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Option 7

Create a Voucher Program to Expand Health Insurance Coverage

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

To extend health insurance coverage to uninsured people, 
policymakers have proposed various options, including 
offering direct subsidies or tax-related inducements to 
individuals who purchase coverage or to firms who offer 
it to their employees; expanding Medicaid and the State 
Children’s Health Insurance Program (SCHIP); changing 
the rules that regulate private insurance; and requiring 
employers to offer coverage. 

This option would create vouchers that uninsured people 
could use to purchase coverage in the individual health 
insurance market that meets a minimum coverage stan-
dard. The voucher would pay as much as 70 percent of 
the total cost of insurance premiums for such coverage, 
not to exceed $1,500 for an individual and $3,000 for a 
family in 2010. (Those amounts would be indexed for 
general price inflation in subsequent years.) The vouchers 
would be available to people whose household income 
was below 250 percent of the federal poverty level. (The 
value of the voucher would be phased out for people with 
income between 200 percent and 250 percent of the fed-
eral poverty level). The vouchers would be provided in 
the same year in which the individual or family was cov-
ered by a qualified plan, often referred to as being 
“advanceable,” and would not be available to individuals 
who were enrolled in Medicare, Medicaid, or SCHIP. 

Under this option, the estimated cost of the vouchers 
would be about $21 billion over the 2010–2014 period 
and roughly $68 billion over the 2010–2019 period. 
However, the effect on the federal deficit would be 
slightly smaller than those amounts because of an increase 
in revenues ($2.5 billion over the 10-year period) owing 
to a small shift that the subsidy would generate from 
employment-based coverage to coverage in the individual 
market. The increase in tax revenues would occur as com-
pensation for those individuals shifted from nontaxable 

fringe benefits to taxable wages. (Under the option, self-
employed individuals could continue to deduct the 
unsubsidized portion of their premiums from their 
taxable income.)

Of the roughly 4 million people who would use the 
voucher in a typical year, about 1.6 million would already 
have had coverage in the individual health insurance mar-
ket without the voucher. Of the remaining 2.4 million 
people, about 2.3 million would have been uninsured 
without the subsidy, and about 100,000 would have had 
employment-based coverage. The net reduction in the 
number of uninsured people under this option would be 
about 2.2 million in 2014—because approximately 
100,000 people would become newly uninsured as some 
small employers elected not to offer insurance because of 
the new subsidy. Because of the subsidy, health insurance 
in the individual market would become less expensive, 
and as a result, some firms would opt to provide their 
employees with higher cash wages rather than offer health 
insurance. Although such a change might benefit a firm’s 
employees on average, some previously insured employees 
could face higher premiums in the individual market 
(perhaps because of adverse health conditions) and conse-
quently might forgo insurance coverage altogether. 

A rationale for this option is that it would increase the 
affordability of health insurance—particularly for the 
roughly 27 million people who have income below 
250 percent of the federal poverty level and no access to 
Medicaid, SCHIP, or employment-based insurance, 
about 20 million of whom are uninsured. Moreover, sub-
sidies for the purchase of insurance in the individual mar-
ket would address an imbalance in the current health 
insurance marketplace: the favorable tax treatment cur-
rently accorded employment-based health insurance and 
insurance bought by self-employed people. 

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 0 2,000 4,110 6,330 8,660 21,100 68,000

Change in Revenuesa 0       70     140     220     310        740     2,520
Net Effect on the Deficit 0 1,930 3,970 6,110 8,350 20,360 65,480
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higher subsidies for people with higher income. The 
option would reduce the subsidy for higher-income 
taxpayers while maintaining the same level of subsidy for 
taxpayers of low or moderate income. 

An argument against this option is that it would increase 
the number of uninsured individuals, in part because it 
would lead some employers to stop offering health insur-
ance coverage. However, many firms would probably 
maintain their current health care plans because the 
majority of their workers would retain all or most of the 
tax advantages they receive from acquiring health insur-
ance through the workplace. 

Another argument against the option is its complexity. 
Under the option, employers who self-insured would be 
required to determine the cost of providing single and 
family plan health insurance and to inform employees of 
those amounts—bookkeeping responsibilities that could 
prove burdensome. Taxpayers would have to report those 
amounts on their tax returns, and if their income fell 
within the deduction’s phaseout range, they would also 
have to compute the amount of the deduction that they 
were allowed to claim. 

«CBO»
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Changing the Availability of Health Insurance 

Through Existing Federal Programs

The federal government finances or furnishes health 
insurance for more than 100 million individuals. Some 
individuals are covered by government health programs 
because they meet certain eligibility criteria (for example, 
age, disability, income); others receive health insurance 
through federal employment, both civilian and military. 
This chapter examines options that would change the cir-
cumstances under which individuals may become eligible 
for federal programs. Some options would expand access 
to federal health insurance; others would tighten pro-
grams’ rules for eligibility. 

Medicare
Approximately 44 million individuals are enrolled in 
Medicare. Eligibility for the program is linked to age, 
work history, and disability. Individuals who are age 65 or 
older and who have paid into the Health Insurance (HI) 
Trust Fund through payroll taxes for at least 10 years are 
entitled to benefits under Part A (which finances inpa-
tient hospital care and other services provided by institu-
tions). Individuals who lack 10 years of work experience 
may enroll in Part A by paying a monthly premium. The 
vast majority of Medicare beneficiaries are entitled to 
Part A.

At age 65, people may also enroll in Part B (which covers 
the costs of physicians’ services and other outpatient care) 
and Part D (the outpatient drug benefit). They pay a 
monthly premium for each program, and each premium 
is set to equal roughly 25 percent of the program’s 
expected costs per enrollee. People with disabilities are 
entitled to Part A and may enroll in Medicare before the 
age of 65 if they have been eligible to receive disability 
payments under Social Security for at least 24 months. 
The 24-month waiting period is waived for individuals 
who have end-stage renal disease (that is, permanent kid-
ney failure) or amyotrophic lateral sclerosis (Lou Gehrig’s 

disease). Medicare beneficiaries may choose to enroll in 
Medicare Advantage (Medicare Part C), in which case 
they receive their A and B benefits from a private health 
plan. Most Medicare Advantage plans also offer drug 
coverage. 

Medicaid and the State Children’s 
Health Insurance Program
On average, about 53 million people were enrolled in 
Medicaid and the State Children’s Health Insurance Pro-
gram (SCHIP) in 2007, which are operated jointly by the 
federal and state governments. On average, the federal 
government pays about 57 percent of the costs of Medic-
aid, although that share varies from state to state. To par-
ticipate in Medicaid, states must cover certain groups and 
individuals, referred to as mandatory populations, which 
comprise low-income children and parents, pregnant 
women, disabled people, and elderly individuals. Within 
federal guidelines, states may choose to cover additional 
individuals whose income or assets (or both) may exceed 
the levels that apply to mandatory populations. Those 
additional individuals are referred to as optional popula-
tions. Nonpregnant able-bodied individuals who have no 
children are generally not eligible for Medicaid. 

As is the case for Medicaid, states determine eligibility for 
SCHIP within the federal guidelines. On average, the 
federal government pays about 70 percent of the costs of 
SCHIP. The federal funding process for that program dif-
fers from the process for Medicaid, however, because the 
total amount of federal funds available for SCHIP each 
year is fixed by law. Children who are eligible for the pro-
gram are generally from low-income families whose 
income is above the eligibility threshold for Medicaid. 

In both Medicaid and SCHIP, states may use waivers to 
expand eligibility to populations that do not fall within 
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the existing categorical eligibility groups. For example, a 
state might seek waiver authority to expand eligibility for 
Medicaid to nonpregnant able-bodied childless adults. 

TRICARE
TRICARE is the federal health care program that covers 
current members of the armed forces and military retir-
ees, as well as their families and survivors. In total, more 
than 9 million beneficiaries are eligible to use TRICARE. 
Care is provided through government-owned and -oper-
ated hospitals, medical clinics, dental clinics, and con-
tracts with networks of private-sector providers. Most of 
the costs incurred by TRICARE are funded by discre-
tionary appropriations to the Department of Defense. 
However, once military retirees become eligible for Medi-
care, all costs incurred on their behalf by both the Medi-
care and TRICARE programs are treated as mandatory 
outlays. (That is, they do not require annual appropria-
tions, and the available funding is not limited.) 

The Veterans Health Administration 
The Veterans Health Administration (VHA), part of the 
Department of Veterans Affairs, provides health care to 
former members of the armed forces through a nation-
wide network of more than 1,000 government-operated 
hospitals, outpatient clinics, and nursing homes. 
Although most veterans are eligible to use VHA services, 
access to care is determined in accordance with a rating 
system that gives priority to veterans with service-con-

nected disabilities and lower income. Of the roughly 23 
million current veterans, almost 8 million are enrolled 
with VHA. VHA is funded through discretionary appro-
priations, and care is provided with little or no out-of-
pocket cost to most enrolled veterans.

The Federal Employees Health Benefits 
Program 
The Federal Employees Health Benefits (FEHB) program 
is the primary health program for about 8 million federal 
civilian employees and annuitants, and their family mem-
bers. Under the program, eligible beneficiaries enroll in 
approved private-sector health plans, and then share the 
cost of the premiums with the government. The Office of 
Personnel Management oversees the program on behalf of 
the federal government.

The government’s contribution to premiums for an active 
worker is paid by the agency that employs him or her out 
of the agency’s appropriated funds. That spending is cate-
gorized as discretionary. By contrast, the federal govern-
ment’s contributions to premiums for annuitants are clas-
sified as mandatory outlays and are drawn from the 
Treasury’s general fund. The U.S. Postal Service’s contri-
butions to premiums for its active and retired workers are 
categorized as off-budget outlays. (That is, although they 
are part of the unified budget, they are not counted in the 
totals for certain purposes.) 
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Option 17

Raise the Age of Eligibility for Medicare to 67

The age of eligibility for Medicare benefits is 65, 
although people may qualify for coverage earlier if they 
have been eligible for disability benefits under Social 
Security for at least 24 months or if they have end-stage 
renal disease or amyotrophic lateral sclerosis. Because of 
increases in life expectancy, the average length of time 
that people are covered by Medicare has risen steadily 
since the program began in 1965. That trend, which 
boosts the program’s costs, is expected to continue.

This option would raise the age of eligibility for Medicare 
by two months every year beginning in 2014 until the eli-
gibility age reached 67 in 2025, where it would stay 
indefinitely. Those increases are similar to increases cur-
rently scheduled for the normal retirement age (NRA) in 
Social Security, which is the age at which workers become 
eligible for full retirement benefits. Workers may receive a 
reduced retirement benefit as early as age 62, and many 
workers have chosen to take such early retirement bene-
fits, with a vast majority of the eligible population choos-
ing to do so before reaching Social Security’s NRA. The 
eligibility age for Medicare would remain below Social 
Security’s NRA until 2019, when both would be age 66; 
from that point on, the two would be identical. (The rise 
in Social Security’s NRA started sooner and included a 
12-year period during which the NRA remained at 66.) 

Under the option, Medicare’s spending would decline by 
$3.3 billion in 2014 and by $85.6 billion over the 2010–
2019 period, the Congressional Budget Office estimates.1 
Outlays for Social Security retirement benefits (an off-
budget item) would fall by $0.3 billion in 2014 and by 
$6.8 billion from 2010 to 2019. The increase in the age 

of eligibility for Medicare would reduce outlays for Social 
Security retirement benefits because some workers would 
delay retiring to maintain their employment-based health 
insurance coverage until they became eligible for 
Medicare. 

By 2050, Medicare’s spending under this option would 
have fallen by about 3 percent—or, measured relative to 
the size of the economy, from 8.6 percent of gross domes-
tic product (GDP) to 8.4 percent. In 2009, outlays for 
Medicare are projected to be about 2.9 percent of GDP; 
thus, this option would have little effect on the trajectory 
of Medicare’s long-term spending. (Medicare’s spending 
would fall by less than its enrollment because younger 
beneficiaries are healthier and thus less costly than the 
program’s average beneficiary.) By contrast, an option 
that raised the age of eligibility for Medicare by two 
months every year until it reached 70 in 2043 (where it 
would stay indefinitely) would reduce Medicare’s spend-
ing by 10 percent by 2050. Yet even under that more 
extensive change, outlays for Medicare would rise to 
7.7 percent of GDP by 2050.

A rationale for this option is that it would adjust the eligi-
bility age for Medicare to account for increases in life 
expectancy and thereby restrain the growth of spending 
for Medicare. In addition, a higher age threshold for 
Medicare eligibility would reinforce incentives created by 
increases in Social Security’s NRA that encourage people 
to delay retiring. Disability among elderly people has 
declined over time, and jobs are generally less physically 
demanding, suggesting that a larger fraction of the popu-
lation might be capable of working beyond age 65. Many 
who would do so might have access to employment-based 
insurance. 

An argument against this option is that many workers 
retire before age 65 and raising the age of eligibility for 
Medicare would lengthen the time those early retirees 

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending

Medicare 0 0 0 0 -3,300 -3,300 -85,600

Social Security 0 0 0 0 -300 -300 -6,800

1. The decrease in spending for Medicare under this option would 
be partially offset by a modest rise in spending for Medicaid, the 
Federal Employees Health Benefits program, and Social Security 
disability benefits. At this time, CBO has not estimated those 
budgetary effects.
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might be at risk of having no health insurance. That risk 
would be greatest for low-income retirees who did not 
have access to coverage through a former employer or a 
spouse’s employer, and who either might have difficulty 
affording coverage in the individual insurance market or 
might be denied coverage because of poor health. Fur-

thermore, increasing the age of eligibility for Medicare 
would shift costs that are now paid by that program to 
individuals and to employers that offered health insur-
ance to their retirees. Those higher costs might lead more 
employers to reduce or eliminate such coverage. 

«CBO»

RELATED CBO PUBLICATION: The Long-Term Budget Outlook, December 2007
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Option 18

Create a Medicare Buy-In Program for Individuals Ages 62 to 64

a. Estimates represent an increase in Social Security outlays, which are classified as off-budget. 

Medicare provides health insurance coverage to people 
ages 65 and older and to people who have been eligible 
for Social Security disability benefits for at least 24 
months or who have end-stage renal disease or amyo-
trophic lateral sclerosis. Like other adults, people between 
the ages of 62 and 64 who do not have employment-
based or public health insurance coverage must rely on 
the individual (nongroup) market for private insurance, 
in which many people who have health problems are 
denied coverage altogether or are offered policies that 
exclude coverage for preexisting conditions. Because the 
prevalence of health problems increases with age, people 
ages 62 to 64 in many cases have greater difficulty than 
do younger adults in obtaining insurance in the non-
group market.

This option would allow people in the 62-to-64 age 
group who did not have employment-based health insur-
ance or Medicaid coverage to enroll voluntarily in Medi-
care. Open enrollment would begin on January 1, 2011. 
After that initial enrollment opportunity, events that 
would qualify individuals for enrollment would include 
turning 62 or losing employment-based coverage; at 
either of those points, a person would have 63 days in 
which to enroll in the buy-in program. In estimating the 
budgetary effect of this option, the Congressional Budget 
Office assumed that participants in the buy-in program 
would enroll as well in Medicare’s prescription drug bene-
fit (Part D) and receive all other benefits covered by 
Medicare.

People who participated in the program would pay a pre-
mium equal to the expected average cost of benefits for 
the program’s participants plus an administrative fee of 
5 percent. The premium for the buy-in program would 
be higher than if the entire eligible population was 
enrolled because the program would be likely to experi-
ence adverse selection (that is, people who enrolled would 

probably be heavier users of health care services, on 
average, than those who did not enroll). CBO estimates 
that the annual premium for single coverage in 2011 
would be about $7,600 (that figure includes the cost of 
Part D coverage). Premiums would be updated annually.

If the actual costs incurred by Medicare exceeded the pre-
miums collected for a particular cohort of enrollees (that 
is, for people who entered the program in a particular 
year), individuals in that cohort would be required to pay 
an additional premium once they reached the normal age 
of eligibility for Medicare, and they would continue pay-
ing it until they reached age 85. The additional premium 
would be set at an amount that would recapture, over the 
expected life span of enrollees, the amount by which 
the cost of their benefits during the buy-in years exceeded 
the premiums that they paid. Conversely, if the actual 
costs of benefits plus the administrative fee were less than 
the premiums a particular cohort of enrollees paid during 
those years, the individuals in that group would receive a 
rebate on their Medicare premiums once they reached the 
normal Medicare eligibility age. Thus, measured over the 
lifetime of participants in the buy-in program, the pro-
gram would have no direct effect on Medicare’s spending. 

CBO assumed that the government could set a premium 
that would cover the costs of the program’s participants 
during the buy-in years. Under that assumption, the pro-
gram would not require any new outlays during the 
2010–2019 period. However, outlays for Social Security 
retirement benefits under this option would increase by 
$370 million over the 2010–2014 period and by $1.6 bil-
lion over the 2010–2019 period because the availability 
of the Medicare buy-in program would induce some peo-
ple to retire sooner than they otherwise would have 
(because they would no longer need insurance from their 
employer). Over longer periods, however, the effects on

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spendinga 0 10 60 120 180 370 1,590

Change in Revenues 0 10 10  30   40    90      400
Net Effect on the Deficit 0 0 50 90 140 280 1,190
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outlays should be minimal, because earlier retirement 
results in lower annual benefits. 

At the same time, federal revenues would increase by 
$90 million over the 2010–2014 period and by 
$400 million over the 2010–2019 period because 
some self-employed individuals who otherwise would 
have had private nongroup coverage would enroll in the 
Medicare buy-in program and thus lose the favorable tax 
treatment ordinarily accorded their health insurance pre-
miums. (Self-employed individuals may deduct premi-
ums for nongroup health insurance coverage from their 
adjusted gross income on their tax returns. This option 
incorporates the assumption that premiums for the 
Medicare buy-in program would be ineligible for deduc-
tion, which is consistent with how premiums for the gov-
ernment’s other health care programs are treated under 
current law.) 

In 2014, according to CBO’s estimates, about 300,000 
people would be participating in the Medicare buy-in 
program, of whom 200,000 otherwise would have had 
private nongroup coverage, 80,000 would have been 
uninsured, and 20,000 would have remained employed 
and had employment-based coverage. The participants 
who otherwise would have been uninsured represent 
approximately 9 percent of the uninsured population 
ages 62 to 64. 

An advantage of this option is that it would provide 
health insurance coverage to some people who without it 
would have been uninsured. In addition, the option 
would reduce the cost of insurance for some individuals 
who otherwise would have had private nongroup cover-
age. Another advantage of the option is that the buy-in 

program would provide better insurance coverage for 
many individuals than would private nongroup policies 
because it would not include any restrictions on coverage 
for preexisting conditions. Providing such insurance cov-
erage for so-called near-elderly individuals who otherwise 
would have been uninsured could lead to improvements 
in their health—for example, through better manage-
ment of chronic diseases. (CBO did not estimate the 
potential budgetary effect of such improvements in 
health status, although better health could reduce Medi-
care’s spending for those individuals after they turned 65. 
However, such improvements in health status might also 
reduce the number of people who died before turning 65, 
which would increase outlays for Medicare. Little infor-
mation is available on the net effect of those countervail-
ing factors.) 

A disadvantage of this option is that the ability to buy 
Medicare coverage at age 62 would encourage some peo-
ple to retire earlier than they otherwise would have. Some 
of those early retirees could face financial hardship in 
later years because many people underestimate the finan-
cial resources needed for retirement. In addition, because 
the cost of the coverage would not be subsidized, many 
low-income near-elderly people would continue to be 
uninsured. A potential problem with this option is that 
the amount of adverse selection that the program experi-
enced could be greater than anticipated, which would put 
upward pressure on premiums and in turn reduce partici-
pation. (The potential for adverse selection would be lim-
ited in that the program would be offered only to individ-
uals ages 62 to 64, who are more similar to each other in 
their health status and attitudes toward insurance than 
are individuals in the general population.)

«CBO»
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Option 19

Eliminate or Reduce Medicare’s 24-Month Waiting Period for Recipients of 
Social Security Disability Benefits

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Medicare provides health insurance to disabled individ-
uals who are younger than age 65 and who qualify for 
benefits under the Social Security Disability Insurance 
(SSDI) program. Under current law, most disabled ben-
eficiaries do not become eligible for Medicare until 
24 months after they become eligible for SSDI benefits. 
People cannot become eligible for SSDI benefits until 
5 months after the onset of their disability, so the total 
waiting period for coverage by Medicare is 29 months. 
(However, there are exceptions to the Medicare waiting 
period for individuals with end-stage renal disease or 
amyotrophic lateral sclerosis.) 

As of December 2007, approximately 1.8 million SSDI 
beneficiaries were in the 24-month waiting period for 
coverage under Medicare. Studies have found that about 
a fifth to a third of such individuals are uninsured. Some 
disabled individuals have private coverage during the 
Medicare waiting period, which may include coverage 
under a spouse’s employment-based plan or a retiree plan, 
or continued coverage through an employee’s work-based 
insurance plan under provisions of the Consolidated 
Omnibus Budget Reconciliation Act of 1985 (COBRA). 
Under COBRA, former workers of employers with 
more than 20 employees are entitled to continue their 
employment-based coverage for up to 18 months under 
some circumstances (or for as long as 29 months if they 

are disabled). Such coverage is expensive, though, because 
employers can charge former employees 102 percent of 
the total premium for the first 18 months and 150 per-
cent of the premium after 18 months. (The average total 
annual premium for single coverage under employment-
based plans in calendar year 2008 was about $4,700.) 
Individuals whose income and assets are low enough and 
who meet states’ tests for disability can qualify for cover-
age under Medicaid while they are in the waiting period 
for coverage under Medicare. In addition, a small per-
centage of disabled individuals may obtain care during 
the Medicare waiting period from medical facilities oper-
ated by the Department of Veterans Affairs or the 
Department of Defense.

This option comprises four alternatives for eliminating or 
reducing the 24-month waiting period for Medicare cov-
erage of SSDI recipients. The first alternative would elim-
inate the waiting period entirely, thereby making eligibil-
ity for Medicare simultaneous with eligibility for SSDI. 
That alternative would increase federal outlays by about 
$41 billion over the 2010–2014 period and by $113 bil-
lion over the 2010–2019 period. Those amounts reflect a 
decrease in federal spending for Medicaid of about 
$32 billion over the 2010–2019 period because some of 
the SSDI recipients who would gain Medicare coverage 
would otherwise have been covered by Medicaid. In 

Total
(BILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Eliminate the Waiting Period

Change in Mandatory Spending 0 6.9 10.5 11.6 12.4 41.4 113.3

Change in Revenuesa 0 0.1 0.2 0.3 0.4 1.0 3.3

Reduce the Waiting Period to 12 Months

Change in Mandatory Spending 0 3.7 6.1 6.7 7.2 23.7 64.8

Change in Revenuesa 0 0.1 0.2 0.2 0.3 0.8 2.4

Eliminate the Waiting Period for People Without Access to Private Insurance

Change in Mandatory Spending 0 3.8 5.6 5.9 6.0 21.3 55.6

Eliminate the Waiting Period for People Without Access to Any Insurance

Change in Mandatory Spending 0 1.6 2.5 2.8 3.0 9.9 27.7
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addition, because the alternative would lower health 
insurance costs for employment-based plans, tax revenues 
would increase as compensation shifted from nontaxable 
fringe benefits to taxable wages. As a result, the option 
would boost tax revenues by about $1 billion over the 
2010–2014 period and by $3 billion over the 2010–2019 
period. The net budgetary effect would be to increase the 
deficit by $110 billion over the 2010–2019 period.

The second alternative would reduce the Medicare wait-
ing period from 24 months to 12 months and would thus 
be less costly than the first alternative. It would increase 
federal spending by $65 billion over the 2010–2019 
period; that amount reflects a decrease in Medicaid 
spending of about $24 billion over the 10-year period. 
The alternative would boost tax revenues by about 
$2 billion over the 2010–2019 period. The net budgetary 
effect would be to increase the deficit by $62 billion over 
the 10-year period.

The third alternative would retain the 24-month waiting 
period for Medicare coverage for individuals who had 
access to private insurance (including COBRA coverage) 
that met or exceeded a specified actuarial standard. How-
ever, it would eliminate the waiting period for individuals 
who did not have access to such coverage. This alternative 
would increase federal spending by about $56 billion over 
the 2010–2019 period. That amount reflects a decrease 
in Medicaid spending of about $32 billion over that time.

The fourth alternative would eliminate the 24-month 
waiting period only for uninsured individuals, retaining 
the 24-month period for people who had access to private 
insurance or to Medicaid coverage. That alternative 
would increase federal spending by $28 billion over the 
2010–2019 period. 

Most disabled individuals are awarded SSDI benefits at 
some point after they initially become eligible because of 
delays in applying for the program or because of the time 
required to adjudicate applications for disability benefits. 
(On average, disability insurance benefits are awarded 
11 to 12 months after the date of eligibility; the median 
wait is 7 to 8 months.) A small percentage of SSDI recip-
ients are awarded benefits more than 24 months after 
they become eligible. Under current law, those individu-
als are awarded benefits retroactively under Medicare for 
the period that began 24 months after they became eligi-
ble for SSDI benefits. Medicare reimburses those individ-
uals or their providers (at the program’s rates) for medical 

services furnished during the period of retroactive 
eligibility.

Each of the alternatives included in this option would 
substantially increase the number of beneficiaries eligible 
for retroactive coverage under Medicare. Under the 
option’s design, Medicare would provide such coverage to 
all beneficiaries for services under Part A (which includes 
inpatient hospital care as well as skilled nursing, home 
health, and hospice care). Medicare would also provide 
retroactive coverage only to Medicaid beneficiaries for 
services covered under Part B (including services provided 
by physicians and other practitioners, hospital outpatient 
departments, and suppliers of medical equipment). The 
option is designed to provide those retroactive Part B 
benefits only to Medicaid beneficiaries because of the 
administrative complexity of retroactively collecting 
Part B premiums from individuals. 

An argument in favor of this option is that it would pro-
vide insurance coverage to disabled individuals who oth-
erwise would have been uninsured. Research has shown 
that many SSDI beneficiaries who are uninsured during 
the Medicare waiting period have limited access to health 
care services as a result of financial constraints. Better 
access to medical care might improve the health of some 
individuals enough to enable them to leave SSDI and 
return to work. (The budgetary effect of that potential 
outcome is not estimated here. Currently, a very small 
percentage of SSDI recipients leave the program because 
of their medical recovery.) In addition, eliminating or 
reducing the Medicare waiting period would ease the 
financial burden on disabled individuals with private 
insurance who otherwise would have paid the premiums 
for that more expensive coverage.

An argument against this option is that coverage under 
Medicare would displace private coverage for some indi-
viduals—particularly under the two alternatives that 
would eliminate or reduce the waiting period for all SSDI 
beneficiaries, regardless of whether they had access to pri-
vate coverage. Another disadvantage of the option is that 
by making participation in SSDI more valuable, it would 
increase by a modest amount the number of people who 
applied for those benefits and therefore boost federal 
spending for the program. (That budgetary effect also is 
not estimated here but is likely to be small.) A further 
argument against the option is how complex it would be 
to administer the retroactive Medicare coverage that 
would be extended to individuals who were awarded 
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care might substitute for care that otherwise would be 
provided under Medicare.1 

In estimating spending under this option, CBO assumed 
that most Priority Group 8 veterans would not enroll in 
the VA health system and that the veterans who did enroll 

would rely on other health care coverage for most of their 
needs, seeking less than a quarter of their care from VA. 
CBO also assumed that VA could provide care for the 
new enrollees at the same average cost as the care received 
by current enrollees in Priority Group 8. However, 
expanding access to VA medical care by 1.7 million new 
enrollees without increasing waiting times would proba-
bly entail costs for new construction and other expendi-
tures related to expansion, which would require more dis-
cretionary funding than is estimated for this option. 

«CBO»

1. Those potential effects on Medicare spending are not estimated 
here because they would be contingent on provisions enacted in 
subsequent appropriation acts.

RELATED CBO PUBLICATIONS: Cost Estimate for S. 1233, the Veterans Traumatic Brain Injury and Health Programs Improvement Act of 2007, 
August 23, 2007; Statement of Allison Percy, Principal Analyst, before the House Subcommittee on Military Construction, Veterans Affairs, and 
Related Agencies, Committee on Appropriations, Future Medical Spending by the Department of Veterans Affairs, February 15, 2007; 
Potential Growth Paths for Medical Spending by the Department of Veterans Affairs, Letter to the Honorable Larry E. Craig, July 14, 2006; and 
The Potential Cost of Meeting Demand for Veterans’ Health Care, March 2005
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The Quality and Efficiency of

Health Care

The quality of health care in the United States has 
long been of concern to policymakers. Despite spending 
more per capita than other nations, the United States lags 
behind lower-spending nations on several metrics, 
including life expectancy and infant mortality.1 In addi-
tion, many experts believe that the health care delivery 
system is ill suited to meet current and future health care 
needs, particularly with respect to the treatment of 
chronic conditions. Although many treatments undoubt-
edly save lives and improve health—and the aggregate 
benefits from health care spending probably exceed the 
costs—evidence also indicates that much spending is not 
cost-effective and in many cases does not even improve 
health. Those concerns have generated calls to increase 
the efficiency of the health care system.   

Together, Medicare and Medicaid account for a large 
share of total health care costs and are thought to influ-
ence health care delivery in the broader health care sys-
tem; therefore, changes in those two programs would 
have a ripple effect throughout the system. In recent 
years, interest has grown in reducing incentives for pro-
viders to perform services of marginal benefit and increas-
ing incentives for them to improve quality. Evidence that 
those approaches would lead to long-term changes in the 
rate of growth in health care costs is, however, lacking in 
many cases. In addition, the process of converting inno-
vative ideas into successful programmatic changes would 
probably require some experimentation and would take a 
number of years.

Medicare, which is largely financed by the federal govern-
ment within mostly uniform national policies on cover-

age and payments, offers opportunities to develop and 
test strategies to reduce costs and improve the quality of 
care. Several current Medicare initiatives, such as Hospi-
tal Compare, enable the government to collect data and 
evaluate the performance of providers. Medicare has also 
begun to explore ways to link payments more explicitly to 
the quality of the care that beneficiaries receive.

In the case of Medicaid, states have the primary responsi-
bility for administering the program, so improving the 
quality of the care that Medicaid provides can be more 
challenging. To date, states have taken the initiative in 
pursuing ways to improve quality in Medicaid, and the 
effects of their efforts have varied widely from state to 
state. 

Policymakers have also expressed a strong interest in 
encouraging providers to adopt health information tech-
nology (health IT) to improve both the quality of care 
and the efficiency with which it is delivered. (Health IT 
refers to information technology applications specifically 
designed for the practice of clinical medicine, including 
electronic health records, personal health records, health 
information exchange, computerized physician order 
entry, clinical decision support systems, and electronic 
prescribing.)  

Most of the options in this chapter focus on ways to 
improve the quality of the care provided to Medicare and 
Medicaid beneficiaries. Some options are broader and 
would affect the larger health care system. In addition, 
two options would consolidate federal funding that sup-
ports medical education and helps pay for uncompen-
sated care. (Medicare and Medicaid both make payments 
to support medical education and relieve hospitals of the 
burden of uncompensated care.)

1.  See, for example, Gerard F. Anderson and Bianca K. Frogner, 
“Health Spending in OECD Countries: Obtaining Value Per 
Dollar,” Health Affairs, vol. 27, no. 6 (November/December 
2008), pp. 1718–1727.
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Option 30

Bundle Payments for Hospital Care and Post-Acute Care

The Medicare fee-for-service program pays health care 
providers fixed amounts for each service provided to ben-
eficiaries. Medicare’s definition of the unit of service var-
ies depending on the setting where treatment is provided. 
In hospitals, the unit is a discharge; in skilled nursing 
facilities, the unit is a day; and in home health care set-
tings, the unit is a 60-day “episode.” For example, a 
Medicare beneficiary who is hospitalized and then dis-
charged to a skilled nursing facility generates one pay-
ment to the hospital plus additional payments for each 
day spent in the facility.

Payments are referred to as bundled when the unit of pay-
ment includes multiple individual services. For instance, 
hospitals receive a single bundled payment from Medi-
care for each discharge; that payment covers all of the ser-
vices provided by the hospital during the stay, including 
nursing, room and board, operating room fees, and so on. 
In general, bundled payments offer providers an incentive 
to reduce the costs of the services within each component 
of the bundle and to increase the efficiency with which 
they provide medical care.

Under this option, the unit of payment for acute care 
provided in hospitals would be redefined and expanded 
to include post-acute care provided both in acute care 
hospitals and nonhospital settings. Hospitals would 
receive a single bundled payment from Medicare for such 
services. The new bundled payment rates would initially 
be set equal to the rate currently paid for each Medicare 
severity diagnosis-related group (MS-DRG)—the current 
method of categorizing inpatient Medicare cases on the 
basis of diagnosis—plus the average costs across all post-
acute care settings for treating patients in that MS-DRG. 
Hospitals would receive the full bundled payment regard-
less of whether a specific patient received post-acute care. 
Medicare would no longer make separate payments for 
post-acute care services following an acute care inpatient 
hospital stay. Those services would be provided directly 
by the hospital or by other providers under contractual 
arrangements with the discharging hospital. Post-acute 

care would be defined as any service that was initiated 
within 30 days of a patient’s discharge from an acute care 
inpatient hospital and that was provided by a home 
health agency, a skilled nursing facility, an inpatient reha-
bilitation facility, a long-term care hospital, or a hospital-
based outpatient rehabilitation facility. Beneficiaries 
would continue to face cost-sharing requirements for 
post-acute care based on current law. Bundled payments 
would be applied beginning in 2013 to hospital dis-
charges accounting for at least one-third of post-acute 
care admissions (to be determined by the Secretary of 
Health and Human Services) and would apply to all 
admissions beginning in 2015. Those changes would 
reduce federal outlays by an estimated $0.7 billion over 
the 2010–2014 period and by almost $19 billion over the 
2010–2019 period.

Under this option, hospitals would probably reduce the 
cost of post-acute care services for Medicare beneficiaries, 
relative to the cost that otherwise would have occurred. 
Such savings could occur through reductions in the vol-
ume or intensity of post-acute care, or through hospitals’ 
contracting with lower-cost providers. Medicare’s annual 
update factors (annual increases in base payment rates 
determined in part on the basis of increases in the prices 
for various “inputs,” such as labor and equipment, that 
medical providers use to produce medical services) for 
hospitals would be adjusted downward so as to recapture 
80 percent of the anticipated reductions in the costs of 
post-acute care. Those adjustments would enable hospi-
tals, in the aggregate, to retain approximately 20 percent 
of the anticipated savings they produced.

An advantage of this option is that hospitals would 
become more involved in coordinating post-discharge 
care and in arranging post-acute care. Further, hospitals 
would have an incentive to be economical in making 
those arrangements. They would have flexibility in deter-
mining whether and how the costs of post-acute 
care should be reduced. An argument against this option 
is that hospitals might reduce medically beneficial 

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 0 0 0 -200 -500 -700 -18,600
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post-acute care services, which could be detrimental to 
beneficiaries’ health outcomes. In addition, because of 
geographic differences in current patterns in the use of 
post-acute care, some hospitals could reap large financial 
windfalls without changing their practice patterns or 
improving patients’ outcomes. 

An alternative approach to bundling would be to com-
bine payments for inpatient hospital care with payments 
for concurrent physicians’ services (meaning those pro-
vided during inpatient hospital stays). Hospitals, under 
this alternative, would receive a single payment from 
Medicare for each discharge, a portion of which would be 
intended to cover the cost of physicians’ services provided 
during the stay. A rationale for that type of bundling is 
that it would give hospitals and physicians incentives to 

coordinate care and to provide care efficiently. In particu-
lar, hospitals would have an incentive to eliminate unnec-
essary physician consultations provided during hospital 
stays. That form of bundling could, however, carry the 
risk that appropriate physicians’ services would be limited 
or withheld.

The bundling of hospital and physician payments for 
selected surgical procedures is discussed in Option 34. 
The Congressional Budget Office did not estimate the 
budgetary impact of a broader alternative for bundling 
physician and hospital payments; however, in principle, 
hospital and physician bundling has the potential to spur 
gains in efficiency that could be recouped at least in part 
by the Medicare program.

«CBO»
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Option 31

Reduce Medicare Payments to Hospitals with High Readmission Rates

Medicare compensates hospitals for providing acute care 
through the Inpatient Prospective Payment System, 
which determines hospital payments on the basis of the 
following: patients’ diagnoses and the severity of their ill-
ness or injury; geographic variations in hospital costs; 
and other hospital- and patient-specific factors. Under 
that system, hospitals receive full payment for patient 
readmissions, regardless of whether the readmission was 
preventable, related to the initial admission, or the result 
of insufficient post-acute care coordination. The Medi-
care Payment Advisory Commission (MedPAC) stated 
that in 2005, about 18 percent of Medicare’s acute care 
hospital admissions resulted in readmissions within 30 
days of the patients’ discharge.1 According to that report, 
a large share of those readmissions may have been “poten-
tially preventable,” although in practice, patients may 
have experienced complications or relapses that were 
beyond the hospitals’ control; therefore, some portion of 
those readmissions were probably unavoidable.

This option would have two components: requiring the 
public reporting of readmission rates and the implemen-
tation of payment reductions for hospitals with excessive 
readmission rates. Hospitals with excessive readmission 
rates would be defined as those with a high readmission 
rates relative to their expected readmission rate. The latter 
would be defined as the median hospital readmission rate 
for certain conditions or procedures and would be based 
on data collected from hospitals after adjusting for the 
severity of patients’ conditions. Instead of recalculating 
expected rates on an annual basis, those original expected 
readmission rates would be used as a baseline in each sub-
sequent year the policy was in effect. Such an approach 
would provide hospitals with a fixed and stable target. 

Although not assumed as part of this option, policy-
makers might choose to recalculate the target in the 
future if it became evident that wide variation in 
readmission rates and quality of care remained.

Under this option, the Centers for Medicare and Medic-
aid Services would, starting in 2011, analyze hospital-
level data on acute care readmissions that occurred during 
2009 and 2010. On the basis of that initial analysis, the 
Secretary of Health and Human Services would designate 
the targeted categories of conditions and procedures and 
use that information to identify potentially preventable 
readmissions. That analysis would be used to determine 
which hospitals would be at risk for reduced payments 
beginning in 2012. The estimate underlying this option 
incorporates the effects of reduced payments for excessive 
readmissions related to eight condition and procedure 
groups.

Beginning in 2012, hospitals with excessive readmission 
rates for a targeted condition or procedure would be sub-
ject to a withholding of payment for patients admitted 
within the identified Medicare severity diagnosis-related 
group (MS-DRG). If the patient was readmitted to an 
acute care hospital within 30 days of discharge because of 
a complication or related diagnosis, Medicare would keep 
the withheld funds; otherwise, the hospital would receive 
the withheld amount. Hospitals would not receive a 
reduced payment for readmissions for unrelated hospital-
izations, planned readmissions, or for readmissions of 
cancer and burn patients. Beginning in 2013, data on 
readmissions would be made available to the public.

Under this option, Medicare would reduce payments to 
hospitals with risk-adjusted readmissions above either the 
median or the 75th percentile for each targeted condition 
or procedure. Reducing payments by 20 percent to 

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 

Hospitals with readmission rates 
above the 50th percentile 0 0 -1,000 -1,000 -1,100 -3,100 -9,700

Hospitals with readmission rates 
above the 75th percentile 0 0 -800 -800 -900 -2,500 -8,100

1. See Medicare Payment Advisory Commission, Report to the 
Congress: Promoting Greater Efficiency in Medicare (June 2007).
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hospitals with readmission rates above the median for a 
targeted condition or procedure would lower federal out-
lays by about $3 billion over the 2010–2014 period and 
by almost $10 billion over the 2010–2019 period. Using 
the 75th percentile to define excessive readmission rates 
and applying a 30 percent reduction would reduce Medi-
care’s spending by about $2.5 billion over the 2010–2014 
period and by about $8 billion over the 2010–2019 
period. Those estimates are based on an analysis that clas-
sifies certain readmissions as “potentially preventable”; 
actual savings would depend on the classification system 
used and how the thresholds were set. The estimates also 
assume savings from hospitals’ taking action to reduce 
readmissions, some of which would be offset by addi-
tional use of post-acute care services. 

An argument in favor of reducing payments to hospitals 
with high readmission rates is that such action would 
provide a financial incentive for hospitals to offer higher-
quality care. Implementing the option could result in bet-
ter coordination of care between the hospital and post-
acute care facility, including improved communication 

between the patient, the hospital, and any providers of 
post-acute care or other caretakers. Further, this option 
could reduce the wasteful spending associated with pre-
ventable readmissions.

An argument against this option is that high readmission 
rates may be due, in part, to factors beyond a hospital’s 
control, including patients’ or caretakers’ lack of adher-
ence to discharge orders or the quality of care provided at 
a post-acute care facility. Moreover, accurately identifying 
preventable readmissions is a complex and potentially 
subjective exercise that could be burdensome for Medi-
care administrators to implement. Another argument 
against this option is that some hospitals might try to 
avoid the risk of readmissions by increasing patient dis-
charges to post-acute facilities, thus potentially offsetting 
any savings from reducing readmissions. (One method 
for addressing that issue is included in Option 30.) Also, 
payment reductions could deter hospitals from treating 
patients with the targeted conditions, which could 
impede some enrollees’ access to care.

«CBO»
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Option 32

Expand the Hospital Quality Incentive Demonstration to All Hospitals 

In 2003, the Centers for Medicare and Medicaid Services 
launched the Hospital Quality Incentive Demonstration 
(HQID), a project that offers participating hospitals 
financial incentives to provide high-quality health care. 
Participating hospitals report data on the quality of care 
provided to patients who receive treatment for selected 
clinical conditions (heart attack, heart failure, or pneu-
monia) or undergo certain procedures (specifically, hip or 
knee replacement or coronary bypass graft surgery). That 
information is used to calculate a composite quality score 
for each hospital. Hospitals with the highest scores 
receive bonuses of 1 percent to 2 percent of standard 
Medicare payments for patients with the selected condi-
tions; hospitals that fail to meet a baseline quality mea-
sure (established during the program’s first year) face 
reductions in standard payments of 1 percent to 2 per-
cent. About 250 hospitals in 36 states participate in the 
demonstration project. 

Under this option, all hospitals would receive reduced 
Medicare payments for inpatient hospital care for the five 
selected clinical conditions. The reduction would be 
based on estimates of productivity growth consistent with 
those used in the calculation of the Medicare economic 
index (typically estimated to be between 1.0 and 1.5 per-
centage points per year). This option would also imple-
ment quality incentives similar to those used in the 
HQID. On the basis of the data on quality that they sub-
mitted, top-performing hospitals would receive bonus 
payments of between 0.75 percent and 1.50 percent. 
(No additional payment reductions would be made for 

hospitals that provided lower-quality care once the initial 
payment reduction was made.) On the basis of the reduc-
tion in Medicare payments, the Congressional Budget 
Office estimated that this option would reduce federal 
outlays by $1.2 billion over the 2010–2014 period and 
by $2.9 billion over the 2010–2019 period. Savings could 
be greater if quality improvements led to reductions in 
either hospital readmissions or the use of other medical 
services. Additional savings could result from varying the 
option, including reducing payments to hospitals that 
reported the lowest quality scores.

Proponents of a quality-based hospital payment system—
also known as a pay-for-performance system—argue that 
it would improve upon Medicare’s standard payment 
methods by adding a quality-improvement incentive to 
the cost-cutting incentive that now exists under the 
acute hospital inpatient prospective payment system. 
During the HQID’s first three years of operation, quality 
measures rose in participating hospitals in all five clinical 
categories. 

An argument against this option is that many hospitals 
currently lack the data collection and reporting capabili-
ties that participating in the program would require. 
Investing in the necessary technology could pose financial 
difficulties for those hospitals, which, in turn, could actu-
ally intensify the challenges associated with improving 
quality of care. 

«CBO»

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 0 -300 -300 -300 -300 -1,200 -2,900
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Option 33

Deny Payment Under Medicaid for Certain Hospital-Acquired Conditions 

Under Medicaid, states have significant flexibility in 
determining how and how much to pay hospitals for car-
ing for Medicaid enrollees. In contrast, the Medicare pro-
gram uses a prospective payment system (PPS) to pay 
hospitals for operating costs that are tied to providing 
inpatient services to beneficiaries. Under that system, 
Medicare pays hospitals on a per-case basis according to 
preset rates—which are determined by taking a base rate 
for a given diagnosis and adjusting it to reflect local labor 
costs, the clinical characteristics of the patient involved, 
and other factors. Thus, Medicare often pays a higher rate 
for a case in which more than one medical condition is 
present because multiple conditions add to the complex-
ity of the care required. 

Under current law, however, Medicare is required to deny 
payment for some of those complicating secondary diag-
noses if they are not present when a patient is admitted to 
the hospital. Specifically, the law requires the Secretary of 
Health and Human Services to identify certain “hospital-
acquired conditions” (HACs) on the basis of three char-
acteristics: The costs for treating the condition are high or 
the condition is particularly prevalent, or both; the condi-
tion as a secondary diagnosis results in a higher payment 
for the hospital; and the condition could reasonably have 
been prevented if the hospital had followed evidence-
based guidelines in caring for the patient. Medicare will 
not pay a hospital for the costs incurred in treating one of 
those identified HACs if the condition is the sole second-
ary diagnosis responsible for a higher payment. To date, 
the Secretary has identified 12 such conditions and has 
the authority to modify the list of conditions in the 
future.1 The HACs now on the list include such condi-

tions as pressure ulcers, falls and trauma, and certain 
infections of surgical sites. 

This option would apply Medicare’s HAC rules to pay-
ments to hospitals for inpatient care covered by Medic-
aid. Under the option, states would be prohibited from 
paying hospitals for the same hospital-acquired condi-
tions that the Secretary of Health and Human Services 
had identified for the Medicare program. That change 
would save an estimated $20 million over the 2010–2014 
period and $45 million over the 2010–2019 period. 

The HAC provision was intended to help improve the 
quality of health care and reduce medical errors by giving 
hospitals a financial incentive to avoid preventable condi-
tions. Under this option, hospitals would be responsible 
for treating a patient who acquired one of the identified 
conditions after admission, but Medicaid would not pay 
the hospital for the costs of the care provided (although 
Medicaid would pay for treating the patient’s primary 
diagnosis). Hospitals would not therefore receive pay-
ment for certain medical errors, a restriction that might 
lead them to enhance the controls they maintained to 
monitor the quality of their care and so reduce the inci-
dence of identified HACs. 

A potential drawback of the option is that it does not take 
into account that in certain circumstances and for certain 
patients, hospitals could not reasonably be expected to 
prevent some of the identified conditions. The provision 
of medical care at times requires subjective judgments. 
The imprecise nature of those judgments and the com-
plexity of some patients’ conditions may make prevention 
impossible in certain cases. Nevertheless, under this 
option, hospitals in those situations would be denied pay-
ment for treating those conditions, which could lower 
revenues for hospitals and potentially strain their budgets.

«CBO»

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 0 -5 -5 -5 -5 -20 -45

1. Estimates for this option do not include the impact of the new 
national coverage determinations announced on December 2, 
2008, that will prevent Medicare from paying for three additional 
medical errors. 
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Option 34

Establish Regional Centers of Excellence for Selected Surgical Procedures 
Covered by Medicare

Medicare pays hospitals and physicians separately for ser-
vices provided during an inpatient stay. Acute care hospi-
tals, which are paid under Medicare’s prospective pay-
ment system, receive a fixed, predetermined amount for 
each admission based on the patient’s diagnosis and other 
factors. Providing additional services or more intensive 
treatment does not generally mean greater payments, so 
hospitals have a strong incentive to contain costs for each 
admission (in some cases, additional payment is available 
for high-cost “outlier” patients). Physicians, by contrast, 
generally are paid on the basis of a fee schedule for each 
individual service they provide and therefore do not have 
the same incentive that hospitals do to restrain costs. 

In the 1990s, Medicare conducted a demonstration proj-
ect to assess the feasibility of combining payments to 
both hospitals and physicians into a single bundled pay-
ment for one particular procedure—coronary artery 
bypass surgery—performed at selected hospitals. Dis-
counted bundled payment rates were established through 
negotiations with participating hospitals in conjunction 
with teams of physicians. This option would establish a 
similar negotiated bundled payment arrangement for 
joint-replacement surgery as well as for bypass surgery at 
selected hospitals known for the quality of their care; the 
Secretary of Health and Human Services would designate 
an appropriate number of hospitals per region as Medi-
care centers of excellence for those procedures. Under this 
option, hospitals identified as centers of excellence would 
refund half of the inpatient deductible amount for a des-
ignated procedure to beneficiaries. Medigap coverage 
would be modified to allow beneficiaries to keep the 
refund, and the Medicaid program would receive the 
refund for any dually eligible individuals.

In the Congressional Budget Office’s estimation, imple-
menting this option would save the federal government 
$140 million over the 2010–2014 period and $450 mil-
lion over the 2010–2019 period. That estimate reflects an 

assumption that participating centers will negotiate bun-
dled payment rates that constitute 90 percent of what the 
total Medicare payment per admission—the hospital pay-
ment plus physicians’ fees—would be under the standard 
payment policy. That assumption is consistent with esti-
mates from the coronary bypass surgery demonstration in 
the 1990s. Unlike that demonstration project, however, 
this option would give patients a financial incentive to 
seek treatment at participating centers; in exchange for 
more patient volume, participating centers might offer 
larger discounts, which could lead to greater savings. 
Also, savings could rise over time by expanding the policy 
to additional services and geographic areas that the Secre-
tary of Health and Human Services deemed appropriate. 

Advocates of this option argue that aligning hospitals’ 
and physicians’ financial incentives would facilitate 
greater efficiency in the delivery of health care. Further-
more, in addition to the budgetary savings it offered, this 
option could offer the prospect of improved care for 
many patients. Medical researchers have found that 
patient outcomes from bypass surgery are superior in cen-
ters that perform many such procedures; currently, how-
ever, Medicare patients frequently undergo bypass surgery 
in centers where relatively few are performed. By channel-
ing more patients to centers of excellence—high-volume 
hospitals with superior outcomes—this option could 
improve care for Medicare patients. 

A potential drawback of this option is that hospitals that 
are not designated centers of excellence could experience 
a significantly reduced volume of patients. If that led to a 
deterioration in hospitals’ expertise in bypass surgery or 
joint-replacement surgery, quality of care could decline 
for patients who underwent those procedures at non-
participating hospitals. But on average, patient outcomes 
among all Medicare beneficiaries would probably 
improve. 

«CBO»

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 0 -30 -30 -40 -40 -140 -450
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Option 35

Convert Medicare and Medicaid Disproportionate Share Hospital
Payments into a Block Grant 

Hospitals that serve a disproportionately large number of 
low-income patients can qualify for higher payment rates 
under Medicare than other hospitals do. Since being 
introduced in 1986, Medicare’s disproportionate share 
hospital (DSH) adjustment has been seen as a way to pro-
tect low-income patients’ access to care by providing 
financial support to hospitals that serve a large share of 
people from that population. Between 1992 and 1997, 
annual outlays for Medicare’s DSH payments rose from 
$2.2 billion to $4.5 billion. Restrictions established by 
the Balanced Budget Act of 1997 caused those outlays to 
decline for a few years, but by 2000, growth in such out-
lays had resumed. The Medicare Modernization Act of 
2003 further modified the payment formulas to increase 
DSH payments to rural and small urban hospitals. 
According to the Congressional Budget Office’s esti-
mates, Medicare’s DSH payments are expected to grow to 
$9.8 billion in 2009. 

Disproportionate share hospitals can also receive addi-
tional funds from Medicaid if they meet certain federal 
criteria. States have some discretion in deciding which 
hospitals receive Medicaid DSH payments and the size of 
those payments. During the late 1980s and early 1990s, 
many states engaged in funding transfers, using the DSH 
program to obtain increased federal funding for Medicaid 
without raising net spending on DSH hospitals—effec-
tively boosting their federal medical assistance percentage 
above that specified in law. To rein in that practice, law-
makers enacted a series of restrictions on Medicaid’s DSH 
payments during the 1990s that included setting fixed 
ceilings on DSH payments to each state. The Medicare 
Modernization Act raised those ceilings by $1.2 billion in 
2004 and by smaller amounts in later years. CBO esti-
mates that federal outlays for Medicaid’s DSH payments 
will be $9.1 billion in 2009 and that total federal outlays 

for all DSH payments—combining Medicare’s and Med-
icaid’s—will be approximately $18.9 billion that year. 

This option would convert federal DSH payments from 
both Medicare and Medicaid into a single block-grant 
payment to each state. (The option would incorporate a 
maintenance-of-effort requirement to ensure that states’ 
spending for disproportionate share hospitals would con-
tinue at existing levels.) Block-grant payments would be 
set at 90 percent of the state’s current annual level of fed-
eral DSH funding (a figure that is derived by using the 
estimated sum of Medicare’s DSH payments to hospitals 
in a given state and the federal DSH allotments for Med-
icaid for 2009) indexed to the increase in the consumer 
price index for all urban consumers minus 1 percentage 
point. Those changes would decrease federal outlays by 
about $25 billion between 2010 and 2014 and by about 
$85 billion over the 2010–2019 period. About half of 
those savings would be attributable to no longer counting 
Medicare DSH payments in setting payment rates for 
Medicare Advantage plans. 

One rationale for converting all DSH payments into a 
block grant is that the increased latitude provided to the 
states could result in more appropriate and equitable 
DSH spending targeted toward providers that serve low-
income populations. For example, states would have 
greater flexibility to use DSH funds to support outpatient 
clinics and other providers that treat low-income patients 
in nonhospital settings. Another argument for the option 
is that all federal DSH payments would be coordinated. 

A potential drawback of this option is that hospitals (and 
health care providers in general) would receive less in fed-
eral subsidies and consequently might not be able to offer 
the same level of care.

«CBO»

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 0 -4,800 -5,600 -6,700 -7,800 -24,900 -84,600



70 BUDGET OPTIONS, VOLUME 1: HEALTH CARE

5

4

5

Option 36

Consolidate Medicare and Federal Medicaid Payments for Graduate Medical 
Education Costs at Teaching Hospitals 

Note: GME = graduate medical education; CPI-U = consumer price index for all urban consumers; IME = indirect medical education; 
DGME = direct graduate medical education. 

Under Medicare’s prospective payment system for inpa-
tient medical services, hospitals with teaching programs 
receive additional funds for costs related to graduate med-
ical education. One component of that additional fund-
ing, direct graduate medical education (DGME), covers a 
portion of a teaching hospital’s costs for residents’ com-
pensation and institutional overhead. DGME payments 
are based on a hospital’s 1984 costs per resident (indexed 
for changes in consumer prices), the number of residents, 
and Medicare’s share of total inpatient days at that hospi-
tal. The other component, indirect medical education 
(IME), is intended to cover teaching-related costs that are 
not attributable either to residents’ compensation or to 
other direct costs of running a residency program. Exam-
ples of IME costs are the added demands placed on staff 
as a result of teaching activities and the greater number of 
tests and procedures ordered by residents. IME payments 
also compensate teaching hospitals for the larger propor-
tion of severely ill patients that they tend to treat. Under 
current law, for every increase of 0.1 in the ratio of full-
time residents to the number of beds, the IME adjust-
ment provides teaching hospitals with about 5.5 percent 
more in payments; however, the Medicare Payment Advi-
sory Commission (MedPAC) has estimated that an 
increase of 2.2 percent would more closely reflect the 
actual indirect teaching costs that hospitals incur.1 

Teaching hospitals also receive graduate medical educa-
tion (GME) payments from both the federal government 
and the states through the Medicaid program. The Con-
gressional Budget Office estimates that in 2008, total 
mandatory federal spending for hospital-based graduate 
medical education was approximately $9.5 billion—
$8.7 billion for Medicare and $0.8 billion for Medicaid. 

This option would consolidate all mandatory federal 
spending for hospital-based graduate medical education 
into a block grant to teaching hospitals. Payments would 
be apportioned according to the number of residents at a 
hospital and the portion of the hospital’s inpatient days 
accounted for by Medicare or Medicaid patients. Total 
funds available for distribution as block grants would be 
determined in one of two ways.

B Under the first alternative, total funding for 2011 
would be set at 90 percent of the estimated total man-
datory federal payments for graduate medical educa-
tion in 2009 with an adjustment for inflation. That 
alternative would save about $9 billion over the 2010–
2014 period and $30 billion over the 2010–2019 
period.

B Under the second alternative, total funding for 
2011 would be set based on a reduction of the IME 
adjustment to 2.2 percent in 2009—an amount that 
MedPAC has estimated would more accurately reflect 
indirect costs—plus the 2009 levels of Medicaid GME 

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending  

Set payments equal to 90 percent of 
total mandatory GME funding 
inflated by the CPI-U minus 
1 percentage point 0 -1,900 -2,000 -2,300 -2,700 -8,900 -30,100

Calculate IME payments using a 
2.2 percent adjustment factor plus 
DGME and Medicaid GME funding 
inflated by the CPI-U minus 
1 percentage point 0 -4,800 -4,900 -5,200 -5,600 -20,500 -57,300

1. See Medicare Payment Advisory Commission, Report to the 
Congress: Medicare Payment Policy (March 2007).
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and DGME as adjusted for inflation. That alternative 
would save approximately $21 billion over the 2010–
2014 period and $57 billion over the 2010–2019 
period. 

Under both alternatives, total funding for the block 
grants would grow with inflation as measured by the con-
sumer price index for all urban consumers minus 1 per-
centage point. If the discretionary funds for graduate 
medical training currently provided by the Health 
Resources and Services Administration of the Depart-
ment of Health and Human Services were also included 
in the grant pool, the total available funding would rise 
by an estimated $0.7 billion in 2011.  

An argument for reducing the subsidy for graduate medi-
cal education is that federal payments under current law 
exceed hospitals’ actual teaching costs. As a result, a 
smaller subsidy would create savings for the federal bud-

get without unduly affecting hospitals’ teaching activities. 
A smaller subsidy would also remove an incentive for hos-
pitals to have a greater number of residents than is neces-
sary. If hospitals responded to the reduction in the sub-
sidy by lowering residents’ compensation, residents would 
bear more of the cost of their medical training, which 
might deter some people from entering the medical pro-
fession. However, medical training enables individuals to 
earn a higher income in the future, and market incentives 
appear to be sufficient to encourage people to become 
physicians. 

An argument against this option is that reducing the fed-
eral subsidy for graduate medical education could lead 
some teaching hospitals to train fewer residents or devote 
less time and fewer resources to beneficial educational 
activities. Also, to the extent that some teaching hospitals 
use a portion of their additional payments to fund charity 
care, reducing those payments could reduce the number 
of patients that hospitals treated or lower the quality of 
care that they provided. Another argument against the 
option is that states could lose some discretion to direct 
GME payments to hospitals since the federal government 
would be administering the block grant. 

«CBO»

. BO’s estimated savings under the option could change (by less 
than $1 billion over the 2010–2019 period) depending on 
whether a notice of proposed rulemaking from the Centers for 
Medicare and Medicaid Services to eliminate GME payments for 
Medicaid became a final rule.

RELATED CBO PUBLICATION: Medicare and Graduate Medical Education, September 1995
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Option 37

Allow Physicians to Form Bonus-Eligible Organizations and Receive 
Performance-Based Payments

In Medicare’s fee-for-service (FFS) program, providers 
have little or no financial incentive to coordinate the care 
that their patients receive across different treatment set-
tings; to assume accountability for the costs and quality 
of that care; or to deliver care in an efficient, cost-effective 
manner. Instead, providers have a financial incentive to 
provide higher-intensity care in greater volume, which 
contributes to the fragmented delivery of care that cur-
rently exists. Not only can the lack of coordination be 
confusing to patients, but inadequate coordination can 
also lead to inefficient, lower-quality care. For example, 
poor coordination could result in duplicated or unneces-
sary services leading to higher-cost care that contained no 
additional benefit for patients. 

Under this option, groups of providers meeting certain 
qualifications would have the opportunity to participate, 
on a voluntary basis, in Medicare as bonus-eligible orga-
nizations (BEOs). The concept of BEOs is similar to the 
accountable care organization models proposed by some 
researchers. In general, a group of providers, in order to 
qualify as a BEO, would have to be able to work together 
to manage and coordinate care for patients. BEOs could 
consist of physicians practicing in groups, networks of 
discrete physician practices, partnerships or joint ventures 
between hospitals and physicians, hospitals employing 
physicians, integrated delivery systems, or community-
based coalitions of providers. Each FFS beneficiary would 
be automatically assigned to a primary care provider 
(PCP). That assignment would be based on the physician 
from whom the beneficiary received the most primary 
care in the preceding year and would affect payments 
only if the beneficiary’s PCP elected to participate in 
a BEO.

Medicare would continue to pay providers under the cur-
rent FFS system, but providers in participating BEOs 
would be eligible for bonuses if they met certain quality 
measures and if spending was below a benchmark. Bene-
ficiaries would continue to be able to see providers both 

in and outside of their BEO, but PCPs, in order to have 
more control over the costs and quality of care delivered, 
would have an incentive to keep as much of the benefi-
ciary’s care within the BEO as possible. The benchmark 
for each BEO would be set using the most recent three 
years of total per-beneficiary spending for beneficiaries 
assigned to the BEO; that amount would then be 
updated by the projected rate of growth in national per 
capita spending for the original Medicare FFS program, 
as projected (using the most recent three years of data) by 
the Office of the Actuary at the Centers for Medicare and 
Medicaid Services (CMS). 

BEOs would be eligible to receive a bonus only if they 
met a set of quality performance measures and if their 
patients’ average Medicare expenditures over a two-year 
period were at least 2 percent below the average bench-
mark for the corresponding two-year period; the BEO 
bonus share would be half of the percentage point differ-
ence between the two-year average of their patients’ 
Medicare expenditures and 98 percent of the two-year 
average benchmark. The bonus, in dollars, would equal 
the bonus share multiplied by the benchmark for the 
most recent year. For example, if a BEO’s benchmark was 
$9 million in the first year and $11 million in the second 
year, and the BEO’s actual expenditures were $8 million 
in the first year and $10 million in the second year, then 
the average benchmark would equal $10 million, and the 
average actual expenditure would equal $9 million. The 
BEO bonus share in the second year would equal half of 
the difference between 90 percent ($9 million divided by 
$10 million) and 98 percent (the bonus threshold), 
which is equal to 4 percent. The bonus amount in the 
second year, in dollars, would equal 4 percent of $11 mil-
lion, or $440,000.

To qualify as a BEO, the organization would have to 
meet the following criteria. First, the BEO must have a 
formal legal structure that would allow the organization 
to receive and distribute bonuses to participating 

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 0 0 0 -50 -270 -320 -5,300
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providers. Second, the BEO must include the PCPs of at 
least 5,000 Medicare beneficiaries and must be willing to 
become accountable for the overall care of all the Medi-
care beneficiaries assigned to those PCPs. Third, the orga-
nization must provide CMS with a list of primary care 
and specialist physicians participating in the BEO in 
order to support beneficiary assignment, the implementa-
tion of performance measures, and the determination of 
bonus payments. Additionally, to qualify as a BEO, orga-
nizations must have the following: contracts in place with 
a core group of key specialist physicians; a leadership and 
management structure; and processes in place to promote 
evidence-based medicine, to report on quality measures, 
and to coordinate care. 

In estimating the budgetary effects of this option, the 
Congressional Budget Office assumed that approximately 
20 percent of FFS Medicare beneficiaries would be 
assigned to PCPs participating in a BEO by 2014, and 
40 percent would be assigned by 2019. This option 
would reduce Medicare spending by an estimated 
$0.3 billion from 2010 to period and by $5.3 billion over 
the 2010–2019 period.

The savings to Medicare from this option would decline 
over the 2010–2019 period, CBO expects. The decline in 
savings reflects two factors. First, over time, the share of 
BEOs that met the quality requirements—and, therefore, 
would be eligible to receive bonuses—would grow, which 
would increase bonus payments. Second, this option 
would reduce somewhat the volume of Medicare-covered 
physicians’ services and services “incident to” physicians’ 
services. Because of the sustainable growth rate (SGR) 
mechanism that Medicare uses to determine physician 
fees, such volume reductions would lead to increased 
Medicare physician fees at the end of the period—which 
would reduce the savings to Medicare from this option. 
(The option would specify that the anticipated reduc-
tions in the volume of physicians’ services as a result of 
the bonus payments would not be treated as “law and 
regulation” changes for the purposes of calculating spend-
ing targets under the SGR.)

The nationwide implementation of BEOs would be new 
to the Medicare program, and estimates of the effects of 
such an arrangement are therefore particularly uncertain. 
One area of uncertainty lies in the details of how CMS 
would implement such an arrangement. Designating 
BEOs would require that CMS perform a number of new 
and complex functions, including the assignment of ben-

eficiaries to PCPs, the projection of spending benchmarks 
for BEOs, the measurement of quality for BEOs (to 
determine eligibility for receiving bonuses), and the dis-
bursement of bonus payments. CBO assumed that CMS 
would be able to implement this option beginning on 
January 1, 2013, but the date of implementation could 
be changed depending on the administrative difficulties 
encountered. The second area of uncertainty relates to 
providers’ behavioral responses to BEOs. CBO assumed 
that providers, in response to the financial incentives 
under a shared-savings program, would reduce somewhat 
the volume and intensity of services provided to their 
patients. Additional modifications to this option, such as 
penalties for nonparticipation or for spending above the 
benchmark, could make savings more likely. A pilot or 
demonstration project that evaluated BEOs could pro-
vide valuable insights into the effects of alternative 
designs and the magnitude and nature of providers’ 
responses.

An argument in favor of this option is that it would pro-
vide a stronger incentive than currently exists for provid-
ers to treat Medicare patients in a coordinated and cost-
effective manner. If this option was implemented, provid-
ers would have incentives to develop coordinated systems 
for delivering care and would be rewarded to the extent 
that those activities reduced beneficiaries’ overall spend-
ing. By encouraging providers to begin developing more 
coordinated, more efficient systems for delivering care, 
this option could be an initial step toward changing pro-
viders’ current systems of delivering care and could pave 
the way for greater changes in the future. Another argu-
ment in favor of this option is that its performance and 
reporting requirements would encourage the develop-
ment of higher quality, evidence-based care. Not only 
would providers need to meet a quality standard to be eli-
gible for bonuses, but the information they reported 
could be used to further refine performance measures. 
Finally, because of the voluntary nature of this option, it 
would be minimally disruptive to existing provider–
patient and provider–provider relationships. Providers 
finding it difficult to join a BEO would not be required 
to do so.

An argument against this option is that there is a substan-
tial and somewhat unpredictable degree of variation in 
the growth of Medicare’s spending from year to year, even 
among large groups of Medicare beneficiaries. Thus, 
Medicare would be paying bonuses, in some cases, for 
slowdowns in spending growth that would occur even in 
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the absence of the policy change. Additionally, because of 
the voluntary nature of the option, providers able to 
anticipate performing at a more efficient level would be 
more likely to choose to participate. Another argument 
against this option is that providers participating in a 
BEO might object to their remuneration being tied to 
decisions made by patients (for instance, their deciding to 

see a specialist outside of a BEO), which they might feel 
are beyond their control. Finally, if the performance and 
quality measures were inadequate, providers might not 
offer adequate care, leading to a decline in the overall 
quality of care. 

«CBO»
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Option 43

Expand Medicare’s Least Costly Alternative Policy to Include Viscosupplements

Osteoarthritis is a degenerative joint disease in which 
bone-cushioning cartilage wears away and synovial fluid 
(a thick liquid that reduces friction between bones) starts 
to thin and lose its ability to lubricate a joint. In many 
people with the disease, the degradation of cartilage and 
the reduction in synovial lubrication lead to pain, stiff-
ness, loss of motion, and swelling. About 21 million 
Americans have osteoarthritis, typically in the weight-
bearing joints of their knees. 

Viscosupplements treat osteoarthritis by replacing some 
of the lubrication normally provided by the synovial 
fluid. Five such products have been approved by the Food 
and Drug Administration (FDA), all based on hyaluronic 
acid (one of the two components of natural synovial 
fluid). Although viscosupplementation does not cure 
osteoarthritis, it can improve a person’s mobility and 
reduce pain; thus, it is indicated for patients who have 
not found relief from other therapies, such as exercise, 
orthotics, and over-the-counter medicines. The FDA has 
approved the supplements solely for use in the knee. 

Medicare covers the cost of viscosupplements under 
Part B (which covers physicians’ and other outpatient ser-
vices) because the agents are administered via an injection 
during a visit to a physician. In 2007, Medicare spent 
about $180 million for the use of viscosupplements. 
Payments are set for such products by using the average 
sales price (ASP) methodology, in which Medicare’s reim-
bursement reflects an average of the prices that the manu-
facturer has charged for sales of its product exclusive of 
certain discounts. Medicare pays physicians for drugs 
they administer at the rate of the ASP plus 6 percent, or 
106 percent of the manufacturer’s average sales price. 

Under this option, Medicare’s payments for viscosupple-
ments would be subject to a least costly alternative (LCA) 

policy. Medicare’s LCA policy limits the payment for a 
given product or service to the amount paid for the low-
est-cost of the equivalent products in the category. Cur-
rently, Medicare applies its LCA policy to payments for 
certain drugs for treating prostate cancer. The rationale is 
that the program should not pay more for one product 
when a similar product can be used to treat the same con-
dition and produce the same outcome but at a lower cost. 
If the LCA standard was applied to viscosupplements, 
Medicare’s payment would be limited to the product with 
the lowest ASP in that class of drugs. The option would 
save about $200 million over the 2010–2014 period and 
almost $500 million over the 2010–2019 period. 

An argument for this option is that it encourages physi-
cians to consider cost when choosing among treatment 
options. Although each product differs slightly, they are 
all approved by the FDA for the same indication—
osteoarthritis—and work through the same mechanism 
of clinical action. Medicare, it could therefore be argued, 
should not pay more for one product than another if 
both are likely to have the same effect in a patient when 
prescribed for the same condition. 

An argument against the option is that differences do 
exist between products in terms of how they are derived 
and produced. Each also has a different molecular weight 
(or concentration of the active ingredient) and a different 
dosage strength (for example, 20, 16, or 30 milligrams). 
Those differences may warrant a clinical judgment on the 
part of physicians to prescribe one product rather than 
another. The LCA policy could therefore impose a finan-
cial penalty on physicians who used a more costly alterna-
tive on the basis of their clinical judgment and expertise.

«CBO»

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending -20 -40 -50 -50 -50 -210 -490
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Option 44

Require Drug and Device Manufacturers to Disclose Their Relationships with 
Physicians Who Participate in Medicare

Under this option, pharmaceutical and device manufac-
turers would be required each year to disclose to the Cen-
ters for Medicare and Medicaid Services (CMS) all rela-
tionships with physicians who participated in the 
Medicare program. All contacts would be subject to dis-
closure, and CMS would publish the information on its 
Web site.1 Contacts would include support for continu-
ing medical education and relationships in which physi-
cians were paid to lecture about specific drugs or devices. 
A manufacturer that failed to disclose a contact or pro-
vided an incomplete report would be fined $10,000 per 
violation.

At this time, the Congressional Budget Office cannot 
estimate how this option might affect spending for Medi-
care but believes that, over time, disclosure has the poten-
tial to reduce spending. For example, hospitals and health 
plans could use the data collected under this option to 
ensure that relationships between physicians and manu-
facturers did not influence decisions about which drugs 
became part of a formulary (a list of preferred drugs) or 
were recommended in practice guidelines. Public report-
ing and disclosure of industry–physician relationships 
might also encourage physicians to monitor and modify 
their own behavior. The reporting system that this option 
would implement and the data that would be collected as 
a result could become a building block for further regula-
tions that might reduce future costs below the level that 
they otherwise would attain.

Manufacturers of prescription drugs and medical devices 
interact with physicians in many ways—for example, 
during sales visits, in supporting continuing medical edu-
cation, and in establishing formal relationships in which 
physicians act as consultants to manufacturers. One 

recent study estimated that in 2003 and 2004, about 
94 percent of practicing physicians had some sort of rela-
tionship with a drug company.2 

As the U.S. health care system is now structured, some of 
those relationships are probably unavoidable, and some 
of the contacts may prove beneficial to patients. For 
example, manufacturers’ sales representatives visit physi-
cians to market their products and often provide free 
samples. Doctors, in turn, may learn about new pharma-
ceuticals during those visits and sometimes use the sam-
ples to assist patients who have trouble affording a pre-
scription or who need to start on a medicine as quickly as 
possible. With respect to medical devices, manufacturers 
may be the best sources of training for physicians in the 
use of a new product. 

Research indicates, however, that relationships between 
physicians and manufacturers may also have unintended 
and unfortunate effects on health care utilization and 
spending. One study found that physicians’ interactions 
with drug companies or their representatives were associ-
ated with rapid prescribing of newer, more expensive 
drugs and more limited prescribing of less expensive 
generic medicines.3 Another study found that physicians 
who had had contacts with a drug company were more 
likely than other physicians to request that the company’s 
drug be added to a hospital’s formulary, even when the 
drug offered no therapeutic advantage over pharmaceuti-
cals that were already on the list.4 

An argument in support of this option is that Medicare 
could use the information it would provide to better 
understand and evaluate relationships between physicians 
and device and drug manufacturers. When choosing a 

1. The Medicare Payment Advisory Commission, in its June 2008 
publication Report to the Congress: Reforming the Delivery System, 
examined some of the issues surrounding physicians’ relationships 
with drug and device manufacturers, including consideration of a 
federal reporting system. In November 2008, the commission rec-
ommended that the Congress direct drug and device manufactur-
ers to disclose their relationships with physicians and hospitals, as 
well as other stakeholders, such as patient organizations and phar-
macists. The commission also recommended that the Congress 
direct the Secretary of Health and Human Services to post the 
information on a public Web site. 

2. E.G. Campbell and others, “A National Survey of Physician–
Industry Relationships,” New England Journal of Medicine, 
vol. 356, no. 17 (April 26, 2007), pp. 1742–1750. 

3. J. Lexchin, “Interactions Between Physicians and the Pharmaceu-
tical Industry: What Does the Literature Say?” Canadian Medical 
Association Journal, vol. 149, no. 10 (November 15, 1993), 
pp. 1401–1407.

4. A. Wazana, “Physicians and the Pharmaceutical Industry: Is a Gift 
Ever Just a Gift?” Journal of the American Medical Association, 
vol. 283, no. 3 (January 19, 2000), pp. 373–380.
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physician, Medicare beneficiaries could consider a doc-
tor’s relationships with the pharmaceutical and medical-
device industries and could select a physician, at least in 
part, on the basis of those relationships. CMS could use 
the information, in combination with data from claims, 
to improve its understanding of physicians’ practice pat-
terns and trends in the utilization of drugs and devices. 

An argument against the option is that it could be admin-
istratively burdensome. Although manufacturers might 

have ready access to some of the information that would 
be required—such as consulting contracts—they might 
find other data more difficult to collect. In addition, 
CMS would need to set up a process for gathering and 
reviewing the disclosures and then publishing them in a 
way that would be easily available to and understood by 
the public. 

«CBO»
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Option 45

Fund Research Comparing the Effectiveness of Treatment Options

Note: * = less than $5 million.

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

Patients with a given disease or medical condition often 
have several treatment options available to them, but rig-
orous evaluation of the relative effectiveness of those 
options is rarely available to them or their doctors. Drugs 
and medical devices must be certified as safe and effective 
before they can be marketed, but with limited exceptions 
the regulatory process for approving those products does 
not evaluate them relative to alternatives. Meanwhile, 
medical procedures—which account for a much larger 
share of total health care spending—can achieve wide-
spread use without a systematic review of their impact. 
Estimates about the current situation vary widely, but 
some experts believe that less than half of all medical care 
utilization is based on adequate evidence about its 
effectiveness.

Under this option, the federal government would provide 
mandatory funding for research on the comparative effec-
tiveness of alternative medical treatments. Funding would 
begin at $100 million in 2010, grow to $400 million in 
2014, and remain at that level through 2019. The results 
of that research would gradually generate modest changes 
in medical practice as providers responded to evidence on 
the effectiveness of alternative treatments, the net effect 
of which would be to reduce total spending on health 
care in the United States by an estimated $8 billion over 
the 2010–2019 period (or by less than one-tenth of 
1 percent). Reductions in federal spending on health 
care—primarily for Medicare, Medicaid, and the Federal 
Employees Health Benefits program—would total about 
$100 million over the 2010–2014 period and about 
$1.3 billion over the 2010–2019 period. Because any 
cost-saving benefits of research would occur after the 
spending on that research, the net effect on mandatory 
spending resulting from increased funding for research 
and reductions in federal spending for health benefits 
would thus be an increase of $490 million over 5 years 

and $1.1 billion over 10 years. By the end of the 10-year 
period, however, the annual reduction in health care 
spending is estimated to be slightly larger than the 
increased spending on research.

Reductions in health care costs that are covered by 
employment-based health insurance plans would lead 
to small shifts in compensation from nontaxable health 
benefits to taxable wages, resulting in a revenue increase 
of about $260 million over the 2010–2019 period.1 
Overall, in the Congressional Budget Office’s estimation, 
implementing this option would increase the federal defi-
cit by $860 million over the 2010–2019 period.

The estimates here assume that there is an effective way 
to target research funds toward studies that are likely to 
produce savings. Predicting the effect that additional 
information about comparative effectiveness could have 
on health care spending is difficult, however, because it is 
hard to know what that research would show. As a general 
rule, however, the fee-for-service payment system by 
which most health care in the United States is currently 
financed typically provides financial incentives for doc-
tors and hospitals to adopt new and more expensive treat-
ments and procedures even if evidence about their effec-
tiveness is not available. Further, some analyses have 
found that clinical trials sponsored by drug manufactur-
ers and device makers are more likely than independent 
studies to find favorable results. Nevertheless, over the 
long term, generating additional objective information 
about the relative costs and benefits of treatments thus 
seems more likely to reduce total health care spending 

 Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 20 50 80 140 200 490 1,120

Change in Revenuesa   0   0   *    10    10    20    260

 Net Effect on the Deficit 20 50 80 130 190 470 860

1. The reduction in private health insurance premiums could also 
have a small effect on federal discretionary spending for employee 
health insurance costs; however, those reductions would be subject 
to appropriations committee action and are not included here.
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than to raise it, especially if combined with new incentive 
structures for physicians that reflected that information. 

A potential advantage of this option is that it would 
increase the information available for providers, payers, 
and consumers to use in making decisions about medical 
care and, over the long term, could lead to a reduction in 
health care costs while maintaining or improving the 
health of Americans. Proponents of this option note that 
the private sector is unlikely to fund as much research in 
this area as society would value because the knowledge it 
generates has many characteristics of a public good—so it 
is difficult for the sponsors of the research to capture all 
of its benefits. Another advantage of this option is the 
potential gains from a larger federal role in funding com-
parative effectiveness research. That larger role would 
enhance the federal government’s ability to ensure a 
greater degree of coordination and would aid in eliminat-
ing redundancy in research and assist in developing 
appropriate research standards.

One disadvantage of accelerating research on comparative 
effectiveness is that negative results from early studies 
might discourage the use of a promising treatment before 
it had been adequately tested. That might prevent 
the reinvention and improvement of certain medical 

technologies that often occur once a treatment has been 
introduced. For example, during the course of clinical 
practice, physicians significantly improved the outcomes 
of coronary-stent placement after developing new tech-
niques in stent insertion and anticoagulation therapy. 
Without the widespread use of coronary-stent insertion, 
such improvements and innovations might not have 
occurred. Additionally, if treatments were withheld in 
anticipation of the results of comparative effectiveness 
research, patients, especially those with severe or rare ill-
nesses, could miss out on potentially beneficial and life-
saving interventions. Some observers have also argued 
that greater emphasis on comparative research reviews in 
medical practice or in decisions about insurance coverage 
could limit the adoption of certain drugs and medical 
devices and could discourage manufacturers from devel-
oping new, innovative treatments. Another concern is 
that research examining the average effects of treatments 
might overlook subgroups of patients for whom the bene-
fits might be more substantial. Opponents also argue that 
increased government funding might simply displace 
research efforts financed by the private sector. Moreover, 
critics of this option raise the concern that government-
sponsored research might be biased toward conclusions 
that reduce federal spending—or at least might be per-
ceived in that way by the medical community. 

«CBO»

RELATED CBO PUBLICATION: Research on the Comparative Effectiveness of Medical Treatments: Issues and Options for an Expanded 
Federal Role, December 2007 
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Option 46

Create Incentives in Medicare for the Adoption of Health Information 
Technology

Note: * = less than $5 million. 

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget. 

By helping health care providers manage information, 
health information technology (health IT) has the poten-
tial to significantly improve providers’ efficiency and the 
quality of care they offer. Ultimately, such improvements 
could reduce costs and improve health care outcomes. 
Health IT refers to information technology applications 
specifically designed for the practice of clinical medicine, 
including electronic health records (EHRs), personal 
health records, health information exchange, computer-
ized physician order entry, clinical decision support sys-
tems, and electronic prescribing. 

Proponents of health IT have argued that adopting it on a 
nationwide basis could result in significant reductions in 
health care spending. Those reductions would be realized 
by, among other things, reducing the number of inappro-
priate tests and procedures, reducing paperwork and 
administrative overhead, and decreasing the number of 

adverse events resulting from medical errors. Health IT 
could also improve the quality of care provided to 
patients by improving the information available to clini-
cians at the time of treatment, by encouraging the use of 
evidence-based medicine, and by helping physicians 
manage patients with complex, chronic conditions. Con-
versely, the savings associated with health IT could be off-
set by improved adherence to treatment protocols, which 
could increase the amount of care provided.

In spite of such advantages, few physicians have adopted 
health IT; only about 5 percent have adopted compre-
hensive systems, according to a recent survey.1 In 
response to the low rate of adoption, the federal govern-

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

5 Percent Bonus for Adoption, Primary Care Physicians Only 

Change in Mandatory Spending 0 60 100 110 110 380 1,170

Change in Revenuesa 0   *    *     5     5    10       75
Net Effect on the Deficit 60 100 105 105 370 1,095

2 Percent Bonus for Adoption, All Participating Physicians

Change in Mandatory Spending 0 50 70 80 90 290 880

Change in Revenuesa 0   *   *   *   5      5    55
Net Effect on the Deficit 0 50 70 80 85 285 825

5 Percent Penalties for Nonadoption, All Participating Physicians

Change in Mandatory Spending 0 0 0 -20 -40 -60 -4,620

Change in Revenuesa 0 0 0     *     5     5       130
Net Effect on the Deficit 0 0 0 -20 -45 -65 -4,750

Combined Penalties and Bonuses, All Participating Physicians

Change in Mandatory Spending 0 50 70 80 70 270 -4,240

Change in Revenuesa 0   *   *   5  10    15       160
Net Effect on the Deficit 0 50 70 75 60 255 -4,400

1. Catherine M. DesRoches and others, “Electronic Health Records 
in Ambulatory Care—A National Survey of Physicians,” New 
England Journal of Medicine, vol. 359, no. 1 (July 3, 2008), 
pp. 50–60.
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ment has undertaken several different efforts to encour-
age providers to use health IT, including recognizing an 
EHR certification process; setting standards for interop-
erability (enabling different health IT systems to commu-
nicate with each other); providing grants and loans for 
providers to purchase the technology; and, through the 
Medicare program, offering financial incentives that both 
reward adoption and penalize nonadoption. Barriers to 
the adoption of health IT still remain, however—primar-
ily financial ones. High-quality systems can cost $20,000 
to $25,000 per physician, not including implementation 
and annual maintenance costs. Overall, startup costs can 
exceed $40,000 per physician. Currently, large group 
practices find health IT the most attractive, and the Con-
gressional Budget Office expects that they will continue 
to have the highest adoption rates over the 2010–2019 
period. CBO projects that under current law, about 
40 percent of physicians will have adopted health IT sys-
tems by 2019, with near-universal adoption anticipated 
over the next quarter century. Health IT initiatives could 
affect the degree of health care spending by speeding the 
adoption of such technologies; however, any such effects 
would diminish in later years, when the use of health IT 
was more pervasive.

This option would create an incentive program through 
Medicare to increase providers’ use of health IT. The 
option comprises four alternatives that have several com-
mon features. To meet the requirements for any of the 
incentive programs, the provider would have to first pur-
chase a “qualifying electronic health record” system with 
a standard package of functionalities. (Those capabilities 
would include, for example, clinical notes with medical 
history and follow-up, computerized physician order 
entry for diagnostic and other services, electronic pre-
scribing, management of diagnostic testing results, and 
clinical decision support.) The product would have to be 
certified by the Certification Commission for Healthcare 
Information Technology (CCHIT) as having met the 
current-year requirements for interoperability.  Each 
incentive mechanism considered here would have a 
potentially different effect on adoption and a different 
budgetary impact. Although adoption would be encour-
aged through Medicare’s payment incentives, all health 

care spending—both public and private—would be 
affected by the increased use of health IT. 

The mechanisms considered here through which the 
adoption of health IT could be accelerated are as follows: 

B Bonuses for Primary Care Physicians. Under this 
alternative, CMS would pay participating primary 
care physicians that use a qualifying health IT system a 
bonus of 5 percent on top of the amount it would 
otherwise pay for an office visit by a Medicare benefi-
ciary. (The bonus calculations would not apply to fees 
for injections, X-rays, or any other services that are 
provided in an office setting but billed separately from 
the office visit itself.) By the end of the 10-year budget 
window, CBO estimates, this alternative would 
increase the share of primary care physicians who 
adopted electronic health record systems by 12 per-
centage points over the adoption rate projected under 
current law (and would increase by 5 percent the share 
of all physicians adopting health IT). The net cost of 
this option over the 2010–2014 period would be an 
estimated $370 million (including increases in spend-
ing for bonus payments, decreases in spending result-
ing from reduced utilization of services, and increases 
in federal revenues because of the reduction in private 
health insurance premiums); the net cost over the 
2010–2019 period would be $1.1 billion.

B Bonuses to Support Adoption. Under this alternative, 
CMS would pay all participating physicians that used 
a qualifying health IT system a bonus of 2 percent on 
top of the amount it would otherwise pay for each 
office visit. (The bonus calculations would not apply 
to other services that were provided in an office setting 
but billed separately from the office visit itself.) By the 
end of the 2010–2019 period, CBO estimates, this 
alternative would lead an additional 5 percent of all 
participating physicians to adopt electronic health 
record systems. The net cost of this alternative would 
be an estimated $285 million over the 2010–2014 
period and $825 million over the 2010–2019 period.

B Penalties for Nonadoption. Under this alternative, 
CMS would penalize physicians who participated in 
the Medicare program but did not use a qualifying 
health IT system, beginning 5 years after the policy 
was enacted. The penalty would be implemented by 
reducing payments for office visits by 5 percent. (The 
penalty calculations would not apply to other services 

. CHIT is the only organization recognized by the Department of 
Health and Human Services as qualified to certify the capabilities 
of health IT products. More information is available at 
www.cchit.org.

file://localhost/Users/daveracer/Downloads/www.cchit.org
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that are provided in an office setting but billed sepa-
rately.) In CBO’s estimation, this alternative would 
spur an additional 14 percent of all participating phy-
sicians to adopt electronic health record systems com-
pared with the number who would adopt them under 
current law. The net savings of this option would be 
an estimated $65 million over the 2010–2014 period 
and $4.8 billion over the 2010–2019 period.

B Combined Penalties and Bonuses. Under this alterna-
tive, CMS would pay all participating physicians that 
used a qualifying health IT system a bonus of 2 per-
cent on top of the amount it would otherwise have 
paid for an office visit during the first five years fol-
lowing the alternative’s implementation; during the 
next five-year period, physicians that did not use a 
qualifying health IT system would be assessed a 5 per-
cent penalty. By the end of the 10-year period from 
2010 to 2019, by CBO’s estimates, this alternative 
would lead an additional 15 percent of all participat-
ing physicians to adopt electronic health record sys-
tems compared with the number projected under 
current law. The net cost of this alternative over the 
2010–2014 period would be an estimated $255 mil-
lion, and the net savings over the 2010–2019 period 
would be an estimated $4.4 billion. This alternative 
would produce somewhat fewer savings than would 
the penalty-only approach. Although adoption of 
health IT would be slightly greater, the savings in effi-
ciency and utilization from that additional increment 
of adoption would be offset by the loss of penalty pay-
ments. 

Creating incentives to adopt health IT would produce 
savings by increasing the efficiency with which care is 
delivered and by reducing the utilization of unnecessary 
services. However, the magnitude of those savings would 

be overshadowed by the impact of the bonuses and penal-
ties. Options that relied solely on bonuses to boost adop-
tion would produce net costs, not savings. Options that 
used penalties would produce net savings—but primarily 
because of the application of the penalties. A key reason 
for that outcome is the lack of financial incentives for 
providers to control utilization and deliver health care 
efficiently. For example, in the fee-for-service component 
of Medicare, providers are paid for each service they pro-
vide. There is no benefit to them from eliminating 
unnecessary care, and, in fact, doing so causes them 
financial harm. That basic incentive problem is not 
affected by whether or not a provider uses a health IT sys-
tem.

Each of the incentive mechanisms described above would 
have different advantages. Encouraging greater adoption 
of health IT through the use of penalties would result in 
the lowest federal expenditures, although most of the sav-
ings would come from reducing physicians’ payment 
rates rather than from changes in the utilization of ser-
vices. But providers would have to bear the full cost of 
adopting the technology, and many providers have not 
adopted health IT because the cost of doing so is greater 
than the potential savings in lower office costs or 
increased revenues. Bonuses, in contrast, would shift 
much of the cost of adoption to the government, with the 
net effect being an increase in expenditures. The combi-
nation of bonuses and penalties would strike the middle 
ground between the two extremes. Directing larger 
bonuses to primary care physicians might produce the 
greatest improvements in efficiency because such physi-
cians may spend more time than do specialists in manag-
ing patient care. Moreover, because they are among the 
lowest paid of physicians, primary care providers may be 
least likely to adopt health IT without bonuses. 

«CBO»

RELATED CBO PUBLICATION: Evidence on the Costs and Benefits of Health Information Technology, May 2008
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Option 47

Require the Use of Health Information Technology as a Condition of  
Participation in Medicare

a. Some of those estimated revenues would come from Social Security payroll taxes and so would be classified as off-budget.

To participate in the Medicare program, providers must 
meet certain requirements, such as holding licensed certi-
fication in their field of practice and agreeing not to bill 
Medicare beneficiaries for more than the amount speci-
fied under Medicare. The requirements are intended to 
ensure, among other things, that beneficiaries have access 
to health care services of a reasonable level of quality and 
at an appropriate price. Because of the positive effect that 
health information technology (health IT) is believed to 
have on the quality and efficiency of care, Medicare also 
could require that providers use electronic health record 
systems as a condition of participation.

This option would require that physicians and hospitals 
adopt and use health IT as a condition of participation in 
Medicare beginning in 2015. As described in related 
health IT options in this volume, to meet the require-
ments for participation in Medicare, the hospital or phy-
sician would have to purchase a “qualifying electronic 
health record” system with a standard package of capabil-
ities. For physicians, the standard package would include, 
for example, clinical notes with medical history and 
follow-up, computerized physician order entry for diag-
nostic and other services, electronic prescribing, manage-
ment of diagnostic testing results, and clinical decision 
support. For hospitals, the standard package would most 
likely include clinical systems for the major ancillary ser-
vices (laboratory, pharmacy, and radiology), a clinical 
data repository, clinical documentation (including nurses’ 
and physicians’ notes), clinical decision support, and 

computerized physician order entry. Products would have 
to be certified by the Certification Commission for 
Healthcare Information Technology (CCHIT) as having 
met the commission’s current-year requirements for 
interoperability.1

The Congressional Budget Office expects that, if imple-
mented, this option would lead virtually all hospitals and 
physicians to adopt electronic health record systems. By 
reducing both administrative overhead and unnecessary 
utilization of services (including inappropriate tests and 
procedures) as well as adverse events resulting from pre-
ventable medical errors, the option, in CBO’s estimation, 
would produce savings in major federal health care 
financing programs, including both Medicare and Medic-
aid. Nearly universal adoption of health IT by physicians 
and hospitals would also lower health insurance premi-
ums in the private sector, thereby shifting some compen-
sation from tax-advantaged premiums to taxable wages 
and salaries. As a result, federal tax revenues would 
increase.

The new condition for participation in Medicare for phy-
sicians would reduce federal deficits by about $2 billion 
over the 2010–2014 period and by $11 billion over the 
2010–2019 period. Applying the requirement to hospi-

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019

Physicians

Change in Mandatory Spending 0 -60 -240 -490 -970 -1,760 -9,620

Change in Revenuesa    0    10     30      80      150       270      1,540

Net Effect on the Deficit 0 -70 -270 -570 -1,120 -2,030 -11,160

Hospitals

Change in Mandatory Spending 0 -280 -780 -1,210 -1,670 -3,940 -17,680

Change in Revenuesa  0     70       210      350       490    1,120      5,130
Net Effect on the Deficit 0 -350 -1,000 -1,560 -2,170 -5,080 -22,800

1. CCHIT is the only organization recognized by the Department 
of Health and Human Services as qualified to certify the 
capabilities of health IT products. More information is available at 
www.cchit.org.

file://localhost/Users/daveracer/Downloads/www.cchit.org
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tals would reduce deficits by about $5 billion over the 
2010–2014 period and by $23 billion over the 2010–
2019 period. Those estimates include both reductions in 
expenditures for Medicare and Medicaid, arising from the 
reduced utilization of services, and increased federal reve-
nues, resulting from the reduction in private health insur-
ance premiums. 

The savings included in the table reflect only those that 
would be achieved without any other change in federal 
law. Under Medicare’s current payment rules, the only 
savings in Medicare’s expenditures from the adoption of 
health IT would be from reducing some types of utiliza-
tion, such as by reducing the probability of hospital 
admissions resulting from preventable adverse medical 
events. Health IT also helps hospitals reduce their inter-
nal operating costs by, among other things, improving 
nurses’ productivity, lowering the cost of maintaining 
patients’ medical charts, and reducing the utilization of 
unnecessary prescription drugs and diagnostic services. 
However, because Medicare pays for inpatient care on a 
per-admission basis, those savings would not result in 
lower expenditures for the Medicare program. Those sav-
ings would only be captured by reducing the annual 
updates to payment rates under the inpatient prospective 
payment system, which would require legislative action. 
If the updates were changed to reflect lower operating 

costs for hospitals, the total savings related to the require-
ment that hospitals adopt health IT as a condition of 
Medicare participation would be $14.0 billion over the 
2010–2014 period and $60.6 billion over the 2010–2019 
period. Similarly, improvements in efficiency in physi-
cians’ offices would not accrue to Medicare unless physi-
cian payment updates were changed to take those lower 
operating costs for physicians into account. If those 
changes were made, total savings related to the require-
ment that physicians adopt health IT as a condition of 
participation in Medicare would be $2.7 billion over the 
2010–2014 period and $14.3 billion over the 2010–2019 
period. 

An advantage of this option is that the expanded use of 
health IT would be likely to improve both the quality of 
health care services and health outcomes, perhaps mark-
edly so. A disadvantage of this option is that it would 
impose a large cost on providers. In particular, many 
small practices would be hard-pressed to find the finan-
cial resources to purchase a health IT system. In addition, 
implementing this option would create a surge in 
demand for health IT systems, thereby bidding up the 
price of IT specialists and of the systems themselves. 
Thus, this option could create a strong incentive for 
providers to favor low-cost health IT systems over 
high-quality systems. 

«CBO»

RELATED CBO PUBLICATION: Evidence on the Costs and Benefits of Health Information Technology, May 2008
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Option 48

Support Development of VistA to Meet Standards and Encourage Adoption

a. Any savings from the adoption of the Veterans Health Information Systems and Technology Architecture would depend on appropriation 
of the necessary funding. Following Congressional budget-scoring rules (scorekeeping rule 3), such estimated savings are not counted in 
recording the budgetary impact of an appropriation act.

The Veterans Health Information Systems and Technol-
ogy Architecture (VistA), one of the most widely used 
electronic health records (EHRs) in the world, is a health 
care information management system found in the hospi-
tals, outpatient clinics, and nursing homes of the Veterans 
Health Administration (VHA), the medical system of the 
Department of Veterans Affairs (VA). In addition to its 
EHR, which allows providers to electronically review and 
update a patient’s health record, VistA also has such 
additional capabilities as computerized order entry, elec-
tronic prescribing, and decision support that encourages 
adherence to clinical guidelines. The source code for the 
software is freely available and has been used to develop 
several other open-source (that is, publicly available) 
versions of VistA. Two of those adaptations have been 
certified by the Certification Commission for Healthcare 
Information Technology (CCHIT) as CCHIT Certified 
Ambulatory EHR products for 2006: the WorldVistA 
EHR VOE/1.0 and Document Storage Systems’ vxVistA 
V1.0. Some VistA adaptations have been installed in hos-
pitals and networks of clinics outside the VHA system. 

This option would support the development or enhance-
ment of adaptations of VistA that were intended for use 
by physicians outside the VHA. (The federal government 
could also support the upgrading of VistA adaptations 
intended for use by other providers, such as hospitals, but 
this option focuses only on physicians.) The VistA adap-
tations developed under the option would be open source 
in character and would meet the latest certification stan-
dards for health information technology (health IT) 

products as determined by the Secretary of Health and 
Human Services. Under the assumption that appropri-
ated funds were available, the costs for developing and 
enhancing VistA would total about $1.4 billion over the 
2010–2014 period, the Congressional Budget Office esti-
mates, and $2.6 billion over the 2010–2019 period. 
Moreover, this option, which would result in an addi-
tional 18 percent of physicians adopting electronic health 
record systems compared with the number projected 
under current law, would save $910 million over the 
2010–2014 period and $2.8 billion over the 2010–2019 
period (including both reductions in expenditures for 
federal programs and increased revenues). After the first 
few years, CBO anticipates, the cost savings to the federal 
government would exceed the annual costs for VistA.

As with other options that would increase adoption of 
health IT, those savings would come from improved effi-
ciency in providing health care, such as reducing the 
number of unnecessary services and decreasing adminis-
trative costs. That increased efficiency would help reduce 
expenditures for federal health financing programs, such 
as Medicare and Medicaid, and lower premiums for pri-
vate health insurance. Lowering private premiums would 
shift some income away from tax-advantaged fringe bene-
fits (employment-based health insurance) to taxable 
compensation, thereby increasing federal tax revenues. 
However, the projected savings would depend on the 
availability of appropriation actions undertaken to fund 
the VistA upgrades. 

 Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Discretionary Spending

Budget authority 530 210 220 220 230 1,410 2,670

Outlays 450 260 220 220 230 1,380 2,630

Memorandum:

Nonscorable Budget Effectsa

Change in mandatory spending 0  -10  -190  -270  -340  -810  -2,350

Change in revenues 0 0 20 30 50 100 480
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Supporters of this option argue that a certified VistA 
product would offer a relatively inexpensive option for 
providers who otherwise would be unable to pay the high 
price asked for a proprietary health IT system. VistA 
already has one of the highest rates of adoption by pro-
viders of any single EHR because its use in the VHA sys-
tem has created a strong base of support for physicians 
outside that system to begin using the product. Many 
providers may feel overwhelmed by the variety of health 
IT products currently on the market; having a single 
government-sponsored, open-source system could 
simplify their decisionmaking with regard to adoption. 
Another argument in support of this option is that VistA’s 
open-source platform would allow individuals and firms 
in the public and private sectors to create updates and 
add-ons that could improve the system. 

Critics of this option argue that a government-sponsored 
system might undermine the significant investments 
made by the private sector in developing health IT prod-
ucts, some of which might offer advantages or features 
that VistA may not provide. Moreover, although the 
offering of VistA as an open-source product would reduce 
the cost of an EHR, it would not reduce that cost to zero. 
Providers that adopted VistA would still have to pay for 
training, implementation, and interfaces for exchanging 
data with other entities, and they would still experience a 
reduction in productivity for two to three months when 
the system was first installed. 

«CBO»
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Option 49

Sponsor Regional Markets for Health Information Technology

Notes: Any savings from sponsoring regional markets for health information technology would depend on appropriation of the necessary 
funding. Following Congressional budget-scoring rules (scorekeeping rule 3), such estimated savings are not counted in recording the 
budgetary impact of an appropriation act.

* = less than $5 million. 

Despite the benefits that may be gained from adopting 
health information technology (health IT) systems, many 
providers have not purchased such systems. (For a fuller 
discussion of health IT, see Option 46.) Under this 
option, the Secretary of Health and Human Services 
would put out for bid the responsibility for sponsoring 
regional markets for health IT systems. The primary 
function of organizational entities that won contracts to 
sponsor a market would be to address some of the barriers 
that providers face in adopting health IT—in particular, 
by narrowing the choices of systems for providers, reduc-
ing the prices that they face, and coordinating the devel-
opment of common interfaces and implementation 
guides to facilitate the electronic exchange of health 
information both regionally and nationally. Those enti-
ties, or regional sponsors, would be regionally based orga-
nizations with the demonstrated ability to accomplish the 
objectives of this option. Sponsors of regional health IT 
markets would ultimately offer providers a selection of 
several qualifying electronic health records (EHRs) that 
would include the following: both stand-alone and appli-
cation service provider (ASP) systems, several hosting ser-
vices for those systems, interfaces and implementation 
guides for the most common connection needs, and an 
EHR implementation model using Web-based support 
services.1 The Office of the National Coordinator of 
Health Information Technology (which manages federal 
activities to develop health IT standards for achieving 
interoperability) would be required to ensure that 
interoperability and reporting were uniformly carried out 

and that implementation guides for interoperability were 
standardized. (Interoperability refers to the capacity of 
one health IT application to share information with 
another in a computable format.)2

Sponsors under this option would solicit bids from health 
IT vendors and from Web-hosting services to simplify 
providers’ decisions about purchasing a system. That pro-
cess, in turn, by providing the potential for greater sales 
and use of standard formatting, might lead vendors to 
offer lower prices than they currently do. Vendors would 
be required to offer a standard package of EHR function-
alities—for example, one that included a capacity for 
clinical notes with medical history and follow-up, com-
puterized physician order entry for diagnostic and other 
services, electronic prescribing, management of diagnos-

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Discretionary Spending

Budget authority 50 50 50 60 60 270 270

Outlays 40 50 50 50 60 250 270

Memorandum:
Nonscorable Budget Effects

Change in mandatory spending 0 -10 -10 -20 -30 -70 -360

Change in revenues 0 * * 5 5 10 70

1. A stand-alone system is one that is purchased outright and entirely 
housed within a provider’s office. In an application service pro-
vider system, providers access the system remotely from their 
offices by using an Internet connection; an ASP system is typically 
paid for through a monthly fee. Implementation guides are tech-
nical specifications that provide standardized data requirements 
and content to allow all users to achieve interoperability between 
information systems.

2. EHR systems that meet requirements for interoperability specified 
by the Certification Commission for Healthcare Information 
Technology (which has contracted with the federal government to 
develop and evaluate certification criteria and create an inspection 
process) have the capability to be interoperable but can only 
achieve it if they follow the appropriate implementation guide.
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tic testing results, and clinical decision support—in 
stand-alone and ASP systems. To be certified by the Cer-
tification Commission for Health Information Technol-
ogy (CCHIT), the product would have meet CCHIT’s 
most recent requirements, including those for inter-
operability. Sponsors would accept bids from several 
qualified vendors that offered the lowest prices for the 
standard package.

To maximize competition among the vendors, sponsors 
would submit a standard request for proposal with 
enough detailed specifications to ensure that each ven-
dor’s product was comparable with those of competitors. 
Sponsors would also solicit bids for Web-hosting services 
for both ASP and EHR systems that would be required to 
host products with CCHIT’s most recent certification 
and to accommodate all current federal incentive pro-
grams for electronic reporting of health data. In addition, 
sponsors would coordinate the development of standard 
interfaces to facilitate the transmission of data in a com-
putable format between physicians and ancillary service 
providers. Finally, sponsors could provide Web-based 
training for facets of the systems’ implementation that 
were common across all health IT vendors.

Providing such Web-based training could help lower the 
costs to providers of purchasing an EHR, given that 
expenditures for training and implementation make up a 
significant share of the total cost of acquiring an EHR 
system. Vendors estimate that about 25 percent of train-
ing in the use of electronic health records is similar 
among vendors. Rather than requiring each vendor to 
offer what could be duplicated training, the sponsor 
could contract with a single training entity to offer a 
Web-based curriculum at a significantly lower cost than 
would be possible if each vendor offered or provided 
training. Sponsors could lower any costs for vendor-
specific training by offering training regionally or 
through Web-based technology.

The effects of this option would come mainly from low-
ering the prices that providers would pay for health IT 
systems and simplifying their decisions about such pur-

chases, thereby increasing adoption. Sponsors could cover 
their costs by charging fees to provide training and sup-
port for implementation, but they would probably 
require some initial “seed money.” Assuming the avail-
ability of appropriated funds, the Congressional Budget 
Office estimated that expenditures for sponsors would be 
$50 million per year (adjusted for inflation) for the first 
five years after the option’s implementation. By CBO’s 
calculations, this option could ultimately lower prices for 
health IT by about 15 percent below what they otherwise 
would have been. The lower prices would encourage an 
additional 3 percent of physicians (beyond those that 
would have adopted it anyway) to adopt health IT, 
which would increase the benefits that flowed from that 
adoption.

Increasing the adoption of health IT would most likely 
reduce health care costs by, among other things, decreas-
ing the number of duplicated diagnostic tests, diminish-
ing the likelihood of adverse outcomes of treatment as a 
result of missing or inaccurate information (outcomes 
that in turn might require costly treatment to remedy), 
and, in the long run, improving the quality of health care. 

The main advantage of this option is that it could boost 
health care providers’ adoption of health IT by simplify-
ing their decisions about whether to invest in the technol-
ogy and by helping lower prices below what they other-
wise would have been. Such price reductions would 
follow from the competitive bidding process for vendors 
and from the provision, at a lesser cost, of some of the 
training that health IT vendors typically provide with 
purchases. 

The main disadvantage of this option is that sponsors 
might be reluctant to participate without the promise of 
more predictable compensation. (Their compensation 
under the option would consist primarily of initial start-
up funding and then the fees they would charge for train-
ing and other services in connection with their sponsor-
ship responsibilities.)

«CBO»
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Geographic Variation in 
Spending for Medicare

Her ealth care spending per capita varies widely 
across the United States, and spending in the Medicare 
program is no exception. Researchers affiliated with the 
Dartmouth Atlas of Health Care have analyzed groups of 
Medicare beneficiaries who appear to have similar medi-
cal conditions. They found that beneficiaries who lived in 
high-spending geographic areas received approximately 
60 percent more services than those who lived in low-
spending areas.1 Because Medicare is financed through 
federal tax revenues, high spending in one area is, in 
effect, funded largely by taxpayers in other areas.

Previous research by the Congressional Budget Office has 
shown that the degree of geographic variation in Medi-
care spending has lessened over time.2 Major changes in 
Medicare’s payment policies appear to be linked to some 
of that reduced variation; those changes include the 

introduction of prospective payment systems for hospitals 
and post-acute care facilities, and the introduction of the 
physicians’ fee schedule.

The amount of spending involved is quite large—one 
report indicated that Medicare spending would fall by 
29 percent if spending in medium- and high-spending 
regions were the same as that in low-spending regions.3 
But policies that reduce spending in high-spending areas 
would not necessarily lead to increased efficiency—and 
could result in worse health outcomes for patients—
unless the reductions targeted ineffective or harmful 
treatments.

The options in this chapter offer alternatives that would 
further reduce existing regional variations in Medicare’s 
spending. The mechanisms discussed in the options 
encompass incentives for both providers and beneficia-
ries.

1.  Elliott S. Fisher and others, “The Implications of Regional Varia-
tions in Medicare Spending;. Part 1: The Content, Quality, and 
Accessibility of Care,” Annals of Internal Medicine, vol. 138, no. 4 
(February 18, 2003), pp. 273–287.

2.  Congressional Budget Office, Geographic Variation in Health Care 
Spending (February 2008).

3.  John E Wennberg and others, “Geography and the Debate Over 
Medicare Reform,” Health Affairs, Web Exclusive (February 13, 
2002), pp. W96–W114.



98 BUDGET OPTIONS, VOLUME 1: HEALTH CARE

6

5

Option 50

Reduce Medicare’s Fees for Physicians in Areas with Unusually High Spending

Each year, Medicare sets fees for physicians’ services using 
the “sustainable growth rate” (SGR) mechanism. That 
mechanism establishes a cumulative target for Medicare’s 
spending for physicians’ services (including those fur-
nished “incident to” a visit to a physician, such as diag-
nostic laboratory or imaging services). The target is 
updated annually to reflect inflation, overall economic 
growth, the increase in the number of Medicare enrollees 
in the fee-for-service program, and any changes in Medi-
care’s outlays that stem from new laws or regulations 
(such as the addition of newly covered preventive ser-
vices). If actual spending for Medicare-covered physi-
cians’ services increases faster than the target, the SGR 
mechanism is designed to reduce payment rates for those 
services so that cumulative spending and the cumulative 
target eventually converge. (The reverse happens when 
spending is below the target.)

In principle, the SGR mechanism gives physicians, as a 
group, an incentive to limit the volume of the Medicare-
covered services they provide. Reductions in volume, if 
they could be achieved through coordinated efforts by 
physicians, would, under the SGR mechanism, eventu-
ally increase the payment rate that a physician received 
for each service. Any single physician or group practice 
acting alone, however, has essentially no ability to influ-
ence the overall volume of services—any unilateral reduc-
tions in volume would, from an individual physician’s 
perspective, lead to a drop in income. The lack of a coor-
dinated attempt by physicians to restrain the volume of 
Medicare-covered physicians’ services is apparent in his-
torical trends. Since 2002, the volume of such services has 
grown more rapidly than the expenditure target; conse-
quently, the SGR mechanism has called for reductions in 
the fees for physicians’ services each year. (Policymakers 
have repeatedly overridden those reductions through 
legislation.)

Under this option, local spending targets for each 
microregion of the country (discussed below) would be 
set and used as the basis for reducing fees in microregions 

with unusually high spending. A cumulative spending 
target for Medicare-covered physicians’ services would 
continue to be set at the national level using the SGR 
mechanism. The local spending targets would be used to 
adjust fees downward in areas in which spending substan-
tially exceeded those targets. This option would reduce 
Medicare’s outlays by about $5 billion over both the 
2010–2014 and 2010–2019 periods.

Microregions would be defined on the basis of hospital 
service areas, or HSAs. (HSAs are aggregations of zip 
codes that represent local health care markets.) Many 
HSAs contain 10,000 or more Medicare beneficiaries; 
those service areas are sufficiently large that each would 
constitute a separate microregion. In the case of HSAs 
that had fewer than 10,000 beneficiaries, multiple nearby 
HSAs would be combined to create microregions that 
each comprised at least 10,000 beneficiaries. 

The spending target for each microregion would be based 
on the number of Medicare beneficiaries in the area and 
their health status, together with the local prices of inputs 
(for example, the cost of office space or professional 
labor). Adjustments for health status would be based on 
Medicare’s hierarchical condition categories, which are 
used to adjust payment rates for Medicare Advantage 
plans. An additional adjustment would be made for 
regional migration patterns in the use of health care ser-
vices. Areas such as Boston that had persistent net inflows 
of patients would receive higher spending targets to 
reflect that migration.

The Centers for Medicare and Medicaid Services (CMS) 
would calculate a local adjustment factor annually for 
each microregion by comparing the cumulative local tar-
get with cumulative local spending, and would apply the 
local adjustment factor to all physicians whose primary 
practice location was in that microregion. The local 
adjustment factor would equal zero unless the ratio of 
local spending to the local target exceeded the 90th per-
centile among all microregions. In such cases, the local 

Total
(MILLIONS OF DOLLARS) 2010 2011 2012 2013 2014 2010-2014 2010-2019
Change in Mandatory Spending 0 -400 -900 -1,500 -2,100 -4,900 -5,300
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Health Insurance Expansions (Continued)

Health Insurance Regulation

Health Information Technology

Option 24 Expand Medicaid Eligibility to Include Parents with Income Below the Federal 
Poverty Level Page 50

Option 25 Establish a Medicaid Outreach Program with Mandatory Funds Page 51

Option 26 Permanently Extend the Transitional Medical Assistance Provision in Medicaid Page 53

Option 27 Allow People and Firms to Buy Health Insurance Plans Through the 
Federal Employees Health Benefits Program Page 54

Option 2 Allow Individuals to Purchase Nongroup Health Insurance Coverage in Any State Page 7

Option 6 Require States to Use Community Rating for Small-Group 
Health Insurance Premiums Page 17

Option 7 Create a Voucher Program to Expand Health Insurance Coverage Page 19

Option 46 Create Incentives in Medicare for the Adoption of Health Information Technology Page 88

Option 47 Require the Use of Health Information Technology as a Condition of Participation 
in Medicare Page 91

Option 48 Support Development of VistA to Meet Standards and Encourage Adoption Page 93

Option 49 Sponsor Regional Markets for Health Information Technology Page 95




