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DEPARTMENT OF HEALTH & HUMAN SERVICES
Centers for Medicare & Medicaid Services

7500 Security Boulevard, Mail Stop N3-01-21
Baltimore, Maryland 21244-1850

CENTERS for MEDICARE & MEDICAID SERVICES

Office of the Actuary_

DATE: April 22,2010

FROM: Richard S. Foster
Chief Actuary

SUBJECT: Estimated Financial Effects of the “Patient Protection and Affordable Care Act,”
as Amended

The Office of the Actuary has prepared this memorandum in our longstanding capacity as an independent
technical advisor to both the Administration and the Congress. The costs, savings, and coverage impacts
shown herein represent our best estimates for the Patient Protection and Affordable Care Act. We offer
this analysis in the hope that it will be of interest and value to policy makers and administrators as they
implement and monitor these far-reaching national health care reforms. The statements, estimates, and
other information provided in this memorandum are those of the Office of the Actuary and do not represent
an official position of the Department of Health & Human Services or the Administration.

This memorandum summarizes the Office of the Actuary’s estimates of the financial and
coverage effects through fiscal year 2019 of selected provisions of the “Patient Protection and
Affordable Care Act” (P.L. 111-148) as enacted on March 23, 2010 and amended by the “Health
Care and Education Reconciliation Act of 2010 (P.L. 111-152) as enacted on March 30, 2010.
For convenience, the health reform legislation, including amendments, will be referred to in this
memorandum as the Patient Protection and Affordable Care Act, or PPACA.

Included are the estimated net Federal expenditures in support of expanded health insurance
coverage, the associated numbers of people by insured status, the changes in Medicare and
Medicaid expenditures and revenues, and the overall impact on total national health
expenditures. Except where noted, we have not estimated the impact of the various tax and fee
provisions or the impact on income and payroll taxes due to economic effects of the legislation.
Similarly, the impact on Federal administrative expenses is excluded. A summary of the data,
assumptions, and methodology underlying our national health reform estimates will be available
in a forthcoming memorandum by the OACT Health Reform Modeling Team.

Summary

The table shown on page 2 presents financial impacts of the selected PPACA provisions on the
Federal Budget in fiscal years 2010-2019. We have grouped the provisions of the legislation into
six major categories:

(1) Coverage provisions, which include the mandated coverage for health insurance, a
substantial expansion of Medicaid eligibility, and the additional funding for the Children’s
Health Insurance Program (CHIP);

(11) Medicare provisions;
(111) Medicaid and CHIP provisions other than the coverage expansion and CHIP funding;

(iv) Provisions aimed in part at changing the trend in health spending growth;



(v) The Community Living Assistance Services and Supports (CLASS) program; and
(vi) Immediate health insurance reforms.

The estimated costs and savings shown in the table are based on the effective dates specified in the
law as enacted. Additionally, we assume that employers and individuals would take roughly 3 to
5 years to fully adapt to the new insurance coverage options and that the enrollment of additional
individuals under the Medicaid coverage expansion would be completed by the third year of
implementation. Because of these transition effects and the fact that most of the coverage
provisions would be in effect for only 6 of the 10 years of the budget period, the cost estimates
shown in this memorandum do not represent a full 10-year cost for the new legislation.

Estimated Federal Costs (+) or Savings (—) under Selected Provisions
of the Patient Protection and Affordable Care Act as Enacted and Amended

(in billions)
Fiscal Year Total,
Provisions 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2010-19
Total* $9.2 -$0.7 -$12.6 -$22.3 $16.8 $57.9 $63.1 $54.2 $472 $38.5 $251.3
Coveraget 33 4.6 4.9 52 829 1192 1382 146.6 1576 1658 828.2
Medicare 1.2 -47 -149 -263 —-688 —-60.3 -752 -92.1 —-1082 -125.7 —575.1
Medicaid/CHIP -09 -09 0.8 4.5 8.6 5.1 4.6 34 1.3 1.7 283
Cost trend ] — — e — 00 -0.1 -0.2 -0.4 -0.6 -0.9 -2.3
CLASS program — 28 45 -56 59 —6.0 —43 -34 -2.8 24 =378
Immediate reforms 5.6 32 12 @ —  — — — — — — 100

* Excludes Title IX revenue provisions except for sections 9008 and 9015, certain provisions with limited impacts, and Federal
administrative costs.

T Includes expansion of Medicaid eligibility and additional funding for CHIP.

T Includes estimated non-Medicare Federal savings from provisions for comparative effectiveness research, prevention and
wellness, fraud and abuse, and administrative simplification. Excludes impacts of other provisions that would affect cost
growth rates, such as the productivity adjustments to Medicare payment rates (which are reflected in the Medicare line) and the
section 9001 excise tax on high-cost employer plans.

As indicated in the table above, the provisions in support of expanding health insurance coverage
(including the Medicaid eligibility changes and additional CHIP funding) are estimated to cost
$828 billion through fiscal year 2019. The Medicare, Medicaid, growth-trend, CLASS, and
immediate reform provisions are estimated to result in net savings of about $577 billion, leaving
a net overall cost for this period of $251 billion before consideration of additional Federal
administrative expenses and the increase in Federal revenues that would result from the excise
tax on high-cost employer-sponsored health insurance coverage and other revenue provisions.
(The additional Supplementary Medical Insurance revenues from fees on brand-name
prescription drugs under section 9008 of the PPACA, and the additional Hospital Insurance
payroll tax income under section 9015, are included in the estimated Medicare savings shown
here.) The Congressional Budget Office and the Joint Committee on Taxation have estimated
that the total net amount of Medicare savings and additional tax and other revenues would
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somewhat more than offset the cost of the national coverage provisions, resulting in an overall
reduction in the Federal deficit through 2019.

The following chart summarizes the estimated impacts of the PPACA on insurance coverage.
The mandated coverage provisions, which include new responsibilities for both individuals and
employers, and the creation of the American Health Benefit Exchanges (hereafter referred to as
the “Exchanges”), would lead to shifts across coverage types and a substantial overall reduction
in the number of uninsured, as many of these individuals become covered through their
employers, Medicaid, or the Exchanges.

Estimated Effect of the Patient Protection and Affordable Care Act,
as Enacted and Amended, on 2019 Enrollment by Insurance Coverage
(in millions)
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Note: Totals across categories are not meaningful due to overlaps among categories (e.g., Medicare and Medicaid).

By calendar year 2019, the mandates, coupled with the Medicaid expansion, would reduce the
number of uninsured from 57 million, as projected under prior law, to an estimated 23 million
under the PPACA. The additional 34 million people who would become insured by 2019 reflect
the net effect of several shifts. First, an estimated 18 million would gain primary Medicaid
coverage as a result of the expansion of eligibility to all legal resident adults under 133 percent'
of the Federal Poverty Level (FPL).> (In addition, roughly 2 million people with employer-

! The health reform legislation specifies an income threshold of 133 percent of the Federal Poverty Level but also
requires States to apply an “income disregard” of 5 percent of the FPL in meeting the income test. Consequently,
the effective income threshold is actually 138 percent of the FPL. For convenience, we refer to the statutory factor
of 133 percent in this memorandum.
2 This provision would extend eligibility to two significant groups: (i) individuals who would meet current Medicaid
eligibility requirements, for example as disabled adults, but who have incomes in excess of the existing State
thresholds but less than 133 percent of the FPL; and (ii) people who live in households with incomes below
133 percent of the FPL but who have no other qualifying factors that make them eligible for Medicaid under prior
law, such as being under age 18, age 65 or older, disabled, pregnant, or parents of eligible children.
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sponsored health insurance would enroll in Medicaid for supplemental coverage.) Another

16 million persons (most of whom are currently uninsured) would receive individual insurance
coverage through the newly created Exchanges, with the majority of these qualifying for Federal
premium and cost-sharing subsidies. Finally, we estimate that the number of individuals with
employer-sponsored health insurance would decrease overall by about 1 million, reflecting both
gains and losses in such coverage under the PPACA.

As described in more detail in a later section of this memorandum, we estimate that overall national
health expenditures under the health reform act would increase by a total of $311 billion (0.9 percent)
during calendar years 2010-2019, principally reflecting the net impact of (i) greater utilization of
health care services by individuals becoming newly covered (or having more complete coverage),

(ii) lower prices paid to health providers for the subset of those individuals who become covered by
Medicaid, (but with net Medicaid costs from provisions other than the coverage expansion), and

(iii) lower payments and payment updates for Medicare services. Although several provisions would
help to reduce health care cost growth, their impact would be more than offset through 2019 by the
higher health expenditures resulting from the coverage expansions.

The actual future impacts of the PPACA on health expenditures, insured status, individual
decisions, and employer behavior are very uncertain. The legislation would result in numerous
changes in the way that health care insurance is provided and paid for in the U.S., and the scope
and magnitude of these changes are such that few precedents exist for use in estimation.
Consequently, the estimates presented here are subject to a substantially greater degree of
uncertainty than is usually the case with more routine health care legislation.

The balance of this memorandum discusses these financial and coverage estimates—and their
limitations—in greater detail.

Effects of Coverage Provisions on Federal Expenditures and Health Insurance Coverage

Federal Expenditure Impacts

The estimated Federal costs of the coverage provisions in the PPACA are provided in table 1,
attached, for fiscal years 2010 through 2019. We estimate that Federal expenditures would
increase by a net total of $251 billion during this period as a result of the selected PPACA
provisions—a combination of $828 billion in net costs associated with coverage provisions, $575
billion in net savings for the Medicare provisions, a net cost of $28 billion for the
Medicaid/CHIP provisions (excluding the expansion of Medicaid eligibility and the additional
CHIP funding), $2 billion in savings from provisions intended to help reduce the rate of growth
in health spending, $38 billion in net savings from the CLASS program, and $10 billion in costs
for the immediate insurance reforms. These latter five impact categories are discussed in
subsequent sections of this memorandum.

Of the estimated $828 billion net increase in Federal expenditures related to the coverage
provisions of the PPACA, about one-half ($410 billion) can be attributed to expanding Medicaid
coverage for all adults who live in households with incomes below 133 percent of the FPL. This
cost reflects the fact that newly eligible persons would be covered with a Federal Medical
Assistance Percentage (FMAP) of over 99 percent for the first 3 years, declining to 93 percent by
the sixth year; that is, the Federal government would bear a significantly greater proportion of
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the cost of the newly eligible enrollees than is the case for current Medicaid beneficiaries.” Also
included in this cost is the additional funding for the CHIP program for 2014 and 2015, which
would increase such expenditures by an estimated $29 billion. The remaining costs of the
coverage provisions arise from the refundable tax credits and reduced cost-sharing requirements
for low-to-middle-income enrollees purchasing health insurance through the Exchanges

($507 billion) and credits for small employers who choose to offer insurance coverage

($31 billion). The increases in Federal expenditures would be partially offset by the penalties
paid by affected individuals who choose to remain uninsured and employers who opt not to offer
coverage; such penalties total $120 billion through fiscal year 2019, reflecting the relatively low
per-person penalty amounts specified in the legislation.’

The refundable premium tax credits in section 1401 of the PPACA (as amended by section 1001
of the Reconciliation Act) would limit the premiums paid by individuals with incomes up to
400 percent of the FPL to a range of 2.0 to 9.5 percent of their income and would cost an
estimated $451 billion through 2019. An estimated 25 million Exchange enrollees (79 percent)
would receive these Federal premium subsidies. The cost-sharing credits would reimburse
individuals and families with incomes up to 400 percent of the FPL for a portion of the amounts
they pay out-of-pocket for health services, as specified in section 1402, as amended. These
credits are estimated to cost $55 billion through 2019.

The PPACA establishes the Exchange premium subsidies during 2014-2018 in such a way that
the reduced premiums payable by those with incomes below 400 percent of FPL would maintain
the same share of total premiums over time. As a result, the Federal premium subsidies for a
qualifying individual would grow at the same pace as per capita health care costs during this
period. Because the cost-sharing assistance is based on a percentage of health care costs incurred
by qualifying individuals and families, average Federal expenditures for this assistance would
also increase at the same rate as per capita health care costs. After 2018, if the Federal cost of
the premium and cost-sharing subsidies exceeded 0.504 percent of GDP, then the share of
Exchange health insurance premiums paid by enrollees below 400 percent of the FPL would
increase such that the Federal cost would stay at approximately 0.504 percent of GDP. We
estimate that the subsidy costs in 2018 would represent about 0.518 percent of GDP, with the
result that the enrollee share of the total premium would generally increase in 2019 and later.

As noted previously, the Federal costs for the coverage expansion provisions are somewhat
offset by the individual and employer penalties stipulated by the PPACA. We estimate that
individual penalties would provide $33 billion in revenue to the Federal government in fiscal
years 2014-2019, taking into account the time lag associated with collecting the penalty amounts
through the Federal income tax system. (A discussion of the estimated number of individuals
who would choose to remain uninsured is provided below.) Additionally, for firms that do not

? For the newly eligible enrollees, the FMAP for fiscal year 2020 and later will be 90 percent, compared to an
average of 57 percent for the previously eligible enrollee population. In addition, the estimated cost includes new
Medicaid enrollments by previously eligible individuals as a result of the publicity, enrollment assistance through
the Exchanges, and reduced stigma associated with Federal assistance for health care. Also included here are the
Medicaid costs for the provision to extend Medicaid coverage to individuals up to age 26 who were previously in
foster care.

* Employer penalties would be $2,000 per employee in 2014, generally, which is substantially less than the cost of
providing health insurance coverage. The relationship between penalties and premiums is much more complicated
for individuals than for employers; still, for many individuals the applicable penalty would be considerably smaller

than the cost of coverage.
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offer health insurance and are subject to the “play or pay” penalties, we estimate that the
penalties would total $87 billion in 2014-2019.

The penalty amounts for noncovered individuals will be indexed over time by the CPI (or, in
certain instances, by growth in income) and would normally increase more slowly than health
care costs. As a result, penalty revenues for nonparticipating individuals are estimated to grow
more slowly than the Federal expenditures for the premium assistance credits. Penalties for
employers who do not offer health insurance will be indexed by premium levels and will thus
keep pace with health care cost growth.

The health reform act specifies maximum out-of-pocket limits in 2014 equal to the
corresponding maximums as defined in the Internal Revenue Code for high-deductible health
plans. We estimate that these limits would be $6,645 for an individual and $13,290 for a family
with qualified creditable coverage (including employer-sponsored health insurance). For future
years, the limits are indexed to the growth in the average health insurance premium in the U.S.
Under this approach, the proportion of health care costs above the out-of-pocket maximum
would be relatively stable over time. For the basic “bronze” benefit plan for individuals, with an
actuarial value of 60 percent, we estimate that the cost-sharing percentage applicable before the
out-of-pocket maximum is reached would average about 76 percent in 2014 and later. The
corresponding cost-sharing rate for family coverage is 64 percent. For the “silver” benefit
package, the individual and family cost-sharing rates below the out-of-pocket maximums would
average about 47 percent and 40 percent, respectively. For the more comprehensive “gold” and
“platinum” benefit packages authorized through the Exchanges, these initial cost-sharing levels
would be significantly lower.

Health Insurance Coverage Impacts

The estimated effects of the PPACA on health insurance coverage are provided in table 2,
attached. As summarized earlier, we believe that these effects will be quite significant. By
calendar year 2019, the individual mandate, Medicaid expansion, and other provisions are
estimated to reduce the number of uninsured from 57 million under prior law to 23 million after
the PPACA. The percentage of the U.S. population with health insurance coverage is estimated
to increase from 83 percent under the prior-law baseline to 93 percent after the changes have
become fully effective.

Of the additional 34 million people who are estimated to be insured in 2019 as a result of the
PPACA, a little more than one-half (18 million) would receive Medicaid coverage due to the
expansion of eligibility to adults under 133 percent of the FPL. (Included in the total are an
estimated 50,000 individuals who would gain Medicaid coverage as former children in foster
care programs and who could be covered up to age 26 under the new law.) We anticipate that
the intended enrollment facilitation under the PPACA—i.e., that the Health Benefits Exchanges
help people determine which insurance plans are available and identify whether individuals
qualify for Medicaid coverage, premium subsidies, etc.—would result in a high percentage of
eligible persons becoming enrolled in Medicaid. We further believe that the great majority of
such persons (15 million) would become covered in the first year, 2014, with the rest covered by
2016. About 2 million people who currently have employer-sponsored health insurance are
estimated to enroll in Medicaid as a supplement to their existing coverage.
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We estimate that 16 million people would receive health coverage in 2019 through the newly
created Exchanges under the PPACA. (Another 15 million, who currently have individual health
insurance policies, are also expected to switch to Exchange plans.) We modeled the choice to
purchase coverage from the Exchanges as a function of individuals’ and families’ expected
health expenditures relative to the cost of coverage if they were insured (taking into account
applicable premium subsidies). We also considered the required penalty associated with the
individual mandate if they chose to remain uninsured, along with other factors.” Our model
indicated that roughly 63 percent of those eligible for the Exchanges would choose to take such
coverage, with the principal incentive being the level of premium assistance available. For many
individuals, the penalty amounts for not having insurance coverage were not sufficiently large to
have a sizable impact on the coverage decision. Also, in this regard, individuals or families
would not be subject to a penalty for failing to enroll in an Exchange plan if the “bronze”
premium level (reduced by the premium tax credit, if applicable) would exceed 8 percent of
income. We estimate that this provision would exempt individuals and families with incomes
between about 400 percent and 542 percent of the FPL, representing about 16 percent of the non-

aged population.

The new legislation would require the Office of Personnel Management to arrange for at least
two private, multi-State health plans to be offered through each health insurance Exchange. The
multi-State plans would generally meet the same benefit, cost-sharing, network, and other
requirements applicable to private Exchange plans and would negotiate payment rates with
providers. (A State could enact a requirement for additional benefits in the multi-State plans,
beyond the essential benefits specified for a qualified plan, but would have to make payments on
behalf of eligible individuals to defray the cost of the additional benefits.) We estimate that the
multi-State plans would have costs that were very similar to those for other Exchange plans.

Employer-sponsored health insurance has traditionally been the largest source of coverage in the
U.S., and we anticipate that it would continue to be so under the PPACA. By 2019, an estimated
13 million workers and family members would become newly covered as a result of additional
employers offering health coverage, a greater proportion of workers enrolling in employer plans,
and an extension of dependent coverage up to age 26. However, a number of workers who
currently have employer coverage would likely become enrolled in the expanded Medicaid
program or receive subsidized coverage through the Exchanges. For example, some smaller
employers would be inclined to terminate their existing coverage, and companies with low
average salaries might find it to their—and their employees’—advantage to end their plans,
thereby allowing their workers to qualify for heavily subsidized coverage through the
Exchanges. Somewhat similarly, many part-time workers could obtain coverage more
inexpensively through the Exchanges or by enrolling in the expanded Medicaid program.
Finally, as mentioned previously, the per-worker penalties assessed on nonparticipating
employers are relatively low compared to prevailing health insurance costs. As a result, the
penalties would not be a substantial deterrent to dropping or forgoing coverage. We estimate
that such actions would collectively reduce the number of people with employer-sponsored
health coverage by about 14 million, or slightly more than the number newly covered through

> Such other factors include age, gender of head of household, race, children, marital status, health status, and
employment status (for both the head of household and the spouse), as well as adjustments to reflect the availability
of health insurance on a guaranteed-issue basis and at community-rated, group insurance premium rates. Finally, we
also considered the general desire to comply with the intent of the law, even in the significant number of cases in
which the penalty amount would be small or would not apply.
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existing and new employer plans under the PPACA. As indicated in table 2, the total number of
persons with employer coverage in 2019 is estimated to be 1 million lower under the reform
legislation than under the prior law.

For the estimated 23 million people who would remain uninsured in 2019, roughly 5 million are
undocumented aliens who would be ineligible for Medicaid or the Exchange coverage subsidies
under the health reform legislation. The balance of 18 million would choose not to be insured
and to pay the penalty (if applicable) associated with the individual mandate. For the most part,
these would be individuals with relatively low health care expenses for whom the individual or
family insurance premium would be significantly in excess of any penalty and their anticipated
health benefit value. In other instances, as happens currently, some people would not enroll in
their employer plans or take advantage of the Exchange opportunities even though it would be in
their best financial interest to do so.

Impact on Medicare and Medicaid

Medicare

The estimated financial impacts of the Medicare provisions in the PPACA are provided in detail
in table 3, attached, which is organized by section of the legislation.6 Net Medicare savings are
estimated to total $575 billion for fiscal years 2010-2019. Substantial savings are attributable to
provisions that would, among other changes, reduce Part A and Part B payment levels and adjust
future “market basket” payment updates for productivity improvements ($233 billion); eliminate
the Medicare Improvement Fund ($27 billion); reduce disproportionate share hospital (DSH)
payments ($50 billion); reduce Medicare Advantage payment benchmarks and permanently
extend the authority to adjust for coding intensity ($145 billion); freeze the income thresholds for
the Part B income-related premium for 9 years ($8 billion); implement an Independent Payment
Advisory Board together with strict Medicare expenditure growth rate targets ($24 billion); and
increase the HI payroll tax rate by 0.9 percentage point for individuals with incomes above
$200,000 and families above $250,000 ($63 billion). Other provisions would generate relatively
smaller amounts of savings, through such means as reporting physician quality measures,
reducing payments in cases involving hospital-acquired infections, reducing readmissions,
refining imaging payments, increasing Part D premiums for higher-income beneficiaries, and
implementing evidence-based coverage of preventive services.

These savings are slightly offset by the costs of closing the Part D coverage gap ($12 billion);
reducing the growth in the Part D out-of-pocket cost threshold ($1 billion); extending a number
of special payment provisions scheduled to expire, such as the postponement of therapy caps

(85 billion); and by the costs for improving preventive health services and access to primary care
($6 billion).

® For ease of interpretation, we have incorporated the Medicare and Medicaid provisions of the managers’
amendments, as specified in Title X of the PPACA, into the corresponding provisions of Titles II through VII and
Title IX. For example, the savings shown for section 3403 (Independent Payment Advisory Board) represent the
impact of this provision from the original bill as amended by Senate managers’ amendment section 10320.
Similarly, any further amendments introduced by the Reconciliation Act and managers’ amendments to the
Reconciliation Act have also been included with the corresponding title of the PPACA. For example, the costs
under section 1101 of the Reconciliation Act, to close the Part D coverage gap or “donut hole,” are included with the
Part D provisions of PPACA, as are the costs of slowing the growth in the enrollee out-of-pocket cost threshold, as
added by the managers’ amendments to the Reconciliation Act.

8 —



The Reconciliation Act amendments introduced a new 3.8-percent “unearned income Medicare
contribution” on income from interest, dividends, annuities, and other non-earnings sources for
individual taxpayers with incomes above $200,000 and couples filing joint returns with incomes
above $250,000. Despite the title of this tax, this provision is unrelated to Medicare; in
particular, the revenues generated by the tax on unearned income are not allocated to the
Medicare trust funds (and thus are not shown in table 3).

Conversely, the revenues from fees on manufacturers and importers of brand-name prescription
drugs under section 9008 of the PPACA are earmarked for the Part B account in the Medicare
Supplementary Medical Insurance trust fund. From the standpoint of the Federal Budget, these
amounts are new receipts and serve to reduce the Budget deficit. From a trust fund perspective,
however, the situation is more complicated. No changes were made in the existing statutory
provisions for Part B beneficiary premiums and general revenue matching amounts, which by
law are set each year at a level adequate to finance Part B expenditures. With no change to the
existing financing, the additional revenues under section 9008 would result in an excessive level
of financing for Part B and an unnecessary accumulation of account assets. It would be
reasonable to establish a negative “premium margin” to maintain Part B assets at an appropriate
contingency level, which would reduce beneficiary premium rates and matching general
revenues by an amount equal to the new revenues from prescription drug fees. The estimated
savings amounts shown in table 3 for section 9008 represent the net Budget impact (additional
fee receipts less the reduction in beneficiary premiums). In practice, there would be no net
impact on the operations of the Part B trust fund account.

Based on the estimated savings for Part A of Medicare, the assets of the Hospital Insurance trust
fund would be exhausted in 2029 compared to 2017 under the prior law—an extension of

12 years. The combination of lower Part A costs and higher tax revenues results in a lower
Federal deficit based on budget accounting rules. However, trust fund accounting considers the
same lower expenditures and additional revenues as extending the exhaustion date of the HI trust
fund. In practice, the improved HI financing cannot be simultaneously used to finance other
Federal outlays (such as the coverage expansions) and to extend the trust fund, despite the
appearance of this result from the respective accounting conventions.

It is important to note that the estimated savings shown in this memorandum for one category of
Medicare provisions may be unrealistic. The PPACA introduces permanent annual productivity
adjustments to price updates for most providers (such as hospitals, skilled nursing facilities, and
home health agencies), using a 10-year moving average of economy-wide private, non-farm
productivity gains. While such payment update reductions will create a strong incentive for
providers to maximize efficiency, it is doubtful that many will be able to improve their own
productivity to the degree achieved by the economy at large.” Over time, a sustained reduction
in payment updates, based on productivity expectations that are difficult to attain, would cause
Medicare payment rates to grow more slowly than, and in a way that was unrelated to, the

7 The provision of most health services tends to be very labor-intensive. Economy-wide productivity gains reflect
relatively modest improvements in the service sector together with much larger improvements in manufacturing.
Except in the case of physician services, we are not aware of any empirical evidence demonstrating the medical
community’s ability to achieve productivity improvements equal to those of the overall economy. The Office of the
Actuary’s most recent analysis of hospital productivity highlights the difficulties in measurement but suggests that
such productivity has been small or negligible during 1981 to 2005.
(See http://www.cms.hhs.gov/HealthCareFinancingReview/downloads/07-08 Winterpg49.pdf.)
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providers’ costs of furnishing services to beneficiaries. Thus, providers for whom Medicare
constitutes a substantive portion of their business could find it difficult to remain profitable and,
absent legislative intervention, might end their participation in the program (possibly
jeopardizing access to care for beneficiaries). Simulations by the Office of the Actuary suggest
that roughly 15 percent of Part A providers would become unprofitable within the 10-year
projection period as a result of the productivity adjustments.® Although this policy could be
monitored over time to avoid such an outcome, changes would likely result in smaller actual
savings than shown here for these provisions.

A related concern is posed by the requirements that will be placed on the Independent Payment
Advisory Board. The Board will be charged with recommending changes to certain Medicare
payment categories in an effort to prevent per-beneficiary Medicare costs from increasing faster
than the average of the CPI and the CPI-medical for “implementation years” 2015 through
2019.° The Secretary of HHS is required to implement the Board’s recommendations unless the
statutory process is overridden by new legislation.

Average Medicare costs per beneficiary usually increase over time as a function of (i) medical-
specific price growth, (ii) more utilization of services by beneficiaries, and (iii) greater
“Intensity” or average complexity of these services. In general, limiting cost growth to a level
below medical price inflation alone would represent an exceedingly difficult challenge. Actual
Medicare cost growth per beneficiary was below the target level in only 4 of the last 25 years,
with 3 of those years immediately following the Balanced Budget Act of 1997; the impact of the
BBA prompted Congress to pass legislation in 1999 and 2000 moderating many of the BBA
provisions. As an additional comparison, during the last 25 years the average increase in the
target growth rate has been 0.33 percent per year below the average increase in nominal GDP per
capita—which is approximately the target level for the physician sustainable growth rate (SGR)
payment system. Congress has overridden the SGR-based payment reductions for each of the
last 7 years (and, to date, for the first 5 months of 2010).

The Board’s efforts would be further complicated by provisions that prohibit increases in cost-
sharing requirements and that exempt certain categories of Medicare expenditures from
consideration. We have estimated the savings for section 3403 under the assumption that the
provision will be implemented as specified; in particular, we have not assumed that Congress
would pass subsequent legislation to prevent implementation of the Board’s recommendations.
Although the savings from the other Medicare provisions in the PPACA are quite substantial,
they would not be sufficient to meet the growth rate targets specified in conjunction with the
Advisory Board. We estimate that meeting the growth rate targets in 2015-2019 would require
changes that would reduce Medicare growth rates by another 0.3 percent per year, on average, in
addition to the impacts of the productivity adjustments, MA and DSH reductions, and other
provisions in the PPACA.

® The simulations were based on actual fiscal year 2007 Medicare and total facility margin distributions for
hospitals, skilled nursing facilities, and home health agencies. Provider revenues and expenditures were projected
using representative growth rates and the Office of the Actuary’s best estimates of achievable productivity gains for
each provider type, and holding all other factors constant. A sensitivity analysis suggested that the conclusions
drawn from the simulations would not change significantly under different provider behavior assumptions.
? Maximum growth rate reductions of 0.5, 1.0, and 1.25 percentage points would apply to 2015, 2016, and 2017,
respectively, and the maximum would be 1.5 percentage points thereafter. After implementation year 2019, the
target growth amount would be based on the increase in per capita GDP plus 1 percentage point.
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After 2019, further Advisory Board recommendations for growth rate reductions would generally
not be required. The other Medicare savings provisions, if permitted to continue, would
normally reduce expenditure growth rates to slightly below the post-2019 target level based on
per capita GDP growth plus 1 percent. Even if Medicare growth rates exceeded the targets,
recommendations might not be required if the projected Medicare growth rate were less than that
for overall national health expenditures on a per capita basis—as would tend to be the case,
given the continuing Medicare savings. (This exemption from the requirement to make
recommendations could not be applied in 2 successive years.) Although the Advisory Board
process would have no impact after 2019 based on the specific assumptions underlying these
estimates, it would still serve as a brake during any periods of unusually rapid spending growth.

Under the prior law, Medicare Advantage payment benchmarks were generally in the range of
100 to 140 percent of fee-for-service costs. Section 1102 of reconciliation amendments sets the
2011 MA benchmarks equal to the benchmarks for 2010 and specifies that, ultimately, the
benchmarks will equal a percentage (95, 100, 107.5, or 115 percent) of the fee-for-service rate in
each county. During a transition petiod, the benchmarks will be based on a blend of the prior
ratebook approach and the ultimate percentages. The phase-in schedule for the new benchmarks
will occur over 2 to 6 years, with the longer transitions for counties with the larger benchmark
decreases under the new method.

The PPACA, as amended, also introduces MA bonuses and rebate levels that are tied to the
plans’ quality ratings. Beginning in 2012, benchmarks will be increased for plans that receive a
4-star or higher rating on a 5-star quality rating system. The bonuses will be 1.5 percent in 2012,
3.0 percent in 2013, and 5.0 percent in 2014 and later. An additional county bonus, which is
equal to the plan bonus, will be provided on behalf of beneficiaries residing in specified counties.
The percentage of the “benchmark minus bid” savings provided as a rebate, which historically
has been 75 percent, will also be tied to a plan’s quality rating. In 2014, when the provision is
fully phased in, the rebate share will be 50 percent for plans with a quality rating of less than

3.5 stars; 65 percent for a quality rating of 3.5 to 4.49; and 70 percent for a quality rating of 4.5
or greater.

The new provisions will generally reduce MA rebates to plans and thereby result in less generous
benefit packages.'” We estimate that in 2017, when the MA provisions will be fully phased in,
enrollment in MA plans will be lower by about 50 percent (from its projected level of

14.8 million under the prior law to 7.4 million under the new law).

Medicaid/CHIP

The estimated Federal financial effects of the Medicaid and CHIP provisions in the PPACA are
shown in table 4, attached. As noted earlier, the costs associated with the expansion of Medicaid
eligibility to individuals and families with incomes below 133 percent of the FPL and to children
previously in foster care are included with the national coverage provisions shown in table 1.

The additional funding for the CHIP program is also included in table 1 with the other coverage
provisions.

' MA plans use rebate revenues to reduce Medicare coinsurance requirements, add extra benefits such as vision or
dental care, and/or reduce enrollee premiums for Part B or Part D of Medicare. The new law also requires
adjustments to offset the impact of excess “coding intensity” in determining plan risk scores. These adjustments
would prevent increases in future payments to MA plans as a result of such coding.
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The total net Federal cost of the other Medicaid and CHIP provisions is estimated to be

$28 billion in fiscal years 2010-2019 and reflects numerous cost increases and decreases under
the individual provisions. Those with significant Federal savings include various provisions
increasing the level of Medicaid prescription drug rebates ($24 billion) and reductions in
Medicaid DSH expenditures ($14 billion). Interactions between the different sections of the
legislation, such as the lower Medicare Part B premiums under the PPACA, contribute an
additional $9 billion in reduced Medicaid outlays.

The key provisions that would increase Federal Medicaid and CHIP costs are the Medicaid
“Community First Choice Option” and other changes to encourage home and community-based
services ($29 billion), higher Federal matching rates for States with existing childless-adult
coverage expansions ($24 billion), a temporary increase in payments to primary care physicians
($11 billion), and increased payments to the territories ($7 billion). (The net impact of the
Medicaid and CHIP provisions on State Medicaid costs is a reduction totaling $33 billion through
fiscal year 2019. These savings result in part because certain of the provisions reallocate costs
from States to the Federal government.)

Impact of Provisions on the Rate of Growth in Health Care Costs

The PPACA includes a number of provisions that are intended, in part, to help control health care
costs and to change the overall trend in health spending growth. Many of these are specific to the
Medicare program, and their estimated financial effects are shown in table 3. While some of the
Medicare provisions would have a largely one-time impact on the level of expenditures (for
example, the reduction in MA benchmarks), others would have an effect on expenditure growth
rates. Examples of the latter include the productivity adjustments to Medicare payment updates
for most categories of providers, which would reduce overall Medicare cost growth by roughly
0.6 to 0.7 percent per year, and the Independent Payment Advisory Board process, which would
further reduce Medicare growth rates during 2015-2019 by about 0.3 percent per year. As
discussed previously, however, the growth rate reductions from productivity adjustments are
unlikely to be sustainable on a permanent annual basis, and meeting the CPI-based target growth
rates prior to 2020 will be very challenging as well.

The Independent Payment Advisory Board will also be required to periodically submit
recommendations to Congress and the President regarding methods of slowing the growth of non-
Federal health care programs. In many cases, Federal or State legislation would need to be
enacted to implement these recommendations. In other cases, they could be adopted voluntarily
by private health insurance plans or by health providers or introduced administratively by
government entities. Because the nature of these broader recommendations is not known and
there is no mandate to adopt them, we have not estimated an explicit impact on health care
spending growth.

Another provision that would tend to moderate health care cost growth rates is the excise tax on
high-cost employer-sponsored health insurance coverage (section 9001), which is described in
more detail in the section of this memorandum on national health expenditures. In reaction to
the tax, which would take effect in 2018, many employers would reduce the scope of their health
benefits. The resulting reductions in covered services and/or increases in employee cost-sharing
requirements would induce workers to use fewer services. Because plan benefit values will
generally increase faster than the threshold amounts for defining high-cost plans (which, after
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2019, are indexed by the CPI), additional plans would become subject to the excise tax over
time, prompting many of those employers to scale back coverage. This continuing cycle would
have a moderate impact on the overall growth of expenditures for employer-sponsored insurance.
It should be noted, however, that an estimated 12 percent of insured workers in 2019 would be in
employer plans with benefit values in excess of the thresholds (before changes to reduce
benefits) and that this percentage would increase rapidly thereafter. The effect of the excise tax
on reducing health care cost growth would depend on its ongoing application to an expanding
share of employer plans and on an increasing scope of benefit reductions for affected plans.
Since this provision is characterized as affecting high-cost employer plans, its broader and
deeper impact could become an issue.

Certain other provisions of the PPACA are also intended to help control health care costs more
generally, through promotion of comparative effectiveness research, greater use of prevention
and wellness measures, administrative simplification, and augmented fraud and abuse
enforcement. For fiscal years 2010 through 2019, we estimate a relatively small reduction in
non-Medicare Federal health care expenditures of $2 billion for these provisions, all of which is
associated with comparative effectiveness research.

Comparative Effectiveness Research

We reviewed literature and consulted experts to determine the potential cost savings that could
be derived from comparative effectiveness research (CER). We found that the magnitude of
potential savings varies widely depending upon the scope and influence of comparative
effectiveness efforts. Small savings could be achieved through the wide availability of non-
binding research, while substantial savings could be generated by a comparative effectiveness
board with authority over payment and coverage policies.

Our interpretation of the CER provisions in the PPACA, which allow the Secretary of HHS to
use evidence and findings from CER within defined limits in making coverage determinations
under Medicare, is consistent with a low level of influence, translating into an estimated total
reduction in national health expenditures of $8 billion for calendar years 2010 through 2019, and
Federal savings of about $4 billion for fiscal years 2010 through 2019 (including Medicare). We
anticipate that such savings would develop gradually, as changes in provider practice and culture
evolved over time. Expert input on this subject suggests that the full impact of comparative
effectiveness research, together with dissemination and application of its results, would take
many years to develop.

Other Provisions

We show a negligible financial impact over the next 10 years for the other provisions intended to
help control future health care cost growth. There is no consensus in the available literature or
among experts that prevention and wellness efforts result in lower costs. Several prominent
studies conclude that such provisions—while improving the quality of individuals’ lives in
important ways—generally increase costs overall. For example, while it is possible that savings
can be achieved for many people by diagnosing diseases in early stages and promoting lifestyle

— 13 —



and behavioral changes that reduce the risk for serious and costly illnesses, additional costs are
incurred as a result of increased screenings, preventive care, and extended years of life.!!

Regarding the general fraud and abuse and administrative simplification provisions (that is,
excluding the Medicare and Medicaid provisions), we find that the language is not sufficiently
specific to provide estimates.

CLASS Program

Title VIII of the health reform act establishes a new, voluntary, Federal insurance program
providing a cash benefit if a participant is unable to perform at least two or three activities of
daily living or has substantial cognitive impairment. The program will be financed by
participant premiums, with no Federal subsidy. Participants will have to meet certain modest
work requirements during a 5-year vesting period before becoming eligible for benefits. Benefits
are intended to be used to help purchase community living assistance services and supports
(CLASS) that would help qualifying beneficiaries maintain their personal and financial
independence and continue living in the community. Benefits can also be used to help cover the
cost of institutional long-term care.

As shown in the table on page 2, we estimate a net Federal savings for the CLASS program of
$38 billion during the first 9 years of operations—the first 5 of which are prior to the commence-
ment of benefit payments. After 2015, as benefits are paid, the net savings from this program
will decline; in 2025 and later, ?rojected benefits exceed premium revenues, resulting in a net
Federal cost in the longer term. '

We estimate that roughly 2.8 million persons will participate in the program by the third year.
This level represents about 2 percent of potential participants, compared to a participation rate of
4 percent for private long-term care insurance offered through employers. Factors affecting
participation in CLASS include the program’s voluntary nature, the lack of a Federal subsidy, a
minimal premium for students and individuals with incomes under 100 percent of the FPL
(initially $5 per month), a relatively high premium for all other participants as a result of adverse
selection and the effect of subsidizing participants paying the $5 premium, a new and unfamiliar
benefit, and the availability of lower-priced private long-term care insurance for many.

Compounding this situation will be the probable participation of a significant number of
individuals who already meet the functional limitation requirements to qualify for benefits. In
the sixth year of the program (2016), these participants would begin to receive benefits, along
with others who had developed such limitations in the interim. We estimate that an initial

' Title IV in the PPACA creates a Prevention and Public Health Fund and authorizes the appropriation of

$15 billion for these purposes. We consider these expenditures to be primarily administrative in nature and thus
have not included them as program costs in this memorandum.

"2 The CLASS program is intended to be financed on a long-range, 75-year basis through participant premiums that
would fully fund benefits and administrative expenses. If this goal can be achieved, despite anticipated serious
adverse selection problems (described subsequently), then annual expenditures would be met through a combination
of premium income and interest earnings on the assets of the CLASS trust fund. The Federal Budget impact would
be the net difference between premium receipts and program outlays. Thus, the trust fund would be adequately
financed in this scenario, but the Federal Budget would have a net savings each year prior to 2025 and a net cost

each year thereafter.
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average premium level of about $240 per month would be required to adequately fund CLASS
program costs for this level of enrollment, adverse selection, and premium inadequacy for
students and low-income participants. (Except for those paying the $5 premium, individuals
enrolling in a given year will pay a constant premium amount throughout their participation,
unless trust fund deficits necessitate a premium increase. Premiums will vary by age at
enrollment and by year of enrollment.)

In general, voluntary, unsubsidized, and non-underwritten insurance programs such as CLASS
face a significant risk of failure as a result of adverse selection by participants. Individuals with
health problems or who anticipate a greater risk of functional limitation would be more likely to
participate than those in better-than-average health. Setting the premium at a rate sufficient to
cover the costs for such a group further discourages persons in better health from participating,
thereby leading to additional premium increases. This effect has been termed the “classic
assessment spiral” or “insurance death spiral.” The problem of adverse selection is intensified
by requiring participants to subsidize the $5 premiums for students and low-income enrollees.
Although Title VIII includes modest work requirements in lieu of underwriting and specifies that
the program is to be “actuarially sound” and based on “an actuarial analysis of the 75-year costs
of the program that ensures solvency throughout such 75-year period,” there is a very serious risk
that the problem of adverse selection will make the CLASS program unsustainable. '

Immediate Insurance Reforms

A number of provisions in the PPACA have an immediate effect on insurance coverage. Most of
these provisions, however, do not have a direct impact on Federal expenditures. (A discussion of
their impact on national health expenditures is included in the following section of this
memorandum.) Section 1101 of the PPACA authorizes the expenditure of up to $5 billion in
support of a temporary national insurance pool for high-risk individuals without other health
insurance. Section 1102 requires the Secretary of HHS to establish a Federal reinsurance
program in 2010-2013 for early retirees and their families in employer-sponsored health plans.
Participation by employers is optional, and the law authorizes up to $5 billion in Federal
financing for the reinsurance costs. No other financing is provided, and reinsurance claims
would be paid only as long as the authorized amount lasts. We estimate that the full amount of
the authorizations for sections 1101 and 1102 would be expended during the first 1 to 3 calendar
years of operation.

National Health Expenditure Impacts

The estimated effects of the PPACA on overall national health expenditures (NHE) are shown in
table 5. In aggregate, we estimate that for calendar years 2010 through 2019, NHE would
increase by $311 billion, or 0.9 percent, over the updated baseline projection that was released on
June 29, 2009." Year by year, the relative increases are largest in 2016, when the coverage
expansions would be fully phased in (2.0 percent), and gradually decline thereafter to 1.0 percent

" An analysis of the potential adverse selection problems for the CLASS program was performed by a nonpartisan,
Jjoint workgroup of the American Academy of Actuaries and the Society of Actuaries. Their report was issued on
July 22,2009 and is available at http://www.actuary.org/pdf/health/class_july09.pdf .

"R Foster and S. Heffler, “Updated and Extended National Health Expenditure Projections, 2010-2019.”
Memorandum dated June 29, 2009. Available online at http://www.cms.hhs. gov/Natlona]HealthEX@dData/
Downloads/NHE _Extended_Projections.pdf.
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in 2019, as the effects of the Medicare market basket reductions compound and as the excise tax
on high-cost employer health plans becomes effective. The NHE share of GDP is projected to be
21.0 percent in 2019, compared to 20.8 percent under prior law.

The increase in total NHE is estimated to occur primarily as a net result of the substantial
expansions in coverage under the PPACA, together with the expenditure reductions for Medicare.
Numerous studies have demonstrated that individuals and families with health insurance use more
health services than otherwise-similar persons without insurance. Under the health reform
legislation, as noted above, an estimated 34 million currently uninsured people would gain
comprehensive coverage through the health insurance Exchanges, their employers, or Medicaid.
The availability of coverage would typically result in a fairly substantial increase in the utilization
of health care services, with a corresponding impact on total health expenditures. These higher
costs would be partially offset by the sizable discounts imposed on providers by State Medicaid
payment rules and by the significant discounts negotiated by private health insurance plans. We
estimate that the net effect of the utilization increases and price reductions arising from the
coverage provisions of the PPACA would increase NHE in 2019 by about 3.4 percent.

The PPACA will also affect aggregate NHE through the Medicare savings provisions. We
estimate that these impacts would reduce NHE by roughly 2.4 percent in 2019, assuming that the
productivity adjustments to Medicare payment updates and the impacts of the Independent
Payment Advisory Board can be sustained through this period. The legislation would have only
a slight impact on the utilization of health care services by Medicare beneficiaries (subject to the
caveat mentioned previously regarding possible access issues under the provision to permanently
reduce annual provider payment updates by economy-wide productivity gains). Medicaid
outlays for health care would increase under some provisions and decrease under others;
excluding the coverage expansion, the overall higher level of such costs would lower total

U.S. health expenditures in 2019 by about 0.1 percent.

The immediate insurance reforms in Title I will affect national health expenditures as well,
although by relatively small amounts. We estimate that the creation of a national high-risk
insurance pool will result in roughly 375,000 people gaining coverage in 2010, increasing
national health spending by $4 billion. By 2011 and 2012 the initial $5 billion in Federal
funding for this program would be exhausted, resulting in substantial premium increases to
sustain the program; we anticipate that such increases would limit further participation. An
estimated 2.7 million retirees and dependents would be affected by the Federal reinsurance
program for early retirees with employer-sponsored insurance. Although the reinsurance
program would increase Federal costs by the allotted $5 billion, we estimate that the impact on
total national health expenditures would be negligible.

Beginning in 2010, qualified child dependents below age 26 who are uninsured will be allowed
to enroll under dependent coverage. An estimated 485,000 dependent children will gain
insurance coverage through their parents’ private group health plans, increasing national health
spending by $0.9 billion. These impacts are expected to persist through 2013. Additionally,
because this provision would not expire when the Medicaid expansion, individual mandate, and
Exchanges start in 2014, we anticipate that these individuals would continue to remain covered
as dependents even though they may be newly eligible for other coverage. Finally, we did not
estimate NHE coverage or cost impacts for the other immediate reform provisions, such as
prohibiting limitations on pre-existing conditions or elimination of lifetime aggregate benefit
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limits. We believe that each of these provisions would have only a relatively minor upward
impact on national health spending.

Section 9001 of the PPACA places an excise tax on employer-sponsored health insurance
coverage with a benefit value above specified levels (generally $10,200 for individuals and
$27,500 for families in 2018, adjusted in 2019 by growth in the CPI plus 1 percentage point and
by growth in the CPI thereafter)."”” The tax is 40 percent of the excess benefit value above these
thresholds. We estimate that, in aggregate, affected employers will reduce their benefit packages
in such a way as to eliminate about three-quarters of the excess benefit value. The resulting
higher cost-sharing requirements for employees would have an initial impact on the overall level
of health expenditures, reducing total NHE by an estimated 0.1 percent in 2019. Moreover,
because health care costs will generally increase faster than the CPI, we anticipate additional,
incremental benefit coverage reductions in future years to prevent an increase in the share of
employer coverage subject to the excise tax. These further adjustments would contribute to a
small reduction in the growth in total health care costs (but an increase in out-of-pocket costs) for
affected employees in 2019 and later.'® As mentioned earlier, the proportion of workers
experiencing reductions in their employer-sponsored health coverage as a result of the excise tax
is estimated to increase rapidly after 2019.

The health reform legislation, as enacted, imposes collective annual fees on manufacturers and
importers of brand-name prescription drugs and on health insurance plans. In addition, the
PPACA establishes an excise tax on non-personal-use retail sales by manufacturers and
importers of medical devices. For manufacturers and importers of brand-name prescription
drugs, the fee is $2.5 billion in 2011, increasing to a maximum of $4.1 billion by 2018, and then
is set at $2.8 billion per year in 2019 and beyond."” For insurers, the annual fee is set at

$8.0 billion starting in 2014 and rises to $14.3 billion by 2018; thereafter, the fee increases by the
rate of premium growth. In each case, the total annual fee amount would be assessed on the
specified industry as a whole; the share of the fee payable by any given firm in that industry
would be determined based on sales (for manufacturers and importers of drugs) and on net
premiums (in the case of insurers), with some limited exemptions. The excise tax on medical
device sales is effective in 2011 and is set at 2.3 percent of first sales in each year. We anticipate
that these fees and the excise tax would generally be passed through to health consumers in the
form of higher drug and device prices and higher insurance premiums, with an associated
increase in overall national health expenditures ranging from $2.1 billion in 2011 to $18.2 billion
in 2018 and $17.8 billion in 2019.

Although, compared to prior law, the /evel of total national health expenditures is estimated to be
higher through 2019 under the PPACA, two particular provisions of the legislation would help
reduce NHE growth rates after 2016. Specifically, the productivity adjustments to most
Medicare payment updates would reduce NHE growth by about 0.10 to 0.15 percent per year. In
addition, the excise tax on high-cost employer health plans (with benefit thresholds indexed by
the CPI plus 1 percent for 2019 and by the CPI thereafter) would exert a further decrease in NHE

"* Higher thresholds apply in the case of qualified retirees and individuals in high-risk occupations. Additionally, a
higher threshold applies for employers with above-average proportions of older and/or female workers.
' We have not included the excise taxes under this provision in the estimated financial effects of the PPACA shown
in this memorandum. Similarly, the indirect impacts on Federal income taxes and social insurance payroll taxes are
not shown.
' These fees are allocated to the Part B account of the Medicare Supplementary Medical Insurance trust fund.
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growth rates of an estimated 0.05 percent in 2019 and slightly more than that for some years
after. Although these growth rate differentials are not large, over time they would have a
noticeable downward effect on the level of national health expenditures. Such an outcome,
however, would depend critically on the sustainability of both provisions. As discussed
previously, the Medicare productivity adjustments could become unsustainable even within the
next 10 years, and over time the reductions in the scope of employer-sponsored health insurance
could also become an issue. For these reasons, the estimated reductions in NHE growth rates
after 2016 may not be fully achievable.

Underlying the overall moderate effects of the PPACA on NHE will be various changes by
payer. Based on the net impact of (i) the substantial coverage expansions, (ii) the significant
cost-sharing subsidies for low-to-middle-income persons, (iii) the maximum out-of-pocket
limitations associated with the qualified health benefit, and (iv) the increases in workers’ cost-
sharing obligations in plans affected by the excise tax on high-cost employer-sponsored health
insurance coverage, we estimate that overall out-of-pocket spending would be reduced
significantly by the PPACA (a net total decline of $237 billion in calendar years 2010-2019).

Public spending would increase under the PPACA as a result of the expansion of the Medicaid
program and additional CHIP funding but would be reduced by the net Medicare savings from
the legislation. Private expenditures would decrease somewhat because of the net reduction in
the number of persons with employer-sponsored health insurance and the reduced benefits for
plans affected by the excise tax on high-cost employer coverage. The sizable growth in health
insurance coverage through Exchange plans would also affect NHE amounts by payer. Prior to
the PPACA, public expenditures (principally Medicare and Medicaid) were estimated to
represent 52 percent of total NHE in 2019. Under the PPACA, the public share would be
roughly 51 percent if health expenditures by Exchange plans are classified as private spending. 18

Caveats and Limitations of Estimates

The Federal costs and savings, changes in health insurance coverage, and effects on total national
health expenditures presented in this memorandum represent the Office of the Actuary’s best
estimates for the PPACA. Although we believe that these estimates are reasonable and fairly
portray the likely future effects of this comprehensive package of health care reforms, they are

'® The allocation of NHE by payer is based on the entity that is responsible for establishing the coverage and benefit

provisions and that has the primary responsibility to ensure that payment is made for health care services.

(Auxiliary analyses of NHE by sponsor are also prepared, based on the financing of health expenditures in the U.S.)

Because all Exchange plans will be private plans, under the traditional NHE classification approach these

expenditures would be considered private health insurance spending. However, the classification of health

expenditures made by Exchange plans is complicated by three factors:

(i) The Exchanges will be government entities, with a role in setting minimum benefit standards, but they will not

directly provide health insurance coverage. The same situation applies to the multi-State Exchange plans
arranged by the Office of Personnel Management.

(ii) The Federal government, through the refundable tax credits and cost-sharing reductions, will subsidize a
significant portion of Exchange plan premiums and cost-sharing liabilities.

(iii) The premium subsidies will vary between zero and 100 percent from one person to another, and the cost-sharing
subsidies from zero to 80 percent on an insurance-value basis.

A more precise determination of the appropriate classification of the Exchange plan expenditures based on national
health expenditure accounting principles will be conducted in the future.
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subject to much greater uncertainty than normal. The following caveats should be noted, and the
estimates should be interpreted cautiously in view of their limitations.

 These financial and coverage impacts are based on the provisions of the PPACA as enacted on
March 23, 2010 and amended on March 30 by the Health Care and Education Reconciliation
Act of 2010.

» Many of the provisions, particularly the coverage expansions, are unprecedented or have been
implemented only on a smaller scale (for example, at the State level). Consequently, little
historical experience is available with which to estimate the potential impacts.

» The behavioral responses to changes introduced by national health reform legislation are
impossible to predict with certainty. In particular, the responses of individuals, employers,
insurance companies, and Exchange administrators to the new coverage mandates, Exchange
options, and insurance reforms could differ significantly from the assumptions underlying the
estimates presented here.

 The nominal dollar amounts of costs and savings under national health reform are sensitive to
the assumed trajectory of future health cost trends. Relative measures, such as the cost as a
percentage of GDP, are less sensitive.

+ Due to the very substantial challenges inherent in modeling national health reform legislation,
our estimates will vary from those of other experts and agencies. Differences in results from
one estimating entity to another may tend to cause confusion among policy makers. These
differences, however, provide a useful reminder that all such estimates are uncertain and that
actual future impacts could differ significantly from the estimates of any given organization.
Indeed, the future costs and coverage effects could lie outside of the range of estimates
provided by the various estimators.

 The existing number of uninsured persons in the U.S. is difficult to measure, and the number
of uninsured persons who are undocumented aliens is considerably more uncertain. Medicaid
coverage and Exchange premium subsidies under the PPACA are not available to undocu-
mented aliens. As a result of these measurement difficulties, the actual costs under the
PPACA and the reduction in the number of uninsured persons may be somewhat higher or
lower than estimated in this memorandum.

* Certain Federal costs and savings were not included in our estimates if (i) a provision would
have no, or only a minor, impact; (ii) the legislative language did not provide sufficient detail
with which to estimate a provision’s impact; or (iii) the estimates are outside of the scope of
the Office of the Actuary’s expertise and will be prepared by other agencies. In particular, we
did not include any Federal savings pertaining to the excise tax on high-cost employer-
sponsored health insurance coverage, the fees on insurance plans, the excise tax on devices,
and other non-Medicare revenue provisions of the PPACA, as those estimates are provided by
the Department of the Treasury. (In contrast, the impacts of these provisions on national
health expenditures are reflected.) Similarly, Federal administrative expenses associated with
the PPACA are not included here and will be estimated separately. The Congressional Budget
Office and the Joint Committee on Taxation have estimated that the total amount of Medicare
savings and additional excise tax and other revenues would somewhat more than offset the
cost of the national coverage provisions, resulting in an overall small reduction in the Federal
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deficit through 2019, and for the following 10 years as well, if all of the provisions continued
to be fully implemented.

In estimating the financial impacts of the PPACA, we assumed that the increased demand for
health care services could be met without market disruptions. In practice, supply constraints
might initially interfere with providing the services desired by the additional 34 million insured
persons. Price reactions—that is, providers successfully negotiating higher fees in response to
the greater demand—could result in higher total expenditures or in some of this demand being
unsatisfied. Alternatively, providers might tend to accept more patients who have private
insurance (with relatively attractive payment rates) and fewer Medicare or Medicaid patients,
exacerbating existing access problems for Medicaid enrollees. Either outcome (or a
combination of both) should be considered plausible and even probable initially.

The latter possibility is especially likely in the case of the substantially higher volume of
Medicaid services, for which provider payment rates are well below average. Therefore, it is
reasonable to expect that a significant portion of the increased demand for Medicaid would be
difficult to meet, particularly over the first few years.

We have not attempted to model that impact or other plausible supply and price effects, such
as supplier entry and exit or cost-shifting towards private payers. A specific estimate of these
potential outcomes is impracticable at this time, given the uncertainty associated with both the
magnitude of these effects and the interrelationships among these market dynamics. We may
incorporate such factors in future estimates, should we determine that they can be estimated
with a reasonable degree of confidence. For now, we believe that consideration should be
given to the potential consequences of a significant increase in demand for health care
meeting a relatively fixed supply of health care providers and services.

As stated in the section on Medicare estimates, reductions in payment updates to health care
providers, based on economy-wide productivity gains, are unlikely to be sustainable on a
permanent annual basis. If these reductions were to prove unworkable within the 10-year
period 2010-2019 (as appears probable for significant numbers of hospitals, skilled nursing
facilities, and home health agencies), then the actual Medicare savings from these provisions
would be less than shown in this memorandum. Similarly, the further reductions in Medicare
growth rates mandated for 2015 through 2019 through the Independent Payment Advisory
Board may be difficult to achieve in practice.

In estimating the financial impact of the Medicaid eligibility expansion, we assumed that
existing and new Medicaid enrollees would be appropriately classified for FMAP purposes.

As discussed in the section on the CLASS program, we believe that there is a very serious risk
that the program, as currently specified, will not be sustainable because of adverse selection.

Conclusions

The national health care reform provisions in the Patient Protection and Affordable Care Act, as
amended, make far-reaching changes to the health sector, including mandated coverage for most
people, required payments by most employers not offering insurance, expanded eligibility for
Medicaid, Federal premium and cost-sharing subsidies for many individuals and families, a new
system of health benefits Exchanges for facilitating coverage, and a new Federal insurance
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program in support of long-term care. Additional provisions will reduce Medicare outlays, make
other Medicaid modifications, provide more funding for the CHIP program, add certain benefit
enhancements for these programs, and combat fraud and abuse. Federal revenues will be
increased through an excise tax on high-cost insurance plans; fees or excise taxes on drugs,
devices, and health plans; higher Hospital Insurance payroll taxes for high-income taxpayers; a
new tax on investment revenues and other unearned income; and other provisions.

The Office of the Actuary at CMS has estimated the effects of the non-tax provisions of the
PPACA on Federal outlays, overall national health expenditures, and health insurance coverage
in the U.S. Our estimates are based on available data sources and what we believe are
reasonable assumptions regarding individual, employer, and health plan responses to the
legislation, together with analyses of the likely changes in the cost and use of health care
services. Our primary estimates for the PPACA are as follows:

» The total Federal cost of the national insurance coverage provisions would be about
$828 billion during fiscal years 2010 through 2019.

« By 2019, an additional 34 million U.S. citizens and other legal residents would have health
insurance coverage meeting the essential-benefit requirements.

+ Total net savings in 2010-2019 from Medicare provisions would offset about $575 billion of
the Federal costs for the national coverage provisions. The Medicaid and CHIP provisions,
excluding the expansion of Medicaid and increased CHIP funding, would raise costs by
$28 billion. Additional Federal revenues would further offset the coverage costs; however,
the Office of the Actuary does not have the expertise necessary to estimate all such impacts.
The Congressional Budget Office and the Joint Committee on Taxation have estimated an
overall reduction in the Federal Budget deficit through 2019 under the PPACA.

* The new Community Living Assistance Services and Supports (CLASS) insurance program
would produce an estimated total net savings of $38 billion through fiscal year 2019. This
effect, however, is due to the initial 5-year period during which no benefits would be paid.
Over the longer term, expenditures would exceed premium receipts, and there is a very
serious risk that the program would become unsustainable as a result of adverse selection by
participants.

* Total national health expenditures in the U.S. during 2010-2019 would increase by about
0.9 percent. The additional demand for health services could be difficult to meet initially with
existing health provider resources and could lead to price increases, cost-shifting, and/or
changes in providers’ willingness to treat patients with low-reimbursement health coverage.

* The mandated reductions in Medicare payment updates for providers, the actions of the
Independent Payment Advisory Board, and the excise tax on high-cost employer-sponsored
health insurance would have a downward impact on future health care cost growth rates.
During 2010-2019, however, these effects would be outweighed by the increased costs
associated with the expansions of health insurance coverage. Also, the longer-term viability
of the Medicare update reductions is doubtful. Other provisions, such as comparative
effectiveness research, are estimated to have a relatively small effect on expenditure growth
rates.

— 2] —



We hope that the information presented here will be of value to policy makers and administrators
as they endeavor to implement and monitor the health reform act.

Richard S. Foster, FSA, MAAA
Chief Actuary

Attachments: 5
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IN THE UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF FLORIDA
Pensacola Division

STATE OF FLORIDA, by and through
Bill McCollum, et al.,

Plaintiffs,

V. Case No.: 3:10-cv-91-RV/EMT

UNITED STATES DEPARTMENT OF
HEALTH AND HUMAN SERVICES,
et al.,

Defendants.
/

DECLARATION OF JERRY DUBBERLY

Pursuant to 28 U.S.C. § 1746, I Jerry Dubberly, declare the following:
I am over the age of twenty-one and am familiar with the facts set forth herein.
I am a pharmacist licensed to practice in the State of Georgia.

I am the Medicaid Director of the Georgia Department of Community Health, the single
state agency operating the Medicaid program in the State of Georgia.

I am responsible for the preparation of the budget of the Medicaid program and am
personally familiar with the records that support the assertions of this affidavit.

Georgia joined the federal Medicaid program shortly after it was created by Congress in
the 1960s. In 1981, the Georgia General Assembly created the Department of
Community Health in Title 31, Chapter 2 of the Georgia Code.

The Patient Protection and Affordable Care Act (the “PPACA”) expands eligibility for
enrolment beyond Georgia’s current ability to fund its participation. Under existing
eligibility criteria, individuals applying for Medicaid must be under an income threshold,
be under an asset threshold, and fit into a category of need (i.e., disabled, pregnant, etc.).

The Act increases the income threshold, eliminates the asset threshold, and eliminates
categories of need. As a result, all Georgians under 133% of federal poverty level (about
$30,000 for a family of four) will qualify for Medicaid beginning January 1, 2014.

Georgia projects this will result in at least 560, 769 new individuals enrolling in Medicaid
at that time. The current average monthly enrollment is about 1,477,838.

The costs for these newly eligible enrollees will be covered by 100% federal funds for the
first three years of the expansion. But that federal participation erodes to 90% in 2020.



The Act’s new mandate for individuals to maintain health insurance coverage will create
an increased incentive for families currently eligible but not enrolled in Medicaid to
enroll. Georgia will have to cover the costs of this increased enrollment at the traditional
match rate: approximately a 65/35 federal-state split.

Medicaid and Peachcare for Kids outlays for Georgia consume 11.8% of Georgia’s
current budget. The portion of the state budget dedicated to health care is projected to
increase to approximately 14.3% by 2014.

It is estimated that there will be a 31.7% increase in Medicaid and PeachCare for Kids
membership due to the PPACA beginning in 2014.

For FY 2009-2010, Georgia spent $1.733 billion in state funds on Medicaid benefits.
The projected increases in state funds needed for Medicaid under the Act are $71.2
million in 2014, eventually growing to $410.8 million in 2019.

It would not now be feasible for Georgia to cease its participation in Medicaid and make
alternative arrangements for a traditional Medicaid-like program prior to the PPACA
taking eftect.

The added costs to Georgia under the Act would not be offset by increased federal
contributions under the PPACA.

The PPACA also will required Georgia to provide medical services, as distinguished

from providing payment for medical services. The future costs to Georgia of this
mandate are potentially massive, but have not yet been quantified.
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Subscribed and sworn to me on this q day of November 2010 by Jerry Dubberly.
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