

Major items in subtitle F include a revised system for paying physicians; direct
payment of nonphysician providers; additional spending for chiropractic services;
changes in payments for outpatient hospital care and therapy; reduced payment rates
for laboratory services, durable medical equipment, oxygen, and ambulatory surgical
centers; changes in payments for drugs and biologicals; increases in Part B
premiums; and reduction in Part B premium penalties for certain disabled workers.
These provisions save a total of $33.6 billion over the 1998-2002 period.

Physician Payment System. The fees that Medicare pays for physicians’ services are
determined by a complicated set of formulas that include trends in practice costs, use
of services, and other factors. The formulas generally attempt to reward physicians
as a group for low growth of spending on their services by raising fees in subsequent
years and to penalize them for rapid growth of spending by cutting future fees.

This act simplifies the setting of physicians’ fees. In general, fees will be set
so that overall spending on physicians’ services increases at the rate of growth in
gross domestic product. By comparing actual spending with a cumulative target, and
by increasing the range over which the Secretary can adjust fees to meet that target,
the new formulas will better ensure that spending remains on track. Because the new
spending targets are lower than CBO's projections of physician spending under prior
law, this provision saves $5.3 billion in the 1998-2002 period.
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Medicare's payments to physicians are based on a conversion factor, which
averages $35.95 in 1997. Under prior law, the conversion factor was projected to
decline to about $35.70 in 2002. Under the act, it will decline more rapidly, to about
$32.60 in 2002.

Payments to Nurse Practitioners, Physician Assistants, and Clinical Nurse Specialists.
The act allows Medicare to reimburse nurse practitioners, physician assistants, and

clinical nurse specialists directly at 85 percent of the rates in the physician fee
schedule under certain circumstances in all areas of the country. Direct payments
will be allowed in outpatient, home, and inpatient settings. Medicare's requirements
for supervision by a physician will also be relaxed. In some cases, direct payments
at 85 percent will substitute for payments made under prior law at 100 percent of the
amounts in the fee schedule. Nonetheless, CBO estimates that additional demand for
services will more than offset any savings achieved from lowering rates and that this
provision will add approximately $0.5 billion to Medicare outlays over five years.

Eliminate X-Ray Requirement for Chiropractors. Currently, Medicare payment to
chiropractors is permitted only for treatment of a subluxation of the spine.

Chiropractors must document the subluxation and the need for treatment with an
X-ray of the patient. The act eliminates the requirement for an X-ray, beginning in
2000. CBO assumes that waiving the requirement for a diagnostic X-ray will add to
the demand for chiropractic services. Between 1998 and 2002, CBO estimates that
the additional costs will total $0.3 billion.

Hospital Outpatient Services. At present, beneficiaries pay 20 percent of charges for
most hospital outpatient services. After adjusting for coinsurance, Medicare pays the
lesser of the hospital's cost and the charge for some services, or a blend of the cost
and the amount from the fee schedule for many other services. Because charges have
risen faster than the costs and the fee schedule, beneficiaries currently pay 47 percent
of the total amount reimbursed to hospitals. Nonetheless, Medicare's spending for
outpatient services has risen rapidly. The act contains provisions to deal with both
of those issues. On balance, they reduce Medicare's spending by $7.2 billion over the
1998-2002 period but increase spending after 2004.

Three provisions are aimed at reducing the rate of growth of Medicare
spending for outpatient services. First, the act revises Medicare's payment formula
to account fully for the beneficiary's coinsurance. Second, it extends the reductions
in payments for capital and other costs made by the Omnibus Budget Reconciliation
Act of 1993. Third, it establishes a fee schedule for most outpatient services. The
fee schedule will be implemented in January 1999 without changing projected
Medicare or beneficiary spending in that year. The fee schedule will be updated by
the hospital market basket less 1 percentage point from 2000 through 2002 and by
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the full market basket for each year thereafter. To effect a gradual reduction in
coinsurance rates, beneficiaries' total payments will be frozen at the 1999 amount.

Therapy Providers. Medicare reimbursement and beneficiaries' copayment for
services provided by independent physical and occupational therapists has been based
on the physician fee schedule. Beneficiaries have been covered for up to $900 worth
of services for each type of provider per year. Therapy services provided in any other
outpatient therapy setting—hospital outpatient department, skilled nursing facility,
comprehensive outpatient rehabilitation facility, or rehabilitation agency—are
reimbursed by Medicare based on cost, and beneficiaries pay 20 percent of charges.
Therapy services provided by a physician are reimbursed on the physician fee
schedule. Medicare has not limited the amount of services the beneficiary may use
per year for those providers.

This act places all Part B therapy providers on the physician fee schedule. In
addition, all therapy except that provided in a hospital outpatient department will be
capped at $1,500. This provision expands current coverage of independent therapy
providers but reduces Medicare's coverage of the other therapy providers included
under the cap. Beginning in January 2002, the limit on each type of provider will be
updated annually by the Medicare economic index. The provision reduces spending
by $1.7 billion over the 1998-2002 period.

Durable Medical Equipment, Orthotics and Prosthetics. and Parenteral and Enteral
Nutrition. The act freezes payment rates for durable medical equipment (DME) at
1997 levels through 2002. For the 1998-2002 period, payment rates for prosthetics
and orthotics (P+O) will be updated 1 percent a year. Starting in 2003, DME and
P+0 rates will be updated by the consumer price index. Limits on reasonable
charges for parenteral and enteral nutrition will be reduced to 1995 levels for fiscal
years 1998-2002. These provisions save $0.8 billion over five years.

Oxygen and Oxygen Equipment. Payments for oxygen and oxygen equipment will
be cut by 25 percent in 1998 and an additional 5 percent in 1999. Thereafter,

payments will be frozen at 1999 levels. This provision results in $2.1 billion in
savings between 1998 and 2002.

Laboratory Updates. Payments for laboratory services will be frozen through 2002.
The limit on laboratory payments will also be reduced from 76 percent of the median
fee schedule amount to 74 percent of that amount. These changes will save Medicare
$1.9 billion cumulatively through 2002.

Laboratory Administrative Simplification. The act standardizes the claims
processing system for most laboratory services covered under Part B. The Secretary
of HHS will select five regional carriers to process claims for clinical diagnostic
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laboratory tests administered after January 1, 1999. The Secretary may exempt tests
furnished by laboratories in physicians' offices if she concludes that these offices face
an undue burden in billing multiple carriers.

The Secretary is also required to use a negotiated rulemaking process to adopt
national coverage and administrative policies for the affected lab tests. Regional
carriers may implement interim coverage policies in situations where no uniform
national policy exists and they must respond to excessive or fraudulent spending.

The Secretary will review the interim policies every two years and decide whether

to incorporate them into national policy. She must also periodically review proposals
to change the uniform national policies.

Because there are no data indicating whether employing regional carriers and
instituting uniform national policies will result in program costs or savings, CBO
estimates that this provision has no net budgetary effect.

Pharmaceutical Payments. This provision changes the basis of payment for drugs
and biologicals covered under Part B. Under prior law, Medicare paid the average
wholesale price (AWP) for drugs, which is a price reported by the manufacturer.
Under the act, Medicare will pay 95 percent of the AWP for drugs and biologicals
covered under Part B, except those paid on a cost or prospective basis. The Secretary
may also pay a dispensing fee for drugs and biologicals dispensed by a licensed
pharmacy. Since the provision has no mechanism for controlling inflation in drug
prices, CBO assumes that manufacturers will raise the AWP for their products to
compensate for the cut in payments. Because such increases in prices will occur with
a lag, CBO estimates that the provision will save $0.4 billion over five years.

Coverage of Oral Antinausea Drugs. The act allows payment for oral antinausea
drugs used as part of a chemotherapeutic regimen, but only if administered or
prescribed by a physician as a full replacement for intravenous antiemetic therapy.
Administration of the oral drug will have to occur immediately before, during, or
within 48 hours of a chemotherapy treatment. CBO estimates that this provision will
cost less than $50 million over five years.

Part B Premiums. Part B premiums, which currently cover 25 percent of program
costs, were scheduled under prior law to increase by the rate of the cost-of-living
adjustment for Social Security after 1998 and would have fallen as a share of costs.
The act sets the premium to cover 25 percent of program costs after 1998. Home
health spending transferred to Part B will affect the premium as if the transfer was
phased in evenly over seven years. CBO estimates that the savings from this
proposal, net of interactions with other provisions, total $14.9 billion between 1998
and 2002. Approximately $9.1 billion of that amount results from the transfer of
spending on home health care to Part B.
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The following table shows monthly premiums under prior law and the
Balanced Budget Act and the incremental effect of the home health transfer on the
premium (by calendar year, in dollars):

Balanced Effect of the
Calendar Prior Budget ' Home Health
Year Law Act Transfer
1998 ' 45.80 45.70 1.20
1999 47.10 50.60 2.70
2000 48.50 55.30 4.10
2001 50.00 60.70 5.90
2002 51.50 67.00 8.10
2003 53.00 74.20 10.40
2004 54.60 82.20 12.70
. 2005 56.20 90.00 14.30
2006 57.90 97.70 15.20
2007 59.70 105.40 15.70

Reduced Premiums for Certain Disabled Workers. The act’s provision waiving
penalties for late enrollment in Part B for certain disabled workers will add an
estimated $0.1 billion to Medicare's costs, partially offset by additional premiums of
less than $50 million. The penalty will be waived with no time limit for disabled
workers who lose employment-based retiree health insurance. CBO assumes that as
a result, 10,000 additional disabled workers will enroll in Part B by 2002.

Subtitle G: Provisions Relating to Parts A and B

Subtitle G includes changes in payments for home health care and medical education
and in rules affecting beneficiaries who are also covered by employment-based plans.
Reduced payments for home health care will save $16.2 billion over the 1998-2002
period. Changes in Medicare payments for education will save approximately
$6.5 billion. Extensions and expansions of Medicare rules that make employment-
based health plans the primary payers for certain beneficiaries account for an
additional $7.9 billion in savings.

Home Health Services. Under prior law, home health agencies (HHAs) were
reimbursed on a retrospective cost basis up to an agency-specific total limit. That
limit is the product of per-visit cost limits (by type of home health service) and the
number of visits an agency provides. The former system provided no incentive for
agencies that were below their limits to control costs. Agencies near or above their
limits had an incentive to decrease the average cost per visit but did not face any
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meaningful constraint on total reimbursement. Home health expenditures, visits, and
users have all been increasing rapidly in recent years, and expenditures have been
projected to grow at an average annual rate of 9 percent through 2002.

The act reduces agency-specific, per-visit cost limits and establishes an
interim payment system under which home health agencies will be paid the lower of
actual costs, the reduced per-visit cost limits, or new agency-specific annual limits
on spending. The new agency-specific limits equal the product of per-beneficiary
spending limits and the number of beneficiaries served by an agency. Per-beneficiary
limits will be based on 98 percent of reasonable costs for cost-reporting periods
ending during 1994, updated by a market-basket index for home health services.

The act also requires that payments be based on the location where home
health services are provided, not where they are billed. It clarifies definitions of part-
time and intermittent nursing care, directs the Secretary to study the criteria for
determining whether a beneficiary is homebound (and eligible to receive home health
services under Medicare), provides for the denial of payment where the frequency
and duration of home health services exceeds normative guidelines established by the
Secretary, and limits the definition of skilled nursing care to exclude venipuncture
solely for the purpose of obtaining a blood sample.

Beginning in fiscal year 2000, the Secretary is required to provide for
payments for home health services under a prospective payment system. Prospective
rates will be based on the per-visit and per-beneficiary cost limits described above,
decreased by 15 percent in the year of implementation, then updated by the home
health market basket in future years. Periodic interim payments will be eliminated
for home health agencies. Savings for the home health proposals total $16.2 billion
over the 1998-2002 period. Although these proposals will limit the growth of
spending per user of home health services, CBO assumes that some savings will be
offset by the efforts of home health agencies to increase the number of beneficiaries
who use home health services.

Graduate Medical Education Payments. Medicare has two mechanisms to pay for
costs incurred by hospitals that train physicians. Indirect medical education (IME)
payments are an add-on to the payments Medicare makes to PPS hospitals to reflect
the higher costs of patient care incurred by teaching hospitals. The graduate medical
education (GME) pass-through payment covers Medicare's share of the cost of
operating a teaching program (including residents' salaries and benefits, physicians’
supervisory costs, and overhead) on a per-resident basis.

The act reduces both IME and GME spending by decreasing the number of

residents counted for the purpose of these payments and by modifying the payment
formulas. Under the previous IME adjustment, a hospital received 7.7 percent more
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in payments for each 0.1 increase in the resident-to-bed ratio. The act reduces that
factor to 5.5 percent for each 0.1 increase in the resident-to-bed ratio by 2002. These
changes to IME will save $5.6 billion through 2002.

The act also permits the Secretary to provide incentive payments to hospitals
that commit to substantial reductions in the number of residents trained. Medicare
and the participating hospitals will share in the resulting reduction in GME (and
IME) spending for five or six years, after which all savings will accrue to Medicare.
The act also permits Medicare to make GME payments to nonhospital providers and
to consortia of hospitals and medical schools. These changes reduce GME spending
by $0.9 billion in the 1998-2002 period.

Payments to Hospitals for Medicare+Choice Enrollees. Under prior law, Medicare
did not pay hospitals directly for the care they provide to enrollees in risk-based
plans. Under the act, the medical education payments to be carved out of
Medicare+Choice payment rates will be used to pay teaching and disproportionate
share hospitals when they provide inpatient care to Medicare+Choice enrollees. Over
the 1998-2002 period, $4.0 billion will be paid to hospitals under this provision.

Medicare as Secondary Payer. The act contains several proposals to expand and
improve accounting of claims for which Medicare is the secondary payer. It
permanently extends Medicare as the secondary payer for the working disabled and
permanently authorizes the required data match for employers. It also expands from
12 or 18 months