
CHAPTER 2 

INCOME SECURITY AND HEALTH 

Income security and health are two of the largest and most important functions in the Federal 
budget. The 1984 Budget contains several significant new reforms in these areas, as well as proposals 
for change which build upon major improvements enacted in the first two years of the Reagan 
Administration. 

In this chapter, the following proposals are discussed: 

• Social Security and Other Retirement. Major new reforms in Social Security, along with 
changes in the related Railroad Retirement System, are examined in the first section of this 
chapter. Fundamental reforms in Federal employee retirement programs are discussed in 
chapter 7, which deals with Federal personnel policy. 

• Means-Tested Benefits. Proposals for means-tested entitlement or automatic spending 
programs, which build upon previously enacted reforms, are discussed in the second section 
of this chapter.The proposals are designed to: 

- Simplify and improve the integrity of these programs. 

-- Strengthen employment incentives so that those who can work do so. 

-- Take more fully into account the family circumstances of program beneficiaries, in order 
to better target means-tested assistance and prudently manage scarce public resources. 

In addition, proposed reforms in assisted housing programs, which also provide benefits to 
individuals, are explained. Numerous other programs which are designed to benefit low-
income individuals are discussed in other chapters, most notably Other Non-Defense 
Spending (Chapter 3) and Federalism (Chapter 6). Thus, for example, education programs 
benefiting low-income college students are discussed in the context of Administration 
proposals for a major restructuring of Federal student financial aid. Similarly, Head Start and 
programs targeted to specific minority groups are reviewed in Chapter 3, while block grant 
programs helping the needy fall under the discussion of Federalism 

• Health Entitlements. The final section of this chapter deals with major reforms proposed in 
Medicare and modest proposals for Medicaid, all designed to stem the rising tide of health 
care costs without adversely affecting the health of the nation's elderly and poor. As part of 
the Medicare reform, beneficiaries would be provided catastrophic protection against 
hospital expenses. Federal employees health care programs are discussed in the chapter on 
Federal personnel policy. 
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SOCIAL SECURITY AND OTHER RETIREMENT 

Without corrective legislation in the very near future, beginning no later than July 1983 the Old-Age 
and Survivors Insurance (OASI) trust fund will be unable to make benefit payments on time. Under 
present law, and on the basis of any reasonable set of economic assumptions, the expenditures of 
the OASI program will continue to exceed income from payroll taxes and other sources through at 
least 1986. To date, benefit payments have been made on a timely basis by drawing down the assets 
of the OASI trust fund and interfund borrowing to cover the shortfall. However, the assets of the 
OASI trust fund have been reduced to such a low level that they will not be able to continue making 
up the difference between outgo and income much longer. The bipartisan National Commission on 
Social Security Reform was created by the President as a result of this continuing deterioration of the 
financial position of the OASI trust fund, the inability of the President and the Congress to agree to a 
solution, and the concern about eroding public confidence in the social security system. 

The Commission was assigned the critical job of assessing whether the social security program has 
financing problems in the short run and over the long-range future and, if so, recommending how 
such problems can be resolved. The Commission agreed that there is a financing problem for both 
the short run, 1983-89, and the long range, through 2056, and that action should be taken to 
strengthen the financial status of the program. 

The Commission reached a bipartisan consensus for meeting the short-range financial requirements. 
The bipartisan solution recommended by the Comission was an Accord endorsed by the President, 
the Speaker of the House, and the Senate Majority Leader. The bipartisan solution assures the timely 
payment of full social security benefits and would restore social security to long range actuarial 
balance. 

The bipartisan solution is based on a balanced approach, one constructed after months of detailed 
study, meetings, and analysis. While neither the Commission members, the President, the Speaker of 
the House, nor the Senate Majority leader would necessarily support each individual element, taken 
as a whole, they strongly endorse the overall package and urge enactment of the Accord in its 
entirety. 

The provisions of the Accord are detailed in the section on social security. As discussed, the elements 
of the Accord have relatively minor effects on employees, employers, and the retired, but have the 
significant outcome of putting the social security system on a sound financial basis - which is the 
goal of the bipartisan Accord. The Accord has a special provision protecting the needy elderly social 
security recipients who might otherwise by adversely affected by the six month COLA delay, as well 
as a series of provisions which improve the equity of social security and the treatment of women. 

The social security Accord will improve somewhat the financial condition of railroad retirement, 
which includes both social security equivalent benefits (financed by social security) and rail industry 
pensions. Under the 1981 law enacted at rail labor and management's urgings, rail industry pension 
annuities are linked to rail industry pension contributions. Since the social security level of railroad 
retirement would be automatically conformed to the enacted provisions of the Accord, for 
administrative simplicity the industry pension will also be conformed as appropriate. 
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SOCIAL SECURITY (BIPARTISAN SOLUTION) 

AGENCY: Social Security Administration Funtional Code: 601 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

CURRENT LAW 
Budget Authority 
Outlays 

146,207 161,948 163,047 183,584 203,373 221,399 242,718 
154,144 170,324 182,388 196,326 210,719 226,239 242,269 

REAGAN BUDGET 
Budget Authority 
Outlays 

146,207 182,448 172,963 198,833 219,497 241,510 278,201 
154,144 168,268 178,310 191,869 205,991 221,092 236,823 

PROPOSED CHANGES 
Budget Authority 
Outlays 

20,500 9,916 15,249 16,125 20,111 35,482 
-2,056 -4,078 -4,457 -4,728 -5,147 -5,446 

PROGRAM DESCRIPTION 

The social security program provides income to retired and disabled workers, their dependents, and 
survivors. The program has been financed by payroll taxes paid by employees, employers, and self-
employed individuals. 

PROPOSED CHANGE 

The National Commission on Social Security Reform recommended a bipartisan solution to the social 
security solvency problem that has been endorsed by the President, the Speaker of the House, and 
the Majority Leader of the Senate. 

The main elements of the recommended solution are: 

• Cover all non-profit employees and new Federal employees under social security, and ban 
withdrawal from coverage by State and local employers; 

• Credit to the OASDI trust funds the revenues raised by having only those taxpayers with 
adjusted gross incomes in excess of $20,000 for an individual and $25,000 for a couple pay 
income taxes on 50% of their OASDI benefits; 

• Shift the automatic increase in benefits to a calendar year basis, making the increase payable 
in January instead of July; 

• Move the OASDI tax rate increase scheduled for 1985 to 1984, reschedule the 1988- 89 rate, 
and provide a refundable tax credit for the year 1984 for the part of the emplyee rate that 
was rescheduled; 

• Improve the equity of social security benefits; 

• Make the self-employment tax rate comparable to the combined employer- employee rate, 
allowing one-half of the combined rate to be deducted as a business expense; 

• Reimburse the OASDI trust funds for the full cost of certain military service credits and 
uncashed OASDI checks; 

• Provide for reallocating the OASDI tax rates between OASI and Dl and for inter-fund 
borrowing during 1983-87, from Hospital Insurance to OASDI; and, 
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• Provide a series of long-range reforms to stablize the financial condition of the OASDI trust 
funds and restore the system to actuarial balance. 

The recommended bipartisan solution also included an additional $30 of social security benefits to 
be disregarded in calculating Supplemental Security Income (SSI) benefits. 

RATIONALE 

Without changes to current law, the largest of the social security trust funds, the old age and 
survivors insurance (OASI), trust funds would be unable to pay full benefits on a timely basis starting 
in July 1983. 

The SSI disregard proposal is designed to prevent adverse impact on the retired elderly poor of the 
six-month delay for the social security cost-of-living adjustment. By increasing the SSI disregard, low-
income recipients who have worked and are eligible for social security will receive a greater increase 
in total benefits, beginning July 1, 1983, than they would have received if regular cost-of-living 
adjustment had been made. 

EFFECTS OF THE PROPOSED CHANGE 

The bipartisan solution recommended by the National Commission on Social Security Reform is 
projected to keep social security solvent in the short term as well as correct the long-range actuarial 
imbalance facing social security. Approximately 1.6 million SSI/OASDI recipients would receive 
increases in their SSI benefits starting in July 1983. The cost of the proposal is already included in 
1984 Budget at $195 million for 1983, $530 million for 1984, and comparable amounts for future 
years. 
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RAILROAD RETIREMENT BOARD 

AGENCY: Railroad Retirement Board Functional Code: 601 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

CURRENT LAW 
Budget Authority 5,210 5,356 5,501 5,778 5,957 6,1 18 6,304 
Outlays 5,732 5,828 5,375 5,547 5,884 5,999 6,285 

REAGAN BUDGET 
Budget Authority 5,210 5,356 5,501 5,778 5,957 6,118 6,304 
Outlays 5,732 5,828 5,375 5,547 5,884 5,999 6,285 

PROPOSED CHANGES 
Budget Authority 
Outlays 

PROGRAM DESCRIPTION 

The Railroad Retirement Board (RRB) administers social security plus rail industry pension benefits to 
former rail workers and their families: 

• Social security benefits are funded from social security trust funds. 

• Rail industry pensions are financed by rail pension contributions, which were collectively 
bargained by rail labor and management and subsequently enacted by Congress. 

The social security benefits administered by the Board remain financially sound because they are 
funded by the social security trust funds. Major changes in the rail industry pension plan sought by 
rail labor and management and enacted by the Congress in 1981 require the Board to adjust industry 
pensions to available resources. These "benefit preservation" provisions require that: 

— Full social security benefits be paid; 

— Monthly rail pensions be paid during the year at the highest level rate financed by rail 
industry contributions; and 

— Representatives of rail labor and management may submit proposals to alter the 
system's financing or pensions. 

PROPOSED POLICY 

As required by the provisions of law negotiated by the rail sector and enacted in 1981, full social 
security level of benefits and the level of industry pensions financed by the rail sector will be paid. 
The rail industry pension, even though Federally administered, should be funded by rail labor and 
management, as are all private industry pensions. The American taxpayer should not "bail out" the 
rail industry pension fund. Rather, rail labor and management should collectively bargain any 
desired increased in industry pension contributions or restructuring of industry pension payments. 

RATIONALE 

• Current law benefit preservation provisions agreed to by rail labor and management in 1981 
and enacted by the Congress: 

— "protect the government's primary responsibility for social security equivalent 
benefits", according to the Congress; and 
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— "... save the system for its millions of present and future beneficiaries and will do so not 
at public expense but at the expense of railroad employees and employers ...", 
according to rail representatives. 

• All agree that rail labor and management should assume full responsbility for financing rail 
pensions. 

— Representatives of rail labor and management in 1974: "[the rail sector] is perfectly 
prepared to fund the Railroad Retirement System in every respect in which it bears a 
reasonable resemblance to any other private industry pension plan." 

— The General Accounting Office, 1981: "Funding of the private portion of benefits is the 
railroad industry's responsibility." 

— The congressionally chartered Commission on Railroad Retirement, 1972: "[there are] 
no valid grounds for Federal subsidy to the system, either directly or indirectly." 

• Rail labor and management's strong tradition of proprietary stewardship for the rail pension 
carries with it the responsibility that changes in benefits and/or financing come from within 
the rail sector. 

Major Rail Sector Representatives: 

— criticize Federal oversight as subjecting the rail pension system to "changing viewpoints 
and whims -- of both the executive and legislative branches of government"; 

— state with pride that "the [rail industy pension] is paid for by the industry, the Federal 
Government pays nothing, absolutely nothing ... the U.S. Treasury Department acting as 
a mere conduit of funds - our funds". (Emphasis in original) 

EFFECTS OF THE PROPOSED CHANGE 

Current law provisions sought jointly by rail labor and management: 

• guarantee retirees their basic social security benefit; 

• grant rail retirees the industry pension financed by rail contributions; 

• do not restrict rail labor and management from negotiating changes to their industry 
pension contributions or restructuring industry pension payments. 
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AGENCY: 

Funding 

FEDERAL WINDFALL SUBSIDY 

Railroad Retirement Board Functional Code: 601 

($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

CURRENT SERVICES 
Budget Authority 
Outlays 

390 430 420 405 385 365 350 
378 441 420 405 385 365 350 

REAGAN BUDGET 
Budget Authority 
Outlays 

390 430 350 350 350 350 350 
378 441 350 350 350 350 350 

PROPOSED SAVINGS 
Budget Authority 
Outlays 

70 
70 

55 
55 

35 
35 

15 
15 

0 
0 

Subsidy Per Rail Worker Under Reagan Budget 
1984 1985 1986 1987 1988 

946 972 986 1,000 1,014 

PROGRAM DESCRIPTION 

The Federal Windfall Subsidy funds duplicative payments for certain former rail employees, their 
spouses and their survivors. Rail workers and their families gained unintended, anomolous benefits 
because the rail sector kept its social insurance and retirement system separate from social security. 
Rail employees who worked in normal social security covered employment at some time in their 
careers -- or those whose spouses worked -- gained disproportionately higher benefits, with the 
excess due solely to the failure of the rail industry pension to coordinate with social security.The cost 
of windfalls was shifted from the rail sector to the American taxpayer in the Railroad Retirement Act 
of 1974, which was based on rail labor and management's negotiated agreement. The subsidy 
lowers rail industry pension costs by hundreds of millions of dollars annually. Both this 
administration and the two previous ones sought to limit the taxpayers' subsidy to the rail industry 
pension. The Carter Administration sought to cap the annual Federal subsidy at $350 million or 40% 
more than the parties' previous $250 million annual estimated cost to the taxpayer. 

Based on rail labor and management's negotiated agreement, the Omnibus Budget Reconciliation 
Act of 1981 restructured windfalls. Representatives of rail labor and management claimed these 
changes would: 

"...save the system for its millions of present and future beneficiaries and will do so not at public 
expense but at the expense of railroad employees and employers...the proposal controls the 
overall rate of benefit escalation...there are constraints imposed...[these changes] automatically 
limits windfall benefits [to $350 million annually]...." 

PROPOSED CHANGE 

Limit the Federal subsidy for windfall payments, as proposed by this and prior administrations. 

RATIONALE 

• Subsidies are not needed. 

— Rail workers are one of the highest paid industries, with projected average earnings of 
$34,000 in 1984. 
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— Railroad retirement, according to a Congressional Budget Office (CBO) study, is one of 
the most generous pension systems in the country. The average rail worker receives tax-
free pension income exceeding pre-retirement take-home pay according to CBO. 

— 97% of windfalls go to families receiving monthly benefits in excess of the average social 
security benefit level, according to the General Accounting Office. The same study found 
that only $16 million went to pay windfalls of those who would otherwise be below the 
poverty level. 

• Sudsidiesto this industry pension are inappropriate. 

— In response to requests from both rail labor and management for a Federal subsidy, the 
Commission on Railroad Retirement in its report and 1,785 page, three volume 
supporting analysis found: 

"...no valid grounds for Federal subsidy to the system, directly or indirectly. The payment 
of basic social security benefits to railroad workers can be fully assured in the future by a 
proper realignment: a statutory amendment providing for their direct payment by the 
Social Security Administration. A special Federal subsidy for the second tier would be 
undesirable on economic grounds and is not defensible on social grounds, given the 
many competing needs pressing on the Federal budget. If this system received a subsidy, 
many other pensions would then want subsidies, too." 

• Windfall costs exploded after rail labor and management's original $250 million estimate for 
the 25 level annual subsidy appropriations was made. 

EXPLODING WINDFALL COSTS 

Enacted Subsidy "Revised" Subsidy Congressional 
Fiscal Year Estimate Estimate Appropriation 

1976 250 250 250 
1977 250 250 250 
1978 250 350 250 
1979 250 350 313 
1980 250 350 313 
1981 250 499 350 

Subsidy under 
1974 Act 1,500 2,049 1,726 

1982 250 440 390 
1983 250 430 430 

Subsidy under 
1981 Act 500 870 820 

TOTAL Subsidy 2,000 2,919 2,546 

EFFECTS OF THE PROPOSED CHANGE 

• The subsidy per rail worker would increase from $946 in 1984 to $1,000 in 1987, even under 
the President's budget policy of maintaining the Federal windfall subsidy appropriation at 
the same level. 

• Reduces Federal deficit by $70 million in 1984. 
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MEANS-TESTED INDIVIDUAL BENEFITS 

THE NEED FOR REFORM 
In the decade and a half before the Reagan Administration came into office, the number of Federal 
programs providing means-tested cash or in-kind benefits to individuals doubled. During this time, 
the number of people receiving such benefits soared by almost 300 percent, from 9 to 35 million, 
although the U.S population grew by only 17 percent. While in 1965 welfare recipients, on average, 
participated in one means-tested program, by 1980 they participated in 3 to 4. 

Although undertaken with the laudable intention of helping the needy, this expansion in benefits 
left a bitter legacy. At the time the Administration came into office, means-tested programs were 
fraught with problems. 

• Benefits were excessive and poorly targeted. 

• Waste and error were rife, partly as a result of poor program design and coordination and 
partly because of pervasive mismanagement. 

• In some cases, fundamental program designs were so profoundly deficient that even the best 
management could not overcome the perverse incentives, inequities and needless 
expenditures that resulted. 

As a consequence of these problems, literally billions of scarce tax dollars were needlessly wasted. 

EXCESSIVE AND POORLY TARGETED BENEFITS 
An indication of the extent to which means-tested benefits were excessive and poorly targeted is 
shown by analyses of Census survey data for 1981, prior to the time when legislative changes enacted 
under the Reagan Administration had fully taken effect. The results of the analyses are striking, 
showing that: 

• $16.9 billion or 35.7 percent of the income-tested benefits covered in the survey were 
devoted to households, containing over 23 million people, whose cash benefits and other 
cash income placed them above the poverty level. 

• Significant percentages of benefits in all of the six means-tested programs covered by the 
survey - AFDC, SSI, Food Stamps, Medicaid, free or reduced priced school lunches, and 
assisted housing ~ were received by members of households with incomes above the poverty 
level. The percentages ranged from 21 percent in Food Stamps to 44 percent in Medicaid. 

Indeed, the lack of targeting was so acute that substantial resources were received by households 
whose cash benefits and other cash income exceeded 150 percent of the poverty level. 

• Households in which total income exceeded 150 percent of poverty contained individuals 
who received $8.3 billion in means-tested benefits. These households comprise 12.7 million 
people. 

• The percentage of benefits going to individuals in these nonpoor households was significant 
in all programs, as shown in the table below: 

Percent in Households Above 150% of Poverty Level: 
Cash Income (including cash benefits) 

Member of Household Receives Persons in Households Benefits 

AFDC 14.2% 10.7% 
SSI 33.2 26.8 
Food Stamps 15.1 8.1 
Medicaid (Insurance Value) 27.5 26.2 
Free and Reduced Price School Lunch 25.9 23.3 
Public Housing Benefits 10.6 5.7 
Section 8 Rent Subsidy 12.5 7.0 
One or More of the Above Benefits 28.6 17.5 
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• To put these findings in perspective, it should be noted that 150% of the poverty level for a 
family of four in 1981 was $13,930 -- an income level equal to 92% of the median annual 
earnings of employed workers that year. 

As troubling as this picture is, it understates the lack of targeting because the conventional poverty 
statistics ignore the value of in-kind benefits in measuring individual and family well-being. These 
benefits constituted 66.4 percent of the total funds for means-tested benefits in the Census survey. 
When the value of in-kind benefits is taken into account, the analyses indicate that $39.2 billion of 
income-tested benefits - fully 82.7 percent of the total - was devoted to nonpoor households. Of 
these resources, significant amounts benefited households whose total income (cash plus in-kind) 
placed them above 150 percent of the poverty level. These households accounted for $20.0 billion or 
42.1 percent of total income-tested benefits, as shown in the table below: 

Percent in Households Above 150% of Poverty Level: 
Cash Plus In-Kind Income (including ail benefits) 

Member of Household Receives Persons in Households Benefits 

AFDC 29.0% 26.9% 
SSI 62.5 61.4 
Food Stamps 30.2 24.5 
Medicaid (Insurance Value) 46.2 53.3 
Free and Reduced Price School Lunch 34.9 32.5 
Public Housing Benefits 38.3 46.7 
Section 8 Rent Subsidy 45.9 54.0 
One or More of the Above Benefits 42.4 42.1 

These analyses understate the impact of goverment spending for benefits, as people responding to 
the survey generally do not report all their income and benefits. In addition, the survey covers only 
non-institutionalized persons so that many Federal program expenditures are not fully reflected. 

WASTE AND ERROR 
Error and waste are due in part to poor program design, such as overly complex requirements and a 
lack of coordination among related programs. However, they also result from poor program 
administration, which was common in means-tested programs when the Administration took office. 
The magnitude of error and waste was significant at that time, as illustrated by the examples below: 

• States, which administer the AFDC, Medicaid, and Food Stamp programs, improperly paid 
$3.5 billion in benefits in FY 1981. In the Food Stamp program alone, $1 out of every $10, or 
over $1 billion, was spent on overpayments and payments to ineligible families. Of this total, 
one-third was associated with a complex set of deductions and exclusions from the income 
counted for purposes of determining benefit eligibility and amount. 

• In Medicaid, States were failing to collect funds from private health insurers for coverage the 
insurers were legally responsible for paying on behalf of Medicaid recipients. Studies by the 
Health Care Financing Administration indicate that in 1980 a half billion dollars of insurance 
payments could have been collected to offset program costs. 

• States were also failing to ensure that parents who had left their families met their 
responsibilities for contributing to their support by collecting court-ordered support 
payments for AFDC families. Only one-third of AFDC recipients were covered by court orders, 
and only half of covered cases were receiving full payment. Overall, about $1 billion in court-
ordered payments for AFDC recipients went uncollected in 1981. 

• Local school systems were improperly claiming Federal reimbursements for school lunches. 
The USDA Inspector General and the General Accounting Office estimated that $400-500 
million was overpaid in FY 1980 as a result of invalid applications for free and reduced price 
lunch benefits and inflated meal counts. 
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DEFICIENT PROGRAM DESIGN 
In many cases, scarce tax dollars have been needlessly spent as a result of program design defects so 
profound that even superlative management could not have averted the expenditures. The inherent 
flaws in the basic concepts underlying public assistance, medical care and housing programs when 
the Administration took office illustrate this point. 

PUBLIC ASSISTANCE 

For over a decade a fundamental concept underlying means-tested programs has been that work 
effort is most appropriately encouraged by not reducing welfare benefits dollar for dollar as earned 
income increases. Thus, work incentive disregards of some earned income and deductions for work 
expenses were added to many welfare programs. The concept was never fully implemented, for 
carrying it to its conclusion would result in a welfare system that is both unaffordable and 
untenable. 

To illustrate: under this concept, benefit levels must be generous enough to support a family in 
which members cannot find work, and the system must apply a low benefit reduction rate on earned 
income. The result of these provisions in combination, however, is that families with substantial 
income are eligible for welfare. The graph below shows the benefits which a family of four would 
receive at different income levels, if the benefits were $6,000 reduced by 20 percent of earned 
income. As indicated, benefit eligibility would continue until the $30,000 income level: 

Benefits 

$6,000-

$4,000-

$2,000-

$10,000 $20,000 $30,000 
Earned Income 

The end result of attempting for more than a decade to pursue this concept while limiting benefits 
to lower income families was a welfare system with generally high combined benefits and relatively 
high benefit reduction rates on earned income. The work disincentives and inequities in this system 
were apparent when the Administration came into office. 

• Only 12.6 percent of AFDC adults and 17.7 percent of Food Stamp household heads age 18 to 
59 worked at all according to survey data for FY 1981. 

• Those on welfare who did work, as a group, were substantially better off than the majority 
of working low income families not on welfare. In 1981, 70 percent of wage earning families 
with cash incomes below 150 percent of the poverty level received no AFDC, Food Stamps, 
Medicaid or housing benefits at all, while, as discussed above, significant tax resources 
designed to benefit those in need went to families whose cash incomes placed them above 
150 percent of the poverty level. 

HOUSING AND MEDICAL PROGRAMS 

These programs depend on the private sector to provide benefits to recipients, but the programs 
have failed to rely on market forces to control costs and supply appropriate services. Normal 
incentives for efficiency, cost effectiveness and price competition were being neutralized or even 
reversed by perverse program design. 
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In the Section 8 housing program, the Government has offered to pay an administratively 
determined local "fair market rent." This practice has guaranteed a price higher than normal rents in 
many instances. 

• Owners of units joining the Section 8 Existing Housing Program have been able to raise their 
rents to the Government guarantee level. With the amounts tenants pay set by their income, 
there has been no incentive for them to negotiate on their rents. Consequently, rents for 
units in the Section 8 Existing Housing Program average 26 percent above rents for 
comparable non-subsidized units. 

• Section 8 New Construction units have also been excessively costly because they are built to 
justify higher than normal rents. The President's Housing Commission's 1981 Final Report 
found costs of these new units were 17 percent higher than their "market value." 

The lack of cost control incentives stemming from basic design flaws in Medicaid has been a major 
factor in service, utilization and cost increases far in excess of inflation and beneficiary population 
growth. 

• Medicaid has relied on conventional cost-based fee-for-service medical care delivery with its 
incentives for excessive use of services and its insulation of the provider from any financial 
risk for overutilization. Cost reimbursement for hospitals intensified the incentives in fee-for-
service delivery toward overutilization and waste. Having been assured of a pass-through of 
costs to taxpayers, hospitals had no reasons to prudently and efficiently manage resources 
and thereby hold down prices. 

• Rigid Federal requirements also restricted State capacity to introduce incentives for efficiency 
and cost control into the Medicaid program. For example: 

— Volume purchases of services such as laboratory tests were prohibited and States were 
required to buy services "retail", despite their capacity to make wholesale purchasing 
arrangements. 

— Beneficiaries could not be channeled into primary provider relationships, although such 
arrangements provide continuity of care, are more likely to emphasize preventive care, 
and would reduce reliance on expensive outpatient hospital facilities - such as 
emergency rooms - for primary care. 

• Compounding these design flaws on the supply side of the market was a basic problem on 
the consumer side.In the Medicaid program, medical care was almost totally free for most 
beneficiaries, who had, therefore, no reason to be concerned about the cost of services. 

As a result, in the decade 1971 to 1981 Medicaid costs rose 354.3 percent or 16.3 percent per year, 
while the number of Medicaid recipients grew only 1.3 percent per year and the general price index 
increased 8.4 percent per year. (Medicaid design flaws and their effects are more fully discussed in 
the next section on Health Policy.) 

NEW POLICIES: THE PATH TO IMPROVED WELL-BEING FOR LOW-INCOME FAMILIES 
If the means-tested programs essential to helping poor people are to maintain public support, 
program reform is vital to assure Federal resources are used wisely. Equally important, elimination of 
unnecessary Federal spending aids the economic recovery program whose success will benefit all 
low-income Americans. 

History teaches us that economic growth is a critical determinant of individual and family well-being. 
In the decade of the 1970s, the economy failed to perform as well as in the 1960s. Price increases in 
the 1970s were four times as large as in the 1960s, labor productivity grew at half the rate, and 
unemployment rates averaged 30 percent higher. At the end of the 1970s, real income per 
household began to drop. As a result, it was in the 1960s rather than in the 1970s that the greater 
inroads against poverty were made. 
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• Between 1960 and 1966, the poverty rate fell from 22.2 percent to 14.7 percent. 

• Between 1966 and 1969, when spending on many of the Great Society programs began, the 
poverty rate dropped an additional 2.6 percentage points. 

• During the 1970s, the poverty rate went up and down slightly, as domestic spending 
burgeoned, but it stood at over 11 percent for most of the decade. As the economy 
stagnated, it began an upward climb in 1980. 

A similar pattern appears when the poverty rate is examined counting only earnings. Special 
analyses on Census data, drawn from two studies on the years 1963 to 1973 and 1974 to 1981, show 
the following: 

• From 1963 to 1969, the poverty rate based on earnings alone decreased by one-third for all 
households with earnings, dropping from 17.9 percent to 12.0 percent. 

• In contrast, during the period of poor economic performance from 1974 to 1981, the poverty 
rate based on earnings alone increased for all non-aged persons, rising from 17.2 to 21.1 
percent. 

Clearly, economic growth is vital to promoting the well-being of working families. But it also 
benefits those who cannot work, because as the wealth of the nation grows, more money is 
available to help those in need. Reform of means-tested programs to better target benefits, reduce 
waste and inefficiency, and eliminate structural design flaws is critical to this growth - and will 
promote a better life for all Americans. 

REFORMS AND THEIR IMPACT 
During this Administration, significant reforms have been enacted. Many of these changes had long 
been sought and were widely considered meritorious. Others were more controversial, but the fears 
of critics as to their consequences have not been borne out. In 1984, the Administration proposes to 
build upon this base of reform to further improve the means-tested programs. The majority of 
savings reflected in the 1984 proposals would have little or no effect on the typical beneficiary. For 
example, of the savings proposed in the five entitlement accounts covered in this section, fully 79% 
would stem from error reduction and other program efficiencies. Only 6% would result from further 
improvements in benefit targeting. While the remaining 14% would result from the six month delay 
in cost of living adjustments, the per recipient effects of the delay are small. 

TARGETING 

In order to focus means-tested benefits on the truly needy and improve equity between those who 
are subsidized and those who are not, a number of changes have been made and are proposed. 

• Gross income caps have been introduced in AFDC and Food Stamps, restricting eligibility to 
persons whose income before exclusions and deductions is within certain reasonable limits. 
Income limitations in assisted housing programs also now target benefits to families with 
incomes below 50 percent of the area median. 

• Deductions and exclusions from countable income which permitted AFDC and Food Stamp 
benefits for families with substantial income have been reduced and partially standardized, 
and earnings disregards in AFDC have been limited to a four-month transition period. 
Variations in permissible deductions between Section 8 and Public Housing programs have 
been ended, so that standardized rent contributions are now made by all assisted tenants. 
Administration proposals for 1984 would further these reforms by standardizing shelter and 
earnings deductions in Food Stamps, and by counting Food Stamps as income in the Section 8 
and Public Housing programs. 

• Various changes in AFDC and Food Stamps have been made to define more appropriately 
which individuals require support and to include the income and resources of persons who 
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are in fact part of the family, such as step-parents, in determining eligibility and benefit 
amounts. For 1984, the Administration is seeking further improvements to ensure the 
income available to applicants and recipients is more fully taken into account: 

— In AFDC, States would be required to include the incomes of parents and all children 
(except SSI recipients) in household income for purposes of benefit computations, 
eliminating the option now where a family can exclude the needs and income of a child 
or other related person when it is advantageous to do so. 

— In the Food Stamp program, all individuals living together would be required to file for 
benefits as a single household, so that recipients no longer can qualify for higher 
benefits by filing as separate households. 

• States have been permitted to pro-rate rent and utility expenses, which are taken into 
account in setting benefit levels, over non-AFDC household members to reflect the 
contribution these other household members can make to defraying household expenses. 
The Administration proposes to make proration a mandatory procedure in 1984. 

• Greater recognition has been given in AFDC, Food Stamps and Medicaid to the assets 
available for the support of the recipient. No additional changes are being proposed in this 
area. 

• Excessive automatic Food Stamp benefit increases have been restricted to be more in line 
with wage and other income and price increases, as well as to discourage States from holding 
down AFDC benefits. (Food Stamp benefits are now set and fully funded by the Federal 
Government, whereas AFDC benefits, which are intended to include basic food costs, are set 
and funded 46 percent by the States. By holding down AFDC benefits while Food Stamp 
benefits have continued to increase, States have been able to increase the Federal share of 
the combined benefits package from 65 percent in 1972 to 76 percent in 1981.) 

• Tenant payments in public and Section 8 subsidized housing are gradually being increased to 
30 percent of their income (after exclusions), improving equity by requiring subsidized 
families to pay a share of their income for rent that is more comparable to that paid by non-
subsidized families. 

In reporting on the changes that have been made, it is important to note that: 

• The truly needy have been protected. Benefits to households which have no other sources of 
support are largely unaffected. 

• Critics' fears that reducing benefits for families who work would result in their quitting their 
jobs to retain their benefits have not been borne out. Initial findings from special State 
studies on AFDC indicate that, for the vast majority of working recipients, the changes 
provided the incentive needed to make the transition from welfare to self-support. These 
studies have been conducted in a number of States that have substantial geographic, 
demographic, and programmatic diversity. Almost all show the number of individuals who 
quit their jobs to be very low. For example, studies in Massachusetts, New Jersey, Vermont, 
Illinois, Michigan, New Mexico and Los Angeles County all suggest that only about 10 percent 
of all families removed from the rolls have returned. This figure includes not only individuals 
who may have voluntarily quit their jobs in order to receive welfare, but also individuals who 
lost their jobs or had their hours of work reduced involuntarily. This latter group was found 
in a Michigan study to be relatively large, leaving only a negligible number of individuals 
who were actually quitting their jobs to return to welfare. These findings suggest that labor 
force attachment is an important factor in avoiding welfare dependency. 

• Targeting benefits to reduce excessive costs seems to have positive results for poor 
beneficiaries. In spite of the difficult economic situation, 22 States increased their AFDC 
payment standards in 1982. 
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ERROR AND WASTE 

A variety of changes have been made and are proposed for 1984 to improve the accuracy of means-
tested benefit payments and to help ensure that parents who have left their families contribute to 
their support if they are able to do so. 

• Recognizing that there is little justification for Federal financing of payment errors in State-
administered programs, States now are statutorily responsible for overpayments in excess of 
target error rates - for Medicaid, 3 percent; for AFDC, 4 percent in 1983 and 3 percent 
thereafter; and for Food Stamps, 9 percent in 1983, 7 percent in 1984 and 5 percent in 1985 
and thereafter. For 1984; the Administration will propose that the current target rate for 
Food Stamps be reduced to 3 percent, a rate consistent with those in the other two 
programs. 

• In Food Stamps, States have been given greater flexibility to verify income and eligibility and 
otherwise improve program administration. The standardization of shelter and earnings 
deductions proposed for 1984, noted above, would help States to meet their error rate 
reduction targets. 

• To reduce program errors, States now are required in AFDC and Food Stamps to have 
beneficiaries periodically report on their income and to use actual rather than projected 
income and expense information in benefit determinations. To further cut down on error 
and to decrease administrative costs, the Administration is proposing that in 1984 applicants 
who have been approved for AFDC benefits would automatically be granted a 
predetermined Food Stamp allotment. 

• The administrative requirements for determining eligibility for free and reduced price school 
lunches have been substantially tightened over previous procedures to reduce the possibility 
of invalid applications being accepted by schools. To further improve the integrity of 
eligibility determinations in the school lunch program, the Administration is proposing that 
the determination process be handled by Food Stamp offices, which have more experience to 
handle this task. 

• Absent parents who have not met support obligations to families who receive AFDC are now 
subject to withholding from Federal income tax refunds, military pay and allowances, and 
unemployment insurance. The Administration is proposing reforms of Child Support 
Enforcement (CSE) to increase total support collections and the cost-effectiveness of the 
collection process. Federal administrative payments would be changed to provide financial 
incentives for States to improve collections and would be made conditional on changes in 
State law to increase CSE effectiveness. States would be required to obtain medical support 
from absent parents through private (employers) insurance plans, thus making Medicaid the 
payor of last resort. States would also be given financial incentives to obtain CSE collections 
for SSI disabled children. 

PROGRAM REDESIGN 

Beyond better targeting and reducing waste and error, fundamental restructuring of means-tested 
programs has been instituted, improving work incentives and marshalling natural market forces to 
hold down costs. 

• States now have the option of requiring able-bodied AFDC and Food Stamp recipients to 
participate in Community Work Experience Programs (CWEP). The Administration is 
proposing that these optional programs be made mandatory in 1984 to strengthen work 
incentives and discourage welfare dependency. Under CWEP, those people able to work are 
encouraged and helped to find jobs in the private sector. If no jobs are available, CWEP 
participants perform useful public services, meeting community needs that otherwise would 
be unmet with existing public resources and retaining (or gaining) an attachment to the 
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labor force.Mandatory CWEP removes the disincentives to work inherent in the current 
system by requiring work as a condition of receiving benefits. Because disregards for work-
related expenses and child care would remain in place for those with private sector jobs, 
private sector employment would be more attractive to participants than community work 
experience paying the same amount in the form of benefits. 

• The Administration will propose a Housing Payment Certificate Program to gradually replace 
current Section 8 Existing Housing Program subsidies. The Housing Payment Certificate 
Program would provide rental assistance for tenants based on an area payment standard, 
with no guaranteed rent level for landlords. With these changes, subsidy recipients would be 
encouraged to shop for the lowest cost acceptable housing and would be freer to select their 
own neighborhoods and expenditure levels. Incentives to raise rents above market levels 
would be ended. 

• In Medicaid, the Federal matching payment to each State has been reduced by 3 percent for 
1982, 4 percent for 1983 and 4.5 percent for 1984, with a 1 percent offset to this reduction 
available for each of the following: a qualified hospital cost review program, a high 
unemployment rate, and third-party and fraud and abuse recoveries exceeding 1 percent of 
the Federal matching payment. In addition, States whose Medicaid cost increases fall below 
target rates of 9 percent for 1983 and the rate of increase in the medical care component of 
the CPI in subsequent years can receive incentive payments up to the full amount of the 
matching reduction. The Administration is proposing to extend Federal payment changes at 
a 3 percent level after 1984. 

• States now have flexibility to alter the payment policies and modes of service delivery in the 
Medicaid program to introduce incentives for appropriate utilization and cost control. The 
changes now authorized, largely through waivers, include prospective hospital reimburse-
ment systems; at-risk, prepaid, and/or case-management primary provider systems; volume 
purchase arrangements for laboratory services and durable medical equipment; different 
service packages for different optional eligibility groups; incentives to beneficiaries to use 
low-cost prepaid providers; and home- and community-based care in lieu of institutional 
care. 

• Blanket prohibitions in Medicaid on copayments for mandatory services to the categorically 
eligible have been lifted. In recognition of the need for beneficiary cost-consciousness, the 
Administration's 1984 budget proposes that States be required to charge modest 
copayments ($1 to $2) on services to all beneficiaries except nursing home patients. 

The realignment of incentives in the Medicaid program has successfully combined cost containment 
and continued service to beneficiaries. The growth in Medicaid costs was dramatically reduced in 
1982 to 9.8 percent compared to 18.1 percent in 1981. At the same time as this cost control was 
being achieved, States were able to maintain or expand their Medicaid programs. States did not 
make substantial cuts in eligibility or eliminate major optional services in 1982. On the contrary, 13 
States added new services or removed service limitations, 10 States expanded eligibility and 12 States 
increased provider reimbursements. This result reflects creative State use of the new flexibilities: 

• States are adopting prospective reimbursement or other non-cost-based hospital reimburse-
ment systems to provide cost-containment incentives for hospitals, as well as ending 
reimbursements for unnecessary use such as non-emergency weekend hospital admissions, 
non-emergency use of hospital emergency rooms, or inappropriate use of hospital 
outpatient departments. 
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• States are developing, under waiver, case-management systems in which recipients are 
assigned to a primary care physician, HMO or prepaid group practice which will provide a 
primary physician relationship and more appropriate service utilization. States are also 
controlling excessive or abusive physician use by locking in overutilizing participants to one 
physician or prepaid provider. 

• States are arranging to make bulk purchases of laboratory tests, eyeglasses, hearing aids and 
other durable medical equipment, thereby buying from the lowest bidder or at lower-than-
retail price. 

• States are obtaining waivers to provide a broad range of home- and community-based 
alternatives to institutional care for persons who would be eligible for Medicaid services if 
institutionalized. 

COLA CHANGES 

In addition to the reforms discussed above, the 1984 proposal to delay cost of living (COLA) increases 
for six months (see Chapter 1) will affect several means-tested programs. These delays will have little 
impact on low-income beneficiaries. 

• The delay in the SSI COLA is accompanied by a proposal to increase by $30 per month the 
amount of social security benefits disregarded in calculating SSI benefits, providing 
additional income to SSI recipients. 

• The impact of the delay in the Food Stamp COLA will be small. For example, for a family of 
four it would total $6 in 1984. The current Food Stamp benefit of about $3,000 for this family 
will easily cover a standard diet because food prices now are rising less than one percent a 
year, and the benefits contain an allowance for food discard of approximately $150. 

• School lunches will remain fully subsidized for low-income children. 
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AID TO FAMILIES WITH DEPENDENT CHILDREN 

AGENCY: Department of Health and Human Services Functional Code: 609 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

CURRENT LAW 
Budget Authority 
Outlays 

6,006 7,752 7,816 7,872 8,005 8,133 8,258 
7,990 7,767 7,816 7,872 8,005 8,133 8,258 

REAGAN BUDGET 
Budget Authority 
Outlays 

6,006 7,752 7,094 6,917 7,064 7,202 7,313 
7,990 7.767 7,094 6,917 7.064 7,202 7,313 

PROPOSED SAVINGS 
Budget Authority 
Outlays 

722 955 941 931 945 
722 955 941 931 945 

PROGRAM DESCRIPTION 

Aid to Families with Dependent Children (AFDC) finances cash assistance for needy children deprived 
of parental support by the death, disability, or continued absence of a parent from the home. About 
half the States also have an AFDC-Unemployed Parent program for low-income families in which 
both parents are present in the home, but where the principal earner is unemployed. AFDC is 
administered by State and local governments in conformity with Federal guidelines. Benefit levels 
are determined by each State, with the Federal Government matching these benefit costs at rates 
ranging from 50% to 77%. The Federal Government also pays 50% of the cost of State and local 
administration. 

PROPOSED CHANGE 

A variety of legislative changes to AFDC eligibility rules and benefit calculations is proposed, as 
described below. These changes, which would be effective October 1, 1983, are designed to: 

• Strengthen AFDC employment incentives by requiring those who are able to work to do so. 

• Target AFDC benefit on the neediest by adjusting benefits to reflect actual family 
circumstances. 

• Simplify administration and reduce erroneous and unnecessary payments. 

• Require all employable AFDC applicants and recipients to participate in work programs as a 
condition of eligibility. States now have the option to establish Community Work Experience 
programs (CWEP) and mandatory job search requirements, but only half the States have 
done so, even on a limited basis. This proposal would assure that AFDC recipients are 
encouraged to find work in the private sector and perform useful public services when no 
private job is available. These requirements would be closely coordinated with Food Stamps. 
($-275 million) 

• Remove parent/caretaker from the assistance unit for voluntarily quitting work, reducing 
earnings, refusing employment, or refusing a CWEP assignment. The benefit level for the 
AFDC unit would be reduced because the parent/caretaker would not be counted as a 
member of the unit when assistance needs are computed. The change would discourage 
reductions in work effort simply to become eligible for welfare. ($-1 million) 

RATIONALE 
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• Seek no further funding for the Work Incentives (WIN) program. New work opportunities 
for welfare recipients created in the Omnibus Budget Reconciliation Act of 1981, including 
Community Work Experience Programs and Work Supplementation programs, and the 
reforms proposed in the 1984 Budget make WIN unnecessary. WIN has not been proven to 
be successful in quickly moving AFDC recipients to permanent, private sector jobs. As WIN 
funding had been separate from AFDC, savings from this proposal are not included in the 
AFDC totals in the table above. ($-287 million) 

• End employable parents benefit when youngest child reaches 16. Since the parent's 
presence in the home is no longer essential in these cases, the employable adult should be 
expected to seek work rather relying solely on public assistance. The child's benefit would 
not be affected. ($-22 million) 

• Prorate shelter and utilities for AFDC families in extended households. The economies of 
shared living expenses in extended households are often not taken into account in AFDC. By 
taking into account de facto support available to the AFDC unit from other members of the 
household that is not now considered, benefits would be targeted on those most in need. 
($-229 million) 

• Include the income of all parents and minor children as part of the AFDC assistance unit for 
purposes of computing benefits. Parents and minor children who have significant separate 
resources can currently be excluded from the AFDC unit at the option of the welfare family. 
Counting the resources of all family members would ensure equitable treatment of families 
with similar needs. Individuals with separate SSI benefits would continue to be excluded 
from the unit. ($-131 million) 

• Eliminate absence from the home due to employment as a reason for AFDC eligibility. 
Welfare benefits should be focused on families who are unable to provide for themselves. 
Currently, some families qualify solely because a parent is away from home due to job search 
or work-related activities, even though family ties and financial support continue. These 
inappropriate benefits would be terminated. ($-5 million) 

• Permit States to require AFDC recipients whose youngest child is age 3 to 6 to register for 
work if child care is available. AFDC recipients should seek employment as soon as possible to 
help avoid long-term welfare dependency. This proposal would expand on demonstration 
projects which have found work registration practical for recipients with young children, 
when child care is available. ($-3 million) 

The figures in the summary table above also include $56 million savings from increased child support 
collections which offset Federal and State AFDC costs. The President proposes that States be 
required to adopt beneficial child support laws and procedures. This and other child support 
enforcement proposals are discussed in a separate paper in this volume. 

EFFECTS OF PROPOSED CHANGE 

These changes would ensure that Federal resources are targeted on the neediest, and that 
individuals and families who are able to support themslves do not continue to rely on public 
assistance. Federal outlay savings from these changes are estimated at $0.7 billion 1984 and $4.5 
billion over the next five years. States will save an amount equal to about 85% of the Federal savings. 
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1982 AND 1983 CHANGES 

Over the past two years, the President has proposed, and Congress has enacted, a variety of long 
overdue changes in AFDC. These changes were designed to restore AFDC as a program of last resort 
for those who must rely on it for limited time periods and to help ease severe budget constraints 
facing all levels of government. 

These changes have improved AFDC in four major ways: 

• Including income and resources available to a family but previously not counted by AFDC. 
For example, the income of stepparents living in the same household as the AFDC family is 
now counted. 

• Targeting assistance on those in greatest need. Time limits on earnings disregards, 
standardization of other disregards and a gross income eligibility limit have all been enacted. 

• Strengthening work requirements and enhancing the employability of AFDC recipients. 
States now have the option to establish Community Work Experience Programs, in which 
recipients receive on-the-job training and actual work experience and provide useful public 
services. 

• Improving program administration. Changes have included retrospective accounting and 
mandatory recovery of all overpayments. 

These changes have resulted in over $2 billion in annual Federal and State AFDC savings, and have 
substantially restored AFDC to its originally intended purpose. The President's 1984 Budget 
proposals build on the success of recently enacted reforms. 
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AGENCY: 

Funding 

CHILD SUPPORT ENFORCEMENT 

Department of Health and Human Services Functional Code: 609 

($ in millions) , 

1982 1983 1984 1985 1986 1987 1988 

CURRENT LAW 
Budget Authority 
Outlays 

459 471 426 485 531 578 632 
459 456 446 485 531 578 632 

REAGAN BUDGET 
Budget Authority 
Outlays 

459 471 416 434 462 501 546 
459 456 436 434 462 501 546 

PROPOSED SAVINGS 
Budget Authority 
Outlays 

10 

10 

51 
51 

69 
69 

77 
77 

86 
86 

PROGRAM DESCRIPTION 

The Federal Government funds State and local administrative expenses at a 70% matching rate for 
establishing paternity and collecting support payments from legally liable absent parents. In AFDC 
cases, these collections are shared between the Federal Government and the States to help offset 
AFDC benefit costs. The figures above reflect CSE-related costs; the Federal share of collections is 
reflected in the AFDC appropriation elsewhere in the Budget. 

PROPOSED CHANGE 

The Administration proposes to restructure Federal matching to provide incentives for improved 
State and local performance. The current imbalanced structure of Federal matching payments and 
distribution of AFDC collections would be repealed. Instead, a new Federal financing system 
designed to reward States both for increasing collections and for operating cost-effective programs 
would be instituted. 

Other reforms to strengthen the CSE system are also proposed. States would be required to have in 
place laws and procedures which facilitate increased collections and cost-effective operations, 
including mandatory wage assignments when payments are delinquent, State income tax refund 
offsets, liens against property and estates of absent parents, and use of quasi-judicial and 
administrative procedures for establishing paternity and support orders. Savings from this proposal 
($56 million in 1984) appear as an offset to AFDC costs elsewhere in the Budget, and are not 
reflected in the figures above. 

To ensure that Medicaid remains the payor of last resort, States would also be required to seek 
medical support from absent parents who have employer-subsidized health insurance available 
which could cover the AFDC family at reasonable cost. Savings from this proposal ($90 million in 
1984) appear in the Medicaid account, which is discussed elsewhere in this volume. 

As the President pointed out in his State of the Union message, an effective child support program is 
a key component of the Administration's policy of ensuring better financial security for women and 
for children in single-parent households. Inadequate child support is a significant problem which 
threatens to grow worse unless States are given strong financial incentives to increase collections 
and improve the cost-effectiveness of their CSE operations. 

RATIONALE 
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• Nine out of 10 AFDC recipients have an absent parent who should be providing financial 
support to the family. Yet, only one-third of AFDC recipients are covered by court orders for 
support, and in half of these cases little or no payments are actually made. The taxpayer 
bears the financial burden when these parents abandon responsibility for their children. 

• Between 1970 and 1979, births to unwed mothers increased 50% -- to 600,000 per year. If 
current trends continue, by the 1990's nearly half of all children will spend at least part of 
their childhood in homes which have only one parent present. 

Current State CSE performance is often poor, and can be improved significantly: 

• 19 States collect less from AFDC absent parents than they spend on program administration. 
Only 11 States have collections to cost ratios which exceed 2:1. 

• CSE collections offset only 6% of total AFDC payments nationwide. Some States only collect 
1% of AFDC costs; other States collect 19%. 

• Marginal State performance is currently rewarded. States need only to collect for each 
$1 administrative costs to "break even" from their perspective. This is because under current 
law States pay only about 30% of CSE costs, but retain over 60% of collections - not a 
businesslike arrangement. 

EFFECTS OF THE PROPOSED CHANGE 

Restructuring Federal financing would increase the incentives for states to improve the performance 
of their child support enforcement agencies, and would help to ensure that family financial 
obligations are fulfilled. The proposed package of CSE reforms would have federal savings of $156 
million in 1984 and over $1.1 billion over the next five years due to increased collections from absent 
parents in AFDC cases and decreased medicaid payments and CSE administrative costs. Increased 
child support collections would also reduce State AFDC and Medicaid costs by about 85% of this 
amount. 

As a result of these proposals: 

• Parental responsibility will be restored. 

• Children's needs will first be met by parents who should be responsible for their care. 

• Financial security for women and children will be enhanced. 

• The Federal Government and States will both realize savings due to improved operations. 

These changes will benefit all women and children, not just those who are receiving AFDC. The 
proposed financial restructuring includes a bonus to States based on cost avoidance due to 
collections in non-AFDC cases. Improved State laws and procedures will also assist all women and 
children in receiving the support which they deserve. 

1982 AND 1983 CHANGES 

Several proposals to strengthen and expand the child support enforcement process have been 
enacted during the past two years. 

• Automatic deductions from Federal tax refunds, military pay and unemployment 
compensation benefits are now required when absent parents do not fulfill legal support 
obligations. 

• Excessive Federal payments for State and local administrative costs and inequities in 
Federal/State sharing in CSE collections have been reduced. 

These changes are just a beginning. The President's 1984 Budget proposals comprehensively address 
underlying weaknesses in child support financing arrangements and procedures, as discussed above, 
and will lead to improved performance and enhanced financial security for women and children. 
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FOOD STAMPS AND NUTRITION ASSISTANCE FOR PUERTO RICO 

AGENCY: Department of Agriculture Functional Code: 605 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

CURRENT SERVICES 
Budget Authority 
Outlays 

11,286 12,815 12,492 12,650 12,906 13,125 13,289 
11,014 12,825 12,496 12,648 12,903 13,122 13,287 

REAGAN BUDGET 
Budget Authority 
Outlays 

11,286 12,815 11,726 11,598 1 1,804 12,112 12,314 
11,014 12,825 11,739 11,599 11,802 12,108 12,312 

PROPOSED SAVINGS 
Budget Authority 
Outlays 

766 1,052 1,102 1,013 975 
757 1,049 1,101 1,014 975 

PROGRAM DESCRIPTION 

Food Stamps subsidize the food purchases of low-income households. Monthly coupon allotments 
are redeemable for food through commercial outlets. These allotments are periodically adjusted to 
reflect changes in USDA's Thrifty Food Plan. Given its special needs, the Commonwealth of Puerto 
Rico has authority to design its own food assistance program. 

PROPOSED CHANGE 

The Administration remains committed to restraining the cost of entitlement programs without 
jeopardizing assistance to those with genuine needs. Accordingly, many of the 1984 Food Stamp 
budget proposals are designed to control expenditures by reducing the $1 billion in overpayments 
made each year. Other proposals will assure further targeting of the program on the neediest 
individuals. 

The President's proposals would: 

• Hold States liable for payment errors exceeding 3% of benefits. 

• Simplify the benefit calculation by standardizing the shelter and earnings deductions. 

• Reform and simplify the definition of a household by requiring all individuals living together 
to file for benefits as a single unit. 

• Simplify Food Stamp application procedures by making AFDC recipients categorically eligible 
for Food Stamps. 

• Require States to adopt a community work experience program in which able-bodied Food 
Stamp recipients must participate in work-related activities as a condition of their eligibility. 

• Delay the cost-of-living adjustment from October 1, 1983, to April 1, 1984. 

• Overpayments in the Food Stamp program account for almost 10% of all benefit costs. 
Especially in an era of limited resources, we cannot afford to issue erroneously one out of 
every $10 in Food Stamps. By improving program administration and reducing the amount 
of dollars spent in error, we can target funds on those individuals in greatest need and 
restore public confidence in this program. 

RATIONALE 
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• A 3% error rate target would give States the incentive they now lack to improve 
administration since benefits are 100% federally financed. Actual error rates are lower in the 
AFDC and Medicaid programs, where States share program costs. This proposal would set the 
Food Stamp error targets at the same level as those currently applicable for AFDC and 
Medicaid. 

• A major cause of the present 10% error rate is the complicated process of calculating 
benefits. For example, the total of a household's housing costs and utilities must exceed half 
of its net income to qualify for a shelter deduction. The proposals to standardize the shelter 
and earnings deduction as well as establish categorical eligibility for AFDC recipients would 
simplify program administration and help States to meet their target rates. 

• Unrelated recipients can manipulate current rules and gain higher benefits as separate Food 
Stamp households, although they live together and consequently have lower living expenses. 
Requiring all individuals living together to file as a single unit would end this abuse. 

• The Community Work Experience Program would continue past Administration efforts to 
target assistance on the neediest individuals and assure that able-bodied Food Stamp 
recipients are encouraged to find work in the private sector, or to perform useful public 
services when no private job is available. 

• In 1984, the COLA freeze can be offset by just a 4% reduction in the waste factor built into 
Food Stamp allotments to account for waste. 

EFFECTS OF THE PROPOSED CHANGE 

• An estimated 21.5 million persons are expected to receive Food Stamps in FY 84 - more 
recipients in a full year than under any previous Administration. 

• The Food Stamp program's protections for the elderly remain intact, including the special 
deduction for high medical expenses and the exemption from the regular income and asset 
limits. The proposal to revise household definition will also allow elderly living with their 
children to continue to apply as separate households. 

• The proposed changes will not become effective until fiscal year 1984. In the interim, the 
Administration is requesting over $1 billion in supplemental 1983 funds to ensure that the 
nutrition needs of low-income Americans are met. 

1982 AND 1983 CHANGES 

Among the major changes for 1982 were the creation of a gross income eligibility standard of 130% 
of poverty rather than a net standard, prohibitions against participation by strikers, tougher 
disqualification penalties for fraud and misrepresentation, periodic reporting and retrospective 
accounting of income, an optional workfare program and adjustments in the value of the Thrifty 
Food Plan. 

The 1983 revisions included reforms in the error liability system, further adjustments in the Thrifty 
Food Plan and an expansion of protections for the elderly and disabled. 
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CHILD NUTRITION PROGRAMS 

AGENCY: 

Funding 

Department of Agriculture 

CURRENT SERVICES 
Budget Authority 
Outlays 

REAGAN BUDGET 
Budget Authority 
Outlays 

PROPOSED SAVINGS 
Budget Authority 
Outlays 

2,847 
3,020 

2,847 
3,020 

Functional Code: 605 

($ in millions) 

1982 1983 1984 1985 

3,178 
3,199 

3,178 
3,197 

3,245 
3,243 

2,932 
2,948 

313 
295 

3,439 
3,428 

3,052 
3,045 

387 
383 

1986 

3,668 
3,655 

3,209 
3,200 

459 
455 

1987 

3,934 
3,919 

3,389 
3,379 

545 
540 

1988 

4,163 
4,149 

3,558 
3,548 

605 
601 

PROGRAM DESCRIPTION 

The Child Nutrition programs finance school lunches and breakfasts, meals served at child care 
centers and summer feeding sites, and State administrative expenses. Meal subsidies consist of both 
cash and commodity assistance. 

The Child Nutrition programs do not represent the total resources devoted to nutrition assistance for 
children. The listing below indicates other food program monies targeted to children and provides a 
fuller context in which to consider Child Nutrition funding. 

1977 1981 1983 1984 1985 1986 1987 1988 

Child Nutrition* 2,619 3,438 3,197 2.948 3,045 3,200 3,379 3,548 

Special Milk 156 104 20 20 21 22 24 25 

WIC** 202 731 879 859 859 859 859 859 

Section 32 Commodities 97 175 365 365 365 365 365 365 

TOTAL 3,074 4,448 4,461 4,192 4.290 4,446 4,627 4,797 

* Funds for nutrition assistance for Head Start centers are not included in 1984-88 totals. 
** Portion of total funding attributed to assistance for infants and children. 

PROPOSED CHANGE 

The School Breakfast, Child Care Feeding and Summer Feeding programs would be consolidated into 
a General Nutrition Assistance Grant to States. Meal assistance for Head Start centers, formerly 
provided by the Child Care Feeding program, would be available through a corresponding increase 
in Head Start funding. While States could choose to provide nutrition assistance to family day care 
homes, funding for these groups would not be included in the grant base. 

• Eligibility for free and reduced price school meals would be determined by food stamp 
offices instead of by school authorities. 

• Cost-of-living adjustments to meal reimbursement rates would be frozen for six months, 
consistent with proposals for other entitlement programs. 

• Reimbursement rates for meals in all price categories would be increased by the same cost-
of-living adjustment. 
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• Federal mini-grants for nutrition education programs would be discontinued. 

RATIONALE 

• The General Nutrition Assistance Grant would permit States greater flexibility to design 
assistance programs for meals served to children outside a school lunch setting. States could 
continue programs similar to those the grant would replace or establish new programs more 
appropriate to the needs of their population. States would no longer have to apply a 
complex set of reimbursement rates or comply with cumbersome Federal regulatory 
requirements; 100 pages of Federal regulations would be eliminated. 

• Schools would be relieved of the burden of determining eligibility for school feeding 
programs. Instead, food stamp offices, already experienced in this task, would perform 
eligibility determination. Food stamp offices would be reimbursed for any costs they might 
incur. More vigorous efforts to determine eligibility will better target meal benefits to the 
truly needy. 

• The COLA freeze would be a part of a government-wide effort to contain escalating costs in 
entitlement programs. 

• At present, cost-of-living adjustments to reduced price meal rates substantially 
overcompensate for inflation. This proposal would adjust all meal rates, including those for 
reduced price meals, by the same inflation factor. 

EFFECTS OF THE PROPOSED CHANGE 

• Federal meal subsidies for all school lunches would continue for almost 23 million students. 
Enhanced efforts to identify those wrongfully receiving benefits will permit Federal funds to 
be concentrated on those truly needing assistance. 

• States would target nutrition assistance more effectively, developing programs that meet 
the particular needs of their children and avoiding the current problems in program 
administration and design. 

• Head Start centers would no longer have to fulfill the requirements of two programs 
administered by different Federal agencies, thereby simplifying their financial management 
and record-keeping. 

1982 and 1983 CHANGES 

In 1982, a number of changes were enacted to focus assistance on needy youngsters, to reduce 
duplication in subsidies, and to restrain the growth in Federal costs: subsidies for non-needy 
students were reduced; the Special Milk program was removed from schools that participate in other 
Federal meal subsidy programs; procedural changes were made to discourage fraudulent claims and 
to establish eligibility for Federal subsidies more accurately; and the summer feeding program was 
limited to government sponsors in areas with high concentrations of lower-income households. 
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HUD SUBSIDIZED HOUSING PROGRAMS 

AGENCY: Department of Housing & Urban Development Functional Code: 604 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

CURRENT SERVICES -V 
Budget Authority 
Outlays 

REAGAN BUDGET 

12,245 5,846 13,234 11,460 13,848 14,440 15,064 
6,880 7,937 8,981 9,936 10,804 11,417 12,116 

Housing Payment Certificate Program: 
Budget Authority 
Outlays 

--2/ 1,362 2,489 2,878 6,793 1,197 
346 1,314 2,220 2,670 2,913 

Total Subsidized Housing:!/?/ 
Budget Authority 
Outlays 

PROPOSED SAVINGS!/ 
Budget Authority 
Outlays 

12,245 4,267 -2,319 -2,093 2,053 8,052 2,942 
6,880 7,774 8,532 9,235 9,690 10,004 10,258 

1,579 15,553 13,553 11,795 6,388 12,122 
163 449 701 1,114 1,413 1,858 

V Includes funding for the Public Housing Modernization program. 
2/ The Administration would make $642 million available for Section 8 Housing Payment Certificates in 1983 if legislation is 

enacted early enough in 1983 to implement these reforms. 
3/ Includes Housing Payment Certificate program. 

PROGRAM DESCRIPTION 

The Department of Housing and Urban Development currently administers several programs that 
assist low-income individuals in meeting the cost of purchasing and renting adequate housing. 
Under these programs, the Federal Government has entered into long-term (15 to 40 year) contracts 
with lenders, private landlords or local housing authorities to subsidize the mortgage interest 
payments and rents for eligible low-income households. The 3.5 million households currently 
receiving subsidies pay a monthly rent that is 27% to 30% of their income. 

Each of the major HUD rental subsidy programs is described briefly below: 

• Public Housing. The Public Housing Program houses 1,224,000 families renting units owned 
and operated by local public housing agencies (PHA's). HUD supports the construction of this 
low- income public housing by making annual payments to PHA's to amortize their tax 
exempt debt issued to finance these projects. The Government also spends over $1.5 billion 
annually to assist PHA's in meeting the high cost of operating their projects (see Public 
Housing Reform Proposals Fact Sheet). 

• Section 8 New Construction Program. HUD provides assistance to 571,000 households living 
in privately owned, newly- constructed, and rehabilitated rental housing (i.e., built or 
rehabilitated after 1975). Under this program, HUD makes commitments to housing 
developers to pay "fair market" rents for these units for 20 to 40 years if the landlord agrees 
to rent to eligible low-income tenants. 

• Section 8 Existing Housing Program. HUD currently provides subsidies to 955,000 households 
living in private market rental housing that rents for amounts below a certain established 
level and meets certain housing quality standards. Under this program, eligible tenants select 
private housing that rents below a maximum "fair market rent" level established and revised 
annually for the area by HUD. Tenants pay 27% to 30% of their income toward rent and 
HUD's Section 8 Existing Housing Program subsidy covers the remainder. 
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PROPOSED CHANGE 

• The Administration proposes to replace the Section 8 Existing Housing Program with a 
Housing Payment Certificate Program as current commitments with PHA's, which administer 
the current Section 8 Existing Housing Program, expire and when current Section 8 Existing 
Housing Program subsidy recipients leave the program. 

The Housing Payment Certificate Program, which builds upon the Section 8 Existing Housing 
Program, would: 

replace the Existing Housing Program's maximum "fair market rent" with a "payment 
standard"; 

shorten the length of the subsidy commitment from 15 years to 5 years; and 

- allow PHA's at the State and local level to determine the amount by which the subsidy 
level should be adjusted to reflect changes in rent levels. 

• The Housing Payment Certificate Program would provide rental assistance for tenants 
through housing certificates which are to be used to rent units meeting certain housing 
quality standards. 

The value of the certificate would be based on an assumed tenant contribution (based on 
income) and an area "payment standard" reflecting area rental costs. 

As under the current Section 8 Existing Housing Program, eligibility for the Housing 
Payment Certificate Program would be limited to households with incomes less than 50% 
of area median income. 

- The local PHA's issuing these housing ceritficates would give greater priority to displaced 
tenants, tenants currently living in substandard housing, or those currently paying a 
disproportionately high percentage (greater than 30%) of their income for housing. 

- The amount of the subsidy provided under the Housing Certificate Program would be a 
function of a family's geographic location, size, and annual income. The average 
beginning subsidy will be about $2,000 per recipient household. 

RATIONALE 

• Under the current Section 8 Existing Housing Program, rents for subsidized units exceed 
rental costs for private market rental units by about 26%. Landlords have an incentive to 
raise rents to the published fair market rent level, and tenants have no incentive to negotiate 
their own rents. In the Housing Payment Certificate Program, the subsidy would not be 
related to actual rent for the unit chosen by the tenant and subsidy recipients would be 
encouraged to "shop around" for the lowest cost acceptable unit, since any rent savings 
would not reduce the value of the tenant's housing certificate and therefore would accrue to 
the tenant. Unlike the current Section 8 Existing Housing Program, which has a maximum 
rent level, tenants could rent above the "payment standard" if they desire. As a result, 
subsidy recipients would have greater choice in selecting suitable neighborhoods and 
expenditure levels. Current landlord incentives to raise rents above market levels would be 
ended. 

• The subsidy commitment term under the current Section 8 Existing Program is 15 years. Such 
long-term commitments lasting until the turn of the century are fiscally imprudent given the 
uncertainty of the long-term need for such subsidies. The shortened 5-year Housing Payment 
Certificate subsidy commitment would provide greater flexibility to adjust or reconsider 
subsidized housing policy in the future. 
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• Under the current Section 8 Existing Housing Program, subsidies are automatically increased 
nationwide to reflect increases in estimated rental costs. Unlike last year s Modified Section 8 
Housing Certificate Program, the Housing Payment Certificate Program currently being 
proposed provides for increases in the tenant subsidy to reflect changes in tenants' incomes 
and rent levels. By allowing PHA's who actually administer the program and are more 
familiar with rental housing market conditions to determine these subsidy adjustments, 
Housing Payment Certificate Program costs would be better targeted 

EFFECTS OF THE PROPOSED CHANGE 

• The Administration's 1984 budget provides funds for 80,000 incremental Housing Payment 
Certificates (i.e., new households served) and 26,000 Section 8 Existing Housing Program 
units that will be converted to the Housing Payment Certificate Program when HUD's current 
commitments with the PHA's expire. In addition, 94,000 Section 8 Existing Housing Program 
units will be converted when current subsidy recipients leave the program. These Housing 
Payment Certificates will be funded within HUD's current Section 8 Existing Housing Program 
contract with the PHA. 

• The initial Housing Payment Certificate subsidy would be approximately equal to the benefit 
currently received by households now entering the Section 8 Existing Housing Program 
However, the budget authority per unit per year needed to fund one Housing Payment 
Certificate for five years would be considerably lower than the budget authority to fund a 
Section 8 Existing Housing unit for 15 years. This is because the Section 8 Existing Housing 
Program unit needs a much larger amount of budget authority set-aside to fund inflation 
adjustments over the additional 10-year subsidy term. (Section 8 Existing Housing Program 
needs $3,943 of budget authority per unit per year under Current Services versus $2,000 per 
unit per year under the Housing Payment Certificate Program.) 

• These reforms to the susidized housing programs will contribute to reducing the average 
1988 outlay per subsidized housing unit from $2,768 under Current Services to $2,430 per 
unit under the proposed budget. The cumulative 1984 - 1988 outlay savings from this reform 
totals $2.5 billion. 

1982 AND 1983 CHANGES 

• The 1981 Omnibus Reconciliation Act authorized the Administration's proposal to increase — 
from 25% to 30% of income - the rents charged to tenants in HUD subsidized housing. 

• The 1982 Congressional supplemental appropriation provided that funds previously 
appropriated for other purposes be used to convert units under the Rent Supplemental and 
Rental Housing Assistance programs to the Section 8 program. This conversion was necessary 
in order to ensure that adequate long-term funding existed for current subsidy recipients. 
The Administration's 1984 budget defers $3,081 billion of 1983 budget authority in order to 
ensure that adequate funding is available to complete the conversion of these units to 
Section 8. 

• The 1983 Congressional budget was consistent with the Administration's proposal that, 
except for elderly housing, no newly constructed rental housing be funded. 
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PUBLIC HOUSING REFORM PROPOSALS 

AGENCY: Department of Housing and Urban Development Functional Code: 604 

Funding ($ in millions) 

CURRENT SERVICES 

Public Housing Operating Subsidies 
Budget Authority 
Outlays 

Public Housing Modernization!/ 
Budget Authority 
Outlays 

Total 
Budget Authority 
Outlays 

REAGAN BUDGET 

Public Housing Operating Subsidies 
Budget Authority 
Outlays 

Public Housing Modernization!/ 
Budget Authority 
Outlays 

Total 
Budget Authority 
Outlays 

PROPOSED SAVINGS 

Public Housing Operating Subsidies 
Budget Authority 
Outlays 

Public Housing Modernization!/ 
Budget Authority 
Outlays 

Total 
Budget Authority 
Outlays 

1982 1983 1984 1985 1986 1987 1988 

1,491 1,351 1,552 1,714 1,836 1,961 2,093 
1,008 1,582 1,516 1,634 1,775 1,898 2,027 

1,800 2,589 2,625 2,756 2,894 3,038 3,190 
129 260 398 

3,291 3,940 4,177 4,470 4,730 4,999 5,283 
1,008 1,582 1,516 1,634 1,904 2,158 2,422 

1,491 1,282 1,637 1,525 1,481 1,470 1,550 
1,008 1,551 1,520 1,581 1,503 1,475 1,511 

1,800 2,589 1,400 1,000 700 
129 

350 
199 

69 
31 

-84 
-4 

189 
53 

355 
272 

491 
423 

69 
31 

249 

3,291 3,871 3,037 2,525 2,181 1,820 1,550 
1,008 1,551 1,520 1,581 1,632 1,674 1,760 

543 
516 

1,225 1,756 2,194 2,688 3,190 
61 146 

1,141 1,945 2,549 3,179 3,733 
-4 53 272 484 632 

1/ Outlays for modernization program from 1983 and subsequent year budget authority only. 

PROGRAM DESCRIPTION 

Public housing provides 1.2 million low-income households with housing which generally meets 
minimum standards of quality with rents which are set on average at about 25 percent of income. 

48 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Fiscal Year 1984



The Federal Government pays the full cost of the construction of public housing. In addition, since 
1969, a separate operating subsidy program has made payments to public housing authorities to 
supplement their rental and other income sources. Since 1976, these operating subsidies have been 
based upon a formula which essentially adjusts 1975 operating costs for inflation and other factors. 
Outlays for operating subsidies have grown rapidly, with the Federal Government now paying 
roughly half the cost of operating public housing. 

A separate public housing modernization program was initiated in the early 1970's. This program 
provides funds for a wide range of capital investments, from routine replacement of appliances, to 
major repairs and renovations of buildings. 

PROPOSED CHANGE 

A new operating subsidy formula is planned for 1984 which will base payments to housing 
authorities upon the same rent levels used in the Section 8 rental housing assistance program. Unlike 
the current formula, which covers only operating expenses, the new approach will include funding 
for ongoing capital improvements now supported by the Modernization Program. A transition 
program of modernization funding will continue, but the separate Modernization Program is 
proposed to be phased out by 1988. 

RATIONALE 

• Since 1970, the operating subsidy program has grown at a 37 percent compound annual rate 
of growth. The present operating subsidy formula, which is based primarily upon historical 
costs, has become outdated and difficult to administer. Operating cost increases have been 
largely passed along to the Federal Government. On the other hand, private landlords in the 
same rental markets have had to make energy conservation investments, find other methods 
to offset operating cost increases, or shut down uneconomical apartment units. 
Appropriations to cover Federal subsidies based upon the current formula have resulted in 
wide swings between underfunding in one year and overfunding in the next year, 

• Moreover, modernization funds have been allocated almost entirely without reference to 
operating cost savings which could be achieved. Indeed, there are incentives under the 
current arrangement to allow excessive deterioration of facilities, rather than paying for 
continued maintenance out of operating funds, in order to do periodic substantial 
upgrading with modernization money. The availability of modernization funding - not 
necessarily the optimum timing for replacement and renovation work -- has influenced when 
capital improvements and repairs are undertaken. 

• The new market based operating subsidy program would address these shortcomings by: 

determining operating subsidies based upon actual rental revenues available to private 
landlords operating rental housing in the same market; 

providing an objective standard to help public housing agencies (PHA's) determine those 
projects whose continued operation is not the lowest cost means of providing housing 
subsidies to low income households; and 

promoting increased management flexibility for public housing agencies by allowing 
Federal subsidy payments to be completely fungible between their application to pay for 
operating costs or capital improvements. 

EFFECTS OF THE PROPOSED CHANGE 

The proposal would permit the upgrading and maintenance in good condition of all the Nation's 
economically viable public housing stock. Adequate funding levels and appropriate economic 
incentives would be provided to allow PHA's to manage their public housing units efficiently and 
flexibly to provide good housing for over 1 million households. Use of a market-based standard will 
also provide PHA's with funding levels that reflect the same kind of cost increases and adjustments 
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made by private landlords supplying rental housing in the same rental markets. To the extent that 
the use of these reforms cause some high-cost public housing projects - which cannot be operated as 
efficiently as private rental housing in their markets - to be identified, it may be necessary for 
Federal and local officials to evaluate alternative future uses of the buildings and land involved. Any 
tenants in projects being withdrawn from use as public housing will be given Section 8 Housing 
Payment Certificates. 

1982 AND 1983 CHANGES 

• Tenant rents have begun to be increased and are scheduled to reach 30 percent of adjusted 
income by 1986. 

• Modernization funding of $1.8 billion in 1982 and nearly $2.6 billion in 1983 will be used 
first, to meet health and safety requirements; second, to address energy conservation needs; 
and third, to bring most projects up to minimum standards prior to the introduction of the 
new subsidy system. 
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HEALTH POLICY 
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HEALTH POLICY 

GROWTH IN HEALTH C O S T S - A MAJOR NATIONAL PROBLEM 
The growth in health care costs over the last several decades has been explosive. Between 1960 and 
1980, total public and private spending for health increased from $27 billion to $244 billion. 
Spending as a share of GNP grew from 5.3% to 9.5%. The Federal share grew from $3 billion to $71 
billion during that period-an increase of over 2,000%. In just the last year, community hospital 
expenditures increased over 19% while GNP rose only 5.6%. 

Normal market forces in the health care industry have failed to restrain these out-of-control cost 
increases. The dominant mode of financing and purchasing health care services--both public and 
private-insulates participants in the medical market from the cost consequences of their decisions: 

• institutional providers have traditionally been paid for whatever they charge or reimbursed 
for whatever costs they incur; 

• individuals with substantial insurance coverage feel no economic constraints on the quantity 
and quality of services demanded; 

• physicians - faced with the choice of ordering services that might help, add to income, and 
cost the patient little or nothing - have few incentives to restrain service use; and 

• hospitals or other institutional providers, reimbursed largely on a cost or cost-plus basis, are 
restrained only by their inability to maximize the use of their facilities. 

These factors result in service upgrading, increased volume, and cost expansion. 

THE FEDERAL SHARE OF HEALTH COSTS - MEDICARE AND MEDICAID 
The unrestrained inflation in health care costs burdens not only the national economy, but also the 
Federal budget. Medicare and Medicaid-the two largest Federal health programs- are key elements 
of the social contract. In 1984, these programs will be the main funding source for the health care of 
almost 50 million poor, disabled, and aged people-almost one in every five Americans. 

As a result of the excessive inflation in health care costs and fundamental flaws in program design, 
Medicare/Medicaid have become major contributors to the budget's structural deficit. Between 1967 
and 1982, the two programs grew from $3.9 billion to $64 billion. By 1986, if no changes are made, 
the two programs will cost more than $100 billion annually. Baseline spending for 1984 to 1988 will 
be almost one half trillion dollars without reforms. As a share of the budget, the two programs grew 
from 3.9% in 1967 to over 8.8% in 1982. In 1984, even if all the Administration's proposals are 
adopted, Medicare and Medicaid will account for almost 20% of total 1984 budget growth. Equally 
serious, the Medicare Hospital Insurance Trust Fund will be bankrupt by 1987 unless the President's 
proposals are adopted. 

Medicare and Medicaid are very large purchasers of health care services. Together, they pay more 
than a third of all hospital expenditures and almost one quarter of physician expenditures. Medicare 
and Medicaid are not only victims of excessive health care cost increases, they are major contributors 
to market failure in the health industry. Key structural defects in the design of the two programs 
contribute to excessive inflation rates and budget costs. These defects include: 

• Hospital reimbursement methods. Before 1983, Medicare and Medicaid traditionally paid 
whatever costs hospitals incurred. Hospitals had no incentives under such a cost plus 
reimbursement system to hold down costs or limit Medicare admissions. For this reason, the 
growth in Medicare hospital costs has exceeded, by large amounts, inflation in the general 
economy. In 1982, Medicare Hospital Insurance costs grew 1 9 % - a rate almost 3-1/2 times as 
fast as GNP. Overall, even in constant dollars, the cost of a day in the hospital almost 
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quadrupled between 1955 and 1980, from $80 to $310. By contrast, alternative 
reimbursement systems can reduce hospital costs. When New York instituted such a system 
in the mid-1970s, the rate of growth in hospital cost per admission fell to 30% below the 
national average from 1975 to 1980. 

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) provided new incentives for 
hsopital efficiency, but the TEFRA reforms expire in 1985. Moreover, the TEFRA reforms 
maintain a reimbursement system based on cost. Hence, the full market efficiencies inherent 
in a price system cannot be realized. 

• Cost-sharing provisions. Studies have shown that patient cost-sharing can provide more 
economical and efficient use of services. Studies have demonstrated that free care, i.e., first 
dollar health insurance coverage leads to significantly higher overall health expenditures, 
more frequent office visits, and higher hospital use. In one study, modest cost-sharing 
resulted in a 20 percent reduction in total health costs and a one-third reduction in hospital 
costs. 

Medicare and Medicaid, however, offer few incentives for beneficiaries to use the medical 
care system efficiently or only when needed. 

— Other than a modest inpatient hospital deductible, Medicare cost-sharing for hospital 
stays does not apply until after the 60th day. 

— The Medicare patient usually pays nothing other than a deductible equal to the average 
cost of a day of hospitalization. Thus, neither the physician nor the patient have an 
incentive to limit hospital stays to the minimum necessary. Cost-sharing after the 60th 
day does little to affect the average hospital stay, which is under 11 days. 

— Until recently, Medicaid care was almost always provided at no cost to the recipient. 

• Poor Insurance Protection. At the same time, Medicare does not protect the incomes of those 
aged patients with very long, costly illnesses. After the 60th day of care in a spell of illness, 
beneficiaries must pay 25% of the inpatient hospital deductible for 30 days. The hospital 
deductible will be about $350 in 1984; thus, beneficiaries would have to pay about $88 per 
day for days 61-90. For subsequent days, beneficiaries would have to pay 50% ($175) per day 
until they exhaust their 60 lifetime reserve days, at which point they would be liable for 
whatever the hospital charges. A beneficiary with a 150-day stay, thus, would be liable for 
over $13,000 if he had not previously used any of his reserve days and for over $24,000 if he 
had no reserve days left. 

• Lack of Competition. Medicare is a program that controls health insurance for 30 million 
elderly Americans. Beneficiaries are unable to use their entitlement to buy alternative types 
of health insurance coverage that best meets their needs. Private insurers can not compete 
by offering more cost-effective coverage. 

• Responsibility for Program Costs. Federal taxes for Medicare hospital costs are collected from 
the working population, not the aged. In addition, the Federal Government subsidizes 75% 
of the aged's use of physician services-a proportion that will grow under current law. Thus, 
an ever larger share of program costs are shifted from beneficiaries to the taxpayer and the 
Federal Government, even though beneficiaries were originally supposed to pay 50% of 
premiums for physician services to Medicare beneficiaries. 

TAX SUBSIDIES 
The structural defects of the two major financing programs are not the only way in which Federal 
policy has promoted market failure in the health care industry. Federal tax policy also contributes to 
inflationary tendencies in the private health sector. 
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Under Federal tax law, contributions by employers for health insurance are tax-free to employers. 
This subsidy distorts private decisions in favor of health insurance over wages or other forms of 
compensation. Thus, expensive health insurance policies, e.g., low cost-sharing, first dollar coverage, 
are encouraged by current tax policies. Between 1955 and 1980, the share of health care costs paid 
by third parties grew from under 42% to over 67%. First dollar coverage, without cost-sharing, 
fosters the use of "free" health services and provides no incentives to moderate the excessive growth 
in the cost of medical care. Overall, Federal tax subsidies pay for almost $30 billion of private health 
insurance coverage. 

SOLVING THE PROBLEM 
In his 1984 budget proposals, the President is recommending the first set of comprehensive reforms 
to address these problems since the institution of Medicare and Medicaid. The major elements are: 

• Medicare hospital reimbursement will be improved to establish additional incentives for 
hospitals to provide care efficiently. Five year savings of $20 billion are anticipated. 

• A one-year freeze on Medicare physician reimbursement rates and a one-year elimination of 
hospital reimbursement increases over inflation will hold down the costs to patients. This 
proposal will save $6 billion over five years. 

• Additional Medicare hospital cost sharing will increase cost consciousness on the part of 
physicians and patients for short hospital stays and will help pay for increased protection for 
the aged who must undergo long and catastrophically expensive hospital stays. Under the 
President's proposal, the cost to the patient of a five month extended illness would be 
reduced from $13,475 to $1,530. About 150,000 beneficiaries annually would benefit from 
this proposal. 

• States will be required to impose modest copayments on all Medicaid services except nursing 
home care. 

• A voluntary Medicare voucher will be established to promote competition among private 
insurers in the provision of cost-effective coverage. This voucher will allow beneficiaries to 
choose health insurance plans that best meet their needs at prices they are willing to pay. 

• Between 1985 and 1988, the share of the Medicare Supplementary Medical Insurance (SMI) 
program paid by beneficiaries will be increased from 25% to 35% to reduce the subsidy that 
beneficiaries get from general revenues. 

• Tax subsidies will be limited to employer premium contributions of $175 monthly for a family 
plan and $70 monthly for an individual plan. The portion of premium contribution above 
these levels will be taxed on the same basis as other income, allowing employers and workers 
to make an unbiased choice between higher wages and additional coverage. The levels of 
tax-free premium contributions allowed under the President's proposal will still permit 
adequate coverage, but will make the tax law neutral between wages and increased health 
insurance. 
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MEDICARE: OVERVIEW 

AGENCY: Department of Health & Human Servives 

Funding ($ in millions)!/ 

Functional Code: 550 

1982 1983 1984 1985 1986 1987 1988 
CURRENT SERVICES 

Budget Authority 
Outlays 

REAGAN BUDGET 
Budget Authority 
Outlays 

PROPOSED SAVINGSV 
Outlays 
Offsetting Receipts 

DETAILS OF SAVINGS 

51,382 42,868 60,988 68,524 78,744 87,839 96,902 
46,568 53,005 61,534 70,640 79,201 90,151 101,985 

51,382 42,865 61,486 67,877 77,221 85,135 92,830 
46,568 53,031 59,829 67,548 74,515 83,351 93,059 

-19 1,640 2,912 4,383 6,243 8,321 
(-119) (-151) (245) (1,292) (2,610) (4,202) 

Medicare hospitalization 
catastrophic protection 

Reimbursement freeze and limit 
Medicare SMI Premium 
Hospital reimbursement reform!/ 
Other Medicare 

663 1,164 1,327 1,499 1,682 
100 780 1,070 1,200 1,410 1,550 

-119 -151 245 1,292 2,610 4,202 
-- (1,450) (2,620) (3,980) (5,280) (6,870) 

348 433 564 724 887 

V Medicare offsetting receipts and collections subtracted. Budget authority in 1983 reflects interfund loans of $12.4 
billion to OASI. 

2/ Savings shown are net of Medicaid impact; hence savings in Medicare will not equal the difference between current 
services and the Reagan Budget. 

3/ Savings are the same as TEFRA reform during 1986 through 1988 and are thus included in current services. 

The Medicare program finances medical care for Americans over 65 and for the disabled. The 
program is funded by payroll tax contributions, general revenues, and beneficiary premiums. The 
growth in Medicare hospital expenditures far exceeds growth in payroll tax receipts. As a result, the 
Hospital Insurance Trust Fund faces bankruptcy in 1987 unless Congress acts to place it on a firm 
financial footing. Currently, Medicare covers 29 million people. 

The Administration's 1984 budget proposals for Medicare are designed to reduce the explosive rate 
of growth in program costs, increase the financial stability of the Hospital Insurance Trust Fund, and 
improve the social insurance against catastrophic hospital costs that can bankrupt the aged and 
disabled. The rapid inflation in Medicare costs has been a major cause of the structural deficit and 
has contributed to excessive inflation in health care costs generally. 

Major Medicare reforms include: 

• better catastrophic hospital costs protection for retirees and the disabled in conjunction with 
a more effective cost-sharing structure; 

• a one-year freeze on Medicare physician reimbursement rates and hospital reimbursement 
increases above inflation; 

• a voluntary Medicare voucher; 

• a temporary freeze on SMI beneficiary premiums followed by a gradual increase in the share 
of program costs financed by premiums; and 

• changes in hospital reimbursement to moderate cost increases. 

These reforms will improve beneficiary insurance protection against catastrophic hospital costs, 
reduce the rate of inflation in Medicare costs, and save $23.5 billion during the 1984-1988 period. 
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MEDICARE: CATASTROPHIC HOSPITAL COSTS 
PROTECTION AND COST SHARING 

AGENCY: Department of Health and Human Services Functional Code: 550 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

PROPOSED SAVINGS* 
Outlays - - 663 1,164 1,327 1,499 1,682 

* Medicare savings shown are net of Medicaid costs. 

PROGRAM DESCRIPTION, PROPOSED CHANGE AND RATIONALE 

Medicare beneficiaries now run the risk of high out-of-pocket payments for long stays in the hospital 
due to severe illnesses. In 1984, a continuous five-month hospital stay will cost the Medicare 
beneficiary $13,475. Just one extra month would cost an estimated $10,000 more. 

The Administration proposal would protect the elderly from the risk of these catastrophic hospital 
costs. Under this proposal, beneficiaries with a continuous five-month hospital stay in calendar year 
1984 will incur maximum out-of-pocket expenditures of $1,530 - $1 1,945 less than under current 
law. In addition, the Administration is proposing to reduce the maximum out-of-pocket skilled 
nursing care costs for the elderly under Medicare by $2,100 for each spell of illness: from $3,500 to 
$1,400. The catastrophic hospital costs proposal will protect about 150,000 Medicare beneficiaries. 

To finance this additional protection and to encourage cost consciousness about hospital stays 
generally, the Administration proposes: 

• modest coinsurance of 8% of the hospital deductible ($28 in 1984) for the 2nd through 15th 
day and 5% of the hospital deductible ($17.50 in 1984) for the 16th through 60th day of a 
spell of illness. Medicare beneficiaries would no longer be threatened by large copayments 
of 25% of the hospital deductible ($87.50 in 1984) for the 61st through 90th day and 50% of 
the deductible ($175 in 1984) for the 91st through 150th day, along with 100% of the 
hospital charges for all days after the 150th day of care; 

• to limit the beneficiary's liability to 60 days of cost-sharing per calendar year compared to the 
unlimited liability under current law; 

• to limit to two the inpatient hospital deductibles that beneficiaries can be charged for in a 
year; and 

• to reduce the skilled nursing facility copayment for the 21st through 100th days from 12.5% 
to 5% of the inpatient hospital deductible in each spell of illness. 

The example below shows a comparison between current law and the proposed catastrophic plan: 

Number of Days in Hospital 

75 90 150 180 

1984 Current Law Costs $1,663 $2,975 $13,475 $23,975* 

1984 Catastrophic Hospital Costs 
Protection $1,530 $1,530 $1,530 $1,530 

* Assumes cost per day in hospital of $350. 
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EFFECTS OF THE PROPOSED CHANGE 

The proposal would: 

• guarantee financial protection for hospital costs and ski I led nursing care costs for the 
severely ill; 

• create incentives for more cost-effective use of hospital services by physicians and 
beneficiaries as a result of modest cost-sharing payments; 

• create a reasonable basis for beneficiaries to use skilled nursing care where appropriate since 
their copayment amount in the nursing home would be reduced to a level equal to or below 
the copayment for hospital care; 

• create incentives for physicians to perform medical procedures in a non-hospital setting 
which would be less costly to the beneficiary, such as an ambulatory surgical center; and 

• spread costs of catastrophic hospital protection among an estimated 7.5 million people. 
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MEDICARE: PHYSICIAN PAYMENT FREEZE AND 
HOSPITAL REIMBURSEMENT LIMIT 

AGENCY: Department of Health and Human Services Functional Code: 550 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

PROPOSED SAVINGS 
Outlays 

Hospital 
Physician 

100 780 1,070 1,200 1,410 1,550 
(--) (80) (170) (200) (210) (250) 

(100) (700) (900) (1,000) (1,200) (1,300) 

PROGRAM DESCRIPTION AND PROPOSED CHANGE 

Physician charges paid by Medicare would stay at the 1983 rates during 1984. Hospital payments per 
admission would increase only by the hospital market basket index -- a measure of the costs of goods 
and services that hospitals purchase - in FY 84. 

RATIONALE 

This physician freeze and tightened hospital limits would hold health care providers to a one-year 
delay in reimbursement increases to help stem spiraling health care costs. This is consistent with 
sacrifices asked of Federal workers, the military, Federal retirees, and Social Security beneficiaries. 

EFFECTS OF THE PROPOSED CHANGE 

Limiting hospital reimbursement to the market basket index for hospitals would allow full pass-
through of average price increases in the goods and services hospitals purchase in order to operate. 
Increases beyond inflation would not be allowed in 1984. The physician reduction would be only 
3.3% of Supplementary Medical Insurance (SMI) current services expenditures in 1984. 

1982 AND 1983 CHANGES 

Under the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), a major reform of the current 
Medicare hospital reimbursement system was enacted. Hospitals with rates of cost increase of more 
than the market basket plus 1%, or with high costs relative to other hospitals, will experience 
reimbursement reductions. At the same time, hospitals that control their cost increases effectively 
can receive reimbursement bonuses. 
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MEDICARE: 
SUPPLEMENTARY MEDICAL INSURANCE-PREMIUMS AND DEDUCTIBLES 

AGENCY: Department of Health and Human Services Functional Code: 550 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

PROPOSED SAVINGS* 
Premiums (Offsetting receipts) 
Deductible (Outlays) 

-119 -151 245 1,292 2,610 4,202 
46 119 198 287 381 

* Medicare savings shown are net of Medicaid costs 

PROGRAM DESCRIPTION AND PROPOSED CHANGE 

Premium: Supplementary Medical Insurance (SMI) enrollees pay a monthly premium (now $12.20) 
to cover insurance for physician services. The premium is set each year; the premium level is tied to 
program costs. Under current law, premiums change each July 1. This proposal will delay the next 
SMI premium increase from July 1, 1983, to January 1, 1984. On January 1, 1985, the SMI premium 
will be raised from the current level of 25% of program costs to 27 5%; it will grow annually until it 
reaches 35% of program costs on January 1, 1988. 

Deductible: Under current law, and despite large increases in physician costs, the SMI deductible -
the amount that beneficiaries must pay before Medicare begins to pay for services-has changed only 
twice since Medicare began. The deductible is now $75. The proposal would index the SMI 
deductible to the Medicare economic index (MEI). The MEI measures price increases for physician 
services. Indexing the deductible by this measure will keep the economic value of the deductible 
constant. 

• The proposal would insure that beneficiaries would not pay additional premium costs while 
Social Security benefits are frozen. 

• When the SMI program began, beneficiary premiums were supposed to finance 50% of SMI 
program costs; the remaining 50% was financed by general revenues. This was the case from 
1966 to 1971. From 1972 to 1982, however, the SMI premium increase was limited by the rate 
of increase of social security benefits and fell to under 25% of program costs. Currently, SMI 
premiums are scheduled to cover 25% of program costs through 1985, when they would 
once again be linked to social security benefits. In view of the economic difficulties 
confronting the working population, this proposal would shift more of SMI financing to 
those who choose SMI rather than have the taxpayer bear an increasing burden for SMI; this 
is consistent with the original program design. 

Deductible: SMI's deductible has increased only twice since Medicare began: from $50 in 1966 to 
$60 in 1973 and to $75 in 1982. Had it been indexed to the CPI, it would now be over $100. Without 
indexing, the deductible^ economic value will continue to erode. 

RATIONALE 

Premium: 
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EFFECTS OF THE PROPOSED CHANGE 

Premiums: Premium amounts under current and proposed law are: 

1983 1984 1985 1986 1987 1988 

Current Law (July 1) $12 20 $13 50 $15 90 $16.70 $17 40 $18 20 
Proposed Premiums (January 1): 

With Other Medicare Proposals 12.20 14.20 17 80 21 70 26.30 31 60 
Without Other Medicare proposals 12 20 14.80 18.60 22 80 27 60 33 30 

Deductible: Under this proposal, the deductible will I be: 

1984 1985 1986 1987 1988 

$80 $85 $90 $95 $100 

1982 AND 1983 CHANGES 

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) provided that premiums be set to cover 
25% of program costs in 1984 and 1985. Hence the premium proposal will maintain the TEFRA level 
for 1985. The Omnibus Budget Reconciliation Act of 1981 (OBRA) increased the SMI deductible from 
$60 to $75, effective January 1, 1982. 
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MEDICARE: VOLUNTARY VOUCHERS 

AGENCY: Department of Health & Human Services Functional Code: 551 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

PROPOSED INCREASES 
Outlays 50 50 50 50 50 

PROGRAM DESCRIPTION AND PROPOSED CHANGE 

Medicare is a $66.5 billion program that controls health insurance for 29 million elderly Americans. 
Beneficiaries are, however, unable to use their entitlement to buy alternative types of health 
insurance coverage that best meets their needs; because of this, private insurers do not compete by 
offering more cost-effective coverage. 

This proposal would establish a voluntary Medicare voucher that beneficiaries could use to purchase 
insurance in the private market if they believed alternative coverage to Medicare would be more 
advantageous. No beneficiary would be required to take the voucher, and Medicare would always 
be available for those who become dissatisfied with their private coverage. The voucher would be 
priced at 95% of Medicare's average adjusted per capita cost (AAPCC). The AAPCC would be 
adjusted to reflect Medicare's cost fairly by taking into account such factors as age, sex, health status, 
and area health care costs. 

The Medicare program would be opened to competition. Beneficiaries would be able to choose the 
mode of delivery or benefit package that meets their needs most effectively. The proposal would 
also stimulate competition in the medical marketplace and encourage private sector development of 
cost-effective systems of care. 

EFFECTS OF THE PROPOSED CHANGE 

The number of beneficiaries that will choose vouchers or how quickly the private market will offer 
alternative benefit packages is not known. Nevertheless, the voucher proposal will create an 
opportunity for some 30 million Medicare beneficiaries to shop for alternative benefit packages. 
Even if only a small percentage chooses to exercise the voucher option, it could become an important 
stimulus to private sector innovation in health insurance coverage The proposal is an important part 
of the overall Administration strategy to improve market forces in Medicare and the general health 
care system. 

1982 AND 1983 CHANGES 

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) established a similar voluntary voucher, 
but it was restricted to health maintenance organizations and other pre-payment plans and imposed 
excessively rigid requirements on the benefits that such plans could offer. 

RATIONALE 
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MEDICARE: FIRST FULL MONTH OF ELIGIBILITY 

AGENCY: Department of Health & Human Services Functional Code: 550 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

PROPOSED SAVINGS* 
Outlays 201 248 286 329 367 

* Medicare savings shown are net of Medicaid costs. 

PROGRAM DESCRIPTION AND PROPOSED CHANGE 

Individuals would become eligible for Medicare coverage at the beginning of the first full month in 
which they are 65. Under current law, eligibility begins on the first day of the month in which the 
65th birthday occurs. 

RATIONALE 

• The proposal would make initial eligibility requirements for Medicare benefits consistent 
with the initial eligibility requirements at the time individuals qualify for Social Security 
benefits. 

• Most group plans extend coverage until Medicare coverage begins. Hence, beneficiaries 
would not lose needed health insurance coverage. 

EFFECTS OF THE PROPOSED CHANGE 

Roughly 30 million Medicare beneficiaries will have full coverage in 1984. About 2 million new 
beneficiaries will be affected. 
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MEDICARE: ELIMINATE PSRO, PRO, AND 
MANDATORY UTILIZATION REVIEW FUNDING 

AGENCY: Department of Health and Human Services Functional Code: 550 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

PROPOSED SAVINGS 
Outlays 58 60 62 64 66 

PROGRAM DESCRIPTION 

The Professional Standards Review Organization (PSRO) program has traditionally funded physician-
sponsored organizations to review the quality of medical care and length of hospital stays of 
Medicare beneficiaries. In 1984, this activity would continue under a new program title - Peer 
Review Organizations (PROs) -- with the same basic review responsibilities as the current program. 
The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) has, however, changed Medicare so that 
there is no longer a need for traditional peer review. 

PROPOSED CHANGE 

The Administration is proposing legislation to eliminate PSROs, PROs and mandatory utilization 
review by hospitals and skilled nursing facilities. Voluntary utilization review will continue to be 
reimbursed to the extent that the costs of such review are reasonable. 

TEFRA established Medicare reimbursement limits for each hospital. These limits give hospitals the 
incentive to reduce length-of-stay, which is the primary review function of PSROs. Thus, the need for 
PSROs/PROs is diminished. Moreover, the Administration's new prospective payment system for 
hospitals will pay a fixed amount for each admission. As a result, length of stay reviews are 
unnecessary since payment levels will be independent of hospital lengths-of-stay. 

EFFECTS OF THE PROPOSED CHANGE 

Quality of care will be maintained through accreditation standards and HHS's quality control system 
In addition, market-oriented payment systems, along with HHS's admissions monitoring system, will 
provide a more effective basis for controlling unnecessary hospital use than the current burdensome 
regulatory review process. 

1982 AND 1983 CHANGES 

In 1982, Congress provided the Secretary of HHS with the authority to refuse to renew agreements 
with PSROs found to be ineffective and inefficient. In 1983, Congress established the peer review 
organization program (PROs), which consolidated the 143 existing PSROs into 52 PROs, at least one 
PRO per State. These PROs would be established in 1984 and would have the same basic function as 
current PSROs. Also, TEFRA gave Medicare contractors additional authority to perform utilization 
review. 

RATIONALE 
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AGENCY: 

Funding 

MEDICAID 

Department of Health and Human Services Functional Code: 550 

($ in millions)* 

1982 1983 1984 1985 1986 1987 1988 

CURRENT SERVICES 
Budget Authority 
Outlays 

REAGAN BUDGET 
Budget Authority 
Outlays 

PROPOSED SAVINGS 
Budget Authority 
Outlays 

DETAILS OF SAVINGS 

18,014 14,795 21,038 23,990 26,068 28,546 31,242 
17,391 19,333 21,092 23,990 26,068 28,546 31,242 

18,014 14,795 20,738 23,132 25,346 27,835 30,556 
17,391 19,326 20,799 23,132 25,346 27,835 30,556 

249 795 719 788 856 
249 795 719 788 856 

Mandatory copayment 
Budget Authority 249 270 278 289 299 

249 270 278 289 299 Outlays 

OBRA extension 
Budget Authority 525 441 499 557 

525 441 499 557 Outlays 

* Medicaid savings numbers do not include impact of AFDC and other proposals; hence savings totals will not equal the 
difference between current services and the Budget. Excludes Federal program administration costs. 

PROGRAM DESCRIPTION 

The Medicaid program makes grants to States to assist them in financing medical care of low-income 
families and individuals. States receive open-ended matching payments for their expenditures, with 
the Federal matching rate ranging from 50 to 78% of the cost of the program. Currently, Medicaid 
provides benefits for 22 million people. 

PROPOSED CHANGE 

• Mandatory cost sharing by Medicaid recipients. Under the Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA), States may require that Medicaid recipients share in the 
cost of services they receive. This proposal would expand the present copayment provisions 
passed by Congress in 1982 by requiring States to impose small copayments. Such 
copayments would be $1.00 and $1.50 for physician visits and $1.00 and $2.00 for each day in 
the hospital. The lower copayments would apply to who were also receiving cash welfare 
payments. Medicaid nursing home patients would be exempted from mandatory 
copayments because they typically have incurred large out-of-pocket costs before entering 
nursing homes or gaining Medicaid eligibility. 

• Extension of the Omnibus Budget Reconciliation Act (OBRA) Targets and Penalities. The 
Omnibus Budget Reconciliation Act of 1981 (OBRA) established targets for State Medicaid 
spending and imposed penalties on excessive State spending of up to 3%, 4%, and 4.5% of 
Federal payments in fiscal years 1982, 1983 and 1984, respectively. Reductions of one 
percentage point in the penalty would be made for (1) a hospital cost review program, (2) an 
unemployment rate of 150% or more of the national average, and (3) fraud and abuse 
recoveries of one percent of Federal payments to the State. 

65 

380-900 0 - 83 - 5 : OL 3 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Fiscal Year 1984



RATIONALE 

MANDATORY COPAYMENTS 

Nominal copayments can help deter unnecessary use of medical services, and reduce State Medicaid 
expenditures, without deterring use of necessary health care services. A nominal copayment will 
encourage beneficiaries to stop and think before using services. 

OBRA EXTENSION 

Extension of OBRA provisions would encourage States to continue efforts to reduce expenditures 
and implement program efficiencies. 

EFFECTS OF THE PROPOSED CHANGE 

Mandatory copayments and extension of OBRA provisions will result in lower total costs. 

1982 AND 1983 CHANGES 

MANDATORY COPAYMENTS 

As described above, under the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), States were 
allowed to impose nominal copayments on all but (1) services to children under 18; (2) pregnancy, 
family planning, and emergency services; and (3) services in nursing homes or to categorically needy 
persons in HMOs. 

OBRA EXTENSION 

As described above, OBRA established target amounts for Medicaid cost increases to encourage 
States to limit the program's explosive growth. Federal matching funds are reduced for States whose 
spending exceeds targets established by Congress. 
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CAP TAX SUBSIDY FOR PRIVATE HEALTH INSURANCE PREMIUMS 

AGENCY: Department of Health and Human Services Functional Code: 550 

Funding ($ in millions) 

1982 1983 1984 1985 1986 1987 1988 

PROPOSED SAVINGS 
Receipts 2,283 4,408 6,026 7,990 10,729 

PROGRAM DESCRIPTION AND PROPOSED CHANGE 

Current tax law exempts from income tax the amounts employers contribute to health insurance 
premiums for their employees. The Administration proposes to limit tax subsidies for employer 
health insurance premium contributions. The subsidy would be limited to the portion of premiums 
under $175 monthly for a family plan and $70 monthly for an individual plan. These levels permit 
adequate coverage, but make the tax law neutral between wages and increased health insurance in 
excess of those levels. Between 1955 and 1980, the share of health care costs paid by third parties 
grew from under 42% to over 67%. Overall, Federal tax subsidies pay for almost $30 billion of 
private insurance coverage. 

The current law tax subsidy distorts private decisions in favor of health insurance over wages or other 
forms of compensation and gives an inequitable, disproportionate subsidy to high-income workers. 
The subsidy makes an untaxed dollar of health insurance coverage more valuable than a taxed dollar 
of wages. For this reason, expensive health insurance policies, e.g., low cost-sharing, first dollar 
coverage, are encouraged. Moreover, first dollar coverage without cost-sharing fosters the use of 
"free" health services and provides no incentives to moderate the excessive growth in the cost of 
medical care. In addition to undesirable health policy effects, the tax subsidy favors workers with 
higher incomes. 

EFFECTS OF THE PROPOSED CHANGE 

This proposal will encourage development and purchase of more cost-effective health insurance 
plans. Thus, it will reduce the rate of health care cost inflation. Approximately 18% of workers (30% 
of those with health insurance) will have employer contributions above the cap in 1984. Tax 
expenditure savings will total $31 billion during the 1984-88 period. 

RATIONALE 
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