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Options to Expand Federal Health,
Retirement, and Education Activities

costs of undertaking new federal initiatives or
xpanding the scope of current programs. They

also review existing spending and revenue options.
With the recent dramatic change in the fiscal outlook
—from projections of persistent deficits to ones of
large and growing surpluses—policymakers are now
considering more ambitious initiatives than they may
have in the past. Some of the proposals that have been
widely discussed would greatly expand federal activi-
ties, affecting millions of people and costinlljbns of
dollars. Other proposals, though more modest, could
also have a significant impact on the economy and
society in general.

Eery year, policymakers weigh the benefits and

This memorandum analyzes some general themes
for expanding the scope of federal activities that have
received considerable public attention in recent
months. Those themes include:

o0 Expanding Medicare benefits while ensuring the
long-term financial health of the program;

0 Raisingtheincomes of the elderly and preserving
Social Security for future generations;

0 Increasing the number of people who have health
insurance coverage;

o Improving the financing of long-term care ser-
vices for the elderly; and

0 Expanding federal support for education at all

levels, from preschool through college.

The discussion in this memorandum is intended
to provide a broad perspective on several issues, in-
cluding the nature of the policy problem, the extent of
current federal programs, and the approaches that
have been proposed to expand federal funding or in-
volvement. Because the number of specific options
that have been proposed is large, the memorandum
does notreflect a comprehensive set of proposals. Nor
does it provide detailed cost estimates; instead, it dis-
cusses the principles and major factors that would in-
fluence the costs of any specific proposal.

The inclusion or exclusion of a particular pro-
posal does not imply an endorsement or rejection of
that proposal by the Congressional Budget Office. As
a nonpartisan Congressional staff agency, CBO does
not make policy recommendations.

Medicare

Medicare, which is the second largest entitlement pro-
gram after Social Security, provides health insurance
coverage to people who are aged or disabled. In 2000,
the federal government will spend about $220 billion
to finance the health care of 39 million beneficiaries.
Medicare spending has grown dramatically since the
program began more than three decades ago, and that
growth has been of increasing concern to policy-
makers. Between 1975 and 1995, Medicare spending
grew faster than the economy, rising from 1.1 percent
of gross domestic product (GDP) to 2.6 percent.
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Following years of rapid growth, spending for
Medicare has slowed considerably in the past few
years. Indeed, spending was actually lower in fiscal
year 1999 than in 1998. Likely reasons for the slow-
down include the cost-reducing provisions of the Bal-
anced Budget Act of 1997 and the reactions of provid-
ers to enhanced federal efforts to combat billing errors
and fraud. Although the slowdown is a temporary
phenomenon, projected baseline spending (net of pre-
mium receipts) for Medicare in fiscal year 2000 is
now $8 billion, or nearly 4 percent, below the levels
that CBO projected as recently as last summer.

The good fiscal news has not been limited to
Medicare. According to current projections, the fed-
eral budget will have a surplus in each year of the 10-
year budget window. If discretionary spending in-
creases at the rate of inflation, the on-budget sur-
pluses, which exclude Social Security and the Postal
Service, are projected to total more than $800 billion
over the 2001-2010 period.

Those fiscal developments have led to a greater
focus on proposals to expand Medicare benefits, par-
ticularly to add coverage for outpatient prescription
drugs and limit out-of-pocket expenses for beneficia-
ries. Medicare beneficiaries often incur substantial
costs for prescription drugs, and many of them have
little or no insurance protecti. Moreover, unlike
typical private insurance plans, Medicare does not cap
beneficiaries’ cost-sharing liabilities, leaving them
without financial protection against high costs for ser-
vices that the program covers.

Last year, the Bipartisan Commission on the Fu-
ture of Medicare considered a number of ways to ad-
dress those two deficiencies, although it reached no
agreement on recommendations. The President has
proposed a new prescription drug benefit for Medi-
care, as have several Members of Congress. Others
have developed alternative proposals to have the pro-
gram provide a more comprehensive set of benefits.

Concerns have been raised, however, that pro-
posals to expand Medicare benefits could exacerbate
the program’s long-term financing problem. The lead-
ing edge of the baby-boom population will become
eligible for Medicare in 2011, and program costs are
certain to increase rapidly thereafter under current
law. Demand for Medicare services will grow dramat-

ically over the next few decades, while the number of
people in the labor force will grow much more slowly.
Between 2000 and 2030, for example, the number of
Medicare beneficiaries will almost double, compared
with an expected increase of about 13 percent in the
number of workers paying payroll taxes. For that rea-
son, some fundamental reform of Medicare’s financing
may be necessary whether benefits are expanded or
not. One such reform is the premium-support pro-
posal that members of the Bipartisan Commission de-
veloped last year.

Expanding Benefits

Compared with the typical health insurance plan of-
fered by employers, Medicare’s benefit package is lim-
ited in important ways. The program covers basic
services—hospital stays, postacute care, physicians’
services, and other outpatient care—but it does not
cover other services that are important in the treatment
of disease. Perhaps the most notable omission is cov-
erage for outpatient prescription drugs, which repre-
sent a significant expense for many beneficiaries. In
1996, spending on prescription drugs accounted for
over 10 percent of the cost of health services for non-
institutionalized Medicare beneficiaries. Almost half
of that cost of approximately $25 billion was paid for
out of pocket rather than through some type of insur-
ance coverage.

Beneficiaries are potentially liable for significant
costs even for the services covered by Medicare. For
example, beneficiaries must pay a deductible equal to
$776 in 2000 for an inpatient hospital stay, and hospi-
tal stays of more than 60 days require a substantial
copayment. Care in skilled nursing facilities is also
subject to substantial copayments after the first 20
days. Most outpatient services are subject to a $100
annual deductible, after which the patient is responsi-
ble for 20 percent of covered expenses (plus any addi-
tional amount that the physician is allowed to charge).

In part because Medicare leaves beneficiaries at
risk for very large out-of-pocket costs, most benefici-
aries seek some kind of supplementary coverage
through employment-sponsored retiree health plans,
private medigap plans, health maintenance organiza-
tions (HMOs), or Medicaid (for those whose income
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and assets are low enough to qualify). But such a
patchwork arrangement generates a number of prob-
lems. First, it leaves unprotected a group of people
who do not qualify for Medicaid or coverage under a
retiree health plan and who cannot afford a private
supplement. Second, the coverage available from pri-
vate supplements is eroding. The share of employers
offering health coverage to their retirees has been de-
clining in recent years, and the supplementary benefits
offered by HMOs are also being cut back in response
to lower payment rates from Medicare. Further, be-
cause most medigap plans do not offer coverage for
drugs, those that do so experience adverse selection
(attracting enrollees who are more costly than aver-
age), resulting in such high premiums that few medi-
gap enrollees purchase those plans. Third, the costs of
administering insurance supplements are high because
of the need to market to individuals and to coordinate
benefit payments with Medicare.

Making Medicare’s coverage more comprehen-
sive would reduce or eliminate the need for private
insurance supplements, but it would also mean that
some of the costs now paid by beneficiaries, their em-
ployers, or state Medicaid agencies would be paid by
Medicare. Expanding Medicare's benefits would also
probably slow the shift of enrollment from Medicare’s
fee-for-service sector to risk-based Medicare+Choice
plans because those plans are currently one low-cost
way in which enrollees can supplement Medicare’s
coverage. It might also accelerate the decline in
employer-sponsored retiree health benefits.

Covering Prescription Drugs The President has
proposed adding a drug benefit to Medicare. In the
proposal first presented last summer (and included in
the President’s fiscal year 2001 budget), the benefit
would be offered under a new Medicare program—
Part D. The new program would pay 50 percent of
enrollees’ total drug costs, up to a maximum annual
benefit that would eventually reach $2,500. People
enrolling in Part D would pay a premium that would
be set to cover half of Medicare’s cost for the new
benefit.

The value of the Part D benefit would depend on
how much an enrollee spent on prescription drugs.
For example, someone whose total drug spending was
$5,000 when the program was fully phased in would
pay $2,500, and the program would pay the remain-

der. Enrollees whose total drug spending exceeded
$5,000 would pay all of the costs above that amount.
CBO estimates that the President’s prescription drug
proposal would add about $8 billion to Medicare’s net
costs in 2003, its initial year of operation. Annual
costs of the drug proposal would increase to $30 bil-
lion in fiscal year 2010.

Because benefits would be paid from the first
dollar of an enrollee’s spending on drugs, the Presi-
dent’s proposal would provide some benefit to nearly
85 percent of Medicare beneficiaries if all of them
chose to enroll. However, because benefits paid to
any given enrollee would be capped, Part D would
leave those with the largest drug expenditures—about
20 percent of enrollees—unprotected once they spent
$5,000. Although the cap on benefits would enable
Medicare to better control costs for Part D, it would
also limit the protection enrollees would have from
large out-of-pocket costs.

Part D enrollees could be offered better insurance
protection, but that would impose greater financial
risks for Medicare. One option would provide fewer
benefits to enrollees whose drug costs were low and
greater protection to those whose costs were high. For
example, a deductible could be required for enrollees’
drug costs, but the benefit cap could also be eliminated
so that Part D would pay 50 percent of all drug costs
above the deductible. The deductible would have to be
quite large, however, for that option to have federal
costs that were no greater than those of the President’s
proposal.

A 50 percent coinsurance rate would give en-
rollees in Part D a strong incentive to be price-con-
scious. Other, more generous options could weaken
that sensitivity to drug prices, which might loosen
whatever pricing restraints drug manufacturers now
face; if so, that could substantially increase federal
costs for the new benefit. An example of such an op-
tion would be one that eliminated any further cost
sharing for enrollees who spent more than a specific
amount during the year.

Although competition among manufacturers
might hold down prices for drugs that have generic
equivalents or therapeutic substitutes, many new and
unique drugs are patented and are protected from such
competition. The price of those drugs could rise
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sharply if Medicare offered an unrestricted drug bene-
fit. Inthat case, new mechanisms might ultimately be
needed to control program costs. Such mechanisms
might include giving administrators the power to deny
coverage of some new drugs if they were too expen-
sive or limiting the prices that drug manufacturers ini-
tially charge for new drugs.

Capping Cost-Sharing Requirements Medicare
provides substantial protection for millions of benefi-
ciaries against the cost of health care services. Butthe
insurance protection Medicare now provides against
high out-of-pocket costs could be significantly im-
proved if its cost-sharing requirements for currently
covered services were limited to a maximum annual
amount for each enrollee. Such stop-loss protection is
typical in private insurance plans.

Adding stop-loss protection would increase
Medicare’s costs unless other aspects of the program
were modified. For example, if enrollees’ cost-sharing
expenses were capped at $2,000 in 2001 with no other
changes in current law, Medicare’s net costs for the
year would be about 6 percent higher. One option to
limit costs would be to increase the cost-sharing re-
guirements that Medicare beneficiaries would pay un-
til they met an annual cap on those expenses. Com-
bining the new stop-loss protection with cost-sharing
requirements that include a single $800 deductible and
a uniform coinsurance rate of 20 percent of amounts
above the deductible, for instance, would lower Medi-
care spending by about 1 percent in 200hat alter-
native might be unpopular, though, because 70 percent
of all beneficiaries would face somewhat higher cost-
sharing expenses whereas only 10 percent would have
their cost-sharing expenses fall because of the stop-
loss protection.

Long-Term Reform
A booming economy and the prospect of large federal

budget surpluses, in part because of the recent slow-
down in Medicare spending, have given policymakers

1. See option 570-13-A, "Simplify and Limit Medicare's Cost-Sharing
Requirements," in Congressional Budget OffiBeidget Options
(March 2000), p. 228.

confidence that the program will be adequately fi-
nanced over the next decade. But over the long term,
Medicare spending will grow much faster than the rest
of the economy.

Medicare costs will increase dramatically after
2010, when the first of the baby boomers reach age
65. The number of beneficiaries will double by 2030,
and the growth rate of costs per beneficiary withessed
in the past may well accelerate with the aging of the
Medicare population and continuing improvements in
medical practice and technology.

If a balance between spending pressures and rev-
enues is to be maintained in the long term, policy ac-
tions must be taken. Those actions might include op-
tions to increase premium revenues, change eligibility
conditions to reduce the number of beneficiaries, or
reduce costs per beneficiary.

The most direct way to maintain the balance be-
tween Medicare spending and federal revenues would
be to move from the current defined benefit program,
which mandates a broad set of benefits and provides
unlimited federal contributions, to a defined contribu-
tion approach. Such a plan would limit the federal
contribution to Medicare, allowing that contribution to
grow at some rate that could be sustained in the long
run (such as the growth rate of the overall economy).
If the total cost of Medicare-covered services grew
faster than the federal contribution, those additional
costs would be borne by beneficiaries rather than by
taxpayers.

Since beneficiaries typically are not working and
have limited income, a defined contribution approach
would sharply limit the financing available for health
care. Unless other program changes were instituted
thatincreased the efficiency of Medicare providers and
thus slowed the growth in costs, some beneficiaries
could ultimately have difficulty paying for basic Medi-
care services under such an approach.

An alternative to a defined contribution plan
would be to shift some risk to beneficiaries while in-
troducing mechanisms that would encourage more
price competition among plans and providers. A
premium-support mechanism, like the one developed
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by members of the Bipartisan Commission on the Fu-
ture of Medicare, is one example. Important elements
of such a plan for Medicare would include:

o0 Multiple plans in each geographic area, each of-
fering at least the basic Medicare benefit pack-
age. All plans would compete for enroliment on
the basis of price, quality, and (perhaps) benefits
beyond the basic package.

o0 A contribution by Medicare to each enrollee's
plan premium. The contribution could be set at
or somewhat below the premium for the lowest-
cost plan in each geographic area, or at some
average of the premiums of the low-cost plans.

Under this approach, beneficiaries would be able
to enroll in at least one plan for which they would pay
no more than a modest premium. Because beneficia-
ries would pay the full additional premium of a more
expensive plan, they would have a financial incentive
to seek out low-cost plans. Competition among plans
for enrolliment would help induce plans to provide ade-
guate service at the lowest cost possible. If Medi-
care’s current fee-for-service plan was to continue, it
would have to compete for enrollment on the same
basis as private plans; otherwise, enrollees’ incentive
to seek out low-cost plans would be diluted.

How effective the premium-support approach
would be in reducing growth in Medicare costs over
the long term is uncertain. For one thing, the ap-
proach could not be implemented in areas where the
Medicare population was too small to support multiple
plans. In such areas, the traditional fee-for-service
plan might have to be retained, and reforms to make
that plan more efficient would also be important.
Even in areas populous enough to support competing
plans, extensive regulatory oversight would probably
be necessary to ensure that plans were competing
fairly, that enrollees were well informed, and that ac-
cess and quality of care were maintained. Finally, itis
unclear whether managed competition causes only a
one-time reduction in cost for each enrollee who
moves from fee-for-service care to a more efficient
managed care plan or whether it can also slow cost
growth once all beneficiaries who will switch to man-
aged care have done so.

Social Security

This year, the Social Security program will pay about
$400 billion in benefits to about 45 million retired and
disabled workers, their families, and their survivors.
Nearly all workers and their employers now pay So-
cial Security payroll taxes, and most people over age
65 (as well as many younger people) receive monthly
benefits from the program. This section presents basic
information about the Social Security program and its
financial outlook. It also examines several approaches
the Congress could take in the near term to increase
the income of the elderly. Any approach taken in the
short term that increased the federal government’s to-
tal financial commitments, however, could make the
long-term budget problem more difficult to fix. This
section concludes with a brief review of the proposals
being discussed for funding Social Security over the
long term.

The Social Security
Budget Story in Brief

Social Security is, by far, the federal government’s
largest program, playing a critical role in supporting
the standard of living of its beneficiaries. In recent
years, people age 65 or older received about 40 per-
cent of their cash income from Social Security. El-
derly people whose cash income was relatively low
were particularly reliant on Social Security. Families
who had at least one member collecting Social Secu-
rity benefits and who were in the lowest income
quintile of elderly families received almost 90 percent
of their income from Social Security, compared with
only 25 percent for those in the highest income
quintile.

Short-Term Budget Outlook. Spending for Social
Security has been growing at roughly the same pace as
the overall economy in recent years and will continue
to do so throughout the next decade. The share of the
economy devoted to Social Security has been between
4 percent and 5 percent of gross domestic product for
the past quarter of a century and is expected to remain
below 5 percent until 2013, according to the Social
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Security Administratio. Meanwhile, revenues from
Social Security payroll taxes have increased rapidly as
the economy booms. The Congressional Budget Of-
fice projects that Social Security revenues will exceed
program outlays by between $150 billion and $300
billion in each of the next 10 yea¥s.

Long-Term Budget Problem Once large numbers
of the baby-boom generation begin receiving benefits,
spending on Social Security (as well as on other pro-
grams for the elderly) will consume an increasing
share of national income. The Social Security pro-
gram'’s trustees project that under the current benefit
structure, total spending will rise to almost 7 percent
of GDP in 2030.

The expected increase in Social Security spend-
ing as a share of GDP results from the aging of the
population born during the 1946-1964 baby boom. As
that cohort retires and becomes eligible for Social Se-
curity benefits (starting in 2008), the ratio of benefi-
ciaries to workers is expected to surge. By 2030,
there will be 48 beneficiaries per 100 workers covered
by Social Security, compared with only 30 today, ac-
cording to estimates from the Social Security Adminis-
tration. The number of beneficiaries is expected to
increase somewhat faster than the number of workers
thereafter, as life spans continue to lengthen.

Much attention has been focused on the outlook
for the Social Security trust funds. Last year, Social
Security tax revenues, together with interest and other

2. 1999 Annual Report of the Board of Trustees of the Federal Old-
Age and Survivors and Disability Insurance Trust FugMarch 30,
1999), p.187, andunpublished tables from www.sgav, based on
the trustees’ intermediate assumptions.

3.  Congressional Budget Officdhe Budget and Economic Outlook:
Fiscal Years 2001-201@anuary 2000), p. 23. Over 85 percent of
the revenues credited to the Social Security trust funds are from pay-
roll taxes levied on workers and their employers. Most of the rest is
from interest received on trust fund balances and from a portion of the
income taxes paid by Social Security beneficiaries whose adjusted
gross income is above a specified amount.

4. 1999 Annual Reparpp. 62 and 122. The intermediate assumptions
in the report are that in 2030, the life expectancy of men who reach
age 65 will be 17.1 years and that of women will be 20.2 years. In
2000, the life expectancy of men age 65 is 15.8 years, and that of
women is 19.2 years. In 1940, soon after the program began, the life
expectancies of men and women were only 11.9 years and 13.4 years,
respectively. (“Life expectancy,” as used here, is the average number
of years of life remaining for a person if that person experienced the
death rates by age observed in, or assumed for, the selected year.)

intragovernmental payments, exceeded expenditures
by about $130 billion, bringing total Social Security
trust fund balances to almost $900 billion at the end of
December 1999. Projections show those balances ris-
ing steadily over the next two decades, peaking at $4.5
trillion at the beginning of 2022 and then diminishing
until the balances are exhausted in 2034. Once the
funds are exhausted, the payroll taxes collected for the
Social Security program will equal only about 70 per-
cent of benefits owed.

But the size of trust fund balances bears no rela-
tionship to Social Security’s obligations or to the coun-
try’s ability to fund benefits. Once Social Security
benefits begin to outstrip payroll tax collections, the
federal government eventually will need to reduce So-
cial Security benefits or spending on other federal pro-
grams or raise taxes—regardless of the size of the
trust funds. To fulfill the nation’s promises to Social
Security beneficiaries, the government must acquire
resources from existing production when benefits are
due. Actions taken now to boost capital accumulation,
enhance productivity, and increase work effort could
help build a larger economy in the future, which in
turn would expand the capacity to fund future Social
Security benefits, other federal commitments, and
other claims of the elderly on the economy.

Proposals for Increasing
Retirement Income

Despite the large amount spent on Social Security ben-
efits, many elderly people still have low income. In
the most recent year for which data are available, 1.0
million elderly men (7.2 percent of men age 65 or
older) and 2.4 million elderly women (12.8 percent)
had income below the poverty threshdlt¥lany oth-

ers have income slightly over the poverty line. As the
number of elderly people increases, the number with
low income is likely to rise as well.

5. Bureau of the CensuBpverty in the United States: 1998urrent
Population Reports, Series P60-207 (September 1999), Table 2. Pov-
erty rates are particularly high for elderly women who are widowed,
divorced, or never married.
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The Congress could take several approaches in
the short run to improve the lives of the elderly by in-
creasing their income, particularly for those with low
income, although that need not be the only goal of fed-
eral policies. To help raise the income of the elderly,
the government could:

o Provide them with more income from Social Se-
curity or other public programs once they were
no longer working;

0 Encourage current workers to save more for their
retirement by contributing to pensions, individual
retirement accounts (IRAs), or other types of
retirement plans; and

o Encourage people to work longer.

Numerous proposals in each of those areas have been

made in recent years.

Increase Benefits The first approach would be to
target additional federal resources toward low-income
elderly people. The Social Security program already
does so by using a progressive benefit formula through
which retired workers with a history of low wages re-
ceive benefits that replace a higher percentage of their
preretirement earnings than the percentage replaced
for other retired workers. The program also bases
benefits for widows on the benefits for which their
husbands had qualified, if that provides them with
higher benefits than they would receive on the basis of
their own past earnings. Both of those features could
be strengthened, or new provisions could be enacted to
specifically focus on beneficiaries with low family in-
come. Ifthose provisions were successful, some of the
additional Social Security expenditures would be off-
set by reductions in outlays for Supplemental Security
Income (SSI) and other means-tested programs.

For example, the “special minimum benefit” pro-
visions in the current Social Security program could
be revamped to increase benefits for people who
worked many years at low wages. Fewer than
200,000 people receive Social Security benefits under
the current rules for special minimum benefits, and the

average benefit they receive is below the povertyline.
Some Social Security reform plans call for a new pro-
vision that would raise the minimum benefit above the
poverty line for retired workers who had worked most
of their adult life at low wages.

One problem with trying to modify the Social
Security systemto strengthenits role in providing ade-
guate income to retired workers who would otherwise
have low income is that it is difficult to make such
changes “target efficient.” Thatis, itis hard to specif-
ically focus additional Social Security benefits on peo-
ple who are in low-income families. For example,
some people who receive low Social Security benefits
have pensions and other sources of retirement income
or have a spouse who has high benefits. Likewise,
although a widow has a much higher likelihood of be-
ing poor than does the average elderly person, a policy
that focused on improving the benefits of widows
could also help those with higher income as well and
could miss the majority of the low-income elderly.

A more direct method of helping low-income el-
derly people would be to increase both the number
who receive SSI and the amount of their monthly ben-
efits. This year, that means-tested program will pro-
vide over 6 million recipients with almost $30 billion
in federal benefits. (In addition, most states supple-
ment the federal benefits.) About one-third of those
recipients are age 65 or older; the others will qualify
on the basis of their disabilities. Many people now
eligible for SSI do not participate.

Increasing maximum monthly SSI benefits would
raise the income of current recipients and could bring
other low-income elderly and disabled people into the
program. (The maximum monthly benefit for an indi-
vidual with no other income is currently $512; for a
couple, it is $89.) Increasing benefits could, of
course, substantially add to SSI program costs, espe-
cially if more people participated in the program.

Social Security Administratiodnnual Statistical Supplement, 1999

p. 197. In December 1998, 154,000 beneficiaries received an average
monthly benefit of $534. Most of those beneficiaries were retired
workers, whose average benefit was $556. The annual poverty thresh-
old for an elderly person living alone in 1998 was $7,818, or $651 a
month.
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Increase Savings Another approach for increasing
the income of the elderly would be to subsidize or oth-
erwise encourage or require people to save more for
their old age. That approach could increase the re-
sources available to future retired workers and their
families, but it would not help people who had already
retired.

The federal government encourages workers to
save for their retirement, largely through various tax
incentives. For example, workers can receive favor-
able tax treatment of earnings that they and their em-
ployers put directly into qualified pension plans, such
as the commonly used 401(k) plans. They can also
receive favorable tax treatment for money they invest
in IRAs.

Additional incentives could be provided by
broadening the eligibility for existing plans, increasing
the amounts that workers can contribute, or develop-
ing new types of plans. For example, last year’s pro-
posal by the Administration to establish Universal
Savings Accounts (USA accounts) would have pro-
vided eligible workers with matching contributions
plus a flat contribution for lower-income workers to
encourage them to put money into a retirement plan.
Several of the proposals for partial privatization of the
Social Security program (discussed below) would also
encourage or require workers to put money into invest-
ment accounts that they could not withdraw from be-
fore age 62.

A key issue in assessing any proposal of this sort
is whether federal spending (directly or through re-
duced revenues) would actually increase overall saving
or merely substitute for saving that would have oc-
curred without the proposal. The majority of workers
already save something for their retirement through
pension plans, IRAs, and other investments. If the
federal government subsidized or required workers to
put aside money in a specific type of plan, they might
put less into other accounts. If such substitution oc-
curred, any federal subsidy would reduce federal sav-
ing without an offsetting increase in private saving.
Proposals that focus the subsidy on workers whose
income is relatively low would suffer less from that
problem because those workers are less likely to have
pensions and other savings.

Increase Employment Encouraging workers to de-

lay retirement would also increase the income of the
elderly. At age 62, most workers become eligible for
Social Security benefits and must make two decisions:

0 Should they continue to work and, if so, how
much?

0 Should they apply for Social Security benefits?

Within a year of becoming eligible for benefits, a ma-
jority of workers have stopped working (or substan-
tially reduced their earnings) and a majority have filed
for benefits. One consequence of those actions is that
most of those workers subsequently have a smaller
income than they would have had if they had post-
poned retirement. For example, workers who stop
working and begin collecting benefits at age 62 receive
monthly Social Security benefits that are at least 20
percent below the amount they would have received if
they had delayed retirement and receipt of benefits
until age 65. Moreover, if they instead continued to
work, fewer years of retirement would need to be fi-
nanced out of whatever private savings they had al-
ready accumulated, and they might be able to save
more for their retirement. Likewise, the size of any
private pensions they had might increase somewhat.
(The relevant Social Security rules are described in
Box 1.)

One way of encouraging people to work longer
would be to eliminate Social Security’s retirement
earnings test so that people could begin to collect So-
cial Security benefits at age 62 while they continued to
work. Under current law, retirement benefits are re-
duced by $1 for each $2 that beneficiaries under age
65 earn above a specified threshold ($10,080 in 2000).
Although those workers can later receive substantially
higher monthly benefits as a consequence of that re-
duction, many people apparently are not aware of that
and treat it as a simple benefit reduction. As a result,
some people either stop working before they would
have in the absence of the retirement earnings test or,
at least, keep their earnings below the threshold.

Eliminating the retirement earnings test would be
quite costly initially, because doing so would encour-
age workers who were already eligible for Social
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Workers can begin receiving Social Security retire-
ment benefits as early as age 62, but the monthly ben-
efits they receive will be lower than if they postpone
filing. From age 62 to the full retirement age (also
known as the “normal” retirement age), each year
postponed adds about 8 percent to monthly benefits.
For example, a worker eligible for a monthly benefit
of $800 at age 62 could wait until age 65 and receive
a monthly benefit of $1,000. Likewise, workers who
delay collecting benefits beyond the full retirement
age receive a credit for doing so. Each year delayed
adds 6 percent to the monthly benefits of workers
turning age 65 this year; the size of that credit is
scheduled to gradually increase to 8 percent for subse-
quent birth cohorts.

Until this year, the full retirement age was 65.
Starting with workers born in 1938 (that is, workers
who become eligible for retirement benefits this year),
the full retirement age gradually increases from 65 to
67. For workerdorn in1938, the full retirement age
is 65 years and 2 months. For most practical pur-
poses, that increase in the full retirement age simply
reduces monthly benefits below what they would have
been in the absence of the change; it does not change
the age of eligillity for benefits. For example, when
the full retirement age was 65, the benefits of workers
who began collecting them at age 62 were perma-
nently reduced by 20 percent. When the full retire-

Box 1.
Eligibility for Social Security and the Earnings Test

ment age becomes 67, workers will still be eligible td
collect benefits at age 62, but they will incur a 30 per
cent reduction. (Workers who begin collecting retire-
ment benefits this year at age 62 will receive about [L
percent less than they would have received had the
full retirement age remained at 65.)

The rules requiring the withholding of Social
Security benefits if beneficiaries under age 70 have
earnings in excess of certain exempt amounts—the
“retirement earnings test’—are complicated and eag-
ily misunderstood. In 2000, the benefits of workerg
who are under the full retirement age are reduced Ky
$1 for each $2 they earn above $10,080. (The earp-
ings threshold for workers below the full retirement]
age automatically increases each year according to the
annual increase in a national average wage index.)
Workers whose benefits are reduced because their
earnings exceed the threshold will subsequently rd
ceive higher monthly benefits—ultimately, about 8
percent higher for each year in which benefits are en-
tirely withheld because of the retirement earnings tesf.
The increase in benefits in many cases will be even
more than 8 percent because the additional earnings
can raise the earnings base on which benefits are cal-
culated. In short, even though thetirement earn-
ings test is often portrayed as a tax on work, it is morg
accurately described as a means of deferring benefits
until the workers no longer have subsi@rearnings.

Security benefits to claim them. But the effect on So-
cial Security spending would be small in the long run,
according to the Social Security Administration’s Of-
fice of the Actuary, because the earlier receipt of bene-
fits would result in lower future monthly benefits.
Moreover, if eliminating the earnings test caused some
people to increase their earnings, the federal govern-
ment would gain from added tax revenues.

7.  The Social Security Administration’s Office of the Actuary estimates
that eliminating the earnings test for workers age 62 or older would
worsen the 75-year actuarial balance by a small amount. See the
memorandum from Stephen C. Goss, Deputy Chief Actuary, to Harry
C. Ballantyne, Chief Actuary, “Long-Range OASDI Financial Effects
of Eliminating the OASDI Retirement Earnings Test,” September 13,
1999.

Proponents of eliminating the earnings test con-
tend that it is unfair and counterproductive to penalize
people who want to work. Workers ages 62 through
64 who are otherwise eligible for Social Security bene-
fits may think they are facing a 50 percent tax on their
wages if they earn more than the threshold amount.
That tax rate is in addition to the payroll taxes and
income taxes they already must pay. Although these
workers may be mistaken, proponents of abolishing
the earnings test can point to strong evidence that
some people are working less to avoid any reduction in
their Social Security benefis.

8. See, for example, Leora Friedbefge Labor Supply Effects of the
Social Security Earnings Te$Vorking Paper No. 7200 (Cambridge,
Mass.: National Bureau of Economic Research, June 1999). Fried-
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Opponents argue that the main effect of eliminat-
ing the earnings test would be to provide Social Secu-
rity benefits to workers who already have a higher in-
come than do many Social Security beneficiaries. The
only people who would receive higher Social Security
benefits if the earnings test was eliminated would be
workers who earned above the threshold amounts. For
example, 63-year-old workers who had earnings above
the threshold this year and were otherwise eligible for
the average Social Security benefit for workers their
age would need to have a total income (earnings plus
benefits) of more than $18,000 before their benefits
would be reduced. Moreover, the annual earnings
threshold for older workers is already scheduled to
nearly double over the next two years. Another draw-
back of eliminating the earnings test is that the work-
ers who decided to claim benefits while still working
would receive lower benefits after they stopped work-
ing than they would have received if they delayed fil-
ing forthem. Thus, encouraging people to claim bene-
fits at an earlier age could subsequently increase the
number of elderly retired workers and their survivors
who have low income.

An alternative approach for raising the income of
the elderly is to increase the earliest eligibility age for
Social Security retirement benefits. Several proposals
for slowing the growth in Social Security spending
include provisions that would raise the earliest eligibil-
ity age from 62 to 65 and then link subsequent in-
creases to changes in life expectancy. Such proposals
would make people below the new eligibility age
worse off by delaying their eligibility but would help
ensure that they had higher income later. Unlike pro-
posals to eliminate the retirement earnings test, this
approach would initially reduce Social Security spend-
ing because workers would need to wait longer to be-
come eligible for benefits. In the long run, however,

berg estimated that eliminating the earnings test for workers ages 65 to
69 would increase the total number of hours worked by people in that
age group by about 5 percent.

9. In December 1998, the average monthly benefits paid to retired work-
ers age 63 was $677 (see Social Security Administratiomjal Sta-
tistical Supplemenfy. 181). Including the subsequent cost-of-living
adjustments they would have received, the annual amount of those
benefits would now equal about $8,300. Thus, workers receiving
average benefits and facing the $10,080 threshold could have a total
income of about $18,000 without any reduction in their benefits.

raising the earliest eligibility age without making other
changes in the program probably would have little im-
pact on Social Security spending because the workers
would ultimately become eligible for higher benefits.
Nonetheless, if that approach resulted in people work-
ing longer, federal tax revenues would increase.

Proponents argue that the federal government
should no longer be helping people retire at age 62, for
several reasons. First, with the coming shift in the age
distribution of the population, it makes little sense to
give up the productive capacity and revenues that
would result from more people working longer. Sec-
ond, as life spans have increased and the average job
has become less physically demanding, most people
can work longer. Third, by enabling workers to trade
lower future Social Security benefits for early access
to benefits, the current rules for early retirement con-
tribute to the higher poverty rates experienced by peo-
ple who live to a very old age.

Opponents of raising the earliest eligibility age
contend that it would be especially harmful to people
who have little or no choice about when they stop
working and who have few resources other than Social
Security’® Those opponents argue that many low-
earning workers are in physically demanding or un-
pleasant jobs and that by age 62, if not earlier, they
have worked long enough. Moreover, by that age,
opportunities for those workers are not very plentiful
if they lose their job, particularly if the labor market is
weak. Another argument made by opponents is that
raising the earliest eligibility age would be unfair to
workers with a below-average life expectancy, espe-
cially if they left no survivors eligible for benefits.

10. See Congressional Budget OffiBajsing the Earliest Eligibility Age

for Social Security Benefit€BO Paper (January 1999), for an anal-
ysis of the characteristics, circumstances, and financial resources of
men and women who claimed Social Security retirement benefits at
age 62 or 63 in the early 1990s. That paper found that the majority of
those retired workers had pensions and other sources of income suffi-
cient to keep them well above the poverty line even if they had not
received Social Security. But a sizable minority of them had non-
Social Security income below the poverty threshold and might well
have had serious difficulty finding a job.

11. |If the eligibility age was raised, more workers would probably apply
for benefits under Social Security’s Disability Insurance program in-
stead. If they were successful, that program would incur additional

costs.
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Long-Term Reform

Both the Congress and the Administration are inter-
ested in addressing the problem of funding Social Se-
curity over the long term in a timely fashion, before
the baby boomers begin drawing benefits. But policy-
makers sharply disagree about how to do so.

Benefit Reductions and Revenue IncreasesSlow-

ing the growth in spending for Social Security would
be one way of reducing future budgetary pressures.
Previous CBO reports have reviewed a wide range of
options for doing that. For example, the formula used
to calculate benefits for newly eligible beneficiaries
could be altered to reduce their initial benefits; the age
at which full benefits became available could be in-
creased; or the cost-of-living adjustments beneficiaries
receive could be reduceéd.

By itself, each option for slowing the growth in
benefits would leave some beneficiaries worse off than
they would be if they received the benefits scheduled
under current law and the benefits were paid for in
some other way. If the changes were made in a way
that preserved the benefits of those with the lowest
amounts, then larger reductions would need to be
made in the benefits received by other retired workers.
That is, the benefit structure would need to be made
more progressive.

Benefit reductions could be avoided by increas-
ing Social Security revenues. The Social Security pro-
gram'’s trustees project that the gap between spending
and revenues in 2034 will be about 5 percent of tax-
able payroll. Thus, an increase in the combined pay-
roll tax on workers and their employers from 12.4 per-
cent to 17.4 percent at that time would be an alterna-
tive way of dealing with the shortfaff.

12. Congressional Budget Officepng-Term Budgetary Pressures and
Policy Optiong(May 1998), Chapter 3.

13. 1999 Annual Reptr p. 169, and unpublished tables from
www.ssa.gov, based on the trustees’ intermediate assumptions. The
trustees project that the gap will remain at around 5 percent of taxable
payroll until 2050 and will then gradually increase to 6.5 percent by
2075.

Privatization. Numerous proposals have been made
to pair a reduction in the Social Security program with
the establishment of mandatory individual investment
accounts that are owned and directed by the workers
themselves. Such proposals, often referred to as pri-
vatization, would give workers control over how their
money was invested. Most privatization plans contain
at least four elements:

0 Reducing Social Security benefits below the
amounts specified under current law;

0 Requiring (or at least giving a strong financial
incentive to) workers to put a certain percentage
of their earnings into individual investment ac-
counts;

o Allowing workers generally to decide for them-
selves how their accounts are invested; and

0 Prohibiting withdrawal of money from those ac-
counts until the worker reaches a certain age.

Privatization proposals raise a number of issues
concerning their potential consequences for the econ-
omy and for the income of workers and their families
after the workers retire, become disabled, or die. Pro-
ponents of plans to replace all or part of future Social
Security benefits with income from mandatory defined
contributions contend that doing so would increase
national income and enable workers to receive much
higher returns on their investments than they could get
by putting their money into the Social Security system.
Opponents argue that those claims are exaggerated
and that even patrtial privatization could subject work-
ers, particularly low-wage workers, to unnecessary
risks.

Although mandatory accounts would not resolve
the projected shortfall between revenues earmarked for
Social Security and program costs, they would provide
an alternate source of income for former workers and
their families if Social Security benefits were scaled
back. The proposed USA accounts, cited earlier,
could serve a similar purpose. Replacing part of So-
cial Security with individual accounts would shift
some financial risk, now borne collectively, onto the
workers themselves, but at the same time it would of-
fer workers the potential to increase their income in
retirement.
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Health Insurance Coverage

Despite significant economic growth over the past de-
cade and the lowest unemployment rates in 30 years,
the number of people who lack health insurance cover-
age continues to increase. The number of uninsured
rose from about 35 million iA991 to more than 44
million by 1998. The percentage of the population
that was uninsured also increased over that period,
from 14.1 percent to 16.3 percent. Lack of health in-
surance coverage is primarily a problem of the non-
elderly, since Medicare covers people over the age of
65. In 1998, 18.4 percent of the nonelderly population
was uninsured:

The majority of nonelderly Americans had health
insurance in 1998. Two-thirds participated in health
plans through their employer, and nearly 7 percent
purchased insurance in the individual market. About
14 percent of nonelderly people obtained coverage
through a public program, primarily Medicaid. Some
people were covered by more than one type of insur-
ance during the year, and some were covered part of
the year and were uninsured for the remainder.

Although policymakers have focused consider-
able attention in recent years on the lack of insurance
coverage among children, adults account for most of
the uninsured population. About 15 percent of chil-
dren lacked health insurance coverage in 1998, com-
pared with almost 20 percent of nonelderly adults.

The percentage of adults without insurance var-
ies according to employment and income characteris-
tics. In general, workers who are self-employed or
who work in small firms are less likely to have health
insurance than workers in large firms. Small firms
may have higher health insurance costs than large
firms because of smaller risk pools and higher admin-
istrative and marketing costs. Health insurance status
is also correlated with income. More than a third of
nonelderly people with income below 150 percent of

14. Paul FronstinSources of Health Insurance and Characteristics of
the Uninsured: Analysis of the March 1999 Current Population
Survey Issue Brief 217 (Washington, D.C.: Employee Benefits Re-
search Institute, 2000), pp. 3-4.

the poverty threshold lack health insurance, compared
with 12 percent of those with income above 200 per-
cent of the poverty line.

The continuing growth in the percentage of peo-
ple without health coverage stems partly from rising
costs for private health insurance. Although private
insurance premiums grew relatively slowly during the
mid-1990s, premium increases of 7 percent or more—
substantially greater than general price inflation—are
expected this year. Those rising costs, coupled with
less generous benefits, may have led an increasing
number of employees to decline coverage offered by
their employers.

Another factor in the continuing increase in unin-
sured peopleis the drop in Medicaid enrollment during
the mid-1990s as the economy improved and welfare
reform was implemented. Between 1993 and 1998,
the percentage of nonelderly people covered by Medic-
aid fell from 12.7 percent to 10.4 percent. However,
some people not currently enrolled in Medicaid con-
tinue to be eligible, even though they may no longer
receive cash welfare benefits. Those people might
obtain Medicaid coverage if they became ill and
sought medical care.

The uninsured remain an important focus of con-
cern among policymakers. People without health in-
surance are less likely to receive basic health care ser-
vices than are those with insurance. They may delay
treatment until a condition becomes serious, which can
result in costlier treatment than would otherwise have
been necessary. Hospitals and physicians are often
uncompensated for the care they provide to uninsured
people. As health care markets become increasingly
competitive, providers have more difficulty covering
those costs. As aresult, less health care may be avail-
able to the uninsured.

Overview of Policy Approaches

Several policy approaches could increase the number
of people covered by health insurance. They include:

0 Expanding the scope and funding of government
insurance programs. Policymakers have recently
focused on broadening eligibility for existing
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programs rather than creating a new government
insurance program.

o Providing tax incentives for health insurance
purchased in the private market or from an ex-
panded government insurance program.

0 Regulating the private market to expand options

for the purchase of lower-cost health insurance.

An alternative approach, not discussed here, would
increase the direct provision of health services to peo-
ple without insurance. That could be accomplished by
expanding government funding for public health clin-
ics and other providers.

Expanding government programs or providing
new tax incentives could involve substantial new fed-
eral spending or forgone revenues, particularly if those
policies were intended to significantly reduce the num-
ber of people without health insurance. Subsidies ap-
proaching the full cost of insurance might be neces-
sary to induce most low-income people who were un-
insured to purchase coverage or participate in a gov-
ernment program. In contrast, expanding insurance
options by changing the regulatory environment of the
private market would not require significant new gov-
ernment spending but by itself might have limited ef-
fectiveness.

The effectiveness of any of those strategies in
reducing the number of people without insurance de-
pends both on the specifics of the proposal and on the
broader policy environment. Recent debate over the
cost-containing actions of managed care plans, for
example, has raised legislative interest in imposing
new mandates on health plans that would affect access
to specialist care, payment for specific services, cover-
age of certain benefits, and portability of insurance. If
such mandates were enacted, they would increase the
cost of private insurance and ultimately increase the
number of people who do not have private coverage.

Health insurance coverage increases the likeli-
hood that an individual will receive basic health care
services. But lack of insurance may be only one of the

15. Medicare and Medicaid also subsidize the provision of services to
people without insurance through disproportionate share payments to

hospitals that serve poor populations.

barriers to appropriate treatment. Low-income peo-
ple, in particular, may not have access to physicians’
offices near their home, may lack transportation, and
may risk significant income losses (including loss of

employment) if they take time off work to seek treat-

ment for themselves or their children.

Expanding Government
Insurance Programs

Three government programs—Medicare, Medicaid,

and the recently enacted State Children’s Health Insur-
ance Program (SCHIP)—offer health insurance to

elderly, disabled, or low-income people. Some 60 mil-

lion people are expected to participate in those pro-
grams in 2000 at an annual federal cost totaling more
than $300 billion.

Of the three programs, Medicare is the only one
that is completely financed and run by the federal gov-
ernment. Both Medicaid and SCHIP are partnerships
between the federal and state governments. The fed-
eral government sets basic standards for insuring pop-
ulations and guidelines by which states will be reim-
bursed for a portion of the expenditures they incur for
insuring individuals, but the administration of both
Medicaid and SCHIP is left to the states. A federal
initiative to expand coverage in those programs is thus
not simply a matter of providing more federal funds.
States may also require more flexibility in how they
may use those dollars to better accommodate the needs
and circumstances of their populations. Even then,
some states may not expand their programs enough to
make full use of the additional funds.

Making Medicaid Eligibility Broader and More
Uniform. Medicaid is an entitlement program that
provides medical assistance to low-income people who
are aged, blind, disabled, or members of families with
dependent children. It also covers certain other preg-
nant women and children. The program is funded
jointly by the federal and state governments, with fed-
eral payments ranging from 50 percent to 83 percent
of total expenditures. Outlays for Medicaid in 2000
are expected to be abdkt15 billion for the federal
government and nearly $9dlllon for the states.
About a third of Medicaid spending is for long-term
care services.
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Medicaid is the principal source of health insur-
ance for low-income people, but that coverage varies
among states. Federal eligibility requirements are
complex, and states have wide latitude to set their own
eligibility standards above federally mandated levels.
States must cover pregnant women and children under
age 6 with family income below 133 percent of the
federal poverty level. By 2002, states are required to
phase in coverage of all children under age 19 with
family income below the poverty line.

Beyond those requirements, states vary widely in
the populations they cover under Medicaid. At their
option, states may cover pregnant women and infants
(under the age of one) whose family income is at or
below 185 percent of the poverty threshold; about 30
states do so. Although some states have not covered
all people whose income is below the poverty level,
other states have chosen to enroll particular groups of
people with income considerably above the poverty
line, using options available under current law or
through waivers granted by the Health Care Financing
Administration. There is no guarantee that states will
expand their programs even if federal funding is in-
creased and federal restrictions on the uses of those
funds are loosened, htiugh some states surely would.

The number of low-income people who are cov-
ered by insurance could be increased by broadening
federal eligibility requirements for Medicaid, making
them more uniform among states for people facing
similar economic circumstances. Options might in-
clude, for example, requiring all states to cover preg-
nant women and children with family income up to
185 percent of the poverty threshold or to cover all
people up to some income level. Permitting or requir-
ing states to cover groups who are not traditionally
covered under Medicaid is another way to expand cov-
erage.

Such policies would probably increase the num-
ber of people with insurance, but not all people tar-
geted by the policy would enroll. Some people might
wish to avoid the perceived stigma of enrolling in a
welfare program. Others might delay enrolling in
Medicaid until they needed services. Still others—
who, before the passage of welfare reforni 996,
might have been automatically eligible for Medicaid as
recipients of Aid to Families with Dependent Children
—might not realize that they were eligible for the new

benefit. Special outreach efforts might be required for
the program expansion to be effective.

Other people (particularly those with higher in-
come) who enrolled in an expanded Medicaid program
would have had insurance even without that expan-
sion. Some of them would have purchased individual
coverage but would choose Medicaid because of its
lower out-of-pocket costs, broader benefits, or both.
Others would have had employment-based coverage.
Some employees would refuse that coverage if they
became eligible for Medicaid when the program ex-
panded. Some employers would also have an incen-
tive to drop the benefit if most of their workers could
obtain coverage elsewhere, although that might leave
some workers uninsured.

Broadening federal eligibility requirements for
Medicaid would have a differential impact on states,
depending on the generosity of their current programs.
Less prosperous states tend to have relatively narrow
eligibility rules, at least partly because they are less
able to pay for large programs. Those states might
argue that broader national eligibility requirements

would impose annreasonable fiscal burden on them.

Expanding the Scope of SCHIP The State Chil-
dren’s Health Insurance Program provides enhanced
federal matching funds to assist states in providing
coverage for low-income children. Federal payments
range from 65 percent to 85 percent of program
spending, depending on a state’s average per capitain-
come. States may use SCHIP funds to expand Medic-
aid, to develop or expand other insurance programs
for children, or to provide services directly. In addi-
tion, states may subsidize the purchase of family cov-
erage through employment-based insurance if that op-
tion costs less than covering only the children.

Unlike with the Medicaid program—which, as an
entitlement, serves all those who are eligible and en-
roll, regardless of the federal cost—federal funding for
SCHIP is limited in the aggregate and at the state
level. Federal outlays for SCHIP are expected to be
about $2 billion in 2000. States are developing pro-
grams that may ultimately enroll 2.5 million children
on an average annual basis. Given the size and focus
of the current program, the extent to which proposals
to broaden SCHIP would reduce the total number of
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people without health insurance depends on both the
amount of new federal funding and the additional flex-
ibility to design and implement programs that are ex-
tended to the states.

Only 19 states used SCHIP funds in 1998, the
first year of operation, and many states have spent less
than the amounts allotted to them in the federal bud-
get. Recognizing that some states would need time to
develop their programs, the Balanced Budget Act of
1997 gave states three years to spend their allocations
and required the Secretary of Health and Human Ser-
vices to redistribute unspent funds in the fourth year to
states that had spent their allocation. But federal re-
strictions on the states’ use of funds, particularly the
limitation on outreach activities, have been criticized
as unduly hampering the early development of SCHIP
programs.

Some analysts have also criticized SCHIP as too
narrowly circumscribed to be effective in increasing
the number of children with health insurance. One
option would expand SCHIP to cover the parents of
eligible children. Such a policy could increase insur-
ance coverage among parents of children already in
SCHIP and encourage other parents to enroll them-
selves and their children in the program. As with
other proposals to expand eligibility for government
insurance programs, some of the people enrollingin an
expanded SCHIP would have had group or individual
coverage without the expansion. Some employers
would discontinue their offer of insurance unless
SCHIP subsidized that coverage.

Extending Medicare to Younger Ages Unlike
Medicaid and SCHIP, which do not offer insurance to
all low-income people, Medicare provides nearly uni-
versal coverage to people age 65 or older and to many
disabled individuals. In 2000, Medicare outlays will
total about $220 billion and will finance health ser-
vices for 39 million people.

Options for expanding Medicare eligibility target
older adults who are not yet 65. Those people have
more difficulty obtaining insurance than do younger
people, and their premiums are high because they use
more health services. The Administration has pro-
posed allowing displaced workers ages 55 to 61 to
purchase Medicare coverage. A separate proposal
would allow certain people ages 62 to 64 to enroll vol-

untarily in Medicare. Participants in either program
would be able to claim up to 25 percent of the buy-in
premiums as a credit on their federal income tax.

The cost and effectiveness of such buy-in pro-
posals depend on specific design features. The pro-
gram for displaced workers would be narrowly tar-
geted. Workers (and their spouses) would be eligible
if they lost health insurance because of a job loss.
Other eligibility requirements would include receiving
employment-based health insurance for 12 months
before losing their job, being eligible for unemploy-
ment insurance, and exhausting their coverage under
the Consolidated Omnibus Budget Reconciliation Act
(COBRA), which requires employers to offer continu-
ing insurance benefits to workers (and family mem-
bers) after workers leave their job. Premiums would
be set at relatively high levels, although the tax credits
could defray those expenses. Consequently, CBO esti-
mated last year that participation would be limited to
about 90,000 people by 2010. Those most likely to
enroll would be people whose medical expenditures
were higher than average for their age. As a result,
premiums would not fully cover program costs. How-
ever, the bulk of the program's costs would come from
the forgone tax revenue due to the tax credit, which
would amount to about $0.7 billion through 2010.

The proposed Medicare buy-in for people ages
62 to 64 is designed to attract greater enrollment. En-
roliment would be limited to people who did not have
employment-based insurance or Medicaid. They
would have to enroll as soon as they became eligible,
which includes turning age 62 or losing employment-
based coverage.

People buying in to Medicare under those cir-
cumstances would pay premiums that would approxi-
mately cover their expected cost to the program over
their lifetime. The premiums would be paid in two
parts. Before the age of 65, enrollees would pay pre-
miums that reflected the average expected cost of
benefits if everyone ages 62 to 64 participated in the
buy-in. Up to 25 percent of the premiums could be
claimed as an income tax credit. However, as with the
buy-in for displaced workers, the people most likely to
enroll would have higher costs than average for their
age. Thus, premiums before age 65 would not fully
cover the program’s costs during those years. To off-
set those costs, people who bought in to Medicare
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early would pay a premium surcharge (in addition to
their regular Supplementary Medical Insurance pre-
mium) once they reached age 65. The surcharge could
not be claimed as an income tax credit.

Using those specifications, CBO estimated last
year that the buy-in for people ages 62 to 64 would
increase program outlays by $46 billion between 2002
(when the program would have begun) and 2010. Pre-
miums would total slightly more than that, and tax
revenue would be reduced by nearly $8 billion. About
650,000 people would participate 2002, rising to
about 1.3 million people by 2010.

Many of the people who would buy in to Medi-
care before they were 65 would have been insured
even without the program. Most of them would have
purchased coverage in the individual market. But the
buy-in would give some people who were working and
covered by employment-based insurance an incentive
to retire early. CBO assumed that about 1 percent of
workers ages 62 to 64 would retire early and buy in to
Medicare if that option became available.

A policy that encouraged early retirement even to
that limited extent would certainly not help Medicare’s
long-term financing crisis. A buy-in policy could,
however, be a first step in advancing the age of Medi-
care eligibility beyond 65. The early buy-in could be
coupled with a gradual move to a later age of normal
eligibility comparable with the increase in Social Se-
curity's normal retirement agé The modest program
savings that would be realized over the next 10 years
from such an approach would grow rapidly in later
years as an increasing number of people were affected
by the change.

Some employers would drop their health insur-
ance for retirees because of the availability of the
Medicare buy-in. The prevalence of employer-spon-
sored retiree coverage has been declining, and the buy-
in proposal would accelerate that trend. Other policy
proposals, such as adding a Medicare prescription
drug benefit, could worsen that adverse consequence
of a buy-in.

16. See option 570-19-B, "Permit Early Buy-In to Medicare and Increase

the Normal Age of Eligibility," in CBOBudget Optionsp. 236.

Providing Tax Incentives for
the Purchase of Insurance

The tax system currently provides substantial subsi-
dies for health-related expenses, including the pur-
chase of health insurance. The federal government
annually forgoes over $100 billion in tax revenues,
according to some estimates, by excluding from in-
come and payroll taxes the contributions that employ-
ers make for health benefits and by allowing deduc-
tions for certain other health expenses. Those tax ex-
penditures have significantly lowered the cost of health
care for millions of people, primarily benefiting the
more than 150 million people with employment-based
insurance. Existing tax incentives might be restruc-
tured, or new ones added, to encourage additional peo-
ple to purchase health insurance.

Subsidies Under the Current Tax CodeThe largest
health-related federal tax subsidy is the exclusion of
employers’ payments for health insurance and other
health expenses from a worker's taxable income.
Other health expenses include benefits paid through
cafeteria plans and flexible spending accounts, as well
as employers’ contributions for long-term care insur-
ance. That income tax exclusion will account for al-
most $60 billion in federal tax expenditures this year
and will also reduce state income tax revenues. Em-
ployers’ contributions for health benefits are also ex-
cluded from payroll taxes, accounting for as much as
$30 billion in forgone federal revenu¥s.

Self-employed taxpayers may deduct part of their
health insurance payments from taxable income. That
deduction is “above the line” and is available to people
who use the standard deduction as well as to those
who itemize. Under current law, a self-employed per-
son may deduct 60 percent of health insurance costs
this year. That deduction rises to 100 percent by
2003.

Taxpayers who itemize their deductions may also
use the medical expense deduction, which is geared
toward families who incur high medical expenses (rel-

17. Detailed estimates of those tax expenditures are reported by John
Sheils and Paul Hogan, “Cost of Tax-Exempt Health Benefits in
1998,” Health Affairs vol. 18, no. 2 (March/April 1999), pp. 176-

181.
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ative to their income). That provision allows them to

tax system could be restructured to expand insurance

deduct unreimbursed medical expenses thatexceed 7.5 coverage more efficiently than at present.

percent of adjusted gross income. Medical expenses
include health insurance payments paid by the tax-
payer, out-of-pocket payments for medical care, and

certain costs for transportation, lodging, and long-term

care.

In addition, people who choose to purchase qual-
ifying high-deductible health insurance and are not
otherwise covered may establish tax-preferred medical
savings accounts (MSAs). MSAs are personal sav-
ings accounts that can be used to pay deductibles, co-
payments, and other health expenses not covered by
insurance.

The tax system heavily favors health insurance
purchased through employers over coverage purchased
in the individual market. People without access to
employment-based health insurance cannot take ad-
vantage of a substantial tax benefit, yet they often face
higher premiums than people who are covered through
their job. Moreover, tax incentives in the current sys-
tem are regressive. Since tax savings depend on the
taxpayer's marginal rate, people in the highest tax
brackets, who are most able to afford coverage, re-
ceive the largest subsidies. People who have low in-
come and little or no income tax liability receive little
or no subsidy if they buy health insurance.

The tax exclusion is a particularly inefficient
way to subsidize health benefits. Because all insur-
ance costs are subsidized, the exclusion encourages
people to purchase more insurance than they otherwise
would. For example, someone facing a marginal tax
rate of 30 percent (counting federal and state income
taxes and payroll taxes) is encouraged to spend a dol-
lar for health insurance that is worth only 70 cents to
that person—the remaining 30 cents is paid by the
government as forgone tax revenue. Such excessive
insurance encourages people to use more health ser-
vices than they would have used without a subsidy.

Options for Expanding Tax Subsidies Expanding

tax subsidies for the purchase of health insurance
would reduce the cost of that coverage, thus providing
an incentive for more people to enroll in a health plan.
The current structure of tax incentives could be ex-
tended to more people through the broader use of de-
ductions, exclusions, or tax credits. Alternatively, the

People who do not have access to employment-
based health insurance must pay the full unsubsidized
cost of any coverage they buy in the individual market.
As a result, they are less likely to have health insur-
ance than are people who can obtain coverage through
an employer.

One option would allow those people to deduct
their health insurance expenses from taxable income.
Those who purchased health insurance without a tax
deduction would continue to do so under such an op-
tion, although many of them would pay less for insur-
ance (after taxes) than previously. An expanded tax
deduction of this kind would be regressive—benefiting
those with higher income more than those with lower
income—and might provide the greater benefit for
people who would have purchased insurance coverage
anyway. This option would probably induce few unin-
sured people to purchase insurance because most of
them have low or moderate income.

Another option would offer a tax credit to people
purchasing insurance in the individual or group mar-
ket. Such an option might provide a credit of up to
$1,000 to offset health insurance premiums, for exam-
ple. That approach would be less regressive than ex-
panding a tax deduction, but people with no income
tax liability would not benefit from a nonrefundable
credit. A refundable tax credit would be more effec-
tive in giving people at those lower income levels an
incentive to purchase insurance.

The amount of a tax credit would have to be
fairly large—approaching the full cost of the pre-
mium—to induce a large proportion of the uninsured
population to buy insurance. Many uninsured people
have low income and may not be able to pay much
toward their health insurance. Some may be counting
on the services of public hospitals and other publicly
supported providers, which often write off the costs of
care or require only modest payments from their pa-
tients. Moreover, many people who might be induced
to buy insurance because of a tax subsidy would have
access only to the individual market, whose premiums
are generally higher than those in the group market.
To make coverage more affordable, some tax credit
proposals would permit uninsured people to buy in to
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government-sponsored insurance programs, including
Medicaid, Medicare, or the Federal Employees Health
Benefits (FEHB) program.

Other, more sweeping proposals would alter the
current tax treatment of health insurance benefits in
the context of a new tax credit. One approach would
limit the amount of the tax exclusion, which would

increase tax revenues and discourage the purchase of

excessively generous insurance. Those additional rev-
enues could be used to finance a refundable tax credit.
Another approach would be to completely replace the
current tax preferences for employment-based cover-
age with a tax credit for everyone purchasing insur-
ance. The tax credit could be allowed whether the in-
surance was purchased through the individual market,
employers, or a government-sponsored plan.

Any proposal to expand tax incentives for the
purchase of health insurance would have to deal with a
host of technical issues that would determine the pro-
posal's cost and effectiveness in increasing insurance
coverage?® Some of those issues include:

o Defining the eligible group,

0 Relating the subsidy to family income or some
measure of need,

o Timingthe receipt of the subsidy to coincide with
the payment of premiums, and

o Defining and enforcing new regulatory standards
for qualified insurance plans.

A tax subsidy could be targeted toward people
who do not have access to employment-based cover-
age, or it could be made available to a broader group.
Making a subsidy available to all who purchase health
insurance might be the easiest policy to administer, but
a substantial amount of federal aid would go to people
who would have been insured anyway. Narrowing the
focus to those who do not have access to employer-

18. Foramore complete discussion of those issues, see Jack A. Meyer and
others, Tax Reform to Expand Health Coverage: Administrative
Issues and ChallengéMenlo Park, Calif.: Henry J. Kaiser Family

Foundation, 2000).

sponsored insurance might be more cost-effective, but
it would be administratively more complex. Any cov-
erage that might have been available to a person and
possibly a spouse would have to be verified, possibly
long after the fact. In addition, such an approach
might encourage employers to drop their health plans.
Requiring employers to continue to offer that coverage
could be difficult to enforce.

Tax subsidies could readily be tied to a family’s
income. But low family income, by itself, might dis-
tribute those subsidies inefficiently. Asthe currenttax
deduction for health expenses recognizes, a more ac-
curate indicator would reflect both income and the
level of health costs. The subsidy might also be ad-
justed to reflect variations in the average cost of health
care in different geographic locations or other factors.
Such adjustments could help people in high-cost areas
buy as much care as people who receive the same dol-
lar amount of subsidy but who live in low-cost areas.

An often-voiced concern about tax subsidies is
that they would provide cash to families only at the
time of tax filing, not when the cash was needed to pay
premiums throughout the year. The health insurance
tax credit that was available during the early 1990s
did not offer payment advances, for example, and par-
ticipation was well below expectations. One way to
implement payment advances would be to lower in-
come tax withholding. But making such adjustments
precisely could be difficult, and some people might
face unexpectedly high tax bills the following year. In
addition, some other method of making advances
would be needed for people who are eligible for a tax
subsidy but do not have earnings.

Standards would be needed to define how health
insurance plans that qualify for a tax subsidy could
operate. Such standards might define a minimum ben-
efit package that all health plans would have to offer,
limit cost-sharing requirements, and establish other
regulations for the private insurance market. Those
regulations might include rules for medical underwrit-
ing, requirements to make insurance coverage avail-
able and renewable, limits on the premiums that may
be charged, and other issues. Such standards and reg-
ulations are typically intended to protect consumers,
but they also impose costs on the insurance industry
that are ultimately paid by consumers.
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Expanding Private Coverage

Expanding government health insurance programs or
increasing the generosity of tax preferences for health
insurance could require substantial new federal expen-
ditures. Alternatively, regulation of the private insur-
ance market could be modified with the intention of
increasing health insurance coverage. Regulatory ap-
proaches have the appeal of not requiring new govern-
ment spending, but they generally would impose some
additional cost on the insurance industry that would
ultimately be paid by consumers.

Both the Congress and the states have passed
legislation affecting the benefits, cost, and accessibil-
ity of private health insurance, but the states have pri-
mary responsibility for regulating insurance. All
states have passed legislation mandating the inclusion
of specified benefits in health plans, which may have
increased the cost of insurance. Most states also re-
guire insurers to issue insurance to all groups who
apply and to guarantee the renewal of that coverage,
and states frequently regulate the premium that may be
charged for health insurance. In addition, some states
have passed legislation creating health insurance pur-
chasing cooperatives to facilitate insurance coverage
for employees in small firms.

Federal regulatory initiatives have been intended
to ensure more continuous coverage for people who
are usually insured and to increase the number of
lower-cost options available in the small-group mar-
ket. Additional proposals might be considered to im-
prove the availability and portability of insurance cov-
erage and to reduce the cost consumers pay for that
coverage.

Improving Insurance Availability and Portability .

The Health Insurance Portability and Accountability
Act of 1996 (HIPAA) addressed concerns that work-
ers had become locked into their current employment
because they risked losing insurance coverage for
some period of time if they changed jobs. That act
expanded COBRA protections for workers who leave
their job. It also required insurers to make insurance
available to people who had prior group or employer-
sponsored coverage, and it guaranteed renewal of that
coverage. The law limited the use of exclusions for
preexisting conditions, which exempt the plan from

paying for expenses related to a medical condition that
already existed when the enrollee joined the plan.

The insurance mandates in HIPAA were intended
to make group health insurance more available to
workers and to make it easier for workers to change
jobs by making that coverage more portable. But the
law also imposed costs on insurers that would increase
premiums somewhat—by about $500 million annually
by 2001, according to CBO’s estimates. The impact
on insurance enrollment is uncertain: the increase in
cost would tend to reduce coverage, but the loosening
of insurers’ restrictions would increase enrollment by
some groups of people.

Additional initiatives might be considered to im-
prove the continuity of private insurance coverage.
Some options would extend the period of time over
which COBRA coverage is available or broaden the
availability of that protection. For example, firms that
dropped their retiree health benefits might be required
to offer their early retirees who were enrolled in the
health plan extended COBRA coverage—perhaps until
those retirees reached age 65 and became eligible for
Medicare. Such a requirement could discourage em-
ployers from dropping their retiree health plans, but it
could also discourage employers from offering cover-
age in the first place. Expanding COBRA coverage in
that way would raise the cost of health insurance for
workers, and fewer employees would enroll.

Making Small-Group Insurance More Affordable.
Employees in small firms typically face higher health
insurance costs than those in larger firms and are
therefore less likely to have health coverage. Small
firms lack purchasing power, limiting their ability to
bargain for lower rates from providers and insurers.
They have fewer employees to pay the fixed costs of a
health plan, including marketing and enrollment costs,
so their average administrative expenses are high.
And small firms generally purchase coverage that is
subject to state benefit mandates and premium taxes,
both of which increase average premiums. Larger
firms that self-insure are exempted from those state
insurance regulations by the Employee Retirement In-
come Security Act.

Concerns about the affordability of insurance
coverage in the small-group market have prompted
recent proposals to establish association health plans
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(AHPs) and HealthMarts. Those new entities are in-
tended to provide small firms and their employees with
some of the premium-lowering cost advantages en-
joyed by larger firms, including lower administrative
costs and enhanced purchasing power. AHPs and
HealthMarts would also enable small firms to avoid
some regulations that generally increase their insur-
ance costs.

AHPs could be sponsored by trade, industry, or
professional associations and could offer a full range
of health plans, including a self-insured plan, to their
member firms. Both self-insured and fully insured
plans (offered by a licensed insurer) would be exempt
from state-mandated coverage of benefits. An AHP
would offer its plans only to members of its sponsor-
ing association and could price its premiums to reflect
the expected health care costs of its association mem-
bers rather than the costs of the small-group market as
a whole.

HealthMarts would be nonprofit organizations
that offered health insurance products to all small
firms within an approved geographic service area. A
HealthMart would have to make all of the plans it of-
fered available to any small employer within its ser-
vice area. Health plans offered through HealthMarts
would be exempt from most state benefit mandates.
Like AHPs, HealthMarts could offer premiums re-
flecting the expected health care costs of potential en-
rollees in small firms in its designated geographic ser-
vice area rather than the entire small-group market in
the state. Unlike AHPs, HealthMarts could offer only
fully insured plans from insurance issuers licensed in
the state.

Insurance offered through AHPs and Health-
Marts could significantly lower premiums for some
small firms compared with coverage offered in the tra-
ditional (fully regulated) small-group market. Some of
those premium savings would result from reduced ad-
ministrative costs or increased market power through
group purchasing. Those savings would most likely
be modest, however. Other savings would result from
exempting AHPs and HealthMarts from state-man-
dated coverage of benefits that may not be strongly
demanded by employees of small firms. AHPs and
HealthMarts would also attract firms with healthier-
than-average employees, further lowering premiums.

The exemption from state-mandated benefits
could foster that favorable selection of firms with
healthier employees. AHPs and HealthMarts might
design benefit packages that were relatively unattrac-
tive to firms whose employees had costly health care
needs. Lower-priced plans with leaner benefits might
appeal both to firms that currently offer no coverage
to their employees and to firms with healthy employees
that already offer insurance.

If firms with healthier-than-average employees
switched from traditional coverage to AHPs and
HealthMarts, premiums for some firms in the tradi-
tional market would rise. However, proposals gener-
ally include requirements that would limit the ability
of AHPs and HealthMarts to attract healthier groups.
AHPs would have to offer their plans to any small
firm that qualified for membership in the sponsoring
association. Similarly, HealthMarts would have to
make their plans available to any small firm located in
a HealthMart’s designated geographic area. And both
types of plans would be subject to limits on the premi-
ums they could charge. Moreover, aggressive efforts
by AHPs and HealthMarts to obtain favorable health
risks would add to administrative costs, which could
temper such efforts to attract healthier groups.

In a recent analysis, CBO estimated that intro-
ducing the new entities would increase the number of
people insured through small firms by approximately
330,000t Many more people—about 4.6 million—
would be attracted by lower premiums to the new
plans, but most of them would otherwise have been
insured through the small-group market. Some firms
and workers in the traditional market would drop cov-
erage because their premiums would increase, but
most would continue their coverage and pay slightly
higher premiums.

19. Congressional Budget Officicreasing Small-Firm Health Insur-
ance Coverage Through Association Health Plans and Health-

Marts, CBO Paper (January 2000).
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Long-Term Care
for the Elderly

The demand for long-term care services is substantial
and will probably accelerate with the aging of the
baby boomers. Over $120lIon, or more than 10
percent of national health expenditures, was spent on
nursing home and home health care in 1998. Federal
and state governments account for the bulk of that
spending, perhaps as much as two-thirds of the total.
The rest is paid for privately. Uncounted in that total
are services provided to people with chronic health
conditions by relatives and friends who are unpaid.

The demand for both paid and unpaid services is
likely to grow as more people live longer. Policies
could be adopted that might ease some of the financial
pressures now facing families as they deal with the
long-term care needs of a friend or relative and that
might provide incentives for younger people to better
prepare for such needs.

Use of Long-Term Care Services
by the Elderly

Long-term care comprises a variety of medical and
social services for elderly and disabled people whose
disabilities prevent them from living independently.
Formal, or paid, long-term care services may be pro-
vided in the home or community or in institutions for
people who can no longer remain in their home. Not
all people who could use such services receive them,
however, because formal services are expensive if paid
for out of pocket, and they may be less desirable than
informal help from family and friends. Indeed, the
most important sources of assistance for disabled el-
derly people who remain in the community are live-in
caregivers and networks of family helpers. Despite
recent rapid growth in long-term care spending, most
long-term care services are still provided informally
and are not, therefore, represented in expenditure data.

This year, 7.5 million people age 65 or older (or
about 21 percent of the elderly population) are ex-
pected to require assistance because of physical dis-
abilities, cognitive impairments, or behavioral prob-

lems. Of those people, 1.5 million will be in nursing
homes; 2.2 million will receive assistance while living
in the community, although they probably would have
gualified for admission to a nursing home; and the rest
will be less severely disabled but maii stse long-
term care services on occasion.

Over the next 30 years or so, the elderly popula-
tion will double. Similarincreases are foreseen for the
"old old" population—those who are 85 or older and
more likely to have disabilities that make them depend-
ent on others for assistance. If current rates of disa-
bility among the elderly continue, almost 8 million
severely disabled elderly people are projected to be
living in 2030, with a similar number having lesser
disabilities.

Those estimates are quite speculative, however,
because of the uncertainty that surrounds future rates
of disability and longevity among the elderly. If, for
example, the Census Bureau's projections of the 85-or-
older population are too low, as some demographers
believe, the proportion of the elderly population in
need of intensive long-term care could be considerably
larger. By contrast, reductions in age-specific disabil-
ity rates would lessen that effect. Recent data suggest
that the incidence of disability has been declining over
the pasttwo decades, and those declines may continue.

Current Financing of Long-Term Care
for the Elderly

Medicaid and Medicare, the two largest health financ-
ing programs, were responsible for about half of nurs-
ing home and home care expenditures for the elderly in
1995 (see Table 1). Medicaid is jointly funded by the
federal government and the states and serves certain
people who have low income and few assets. A signif-
icant fraction of Medicaid spending is for nursing
home residents who have "spent down" their assets
and income as a result of incurring large medical ex-
penses. Because of the spend-down provisions,
Medicaid is effectively the insurer of last resort for
middle-income people facing high expenses for long-
term care.

Medicare pays primarily for acute medical treat-
ment, but a sizable component of Medicare spending
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is for home health care and skilled nursing facility ser-
vices. Although those services were originally in-
tended to meet the short-term postacute needs of
Medicare patients, Medicare's home health benefit is
increasingly important for patients requiring chronic
care. (Table 1 does not distinguish between postacute
and chronic care services.)

Recent spending declines in Medicare outlays for
home health services are not likely to persist. Those
outlays declined in 1998 and 1999 partbchuse of
legislative changes in payment methods and partly be-
cause of administrative actions curbing fraud and
abuse in Medicare. Over the next decade, however,
Medicare spending for both home health and skilled
nursing care will grow substantially, CBO projects.

Because the federal government finances more
than half of Medicaid’s spending and all of Medicare’s
(apart from premiums and cost sharing paid by benefi-
ciaries), it is the primary payer for long-term care ser-
vices for the elderly. By contrast, the role of private
insurance in financing long-term care is modest, ac-
counting for less than 1 percent of all spending on
nursing home and home care for the elderly in 1995.
That may not be surprising since Medicaid provides
some protection against potentially catastrophic long-
term care expenses.

Many long-term care services are also provided
informally by adult children or friends, who are not
paid for providing that help. Informal services might
be valued at $50 billion to $100 billion annually if
they were purchased in the market. Economic and
demographic changes may curtail family caregiving in
the future, however. The increased participation of
women in the labor force is already reducing the po-
tential pool of informal caregivers. Average family
size has also been declining, which further reduces the
chances that an adult child will be present to provide
informal services if the need arises. Reliance on paid
care would be likely to rise if those trends continued.

Options for Financing Long-Term Care

A variety of policy options have been proposed to in-
crease federal support for long-term care. Some
would address the needs of people who are now using
long-term care services and the needs of their families.
Those policies might expand eligibility for services
covered by Medicaid and Medicare or provide tax
subsidies for paid or unpaid care.

Other options would increase opportunities for
people to prepare financially for the possibility that
they might need such services once they were elderly.

Table 1.

Expenditures by the Elderly for Nursing Home and Home Health Care, 1995 (In billions of dollars)

Source of Payment Nursing Home

Home Health Care

Total Expenditures  Percentage Share

Medicare 8.4
Medicaid 24.2
Other Federal 0.7
Other State and Local 0.6
Private Insurance 0.4
Out of Pocket and Other Sources 30.0
All Sources 64.4

14.3 227 25.0
4.3 285 314
1.7 2.4 2.6
0.5 1.1 1.2
0.3 0.7 0.8

5.5 35.5 39.1

26.5 90.9 100.0

SOURCE: Office of the Assistant Secretary of Planning and Evaluation, Department of Health and Human Services, as cited in Richard Price,
Long-Term Care for the Elderly: Themes of Financing Reform, CRS Report RL30062 (Congressional Research Service, January 15,

1999).
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Such options would encourage people to purchase
long-term care insurance or to save more over their
lifetime.

Expanding Medicaid and Medicare Federal and
state governments already finance long-term care ex-
penses through Medicaid and Medicare. Those pro-
grams could be expanded, and eligibility rules could
be liberalized.

All state Medicaid programs cover nursing home
care, and many states also offer home- and commu-
nity-based care in an attempt to avoid or delay a per-
son’s entry into a nursing home. To be eligible for
Medicaid coverage, nursing home patients may not
have assets with a value greater than a relatively low
limit (that excludes the value of a home). In addition,
all of their income except a small allowance must be
spent on nursing home costs. If the patient is married,
the spouse living in the community may retain higher
amounts of income and assets. Most states permit
people with relatively high income to qualify for
Medicaid if they meet the asset test and if medical ex-
penses exceed their income.

One option would allow patients whose long-
term care expenses are covered by Medicaid, and their
spouses, to retain more of their income and assets.
That change would allow people with lower medical
costs to obtain Medicaid coverage and would impose a
larger share of total long-term care costs on the pro-
gram. Such an option would increase the number of
chronic care patients enrolled in Medicaid, primarily
by allowing them into the program earlier. The option
might also reduce some financial burdens for a spouse
living at home, although nursing homes would also
have an incentive to raise their prices for personal ser-
vices paid for by the family.

Medicare provides postacute care services rather
than comprehensive long-term care services. For ex-
ample, Medicare covers up to 100 days of nursing
home care for each spell of illness but only after the
patient has been hospitalized for at least three days to
treat an acute illness. Only the first 20 days are fully
reimbursed, however; the remaining days require sub-
stantial coinsurance. That benefit could be made com-
prehensive by dropping the hospitalization require-
ment, eliminating the 100-day limit on coverage, and

reducing coinsurance rates. Coupled with already
generous home health benefits, those policy changes
would establish a true long-term care benefit in
Medicare. But such a policy would substantially in-
crease Medicare spending as nursing home residents
shifted from Medicaid and state-only programs (in
which states bear some or all of the costs) or from pri-
vate payment.

Another option would create a new benefit for
respite care in Medicare. Respite care would cover
paid services provided for a brief time, perhaps a week
or two, to care for a chronically ill Medicare patient
living at home. Those services would enable an un-
paid caregiver to take time away from the patient.
Such a policy could help caregivers cope with the
physically and emotionally draining experience of car-
ing for a loved one and might encourage more family
members and friends to help someone with chronic
needs, possibly delaying the patient’s move to institu-
tional care.

Tax Subsidies for Long-Term Care ServicesTax-
payers who itemize may deduct unreimbursed medical
expenses that exceed 7.5 percent of adjusted gross in-
come. Taxpayers or their dependents who have sub-
stantial expenses for long-term care can deduct a por-
tion of those costs, but the tax benefit is modest for
most people. The deduction could be converted into a
tax credit, which would provide a greater benefit to
low-income people than would the deduction.

Another option would allow people to open a
tax-preferred savings account, similar to a medical
savings account, that could be used to purchase long-
term care services. Such an account might be funded
with pretax dollars, and interest accrued on account
balances might also be excluded from taxable income.
Medical savings accounts have not proved popular,
however, perhaps in part because of restrictions on
their use. Also, the amount of additional savings that
might be gained through such vehicles might be mod-
est, since some of the money going into the account
would be diverted from other savings.

Expanding Long-Term Care Insurance Although
private long-term care insurance does not currently
pay for a significant fraction of services, interest in
such insurance is growing. The number of policies
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that have been written increased from about 800,000
in December 1987 to nearly 5 million by the end of
1996. Most long-term care insurance is sold in the
individual and group association markets rather than
through employer-sponsored group plans.

Private long-term care insurance protects policy-
holders against potentially large financial losses asso-
ciated with a debilitating condition. The market for
that insurance is concentrated among people with
above-average income, who may have significant as-
sets that they wish to bequeath to their heirs. Low-
income people may reasonably have little interest in
long-term care insurance. They may have limited as-
sets to protect, they may not feel private premiums are
affordable, and they are likely to be eligible for
Medicaid coverage if they need long-term care services
as they age.

People with higher income might face greater
financial losses if they needed long-term care services
and had to spend down their assets to become eligible
for Medicaid. But even for those people, the availabil-
ity of Medicaid is a significant deterrent to purchasing
private insurance. Purchasers may find that long-term
care insurance would give them more treatment op-
tions should the need arise. In addition, some states
allow nursing home patients who purchased private
long-term care insurance to become eligible for
Medicaid with substantially higher-than-usual levels
of assets. Even with those incentives, however, many
people who buy private long-term care insurance al-
low their policy to lapse; perhaps as many as half of
the people with that insurance drop their policy within
five years of purchasing it.

The Congress could create new tax incentives for
purchasing long-term care insurance. Options include
a tax credit or "above the line" deduction for premi-
ums paid by the taxpayer. Another approach would
be to exclude from taxable income money withdrawn
from qualified retirement plans that is used to pur-
chase long-term care insurance. Such options would
favor high-income taxpayers, particularly those who
were already buying private coverage. Lower-income
taxpayers, who are unlikely to buy long-term care in-
surance now for the reasons discussed above, would
be unlikely to purchase that coverage unless the new
tax benefit subsidized most of the premium.
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Some people who purchased private insurance
because of a new tax subsidy would use fewer
Medicaid-covered services as a result, yielding some
program savings. Those savings would be unlikely to
fully offset the revenue loss, however. The netimpact
on the budget would depend on the details of the pol-
icy option.

Without other changes, tax incentives might have
little impact on the private insurance market. Long-
term care insurance remains a little-known product to
employers, and the administrative cost of selling that
insurance through the individual market is high. The
Administration’s recent proposal to offer long-term
care insurance to federal workers through the Office of
Personnel Management might promote that type of
coverage more generally. Since that coverage would
be sold to a group, premiums might be lower than
those for comparable coverage sold through the indi-
vidual market. Unlike the treatment of health insur-
ance in the FEHB program, however, employees
would pay the entire premium coshder that pro-
posal—there would be no employer contribution.

Private insurance is one way for people to fi-

nance the costs of long-term care services themselves.

Other policies, discussed earlier in the section on So-
cial Security, could be pursued to increase retirement
income, enabling the elderly to better afford health
care and other services that they may need.

Education

The federal government historically has played a small
role in funding the U.S. education system. Federal
funds represent only about 8 percent of the cost of
public elementary and secondary education, for exam-
ple. State and local tax revenues provide most of the
funding for public schools; parents of students in pri-
vate schools pay most of those costs.

The same is true for other types of education.
Most of the cost of preschool is paid by parents, with
limited support provided by government sources for
children in poor families. And although the federal
government provided about $2@lion this year to
help students pay for their postsecondary education

through grants, loan subsidies, and tax benefits, family
contributions and state subsidies have always been far
more significant sources of funding for colleges and
universities.

Nonetheless, the success of the education system
is critical to the future of the nation, and additional
spending has been proposed at all levels. The broad
goals of those proposals are to promote equal opportu-
nity; enhance the skills, productivity, and income of
future workers; and provide greater assurance that
children will become adults who can function effec-
tively in society. Specific proposals might be more or
less effective in achieving those goals.

Prominent among education spending initiatives
are the following strategies:

0 Helping children become better preparedto learn
when they enter school by expanding the avail-
ability of preschool programs, most notably
Head Start for low-income children.

o Improving the effectiveness of elementary and
secondary schools by hiring more teachers and
improving their training, as well as making im-
provements in facilities and other infrastructure.

0 Increasing support for investment in education
beyond high school by expanding federal student
aid programs, especially Pell grants.

Expanding Preschool Education

Adequate preparation is a critical factor for success in
school. Some analysts believe that the greatest return
from additional spending in education could be ob-
tained by investing in early childhood education.

Although universal public schooling is available
starting at age 5, many younger children attend pre-
school programs. Nearly 40 percent of 3-year-olds
attend some type of center-based program, as do al-
most 60 percent of 4-year-olds. Even with existing
federal efforts focusing on low-income children, how-
ever, preschool attendance rates remain much lower
among children from lower-income families than
among those from higher-income families. For in-
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stance, preschool enrollment was about 38 percent in
1996 among 3- and 4-year-olds in families with annual
income below $20,000, compared with over 65 per-
cent in families with income above $50,000.

Head Start is the primary federal preschool pro-
gram serving poor children. It provides a comprehen-
sive set of services, mostly to eligible 3- and 4-year-
olds, that includes child development, education,
health, nutrition, social, and other services. The pro-
gram strives not only to improve the education out-
comes of children but to achieve other goals as well,
including improving health status and reducing aggres-
sive and other antisocial behavior.

In 2000, the program will enroll an estimated
877,000 children, over 85 percent of whom are from
families with annual income below $13,000. The av-
erage federal service grant per child is about $5,800,
with funds going directly to the approximately 1,500
public and private nonprofit agencies that operate the
Head Start centers. Local grant recipients provide
roughly 15 percent of total program resources.

Federal funding for Head Start has grown rapidly
in recent years, rising from about $1.2 billion in 1989
to about $5.3 billion in 2000 (including advance ap-
propriations). Increases occurred with the rise in the
number of 3- and 4-year-old participants, which nearly
doubled, and with the introduction of the Early Head
Start program. That program provides early interven-
tion services to pregnant women and families with in-
fants and toddlers.

The Effectiveness of Preschool Programs Two
mechanisms could explain how children's experiences
at age 3 or 4 might improve their subsequent educa-
tion outcome® Preschool might improve children's
ability to think and reason as they enter school, en-
abling them to learn more in the early grades and
keeping them "on track" toward high school gradua-
tion. It might also help increase their motivation to
learn. The success children have in early grades could
lead to higher expectations and added support from

20. DeannaS. Gomby and others, "Long-Term Outcomes of Early Child-
hood Programs: Analysis and Recommendatiortse"Future of Chil-
dren: Long-Term Outcomes of Early Childhood Programbavid
and Lucile Packard Foundation, Los Altos, Calif., vol. 5, no. 3 (Win-
ter 1995), p. 10.

their parents and teachers, increasing their drive to
succeed.

The effectiveness of preschool programs remains
unclear, however. Most analysts agree that early
childhood education programs in general can have
positive short-term effects on participants' cognitive
and social development, but there is less evidence
about the longer-term effects of the programs. Al-
though cognitive gains may fade, other effects—such
as lower placement rates into special education and
lower retention in grade—seemto persist. Analyses of
small-scale "model" preschool programs also find in
those programs long-term reductions in crime, teenage
childbearing, and use of social services.

The efficacy of Head Start programs over the
long term is even less clear. The positive long-term
effects of model preschool programs may not pertain
to Head Start programs because their teachers are of-
ten less well trained. Likewise, most Head Start pro-
grams do not provide some of the services, such as in-
home tutoring, that are usually part of the model pro-
grams. Although both types of programs generally
show favorable effects on reducing the placement of
students in special education programs and on reduc-
ing the retention of students in grade, the question of
Head Start's effects on participants in the long term
remains open. The General Accounting Office has
concluded that the body of specific research on Head
Start to date is inadequate for use in drawing conclu-
sions about the impact of the national progfam.

Expanding Head Start A range of proposals have
been made to increase federal support for preschool
education. Some options would make services like
those provided in Head Start available to more 3- and
4-year-olds. For instance, one proposal would make
federally supported preschool available to all 4-year-
olds. Other options would increase the services pro-
vided to children who are already enrolled, including
expanding the length of the program from half-day to
full-day. Still other options would focus funding on
programs that provide services to parents and children
at earlier ages.

21. General Accounting Officdllead Start: Research Provides Little
Information on Impact of Current ProgranGAO/HEHS-97-59

(April 1997), p. 2.
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A specific proposal would be to increase Head
Start funding sufficiently to enroll all poor 3- and 4-
year-olds. In 1998, about one-quarter of eligible 3-
year-olds and about one-half of eligible 4-year-olds
were enrolled in the program. Enrolling all children
who live in families with income below the federal
poverty threshold today could raise the program's an-
nual price tag from about $5.3 billion to about $12
billion if the average federal service grant per Head
Start enrollee remained unchanged.

The federal cost could be higher, however, for
three reasons. First, although the existing programs
often make use of underutilized facilities and volunteer
staff to save costs, significant further expansions of
the program would be likely to exhaust those opportu-
nities. Providing more classrooms and training more
teachers to meet the program’s expanded requirements
would require additional resources. Second, a larger
program would need to attract new teachers away
from other jobs and career paths by offering them
higher salaries. Furthermore, to prevent dissatisfac-
tion and turnover among current teachers, their sala-
ries would probably have to be raised as well. Third,
for the positive effects of the model preschool pro-
grams to carry over to Head Start, many Head Start
teachers probably would need increased training, and
the program would have to provide an expanded array
of services to participants and their families.

Achieving 100 percent enrollment of low-income
3- and 4-year-olds would be very unlikely, however—
thus reducing the cost of the option. First, many par-
ents prefer home-based care, irrespective of the avail-
ability and cost of center-based care. Second, the
half-day schedule of most Head Start centers conflicts
with the schedules of some working parents. It might
be difficult for those parents to find adequate child
care for the remaining part of the day and arrange for
the transfer of their children from one place to another.
Finally, the location of some Head Start centers makes
them inconvenient for some families with limited
transportation options.

Improving Elementary and
Secondary Education

The federal government will provide approximately
$24 billion in aid to elementary and secondary schools

in the 2000-2001 academic year to fund a range of
activities. Some aid supports improved education for
children who are poor or have disabilities; other aid
finances education reform and school improvement
initiatives.

The government’s first major effort to aid public
elementary and secondary education (the Title | pro-
gram) began in the mid-1960s as part of the war on
poverty. Experience since then has shown that in-
creasing the quality of schools that poor children at-
tend can go only a small way toward closing the gap
between their academic achievement and that of their
higher-income peers. Other factors, such as difficult
home situations and detrimental neighborhood influ-
ences, can undermine the efforts of schools to increase
achievement but are much more difficult to address
through federal policies. Federal spending on disad-
vantaged children through state grants for Title | totals
$7.9 billion in 2000, or laout one-third of all federal
spending on elementary and secondary education.

In 1975, the Individuals with Disabilities Educa-
tion Act (IDEA) became law, requiring states and
school districts to provide a free, appropriate public
education to children with disabilities. Doing so is
very expensive. By some estimates, the cost of edu-
cating a disabled child is two to two-and-a-half times
the cost of educating a nondisabled child, although
that figure probably varies widely among states and
school district$? In passing IDEA, the Congress au-
thorized a federal contribution for each disabled child
served of up to 40 percent of the national average per-
pupil expenditure (APPE) for all students. Asoat
$5 billion, however, current federal funding gives
states only about 13 percent of the APPE. Providing
states with the 40 percent amount would require an
additional $11 billion a year, assuming that the num-
ber of children identified as disabled remained un-
changed.

Since the early 1990s, federal education policies
have focused on a very different way of improving
education outcomes. Along with continuing to aid
special populations of students, those policies have

22. M.T. Moore and otherBatterns in Special Education Service Deliv-
ery and Cos{Washington, D.C.: Decision Resources Corporation,

1988).
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encouraged broad-based education reform and school
improvement.

Proposals to increase the effectiveness of U.S.
schools range from state-level, top-down strategies to
grass-roots strategies that address local problems. An
example of a top-down strategy is one that would re-
guire states receiving federal funds to develop stan-
dards for what children should know in various grades

and help states develop assessments of students' per-

formance in various subject areas. An example of a
grass-roots strategy is one that would support local
groups who want to start new public schools (called
charter schools) that implement specific education
strategies appropriate to local needs. Another exam-
ple is one that would create vouchers by tying Title |

funding to disadvantaged students; those attending
underperforming schools could be given the option of
attending another public or private school, with the

Title | funds following the student to the new school.

Other recent proposals would strive to improve
schools by expanding or improving the inputs into the
education process. Some proposals would support the
professional development of teachers in areas such as
science and math or would improve the quality of
teachers by funding mentoring programs that team up
experienced and inexperienced teachers. Other pro-
posals would support state and local efforts to im-
prove schoolfatities, including constructing and ren-
ovating school buildings and bringing Internet access
to classrooms.

The quantity and quality of teachers are critical
determinants of a school’s success. Public elementary
and secondary schools today employ over 2.7 million
teachers. About half of them have a master’s degree,
and the median teacher has more than 15 years of
teaching experience. Their average salary is an esti-
mated $42,000 a year, and the starting salary is about
$27,000.

Increasing the number of teachers in the early
grades, thereby reducing class size, could be a tangible
way to improve education outcomes. The average
class size in elementary schools is about 24 students
per teacher. The Congress appropri&e@ billion
for academic year 1999-2000 and $1.3 bhillion for
2000-2001 to help reduce class size to 18 students per

teacher in grades 1 through 3, and proposals have
been made to continue and increase that amount.

Because average class size differs across states
and school districts, the best method of allocating fed-
eral funds is not obvious. Funds could be distributed
to jurisdictions according to the amount they would
need to reduce their class size to a target level, but that
method would give the greatest reward to those juris-
dictions that had made the least progress on their own
in reducing class size. Giving all jurisdictions the
same amount of funds per student would avoid that
outcome, but it would not necessarily result in the av-
erage class size falling to the target unless some juris-
dictions reduced their class size below the target.

The best research evidence on the effectiveness
of smaller classes on student achievement is Tennes-
see’s STAR project Children entering kindergarten
were randomly assigned to small classes of 13 to 17
students and regular classes of 22 to 26 students.
Through third grade, students in small classes outper-
formed those in regular classes on both standardized
and curriculum-based tests. In fourth grade, all stu-
dents went to regular classes. Nevertheless, at least
through eighth grade, a decreasing but still signifi-
cantly higher level of achievement persisted for stu-
dents who had been in the small classes.

Reducing class size in grades 1 through 3 from
the current estimate of about 22 students per teacher
to 15 would require hiring approximately 250,000 ad-
ditional teachers. Paying those additional teachers at
current beginning compensation levels would cost
about $9 billion per year.

The salaries of current and new teachers would
probably have to be raised to meet the extra demand,
however. Those higher salaries could add another $4
billion to $8 billion annually to the price of this option,
assuming that salaries of all elementary teachers rose
by 5 percent to 10 percent. Additional costs would be
incurred to recruit and train teachers, to give salary
increases in future years, and to build the added class-
rooms that would be needed to accommodate the
larger number of classes.

23. E. Ward and other§tudent/Teacher Achievement Ratio (STAR):
Tennessee's K-3 Class-Size StiNBshville, Tenn.: Tennessee State

Department of Education, 1990).
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The task of reducing class size would be made o0  The interest rate on nearly all federal student
even harder by the impending retirement of a large loans was reduced by 0.8 percentage points in
share of current teachers. Nearly 50 percent of ele- 1998 through 2003.
mentary and secondary school teachers today are age
45 or older. Finding replacements for those experi- o  The maximum Pell grant was increased in-
enced teachers when they retire would add consider- crementally from $2,900 for academic year
ably to the difficulty of expanding the overall number 1997-1998 to $3,300 for 2000-2001.
of teachers.

0 Tax credits of up to $1,500 for tuition expenses
and tax deductions for interest expenses on stu-

Promoting Greater Investment dent loans were created.

n ngher Education The Effectiveness of Student Aid in Increasing Col-

lege Attendance The availability of student financial
aid—from the original Gl bill to the more recent fed-
eral grant and loan programs—has allowed many stu-
dents to attend college or trade school who otherwise
would not have and others to pursue their postsec-
ondary education further. On the basis of a recent
study of students' experiences in the 1980s, a $1,000
increase in grant aid to all high school graduates
would increase the proportion attending college or
trade school by 4 percentage pofitsSimilarly, ac-
cording to another study, a $1,000 difference in tuition
at public two-year colleges was associated with a 7
percentage-point difference in enrollment rates among
18- and 19-year-old8. There was no disproportional
growth in enrollment by low-income youth relative to
higher-income youth, however, after the Pell grant
program was established in the mid-1970s. Overall, it
appears that young people are sensitive to the cost of
continuing their education beyond high school but that
problems in understanding and applying for financial
aid may deter college attendance, particularly among
youth whose parents did not attend college.

Enroliment rates in postsecondary schools have in-

creased in recent years, as have the returns on a col-
lege education. However, the cost of postsecondary

education has also grown, having outpaced the growth

in family income for more than two decades.

The federal government has long promoted atten-
dance at colleges and trade schools. Perhaps the most
important goals of federal policies for higher education
are to remove the financial barriers to attendance
faced by low-income students and to keep college af-
fordable for middle-income families.

To help achieve those goals, the Congress cre-
ated several programs, including a federal student loan
program in 1959, the Pell grant program in 1972, and
tax credits for postsecondary education in 1997. Last
year, the student loan program provided $31 billion in
loans to about 5 million students at a federal cost of
approximately $4 billion. The Pell grant program pro-
vided more than $7 billion in aid to nearly 4 million
students with very low income. And for the 1998 tax
year, about 8 million filers received an estimated $4
billion in education tax credits and deductions for in-
terest on student loans.

Although the size of the effect is difficult to esti-
mate, federal aid does induce some students, particu-
larly those from low-income families, who would not
have attended college or trade school to enroll in post-

About 80 percent of students from upper-income secondary education. It also increases the length of

families now enroll in college or trade school immedi-
ately after high school graduation. Less than 50 per-
cent of students from low-income families enroll, even 24, susan m. DynarskDoes Aid Matter? Measuring the Effect of Stu-

with the availability of significant amounts of federal dent Aid on College Attendance and Completidforking Paper
. No. 7422 (Cambridge, Mass.: National Bureau of Economic Re-
and other aid. search, November 1999).

Federal student aid has been increased several 25 Thomas J. Kan&ising Public College Tuition and College Entry:
How Well Do Public Subsidies Promote Access to Call&gerking

times In recent years: Paper No. 5164 (Cambridge, Mass.: National Bureau of Economic
Research, July 1995).
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time some lower-income students remain in school.
However, the aid also subsidizes many students who
would have attended school without it.

Increasing Pell Grants One option to promote
greater investment in education would target additional
aid toward students with low income by expanding the
maximum award in the Pell grant program. That
award could be increased from its current appropri-
ated level of $3,300 to the full authorized limit of
$5,100 in 2001. Doing so would raise the cost of the
Pell grant program from $7.9 billion to about $15 bil-
lion.

Most of the added funding would go to the esti-
mated 3.8 million current Pell grant recipients, whose
average award would rise from $2,070 to about
$3,400. The higher limit would also raise the number
of current students who are eligible for Pell grants,
adding about 600,000 new recipients to the program.
Finally, raising the maximum Pell grant would induce
some young people to enroll who previously found
college or trade school too expensive. An estimated
300,000 new students would be added in that way.

In addition, the more generous aid would in-
crease the number of affordable choices available to
some young people already attending school. Some
students might transfer from a two-year college near
their home to a state four-year college a greater dis-
tance away. Others might give up jobs to focus en-
tirely on school.

Several other considerations would affect the
desirability of increasing the federal grant. Pell grants
are available to any low-income student who has grad-
uated from high school or passed the General Educa-
tion Development tests. Many students who enroll in
college drop out before graduating, in part because
some of them are probably not adequately prepared.
Increasing the amount of financial aid that is available
might not be productive without taking steps to better
prepare students.

One way to motivate students to prepare for col-
lege is to make them aware of available aid early in
their school career. Some analysts believe that
middle-school students are generally unaware of the
amount of federal aid that is available to them and
might therefore underestimate their ability to go to

college. Programs to make all seventh or eighth grade
students more aware of college aid might improve
their preparedness for, and enrollment in, college.

A final consideration is that a large part of the
return on higher education today is a private benefit.
College graduates with a bachelor’'s degree earn sub-
stantially more than people with only a high school di-
ploma. Furthermore, attending college enriches stu-
dents' lives in other ways that are long lasting and ex-
tend to their children. Because students enjoy most of
the benefits, one can argue that they should bear most
of the cost. Accordingly, the role of federal policy
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might be to ensure that students who want to attend
school are not prevented from doing so by temporary
financial constraints; that could be achieved by in-
creasing the availability of education loans. Although
financing their education with loans increases the
amount of debt the students amass by the time they
leave school, federal policies already exist to provide
borrowers with options for repaying loans that make
the burden more manageable. For example, borrowers
may extend the repayment period beyond the usual 10
years or choose graduated payments that rise over
time with expected increases in income.



