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KEY TAKEAWAYS

Government spending on Obamacare
premium subsidies is rising, even as the
number of people receiving those sub-
sidies declines.

The trend of increased federal spending
to subsidize a diminishing number of
beneficiaries suggests a misallocation of
federal resources.

In effect, government is picking up the
cost of premium increases that are due, at
least in part, to government policy.

Introduction

Legislative proposals are pending in Congress to
vastly expand federal financing and government con-
trol of medical care. The two leading House bills take
divergent approaches to enlarging the federal role. H.R.
1384, a bill backed by half of all House Democrats, would
establish a Medicare For All program that would abolish
private medical insurance.! H.R. 1884, the Protecting
Pre-Existing Conditions and Making Health Care More
Affordable Act, a House Democratic leadership bill
introduced by Representative Frank Pallone (D-NJ)
along with 157 co-sponsors, would instead significantly
increase federal payments to insurance companies
through more generous premium subsidies and the
creation of a federally financed reinsurance program.?

Despite their differences in approach, both assume
that more federal spending and greater government
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control over the allocation of medical goods and services would improve
health care. This overlooks substantial evidence that existing federal spend-
ing on health care is misallocated. Increasing federal spending will not cure
this misallocation.

H.R. 1884 would increase federal spending on premium subsidies—even
though existing subsidies are growing in cost and benefiting a decreasing
number of people.? It would also establish a federally funded reinsurance pro-
gram, ignoring the experience of states that are successfully operating such
programs without the need for additional federal resources or regulation.

Instead of increasing federal health care spending, lawmakers should
pursue policies that increase health care choices and reduce costs. One
promising avenue would be to redirect the estimated $1.6 trillion the federal
government will spend on programs established by the Affordable Care Act
(ACA, often called Obamacare) into state grants.* Fixed federal allotments
would incentivize states to devise more efficient and innovative ways to
allocate resources, while protecting taxpayers against diminishing returns
on open-ended federal spending.

The Federal Government’s Role in Financing Health Care

For more than half a century, the federal government has exerted increas-
ing control over the allocation and financing of medical goods and services.
Beginning with the enactment of Medicare and Medicaid in 1965 and
continuing through passage of the Affordable Care Act in 2010, Congress,
the executive branch, and the courts have gradually enlarged the federal
government’s involvement in the allocation of medical goods and services.

This enlargement runs along several dimensions, beginning with the
number of people enrolled in publicly financed programs. In 2018, 60 mil-
lion people were beneficiaries of Medicare, a federal program primarily
serving the elderly and people with disabilities.” Nearly 95 million people—
representing more than 29 percent of the U.S. population—were enrolled
in Medicaid or the related Children’s Health Insurance Program at some
point during fiscal year 2017.¢

Federal, state, and local governments spent nearly $1.6 trillion on public
medical “insurance” programs in 2017.” This eclipsed private health insur-
ance spending, which was less than $1.2 trillion in that same year.® Including
foregone income and payroll tax revenues due to employer-sponsored
coverage, health savings accounts, and other factors, economist Mark V.
Pauly estimates that nearly 55 percent of medical expenditures in 2017 were
publicly subsidized.’
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The full impact of government control of the allocation of medical goods
and services is not captured in the number of people participating in public
programs or the amount of government money spent. Pauly estimates that
once the knock-on effects of government funding are taken into account the
portion of government-affected medical consumption rises to 77 percent.'

Congressional Legislation to Enlarge the
Federal Government’s Role in Health Care

Congress is considering proposals to enlarge the federal government’s
role in health care financing. The two leading proposals take divergent
courses. H.R. 1384, the Medicare For All Act, would effectively abolish pri-
vate health insurance." H.R. 1884, the Protecting Pre-Existing Conditions
and Making Health Care More Affordable Act, would increase federal pay-
ments to private insurance companies.'?

Both measures have attracted the support of a substantial number of
House Democrats.” Despite their radically different approaches to private
health insurance, 77 Members are listed as co-sponsors of both bills.

This apparent anomaly has several possible explanations. First, a law-
maker might reason that Medicare For All would likely take several years to
implement. Providing more federal money to insurance companies before
their liquidation could be thought to create a transitional societal bene-
fit. Second, the two proposals, though fundamentally discordant, spring
from a common assumption about the effect of increasing federal health
care spending. Although Medicare For All advocates believe that govern-
ment-run insurance is superior to the private-sector alternative, many
lawmakers seem convinced that increasing federal spending will make
health coverage more affordable and accessible.

There is disagreement among Democratic lawmakers over how much
additional money the federal government should spend and how it should
spend it—whether by increasing public subsidies to private insurers or effec-
tively banning private insurance. But there is a broadly shared assumption
that spending more federal money will provide a greater social benefit.*

Misallocated Federal ACA Spending

This overlooks a central lesson of the ACA: The system of federal regula-
tions, subsidies, and penalties has not functioned efficiently, imposing costs
on the federal government and households and distorting health insurance
markets. The individual market has been shrinking, as fewer people who
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CHART 1

Subsidized Beneficiaries Dropping While
Annual Spending on Federal Subsidies Rising
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SOURCES: Department of Health and Human Services, “Health Insurance Marketplace: Summary Enrollment Report for the Initial Annual Open Enrollment
Period,” May 1, 2014, https://aspe.hhs.gov/system/files/pdf/76876/ib_2014Apr_enroliment.pdf (accessed August 15, 2019); Department of Health and
Human Services, “Health Insurance Marketplaces 2016 Open Enrollment Period: Final Enroliment Report,” March 11, 2016,
https://aspe.hhs.gov/system/files/pdf/187866/Finalenroliment2016.pdf (accessed August 15, 2019); U.S. Centers for Medicare & Medicaid Services, “Health
Insurance Marketplaces 2017 Open Enrollment Period Final Enrollment Report: November 1, 2016 - January 31, 2017,” March 15, 2017,
https://www.cms.gov/newsroom/fact-sheets/health-insurance-marketplaces-2017-open-enrollment-period-final-enroliment-report-november-1-2016
(accessed August 15, 2019); U.S. Centers for Medicare & Medicaid Services, “Health Insurance Exchanges 2019 Open Enroliment Report,” March 25, 2019
https://www.cms.gov/newsroom/fact-sheets/health-insurance-exchanges-2019-open-enroliment-report (accessed August 15, 2019).
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are ineligible for subsidies have individual coverage.’® The number of insur-
ers participating in the individual market has diminished.'* In 2019, 36.4
percent of U.S. counties have only one insurer.”” Insurers have returned to
profitability by raising their rates to levels that increasingly are affordable
only to customers protected by federal subsidies against those rate hikes.'®
Although federal expenditures have increased and are projected to
continue to increase in the future, the number of people benefiting from
subsidies has been declining for three years. The Congressional Budget
Office (CBO) projects that both trends will persist over the next decade,
with the number of subsidized beneficiaries dropping by roughly one-fourth,
while annual spending on federal subsidies rises by more than one-third.
Chart 1 compares the average cost per subsidized individual between
2014 and 2019 with the number of individuals benefiting from subsidies.
These data, drawn from the U.S. Department of Health and Human
Services, show the number of people in federally facilitated health insur-
ance exchange states deemed eligible for subsidies after each year’s open
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CHART 2

Number of People Receiving Subsidized Healthcare
Expected to Fall, Costs Expected to Rise
PROJECTED NUMBER SUBSIDIZED, IN MILLIONS PROJECTED COST OF FEDERAL PREMIUM SUBSIDIES,
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SOURCE: Congressional Budget Office, “Federal Subsidies for Health Insurance Coverage for People Under Age 65: Tables From CBO’s May 2019 Projections,”
May 2, 2019, https://www.cbo.gov/system/files/2019-05/51298-2019-05-healthinsurance.pdf (accessed August 15, 2019).

BG3434 & heritage.org

enrollment period, along with the average monthly subsidy. The number of
people in these states eligible for subsidies rose from zero in 2013 (the year
before the ACA subsidies took effect) to nearly 8.2 million after the 2016
open season. From there, it began a slow decline, falling by more than 10
percent to just over 7.3 million in 2019.

As the number of subsidy recipients fell, the average monthly pre-
mium subsidy rose. Between 2014 and 2018, the average monthly subsidy
climbed from $258 to $558, an increase of 116 percent. Even after a slight
drop in 2019, the average monthly subsidy remains more than twice
the 2014 level.

The primary cause of this increase was a rise in premiums. Under the
ACA, subsidies limit beneficiary premiums to a percentage of income. For
example, a person with income at 150 percent of the federal poverty level
(FPL)—currently $18,735—would pay no more than $749 (4 percent of her
income) annually for health insurance. That would be the case whether
her annual premium was $3,000 or $6,000, since subsidies rise dollar for
dollar with premiums.

Government thus largely holds subsidy beneficiaries harmless with
respect to premium hikes by increasing premium subsidies. But despite
this important feature of subsidies, fewer people are receiving them.
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According to the CBO, government spending on premium subsidies will
continue to increase and the number of subsidy recipients will continue to
decline.”” The CBO’s projections are shown in Chart 2.

The CBO projects that roughly 8 million people will receive premium
subsidies in 2020.2° That number will fall by roughly one-fourth before the
decade is over. Annual spending on subsidies, by contrast, will rise by more
than one-third over that same period, from $59 billion in 2020 to $79 billion
in 2029. The CBO projects that federal outlays on premium subsidies will
total $689 billion over that period.

The trend of increased federal spending to subsidize a diminishing
number of beneficiaries suggests a misallocation of federal resources. In
effect, government is picking up the cost of premium increases that are
due, at least in part, to government policy. The combined effect of the
ACA’s regime of mandates, subsidies, and penalties was to raise premiums.*
These premium increases led to a decline in the number of unsubsidized
people with individual insurance coverage.?? That, in turn, led to further
premium increases.

Since subsidies rise dollar for dollar with premiums, and since those
subsidies are paid by the government to insurance companies, insurers
that continued to sell ACA-compliant products had perverse incentives to
raise premiums. Recent studies showed that insurers swung to profitability
in 2018 as a result of premium increases—even as the number of custom-
ers declined.®

H.R. 1884: Increasing Federal Spending
Without Addressing Its Misallocation

The House leadership bill, H.R. 1884, would not only leave this misalloca-
tion unaddressed, but would likely worsen it by increasing federal payments
to insurance companies in two important ways: (1) increasing premium
subsidy payments to insurers and (2) creating a federally funded “reinsur-
ance” program to funnel additional federal money to insurers.*

Increasing Premium Subsidies. The bill would increase federal pre-
mium subsidies in several ways, as Table 1 illustrates.

H.R. 1884 would make subsidies more generous for those already eligible
for those subsidies, as well as extend them to people who currently earn too
much to qualify for such assistance under current law (those with incomes
above 400 percent of the federal poverty level).

With respect to the first group, net premiums would fall by half for those
with incomes between 100 percent and 200 percent of the federal poverty
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TABLE1

Under HR 1884, Medicare Premiums Would
Decrease Across All Income Groups

CURRENT LAW HR 1884

ENROLLEE PREMIUM ENROLLEE PREMIUM

PAYMENT (ANNUAL) PAYMENT (ANNUAL)
Income as Percent of As Percent Dollar As Percent Dollar
Federal Poverty Level  of Income Amount of Income Amount
100% 2.0% $250 1.0% $125
133% 2.0% $332 1.0% $166
134% 3.0% $502 1.0% $167
150% 4.0% $749 2.0% $375
200% 6.3% $1,574 4.0% $999
250% 8.1% $2,514 6.0% $1,874
300% 9.5% $3,560 7.0% $2,623
400% 9.5% $4,746 8.5% $4,247
>400% 0% $0 8.5% *

* Subsidies limited to 8.5 percent of income

SOURCE: Department of Health and Human Services, “HHS Poverty Guidelines for 2019,” https://aspe.hhs.gov/
poverty-guidelines (accessed August 15, 2019); Cornell Law School, “26 U.S. Code § 36B. Refundable Credit for Cov-
erage Under a Qualified Health Plan,” https://www.law.cornell.edu/uscode/text/26/36B (accessed August 15, 2019);
Congress.gov, “H.R.1884 - Protecting Pre-Existing Conditions and Making Health Care More Affordable Act of 2019,”
March 26, 2019, https://www.congress.gov/bill/116th-congress/house-bill/1884/text?q=%7B%22search%22%3A%5B
%220r+1884%22%5D%7D&r=1&s=1#toc-H3469019B13AA447CB8F3708401B1EBOS (accessed August 15, 2019).
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level. Under current law, for example, an individual with income at 133

percent of poverty would spend no more than 2 percent of her income on

health insurance. H.R. 1884 would reduce that to 1 percent. Thus, instead of
spending $250 per year (less than $21 per month) for coverage, she would

spend $125 per year (a little more than $10 per month) for coverage. The

most significant change would occur at 134 percent of FPL, at which some-
one who currently pays $502 annually for insurance (3 percent of income)

would pay just $167 annually (1 percent of income).

Such changes would seem unlikely to attract new people into the health
insurance exchanges. Instead, the government would be spending additional
sums on the people it already is subsidizing. Given that exchange-based
enrollment already is concentrated among people with incomes between
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100 percent and 200 percent of FPL, this increase in subsidies would likely
result in more federal money flowing to insurance companies, rather than
in more people gaining coverage.

That may change at other points on the income scale. At 300 percent of
FPL ($37,470), monthly premiums would drop by a little more than $78 (7
percent of income vs. 9.5 percent). That might induce more people at that
income level to enroll in coverage. But, as discussed below, households, on
average, do not devote 7 percent of their gross income to health insurance
premiums. In any event, the value of that subsidy erodes fairly rapidly, with
the reduction in monthly premiums falling to less than $42 for those with
incomes at 400 percent of FPL ($49,960). Such an individual still would be
expected to spend $4,247 annually ($354 monthly), a figure amounting to
8.5 percent of income.

Whether people—particularly young adults in reasonably good health—
would be willing to devote that large a portion of their incomes to health
insurance premiums is a critical question, and one that is difficult to answer.
Young adults, though they are among the ACA’s most enthusiastic support-
ers, also are most likely to be uninsured.?® Their under-representation in the
ACA-compliant insurance market is among the leading reasons premiums
are so high. Unless higher premium subsidies would lure people in that age
demographic into the exchanges in substantial numbers, those subsidies
would be unlikely to exert a significantly favorable effect on premiums.

Labor Department studies of household consumption patterns cast con-
siderable doubt on whether the subsidy increases proposed in H.R. 1884
would effect behavioral change sufficient to substantially reduce premiums
for ACA-compliant coverage.

According to data compiled by the Bureau of Labor Statistics (BLS), H.R.
1884’s subsidy enhancements would still leave net premiums far higher than
young adults, on average, spend for health coverage. The BLS reports that
households headed by a 25-34-year-old with earnings between $40,000 and
$50,000 spent less than $2,000 on average on health insurance premiums in
2016 and 2017.%° Those in the 35-44 age bracket averaged just under $2,100
in annual health insurance premiums.?”

Those are, of course, averages. Many in those age groups may obtain
coverage at far lower net costs through their employers or public programs
like Medicaid. That would reduce the average. Others are uninsured, which
would depress the average further. But the disparity between the proportion
of their income that people actually devote to health insurance premiums
and what they would be expected to pay with enhanced subsidies is none-
theless substantial.
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For adults of all ages with incomes of $50,000, the disparity is nearly two
to one, more than $4,200 in premiums net of subsidies compared with an
average outlay of less than $2,100. Premiums for those with earnings over
$50,000 would be held to 8.5 percent of income, a figure far in excess of what
households, on average, spend on health insurance premiums.

The subsidy structure of H.R. 1884, though more generous than current
law, still would require people to spend a larger share of their gross income
on health insurance premiums than they now, on average, do.

There is good reason to doubt such a behavioral change. The vast major-
ity of the uninsured have access to affordable coverage but—for reasons that
are poorly understood—decline to enroll. This includes millions of people of
modest means who qualify for free Medicaid coverage or generous premium
subsidies but remain uninsured.*

The ACA’s premium subsidies have proven especially inefficient at
expanding health insurance coverage. A Kaiser Foundation analysis esti-
mates that 8.2 million uninsured people were eligible for ACA premium
subsidies in 2017.* That is the same number of people who claimed subsi-
dies in 2017.3° That means that the number of subsidy-eligible people who
enrolled in coverage was about the same as the number of subsidy-eligible
people who remained uninsured, suggesting that only half of all subsidy-el-
igible people enroll in coverage. The other half remain uninsured. There
are any number of possible explanations, including that millions of sub-
sidy-eligible people do not find ACA-compliant coverage appealing, even
if subsidies steeply discount its cost. Policymakers would do well to try to
understand why the current arrangement functions so inefficiently before
committing additional federal resources to premium subsidies.

Millions with incomes sufficient to cover premiums also decline coverage,
including those who refuse offers of employer-sponsored coverage.® Lim-
iting premiums to 8.5 percent of their income appears unlikely to effect a
behavioral change to any appreciable extent.

All of this suggests that increasing federal payments to insurance com-
panies to reduce net premiums would not reverse the existing trend of the
government devoting ever-growing sums of money on behalf of a shrinking
number of beneficiaries. H.R. 1884 is unlikely to meaningfully reduce the
number of uninsured or improve the risk profile of individual health insur-
ance markets. The measure’s biggest beneficiaries would likely be insurance
companies, which would capture additional public spending.

Federally Funded Reinsurance Program. H.R. 1884 does contain a
provision likely to have a favorable effect on premiums—but it is unnec-
essary, costly, and administratively convoluted. Section 206 would create
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afederal reinsurance program designed to relieve insurers of much of the
risk presented by policyholders who incur very large medical bills. States
already can obtain waivers to establish their own risk-mitigation programs
in a way that is budget neutral to the federal government.

The bill would authorize $10 billion annually in federal payments to
states to establish reinsurance programs or programs to reduce cost sharing
in ACA-compliant plans.?? The Secretary of Health and Human Services
would operate a reinsurance program in states that either fail to apply for
federal money or whose applications are rejected.®

Before allocating funds, the Secretary would have to devise a program
that would spend exactly $10 billion each year, something the department
found impossible to do with the temporary reinsurance program that the
ACA mandated for 2014-2016.%*

Specifically, the bill requires the Secretary to estimate how much of the
$10 billion “would be expended...on attachment range claims of individuals
residing in states if all states used their funds only for [reinsurance]...at the
dollar amounts and percentage” specified by the Secretary. The Secretary
would determine those dollar amounts and percentages “in a manner to
ensure that the total amount of expenditures...is estimated to equal the total
amount appropriated for such year [i.e., $10 billion]...if such expenditures
were used solely for [reinsurance].”

That task is administratively complex. To accomplish it, the Department
first must design a reinsurance program that specifies an attachment point,
a corridor, and a coinsurance rate. The attachment point sets the level above
which the reinsurance program would defray the cost of claims. The corridor
is defined by setting a ceiling above the attachment point beyond which the
program would not pay claims. Finally, the coinsurance rate defines the per-
centage of claims the reinsurance program would pay within the corridor.

As an example, the Secretary could set an attachment point of $50,000,
a ceiling of $250,000, and an 80 percent coinsurance rate. In that case, an
insurer would submit medical claims that exceed $50,000 to the reinsurance
pool, which would pay 80 percent of the costs between $50,000 and $250,000.

The bill requires the Secretary to set these parameters each year so as to
spend exactly $10 billion. As noted, a similar program was in place during
the first three years of the ACA’s full implementation. The Department
failed to set the appropriate rates. In the first year alone, the Secretary
changed the attachment point and coinsurance rates multiple times—and
still missed its $10 billion spending target.*® In light of that experience,
Congress should carefully consider whether it should once again saddle
the Secretary with an infeasible task.
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H.R. 1884 burdens the Secretary with an additional complexity. The
Secretary must also estimate how much each state is entitled to under the
methodology. To do so, the department must estimate how much expense
people in each state enrolled in ACA-compliant individual plans would
incur in reinsurance claims. Thus, the Secretary must not only set program
parameters so as to spend $10 billion annually, he must also estimate how
much each state should receive based on conjecture about the charac-
teristics of its enrollees. While the ACA required the Secretary to get the
overall calculation of reinsurance payments right, H.R. 1884 goes further
and requires him to get 51 calculations right.*® Thus, even if he devises a
program that spends exactly $10 billion, he might still fall short of the stat-
utory requirement by providing some states with more than is necessary
for reinsurance expenditures, while leaving others short of needed funds.
In addition, the Secretary would have to administer the program directly
in any state that failed to establish a program of its own.

Administrative infeasibility aside, the program is unnecessary. States are
already free to obtain waivers to allow them to operate their own risk-miti-
gation programs, including reinsurance programs, without the expenditure
of new federal dollars.

Section 1332 of the ACA allows states to apply for waivers to repurpose
federal money that otherwise would have been paid directly to insurers in the
form of premium subsidies. Seven states obtained waivers for the 2019 plan
year to divert a portion of federal premium subsidy money into risk-mitigation
pools.*” As of publication, waiver applications from five additional states for
the 2020 plan year are pending.*® In order to win approval of its waiver appli-
cation, a state must show that its plan would not increase federal spending.

The states operating these programs have achieved significant reductions
in premiums.* Premiums for benchmark plans in the seven states that have
waivers in place for the 2019 plan year dropped by a median of 7.48 percent,
while premiums in the other 44 states and the District of Columbia rose by
amedian of 3.09 percent.*

These premium reductions, in turn, reduced the amount of premium
subsidies paid to enrollees in each state’s health insurance exchange. The
federal government thus was held harmless: The passthrough of federal
funds to each state’s risk-mitigation pool was offset by a reduction in pre-
mium subsidies paid to exchange enrollees. The policy goal of reducing
premiums was achieved without requiring the expenditure of additional
federal funds or the creation of a new federal program.

The ACA offers all states the opportunity to establish risk-mitigation
programs that hold the potential of reducing premiums without imposing
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new costs on taxpayers. Congress need not amend the statute to create a new
federally financed reinsurance program. States can repurpose a portion of
existing federal spending to subsidize those who incur the highest medical
claims, thereby reducing premiums for ACA-compliant coverage.

A Better Approach: The Health Care Choices Proposal

The federal government has expended enormous sums of money subsi-
dizing coverage in the tiniest segment of the health insurance market. The
evidence indicates this money has been inefficiently spent, with expendi-
tures growing, while the number of market participants, both subsidized
and unsubsidized, has shrunk. Government officials project that trend to
continue at least through the end of the next decade.

H.R. 1884 proposes to devote more federal resources into this flawed
structure. It also proposes the creation of anew and unnecessary federally
funded reinsurance program. Spending more on the current system will
not cure its misallocation of resources. It is far more likely to exacerbate it.

Congress should instead pursue policies that promote greater efficiencies.
The Health Care Choices Proposal (HCCP) pursues this policy direction.*
The HCCP, advanced by a group of conservative health care experts in June
2018, would redirect money earmarked for the ACA’s premium subsidies
and Medicaid expansion into a program of grants to states. To receive a
grant, a state would submit a plan to make health insurance affordable to
its residents, regardless of income or medical condition. States that receive
grants would be required to devote a portion of their allotment to risk mit-
igation, spend at least half their allotment on low-income residents, and
provide recipients of assistance with the option to direct their subsidies to
the coverage of their choice.

An analysis of the proposal by the Center for Health and the Economy
concluded that the HCCP would reduce premiums by as much as 32 per-
cent.*? The study also found that the proposal would modestly reduce the
deficit, increase the number of people with private health insurance, and
cut Medicaid spending.

The proposal contains other provisions to reduce costs and give consum-
ers more control over their health care spending. It proposes expansions
of health savings accounts; encourages innovative approaches to the deliv-
ery of care, including direct primary care and telemedicine; and advances
reforms to reduce health care costs.

Such an approach would seek to correct the misallocation of federal
resources by allowing states to develop and pursue alternative means of
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making health care more affordable by increasing consumer choices and
reducing costs. Policymakers should consider this alternative to increasing
federal payments to insurance companies.

Doug Badger is Visiting Fellow in Domestic Policy Studies, of the Institute for Family,
Community, and Opportunity, at The Heritage Foundation and Senior Fellow at The Galen
Institute in Alexandria, Virginia.
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