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This is an expanded version of these remarks as prepared for delivery.
I want to thank the Hamilton Project for hosting this event. One of my proudest moments
running the Hamilton Project was commissioning a set of policy papers focused both on
expanding health coverage and reducing health care costs. Bob Rubin and I synthesized those
papers in a short piece entitled “Universal, Effective and Affordable Health Insurance: An
Economic Imperative.” One of the reasons I left the Hamilton Project was to do what I could to
help make that happen in practice.
Today’s event takes place against the backdrop of a health care system that has changed
dramatically for the better. Since 2010, the uninsured rate has fallen by more than 40 percent,
and, as of the first quarter of this year, fewer than one in ten Americans lacked health insurance,
the first time that has been the case in our history. While the economic recovery has made a
modest contribution to the improvement in the uninsured rate over this period, the large majority
is a direct consequence of the Affordable Care Act.
At the same time, we are in the midst of a continuing period of unusually slow growth in health
care costs. Health care prices have risen at the slowest rate in five decades. New data out last
month show that 2015 was another year of very slow growth in premiums for employer-based
coverage, and slow growth in per-enrollee costs appears to be continuing in Medicare as well.
Meanwhile, other data have shown encouraging improvements in the quality of health care
system-wide. Although these trends in costs and quality have a number of causes, the Affordable
Care Act has made a meaningful contribution through reforms in Medicare payment policy and
other initiatives.
But there is still much to do to build a health care system that provides broad access to efficient,
high-quality care. Although the uninsured rate is the lowest it has ever been, too many
Americans still lack reliable access to care and financial protection against the costs of serious
illness. Similarly, while the combination of slow growth in health care costs and improving
health care quality in recent years is encouraging, our health care system continues to suffer from
serious inefficiencies that raise the cost and reduce the quality of patient care, inefficiencies that
weigh on families’ budgets, our fiscal future, and Americans’ health and well-being.
Looking ahead, making continued progress will require two complementary types of effort. We
do not have all of the answers, so the first category of work is identifying novel solutions to
health policy problems and building the intellectual case for putting those new tools into
practice, the subject of your work at this Hamilton Project forum today. The second category,
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which is what I focus on together with my colleagues in government, is making the best possible
use of the policy tools we already have.
After providing a brief summary of recent trends on coverage, costs, and quality, I will spend
most of my time discussing three specific areas where making full use of the tools provided by
the Affordable Care Act can enable substantial further progress: expanding Medicaid in
additional States; widely deploying payment models that reward efficient, high-quality care; and
implementing the law’s excise tax on high-cost employer health care plans. We still do not have
all of the answers on reducing costs while improving quality but these policies will help give
doctors, hospitals, insurance companies, and others the incentive to develop innovative solutions
that ensure access, reduce costs, improve quality.

A Brief Overview of Recent Trends in the U.S. Health Care System
Historic Gains in Health Insurance Coverage
Perhaps the most-discussed recent change in our health care system is the dramatic decline in the
share of the U.S. population without health insurance. After making essentially no progress for
four decades, the uninsured rate has fallen precipitously since the Affordable Care Act’s main
coverage provisions took effect at the end of 2013, generating the largest decline since the
decade following the creation of Medicare and Medicaid. Fewer than one in ten Americans now
lack health insurance coverage, the smallest fraction in our history.
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The gains since 2013 are attributable almost entirely to the major coverage provisions of the
Affordable Care Act, and a portion of the smaller decline from 2010 to 2013 reflects other parts
of the law, notably the provision allowing young adults to remain on a parent’s plan until age 26.
A recent analysis by the Department of Health and Human Services (HHS), which looked at both
sets of provisions and controlled for a variety of other factors that could affect the uninsured rate,
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estimated that 17.6 million people have gained coverage as these provisions have taken effect. 2
While all estimates of this kind are subject to uncertainty, the HHS estimate provides the best
available guide to the causal effect of the Affordable Care Act on insurance coverage through the
third quarter of 2015.
Exceptionally Slow Growth in Health Care Costs
Recent years have also seen a period of exceptionally slow growth in health care costs. Health
care cost growth began to slow in the middle of the last decade and has slowed further over the
last several years, with recent evidence indicating that slow growth has continued into 2015.
Focusing first on recent trends in the prices of health care goods and services, health care prices
have grown at annual rate of 1.6 percent since the Affordable Care Act was enacted in March
2010, the slowest rate for such a period in five decades, and those prices have grown at an even
slower 1.1 percent rate over the 12 months ending in August 2015. Strikingly, health care price
inflation has been roughly in line with overall inflation since March 2010, whereas it exceeded
overall inflation by an average of 1.7 percentage points per year over the preceding 50 years.
Figure 2
Health Care Price Inflation versus Overall Inflation
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Driven by slow growth in health care prices as well as slow growth in per-enrollee health care
utilization, per-enrollee health care spending has seen unusually slow growth in both the public
and private sectors. Last month, the Kaiser Family Foundation reported that the nominal
premium for employer-based family coverage rose 4.2 percent in 2015, continuing the recent
period of slow growth. The cumulative impact of the slow growth in premiums in recent years is
quite large. Had premium growth since 2010 matched the average rate over the preceding
decade, the average family premium would have been nearly $2,600 higher in 2015.
Slower growth in employer premiums is generating important benefits for workers. Much of the
savings described above has accrued directly to workers in the form of lower premium
2

Office of the Assistant Secretary for Planning and Evaluation, United States Department of Health and Human
Services. September 2015. “Health Insurance Coverage and the Affordable Care Act” (http://aspe.hhs.gov/healthinsurance-coverage-and-affordable-care-act-aspe-issue-brief-september-2015).

3

contributions, and economic theory and evidence imply that employers’ savings on their portion
of premium costs will also be passed on to workers as higher wages in the long run. 3 To the
degree that not all of the savings have been passed through to workers in the short run, then
slower growth in premiums has likely boosted employment by reducing employers’
compensation costs. 4
Figure 3
Growth in Premiums for Employer-Based Family Coverage
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The slow growth in premiums has not been offset by an increased growth rate of deductibles.
Although rising deductibles in employer coverage have attracted significant attention in recent
years, recent changes are in line with long-standing trends, and there is no evidence that those
trends have accelerated since 2010. Moreover, among those with employer coverage, the share of
total health care spending accounted for by out-of-pocket spending has actually drifted lower in
recent years, as measured using data from the household component of the Medical Expenditure
Panel Survey. 5 Here too, changes since 2010 are largely in line with pre-2010 trends.
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Figure 4
Average Deductible in Employer-Based Single Coverage
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Figure 5
Out-of-Pocket Spending as a Share of
Total Spending in Employer-Sponsored Coverage
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Public programs have also seen exceptionally slow growth. Based on the most recent projections
from the Office of the Actuary at the Centers for Medicare and Medicaid Services (CMS), it
appears that 2015 will be yet another year in which growth in per-enrollee Medicare spending is
roughly in line with inflation economy-wide. By contrast, Medicare spending per beneficiary
rose 3.6 percentage points faster than overall inflation over the preceding decade, even after
adjusting for the introduction of Medicare Part D. Medicaid has seen similarly slow growth in
per-enrollee spending.
The recent slow growth in health costs has generated major fiscal benefits. Since August 2010,
due largely to the recent slow growth in health care spending, the Congressional Budget Office
(CBO) has cut its projections of Medicare and Medicaid spending in 2020 down by $175 billion
or around 13 percent. The slower growth in health care costs is thus contributing to deficit
reduction now and in the future—leading to some combination of higher national savings, less
distortionary taxation, or more growth-enhancing investments—all of which can raise future
national income.
Figure 6
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Driven by slow growth in per-enrollee costs in both the public and private sectors, the years
leading up to 2013 saw the slowest growth in aggregate health care spending since records began
in 1960. Despite the continued slow growth in per-enrollee spending since the end of 2013,
recent data have shown faster growth in aggregate spending on health care goods and services.
This uptick in growth is largely attributable to increased utilization by the millions of people who
have gained insurance coverage over that period and begun to access care, and the effects of
expanding coverage on aggregate spending growth will subside as coverage stabilizes at its new,
higher level. Faster growth in aggregate spending due to expanding coverage is also not a cause
for concern: what matters to individual households is how much the amounts they pay for health
care are rising, and, as we have seen, the pace of those increases remains unusually low.
The exception to this general story is prescription drug spending, where the uptick in spending
growth is much larger than can be accounted for by recent coverage expansions. Available data
indicate that the main factor driving faster drug spending has been the arrival of costly, though
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often effective, new therapies. 6 While the implications of the recent acceleration in drug
spending for the overall health care spending outlook should not be overstated since drug
spending currently accounts for only about one-tenth of total health care spending and growth
may not persist at its recent rapid pace, trends in this area have raised concerns about access and
affordability in both the public and private sectors.
Figure 7
Growth in Nominal Aggregate Health Care Spending
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The recent slow growth in health care costs has a variety of causes, unlike the sharp decline in
the uninsured rate which is almost entirely a direct result of the Affordable Care Act. 7 The Great
Recession and its aftermath undoubtedly put some downward pressure on health care spending
growth. However, slower health cost growth has persisted even with the economy in its sixth
year of recovery, and the Great Recession could never persuasively explain the slowdown in
Medicare, so “structural” factors (i.e., factors not linked to the business cycle) must also have
played an important role.
The full list of structural factors that have contributed to recent trends will probably never be
fully understood. Private-sector efforts appear to have had some success in slowing cost growth
in private coverage even before the recession hit and the Affordable Care Act was enacted, and
these efforts have continued to exert downward pressure in recent years. Transitory factors have
also played some role, particularly the now-ended period of slow growth in prescription drug
spending, which resulted from a surfeit of patent expirations and a dearth of new drug
introductions.
But collectively these factors do not explain the full magnitude of the slowdown, and the
Affordable Care Act has played a role as well. Affordable Care Act reforms that reduced
6
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excessive payment rates to medical providers in Medicare—as well as “spillover” effects on
payment rates in the private sector—are a major reason that growth in health care prices has been
historically low in recent years and are, in turn, a contributor to slow growth in total spending.
While more difficult to quantity, the law’s efforts to move Medicare’s payment systems toward
“alternative payment models” that reward efficient, high-quality care have also likely helped to
drive greater efficiency in medical practice, both by reinforcing similar payment changes already
underway in the private sector and by catalyzing further private-sector changes.
The mere fact that at least a meaningful portion of the recent slow growth in health costs is
attributable to structural factors is no reason for complacency. Notably, without continued
commitment from policymakers, the portion of those structural changes driven by policy could at
least partially dissipate. For example, while the Affordable Care Act’s changes to annual
payment rate updates in Medicare will exert continued downward pressure on price and spending
growth if left in place, that pressure would disappear immediately if the Affordable Care Act
were repealed. Similarly, the law’s efforts to develop and deploy new ways of paying providers
will only produce sustained downward pressure on growth if we make continued progress in
increasing participation in these models and improving their effectiveness.
Encouraging Improvements in Health Care Quality
While trends in health care costs generally receive the most attention, I do want to touch briefly
on recent trends in health care quality. Quality trends are equally important in determining how
the overall economic contribution of the health care sector is changing over time. If cost savings
were coming at the cost of lower-quality care, that would be a cause for concern, not celebration,
whereas if we were saving money by reducing errors and improving the quality of care, that
would be an especially welcome development.
Hard data on trends in health care quality are, unfortunately, scarcer than data on trends in health
care costs. Nevertheless, the data we do have on trends in quality are encouraging. The Agency
for Healthcare Research and Quality (AHRQ) has recently begun tracking the incidence of
hospital-acquired conditions, like infections or complications due to medication errors, systemwide. Since the AHRQ data began in 2010, the nationwide hospital-acquired condition rate has
fallen 17 percent, and AHRQ estimates that this decline in the rate of patient harm corresponds
to 50,000 avoided deaths from 2010 through 2013.
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Figure 8
Change in Rate of Patient Harm in U.S. Hospitals
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The last several years have also seen a sharp reduction in the rate of hospital readmissions,
instances in which a patient returns to the hospital soon after discharge. Readmissions are often
the result of low-quality care during an initial admission or poor planning for how a patient will
receive care after discharge. After having remained approximately flat for several years, the 30day readmission rate in Medicare fell sharply starting in 2012, a decline that translated into
150,000 avoided readmissions over the period from January 2012 to December 2013.
Figure 9
Medicare 30-Day, All-Condition Hospital Readmission Rate
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The factors driving these improvements in health care quality are less well-studied than those
driving recent trends in costs, but here too aspects of the Affordable Care Act are likely playing a
role. Notably, the Affordable Care Act linked hospitals’ Medicare payment rates to measures of
the quality of care they provide through three programs: the Hospital Value-Based Purchasing
Program; the Hospital-Acquired Condition Reduction Program; and the Hospital Readmission
Reduction Program, in some cases following the private sector in these initiatives and in other
9

cases leading it. In addition, the Affordable Care Act supported the creation of the Partnership
for Patients through CMS, an initiative that helps hospitals identify and diffuse best practices for
improving the quality of care. Hospital industry participants have suggested that this program
was highly effective in achieving its goals. 8

Next Step #1: Expanding Insurance Coverage by Expanding Medicaid in More States
One of the simplest ways the United States can continue the recent progress in expanding
insurance coverage is for more States to take advantage of the generous financial support
provided by the Affordable Care Act to expand their Medicaid programs. To date, 29 States and
the District of Columbia have done so. But another 21 States have not and are thereby missing a
major opportunity to improve their residents’ health and financial security, while also improving
overall economic well-being in the state. The Administration is willing to work with any
interested State to find an approach to Medicaid expansion that achieves its major potential
benefits while meeting the state’s needs.
Researchers at the Urban Institute estimate that if all states that have not yet expanded Medicaid
did so, another 4.3 million people would gain coverage when those expansions were fully in
effect. The data we have received since State Medicaid expansions began to take effect have
demonstrated that expanding Medicaid is indeed a highly effective strategy for increasing
insurance coverage. While public and private surveys of insurance coverage have shown
substantial coverage gains in both expansion and non-expansion states, these surveys have
consistently found larger coverage gains in Medicaid expansion states, particularly among lowincome adults, the group directly affected by the Medicaid expansion.
Figure 10
Change in Uninsured Rate for Non-Elderly Adults
with Incomes < 138% FPL, Expansion vs. Non-Expansion States
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Comparing raw coverage trends between expansion and non-expansion states actually
understates the effects of Medicaid expansion on insurance coverage. As shown in the figure,
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Medicaid expansion states typically had lower uninsured rates prior to 2014, and, holding
expansion status fixed, states with lower uninsured rates tended to see smaller coverage gains
during 2014. Controlling for these differences in pre-2014 insurance prevalence would thus
magnify the difference in trends between expansion and non-expansion States. For the State with
median 2013 uninsured rate, the 2014 decline in the uninsured rate conditional on expanding
Medicaid was 3.5 percentage points, as compared to a 2.0 percentage point reduction conditional
on not expanding Medicaid; the raw difference in trends between expansion and non-expansion
States was smaller: just 1.1 percentage points.
Figure 11
Fall in Uninsured Rate from 2013 to 2014 vs.
Level of Uninsured Rate in 2013, by State
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The benefits of further expanding access to insurance coverage through Medicaid would be
substantial. 9 The most obvious benefits of Medicaid expansions accrue to the newly insured
themselves. Our best evidence in this area comes from the Oregon Health Insurance Experiment
(OHIE), a randomized controlled trial in which some low-income adults were offered Medicaid
coverage, while others were not. The OHIE generated compelling evidence that having Medicaid
coverage increases access to care, including preventive care; bolsters financial security; and
dramatically improves mental health. 10 For example, based on the OHIE’s estimates of the
effects of Medicaid along these dimensions, CEA estimates that if all states that have not yet
expanded Medicaid did so, another 490,000 people would report receiving all needed care each
year, 609,000 fewer people would have trouble paying other bills due to health costs, and
392,000 fewer people would experience symptoms of depression.
Other recent quasi-experimental research, which lacks the OHIE’s randomized research design,
but can draw upon a much larger sample size in order to study outcomes that could not be
studied in the OHIE, concludes that prior coverage expansions to low-income adults also reduced

9

I encourage those interested in longer discussion of the major benefits that Medicaid expansion generates for the
newly insured and for State economies to seek out CEA’s recent report on the topic: Council of Economic Advisers.
2015. “Missed Opportunities: The Consequences of State Decisions Not to Expand Medicaid”
(https://www.whitehouse.gov/sites/default/files/docs/medicaidmissedopportunities2015_final_v3.pdf).
10
Katherine Baicker et al. 2013. “The Oregon Experiment – Effects of Medicaid on Clinical Outcomes.” New
England Journal of Medicine 368:1713-1722.

11

mortality. 11 Applying these estimates to the coverage gains projected under Medicaid expansion
implies that if all states that have not yet expanded Medicaid did so, these States would avoid
more than 5,000 deaths annually. Some recent work also suggests that access to Medicaid
coverage improves long-term labor market outcomes, likely by improving health. While this
work has focused primarily on children, it is conceivable that similar effects could be present for
adults. 12
Medicaid expansions also have benefits to state economies that go beyond these direct benefits
for the newly insured. First, while much of the additional Federal dollars that flow into a State’s
economy when it expands its Medicaid program goes to finance additional care or reduce out-ofpocket costs for the newly insured, a portion will defray the cost of care that was previously
provided without payment. Since those costs would otherwise be borne by some combination of
health care providers, government programs, or other entities to which those costs may have
been shifted, this reduction in uncompensated care increases overall living standards in the State.
While estimates vary regarding the magnitude of the reduction in uncompensated care
attributable to Medicaid expansions, they are clearly substantial. 13
Second, Medicaid expansions strengthen our system of “automatic stabilizers,” increasing the
resilience of State economies and the overall U.S. economy in the face of future economic
shocks. In particular, expanded eligibility for Medicaid coverage will help safeguard access to
health care and cushion household budgets in the face of the job and income losses that occur
during economic downturns. Expanding Medicaid thereby not only helps protect families from
the consequences of future economic downturns, but also increases aggregate demand when
demand would otherwise be impaired, helping to directly mitigate the severity of economic
downturns. Strengthening automatic stabilizers could be particularly important if changes in the
U.S. economy have increased the likelihood that monetary policy will be constrained by the zero
lower bound in future recessions, in which case fiscal policy will have a larger role to play in
combatting those recessions. 14

Next Step #2: Realizing the Full Potential of Payment Reform
Turning to costs, the next item I want to discuss is the Administration’s ongoing efforts to shift
toward payment models that reward efficient, high-quality care. Despite major progress
facilitated by the Affordable Care Act, our health care system remains dominated by “fee-forservice” payment systems. Economists agree that traditional fee-for-service payment systems
11
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have at least three problematic consequences for the care patients receive. 15 First, fee-for-service
payment leads to excessive use of low-value services since health care providers’ incomes are
tied directly to the number of services they provide, irrespective of those services’ worth.
Second, it provides little or no direct financial incentive to improve quality of care since
payments do not vary based on the quality or outcomes of the care patients receive. Third, feefor-service payment encourages poorly-coordinated care since each provider a patient sees is
paid separately and no single provider has a financial incentive to make sure that the overall
package of care a patient receives fits together as a coherent whole.
These shortcomings of fee-for-service payment are why the Administration is using the tools
created by the Affordable Care Act, which were bolstered by this spring’s bipartisan physician
payment reform legislation, to widely deploy “alternative payment models”—like bundled
payments or Accountable Care Organizations (ACOs)—that orient payment around an episode
of care or the patient as a whole, rather than individual services. By structuring payment in this
way, these models support care coordination and eliminate the incentive to provide excessive and
low-value services. These models also link payment to quality performance in order to encourage
the provision of high-quality care. In these models, Medicare plays an essential role in defining
how cost and quality performance will be measured, but it is then up to providers to come up
with innovative ways of meeting these targets and to share in the benefits that they create.
The Administration’s strategy for driving the widespread adoption of alternative payment models
has two key components: deploying these models widely in public programs; and facilitating
their spread in the private sector. But before discussing each prong of this strategy in greater
detail, I want to note that both depend crucially on the work being done by the Center for
Medicare and Medicaid Innovation (the “Innovation Center”), which was created by the
Affordable Care Act to develop and deploy innovative new payment models that improve the
efficiency and quality of care. It was therefore particularly troubling to see the House
Appropriations Committee propose to eliminate funding for the Innovation Center earlier this
year. CBO recently estimated that eliminating the Innovation Center’s funding would increase
deficits by $31 billion over the next ten years by stifling the deployment of new payment models
in Medicare, making the House proposal a particularly egregious case of being pennywise and
pound foolish; CBO has also estimated that savings generated by the Innovation Center’s
activities will get larger over time as more new models reach their full potential. 16
Deploying Alternative Payment Models in Medicare
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The Administration has already made significant progress in deploying alternative payment
models in Medicare. Prior to the Affordable Care Act, such models were virtually non-existent in
Medicare, but, by 2014, about 20 percent of traditional Medicare payments flowed through
alternative payment models, all of them created or made possible by the law. And HHS has set
the ambitious goal of at least 30 percent of traditional Medicare payments flowing through these
models by 2016 and 50 percent by 2018.
Figure 12

One pillar of these efforts consists of “bundled payment” models, in which Medicare makes a
single payment for all services associated with an episode of care. The Administration’s work in
this area reached an important milestone this summer, when the Innovation Center proposed a
bundled payment model for hip and knee replacement that will apply on a mandatory basis in 75
randomly-selected markets starting in 2016, the first time the Innovation Center has used its
authority to propose a mandatory model. Under the proposed model, Medicare will make a single
payment for all care provided to a hip or knee replacement patient starting with the date of the
surgery and continuing for 90 days after discharge, and the payment amount will be adjusted
based on the quality of the care the hospital provides. This model builds on a voluntary
Innovation Center bundled payment initiative that covers a broader array of episode types.
Another pillar consists of “accountable care” models in which providers take on the
responsibility for managing the entirety of a patient’s care during the year and can earn “shared
savings” if they reduce average per-person spending below a benchmark level while also
delivering high-quality care. Across the country, as of January of this year, medical providers
had formed 424 ACOs serving 7.8 million Medicare beneficiaries—or around one-fifth of total
traditional Medicare enrollment—through the Medicare Shared Savings Program (MSSP) and
the Innovation Center’s Pioneer ACO program. 17
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Looking ahead, the Administration is using the lessons learned from early experience with
accountable care models to expand participation and make the models more effective. This
spring, the Pioneer ACO model became the first Innovation Center model to be certified by
Medicare’s actuary as having saved money for the Medicare program, while improving the
quality of patient care. On the basis of that certification, several features of the Pioneer ACO
program were incorporated on a permanent basis into the MSSP. 18 At the same time, CMS made
other improvements to the MSSP, and committed to making significant improvements in the
program’s cost “benchmarking” methodology that will strengthen ACOs’ incentives to improve
efficiency and encourage continued participation in the program. The Innovation Center has also
recently solicited applications to join the Next Generation ACO program, a successor to the
Pioneer ACO program that will begin in January 2016.
Finally, a third element of the Administration’s strategy for widely diffusing alternative payment
models in Medicare relies upon the bipartisan physician payment reform legislation passed by
Congress this spring. Under the legislation, physicians will be eligible for bonus payments, and,
ultimately, for larger annual payment updates, if they participate in alternative payment models
that meet specified criteria. Medicare’s actuary has estimated that, due in part to these bonuses,
physician participation in such models will reach 60 percent by 2019 and will become essentially
universal over the long run. 19 By both replacing the flawed sustainable growth rate formula and
creating these new incentives, this legislation will finally allow physicians to fully engage in
delivery system reform.
Spreading Alternative Payment Models in the Private Sector
Deploying alternative payment models in Medicare is important in its own right, but historical
experience and economic evidence implies that doing so will also help accelerate their
deployment system-wide. Medicare is the Nation’s single largest payer, so it has a unique ability
to use both its knowledge and ability to solve coordination problems to engage providers to
deploy new models, which other payers can then capitalize on. For example, when Medicare
deployed “prospective payment” for hospitals during the 1980s, private payers followed suit.
More recently, economic research has found that when Medicare changed the structure of how it
paid physicians, private payment patterns followed suit. 20 In this vein, it is notable that private
payers made around 40 percent of payments through mechanisms other than traditional fee-forservice in 2014, up from an estimated 11 percent in 2013, and have begun entering into ACOlike contracts with providers on a substantial scale. 21
18
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Nevertheless, action by public programs alone may not be sufficient to ensure widespread
adoption of new payment models in the private sector. Economic research in a variety of settings
has found that when one payer changes its practices in ways that reduce costs or improve quality,
other payers in the same market may benefit as well, since medical providers often apply the
improved approaches to care delivery with all of their patients. 22 For example, research on the
ACO-like Alternative Quality Contract (AQC) created by Blue Cross Blue Shield of
Massachusetts found that Medicare realized “spillover” cost savings as the AQC came online for
privately-insured patients in Massachusetts. 23
The presence of cross-payer “spillovers” means that the deployment of alternative payment
models can face a classic collective action problem, in which all payers are better off in a world
where alternative payment models are the norm, but many payers would rather let someone else
do the hard work of deploying them. Collaborative effort between public and private payers may
be able to help solve this problem by helping payers agree to move forward together or by
facilitating the spread of information in order to reduce adoption costs. Collaborative efforts may
also make it easier for different payers to align their new models, reducing administrative costs
for providers and potentially increasing models’ efficacy. Thus, the Administration is also
working to facilitate this type of collaborative work across payers by creating a Health Care
Payment Learning and Action Network that brings together public- and private-sector
stakeholders to work to address these barriers.

Next Step #3: Implementing the Excise Tax on High-Cost Employer Plans
The final item I want to discuss is the Affordable Care Act’s excise tax on high-cost employersponsored coverage, sometimes known as the “Cadillac tax.” There is broad consensus among
economists across the political spectrum that, by counteracting long-standing distortions in our
tax code, the excise tax will reduce health care costs, boost workers’ wages, and improve our
fiscal outlook. That consensus was highlighted in a letter published last week by 101 leading
economists and health policy experts who highlighted the tax’s benefits and strongly opposed
efforts to weaken or repeal the tax. 24
Despite this support, the House Ways and Means Committee recently reported out legislation
that would repeal this provision, along with a number of other proposals that would reverse much
of the progress I have been discussing. In the time remaining, I want to discuss why repealing the
tax or delaying its scheduled implementation in 2018 would have serious negative consequences
for our health care system, for worker’s wage growth and for our long-term fiscal outlook. Of
course, the Administration is always willing to work with Congress to improve the Affordable
22
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Care Act, but any changes to the excise tax—or other provisions of the law—must preserve, not
undermine, the law’s major benefits for our health care system, our economy, and the deficit,
which is why the Administration opposes legislation that would repeal or delay this provision.
Background on the High-Cost Excise Tax
The basic policy rationale for the excise tax is familiar to most of those in this room. Stretching
back to Martin Feldstein’s seminal work in the 1970s, economists have recognized that because
employees pay income and payroll taxes on compensation provided in the form of wages and
salaries, but not on compensation provided in the form of health care benefits, employers have a
strong incentive to skew compensation packages away from wages and salaries and toward
health care benefits. 25
In concrete terms, this so-called “tax exclusion” gives employers a choice at the margin between
giving employees, on average, around 65 cents in after-tax wages or a full dollar in health
benefits. Even if the worker and society would be better off with higher wages and a more
efficient health plan, the tax system will often tip the balance against that outcome. The result is
health care benefits whose cost and generosity are excessive and wages that are correspondingly
too low.
The excise tax counters the distortions created by the tax exclusion by placing a 40 percent tax
on health plan costs in excess of $10,200 for self-only coverage and $27,500 for other-than-selfonly coverage, starting in 2018. 26 By design, these thresholds were set far above the cost of the
plans held by most workers. For comparison, the Kaiser Family Foundation estimated that the
average family premium in employer-based coverage was $17,545 in 2015, and if premium
growth matches the most recent National Health Expenditure Projections, the statutory threshold
will be nearly 40 percent above than the average premium in 2018. 27 These thresholds will be
upwardly adjusted for firms that would be expected to have higher costs because of their
demographic makeup and for enrollees in certain high-risk industries and occupations.
Lower Health Care Costs
The most direct benefit of the tax will be to give employers an incentive to make their health care
plans more efficient, benefits that, as described below, will ultimately accrue to employees.
Economists generally agree that the resulting reductions in health costs will be quite large. One
reasonable estimate comes from a recent analysis by Jane Gravelle of the Congressional
25
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Research Service, who estimated that the tax would reduce national health expenditures by as
much as $60 billion dollars in 2024 (3.6 percent of projected private insurance spending in that
year), and these effects will be even larger in later years. 28 Few, if any, other health care policies
commonly discussed can generate savings of this magnitude.
Higher Wages for Workers
The second main benefit of the excise tax—which follows directly from the reductions in health
costs outlined above—will be substantial increases in workers’ wages. Economic theory implies
that the money employers save on health benefit costs as a result of the tax will be passed
through to workers as higher wages in the long run. The theory that employers will pass on
health benefit savings in the form of higher wages has received empirical support, 29 and
undergirds CBO and Joint Committee on Taxation (JCT) analyses of the budgetary effects of the
excise tax.
The magnitude of these increases in workers’ take-home pay will be quite large. Simple
calculations based on CBO/JCT estimates imply that the tax will increase take-home pay by $45
billion per year by 2025, 30 and since the extent to which the tax reduces health costs is forecast
to grow over time, the wage increases attributable to the tax will grow over time as well. For
comparison, that wage gain is about double the CBO’s estimate of the wage increase for lowand middle-income families from increasing the minimum wage from $7.25 per hour to $10.10
per hour. 31
While economic theory and evidence are clear that reductions in employers’ health benefit costs
will fully accrue to workers in the long run, they do not offer clear guidance on how quickly that
will occur. Compensation packages take time to adjust and labor markets take time to reach
equilibrium, so it would not be surprising if savings were passed through to wages only over the
course of a few years, particularly during periods when the economy falls short of full
employment. Even in this case, however, the reduction in health benefit costs would benefit
workers through another channel: by reducing employers’ compensation costs and thereby
boosting hiring.
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Figure 13
Estimated Effects of the High-Cost Excise Tax
on Deficits and Wages & Salaries

Billions of dollars
50
40

Change in Wages & Salaries
(Taxable Compensation)

30
20
10
0
-10
-20

Change in Deficits

-30
2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

Lower Future Deficits
The excise tax’s third major benefit is that it will substantially reduce deficits. CBO and JCT
estimate that the tax will reduce deficits by $91 billion over the ten years ending in 2025, due
largely to the increase in income and payroll taxes associated with the increase in wages
described above. 32 While this is a sizable sum on its own, these savings grow rapidly over time.
Extrapolating the CBO/JCT score into a second decade implies that the tax will reduce the deficit
by more than $500 billion over that ten-year period, and the savings are likely to continue to
grow thereafter. The excise tax is therefore a major reason that repealing the Affordable Care Act
would sharply increase long-run deficits, as well as one of the reasons that the 75-year fiscal gap
has diminished substantially in recent years. Repealing the tax would also substantially increase
the risk that a future effort to repeal the Affordable Care Act would be scored as reducing, rather
than increasing, the deficit.
Lower long-run deficits will have substantial benefits for our economy. By boosting national
saving, they will increase capital accumulation and reduce foreign borrowing, thereby raising
national income and workers’ wages over time. Alternatively, the deficit savings generated by
the excise tax may help us avoid cuts to crucial investments like education or infrastructure that
increase the United States’ long-run productive capacity.
How Will the High-Cost Excise Tax Accomplish These Goals?
Since all of these major economic benefits flow from employers’ efforts to make their health
care plans more efficient in response to the tax, it is worth delving further into how employers
will achieve these savings. Employers can achieve savings in a variety of different ways, and the
precise mix of tools they will elect to use is impossible to predict today. Indeed, an important
32
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virtue of the excise tax as a tool for reducing costs is that it gives employers, insurers, and
providers an incentive to work together to find innovative new ways to cut costs, like diffusing
the Medicare payment reforms I discussed earlier and discovering and deploying novel solutions
that policymakers have not considered at all. Nevertheless, we can make some educated guesses
about the types of approaches employers are likely to use.
Some public discussion of the excise tax has assumed that employers’ primary response will be
to increase cost-sharing. For a pair of reasons, however, I suspect that this conventional wisdom
will turn out to be overstated. First, while introducing moderate cost-sharing can encourage more
efficient use of services, evidence dating back to the RAND Health Insurance Experiment
suggests that increasing cost-sharing often runs into diminishing returns. 33 Surely some
employers who are currently offering plans with very limited cost-sharing will find scope to
achieve savings here, but others may find it to be an ineffective tool. Second, to the extent that
increasing cost-sharing has only a limited effect on utilization, it will often be of limited use in
avoiding the tax. A substantial fraction of out-of-pocket spending in employer coverage now
occurs through tax-preferred vehicles like flexible spending accounts and health savings
accounts. The excise tax generally treats all tax-preferred spending—whether on premiums or
cost-sharing—equally, so merely shifting dollars between these categories will, in many cases,
have a limited effect on employers’ exposure to the tax.
As discussed above, to date there is no evidence that the impending onset of the high-cost excise
tax is leading to more rapidly growing cost sharing. In fact, I suspect that many employers will
respond to the incentives created by the high-cost excise tax by focusing on strategies that
directly reduce the prices paid for health care goods and services and that reduce the use of lowvalue services. With respect to prices, U.S. health care markets—including pharmaceutical
markets, physician and hospital markets, and insurance markets—feature sellers that hold
significant market power. 34 In such markets, a key determinant of prices is health plans’
willingness to invest effort in extracting better prices from sellers and steering enrollees toward
lower-priced providers. By dulling the extent to which employers are affected by high prices, the
tax exclusion has undermined employers’ willingness to invest that effort, raising prices in the
health care sector. 35 The excise tax provides a counterweight that will help to drive that effort up
and, therefore, prices down.
With respect to utilization, employers also have access to a variety of tools to reduce the use of
low-value care. Traditional tools include sensible utilization management and using cost-sharing
in a targeted way to steer enrollees toward more efficient providers. Surely these traditional tools
will be part of how employers respond to the incentives created by the tax. But I suspect that the
excise tax will also help drive employer engagement in broader payment reform efforts like those
I discussed in the last section. While these efforts have considerable potential to drive cost
savings and improve the quality of care for their enrollees, they also require real effort from
employers to stand them up, and that effort may have been difficult to justify in a world where
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the Federal government was effectively agreeing to pick up a large portion of the tab for
inefficiently high-cost care.
It is important to note that cost-cutting efforts by plans affected by the tax are likely to have
substantial “spillover” benefits for other plans in the market, including lower-cost plans. For
example, when high-cost plans become more aggressive about negotiating lower prices with
providers, this will tend to strengthen the bargaining position of lower-cost plans since it reduces
providers’ ability to threaten to “walk away” from the negotiation and simply exclusively serve
the high-cost plans. Indeed, recent research has found that markets with more generous plans
tend to have higher hospital prices market-wide, at least in markets where hospitals wield
significant market power. 36 Similarly, as I noted above in discussing the Administration’s
strategy for payment reform, economic research demonstrates that when one payer in a market
reforms payment in ways that encourage provider to deliver more efficient care, other payers in
the same market frequently benefit as well. Over the longer run, greater cost-consciousness
among private payers may also help guide medical research and development efforts toward
cost-reducing, rather than cost-increasing innovations. 37
As a final note, it is obviously possible that employers could use any of the tools discussed above
too aggressively. For example, excessive cost-sharing can undermine access to care and the
financial protection that insurance is supposed to provide, and negotiating too hard for low
provider rates can jeopardize patient access or undermine quality. Employers will, however, have
a strong incentive to avoid these outcomes. Health benefits are a key tool that employers use to
recruit and retain workers, and that will remain the case after the excise tax is in effect.
Employers that cut too deeply along any of these dimensions will find that they lose workers to
other employers that have struck a more sensible balance. The risk that employers will go too far
in their efforts to cut costs thus seems unlikely to materialize in practice.
Will the “Cadillac Tax” Actually be a “Chevy Tax”?
Despite these major benefits for our health care system, the labor market, and the deficit, the
excise tax has its share of critics. One prominent criticism of the tax is that, rather than applying
only to generous “Cadillac” plans, the excise tax will substantially burden workers with more
typical “Chevy” plans. If true, this could raise legitimate policy concerns.
However, the claim that the excise tax will burden “Chevy” plans is at odds with the facts. Due
to the very high thresholds above which the excise tax applies, the Department of the Treasury’s
Office of Tax Analysis estimates that just 4 percent of people enrolled in employer coverage will
be in plans with costs above the excise tax thresholds in 2018, even if employers make no
adjustments at all to avoid the tax.

36

Laurence Baker, Kate Bundorf, and Daniel Kessler. 2015. “Does Health Plan Generosity Enhance Hospital
Market Power.” NBER Working Paper 21513.
37
Amy Finkelstein. 2007. “The Aggregate Effects of Health Insurance: Evidence from the Introduction of
Medicare.” Quarterly Journal of Economics 122 no. 3: 1–37; Clemens, Jeffrey. 2011. “The Effect of U.S. Health
Insurance Expansions on Medical Innovation.” SIEPR Discussion Paper No. 11-016, Stanford University.

21

Figure 14
Share of Enrollees and Costs Affected by Excise Tax in 2018
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This estimate is similar to, although somewhat lower than, recent Congressional Research
Service (CRS) estimates of the share of plans that will be affected by the tax in 2018. 38 While the
difference between the Treasury estimate and the CRS estimate reflects a variety of factors, one
notable difference is that the CRS analysis did not account for the fact that many employers will
qualify for higher thresholds due to the age, gender, or occupational mix of their workforces.
This estimate is also substantially lower than a recent estimate published by the Kaiser Family
Foundation. 39 The Kaiser analysis focused on the share of employers with at least one plan in
which a worker who elected to make the maximum contribution to a flexible spending account
allowable by law would trigger the tax. In practice, many employees at such employers would be
enrolled in lower-cost plans and the overwhelming majority would not max out their FSAs,
which means that the metric used in the Kaiser analysis does not provide a particularly useful
way of thinking about the breadth of the tax’s impact.
Furthermore, for many purposes, focusing on the share of enrollees or plans that are above the
thresholds substantially overstates the tax’s actual impact since the tax applies only to the portion
of plan costs that exceeds the thresholds. For example, a family plan with a plan costing $27,600
would be affected by the tax in 2018 but only on $100 of that cost—for a total of $40 in taxes.
For many purposes—including evaluating the risk that the tax will have unintended
consequences for employer coverage—the more relevant metric is the share of plan costs that are
subject to the tax. According to the same Treasury estimates cited above, only around 1 percent
of plan costs will be affected by the tax in 2018, even if employers take no steps to avoid the tax.
38
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Now, as many analysts have noted, because the thresholds above which the tax applies are
indexed to the Consumer Price Index rather than a measure of health care costs, the tax’s impact
is likely to grow over time, and these impacts could become too large in the long run. In practice,
however, it will be many years before the tax’s impact reaches a level that would raise serious
concerns. Even by 2025, the end of the current ten-year budget window, Treasury estimates that
only about 3 percent of plan costs would be affected by the tax, well below the level that would
risk creating unintended consequences for employer coverage.

Conclusion
It is increasingly widely-understood that the Affordable Care Act has changed our health care
system for the better by driving the uninsured rate to a historical low, helping to reduce the
growth of health care costs, and contributing to recent improvements in health care quality. But
what is less well understood is that the law’s capacity to drive rapid progress has just begun,
provided that we commit ourselves to making the best possible use of the tools the law provided.
But this will not happen on its own. It will require more governors and state legislatures to do the
right thing for their States and expand their Medicaid programs. It will require the
Administration to continue hard work in collaboration with payers and providers to develop and
deploy new ways of paying for care. And it will require the Congress to preserve the high-cost
excise tax and its major benefits for our health care system, for workers’ paychecks, and our
fiscal future. The next several years have the potential to be almost as transformative for our
health care system as the last five; the question is whether we will rise to the challenge.
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