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Understanding CBO Health Cost Estimates

Donald B. Marron

With so much happening in the health care
reform arena, everyone is paying close attention to
the budget analyses of the Congressional Budget
Office (CBO). The CBO often uses sophisticated
economic modeling and usually frames information
in ways that match the specific requirements of
the congressional budget process. This can make it
a challenge at times to understand what the scores
mean and don’t mean.

What the CBO Does

The CBO is a key part of the budget process.
The CBO provides six basic services in the ongoing
health reform debate.

1. The CBO prepares cost estimates for proposed
legislation. These are often made public, but the
CBO also prepares confidential, behind-the-scenes
estimates for staff and Members while they are in
the process of developing legislation.

2. The CBO provides estimates of policy impacts
that are budget-related. For example, when look-
ing at recent health insurance proposals, the
CBO included estimates of how the proposals
would affect Americans’ coverage.

3. The CBO decides if proposed policies should be
treated as part of the government, and thus
recorded on the budget for congressional pur-
poses. This was a big issue during the Clinton
health debate. At that time, the CBO said the
federal requirements on the private sector were
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so tight that much of the health care system
should be included in the federal budget.

4. The CBO decides if a drafted bill would impose
mandates on state and local governments or the
private sector and, if so, how large those man-
dates are. Mandates are sometimes used to chal-
lenge proposed legislation.

5. Upon request, the CBO provides more informa-
tion that goes beyond the scope of basic cost esti-
mates. This can be useful in really understanding
budget scores.

6. The CBO devotes substantial resources to stud-
ies related to health policy and the budget.

What the CBO Doesn’'t Do

The CBO does not make policy recommenda-
tions. It is not the job of the CBO to encourage or
discourage particular policy actions. The agency’ role
is limited to ensuring that Congress has the best
possible budget information.

The Basics of Budget Scoring

* Scoring focuses on revenues and mandatory
spending: Revenues are the money that the gov-
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ernment raises through taxes, most impor-
tantly those on payrolls, individual incomes, and
corporate profits. Mandatory spending is any
spending that occurs outside the annual appro-
priations process.

e Scores may also mention discretionary spend-
ing, but they ignore interest: There are two
other types of spending: discretionary spending
and interest on the national debt. Discretionary
spending is handled through the annual appropri-
ations process. Interest on the national debt is tech-
nically a form of mandatory spending, but the
congressional budget process does not consider
it when evaluating legislation.

e Legislation can affect revenues and mandatory
spending in various ways: When evaluating
proposed legislation, budget analysts try to track
all the ways, both direct and indirect, that it
might change revenues and mandatory spending.

e Policy proposals are evaluated relative to a
baseline: To estimate the budget effects of a bill,
the CBO compares it with a baseline estimate of
what would happen without the legislation.

Key Issues in Scoring Health Proposals

Behavioral responses are important. When the
CBO makes projections, it tries to predict how
everyone (consumers, workers, providers, employers,
state governments, insurers, etc.) would respond to
a new policy change.

Changing health habits and medical practices
doesn’t necessarily reduce costs. In recent years,
lawmakers have often considered policies that
would change health habits or the practice of med-

icine. These proposals come in many flavors but
share common goals of improving care and reduc-
ing costs. However, these policies may not reduce
federal spending as much as proponents expect,
if at all.

Policy impacts depend on payment rules.
Health spending is often controlled by formulas that
determine health care provider payments and bene-
ficiary premiums. These formulas can offset or elim-
inate any federal savings that might result from
changes in medical practices.

Budget scoring rules prohibit certain health
care changes from being scored. The CBO must
follow certain rules in evaluating health reform pro-
posals. Among these, the CBO cannot give credit for
certain types of proposed savings.

Scores usually look at only the first 10 years.
But spending on health programs often accelerates
over time, meaning the second 10-year period and
subsequent periods can be far higher.

Commentators often summarize the CBO’s
cost estimates in terms of the net budget impact
over 10 years. That shorthand is useful and impor-
tant, but a single figure can conceal more than it
reveals. To truly understand scores, it is often neces-
sary to look at the scores for individual programs
and individual years.

—Donald B. Marron served as deputy director of
the Congressional Budget Office from October 2005 to
August 2007, including more than a year as acting
director; and later served as a member of the Council of
Economic Advisers. He now consults on economic, finan-
cial, and budget matters and writes the blog dmarron.com.
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Understanding CBO Health Cost Estimates

Donald B. Marron

Budget issues are central to the ongoing debate
over health care reform. Many policymakers want to

expand insurance coverage, but boosting federal Talking Points
spending is a challenge given today’s record deficits. * CBO cost estimates will play a central role in
At the same time, some policymakers want to address the ongoing debate about health policy. This
our nation’s long-run fiscal imbalance, which is being is appropriate, given the potential cost of
driven by rapidly rising health care costs and popula- some proposals and the overwhelming bud-
tion aging. Finally, many people in the policy com- get challenges that we face.
munity remember how budget considerations helped * There is a natural tendency to focus solely on
to derail the reform proposals put forward by Presi- the bottom line—estimated costs added up
dent Bill Clinton in the 1990s. over the next 10 years—but by itself, a cumu-
. lative 10-year cost says little about the merits
For all of those reasons, policymakers, analysts, of particular health policies.

and journalists are paying particularly close atten-
tion to the budget analyses of the Congressional
Budget Office (CBO). CBO analyses often rely on
sophisticated economic modeling and are usually
framed in ways that match the specific, sometimes
arcane, requirements of the congressional budget
process. As a result, the cost estimates and related
analyses may sometimes be challenging to under-

* Nor do cumulative cost figures say much
about the long-run budget impacts of partic-
ular policies. Those depend on the long-run
trajectory of costs and potential offsets.

* To get a handle on those critical issues, poli-
cymakers, analysts, and journalists need to
dig into the cost estimates, examine their
details, understand the limitations of the con-

stand. The unfortunate result can be .Confusion gressional scoring process, and make good
about what the scores mean and, equally important, use of all the additional information that the
what they do not mean. CBO can and does provide.

To avoid such confusion, it is important for law-
makers and commentators to understand fully the
CBO5 role in the legislative process and how it
develops its scoring of proposed legislation. It is also
important to understand the particular challenges
that the CBO faces in scoring health legislation.

This paper, in its entirety, can be found at:
www.heritage.org/Research/HealthCare/bg2298.¢fm
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What the CBO Does

The CBO, working for the committees and

Members of Congress, is a key part of the budget
process. The Senate and House Budget Committees
are its most important clients, given the key role that
they play in guiding the congressional budget process,
but the CBO works closely with every committee.

The CBO is providing six basic services in the

ongoing health discussion.

1.

The CBO estimates the budget costs of proposed leg-
islation.> These scores are often made public,
either as published cost estimates or as tables
that are distributed during legislative negotia-
tions. Equally important, however, are the con-
fidential, behind-the-scenes estimates that the
CBO prepares for staff and Members while they
are in the process of developing legislation.

. The CBO provides estimates of policy impacts that

are related to the budget. In its analysis of recent
health insurance proposals, for example, it
included esumates of how the proposals would
affect coverage.”

. The CBO decides whether proposed policies should

be treated as part of the government and thus be
recorded on the budget for congressional purposes.’
This is a particularly important aspect of health
budgeting and was a key issue during debate
over President Clinton’s health proposals. In
that case, the CBO decided that the regulatory
requirements on the private sector were so tight

that much of the health care system ought to be
included in the budget.

The CBO recently released a report that outlines
how it Wﬂl approach this decision this time
around.® The key takeaway, as summarized in
Director Douglas W. Elmendorf’s blog, is that:

In CBO5 view, the key consideration is
whether a proposal would be making
health insurance an essentially govern-
mental program, tightly controlled by the
federal government with little choice
available to those who offer and buy
health insurance—or whether the system
would provide significant flexibility in
terms of the types, prices, and number of
private-sector sellers of insurance avail-
able to people. The former—a govern-
mental program—belongs in the federal
budget (including all premiums paid by
individuals and firms to private insurers),
but the latter—a largely private-sector
system—does not.

4. The CBO decides whether proposed legislation

would impose mandates on either state or local gov-
ernments or the private sector. Moreover, it esti-
mates how large those mandates are. Mandates
can sometimes be used to raise points of order
against proposed legislation.

. Upon request, the CBO often provides supplemental

information that goes beyond the scope of basic cost

This is not a criticism of the CBO, which is second to none in trying to make its work transparent. The challenge is the
nature of the work itself, which brings together complex economic issues and budget procedures.

The CBO has primary responsibility for most aspects of budget analysis, but the Joint Committee on Taxation (JCT) is
responsible for estimating the budget impacts of changes in tax laws. The JCT’s estimates are usually incorporated into
CBO cost estimates, so this distinction is often not important to the readers of cost estimates.

The Budget Committees are the official scorekeepers of the budget process. In principle, they can decide to use cost
estimates that differ from the scores prepared by the CBO. In practice, that is very rare, so CBO scores are usually the

official ones.

See, e.g., Congressional Budget Office, “Preliminary Analysis of Major Provisions Related to Health Insurance
Coverage Under the Affordable Health Choices Act,” June 15, 2009, at http://www.cbo.gov/ftpdocs/103xx/doc10310/

06-15-HealthChoicesAct.pdf (July 15, 2009).

The Office of Management and Budget decides how activities should be reported in the actual federal budget.

Congressional Budget Office, “The Budgetary Treatment of Proposals to Change the Nation’s Health Insurance System,”
May 27, 2009, at http://www.cbo.gov/ftpdocs/102xx/doc10243/05-27-HealthInsuranceProposals.pdf (July 15, 2009).

Congressional Budget Office, “Budgetary Treatment of Health Reform Proposals,” Director’s Blog, May 27, 2009, at

http://cboblog.cbo.gov/?p=280 (July 15, 2009).
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estimates. Such information can be very useful in
understanding the basis for and implications of
budget scores.

6. The CBO devotes substantial resources to studies
related to health policy and budget issues. The stud-
ies take many forms, including broad evalua-
tions of policy options, examinations of the
factors driving spending and coverage, and
empirical analyses of past policy changes.

The CBO does not make policy recommenda-
tions. Although the CBO provides many services to
Congress, it is categorically not its job to encourage
or discourage particular policy actions. The CBO’s
role is limited to ensuring that Congress has the best
possible information—on budget impacts and
related factors—to make policy decisions.

This distinction is occasionally overlooked.
Observers sometimes suggest, for example, that the
CBO opposes a particular policy just because it con-
cludes that the policy would have significant costs.
Similarly, policy advocates sometimes suggest that
the CBO should give favorable scores to policies
that they favor. Such views fundamentally mistake
the CBOS5 role, which is to provide unbiased cost
information so that Congress can evaluate whether
particular policies make sense.

The Basics of Budget Scoring

Scoring focuses on revenues and mandatory
spending. The budget debate about health care
focuses primarily on revenues and mandatory
spending, the two largest components of the budget.

Revenues are the money that the government
raises through taxes, most importantly those on pay-
rolls, individual incomes, and corporate profits. Rev-
enues are important in the health debate because of

the special tax treatment that some health spending
and insurance premiums receive, because tax credits
are one policy option to increase coverage, and
because increasing revenues may be one way to off-
set the budget costs of expanded coverage 8

Mandatory spending is any spending that occurs
outside the annual appropriations process. The
most important examples are the major entitlement
programs such as Medicare and Medicaid. CBO cost
estimates generally refer to mandatory spending as
“direct spending” because the legislation that autho-
rizes these programs also directly appropriates the
money to pay for them. Most proposals to expand
health coverage or reduce federal health spending
involve mandatory spending.9

Scores may also address discretionary spend-
ing, but they ignore interest. Although health
budget debates usually focus on revenues and man-
datory spending, there are two other types of spend-
ing: discretionary spending and interest on the
national debt.

Discretionary spending is handled through the
annual appropriations process. In general, this
means that two laws are required for the spending
to occur: one to authorize the spending and the sec-
ond to actually appropriate the money. Some health
reform proposals would provide new authorizations
for discretionary spending. As a result, some CBO
analyses will include estimates of the amount of
money that is authorized for such programs and the
amount that will be spent over time. These amounts
are not part of the official budget score, however,
because the legislation merely authorizes the spend-
ing; it does not actually cause it to happen. Actual
spending will occur only if it is so directed in a
future appropriations act.

8.

An occasional source of confusion is that refundable tax credits show up on both the revenue and mandatory spending
sides of the budget. The tax credits are treated as reducing revenues as long as they are used to offset a taxpayer’s tax
liability. However, the refundable portions—i.e., the portions that do not offset a tax liability—are reported as mandatory
spending.

Another source of confusion is that some payments to the government are treated as reductions in mandatory spending
rather than as revenues. Such “offsetting receipts” are particularly important for health insurance programs. In Medicare,
for example, such receipts (from premiums, state payments, and other sources) have offset about 15 percent of overall
spending in recent years. When discussing the costs of Medicare (or any program with substantial offsetting receipts), it is
therefore important to distinguish between total spending and net spending. In 2008, for example, Medicare spent a total
of $461 billion and collected $70 billion in offsetting receipts. Depending on the context, it may therefore be appropriate
to refer to Medicare in 2008 either as a $461 billion program or as a $391 billion program.
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Interest on the national debt is technically a form of
mandatory spending, but the congressional budget
process does not consider it when evaluating legis-
lation. Legislation might increase or decrease the
size of the debt, and thus increase or decrease the
amount of interest payments, but those changes fall
outside the official budget process.

Legislation can affect revenues and manda-
tory spending in various ways. When evaluating
proposed legislation, budget analysts try to track all
the ways that it might change revenues and manda-
tory spending. Some are obvious. An increase in
Medicare eligibility, for example, will increase
Medicare spending, and limiting the tax exclusion
for employer-sponsored health insurance will in-
crease revenue.

Other ways may be less obvious, with changes in
one program leading to higher or lower spending in
others. In addition, changes in spending programs
sometimes lead to changes in tax revenues and vice
versa. Such indirect effects are commonplace but
can often cause confusion for observers who have
focused only on what they expect to be the direct
effects of a policy change.

Typical examples of indirect effects include the
following:

e Expanding Medicare eligibility might reduce en-
rollment in Medicaid. The gross costs of in-
creased spending on Medicare might thus be
offset in part by reduced spending on Medicaid.

e Encouraging enrollment in the State Children’s
Health Insurance Program (SCHIP) might lead to
greater enrollment in Medicaid. The costs of
increased spending on SCHIP might thus be
amplified by increased spending on Medicaid.

e Subsidies for non-employer health insurance
might reduce enrollment in employer-sponsored
health insurance. The costs of increased spend-
ing on subsidies might thus be offset in part by
increased tax revenues.

That final linkage—the indirect connection
between revenues and health spending pro-
grams—is a frequent source of confusion in health
cost estimates. Revenues usually rise or fall
because of changes in the tax code. In health,
however, spending and regulatory policies that
affect private insurance can also have revenue
implications because employer-sponsored health
insurance is exempt from payroll taxes and indi-
vidual income taxes.

If a policy change would result in less spending
on employer-sponsored health insurance (e.g., by
reducing private costs or by reducing enrollment),
CBO predicts that employers would respond by
increasing salaries and wages. The amount of over-
all compensation would remain the same, but the
amount of taxable compensation would increase,
thus boosting tax revenues.

This effect can be large. The CBO’s preliminary
analysis of the first version of the Kennedy health
plan, for example, found that reductions in
employer-sponsored insurance, with a correspond-
ing increase in cash compensation, would increase
tax revenues by $257 billion over 10 years. New
spending in the bill totaled $1.3 trillion. Because of
the tax effect, however, the net budget cost of the
bill was reduced to $1 trillion. !t

Policy proposals are evaluated relative to a
baseline. To estimate the budget effects of proposed
legislation, the CBO compares spending under the
legislation to a baseline estimate of what would hap-
pen without the legislation. In preparing those base-
lines, the CBO takes account of existing law, trends
in enrollment, known cost drivers, and a host of
other factors. Baselines can cause confusion in at
least two ways.

Baselines sometimes have features that can be unrea-
sonable in practice. For example, Congress enacted
the sustainable growth rate (SGR) formula in 1997.
Under this formula, physician fees in Medicare Part
B were to be adjusted each year to maintain a Part B

10. Ignoring interest makes the budget process simpler, but it can also undermine its accuracy. See Donald B. Marron,
“Measuring and Managing Federal Financial Risk: A View from the Hill,” National Bureau of Economic Research, July
9, 2008, at http://www.nber.org/chapters/c9241.pdf (July 15, 2009).

11. See Congressional Budget Office, “Preliminary Analysis of Major Provisions Related to Health Insurance Coverage Under

the Affordable Health Choices Act.”
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budget target. Given the high trend of spending, the
CBO Medicare baseline assumes that the mecha-
nism will lead to large reductions in physician pay-
ment rates, even though Congress has overridden
those reductions in most recent years.

The CBO baseline assumption makes sense as a
matter of budgeting, since it forces Congress to
grapple with the budget implications of changing
the SGR each year, but it also has the unfortunate
side effect of creating a budget baseline that may dif-
fer from a reasonable expectation of future policy.

Baselines include projections about how the practice
and financing of medicine will change in coming years.
Projecting the effect of underlying trends in medi-
cine can have significant effects on the potential
budget impact of proposed policy changes. For
example, suppose a new treatment is developed that
would reduce the costs of Medicare treatments by
$10 billion per year.

Some policymakers might expect that they could
get credit for budget savings of $10 billion per year
if legislation includes a provision requiring the use
of that technique, but that logic is not correct from
the CBO perspective. The potential budget savings
depend on how often the new technique would be
used, relative to what would happen without the
legislation. If the CBO expects that all providers
would adopt the technique on their own—and so
includes the procedure in developing the base-
line—then it would not give the proposed legisla-
tion any credit for potential budget savings.

Key Issues in Scoring Health Proposals

Behavioral responses are important. When the
CBO projects the impact of policy changes, it tries
to predict how consumers, workers, providers,
employers, state governments, and insurers would
respond to those changes.!? These behavioral
responses can take many forms. For example:

e How would physicians, nurses, and other pro-
viders respond to changes in payment rates?
Would they provide more or fewer services?

e How would employers respond to changes in the
tax treatment of employer-provided health insur-
ance? Would they provide more or less coverage?

e How would individuals respond to the creation
of a public health insurance plan? How many
individuals would sign up?

e How would consumers respond to changes in
Medicare copayments, deductibles, or premi-
ums? Would their health spending rise or fall?

There is often vigorous debate among analysts
about the appropriate answers to such questions.
Lacking professional consensus, the CBO often has to
make difficult choices among competing, plausible
views. It does this by synthesizing the various points
of view—reviewing the literature, talking to experts,
and, in some cases, doing internal research—and then
trying to find a reasonable middle ground.!?

Changing health habits and medical practices
doesn’t necessarily reduce costs. In recent years,
lawmakers have often considered policies that
would change health habits or the practice of med-
icine. These proposals come in many flavors—e.g.,
increased use of information technology, greater
reliance on preventive care, employing disease
management techniques, and comparative effective-
ness—but share a common goal: improving care
and reducing costs.'?

Regrettably, there are many reasons why these
policies may not reduce federal spending as much
as proponents expect, if at all:

e Empirical studies often find that such changes lead to
improved health, not lower costs.'> For example,
the costs of screening a large number of people
for a particular ailment may offset the cost sav-
ings of identifying the ailment early in a few

12. Critics sometimes claim that the CBO and JCT use “static” scoring methods that ignore such behavioral responses. That is
not correct. Cost estimates may not be completely “dynamic” (e.g., they assume that policies have no effect on the overall
size of the economy), but they do frequently account for behavioral responses.

13. For information about how the CBO estimates the responses for particular policy changes, see Congressional Budget
Office, “Key Issues in Analyzing Health Insurance Proposals,” December 2008, at http://www.cbo.gov/doc.cfm?index=9924

(July 15, 2009).

14. This discussion draws on Congressional Budget Office, “Key Issues in Analyzing Health Insurance Proposals,” p. xxi.
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patients. This does not mean that screening is
necessarily bad; it just means that it would not
save money.

e Some health improvements might increase federal
spending. For example, improving the health
of people who are 55 to 64 years old might
increase Medicare and Social Security spending
since more of them would live long enough to
become beneficiaries.

e New practices may not produce widespread benefits.
Proponents often emphasize studies that show
the best possible outcome, but the CBO has to
consider how changes in medical practice would
be implemented on a broad scale across the
health care industry. A practice that improves
efficiency in a tightly integrated system, for
example, may be ineffective in the fragmented
world of individual doctor’s offices.

e Some changes in practice will not reduce spending
unless they are coupled with changed incentives.
Improving the quality of information that doc-
tors have about treatments, for example, may
have relatively little effect unless they have incen-
tives (financial or otherwise) to act upon it.

Having reviewed many proposals in recent years,
the CBO recently concluded:

Some of these initiatives could improve indi-
viduals’ health or enhance the quality of the
care that they receive, but it is not clear that
they also would reduce overall health spend-
ing or federal costs. In its analysis of such ini-
tiatives, CBO considers the available studies
that have been done to assess particular
approaches. In many cases, those studies do
not support claims of reductions in health
care spending or budgetary savings. '

Policy impacts depend on payment rules.
Another reason that changes in medical practice may
not reduce federal spending as much as proponents

expect is that spending is often controlled by formu-
las that determine provider payments and benefi-
ciary premiums. These formulas sometimes offset or
eliminate any federal savings that might result from
changes in medical practices. For example:

e Some provider payment rates are set by statutory
formulas. If a policy intervention reduces costs
for these providers but does not reduce the pay-
ment formula, government spending will not
decline (and might actually increase if the lower
costs would induce providers to perform more
services). To get budget savings, policymakers
would also have to change formulas to lower
the payment rates, which might be politically
challenging.

e Spending on physician services in Medicare is con-
trolled (at least in principle) by the sustainable
growth rate mechanism. If a policy intervention
would reduce physician spending in a particular
year, the SGR implies that spending may be
higher in later years since the SGR is targeting a
cumulative spending target. To get persistent
budget savings, policymakers may thus need to
change the SGR.

e Beneficiary premiums in Medicare depend on the pro-
jected cost of Medicare services. If a policy interven-
tion would reduce Medicare costs, some of the
resulting cost savings would therefore go to ben-
eficiaries as lower premiums rather than to the
government as lower spending. To capture all the
potential cost savings, policymakers would have
to change the way that premiums are determined.

Budget scoring rules prohibit certain impacts
from being scored. The CBO must follow certain
rules in evaluating the budget impacts of legislative
proposals. These rules were originally established in
the conference report on the Balanced Budget Act of
1997. The two Budget Committees, the CBO, and
the Office of Management and Budget are jointly

15. Louise B. Russell, “Preventing Chronic Disease: An Important Investment, But Don’t Count on Cost Savings,” Health
Affairs, Vol. 28, No. 1 (January/February 2009), pp. 41-45, at http://content.healthaffairs.org/cgi/content/short/28/1/42
(July 15, 2009); for a partial rebuttal, see Ron Z. Goetzel, “Do Prevention or Treatment Services Save Money? The Wrong
Debate,” Health Affairs, Vol. 28, No. 1 (January/February 2009), at http://content.healthaffairs.org/cgi/content/abstract/28/1/37

(July 15, 2009).

16. Congressional Budget Office, “Key Issues in Analyzing Health Insurance Proposals.”
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responsible for enforcing these rules, and any
change in the rules requires the agreement of all
four of them.

Among other things, those scorekeeping rules
prohibit the CBO from giving credit for certain
types of budgetary savings. If proposed legislation
would give an agency more money to combat
wasteful spending, for example, the CBO would
take into account the cost of the additional spend-
ing but would not take into account any of the
potential spending reductions. The CBO would
include any savings that would come from new
authorities or powers, but it could not include any
potential savings that would arise merely by spend-
ing more money. Similarly, if new discretionary
spending (e.g., on preventive care) might lead to
reductions in mandatory spending (e.g., in Medic-
aid), the CBO cannot give the appropriations bill
any scoring credit for such potential reductions.

These rules can obviously create situations in
which cost-saving policy changes do not get scoring
credit for potential savings. However, Congress
established these rules for a larger purpose: to
“avoid situations where hoped-for, but quite uncer-
tain, savings are used to offset near-term, certain
spending increases or revenue decreases.”’

Interpreting Budget Scores

Commentators often summarize CBO cost esti-
mates as a single number: the net budget impact
over the 10-year “budget window.”'® That short-
hand is understandable because the 10-year costs
often play an important role in the congressional
budget process and are typically the focus of cost
estimates.

But a single figure frequently conceals more than
it reveals. To truly understand the CBO'’s budget
scores, it is essential to look behind the headline fig-
ures to the details: the scores for individual pro-
grams and the scores for individual years.

Gross vs. net over the budget window. One
way to unpack CBO cost estimates is to distinguish
between provisions that worsen the budget situa-
tion (i.e., increase spending or decrease revenues)
and those that improve the budget situation. The
headline cost estimate reports the net of these
impacts, but the ultimate policy implications usu-
ally depend on the underlying gross impacts.

The CBOS analysis of the initial Kennedy bill, as
noted, found a net budget cost of $1 trillion over 10
years, but it actually showed that the policy would
spend about $1.3 trillion to expand coverage and
would raise about $257 billion in higher tax reve-
nues as an offset. In that case, the gross figures—
which show the impact on spending and on reve-
nues separately—provide a much richer description
of the policy change than is provided by the net fig-
ure alone.

Gross vs. net for specific provisions. A similar
type of unpacking can be useful for individual pro-
visions whose impacts may differ across years. The
recent economic stimulus bill, for example,
included provisions that were intended to encour-
age physicians to adopt health information tech-
nology (IT). The headline cost estimate for this
provision was a net budget cost of $21 billion over
10 years. As a result, the media often reported that
the Administration was spending $21 billion to
encourage health IT.

In reality, however, the relevant provision would
actually spend at least $36 billion through 2015
in promoting health IT, although that cost was
expected to be offset in later years from savings gen-
erated by penalties on non-adopters as well as
expected cost savings.

Limitations of 10-year budget windows. Esti-
mating the cost of a proposed program over 10
years, as the CBO typically does under its rules, pro-
vides a cost projection for those years, but not for
any subsequent years in the life of the program.

17. Congressional Budget Office, “Scorekeeping Rules and the Congressional Budget Process,” Director’s Blog, June 9, 2009,

at http://cboblog.cbo.gov/?p=288 (July 15, 2009).

18. To be precise, the budget window usually covers 11 years—the current budget year plus the 10-year budget period

beyond it.

19. Congressional Budget Office, “Cost Estimate for H.R. 1, American Recovery and Reinvestment Act of 2009,” February 13,
2009, at http://www.cbo.gov/doc.cfm?index=9989 (July 15, 2009).
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Moreover, a 10-year total does not of itself indicate
the pattern of costs during those years.

Thus, users of cost estimates should examine the
time pattern of potential impacts within the budget
window and, if possible, beyond.

e Some budget impacts may not show up inside the
window. One reason is that policy changes can
have impacts that stretch over multiple decades.
In those cases, 10-year budget windows provide
an incomplete perspective on their true budget
impacts. That problem is particularly severe if
the budget costs and benefits of policies appear
at different times.

1. Some programs may not get credit for benefits
that occur outside the budget window. For
example, policies that would reduce smoking
or obesity in the next few years may have
benefits that do not show up for decades.

2. Some programs may not be charged for costs
that occur outside the budget window. For ex-
ample, the second version of the Kennedy
health bill includes a provision that creates a
new form of long-term care insurance. The
premiums for the insurance increase faster
than the payments in initial years, so the pro-
gram scores as a budget saver over the 10-
year window. In later years, however, the pro-
vision may persistently increase the deficit.?

e Ten-year costs depend on when the program starts
and how fast it increases. There is a natural ten-
dency to hear an aggregate 10-year cost estimate
and divide that amount by 10 to get a sense of
how much the annual budget impact will be.
That approach works only if the program comes
into existence fully fledged in the first year and if
cost impacts do not change too much in subse-
quent years.

In practice, however, legislation often allows sev-
eral years to set up a program, and the program
is phased in only after that period. With health
care, costs can increase very rapidly from year to
year, so the average cost for the first 10 years
may be much lower than later annual costs.

The Medicare Modernization Act of 2003,
which created the Medicare Part D prescription
drug benefit, is an excellent example of this.
Chart 1 illustrates the year-by-year estimates

that the CBO prepared for the conference report
on the bill.

Part D Spending Was Phased In,
Then Grew Quickly

Annual Spending on Medicare Part D,
in Billions of Dollars
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Source: Congressional Budget Office,"Cost Estimate for HR. I, the
Medicare Prescription Drug, Improvement, and Modernization Act of

2003," November 20, 2003, at http://www.cbo.gov/ftpdocs/48xx/doc4808/
| 1-20-MedicareLetterpdf (July 14,2009).

Chart | * B2298 & heritage.org

Total spending on the new drug benefit was esti-
mated by CBO at about $400 billion over the 10-
year budget window. However, this did not mean
that the program would cost anything like $40
billion per year into the future. The program
would not even be fully phased in until the fourth
year of the forecast period, and costs were pro-
jected to keep rising rapidly in subsequent years.

20. Donald Marron, “CLASS Act Fails the Offset Test,” July 7, 2009, at http://dmarron.com/2009/07/07/class-actfails-the-offset-test.
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As a result, the cost was actually projected at $73
billion in 2013, the final year of the 10-year bud-
get window reported by the CBO, after which it
would keep increasing, bringing costs in the sec-
ond decade alone to well above $1 trillion.

Even fully offsetting spending can worsen the
budget situation. Policymakers have pledged (much
to their credit) to pay for any new health reform
enacted this year. As the foregoing discussion indi-
cates, however, it is not always straightforward to
determine what exactly that means.

Under the usual conventions of budget dis-
course, “paying for health care reform” can mean
merely that the 10-year budget score must net to
zero: Any spending increases on expanded insur-
ance coverage must be offset by spending reduc-
tions or revenue increases elsewhere.

That requirement is certainly necessary for bud-
get neutrality, but it is not sufficient. Policymakers
and commentators must also take account of the
trajectory of spending.

Peter Orszag, director of the Office of Manage-
ment and Budget, recently recognized this issue and
suggested that an additional requirement should be
that the net budget im]i)act be zero in the final year
of the budget window.?! That is certainly a step in
the right direction, since it makes it less likely that a
program could be experiencing an accelerating def-
icit at the end of the budget window. But it is not
sufficient, by itself, to ensure that new health spend-
ing is really paid for over the long run.

The major challenge with new health spending is
that it is likely to grow as fast as health spending
overall. History suggests that health spending grows
faster than most other components of the budget,
making it very difficult to identify offsets that will
keep up with it over time. The obvious exception, of
course, is offsets that are also driven by health
spending: e.g., reductions in specific kinds of health
spending or reductions in the value of the tax exclu-
sion for employer-sponsored health insurance.

Yet, even if policymakers do identify spending
reductions and revenue increases that would offset
the long-run costs of health reform, there is still one
more challenge: Using those offsets now may make
the nation’s long-run budget situation more diffi-
cult. The reason is that any offsets used to pay for
health reform cannot be used in the future to
address the long-run budget imbalance in our exist-
ing fiscal situation. As a result, health reform that is
fully paid for today may still make it more difficult
to get the budget under control in the future.

Supplementary Information

Both the Congressional Budget Office and its
congressional clients are well aware of the challenges
that may arise in understanding budget estimates.
As a result, the CBO often provides additional
information about the basis for its estimates and
about impacts that fall outside the conventional
scores. This usually happens in response to ques-
tions from lawmakers and their staffs. Some recent
examples include:

e Estimates of policy impacts that are relevant
to the budget score. In its estimates of recent
health care legislation, for example, the CBO
reported not only budget impacts, but also esti-
mates of how insurance coverage would change.

e More detail about the factors underlying an
estimate. When the CBO released its estimate of
the first version of the Kennedy health bill, for
example, it received many questions about the
changes in employer coverage. CBO Director
Elmendorf responded bzy providing additional
information on his blog.*?

e Impacts beyond the budget window. When the
CBO examined immigration reform proposals in
2000, for example, the 10-year score did not
reflect the long-run budget impacts of an
increased immigrant population. In response to
requests, the CBO prepared additional estimates
of the budget impacts assuming that the effects of
the proposals were fully phased in.?>

21. Peter Orszag, “CBO Points the Way,” Office of Management and Budget Blog, June 17, 2009, at http://www.whitehouse.gov/

omb/blog/09/06/17/CBOPointstheWay (July 15, 2009).

22. Congressional Budget Office, “How the HELP Committee’s Draft Legislation Would Affect Employer-Sponsored
Insurance,” Director’s Blog, June 16, 2009, at http://cboblog.cbo.gov/?p=297 (July 15, 2009).
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e Interest payments. As usual, the CBO% cost
estimate for the recent economic stimulus bill
did not include any effects on interest payments.
In response to a request, however, the CBO esti-
mated how much interest payments would
increase over the budget window.?*

e Macroeconomic impacts. As usual, the CBO%
cost estimate for the recent stimulus bill did not
account for potential impacts on the size of the
economy. In response to a request, however, the
CBO estimated how large such “dynamic” effects
might be.?

Conclusion

CBO cost estimates will play a central role in the
ongoing debate about health policy. This is appro-
priate, given the potential cost of some proposals
and the overwhelming budget challenges that we face.

It is important to remember, however, that the
cost estimates cannot speak for themselves. There is
a natural tendency to focus solely on the bottom
line—estimated costs added up over the next 10

years—but by itself, a cumulative 10-year cost says
little about the merits of particular health policies.
One can easily imagine good policies and bad poli-
cies that have the same 10-year cost.

Nor do cumulative cost figures say much about
the long-run budget impacts of particular policies.
Those depend on the long-run trajectory of costs
and potential offsets, not just on the impacts in the
first 10 years.

To get a handle on those critical issues, policy-
makers, analysts, and journalists need to dig into
the cost estimates, examine their details, under-
stand the limitations of the congressional scoring
process, and make good use of all the additional
information that the CBO can and does provide.

—Donald B. Marron served as deputy director of
the Congressional Budget Office from October 2005 to
August 2007, including more than a year as acting
director; and later served as a member of the Council of
Economic Advisers. He now consults on economic, finan-
cial, and budget matters and writes the blog dmarron.com.

23. Congressional Budget Office, “Additional Information on the Estimated Budgetary and Economic Effects of S. 2611,”
May 16, 2006, at http://www.cbo.gov/ftpdocs/72xx/doc7208/s2611.pdf (July 15, 2009).

24. Congressional Budget Office, “Estimated Costs of Additional Debt Service That Would Result from Enacting H.R. 1,
the American Recovery and Reinvestment Act of 2009,” January 27, 2009, at http://www.cbo.gov/ftpdocs/99xx/doc9970/

1-27-RyanLetter-09stimulus.pdf (July 15, 2009).

25. Congressional Budget Office, “Estimated Macroeconomic Impacts of the American Recovery and Reinvestment Act of
2009,” letter to Senator Charles E. Grassley, March 2, 2009, at http://www.cbo.gov/doc.cfm?index=10008 (July 15, 2009).
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