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ABSTRACT

Proponents of the Affordable Care Act have pointed to the Congressional Bud-
get Office’s cost estimates to support their argument that the law will result in
lower federal budget deficits in the future. Much less is said about the reasons
for this forecast. This paper explains that the primary reason for the projected
deficit reduction is the law’s heavy reliance on indexing important provisions
in order to restrain spending and increase revenue. The key provisions are a
“productivity adjustment factor” that results in across-the-board cuts to hos-
pitals and other facilities in perpetuity; frozen income thresholds for new taxes
that supposedly apply only to higher-income households; thresholds for a new
“Cadillac” tax on high-cost insurance that rise more slowly than healthcare
costs; and indexing rules for premium credits that will cause lower-income
households to pay ever higher percentages of their income in premiums. As
more taxpayers and beneficiaries come to understand the full implications of
these provisions, pressure will build to make significant adjustments to them.
The result could be much higher spending and lower revenue than originally
forecast by the Congressional Budget Office.
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ne of the most important arguments made in favor of the Afford-

able Care Act (ACA) during its consideration in Congress was that

it would not increase projected annual federal budget deficits, in

either the short or the long term. This argument was made force-
fully by President Obama at a number of key points in the debate, and it was
echoed by many House and Senate members as well.! They received critical
validation for their argument from the Congressional Budget Office (CBO),
which released cost estimates showing small reductions in future deficits at
crucial points in the legislative process, including right before the bill’s final
passage in March 2010.2

All of this is well-known history. What is not well known even today, more
than five years after the law’s enactment, is why CBO concluded that the legis-
lation would slightly restrain future deficits.

Both during consideration of the legislation and in the years since its
enactment, the Obama administration has implied that the favorable CBO
cost estimate was due to the cost-saving effects of the law’s “delivery system
reforms.”® These are the provisions, mainly attached to the Medicare program,
that aim to improve the efficiency with which doctors and hospitals care for
patients by measuring the performance of providers and “paying for quality.”
But there is no evidence that these provisions will have any significant finan-
cial effects. In fact, CBO has consistently estimated that they will produce very

1. “Remarks by the President to a Joint Session of Congress on Health Care,” White House press
release, September 9, 2009, http://www.whitehouse.gov/the-press-office /remarks-president-a-joint
-session-congress-health-care.

2. Douglas W. Elmendorf, Director, Congressional Budget Office, letter to House Speaker Nancy
Pelosi, March 20, 2010, http://www.cbo.gov/sites/default/files/amendreconprop.pdf.

3. For an example of this, see Centers for Medicare & Medicaid Services, Department of Health and
Human Services, “Lower Costs, Better Care: Reforming Our Health Care Delivery System,” CMS fact
sheet, January 30, 2014, http://www.cms.gov/Newsroom/MediaReleaseDatabase/Fact-Sheets/2014
-Fact-sheets-items/2014-01-30-03.html.
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minor changes relative to the overall cost of the ACA and to trends in national
health spending.*

Far more significant from a budgetary perspective are the key indexing
provisions of the ACA that helped produce—at least on paper—more favor-
able revenue and cost projections. These are the provisions that adjust key tax
and benefit parameters from year to year. For example, if federal payments for
health services are indexed to grow with the consumer price index (CPI) rather
than with faster-growing overall health spending, that would be scored by CBO
as reducing spending compared with the spending they assume would other-
wise occur. CBO’s finding that the ACA will modestly reduce future deficits
depends entirely on the vigorous and uninterrupted implementation of these
provisions.®

It is certainly possible that congresses and presidents will allow these
indexing provisions to be implemented as written in the ACA far into the
future. But a careful examination of the provisions and the effects they will
have both on the health system and on federal spending and taxation makes
it clear that they are likely to be more appealing in theory than in practice.
These provisions will only produce the beneficial fiscal effects CBO projected
inits ACA cost estimates if they successfully impose large, and growing, finan-
cial sacrifices on program beneficiaries and taxpayers. It follows that if these
provisions are eased to reduce the burdens they impose on taxpayers and
program participants, the fiscal effects of the law will be very different from
what CBO has forecast to this point. Indeed, it would not take much of a shift

4. For instance, CBO estimated at the time of enactment that Medicare accountable care organiza-
tions would reduce Medicare spending by $4.9 billion between 2010 and 2019. Similarly, the provi-
sion penalizing hospitals for excessive readmission rates was estimated to save $7.1 billion over the
decade. By comparison, CBO projects that Medicare will spend $632 billion in 2015. CBO, “March
2015 Medicare Baseline Projections,” March 9, 2015, http://www.cbo.gov/publication/44205.

5. CBO’s expectation that the ACA will reduce future federal deficits is flawed for a reason that is
separate and apart from what happens with the key indexing provisions. As Charles Blahous has
pointed out in a recent paper, CBO’s finding depends on an accounting practice that effectively dou-
ble counts the ACA’s savings in the Medicare program. Charles Blahous, “The Fiscal Consequences
of the Affordable Care Act” (Mercatus Center at George Mason University, Arlington, VA, 2012),
http://mercatus.org/publication/fiscal-consequences-affordable-care-act. The reduced Medicare
spending is used to partially finance the ACA’s coverage expansion and to improve the solvency

of the Medicare hospital insurance (HI) trust fund, thus allowing the trust fund to pay out full
Medicare benefits past its previously projected depletion date. Restricting the savings from the
Medicare changes in the ACA to improving the HI trust fund solvency would eliminate all the sup-
posed deficit-reducing effects of the ACA. Although treating the Medicare HI savings in this way
would more accurately reflect fiscal reality, the analysis conducted in this paper takes as a starting
point current conventions for budgetary scorekeeping, which allowed the double count of Medicare
savings to be a part of the official ACA cost estimates.
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in these provisions to turn the ACA into a massive fiscal drain for the federal
government.

While the key indexing provisions of the ACA are critical to understand-
ing the budgetary effects of the law, they are not widely understood even
among those who closely follow developments in health policy. As the debate
over the ACA continues, it is important to identify and describe the implica-
tions of these provisions carefully so that participants in that debate have a
clear and accurate view of what the ACA, as currently written, will really
mean in the future.

WHAT IS INDEXING?

Indexing is an adjustment mechanism used to keep tax and benefit program
parameters consistent with policy preferences over time. Many times, this
means adjusting a tax or benefit provision so that it maintains its real—that
is, inflation-adjusted—value from year to year. This is a particularly impor-
tant aspect of programs and tax provisions that are enacted with the expecta-
tion that they will operate for many years into the future without the need for
further legislation by Congress. Placing into permanent law the manner by
which a program parameter will be adjusted over time eliminates the risk that
individuals or organizations participating in a federal program will be unduly
harmed or aided by inaction on the part of a future Congress. Indexing also
provides a ready mechanism by which Congress can fine-tune a legislative
proposal to achieve a desired level of budget savings, as estimated by CBO.¢
The most famous indexing provision in federal law today is the Social
Security cost-of-living adjustment, or COLA. The Social Security Act specifies
that beneficiaries receiving a monthly Social Security check should be given a
COLA increase at the beginning of every new calendar year, effective with pay-
ments due on January 1. The increase is based on the rise in the consumer price

6. There are two primary alternatives to indexing to achieve a given level of budget savings. First,
Congress could impose specific dollar reductions in spending (or specific dollar increases in rev-
enue) each year instead of linking the spending or revenue levels to an index. Such an approach
ignores changes in the economy or other circumstances that might justify more or less budget sav-
ings in a future year than was assumed when the legislation was enacted. Moreover, expressing a
change in budget policy in terms of absolute dollars (as opposed to a percentage adjustment in a pro-
gram parameter) is likely to be less desirable in terms of political perceptions in many instances. For
instance, it is likely harder to explicitly call for a $10 billion tax hike than to fine-tune key tax param-
eters to achieve such a tax hike automatically. The other option is to replace indexing with additional
concrete policy proposals to achieve a given level of budget savings. It is often difficult to identify
additional policies that achieve savings and whose nonbudgetary impacts are acceptable to Congress
and the president.



“Small changes in
indexing can have
large financial
implications

over time due

to the power of
compounding.”

index, measured over the one-year period ending the pre-
vious October 31. Social Security benefits were increased
by 1.7 percent in January 2015 due to the COLA provision.”
Congress enacted the Social Security COLA provision to
ensure that the purchasing power of Social Security pay-
ments to senior citizens did not erode over time due to the
effects of inflation on the prices of goods and services.

Other provisions of federal tax and entitlement law
are tied to different indices for different policy reasons. For
instance, the threshold establishing the maximum taxable
income for the Social Security payroll tax is increased each
year based on a measure of the growth in average national
wages. In 2014, wages up to $117,000 were subject to the
Social Security payroll tax. In 2015, the maximum annual
wage subject to the tax is $118,500.% The “tax max” is
indexed in this way because Congress wanted the Social
Security tax and benefit structure to keep pace, as much
as possible, with rising wages in the national economy to
ensure that the program did not slowly evolve into some-
thing focused mainly on lower-income households.’

How key tax and benefit programs are indexed is
very important because small changes in indexing can
have large financial implications over time due to the
power of compounding. As an example, assume a retiree
is getting $1,000 per month from Social Security. If the
annual COLA for that retiree were to be set in law at 3
percent per year, the monthly amount paid to the retiree
would rise to $2,427 after 30 years. By contrast, if the

7. See Social Security Administration, “2015 Fact Sheet: Social Security
Changes,” http://www.ssa.gov/news/press/factsheets/colafacts2015.pdf.
8. Ibid.

9. Social Security’s rules link wages covered by the payroll tax during
working years to benefits payable in retirement. Wages earned above the
maximum are not subject to the tax and do not factor into benefit calcula-
tions. As explained in a report from the Congressional Research Service,
proponents of indexing the “tax max” wanted to ensure that “moderate
and well-to-do” households were paying taxes into Social Security, and
thus were also receiving benefits on their higher-income contributions,
s0 as to preserve “their support for the system.” See Janemarie Mulvey,
Congressional Research Service, Social Security: Raising or Eliminating the
Taxable Earnings Base, report for Congress, pp. 1-2, September 24, 2010.
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COLA were setin law at 2 percent annually, the monthly payment to the retiree
would be just $1,811 after 30 years. Multiply that more than $600 difference in
monthly checks across millions of beneficiaries and the power of an indexing
adjustment as a budgetary device comes into clearer focus. It also explains
why the senior lobby has always been adamantly opposed to arbitrary COLA
cuts for Social Security beneficiaries. If inflation really is 3 percent per year,
but the law only provides for a 2 percent annual COLA, then a Social Secu-
rity check of $1,000 per month will lose roughly one-fourth of its purchasing
power during the course of three decades.

The authors of the ACA made choices about indexing that are analogous
to COLA cuts in four key places: (1) payment adjustments for medical service
providers; (2) the income thresholds for assessing new taxes on individuals; (3)
the dollar thresholds for determining what constitutes a “Cadillac” insurance
plan; and (4) the rate at which the large subsidies provided through the ACA’s
exchanges will rise each year. The budgetary implications of these key ACA
provisions run into trillions of dollars over the coming decades.

AN EXPLANATION OF ACA COST ESTIMATES

CBO provided a comprehensive estimate of the budgetary effects of the ACA on
a few occasions, both before and after enactment of the law. Most notably, just
before its final passage in March 2010, CBO provided a comprehensive look at
all the law’s tax and spending provisions.!” In July 2012, as the House prepared
to vote on a full repeal of the law, CBO provided an estimate of the budgetary
effects of that effort.” And in June 2015, CBO provided a new estimate of the
budgetary effects of a full repeal, and included in its assessment projections
of what would occur both with and without macroeconomic feedback effects
from repeal.’? Moreover, at the regular intervals when CBO routinely updates
its overall budget and economic projections, it has also provided new estimates
of the insurance coverage and budgetary effects of the ACA’s exchanges and
Medicaid expansion.

10. Elmendorf, letter to Nancy Pelosi.

11. Douglas W. Elmendorf, Director, Congressional Budget Office, letter to House Speaker John
Boehner, July 24, 2012, https://www.cbo.gov/sites/default/files/112th-congress-2011-2012 /cost
estimate/43471-hr6079_0.pdf. CBO noted that estimating the budgetary effects of repeal is not the
same thing as simply reversing the signs on the numbers for the estimate of the budgetary effects of
enactment. Nonetheless, it is clear that CBO projections for repeal provide a close approximation of
what the agency assumes the budgetary effects of the law will be.

12. Congressional Budget Office, Budgetary and Economic Effects of Repealing the Affordable Care Act,
June 2015.
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Normally, CBO provides 10-year cost estimates for proposed legislative
changes in federal entitlement spending and tax laws. However, in the case of
the ACA, there was great interest in Congress for an assessment of what the leg-
islation would do to the federal budget over a longer period of time. To provide
some guidance to Congress on this question, CBO included in its March 2010
estimate a description of what it believed would occur in the second decade of
the legislation’s implementation. As stated in the cost estimate,

Reflecting the changes made by the [two laws that together
put in place the ACA], the combined effect . .. would also be to
reduce federal budget deficits over the ensuing decade relative
to those projected under current law—with a total effect during
that decade in a broad range around one-half percent of GDP.

It is noteworthy that in its estimate, CBO specifically cited the effects
of key indexing provisions for both the law’s new premium credit payments
and the “Cadillac” tax as reasons for the potential second decade deficit
reduction.

In its July 2012 estimate of repeal of the ACA, CBO noted that reversing
the law’s provisions would increase the deficit by about 0.5 percent of GDP in
the second decade.

In its most recent assessment of the ACA, again looking at the budgetary
and other effects of full repeal, CBO again concluded that undoing the provi-
sions of the ACA would increase the deficit both in the short and long term.
Over 10 years (2016 to 2025), CBO estimated that full repeal would increase
the deficit by $353 billion, assuming no macroeconomic effects from the repeal.
With the macroeconomic effects included in the assessment, CBO estimated
the 10-year increase in the deficit at $137 billion. Beyond 2025, CBO once again
reiterated that its projections are highly uncertain, but once again suggested
that a full repeal would add to the deficit, in the range of about 1 percent of GDP,
and that the macroeconomic effects of repeal would not substantially alter this
finding. Importantly, CBO specifically cited the key indexing provisions dis-
cussed in this paper in reaching this conclusion.”

13. Ibid., 19.



THE PRODUCTIVITY ADJUSTMENT FACTOR AND
RATE CUTS IN PROVIDER PAYMENTS

Medicare beneficiaries can elect to take their coverage in one of two ways. They
can select a private insurance option—called a Medicare Advantage plan—or
they can enroll in the traditional fee-for-service (FFS) insurance program. The
traditional FFS option is an insurance plan administered by the federal govern-
ment through the Centers for Medicare & Medicaid Services (CMS). Although
enrollment in Medicare Advantage has been growing in recent years, about 70
percent of Medicare beneficiaries are enrolled in the traditional FFS program.**

For the beneficiaries enrolled in a FFS plan, the federal government
makes payments to all manner of medical professionals and institutions for
the services they deliver. Over many years, Congress and the CMS have built
a complex series of payment systems for these providers. One common theme
is that the payment systems are generally updated every year to reflect the rise
in costs of the goods and services the providers must purchase to run their
facilities or practices. So, for instance, the cost of running a hospital is measured
by examining a hospital-based “market basket” of items and services typically
purchased for use in inpatient facilities. The costs of those items and services
are measured and then used to create an index that is the basis for updating
Medicare’s payments for inpatient stays for the program’s beneficiaries.

Since 1983, when Congress established the prospective payment system
for hospital stays, it has frequently made ad hoc adjustments to the annual
percentage increase that otherwise would have applied to payment rates for
inpatient stays. For instance, in 1990, as part of a large budget-cutting effort,
Congress reduced the market basket increase that was scheduled to be paid in
fiscal year 1991 by 2.0 percentage points for hospitals located in urban areas and
0.7 percentage points for facilities located in rural communities.”® Congress has
imposed similar ad hoc cuts in the payment updates scheduled for hospitals
at various intervals over the past three decades, mainly for budgetary reasons.

In a sense, the ACA’s intervention into what the law otherwise would
require for annual increases in provider payments might be described as just
one more instance in a long series of budget-cutting efforts by Congress. But the
ACA’s cuts are really of a different character from previous reductions because

14. 2015 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and Federal
Supplementary Medical Insurance Trust Funds (hereafter referred to as the 2015 Medicare Trustees’
Report), table IV.C1, July 2015, https://www.cms.gov/Research-Statistics-Data-and-Systems
/Statistics-Trends-and-Reports/ReportsTrustFunds/Downloads/TR2015.pdf.

15. See section 1886(b)(3)(B)(1)(VI) of the Social Security Act, Social Security website, http://www
.ssa.gov/OP_Home/ssact/title18/1886.htm.
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of their permanence. In previous rounds, Congress imposed cuts for defined
periods of time based on a view of the financial condition of the facilities. The
ACA’s cuts, which are deep, will occur every year in perpetuity regardless of
the financial state of facilities in question—unless future legislation reduces the
severity of these provisions.'®

The ACA imposes cuts in the rate updates of provider payments by intro-
ducing a “productivity adjustment factor” into Medicare’s reimbursement
rules, beginning with fiscal year 2012.” The productivity adjustment factor is a
reduction in the regular market basket increase scheduled for various providers
of medical services to Medicare patients, based on economy-wide productiv-
ity increases and measured over a rolling 10-year period preceding the year in
question. Productivity is essentially a measure of output per worker, so growth
in productivity means the same workers can produce additional goods and ser-
vices over time due to any number of factors that improve worker efficiency.

The theory of the productivity adjustment factor is that providers of med-
ical services to Medicare patients should be able to achieve the same level of
productivity improvement as workers in the rest of the US economy. Regardless
of whether healthcare providers can actually achieve that level of productiv-
ity improvement, Medicare’s payment updates will be reduced as required by
this adjustment factor. The ACA applies the productivity adjustment factor to
the inflation updates that otherwise would occur for hospitals, skilled nurs-
ing facilities, long-term care hospitals, inpatient rehabilitation facilities, home
health agencies, psychiatric hospitals, hospices, dialysis centers, outpatient
hospital clinics, ambulance services, ambulatory surgical centers, laboratories,
and certain providers of durable medical equipment.®

The actuaries at the CMS who produce the Medicare cost projections
for the executive branch estimate that the productivity adjustment factor will
reduce the market basket index by, on average, 1.1 percentage points, from 3.5

16. As noted later, Congress has frequently modified formula-based spending reductions when those
cuts became untenable.

17. See section 3401 of the ACA in the Compilation of Patient Protection and Affordable Care Act,
May 2010, http://housedocs.house.gov/energycommerce/ppacacon.pdf.

18. In addition to the productivity adjustments, the ACA includes an overall limitation on the growth
of Medicare spending by creating the Independent Payment Advisory Board (IPAB). The IPAB will
propose legislation to reduce the per capita rate of growth in Medicare spending if spending exceeds
a target growth rate. Initially, the target was the average of the CPI and the medical CPI (which is

a price index based on a subset of the goods and services examined for price changes related just to
medical care and services). Beginning in 2018, the target will be GDP per capita plus 1 percent. CBO
projects that the IPAB provision will not be triggered for at least the next decade because of the
recent slowdown in Medicare spending.
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percent annually to 2.4 percent.”” This adjustment has already been made to
hospital and other payments each year since 2012, and it will be taken out of the
annual updates every year going forward.

In addition to the productivity adjustment, the ACA also imposed addi-
tional ad hoc annual cuts to the statutory market basket formula for hospitals
for the years 2010 through 2019, as shown in table 1.

TABLE 1. AD HOC ADJUSTMENTS TO THE HOSPITAL MARKET BASKET UPDATES INCLUDED IN THE
AFFORDABLE CARE ACT

Fiscal year Ad hoc reduction to the market basket update
2010 -0.25%
201 -0.25%
2012 -0.10%
2013 -0.10%
2014 -0.30%
2015 -0.20%
2016 -0.20%
2017 -0.75%
2018 -0.75%
2019 -0.75%

Source: Section 3401(a), Compilation of the Patient Protection and Affordable Care Act, Joint Committee Print, 111th
Congress, 2nd Session, May 2010.

Both CBO and the actuaries at the CMS have estimated that the produc-
tivity adjustment factor would result in large spending reductions over the first
decade after the ACA’s enactment. In CBO’s cost estimate for the final legisla-
tion, issued in March 2010, the agency separately identified the effects of this
provision and concluded it would cut Medicare spending by $196 billion over 10
years—the largest single spending reduction included in the ACA.?° The CMS
actuaries estimated in April 2010 that these provisions would reduce Medicare
spending by $205.3 billion over 10 years.?

19. Stephen Heffler, Kimberly Andrews, Mary Kate Catlin, and Mollie Knight, Office of the Actuary,
Centers for Medicare & Medicaid Services, “Simulations of Affordable Care Act Medicare Payment
Update Provisions on Part A Provider Financial Margins,” July 8, 2014.

20. Elmendorf, letter to Nancy Pelosi, table 5.

21. Richard S. Foster, Chief Actuary, Office of the Actuary, Centers for Medicare & Medicaid Services,
“Estimated Financial Effects of the ‘Patient Protection and Affordable Care Act, as Amended,” April
22,2010.



As shown in table 2, the savings from the productivity adjustment factor
(as well as the cuts to the Medicare Advantage program) are far higher than the
projected savings from the reforms the administration more frequently cites,
such as the introduction of a new managed care organization into Medicare—
“accountable care organizations”—and the policy by which Medicare reduces
payments to hospitals found to have high rates of readmitting previously dis-
charged patients.

TABLE 2. SELECTED ACA MEDICARE SAVINGS PROVISIONS

2013-2022

($ billions)
Productivity adjustment factor -196
Medicare Advantage payments -136
Medicare and Medicaid DSHs* -36
Accountable care organizations =5
Hospital readmission policy -7

* disproportionate share hospitals.

Source: Congressional Budget Office to House Speaker Nancy Pelosi, March 20, 2010, https://www.cbo.gov/sites
/default/files/111th-congress-2009-2010/costestimate/amendreconprop.pdf.

These cost estimates make it clear that the market basket cuts in the
ACA will have significant budgetary implications even within the first
decade of implementation. But it is over the longer term, as the compound-
ing effects of the cuts begin to accumulate, that the budgetary effects of these
cuts will become truly massive. As shown in figure 1, the cumulative effect of
the reduction in payment rates would grow quickly, and in the case of hos-
pitals, would reduce payments in 2030 by 21 percent compared to a projec-
tion that assumes payments would be adjusted fully for market basket price
increases.

It is possible to see an approximation of the size of the cuts in budgetary
terms over the long run in tables produced by the CMS actuaries. Each year
since 2010, the actuaries have produced an alternative projection of Medicare
expenses based on the assumption that some of the ACA’s cuts, and in par-
ticular the productivity adjustment factor, cannot be sustained indefinitely. A
comparison of the present value of expenditures under Part A of the program
(which covers hospitalizations and stays in other facilities) shows a $4.0 trillion
gap between what would occur under current law versus what would occur
if the market basket cuts in the ACA were relaxed and the previous payment
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FIGURE 1. THE PRODUCTIVITY ADJUSTMENT FACTOR AND AD HOC CUTS IN PAYMENTS TO
INPATIENT FACILITIES
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policy restored.?? The cumulative effect of the market basket cuts would be a 56
percent reduction in what Medicare pays for services at the end of the 75-year
projection period.*

The CMS actuaries have repeatedly highlighted the significance of the
market basket cuts in the ACA because they do not believe they can be sus-
tained. In an analysis released in conjunction with the 2015 Medicare Trustees’
Report, the actuaries estimated that, by 2040, half of all hospitals, 70 percent
of skilled nursing facilities, and 90 percent of home health agencies would be
losing money each year because of the deep cuts in their Medicare reimburse-
ment rates.?* The cuts would widen the already large gap between what private
insurers pay for services and what Medicare pays, according to the actuaries.

22. Suzanne Codespote, Deputy Director, Medicare and Medicaid Cost Estimates Group, Office of the
Actuary, Centers for Medicare & Medicaid Services, memorandum to Senate Budget Committee, July
22,2015. The $4.4 trillion gap identified in this memorandum likely understates the total budgetary
effects of section 3401 of the ACA for two reasons. First, the actuary’s alternative scenario assumes
that the productivity adjustment factor would begin to phase down in 2022, rather than immediately.
Second, some of the spending reduction would occur in Part B of the program. The full impact would
include budget savings resulting from the productivity adjustment factor for the entire 75-year period
in both Part A and Part B.

23.2015 Medicare Trustees’ Report, 191.

24.1bid., 192. See also John D. Shatto and M. Kent Clemens, Office of the Actuary, Centers for
Medicare & Medicaid Services, “Projected Medicare Expenditures under an Illustrative Scenario
with Alternative Payment Updates to Medicare Providers,” July 22, 2015.



Today, Medicare’s payments for services are about 67 percent of what private
insurers pay for the same care. With the market basket cuts in the ACA, Medi-
care’s payments would fall to just 40 percent of what private insurers would
pay at the end of 75 years.? If providers of services to Medicare beneficiaries
are losing money because the cost of caring for Medicare patients far exceeds
what they are paid for providing the services, then some facilities and practices
will stop admitting Medicare enrollees into their facilities.

These analyses from the CMS actuaries are important. The actuaries
explain that “in practice, providers could not sustain continuing negative mar-
gins and, absent legislative changes, may have to withdraw from providing ser-
vices to Medicare beneficiaries” or take actions to shift the cost of Medicare
patients to other payers.2

Put another way, if Medicare’s long-term solvency could be assured just
by lowering what Medicare pays for services, then why not do just that? The
answer of course is that Medicare is only valuable to the program’s beneficiaries
if hospitals and physicians are willing to take care of them. And there’s nothing
to stop providers of medical care from catering to patients covered by private
insurance and avoiding those on Medicare and Medicaid. Indeed, today there
is ample evidence that Medicaid participants have much more trouble than
the privately insured finding physicians who will see and take care of them.?”
Medicare beneficiaries could face the same problem if the program’s payment
rates fall so low that physicians and hospitals decide they are better off without
the business.

Indeed, what’s ironic about the ACA’s cuts to hospitals and other insti-
tutional providers of services is their similarity to what has already been tried
and failed with Medicare payments to physicians. Beginning in 1989, Congress
established upper boundaries (updated in 1997) for total physician fees paid
under Medicare that are entirely disconnected from what is necessary to prop-
erly care for patients. The so-called “sustainable growth rate,” or SGR, was
indexed to GDP to ensure that Medicare’s physician payments would grow no
faster than the overall economy. Enforcement of the SGR came in the form of
across-the-board payment rate reductions for all physician fees.

25.2015 Medicare Trustees’ Report, 191.

26.1bid., 192.

27. See, for instance, Joanna Bisgaier and Karin V. Rhodes, “Auditing Access to Specialty Care for
Children with Public Insurance,” New England Journal of Medicine 364 (June 16, 2011): 2324-33,
http://www.nejm.org/doi/full/10.1056/NEJMsal013285#t=article. The study found that children on
Medicaid faced significant barriers to accessing care from specialists.
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Nearly from its inception, the policy didn’t work.
Because the SGR formula was cumulative, fee reductions
called for in earlier years that had not been implemented
were added to the current year’s cut. As a result, the SGR
formula called for ever-greater payment reductions to
keep total spending within the limit. But the cuts that
were required were so impractical as to be impossible to
implement. For instance, the SGR formula was supposed to
resultin a 24 percent cut in physician fees in 2014, but Con-
gress chose to override the cut, just as it has done nearly
continuously since 2002.? When confronted with a choice
between sticking with formulaic cuts or protecting access
to care for beneficiaries, Congress predictably sided with
the beneficiaries of the program.

The authors of the ACA could have devoted some of
the budgetary savings associated with the law’s new rev-
enue provisions or spending cuts to undoing all or a portion
of the scheduled cuts in Medicare physician fees under the
SGR. They chose not to do so, presumably to ensure that
the resources available under the bill would be used pri-
marily to expand subsidies for insurance coverage.

In April 2015, Congress enacted a permanent change
in the method of calculating annual increases in physician
fees in the Medicare Access and CHIP Reauthorization
Act of 2015.° CBO estimated that the changes to Medi-
care’s physician payment policy enacted in this law would
increase federal spending by about $175 billion through
2025.% Ironically, though the legislation eliminates the
threat of double-digit reductions in physician payment

28. Jim Hahn and Janemarie Mulvey, Congressional Research Service,
“Medicare Physician Payment Updates and the Sustainable Growth

Rate (SGR) System,” August 2, 2012; Catherine Hollander, “SGR, ICD-10
Extensions Approved by Senate,” Modern Healthcare, March 31, 2014,
http://www.modernhealthcare.com/article/20140331/NEWS/301019918.
29. John Boehner, Speaker of the House, “10 Things You Should Know
about the Permanent Doc Fix,” March 24, 2015, http://www.speaker.gov
/general/10-things-you-should-know-about-permanent-doc-fix.

30. Congressional Budget Office, “H.R. 2, Medicare Access and CHIP
Reauthorization Act of 2015,” March 25, 2015, https://www.cbo.gov
/publication/50053.
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rates from the despised SGR formula, it substitutes a new formulaic approach
to increasing physician fees that will still leave those fees falling behind con-
sumer inflation and the growth of healthcare costs more generally.

Under the new law, physician payments are now set to increase 0.5 per-
cent annually for several years, transitioning by 2026 to an annual increase of
0.25 percent for services provided under the merit-based incentive payment
system (which is essentially fee-for-service payment adjusted according to how
well physicians meet performance standards) or 0.75 percent for services pro-
vided under alternative payment models (such as accountable care organiza-
tions or the inclusion of physician payments within larger “bundles” covering a
full episode of care and shared with all the various service providers associated
with taking care of the patient).®! These increases will not keep pace with medi-
cal price inflation, which has increased 2.5 percent to 4.4 percent annually over
the past decade.’> Consequently, this new approach to indexing fees for physi-
cian services will lead to problems that closely resemble those that will occur
for facilities under the productivity adjustment factor. Indeed, that is exactly
what the CMS actuaries warned about in their official cost estimate of the new
legislation.®

The fact that there is a real bottom below which Medicare payments can-
not go without harming access to care for seniors is an important consideration
when looking at the ACA and its fiscal effects. If the ACA’s market basket cuts
push payments below that floor, Congress will be forced to scale them back, at
which point the ACA could become a major financial drain on the US Treasury.

TAXES ON “HIGH-INCOME” HOUSEHOLDS

Proponents of the ACA have argued that the law protects the middle class from
paying new taxes by limiting the revenue provisions to the healthcare industry
and to higher-income individuals and households. But this contention is mis-
leading for two reasons. First, as shown in assessments of the law by the Joint
Committee on Taxation (Congress’s independent scorekeeper for revenue pro-
visions), some of the taxes imposed, such as a new limit on the deductibility of

31. House Committees on Energy & Commerce and Ways & Means, “SGR Repeal and Medicare
Provider Payment Modernization Act: Section by Section,” March 19, 2015.

32. Bureau of Labor Statistics, Consumer Price Index: Medical Care, September 18, 2015, http://data
.bls.gov/timeseries/CUURO000SAM?output_view=pct_12mths.

33. Paul Spitalnic, Chief Actuary, Centers for Medicare & Medicaid Services, “Estimated Financial
Effects of the Medicare Access and CHIP Reauthorization Act of 2015 (H.R. 2),” April 9, 2015.
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medical expenses, will explicitly hit middle-income households.** Moreover,
the taxes on sectors of the healthcare industry (insurers, drug manufacturers,
and medical device companies) will get passed on to all consumers in the form
of higher prices. That means middle-class patients will pay more for services
because of these taxes.

But, just as importantly, although the authors of the ACA said the law
would only raise taxes for higher-income individuals and households, it is
clear that households with incomes far below those of “upper-income” Ameri-
cans will ultimately pay much higher taxes. The reason is indexing—or, in this
instance, the lack of it.

The key taxes in question—a new Medicare Hospital Insurance (HI)
tax add-on of 0.9 percent of payroll and a new 3.8 percent tax on so-called
“unearned” income—were billed as applying only to individuals and couples
filing joint returns with yearly incomes exceeding $200,000 and $250,000,
respectively. The new Medicare HI payroll tax of 0.9 percent comes on top of
the regular 2.9 percent Medicare tax (half of which is paid by employers and
half by employees). The new 3.8 percent tax on unearned income is aimed at
imposing this new, higher HI payroll tax rate (2.9 percent plus 0.9 percent) on
the nonwage income of the same taxpayers.* Included in unearned income are
dividends, interest, rent, royalties, and business income from financial trading
or passive business activity.

The authors of the ACA chose not to index these income thresholds to
inflation or wage growth, as is the norm for most other thresholds in federal
tax law. The reason for this choice is obvious: they wanted these provisions
to raise increasing amounts of revenue each year as part of their campaign to
claim that the ACA will modestly reduce future deficits. But this additional
revenue comes at the expense of another commitment made by the authors
of the law: that only the “rich” will pay higher taxes. By not indexing the
thresholds, the ACA’s authors guaranteed that, in time, many households that
are decidedly not rich will pay these new taxes. In fact, the Medicare actuar-
ies estimate that, by the end of the traditional 75-year projection period used
to assess the financial status of the program’s trust funds, 80 percent of US

34. Jay Heflin, “JCT: Healthcare Law to Sock Middle Class with a $3.9 Billion Tax Increase in 2019,”
The Hill, April 12, 2010, http://thehill.com/policy/finance/91669-healthcare-law-socks-middle-class
-with-a-39-billion-tax-increase.

35. Section 9015 of the ACA, as amended, and section 1401 of the Health Care and Education
Reconciliation Act of 2010 in the Compilation of Patient Protection and Affordable Care Act, http://
housedocs.house.gov/energycommerce/ppacacon.pdf.
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FIGURE 2. “HIGH-INCOME” THRESHOLD AND HOUSEHOLD INCOMES
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households will have incomes exceeding the income thresholds used to trig-
ger these taxes.*

Figure 2 illustrates this point. The threshold for assessing the two new
taxes on joint filing households is fixed at $250,000. Incomes, on the other
hand, tend to rise with growth in the national economy. According to the Cen-
sus Bureau, in 2013, households with incomes of $105,910 were at the 80th
percentile of the US income distribution, meaning that about 20 percent of
all households had a higher annual income. The 60th percentile household—
squarely in the middle class—had an annual income of $65,501. If household
incomes grow with GDP, as has generally been the case historically, then house-
holds at these points in the income distribution will begin to pay the ACA’s
“high-income” taxes within a few decades. For the 80th percentile household,
the crossover year is 2033. For the 60th percentile household, it is 2045.%

In the 1970s, the income thresholds used to set the individual income tax
rate schedule were not indexed to inflation either. With inflation rates as high

36. 2015 Medicare Trustees’ Report, 28.

37. These calculations are based on Census Bureau data indicating income levels delineating the
quintiles of the income distribution. See US Census Bureau, “Historical Income Tables: Households,”
http://www.census.gov/hhes/www/income/data/historical /household/index.html. These break
points were then indexed using nominal GDP growth rates found in CBO’s most recent economic
forecast. CBO’s assumed GDP growth rate for the years 2018 through 2025 (4.2 percent) was pre-
sumed to continue indefinitely into the future.
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as 11 percent pushing up wages and salaries, households automatically were
pushed into ever-higher tax brackets.?® The resulting resentment at “bracket
creep” was one of many factors that laid the groundwork for the Reagan tax
cuts in 1981, which permanently indexed the tax brackets to inflation.

A similar phenomenon occurred with the alternative minimum tax
(AMT). Originally enacted in 1969 to ensure that a couple of hundred wealthy
taxpayers could not avoid federal income taxes altogether through aggressive
use of deductions and loopholes, the AMT grew steadily to apply to more and
more Americans because its key income thresholds were not indexed. As more
upper-income and even middle-income households were required to pay taxes
under this complex addendum to the regular income tax law, frustration grew,
and Congress was forced to begin enacting ad hoc adjustments to prevent it
from becoming a backdoor way to impose a major middle-class tax hike. Con-
gress finally enacted a permanent indexing fix for the AMT in the American
Taxpayer Relief Act, signed into law by President Obama in early 2013.%°

The taxes on “higher-income” households in the ACA are, in effect, bring-
ing back the bracket creep that caused so much resentment in the 1970s and
with the AMT in more recent times. In both of these prior instances, Congress
was ultimately forced to enact laws that prevented automatic tax hikes result-
ing from a lack of indexing key income thresholds in the tax law. This history
raises serious questions about the reliability of the revenue projections associ-
ated with the ACA taxes, which explicitly assume large tax revenue increases
associated with more households crossing over income thresholds that are not
indexed for inflation.

The effects of bracket creep are visible even in the short budget window
provided in the most recent CBO cost estimate of the ACA’s provisions. In that
projection, from July 2012, the taxes on “higher-income” households were esti-
mated to raise $25 billion in 2015 and then $46 billion in 2022—for an average
annual growth rate of over 9 percent.*

If the income thresholds for these two taxes were indexed to either infla-
tion or wage growth, the application of the tax even 15 years from now would be
very different. The $200,000 threshold for individual filers would rise to about
$293,000 in 2030, assuming continuation of CBO’s forecast of 2.4 percent annual
growth in the CPI. The $250,000 threshold for joint filers would rise to $367,000

38. Bureau of Labor Statistics, CPI Detailed Report: Data for April 2015, table 24.

39. For more background on the AMT, see Tax Policy Center, “Quick Facts: The Alternative
Minimum Tax (AMT),” http://www.taxpolicycenter.org/taxtopics/quick_amt.cfm.

40. Elmendorf, letter to John Boehner.
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if tied to the CPL. If the thresholds were tied to wage growth (as is the current
maximum wage threshold for Social Security payroll taxes), then the $200,000
threshold would rise to $420,000 in 2030 while the $250,000 threshold would
rise to $526,000.% Such indexing would sharply reduce the revenue that would
be collected by the higher payroll tax and the new tax on unearned income.

THE CADILLAC TAX

For many years, economists falling on all points of the political spectrum have
urged reform of the tax treatment of health insurance.*? Their argument has
been that exclusion of employer-paid premiums from the taxable incomes of
workers for purposes of both the income and the payroll taxes has encour-
aged overly generous job-based insurance. Employees are taxed on their cash
compensation but not their health benefits, so there has been a natural ten-
dency to shift compensation toward expansive health insurance coverage. And,
of course, generous employer-paid health insurance reduces the sensitivity of
workers to healthcare costs and puts upward pressure on prices and health
consumption.

The typical remedy proposed by economists has been to eliminate, or
at least limit, the preferential tax treatment of employer-paid premiums. At
various points over the past several decades, these ideas have been introduced
into the political debates over healthcare reform. For instance, in 2008 Sena-
tor John McCain proposed to provide US households with a fixed, refundable
tax credit to be used for purchasing health insurance.*® The credit would have
been available in lieu of the tax preference for employer-paid premiums, which
would have been eliminated altogether. Other proposals have suggested plac-
ing an upper limit on the tax preference for employer-paid premiums instead
of eliminating it entirely.*
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42. John Holahan and Linda J. Blumberg, “An Analysis of the Obama Health Care Proposal,”
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Insurance,” Heritage Foundation, March 16, 2009, http://www .heritage.org/research/reports
/2009/03 /health-care-reform-changing-the-tax-treatment-of-health-insurance.

43. Robert E. Moffit and Nina Owcharenko, “The McCain Health Care Plan: More Power to
Families,” Heritage Foundation, October 15, 2008, http://www.heritage.org/research/reports
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The Obama administration, working with Congress in 2009 and 2010,
was sympathetic to the concern that an open-ended tax break was pushing
health spending higher, and wanted to impose some discipline on the cost of
employer plans. But it also wanted to find an approach to the problem that min-
imized political opposition from labor unions and other groups that strongly
oppose the direct taxation of workplace health benefits. The result of these
competing interests is the ACA’s Cadillac tax provision.

Found in section 9001 of the law, the Cadillac tax imposes a 40 percent
excise tax on employer-sponsored insurance coverage with premiums exceed-
ing specified thresholds.** To appease union opposition to this idea, the law
delayed the tax until 2018 and applies it only to the value of health insurance
coverage exceeding relatively high levels: $10,200 for individuals and $27,500
for family coverage.* The Cadillac moniker is intended to suggest that only the
richest employer-sponsored plans will be affected by the tax thresholds.

The new excise tax imposed by this provision is either charged to the
insurer (in cases where the plan is purchased from an insurer) or charged to
the employer (where the plan is self-insured). However, in general, insurers
and employers will not bear the additional cost of the tax. As CBO putitina
recent report, “The forthcoming [Cadillac tax] will be levied on insurers and on
self-insured employers, but economic theory and empirical evidence suggest
that it will be passed on to employers who purchase or provide insurance that
is subject to the tax—and then ultimately passed on to workers.”*

Although the tax will not be collected for several years, employers are
already taking steps to raise deductibles, impose other cost-sharing require-
ments, and move toward narrower provider networks to avoid having to pay
the excise tax at all. Workers will pay more for their health benefits based on
these adjustments, and very few employers will bear the burden of the tax.
This result is intentional: the Cadillac tax was imposed to reduce the value of
employer health plans rather than directly raise revenue from high-cost plans.

There is, however, an indirect revenue effect as labor markets adjust to
these policy-induced changes in worker compensation. CBO assumes that, in
a competitive labor market, employers will compensate workers with higher
cash wages to make up for the lost value of their health coverage. The higher

45. Section 9001 of the ACA, as amended, in the Compilation of Patient Protection and Affordable
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245-46.


http://housedocs.house.gov/energycommerce/ppacacon.pdf
http://www.healthaffairs.org/healthpolicybriefs/brief.php?brief_id=99

salaries and wages paid to workers are of course taxable under both the federal
income and payroll tax laws. Thus, CBO expects the main effect of the Cadillac
tax provision to be an increase in taxes collected on the higher cash wages that
workers get in exchange for reduced health benefits. CBO estimated that the
tax would raise $111 billion between 2018 and 2022, accounting for both the
revenue directly collected by the Cadillac tax and the indirect revenue increase
from income and payroll taxes.*

A key feature of the Cadillac tax design is the indexing of the thresholds
over time. The thresholds of $10,200 for individuals and $27,500 for families
in 2018 are to be increased by the CPI plus one percentage point in 2019. In
2020 and beyond, the thresholds will grow just with the CPI. In CBO’s latest
baseline projections, the CPI is expected to rise 2.4 percent annually from 2019
to 2025.

What is notable about this choice of indexing is that, absent the tax,
premiums for health insurance are expected to rise much more rapidly than
the CPI. From 1990 to 2013, the average annual growth rate of national health
spending was 6.2 percent. During that same period, the CPI rose at an average
annual rate of 2.6 percent. More recently, health spending has risen less rapidly
than it has historically—at a rate of 3.9 percent annually from 2008 to 2013—but
that still exceeds the 2.1 percent rate of inflation, as measured by the CPI, for
the same period. *

The large difference between consumer inflation and the growth in
healthcare costs will drive more and more of the health plans offered by
employers and insurers toward the Cadillac thresholds. As shown in figure 3,
by 2030, the Cadillac tax thresholds will have risen to only about $13,500 and
$36,500 for individual and family coverage, respectively. Meanwhile, assum-
ing healthcare costs rise in the future at the rate currently projected by the
Medicare actuaries (5.8 percent annually), the average cost of employer cover-
age for a family plan will rise from $16,834 in 2014 to about $41,500 in 2030.5°
Thus, the Cadillac tax will no longer be pinching only rich benefit plans; it will
be forcing large cutbacks and adjustments in what are today’s average-cost

48. Elmendorf, letter to John Boehner.

49. For historical health spending growth, see Centers for Medicare & Medicaid Services, National
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Historical.html. For measures of the rate of inflation, see Bureau of Labor Statistics, CPI Detailed
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50. The projected rate of growth of national health expenditures can be found at Sean P. Keehan
et al., “National Health Expenditure Projections, 2014-24: Spending Growth Faster Than Recent
Trends,” Health Affairs 34, no. 8 (August 2015).
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FIGURE 3. THE CADILLAC THRESHOLDS AND EMPLOYER COVERAGE
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plans. In fact, as shown in figure 3, the average-cost plan, indexed to historical
spending trends, would exceed the Cadillac tax threshold in 2025.

As Congress was considering the ACA, the authors pushed back the
implementation date of the Cadillac tax provision in an attempt to minimize
opposition from key constituencies, especially large labor unions. Nonetheless,
a political movement has already sprung up to either delay the tax further or
scuttle it altogether. Given the level of political opposition that is already evi-
dent, it is likely that pressure will build further to adjust it as it begins to pinch
just about every employer-based health plan offered in the country.

THE PREMIUM CREDITS

The foundation of the ACA is the premium credits provided to families with
incomes above Medicaid eligibility in the states in which they reside—or 100
percent of the federal poverty line (FPL) in states that opted not to implement
the ACA’s Medicaid expansion—and below four times the FPL.*! These credits

51. The premium credits are paid to the insurance plans selected by exchange enrollees, but, as a
technical matter, they are considered refundable tax credits for federal accounting purposes. For
some taxpayers, the credit is shown as a reduction in income tax liability and counted as reduced fed-
eral revenue. For others who pay little or no income tax, the premium credit exceeds what is owed in
income taxes. The excess of the credit over the tax liability is considered a payment on behalf of the
household and is scored as a federal outlay.



are instrumental to expanding insurance enrollment and to making the new
regulatory structure for health insurance work. Only families getting their
health insurance through the ACA’s exchanges are eligible for the credits.>

The premium credit depends on household income and the cost of health
insurance available in the applicant’s local market. The law provides for a maxi-
mum premium deemed affordable for households with incomes between 100
and 400 percent of the FPL. In 2014 (the first year credits were payable to
households), a family with an income between 100 and 133 percent of the FPL
would pay no more than 2 percent of its income in the form of premium pay-
ments if the family chose the second-lowest-cost “silver” plan.”® Households
with incomes between 300 and 400 percent of the FPL were expected to pay
up to 9.5 percent of their incomes toward premiums.

The maximum amount of the federal premium credit that a household
canreceive is the difference between the total premium charged by the second-
lowest-cost silver plan (which we will refer to as the reference plan) and the
maximum premium payment deemed affordable. If the reference plan charges
a lower premium than the amount deemed affordable for a particular house-
hold, the household would pay the premium in full.

Families are allowed to use premium credits to purchase any qualified
plan offered on the exchange (other than a catastrophic plan or a stand-alone
dental plan). The amount of the credit does not increase if the household selects
a plan that is more expensive than the second-lowest-cost silver plan. If the
household selects a lower-cost plan, the premium credit can be no larger than
the total premium charged by that plan.

For example, an individual whose income is equal to 300 percent of the
FPL, or $35,010 in 2014, is required to pay as much as $277 a month (or 9.5
percent of income) for coverage through an exchange. If the plan selected by
that person charges a monthly premium of $300, the required payment will be
$277 and the premium credit will be $23. If the monthly premium is $250, the
required payment will be the full $250 and the premium credit will be zero.

52. The Supreme Court decided in June 2015 in King v. Burwell that Congress authorized the pay-
ment of the ACA’s premium credits in all 50 states, regardless of whether or not the state had built its
own exchange or had deferred to the federal government to build it instead.

53. The ACA establishes four tiers of health coverage: platinum, gold, silver, and bronze. The four
plans cover the same medical services but have different levels of cost-sharing requirements. The sil-
ver plan is based on an actuarial value of 70 percent of covered services, meaning that, on average, the
insurance plan covers 70 percent of the costs of covered medical services, and the enrollees cover the
other 30 percent through deductibles and copayments.



The calculation of the credits is substantially more complicated after
2014 due to the ACA’s complex indexing provisions.** In general, premiums
for health insurance have risen more rapidly than incomes, and both CBO and
the actuaries at the CMS expect that trend to continue. Consequently, absent
an explicit adjustment, the ACA’s premium credit calculations would push the
government’s share of the total premium for coverage up rather rapidly because
the enrollees would have their premium capped at a fixed percentage of their
income, and their income would grow less rapidly than the premiums.

To take this into account, and to hold down federal costs, the ACA
increases the percentages of income that households must pay to keep the
enrollees’ share of the total premium roughly constant over time.*® For instance,
households with incomes between 300 and 400 percent of the FPL purchasing
the second-lowest-cost silver plan are expected to pay as much as 9.56 percent
of their incomes toward the premium for the reference plan in 2015, up from
9.5 percent in 2014. CBO and the CMS actuaries expect these percentages to
continue growing indefinitely into the future. Increasing the maximum per-
centages of income that households are required to pay for the reference plan
decreases the premium credits that would otherwise have been available to
those households.

In addition to this basic adjustment for healthcare cost inflation, the
ACA also put a fixed, aggregate cap on the total amount of exchange subsidies
(including premium credits and cost-sharing subsidies) that the federal gov-
ernment would pay out each year, beginning in 2019. The cap is set at 0.504
percent of GDP, or about $108 billion in 2019. If the cap is breached, then the
ACA says the premium payments required from households will be adjusted
upward further to reflect the “excess (if any) of the rate of premium growth. ..
over the rate of growth of the consumer price index.”* In effect, this provision
limits the growth rate of the federal premium subsidies to something below
healthcare cost inflation in an attempt to keep total federal costs at or below
the overall cap on federal premium credit spending.5”

54. For a description of these provisions, see Congressional Budget Office, “Additional Information
about CBO’s Baseline Projections of Federal Subsidies for Health Insurance Provided through
Exchanges,” May 12, 2011.

55. Through 2018, the adjustment is equal to the difference between the percentage change in aver-
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and the percentage change in average US household income between those same two years. See ibid.
As discussed below, the ACA also caps the total amount of exchange subsidies beginning in 2019.

56. Section 3401 of the ACA in the Compilation of the Patient Protection and Affordable Care Act.

57. Congressional Budget Office, “Additional Information about CBO’s Baseline Projections.



Healthcare costs and health insurance premiums have generally grown
faster than both the economy and inflation, and that is almost certain to con-
tinue. The unusual and complex indexing provisions for exchange subsidies are
designed to limit the federal government’s financial risk. Consequently, lower-
income households will face ever-increasing costs for their health insurance.

THE BUDGETARY EFFECT OF ALTERNATIVE
INDEXING ASSUMPTIONS

CBO generally does not provide cost estimates for legislation beyond 10 years,
but it provided a general assessment of the fiscal effects for the second decade
of the ACA’s implementation on several occasions, both before and after enact-
ment. Undoubtedly, CBO took the unusual step of providing this broad assess-
ment in its cost estimates for the ACA because of intense congressional interest.
But CBO also understood that this legislation contains permanent entitlement
and tax provisions that could substantially alter the federal government’s long-
term fiscal outlook and thus felt an obligation to describe, at least in general
terms, what might happen beyond the initial 10-year projection.

The agency has stated that the tax increases and spending cuts, mainly
in Medicare, would slightly outpace the rise in spending associated with the
law’s Medicaid expansion and new income-tested premium credits, and thus
reduce the federal budget deficit that would otherwise be expected in the sec-
ond decade of the most recent projection—that is, from about 2026 to 2035—by
about 1.0 percent of GDP.5®

Deficit reduction of 0.5 percent of GDP is a rather narrow margin for the
ACA. In today’s terms, that’s about $90 billion per year. Small changes to any
one of the key indexing provisions described in this paper could eliminate that
level of deficit reduction in just a few years’ time. Large revisions to each of
these provisions would quickly transform the ACA into a major fiscal drain on
the US Treasury.

We examined the likely long-term budgetary effects of each of the key
indexing provisions in order to provide a rough total estimate of the contribu-
tion of these aggressive indexing assumptions to CBO’s conclusion that the
ACA would reduce future deficits.

*  Productivity adjustment factor. The CMS actuaries have issued an alterna-
tive projection of Medicare spending each year since the ACA was enacted

58. Congressional Budget Office, Budgetary and Economic Effects of Repealing the Affordable Care Act.



because they are skeptical that the productivity adjustment provision will
be maintained as specified in the law. The projection issued in 2015, in con-
junction with the release of the 2015 Medicare Trustees’ Report, provided
estimates for hospital insurance spending as a percentage of GDP, assum-
ing the productivity adjustment to the market basket updates for facilities
is modified so that the annual reduction in the update declines from 1.1
percent in 2020 to 0.4 percent over a 15-year period.® We adopted the
resulting differential in the actuaries’ projection in building our alterna-
tive scenario as well. In 2040, the actuaries believe a more realistic index-
ing of hospital and other facility payments would increase HI spending by
0.25 percent of GDP—about one-quarter of the deficit reduction that CBO
identified with the ACA over the longer run.

* “High-income” tax provisions. CBO’s (and the congressional Joint Com-
mittee on Taxation’s) last look at the full array of ACA provisions showed
the new taxes on households with incomes exceeding $200,000 for singles
and $250,000 for couples generating $22 billion in 2016 and rising to $47
billion in 2025.° The average annual growth rate in revenues from these
provisions over that nine-year period is 8.8 percent. Assuming that trend
continues because the income thresholds are not indexed produces sub-
stantial tax hikes as the years pass, so much so that the expected revenue
would rise from about 0.15 percent of GDP in 2018 to 0.33 percent in 2040.
If this provision were altered so that the revenue it generated were held
constant at 0.15 percent of GDP, then about one-fifth of the projected defi-
cit reduction from the ACA would ultimately be lost.

e Cadillac tax. Similar to the tax on higher-income households, CBO and the
Joint Committee on Taxation have estimated that the revenue associated
with implementation of the Cadillac tax would rise dramatically, from $3
billion in the first year of implementation in 2018 to $21 billion in 2025,
for an average annual growth rate in revenue of about 32 percent.® If the
revenue associated with this provision continued to grow at a rate of just
25 percent beyond the first 10 years (well below the rate of growth through
2025), it would generate substantial revenue, rising to nearly 1.2 percent
of GDP in new revenue by 2040. If the revenue associated with this provi-
sion were limited to 0.15 percent of GDP, the deficit reduction of the ACA
would be cut by more than 1.0 percent of GDP in 2040.

59. Shatto and Clemens, CMS, “Projected Medicare Expenditures under an Illustrative Scenario.”
60. Congressional Budget Office, Budgetary and Economic Effects of Repealing the Affordable Care
Act, June 2015.

61. Ibid.



e Premium credits. The federal cost of the ACA’s premium credits is highly
uncertain. Unlike the Medicaid expansion, the premium credit program
is brand new and without any real precedent in federal law. The ultimate
number of participants in the program is hard to predict, as are the per
capita subsidy payments, which depend on the incomes of those enroll-
ing in exchange plans, the health plans they choose, and the premiums
charged by those plans.

CBO’s most recent projections seem to indicate that the total cost of the
premium credits will fall below the 0.504 percent of GDP cap established in the
ACA. In 2025, CBO projects exchange subsidies (including premium credits,
revenue losses from premium credits, and outlays for cost-sharing subsidies)
will total $103 billion, which is about 0.375 percent of CBO’s projected GDP for
that year.®

Relatively modest changes in the assumptions underlying CBO’s esti-
mates could reverse the optimistic conclusion that premium credits will not
be reduced to keep federal outlays below the GDP cap. In 2011, for example,
CBO projected that total federal subsidies through the insurance exchanges
would exceed 0.504 percent of GDP in 2018 and subsequent years, at least
through 2021.%

CBO reversed its conclusion about the GDP cap primarily because it is
now projecting a much lower rate of growth in health spending over the next
decade. In the 2011 estimates, CBO projected total exchange subsidies would
be $107 billion in 2017 and grow to $140 billion by 2021. That represents an
annual growth rate of 6.9 percent. In the current estimates, CBO projects lower
initial subsidy levels, starting at $78 billion in 2017 and reaching $89 billion
in 2021. Over that period, the average rate of growth is 3.3 percent. If health
spending returns to the rapid growth rates of earlier years, the GDP cap could
force premium subsidies to be reduced and increase the burden on low-income
beneficiaries.

Although the GDP cap does not factor into CBO’s current 10-year fore-
cast for premium credit spending, the ACA’s method for increasing benefi-
ciary premium payments year by year is likely playing some role in keeping

62. Authors’ calculation using Congressional Budget Office, “Insurance Coverage Provisions of the
Affordable Care Act—CBQO’s March 2015 Baseline,” March 2015, https://www.cbo.gov/sites/default
/files/cbofiles/attachments/43900-2015-03-ACAtables.pdf; and Congressional Budget Office,
“Updated Budget Projections: 2015 to 2025,” March 9, 2015, https://www.cbo.gov/sites/default/files
/cbofiles/attachments/49973-UpdatedBudgetProjections.pdf. CBO may use slightly different esti-
mates of exchange spending and GDP for its calculations of the GDP cap.

63. Congressional Budget Office, “Additional Information about CBO’s Baseline Projections,” note 7.
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FIGURE 4. DEFICIT-INCREASING EFFECTS OF ALTERNATIVE INDEXING ASSUMPTIONS
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overall credit spending below what it might otherwise be. To keep the govern-
ment’s costs down, the law pushes up the percentage of household income
that exchange enrollees must pay to get coverage each year, although CBO’s
projection does not indicate how high those percentages are expected to rise
over the coming decade.

Because current projections for the premium credits are not bumping up
against the GDP limit, we did not provide an alternative projection of premium
credit payments to go along with the alternative indexing scenarios described
above. Nonetheless, it remains a distinct possibility that costs for the credits
could rise more rapidly than CBO now expects, for any number of reasons (such
as higher bids from the insurers or a worse health profile among exchange
enrollees). If that were to occur, then the ACA’s premium credit indexing pro-
visions will almost certainly begin shifting very large costs onto the insurance
enrollees, thus creating the very real budgetary risk that some of these added
costs will get pushed back, for political reasons, onto taxpayers.

As shown in figure 4, CBO’s presumed deficit reduction from the ACA
is about 1.0 percent of GDP in the decade beyond the current 10-year bud-
get window (roughly 2026 to 2035). Absent the aggressive indexing of the
key parameters discussed here, and using projections for the fiscal effects
of these provisions that presumes they will generate revenues and spending
restraint at levels more consistent with their initial effects, all of that deficit



reduction would eventually be wiped out, thus converting the ACA into a
deficit-increasing law. More importantly, the lost taxes and the higher spend-
ing that would result from the less aggressive indexing of these provisions
would result in ever growing deficit increases.

CONCLUSION

The United States is facing significant fiscal challenges in the coming years
due to the costs associated with providing an expansive array of benefits to an
aging population. During the long debate over the ACA, both before and since
its enactment, there has been much discussion about whether the law would
improve or worsen the long-term fiscal outlook. Proponents of the law have
pointed to CBO’s cost estimates that indicate a small amount of deficit reduc-
tion as the best evidence available that the law would, on net, be beneficial from
a fiscal standpoint.

Very little has been said, however, about how CBO came to that conclu-
sion. It is clear from a close examination of the provisions discussed in this
paper that the deficit reduction CBO assigned to the law in its second decade
depends heavily on the uninterrupted implementation of provisions that are
sure to generate significant opposition. Deep across-the-board cuts to hospi-
tals and other facilities from the productivity adjustment factor are assumed to
occur every year in perpetuity. Many millions of taxpayers will again be subject
to bracket creep and pay significantly higher wage and nonwage taxes as infla-
tion naturally pushes up their incomes. Employer health plans that today are
not considered out of the norm would soon approach the Cadillac limits and
thus necessitate major adjustments, including large cost shifts onto workers.
And participants in the ACA’s exchanges could face large premium hikes as the
subsidies are capped at a fixed percentage of GDP.

None of these provisions received much attention during debate on the
ACA. The media focused much more on who would benefit from the entitle-
ment expansions, which themselves are projected to grow rapidly as enroll-
ment expands and healthcare costs escalate in coming years. Indeed, it seems
likely, absent some significant change, that these entitlement expansions will
soon be viewed like other entitlements, which is to say they will generally be
off-limits for spending restraint because of the political sensitivity of tak-
ing something away from a citizen once it has been extended by the gov-
ernment. The same cannot be said for the provisions that were instrumental
to the claim that these entitlement expansions were “paid for.” Indeed, as
more taxpayers and beneficiaries come to understand the full implications of



the indexing provisions described in this paper, pressure will build to make
significant adjustments to them. The result could easily be that the ACA’s
massive new spending commitments remain fully intact while its financing
provisions slowly vanish.
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