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At the dawn of the Clinton era, health care was poised to be one of the major issues of the
coming decades. Health care costs wererising at arapid rate and had been doing so for well
over adecade. The number of uninsured was steadily rising, and the recession of 1990-91 had
brought fears of uninsurance to the ranks of the middle class. Employers were increasingly
shifting the costs of insurance to their employees, and employees were afraid to switch jobs for
fear of losing their health insurance. Despite leading the world by alarge margin in health care
spending, health outcomes in the U.S. were no better than other developed countriesin
dimensions such as life expectancy and infant outcomes. This combination of rising costs, high
uninsurance, and poor outcomes, led to a crisis mentality in the U.S. health care system

Moreover, adefining political event of the early 1990s brought health care to the national
stage. The election of Senator Harris Wofford of Pennsylvania on a platform of magjor health
care reform showed that this was an issue the public cared about. Candidate Bill Clinton
embraced health care reform. The public responded favorably. Public opinion polls showed that
health care ranked third on the list of voter concerns in the 1992 election, behind the economy
and the federal budget deficit. With Clinton’s ascension to the White House, there was every
expectation that major health care reform would follow.

Clinton took on the issue full force. The Health Security Act (HSA) was one of the first
major initiatives of the new Administration. The HSA was an impressive and ambitious
proposal that provided a detailed blueprint for a national health plan.

But it went spectacularly awry. The HSA failed dismally in the legidative process,
resulting not only in the defeat of the plan but ultimately in loss of Democratic control of the

Congress, and nearly the Presidency. The defeat of the HSA was felt not only in future health



care debates, but in everything the Administration accomplished, or attempted to accomplish,
over the remainder of itstenure. It taught the Administration a central lesson: no longer would
the Administration attempt to get out in front of the legidlative branch or lead the public on major
health initiatives. Rather, it would pursue bite-sized, less controversial, issues with limited scope
for legidative failure and reliance on executive order as much as possible. The Administration
never approached another problem like the HSA. Once bitten, twice shy; the Administration
learned the lesson of the HSA extremely well.

Theirony isthat bite size policy was quite successful. The Clinton Administration
accomplished an enormous amount in health care. The record looks small only in comparison to
what might have been, not in comparison to past Administrations. Out of the ashes of failure
came significant success, although significant problems remain.

In this chapter, we review the health care accomplishments and failures of the Clinton
era. Webegin, in Part I, by discussing the health care market in the early 1990s. Thisiskey to
understanding the Health Security Act, the central health care initiative of the Administration.
We review the politics and policy of the HSA in Part [1. We then turn to other areasin which
health policy was made, or attempted to be made, throughout the Clinton years. With universal
coverage out, the Administration pursued incremental insurance expansions. We discuss these
policiesin Part 111. In Part IV, we turn to insurance market reform, another residue from the
HSA. Part V focuses on initiatives in the area of long term care.

Parts V1 and VI then turn from health insurance and health care to public health issues.
We first discuss tobacco policy, a particularly interesting area because it represents the one other
arenain which the Administration tried another ambitious initiative. It too failed — legidatively,

if not substantively. In truth, the tobacco wars were ultimately favorable for the



Administration’s goals. We then turn to other public heath initiatives, which were much more
modest but al'so much more successful. Part V111 concludes.

At the outset, we note for the reader our own biases. We each took part in the
Administration asinsiders— Cutler in the HSA and Gruber in the CHIP and tobacco debates. We
do not attempt to hide our personal views. A retrospective cannot be written in a vacuum, and
ours has perhaps a sympathetic tilt. Readers can apply adifferent filter if they choose. We aso
leave aside issues of Medicare. Medicare proposals were constant throughout the
Administration, from the HSA to calls for prescription drug coverage later on. This are reviewed

in adifferent chapter, however.

The Economic Setting

To understand the essential parts of the Clinton health care agenda, it isimportant to
revisit the state of health carein 1992. Health care had been a perennia topic on the public
agenda at least since Franklin Roosevelt. The United States was (and is) the only major country
without universal health insurance coverage. Universal insurance coverage became the defining
health careissue. Enacting universal health insurance coverage would make whichever
President did so the successor to Franklin Roosevelt’s Social Security and Lyndon Johnson’s
Medicare. The mora case for universal health insurance coverage was strong as well. Harris
Wofford was elected to the Senate in 1990 arguing that if prisoners had the right to basic medical
care, middle class people should as well.

But there was an economic rationale as well. One argument made in the 1980s against
increased government support for health insurance was that a period of economic growth would
substantially alleviate social problems of thisform. It would give employers incentivesto

provide health insurance and workers access to the type of jobs that came with health insurance.



Figure 1. Share of Non-Elderly Population Without Health Insurance
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Asfigure 1 shows, however, this was not the case. The share of the population that was
uninsured actually increased over the 1980s, a pattern to be repeated in the even more
spectacular growth of the 1990s. The recession of 1990-91 particularly exacerbated this trend,
with the number of people who were uninsured rising by 4 million from 1989 through 1992
(EBRI, 2000). Looking at these trends, an increasing share of analysts came to the view that the
lack of health insurance was a structural problem requiring substantial government involvement,
not atemporary problem to be solved by increased economic growth.

Uninsurance was not just a problem of the very poor. Figure 2 shows insurance coverage
in 1990 by family income. Among those with income below the poverty line (roughly $15,000
for afamily of four in 1990), about one-third were uninsured. A relatively similar share of the
‘lower middle class (between poverty and twice poverty) were uninsured aswell. This group

was to be akey constituency in the rise and fall of the Clinton health plan, as discussed below. It



wasn't until higher up in the income scale, roughly about $50,000 in annual income) that the
share of people who are uninsured became very low.

Middle class anxiety about health care was relatively new. Where previously middie
classjobs were a key to lifetime health security, that was no longer perceived to be the case. The

fact that many people in this group knew people who were uninsured, particularly in the

recession, was a contributing factor in this perception.

Figure 2: Insurance Coverage by Income, 1990
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But structural changes of the 1980s also explain the increased anxiety of the middle class
about health care. After the recession of the early 1980s, cost cutting became a key issue for

employers. Health insurance costs were high and growing rapidly. Thus, they became a natural



target. Employers cut back on health coverage or increased its costs to employees. This had
significant impact to workers.

Some economic intrusion is appropriate here. Economic theory does not view employers
(or shareholders, their manifestation) as paying the cost of health insurance. Rather, if workers
value health insurance at its cost, they will pay for it in the form of lower wages (Summers,
1989). Indeed, empirical evidence generally finds a negative correlation between benefit costs
and wages in setting that are designed to test for this (Gruber, 1994; Sheiner, 1999). Thus,
employers should nto have cared about the increasing cost of health insurance in the 1980s.

But employers clearly did not have that view, nor did workers. Employers saw
themselves as paying for health insurance costs in lower profits or higher prices. Individuals saw
aclear distinction between their employer paying for health insurance and them paying.
Politicians, hearing from workers and businessmen, mirrored thisview. Thus, ‘political
incidence’ or ‘public incidence’ was very different from economic incidence.

There are several possible reasons for this discrepancy. Partly, it reflects the general
equilibrium subtlety of the wage offset. No employer perceived himself as paying lower wages
when health insurance costs rose. Rather, overall demand for labor falls, and the result would be
downward pressure on wages in general. But any individual employer could reap the benefits if
he could lower health insurance costs on hisown. And conversely, if his competitor lowered
costs and he did not, his competitor would drive him out of business. Thus, businessmen
thinking in apartial equilibrium framework might not perceive that they did not bear the burden
of health insurance costs.

The ability to pass costs back to workers may aso be limited for low wage workers.
Where high wage workers might be willing to pay for health insurance in lower wages, low wage

workers were less willing to: minimum wage constraints bind for some of these workers, low



incomes in general reduce the demand for medical care, and the ability of these workers to
receive free or publicly subsidized care reduced their willingness to pay for cost employer
benefits.

For some combination of these reasons, health insurance costs became atarget for
employersin the newly competitive economy. Employers responded with a sustained effort to
reduce their health insurance coverage, particularly for the poor (Cutler and Madrian, 1998).
Jobs that could be outsourced were; a private janitorial supply company had lower operating
costs because it did not have to pay for health insurance for its workers. Workers were made
part-time or temporary in part to save on benefits costs. Employee costs for health insurance
were increased to induce some people to drop coverage: the share of employers paying the full
cost of insurance for family policiesfell from 46 percent in 1983 to 24 percent in 1993, and for
single policiesit fell from 67 percent in 1983 to 39 percent in 1993 (Gruber and McKnight,
2001).

And employers increasingly moved workers into managed care, which had lower
premiums but less provider choice. Where managed care accounted for 8 percent of the privately
insured population in 1980, it had risen to 45 percent by 1992. All of these measures reduced
insurance coverage among the working poor. It isinteresting to note that this decline was not
due to reduced employer offering of insurance, but rather reduced takeup by employees, perhaps
due to higher employee premium shares and outsourcing (Cooper and Schone, 1997; Farber and
Levy, 2000).

Changesin the insurance industry added to this problem. Historically, health insurance
was community rated: all groups paid close to the same cost, regardless of the expected cost of
the group. Community rating arose because insurance was perceived to be a community activity

(thefirst health insurers were not-for-profit) and because determining the expected cost for any



particular group wastoo difficult. The spread of computer power and increased competitiveness
among insurers led to a change in this policy.

Increasingly, health insurance became experience rated: groups were charged on the basis
of their expected cost (Cutler, 1994). Thiswas true even among small firms, where average
costs can be quite variable (if one person develops AIDS, for example). Thus, people became
concerned that their insurance coverage would be dropped if they became sick, or their
premiums would increase so much that they could not afford insurance.

The economics of risk segmentation are worthy of some discussion. If insurers can
differentiate sick from healthy and charge appropriate premiums, why should we care? The
market seems efficient: everyone can get full insurance, and they do so at actuarially fair rates.
Understanding the loss requires an ex ante assessment, before people know if they are sick or
healthy. Risk averse people without knowledge of their future health status would choose to
insure the risk that they will be sick and face high premiums by guaranteeing to pay more when
they are healthy. Such insuranceis not carried out ex post, however, when the sick are charged
more than the healthy. Theloss from risk segmentation is thisinability to buy insurance at
average rates when sick. The risk of moving into the outer tail of the risk distribution was what
people were concerned about.

An outgrowth of risk segmentation was the increasing fear that workers had about
changing jobs. People were worried that if they changed jobs, they would lose their insurance
coverage, either because they would move to a job without insurance, or because their pre-
existing conditions would not be covered under their new insurance policy. Such “job lock” was
commonly listed as a concern in public opinion polls, and a number of economic studies over the

past decade have shown that job lock may reduce mobility among those with insurance by as



much as one-quarter.® It was these fears that led to thetitle of the Clinton health reform plan: the
Health Security Act.

The final concern was about the cost of medical care. Public and private health insurance
costs had been increasing for decades at rates well above the growth of national income. Asthe
cost of medical care increased, however, the dollar increases associated with these high growth
rates became larger. Figure 4 shows average spending per person on medical carein real (1990)
dollars. Where medical care costs averaged $650 in 1960 and $1900 in 1980, they averaged

$3500in 1992.

Figure 4. Real Medical Spending
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The increase in medical care costs over time was largely seen as a problem of price
inflation, not increased service utilization. Thiswas particularly the case with pharmaceutical

costs, the most noticeable out-of-pocket cost, but was perceived true about other items of



medical spending aswell. The judgment that price inflation was the source of medical care cost
increases contributed to the view that costs could be reduced without substantial adverse impact
on health — just stop providers from raising prices so much. Economic research began early in
the decade but particularly afterwards suggests that this conclusion is wrong (Newhouse, 1992;
Cutler, 1995; Peden and Freeland, 199x). Medical care cost increase are now seen as
predominantly, if not exclusively, aresult of increased service utilization. The price increase
view justified public involvement in controlling medical care. The new service increase makes
the welfare analysis of limiting spending more difficult.

These cost increases were a burden for the public and private sectors. In the private
sector, employers were (irrationally, according to economic theory) concerned about their health
insurance costs. They responded to rising costs by changing their benefits substantially. The
problem was particularly acute in the public sector. Medicare and Medicaid together spent $200
billion in 1992, about 14 percent of the Federal budget. They were also a significant factor
contributing to future budget deficits. According to projectionsin 1992, federal health care
spending would increase by between 10 percent per year between 1992 and 2000. Tax revenues,
in contrast, were projected to increase by only half that anount. For an activist President who
wanted to spend money on social policies, the only way to do so was to reduce the growth of
Federal medical care costs. President Clinton put it directly in introducing his health reform plan
in September 1993: “[ T]he budget we just adopted had steep cuts in defense, afive-year freeze
on the discretionary spending, so critical to reeducating America and investing in jobs and
helping us to convert from a defense to a domestic economy. But we passed a budget which has
Medicaid increases of between 16 and 11 percent ayear over the next five years, and Medicare
increases of between 11 and 9 percent in an environment where we assume inflation will be at 4

percent or less. We cannot continue to do this. Our competitiveness, our whole economy, the



integrity of the way the government works, and ultimately, our living standards depend on our
ability to achieve savings without harming the quality of health care.”

This was the situation facing the Clinton Administration in 1992: persistent and
increasing rates of uninsurance; a middle class that was concerned about being dropped or forced
out of insurance coverage; and rising medical care costs that made employers, and particularly

the government, nervous. The proposed solution to this problem was the Health Security Act.

. The Health Security Act

The beginning point for health care policy in the Clinton Administration is the Health
Security Act, or HSA. The Health Security Act was a defining issue for the Clinton
Administration in many ways. It was the most spectacular failure of the Administration, and it
led to the strategy that subsequently infused the Administration throughout: take small, popular

steps to achieve commonly sought goals, but don’t overreach.

Structure of the HSA

The HSA was designed to address each of the problems discussed in the previous section;
see Cutler (1994) for alonger discussion. It isuseful to review the HSA in some detail even
though it did not pass; the HSA demonstrates more than anything el se the health care goals of the
Clinton Administration. We focus on the provisions of the HSA for the non-elderly population.
Medicare changes were fewer and involved mostly new benefits for prescription drugs and long-
term care. The provisionsfor the non-elderly were the heart of the proposal.

Universal coverage was the most notable feature of the plan. Everyone would be insured,
in al situations. Universal coverage requires a mandate that someone pay for health insurance; it

also requires subsidies, since poor people cannot afford all of the costs for insurance on their



own. There are three types of payment systems that can be enacted to guarantee universal
coverage. Thefirstisan employer/individual mandate: require employers to pay for most of
health insurance costs and individuals to pay for the rest. Non-workers are covered through their
own payments, along with subsidies. The second strategy is an individual mandate alone:
require individuals to pay for insurance, regardless of whether their employer contributes part of
the cost. General taxation, for example through a consumption tax, is a third option.

The Health Security Act chose the first option: a combination employer/individual
mandate was proposed, with subsidies for low income families to afford their payment and for
small firms. The choice of an employer mandate reflected the ‘ political incidence’ noted above;
people thought it was better if their employer paid for health insurance than if they did. Thiswas
also the situation that was familiar to most Americans, who worried that without a mandate for
employersto pay for health insurance, employers would drop or eliminate their current payments
(without increasing their wages).

One also had to specify how people would get insurance, and the price they would pay.

It does no good to require afamily to pay for insurance if one member isvery sick and the price
ishigh. The risk segmentation problems noted above were particularly important here; because
of changesin the insurance market, the plan had to group people together to get community

rates. The solution wasto set up regional ‘health alliances'. All firms except the very largest
ones (who, in effect operated their own alliance) had to purchase insurance from a common pool,
set up on aregional basis. Insurerswould be required to offer standard plans—an HMO, PPO, or
indemnity plans—and enroll all who wanted. Rates would be the same for everyone in the pool.

In addition to guaranteeing insurance coverage, the regional alliances were akey element
of cost containment. ‘Managed competition’ was the buzzword; the ideais that by standardizing

benefits and prohibiting selection, competition among insurers would focus on prices and



quality, not selection of risk. Anecdotal evidence from the effect of competition in lowering
premiums in California and Minnesota supported the concepts behind the plan.

Regional health alliances became a bureaucratic nightmare that partly explained the
defeat of the Clinton plan. But it isinteresting to note as a historical matter the resurgence of
regional alliances (in different names) in the subsequent years. The Republicans plan for
Medicare reform in 1995, for example, had a similar feature. And a sizeable share of recent
proposals for incremental health insurance reform as part of a project sponsored by the
Commonwealth Fund (Glied, 2000) also centered around some type of pooling mechanism. One
way or another, the concept of regional pools has survived the Health Security Act.

Low income families cannot pay for al of the cost of health insurance, and it was
perceived that low wage firms could not either. Thus, subsidies were designed to reduce the cost
of health insurance for these groups. The employer subsidies in particular were quite awkward.
Small firms were believed to need subsidies, but only small firms with low average wages.
Redistribution is difficult at the firm level, and the targeting would have led to substantial
gaming by employers. Because health insurance is expensive and the subsidies would apply to
everyone in an income group, not just those who were currently uninsured, the subsidy system
was expensive. The subsidies were estimated to cost about $70 billion per year when fully
phased in.

The money for these subsidies had to be found somewhere. Broad-based new taxes were
not an option. The only tax increase in the proposal was an increase in the Federal excise tax on
cigarettes, from $.24 per pack to $.99 per pack. Thiswas not a significant share of the revenue
needed, however.

Most of the money for the subsidies came from slowing the growth rate of health care

costs, particularly Medicare and Medicaid, but also private insurance premiums. The rationale



for public savings was explicitly to free up money for expanded insurance coverage. The limit on
private insurance premiums was partly for the same reason. Since the Federal government
would be paying for alarge part of private health insurance costs (through subsidies and the tax
exclusion of employer-provided health insurance payments), the government had an interest in
managing those costs. Further, the perception that cost increases reflected inflationary price
increases on the part of providers and insurers justified premium controlsto limit spending. But
the cap on private insurance premiums was thought of as a backstop by many advocates of
managed competition, who believed competition among plansin regional alliances would reduce

costs more than sufficiently.

The Demise of the Health Security Act

When the Administration began designing its health reform plan in the spring of 1993, 71
percent of people approved of what they heard or read about the plan. By the middle of 1994,
only 33 percent of people believe the Health Security Act would be good for the country.
Ultimately, nothing emerged directly from the Health Security Act.

What happened? That isa complicated question, well beyond the scope of this
(economic) chapter. But some factors bear mentioning. The first explanation for the failure of
the HSA was politics. Far right Republican leaders were beginning to assert their power over the
Republican party, and saw defeating the Health Security Act as akey to doing so. Newt
Gingrich led the opposition to the HSA and was followed by other, like-minded Republicans.
This was combined with intense lobbying from groups opposed to aspects of the HSA. Most
prominent among these were the National Federation of Independent Businesses (NFIB), the
trade group for small businesses, and the Health Insurance Association of American (HIAA), the

lobbying organization for health insurers.



In each case, the opposition was economic. The NFIB opposed the employer mandate,
fearing that they would bear the burden of the mandate — again, not agreeing with economic
incidence. The HIAA was dominated by small insurers, who made profits by finding healthy
groups to insure and charging them below-market rates. The inability to do this under the HSA
was a chief concern for this group. The HIAA sponsored the famous Harry and Louise ads,
featuring the middle aged couple discussing the Health Security Act and concluding “There must
be a better way”. In the immediate aftermath of the failed health reform effort, the Clinton
Administration blamed these political considerations for the failure of the health reform plan.

A second explanation is distributional: the Health Security Act involved significant
redistribution from the middle class to the poor, and this has historically difficult to achieve.?
The primary beneficiaries of the coverage increases were lower income groups — not the very
poor, who were aready covered by Medicaid, but the lower income working population, which
did not have accessto either Medicaid or employer-sponsored insurance. With the exception of
an increase in the cigarette excise tax, the money for the subsidies was to come from reduced
growth rates of health insurance premiums.

But this source of revenues was ultimately not convincing. There were two, ironically
contradictory reasons for this. First, people did not believe the savings would materialize. The
lack of any explicit revenues led many people to be belief that the plan would lead to increased
deficits. Thiswas supported by Congressional Budget Office projections that the plan would
cost more than the Administration estimated. In an era of mounting concern about the deficit,
people feared aternately that the Health Security Act would increase the deficit, or that afuture
tax increase would be necessary to pay for it.

Second, people thought that if the savings were realized, they would come at too high a

price. Fearsthat the Health Security Act would lead to rationing of health care were widespread.



And asking the middle class to pay for health care for the poor by rationing their own use of
services was not popular. Support for the Clinton plan fell most prominently among those who
would be asked to sacrifice.

Indeed, the entire focus on universal insurance coverage and transfers to the poor drove
attention away from what the middle class was supposed to get out of the plan. What research
by political scientists has suggested (Blendon, Brodie, and Benson, 1995) is that middle class
people turned off from the Clinton Plan because they wanted the focus to be on their personal
health care problems, not the problems of the health care system. The middle class perceived
itself as having three goals: (1) making sure people don’t lose insurance coverage when they
change or lose their job; (2) making sure they are not charged more if someone in their family
gets sick; and (3) reducing the insurance premiums and out-of-pocket costs they and their
employers had to pay. Universal coverageisnot on thislist; regional health alliances are only
dimly related to these goals and sound like big government. Government implementing caps on
insurance premiums might lead to rationing.

Indeed, the decline in support by the middle class was the most notable change in public
opinion over the course of the Clinton Plan. Where three-fifths of those earning $20,000 to
$30,000 supported the Clinton Plan in September 1993, only two in five did so in April 1994,

A third explanation for the decline of the Health Security Act isthat the problems driving
the health care concern abated. Health concerns were most prominent in the recession of 1990-
91, when people feared losing their job and thus health insurance. Asthe economy expanded in
1993 and 1994, fears of job loss receded. It isan ironic feature that the Administration’s
successful effort to promote macroeconomic growth helped to kill one of its signature socia

insurance programs.



Finaly, it is possible that alarge portion of the blame lies with the process. The
Administration decided early on to draft the HSA without any pretense of bipartisan cooperation.
Rather than working quickly to use the constellation of a Democratic Congress and White House
to introduce the outlines of ahealth plan in the initial days of a new Administration, the process
was laborioudly dragged out, taking until the middle of 1994. This gave opponents time to
gavanize around key issues as they (inevitably, despite attempts at secrecy) leaked out.

After alengthy Congressional debate, the HSA was pulled in mid-1994. It was a bitter

time for the Administration.

Lessons fromthe HSA
The Administration drew several lessons from the failure of the Health Security Act,
which drove health policy for the remaining years. We summarize these lessons and in the

remainder of the chapter discuss how and when they were applied.

Lesson 1: Broad based coverage expansions are out.

The Administration never again proposed a large scale expansion of insurance coverage.
Rather, coverage expansions were targeted to specific groups in the population where a clear
case could be made that insurance coverage was a clear need. We term this the ‘ Titanic strategy’,
because in practice it meant saving the women and children first.

Thus, the Administration’s most notable coverage expansion — a quite large policy, albeit
small relative to the Health Security Act —was the Children’s Health Insurance Program (CHIP).
It was always easy to sell coverage expansions for children. Even in the 1980s, the Democrats

forced the Reagan Administration to expand Medicaid coverage for children. The



Administration’ s focus on children was a clear case where the public could be convinced to
spend additional money.

The other initiatives were even more targeted: a buy-in to Medicare for the near elderly;
coverage for the unemployed; coverage for the parents of CHIP children (it’s unfair for the
children to have coverage but not the parents); and substantial new benefits for the elderly.

It isironic that the Administration was never again able to approach the issue of broad
based coverage expansions, since the ‘structural’ view of the problem seems even more correct
in retrospect. Figure 1 shows the rate of uninsurance over the 1990s. Even in the boom
economic times of the 1990s, rates of uninsurance rose. Thereisno longer any credible case that
if the economy just grew faster, the health insurance problem would get better. Indeed, many
analysts fear that the next recession will reawaken the fears about health insurance coverage that

propelled the Health Security Act.

Lesson 2: Focus on Middle Class Concerns

The fear of being dropped from coverage, losing coverage when changing jobs, or having
insurance premiums increase when someone becomes sick did not go away with the demise of
the Health Security Act. At first, statestook up theissue. State governments passed legislation
limiting the extent to which insurers could discriminate against the sick. The Federad
government followed the states in 1996, with the Health Insurance Portability and Accountability
Act (HIPAA, aso called the Kassebaum/K ennedy legislation). Thislegidation reduced some of
the most complained-about features of private insurance and attempted to reduce costs by

standardizing medical record keeping, but it was not entirely successful, as we review below.

Lesson 3: Don't Get Too Far Out In Front



Thefinal lessonisthat it is dangerous to get too far out in front of the public. After the
Health Security Act, the Clinton Administration generally waited for issues to bubble up from
the public, judging the public mood and proposing policies appropriate toit. Thus, the
Administration was alatecomer to tobacco litigation, pushed HMO regulation only when the
problem garnered substantial public attention (and even then not with the full vigor of many
Democrats) and seized on smaller issues such as privacy protection, medical errors, record
keeping, etc. Aswiththe CHIP program, many of these were successful interventions, but they

frequently rode the wave of public opinion, rather than leading the public to a new position.

The Health Care Market, Post-HSA

The failure of the HSA was a defining event in private markets aswell. Since the mid-
1980s it had been widely expected that some health care legislation would be enacted, probably
with universal insurance coverage. Thus, employers were shy about making long-term changes
in their benefits plans that would be changed again soon. With the failure of the HSA,
employers realized this would not happen. With their unconventional view of incidence,
employers became increasingly concerned about how they would afford health care benefits.

The result was a head-long rush into managed care. Those employers that offered
managed care plans before the HSA tilted their pricing to encourage employeesto enroll in them.
Those that offered only conventional plans often gave those up for managed care options. By
1996, less than 5 percent of the privately insured population was enrolled in traditional fee-for-
service insurance. The rest were in some form of managed care — managed indemnity insurance
sometimes, PPOs, HM Os, and other combinations as well.

Theresult of al of this, when combined with very rapid economic growth, was a

substantial reduction in the share of GDP that was going to health care, at least under baseline



projections. Where forecasts in 1992 predicted that health care would rise from the current 14
percent of GDP to nearly 20 percent by 2000, actua health spending in 2000 was still but 14
percent of GDP. The implied reduction in spending was about $100 billion.

The reductions carried over to public programs aswell. With managed care cutting fees
for physicians in the private sector, Medicare and Medicaid did the same. Where managed care
lowered utilization volume for privately-insured people, providers carried these over to the
elderly aswell. Asaresult, Medicare and Medicaid experienced very low rates of cost growth
over the 1990s. Indeed, this contributed significantly to the improved budgetary position of the
Federal government. Thisis exactly what the Administration had hoped the HSA would do, but
it happened even in the HSA’ s defeat.

But all was not rosy. The share of people without insurance continued to climb in the
1990s, even with moderate health care cost increases and a stunning period of economic growth.
Policies such as the CHIP expansion (discussed below) mattered, but not enough to offset the
rising tide of other factors. So, we enters the 21% century with an even more structural problem
than when President Clinton took office — there is no concelvable hope that insurance coverage
will increase without substantial public policy action. With HSA-like options off the table,

however, it is not clear where the answerslie.

1. Incremental Approachesto Expanding Health Insurance Coverage

In the wake of the HSA’ s failure, the Clinton administration, as well as many legislators
who wanted to expand insurance coverage, clearly recognized that incremental approachesto
coverage expansions were the only feasible route. For some, incremental approaches to
coverage were desirable on policy grounds, as the most cost-effective means of addressing

particularly important parts of the uninsured population. For others, incremental approaches



were ameans to an end, national health insurance coverage. But both groups recognized that,
whatever their goal, politics dictated that this was the route to take.

In this section, we review the incremental approaches to expanding health insurance
coverage pursued during the Clinton years. Wefirst set the stage by discussing the economics of
incremental insurance expansions, and by briefly reviewing the evidence on the incremental
insurance expansions that preceded the Clinton years. We then turn to a discussion of the major
initiatives of the Clinton era, within the context of this theory and evidence. We conclude with

an overview of what was and wasn't accomplished.

The Theory and History of Incremental Insurance Expansions

There are many potential goals for incremental expansions, and they are often in conflict.
The most straightforward goal would be to maximize the number of newly insured for a given
budgetary cost, or to maximize the bang-for-the-buck of insurance policy. Thisis often called
target efficiency.

Target efficiency, inturn, isrelated to “crowdout”. The uninsured population is not that
distinct from the insured population. As the saying goes, dolphins and tuna swim closely
together. Almost 60 percent of the uninsured have family incomes over $20,000 per year;
indeed, 21 percent of the uninsured have family incomes over $50,000 per year. Y et, among
those with family incomes of more than $20,000 per year, only 14 percent of persons are
uninsured, and 82 percent are privately insured. So any policy which istargeted purely to
income, as most incremental approaches are, will by its nature be operating in arange where
there are many insured persons for every uninsured person that the program is trying to attract.

It is fundamentally impossible to target a policy purely to those who are currently

uninsured, since there is no way to tell exactly who would or would not be insured in the absence



of the new program. Rather, minimizing crowdout means finding mechanisms which best cull
out those would would otherwise be uninsured from the total population. One way to do thisis
to change the benefits that are offered. Less generous benefits, either less attractive coverage or
charging people more, attract fewer of those with private insurance than do more generous
benefits. But they also confer less benefits on recipients. Other barriers to enrollment, “ordeal
mechanisms’ such as waiting lists, that make public insurance less attractive to those who would
otherwise be insured while still making it useful for those who are uninsured may help (Nichols
and Zeckhauser, 1982).

The tradeoff is, of course, the desire to help the needy. Many analysts express concern
that these mechanisms will have significant adverse effects on accomplishing the goals of the
program. Moreover, if low income persons move from a poor private insurance policy to a good
public insurance policy, health may improve, even though people are officially crowded out. It
may be better to live with target inefficiency than to try to remove it through costly ordeal
mechanisms. And even when thereis crowdout, it is not without benefits: effectively, crowdout
transfers income to those who would have otherwise had to finance their own private insurance
coverage.

How one chooses the target group reflects these and other factors. Some groups have low
crowdout but not much benefit from insurance. Other groups may have high benefits but severe
crowdout. For policy and political reasons, there has always been special concern about ensuring
high levels of insurance coverage among children. But doing so means raising income limits for
public insurance eligibility into ranges where there is likely to be significant crowdout. For
example, among those children between 200 and 250 percent of poverty, only 14 percent are

uninsured, and ailmost 80 percent aready have private health insurance.



Prior to the Clinton era, concerns about efficiency were not paramount.® Until 1997, the
predominant tool of public insurance policy was the Medicaid program, which provided
coverage for low income families; Medicaid also provides coverage for the disabled and elderly
that will be discussed later in the chapter. Before the mid-1980s, Medicaid eligibility wastied to
cash welfare policy, which meant that eligibility was largely restricted to very low income
families headed by a single mother. Starting in the mid-1980s and continuing into the Clinton
era, the federal government and individual states expanded insurance coverage for two distinct
populations: children and pregnant women (for the expenses of pregnancy only). Children were
anatural group for obvious reasons. Pregnant women were particularly important because some
evidence suggested that the savingsin costs for low birth weight infants from covering pregnant
women could more than offset the direct costs of the insurance expansion (Institute of Medicine,
1985).

By 1992, states were required to cover al pregnant women and children under the age of
6 up to 133 percent of poverty (independent of family composition), and were allowed to expand
coverage up to 185 percent of poverty. In addition, children born after September 30, 1983, were
mandatorily covered up to 100 percent of poverty (once again independent of family
composition). And a number of states had gone beyond these limits, using their own state funds.

These Medicaid expansions tremendously increased the eligibility of low income women
and children for public health insurance coverage. By 1992, amost one-half of all women were
eligible for Medicaid for the expenses of pregnancy, and aimost one-third of children age 0-14
were eligible for all of their medical spending (Gruber, 1997).

However, many of those made eligible for public insurance already had their own private
coverage; roughly two-thirds of eligibles were privately insured before becoming eligible

(Gruber, 1997). The fact that such alarge share of the newly eligible population under the



Medicaid expansions had access to private insurance raises the prospect that many of the new
enrollees on the program may have been "crowded out" of private insurance purchases. Thereis
alarge literature devoted to the study of crowdout, and it generally concludes that crowdout is
significant, although there are debates over the magnitude of this phenomenon; see Gruber
(1997, 2001) and Cutler (2001) for reviews.

At the same time, it is clear that the expansions of the Medicaid program were beneficial
to public health. Currie and Gruber (1996a,b) find that Medicaid eligibility expansions were
associated with increased use of preventive care and reduced infant and child mortality. But
these improvements were costly; Currie and Gruber estimate a cost per infant life saved of
roughly $4 million dollars from the Medicaid expansions of the late 1980s and early 1990s. This

high cost may reflect the relative lack of targeting of these expansions.

First the Defense: the 1995 Government Shutdown

After the defeat of HSA, the next battle over insurance coverage in the 1990s was really a
battle over the basic structure of Medicaid. Riding the wave of their “revolutionary” 1994
Congressional victory, the Republicans in 1995 proposed in their budget to block grant the
Medicaid program, giving states almost total control of what has been traditionally avery
centralized federal program.

The Clinton administration strongly opposed this block grant, as well as the associated
dramatic cuts in the Medicare program. There was enormous concern that a block grant would
lead to significant reductions in insurance coverage, particularly in a downturn. The opposition
to the health care provisions of the 1995 Republican budget plan (including very significant cuts

in the Medicare program that are discussed elsewhere in this volume) was the nexus of the battle



that led to government shutdown in the winter of 1995. Ultimately, the Administration won.
The Republicans compromised and the basic structure of Medicaid was preserved.

The Administration’s principled, and ultimately successful, stand against block granting
the Medicaid program stands in interesting contrast to their support of awelfare reform bill less
than one year later that block granted cash welfare programs. These contradictory positions
likely reflects several factors. The debate in 1995 was over a set of Medicare and Medicaid
policies which were very unsavory as a package, whereas the welfare reform debate was focused
on asingle program. In addition, the variation in the Medicaid entitlement across states was
much smaller than the existing variation in cash welfare benefits; in a sense, cash welfare had
already been much more federalized so there was lessto “lose” (from the perspective of
Democrats who prefer federal standards) from turning the program over more fully to the states.
And the President had campaigned on welfare reform, so, in the face of areelection battle, it was

very hard to veto a bill which did fundamentally reform the program.

Further Expansions for Children: The CHIP Program

Asthe Clinton Administration entered its second term, and the wounds from HSA and
the 1995 budget battle had started to heal, the focus returned to health insurance coverage
expansion. The fact that steadily growing economy had not reduced the number of uninsured
was a clear precipitating factor. Of particular concern was rising uninsurance of children, which
was occurring not only in the face of a growing economy, but also despite dramatic growth in the
Medicaid program. Thus, children became the natural target.

The Administration, in its 1997 budget, proposed $8 billion for children’s health
insurance. In May, 1997, the Administration and the Republican Congressional |eadership

reached agreement on the broad parameters of a deal to balance the budget within five years, and



in the context of this agreement the Senate Finance Committee raised the amount earmarked for
children’s health insurance to $16 billion over 5 years. But there was essentially no detail on the
nature of this new spending. Republicans, led by Phil Gramm, wanted block grants to the states
to use as they saw fit for childrens' health care. They saw the existing public programs as
failing, and wanted to focus more directly on delivering medical services. Democrats viewed the
failures of the existing system as ones of scope, and wanted an expansion of existing public
programs. In addition to thisfight, concerns over crowdout had now entered the policy
vocabulary. Finally, there were complaints from states about the rigidity of the Medicaid
program and its expensive mandates.

A compromise was hammered out that resulted in the adoption of the Children’s Health
Insurance Program (CHIP). The compromise was much closer to the Democrats' original
position, in part because Republicans gained so much else through what became the Balanced
Budget Act (BBA) of 1997 (including significant reductionsin capital gains taxation and the
introduction of Roth IRAS). But Republicans were successful in fighting back a simple
expansion of Medicaid. Rather, states were given the choice of either expanding their Medicaid
programs, or introducing an entirely new insurance program for CHIP. This new program could
offer an insurance package that was less generous than the Medicaid package, although it had to
be at |least as generous as one of (a) Medicaid, (b) the typical HMO offered in the state, or ()
plans offered to state employees. Moreover, states were allowed to introduce premiums and
cost- sharing for children enrolled in families with incomes above 150 percent of the poverty
line, asignificant departure from the free entitlement to Medicaid that had traditionally existed.

Aswith traditional Medicaid, this program was not a mandate, but states were motivated
to introduce CHIP programs by the promise of vast Federal subsidies. In particular, the Federal

government offered to pay an even larger share of CHIP costs than of Medicaid costs— 30



percent of the base match rate — so that on average the federal government would pick up about
three-quarters of the program costs. Finally, at the end of the debate, a 15 cent increase in the
tobacco excise tax was added to the BBA, funding an additional $8 billion for the program over
fiveyears.

The enactment of CHIP was clearly the high water mark of the Clinton yearsin terms of
insurance coverage expansion. The resultant $24 billion program (over five years) was hailed by
the Administration as the largest expansion in public insurance since the introduction of the
Medicaid, and the administration asserted that the program would insure 5 million of the 10
million uninsured children at its time of passage.

Both claims are, in fact, somewhat questionable. Some of the Medicaid mandated
expansions of the 1980s and 1990s, particularly OBRA 1989 which mandated coverage of
pregnant women and all children under age 6 to 133 percent of the poverty line, may have
resulted in an equally large increase in spending on new health insurance coverage. And the
OBRA expansions probably resulted in more new insurance coverage. Whether the CHIP
program will ultimately enroll 5 million children is unknown. To date, CHIP programs have
only enrolled roughly 3.3 million children (Domestic Policy Council, 2001). Part of thislow
enrollment, relative to the initial goals, was slow state action in taking up their CHIP
entitlements. Despite the increased flexibility CHIP afforded, states did have to submit avery
detailed plan on how they would spend their CHIP entitlement before they could receive their
share of funds. Thistook time. Recently, enrollment has been increasing rapidly, and rose by 70
percent in 2000 (Domestic Policy Council, 2001).

The key question, of course, is whether the CHIP program creates more in benefits than it
costs, including crowdout. By alowing states some flexibility, CHIP did establish the kind of

“ordeal” mechanisms which should minimize crowdout. In addition, states were explicitly



mandated to have a strategy for minimizing crowdout, and a number of states have considered or
enacted approaches such as waiting periods. At the same time, CHIP was expanding insurance
coverage into the income range where there were many more insured per uninsured child.
Because real expansions are so recent, there islittle evidence to date on the net insurance
increase from CHIP. One promising sign is that the number of uninsured children did declinein

1999 for thefirst timein adecade.

Medicaid and CHIP refinement

Throughout the HSA debate and continuing afterwards, a mgjor tool of incremental
coverage expansion has been innovation within the Medicaid program. States are allowed to
apply for “waivers’ that allow them to deviate from standard program guidelines. The
Administration approved awide variety of Medicaid waivers throughout its tenure. And, almost
immediately after the passage of CHIP, states began applying for waivers from the structure of
this program as well.

Most of the waivers from Medicaid applied for, and approved by the administration, were
relatively minor deviations from the standard benefit package. But some were more mgjor
initiatives, in essence transforming Medicaid funds for women and children into coverage for
entire families. The motivation for these waivers was partly the split in family coverage induced
by Medicaid that lowered overall rates of coverage. Families may not enroll childrenin
Medicaid if only some children in the family are eligible for care, or if only the children are
eligible and the parents are not. Thus, making entire families eligible may be away of
increasing takeup among children. indeed, recent estimates suggest that amost 7 million low

income uninsured children in the U.S. are actually eligible for some form of public insurance



(Broaddus and Ku, 2000). Evidence from states with plansto cover al family members suggests
that this policy raised coverage of children aswell.

Other reforms were proposed by the Administration. Over time, there arose an increasing
sense that there were much higher returns to covering low income adults than continuing to
cover somewhat higher income children. Over two-fifths of all adults below the poverty line are
uninsured, compared to “only” one-quarter of children (Employee Benefit Research Institute,
2000). Thus, the Clinton administration’s last major proposal on the uninsured (largely a
symbolic gesture included in the 2001 budget in support of similar proposals made by candidate
Al Gore) was to extend Medicaid and CHIP coverage to parents of the children on these
programs. But this proposal did not make much headway in legislative discussions.

Finally, the Administration turned its efforts to increasing enrollment among groups
eligible for Medicaid but not taking it up, particularly children. To asignificant extent, public
policy has already created the mechanism for near-universal coverage of children, so that now
95% of low income children are eligible for public insurance (Broaddus and Ku, 2000). The
major problems at this point are extending eligibility to other groups, asin the proposal above,
and enrolling those children who are eligible but uninsured. One group of particular emphasisis
children losing insurance when they leave welfare, an important but uninsured byproduct of the
1996 welfare reform act. The decline in the uninsured from 1998 to 1999, the first declinein
more than a decade, partly reflects the success of effortsto enroll these eligible but not insured

populations, along with the CHIP expansions.

Other Initiatives
While the incremental approach to insurance expansion was more successful than the

HSA, not all incremental expansions were politically successful. Foremost among these was a



proposal to provide public insurance to those between jobs, through state unemployment
insurance (Ul) programs. This proposal, included in various formsin the Administration’s 1994
through 1997 budgets, would have provided free or subsidized coverage to those unemployed
collecting Ul.

Given concerns over job lock and insurance portability, this group would seem to be an
attractive one for coverage expansions. But it never really gained political traction. One
significant drag may have been the insistence of tying the program to Ul programs, which raised
both administrative and expenditure concerns among the states, as well as concerns among
conservatives about the dangers of expanding Ul.

Another unsuccessful proposal was to expand coverage to those early retirees who are not
eligible for Medicare. As Gruber and Madrian (1996) document, early retirees face significant
medical risk. Compared to those age 35-44, for example, those age 55-64 are twice as likely to
report themselvesin fair health and four times as likely to report themselves in poor health.
They are four times as likely to have had a stroke or have cancer, seven times as likely to have
had a heart attack, and five times as likely to have heart disease. They aretwice aslikely to be
admitted to a hospital (spending twice as many nightsin the hospital if admitted), and 40 percent
more likely to have a prescribed medicine (having twice as many medicinesif they have a
prescription). Asaresult, the medical spending of 55-64 year oldsistwice as high, and twice as
variable, asthat of 35-44 year olds. Yet thisisagroup with no access to public insurance
options, other than if disabled.

The Administration proposed in its 1999 budget a package of options designed to
increase insurance coverage for the near-Medicare population. Foremost among these was the
ability for 62-64 year olds to buy into Medicare at its average price (about $300 per month), with

an additional premium paid once they turn 65 to cover adverse selection costs.* Therewasalso a



similar buy-in option for 55-62 year old workers who involuntarily lost their jobs (and health
insurance), as well as extensions of COBRA coverage to those early retirees whose retiree health
insurance coverage was terminated (a group internally labeled as the “ promisebreaker”
population).

Once again, however, this proposal did not get very far in Congressional deliberation. In
terms of the buy-in, there was enormous concern among fiscal conservatives about expanding the
Medicare entitlement at a time when Medicare did not seem on stable financial footing. And
there remains significant resistance to any expansion of the COBRA entitlement among the
business community, which also resulted in the quick rejection of the Administration’s 2000
budget proposal of a 25 percent tax credit for COBRA costs.

It is quite frankly unclear why these proposals did not go farther in the political process.
They were tightly targeted to arelatively narrow interest group, meeting the seeming
preconditions for political successin the Clinton era. But the affected interest groups, for
example unions, never really rallied to the cause. Perhaps this reflected their concern that partia
reform would undercut the demand for more aggressive interventions later on. The result was

the quick death of all of these proposed initiatives.

Tax Policy

A final incremental approach deserves mention, as much for the future as for the past —
tax-based incentives for insurance coverage. A constant debate throughout the academic
community has been over the possibility of using the tax code as a means of stimulating
insurance coverage. Thetax codeis aready a major determinant of health insurance decisions,
through the existing tax subsidy to employer provided insurance, whereby employer payments

through wages are taxed and employer payments through health insurance are not. This subsidy



was partially extended to the self-employed in 1986, as they were allowed to deduct 25 percent
of the cost of their insurance from their taxes, and fully extended to th self-employed in BBA97.

Towards the end of the Clinton years, and throughout the 2000 campaign for President,
focus shifted more heavily onto tax policy as avehicle for addressing the problem of the
uninsured. For example, George W. Bush’s campaign platform included a credit for the
purchase of nongroup insurance of $1,000 for individuals and $2,000 for families; this mirrored a
multitude of congressional proposals for similar tax credits. Former Senator Bill Bradley had
also proposed atax credit approach in the Democratic primary.

Asdiscussed in Gruber and Levitt (2000), however, there are important limitations to tax
policy which makes it much less efficient than public insurance program expansions. Notably,
the facts that about half of uninsured families don’t pay taxes, even arefundable credit would
face the daunting administrative problem of advancing the credit in time to finance insurance
purchases, and any politically realistic credit amount still leaves the uninsured with very large
insurance costs (for example, the Bush credit would pay only about one-third of the cost of a
nongroup family policy). Asaresult, take-up would not be substantial. Gruber and Levitt
estimate that roughly three-quarters of the spending on such atax credit actually accrues to those
aready covered by insurance. Thisiseven lower target efficiency than is seen with public
programs. Thus, despite their l[imitations, public insurance expansions remain the natural means

of pursuing further reductions in the uninsured.

V. Insurance Market Reforms. Feeding the Middle Class
The failure of the Health Security Act did not diminish the view that some reform to
insurance markets was needed. After all, the middle class was upset about their fragile ability to

obtain health insurance. And there were growing concerns, particularly towards the end of the



Administration’ s tenure, about the quality of the health care being delivered by managed care
plans. These concerns led to a series of reforms and proposed reforms that were politically
exciting, but ultimately economically insignificant. Insurance market reforms were more hype

than true change.

The Health Insurance Portability and Accountability Act

After suitable time for reflection after the defeat of the HSA, the idea of more limited
health care legidation gained currency. In particular, middle class concerns about ‘job lock’ —
losing or being denied insurance simply because a person was sick or changed jobs — had never
really been addressed. Federa legidlation along these lines was enacted in the Health Insurance
Portability and Accountability Act (HIPAA) of 1996, also commonly known as the Kassebaum-
Kennedy legidlation, after itstwo chief sponsors.

To understand what the HIPAA did, some knowledge of the health insurance system and
arcane aspects of health insurance regulation is needed. People get private health insurancein
one of three ways. Some people have insurance through alarge firm, afirm with sufficiently
many employees that the variance of average health costsisfairly small. Firmswith more than
5,000 employees are generally considered large for insurance purchases, but some consider firms
with as few as 50 employees large. Large firms frequently self-insure their medical risks. An
insurer runs the insurance policy, but the firm takes all risk for the cost of its employees.

Other people obtain insurance as part of asmall firm (a market often termed the small
group insurance market). These firms have average costs that are quite variable. Thus, when
insurers moved to experience rating at small group sizesin the 1980s, these firms faced
increasingly variable premiums. Premiums were low for healthy firms or firms with good claims

experience in the immediate past, but rates could jump dramatically when one employee got sick.



Finally, aresidua share of people purchase insurance as individuals or familiesin the non-group
market.

The different markets are also characterized by differing degrees of adverse selection.
Essentially all large firms provide insurance, while a minority of small firms do, and an even
smaller share of individuals. Thus, insurers pay particular attention to small firms wanting to
purchase insurance, to guarantee that these firms are not the sickest ones. Thisis especialy true
of the individual insurance market. Insurers have long feared that individuals purchasing
insurance in the non-group market were the sickest of those without group coverage. Thus,
insurers either avoided that market entirely or employed substantial underwriting criteria before
selling insurance to those people.

Most of the regulation of health insurance up until, and in the early years of, the Clinton
Administration took place at the state level. While it has been clear since the Supreme Court’s
1944 decision in U.S. v Southeast Underwriters that the Federal government had the right to
regulate insurance as interstate commerce, the M cCarran-Ferguson act passed the next year
legidated that the federal government would devolve regulatory responsibility to the states, so
long as that state regulation was consistent with “federal purpose’, which at that point was
primarily focused on price fixing (Blumberg and Nichols, 1998).

The largest Federal involvement in insurance regulation was to prohibit state invol vement
in regulating large, self-funded insurance plans. Most self-funded plans were operated by large,
multi-state employers, the large firms discussed above. These firms were worried about dealing
with 50 state governments, each with different insurance rules. Thus, the Employee Retirement
and Income Security Act (ERISA) of 1974 removed state insurance authority for self-funded
plans.® States that wanted to restrict pre-existing condition restrictions for all employees,

therefore, were unable to do so.



To address the issue of job lock and ability to buy insurance, HIPAA had to deal with
these three markets: the large firm market, the small firm market, and the individual market.
HIPAA addressed each of these situations, with varying degrees of bite.

While the HIPAA legislation was complex, it’s essential elements were two-fold. Most
importantly, HIPAA mandated changes in group insurance markets to guarantee access to
insurance in situations where people might otherwise not have lost it. HIPAA imposed
maximum pre-existing condition exclusions on group insurance. No firm —including ERISA-
exempt firms — can exclude from coverage for more than one year any condition known about in
the six months prior to starting on the insurance policy. Further, these pre-existing condition
exclusions were waived for people moving from one job with insurance to another job with
insurance, provided the person had elghteen months of coverage prior to the job change. Both of
these provisions were designed to deal with the insurance portability problem.

An important point about these changes, though, is that they did not specify the price at
which insurance must be offered. Thus, insurers could charge substantial amounts for people
with pre-existing conditions, and that would be allowed under HIPAA. The omission of
premium restrictions was by design; there was no bipartisan support for premium restrictions at
the Federal level, although states were allowed to do so on their own.

HIPAA had further provisions for insurance sold to small firms — defined as firms with 2
to 50 employees. HIPAA required insurers in the small group market to sell insurance to all
small groups wishing to buy it; groups could not be excluded simply because a member of the
group was sick. The rules under which firms could obtain thisinsurance — in particular the plans
they had access to and the price they had to pay — were complex, depending on other regulations

the state enacted (as we discuss further below).



Finally, HIPAA made smaller changes in the non-group market. Requiring firms to offer
insurance to anyone in this market was not an option; insurers were too worried about adverse
selection to go dong with that. Rather, the Act made it easier for certain people to get insurance
without being denied care. Insurers could not exclude from coverage or impose pre-existing
condition restrictions on people with at least elghteen months of continuous private coverage,
who most recently had group coverage, who had exhausted their benefits under Federal
continuation of coverage (COBRA) legidation, and who were not eligible for public coverage or
employer-sponsored insurance through a spouse. Thisisasmall set of people, to be sure.
Again, the price at which these people could get such insurance was not specified in Federal
legidation; it was |eft to the states to regulate this (and most do not).

HIPAA left so much to the states because the states were substantially ahead of the
Federal government in thisarea. Indeed, the right way to view HIPAA is as the Federal
government codifying what the mgjority of states had already done, not imposing a wealth of
new requirements on them.

Over the course of the 1980s, states had become increasingly worried about small group
health insurance issues. Unlike the Federal government, which concentrated on covering more
of the uninsured, states focused much more on the problems of those with insurance. Many
small businesses wanted restrictions on insurance practices. And insurers were often out of state
companies, so their lobbying counted lessin state capitals. Thus, state government acted long
before the Federal government.

As early as 1989, states began passing legislation designed to help small firms obtain
insurance. By the time of the HIPAA, nearly all states had some small group market reformsin
place. The state legislation was generally similar to the HIPAA asit applied to small firms: it

required insurers to offer at least some insurance products (HIPAA mandated al insurance



products) to all groups of people, and it prohibited pre-existing condition restrictions in some
cases. Most importantly, many states limited the variability of premiums that insurers could
charge to less healthy groups. Typically, states set rating bands which insurers could not exceed.
For example, some states required insurersto price al policies within 15 percent (plus or minus)
of the average premium. Othersrequired insurers to contribute to a high-risk pool for very
expensive non-group cases, which would be run by the state. The HIPAA legisliation allowed
states to continue these rating reforms if they wished, effectively putting some teeth in the
HIPAA regulations.

What HIPAA effectively accomplished, then, was relatively minor. It codified these state
regulations, making them more uniform and expanding them in minor ways.® It extended
prohibitions on pre-existing condition exclusions to ERISA-exempt firms. It brought reform to
the few states that had not passed legislation already. And it made minor changes increasing
access to non-group insurance for some people.

Not surprisingly, essentially all analyses of the effect of HIPAA on health insurance
markets suggest that the HIPAA legislation by itself had virtually no effect on rates of insurance
coverage, premiums paid, or job mobility (Pollitz et al., 2000; Nichols and Blumberg, 1998).

And yet, like the HSA before it, passing the HIPAA legislation was quite a struggle.
Congress had protracted negotiations over the issue, far disproportionate to what the legislation
actually accomplished. Indeed, to get passage of the legidlation, the White House and
Congressional democrats had to agree to a demonstration program for Medical Savings
Accounts.” Given itsincremental progress, why al the fighting? Why even pass HIPAA in the
first place?

The desire for reform was large political. In 1996, Congressional Republicans had lost

the budget fights of the previous year and were on the verge of losing the Presidential election



and possibly control of Congress. They wanted some positive health care accomplishment to run
on (and their leadership was very focused on making at least a symbolic gesture in favor of
MSASs, for ideological and constituent service reasons). Democrats wanted to establish the
principle that the Federal government could act on health care, and wanted a bipartisan statement
that some insurance markets need regulation. They knew this legislation was not major, but
hoped that it set the stage for later action. That is aso why insurers opposed it. They did not
fear the provisions of the HIPAA per se, but worried that it would lead to other Federa
legislation that would be more onerous.

Evenif HIPAA itself had no major effect, one might wonder whether the state legislation
it built upon was successful. Those laws were more consequential, as they preceded Federal
action. In answering this question, one needs first to decide what the goals of the legislation
were. Premiums were supposed to be compressed by the legislation. Thereislittle dataon
health insurance premiums paid by employers, however, so testing thisisnot easy. The
legidlation was al so supposed to reduce job lock and increase labor market mobility. In
principle, this can be tested. The few studies that have been done suggest no large changesin
mobility as aresult of the HIPAA. Finally, one hope was that more people would become
insured, since the ability of insurers to deny coverage would be reduced. The literature to date
suggests this did not happen.

Indeed, some studies find that insurance coverage declined dightly as a consequence of
the legidlation, although the estimates of insurance decline are small and a number of studies find
no significant effect. A declinein coverage could be explained by the fact that insurance reform
lowers premiums for high-risk firms but raises premiums for low-risk firms. Asaresult, some

low risk firms choose to drop coverage, or their employees choose not to take it up. Of course,



this may not be bad; public policy may well want to insure high risk people at the expense of low
risk people. But it does not promote overall insurance coverage.

But, the small overall effects suggest a more basic problem with the insurance reform
legislation. Fundamentally, the legislation did not materially impact the insurance market. To a
great extent, thisfailureisaresult of the complexity of insurance markets. Insurers offer more
than one insurance policy and do so in many different settings. Some of the legislation required
only that insurers offer a‘basic’ and ‘ comprehensive’ package to everyone. Insurers complied
with these restrictions but priced the required policies very high. Purchasing firms that were
good risks were offered access to different policies that had lower prices.

Other times, state mandates regarding purchased insurance were met by increases in the
share of firms becoming self-insured. Insurers and firms worked out such arrangements to avoid
the new legidation. HIPAA might have extended the full range of state insurance regulationsto
these ERISA-exempt firms, but it chose not to do so. Asaresult, self-insurance remains a
mechanism to avoid most of the reforms that states required.

In retrospect, these actions should not be a surprise. People who are healthy do not want
to pool with those who are sick. Insurers would like to cater to these desires. Thus, legislation
regulating health insurance needs to constrain what both firms and insurers naturally want to do.
Without very onerous regulations, thisisimpossible. The lesson from the HIPAA, and the state
regulations that preceded it, is that partial legislation cannot constrain markets from acting in
profit-maximizing ways. HIPAA was perhaps a political success, but was close to an economic

non-event.

Benefits Mandates



A similar conclusion can be drawn from studying the other major insurance market
reforms of the Clinton era. These other reforms were focused on addressing perceived
limitations in the benefits being offered by private insurance plans in the managed care era.
Principal among these was mental health parity. The Administration, led in this instance by the
Vice-President’ swife, Tipper Gore, perceived significant discrimination in the common
limitations on mental health coverage in private insurance plans relative to the coverage afforded
other illnesses. Insurers were long reluctant to cover mental health on parity with other illnesses,
because of ahigher elasticity of demand for mental health services. Thiswas often termed the
Woody Allen effect, after the famous actor’ s many yearsin therapy. In fact, research supported
the insurer’ s position; for example, the RAND Health Insurance Experiment found that mental
health services were more responsive to patient cost-sharing than physical health (Newhouse et
a., 1993). Economic theory dictates that optimal insurance policies feature less generous
coverage for more elastically demanded services, such as mental health.

Two countervailing arguments were made by advocates of more generous mental health
coverage. First, they stressed there would be significant “offset” effects: increased generosity of
outpatient mental health coverage would reduce spending on inpatient mental health. While
thereislittle evidence to support this claim, this was a strongly held belief in the Administration.
Second, the development of managed health care limited the impact of cost sharing along on
mental health utilization. A health insurer with tight utilization management on mental health
care could afford to reduce cost sharing on use of psychiatric services without worrying about
significant cost increases.

After considerable debate, the Administration was able to secure passage of Public Law
104-204 in 1996, which prohibited health plans from establishing separate lifetime and annual

limits for mental health coverage. The evidence since this law change suggests is that, consistent



with the arguments above, plans did not spend much more on health care, as costs were managed
in other ways.

A stronger step was an executive order, in 1999, mandating that all Federal Employees
Health Benefit Program (FEHBP) plans have full mental health parity. This guaranteed benefit
parity for all federal employees. The executive order was one example of away that the
Administration could avoid the pitfalls of dealing with a hostile Republican Congress on health
issues: bypass Congress.

A more important insurance debate was over the “Patients Bill of Rights’. Managed care
grew rapidly in the 1980s and early 1990s, particularly after the demise of the HSA, as
employers abandoned traditional fee-for-service insurance plansin favor of managed care. The
rise of managed care drew increasing concern in public discussion. People worried that managed
care would restrict accessto necessary care. Thiswas fueled by horror stories of patients being
denied “necessary” care and being gravely injured as aresult.

In fact, research suggests that such horror stories were not widespread. Quality of carein
managed care plans, as best it can be figured, is virtually identical to quality of carein traditional
indemnity plans (Miller and Luft, 1997). But the vast mgjority of people clearly felt otherwise.
By the start of the second term of the Clinton Administration, the “managed care backlash” was
in full swing.

To its credit (given the evidence), the Administration never really joined the managed
care bashing full throttle. The Administration worried about managed care abuses but never
went as far as many opponents of managed care hoped. Given the tenet of managed competition,
with its emphasis on a diversity of health plans, bashing managed care at length would have been

alarge about-face.



The Administration’ s response to the managed care backlash was the establishment in
1997 of a“Quality Comission” that was charged with developing a patient’ s bill of rights. This
bipartisan commission recommended that there should be guaranteed access to needed health
care specialists; access to emergency room services when and where the need arose; continuity
of care protections; and access to afair, unbiased, and timely internal and independent external
appeal s process (Domestic Policy Council, 2001). These recommendations were immediately
adopted by the Administration, setting off a fierce Congressional debate over patient protections
that continuestoday. The major issue around which the current debate revolvesis the right of
patients to sue their HMOs for denial of care or other perceived abuses.

The Administration was unable to reach agreement in Congress. Instead, Congress
slowly wound its way around this topic, with no agreement by the term’send. Perhapsasa
result, Clinton left office with little progress on insurance restrictions, other than using his

executive powers to put some patient protectionsin place for FEHBP enrollees.

V. Health Policy for the Elderly and Disabled

Medicaid policy was essential to the children’s health insurance expansion in 1997. But
Medicaid is more than insurance for poor children and their moms. Two-thirds of Medicaid
spending is for the elderly and disabled, paying for cost sharing Medicare does not and coverage
Medicare omits, primarily prescription drugs and institutional long-term care. In this section, we

discuss the evolution of Medicaid policy towards those groups during the Clinton years.

Long Term Care Reforms



After the failure of the HSA, which had a significant long-term care expansion, the
administration took an incremental approach to long-term care. And, as with coverage initiatives
for the non-elderly population, the record was mixed.

The Clinton Administration, like the Reagan and Bush Administrations before it, was
interested in developing and promoting the private market for long term care insurance. Cost
was the driving force; private long-term care insurance would be cheaper than public expansions.
One of the few remnants of HSA that actually made its way into law was legidlation in 1996
which gave employer-sponsored long-term care insurance the same tax preferred status that is
conferred on employer-provided health insurance, while at the same time implementing basic
quality standards that any tax-preferred product had to meet. That this provision madeit into law
is not surprising, given the bipartisan support for tax-induced private coverage. Further, at the
very end of its tenure, the Administration was also able to pass a proposal to introduce long term
care products as a benefit for federal employees, with the hope that this would jump start the
private employer market. Even with thislegislation, though, the private long term care insurance
market remains tiny, numbering no more than afew million policies. Employers burned by
rising acute care costs for severa decades do not appear eager to embark on the same path with
long-term care.

Another potentially-important change of the Clinton years was the repeal of the Boren
amendment that governed long term care reimbursement rates. This amendment, passed in 1980
allowed states to move to their own methodologies for reimbursing these providers, so long as
rates were “reasonable and adequate”’. In the wake of along history of lawsuits brought under
the Boren amendment ruling that reimbursement rates were not reasonable and thus mandating
higher payments, the amendment was repealed as part of the Balanced Budget Act of 1997.

After BBA, states had only to provide public notice of their proposed rates for reimbursing



hospitals, nursing facilities, and intermediate care facilities and the methods used to establish
those rates. While thiswas viewed as amajor victory for states, so far it has had little impact.
Medicaid rates for nursing homes have risen at roughly the same rate since the repeal as before,
and there has not been any concerted movement among the states to more restrictive nursing
home payment methodologies.®

By far the most expansive post-HSA effort on long-term care came late in the
Administration, with the proposal of alarge tax break for those with long-term care needs and
their caregivers. Theinitiative was developed after the 1997 BBA enacted many new benefits
for children, including tax breaks for the cost of college education, and the CHIP expansion. But
these policies did the elderly and near elderly little good. Long-term care (and prescription drug
coverage) would rectify this potential political oversight.

Long term care costs are very high for arelatively small number of persons. Insurance
principles argue for covering this population first. But past experiences with incremental
approaches had convinced administration officials that they needed a broad base of support for a
new policy. Thisrequired benefits at alower level of spending. The compromise wasto provide
acredit of modest size, $3,000, that would apply to any person, or their caregiver, who was
somewhat but not totally disabled (defined as having three or more activities of daily living, or
ADLS). Inaddition, aproposal was made for tax deductibility for private expenditures on long
term care insurance, to complement the deductibility of employer spending passed in 1996.

Even this somewhat broad proposal, however, found very little public support, and it did not
become law.

Finally, the Administration actively pursued regulatory changes to improve long term
care. One such change was growing endorsement of state Medicaid waivers for the provision of

home and community-based care for the elderly and disabled. Spending on these waiversrose



from $2.2 billion in FY 1992 to $10.6 billion in FY 1999. In theory, states must show that these
waivers pass cost-effectiveness tests before they can be approved by HCFA, in terms of
offsetting increased community care costs with lower institutionally-based care costs. In
practice, it seems unlikely that they can meet these cost effectiveness standards, given the
existing (albeit dated) evidence on the subject. The Channelling experiment of the 1970s
randomly assigned to some families more exhaustive community based care; but, while this
improved quality of living, it had no impact in terms of reducing institutionally-based care use
(Kemper, 1988). A second, pursued at the very end of the Administration’s tenure, was an
aggressive campaign to improve nursing home quality through the Medicare and Medicaid

programs.

Policy for the Disabled

Incremental, but meaningful, accomplishments were made in policy for the disabled.
Fewer than one percent of receipients return to work after starting on disability insurance (D)
(U.S. Genera Accounting Office, 1998). One barrier to returning to work is the high cost of
health insurance, leading to areluctance to drop the public Medicare entitlement that comes with
enrollment in disability insurance (after two years). The Jeffords-Kennedy Work Incentives
Improvement Act, passed in 1999, addressed this problem by extending Medicare coverage for
another 4v2 years after someone leaves the Disability Insurance (DI) program; the law also
allowed some disabled not on the program to buy into their state’'s Medicaid insurance pool.

Thislaw is an example of where the incremental approach to health reform was both a
policy and political success. It iseminently sensible to extend incentives to work for a

population receiving many other benefits: in the worst case, the policy has no effects and no cost;



in the best case, it saves money overall by inducing the disabled to work. In political terms, by

addressing such a clearly needy population, and at such alow cost, the law was hard to resist.

VI. Tobacco Policy

Asisreflected in the discussion thus far, the primary focus of the Administration’s health
policies was on health insurance coverage and market reforms. This reflects a basic view among
Administration officials, shared by most health care analysts, that health insurance coverage was
the primary policy tool available for improving the health of the U.S. population. But thisview
isnot universal. Many prominent observers suggest that medical care is a secondary influence
on health relative to individual decisions to engage in healthy, or unhealthy, behaviors (e.g.
McGinness and Foege, 1993).°

Perhaps the most widespread unhealthy behavior in the U.S. population is smoking. An
aggressive public information campaign has led to a massive, three decade-long declinein
smoking inthe U.S. Still, more than afifth of the adult population continues to smoke. Smoking
isthe largest cause of preventableillnessin the U.S., accounting for more than 400,000 deaths
per year, more than AIDS, acohol, cocaine, heroin, homicide, suicide, motor vehicle crashes,
and fires combined (U.S. Department of the Treasury, 1998). The typical smoker dies about 6
years earlier than they would if they did not smoke (Cutler et al., 2000).

There were two new elementsin the Clinton Administration. The first wastherisein
youth smoking. Beginning in 1993, youth smoking ended along period of decline and began a
sustained increase. Asshown in Figure 5, by 1997, youth smoking had risen by roughly one-
third from its 1992 trough, before declining again in 1998 and 1999 (due to price increases that

are discussed below).



Three- quarters of smokers start as youths (Gruber and Zinman, 2001), so increasing
youth smoking initiation could reverse the recent trend towards lower cigarette usage.

Moreover, youths have demonstrated a clear lack of appreciation for the addictive nature of their
smoking habit. Among high school seniors who smoke, 56 percent say that they will not be
smoking five years later, but only 31 percent of them in fact quit within five years. Moreover,
among those who smoke more than one pack/day, the smoking rate five years later anong those
who stated that they would not be smoking (74 percent) is actually higher than the smoking rate
among those who stated that they would be smoking (72 percent) (U.S. Department of Health
and Human Services, 1994).

The second factor was the shift of tobacco companies from a business like any other, and
thus not deserving of special government punishment, to a pariah among business over deceptive
advertizing and attempts to hook youths. The emergence of the “Joe Camel” campaign, and the
negative public reactionsto it as an obvious attempt to woo young smokers, was a symbol of this
transition in public perceptions.

Of course, from an economics perspective, the fact that smoking is inherently harmful is
not justification for regulating or taxing it. In the standard economics paradigm, the only
justification for regulating or taxing an activity is the externaities it causes to others; damage to
self is presumed to be incorporated into the rational decision to smoke. And the externalities
from smoking may be quite low, as much of the health care cost increases of smoking appear to
be offset by savings to the Social Security program and other defined benefits pensions from
early mortality. The Congressional Budget Office (1995) estimated the net externalities of
smoking at only 35 cents per pack, athough this estimate ignores potentially important factors

such as second hand smoke and long term health consequences of low birthweight babies



(Gruber, 2001b). Thislevel of externalities was actually lower than the actual tax per pack of
cigarettes when the Clinton Administration took office.

Of course, this“rational addiction” model is not readily accepted outside of economics.
Even within formal economics, recent analyses have suggested aternatives for moving beyond
this formulation in thinking about optimal taxation of addictive bads such as cigarettes (Gruber
and Koszegi, 2000; Laux, 2000). Facts such as the underprediction of addiction for teens, the
fact that adults express strong desires to quit smoking but seem unabl e to, and the popularity of
“self control” devices such as self-imposed punishments for continuing to smoke, all point to
aternative models with “time inconsistent” consumers who do not fully appreciate the future
consequences of their actions. In such a situation, the fact that smoking harms one’'s own health
can be arationalization for government action, as government regul ation acts as the type of “self
control device’ craved by smokers who cannot quit even though they would like to do so over
the long run. This becomes an important consideration because, while the externalities of
smoking may be low, the “internalities’ (or damage to self) are enormous; the costs per pack of
cigarettes through increased mortality alone is $30 per pack using standard estimates of the value
of alife (Gruber and Koszegi, 2000). Estimates such as those in Gruber and Koszegi (2000),
who compute an internality correction tax of $1.00 for even very modest time inconsistency,
suggest that taxes were indeed too low in the early 1990s.

Public policy towards smoking had been stymied for years by the profitable and well-
connected tobacco companies. Asaresult, beyond informational campaigns, there had been
little effective increase in government regulation of thisindustry since the 1960s. Indeed, by
1995, real federal and state excise taxes on cigarettes were one-third below their peak level of the

mid- 1960s.



The Administration ultimately took on the tobacco industry, haltingly at first, and with
great vigor later on. Tobacco became a significant accomplishment of the Administration,
despite the lack of legislative actions. The social actionsin isolating tobacco companies and

focusing attention on youth smoking could have significant long-term benefits.

Early Initiatives

The Administration made tobacco taxes part of its agenda early on, with a proposed 75
cent risein the federal excise tax on cigarettes as part of the HSA. By comparison, the federal
tax at that point was 24 cents. The tobacco tax was the only explicit tax in the proposal. But the
rhetoric was not explicitly punitive. Rather, smoking was an obvious target because itcost
money and lives, and some revenues were needed for the HSA. The Administration actually
rejected a higher tobacco tax in formulating its plan, for fear of antagonizing tobacco state
Democrats. Of course, when the HSA was defeated, this tax was not passed. Tobacco taxation
reemerged as a source of insurance expansion funding in 1997, and a 15 cent increase in tobacco
taxation in the BBA 97 was a source of funding for CHIP.

Thereal driving force for substantial tobacco regulation in the first Clinton term was not
the White House or Democratic political operatives, but rather FDA Commissioner David
Kesder. Early in hisand the Administration’ s tenure, Kessler decided to push the envelope of
what the FDA might do in terms of regulating tobacco, atopic of interest but little action to
previous FDA regimes. Kessler's charge led to the announcement, in August 1996, or the
nation’sfirst comprehensive program to prevent children and adolescents from using cigarettes
or smokeless tobacco. This program would mandate: proof of age 18 for tobacco purchase; bans
on cigarette vending machines from locations frequented by children such as supermarkets; bans

on tobacco advertising on billboards near schools and playgrounds would be forbidden; all



billboards advertising tobacco would be printed in black and white and contain no pictures; and
tobacco companies would be forbidden from aiming their marketing campaigns at young people
and within two years would be banned from sponsoring sporting events.

In March of 1997, the FDA regulation requiring retailers to have all tobacco
customers up to age 27 prove that they are at least 18 years old went into effect. The FDA then
planned to implement the regul ations pertaining to tobacco advertisements over the next six
months, but in April of 1997, a Federal judge in North Carolinaruled that the FDA could not
control tobacco advertising aimed at young people. However, the judge also ruled that the
FDA could regulate cigarettes as drugs, giving the FDA the potential to control nicotine levelsin
cigarettes. The FDA was collecting data on the effects of varying nicotine levels when a Federal
Appeas Court ruled that the FDA lacked the authority to regul ate cigarettes or smokeless
tobacco in 1998. In March of 2000, the Supreme Court also ruled that the FDA did not have

the authority to regulate tobacco as an addictive drug in a 5-to-4 decision.

Litigation®

The next round of battle over tobacco was fought early in the second term, and once
again the genesis was not the Administration, but rather state Attorneys General and the industry
itself. Therewas along history of private individuals suing the tobacco industry for premature
morbidity and mortality, dating back to 1954. Historically, the tobacco industry had won every
legal caseit faced, with the single exception of a $400,000 judgement against the Liggett group
that was overturned on appeal. The failure of individuals was because it was difficult to tell for
any given death whether the case was smoking-related or due to some other factor (cigarette

smokers often don’'t exercise, for example).



Clever lawyers decided to counter this by suing as agroup. Thus, no individual death
need be attributed to tobacco, only deaths on average. In 1994, the first class action lawsuit was
filed against the industry in Castano et al. v. The American Tobacco Company. Sixty-five law
firms pooled their resources to file this case, which alleged that the tobacco industry had failed to
warn adequately about the addictive properties of cigarettes. This suit was ruled too unwieldy by
the Fifth Circuit Court of Appealsin 1996, perhaps reflecting the difficulty of pursuing these
types of class actions across state lines given very different state regulatory guidelines (Bulow
and Klemperer, 1999). But it set the stage for the state lawsuits to follow.

On March 23, 1994, the state of Mississippi filed alawsuit against the tobacco industry to
recover the costs to the state of treating smoking-related illness under its Medicaid program. No
state had ever attempted such litigation before. This lawsuit posed two particular problems for
the industry (Bulow and Klemperer, 1999). First, it relied on the argument that the industry was
liable to the state for medical costs, even if smokers knowingly contributed to their illness. Thus,
individual decisionsto smoke were lessrelevant. Second, it was filed shortly after the passage of
Florida's Medicaid Third-Party Liability Act of 1994 (and the consideration of similar legislation
in other states), which allowed the state to sue a manufacturer of an allegedly harmful product
for the medical expenses of a group, relying on statistical evidence instead of proving causation
and damages in each case. Tobacco litigation was the first application of this.

In the wake of the Mississippi suit, most other states filed similar suits for Medicaid cost
recovery. Under pressure, the largest "fringe" manufacturer, Liggett, broke ranks with the major
industry participantsin early 1996 to settle with five states, in the process providing a host of
secret documents that detailed industry knowledge of the damages of smoking and marketing to
youth. These *smoking gun’ documents provided further ammunition for additional cases and

account for asignificant change in the public’s perception of the tobacco industry. The legal



risks from state and private class action suits were an enormous drag on the market value of the
industry; indeed, Bulow and Klemperer (1998) reported that the implicit market value of the
domestic tobacco side of RIR Nabisco was roughly zero in the mid-1990s.

In the face of this enormous legal risk, the tobacco industry sat down early in 1997 with
the Attorneys General of the states filing lawsuits and the lawyers behind the Castano class
action suit to attempt to hammer out a comprehensive agreement. In April 1997, a proposed
settlement was announced. The key components were that the industry would agree to pay $368
billion over 25 years to the states, in return for: a) dismissing the state suits; b) immunity from
future punitive damages as part of individual suits; and c) immunity from future class action
suits. In effect, thisindustry was buying legal peace. The financing of the payments was largely
through taxation, although this was not directly stated. A key component of the payments was a
"volume adjustment” that would tie each company’ s payment to its volume of cigarette sales.
This essentially converted the settlement into atax (with the exception of a $10 billion up-front
payment), as both linked paymentsto sales, and all evidence suggests that past taxes on tobacco
had been fully passed on to prices, so that this “ settlement” would be aswell.** Bulow and
Klemperer (1998) calculate that, given the inelasticity of demand for cigarettes, the industry
could pass thistax on to prices and suffer only a$1 billion per year reduction in profits while
transferring $13 billion per year to the states.*

While the Attorneys General had the right to settle their state lawsuits, Congress was
needed to grant other legal immunities. It was at this point that the White House became
involved.

The Administration Acts
In September 1997, the Clinton administration announced that it was not satisfied with

the parameters of this tobacco deal and would not endorse legislation to implement it. The key



concern was that the payments were not large enough. It had not escaped the Administration’s
notice that tobacco stocks jumped significantly on the day the deal was announced, and Wall
Street analysts suggested that the enormous discount at which tobacco stocks had historically
traded relative to comparable investments would disappear under thisdeal. In addition, there
were concerns about restrictions in FDA jurisdiction over tobacco and other perceived
weaknesses.

In spring 1998, the Clinton administration worked with Senator John McCain and others
to develop alegidative aternative to the Attorneys General settlement. This alternative differed
in anumber of key ways from the original settlement. First, there was a much larger payment —
$516 hillion over 25 years compared to $368 billion. Second, the Food and Drug Administration
(FDA) was given full regulatory authority over tobacco products, asit has over other
pharmaceuticals and medical drugs. Third, regulations on youth smoking were increased,
including greater enforcement of youth access restrictions, and a very sizeable "youth |ookback
penalty”" which imposed both industry-wide and company-specific payments if youth smoking
did not decline. Finally, the legal protections provided against private lawsuits were more
limited, although the state suits were settled in full. Duein part to limitations on legal
protections designed to woo key Democrats, the proposed legislation was voted almost
unanimously out of the Commerce Committee in the Senate. But, after several weeks of debate,
it died on the floor of the Senate in June of 1998.

The demise of tobacco legidation isinteresting in comparison to the experience of the
HSA. The Administration clearly learned from their HSA experience. There was constant
caution about getting ahead of the Congress on the issue, and a genuine effort to work in a
bipartisan fashion with Senator McCain. But still, a consensus could not be formed. The bill

could not pass Congress with anything approximating the legal protections on future lawsuits of



the original AG settlement. Indeed, during floor debate the remaining protections were actually
stripped out. This, in turn, turned the tobacco industry from ally to opponent, leading to the
bill’s demise.

Tobacco regulation did not fail because it was too Democratic, it was drafted in secret, or
any of the other arguments made about the HSA.. It failed because it wastoo big and it is simply
too hard to undertake such ambitious legislation in today’ s political climate. Perhapsthisiswhat
happened to the HSA as well.

After the demise of the tobacco legidation, the industry and states went back to the
negotiating table. A more limited settlement was hammered out in November 1998. Under this
Master Settlement Agreement (MSA), the industry would pay $206 billion to the states over 25
years, the equivalent of roughly 45 cents per pack. The MSA also included some voluntary
advertising restrictions, such as the removal of billboard advertisements for cigarettes, and a ban
on using cartoon characters in advertisements. There was no restriction on private litigation.

Theindividual state settlements, the Master Settlement Agreement, and the proposed
McCain bill al shared some important limitations, which are highlighted by Bulow and
Klemperer (1998). First, these approaches provide contracts only with the major tobacco
producers and leave other brands without an obligation to make payments. This provides a
substantial cost advantage for these other brands (which make up only afew percentage points of
the market, at |east at the time of this deal), conferring awindfall profit on them. These windfall
profits are capped by afeature of the MSA -- the "non-participating manufacturers adjustment” --
that essentially mandates that states levy taxes on any sales of non-participating manufacturers
that exceed 125 percent of their 1997 market share; if states do not pass such taxes, they risked

losing most or all of their state payments (Cutler et a., 2000).



A second area of concern is the enormous payments going to lawyers from this
settlement. Under the Master Settlement Agreement, lawyers representing the 46 settling states
received $1.25 billion initially and $500 million per year thereafter. These payments appear
disproportionate to the actual work done by lawyers in many states, some of whom had not even
filed cases before the MSA was signed. Jeremy Bulow estimated that the lawyers fees based on
the actual damage payments would have been about 1/40th of the actual paymentsthey are
scheduled to receive (Nasar, 1998).

The way to solve both of these problems would be with a straight-out tax increase rather
than a complicated settlement. Such atax increase would certainly be better social policy. But
the outlook for atax increase was poor. The indirect taxation of the settlement was really the
only option. In this sense, the payments to lawyers and excess profits to small producers, while
inequitable, can be viewed as the political economy costs that must be paid to impose cigarette
taxes.

The tobacco industry responded to the MSA by raising prices. Infact, priceincreasesin
1997 and 1998 exceeded the amount required to pay the costs of state settlements by roughly 20-
25 cents per pack (Black, 1998). A priceincrease thislarge, given the highly inelastic demand
for cigarettes, would imply that tobacco industry profits actually rise as aresult of the settlement,
asthe profit lost relatively small declinesin sales is more than offset by the additional profit
earned on the remaining packs sold. This excessive risein prices was also afeature of the
industry’ s reaction to previous federal tax increases; Harris (1997) suggests that the tobacco
companies may use these events as focal points to achieve higher industry-wide prices, a story
of implicit collusion. Another (perhaps complementary) explanation may be that the industry

was convinced in the wake of their failed attempt at a comprehensive settlement that the



domestic tobacco industry was in rapid decline, so that it was not worth keeping prices low for
new smoking.

The fact that prices rose above settlement costs raises a central tension in tobacco control
policy (and one which was never redlly fully resolved inside the Administration): is the goal to
punish the managers or shareholders in tobacco companies, or to raise cigarette prices? If the
former, then the MSA or the equivalent excise tax would not have the desired effect. If the
|atter, the additional price increase is a positive outcome of the settlement.

Despite this settlement, however, the industry's legal woes are far from over. In 1997,
Lorillard paid over $1.5 million to the family of Morton Horowitz, the first time a U.S. cigarette
maker had ever paid a smoking-related personal injury claim. The industry paid out $350
million in the Broin case to airline attendants who had ilIness claims related to secondhand
smoke exposure. The tobacco industry has also lost several other high- profile casesin recent
years, culminating in the Engle case in Floridain July 2000, in which ajury awarded a class of
500,000 smokers in Florida $145 billion in damages. These payments are lump sum and not
subject to future sales of cigarettes, so incorporation into prices may not be so immediate. While
al of these recent decisions remain subject to appeal, the past invulnerability of the industry to
private lawsuits is clearly being penetrated. The new information about the tobacco industry has
clearly affected their public perception.

Finally, in September 1999, the U.S. Department of Justice filed suit against the industry
to recover the costs to the federal government of smoking-related illness. According to the
complaint, the costs of smoking to the Medicare, Veteran's Administration, and Federa
Employees Health Benefit Program amount to more than $20 billion per year. The complaint

also seeks additional damages under a racketeering charge against the industry, resulting from its



(alleged) conspiracy since the early 1950s to defraud the American public about the dangers of

smoking.

Summary

Thus, in retrospect, despite the failure of comprehensive legislation, the efforts of the
Clinton Administration had enormous impacts on tobacco policy. The 15 cent rise in the tobacco
excisetax in BBA 97 wasthe first mgjor increase in federal tobacco taxation in 15 years. And,
while the Administration was not able to craft an aternative to the original AG settlement, it did
rgiect adea which was likely too soft on the industry. The result was a major settlement of just
the state suits, and ongoing legal woes for the industry.

And perhaps more important, the tide has turned against the tobacco industry. The public
is outraged about past behavior and private lawsuits are increasingly leading to price increases,
deterring future smokers. The industry is no longer invincible.

Looking forward, the federal government faces two possible paths in terms of regulating
the tobacco industry. Thefirst isto sit back and let the lawsuits proceed -- both private lawsuits
and those of the U.S. Department of Justice. The disadvantage of this approach isthat the tort
mechanism is avery haphazard and inefficient mechanism for reducing tobacco use in the United
States, with enormous deadweight loss through both legal processing costs and fees paid to
lawyers. Moreover, if the existing industry participants are pushed into bankruptcy, the market
may pass to new companies who do not face such enormous legal liabilities from past poor
conduct. At the other extreme, the government can intervene, providing the industry with the
kind of legislative shield against legal risk that it sought through the proposed 1997 Attorneys
Generd settlement, perhapsin return for some level of payment and tighter regulation of tobacco

products. But providing alegal shield for the industry is arisky strategy aswell. Thereis



enormous uncertainty about the "optimal™ cigarette price that would capture accurately at |east
the externalities -- and perhaps also some of the internalities -- of smoking. In addition, the
federal government does not have an enviable track record for regulating this industry, and once
the lobbying begins, there is some risk that the insurance would be sold too "cheaply." A
tradeoff that involves settlement of current lawsuits but no new lawsuits would also cause
enormous perceived inequities for those smokers who have not yet brought smoking-related
claims. Thiscould set adisturbing precedent, if future corporate see a possibility of avoiding tort

liability by signing government agreements.

VII. Other Public Health

Tobacco was not the only area of activity for the Administration in the public health
arena. We group as our last set of policies a series of public health actions enacted throughout
the Administration, but particularly in the latter half. Several policiesfall under this rubric.
They include: substantially increased funding for childhood vaccinations (beginning in 1993)
and encouraging outreach efforts to find children needing immunization; increased funding for
HIV prevention and treatment, including the Ryan White Care Act, which funds HIV and AIDS
care for poor and uninsured people; agreement with Congress in 1998 to double the NIH budget
(at the time, about $15 billion per year) over the course of five years; requiring more reporting of
medical errors and mandating error reduction programs in hospitals; and increased funding for
and coordination of community care clinics serving the uninsured.

In addition, the President used his bully pulpit to call attention to health issues that had
not been high profile. These include: women’s health, including family planning and

reproductive health; mental health, including a White House conference and the first Surgeon



Generd’ sreport on the topic; and racial and ethnic disparitiesin health, including setting as a
goal for Health People 2010 the elimination of racial and ethnic disparitiesin health.

It istoo soon to evaluate most, if not al, of these policies. Public health changesimprove
health over a span of decades, not years. For example, the Surgeon General first warned of the
dangers of smoking in 1964. Over the next quarter century, smoking rates declined in half. If
repeated reports from the Surgeon General about mental health lead to a change in mental health
care and behavior of anywhere near that magnitude in the next quarter century, thiswill rank as
one of the single greatest actions of the Clinton Administration.

Theseinitiatives had several featuresin common. First, they each responded to a
particular public health need or concern and kept the focus on that one issue. For example, the
requirement that hospitals report medical errors was a direct response to a National Academy of
Sciences report on the high rate of errorsin hospital practice. But rather than using the occasion
to begin amgjor program of hospital auditing or error detection, the Administration settled for
the smaller, easier policy of requiring reporting of medical errors. Asaresult of thissmall focus,
these policies were easy to justify. To a public seeing on the evening news stories about medical
errors and hearing areport estimating thousands of deaths from such errors, it was
straightforward to accept targeted actions to reduce errors.

Second, the policies are generally cheap. Even the most expensive of these programs
cost afew billion dollars, not the many billions of dollars of amajor coverage expansion. Third,
the policies often help with an overall goal of increasing insurance coverage and reducing
medical care costs, but they do not form any natural bridge from hereto there. Consider again
the policies about reducing medical errors. Medical errors are costly; reducing errors would

reduce overal medical care costs. But this factor is small in relation to the overall increasein



medical care costs over time. It isdifficult to imagine any big changesin overal medica care

spending (and thus overall rates of insurance coverage) from such legislation.

VIIl. Conclusions

In health care, the Clinton Administration will be remembered most readily for a
spectacular failure — the Health Security Act. Lesswell known will be a series of other,
oftentimes successful policies. coverage expansions for children, changesin long-term care and
care for the disabled, and a dramatic change in the public’s view of cigarettes. Our recall of the
Clinton Administration in years hence should include these successes as well.

Still, alot of health care work remains. The Clinton Administration wanted to expand
access to insurance, make the middle-class feel safe, and control the costs of medical care. The
private market took care of the last of these goals, at least for afew years. There areindications
that health care costs are beginning to increase again. While policymakers might once have
viewed these changes as adverse, the new view that cost increases in medical care represent the
expansion of valuable technology to more people (Cutler and McClellan, 2001) reduces alot of
concern about rising health costs.

Policy did alittle, but not much, on making the middle classfeel safe. The Federal
government, along with state governments, tried to regulate what insurance companies could do.
But success was limited. Fundamentally, people felt safer in their health insurance at the end of
the Clinton Administration because they felt safer in their jobs. When job safety declines, so will
confidence in having health insurance.

The private sector did very little at the last goal, increasing insurance coverage. Despite
the best economy in generations, the share of people without insurance coverage rose. Our

personal forecast isthat this trend will have a major impact on public policy over the next decade



and beyond. We have |learned is that the private sector will not guarantee insurance coverage to
the vast majority of the uninsured. Unfortunately, we have aso learned that the political process
isnot particularly willing to deal with the issue either. Where that leaves policy in coming years

isnot entirely clear.
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The classic reference on “job lock” is Madrian (1994); see Gruber (2001a) for areview
of the literature on this topic.

An earlier example of this difficulty could be found in the 1988 Medicare Catastrophic
Care Act, which raised the Medicare premiums on higher income elderly to improve the benefits
package for lower income elderly. This plan proved vastly unpopular with seniors and was
repeal ed after two years.

3For detailed discussions of the history of public insurance policy, see Gruber (1997,
2000).

“This was a somewhat odd means of financing the adverse selection cost, since it would
mean the highest lifetime premiums for those healthy enrollees who lived the longest.

>Contributing to the desire for Federal regulation was the growing belief that insurance
companies were using ERISA as aloophole. For example, a state might mandate that all insurers
(except self-funded companies) provide aminimum level of mental health benefits. Insurers and
companies that did not want to provide these benefits might convert the insurance product being
sold into aself-funded plan. If the firm buying insurance were small, this seemsto open it up to
substantial risk of claims expense. But nothing prohibited the company from buying stop-loss
coverage — often from the same insurer —to limit its maximum expense for any individual. This
stop-loss insurance was not health insurance and thus was not subject to the mental health
mandate. Asaresult, companies of all sizes could effectively skirt the regulatory mandates by
becoming self-funded with little increase in risk.

® For example, not all statesimposed small group restrictions for firms with as few as 2
employees or as many as 50 employees.

"Medical Savings Accounts (MSAS) are a catastrophic insurance product which provide
low cost insurance with very high deductibles and/or copayments. Very few people took up these
accounts, however, so we do not spend much time on them.

®Based on data kindly provided to us by David Grabowski of the University of Alabama
at Birmingham.

® The economist Victor Fuchs (1994) noted that the tobacco tax used to fund part of the
Health Security Act was the part of the plan most likely to improve health —thisisaplan
guaranteeing universal coverage with a generous set of benefits!

The discussion in this section draws heavily on Gruber (2001b).

1 ndeed, this settlement actually explicitly mandated that the payments be passed
forward to prices!

The impact on industry profitability computed by Bulow & Klemperer ignores the
collusive aspects of price setting in thisindustry. Asargued below, the settlement of state
lawsuits by the industry may have actually increased profitability.
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