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CBO ANALYSIS OF THE ADMINISTRATION’S
HEALTH CARE REFORM PLAN

WEDNESDAY, FEBRUARY 9, 1994

U.S. SENATE,

COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:00 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Daniel Patrick
Moynihan (chairman of the committee) resndﬁn

Also present: Senators Baucus, Bradley, Mltchell Pryor, Riegle,
Rockefeller, Daschle, Breaux, Conrad, Packwood, Dole Roth, Dan-
forth, Chafee, Durenberger, Grassley, Hatch and Wallop

[The press release announcing the hearmg follows:]

{Press Release No. H~6, February 2, 1994]

FINANCE COMMITTEE TO HEAR CBQ ANALYSIS OF PRESIDENT'S HEALTH PLAN

WASHINGTON, DC—Senator Daniel Patrick Moynihan (D-NY), Chairman of the
Senate Commlttee on Finance, announced today that the committec will continue
its examination of health care issues with testimony from Congressional Budget Of-
fice Director Robert Reischauer regarding CBO’s analysis of the administration’s

health care reform glan
The hearing will begin at 10.00 a.m. on Wednesday, February 9, 1994 in room SD-

215 of the Dirksen Senate Office Building.
“CBO’s mput is crucial in developing a non-partisan evaluation of the effects of

the President’s health plan on insurance coverage and costs, and the implications
of the plan for the budget and the economy,” Senator Moymhan said in announcing
the hearing. “The commlttee looks forward to hearing from Director Reischauer on

these most important issues.”

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK, CHAIRMAN, COMMITTEE

ON FINANCE

The CHAIRMAN. A very good morning to our distinguished wit-
ness, Dr. Robert Reischauer, the Director of the Congressional
Budget Office. This is the fourth in our series of hearings this year
org the President’s health care bill and such other bills as are
about.

We decided, Senator Packwood and I, with the agreement of the
committee we would go by topic rather than specific bill. Although
it is the case today that we will be hearing from Dr. Reischauer
on the analysis of the administration’s health proposal which the
CBO has preﬁared at our request, even so, the issues are general.
We very much look forward to hearing what you have to say, Doc-
tor. I hope you have set the morning aside because we will have
questions for you.

Senator Packwood?

(D
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OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S.
SENATOR FROM OREGON

Senator PACKwWoOD. Thank you, Mr. Chairman.

Congratulations, doctor, on your statement yesterday. But I con-
gratulate you for a different reason. I am inclined to think this ar-
gument about taxes or not taxes perhaps is less than meets the
eye.
If we pass a bill and we say to the employer or Mr. or Ms. Em-
%loyer érgix shall provide the following health benefits—A, B, C, D,

, F, and you may buy it where you want from Continental
Casualty or Blue Cross or Kaiser, and it costs $250 a month to that
employer, it is $250 a month. And instead if we say you must buy
it from the health alliance and it is $250 a month, it is still $250
a month whether you call it a tax or whether you do not call it a
tax. It seems like it is money out of their pocket, which indeed it
is.
I do not think we need the health alliances. I think we can do
perfectly well having the employers or the individuals, if we do an
individual mandate, purchase tﬁe insurance where they want and
I think there will be ample competition among the providers.

But when Senator Do};e said on the floor yesterday, and he was
correct, if this money comes out of your pocket it may seem like
a tax, but whether we call it that or not I am not sure is the criti-
cal issue, other than if indeed it goes to an immense government
agency—and you correctly deﬂnecf it yesterday, there is no ques-
tion—and that is the tax, then the real issue ought to be not are
we going to ask an individual to purchase health insurance or an
employer to provide it or have the individual purchase it and have
the employer pay part of it like Germany. That, I hope, is not the
issue. I hope we are going to seek universal coverage.

In my mind the real issue is, are we going to attempt to admin-
ister this plan through the private sector or are we going te try to
administer it through the government. I would hope we would opt
for the former.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.
We decided, if the committee recalls, that we will not have open-

ing statements, but we will have lots of questions.
So, Dr. Reischauer, welcome, sir. You have a prepared statement.
We will place that in the record and you may proceed exactly as

you desire.

STATEMENT OF ROBERT D. REISCHAUER, PH.D., DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. REISCHAUER. Mr. Chairman and members of the committee,
I am pleased to have this opportunity to share with you the Con-
gressional Budget Office’s—CBO’s—analysis of the administration’s
health reform proposal. I will submit my prepared statement for
the record and confine myself to a summary of the report’s major
findings.

CBO’s analysis deals with three aspects of the administration’s
proposal: First, its financial effects—that is, the likely impact of
the proposal on national health expenditures in the Feaeral budget;
second, the possible effects of the proposal on tlie nation’s economy;
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and third, the question of the appropriate budgetary treatment of
the new system’s fiscal flows.

Before summarizing CBO’s major findings, I would like to em-
phasize three cautionary points that relate to the inevitable limita-
tions of our analysis and, I might add, other similar analyses.

The first of these points is the great uncertainty that surrounds
all estimates of the cost of this proposal and of all other systemic
reform initiatives. The administration has put forward the most
far-reaching piece of social legislation since President Franklin
Roosevelt proposed the Social Security Act some 60 years ago. If
the proposal is implemented as envisioned, the behavior of consum-
ers and health care providers will be altered by new incentives.
New institutions will be created, and old ones will be given signifi-
cant new responsibilities. Available data and methodological tech-
niques and our underlying knowledge of how the health system
works are not adequate for estimating the effects of this legislation
with a great deal of precision.

The second cautionary point that I must emphasize is that it will
take some time before the full consequences of the proposed system
play themselves out. The complete structure will not be in place for
over a decade. For example, new dental and mental health benefits
will begin in the year 2001. State and local governments will first
be eligible for employer subsidies in 2002. The tax status of certain
employer-provided premiums will change after 2003. Subsidies to
large corporations that do not create corporate alliances will phase
in over an 8-year period. A home- and community-based health
care plan for the disabled will double in size between the years
2000 and 2004, and on and on. Furthermore, it will take many
years for consumers and providers to respond fully to the new in-
centive structure.

For these reasons, your attention should focus on the long-term
effects of the proposal. CBO’s estimates extend to the year 2004,
which is the latest year for which we have any capability to make
an estimate. However, the farther into the future we project, the
more uncertain our estimates are likely to be. And you should keep
that in mind.

My third and final warning is that we need to keep all of the
numbers in perspective. Some of the numbers will seem large when
examined in isolation. But when compared with the size of the
economy, the baseline level of national health expenditures, gov-
ernment spending on Medicare and Medicaid, and even the deficit,
they may be relatively trivial.

With these cautions in mind, let me begin the discussion of the
likely financial effects of the proposal. As you know, two of the
major objectives of the administration’s initiative are to slow the
growth in national health expenditures and to reduce the relentless
pressure that spending on the major health programs is placing on
the Federal budget.

CBO estimates that if the administration’s proposal is imple-
mented according to its schedule, national health expenditures will
rise by between 1 percent and 3 percent above our baseline projec-
tion levels during the period in which the alliance system is phased
in. This is shown in Table 2-1 on page 26 of our report, if you hap-
pen to have the report handy. The increase is the inevitable con-
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sequence of extending coverage to millions of uninsured Americans,
increasing the generosity of the benefits that many currently in-
sured Americans have, and expanding services for .he disabled.

By the year 2000, the limits placed on the pru.wth of premiums
and the savings in the Medicare program are sufficient to reduce
national health expenditures by some $30 billion below our base-
line level. By the year 2004, national health expenditures should
be $150 billion, or 7 percent below the baseline level. The budg-
etary impacts of the proposal, which I define here to include on-
budget activities and Social Security, are shown in Table 2-2 on
pages 28 and 29 of our report. The table represents the combined
effort of the Congressional Budget Office and the Joint Committee
on Taxation, which I would like to thank for their work under some
pretty difficult circumstances.

Our estimates indicate that the proposal would reduce the fiscal
year 1995 deficit by about $10 billion because the revenue from
higher tobacco taxes would more than offset the first year’s start-
up costs.

The proposal would then increase annual deficits by between $1
billion and $32 billion during fiscal years 1996 to 2003. By 2004,
CBO estimates that the proposal would have no appreciable affect
on the deficit. If we had the ability to project further into the fu-
ture, we would presumably see that the proposal would reduce the
deficit by growing amounts after 2004.

CBO'’s deficit estimates are less sanguine than those of the ad-
ministration or those prepared by the Virginia-based consulting
firm Lewin-VHI in its excellent study of the administration’s plan.
On the one hand, both of those groups estimated that the proposal
would lower cumulative deficits over the 1995-2000 period by mod-
est amounts. CBO, on the other hand, shows a cumulative increase
in deficits of $126 billion over the 1995-2004 period.

Some people might be tempted to exaggerate the importance of
this difference, so let me place these numbers in their proper con-
text. First, $126 billion is less than 6 percent of both the deficits
accumulated over the past decade and the deficits that we project
for the next 10 years. Second, $126 billion represents less than 3
percent of the projected Federal spending on Medicare and Medic-
aid during the next 10-year period. Third, the number should be
balanced against the advantage of living in a nation in which no
one lacks health insurance coverage. And finally, as I noted earlier,
if the premium restraints are adhered to, the proposal should make
ever-increasing contributions to deficil reduction after 2004.

Let me say a few words about the differences between the admin-
istration’s and CBQ’s numbers. You can see from the last column
in Table 2-4, which is on page 36 of our report, that the adminis-
tration’s and CBO’s estimates of the proposal’s net costs differ by
$48 billion in the year 2000, which is the last year for which the
administration has proposed an estimate.

Roughly half of that sum, or $25 billion, is attributable to CBO’s
higher estimate of employer subsidies. Our higher estimate of em-
ployer subsidies occurs because we believe that premiums will be
about 15 percent higher than the administration has assumed and
because we used a different estimating methodology, one that we
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tlzelieve better accounts for the dispersion in average wages across
irms.

As you can see from Table 2-4, there are no substantial dif-
ferences between CBOQ’s and the administration’s estimates of fam-
ily subsidies. There are modest differences in our estimatesg of the
State maintenance-of-effort payments, the amounts that would be
collected from assessments on corporate alliances, the increased
revenues from restricting cafeteria plans, and the other compo-
nents of the proposal taken together.

Let me turn now to the second topic, the proposal’s likely eco-
nomic effects. The administration’s preposal would have important
impacts on the economy. But for the most part, those impacts
would not affect aggregate economic indicators as much as the cir-
cumstances facing different firms and different workers.

For example, the proposal would have little appreciable impact
on the U.S. balance of trade, which is determined largely by the
balance between national saving and investment. However, some
firms in the tradable goods sector would benefit, while others
would be adversely affected. Overall, businesses’ costs for health in-
surance would be significantly reduced by the proposal. Businesses’
insurance premiums for active workers would drop by about $90
billion below our baseline level in the year 2504.

But beneath this figure there would be considerable redistribu-
tion. On the one hand, universal coverage would mean that those
firms that now offer insurance would no longer need to pay indi-
rectly, through higher doctor’s and hospital bills, for the care given
to uninsured workers and their families. On the other hand, firms
that do not now provide insurance could no longer “ride free.” Com-
munity rating would mean that small firms and those with older
or sicker work forces would see reductions in their costs, while
businesses with young and relatively healthy workers might see
their costs rise.

Changes in businesses’ costs, both positive and negative, would
be largely shifted back onto workers in the form of lower or higher
wages. The impact of these changes on the aggregate labor supply
is likely to be quite small, although the proposal’s incentives could
significantly affect the labor force participation decisions of certain
types of workers.

For example, secondary workers and thosc for whom early retire-
ment is an option could choose to leave the labor force voluntarily.
Meanwhile, low-wage workers outside the health sector might see
their job opportunities diminished. But CBO believes that the num-
ber o worﬁers affected will be very small, and any adverse effects
will be offset in part by low-wage job opportunities created in the
health sector. Finally, some welfare recipients might be enticed
into the labor force by the proposal’s incentives.

Taking all of these labor market reactions together, CBO esti-
mates that eventually between 0.25 percent and 1 percent of the
labor force might prefer to stay home under the proposal. But I
should add that CBO does not expect the proposal to have a signifi-
cant impact on the unemployment rate.

CBO believes that the proposal would encourage firms and work-
ers to reshuffle, so that low-wage workers would be largely grouped
together in firms that received employer subsidies. This sorting
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could impose efficiency costs if organizational structure was driven
by the provisions of the administration’s proposal rather than by
the dictates of efficient production techniques.

Let me move on now to the final issue, which is the budgetary
treatment of the administration’s proposal. CBO strongly believes
that ultimately this issue should be resolved by the Congress and
the President through legislation. Nevertheless, CBO does have an
advisory role to the budget committees on such matters, and we
must assess the budgetary dimension of every piece of legislation
for which we prepare a cost estimate.

Resolving tﬁe 1ssue of budgetary treatment involves answering a
series of questions. Is the program fundamentally governmental in
nature, or does the legislation seek to facilitate, regulate, or guide
an activity that remains essentially private? If the activity is pri-
marily governmental, is it a Federal activity, a State activity, a
shared State/Federal activity, or some new hybrid? If the answers
to these first two questions point in the direction of a Federal gov-
ernmental activity, one must decide how that activity should be
displayed and controlled in the accounts of the Federal Govern-
ment.

In trying to answer these questions, CBO has examined the de-
tails of the proposal very carefully. We have also turned to the two
main sources of guidance on budgetary classification—namely, the
1967 report of the President’s Commission on Budget Concepts and
the current budgetary treatment of programs that are analogous to
the administration’s proposal.

We found that those two sources could inform our judgment but
that they did not provide incontrovertible answers to the questions.
After weighing all of the arguments, CBO has concluded that the
gro osed health alliances, as well as the various changes in on-

udget activities, should be included in the consolidated accounts
of the Federal Government.

Nonetheless, because of the uniqueness of the alliances and the
vast size of their budgets, we suggest that they be displayed sepa-
rately as is currently the practice for Social Security. Table 3-1 on
paée 50 of our report provides a suggested budgetary display.

BO’s assessment of this issue rests primarily on our judgment
that the proposal would establish a universal entitlement to health
insurance that would be largely financed by mandatory payments
resulting from an exercise of sovereign power. Our view is also in-
fluenced by the specificity with which Federal laws and agencies
would prescribe the actions of the alliances. In addition, we also be-
lieve that there is a need for fiscal accountability when an activity
shares many financial flows with traditional on-budget accounts.
Given that the alliances can be so characterized, this also suggests
the importance of including them in the Federal Government’s fis-
cal accounts.

Mr. Chairman, let me close by noting that some might use the
information contained in our report in destructive, rather than con-
structive, ways. That would be tragic. Thanks to the courage and
efforts of the President, we are once again trying to grapple with
a serious national problem, one that Presidents from both parties—
Harry Truman, Richard Nixon, Jimmy Carter, and George Bush—
tried in vain to address. Each of them was stymied because the so-
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lutions are so complex and because health reform unavoidably in-
volves significant redistribution, a topic that our society does not
like to deal with directly.

But we must remember two things: The problems inherent in the
current health financing system will only grow worse if nothing is
dene, and the current system already contains huge amounts of re-
distribution, most of which is invisible and much of which is in-
equitable and distortionary.

It will not be easy to craft legislation that addresses these prob-
lems. It will take a good deal of political courage, a lot of hard
work, and bipartisan cooperation. But it can be done. Whether the
solutions this committee develops build on the framework proposed
by the administration or on some other approach is not as impor-
tant as that some substantial step forward be taken now that the
President has crcated this opportunity. To that end, the Congres-
sional Budget Office stands ready to work with this committee and
its staff to develop those solutions.

Finally, I would like to thank you, Mr. Chairman, for the support
you have given to the underlying principle behind the Congres-
sional Budget Office, namely, that the analyses and estimates of
this agency should be based solely on the staff's best analytical and
professional judgment. Our report on the administration’s health
reform proposal reflects that principle. Thank you, and I will be
glad to respond to any questions that you or the members might

have.
The CHAIRMAN. Thank you, Doctor. You are very generous with

those kind remarks.
[The prepared statement of Dr. Reischauer appears in the appen-

dix.]

The CHAIRMAN. Let me respond, I think we all agree that you
and your associates have performed everything we could have
hoped for when the CBO was established back in the 1970’s, in
which I believe you and Alice Rivlin were among the principal
founders, and here you are today.

The distinguished Republican leader is here. I wonder if he
would not like to make an opening statement or some opening
questions.

Senator DOLE. I would like to wait awhile.

The CHAIRMAN. You would like to wait awhile. All right. Good.
Then we will just follow our regular routine.

Senator DOLE. Thank you.
The CHAIRMAN. I have just two questions of sorts. But first a

clarifying point. I think you did clear this up when you referred to
the sequence of Presidents who have made proposals in this area.
On page 13 you say in your conclusion that the Health Security Act
is unique among proposals to restructure the health care system,
both because of its scope and its attention to detail.

You would not mind my saying that 20 years ago President
Nixon proposed universal health care coverage with an employer
mandate. go the scope is exactly what we have today and that, in
fact, Senator Packwood introduced. You would agree with that?

Dr. REISCHAUER. Well, I have not gone back and looked over that

piece of legislation.
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The CHAIRMAN. Are you suggesting that we are a bunch of old
fellows up here? [Laughter.]

N Dr. REISCHAUER. No; rather people with better memories than I
ave.

The CHAIRMAN. Senator Packwood, it was universal coverage
with a universal employer mandate.

Senator DOLE. No alliances.

The CHAIRMAN. No alliances. The point being, from my point of
view, is simply to say, we have been at this for a long while. Twen-
ty years ago, we had this measure before this committee and there
comes a time when you probably ought to do something.

Now to the question of that very helpful final section in your re-
port in which you talk about the—how do you call it—you call it
simply other considerations.

Dr. REISCHAUER. Yes, other considerations. It is kind of catchy,
is it not?

The CHAIRMAN. Well, it is a very fine statement. And in there,
you write about unintended consequences, noting that “Policy-
makers and analysts can only speculate about sucsvl questions be-
cause of the magnitude of the institutional changes being proposed.
The complexity and interrelated nature of the proposal’s many
components make it difficult to grasp all their possible interactions
or to determine the extent of institutional change and develop-
ment” and whether there might be unintended consequences that
could affect the system’s viabi%ity.

That term “unintended consequences,” I am happy to report that
Rohert K. Murton, who first published that paper in 1935 is alive
and] well and spends his summers in East Hampton, NY. [Laugh-
ter.

But one of the things that has puzzled me, and certainly beyond
any analytic powers I have, is the fact that you referredy to it in
terms of the different premium caps for different sized firms.

There are altogether 6 different rates. They range from 3.5 per-
cent for firms with fewer than 25 workers and an average wage
below $12,000 per year up to the 7.9 percent. Six rates that apply
to four firm size categories.

Dr. REISCHAUER. I do not think that should bother you. Over
time, the importance of those special rates for small firms will di-
minish because the thresholds—the wage thresholds, $12,000 up to
$24,000—are not indexed. So as wages grow, fewer and fewer firms
will be affected.

In the long run—and I am not saying how long the long run is,
maybe 40 years or so—no firm should be affected by the special
rates. Instead, all firms will be subject to the single 7.9 percent-
of-payroll cap.

he CHAIRMAN. You are a distinguished economist and you do re-
call, no matter what you say, you recall Lord Keyne’s observation
that in the long run we are all dead. [Laughter.]

Dr. REISCHAUER. With the advances of modern medicine, that

might come into question.
The CHAIRMAN. That may be never. And you can anticipate Con-

gress indexing those, can you not?
Dr. REISCHAUER. And I can also antiéipate that we will give you

a cost estimate when you try.
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~ The CHAIRMAN. Fair enough. There are a lot of us here today. I
just do think the effects on firms has got to be more than passing.
I mean, would you not agree?

Dr. REISCHAUER. Yes, I would.

The CHAIRMAN. Thank you very much.

Senator Packwood?
Senator PACKWOOD. Last week, Doctor, we had six witnesses,

pretty much across the spectrum, all of whom agreed that we could
not get universal coverage without a mandate, including one of the
witnesses that did not want universal coverage. They said if that
is what you want you would have to mandate it. They said, you
will not get there by incentives; you will not get there by tax credit;
you will not get there by invitation, only by mandate. Do you agree
with that?

Dr. REISCHAUER. Yes. I think you can get very close to it, but cer-
tainly not all the way there. For example, there are young people
who feel that they are invincible and invulnerable, and others who
Just do not like to interact with organized society and who will stay
out of a system.

The CHAIRMAN. Yes.
Senator PACKWOOD. If we were to mandate that individuals pur-

chase this insurance as they do in Germany and employers share
part of the cost, or if we mandate employees like we do worker’s
compensation in the States, ana they purchased it privately wher-
ever they wanted-——would you then say that is not a tax and you
would not score it as a tax?

Dr. REISCHAUER. First, let me say that the “T” word has not

crossed my lips, nor will it.
Senator PACKWOOD. Would you score it the same way you would

score the——

Dr. REISCHAUER. We would score the premium payments to the
alliances as governmental receipts, and within the governmental
receipts category there are lots of things besides taxes.

Senator DOLE. Name one.
Dr. REISCHAUER. I can go through dozens of them, ranging from

atent and copyright fees to earnings of the Federal Reserve Board.

ut as I said yesterday, I do not want to make pronouncements on
budgetary treatment without seeing legislative language. It is dan-
gerous to one’s health. I have learned that over the past few
months. :

But a more important thing that I would urge on this committee
is to design a health care plan that makes sense, that effectively
achieves the objectives you want to achieve, and not get all caungt
up in the budgetary treatment. You should not let budgetary treat-
ment dictate program design.

If that had been the case back in the 1930’s, can you imagine
what we would have now in the way of a Social Security system?
If we were considering the Medicare program today, we would
probably be going through contortions to make sure that it was not
counted as a governmental activity.

The fact of the matter is that some things that the Congress and
the Nation want done are most effectively and efficiently done in
a governmental way. Others perhaps are not. Design the program

according to health objectives.
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Senator PACKWOOD. I am on your side. [Laughter.]

All I want to know is——

Dr. REISCHAUER. There is nobody clse.

Senator PACKWOOD [continuing]. How you would score it if we
simply mandated it.

Dr. REISCHAUER. As I said, we would have to look at the legisla-
tive language. We go through a very complicated procedure in scor-
ing, and I cannot simply say that if there is an employer mandate,
that is autornatically a governmental activity, or vice versa.

We have scored some proposals in the past as not being govern-
mental activities that have had employer mandates in them. So it
is possible.

enator PACKWOOD. I can give you a good example from the
States, although I have only checked two States, where they have
worker’s compensation and they allow a three-way system. The
State can insure it and they have State industrial accident funds.
You can self-insure or you can privately insure.

In those two States I checked, they only count as receipts the one
that the State takes care of. If you purchase it from Aetna or you
self-insure, the money never comes into the State and never goes
out, and so they do not count it. Although it is a policy issue. You
must provide worker’s compensation.

I am assuming that would be roughly what we would do with
health insurance. Even if you had an alliance but said you do not
have to purchase it through the alliance if you do not want to. But
if you did, that would probably count as a government receipt, even
though it was voluntary but you chose to purchase it through the
alliance. Would I be roughly correct in that assumption?

Dr. REISCHAUER. Those would certainly be some of the consider-
ations that we would look at.

Senator PACKwWoOOD. The Chairman is the only person that 1
know that not only knows the laws but knows the author of the
laws and calls them frequently. I remember when we were doing
Social Security, he says, yes, Dr. Gulick, right?

The CHAIRMAN. Luther Gulick.

Senator PACKwOOD. ke said, I just talked to him last week. He
is a 100 years old, lives up on a farm. [Laughter.]

The CHAIRMAN. Pottsdam, NY. .

Senator PACKwWoOD. How much more did Dr. Gulick collect from
Social Security than he paid in if he is a 100 now? [Laughter.]

The CHAIRMAN. I do not know but I can assure you that he
would. [Laughter.]

He lived to be a 100.

Senator PACKWOOD. I have no other questions right now, Mr.
Chairman.

The CHAIRMAN. Thank you, Senator Packwood.

Senator Daschle?

Senator DASCHLE. Thank you, Mr. Chairman.

Dr. Reischauer, I think that your point is well taken. It is not
how you cost something, but what it actually costs. That is really
what it is you are trying to share with us today. I wonder how long
it will be before we see a bumper sticker that we are now being
charged as being a receipt and spend rather than a tax and spend

Congress.
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The primary objectives the administration has designed for this
bill are to achieve universal coverage and cost containment by the
end of the decade. I would really like you to address these particu-
lar goals. How close to the mark are we in accomplishing those two
objectives under the current plan?

Dr. REISCHAUER. Well, as our report says, if the plan is imple-

meated according to the legislative language, there will obviously
be universal coverage. It will be successful in reaching that objec-
tive.
Moreover, the numbers that I provided for you on national health
expenditures indicate that the administration’s plan will slow down
the rate of growth of national expenditures by a substantial
amount. In fact, in my discussion with the Ways and Means Com-
mittee members yesterday, Mr. McDermott pointed out that the ad-
ministration’s proposal would have roughly the same slowdown ef-
fect that a single-payer plan would have—excuse me, his single
payer plan.

Senator DASCHLE. He said it slows costs by a substantial amount
while simultancously providing universal coverage. I have not had
a chance to look specifically at the numbers. How does one define
substantial in this case?

Dr. REISCHAUER. The numbers I gave in my opening remarks
would qualify. By the year 2004, national health expenditures in
total would be around $150 billion, or 7 percent, below where they
would otherwise be if we continued witg the current system, ac-
cording to our estimates.

Senator DASCHLE. That $150 billion is part savings to business
and part savings to families; is that how it is broken down?

Di. REISCHAUER. Yes.

Senator DASCHLE. You mentioned there is a $90 billion savings
to lhum‘ness, which is a significant savings. Is that part of the $150
billion?

Dr. REISCHAUER. Yes, it would be.

Senator DASCHLE. I know you have not yet done careful analyses
of each of the plans. Is it possible to achieve immediate savings
under any one of the plans that is currently proposed? Isn't it like-
ly you are going to see growth during this transition period in costs
regardless of the plan that we may subscribe to?

Dr. REISCHAUER. One objective of virtually all of the plans is to
expand coverage to those Americans who lack insurance coverage
in its entirety or who have inadequate plans. In and of itself, meet-
ing that objective would drive up costs.

At the same time, restraints would be put into place or incen-
tives are created to hold down costs. It is very difficult to imagine
a politically acccptable system in which the restraint could match
the expenditure growth at the very beginning. So I think your as-
sessment is an accurate one.

Senator DASCHLE. I would like you to elaborate a little bit more
upon the impact on employment. ’)I,‘here have been a lot of charges
and countercharges about the affect of employment on the system
and what the plan would do. You say the impact would be neg-
ligible. Could you describe what you mean by that?

Dr. REISCHAUER. Well, what we are saying is that the size of the
labor force might diminish somewhat—by between 0.25 percent
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and 1 percent Foint eventually in the long run, over 15 to 20 years.
It will decline largely because some individuals will take advantage
of the incentive to retire early—because they will get health insur-
ance coverage as early retirees.

Usually, most often when somebody retires and leaves the labor
force we do not regard it as an immense economic tragedy. We may
be ; little green with envy that they have the resources and ability
to do so.

The fact that insurance will not be related to whether you work
or not means that some secondary workers in families will choose
not to participate in the labor force. They might be staying home
to take care of children or to enjoy more leisure.

In part, their choosing not to participate would be a result of cer-
tain employer costs being shifted back onto workers in the form of
lower wages in some firms. But once again, not participating is a
voluntary decision, presumably the choice of individuals who feel
themselves better off under the new incentive structure.

As 1 said, there could be some reduction in the number of indi-
viduals working at the minimum wage level, and this would come
about because, of course, most of those workers do not receive
health care benefits now. When their employers are required to pay
something for their insurance coverage, the employers will not be
able to shift the cost back onto the work force in terms of lower
wages, and they will decide they need fewer workers.

But if you look at the people who are earning the minimum
wage, many of them are students and young people. The important
thing to remember about that particular group is that, under the
administration’s proposal, an employer does not have to pay for in-
surance for an employee under 18 years of age if that employee is
a dependent child; in addition, employers do not have to cover em-
ployees who are full-time students under the age of 24. So the em-
ployment of those people would probably be unaffected.

Senator DASCHLE. Thank you, Dr. Reischauer.

Dr. REISCHAUER. In addition, there will be some job creation,
probably because of the expansion of home- and community-based
health care for the disabled.

The CHAIRMAN. Thank you, Senator Daschle.

Senator Durenberger?

Senator DURENBERGER. Dr. Reischauer, like you I am deeply

ateful to the President of the United States for taking on the

ealth care reform issue, and the First Lady likewise.

In the last year I have watched you for a day in Minnesota and
then at various times deal with the situation in which you have
been placed. I watched you all day yesterday or a good part of the
afternoon. And I watched you react here this morning.

I have the impression tKat one of the most important things you
have said is your comment about health care policy ought to make
sense not just be written to some budgetary guideline. I could hear
some laughter here when you mentioned 1965 and so forth. That
is a reality that if we had had the 1980’s, 1990’s budgetary sense
in 1965 would we have done that.

I must also say that the problem that we all face here is the ade-
quacy of our knowledge base at any given point in time. If people
in 1965 had known the nature of medical markets and what they
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were doing to them in the period 1954 to 1965, how they would just

inflame this fee-for-service system into doing great things for us as

3 country but without any consideration for cost, would they have
one it.

Today the easiest thing to get budget estimates on is a single
payer system—real simple. Al'Fy’"Bﬁ“ have to do is say, we are only
going to spend so much money or allow so much of an increase and
so forth and you can get savings. That is budgetary treatment.

But because our knowledge base today will not permit us to
judge quality, it cannot tell us what rationing is or adequate access
is or any of that sort of thing, that does not become an issue be-
cause the approach is budgetary. it is just savings. It is not quality
or access or innovation or any of those things that Americans really
care about.

So I want to underline what you said about the fact—and this
is my words. What your report says to me more than anything else
is the limitations imposed on health policy reform by the current

budgeting process.
I am an author of a plan called Breaux-Breaux-Breaux and

Durenberger. [Laughter.]

And as compared to the Clinton plan which gets us to 19 percent
of the GNP in health care 10 years from now, I believe from my
knowledge base that Breaux-Breaux-Breaux-Durenberger and some
House Members will get you to 10 percent of the GNP in 10 years.
You and I have had conversations on this subject. Ten percent of
the GNP in 10 years. The difference is about $900 billion, which
will buy you an awful lot of universal coverage.

You can do that without sacrificing innovation or quality or ra-
tioning or any of the rest of that sort of thing. The problem is, it
cannot be estimated. It cannot be estimated. Because today’s esti-
mates are premised on basically a dysfunctional medical market-
place and for our premise is that you can price medical goods and
services and you can create a market.

Professor Alain Enthoven, Dr. Reischauer, wrote you on January
18, 1994 a letter which suggests several things. One of which is
that your behavioral assumptions for estimating the affects of
health care proposals in November of 1993 may have an error in
the estimating of the elasticity of demand. You may understand
that. I am not sure that I do. As large as a factor of 10.

The CHAIRMAN. A factor of 10?

Senator DURENBERGER. Yes. Or it may be as high as 16. I am

n};)t sure. I just hope that maybe in writing we can get a reply to
this.
He also suggests that using studies based on 1982 and 1984 data
will give you a downward bias in estimating the elasticity of de-
mand. And then suggesting that perhaps the better way for us in
trying to decide how to get to markets and how to begin the process
of estimating them would be if you were able to give us some range
of estimates which would flow from some range of assumptions, be-
cause I will argue with the Clintons that the problem is not in
their estimates. I do not think we should get into this $74 billion
versus. The problem is in their assumptions.

So that if we could commit ourselves in some way to a process
by which you would help us do estimates against assumptions and
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give us a range like actuaries do when they are trying to estimate
the cost of coverage, might not that be more helpful to us?

Dr. REISCHAUER. Certainly, it would. We have tried to do that in
one aspect of our report on the administration’s health proposal.
We have estimated costs using premiums that are the same as
those the administration used, premiums at the level we think they
would be, and premiums 10 percent higher. So we have provided
you with a range on that issue.

We certainly can do the same with respect to demand elasticities.
Let me say that, just before I walked over here to testify, I finished
editing my response to Professor Enthoven and will send it back
to him today. I wili be glad to send you a copy.

The CHAIRMAN. [ wonder if we could put both that exchange in
the record.

Dr. REISCHAUER. Yes, I will. I will be glad to do that, especially
because I think he is wrong. [Laughter.]

[The information appears in the appendix.]

Dr. REISCHAUER. But on top of that, there is something of a fun-
damental misunderstanding here, and that is that the elasticity es-
timates that you and he are referring to, in fact, are not used in
our estimate of the Breaux-Breaux-Breaux-Durenberger-Cooper
proposal.

In fact, we agree with the major point, which is that these elas-
ticity estimates are derived from marginal changes in a very mixed
system and probably not applicable to large-scale reform efforts
such as that one. As a result, for our estimate of that proposal, we
have taken behavioral assumptions from the experience of large
health maintenance organizations—HMOs—and managed care pro-
grams in the California State employee system and the Wisconsin
system. So we have used very different numbers.

The CHAIRMAN. Well, we look forward to having your response
and his letter.

Dr. REISCHAUER. Yes.

The CHAIRMAN. Senator Grassley?

Senator GRASSLEY. Thank you, Mr. Chairman.

Before I ask my first question, I want to call my colleagues’ at-
tention to chapter 3 of your report and also compliment you for
that discussion. It seems to me to be particularly enlightening
about the specific kind of program we are talking about here with
the Clinton proposal.

I do not want to belabor the point here. But I just want to ob-
serve that if anybody was under the illusion .nat this is not a com-
pletely public and completely Fedcral takeover of the health care
system they could not be under that illusion after reading your
chapter 3, at least as I read your chapter 3. I have some things un-
derlined here that I will highlight for anybody that is interested.

Now in regard to your ability to estimate. I think you have been
very candid in the limitations in the kind of analysis that is rep-
resented in your report. The limitations are such that the estimates
could be wrong by large magnitudes in either direction. I think you
would agree with that.

For instance, we know that the estimates of the 1990 Budget Act
have already been technically corrected by $190 billion and that
has been upwards, and just by way of example the CBO report
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notes a difference of some $36 billion between its estimates of what
all businesses would spend on health care in the year 2000 and
those made by the Lewin analysis.

In effect, is not the implementation of a plan as comprehensive
as the President’s kind of a great leap in the dark as far as know-
ing with any confidence what the many economic effects of the plan
are going to be? And before you answer that: Is it not naturally the
case that we tend to underestimate what various programs that we
enact are going to cost anyway?

The CHAIRMAN. Surely not. [Laughter.]

Senator GRASSLEY. Surely yes. Please answer.

The CHAIRMAN. Yes and no.

Dr. REISCHAUER. Have I stopped beating my wife?

Senator GRASSLEY. Well, no. If that sounded like I was blaming
you, I think I have complimented you on being better than some
other government agencies and improving over the years.

Dr. REISCHAUER. Yes.

Senator GRASSLEY. I have been talking about too rosy of sce-
narios for 10 years as a member of the Budget Committee.

Dr. REISCHAUER. Right. Certainly the uncertainties that you
highlight are there. The more fundamental the change the more
uncertain the outcome becomes as you note. Often, we have not
been very good at predicting even incremental changes in major
benefit programs. That is a tremendous caution to bear in mind in
any debate of health reform proposals.

As I pointed out in discussing our report, however, you have to
weigh that uncertainty against the knowledge that staying the
course with the existing system is going to create an increasingly
serious set of health care problems in this country, with more and
more people being uninsured. Then, maybe, the decision is between
incremental approaches, for which we have some ability to estimate
consequences but not perfect ability, and more major kinds of
transformation, about which there is greater uncertainty but also
g_reabtler prospects of achieving objectives that many people find de-
sirable.

Senator GRASSLEY. I would like to ask you about premium caps.
I think the administration has pretty consistently argued that pre-
mium caps are only a backup. How critical to your analysis are
gremium caps? Does your analysis assume that premium caps will

e involved? And if so, when do you assume the premium caps
would start, to be used?

Dr. REISCHAUER. The administration’s proposal has caps on the
premiums for each regional alliance which will grow at a particular
rate. Those rates are based on average growth limits for the Na-
tion, but each regional alliance will get a different rate of growth
depending on a complex set of factors.

That is one set of restraints. There is also another overall cap on
Federal liability, which involves——

Senator GRASSLEY. I am talking about the premium caps.

Dr. REISCHAUER. The premium caps.

Senator GRASSLEY. The former.

Dr. REISCHAUER. All right. We have assumed that those caps will
be effective or that we will be hitting them right from the begin-

ning.
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Now, Mr. Durenberger might argue that competition within this
new environment will be such that, in fact, the premium caps are
not needed because the price at which competing health care plans
offer their benefits will be below the average level that is required
in each regional alliance area. But we do not think that that will
be the case.

Senator DURENBERGER. I think, if I may interrupt my colleague.

Senator GRASSLEY. All right.

Senator DURENBERGER. What Mr. Durenberger would argue is
that is you put on premium caps as you point out every insurer will
have the incentive to go right to the cap automatically and you will
exaggerate the disparities that exist in the current system.

Senator GRASSLEY. Since he took 30 seconds, in regard to the
Lewin analysis, they figure that premium caps would reduce the
overall costs by 47 percent, or, in other words, that costs would be
$47 billion lower than they would have been without caps. How
much lower would health care spending be according to your analy-
sis because of premium caps?

Dr. REISCHAUER. We did not do an estimate of that sort. What
the Lewin analysts were saying is that we have a new environ-
ment. We provide everybody with basic insurance. That increases
the demand and the costs for health care.

We change the environment in certain kinds of ways that gen-
erate the competition in the insurance industry that Mr. Duren-
berger is talking about. That will lead to a lowering of these costs.
But the costs of the plans will still be well above the premium lev-
els set by the administration. Then you would have to come down
to those levels.

We did not try to differentiate those two aspects of the downward
movement. It is a complex and controversial kind of estimate.

Senator GRASSLEY. Thank you.

The CHAIRMAN. Thank you, Senator Grassley.
And now, let us hear from Durenberger-Durenberger-Duren-

berger-Breaux. They are the ones who are in the know. [Laughter.]

Senator BREAUX. That is the way to go. [Laughter.]

The CHAIRMAN. Senator Breaux?

Senator BREAUX. Thank you very much, Mr. Chairman.

Thank you, Dr. Reischauer. I think that the work you have done
is really an incredible undertaking. It is a massive program to look
at and analyze. Can you tell me in layman’s language what contrib-
uted to the major difference in the estimate of the Clinton adminis-
tration which estimated a decrease in the deficit by $58 billion in
a 5-year time frame and your estimate that it would increase the
deficit by $74 billion in the same time frame? What are the dif-
ferences that led to that major, what is it, $133 billion difference
in the estimates?

Dr. REISCHAUER. Well, as is so often the case in my business, it
is lots of little things plus a few big things. The biggest thing is
that we think that the cost of employer subsidies will be much
greater than the administration has estimated.

We have used a different estimating methodology for this analy-
sis, one based on data from County Business Patterns, which we
think is a better approach. But different analysts could argue that
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point. This is certainly an issue about which reasonable people,
reasonable professionals, will disagree.

In addition, we believe that the premiums for the standard bene-
fit package will be 15 percent higher than the administration has
estimated. Our estimate of premiums is very close to that of Lewin-
VHI. It is very close to the Wyatt Corporation’s assumptions, and
it is well below the Hewitt assumptions. So I think we are in the
ball park here on premiums.

Then there are lots of little things. The Joint Committee on Tax-
ation felt that the revenue from constricting cafeteria plans would
be less than the administration had calculated. And we included
the impact on the Social Security trust fund in our estimate. When
you have more early retirees, it means more people retiring at age
62 and receiving some benefits through Social Security. The admin-
istration did not include an estimate of those costs.

I might add--I hope you will not take this out of Senator
Breaux’s time—that we were very fortunate, because we went third
in providing cost estimates. The administration went first, and it
had the toughest time. Lewin went second, and we went third. We
had a lot of help from people in the administration. Numerous indi-
viduals at the Office of Management and Budget, the Health Care
Financing Administration, and the Department of Health and
Human Services were there to help us understand the intricacies
of this bill and to tell us how they did their estimating, which as
far as I can tell was done without any bias at all. It was a first
rate professional effort to get at these costs.

But, you know, as you gain experience, you have the opportunity
to learn from it. I would like to thank them for that now.

Senator BREAUX. You had discussions in the report about both
the National Health Board and the regional alliances which I found
to be very interesting. Our regional alliances or health alliances in
the Cooper-Breaux bill are really purchasing cooperatives which
are not regulatory.

In the administration’s alliance you point out that they would
have an even broader and possibly more demanding set of respon-
sibilities and then you list them. You say that they would combine
the functions of purchasing agents, contract negotiators, welfare
agencies, financial intermediaries, collectors of premiums, devel-
opers and managers of information systems, coordinators of the
flow of information and money between themselves and other alli-
ances; they would also have to implement the controls on the pre-
miums under the direction of the National Health Board.

Then you point out that any one of these functions could be a
major undertaking for an existing agency with some experience, let
alone for a new agency that would have to perform them all.

That sounds like at the very least a real word of caution as to
whether these new entities can do all of these things. Can you
elaborate on that?

Dr. REISCHAUER. The administration’s proposal contains a very
ambitious schedule for phasing in the system it describes. We have
accepted that schedule in our cost estimate. We thought that would
be most useful to you and most valuable for comparative reasons,
both for the administration’s proposal and the proposals of others.
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What we were trying to point out is that this proposal is going
to be tough to implement in a lot of ways. Is it impossible? %rob—
ably not. This Nation can do almost anything if it really puts its
mind to it.

Senator BREAUX. Is there a note of caution to go slowly in that
statement?

Dr. REISCHAUER. There is, yes.

Senator BREAUX. Let me ask another question on the premium
caps. I take it your assumption is that under the administration
plan premium caps, cost controls, price controls will kick in.

Dr. REISCHAUER. Yes. The premium caps will effectively set lim-
its on the costs of the standard package of benefits.

Senator BREAUX. In your discussion on premium caps you raised
some cautionary notes as I read your report. In talking about how
the premium caps will affect the health system, those of us who
have argued against premium caps say that you could ultimately
end up rationing health care in order to meet the caps.

And you talk about that. You assume that the limits on the rate
of growth of premiums would be sustained even though they are
likely to create “immense pressure and considerable tension.” I do
not know if those are words of art. But what do you mean by that?
What are your concerns?

Dr. REISCHAUER. Those are terms of art.

Senator BREAUX. What do you mean?

Dr. REISCHAUER. As you know, art is——

Senator BREAUX. In the eyes of the beholder.

Dr. REISCHAUER [continuing]. Something you cannot describe in
technical terms.

Senator BREAUX. But when yon are talking about considerable
tensions, pressures because of the premiums caps, really what are
you concerned about?

Dr. REISCHAUER. Well, we have a system right now that is chug-
ging along with increases of 10 percent a year in spending for
health care. We are talking about slowing down the rate of growth
of that spending rather substantially. Under the administration’s
proposal, it is going to be slowed down largely by the caps on pre-
miums, which will then create many tensions and pressures within
the health alliance areas, within the health plans, and across re-
gions.

Our competitive system works that way, too, but there, markets
determine what happens. There are pressures that occur, firms go
out of business, and people cannot always afford products they
would like to have. So that kind of pressure is not unusual.

It is also important to keep in mind, I think, that any effective
method of bringing down the rate of growth of health care spending
is going to create tensions and pressures of this sort.

I do not know what to call it—the Breaux-Breaux-Durenberger-
Cooper-Cooper plan—

Senator BREAUX. Whatever. The other plan. ,

Dr. REISCHAUER [continuing]. Does this by imposing a pretty
hefty tax on employer-paid premiums above a certain level. That
is r%oing to create tension, too.

he CHAIRMAN. Right.
Senator BREAUX. Thank you, Mr. Chairman.
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The CHAIRMAN. Thank you very much.
Senator Dole, you have been very thoughtfully listening to these

questions for the last hour.

Senator DOLE. There was a good piece in The Wall Street Jour-
nal a couple of days ago about the science of predicting costs of
health care.

I quote Mr. Meyer of the Economic and Social Research Institute.
He says: “What is more, the sheer volume of data and the complex-
ity of calculations involved often results in flaws creeping into big
models. We have errors in the original data sets, forecasting errors,
judgments that have to be made about important parameters, esti-
mates that economists pull out of their heads, says Jack Rogers,”
director of Price Waterhouse and so forth.

Mr. Reischauer in an interview with Mr. Goslin of The Boston
Globe, you say that financial figures in the massive pools are large-
ly irrelevant. And I quote: “At some point the American people are
going to have to edge up to the precipes, close their eyes, cross
their fingers and jump.” And I think there——

Dr. REISCHAUER. There was another phrase that he left out: “and
hope they land in a soft place.”

Senator DOLE. Well, that would be helpful. [Laughter.]

But we do not know where we are going. I think the point I
would make, and underscore with Senator Grassley, I think these
are predictions. Obviously, you do the best you can. I know the
CBO was not responsible, but somebody estimated the costs of
Medicare back in 1965 at $9.1 billion by 1990 and it was $67 bil-
lion. So there is a 644 percent difference.

Somebody Erobably told Congress at that time, and some of us
were there, that this is what it is going to cost. I assume that you
are telling us—yours might vary I assume a dollar or two over the
5-year period or 10-year period, whatever.

But I think you have to consider utilization and new technology
which you cannot always do. If we do not tie up the drug compa-
nies totally, they may have a lot of breakthroughs and save a lot
of lives in the future.

So I guess the point I would make is, these are predictions. We
have to rely on these. Which leads me to the second point, I mean
in fairness to the Clinton plan, will the CBO look at other plans?
We have the Breaux—I do not know who takes credit for it.

Senator BREAUX, It depends on where you are.

Senator DOLE. Then you have the Chafee, et al., plan and the
Nickles plan, the Gramm plan, the Michel plan, and the Wellstone
plan, that I can think of now. You do not do this just by yourself,
do you? [Laughter.]

Dr. REISCHAUER. If I told you the truth—that I really do—my
staff would kill me. [Laughter.]

Senator DOLE. But I know it is a lot of work.

Dr. REISCHAUER. No—of course. We have prepared an estimate
of the Cooper bill that was introduced in the 102d Congress; we
have done an estimate of the McDermott-Wellstone bill already;
a?d we have done an estimate of the earlier version of the Michel
plan.

We have just now—as of 2:00 a.m. yesterday morning—come out
from underneath the analysis of the administration’s proposals.
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There are a number of other proposals on our desks waiting to be
analysed. Those include the new version of Breaux-Durenberger-
Cooper, Nickles, Chafee, and several others.

It is beyond the capability of the Congressional Budget Office to
do all of those in a timely fashion. These are brutal exercises. I
have a staff that has not taken a day off for over a month, and they
are going to need a few days off. Then we will get back to work.

What I need from the bipartisan leadership of the Congress—
both sides—and the chairmen and ranking members of the commit-
tees that have primary responsibility for health care reform is some
kind of list of priorities.

Senator DOLE. I think that would be helpful. I know you have
addressed the President’s plan and the others. But I would guess
the President would say, well, what about the other plans. And
maybe we can—-—

Dr. REISCHAUER. I think that is a fair statement, too. We have
analyzed the administration’s plan in tremendous detail, and we
have looked at dimensions of it that we did not look at with respect
to the other plans.

We did not look at the economic ramifications of the Wellstone-
McDermott plan, for example. The administration would be justi-
fied, I think, in saying: “Let us level the playing field, let us look
at each of these plans in all of their dimensions.”

But I have a very limited staff. That staff is trying to provide you
with estimates of other bills that are coming through, with esti-
mates of the supplemental appropriation, with analyses of the
President’s budget submission, and on and on. We have a situation-
in which the resources for the Congressional Budget Office are
lower in nominal terms than they were 2 years ago. Our staff is
gmallelrl, and yet more and more is being asked of us. We cannot

o it all.

Senator DOLE. I think you make the point there. So I would be
happy to help Senator Mitchell and the ranking member, Senator
Packwood, and the Chairman to see if we could not give you some
priorities because I know you cannot do it all.

I want to go back and try a similar question to one Senator Pack-
wood asked and how the employer mandate in the Clinton plan dif-
fers from the individual mandate say in the Chafee plan. In the in-
dividual mandate, the money does not go to the government. It
does not go to some alliance. There would be a difference. You say
that in the Clinton plan these are Federal receipts. They would not
be considered Federal receipts unless somebody bought through the
alliance. Is that correct?

Senator PACKWOOD. Bob, let me give a partial answer that I dis-
covered since I asked you. It is the Federal Harbor and Long-Term
Workers Compensation Act. Because you are on navigatable wa-
ters, it is allegedly Federal and, therefore, there is Federal worker’s
compensation for these people.

And you can either self-insure or you can buy private insurance.
Here is the way it is budgeted. The administrative costs of the pro-
gram are on budget. There is a requirement to index the benefits
by 50 percent. The cost of managing the indexing is on budget, not
the benefits, but the costs of managing the indexing.
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Then there is a Federal fund to pay employers if you have a sec-
ond injury and it is a second employer, and it is a very small
amount.

But those three added together in 1992 are $9.2 million on budg-
et. They are $600 million of benefits that are off budget, because
they are bought privately and they do not run through the govern-
nfl‘ent. ftS"’o you have a very small amount on the budget and the rest
of it off.

The CHAIRMAN. Well, you have cleared that up. [Laughter.]

Senator DOLE. Do you adopt that statement as a fact?

Dr. REISCHAUER. For that fund, I adopt it as a fact. But whether
that is a precedent for an individual mandate is something that my
staff will be looking into. Right now we are, in fact, examining this
issue with respect to the Chafee proposal. These are very com-
plicated issues and there are different dimensions that have to be
examined.

I am not going to stand here and say: “Oh, it is an individual
mandate an§ it does not go through the Federal Government, so it
necessarily is nongovernmental activity.” It may be; it may not be.
We will certainly work with the sponsors of these pieces of legisla-
tionhand with the committees responsible as we develop positions
on this. -

Senator DOLE. Could I just ask one other question?

The CHAIRMAN. Please do, Senator Dole.

Senator DOLE. If you eliminated the alliances, then that would
change rather dramatically the impact of the Clinton plan, would
it not, from your standpoint?

Dr. REISCHAUER. The alliances serve a set of functions, and one
would have to ask who or what would replace the alliances in car-
rying out all of those functions. Only by answering that question
would you be able to say whether eliminating the alliances affects
the budgetary treatment of the administration’s proposal.

Senator DOLE. The question you get at town meetings is that if
85 percent of the system is okay, why are we going to change all
of that to take care of 15 percent of the system. Maybe it is 18 per-
cent. It is a pretty good question that people asked as recently as
this morning at a breakfast meeting I attended. I know this is not
your responsibility, but I'd appreciate your views.

Dr. REISCHAUER. That is not my responsibility, but let me tiptoe
up to the edge of it. On the one hanci the system is okay in the
sense that people have coverage and the health care that they re-
ceive from, really, the finest medical establishment anywhere in
the world is good.

But on the other hand, this system is creating incentives for ba-
sically uncontrolled growth in spending. And while people may be
happy with their situations with respect to health care, they are
not Il)lappy‘with the lack of growth in wages that they have experi-
enced over the past decade and a half.

One reason people are not happy is that their employers have
put more of their workers’ total compensation into the fringe bene-
fit of health insurance. Cash wages have suffered as a result. I
think that 70 percent of the American people who are happy with
their situation now would not be as happy if they really understood
the consequences of the existing financing system for health care.
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The CHAIRMAN. Fine. Thank you, Senator Dole.

Senator Packwood and I were going to do this, and the moment
seems appropriate. I wonder if you would introduce your staff.
tThhey have been sitting behind, with a lot of body English going on

ere.

Dr. REISCHAUER. This is Paul Van de Water. Paul Van de Water
was——

The CHAIRMAN. Yes, very prominently mentioned as author of
chapters 2 and 3. Yes, Mr. Van de Water. Good morning.

Dr. REISCHAUER. I put him in charge of coordinating the entire
activity. He is the Deputy Assistant Director of our Budget Analy-
sis Division. Next is Rosemary Marcuss, who is the Director of our
Tax Division.

The CHAIRMAN. Ms. Marcuss, good morning.

Dr. REISCHAUER. Gail DelBalzo is our General Counsel.

The CHAIRMAN. Good morning to you, counselor.

Dr. REISCHAUER. Doug Elmendorf is an Analyst in the Macro-
economic Analysis Division.

The CHAIRMAN. Mr. Elmendorf.

Dr. REISCHAUER. He contributed to and wrote much of the chap-

ter on the economic effects of the proposal. Mark Desautels deals
with the outside world, and the media, for the Congressional Budg-
et Office.

The CHAIRMAN. Mr. Desautels, good merning.

Dr. REISCHAUER. Who has been saying “no comment” for the past
3 weeks. [Laughter.]

I wondered whether I should pay him for that. I mean, I could
have gotten a recording machine. [Laughter.]

The CHAIRMAN. We welcome you and we thank you for your
great work.

Dr. REISCHAUER. I might add that in the row behind { see Bob
Dennis, who is the Director of the Macroeconomic Analysis Divi-
sion, and Doug Hamilton, a Unit Chief in that Division. They, to-

ether with Doug Elmendorf, wrote the chapter on economic ef-
ects.
hThe CHAIRMAN. There is some finger pointing going on over
there.

Dr. REISCHAUER. Excuse me.

Senator DOLE. It is a big office.

Dr. REISCHAUER. I make them come so that the hearing room is
full. You know, 1 get embarrassed testifying.

Nancy Gordon is the Director of the Human Resources Division,
which has a hig group of health analysts—big, that is, for CBO—
half a dozen eopira. And Linda Bilheimer is the reigning expert on
the details of the administration’s health care proposal. She wrote
the first and last chapters of the volume.

The CHAIRMAN. We welcome you both and thank you again.

Dr. REISCHAUER. Thank you for bringing my staff to the atten-
tion of the committee.

The CHAIRMAN. Now our distinguished majority leader, Senator
Mitchell.

Senator MITCHELL. Thank you, Mr. Chairman.

Good morning, Mr. Reischauer. Mr. Reischauer, the President.
has stated as his principal objectives of health care reform achiev-
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ing universal health insurance coverage—that is every American
having health insurance—reducing health care spending as a per-
centage of the gross domestic product, and achieving long-term def-
icit reduction.

While your estimates differ from those of the administration, and
you describe those differences as mocest, am I correct in my under-
standing that your report supports the President’s conclusions as
to those principal objectives? That is to say that the President’s
glan will achieve universal health insurance coverage, will reduce

ealth care spending as a percentage of the gross domestic product,
and will achieve long-term deficit reduction.

Dr. REISCHAUER. If it is implemented according to the legislative
il;gnguage in the proposal, it would achieve ail three of those objec-
ives.

Senator MITCHELL. Now I would like to ask you about costs and
savings. Your report estimates that the cost of the assistance to
families to help them buy health insurance will be $95 billion in
the year 2004. Your report also estimates that the savings in Med-
icaid under the President’s plan will be $93 billion in that year.

Am I correct in my understanding that under the President’s
plan the assistance to help families buy health insurance will be
roughly offset by the savings in Medicaid?

Dr. REISCHAUER. That is correct, I believe.

Senator MITCHELL. That is correct. Right.

A third question deals with the effect on wages. Between pages
53 and 56 of your report you describe the effect of the President’s
plan on business and what may flow from that. I will read selected
sentences from those pages and ask a question on that.

You state that: “The total costs that all businesses together
would pay for health insurance for active workers would be about
$20 billion less in the year 2000 if the proposal were implemented,
rather than if the current system were to continue unchanged. The
estimated reduction in the cost for active workers from the pro-
posal would be even larger in subsequent years, reaching slightly
above $90 billion in the year 2004.” That is to say, you estimate
that businesses would save $90 billion in the year 2004.

You then go on at pages 55 and 56 to say that: “For the most
part the nation’s workers shoulder the cost of employer’s premiums
for health insurance; and thus the significant savings that the ad-
ministration’s proposal would produce, compared with current pol-
icy, would be largely passed onto workers in the form of higher
wages.”

So am I correct in my understanding that you have concluded
that if the President’s plan were adopted the cost to American busi-
nesses would decline by an estimated $90 billion a year by the year
2004 or in the year 2004 and that those savings would logically be

as§)ed on to workers so workers’ wages would rise up to $90 bil-
ion?
First I ask you two questions. Am [ correct in that understand-
ing? And second, can you be more precise in your estimate of the
proportion of the $90 billion a year in savings that would be passed
on to workers in the form of higher wages? .

Dr. REISCHAUER. You have reached the appropriate conclusion.
We think that the employers’ contributions to employees’ health in-
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surance premiums are largely shifted back onto workers in the
form of lower wages. To tﬁe extent that business costs were re-
duced, those reductions would lead to higher wages.

The vast preponderance of that $90 billion in savings would be
passed on to workers in the form of higher wages. From the stand-
point of business, firms are relatively indifferent about whether
they are paying a health care premium or a wage. But from the
standpoint of the satisfaction of workers, they will be happier if
they are receiving what they believe is adequate or comparable
health care and receiving higher wages. There will be a positive
benefit from this.

Senator MITCHELL. So that if I may summarize your responses
to these three questions, if the President’s plan were adopted and
implemented, all Americans would be insured against the costs of
health care.

Dr. REISCHAUER. Yes.

Senator MITCHELL. Health care spending as a percentage of the
gross domestic product would decline.

Dr. REISCHAUER. Yes.

Senator MITCHELL. Leng-term deficit reduction would be
achieved. ‘

Dr. REISCHAUER. Yes.

Senator MITCHELL. Costs to business would decline by $90 billion
in the year 2004, estimated.

Dr. REISCHAUER. Estimated, yes.

Senator MITCHELL. And the wages of American workers would
increase by an amount close to $90 billion a year.

Dr. REISGHAUER. Correct.
Senator MITCHELL. So that all Americans would be insured. The

deficit would be going down. Health care spending as a percentage
of the gross domestic product would be going down and the wages
of American workers would be increased by up to or close to $90
billion a year. Is that correct?

Dr. REISCHAUER. That is the judgment that we reached.

Senator MITCHELL. Thank you, Dr. Reischauer.

Senator CHAFEE. Hallelujah.
The CHAIRMAN. Thank you, Senator Mitchell. And thank whom-

ever it was who said Hallelujah. I think we needed that. That is
always a positive response.

Senator Danforth, you are next.

Senator DANFORTH. That is a common response by me, Mr,
Chairman, but not in this instance. [Laughter.]

Dr. Reischauer, let me apologize if this is going over ground that
Senator Durenberger and maybe Senator Grassley covered. But one
of the theories of holding down the cost of health care has been
managed competition. That is, you set up market forces and they
do the job.

Another way is price controls. In this case controlling premiums.
It is my understanding that in your projections you really do not
place any weight on managed competition, but instead you arc rely-
in%on the premium caps to control the costs.

r. REISCHAUER. In doing a cost estimate, it is not necessary to
make a judgment like that, unless it was thought that the forces
of competition that would be unleashed by the administration’s pro-
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posal would produce average premium levels below the limits that
the‘ proposal sets up.

Those limits, as you know, are fairly low. They are quite con-
straining relative to the current state of health spending. Our feel-
iug was that although the competition within the administration’s
proposal should improve consumer welfare, it could have a limited
effect on overall prices, so one would expect the various plans to
compete in a constrained environment—in order to get down to
these caps—to be at these caps, in fact.

Senator DANFORTH. Well, let me ask you this. L2t us suppose
that we pass legislation without premium caps, would your——

Dr. REISCHAUER. I would give you a cost estimate that would be
quite a bit higher than the one we have given you in this report.

Senator DANFORTH. Can you give us that estimate?

Dr. REISCHAUER. Yes, I believe we can.

The CHAIRMAN. Fine. I think we would appreciate that. Is some-
body in the back saying——

Dr. REISCHAUER. This is not something we can pull out of our
back pocket. This question takes us back to the use of resources at
the Congressional Budget Office.

Senator DANFORTH. Right. From my standpoint I think that that
would be interesting information to have.

The CHAIRMAN. If we can have that, Dr. Reischauer, I think we
need it. Do you not? There goes the one weekend you were going
to get. We will negotiate.

r. REISCHAUER. We will negotiate, because you might not like
what I say you have to give up to get that estimate.

The CHAIRMAN. Yes. Because there is an opportunity cost, is that
not what economists say?

Senator DANFORTH. gan I just ask you this? You have said that
the cost would be substantially greater without the premium cap.
And yeu have also said in your report that you assume that pro-
posed methods for constraining the rate of growth of preniiums for
the standard benefit package would be completely effective. That is
your term—completely effective?

Dr. REISCHAUER. That is correct. If you read through the legisla-
tive language and you assume that this proposal is going to be im-
plemented as the legislative language requires, it would seem that
these premium caps would be completely effective.

Senator DANFORTH. And you have also said in the report that
you assume there is going to be tremendous pressure {o abandon
premium caps.

Dr. REISCHAUER. Well, if there is—-

Senator DANFORTH. I mean, you do assume that?

Dr. REISCHAUER. We do not assume that. We say that that pres-

sure is a likely outcome.

Senator DANFORTH. Right. .
Dr. REISCHAUER. If you did Fass the administration’s proposal as

it stands now and then several years later decided to relax the pre-
mium caps, the Congressional Budget Office would have to score
that and give you a cost estimate.

Senator DANFORTH. Right. But I mean you do assume there will
be a lot of heat. I mean, I think you say that on page 76—“im-
mense pressure and considerable tension” are the words you used.
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Has it been the experience of the Congressional Budget Office
that we in Congress are particularly good in sticking by caps that
we impose?

Dr. REISCHAUER. In this hallowed chamber, where I was battered
about over the Medicare Catastrophic Coverage Act, I would have
to say that it has been difficult sometimes for the Congress to stick
to caps that it has imposed. But at the same time I would have to
say that you have done an excellent job since 1990 with respect to
the caps that have been placed on discretionary spending through
the Budget Enforcement Act and on entitlement spending through
the pay-as-you-go discipline. So there is a mixed record here.

Senator DANFORTH. All right. Thank you, Mr. Chairman.

The CHAIRMAN. I am not going to let this opportunity go by with-
out invoking Senator Byrd’s, our President pro temporary, use of
that 18th Century phrase, “flosa nosa prosa nihil pilification[sic].”
Now get that right. [Laughter.]

It is from the House of Commons and it denotes the futility of
making estimates.

Let us also record in the interest of the CBO that the Central
Intelligence Agency, with vastly larger resources, 2 years before the
Berlin Wall came down, solemnly informed us that the per capita
GDP in East Germany was higher than West Germany. They could
have checked that out with any taxi driver in Berlin.

So I think we ought to concede the difficulties that you have and
admire the performance.

Senator DANFORTH. Mr. Chairman, the point that I was making
is that, and a lot of people have made the point, that making pro-
jections, in fact the report itself says making projections, is some-
thing that is not that—you cannot put that great of reliance on it.

The CHAIRMAN. Right.

Senator DANFORTH. But if the projections are based on premium
caps, I am one of three Republican Senators who supported pre-
mium cais incidently. But if the reliance is placed on premium
caps you have an additional problem, which is not just a projection,
an economist’s problem, but it is the political problem of having the
will to stick with those caps over a period of time.

The CHAIRMAN. I think that is a fair statement.

Senator Roth?

4 Ser})ator PACKwWOOD. Could I make a correction while he is sitting
own?

The CHAIRMAN. Yes.

Senator PACKWOOD. The figures that I gave you, Mr. Director, on
the Long Shore Act were given to me by CRS. They called up and
then when they heard them—they were watching us. When they
heard them, they checked them again and found out their figures
were wrong.

I have given a figure of $9.2 million on budget——

The CHAIRMAN. That is called the Heisenberg Uncertainty Prin-
ciplf. The fact of being observed changed what is observed. [Laugh-
ter. -

Senator PACKWOOD. They have given a figure of $9.2 million. It
is a significant difference. $9.2 million on budiet, $600 million off.
It is actually $109.2 million—they werc off a hundred million—on

budget and $500 million off.
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The CHAIRMAN. That ﬁ:zy Heisenberg really had it, did he not.

Senator PACKWOOD. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, sir.

Senator Roth?

Senator ROTH. Thank you, Mr. Chairman.

Senator Danforth has addressed the one principal question I
wanted to raise. But I would like to underscore the importance that
I attach to our having a baseline based on what this program
would cost without the premium caps. I think that is critically im-
portant as a means of addressing what the President’s proposal
would cost.

One of the questions that I would like to raise is about the credi-
bility of the estimated cost of the insurance premium proposed
under the administration’s plan.

Let me begin by reading the following statement from an article
by Wilfred Trevot, the chief executive of the Chamber of Industry
and Commerce in Hanover, Germany that appeared recently in The
Wall Street Journal. I might say that the German health care sys-
tem has been cited by this administration, as well as a number of
others, as being an excellent system.

But I think what he has to say is interesting, and 1 quote him:

“Perhaps the most interesting revelation from the German health plan is that
it shows how unrealistic the Clinton plan is, In the U.S. the maximum premium

to a health alliance will be about 10 gercent of payroll.
“This is supposed to pay for health costs that now amount to 14 percent of GDP,

set to rise to 17.3 in the year 2000 under the Clinton plan’s reform projection 18.9

percent otherwise.”
“If a 13.4 percent payroll tax in Germany is needed to finance 10.6 percent of

GDP, it is hard to conceive how in the U.S. a much small payroll tax of 10 percent
can finance the U.S. health care costs at a much larger share of 14 to 17 percent
of GDP. The missing gap is too large to be filled witﬁ the designated subsidies. If
l\;ou want to copy papers out of the German Social Policy Book, have your checkbook

andy.”

Senator ROTH. I wonder if you would care to comment on this
statement I just quoted.

Dr. REISCHAUER. I ripped that article out of The Wall Street
Journal when it appeared and put it in the stack of things that 1
planned to read when our report was finished. I do not think it
would be appropriate for me to comment on it without reading the
articlg. Butg will be glad to provide you with a response for the
record.

The CHAIRMAN. Could we ask that perhaps you would give us a
response in writing when you have a weekend?

Dr. REISCHAUER. I will; certainly.

1Sena’cor RoOTH. Could we arrange, Mr. Chairman, a very criti-
cal-—

The CHAIRMAN. I have read the article. It was a very thoughtful
article by a responsible person.

Senator ROTH. And I think it does deserve an answer.

[The information requested follows:]

COLUMN BY WILFRIED PREWO

Mr. Prewo’s op-ed article in the Wall Street Journal compares the German payroll
tax on employers and employees, which finances the bulk of German health care
costs for private-sector workers, with employer and employee premium payments to
health alliances under the administration’s proposal, which would amount to only
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about 20 percent of total costs. As a result, the premiums in the administration’s
proposal would be lower than the German taxes, as percent of payroll, even while
the a%‘gregate spending on health care in the United §tates would substantially ex-
ceed that in Germany, as a percent of GDP. -

According to CBO’s estimates, under the administration’s proposal only about one-
third of health care spending flows through the alliances (see Table 1). The propor-
tion directly paid for by employers and employees is even smaller, because of sub-
sidies to employers and individuals. Taking these into account, direct premium pay-
ments b{; employers and em logees to alliances would amount to only about 20 per-
cent of the total funding of the health care system in 2004.

TABLE 1.—PROJECTIONS OF NATIONAL HEALTH EXPENDITURES UNDER THE ADMINISTRATION'S
HEALTH PROPOSAL, BY SOURCE OF FUNDS

[By calendar year, in billions of dollars)

1996 1997 1998 1999 2000 2001 2002 2003 2004

Baseline
Private:
Out-of-pocket ... oooooveve 194 206 219 233 246 260 275 291 307
Private health insurance .......... 374 407 441 478 519 562 608 658 710
(010, O 45 48 52 56 59 64 68 13 78
Subtotal ...ccooo.. o 614 ol 112 766 824 886 952 1,022 1,09
Public:
Federal .........cooorvvvevirrecriinee 379 418 460 505 555 610 670 735 807

0 0 0 0 0 0 0 0 0

Health alliances
169 184 200 216 234 253 2713 295 318

State and local

Total e 1,163 1,263 1372 1488 1613 1,748 1894 2052 2220
Changes from Baseline

Private:
Out-of-pocket ..........ocoovorvrvnns -9  -~19 33 -36 -39 —43  —46 - 50 ~53
Private health insurance .......... -5 -~138 354 -387 422 467 508 551 597
Other 0 0 0 0 0 0 0 0 0
Sublotal ..o -59  ~157 387 422 460 510 --554 601 650

Public:

Federal ..o 5 -6 ~ 49 -~ 68 - 78 -84 -93 -—-108 ~127

Health alliances ... 74 208 542 563 585 635 668 703 740
State and local -1 ~23 -~ 66 ~72 ~18 -90 97 -105 -114

Total oo, 13 22 40 1 ~30 -4  -75 110 150

Administration's Proposal

Private:

Out-of-pocket ..o, 186 187 187 197 207 217 229 242 254
Private health insurance .......... 324 269 87 92 97 95 101 107 114
OthET s 45 48 52 56 59 64 68 73 18
Subtotal ..o, 585 505 325 344 363 376 398 422 446
Public:
Federal ..ooooooooeeeereeceeiea. 384 412 411 437 478 526 517 627 681

Health allisnces 74 208 542 563 585 635 668 703 740
State and local 162 161 134 145 187 163 177 190 204

L[ A LI76 1285 1411 1,489 1,583 1,700 1820 1,942 2,070

Source: Congressional Budget Office.

Senator ROTH. Now, Dr. Reischauer, in the last chapter of your
report entitled “Other Considerations” you raise serious questions
about how all of the intricacies of the Clinton plan will work. And
yet on pages 25 and 26 of your report you state the following: “The
estimates in the CBO report assume that the proposed methods for
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constraining the rate of growth of premiums for the standard bene-
fit package would be completely effective.”

So as I read this, your study assumes the expenditure caps, the
price controls, other cost containment mechanisms in the Presi-
dent’s plan work, and then you show that the President’s plan will
still be short some $166 billion, eating up all of the administra-
tion’s claimed $59 billion of deficit reduction and adding an addi-
tional $177 billion.

Still you indicate Qyou believe the President’s plan will basically
work; is that correct’

Dr. REISCHAUER. I do not think that that is exactly what the re-
port says. First of all, I think that the net impact on the deficit
over the 1995-2004 period is $126 billion, not the $160-odd billion
that you referred to.

In estimating the cost of the proposal, we assumed that it would
be imflemented according te the time schedule that is laid out in
the bill. We point out in the iast chapter of the report that it will
be very difficult to gather the data and go through the institutional
changes that are required to meet that schedule.

We examined the premium limits that are in the proposal, and
we judged them to be an effective mechanism for restraining the

owth of premiums for the proposal’s standard benefit package.

e also point out, though, tﬁat that restraint will create social
pressures in this country. And the real issue is whether the institu-
tional and political structure of the Nation can withstand those
pressures. We have no ability to judge that.

Senator ROTH. The point I am trying to stress here is that in
your study you are assuming that the restraints do work. My con-
cern is, if they do not work where do we go.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Roth. I think that was the
purpose of that closing chapter.

Dr. REISCHAUER. It was, yes, sir.

The CHAIRMAN. Senator Baucus?

Senator BAucuUs. Thank you, Mr. Chairman.

I would like to just pursue a little bit a subject that has already
been covered, that is managed competition. Why is it that you felt
that? virtually no savings is achieved with the managed competi-
tion?

Dr. REISCHAUER. Are we talking about managed competition with
respect to this bill?

Senator BAucCUS. Yes, with respect to this bill—the plan.

Dr. REISCHAUER. I said that we did not make a judgment on
that. We did not have to make such a judgment to do our cost esti-
mate.

Senator BAucus. Now if you are——

Dr. REISCHAUER. The judgment that must be made is whether
the managed competition, or the competition that will occur within
the framework of the administration’s proposal, would result in av-
erage premium levels in the various alliance areas that would be
below the caps set by the National Health Board.

We thought that there was little likelihood of that bein% the case.
Consequently, there was no need to estimate the effect of managed
competition, because the effective constraint on the system would

82-541 0 - 94 - 2
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lﬁe thg limits imposed on average premiums by the National Health
oard.

Senator BAUCUS. So you are saying that that cap, whether it is
a tax cap or a premium cap or whatever, it forces the savings.

Dr. REISCHAUER. Yes.

Senator BAUCUS. Therefore you did not look for additional sav-
ings under managed competition; is that correct?

r. REISCHAUER. Yes. To the extent that managed competition
brought you down close to those premium caps, then the amount
of pressure that we were talking about before—that I was talking
about with Senator Roth—would be less.

Senator BAucus. Now back to the savings achieved as a con-
sequence of the cap and addressing to some degree Senator Dan-
forth’s question whether politically this institution can hold the
line, that is hold those caps, those limits, and also adding in your
repeated comment about the social tensions and the pressures that
are caused as a consequence of the cap.

Could you delineate what you see as the most probable forces,
upward forces, on the cap, that is the sources of the most probable
upward pressures on the cap that this Congress would have tc deal
with, attempting to decide whether to raise the cap or not? We¢nld
it be reduced benefits or would it be some other pressure that you
see? If you could just go through what you see some of those con-
tentions in our social system to be.

Dr. REISCHAUER. Well, I am really not in a position to give you
a thoughtful answer on that. But it is the hope of many that as

remium levels are brought down, most of the savings will come
rom simplifying administration and from eliminating services that
are ineffectual or unnecessary. And if that takes place, then there
will be relatively few pressures.

But even in those cases, one has to remember that to an analyst
or a health care expert, administrative costs might look like waste
and inefficiency, but to you, they might look like the job of one of
your constituents who works in the billing room of a hospital.

Some inefficiencies in our system result from the fact that we are
willing to run our hospitals at roughly 65 percent of capacity and
that we want to keep in existence many small hospitals that have
occupancy rates below 50 percent. A rational person who was not
subject to the human implications of the decision might say, “Let
us run our hospitals at 90 percent of capacity. Let us close those
small institutions that cannot keep their occupancy rate up above
a certain level.”

Decisions like those that might mean that some people would
have to travel farther to receive care. They might mean that a
large employer in a small town would disappear. And those are the
kinds of pressures that you have been under in the past and that
you would be subject to in an even greater degree, not only with
regard to this plan but with any proposal that sought to lower the
rate of growth of national health spending in this country.

Senator BAUcUS. Did you at all attempt to address the affect on
quality of care, the affect caps would have on quality of care, even
assuming the guaranteed benefits?

Dr. REISCHAUER. No. We say in the report that quality of care
is something that should concern you. We do not know the extent
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to which reduced spending would be reflected in lower-quality care
rather than in less waste in the system.

It is impossible to know. Those questions will play themselves
out differently in different market areas. What might be true in
Minnesota might not be true at all in Georgia. There is really no
way we can provide you with anything more than a list of the
items that you should be concerned about.

Senator BAucus. Earlier in your statement you said that al-
though there is no aggregate affect on employment, that is appre-
ciably, there might be significant affect on certain firms. I guess
particularly those firms that do not new provide health insurance
or those firms who maybe have a very healthy work force.

Did you quantify those two categories at all? Did you attempt to
deal with that in some basis so we can get a handle on how much
of a shift that would be for those firms in those categories?

Dr. REISCHAUER. I do not think we did, no. Our analysis was con-
ducted at a more aggregate level.

Senator BAucus. All right. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Baucus.

I wonder if I could just ask, the fact that our hospitals are run-

ning at 65 percent of capacity reflects advances in medicine to a
large degree, does it not. And medical advances do not necessarily
increase costs. They sometimes decrease them. But then you have
this adjustment to make.

Dr. REISCHAUER. It is also worth noting that a lot of health
spending in America is for amenities. There are aspects of the
health care system that we like but that may not have a whole lot
to do with health outcomes.

Whether I can schedule a routine office visit with my doctor 2
days from now or whether I have to wait 3 months will probably
have no impact on health outcomes. Whether I share a room in a
hospital with five other people or have a single room with a tele-
vision set and other amenities that are unknown in many other in-
dustrial countries’s hospitals does not affect health outcomes. So
we can—if we decide we want to—squeeze our health care system
and make it less consumer friendly without necessarily hurting our
health outcomes.

The CHAIRMAN. Take out the television sets and drive the nurses
crazy. Is that it? [Laughter.]

No, we are not going to do that.

Senator Rockefeller?
Senator ROCKEFELLER. Mr. Chairman, what you said is correct

and also the fact that a lot of in-patient services have been moved
to out-patient services in hospitals, which is also due to medical ef-
ficiencies.

Dr. Reischauer, the major difference as I see it between the
Breaux-Durenberger managed competition bill and the President’s
managed competition frame work is the tax cap. So if we sub-
stituted the tax cap which is increasing taxes on middle income
people’s health benefits for the premium cap which is limiting in-
surance company’s premium increases, would we get the same level

of savings?
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Dr. REISCHAUER. I think it would be highly unlikely. We have
not done an estimate of that sort, but my gut feeling is that the
tax cap that is in the Cooper-Breaux bill would not produce the
same kind of savings that the premium caps in the administra-
tion’s proposal would produce.

Provided that this committee and the bipartisan leadership want
us to look at this issue, I think its analysis would certainly be a

good use of resources.
The CHAIRMAN. I wish you would take that as something we

would like you to do.

Senator ROCKEFELLER. One of the problems that we obviously all
have had in tryiug to deal with ancF design bills that assure cov-
erage, and at the same time guarantee affordability, is that we
have to provide assistance to those who cannot afford health insur-
ance and assuring affordability means that we somehow have to
guarantee that costs will be reduced. We have to do that for them.

Anyone who has tried to draft a health care bill, we all know
that we run up against CBO scoring rules on what will actually
produce savings. Having said that, o%viously I want to emphasize
that I know that your scoring rules are not just dreamed up by
your staff, but rather is based on the best and latest data on health
care that is available.

Now that is a broad area statement. In the past, and I refer to
Health America and some others bills, CBO has not attributed any
significant savings in the way of cost savings to administrative
simplification measures, single forms, et cetera. Am I correct?

Dr. REISCHAUER. No. We have estimated rather large administra-
tive savings for single-payer plans, but they have been nowhere
near as big as——

Senator ROCKEFELLER. The administrative simplification meas-
ures and single forms. I did not say single payer—single forms.

Dr. REISCHAUER. I did not understand wgether you had asked
me about savings with respect to a certain bill or in general. What
I am saying——

Senator ROCKEFELLER. What I am trying to do is get within what
I consider a legitimate level of cost savings, which I think CBO has
consistently declined to score, and thus this tremendous-difficulty
of CBO scoring and the difficulty that it provides us as genuine pol-
icy makers in trying to produce something useful.

Let me just read them. Malpractice reform. You in the past have
. not done that. You did not on Health America. Insurance reform,
elimination of medical underwriting. You did not attribute any sav-
ings in your CBO scoring. You did not give any significant savings
to that already in work that you already have been responsible for
yourself.

Fraud and abuse measures. Prevention, an enormous concept.
Primary care taking place where it has never taken place before.
CBO has declined to score savings on something called prevention,
which is at the heart of the President’s bill and outcomes research.
Or, for example, practice guidelines. You, yourself, just used the
word “health outcomes” and yet CBO has declined to score, hence

the problem for the J)olicy people—us.
You have declined to score outcome research. You have declined

w0 score practice guidelines to aay significant effect at all.
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Dr. REISCHAUER. I think the important-—-—

Senator ROCKEFELLER. I am curious why.

Dr. REISCHAUER [continuing]. Word that you used is “significant.”
We have examined the elements of the various health proposals
and consider the savings that are likely to result from the legisla-
five changes that you are suggesting as not being tremendously

arge.

Senator ROCKEFELLER. Yes, and that is something——

Dr. REISCHAUER. For some of those changes, their impact in-
creases over a long, long period of time. Some of those effects are
very uncertain.

For example, we hear talk about outcomes research and maybe
practice guidelines, both of which I think would be excellent steps
forward. We know what will happen in certain circumstances,
which is that inappropriate treatments will be reduced. But prac-
tice guidelines and outcomes research could move us in the other
direction as well, toward increased levels of care. For example, peo-
ple who had not been receiving care would then be receiving appro-
priate services. It is a balance; these steps do not all reduce costs.

Prevention is another such area. On the one hand, health out-
comes will be improved, and in some areas we will catch things
using modest interventions early on that would be very expensive
to treat if left until later. In that case, savings would result.

But on the other hand, you will be providing preventive services
to many children or many individuals who for one reason or an-
other may not be receiving periodic care tae way they should but
who are very healthy. So the consequences of not receiving periodic
care are inconsequential because they were not going to have this
disease or malady anyway. In that case, costs would be higher. So
these investments work in both directions—sometimes the net ef-
fect is to lower costs, but sometimes it is to raise them.

Senator ROCKEFELLER. My time is out, Mr. Chairman, but I am
baffled by this and it makes it very, very difficult because it causes
one to have to do things for the purposes of avoiding CBO scoring
which do not necessarily lead to better results.

The CHAIRMAN. Right. I wonder if we will not find this a useful
area to discuss further by CBO. We have a number of things. If
there are matters which you have found de minimis or perhaps
unmeasurable, maybe you could tell us that.

Dr. REISCHAUER. Let me just add that it is useful to us if you
bring to our attention academic studies or analyses that shed light
on these issues. We have a staff that obviously is not filled with
medical experts. We read the literature to the extent that we can
and study these issues, but I am sure that there is evidence that
come to your attention and not to ours. We are perfectly willing to
change our estimates and our methodologies based on new informa-
tion and new findings.

The CHAIRMAN. Can we just take that as a fair exchange and an
undertaking. Work in progress.

Thank you, Senator Rockefeller. -

Senator Conrad?

Senator CONRAD. Thank you, Mr. Chairman.

First of all I want to say I watched you yesterday in your testi-
mony before the House Ways and Means Committee. I thought you
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conducted yourself with great integrity and great professionalism
and that all of us owe you a debt of gratitude, and whether we
agree with every specific point that you have made is beside the
point. I think you conducted yourself with real integrity. That is
important to the system, and you ought to be commended for it.

There were a series of questions that Congressman Levin put to
you yesterday that I thought were very useful and that I wouﬁi like
to jusli:l repeat, because I think they should be on the record here
as well.

Congressman Levin referred to the questions that he gets when
he goes home and they revolve aroung the question of cost. They
revolve around the questions of coverage, choice and quality. He
asked you in comparison to the current system does your study re-
veal that cost is less under the President’s proposal tKan under the
current system. Could you give your answer?

Dr. REISCHAUER. Yes.

Senator CONRAD. The President’s proposal provides universal
coverage and your study has concluded that that is the case?

Dr. REISCHAUER. Yes.

Senator CONRAD. You also said something that has not been an
issue here today, but that I found interesting. In response to the
question from Congressman Levin as to whether or not more choice
is provided under the President’s plan than under the current sys-
tem your answer was?

Dr. REISCHAUER. My answer was that the vast majority of Amer-
icans would have more in the way of choice under the administra-
tion’s proposal than they currently have. They would be choosing
from a menu of insurance plans offered by their regional alliance.
Most of us can only choose those plans that our employer puts in
front of us. Often, our employer puts only one plan in front of us
and says: “Either this or nothing.”

In the health insurance environment that the administration’s
proposal would create, I would be able to choose a plan that no one
else on the CBO staff had chosen. My choice would not be affected
by where I worked. That, I think, is an incontrovertible fact.

Senator CONRAD. So just to sum up, on the question of quality
you were silent in the study because that was not within the pur-

view of the analysis done? N
Dr. REISCHAUER. Yes, and in addition, we have no ability to an-

swer that question.

Senator CONRAD. So in fairness, the conclusions that you came
to is, the Clinton plan compared to the current system is lower
cost(;i, I?nore coverage, more choice. Those are the conclusions of your
study”

Dr. REISCHAUER. Yes.

Senator CONRAD. Now that is the good news.

Dr. REISCHAUER. I was going to say, those are some of the con-
clusions.

Senator CONRAD. Yes, some of the conclusions. Let me go to a
question that disturbed me, because in your study you say that we
in 1993 in this country were at 14 percent of our National income
going to health care. The year 2004 with a failure to act will go
to 20 percent of our National income going for health care; is that

correct?
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Dr. REISCHAUER. Yes. By 2004 and with the administration’s pro-
posal in place, we believe that national health expenditures, as a
share of gross domestic product—GDP—would be a little more than
1 percentage point lower than they would be otherwise.

Senator CONRAD. So under the President’s plan we would go to
19 percent of our National income going for health care from a cur-
rent 14 percent?

Dr. REISCHAUER. Yes. I do not know for certain what the com-
parisons would really be because we do not know for sure how the
world will look in the year 2004 if no reforms are adopted.

Senator CONRAD. Right. With no reform adopted, under your
analysis we go to 20 percent of national income. With the Presi-
dent’s plan we go to 19 percent. I mean just to say as one member
of the committee, that bothers me. That worries me.

We are saying we are spending too much of our National income
now on health care and under the President’s plan it is less than
under the current system, but it is still a substantial increase over
what we are spending now for health care.

Dr. REISCHAUER. That is correct.

The CHAIRMAN. Senator Conrad, just for clarification, when you
say national income, do you mean GDP?

Senator CONRAD. Yes. I am not sure GDP means anything to
most people. I try to——

The CHAIRMAN. National income does.

Senator CONRAD. Sir, I try to translate it in a way that maybe
people who are hstenmg——~—-—

Dr. REISCHAUER. I do not want to get into a debate with you, but
national income and GDP are two different things.

The CHAIRMAN. Do not say a word. [Laughter.]

Senator CONRAD. But it is a pretty good proxy. Let me just ask
the next question, because the other concern I have is the alliances.
You went through yesterday in your report some of the functions
that the alliances will have to perform. It will combine the func-
tions of purchasing agents, contract negotiators, welfare agencies,
financial intermediaries, collectors of premiums, developers and
managers of information systems, coordinators of the flow of infor-
mation and money between themselves and other alliances.

And you say, and I quote, in the report: “Any one of these func-
tions could be a major undertaking for an existing agency with
some experience, let alone for a new agency that would have to per-
form them all.” Is that correct?

Dr. REISCHAUER. That is correct.

Senator CONRAD. Let me just say, Mr. Chairman, I thmk this
point deserves attention because we just went through a bitter ex-
perience I believe with the RTC where we set up a whole new fi-
nancial structure. I am very concerned when you start talking
about setting up whole new structures to deal with these com-
plicated issues.

The CHAIRMAN. Well, thank you, Senator Conrad. And again, we
take note that was from the chapter 5, Other Considerations,

which we have all obviously found helpful indeed.
Senator Riegle?
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Senator RIEGLE. Thank you very much, Mr. Chairman. Let me
say at the outset that I share some of the concerns expressed by
Senator Rockefeller and also Senator Conrad.

I want to talk about the time period over which you have looked
at these cost effects that hit both the government and then societ
as a whole. I have been arguing for some time that if we just loo
at the financial impact over the traditional 5-year time period we
really put ourselves in a straight jacket so that we cannot do a
meaningful analysis.

To your credit you have stretched it out to 10 years. I think that
is a very valuable approach that you have used. I want to suggest
to you that I do not think 10 years really does this job either, al-
though it is much more meaningful than 5.

Let me tell you why I say that.

Dr. REISCHAUER. I agree with you completely.

Senator RIEGLE. All right. This is important because I want to
try to engage the Chairman on this point as well. That is, if you
look at Hawaii, whicn is the one State that has had universal cov-
erage now for about 20 years, it took about 10 years, the first 10
years, for the cost lines to break apart from what was actually hap-
pening in the rest of the country, in terms of health expenditures
as a percentage of their economy.

So once they got everybody enrolled in a universal health care
system, the cost relationships remained about the same for about
10 years, but then at about 10 years they began to break apart.

And over the second 10-year period of time, because Hawaii
began to get certain efficiencies and economies and health outcome
benefits by having people getting better preventive care and so
forth, the cost line split apart. We now are told that Hawaii’s
health costs are running about 8 percent of their economy and the
rest of the country is at about 14 percent.

But the breaking apart of those two cost lines happened between
years 10 and 20, if you will, as the experience was mounting.

I have looked at that and the logic of it is quite strong, I think.
It means that if we take an arbitrary cutoff date of the year 2004,
which is 10 years out, we get one part of the picture. But we may
be missing a very significant part of the picture. If we are going
to have an exercise of what you call sovereign power, which indi-
cates the majesty of the decision that we make here, we must real-
ly look at what the effects will be over time in terms of good health.

So when my friend Kent Conrad says that we are out at 19 per-
cent of GDP in the year 2004 for health care, it may be a real bar-
gain. Because, if we are not alive, our money is not worth much
to us, is it? If our kids or our parents are sick and are not being
treated, what good is our money?

So I do not mind spending w%at we need to spend on good health
because we are all on a trip to the cemetery and if we are paying
attention to that, other things we might want lose their relevance.

So I think we do have to keep health expenditures——

The CHAIRMAN. Senator Riegle, would you like to put that an-
other way?

Senator RIEGLE. Is there another way we can say that?

The CHAIRMAN. We are all mortal. Would that be all right?

[Laughter.]
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Senator RIEGLE. Having said that, when I look at your numbers
I think we need to try to size up what 2004 to 2014 might look like.
Because the Hawaii experience tells us that you really need about
a 20 year projection at how these numbers sort out.

Fortunately, our Chairman is a historian and pays attention to
important details like that and will grasp the significance of that
point. Taking your chart on page 26, I want to confirm two num-
bers. In the middle of that chart, are you saying that if we adopt
President Clinton’s plan and we add up all the costs and all the
savings through the next 10 years, out to the year 2004, the Nation
as a whole will save $337 billion in health expenditures? Am I
reading that correct? That is the net saving over that 10 year time

span.
Dr. REISCHAUER. I have not added up those numbers. But if you

have added them up correctly——

Senator RIEGLE. Well, you can double check them. We have, and
I think you will find those numbers add up to a net saving of $337
billion to the country.

Dr. REISCHAUER. Yes.
Senator RIEGLE. Now if you read then across the Federal spend-

ing line, which is the part that we have to be accountable for here,
the table seems to indicate that over that 10-year period of time
the Federal Government would spend $608 billion less than if we
did not enact President Clinton’s plan.

I would just like to have your own actuaries confirm those two
numbers, because those are big savings. I think the public is find-
ing it very hard to follow all of the details because this is so com-
plex. I think they are interested in knowing whether we save
money and whether we cover everybody.

The math, according to your chart, shows me that the country
would save $337 billion over the next 10 years with the Clinton
plan and the government alone would save $608 billion with the
Clinton plan. Is that right?

Dr. REISCHAUER. This table is a confusing one.

Senator RIEGLE. I am trying to make it a little less confusing.

- Dr. REISCHAUER. It has been confusing to people on my staff as
we have tried to put this analysis together. This table with its
breakdown by source of funds—private, public, and then within
public Federal, Health Alliances, and State and local—is really a
description of who is paying the health services.

So if health alliances receive money from the Federal Govern-
ment in the form of subsidies to buy insurance for lower-income
people, that money is recorded in the Health Alliances line, not in
the Federal line. Consequently, it is incorrect to sum up the Fed-
eral line or the State and local line and assume that that total rep-
resent reduced burdens for the government sector.

Similarly, the private line in the top panel on that table, titled

Baseline——

Senator RIEGLE. Right.
Dr. REISCHAUER [continuing]. Includes the current spending by

employers and employees for employment-based private health in-

surance.
Senator RIEGLE. Right.
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Dr. REISCHAUER. Under the administration’s proposal, the pay-
ments that are made by employers and employees for their health
insurance plans go into the Health Alliances line. But we have to
remember that, ultimately, there is only one source of funds in the
United States, and that is the people of the United States. Busi-
nesses are owned by people, and governments really run on the
taxes that people pay to them.

Senator II?’cIEGLE. ut you are not disputing, I mean unless the
chart is wrong——

Dr. REISCHAUER. I am not disputing your total on——

Senator RIEGLE. No, no, you are not disputing the fact that the
national savings that you sf‘;ow here for the 10-year period of time
is $337 billion; is it not?

Dr. REISCHAUER. That is correct.

Senator RIEGLE. I think that is the key, Mr. Chairman.

Dr. REISCHAUER. Yes, it is.

Senator RIEGLE. Because what the Clinton plan does, you boil it
all down, it covers everybody over this time period and it saves at
least that much money according to your analysis—$337 billion.

I think Senator Rockefeller is right. I do not think we have
factored in all the savings because there are some things you do
not feel comfortable hanging a dollar sign on that we know will
save money. And I accept that point.

But what you do feef comfortable hanging a dollar sign on lets
you sign your name to this estimate here today; you believe we can
save $337 billion over the next 10 years and cover everybody if we
go to the Clinton plan. I am talking about now Federal expendi-
tures and national savings.

Dr. REISCHAUER, National health cxpenditures.

Senator RIEGLE. And national savings.

Dr. REISCHAUER. Correct.

Senator RIEGLE. That is not bad. I would say that is a big gan
over where we are now.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Riegle.

Senator Chafee?

Senator CHAFEE. Thank you, Mr. Chairman.

First, I want to reinforce what Dr. Reischauer said about the
President, but for the President’s actions in pressing forward a-
vigorously with health care we would not be where we are in this
debate. So the President and Mrs. Clinton deserve a lot of credit.

Second, could you help me out? I see a dichotomy here, Dr
Reischauer, in wgat you are saying and I might be mixed up. In
response to Senator Mitchell’s question it seems to me you predict
the arrival of the millennia, it is paradise on earth.

What happens is, everyone gets health insurance, the workers re-
ceive a $90 billion pay raise, and you have just added to it with
the government saving $337 billion as Senator Riegle says.

Dr. REISCHAUER. I did not add that to it.

Senator RIEGLE. He said the country saves $337 billion. That
would be the national figure.

Dr. REISCHAUER. That was national health expenditures.

Senator CHAFEE. That is lovely, I must say.

The CHAIRMAN. Well, what did you expect.
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Senator RIEGLE. Let us put you down as a co-sponsor then.

Senator CHAFEE, Now let me just move now in view of that, and
here is what I see as a dichotomy that perhaps you can help me
on, on page XII of your report it says as follows: “Estimates of the
interactive affects of so many complex changes to an industry that
encompasses one-seventh ofy the economy are highly uncertain.”
And the head of this paragraph is “Uncertainty of Estimates.”

“Assumptions used by the CBO and other analysts about people’s
behavioral responses to new incentives are frequently based on re-
search evidence from small changes in the existing market place,”
and on you go to say “there is no precedent for estimating the ef-
fects on health spending or the economy.”

So here you write down what I sincerely believe, that this is to-
tally unchartered waters. We are dealing with one-seventh of the
economy and at the same time, with some carefulness, you predict
that everything is going to be lovely. Am I missing something?

Dr. REISCHAUER. Well, I think that I have been fairly careful to
say that our estimates depend on the administration’s proposal
being implemented as called for in the legislative language, num-
ber one. Number two, I began my remarks here this morning by
strvssin;f; exactly the point that you have brought up, the uncer-
tainty of these estimates.

Now, I could come here and say: “Here are some words, but I
cannot give you any numbers because there is so much uncer-
tainty.” There are things over which the Congressional Budget Of-
fice does sometimes throw up its hands and say: “We just cannot
do it.” Or I could come and I could say: “We have no really sci-
entific basis for estimating the range of uncertainty, but it could
be anywhere. So in the year 2004, say, we could see anything from
$2 billion increase in costs to $350 billion worth of savings.”

Then what would happen is that those of you who oppose this
{)l:m would run out and say: “CBO said costs are going to increase
y $2 billion,” and those of you who were in favor of the plan would
run out and say, “CBO says it is going to save $350 billion.”

Senator CHAFEE. I get the point.

Dr. RE1SCHAUER. We think the most useful thing to do is to pro-
vide you with our best estimate but then qualify that estimate with
a clear admission that there is a lot of uncertainty around those
numbers. That is what we have done.

Senator CHAFEE. Well, I could not agree with you more. In our
legislation, which I do hope you will be able to give us some esti-
mates on, and we will try and follow the procedure you outlined
with the Chairman and so forth here. But as you know, we adopt
a so-called pay-as-you-go approach.

We do not give the broad new coverage immediately. We start at
those at 90 percent of the poverty level or less and then we pause
and take a check and see—first of all we implement all the reforms
immediately. I regret that you were not able to break out some of
the savings like malpractice reform, administrative reform and so
forth.

But we believe there are substantial savings there. But we are
not sure. So, therefore, we proceed to each year increase of cov-
erage for those who are not covered, who cannot afford the cov-
erage, up to 100 percent of poverty and so forth, eventually getting
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on a sliding scale of Federal reimbursement Federal subsidies to
those at 240 percent of the poverty. Could you comment on that so-
called pay-as-you-go approach which we believe is wise?

Dr. REISCHAUER. Well, certainly, it reduces the risk that we
might make a large mistake, because it is basically an incremental,
one-step-at-a-time approach toward the same long-run objective as
in other proposals, but an approach that allows for midcourse cor-
rections of various kinds.

Senator CHAFEE. I have great trouble with the administration’s
proposal on leaping into the entitlements without this pause. For
example, I find bizarre the proposal that the Federal taxpayers
v&;oul pay for early retirees’ medical health insurance, 80 percent
of it.

Now it is true that thare is a tax cap. Is the tax cap $120,000
income for a married couple?

Dr. REISCHAUER. Yes, there is a high-income limit to the sub-
sid}ilzation of the employer share of early retirees’ benefits. You are
right.

Senator CHAFEE. I find that hardly much of a means test. In
other words, if you——

Dr. REISCHAUER. Yes, you are not being mean to too many peo-
ple, if that is what you mean. [Laughter.]

Senator CHAFEE. Thank you. My time is up, Mr. Chairman.

The CHAIRMAN. Well, now if you have another question, please.

Senator CHAFEE. All right. The other question I have is as fol-
lows. It seems to me that you dismiss the efficacy of the so-called
tax cap. That is, where you arrive at—and how you arrive at it we
can debate-—but you arrive at what is a reasonable cost of a pro-
gram.

Then anything that the employer provides above that in cost, the
cost to the employer is nondeductible to the employer and taxable
to the employee. It seems to me that that encourages everyone to
go for the lower costing plan. Not lower costing quality because all
of the plans involve a uniform benefit package. But you seem to
dismiss that as being very inefficient or not having much of a
downward thrust on cost.

Dr. REISCHAUER. Well, let us keep in mind that most American
taxpayers face a marginal income tax rate of 15 percent. With that
rate, 1t would hardly be a huge disincentive if employers’ contribu-
tions to health insurance premiums were treated as taxable income
to individuals.

Right now, the employee share of premiums, the part that you
and I pay and that is taken out of our paychecks, is taxable in-
come. Taxing that share has certainly not been an effective brake
on the expenditures of our current system.

Senator CHAFEE. Thank you.

The CHAIRMAN. Thank you, Senator Chafee.

Senator Bradley?

Senator BRADLEY. Thank you very much, Mr. Chairman.

Dr. Reischauer, once again, thank you very much for your testi-
mony and your analysis. I think it is very helpful to help us focus.

It seems to me that one of the new aspects in the President’s pro-

am is the health alliance. There is money that comes into the

ealth alliance from a variety of sources and the assumption is
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that the amount of money that comes in is sufficient to pay the
premiums for all the citizens of a particular jurisdiction—a gtate,
a city or whatever.
I would like to ask you about two of the streams of the money
into the health alliance. One is the money from the private sector.
Larglia corporations pay up to, what, 7.9 percent of payroll and
small—

Dr. REISCHAUER. They pay up to 7.9 percent. Many of them
would be paying a flat premium amount.

Senator BRADLEY. Up to. Right.

And smaller ones are, if you have 75 or fewer employees you are
capped at 3.5 percent?

r. REISCHAUER. No, it is a complex scale. For employers that
pay average wages, I believe, of $12,000 or less and have fewer
than 25 full-time-equivalent employees, the cap is 3.5 percent.

Senator BRADLEY. Right. So the lower your wages the lower you
get close to 3.5 percent.
Dr. REISCHAUER. And then gradually the figure goes up to 7.9

percent of payroll.
Senator BRADLEY. My question to you is, if there is this dif-

ference between 7.9 and at the low end 3.5 and it is based pri-
marily on size of firm, why would not a lot of large firms suddenly
become a lot more small firms? Why would not the big company
that is paying 7.9 percent spin off the janitorial services and sec-
retarial services or whatever the lower income into a separate en-
tity that would then only have a 3.5 percent cap?

Dr. REISCHAUER. As I mentioned before, I think that the limits
that the proposal places on small, low-wage firms are going to
gradually fade out of the system simply because the levels are not
indexed. Then every firm will face either a flat amount——

Senator BRADLEY. How long a time would you say that?

Dr. REISCHAUER. Oh, 20 or 30 years.

Senator BRADLEY. Twenty or 30 years.

Dr. REISCHAUER. Your point is quite valid, and we have dis-
cussed it at some length in the chapter on economic effects, in our
report. There will be a group of firms that face this 7.9 percent-of-
payroll cap, and, in effect, the premium payments for them are
equivalent to a payroll—dare I say the word—"“tax.”

The other firms basically will be paying a head tax—just a fiat
premium amount. We have assumecf that precisely what you h..ve
described will happen—that lower-wage employees will tend to
group together in firms that are at the low end of these caps—and
that that clustering would have a dramatic impact on the cost of
the program.

Senator BRADLEY. All right. Then that leads to my second ques-
tion, which is unrelated to health care, but related to the individual
who is receiving the benefit. If you are an individual spun out into
this new firm that now covers your health care with this cap, what
impact might that have on your pension? I mean, you have a dif-
ferent entity now that is responsible. -

Dr. REISCHAUER. The way we should look at the economic
changes of this sort that are likely to occur is not that Company
A will necessarily say: “Let us take all of our low-wage employees
and spin them off to another company that we set up.” Instead,
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serviced firms—-janitorial services, lawn care services, all low-wage
services—will grow faster, and employment in them will grow fast-
er. As more service firms are set up, more companies will buy serv-
ices of this sort on the outside.

To a certain extent, these changes are going on now. If you run
a large corporation that Frovides generous pension and health care
benefits under existing laws and you can spin off_your janitorial
group and hire a janitorial service, you gain a tremendous advan-
tage because you do not have to pay any health costs or pension
costs. The average small firm that provides those kinds of services
does not provide those kinds of benefits.

Senator BRADLEY. Just let me say that is one of my concerns,

" that we do a reform that spins people off and accelerates a process
that is already underway. Part-time employment is another vari-
ation of that. It ends up with everybody getting health care, but
ending up in companies, small companies, that essentially do not
give many pensions.

So I think that we have to look at the total security framework
here, not just simply the health care framework.

Dr. REISCHAUER. I agree that that is pretty important.

Senator BRADLEY. Now the next strain of revenue that comes in
is from the Federal Government. That is for the small business,
low income, et cetera. You estimate that that entitlement cap will
be hit in, what, 1997?

Dr. REISCHAUER. I think 1997, the second year out.

Senator BRADLEY. At which point after 2 years what are the op-
tions? I mean, it seems to me that one option is, you are either
going to have to find revenue some place and increase somebody’s
payment into it, a tax or whatever. The other is, you are going to
have to cut benefits. Or the third is, you are going to have to in-
crease the deficit. Are there any other options?

Dr. REISCHAUER. I think that is the whole list.

Senator BRADLEY. So that 2 years after we do this reform we are
going to be confronted with these questions—increased taxes, in-
creased deficit or reduced benefits. The question occurs to me: Why
do we not face that up front rather than 2 years from now?

- Dr. REISCHAUER. Our sets of numbers assume that what you do

is take a walk—that is, just say that we will raise the deficit. If
we had assumed that the caps were effective—which, legally, we do
not think to be the case—then the costs we estimated for the ad-
ministration’s proposal would have been much lower and the im-
pact on the deficit much less than we have anticipated.

Senator BRADLEY. So that the increase in the deficit that you at-
tribute in your analysis is because the caps basically are reached
in 2 years?

Dr. REISCHAUER. We built the ineffectuality of the caps into our
estimates.

Senator BRADLEY. Thank you.

The CHAIRMAN. Thank you, Senator Bradley. Regarding that
question of unanticipated consequences on pensions, Dr.
Reischauer’s report, of course, raises just that general point.

And now for the last of our first round, Senator Pryor.

Senator PRYOR. Thank you, Mr. Chairman. Mr. Chairman, I am
very proud that you have called this hearing today because ! think
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it give us a real opportunity to reflect on what Dr. Reischauer and
his very competent staff actually said in their report.

I am reading headlines from newspapers—The Washington Post,
The Wall Street Journal, The New York Times, et cetera—and
many of these headlines, not necessarily the stories, but the head-
lines, indicate that CBO is coming out and just pillaring the Clin-
- ton plan. But the more I look into the report, the more I read of
the very fine report given to us by CBO, notwithstanding some
areas where Senator Rockefcller and Senator Riegle have pointed
out that may not have been fleshed out, I think that there is a lot
of what you are saying about this plan that is very positive.

I would like to ask this question. You stated: “Focusing on the
effects of the proposals in their early years is therefore not very
‘meaningful. It is the long term impact when new coverages would
be fully phased in and the system stabilized that are important.”
I think that is important.

I think that you have poignantly pointed up this belief that you
have and you have given a great deal, I think, of credibility to the
so-called Clinton plan,

I think the question I would have at this point, where all of the
papers seem to be saying that there is a vast difference in cost esti-
mates that you are coming up with, I am reading in this report—
and I hope I am reading it correctly—is saying that the overall fi-
nancing of the Health Security Act is sound.

And in your opinion, if I might ask this question, could relatively
modest changes in the Health Security Act make it deficit neutral
in the next 5 years? Are there some ways to neutralize this first
five year deficit increase that you are looking at which would not
be of major consequences?

Dr. REISCHAUER. Whether the consequences would be major or
not is a decision for you to make. You could scale back the benefit
package. You could reduce the generosity of the subsidies in the
system. You could increase the Medicare and Medicaid savings.
There are a number of things that could be done.

The differences between the administration’s numbers and ours
are not large relative to the menu of options that people have. But
at the same time, implementing some of those options might be ex-
tremely difficult politically. That is not my area of competence; it
is yours. We at CBO stand ready to estimate any variant of this
plan or other plans that are presented to us by the committees of
the Congress.

Senator PRYOR. A new report from yesterday says that Mr.
Reischauer went out of his way to call the differences in financial
estimates “relatively small potatoes in the great scheme of things.”
That is your quote?

Dr. REISCHAUER. Yes, I was looking for honorary citizenship in
the State of Idaho. [Laughter.]

Actually, in Maine. I should correct that.

Senator PRYOR. I think you made your point. You made your
point very well.

Another point I think that the analysis states, and I quote: “The
CBO analysis is a significant acknowledgement that health reform
can do what is necessary. That is provide health coverage for all
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Americans while containing skyrocketing health care costs.” That
is a statement from the report, 1s it not?

Dr. REISCHAUER. Yes.
Senator PRYOR. I think, Mr. Chairman and Mr. Reischauer, there

are a lot more similarities that need to be identified. I look forward
to working with CBO. I definitely look forward to your reports
within the same degree of scrutiny on the other, alternative plans.

I was out of the room. Did you state when these reports might
be available for us?

Dr. REISCHAUER. I said that we were looking for guidance from
the bipartisan leadership of the Congress as well as from the chair-
men and ranking members of the relevant committees on which
items we should turn our attention to next.

There are far more proposals on our desks waiting for analysis
and for more requests for cost estimates than our office has the ca-
pacity to complete in the near future.

Senator PRYOR. Thank you, Dr. Reischauer.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, sir. May I just say he also said work
would go forward after those people in the front row have one
weekend off.

I have just a very brief question, sir. First of all, just to clarify
what might have been understood. You never said that health costs
as a proportion of GDP will decline under the bill. You mean they
will decline relative to the current track. '

Dr. REISCHAUER. Correct. Senator Durenberger is the proponent
offf%O percent of GDP for health care, not the Congressional Budget

ce.

The CHAIRMAN. That is his plan. Right.

Dr. REISCHAUER. Well, that is his plan before we have costed it.
[Laughter.]

The CHAIRMAN, We will just leave that. And on this matter that
Senator Pryor pointed out, why do you not tell us where you think
in your judgment we would most need to apply your resources.
What plans we have are different enough that we really—

Dr. REISCHAUER. I would like to discuss this with my staff, and
then we can sit down together and set up an agenda.

The CHAIRMAN. All right. Sure. After that famous weekend off.

But one last question. On page 50 in your report you state, and
I quote: “If the Congress decided to include the income and outgo
of the alliances in the Federal Government’s accounts, it could fa-
cilitate their recording and control by requiring them to flow
through the Treasury.” _

Would you expand on that just a bit? What are the advantages
of requiring the monies to go through the Treasury? I think that
perhaps is your most specific recommendation.

Dr. REISCHAUER. No, this is pretty far down the list. If the mon-
ies went through the Treasury, we would have some accurate esti-
mates of what the financial flows really were. As you know, the
United Mine Workers Benefit Fund is a Federal Government activ-
ity and is so viewed by both the Congressional Budget Office and
the Office of Management and Budget.

The CHAIRMAN. Recorded I believe as a “T.”

Dr. REISCHAUER. Excuse me?
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The CHAIRMAN. Recorded as a “T,” scored as a “T.”

Dr. REISCHAUER. No, scored as an “R.” It is a receipt, one of the
miscellaneous receipts on the receipts side of the budget, nestled in
there beside the earnings of the Federal Reserve.

Where was I? [Laughter.]

Senator PRYOR. Somewhere between T and R. [Laughter.]

The CHAIRMAN. And in West Virginia.

Dr. REISCHAUER. Those funds, which are paid by coal companies
to a trust fund operated by private trustees, are Federal receipts
and the benefits are Federal outlays, but they do not flow through
the Treasury.

As a result, the monthly Treasury statement, by which we keep

track of Federal flows—or at least most large Federal flows—does
not record those amounts. It records them only at the end of the
year.
Now, for an activity that involves between $200 million and $300
million, this omission may not be the most egregious one in the
world. But for governmental activity that would involve between
$500 billion and $700 billion, that is not the case.

The CHAIRMAN. A fair point. Would you want to offer—maybe
this is just too much to ask—what assumptions you would make
about the ability of alliances to enforce payment requirements on
employers and individuals. They will have a lot of that.

Dr. REISCHAUER. We raised that issue in our fifth chapter as one
of the things that you should be concerned about. I do not think
that our expertise on that topic extends much beyond the few sen-
tences we have there.

The CHAIRMAN. Absolutely fair enough, sir. I quite thank you.

Now, Senator Packwood.

Senator PACKWOOD. I have no further questions.

The CHAIRMAN. Well, there is 10 percent Durenberger down the
line there.

Senator DURENBERGER. Mr. Chairman, thank you.

Bob, I would like to end up asking you a question or two. But
let me premise it by saying a couple of things I have taken out of
this hearing today. One of them is the President’s goal is to in-
crease health spending to 19 percent of the GDP in 10 years. I can-
not tolerate that. The American people cannot tolerate that.

Dr. REISCHAUER. I do not think that is the goal of the President.
I think the goal is to slow down the freight train we are on right
now. Slow it down—but maybe not as much as you would wish.

Senator DURENBERGER. All right. Let me restate it. The effect of
all of the President’s goals as articulated in his plan, as interpreted
as of 2:00 a.m. the morning before last by the Congressional Budg-
et Office, is that this country if it launches on this 800 movable
parts plan, which very few people can understand, and which may
be in trouble because of that, is going to cause radical change in
the way we buy and pay for health care in this country.

And all we get for it is approximately a 1 percent savings in the
rate of growth.

Dr. REISCHAUER. It would be 1.1 percent of GDP.

Senator DURENBERGER. Yes.

Dr. REISCHAUER. Reduction.
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Senez.tor DURENBERGER. We are going up from-an expenditure
lt)qggy of under $1 billion. We are going to go up to a little over $2

illion.

The CHAIRMAN. You mean trillion.

Dr. REISCHAUER. Trillion.

Senator DURENBERGER. Trillion, yes. Even after 16 years it gets
hard with all the——

Dr. REISCHAUER. A hundred billion here, a hundred billion there.

Senator DURENBERGER. I am not going to argue the point with
you because I am using your words. But I think people need to un-
derstand that that is all the President’s plan for all of its complica-
tion and all of its debate is giving us.

It is giving us 19 percent of GDP for $2 trillion in spending in
this country 10 years out and 10 years of all of this adjustment and
everything else.

And as someone who has been at this now for 15 years, let me
say that when the problem is that it costs too much today. And it
is not just the inequities in the system, which all of us can talk
about. The crisis is real. The President is right and the crisis is not
just in the uncovered. The crisis is what all of us are paying and
what all of us are getting.

You said rightfully that you cannot estimate quality. You have
not gone into the inefficiencies in the current system. But I imust
say to you, Bob, you must. Somebody must.

When you said that is his plan before we costed it, I understood
you earlier today in a response to Jack Danforth’s question to in
eftect say, you have already costed our plan or you have—

Dr. REISCHAUER. No, no.

Senator DURENBERGER. You have costed a part of plan which is
in Clinton, which is the alliances and the basic benefit packages
and so forth.

Dr. REISCHAUER. No. We did an estimate of the Cooper plan—
I do not know if it was Breaux—Durenberger at that point.

Senator DURENBERGER. Right.

Dr. REISCHAUER. It was the Cooper plan that was introduced in
the 102d Congress. That plan has been changed. We have not esti-
mated the changed plan, but, once again, it is high on the agenda
for our discussion with the bipartisan leadership.

Senator DURENBERGER. But what I heard you say in response to
Jack’s question is, that the Clinton plan without price controls, but
with alliances, with accountable health plans, with a basic benefit
package as described there and so forth, if it does not have the
price controls you in effect have discredited the other things that
are in there that are designed to bring markets to bear at the local

market level across the country.
Dr. REISCHAUER. No. I think you misinterpreted what I said com-

pletely.

Senator DURENBERGER. Well, then clarify it then.

Dr. REISCHAUER. The tax disincentive in the administration’s
proposal is extremely weak compared with the one in the plan that
you are talking about, the early Cooper plan. I was referring to the
effect of keeping everything else in the administration’s proposal
the same but removing the premium limits. Then we would have
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very small teeth in the tax area. It is not the 34 percent excise tax
that the Cooper plan has in it.

Senator DURENBERGER. Well, then maybe I might make a sug-
gestion. I will not take the time to go into the existing markets and
ask you questions about in-patient hospital days to demonstrate
that some markets do work in this country and so forth.

But I think one of the more valuable suggestions that has come
out of this hearing today is that whether we do it around the re-
sponse to Alain Enthoven or we do it around something else, that
it would be very helpful for a group of us to help you and your staff
get some direction for the next couple of months on what it is you
ought to be estimating.

The CHAIRMAN. Yes.
Senator DURENBERGER. From my standpoint, I do not think it is

worthwhile estimating plans. I mean, you can forget about estimat-
ing our plan as an offer and forget about estimating the rest of the
plans. I think we need to agree on what it is that is beginning to
work in America today. What of behavior change did the Clinton
bill anticipate when it went into alliances, and accountable health
plans, and the function of a basic benefit and a tax cap, and things
like that. .

Dr. REISCHAUER. I think at the same time we want to avoid
viewing one-time savings that we might be able to wring out of the
system as an indicator of what we can do over the long run. Our
current system may have a lot of inefficiency, may provide a lot of
unnecessary care, that we could squeeze out of it. But there is no
evidence that administrative costs, inefficiency, or inappropriate
l;;.r](;cedures have been a growing portion of our national health care

ill.

If you could wring out all of those unnecessary costs, what you
would do is lower the level of spending. You would not change the
rate of growth. And if the rate of growth is being determined by
other factors, you still have to confront those factors.

Senator DURENBERGER. Right.

Mr. Chairman, I do not want to belabor the point. It is really ap-
propriate, in fact it is critical, that a definition of managed competi-
tion distinguish between the one-time savings. Because all the talk
about paperwork and administration is strictly one-time saving and
it is not going to do it for you.

What we are talking about is changing behavior. The inefficien-
cies in the current system, the over utilization of hospitals and
technology and all the extra surgeries that are performed and God
knows what, we could spend forever on it. Changing the way medi-
cine is practiced in this country by changing the way we buy those
services is what we need to start measuring on the basis of what
is already going on in communities in this country that are way
below the so-called national average for health care costs.

I hope that that is the endeavor that we can get some commit-
ment of time on.

The CHAIRMAN. May I say, Senator Durenberger, that Senator
Packwood and I think it would be useful just to meet in our back
room with you, Dr. Reischauer, and sort out what your capacities
are, what you think the priorities ought to be.
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Senator Durenberger has given a very important conceptual sug-
gestion that we talk about practices and innovations in medicine as
against this statute or that statute.

And with that, sir, Senator Pryor.
Senator PRYOR. If I could have just 2 minutes, Mr. Chairman. I

appreciate this. I know that we have to leave.

But I was leaving the room awhile ago and my good friend Sen-
ator Durenberger asked the question, well, wait a minute, what are
we getting for all this if we go to 1 more percentage point or save
1 percentage point of the GDP. There is something I think we
ought to start thinking about, and I elicit this from the significant
study offered by Mr. Reischauer.

One, the Clinton plan when compared to today’s system would
cost the average American less money. That is one thing we are
getting from it. Give them more health benefits and more choice of
physicians and medical care. I think those are significant, Senator
Durenberger.

Again, on page 26, once the administration’s proposal was fully
implemented it would significantly reduce the projected growth of
?ational health expenditures. That is something else we are getting
or it.

I think going back here, once again citing the proposal, but
business’s costs for health care would be significantly reduced, a re-
duction in business costs. We could go on and on. I think there are
several things as we say we might be getting for the cost of the
Clinton health plan.

I look forward to discussing those at another time with my friend
and colleague Senator Durenberger. But I could not let his assump-
tion rest without some degree o% challenge that we are not getting

anything for the new plan.
But I thank you, Mr. Chairman, for allowing me to get that

straight.

The CHAIRMAN. We thank you. And so it falls on me to express
first of all the committee’s great appreciation to Paul Van de
Water, to Linda Bilheimer, to Douglas Elmendorf, and to Douglas
Hamilton for their work in the chapters that we have had.

And most particularly to you, sir. You have been faultlessly
forthcoming and clarifying witness. We are much in your debt and
we will continue to be as Senator Durenberger and others have
suggested. But we do urge you to get that weekend off. All right?

With that, the first part of our agenda is concluded.

[Whereupon, at 12:48 p.m., the hearing was adjourned.]

[The prepared statement of Senator Grassley appears in the ap-

pendix.]
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ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF SENATOR DAVE DURENBERGER

Mr. Chairman, thank you for holding this hearing today. I am looking forward
to what Mr. Reischauer has to tell us about his analysis of the President’s Health
Security Act.

Like all my colleagues on this committee, I am interested in CBO’s recommenda-
tion that %ovemment-mandated health insurance premiums should be included in
the federal budget. I believer however, that a debate focused on whether the plan
is “on budget” or “off budget” misses a larger point. However the premiums are la-
beled, under the President’s Health Security Act they will become public money.

The way the President’s plan is structured, private insurance purchased by pri-
vate citizens or firms will be converted into public goods. This is not in the best in-
terest of most Americans and not the way this committee should approach- com-
prehensive health reform. Government should set the market rules and not make
private transactions part of the public fisc,

Mr. Chairman, the Congressional Budget Office tells us that the President’s pro-

posal must rely on premium caps and Medicare cuts as the basis for it's long term
savings. This points to the more fundamental problem with the Health Security Act.
That 1s, although the plan is wrapped in the appearance of using the market to effi-
ciently allocate health care resources, it actually depends on regulation to control
costs.
We have abundant evidence in this country to show that premium caps or global
budgets have not worked and will not work. Caps always mean more regulations
to meet those budsets and also mean that rationing of some form develops to obtain
the regulated good. At the end of 1993, hospitals in Canada actually closed their
doors because budget limits were exceeded. More regulations and waiting lines are
not what health reform should create.

The only effective way to get costs under control is by making the currently dys-
functional health care markets work. Competitive markets will change the practice
ofb{nedipine by rewarding providers who offer high-quality care at the lowest pos-
sible price.

My belief is not based on theories or speculation. It is based on the facts of the
Minnesota health care market today. Minnesota has developed many of the essen-
tial conditions for a sound market and currently uses important elements of man-
aged competition.

As I have shown both this Committee and Mr. Reischauer, during his visit to Min-
nesota last February, managed competition is working in Minnesota. Managed com-
petition saves money by improving people’s ability to choose cost-effective health
care providers. The federal government says to providers, we will give you a fair
playing field to compete, but you have to win the game yourselves.

The Twin Cities in my state have a competitive health marketplace. Health plans
compete for patients, and businesses—the primary payers of health care—negotiate
with health care providers to obtain low-cost care for their employees.

Competition is so successful in the Twin Cities that health costs are only 82 ?er-
cent of the national average. The Twin Cities’ small employers pay 15 percent less
for the most comprehensive indemnity plan. And, these costs are lower in a state
where 92 percent of its residents have health insurance coverage. I say this evidence
proves managed competition works to expand access to care and to reduce health
care costs.

In CBO’s recent work, it determined that managed competition—or competitive
markets—do not reduce health costs. If markets do not reduce health costs, [ must

(49)
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ask how can Minnesota’s experience be explained? Costs are not controlled in a vac-
uum. Businesses and providers in Minnesota have attempted to address many of the
problems with the dysfunctional health care market. Unfortunately, however, with-
out national rules.

Mr. Chairman, another recurring issue—which you and I have discussed—is the
inability of CBO or OMB to estimate the effect a reformed marketplace will have
on individual behavior. Yet, comprehensive health reform is all about behavior
changes at the provider, consumer and government levels.

I'm especially concerned about CBQO’s analysis last November in a report entitled,
“Behavioral Assumptions for Estimating the Effects of Health Care Proposals.”
Their analysis indicated that people do not seek out cost-effective care from low-cost
health plans.”

This is problematic because CBO’s conclusion contradicts what is happening in
practice in my state and the results of the study, completed by University of Min-
nesota researchers, upon which the CBO conclusion was based. The University of
Minnesota researchers and Stanford University’s Dr. Alain Enthoven wrote to Mr.
Reischauer to describe the mistake in CBO’s analysis. I request to include these two
letters in the hearing record. I hope Mr. Reischauer will explain how his organiza-
tion came to its seemingly contradictory conclusion.

Mr. Chairman, I am looking forward to hearing CBO’s conclusions about the
Health Security Act. I believe that Mr. Reischauer’s report will be an important part
of the debate this Committee and the Congress will be undertaking over the next

several months.

Attachments.
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Instinure for Health Services Research Box 729
420 Delaware Strect S.E.

Twin Cisies Campus
School of Public Health Minneapolis, MN 55455-0381

612-624-6151
Fac: 612-624-2196

January 4, 1994

Sandra Christensen, Ph.D.
Congressional Budget Office

Second Avenue and D Streets, S.W.
Washington, D.C. 20515 -

Dear Dr. Christensen:

Your recent study "Behavioral Assumptions for Estimating the Effects of Health Care
Proposals” (November, 1993), summarizes the results of several studies, including ours,
which estimate the premium-price elasticity of health plan choice. In the introduction to the
section containing our results. you state the "...the results may be interpreted as responses
to price changes among competing plans ... (page 9). Clearly, your intent is to estimate the
impact of a health plan’s decision to raise or lower its premium. Yet, when you calculate
the elasticities shown in Table 3, page 10 you do not use the health plan's choice variable,
its full premium, as the base for calculating the elasticity. Instead you use a variable over
which the health plan may have little or no control, the employee’s out-of-pocket premium,
as the base. The results in Table 3 thus not only reflect a logical inconsistency, but also
mask a crucial factor which determines the size of premium elasticities: the way in which

the employer (or government’s) contribution to premiums is set.

The numerical effect of this inconsistency is enormous, resulting in calculated elasticities
that are off, minimally, by a factor of ten. For example, the elasticity that you refer to as
"same-type switch” for a health plan that has fifty percent of its "nest” should be -8.693,

rather than -0.523.

We have attached a brief explanation of this point. Please note also that your "HMO/FFS”
switch elasticities based on our study are incorrect, even using your approach. We hope you

find this information helpful and will contact us if you have any questions.

Sincerely,

Rogey’ Feldman, Ph.D. Bryan Dowd, Ph.D.
Professor Associate Professor
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Calculating Premium Elasticities of Health Plan Choice

Roger Feldman and Bryan Dowd
Institute for Helath Services Research
University of Minnesota

January 10, 1994

The general expression for any elasticity is -g%—g or the percentage change in Q
associated with a percentage change in P. In the case of health plan choice, Q is some
measure of the quantity of enrollment (number of enrollees, or equivalently, market share,
assuming the number of rotal enrollees to be divided among health plans is held constant)

and P is the health plan’s premium.

In the conditional logit model which was used to derive our estimates ', the probability of
choosing the j® health plan is a furction of characteristics of health plans, including the
health plan’s premium. The probability of choosing one health plan versus another is a
function of the employee's out-of-pocket premium differential between the two plans. To
estimate the effect of an increase in the health plan’s premium on the health plan’s
enrollment, one must first know how a $1.00 increase in the health plan's roral premium
(P roraL) affects the out-of-pocket premium differential (AP oqp) between that plan and other
plans in the employee’s "choice set”. In other words, in order to capture the potenually
important difference between the health plan's total premium and the consumer's out-of-
pocket premium differential (which determines choices of health plan), the formula for the

clasticity must be rewritten as:
oQ X 98 Poop| Prora
04 Poop OProma| ©

The derivative 34Pgop / P rorar depends on the way in which the employer's (or
government's) contribution to premiums is set. There are two examples of primary interest:
a "defined" or "fixed"contribution to premiums set equal to, or less than, the lowest health
plan’s total premium and a fixed percentage contribution. In the case of a defined
conmibution, any health plan that raises its premium $1.00, cereris paribus, will reduce the
out-of-pocket premium differential (AP oop between itself and higher cost plans by $1.00and
increase the premium differential berween itself and lower cost plans by $1.00. The effect

! Feldman, Roger, Michael Finch, Bryan E. Dowd, and Steven Cassou. “Demand for
Employment-Based Health Insurance Plans,” The Journal of Human Resources 24:1 [Winer,

1989] pp. 115-142)
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of both types of changes will be to decrease the higher cost plan’s market share,

In the case of the level dollar contribution, set at or below the lowest total premium,
AP o0p / P ropa, = 1.0, This is true of the employer contribution in Clinton's proposal. ?

Pwm.

Thus, the correct expression for the total elasticity is simply [ 80 x 1.0]
PY | 3aee
But notice that the correct "index" value of P is Pyorar 70! Poop .

Alternatively, suppose that the employer pays 80 percent of the premium of all plans. In
that case, APoop is [Py~ [Py X .8])] = [Pp~ [Pp % .8]] and the derivative of this
expression with respect to P, is .20 and the cormrect formula for the elasticity is

=990« .20 Pro but again, the correct "index" value of P is Pyoya n0f Pogp -
APy, Q

Before noting the effect of using the correct index value of P, it is necessary to clarify some
terminology. In our results, we found two types or "nests” of health plans in the nested
multinomial logit model: plans which allowed relatively unrestricted access to a large
number of participating physicians, and those that didn't. The term "same type switch” in
the CBO report must refer to "within-nest” switch when used in reference to our study.
Similarly, the "HMO/FFS" elasticity must refer to a "cross-nest” switch, We understand the
difficulties associated with combining the results of several studies into one report, and we
assume that CBO understands and would agree with this clarification.

For "same-type” or "within-nest" switches, the correct prices elasticities would be given by
the following formula, taken directly from the discussion above: (3Q;;;/ AP ogp) X (AP oop
/apfoy‘u.) X(PTOTAL/QHI)' Note that &“;/aApoopiSjUSt ﬁXQ”;X(l"Q”i) where fis
- 00278 from our JHR paper and Q;,;represents the quantity or market share of enrollees
in the j* health plan in the i® nest. We use the sample mean value of Pyqr,, which was
$62.09 or 6,209 cents (not reported in the JHR paper). The numbers and calculated values
for 3OPoop/ Prorar = 1 (level dollar contribution) are shown in the table below:

! In the Clinton administration's proposal, the employer’s contribution is set at 80
percent of the weighted average premium, where the weights, presumably, are the plans’
market shares in the prior year. Consider the case of two health plans with total premiums
denoted P, and P, The difference in out-of-pocket premiums (AP qop) is:

[Pa= -8 [PaQa * PyQp] ] = [Ps=+8 [PrQx *+ PaQs] ] where Q and Q yrepresent the prior
year market shares. The derivative of this expression with respect to P, = 1.0.
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Table 1: "Same-Type"or "Within-nest"elasticities

"Same-type”
Qi Q! oaP Prora Q)i Elasticity

(Our estimate) (CBO egtimate)

0.5 -.00070 12,418.0 -8.631 -0.523
0.6 -.00067 10,348.3 -6.904 -0.418
0.7 -.00058 8,870.0 -5.178 -0.314
0.8 -.00044 7,761.3 -3.452 -0.209
0.9 -.00025 6,898.9 -1.726 -0.160
1.0 - - - -

The table shows that the corrected elasticities are dramatically larger in absolute value than
CBO's original estimates. To calculate the corrected estimates for a level percentage
contribution system, the numbers in the fourth column should be multiplied by one minus
the employer’s level percentage contribution. For example, the correct elasticity in a system
in which the employer contributes 80 percent of a health plan’s premium, calculated at Q;;
= 5 would be (1-.8C) x -8.631 = -1.726.

The second type of elasticity is the "cross-nest” elasticity, which can be written as:

O, 9Pop;y , Promu
9APoop, 5.4 OProra; Ox

where Kk represents the k® "nest” or type of health plan and Poopy,; is the out-of-pocket
premium of the j® plan in the i* nest. Since there are only two nests, Q, = 1-Q, and thus
Q! P oopy; = -0Q;/ Poopyiand is shown in the JHR paper to equal -8NQ (1-Q) where ¢}
= -,00278, as before, and A = .304, the coefficient on the "inclusive value” from our JHR
paper. Interestingly, the cross-mest elasticity, calculated at Qy = 0.50, turns out to be a
constant for all values of Q;ranging from .5t0 1.0and the correct value is 2.62. Notice that
this elasticity is positive, as it should be, since raising the price of a plan in one nest will
increase the market share of the other nest.
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PREPARED STATEMENT OF SENATOR CHARLES E. GRASSLEY

Thank you, Mr. Chairman,

Dr. Reischauer, I would like to thank you for a very helpful report. I particularly
would like to thank you for a very usef{"xl discussion of the appropriate budgetary
treatment of the President’s plan, were we to enact it.

It seems to me that you struck just the right note in clarifying the nature of Presi-
dent’s plan from a budgetin perspective, and in recommending that the financial
transactions of the health alliances be included in the Federal Government’s ac-
counts, and the premium payments shown as ﬁovemmental receipts rather than as
offsets to spending. I also agree that it is really the responsibility of the President
and the Congress to determine more specifically how we will treat the program—
for instance, how it should be treated for purposes of the pay-go rules.

Beyond that, it seems to me that your discussion in chapter three is particularly
enlightening as to what kind of plan we are talking about.

I won’t belabor the point here, but will just observe that, if anybody was under
the illusion that this is not a completely public, and completely federal, take over
of the health care system, they could not have been after reading that chapter.

Second, I would like to say that I am grateful that you have been candid about
the limitations inherent in the kind of analysis you and your staff have provided
us. As you noted, any such analysis of a proposal calling for such massive and com-
prehensive changes in a major institutional sector, regardless of who does it, is vul-
nerable to wide variations in estimates, depending on the assumptions on which the
estimates are based.

I would remind members of the committee and those who are watching that the
$500 billion 1990 deficit reduction package has had about $190 billion of upward
technical revisions since it was passed. And this is not quite 4 years later.

The Lewin-VHI analysis of the Clinton plan conducted a kind of sensitivity anal{-
sis which used three Xiﬂ‘erent assumptions about six different features of the bill.

Just bg’ way of example, they estimated that, if the premium growth limit were
increase ! by 1.5 percent, the net change from their best estimate of the cumulative
bud%et depict for the period 1995 to 2000 would be $42 billion dollars. With respect
to the treatment of health benefits under cafeteria plans, they found a swing of
around $34 billion over that period when they used different assumptions.

None of this is news to the people who make a living by making such estimates.
And I dare say none of it is news to members of this committee.

My point here is that, for a proposal as complex and comprehensive as that pro-
posed gy the administration, we can estimate until we are blue in the face, but will
still be making a leap into the dark as far as really knowing what the financial con-
sequences are going to be. The actual performance of the Clinton plan, if enacted,
could be much better than even the President’s estimators believe. Or, It could be
much worse than CBO and other estimators believe.

I don’t mean to suggest by this point that we should not do our best to improve
the way our health care system works. I do mean to imply that the more com-
prehensive and complex the plan we adopt, the more risky will be the endeavor, for
a number of reasons, including the possibility that estimating errors will be so much

larger.

PREPARED STATEMENT OF ROBERT D. REISCHAUER

The Health Security Act is a comprehensive proposal to provide a universal enti-
tlement to health insurance for a broad range of services and to slow the growth
of spending for health care. To achieve these goals, it would fundamentally restruc-
ture the current health care system, changing requirements and incentives for em-
ployers, consumers, insurers, and providers of care. Because of the magnitude of
thege changes, the full—impact on the health care system is extremely difficult to
predict.

The Administration’s proposal would redesign the current system of financing for
health care, while building on its existing employer base. All emp]cayers would be
required to pay premiums on behalf of their employees, and all individuals and fam-
ilies—except Medicaid beneficiaries and others with very low income--would be re-
quired to pay at least part of their premiums. Subsidies would be available to hel
employers and low-income families meet these obligations and would also be avail-
able for retired people ages 55 to 64.

To strengthen the demand side of the health care marketplace, the proposal would -
establish regional purchasing alliances through which most people who worked for
firms with 5,000 or fewer full-time employees would obtain health coverage, as
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would most other people under age 65 who had no connection to the labor force.
Largex: firms, firms participating in multiemployer group plans, rural electric co-
operatives and telephone cooperative associations, as well as the U.S. Postal Service,
would be entitled to establish their own corporate alliances. Medicare beneficiaries
would generally remain outside the alliance system. States could choose to opt out
of the regional alliance system entirely and establish a “single-payer” system of
health care financing, in which the state would pay all providers directly.

Consumers would normally have access to a choice of health plans of different
types—--including at least one fee-for-service plan—that would be offered through the
alliance in the area in which they lived. All plans would offer a standard package
of benefits, which would be slightly more generous than the average plan currently
offered by employers. To ensure that consumers could make informed choices about
those plans, alliances would provide much more information about the plans they
offered than is typically available today.

The primary objective of the proposal is to ensure that health coverage would be
available at a reasonable price to everyone and that people could not be denied cov-
erage because of their health status. Accordingly, strict requirements would be
placed on the enrollment procedures that health plans could employ, requiring plans
(within the limits imposed by their capacity and financial constraints) to accept all
applicants, and prohibiting plans from excluding people because of preexisting medi-
cal conditions. A plan’s premiums could not vary for any reason other than the type
of family being insured, a requirement known as community rating. (Premiums for
plans )of’fered by corporate alliances could, in addition, vary among geographic
areas.

People entitled to Medicaid benefits because they also receive cash welfare pay-
ments would continue to obtain coverage from Medicaid but, like almost everyone
else, would be enrolled in health plans offered through the regional alliances. Others
who currently receive Medicaid benefits would lose that coverage, but most of them
would be eligible for subsidies for their premiums.

The proposal would also expand several federal programs and institute new ones.
Important among these provisions are coverage of prescription drugs for Medicare
beneficiaries, the provision of “wraparound” health care benefits for low-income chil-
dren, and a new program to provide home- and community-hased services for se-
verely disabled people.

Financing for these initiatives and the subsidies that the federal government
would pay to alliances would come from a variety of sources. They would include
geveral new revenue measures, increases in income and payroll tax receipts gen-
erated by the change in the mix of employee compensation that would occur under
the proposal, reductions in the Medicare and Medicaid programs, and assessments
on premiums, States would also make maintenance-of-effort payments to alliances,
reflecting their reduced obligations for Medicaid under the proposal.

To lower the rate of growth of health care spending, thz proposal would establish
a complex mechanism for limiting the growth of premiuras for the standard benefit
package—an approach that, if carried out as intended, would almost certainly be ef-
fective on that score. The proposal would also attempt to limit the obligations of the
federal government for subsidy payments, but that endzavor would be less likely to

succeed.
UNCERTAINTY OF THE ESTIMATES

Estimates of the interactive effects of so many complex changes to an industry
that encompasses one-seventh of the economy are highly uncertain. Assumptions,
used by the Congressional Budget Office (CBO) and other analysts, about people’s
behavioral responses to new incentives are frequently based on research evidence
from small changes in the existini marketplace. In the case of the Administration’s
proposal, however, the entire marketplace and the configurations of the actors with-
in it would be changing, and there is no precedent for estimating the effects on
health spending or the economy.

Estimating the effects of any proposal to resiructure the health care system is
particularly difficult because, inevitably, the transition from the old to the new sys-
tem would take several years. Focusing on thz effects of proposals in their early
years is, therefore, not very meaningful; it is the long-term impacts, when new cov-
erages would be fully phased in and the system stabilized, that are important. Un-
- fortunately, the uncertainty surrounding cos: estimates increases significantly in
the out-years. Thus, although CBO believes that the most important estimates pre-
gented in this paper are those for 2004, they are also the most uncertain.
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FINANCIAL IMPACT OF THE PROPOSAL

.Ngtional health expenditures would rise in the initial years of the Administra-
tion's proposal—an inevitable consequence of expanding health insurance coverage
to the uninsured, increasing the generosity of the benefits that many insured people
currently receive, and expanding home- and community-based services for the cﬁs—
abled. Over time, however, the combined effects of lowering the rate of growth of
health insurance premiums and the cuts in the Medicare program would dominate.
Thus, CBO projects that national health expenditures would fall $30 billion below
the current CBO baseline by calendar year 2000, and would be $150 billion (7 per-

~cent) below that baseline in 2004. .

The effects on the federal budget deficit show a similar pattern. The increase in
the deficit is estimated to reach slightly more than $30 billion in 1998, the first year
in which all states would be participating in the system, and then begin to fall. It
would rise again in 2001 and 2002 because of two additional factors in those years:
increases in the generosity of the standard benefit package that would occur in
2001, and the subsidies, beginning in 2002, of state and local governments in their
role as employers. By 2004, however, the estimated effects on the deficit are neg-
ligible, and CBO believes that the proposal holds the promise of reducing the deficit
in the long term. :

CBO’s estimates of the effects of the proposal on the deficit differ only modestly
from those of the Administration. Because the Administration developed estimates
for the 1995-2000 period, comparisons for the out-years, which are more important,
cannot be drawn. For the six-year period from 1995 through 2000, though, the Ad-
ministration’s estimates indicate that the proposal would reduce the deficit by about

60 billion. In contrast, CBO estimates that the deficit would increase by more than

70 billion over that period. The difference between these estimates is small, how-
ever, compared with the uncertainty surrounding the budget projections.

The primary difference between the two estimates stems from the amount of sub-
sidies for employers, with CBO’s estimate being considerably higher than the Ad-
ministration’s—by $25 billion in 2000, for example, or about half of the difference
in the estimates of the effects on the deficit in that year. The estimates of subsidies
for employers differ for three major reasons. CBQ’s estimates of pre miums for the
standard benefit package are higher than the Administration’s, and estimates of
these subsidies are extremely sensitive to the estimates of premiums. CBO also as-
sumes that low-wage workers would cluster in firms that received subsidies, a factor
not explicitlg taken into account in the Administration’s estimates of subsidies. Fi-
nally, CBO has used a different methodology than the Administration, one that cap-
tures more of the variation in average wages among firms.

EFFECTS ON THE ECONOMY

Although the Administration’s proposal would make fundamental changes in the
current health care system, the overall economic impact of those changes might not
be large. Because the proposal would involve substantial redistributions within the
economy, however, the impact on business costs and employment might be signifi-
cant for individual firms and people. Similarly, though the proposal would have lit-
tle predictable effect on national saving and investment, or on the balance of trade,
some businesses could see their ability to compete with foreign firms either improv-
ing or worsening.

The proposal would retain much of the current central role of employers in the
health insurance system, requiring that a large part of health insurance premiums
be paid in the first instance by employers. But businesses’ costs for health care
would be significantly reduced overall, both because the proposal would provide sub-
stantial subsidies to firms and because it would limit the growth of premiums. For
example, the total premiums employers pay for active workers would drop by about
$20 billion in the year 2000.

Although overall costs would go down, for some employers—particularly those
that do not currently offer health insurance-—costs would increase. Changes in costs
could also be pronounced among firms that currently offer insurance. They would
rise for some businesses—especially those with young and relatively healthy work
forces—as a result of the provisions for community rating. Conversely, businesses
that now face high health care costs—because they are small and have little clout
in the insurance market, have older or sicker work forces, or hold substantial re-
sponsibilities for retirees—would see lower costs.

Those employers facing an increase in their premiums would ?\robably shift most
of the addeg cost to their workers by reducing cash wages, much as occurs now in
firms that offer health insurance. Similarly, employees of firms that would pay less

would receive higher wages.
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For several reasons, the proposal would also affect people's decisions about wheth-

er they wanted to seek work or to stay home. For instance, the proposal would guar-
antee insurance for early retirees and directly subsidize the cost of that insurance.
In other words, older people would no longer have to work simply because they
needed access to affordable health insurance. A substantial number would .obably
prefer the pursuits of early retirement to work, if their health costs were not a con-
cern.
The proposal might also tempt some other workers to leave the labor force. With
universal coverage, health insurance would be available even to non-workers—in
some cases at no additional cost. And the requirement that employers pay insurance
premiums for all workers, whether or not they had coverage through a spouse,
would encourage some people to stay out of the labor force, especially when there
is -already a full-time worker in the household.

In contrast to these voluntary withdrawals from the labor force, fewer minimum-
wage workers might be emplog'led, since their employers’ costs of compensation
would often be much higher. The incentive to hire fewer minimum-wage workers
would be mitigated for small, low-wage firms, however, because the proposal would
cap their payments for premiums at levels ranging from 3.5 percent to 7.9 percent
of their payroll. Moreover, the number of peopﬁ; involved would be small, and the
proposed expansion of home- and community-based care would increase low-wage
employment,

Other provisions of the proposal would encourage some people to enter the labor
force or improve the operation of the labor market. Some Medicaid beneficiaries are
currently deterred from seeking work for fear of losing their health coverage. For
the same reason, some workers feel locked into their current jobs when they might
grefer a different one. The proposal’s universal coverage would encourage Medicaid

eneficiaries to enter the work force and would end job lock.

Taking together all the provisions that might increase or reduce participation in
the labor force, CBO estimates that eventually between one-quarter of a percent and
1 percent of the labor force might prefer to stay home if the proposal was enacted.
CorresEondinglf,r, gross domestic product (GDP) would also be reduced, though by
somewhat smaller percentages. These changes are not large, falling well within the
uncertainty of projections of the labor force and GDP over the next decade.

The proposal would have one further effect on the labor market, as the subsidies
for small, low-wage firms would encourage firms and workers to reshuffle so that
low-wage workers would be largely together in small firms. The incentives for this
reshuffling, or “sorting,” would be strong. But sorting would also impose two types
of economic costs: the cost of disruption as firms reorganized production, and the
costs of inefficiency that would occur because the way firms were organized would
not be driven solely by production considerations.

Businesses are often concerned that a change of such magnitude as the Adminis-
tration’s health proposal would affect their ability to compete in international mar-
kets. There is little reason to expect any change in the overall balance of trade be-
cause the proposal would not have any predictable effect on the main factors deter-
mining it—the level of saving and investment in the United States. Some firms
would gain, however, and some would lose, depending on what happened to their

overall labor costs.
BUDGETARY TREATMENT OF THE PROPOSAL

Ever since the outlines of the Administration’s proposal have becorae known, pol-
icymakers and the media have expressed considerable interest in how it would be
treated in the federal budget. This issue of budgetary treatment is not unique to
proposals to restructure the health care system. l%very tirne the Congress considers
or enacts a bill that establishes a new program, the Congressional Budget Office
and the Office of Management and Budget must consider whether and how it should
be treated in the federal budget. For most pieces of legislation, the call is a rel-
atively easy one. But for some bills, such as major health care reform prolposals,
some ambiguity and considerable complexity accompany that assessment. In this
case, CBO strongly believes that the President and the Congress should address the
budgetary treatment of the proposal explicitly through legislation. CBO’s role in the
decision 18 strictly advisory.

Certain elements of the Administration’s proposal are unambiguously federal ac-
tivities that all agree should be included in the budget—for example, the increase
in the tax on tobacco, the subsidies for individuals and employers, the expansion of
certain discretionary programs, and the changes in Medicare and Medicaid. But
what about the premiums that individuals and employers pay to the health alli-
ances and the payments by alliances to health plans? Are the alliances private or
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state entities that belonﬁ outside the federal budget? Or are they, for most practical
gutjposes, creatures of the federal government, whose income and outgo should all
e included in the federal government’s accounts?
In answering such questions, budget analysts normally consult two sources for
uidance. One 18 the 1967 Report of the President’s Commission on Budget Concepts.
\ e,other is budgetary precedent. Because of the unique features of the Administra-
tion's health proposal, however, neither source provides a definitive answer.
Consndermg the Administration's proposal in its entirety, CBO concludes that it
would establish both a federal entitlement to health benet{ts and a system of man-
datory payments to finance those benefits that represents an exercise of soverei
power. In administering the proposed program, regional alliances, corporate alli-
ances, and state single-payer plans (if any) would operate primarily as agents of the
federal government. Therefore, CBO believes that the financial transactions of the
health alliances should be included in the federal government’s accounts and the
premium payments should be shown as governmental receipts rather than as offsets
to spending. Nonetheless, because of the uniqueness and the vast size of the pro-
gram, the budget document should distinguish the transactions of the alliances from
other federal operations and show them separately, as is the practice for Social Se-

curity.
CONCLUSION

The Health Security Act is unique among proposals to restructure the health care
system, both because of its scope and ita attention to detail. Some critics of the pro-

osal maintain that it is too complex. A major reason for its complexity, however,
18 that the proposal outlines in legislation the steps that would actually have to be
taken to accomplish its goals. No other proposal has come close to attempting this.
Other health care proposals might appear equally complex if they provided the same
level of detail as the Administration on the implementation requirements.

Questions also arise about the capabilities of new and existing institutions to per-
form their assigned tasks under the proposal, the ambitious schedule for the devel-
opment of the necessary infrastructure for the system, and the acceptability and
sustainability of the ﬂroposed cost, control mechanisms. These are very legitimate
concerns but, again, they are not peculiar to the Health Security Act. Any proposal
attempting to restructure the current health care system would face similar iscues.

The ramifications of systemic changes to the health care system are quite uncer-
tain; even the outcomes of incremental changes are difficult to predict. the Con-
gress considers the Administration’s proposal and alternatives, both comprehensive
and increm “ntal, the inherent uncertainties of change must be weighed againat the
detrimental consequences of the current system—increasing numbers of people who
lack the security of insurance coverage for health care and the rapidly rising costs

of that care.
RESPONSES OF DR. REISCHAUER TO QUESTIONS SUBMITTED BY SENATOR ROTH

Question No. 1. Corporate Alliances: I have spent a lot of time talking to my

eople back home in Delaware about health care, and one of the things that the
arge employers tell me is that they will not opt into the corporate alliances—it just
is not a realistic option for them. In addition, they would have to pay a 1% payroll
tax for the grivilege of using corporate alliances rather than regional ailiances. I
want to highlight the fact that the Joint Committee on Taxation (JCT) and CBO
seem to agree with this analysis and strongly disagree with the Administration (see
page 37 of CBO report), since JCT and C%O estimate a much smaller amount of
revenue from the 1% payroll tax.

But, also, I want to say that this fact will cause these employees to have less care
and pay more money than the plan they are under now. You see, the employees do
not yet understand that because large employers back in Delaware can not opt to
keep their generally “richer” current health plan, they will have to use the regional
alliance, so the employees will generally get a benefit cut. Chances are also pretty
good that these employees will have an increase in after tax cost. As I understand
it, the companies tell me that they will use the federal dictated regional alliances,
and pay out any savings from lower premiums in the form of higher cash wages.
But this will mean more taxes for them to an. In fact, your analysis seems to say
that they will pay about $123 billion in higher taxes. This is in addition to the cut
in benefits since they will lose their current, generally richer, health plan.

Please explain the difference between CBO and the Administration’s analysis of
this “corporate alliance” option for me. In addition, please explain how you arrived
at your estimate of a revenue increase of $123 billion from increased payroll tax ef-

fects.
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Answer. Corporate Alliances. In preparing its estimates, the Administration
assumed that most eligible large firms would choose to establish corporate alliances.
In contrast, CBO has projected that relatively few larée firms would select this op-
tion. Based on data from the Bureau of the Census’s Current Population Survey of
March 1993, CBO estimates that the average firm would have to expect savings in
premiums of about $800 per employee in 1996 to make it advantageous to establish
a corporate alliance rather than enroll in a regional alliance. The f?rms meeting this
condition employ an estimated 23 percent of the eligible employees in large firms.
That percentage would decline in later years as corporate managers had a greater
opportunity to observe regional alliances in operation and became more willing to
make what would be an irrevocable decision to join a regional alliance. CBO esti-
mates that after 2001, corporate alliances would cover 11 percent of the eligible em-
ployees in large firms.

Juestion No. 2. Small Employers Will Pay Lower Wages: When I speak to
small emyloyera in my state, they indicate that the new mandated premiums in the
President’s health plan will mean that they will not be able to pay as much in cash
wages. In fact, some economists like Dr. Feldstein, have told me that if there is a
health care mandate like the President’s, then small employers that do not offer
health care insurance will re-coup those costs by slowing any growth in wages. Since
these new benefits will not be subject to tax, but cash wages are, it seems clear to
me that this dynamic will result in lower tax collections for the federal government.
Yet, your analysis shows an increase in taxes because of payroll effects of $123 bil-
lion. Tt seems to me that this large figure is both very speculative and optimistic.
Some have said it looks like “smoke and mirrors.” In fact, in the past when Repub-
lican President’s J)roposed such “behavioral effects” in the budget, your office often
disagreed and did not count any revenue increase as a result. In short, it appears
that there is a double standard in your estimating process.

Please provide for me detailed analysis as to how you arrived at the $123 billion
figure in your estimates as a result of “payroll tax effects.” More specifically, I would
like to know how much of a decrease in cash wages, if any, you built into your anal-
ysis as a result of small businesses transferring health insurance costs to their em-
ployees. How does that compare to any increase in wages paid by large emplog'ers
who are saving on health premiums? ﬁid you assume that all savings realized by
businesses from health premiums are passed on to the employees in the form of
higher wages, and if not, then how much is? Assuming, in general, that “small em-
ployers” are those that do not currently cover employees, then how many employees
work for small employers; how many work for large employers; and can any analysis
be offered as to how many will receive higher wages, and how many might be ex-
ﬁectﬁg t]o r;aceive lower wages because of the health mandate in the President’s

ealth plan?

What, if any, is the average reduction in wages to small business emplogrees as
a result of the President’s proposed health care mandate? If there is not a reduction,
then how do you explain Dr. Feldstein's statement to me that small employers will
reduce wages in future years to pay for health care benefits? For large employers,
what is the average increase in employee's wages as a result of premium savings?
What is the average tax increase on employees of large companies as a result of the
increase in cash wages that are substituting for premium costs? What is the average
reduction, if any, in the net compensation package for employzes of large businesses
based on after-tax wages and benefits, and please provide an example as to the im-

act on employees of large businesses in Delaware earning $30,000; $40,000;
250,000; $60,000; $75,000 and $100,000 annuallﬁ.

Answer. Lower Wages. The figure of $123 billion that you refer to is the total,
over the 1996-2004 period, of the increase in revenues from both income and payroll
taxes that we estimate the proposal would generate. In 2004, for example, CBO esti-
mates that collections from personal income, payroll, and corporate taxes would rise
by $34 billion. (CBO prepared these estimates in conjunction with the staff of the
Joint Committee on Taxation.)

Corporate taxes would rise because under the proposal the government would as-
sume some of the cost of providing health care for early retirees, thus removing that
responsibility from employers and allowing profits to increase. But as you suggest,
most of the increase in revenues would come from personal income and payroll
taxes, CBO analysts calculated those figures bi,' estimating the total bill for national
health care and the proportion of it that would be covered by employers’ contribu-
tions to premiums; they then compared the result with what they estimated all em-
ployers together would spend if the current health care system were to continue un-
changed. Employers’ lower spending for health care for both employees and retirees
would amount to about $105 billion in 2004. Some of the reduced spending would
be channeled into other nontaxable benefits, such as employers’ contributions to
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pensions, and some would go to increase profits. But the majority would be used
to increase the cash income of workers. Applying the appropriate tax rates for cor-
porate profits and personal income and payroll taxes, CBO computed an increase
in federal revenues of about $34 billion in 1994.

The calculation required only one estimating convention and one behavioral as-
sumption. The estimating convention—applied uniformly by long-established prac-
tice to all estimates of the effects on revenues of proposed legislation—is that nomi-
nal ?mss domestic product (GDP) and aggregate compensation to current employees
would not change. The behavioral assumption describes how reducing employers’
health care costs would affect other kinds of nontaxable benefits. (Similar behavioral
assumptions are used, where aptpropriate, in all estimates of revenues.) In this case,
CBO assumed that 15 percent of the reduction in health costs for current employees
would be used to increase other benefits that escape taxation, and the remaining
85 percent would go into taxable wages. This assumption is based on results from
recent empirical studies described in CBO's Economic Implications of Rising Health
Care Costs (October 1992),

This calculation is an aggregate one and does not distinguish the extent of the
possible rise in cash wages in many corporations that now offer health insurance
or the extent of the drop that might occur in those that do not. CBO’s analysis of
the Administration’s proposal recognizes and emphasizes that individual firms
would face very different changes in their costs. However, we do not have enough
information to track in detail what would happen to firms of different sizes. In gen-
eral, most firms, even small ones, that currently offer insurance would eventually
see reductions in their costs under the Administration’s proposal because the pro-
posal would cap the growth of premiums. If this aspect of the proposal were carried
out as described, it would reduce costs even for firms that now offer significantly
less generous benefits than the Administration’s proposal would mandate. Moreover,
the proposal offers subsidies to small, low-wage firms.

Similarly, CBO does not have sufficient information to estimate specific effects of
the Administration’s proposal on groups of employees, as you requested. Broadly
speaking, most workers in firms that experienced a reduction in their costs for
health insurance under the proposal would probably benefit: for those workers,
after-tax cash wages would increase, and in addition some workers would receive
better health benefits. Beyond that general result, outcomes for particular workers
would depend on a wide variety of factors, including their current health care bene-
fits and expenses, their family situation, whether or not they worked in firms that
would gain from the cap on the percentage of payroll paid for insurance, and the
competitive conditions that their employer faced in both hiring workers and selling
products. CBO has no basis for estimating how these factors would play out among
the states, among different-size firms, or among workers earning c;)ifferent wages.

82-541 0 - 94 - 3



62

AN ANALYSIS OF THE
ADMINISTRATION’S HEALTH PROPOSAL

The Congress of the United States
Congressional Budget Office

Preface

istration's health proposal in response to several Coogressional requesis. The repon

contains an overview of the Administration’s proposal and an estimate of its effects on

sational bealth expendinures and the federal budget. The report also examines the budgetary

treaument of the proposal, its impact on the ecopomy, and other comsiderations affecung the
proposal's implementation.

More than 40 staff membets in all of CBO's divisions contribuied to the analysis conwuned

in this report. Paul Van de Water coondinated the analysis of the Administration’s proposal and

the preparation of the report.  Linds Bilbeimer was respoasible for Chapiers 1 and S, Paul Van
de Water for Chapters 2 and 3, snd-Douglas Elmendorf and Douglas Hamilton for Chapter 4

In the Budget Analysis Division, under the supervisioa of C.G. Nuckols, Paul Van de Water.
Michael Miller, and Charles Seagrave, contributors were Paul Cullinan, Alan Fairbank, Scot
Hamison, Jean Hearne, Lori Housman, Lisa Layman, Jeffrey Lemieux. Amy Plapp. Painch
Purcell, Kathisen Shepherd, and Connie Takata. In the Health and Human Resources Division,
under the supervision of Nancy Gordoo and Linds Bilbeimer, contributors were B.K. Atrosuc.
Sandra Christensen, Carol Frost, Julia Jacobses, Harriet Komisar, Susan Labovich, Carla Pedone.
‘Murmay Ross, Karen Smith, Ralph Smith, Cori Uccello, and Bruce Vavrichek. In the Macro-
economic Analysis Division, under the supervision of Robent Deanis and Dodglas Hamultor.
coatributors were Douglas Elmendorf, Angelo Mascaro, Frank Russek, and Christopher Williams.
Derek Briggs, Blake Mackey, and Michsel Simpson provided able research assisunce
Coatributors in other divisioat of CBO included Jan Acton, Jammes Blum, Leonard Burman.
Thomas Cuny, Elles Davidson, Gail Del Balto, Mark Dessutels, Roben Hantman, Richard

Kasien, Rosemary Marcuss, Marvia Phaup, and Robin Seiler.

CBO would also like to acknowledge the significant belp provided by the swaff of other
federa) agencies. The Bureau of the Census performed calculations according to CBO's spec-
fications using data fror County Business Patterns. The Health Care Financing Admunistrauon's
Office of the Actuary provided other critical data and professional assistance. Staff from the
Office of Management and Budget, the Domestic Policy Council, asd the Department of Healnn
and Human Services interpretad the Administration’s proposal and explained the Adminustrauon’s

Paul L. Houts supervised the editing and production of the report, assisted by Sherry Snyder
Major portions were edited by Paul L. Houts, Sherry Soyder, and Lesh Mazade. Jeanne Burke,
Sharoa Corbin-Jallow, Dorothy Komegsy, Linda Lewis, and Rooald Moore assisted in the typing
Christian Spoor provided sditorial assistance. With the assistance of Martina Wojak-Provow
Kativyo Quattrone prepared the study for final publication.

Robert D. Reischaver
Director

T be Coopressiona) Budger Offics (CBO) has prepared this analysis of the Admun.



ONE

63
Contents
SUMMARY ... .iiiititiiiteennt e anens 1]
OVERVIEWOFTHEPROPOSAL .................... l
The Provision of Health Insurance . .................... )
Establishing a Universal Entilement . .. ........... !
Health Alliances . ...........00vvvvuennnnen, 2
HealthPlans .............. ..o nn. 4
Federal Prograin Initiatives and Expansions ... ............ 6
Medicare's Coverage of Prescription Drugs ......... 6
Home- and Community-Based Services
for Severely Disabled People . ................ 6
Expansions in Medicaid s Coverage ,
oflong-TemCare . ....................... 7
"Wraparound” Benefits for
Low-Income Children . ................... .. 7
Funding for Graduate Medical Education
and Payments 10 Acsdemic Health Centers ... .. .. 8
Expansion of the WIC Program . ................ 8
Public Health Service Initiatives ... .............. g
Financing Provigions ........c..coieevvtinniiii i, 8
Premiums Paid to Alliances . ................... 9
Subsidies ............ i 1
Chrages in the I.umd Revepue Code . .......... 12
Reductions in the Medicare Program . . ........... 13
Reductions in the Medicaid Progam .. . .. e 15
Issues Of GOVEIDABCE . .. v v vvvevvnne v rneen e s 15
Tbe Role of the Federll Goverament ............ 16
The Role of Suste Governmeats and Alliances ... ... 17
The Role of Employers and the Decision
o Form a Corporate Alliance ............... 18
The Flow of Funds Through Regional Alliances
andHealthPIans .....co0vvvvveennennnn.. 19
Cootrolling Health Care Costs and Limiting the
Financial Exposure of the Federal Government . . ........ 21
Market Forces and Cost Containment ............ 21
Cootrols oo the Level and Rate
of Gronthof Premiums ................... 24
Limits on Federal Payments to Alliances . ......... 4



vi AN ANALYSIS OF THE ADMINISTRATION'S HEALTH PROPOSAL

64

February 1994
T™O FINANCIAL IMPACT OF THE PROPOSAL ... .....
How the Proposal Affects Natiogal Health Expenditures . . . . . 26
How the Proposal Affects On-Budget
Programs and Social Security . ..................... 27
Health Insurance Premiums . .................. 27
Alliances ........................ 30
Subsidies for Employers . .................... 31
Subsidies for Families . ...................... 32
Total Federa! Subsidies ...................... 32
Changes in Medicare ....................... 3
Chaoges in Medicaid ....................... 34
Long-Term Care Benefit ..................... 35
Changes in Other Federal Programs ............. s
ChangesinRevenues ....................... kH]
How CBO's Egtimates Compare with
Those of the Administration ....................... 35
Subsidies for Employers ..................... 36
OtherDifferences .......................... 37
Sensitivity of the Estimates
toPremiumLevels ....................... 38
Sources and Uses of Funds of the Health Alliances ... ... ... 39
THREE BUDGETARY TREATMENT OF THE PROPOSAL ....... 4)
Guidelines for Budgetary
Classification .......co00iveenennivennnnnn., 42
The President’s Commission
onBudgetConcepts ...................... 42
Budgetary Precedents . ...................... 43
CBO's Assessment ...........ccovevenenn... 44
Why Should the Health Alliances Be Included in the
Accounts of the Federsl Goveroment? .. .............. 44
Budgetary Concepts and Precedents . ............ 45
Fiscal Accountability and Conwrol . ............., 47
Public Perception ................co00n., 48
Why Should the Health Alliances Be Shown Separately? . .. .. 49
Conclusion ............. Cer ettt 50
#OUR ECONOMIC EFFECTS OF THE PROPOSAL ............ 51
Key Aspects of the Proposal That
Would Affectthe Economy .......ocvvvvniennnn.., 53
Univesal Coverage . ... .....ovvivviiiinnn. 53
Community Rating .............o0vnvvnen... $3.
Controls on Health Insurance Premiums . ......... 53
Employers’ Responsibilities ................... LX)
Subsidies to Employers . ........... ...l 53

Subsidies to Early Retirees . .................. $3



65

CONTENTS i
The Effects un Health Spending by Business ............. 53
Big Cost Reductions Overall for Business ......... 53
Diverse Effocts Amoog Individual Firms ... ....... 54
Who Bears the Burden of Health
Spendiog by Business? .................. ... ..., s
Why Workers Pay for Health Costs . ............ 56
How Savings Might Be Distributed ............. $6
What Would Happen to the Labor
Force and Unsmployment? .. ................00n e 57
Increase Early Retirement ............. e 57
Impose an Implicit Levyoa Work .............. 58
Encourage Medicaid Beneficiaries
to Enter the LaborForee ................... 59
Redirect Employment of l.ow-ane Workers ...... 60
What Would Happen to the Structure
of the Labor Market? ..........o0v0vninevnnnennn.. 61
Hoursof Work ......covvveveniininnnnnn., 61
Effecton "JobLock” ....................... 62
Reallocation of Workers Amoog Firms .. ......... 62
What Would Happen tc - v International Competitive
Position of the United States? .. .................... 6
Ovenall Competitiveness: The Balance of Trade . ... 65
The Competitiveness of Different Firms ... ....... 66
Conclusion ...... P 67
FIVE OTHER CONSIDERATIONS ...........ccovuiin.. 69
Institutional Capabilities and Resources . ............. .. 70
Information Requirements .............ccocovuienn, 7
anuhwnnfor&ubhshmg
Payment Parameters . ...............o0... 7
Requirements for Managing
the Qualityof Care . ...................... 73
anuhmufa.\dmmnmon
andOperstions .......ooivviiin i, 73
The Effects and Sustainability of
Controls on the Rate of
Growthof Premiums . .......co0vvvteiutinnenenn, 74
ConCIUSION + oot vvvrrrinnirinen it 76
APPENDIX Summaries of Recent Health Care
Analyses by the Congressional
Budget Office .. .oovvvevvvnnnnrennnaannanennnen kL)



66

vii AN ANALYSIS OF THE ADMINISTRATION'S HEALTH PROPOSAL

Pebruxry 1994

TABLES

2-1.

2-3.
24.
2-5.
3.1

4-1.

BOXES

4-1.

4-2,

.

Projections of National Health

Estimated On-Budget and Social
Security Effscts of the Administration's

Health Proposal ................c0000en,

Estimates of Medicare Program Savings
Under the Administration's Health

Proposal Cereesaeen e

Differences Between CBO's and the
Administration’s Estimates of the

Administration's Health Proposal ...........

Sources and Uses of Punds of

the Health Alliances . ......... e

Suggested Budgetary Display of the
Administration's Health Proposal,

Fiscal Year 2004 ..................... ..

Effects of Community Rating and
Requiring Firms to Pay on the Health
Insurance Costs of Private Employers,

by Industry, 1992 . ...ovvnnnnernnnnnn...

Health Plans Offered Through

Sorting of Workers in the Administration’s

Proposal ... ...

......... 28

......... kX)

......... 38

...... ... 8



67

Summary

he Health Security Act is a comprehensive

propesal 1o provide a universal entitiernent

w0 bealth insurance for a broad range of
services and to slow the growth of spending for
health care. To achieve these goals, it would funda-
mentally restructure the current health care system,
changing requirements and incentives for employers,
consumers, insurers, and providers of care. Because
of the magnitude of these changes, the full impact
on the health care system is extremely difficult 1o
predict.

The Administration's proposal would redesign
the current system of financing for health care,
while building on its existing employer base. All
employers would be required to pay premiums on
behalf of their employees, and all individuals and
families—except Medicaid beneficiaries and others
with very low income~would be required to pay at
least part of their premiums. Subsidies would be
available to help employers and Jow-income fami-
lies meoet these obligations and would also be avail-
able for retired people ages 55 0 64.

To strengthen the demand side of the health
care marketplace, the proposal would establish re-
gional purchasing alliances through which most
people who worked for firms with 5,000 or fewer
fuli-time employees would obtain health coverage,
a8 would most other people under age 65 who had
po connection to the labor force. Larger firms,
fims participating in multiemployer group plans,
rural electric cooperatives and telephone cooperative
associstions, as well as the U.S. Postal Service,
would be entted to establish their own corporate

alliances. Medicare beneficiaries would generally
remain outside the alliance system. States could
choose 10 opt out of the regional alliance system
entirely and establish a "single-payer” system of
bealth care financing, in which the state would pay
all providers directly.

Coosumers would normally have access to0 a
choice of health plans of different types--including
at least one fex-for-service plan-that would be
offered through the alliance in the area in which
they lived. All plans would offer a standard pack-
age of benefits, which would be slighty more gen-
erous than the average plan cwrrently offered by
employers. To ensure that consumers could make
informed choices about those plans, alliances would
provide much more information about the plans they
offered than is typically available today.

The primary objective of the proposal is to
ensure that health coverage would be available at a
reesonable price to everyone and that people could
not be denied coverage because of their health sta-
tus. Accordingly, strict requirements would be
placed on the enroliment procedures that health
plans could employ, requiring plans (within the
limits imposed by their capacity and financial con-
straints) to0 accept all applicants, and prohibiting
plans from excluding people because of preexisung
medical conditions. A plan's piemiums could not
vary for any reason other than the type of family
being insured, a requirement known as communiry
rating.  (Premiums for plans offered by corporate
alliances could, in addition, vary among geographic
areas.)

Best Available Copy
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People entitled to Medicaid benefits because
they also reccive cash welfare payments would
continue to obtain coverage from Medicaid but, like
almost everyone else, would be enrolled in bealth
plans offered through the regional alliances. Others
who currently receive Medicaid benefits would lose
that coverage, but most of them would be eligible
for subsidies for their premiums.

The proposal would also expand several federal
progre-ns and institute new ones. Important among
these provisions are coverage of prescription drugs
for Medicare beneficiaries, the provision of "wrap-
around™ health care benefits for low-income chil-
dren, and a new program to provide home- and
community-based services for severely disabled

people.

Financing for these initiatives and the subsidies
that the federal govemnment would pay to alliances
would come from s variety of sources. They would
include several new revenue measures, increases in
income and payroll tax receipts generated by the
change in the mix of employce compensation that
would occur under the proposal, reductions in the
Medicare and Medicaid programs, and assessments
on premiums.  States would also make maintenance-
of-effort payments to alliances, reflecting their re-
duced obligations for Medicaid nnder the proposal.

To lower the mate of growth of heaith care
spending, the proposal would establish s complex
mechanism for limiting the growth of premiums for
the standard benefit package—an approach that, if
carried out as intended, would almost certainly be
effective on that score. The proposal would also
attempt to limit the obligations of the federal gov-
emment for subsidy payments, but that endeavor
would be less likely 10 succoed.

Uncertainty of the Estimates

Estimates of the interactive effects of s0 many com-
plex changes to an industry that encompasses one-
seventh of the economy are highly uncertain. As-
sumptions, used by the Congressional Budget Office
(CBO) and other analysts, about people's behavioral
responses to new incentives are frequently based on

research evidence from small changes in the exist-
ing marketplace. In the case of the Ac .inistration’s
proposal, however, the entire marketplace and the
configurations of the actors within it would be
changing, and there is no precedent for estmating
the effects on health spending or the economy.

Estimating the effects of any proposal 1o
restructure the bealth care system ic particularly
difficult because, inevitably, the transition from the
old to the new system would take several years
Focusing on the effects of proposals in their early
years is, therefore, not very meaningful; it is the
long-term impacts, when new coverages would be
fully phased in and the system subilized. that are
important. Unfortunately, the uncertainty surround-
ing cost estimates increases significanuy in the out-
years. Thus, although CBO believes that the mo«t
impontant estimates presented in this paper are those
for 2004, they are also the most uncertan.

Financial Impact of
the Proposal

National health expenditures would nse in the in.t.a°
years of the Administration’s proposal--an inevitanie
coansequence of expanding health insurance coserupe
to the uninsured, increasing the generosits of the
beoefits that many insured people currenuy receise
and expanding hore- and community-based ser . e+
for the disabled. Over time, however, the com™iney
effects of lowering the rate of growth of healw
insurance premiums and the cuts in the Mcdi ae
prograsn would dominate. Thus, CBO projects tha’
nanonal bealth expenditures would fall $30 bullir
below the current CBO baseline by calendar vea:
2000, and would be $150 billion (7 percent) heivnw
that bascline in 2004.

The effects on the federal budget deficit show a
similar pattern.  The increase in the deficit 1s esu
mated 1o reach slightly more than 330 billion in
1998, the first year in which all states would be
participating in the sysiem, and then begin 1o fall
It would rise agaip in 2001 and 2002 because of
two additions) factors in those years: increases in
the gencrosity of the standard benefit package that
would occur in 2001, and the subsidies, beginung
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in 2002, of state and Jocal governments in their role
a3 employers. By 2004, however, the estimated
effects on the deficit are negligible, and CBO be-
lieves that the proposal bolds the promise of reduc-
ing the deficit in the long term.

CBO's estimates of the effects of the proposal
on the deficit differ only modestly from those of the
Administration. Because the Administration devel-
oped estimates for the 1995-2000 period, compari-
sons for the out-years, which are more important,
cannot be drawn. For the six-year period from
1995 through 2000, though, the Administration’s
estimates indicate that the proposal would reduce
the deficit by about $60 billion. In contrast, CBO
estimates that the deficit would increase by more
than $70 billion over that period. The difference
between these estimates is small, however, com-
pared with the uncertainty surrounding the budget
projections.

The primary difference berween the two esti-
mates stems from the amount of subsidies for em-
ployers, with CBO's estimate being considerably
higher than the Administration’s--by $25 billion in
2000, for example, or sbout half of the difference in
the estimates of the effects on the deficit in that
year. The estimates of subsidies for employers
differ for three major reasons. CBO's estimates of
premiums for the stendard benefit package are
higher than the Administration's, and estimates of
these subsidies are extremely sensitive to the est-
mates of premiums. CBO also assumes that low-
wage workers would cluster in firms that received
subsidies, a factor not explicitly taken into account
in the Administration's estimates of subsidies.
Finally, CBO has used a different methodology than
the Administration, one that captures more of the
variation in average wages among firms.

Effects on the Economy

Although the Administration’s proposal would make
fundamental changes in the current health care
system, the overall economic impact of those
changes might not be large. Because the proposal
would involve substantial redistributions within the

economy, however, the impact on business costs
and employment might be significant for individual
firms and people. Similarly, though the proposal
would bave limle predictable effect on nauonal
saving and investment, or on the balance of tade,
some businesses could see their ability to compete
with foreign firms either improving or worsening

The proposal would retain much of the current
central role of employers in the hcalth insurance
sysiem, requiring that a large part of health insur-
ance premiums be paid in the first instance by em-
ployers. But businesses’ costs for health care would
be significantly reduced overall, both because the
proposal would provide substantial subsidies to
firrms and because it would limit the growth of
premiums. For exanple, the total premiums em-
ployers pay for activi workers would drop by about
$20 billion in the year 2000,

Although overall costs would go down. for
some employcrs—particularly those that do not cur-
rently offer health insurance—costs would increase
Changes in costs could also be pronounced among
firms that currenty offer insurance. They would
rise for soroe businesses—especially those with
young and relatively healthy work forces--as a result
of the provisions for community raung. Conversely,
businesses that pow face high health care costs--be-
cause they are small and have little clout in the
insurance market, have older or sicker work forces,
or bold substantial responsibiliues for reurees-—
would see lower costs.

Those employers facing an increase in thew
premiumns would probably shift most of the added
cost to their workers by reducing cash wages. much
as occurs now in finns that offer health insurance
Similarly, employees of fums that would pay less
would receive higher wages.

For several reasons, the proposal would also
affect people's decisions about whether they wanted
1o seck work or to stay home. For instance. the
proposal would gusrantee insurance for carly re-
tirees and directly subsidize the cost of that insur-
ance. In other words, older people would no longer
have to work simply because they needed access to
affordable health insurance. A substanual number
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would probably prefer the gursuits of early reire-
ment to work, if their boalth costs were not a con-
cam.

The proposal might also tempt some other
workers 0 lkave the labor force, With wiiversal
coverage, health insurance would be availalle even
10 nonworkers~in some cases at no additicaal cost.
And the requirement that employers pay insurance
premiums for all workers, whether or oy they had
coverage through a spouse, would encovrage some
people t0 stay out of the labor force, especially
when there is already a full-time worker in the
bousehold.

In contrast to these voluntary withdrawals from
the labor force, fewer minimum-wage workers
might be employed, since their employers’ costs of
compensation would often be much higher. The
incentive to hire fewer minimumi-wage workers
would be mitigated for small, low-wvage firms, how-
ever, because the proposal would c.ap their payments
for premiums at Jevels mnging from 3.5 percent to
7.9 percent of their payroll. Moieover, the number
of people involved would be rmall, and the pro-
posed expansion of home- and community-based
care would increase low-wage zmployment.

Other provisions of the proposal would encour-
age some people 10 enter the labor force or improve
the operation of the labor market. Some Medicaid
beneficiaries are currently deterred from seeking
work for fear of losing thrir health coverage. For
the same reason, some workers feel locked into their
current jobs when they might prefer a different one.
The proposal’s universal coverage would encourage
Medicaid beneficiaries 1) enter the work force and
would end job lock.

Taking together 1(] the provisions that might
increase or reduce prrticipation in the labor force,
CBO estimates that r.ventually between one-quarter
of a percent and 1 percent of the labor force might
prefer to siay bome if the proposal was enacted.
Correspondingly, joss’ domestic product (GDP)
would also be rediiced, though by somewhat smaller
percentages. These changes are not large, falling
well within the uncertainty of projections of the
labor force and ‘3DP over the next decade.

The proposal would have voe further effect on
the labor market, as the subsidies for small, low-
wage firms would encourage firms and workers to
reshuffle so that low-wage workers would be largely
together in small firms. ‘The incentives for this
reshuffling, or “sorting,” would be swong. But
sorting would also imposs: two types of economic
costs: the cost of disruption as firms reorganized
production, and the costs of inefficiency that would
occur because the way finns were organized would
not be driven solely by production considerations.

Businesses are ofv:n concerned that a change of
such magnitude as the Administration's health pro-
posal would affect their ability to compete in inter-
national markets. There is litle reason to expect
any change in the overall balance of trade because
the proposal would not have any predictable effect
on the main factors determining it—-the level of
saving and invesament in the United States Some
firms would gain, however, and some would lose.
depending on w/hat happened to their overall labor

COsts.

Budgetary Treatment of
the Proposal

Ever since the outlines of the Admunistrauon’s
proposal bave become known, policymakers and the
media have expressed considerable interest 1n how 1t
would be treated in the federal budget. This assue
of bugelary treatment is not unique to proposals 1o
restructure the health care system. Every ume the
Congress considers or enacts a bill that establishes a
pev program, the Congressional Budget Office and
the: Office of Management and Budget must con.
sider whether and how it should be treated in the
federal budget For most pieces of legislauon, the
call is a relatively easy one. Buc for some bills,
such as major health care reiorm proposals, some
ambiguity and considerable complexity accompany
that assessment.  In this case, CBO strongly be-
lieves that the President and the Congress should
address the budgetary treatment of the proposal
explicitly through legislation. CBO's role-in the
decision is stnctly advisory.
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Certain elements of the Administration’s pro-
posal are unambiguously federal activities that all
agree should be included in the budget~for ex-
ample, the increase in the tax on tobacco, the subsi-
dies for individuals and employers, the expansion of
certain discretionary programs, and the changes in
Medicare and Medicaid. But whar about the pre-
miums that individuals and employers pay to the
bealth alliances and the payments by alliances to
bealth plans? Are the alliances private or state
eatities that belong outside the federal budget? Or
are they, for most practical purposes, creatures of
the federal government, whose income and outgo
showld all be included in the federal government's
accounts?

In answering such questions, budget adalysts
normally consult two sources for guidance. One is
the 1967 Report of the President’s Commission on
Budger Concepts. The other is budgetary precedent.
Because of the unique features of the Administra-
tion's health proposal., however, neither source
provides a definitive answer.

Considering the Administration's proposal in its
entirety, CBO concludes that it would establish both
a federal entitlement 1o health benefits and & system
of mandatory payments to finance thosc benefits
that represents an exercise of sovereign power. In
administering the proposed program, regional alli-
ances, corporate alliances, and state single-payer
plans (if any) would operate primarily as agents of
the federal government. Therefore, CBO believes
that the financial transactions of the health alliances
should be included in the federal government's
accounts and the premiurn payments should be
shown as governmental receipts rather than as off-
sets 0 spending. Nonetheless, because of the
uniqueness and the vast size of the program, the
budget document should distinguish the transactions
of the alliances from other federal operations and
show them sepanately, as is the practice for Social
Security.

Conclusion

The Health Security Act is unique among proposals
to respructure the health care system, both because
of its scope and its attention 1o detail. Some cnucs
of the proposal maintain that it is o0 complex. A
major reason for its complexity, however. is that the
proposal outlines in legislation the steps that would
sctually have to be taken to accomplish 1ts goals
No other proposal has come close to amempung
this. Other health care proposals might appear
equally complex if they provided the same level of
detail as the Administration on the implementanon
requiements.

Questions also arise about the capabiliues of
new and existing institutions to perform theu as-
signed tasks under the proposal. the ambiuous
schedule for the development of the necessary infra-
structure for the system, and the acceptabihn and
sustainability of the proposed cost control mecha-
nisros. These are very legiumate concems but.
again, they are not peculiar to the Health Secunn
Act.  Any proposal attemppung 1o resoucture the
cwrrent health care system would face surular issues

The ramifications of systemic changes 10 the
health care system are quite unceriun. even the
outcomes of incremental changes are dufficull to
predict.  As the Congress considers the Adminustra-
tion's proposal and alternatives, both comprehensive
and incremental, the inherent uncertainues of change
must be weighed against the detnmenual conse-
quences of the cument system--increasing numben
of people who lack the security of insurance cover-
age for health care and the rapidly nsing costs of
that care.
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obligations. That package would cover the follow-
ing:

o Hospital services;

Services of bealth professionals;

o Emergency and ambulatory medical and surgical
services;

o Clinical preventive services;

Mental illness and substance abuse services,
Family planning services and services for preg-
nant women;

Hospice care;

Home health care;

Extended care;

Ambulance services;

Outpatient laboratory, radiology, and diagpostic
services;

Outpatient prescription drugs and biological
products;

Outpatient rehabilitation services;

Dursble medical equipment and prosthetic and
orthotic devices;

Vision care;

Dental care;

Health education classes; and

Ceruain treatments under clinical investigation in
approved research trials.

-]
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Coverage of some services would be phased in over
time. Dental benefits, for example, would be very
limited before 2001, and the coverage of mental
iliness and substance sbuse services would also
become more extensive in that year.

Although the proposed coverage of most ser-
vices is comparable with that provided by relatively
generous employment-based policies today, there are
some differences. The coverage of preventive
health services, for example, would be more exten-
sive from the beginning than in most current health
plans, as would the mental health and subsuance
sbuse benefits when they were fully phased iz By
contrast, the prescription drug and bospital benefits
in plans with higher cost sharing and (before 2001)
the dental health benefits would be less generous
than those that many employers currently provide.

Health Alliances

The Administration’s proposal would expand the
ceatral role employers now play in purchasing
bealth insurance and restructure the market for that
insurance. All employers would have to pay pan of
the premiums for their employees’ insurance.
Moreover, the demand side of the bealth insurance
market would be reorganized in order to engender
greater market power for individuals and small
firms, enable poople to have a choice of health
plans at a reasonable cost, and provide incenuves
for health plans to compete on the bases of both
cost and quality.

To accomplish these goals, the proposal would
establish a nationwide system of regional purchasing
alliances. Most people who worked for finms with
5,000 or fewer full-time employees, as well as most
people who were not in the labor force (including
Medicaid beneficiaries), would be required to obtain
health insurance coverage through those alliances
Medicare beneficiaries, however, would generally
continue their coverage th{ough that program.

Firms with more than 5,000 full-ume em-
ployees, firms participating in large multiemployer
group plans, rural clectric couperatives and tele-
phone cooperative associations, and the U.S. Posial
Service would be entitled to establish separate cor-
porate purchasing alliances. Full-time employees of
firms that did so would have to purchase their cov-
erage through their firm's corporate alliance unless
they had a spouse who worked for an employer that
participated in a regional alliance. Such two-worker
families could choose to obuin their insurance
through either the corporate or the regional alliance

Federal civilian employees would obtain their
coverage through regional alliances starting in 1998,
and the Office of Personnel Management (OPM)
would make available to them one or more supple-
mentary plans. OPM would also develop one or
more plans that would supplement Medicare's bene-
fits for retired federal workers and their dependents
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People who are now eligible for bealth coverage
through certain federsl agencies would stll be able
to receive their standard bepefits through those
agencies. Active-duty members of the armed forces
would coatinue to receive their health benefits from
the Department of Defense (DoD). Their depen-
den!s and military retirees could also obtain cover-
age through the DoD system if its resources permit-
ted. Indians could obtain coverage through the

Indian Health Service and veterans through the
Department of Veternas Affairs system. Box 1-1
describes these aspects of the proposal.

Reglonal Alliances. These entities would be estab-
lished by the states as either nonprofit organizations
or state agencies. They would have nonoverlapping
jurisdictions that could be a portion of a state or an
entire state but could not cross statc boundaries or

In geoeral, individuals who are currently eligible for
health services from government agencies could
receive their standard benefits through health plans
offered by those agencies. Unlike the current situa-
tion, bowever, people selecting s government plan
could pot simultanecusly participate in another plan
covering the standard benefit package.

The Secretary of Defense would establish one or
more Uniformed Services Health Plans that would
cover at least all the items and services in the sun-
dard benefit package. Active-duty persoanel would
be required to enroll in those plans, for which they
would pay minimal amounts. Other people eligible
for military bealth care would have the choice of
enrolling is a military plan if one was available, a
plan offered by a regional or corporate alliance (for
those under age 65), or Medicare (for those age 65
and over). Premium payments and other cost-shar-
ing requirements for people who elected o earoll in
military plans could not exceed the family share of
preruwns and cost-sharing amousts in health plans
offered through regional allisnces.

Military bealth plans would receive premium
peyrentt from Medicare oo bebalf of peopls en-
rolled in the Supplementary Medical lasurance pro-
gram who selected a military plan. Conversely, the
Deparument of Defense might make premium pay-
ments oo behalfl of people who were eligible for
military plans but electad 10 partcipate in other
plans.

In a similar manner, veterans could elect w
enroll in health plans established by the Department

Box 1-1.
Heaalth Plans Offersd Through the Department of Defense,
the Department of Veterans Affairs,
and the Indlan Health Service

of Veterans Affairs (VA). Those plans would be
required to offer al] the items and services in the
standard benefit package, and they would also pro-
vide certain additional services specifically related to
servicecoanected cooditions. These addivonal ser-
vices would be svailable to all veterans now ehigible
for them, regardless of whether they enrolied in »
VA plan.

Low-income veterans and veterans with service-
conpectad disabiliies who enrolled in VA plans
would pot have (o pay premiums or cost-shanng
amounts, but most other veterans would pay amounus
based 0a rules eswblished by the regional alliance in
the area in which the VA plan operited. VA health
plans would be suthorized, but not required, o enroll !
family members of VA enrolices subject 10 therr
paying the required premiums and cosi-shanng
amounts. Veterans whao chose to enroll in other
bealth plans would have po premiums pad on thew
bebalfl by the VA. VA plans would be eligible for
reimbursement from Medicare, but only o6 behall of
partcipanis who were clipible for Medicare, who
also had no service-coonected duisabiliues, and who
were not defined by the VA as having low income

The Indian Health Service (THS) would alwo
spoasor plans covering the standard benefit package
for eligible lodians, who would pot have to pay
premiums or cost-sharing amounts. Family memben
who were pot otherwise eligible could enroll in THS
plans but would be required w0 pay premuums and
cost-sharing amounts. The [HS would make no
payments for premiuras or cost-shanng amounts for
Indians who chose to enroll in pon-[HS plans.
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subdivide a metropolitan ares within a state. Each
regional alliance is supposed to eusure that its resi-
deats would have a choice of th: health plans that
contracted with the alliance, at least one of which
would be a fee-for-service plan. The alliance would
also be responsible for ensuring that residents had
the necessary information with which to make in-
formed choices and that they enrolled in a bealth
plan.

In general, alliances would be required to con-
tract with all health plans that met the state’s stan-
dards and wished to offer insurance coverage in
their area. Regional alliances could, however, re-
fuse 10 contract with plans whose proposed premi-
ums exceeded 120 percent of the target for the
alliance’s per capita premium or that had violated
previous contracts with the alliance. The alliances
would also collect funds from employers, house-
holds, and governments and make payments to the
plans chosen by participants. Finally, they would
have to meet federal requirements o keep their
aversge premiums at or below specified targets.

Corporate Alliances. Corporate alliances would
also have to offer participants a choice of plans,
although that choice could be more restricted than
in regional alliances. Specifically, corporate alli-
ances would have to offer at least one traditional
fee-for-service plan and at least two others of a
different type, such as health maintenance organiza-
uons (HMOs). Like regional alliances, their respon-
sibilities would include collecting and disseminating
information sbout health plans and their outcomes,
as well as mecting redmuy determined targets for
cost containment.

Medicare and the Alliance System. The Medicare
program would geoerally continue to function out-
side the system of regional and corporate alliances.
Enrollment in plans offered through the alliances
would be mandatory, however, for people eligible
for Medicare if they or their spouse were employed
at least 40 bours a mooth. 1o addition, some people
could elect (0 stay in certain eligible plans when
they became entitled to receive Medicare bepefits.
Finally, provided that they met certain requirements,
states would also have the option to integrate all
thewr Medicare beneficianies into regional alliances.

Modicaid and the Alliance System. Medicaid
beneficiaries who receive cash welfare payments
would coatinue to be covered by Medicaid but
would receive services in the standard bepefit pack-
age through bealth plans offered by the reginnal
alliances. These beneficiaries could choose any
bealth plan that charged an average or below-aver-
age premium, would be absolved of other payrnents
for premiums, and would have special limits on
their cost-sharing liabilities. (They could choose a
more expensive plan by paying the difference in
premiums themselves.) For this group, the federal
and state governments would also conunue o make
payments for benefits that Medicard now covers but
that would not be included in the standard benefit

package.

In general, Medicaid beneficianes who do not
receive cash payments would no longer obuun cov-
erage from Medicaid, except for long-term care and
cost sharing required by Medicare. Instead. they
would benefit both from the same subsidies avail-
able to other low-income people obunning coverage
through the alliance and from payments made by
their employers if they were working. Almost all
children eligible for Medicaid under current law
would, however, continue to be covered for those
services provided by Medicaid that would not be 1n
the standard benefit package.

The Single-Payer Option for States. The Admun.
istration’s proposal would allow states to opt out of
the regional alliance system and establish a “single-
payer” system of health care financing in which the
state would pay all health care providers directly
States electing that option would assume respons,-
bility for all people who would otherwise have been
in regional alliances. They could also choose o
earoll in their single-payer system all Medicare
beneficiaries and people who would otherwise have
been in corporste alliances.

Health Plans

The proposal envisions that people who obwuned
their health insurance through alliances would select
from a variety of plans that contracted with theu
allisnce, including fee-for-service plans, HMOs, and
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point-of-service plans. Some poople, however,
might tot be able to earoll in the plan of their
choice-for example, if it was operating at capa:ity.
Plans would have to comply with one of the three
cost-shaning schedules that are specified in detail in
the proposal-lower, higher, or combination cost
sharing—-as well as other requiremeats.

Requirements for Cost Sharing. Higher-cost.
sharing plans would impose both specified deduct-
ible amounts and coinsurance (calculated &s percent.
ages of the providers’ fees) according 1o a national
schedule that is specified in the proposal. The use
of flat copayments would be prohibited in those
plans. Lower<cost-sharing plans would have no
deductible amounts and no coinsurance (except for
services obtained from providers outside the plan’s
network of providers). Such plans would charge
flat copayment amounts for particular services ac-
cording to a fixed national schedule also included in
the proposal. Cost sharing in combination plans
would basically follow the lower-cost-sharing mode!
for in-network services and the higher-cost-sharing
model for out-of-network services. [n all three
types of plans, maximum annual out-of-pocket
payments would be the same: §1,500 for an individ-
ual and $3,000 for a family.

Requirements for Suppiementary Coverage. The
proposal would place strict requirements oa supple-
mentary health insurance. Insurers could not offer
supplementary policies that would duplicate cover-
age offered in the standard benefit package. Any
policics to cover services not included in the stan-
dard package would have to be available to all
spphicants, regardiess of their state of residence,
subject to capacity and financial constraints.'

All plans available through regional alliances
would have to offer their earollees supplementary
coverage for cost-sharing amounts.’ Lower- and

). Membership orgasitacont and empioyen offenag smuch policies
ocould reewct them © ey wembers o ey ¢y samployess,

respecuvely

2 T proposal uppsan 0 probidst corporse allisaces from offenag
Applemenary cost-shanng pobowes, dut officuals of the Admunu-
waooe bave naisd thet they witsded  place B0 CORSTRSD 00
corpora alliacass Le fenx, the proposal permuus Rirme that foroed
COMporsit ALLADGES 10 MDA employmes fOr thont o1 peasts

combination-cost-sharing plans, however, would
offer supplemestary coverage only for deductible
amounts and coinsursnce required for services re-
ceived from providers who did pot have cootracts
with the plan. Only earollees in a plan could pur-
chase the supplementary coverage associated with
that plan. Premiums for such coverage would have
to be the same for all enrolices in a plan, and they
would have to reflect the expected increase in use
of services that would result from the reduced cost
sharing. (Coverage of flat copayments, as opposed
10 coinsurance, would not be permined.)

Certification Requirements for Health Plans. In
order 1o contract with a regional alliance, health
plans would have to be certified by the sute in
which the alliance was located. The criteria for
certification would encorapass standards for qualiry,
financial stability, and capacity to deliver the stan-
dard benefit package, as well as requirements relat-
ing t0 communify rating, enrollment, and coverage.
Those for community rating would prohibit plans
from varying premiums among residents of the
alliance area (except for variations attributable to
different types of families—-individuals. couples,
single-parent families, and two-parent famulies).
The other requirements would prohibit medical
underwnting and limitations oo coverage 3o that no
one would have coverage denied or restricted be-
cause of a preexisting condition. Those requure-
ments would be stringent; a plan could wot termi-
pate or restict coverage for any reason, even if
earoliees did not psy their premiums.’

Corporate slliances could either contract with
state-certified plans or offer self-insured plans that
met the requirements of Title | of the Employee
Retirement Income Security Act of 1974. Those
plans would have to meet requirements for commu-
nity rating, enrollment, and coverage juit as plans
offered by regional alliances would.

Requirements Relating to Essential Community
Providers. All health plans would initally be n:-
quired 1o enter inlo agreements o pay essenual

3 Pl could however, oblas spproval 10 Lt esrollmest of shey
ware Oparsang 6 CApEcify OF 18 ONter 10 MABLLS ther flaaacial

sabusty



6 AN ANALYSLIS OF THE ADMINISTRATION'S HEALTH PROPOSAL

February 1994

community providers who wished to have such
agreements.  Essential community providers could
either participate in the plau or receive payments
from the plan without baving a participating provid-
er agreement.  Certification as an essential commu-
nity provider would be sutomatic for 8 wide range
of private nonprofit and public providers that re-
ceive funding under the Public Health Service or
Social Security Act.* Certified providers would also
include Indian health programs and providers of
school health services that would receive funding
under the proposal, as well as other providers and
organizations certified by the Secretary of Health
and Hunan Services (HHS).

The requirement for health plans to contract
with essential community providers would end five
years after an alliance first offered a health plan.
No later than March 2001, however, the Secretary
of HHS would recommend to the Congress whether
to continue, modify, or terminate the requirement.

Requirements Relating to Workers' Compensa-
tion and Automobile Insurance. All health plans
that provided services to enrollees through partici-
pating providers would be required to provide or
amange for workers' compensaton services for their
enrollees. Workers' compensation carriers would
reimburse health plans for those services. Workers'
compensation services could, however, be provided
through alternative means if the carrier and the

injured worker agreed.

Similarly earollees would genenally receive
from their health plans any medical benefits o
which they were entitled through their automobile
insurance. Health plans would be required to ar-
range for referral services, as necessary, to easure
the sppropriate treatment for injured individuals.
Automobile insurance camiers would reimburse
health plans for those services. As with workers’
compensation insurance, injured individuals and
carriers could agree to alternative arrangements.

providers would iasclude cotamunty sad sugrast
wry, providery of beal services for the homeless and
is publc bousing. famly planaing cLaxs. providens who
people with AIDS (soquured defl Yy sysdro

under the Ryss White Act. maersal and chuld Ml
00d federally qualified bealth ceaters and nural beal
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Federal Program Initiatives
and Expansions

In addition to the pew program to provide universal
health insurance coverage, the Administration’s
proposal would create several federal programs and
would expand others. Changes in wx policy (dis-
cussed in a later section) would also benefit some
people, such as those with large expenses for long-
term care.

Medicare’s Coverage of
Prescription Drugs

Starting in January 1996, Medicare's Supplementary
Medical Insurance (SMI) benefit package would
cover prescription drugs for outpatients. This new
benefit would have a $250 deductble amount. 20
percent coinsurance, and an out-of-pocket himut of
$1,000. The deductible and out-of-pocket himut
would be adjusted cach year to ensure that neither
the percentage of individuals satisfying the deduct-
ible nor the average percentage of enrvllees recerv-
ing benefits would change.

Several new program requirements would at-
tempt to restrain potential expenditures for prescnp-
tion drugs. Medicare would limit reimbursement 10
pharmacists, generally paying them the lesser of the
90th percentile of pharmacies’ charges for a parucu-
lar drug or their acquisition cost plus a dispensing
fee. In addition, drug manufacturers would have to
provide rebates to Medicare for all nongenenc drugs
sold 1o enrollees.

Home- and Community-Based Services
for Severely Disabled People

The Administration's proposal would establish a
pew grant program for the states to provide home-
and community-based services for people with se-
vere disabilities. Although all people who met the
disability criteria would be eligible to receive ser-
vices from this program, it would not be an enutle-
ment for disabled individuals; the number acwually
receiving services would depend on the e:nount of
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funding appropriated. Federal contributions to the
program, which would be phased in over seven
years, would be capped, and states would be re-
quired 1o provide some funding.

The total federa) budget for the program would
be $4.5 bdillion in fiscal year 1996, rising to $38.3
billion in 2003. Increases in subsequent years
would reflect changes in the consumer price index
(CPI) and the size of the disabled population. As in
Medicaid, a state's share of the funding would vary
according to its per capita income, but the share
would be much lower than in the Medicaid pro-
gram, ranging from S percent to 22 percent of ex-
penditures for services. If states transferred severely
disabled people from the Medicaid program to the
new program, thereby reducing federal expenditures
for home- and community-based services under
Medicaid, the federal budget caps for the new pro-
gram would increase accordingly.

Sutes would have w impose cost-sharing re-
quirements on all program participants on a sliding
scale according 1o income. Participants with family
income below 150 percent of the poverty level
would pay nothing; those with family income at or
above 250 percent of the poverty level would pay
the maximum cost-sharing rate of 25 perceat.

Expansions in Medicaid’s Coverage
of Long-Term Care

Three features of Medicaid's coverage of long-term
care would change under the Administration's pro-
posal, two of which would expand eligibility for
nursing home services. At their option, states could
raise the amount of assets that may be excluded
when determining the eligibility of single individu-
als for oursing home services (the asset disregard)
from the current limit of $2,000 to as high as
$12,000. In addition, all states would be required to
grant eligibility for oursing home services to people
who would meet the income and asset requircments
for eligibility if their nursing home expenses were
deductec from their income. (States currently have
the option to grant eligibility to this group of
people, but about one-third of the states do not do
$0.)

A third provision would require all states 0
allow oursing home residents who are Medicaid
beneficiaries 10 keep at least $50 a month for their
personal needs. Because almost half the states now
set this allowance at the minimum allowed (330),
some beneficiaries would contribute less o the cost
of their care. The federal government would pay
for the resulting increase in Medicaid spending.

"Wraparound" Benefits for
Low-Income Children

Because the current Medicaid program provides a
wider range of services than those iucluded in the
sandard bencfit package, so-called wrsparound
benefits (apart from long-term care) would be pro-
vided to children now eligible for Medicaid. Al-
though these benefits would be financed entirely by
the federal government, states’ maintenance-of-effort
payments would, in effect, pay for roughly their
traditional share of costs for these sdditional ser-
vices for children in families receiving cash welfare
benefits. Thus, the federa! government would, 1n
effect, take over the financing of these add:tional
services only for children in families who did not
receive cash benefits.

Expenditures for these benefits would be
limited, however, based on the combined fiscal year
1993 federal and state spending for them. Ths
limit would be updated to account for changes in
the number of eligible children and adjusted by
Maedicaid-specific inflation factors through 1998 and
by the "general health care inflation factor™ com-
bined with the rate of growth in the populauon
under age 6 thereafter.’

i

S, Por the 1996-2000 penod, the °*general bealth care taflaboa facior”
would be the mcrease 1 the CP1 plus specific amounts-1.3 per-
centage powis 18 1996, | parcestage powust m 1997, 0.9 percestage
pount o 1998, and 1o 1 1999 aad 2000 Afer 2000, if the
Congress did st act, the defmlt factor would be ®e percentage
werenas 18 e CP1 comdued wnth the paroeoiage growth m real
$ross doenesde product pes capia. (A sctianal adjustoest would
abio be wmade 13 2001)
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Funding for Graduate Medical
Education and Payments to
Academic Health Centers

The Administration's proposal would restructure the
current system of federal subsidies for graduate
medical education and scademic bealth centers (and
wmgbmpnms)wwwmfamemcmm
they incur. It would emphasize the training of pri-
mary care physicians; both the alliznces and Medi-
care would help to pay for the training of physi-
cians. The proposal would also authorize $200 mil-
lion a year for graduate nursing education and $400
million a year for Public Health Service programs
for the training of minorities and of health pmfes-

sionals specializing in primary care.

A pew National Council on Graduate Medical
Education would authorize the number of residency
positions, by specialty, in graduate mexical educa-
tion programs that received federa! funding. At
least 55 percent of residents who completed eligible
residency programs would have to be in primary
care—that is, in family medicine, general internal
medicine, gencral pediatrics, or obstetrics and gyne-
cology. That requirement would first hold for resi-
dents entering training in the 1998-1999 academic
year.

Funding for the direct costs of approved training
programs for physicians would be $3.2 billion in
calendar year 1996, rising to $5.8 billion in both
1999 and 2000. In subsequent years, the amount
would be the previous year's level increased by the
general health care inflation factor. Under the Ad-
ministration’s proposal, Medicare would contribute
$1.5 billiou in fiscal year 1996, $1.6 billion in 1997
and 1998, and the 1998 level increased by the CPI
in subsequent years. Thus, Medicare's relative con-
tribution would probably decline after 2000 since
total payments would almost certainly be rising fast-
er than Medicare's contribution.

Medicare’s relative contribution to payments to
academic health centers (and teaching bospitals) for
the indirect costs of graduate medical education
would also probably decline over time. Such pay-
ments would total $3.1 billion in calendar year
1996, rise to $3.8 billion in 2000, and then increase

in subsequent years by the general health care infla-
tion factor. Of these amounts, Medicare would pay
$2.1 billion in fiscal year 1996, $2.0 billion in 1997
and 1998, and that amount inflated by the CPI in
subsequent years. The remaining funding for both
the direct and indirect costs of graduate medical
education would come as needed from a 1.5 percent
assessment on total premiums paid to regional and
multiemployer corporate alliances and from part of
the 1 percent tax on the total payrolls of all other
employers who established corporate alliances.

Expansion of the WIC Program

The proposal would establish a special Treasury
fund subject to discretionary appropriations that, in
addition to the regular appropriations for the Special
Supplemental Food Program for Women, Infants,
and Children (WIC), would help bring the program
up to full funding by the end of fiscal year 1996
and then maintain full funding levels. To that end.
the Secretary of the Treasury would credit annual
amounts o the fund totaling $1.85 billion over the
1996-2000 period. These annual arsounts would be
availabie for spending, however, only if the regular
sppropriation for the year provided new budgetary
authority for WIC at levels specified in the pro-

posal.

Public Health Service Initiatives

Activities of the Public Health Service would ex-
pand significantly in a number of areas ranging
from biomedical and bebavioral research to health
services for medically underserved populations. To
accomplish that expansion, funding for a Public
Health Service Initiative would be authorized.

Financing Provisions

Premiums paid by employers and households and
payments by the federal and state governments
would finance the insurance ocoverage obtained
through the alliances. Employers would pay premu-
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ums for all employees who worked at least 40 hours
s mooth.! Except for Medicaid beneficiaries who
receive cath assistance, nooelderly individuals and
families would, in geaeral, be responsible for paying
the part of the premium that was not contributed by
employers. Families with no workers, or with self-
employed workers only, would be responsible for
the entire premium for the plans they selected.

Government subsidies would be available, how-
ever, for low-income people and for people between
the ages of 55 and 64 who had retired from the la-
hot force. Employers, except for those that formed
corporate alliances, would be entitled to subsidies
that ensured that their payments for health insurance
premiums did not exceed certain fractions of their
payroll.

The costs of financing the subsidies, expanding
the Medicare prograra, and augmenting various
mandatory and discretionary federal hesiii programs
would be covered by states’ maintenance-of-effort
payments, higher SMI premiums, as increase in the
excise tax on tobacco, an assessment on the payroll
of fims that established corporate alliances, and
other assessments and tax changes, a1 well as by
various reductions in the Medicare and Medicaid

programs.

Premiums Paid to Alliances

The premiums charged by any bealth plan offered
through a regional alliance for the standard benefit
package could vary only by the type of family (indi-
vidual, couple, oue-pareot family, arnd two-parent
family); they could not vary by age, sex, or health
status. Premiums for plans offered by a corporate
alliance, however, could also vary by geographic
area.  Moreover, the relatioaship amoog premiuras
for differeat types of families would be fixed and
uniform across all regional alliances. For example,

¢ Two exorpooes e childres wade age 13 wid Nil-ome sudeeus
usder age 14 who we dependest 08 eV paread, ey would be
coverwd by Ui parsats’ poluces sven of dey were esaployed

7. Each coeporsse slbasce would Mave sonse duicreonn. but sl plaas
1 offersd witua e saase geographuc arse wusld bave 0 have the
same rel p amosg p for dfferent types of famulies

the premium for a couple would have to be twice
that for an individual in the same plan.’

The distribution of premium psyments among
families and employers would be based on the
premise that employers should pay about 80 percent
of the premium for full-time workers, and families
the remaining 20 percent. The actual proportions
would vary, however, for several reasons.

Every family who enrolled in a plan offered by
8 regionsl alliance would be assigned an “alliance
credit amount” that would equal 80 percent of the
weighted average premium in the alliance for that
type of family. The weighted average premuum for
a specific family type would be calculated by aver-
aging premiums for that family type for all the
plans in the alliance, weighting the premiums by the
number of families of that type in each plan  The
family's portion of the premium would be the dif-
ference between the premium for the plan selected
by the family and the alliance credit amount, subject
to various other adjustrents, including subsidies

In contrast, an employer’'s payment would not
equal the alliance credit amount because families
conwin, on aversge, more than one worker for
whom some employer would be paying premiums
An employer's payments would also not be deter
mined by the premiums of the paruculas plany w
lected by its employees. Rather, for full-ume work
ers in a specific family type, each employer's pas
ments would take into account the aumber of work
ers of that family type in the alliance~for ezampie
the more two-parent farilies there were with o
full-time workers, the smaller the proporuon of the
80 perceat employer share any parucular emploser
would have 10 pay.!

More specifically, setting aside the possibiliny o!
other adjustments (such as the subsidies for firms
that are described below), an employer's payment
would be calculated as follows:

§ s cakoulatiag these peyenis. farmilios wnth merobery elpbie ior
Asé 10 Famales with Depeacent Chuldren. Suppleroenial Secunie
lcows, or Medscwe would b encluded  la addivon a0 em
ployer’s paymens would be scaled proporvonsiely (o pan ome
workers, defised 0 bt those who work betwesa 10 asd 30 Mouny
i sl
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o For individuals, the amount paid by each em-
ployer would be 80 percent of the weighted
average premium for single individuals in the
alliance.

o For couples, the amount would be 80 percent of
the total premium payments for couples (that is,
the number of couples in the alliance multiplied
by the alliance's weighted aversge premium for
couples) divided by the number of couples plus
the number of "extrs workers.” Extra workers
are the full-time-equivalent workers in couples
with more than one working member. This
complicated formulation means that the amount
an employer would pay per worker would be
reduced as the number of workers in the alli-
ance who were part of a couple rose relativk to
the number of couples. The reductions in an
employer's payments from this adjustment,
which derives primarily from the presence of
two-worker couples, would be spread among
couples without a worker or with only one part-
time or full-time worker.

o For both single- and two-parent fumilies, an
employer’s payments would equal 80 percent of
the comnbined towl premium payments for both
family types divided by the sum of the number
of single-parent families, the number of two-
parent families, and the number of extra work-
ers in two-parent families. The aggregation of
single- and two-parent families would ensure
that an employer paid the same amount for
employees in families with children, regardless
of the number of parents in the family.

Unlike employers in regional alliances, those
that formed corporate alliances would pay an
amount similar to the alliance credit amount--
namely, 80 percent of the weighted average pre-
mium in the corporate alliance for employees in
each type of family. (Because the corporate alliance
would receive payments for spouses eligible to
enroll in other alliances, however, the cost per
worker would be reduced in much the same way as
for an employer in & regional alliance.) An excep-
tion would apply to full-time workers with average
annual eamings of less than $15,000 (indexed by
the CPI after 1994). For these workers, the em-
ployer would have to pay the greater of 80 percent

of the weigkied average premium or 935 percent of
the premium of the lowest-cost plan offered by the
corporate alliance that had either lower or combina-
tion cost sharing.

Employers in either regional or corporate all-
snces could pay more than the required munirsum
amounts on behalf of their employees, but their
additional payments for the standard benefit packsge
could ot exceed the wmount of the family share for
the highest-cost plan in the alliance. If an emnployer
chose to pay more, the amounts its employees owed
would be reduced correspondingly. Such voluntary
payments would have to be equal for sl employees
in the same type of family, however, regardiess of
the plans that were selected. Moreover, if the em-
ployer's payments totaled more than the premyum of
the plan selected by the employee, the difference
would be returned to the employee (and included in
taxable income).

Individuals and families would be responsible
for the family share of the premuum--that is, the
difference between the premium charged by the plan
they selected and the alliance credit amount--uniess
their employers paid more ‘than the required m:m
mum. For most individuals and fam.dies, theu
obligation would aversge about 20 percent of the
total premium costs, but it could be more or lesy
depending on whether they selecied a plan wath an
above- or below- - erage cost.

Individuals and families with no worker or only
a part-time worker would be responsible for some
or all of the employer portion, as well as the famuly
portion, of their premiums.’ The self-employed
would pay 7.9 percent of their self-employment
income or the employer portion, whichever was
lower, even if their family had another full-ume
worker. (The required percentage would be lower f
they were eligible for the subsidies provided to low -
wage firms that are discussed bélow.)

If some employers and families did not pay the
preraiums they owed W regional alliances. other

9. A famly would oot be responnible for e ewmployer shve o ooe
of 1 oembers was smployed full Dme for e moow or o (v
marobers worksd pan nme aod they combnind howrs of emgpioy
mant wowaked o least 120 1hat ooy '



CHAPTER ONE

81

OVERVIEW OF THE PROPOSAL 11

eoployers and families in those alliances would
bear the consequences. Each year, an alliance
would cstimate the amount of premiums that it
would be unlikely to collect, adjusted for over- or
underestimates in the previous year. It would then
adjust the premiums for each type of family by the
same proportion in order to collect the desired total
from those expecied to pay the amounts they owed.

Subsidies

The obligation to pay premiums that the Adminis-
tration’s proposal would place on employers and
families would be reduced by a variety of subsidies
designed to assist low-income families and em-
ployers. These subsidies would be available only
for families that obtained, and employers that paid
for, coverage through regional alliances. In other
wonds, employers that established corporate alli-
ances would pot be eligible for subsidies and would
have 10 keep the amounts paid by their low-income
employees below cerin limits,

Subsidies for Famllies. Families receiving benefits
from Aid to Families with Dependent Children
(AFDC) or Supplemental Security Income (SSI) and
pople whose income was below a very low thresh-
old ($1,000 in 1994, inflated by the CPI thereafter)
would not have (0 pay the family portion of the
prenuum for plans with premiums at or below the
weighted average for that type of family. The fam-
ily's maximum obligation would rise with income
30 that at 130 percent of the poverty level a family
would pay the lesser of 20 percent of the weighted
average premium or 3.9 percent of income. Pay-
ments for the family portion would be limited to 3.9
percent of income for all families with income
telow $40,000 (in 1994, inflated by the CPI there-
afier). If oo plan with a premium at or below the
weighted average was available (for example, be-
cause all such plans were at capacity), the family’s
obligation would stay the same and the amount of
the government subsidy would increase.

Subsidies would also be available for individ-
uals and familics who were responsible for paying
part of all of the employer share of their premiums
and for the self-employed who worked parnt-time

and whose remaining obligation for the employer
share was not met by the work of other family
members. The subsidies would be set on a sliding
scale and would be phased out when nonwage in-
come—which includss iteras such as rents, interest,
and dividends—reached 250 percent of the poverty
level,

Families in regional alliance plans who had
income below 150 perceat of the poverty level
would also be eligible for reductions in cost sharing
if they lived in arcas in which no lower- or combi-
pation-cost-sharing plan was available at a cost that
did not exceed the weighted average premium for
their type of family. Familics meeting those cntena
wouid be obligated only for the cost-shanng
amounts they would have paid if they were enrolled
in lower-cost-sharing plans. Regional alliances
would pay the remainder to the plans. Special
subsidies for cost sharing would also apply to Med.
icaid beneficiaries, who would pay only 20 percent
of the copayment amounts required by lower- or
combination-cost-sharing plans. The plans them-
selves would geoerally finance the cost-shanng
subsidies for Medicaid bcnc!':cim'es.

Early retirees who would be eligible for Medi-
care’'s Hospital Insurance (HI) benefits when they
turned 65 would receive special subsidies for therr
premiumns. (Early retirees would be people berween
the ages of 55 and 64 who were not employed full
time.) Spouses under age 65 who were not em-
ployed und other dependents of early retirees would
also be subsidized. Retirees in these families would
te entitled to jovernment subsidies covening the
employer share, leaving them 10 pay only the duffer-
ence between the premium for the plans they chose
and the alliance cvedit amount. The subsidies would
be reduced by employers’ payments for reurees or
their spouses who worked part time. If the spouse
of a retiree worked full time, no government sub-
sidy would be necessary. ’

Subsidies for Firms. The Administration’s pro-
posal would also place limits oo the premiums pad
by employers in regional alliances. With the excep-
uon of the federal, swate, and local governments,
which would not be entitled to caps on thew pre-
miurn payments for employees until 2002, an em-
ployer's premium payments to regional alliance
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plans w:ujd genenally not exceed 7.9 percent of
pavroll.

Stall, low-wage employers would have lower
caps. which would vary according to both the size
of tbe firm and its wage level. The lowest propor-
tion of payroll (3.5 percest) would be paid by firms
with fewer than 25 full-time-equivalent employees
and sverage annual wages per full-time-equivalent
employee of not more than $12,000. The em-
ployers’ obligation would increase to reach 7.9 per-
cent for firms with 75 or more employees or aver-
age wages of more than $24,000. The proportion of
smill employers that would be eligible for these
addidonal subsidies would fall over time because
the wage thresholds on which the subsidies, are
based would not be indexed.

Changes in the Internal Revenue Code

Receipts from a varicty of sources would finance
the Administraticn’s proposal, although some pew
tax incentives would reduce revenues. Detailed in-
formation on the amendments to the Internal Reve-
nue Code contained in the Administration's proposal
is available in & recent publication from the Joint
Committee on Taxation.!" Therefore, only a sum-
mary of those provisions is provided here.

One provision would increase the excise tax on
cigarettes by 75 cents per pack and the taxes on
other tobacco products by approximately the same
amount per pound of tobscco content. In addition,
employers that no longer had to pay for their re-
tirces' health coverage would have to pay s tempo-
rary assessment. Employers that established corpo-
rate alliances would be required to pay a 1 percent
payroll tax, in part to help pay for the federal grants
for graduate medical education, nursing education,
and academic health centers. Multiemployer corpo-

10. Emgloyers sligible 10 ssmblish corporvis allissces that chose %
pertcipee 18 & reprosal alliance would aot be skgide for theee
subnacres for the fim four years. The subtabes would, however,

b phased 18 dunag the pext four years.

11. Joinst Commnse ce Taxance, Descrnipnon and Amalysis of Tule
Vil of HR 3800, 5 I757. and $. 1773 (“Mealih Securiry Act”),

JCS-20-93 (Decamber 20, 199))

rate alliances and regional alliances would bave to
pey a 1.5 percent assessment on premiums for the

same purposes.

Other provisioas would broaden the definition
of the tax base for self-employed people. First,
more business income of sharebolders in § corpora-
tions would be treated a3 "wages” for the purpose of
calculating the corporation’s eligibility for subsidies
of itt premiums. Spec'xﬁully. individuals who
owned more than 2 percent of the stock in an S cor-
poranon and who participated materially in the busi-
pess would have their distributive share of the
corporation’s income from the service-related busi-
ness treated as wages for this purpose. Likewise,
more business incore of limited partners in parmner-
ships would be treated as wages for the same pur-
pose. The added income of S corporation share-
holders and limited partners would also become
subject to employm:nt taxes. These changes would
not only reduce subsidies for employers but would
also increase payroll tax receipts (as well as future
benefits from Social Security and unemployment
insuraiice).

The proposal would also require all state and
local employees to pay Medicare’s HI payroll tax.
Currenty, workers hired before April 1, 1986, in
states that do not have a voluntary participation
agreement with the federal government do not pay
this tax, although many are eligible for Medicare's
benefits through their spouse or nongovernmenial
employment. The increase in Medicare's revenue
from this proposal would be partially offset by high-
er future spending because more people would par-
ticipate in the program.

Two other provisions would reduce subsidies
received by high-incorne retirees. Medicare en-
roliees with modified adjusted gross income above a
specified threshold amount (890,000 for single tax-
payers and $115,000 for married taxpayers filing a
joint rerurn) would, in effect, have to pay higher
premiums for Supplementary Medical Insurance.
The maximum SMI premium for high-income Medi-
care beneficiaries would cover about 75 percent of
the average benefits per carollee, up from the cur-
rent level of about 25 percent. In addition, high-
income carly retirees who would otherwise be ¢li-
gible to receive subsidies for the employer share of -
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their health insurance premiums would be required
10 pay that share themse)ves.

The Administration's proposal would leave the
tx treatment. of employers’ paymeats for bealth
benefits largely untouched until 2004. As under
current law, tw proposal would sllow the exclusion
from employees’ incomes of employers' payments
for the standard benefit package and for cost-sharing
amounts under the standard package, including
premiums for cost-sharing supplements, But the
proposal would expand the exclusion for employers’
payments for qualified long-term care insurance.

Beginning in 2004, employer-paid premiums for
supplementary coversge of additional services
would no looger be excludable from employees’
income for income tax and payroll tax purposes. In
keeping with that provision, beginning in 1997,
coverage provided through flexible spending ac-
counts would be tax-exempt only for benefits re-
lated 1o the standard package. Also beginning in
that year, employers generally could not include
health benefits in "cafeteria™ plans.

If employers chose to pay more of their employ-
ecs’ premiums than the minimum required, they
would have 1o make equal voluntary payments for
all employees in the same type of family. Thus, the
employer's total paymeat could exceed the total
premium of the plan selected by an cployee. In
such a case, the employee would be entitled to a
cash rcbate that would be subject to both income

and payroll taxes.

The proposal also would expand the income tax
subsidy for health insurance purchased by the self-
employed. it would do so by making permanent and
Jater increasing a tax deduction for health insurance
premiums. The proposal would reinsate the 25
percent deduction that expired at the end of 1993
and increase it to 100 percent of premiwmns for the
standard benefit package beginning in 1997 (or
1996 if the sute had begun participating in the new
system).

By contrast, the proposal would put tighter
limuts on deductions for taxpayers who prepaid their
health insusance premiums. If taxpayers made those

premium paymeats or other payments for medical
care, the benefiis from whick would extend for
more than & year afier the payment, that amount
would be treated as having been paid on 8 pro ras
basis over the period in which the benefits were
received. That provision would preclude taxpayers
from claiming a large tax deduction for a lump-sum
payment for future bealth benefits.

Three tax provisions related to long-term care
would lower revenue. Ope such provision would
provide tax relief for individuals with high expenses
for long-term care, and another would offer a tax
subsidy to encourage people to purchase private
insurance for long-term care. Taxpayers could
claim an itemized deduction for spending on qual-
fied long-term care services provided to themselves,
their spouses, or dependents for which they had not
been reimbursed, if those expenses plus their other
qualified medical expenses exceeded 7.5 percent of
their adjusted gross income. Premiums for qualified
long-term care policies would also count as quali-
fied medical expenses for purposes of itemized
deductions. And as mentioned above, the exclusion
of an employer’s payment of premiums for qualified
long-term care policies fronf an employee’s income
would be expanded; benefits received from such
policies would also be excluded from income.

Other tax provisions in the Administration’s
proposal include changing the tax treatrment of ac-
celerated death benefits under life insurance con-
tracts, providing tax incentives L0 encourage primary
care physicians to practice in areas designated as
having a shortage of health professionals, and giv-
ing tax credits for personal assistance services for
disabled workers.

Reductions in the Medicare Program

A major part of the funding for the proposal would
come from reductions in the Medicare program.
Some of them would affect the Hospital Insurance
program, some would affect the Supplementary
Medical Insurance program, and some would affect
both. (Increases in SMI premiums for high-income
enrollees were discussed above because they would
be collected through the income tax system.)
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Spending for the HI program would be reduced
primarily because payment rates to providers would
be lower than under current law. Specific provi-
sions of the proposal would:

© Reduce the updates o the per-case rutes used Ly
Moedicare's prospective payment system (PPS),
which pays for inpatient hospital services, for
fiscal years 1997 through 2000;

o Eliminate the adjustroent to PPS payments for
the indirect costs of patient care that are related
o hospitals’ medical education programs-al-
though a portion of the amount that would have
been paid under this adjustment would be trans-
ferred to the fund for acaderic bealth centery;

o0 Reduce the base payment rates for capital-
related costs of inpatient hospital services and
reduce the updates applied to those payment
rates for fiscal years 1996 through 2003;

o In states that were participating in the proposed
new health care system, revise and, on avenage,
reduce the PPS payment adjustment for hospi-
tals that treat a disproportionately large share of
low-income patients; and

o Reduce the updates to some payment rates for
skilled oursing facilities in fiscal year 1996.

The largest reductions in spending for the SMI
program compared with current law would result
from lower payments for physicians. The specific
provisions would:

o Establish goals for cumulative expenditures for
physicians’ services. Currently, the target rate
of growth for each year is based on the prior
year's actual rate of growth in outlays for physi-
cians’ services, without regard to the prior
year's target rate of growth. Under this pro-
posal, the growth target for outlays for physi-
cians’ services would be built on a designated
base-year target (fiscal year 1994) and updated
annually for changes in enrollment and inflabon
but not for actual growth in outlays above or
below the targets for prior years.

O institute & new system for sciting the target rate

of gromth for payments to physicians. The new

vstem would both substitute the average rate of
growth in real gross domestic product (GDP)
per capita (plus 1.5 percentage points for pn-
mary care services only) for a measure of the
change in the volume and intensity of services
provided by physicians during the previous five
years, and climinate the annual percentage re-
duction known as the performance standard
actor.

Eliminate the floor on the reduction permined in
the default update for physicians' payment rates
Currently, there is no upper limit on increases in
physicians’ fees under the default update form.
ula, but fees cannot decrease by more than $
percentage points.

Reduce the conversion factor for the fee sched-
ule for services (except for primary care) pro-
vided by physicians by 3 percent in 1995 The
conversion factor is a dollar amount that con-
verts the fee schedule’s relauve value units in1e
payment aroounts.

Limit payments for physicians' services pro-
vided by medical staffs at high-cost hospitals.
effective January 1, 1998. Ths proposal would
establish limits on Medicare's paymenus fur
physicians' services per inpauent hospital &
mission, similar to limits on payments for hovp,
tal services.

Limit tota] payments for certain ourpauent bos
pital services to Medicare's approved amouniy
effective July 1, 1994. Medicare enrolices
coinsurance liabilities for hospitals’ outpauent
services are pow based on the hospitals’ acrua
charges rather than on Medicare’s (nypically
lower) approved amount for the services  Be-
cause Medicare usually pays 80 percent of the
approved amount, hospitals ofien receive more
than the total approved amount. This provision
would reduce Medicare’s payments for hospi-
tals’ outpatient services by the amount of
patients’ extra payments for cotnsurance.
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0 Require Medicare beneficiaries o psy 20 per-
cent coinsurance for all laboratory services,
effective January 1, 1995. Medicare currently
does not require copayments for clinical labon-
tory services, although most other SMI services
are subject 10 a 20 percent coinsurance require-
ment.

0 Establish a competitive acquisition process for
magnetic resonance imaging tests, computerized
axial tomography scans, oxyges and oxygen
equipment, laboratory services, and other items
at the discretion of the Secretary of HHS, effec-
tive January 1, 1995. If competitive bidding did
not reduce average prices for those services by
at least 10 percent, the Secretary would reduce
Medicare's approved fees for those services‘to
accomplish the same goal.

The provisions that would affect both Hospital
Insurance and Supplementary Medical Insurance are
quite diverse. They would:

© Retain Medicare's role as a secondary payer for
disabled employees and employees with end-
stage renal discase (who would be insured
through their firms). Under cusrent law, Medi.
care would become the primary payer for those
enrollees as of 1999.

o Esublish pew standaids for Medicare's pay-
ments to HMOs and competitive medical plans
with risk-sharing contracts. Currently, Medicare
pays 95 percent of the average adjusted per
capiua cost (AAPCC) for Medicare enrollces in
each county. The program would establish a
range around the Hl and SMI components of
the AAPCC, varying from 80 percent of the
national average value up to 150 percent for
SMI services and 170 percent for HI services.
The intent would be to encovrage more HMOs
to panicipale i Medicare while establishing
reasonable limits oo reimbursement in counties
whose AAPCC is high.

o Reduce the limits on payments for routine .osts
for home health services. In past years,
Medicare's payments for home health services
were limited to no more than 112 percent of

aversge bome bealth costs nationwide. This
provision would reduce the limit to 100 percent
of median costs natioawide.

0 Require bepeficiaries 10 make s copayment of
10 percent of the average costs for home bealth
visits, excluding visits that occurred within 30
days of discharge from s hospital. Currenty,
Medicare requires no copayment for home
bealth visits.

0 Roguire the Secretary of HHS to contract with
"centers of excellence” for the provision of
caursct and coronary by-pass surgery and other
services to Medicare beneficiaries, thereby ex-
panding current demonstration projects to all
wban arcas. Medican: would contract with in-
dividual centers using a flat payment rate for all
services associsted with the affected surgical
procedures.  Patients would be encouraged to
use the centers through rebates equal to 10 per-
cent of the government's savings from the cen-
ters.

Reductions in the Medicaid Program

The cost of the Medicaid program would be sub-
stantially less than under current law. The proposal
would terminate coverage for adult beneficianes
who did not also receive cash welfare benefits and
would limit the rate of growth of the per capia
payments to regional alliances for beneficiaries who
did receive cash benefits, as discussed above. In
addition, the proposal would end Medicaid's pay-
ments 1o disproportionate share hospitals—-those that
treat a relatively high proportion of low-income and
uninsured patients—-when the state began paruci-
patng in the new system.

Issues of Governance

The Administration's proposal would place new
iesponsibilities on the federal and state govern-
ments, create a variety of pew institutions, and
specify & complex flow of resources among those
insutubons.
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The Role of the Federal Government

The federal government would play the major role
in designing and financing the proposed health care
system. Many of its functions would be the respou-
sibility of s newly cruated National Health Board;
other imporant respoasibilities would fall to the
Department of Health and Human Services and the

Departnent of Labor.

Functions of the National Health Board. The
Natiooal Health Board would have the mandate 10:

o Interpret the standard benefit package;

0 Oversee the cost conuinment provisiors “for
regional alliances and certify that those require-
ments were met;

o Develop and implement eligibility rules relating
10 the coverage of certain individuals and fami-
lies;

o Develop and implement standards for a national
health information system for measuring the
quality of health care;

o Esublish and assume responsibility for s system
1o manage and improve the quality of care;

0 Develop the multiplicative factors for converting
premium amounts for individuals into premiums
for couples, single-parent families, and two-
parent families;

o Develop methods for adjusting premium pay-
ments o health plans 30 that the premiums
reflected the health risks of their earolices;

o Faciliate the development of a systera of re-
insurance 50 that plans could protect themselves
against the financial consequences of enrolling a
disproportionately large number of people with
expensive medical conditions;

o Develop capital standards for health plans that
contract with regional alliances;

o Develop swundards for siate guaranty funds,
which would be used 10 pay providers in the

event the! a bealth plan offered by a regiooal
alliance failed;

o Establish criteria that states must meet W begin
perdcipating in the system and monitor their
compliance; and

0  Review documents submitied by the states de-
scribing their proposed bealth care systems and
approve or disapprove them.

Federal Initiatives to Ensure Compliance by
States, The federal government would not only
establish most of the criteria that states and alliances
would have to meet but would also have to ensure
that states met those standards. To that end, federal
planning grants would be available to assist states in
setting up their health care systerns. The National
Health Board, moreover, would have considerable
suthority to impose sanctions if necessary to enforce
the standards. If it determined that a staie's non-
compliance resulted from the actions of a particular
regional alliance, the board could order that alliance
to comply and take additional measures to assure
that it did so. The board could also requure the
Secretary of Health and Human Services 1o reduce
federal payments to states for items such as aca-
demic health centers and health services research as
& sanction for noncompliance. If, however, the
board determined that a state was sufficiently far
out of compliance that people’s access to health ser-
vices would be seriously jeopandized, the Depan-
ment of Health and Human Services would take
over the operation of that sute's system. (The fed:
eral government would impose a 1S percent sur-
charge on total premiums in those circumstances )

Oversight of Regional and Corporate Alllances.
The Department of Health and Human Services
would oversee the financial mansgement of the
regional alliances. Accordingly, the department
would develop standards and conduct periodic au-
dits relating to the alliances’ enrollment of eligible
individuals, their management of subsidies for pre-
mums and cost-sharing amounts, and their overal

financial mansgement. )

The Department of Labor would sssume major
respousibility for oversight of corporste alliances
and employers in regional alliances. In parucular, it
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would ensure that employers in regiooal alliances
paid their share of premiums, witheld and paid
their empioyees’ family share of premiums, and
submitted timely reports. The department would
#lso temporarily take over any insolvint self-insvred
corporais allisnces; for that purposs, it wouki estad-
lish an insolveacy fund to which self-insured corpo-
rate alliances would be required to contribute when
funds were peeded.

Federal Payments. The U.S. Treasury would make
payments for several purposes. In particular, the
government would be the main source of subsidies
for low-income families, employers, and retirees. It
would also finance a package of wraparound bene-
fits for low-income children who were previously
eligible for Medicaid, as well as pay the federal
share of the restructured Medicaid program. In
sddition, funding would be required for program
expansions such as Medicare's coverage of prescrip-
tion drugs and initiatives such as bome- and com-
munity-based services for severely disabled people.

The Role of State Governments
and Alliances

Although the structure and standards for the pro-
posed health care system would come largely from
the federal government, the states and alliances
would have the major responsibility for the day-to-
day operation of the sysiem. States would also have
10 help finance the new system.

Responsibilities of State Governments. Each par-
ticipating state would be required to:

o Submit a document o the National Health
Board describing the health care sysiem the
state proposed 1o establish;

o Esublish one or more regional alliances, desig-
nating the geographic arca that cach allisnce
would cover;

o Ensure that families in eac™ regional alliance
had a choice of plans in which to earoll;

o Ensure that families were credited with any
subsidies for their premiums 1o which they were
eatived;

0  Establish capital standards for health plans that
met the federnl requirements;

o Establish standards for financial reporting, audit-
ing, and reserves of health plans;

o Establish the standards for certifying the health
plans that regional alliances would offer, includ.
ing criteria for quality, financial stability. and
capacity to deliver the standard benefit package,
and certify the plaas to be offered:

o Establish a guaranty fund to pay clums and
other debts in the event that & plan faled and,
after a failure, collect an assessment of up to 2
percent on premiums to repay the obligauons of
the plan;

o Ensure continuity of coverage for enroliees in
health plans what failed;

o Ensure that the amountt owed to regional alh.
ances were collected and paid; and

0  Assist regiooal alliances in establishung ehigibii-
ity for subsidies of premiums and cost-shanng
amounts and assume financial responsibility for
errors that exceeded certaun limuts.

A desiguated state agency or official would be
responsible for coordinsting these acuviues 8t e
sale level.

States would also have substantal financial o
ligations. They would pay the regional alliances for
their share of premiums for individuals and famulies
who remained eligible for Medicaid, and they would
be responsible for their share of Medicaid's spend-
ing on services pot included in the standard benefit

package for that group.
In addition, states would make mantenance-of-

effort payments reisted to the restructured Medicaid
prograra.  Two components of these paymems
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would be on bebalfl of people who would Jose their
Medicaid coverage under the proposal. (Those
people would no looger oblain coverage from the
Medicaid program, but most of them would receive
subsidies for their premiums for the standard benefit
peckage.) Ooe compooent would reflect 1993 ex-
penditures for services in the standard package, and
the other would reflect the part of suates’ peyments
o disproportionate share hospitals atributable o
this group of people in that year. A third compo-
nent would be based on fiscal year 1993 expendi-
tures for children who remained eligible for Medic-
aid, excluding spending for services that would be
in the sundard package and for long-term care. The
‘1993 amounts would be updated by Medicaid-spe-
cific factors until the first year of a state’s particips-
tion, and by the general health care inflation fagtor
combined with the projected rate of growth in the
population under age 65 thereafter,

Responsibilities of Regional Alllances. The re-
gional alliances, by contrast, would not finunce the
health care sysiem. Rather, they would serve as
conduits of funds from the federal and state govern-
inents, employers, aod families to health plans.
They would be the frontline agencies that contracted
with health plans, enrolled individuals and families
in plans, and obtained and disseminated information
on the performance of those plans. Regional alli-
ances would also calculate the amounts that femilies
and employers would have 0 pay, determine
wheiher families and employers were eligible for
subsidies, and collect payments from them. In
addition, regional alliances would have o imple-
ment the cost control provisions required by the
federal government. That would include establish-
ing fee schedules for fee-for-service plans, unless
the state elected o have a siugle, stalewide fee

schedule.

Regional alliances would also play an important
role in collecting and analyzing data. They would,
for example, bave to estimate the number of work-
ers in the different types of families; those numbers
would be used in determining how much employers
would have 10 pay. In addition, in order to deter-
mine the weighted average premium for each family
type. each alliance would have to provide informa-
tion to the National Health Board about the market

shares of the different plans with which it bad con-
racts.

All activities of the regions) alliances would be
paid for by an assessment on premiums. Each alli-
ance would determine that level annually, but it
could not exceed 2.5 percent of total prermuums.

The Role of Employers and
the Decision to Form a
Corporate Alliance

Employers would bave many of the same responsi-
bilities whether they parncipated in & regional alli-
ance or established a corporate alliance. Lo either
case, employers would have to pay a porton of the
premiums for their employees’ policies.  They
would also have to deduct their employees’ share of
the premiums from their paychecks and transfer the
funds to the appropriate alliance. ln addiuon, all
employers would have to provide specified informa-
tion to their employees and to the regional alliances

Most firms with 5,000 or fewer full-ume em-
ployees would have o parGcipate in regional alli-
ances. (Some smaller firms might parucipate in
multiemployer corporate alliances or ones esub-
lished by rural electric and telephone coopersuves )
Larger firms, however, would bave to decide
whether 10 join a regional alliance or set up a cor-
porate alliance after weighing the relauve advan-
tages and disadvantages of the two opuons. Furms
would generally have to decide by January 1, 1996
A decision to participate in a regonal albiance
would be irrevocable; however, the decision to
establish & corporate alliance could be reversed at a

later date,

Advantages of Corporate Allisnces. Large firms
might choose 1o form a corporate alliance for sev-
enal reasons. Firms that had already established
effective programs for containing health care costs
might think that they could coatrol health spending
better than the alliance system. Firms would also
continue (o have direct input into the quality of care
their full-time employees received. In addition, they
would not be responsible for the assessments that
employers participanng in regional alliances would
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have w pay if there was » shortfall in premium pay-
ments. Finally, they would not have tc pay the 1.5
percent assessment on premiums for graduate medi-
cal education and academic bealth centers that firms
in regional alliances would pay. (Firms in mult-
employer alliances would have to pay the 1.5 per-
cent assessment, bowever.)

Disadvantages of Corporate Alllances. Despite
the advantages of establishing a corporute alliance,
siguificant disadvantages would predominate for
many large firms. The most important one would
generally be that firms that formed corporate alli-
ances would have to pay a tax of 1 percent on their
total payroll and that the tax would begin before the
regional alliances were set up. (Firms participating
in multiemployer alliances would not be subject to
that Lax.) Moreover, the effective rate of the tax oo
the payroll of full-time employees enrolled in plans
offered by the corporate slliance would be higher
than that, because the wages of part-time employees
would be in the tax base but the employees would
not be eligible to participate. (They would have to
enrol in plans offered by the regional alliance, and
the firms would have t0 make the appropriate pay-
ments to regional alliances on their behalf.)

Furthermore, 8 firm that established & corporate
alliance would not be eligible for the cap on its
premuum payments that would be phased in if it
joned a regional alliance. Moreover, its low-
income employees who worked full time would not
be eligible for governmental subsidies of their pre-
miumns, and the corporate alliance itself would gen-
enally have 10 subsidize premiums for full-tirne
employees making less than $15,000 a year? A
firm that established a corporate alliance and chose
10 self-insure might also have to make periodic
contributions (of up to 2 percent of annual premi-
ums) to the insolvency fund established by the
Secretary of Labor for self-insured bealth plans

offered by corporate alliances.

Large firms that hud self-insured in the past
would probably expenience considerably more regu-

12, No subndy would be requred if the exployer's coatribubos oov.
ored i Joast §8 purcent of Be premium of the Wmow ecoROmUCAl
plan a dhd 5ot Rave bigher cost shanng

lation under the proposal. In addition to the federal
requirements for bealth plans offered by corporate
alliances that have already been discussed, the Sec-
retary of Labor would specify financial reserve
requirements that those alliances would have w0
meet. Their foe-for-service plans would have to use
the same fee schedules as plans in their correspond-
ing regional alliances. The growth rates of their
premiums would be subject to essentially the same
limits as those of the regional alliances. Finally, io
addition to greater regulation, such firms might find

tbemselves with relatvely litle power in markets

dominated by large regional alliances.

Employers’ Obligations for Retirees' Health
Benefits. Regardless of whether they parucipated in
corporate or regional alliances, all firms that were
paying more than a specified threshold for reurees’
health benefits on October 1, 1993, would conunue
to bave obligations to those retirees and most of
their dependents. When the subsidies for easly re-
tirees commenced in 1998, those employers would
be required to pay 20 percent of the weighted sver-
age premium for the appropriae type of famuly
That obligation would continue only as long as
members of that cohort remained eligible for the
benefits of early retirees.

Because of the large financial wandfall that
firms with extensive obligations W reure:s would
guin under the proposal, all employers w.th health
care costs for renrees aged 55 through 64 i1a 1991,
1992, or 1993 would also be subject 10 a emporan
annual assessment.  That assessment, which would
be paid ecach year from 1998 to 2000, would equal
ooe-balf of either the average annual health care
costs for retirees in the 1991-1993 penod (increased
by the medical care componeat of the CPl from
1992 on) or the estimated reducton in reurces’
health care costs for the year—whichever was

greater.

The Flow of Funds Through Regional
Alllances and Health Plans

Regional alliances would receive funds from muly.
plc sources, which they would then allocate to
health plans and to other uses. The proposal speci-
fies who would bear the financial responsibibry in
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partcular circumstances if outflows from alliances
exceeded inflows.

Sources of Funds for Reglonal Alliances. Re.
giosal alliances would receive payments from the
following sources:

0 Payments (reflecting appropriste reductions
because of subsidies) from employers;

o Payments (reflecting spproprisie reductioos
because of subsidies) from families for the
family share and, in some cases, for pan oc all
of the equivaleat of the employer share;

o Ritk-adjustment payments from firms that were
eligible to form corporate alliances but decided
to join regional alliances:"

o Payments from corporate alliances for part-time
employees and for employees in two-worker
families who chose to participate in plans Jf-
fered by regional alliances;

0 States’ payments for AFDC and SSI beneficia-
ries, who would make up the continuing Medic-
aid population;

0 Sutes’ maintenince-of-effort ayments, includ-
ing those made on behalf of | | w-income people
who would no longer be eligibie for the restruc-
tured Medicaid program; and

0 Federal payments for subsidies and for Medicare
beneficiaries who were enrolled in plans offered
by the regional alliances, as well as the federal
share of Medicaid payments for AFDC and SS!
beneficiaries.

Although Medicaid beneficiaries would be en-
rolling in plans offered by the alliances, Medicaid's
paymnents to alliances on their behalf would not be
relattd to the actual premiums of those plans.
Rather, the payments would generally be 95 percent

i o—

13. if {wopic who would bave bues coversd by plams offered by the
oemporss Allaoe wery 3 gresssr risk s others covered by e
regronal allance’s plans. the Arm would pey nak-adjused presss.
was for e firm four years. Thet adjustnest would be phased out
dunig he ot fow yers.

e

of what Medicaid would bave paid in 1993 for the
services in the standard benefit package, updated by
Madicaid-specific inflaticn factors until the first
yoar of the state’s pasticipation, and by the genera!
bealth care inflation factor thereafter.  (Those
amounts would be estimated scparately for the
AFDC and SS! populations.)

Federal payments for subsidies would, in effect,
be residual payments based on the difference be-
tween an allisnce's payment obligatons and
amounts receivable from all other sourves. As dis-
cussed below, however, the proposal specifies cer-
tain shortfalls between inflows and oudlows that
would not be coasidered federal responsibilities and
would not be included in the calculation of those
residual amounts.

Uses of the Reglonal Alliances' Funds. The funds
of the regional alliances would be used primanly 10
make payments to health plans and to pay the alli-
ances’ administrative costs.  Regional alliances
would also pay the federal goverument 1.5 percent
of towal premiums in order to help the govemnment
finance academic health centers and graduate meds-
cal education. In addition; these alliances would
make payments to corporate alliances for two-
worker families who elected to enroll in a plan
offered by the corporate alliance rather than in one
offered by the regional alliance.

Health plans would oot, however, receive their
actual premivm amounts. Instead, they would re-
ceive a per capia amount for each enrollee. that
amount would be based on a weighted aversge of
the final per capita premiums the plans had nepou-
sted with the alliance and the aimounts that Medic-
aid would pay for the AFDC and SSI populauons
The weights would reflect the relative size of those
populations in the alliance as a whole.

Regional alliances would also adjust the per
capita amousts to reflect the risk surus of each
plan’s earoliees. The risk adjustments would be de-
signed to prowect plans that earolled people whose
expested use of services was higher than that in the
alliance as s whole. Risk adjustments could alsc be
made for plans that enrolled disproportionatz num-
bers of AFDC or SS1 beneficiaries. Plans would.
bowever, have 1o absord part of the cosi-shanng
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they would geperally require of participants, because
Maedicaid beneficiaies would psy only & small
portoa of it.

Allocation of Risk for Administrative and Esti-
mating Errors. The paymeat obligations of region-
al alliances could exceod their receipts for a vaniety
of reasons. Short-term problems with cash flow
could result frore administrative problems, dispari-
ties in the timing of reccipts and paymeats, and
estimating errors.

mlmdgommntwmﬂdmmptﬁnm
cisl respousibility for cash flow probleras arising
from administrative emrors that excoeded ctrtain
Limits; such errors would occur primarily in dater-
mining eligibility for subsidies. Alliances could
borrow from HHS for shortfalls resulting from such
errors, but the states—not alliances—-vrould bave to
repay the Joans through increases in their mainte-
nance-of-effort payments.

Regional alliances could also borow from HHS
for shortfalls arising from disparities in the timing
of payments and receipts or from errors ia estimates
of the factors used 1o determine their inflows and
outflows. These factors would include the number
of extra workers in couples and two-parent families,
the proportion of AFDC and SSI beneficiaries ia the
alliance, the distribution of families in different risk
categories, the amount of premiums that would not
be collected, and, under certain circumstances, the
disribution of earollment in plans with different
levels of premiwms. The loans would be repaid
through reductions in future federal payments to the
alliance.

1o the first year of operation. however, no alli-
ance could borrow more: than 25 percent of its esti-
mated total premiums from HHS. In subsequest
years, an alliance’s total outstanding loan amcsat
could not exceed 25 percent of its premiums in the
previous year. The Secretary of the Treasury wrald
be authorized to advance funds to HHS to cover
losns to regional alliances, but the tots} balane of
advanced funds could aot excend $3.9 billion ut any
time. Regiooal alliances would also be sble

bomrow in the private credit markets, but they would
be prohibited from using tax-exeropt financing.

Controlling Health Csre
Costs and Limiting the
Financial Exposure of the
Federal Government

Besides easvring universal coverage, the other major
goal of the Administration's proposal is 0 cootrol
the rae of growth of bealth spending and, as 8
corollary, to limit the finsncial exposure of the
federal government. The proposal employs a two-
pronged approach 1o cootrolling costs: reliance on
market forces and, as a backstop mechanism, federal’
contro! of the: level and rate of growth of prermiums

It also atternpts 1o limit federal payments to alb-
ances, for subsidies.

Market Forces and Cost Containment

Competition arnong health plans in a regional alli-
fnce is one mechanism through which the proposal
intends to cootrol costs. Under the proposal, how -
ever, bealth plans would compete on a dufferent
basis than they do today. Those in a regional alli-
ance would pot be able to compete on the basis of
the benefits they offered, as do curreat plans, be-
cause they would all be required to offer the same
standard package of benefits, including standardized
cost sharing, (o all their enrollees. Moreover, sup-
plemsentary policies to cover additional services
winild generally have 1o be available to any sppli-
<ant, subject to capacity and financial constraints
Plans would therefore compete oo the basis of the
Quality and convenience of their services and on the
leve! of their premiums.

Families purchasing health coverage through a
regions] alliance would have incentives to select
less expensive plans becsuse the payments that
employers would have to make would be indepen-
dent of the plans their employees selected. In pnn-
ciple, families with workers who selected plans wain
premiums sbove the weighted average in the aih-
ance would have 10 pay more than 20 percent of the
premium, and those selecting plans with premuums
below the weighted average would pay less than 20
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percent.  (That might dot always be the case be-
cause of other adjustments, such as subsidies for
low-income families, or because the employer paid
more than the minimum required.) Families for
whom no employer was paying premiums, including

nonretiree families with no workers, would also
have strong incentives o choose plans with lower
premiums. They would have to make s trade-off,
bowever, if the lowestcost plans had higher cost
sharing.

The cootrols oo premiums would be imoplemented
differeatly in regional and corporate allisnces. The
Natiooal Health Board would establish the initial
maximum per capita premium that would be permit-
ted in each regional alliance; it would also set Limits
oa ity growth. In contrast, corporste alliances would
experience coatrols oaly on the rate of growir of
their premiums.

Setting Initial Premiums
for Plans in Regional Alllances

The following steps describe the process for estab-
lishing and eaforcing the initial Jevel of preraiums
for regional allisnces in states that chose (o cater the
system in 1996.'

The Natiooal Health Board would et a baseline
target for the national per capita premium based oo
cxpenditures for the standard beoefit package in
1993. These expenditures would, bowever, exclude

Families with Dependent Children, Supplemental
Security Income, and Medicare.

The target would 2iso reflect expected incresses
in use of services by peopie who were uninsured or
had covernge that was less comprebensive than the
standard benefit package, declines in uacompensated
care, snticipated reductions in use resulting from
higher cost sharing, and cost-sharing amounts that
would be required for services covered by the stan-
dard package. It would also include an sllowance of
up W 15 percent to cover the administrative costs of

1. A cimilar process would be followed for elliences ha begas
@ 1997 or 1998,

spending for groups such as beneficiaries of Aid 10 -

Box 1-2,
Controlling the Level and Growth of Premiums

bealth plans and alliances and existing state taxes on
premiums for bealth insurance. The board would
inflate the 1993 national baseline target to 1995 us-
ing an inflation factor based on the rate of increase
of bealth sperding by the privaie sector but not more |
than 15 percent over the two-year period. ,

By the beginning of 1995, the board would |
adjust the 1995 national baselioe target 10 esublish a
target for each regional alliance that would be oper- |
ating in 1996. The adjustpents would sccount for
variations among alliances in bealth spending, insur-
ance coversge, and spending by academic health
ceners.  To obtain the 1996 targets, the baseline
amount would be increased by each alliance’s infla-
tion factor. That factor would be the genera) health |
care inflation factor adjusted to reflect changes be- |
tweoen 1995 and 1996 ip the bealth status and demo- |
gnaphic charscteristics of each alliance relauve to |
changes in the nation as & whole.

Health plans in & state that was planning to stan
participating in 1996 would then submit thewr bids
for the per capita premium to each regional albance
in which they wished t0 operate. Eacb plan‘s bid
would reflect its estimate of the sverage per capia
premium for the standard bepefit package un a par-
ticular alliance. Plans submitting bids would do so
with the understanding that the boand could, under
circumstances described below, subsequendy lower
their bids, and they would buve 0 accept any such
reduction.

Following a pegotistion period during which
besith plans might voluntarily lower their hids, each
regional allisnce would submit its final bids for the
per capita premium from their beslt: plass © the
National Health Board for review. Tbe board would
use information from the alliance W estmate its
weightod average bid; each plan's bid would be
weighted by the expected enrollment in that plan.
The result for each alliance would then be compared
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Cotaparison shopping by consumers would be
casier because the regional alliances would provide
information about factors such as the quality of care
provided by each plan, and consumers would no

fonger be concerned about differences in beoefit
packages that were hard o detect. Annual open-
sarvllment periods would also facilitate moving out
of plans that consumers found unsatisfactory.

with the target for that alliance's per capila premi-
wa.

If the weighted average bid exceedod the target
for the alliance, the board would potify the alliance
that it was oot in complisnce. [t would also notify
all plans whose bids were above the target that they
would face compulsory reductions in their per capita
premiums if they did oot Jower them voluntarily.
The reductions would be a percentage of the amount
that their bids exceeded the target and would be
desiguod 10 lower the weighted average bid to the
target. Plans with bids under the target would not
be affected.

Any plan that chose pot o lower its bid volun-
tarily would have its per capita premium-—~that is, the
amcunt that would determine its funding from the
allience-—-reduced by the board. As s consequence,
the plas would be required to lower its paymeats to
providers. Those cuts in payments would reflect the
proportional reduction in the plan’s premium, ad-
justed for the saticipated incresse in the volume of
services that would result from the lower paymeats.

Limiting the Growth
of Premiums

Afer its first year of participation, a regional alli-
ance's target for the per capita premium would be
the urget for the previous year updated by that alli-
ance’s inflation factor. This inflation factor cowd
differ in two ways from the definition used in the
initial year. First, it would reflect any changes in
the demographic chanacteristics of the regional alli-
ance that occurred because & corporate alliance bad
terminatad and its members bad enrolled in the re-
gioual alliance. A second sdjustment would occur if
the actual per capita premiura for the alliance ex-
ceeded its targe! in any yesr as 8 result of more
people eornlling in high-cost plans than expected. In

this case, the alliance's inflation factor would be
reduced for the next two years 50 that health spend-
ing in the allisnce would be reduced during the two-
year period by enough to offset the higher expendi-
tures made in the previous year.

Afer the {aitial ycar, changes would also be
made 1n the proces.ure for determuniog the amounts
by which bids for the per capita premium would be
reduced for a regional alliance that did not comply
with its targer.  To determine the extent W0 which a
plan’s bid was 00 high, the board would compare
the current bid with the following amount: the
previous year's bid plus the premium wrget for the
current year, less either the premium warget or the
weighted sverage bid, if that was lower, for the
previous year.! Bids submitied by new plans would
be compared with the target for the alliance’s per
capita premium. The remainder of the procedure
would be the same as in the injtal year,

For corporate alliances, the cap on the rate of
growth of premiums would be based on & compan-
son of the rate of growth of the three-year moving
avennge of per capita spending with the rate of
growth of the three-year moving average of the gea-
eral bealth care inflation factor. In 2001, corporaie
alliances would have 10 start reporting their aversge
per capita expenditures for the previous three yean
10 the Secretary of Labor. If the raie of growth of
the spending measure exceeded the rate of growth of
the inflation measure in two yeass out of three, the
alliance would be terminaied and its members would
earoll in plans offered by their regional allisnces.

The board also would estimate targets for per
capita premiums for single-payer states. If per capi.
ta speading for the standard benefit package in those
states exceeded the wrgets, the swaies would be re-
quired 10 reduce payments (0 providers accordingly.

2 s e svest that the plan’s tnd for the previous year had
bets reduced tavolustanly, the ammount of that reducnon
would lao be subtrecied.

82-541 0 - 94 - 4
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Furthermore, limiting the exclusion of em-
ployer-paid insurance pre ums from employees’
income would heighten consumers' awaresess of
costs once the new system was fully pbased in.
Employer-paid premiums would be excluded until
2004, however, and then only employer-paid premi-
ums for policies covering additional services would
be included in employees' taxable income. More-
over, the proposal would substantially expand the
income tax subsidy for premiums paid by the self-
employed, further limiting the effectiveness of mar-
ket forces in containing costs.

Controls on the Level and Rate
of Growth of Premiums )

To supplemcnt the effects of market forces in con-
taining heslth care costs, the proposal includes
provisions for federal control of premiums for the
standard benefit package. The principle underlying
the proposed controls is that the national per capita
premium for the standard besefit package should
increase each year by no more than the general
health care inflation factor. For the period from
1996 through 2000, the values of that factor would
be the incresse in the CPI plus specified amounts—
1.5 percentage points in 1996, 1.0 percentage point
in 1997, 0.5 pcrcentage point in 1998, and zero in
1999 and 2000. After 2000, if the Congress did not
specify new inflation factors, the default factor
would be the percentage increase in the CPl com-
bined with the percentage growth in real GDP per
capita. (Adjustments would also be made in 2001
to account for at least a portion of the increase in
the actuarial value of the benefit package that would
occur in that year.)

How the controls would be implemented would
differ sornewhat in regional and corporate slliances.
The National Health Board would establish both the
initial maximum per capita premium that would be
permined in each regional alliance and the limits on

its growth. Corporste alliances, bowever, would
expericoce controls only on the raie of gromth, not
the initial Jevel, of their premiums. Box 1-I (on
pages 22 and 23) describes the processes thal would
be used 10 set the targets for regions] and corporaie
alliances, ss well as the coasequences of breachuing

the targets.

Limits on Federal Payments
to Alliances

In a further attempt 10 limit the federn) govern
ment’s financial exposure, the proposal Lists mox
mum total federsl paymeats to albances of the fol
lowing amounts: $10.3 billion in fiscal year 1996
$28.3 billion in 1997, $75.6 billion in 1998, $768 ¢
billion in 1999, and $81.0 billion 10 2000 Afier
2000, the lirnit would be the previcus year's Limu
inflated by the increase in the CPl combined with
the aversge annual percentage change in the popuis
tion for the previous three years and the average
anaual increase in real GDP per capia for the prey
ous three years.

The proposal also includes the procedures to be
followed if federal payments to allances were ¢
pected t0 exceed the Limits. In parucular, the Pres
dent would have to recommend to the Congrens
policies to resolve the conflict. The proposal el
sates that these recommendatiors would be convig
ered in an expedited manner and would v he
subjected to the routine procedural hurdies that 1en
to slow Congressional cotisideration of legislati
Because the Congress kas the consuruuonal nght 1
make and chbange its own nules, however, procedura
meochanisms cannot guarsnice that o 1ssue wilf b
considered. If the Congniss took bo acuon
courts might be asked to decide which poruvn of
the legislation took precedence--payments 10 the
alliances 10 ensure coverage of the specificd bene iy
or the limits on federal payments.

L) I




Chapter Two

Financial Impact of the Proposal

wo of the major objectives of the Adminis-

uaton's health proposal are to slow the

growth in overall pational bealth expendi-
tures and w0 reduce the relentiess pressure that
spending for major health programs places oa the
federal budget. Betwoen 1965 and 1993, national
health expenditures grew from 6 percent to 14 per-
cemt of gross domestc product. The Congressional
Budget Office’s (CBO's) projections suggest that
tht figure will nse o 20 percent by 2004 if the
cwrrent sysiem is oot changed. Over the 1965-1993
penod, federal spending for bealth increased from 3
percent 1o 17 percent of budget outlays. Medicare
and Medicaid are the only major feders] programs
that are expecied 1o grow faster than the economy,
and they growth will begin to drive the budget
deficit upward sgain in the second half of this
dec ade

lruually, the expansion of health insurunce cov-
erage 10 the Adiministration’s proposal would in.
crease nauonal health expenditures, but the limits on
the growth of health insurance premiums and the
proposed cuts in Medicare would reduce spending
for health in the looger run. By 2004, the proposal
would hold national bealth expenditures about $150
txibon below the baseline level. CBO and the Joint
Commutice on Taxation estimate that the Adminis-
wagon's health proposal would increase the federal
deficit by a modest amount as the proposal was
phased in. But in the longer run—sfier 2004-it
holds owt the promise of reducing the deficit.

CBO has published estimates of the cost of two
singlc-payer plans (H.R. 1200 and S. 491) and four
tulls from the previous Congress and will soon be

providing estimates for other pending proposals.'
Several of those, including the Administration's,
would make massive alterations in the current sys-
tem for financing and delivering health care. Esti-
mates of the effects of such sweeping changes on
overall health spending and its components will nec-
essarily be much less precise than estimates of in-
cremental modifications to existing federal pro-
grams. Nonetheless, estimates of the effects of dif-
ferent approaches 0 health reform provide useful
comparstive information on the relative costs or
savings of alternative proposals.

CBO's estimates of the effect of the Administra-
tion's health proposal on pational health expendi-
tures and the federal budget use CBO's baselinc
projections as their starting point. The Economic
and Budget Oulook: Fiscal Years 1995-1999 (Janu.
ary 1994) describes CBO's current economic as-
sumptions and beseline budget projections. A CBO
memorandum, “Projections of National Health Ex-
penditures: 1993 Update® (October 1993), seus out
CBO's baseline projections of national heaith ex-
penditures. For comparability with the Administra-
tion's figures, CBO's estimates assume that the pro-
posal is enacted during 1994 and takes effect on
schedule. CBO assumes, as does the Administra-
tion, that 15 percent of the relevant population
would participate in health alliances in 1996, 40
percent would participate in 1997, and 100 pervent
would participate in 1998. Finally, the estimates

1. Cosgressional Budget Office. "Estimates of Health Care Proposals
from the 102ad Congress.” CBO Paper (July 1993).

Best Available Copy



26 AN ANALYSIS OF THE ADMINISTRATION'S HEALTH PROPOSAL

96

Febroary 1994

assume that the proposed methods for constraining
the rate of growth of premiums for the standard
benefit package * ‘uld be completely effective.

How the Proposal Affects
National Health Expenditures
Once the Administration's proposal was fully imple-

mented, it would significantly reduce the projected
growth of national health expenditures. Its provi-

sions for covering the uninsured, providing better
coverage for many people who already have insur-
ance, snd establishing a new federal program of
home- and community-based care for the severely
disabled would increase the demand for health care
services. But the limits on the growth of health
insurance premiums and the reductions in the Medi-
care program would hold down bealth spending.
For the first few years after the proposal was in
place, the increases in spending would exceed the
decreases, and the proposal would raise national
health expenditures above the levels in the baseline.
From 2000 on, however, national health expendi-

Table 2-1. .

Projections of National Heslth Expenditures Under the Administration’s Health Proposal,
by Source of Funds (By calendar year, in blillons of dollars)

Source of Funds 1908 1997 1998 1999 2000 2001 2002 2003 2004
Baseline
Private 614 681 712 7688 824 888 ' 982 1,022 1.095
Public
Federal ar 418 480 508 5585 10 870 738 807
Health aliances 0 0 0 0 0 0 0 0 0
State and local L6 s 200 216 2M 233 273 295 _8
Tota! 1,183 1,283 1,372 1,488 1613 1,748 1,804 2,052 2220
Changes from Baseline
Private -89 -187 -387 422 480 -510 554 801 450
Public
Federal S < 49 48 <78 4 9 -108 -127
MHealth aliances 74 208 842 583 585 83s 663 703 740
State and jocal g4 E <R ] P B S ] A7 0% e
Total 13 2 40 1 0 -8 78 110 -150
Administration's Proposal
Private 585 508 25 34 ) are 398 a2 446
Fedenal 384 412 41 437 478 52¢ n (¥4 68
Health aliiances 74 208 542 583 585 635 [ ] 703 740
State and local Je2 161 134 148 187 183 n 190 204
Total 1176 1285 1411 1489 1583 1700 1820 . 1.942. 2,070

SOURCE:  Congressionsl Budget Office.
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tures would fall below the baseline by increasing
amounts. By 2004, CBO projects that total spend-
ing for health would be $150 billion—or 7 percent—
below where it would be if current policies and
trends continued (see Table 2-1). National health
expenditures in 2004 would represent 19 percent of
GDP-more than a percentage point below the base-
line,

The Administration's proposal would also sig-
nificanty change the composition of national health
expenditures. A substantial amount of spending that
is now being financed by private payments and ex-
isting government programs would be channeled
through new public entities~the health alliances. In
2004, the alliances would collect almost $750 bil-
lion in premiums from employers and households,
subsidies from the U.S. Treasury, and other reve-
nues and would disburse the same amount in pay-
ments to health plans and in other expenses. Under
the proposal, private health insurance and out-of-
pocket payments would pay for $650 billion less in
health spending than in the baseline. And other
federal, state, and local government programs would
fund almost $250 billion less.

The projections of national health expenditures
by source of funds are not intended 1o portray the
effects of the proposal on the budgets of families,
employers, or govemments. The pational health
accounts allocate pational health expenditures ac-
cording to who directly pays for the health insur-
ance or services-not according to who ultimately
bears the burden. Thus, the Medicare program is
counted as a federal activity, although the program
is financed by payroll taxes, general revenues, and
premiums paid by households and employers. Simi-
larly, spending by the health alliances is shown as a
separate category, even though it is financed by pre-
miums from households and employers and pay-
ments by federal and state governments.

How the Proposal Affects .
On-Budget Programs and
Social Security

The Administration's health proposal would affect
on-budget federal spending in severa) ways. It

would provide federal subsidies for low-income
families and certain employers, alter Medicare and
Medicaid, establish new benefit programs for long-
lerm care and supplemental services for children,
restructure the system of subsidies for graduate
medical oducation and scademic health centers, and
make changes in sumerous other federal programs.
In addition, it would raise Social Security oulays
by providing subsidies for early retirees and encous-
aging more people to stan collecting benefits before
the age of 65.

Higher levels of receipts by the federal govern-
ment would offset most of the additions) spending
The Administration’s proposal would increase ex-
cise taxes on tobacco products, Jevy s payroll tax on
croployers that established corporate alliances. ex-
tend the Medicare Hospital Insurance tax and cover-
age to all employees of state and local governments,
exclude health insurance from cafeteria plans, estab-
lish a temporary annual assessment on employers
that now provide health benefits for early reurees.
and make permanent the tax deduction for health
insurance premiums of the self-employed. By Limut-
ing the rate of growth of health insurance pre-
miums, the proposal would also reduce spending by
employers for health insurance, raise earmings or
other taxable income by a corresponding amount,
and increase collections of income und payroil

taxes.

On average, the Administration's health pro-
posal would increase the projected deficit by less
than $15 billion a year between 1995 and 2004 (see
Table 2-2). Io the last few years of that penod.
however, the proposal’s effect on the deficit gradu-
ally dissipates. After 2004, the proposal could
potentially reduce the deficit.

Health Insurance Premiums

Determining the average premium to be paid to
health insurance plans is one of the most cnucal
clements in estimating the cost of federal subsidies.
The higher the estimated premium, the higher will
be the estimate of subsidy payments by the federal
government.
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CBO's estimation of the aversge premium fol-
lows the methodology specified in Section 6002 of
the Ac iinistration's proposal. The estimam pro-
coeds in three steps: calculate the initial amount of
health spending in the baseline that would be paid
for by premiums collected by the alliances; increase
that base amount in propoctios to the expected ia-

crease in the use of bealth services by individuals
who are currently uninsured or who have coverage
‘hat is bess comprehensive than the standard benefit
peckage; and divide the result by the aumber of
people covered by siliance premiums. The calculs-
tion of the average premium excludes spending on
behall of Medicaid cash recipients, for whom the

Table 2-2.

Estimated On-Budget and Soclal Security Effects of the Administration’s Health Proposa!

(By tiscal ysar, in billions of doilars)

1996 1997 1998 1999 2000 2001 2002 2003 2004
Outlays
Subsidty Payments
Subsidias for employers s 17 a“ 85 58 67 81 92 102
Subsidies for famies [} 20 54 (14 70 77 83 89 95
State mamtenance-
of-eMort payments 2 4 08 20 20 21 22 )
Subtotal. 9 0 a2 102 108 123 142 158 173
Medicare
DOrug benefit 8 15 16 17 19 2y 3 25 28
Program savings 4 12 19 -28 37 45 54 L1 -n
Offset for empioyed
beneficiaries -1 -2 4 4 L] L] -9 8 -10
Other changes 202 1 02 2 92 92 92 2
Subtotal [ 2 L ] .18 -24 -30 -38 A7 -57
Medicaxt
Discontinued coverage -2 -7 .19 .27 a1 34 -38 A3 48
Premium hmits »~d DSH cuts -1 5 14 20 -24 28 .33 39 <5
Other changes L L 1 . |
Subtotal 2 «10 -28 48 54 £2 A 41 92
Long-Term Care Beneftt [ 8 12 18 20 28 7 4 40
Suppiemental Serces
for Children [} 1 2"’ 2 2 2 3 3 3
Medical Education 1 3 4 [] [} ] 7 7 ?
Pubic Health Service 2 3 3 2 2 2 2 H 2
Department of Delense -1 2 -2 3 3 3 3 3 4
Depaniment of Veterans Afairs a [} « -5 -8 -5 -5 -5 -5
Fecaral Empioyees
Heaith Benefits [ ] -3 -3 -4 -5 4 -7 L}
WIC Program a 1 1 1 1 1 ] 1 1
Other Admenistrative and
Swn-Up Costs 1 2 1 1 1 1 1 1 1
Social Securtty [ ] [ 1 2 2 2 2 2
Assessment for Medical
Education = =2 2 2 = | ) 2 20 0
Total, Outiays 18 38 54 50 43 $1 3] 80 53

cesssseveascen R e R W s esevessansasssecenetserorarnse
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allissces would be separsmly reimbursed, and CBO's astimate of the base ammoust of spending
spending for people who would not be perticipetiag includes all beseline private bealth insurance pre-
in bealth allisnces, such as Medicare beneficiaries miums, subsidies from state and local govemments

who were not emmployed and members of the armed for public bospitals and clinics, half of state and
forces on active duty. focal subsidies for meotal insqrutions, all Medicaid

Tabie 2-2.
Continued
1998 1997 1998 1999 2000 2001 2002 2003 2004
Revenues
incorme and Payroll Taxes
on AJuitonal INCome [ 1 4 [} 12 16 22 28 k1
Increase in the Excase Tax
on Tobeooo 11 11 1" 11 10 10 10 10 10
Asssssmant on Corporate
Alence Empioyers 1 2 2 2 1 1 1 1 1
Extension of Madicare Hi Tax 2 2 2 1 1 1 1 1
Exciusion of Health insurance
from Caleteria Plane 0 1 2 3 4 [ [} ? 7
Assessment on Employers
for Retiree Subsicies 0 0 3 5 5 2 0 0 0
Deduction of Health Ingurance
for the Seif-Employed 1 1 2 -2 ] ] 3 3 k]
Other Changes 4 2 22 31 2 2 2 2
Total, Revenues 14 17 2 2 b ] k) 40 A8 LA
Deficit
Total Effect 1 20 R 21 10 16 2 14 [

SOUACES: Congressional Busget Office; Joint Comymines on Taxagon.

NOTES: DSM = dleproporionals share hoaphals; WIC = Special Supplementsl Food Program ki Women, infants, and Chiiren, Mi « hospral
rsuraroe.

The Administration’s proposal would recduce the defcl by $10 bilson In 1995

The Aigures In 1he table INTAXGe ChANGEE In ALTOAZABONS Of ADPMOPAATONS A I SocA! Security That would Not be Courted o7 pey-
A9-YOU-90 S00MNG LN 1he Budget Enforoement Act of 1990

8. Less han $300 mion.
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spending for poacash beneficisries, and federal
Medicaid payrents for disproportionate share bospi-
tals. For uninsured people, CBO uses an estimate
of induced demand employing the assumptions de-
scribed in its memorandum “Behaviorsl Assump-
tions for Estirnating the Effects of Health Care Pro-
posals® (November [993). The estimate also as-
sumes that the Administration’s standard beoefit
package would initially be 5 percent more expensive
than the average benefit of privately insured people
in the baseline.

The estimated total premiums and employer
shares per full-time-equivalent worker in 1994 for
the four types of policies specified in the Adminis-
trauon’s proposal are as follows:

Total Employer

Premuym =hare
Single Person $2.100 $1.680
Manied Couple $4.200 $2.315
One-Parent Famuly $4.095 $3,033
Two-Parent Famuly $5.565 $3.033

These estimated base prermuums are assumed to in-
crease annually according o the formula specified
in the proposal, including an additional increase of
S percent in 2001 to cover the expansion of dental
and mental health benefits scheduled in that year.?

Employers would collectively be Liable for up to
80 percent of aggregale premiums (before any sub-
sidies) under the Administration's proposal. Their
acrual liability would be less, however, because
families without qualified workers would themselves
be liable for the employer share. In addition, the
percentage of premiums paid by employers collec-
tively would not be the same as the percentage paid
by a panicular employer. Individual employers
would actually pay 80 percent of the average total
premium only for single workers without children.
Because the calculation of the employer share for
each worker takes into account the number of extra
workers (working spouses) in couples and families,

2 CBO follows the Admunistanon’s precoce of usiog premuums for
1994 © Wustawe the ¢effecu of e proposal Ses Domesoc Policy
Couscil, Neslth Secunty: The Presidant's Report 10 the Amencon
People (Ociobar 1993), pp. 111.136.

the employers of married people and single parents
(whose employer share is calculated in combination
with thet of two-pareat families) would generally
pey less than 80 percent of each worker's total pre-
mium. For married couples, the employer share
would be 80 percent of the total premiums for all
couples divided by the number of couples plus extra
workers. For ooe-parent and two-parent families,
the employer share would equal 80 percent of the
combined total premiurmns for all families divided by
the combined number of families plus the number
of qualified extra workers in two-parent families.

For example, employers would pay $2,315 for
cach member of a married couple who worked full
time. If only one spouse worked full time, that per-
son's employer would pay about 55 percent of the
total premium ($4,200) for the couple. If both
spouses worked full time, each spouse’s employer
would pay $2.315 to the alliance, and both em-
ployers together would pay 110 percent of the total
premuurn.

On average, familics would pay 20 percent of
the premium, less any subsidies from the federa)
government, but specific families would pay more
or less depending on their choice of plan. In add:-
ton, families with no workers would geoerally be
liable for the employer share of the premium for
their type of family. CBO's estimate assumes that
the payments of employers and families are based
on the average premium for each type.

Corporate Alliances

Firms that formed corporate alliances and their full-
time, low-income employees would not be eligible
for federal subsidies. Therefore, the estimated num-
ber of firms with more than 5,000 emnployees that
would elect to form a corporate health alliance is
another important factor in estimating the budgetary
effects of the Administration’s proposal. .

The decision to establish a corporate -alliance
would depend largely on how much a firm thought
it could save by staying outside the system of re-
gional alliances. A firm would tend to find it ad-
vantageous to establish a corporate alliance if its
average employee had a much lower level of health
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spending than the average participant in a regional
alliance. But a firm that established a corporate
alliance would also bear several additional costs: a
1 percent tax ou its payroll (including the earnings
of pen-time workers, who must earoll in the re-
gional alliance in sany event), subsidies for pre-
miums of full-time workers eamning less than
$15,000 per year, and the loss of the 7.9 percent-of-
payroll limit on premium costs, which would other-
wise be phased in over eight years if the firm joined
the regional alliance. In addition, because the pay-
roll tax would start in 1996-whereas most regional
alliances are not expected to be in place until 1998—
many firms that elected to form a corporate alliance
would have to pay the tax for two years before
receiving any beoefit from their decision.

Based on dats from the Bureau of the Census's
Current Population Survey of March 1993, CBO
estimates that the average firm would have to ex-
pect savings in premiums of about $800 per em-
ployee in 1996 to make it advantageous o establish
a corporate alliance rather than enroll in a regional
alliance. The firms meeting this condition employ
an estimated 23 percent of the eligible employees in
large firms. That percentage would decline in later
years as corporate managers had s greater opportu-
nity to observe regional alliances in operation and
became more willing to make what would be an
irrevocable decision to join s regiooal alliance.
CBO estimates that afier 2001, corporate alliances
would cover 11 percent of the eligible employees in
large firms. CBO also estimates that about three-
quarters of the employees now covered by multi-
employer plans, rural electric and telephone cooper-
atives, and the U.S. Postal Service, none of which
would be subject to the 1 perceat payroll tax, would
ultimately be in corporate alliances,

Subsidies for Employers

Employers that participated in regional alliances
would generally be eligible for federa! subsidies that
would limit their required premiums to 7.9 percent
of their payroll. Small firms with low average
annual wages would benefit from limits as low as
3.5 percent of their payroll. The wage brackets for
determining eligibility for these larger subsidies
would not be indexed for growth in prices or wages.

CBO based its estimate of the amount of sub-
sidy payments 1o employers on County Business
Patterns data for 1990 collected by the Census
Burcau. These dats cover employment and payroll
for 5.1 million firms. CBO has adjusted the dau to
match total payroll in the national income and prod-
uct accounts for 1990 and to reflect growth in em-
ployment and wages after that year.

An employer's roquired premiums would de-
pead on the number of its workers who were en-
rolled in regional alliances and on their family type
Employers would not have 10 pay premuums for
employees who were dependent children under 18
or dependent full-time studeats under 24, or for
employces who worked less than 10 hours a week,
employers would pay only part of the employer
thare for employees working between 10 and 30
nours a week. They would pay the most for
workers in one- and two-parent families and the
least for single workers. The estimate assumes that
the relevant characteristics of each firm's work force
match the average for its size and industry, as calcu-
lated from the March 1993 Current Populauon

Survey.

These data allow CBO to estimate each firm's
liability for premiums as & percentage of 15 quah-
fied payroll. They also provide esumates of full-
time-equivalent employment and average wages per
full-time-equivalent employee, which determune the
maximum percentage of its payroll that the firm
must pay. The estimated federal subsidy 1s the
excess of the firm's percentage Lability for pre.
miums over its limit, multplied by 1s qualifying

payroll.

The final estimate incorporates three adjust-
meats to the figures derived froro the County Busi:
pess Patterns data. It adds subsidies for employen
oot included in the data~employers of agnculrural,
nailroad, and domestic workers; employers in Pueno
Rico; and (after 2001) state and local governments
It removes estimated subsidies for firms choosing 1o
operate & corporate bealth alliance. And it uakes
into account incentives for low-wage workers 1o
minimize their premium liability by clustenng in
firms. As described in Chapter 4, CBO esumaes
that such clustering, or sorting~including what
already sppears to be taking place without the in-
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centives in the Administration's proposal-would
increase the amount of subsidies to employers by 9
percent in 2000 and 14 percent in 2004.

In total, federal subsidies for employers are
projected to rise from $$ billion in 1996 w0 $38
billion in 2000 snd $102 bdillion in 2004. Em-
ployers with up to 24 full-time-oquivalent em-
ployees—-which includes over 90 percent of em-
ployers but only one-fifth of workers~would receive
44 percent of total federal subsidy payments o
employers. This percentage would decline over
time, however, as rising wages pushed some small
employers out of the ' gher subsidy brackets. Pre-
mium payments would be capped for about three-
quarters of all employers, representing over one-half
of qualified employment.

The rapid increase in subsidies for employers
between 1996 and 2000 primarily reflects the grow-
ing number of workers enrolled in regional alliances
during this period. Subsidies continue to grow
thereafter because employment levels rise, health
insurance premiums increase more rapidly than
wages, and state and local governments and addi-
tional employers electing not to form corporate
alliances become eligidble for subsidies.

Subsidies for Families

Under the Administration's proposal, families (in-
cluding single people) who participated in regional
alliances would be eligible for & variety of foederal
subsidies. Families with low total income could
receive subsidies for the family portion of the pre-
muum. Families with low ponwage income could
also receive subsidies for the employer share of the
premium, for which the family would be lisble if it
did not have a full-time wage and ralary worker or
the equivalent. In 1998 and thereafter, retirees ages
55 10 64 could have the full amount of the employer
share of their family's premium subtidized if they
would be eligible for Medicare at age 65, Further
subsidies would help low-income families pay cost.
sharing amounts.

CBO based its estimate of premium subsidies
for families on the March 1993 Cusrent Population
Survey (CPS). Using the data from the CPS and

the rules specified in the proposal, CBO grouped
individuals into health insurance units, excluded
ineligible units (for example, Medicare beacficiaries
who were not employed and people in corporate
alliances), identified units that would be subject to
special provisions (for example, recipients of Aid to
Families with Dependent Children or Suppiemental
Security Income, early retirees, workers eligible for
Modicare, and the self-employed), computed the
relevant measures of income and labor force starus,
and determined the premium liability and subsidy
amount for each health insurance unit. The eswmate
was then adjusted to take account of people mussed
by the CPS (the so-called undercount) and people
not included in the CPS universe, such as insutu-
tionalized persons and residents of Puerto Rico

Subsidies for families would total an esumated
$54 billion in 1998, $70 billion 1n 2000. and $95
billion in 2004. The number of families receiving a
subsidy for the family sharc of the premuum would
rise from 40 million in 1998 10 more than 50 mul-
lion in 2004. Families receiving a subsidy for the
employer share of the premuum (such as those with
carly retirees, self-employed people, or pan-ume
workers) would approach 30 million in 2004 By
2004, half of all families would receive some
subsidy.

Total Federal Subsidies

Employers and families would pay regional alli-
ances the premiums they owed, less the amount of
any subsidy: the federal government would. in ¢f-
fect, pay regional alliances for the subsidies, re-
duced by the states’ maintenance-of-effort payments
to the alliances. Those maintenance-of-effont pay-
ments would be based on 1993 spending by the
states for standad benefits for Medicaid beneficia-
ries who did not receive cash welfare payments,
payments 10 disproportionate share hospitals armb-
utable to such beoeficiaries, and supplemental
(wraparound) benefits for children receiving AFDC
or SSI. This amount would ‘be updated by the
projecied rate of growth of Medicud spending
through the first year of a state’s: parucipauon in the
pew program and thereafier by- the general health
care inflaton factor combined with growth .of the

populabon.
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CBO estimates that federal payments to regional
alliances for subsidies would total $82 billioa in
1998, $108 billion in 2000, and $173 billion in
2004. Those figures exceed the capped federal alli-
ance payments specified in the Administration's
proposal; CBQ) believes, bowever, that the caps on
payments to the alliances would not be legally bind-
ing. Section 9102 of the proposal attempts to limit
federal liability for the subsidy costs of the pro-
gram, but the limitation does ot diminish the fed-
eral governmeat's responsibiliies under the pro-
posal. The proposal would oblige the government

both 10 make subsidy payments on bebalf of em-
ployers and families and w easure bealth coversge
for all eligible people. The proposal cootins no
provisions for limiting those entitiements in the face
of a funding gap, other than providing for expedited
Congressional consideration of the matter,

Changes in Medicare

The Administration’s proposal would cover outpa-
tient prescription drugs under Medicare startung in

Table 2-3.

Estimates of Medicare Program Savings Undbr the Administration’s Health Proposa!

(By fiscal ysar, in biltions of dollars)

1996 1697

1998

1999 2000 2001 2002 2003 2004

Reduce Update tor Inpatent
Hospral Services
Reduce Acjustmaent for
Indirect Medical ':ducaton
Reduce Payments for
inpatient Capia! -1 -1
Reduce Adjustment for
Disproporbonate Share Hospilals
Base Reimbursement Rates tor
Physicians on Real GOP per Capita
Estadiish Cumuiative Expendiure Gosls
for Physicang’ Semcss
Ehminate Formuia-Drven
Overpayments for Outpabent Services
impose Comnsurance for
Laboratory Semces
Rase SMI Premiurng (Net savings)
Lma Payments for Physioans
8t High-Cost Hospials
Change Secondary Payer Provisions
Impose Copeyment for
Home Health Care
Other Reducuons

-1

Qo

-1

Total -12

-19
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-16
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-28

SOURCE: Congressional Buagel Offios

NOTE GDP w gross domesde product, SMI = Supplementary Medicat Insurance

a. Less han $500 milkon.
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1996. CBO based its estimate of the cost of the
prescription drug benefit on the methodology de-
tailed in its study Updared Estimates of Medicare's
Casastrophic Drug Insurance Program (October
1989). The distribution of spending {or prescrijtion
drugs by Medicare beneficiaries under current poli-
Cies was estimated using the 1987 National Medical
Expenditure Survey, sdjusted for underreporting and
for subsequent increases in drug prices and use.
Total spending for prescription drugs by Medicare
beneficiaries under the proposal was increased to
reflect additional demand for drugs stemming from
the extended insurance coverage and reduced 1o take
into account the limits that the proposal would im-
pose on drug prices. Medicare would pay for the
portion of this spending that exceeded the specified
deductible and coinsurance amounts. Of the in-
crease in Medicare spending, 25 percent would be
covered by an increase in premiums paid by benefi-
ciaries, and the remaining 75 percent would be cov-
ered by general revenues. All things considered, the
net cost 1o Medicare of the prescription drug benefit
would reach $19 billion in 2000 and $28 billion in
2004, '

As noted in Chapter |, reductions in Medicare
spending would provide a major part of the funding
for the Administration’s proposal. The proposed
savings would grow from $19 billion in 1998 to
$37 billion in 2000 and $77 billion in 2004 (see
Table 2-3 on page 33). Most of the cuts would be
made in reimbursements to hospitals, physicians,
and other providers of health care services. Benefi-
ciaries would also be required to pay higher premi-
ums for Supplementary Medical Insurance and pant
of the cost of laboratory services and home bealth
care.  CBO estimated the savings from these provi-
sions by applying the proposed changes in the reim-
bursement formulas and cost-sharing requirements
to its baseline projections for the types of spending
that would be affected.

Under the Administration’s proposal, people
eligible for Medicare who were employed or who
were married 10 & worker would receive their pri-
mary coverage through an alliance rather than
through Medicare.  Medicare would continue to
provide secondary coverage for benefits that it cov-
ered but that were not in the standard benefit pack-
age, including coverage of ccruin copayments and

deductibles. Medicare would also be respoasible for
paying a portion of the alliance premium for Medi-
care-eligible individuals who wurked part time or
retired in the middle of a year. Based on data from
the Current Population Survey, CBO estimates that
in 1998 this provision would reduce the number of
poople receiving primary coverage through Medi-
care by 2.5 million, of whom about 0.7 million
would be the disabled spouses of workers. CBO
Assumes that most of this group would remain en-
rolled in Medicare's Supplementary Medical Insur-
ance program to receive the secondary coverage that
it would provide. On balance, these changes would
save Medicare an estimated $6 billion in 1998, $8
billion in 2000, and $10 billion in 2004.

Other elements of the Administration's proposal
would increase Medicare spending by about $2
billion a year. Most of that increase would repre-
sent payments to the Department of Defense for
care provided to Medicare-eligible individuals who
enrolled in a health plan operated by the Defense

Department.

Changes in Medicaid

Under the Administration's proposal, some people
who currently receive cenain health benefits from
Maedicaid would receive them from the alliances or
from other programs irstead. Medicaid would no
longer cover standard benefits for beneficianes who
did pot receive cash welfare payments, supplemental
services for poor children with special needs. or
pharmaceuticals covered by the new Medicare drug
beoefit. CBO's estimates of the savings from this
discontinued Medicaid coverage reflect the baseline
projections of spending for these items. The esu-
mated savings would grow from $31 billion in 2000
to $48 billion in 2004,

Medicaid would continue 1o cover recipients of
cash welfare payments, who would receive services
through the regional alliances, but federal payments
would be cut. Initially, the federal govemnment
would pay only 95 percent of what it would have
paid under current law. Thereafier, premiums for
Medicaid beneficiaries would grow at the same rater
as other premiums in the regional alliances. In
addition, Medicaid would no longer make payments
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. for disproportionate share bospitals (DSH). Limit-
ing the growth of premiums and cutting DSH pay-
ments would save Medicaid $24 billion in 2000 and
$45 billion in 2004,

The Administration's proposal would liberalize
eligitility for long-term care beoefits, spoed up
payments for services, reduce administrative ex-
penses, and make otber small changes to the Medic-
aid program. Those changes would, on balance, in-
crease Medicaid spending slighty.

Long-Term Care Benefit

The Administration's proposal would establish a
new entitlement prograun to help states finance home-
and community-based care for the severely dis-
abled. The proposal would limit spending for this
oew program to specified amounts, plus the amount
of federal savings for home- and community-based
services under Medicaid. CBO assumes that the
states would spend about one-quarter of their sav-
ings on optional Medicaid services. Net of the
savings o Medicaid, this program would cost the
federal government an estimated $20 billion in 2000
and $40 billion in 2004.

Changes in Other Federal Programs

The Administration’s proposal would also affect
several other federal programs. It would establish a
new program for poor children to provide supple-
mentary benefits not included in the standard bepefit
package, restructure the syswem of subsidies for
graduate medical education and academic health
centers, expand the activities of the Public Health
Service, and fully fund the Special Supplemental
Food Program for Womea, Infants, and Children.
The Departments of Defense wnd Veterans Affairs
would receive payments from regional alliances for
health services provided lo some members of their
health plans. The Federal Employees Health Bene-
fits program would save m ney from the limits oo
premiums, which would slow the growth of its
spending, and from being relieved of part of its
responsibility for subsidizing the health benefits of
retirees.

The availability of universal health insurance
and the subsidization of health insurance for retirees

ages 55 o 64 would encourage some older workers
10 retire cartier, CBO estimates that these changes
would add 215,000 more retired workers ages 62 to
64 w0 Social Security's benefit rolls in 2000 and
would ruite Social Security outlays by $2 billion.
Over the long term, Social Security would incur oo
additional costs, because benefits are sctuanially
reduced for early retirement

Changes in Revenues

The Joint Commitiee on Taxation has estimated the
impact of the provisions of the proposal that would
affect on-budget federal revenues and Social Secu-
rity payroll taxes. By 2004, more than half of the
new revenues would stem from increases in income
and payroll taxes on the additiopal taxable income
geoerated by the proposal. The limits on premiums
and other elem.ats of the Administration’s proposal
would sharply reduce the growth of employer
spending for health insurance. By 2004, eroployers
would save about $90 billion for active workers and
more than $1$ billion for early retirees. The esti-
mate assumes that the lion's share of those savings
would be returned 10 workers in the form of higher
cash wages and that most of the rest of the savings
would be reflected in higher corporste profits.
(These assumptions, which reflect long-established
conventions of revenue estimation, are examined in
Chapter 4.) Federal revenues would rise because
the additional wages and profits would be subject to
income and psyroll taxation. The additional reve-
nues would totl $34 billica in 2004. Other provi-
sions that would significantly increase om-budget
and Social Security revenues include an increase in
the excise tax on tobacco ($10 billion in 2004) and
the exclusion of health insurance from cafeteria
plans (87 billion).

How CBO'’s Estimates
Compare with Those of
the Administration

In its budget for fiscal year 1995, the Administra-
tion estimates that its health proposal would reduce
the deficit by $38 billion in 2000 aod by a cumula.
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Table 24,

Ditterences Between CBO's and the Administration's Estimates of the Administration’s Health Proposs!

(By fiscel year, in billions of doliars)

1995 1896 1997 1996 1999 2000
Acministration’s Estimess of Proposal's
Eftect on the Deficit At -3 7 [ 18 38
Difterences
Subsicies for empioyers 0 2 () 17 b 28
Subsidies fo7 tamilies 0 -1 -1 1 -1 A
Siate maintenance-
of-effort paymenta 0 a a 2 3 3
Medicare drug beneft 0 g 1 1 1 2
Long-term care benefit 0 [} 1 1 1 1
Social Securtty 0 . [ s 1 2 ?
Asssssment on corponte
alliance empioyers 0 4 3 4 4 4
Exciusion of heafth insurance
from cafeteria plans 0 0 4 [} [] ]
Other differences 1 1 Al ) 2 $
Total Differences 1 5 13 27 k1) A8
CBO's Estimate of Proposal’s
Efect on the Deficit -10 1 20 32 21 10

SOURCES: Congressional Budget Office; Office of Management and Budget.

& Less than $500 millon.

tive total of $59 billion over the 1995-2000 period.
(The Administration bas pot provided estimates for
later years.) In contrast, CBO estimates that the
proposal would increase the deficit by $10 billion in
2000 and by s toial of $74 billion over the six-year
period. The two estimates are virtually the sane in
1995 but differ by growing amoun\s after that year,
CBO's estmate exceeds the Administration’s by
about $50 billion in 2000 (see Table 2-4).

Subsidies for Employers

Differences in the estimated cost of federal subsi-
dies for employers account for about half the total
difference between the two sets of estimates. In
2000, CBO estimates that such subsidies would cost
$58 billion--$25 billion more than the Administra-
tion's figure of $33 billion. Three major factors
explain the higher CBO estimate: 8 higher estimate

of the average health insurance premium, the as-
sumed clustering of low-wage workers to take ad.
vantage of federal subsidies, snd a methodology that
better accounts for the dispersion of average wage
ntes amoog employers.

CBO's estimate of the average health insurance
premium under the Administration's proposal 1s
about 1S percent higher than the Administration’s
estimate. CBO's aversge premium, however, is
virtually identical 10 that used by Lewin-VH], Inc.,
in its recent financial analysis of the Administra-
tion's proposal and about 13 percent lower than the
actuarial estimate by Hewint Associstes.). CBO's

3. Lawa-VHL lac., The Frnanciel Impact of she Hoalth Securvy At
(Faxfar, Va: Lewis-VHL Decemabar 1993), 9. 25 wstusosy of
Dal¢ H. Yomamoto aad Fraak B. McArdls, Hema Assacianey
before the House Comauner oo Eaergy sad Commerca. Subcom.
wrae on Health ead the Esvvoarmens, November 12, 199), p 9
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estimate of premiums is higher than the Administra-
ton's because it assumes that the allisnce bealth
plans would be respossible for a larger proportion
of national bealth expenditures. For example, com-
pered with the Admisistation's estimate, CBO as-
sumes that more services for the uninsured, which
are now funded by state and local subsidies to pub-
lic hospitls, would be paid for through alliance
plans. CBO also assumes, based on consultations
with actusries, that the standard benefit package
would be sbout S percent more expensive than the
current average benefit package for insured people.
CBO's higher estimate of premiums explains about
$15 billion of the difference between the estimates
in 2000

As noted above and explained in Chapter 4,
CBO concludes that providing subsidies to em-
ployers bised on the employer's average wage
would create an incentive for low-wage workers to
cluster in cerain firms. The Administration, in
contrast, makes no explicit assumption about the
sorting of workers into firms. This difference in
assumptions explains another $4 billion of the dif-
ference between the estimates in 2000,

The remaining $6 billion difference between the
estmates of subsidies for employers siems from
differences in estimating methodologies. CBO
based its estimate on County Business Patterns data
for specific firms. In contrast, the Administration
based its estimate on data for people in the Current
Population Survey and imputed an average wage per
firm 0 each worker in the CPS sample based on the
worker's industry, state of residence, and establish-
ment size. CBO belicves that the Administration's
method of imputation understates the vanation in
average wages arnong firms and therefore substan-
tially underestimates the number of workers in firms
that would be eligible for subsidies,

Other DifTerences

Other differences between CBO's and the Adminis.
traton's estimates are much smaller. The two esti-
maies of the cost of subsidies for families are quite
similar; in 2000, the Administration's allowance for
behavioral changes almost exacdy offsets CBO's
higher premiurns.

CBO's estimates of maintenance -of-effort pay-
ments by the states are slightly lower than those of
the Administration, with the difference reaching $3
bilion by 2000. Maintenance-of-effon payments
would be based oo spending by states iz 1993 on
behalf of Medicaid recipients who were not beneti-
ciaries of AFDC or SSI or eligible for Medicare.
CBO's estimate of the proportion of Medicaid
spending that falls in this category is derived from
data reported by the states to the Health Care Fi-
pancing Administration; it is sroaller than the figure
assumed dy the Administration.

CBO and the Administration differ slighty in
their estimates of the costs of the proposed Mech-
care drug benefit and the long-term care benefit.
CBO's estimatz of the cost of the drug benefit 15
$2 billion higher than the Administrauon s i1n 2000
CBO assumes a higher level of spending for drugs
in the baseline, but the Administration assumes a
larger increase in demand from the new benefit.
CBO’s estimate of the long-term care benefit ex-
ceeds the Administration's esumate because of
CBO's assumption that the states will spend about
one-quarter of their savings on optional Medicaid
services. Another differente in the two scu of
estimates is that the Administration’s esumate n-
cludes po additional Social Security benefits fur
early retirces,

The Joint Comminee on Taxaton (JCT) has
estimated that the income from the | percent avsess
ment oa the payroll of corporate alliance empioven
would yield only $1 billion in revenues 1n 200034
billion less than the Administration’s esumate of $¢
billion. In preparing its estimate, the Admunustration
assumed that most eligible large firms would chune
to establish corporate alliances. In contrast. CBO
and JCT bave projected that firms employing onl
sbout 15 percent of eligible employces would be 1n
corporate alliances in 2000. JCT has also esumated
that excluding health benefits from cafetena plans
would gain $3 billion less in revenues in 2000 than
the Administration has calculated. The difference
arises from JCT's assumption that a smaller fraction
of the health benefits that could no longer be pro-
vided through cafeteria plans would end up as
wages.
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Sensitivity of the Estimates proposal under two additional sets of premiums: that
to Premium Levels of the Administration, which is roughly 15 percent
below CBO's, and » set that is 10 percent higher
The umpect of the Administration’s proposal on the than CBO's. ’

deficit 13 bighly seasitive t0 the assumed level of
beajth wsurance premiums in the allisaces. The

Using the Administration's premiums, CBO
hugher the average premium, the grester will be the i

estimates that the Administration's proposal would

federal subsidy payments, the smaller the increase in reduce the deficit in 1999 and later years. The
taxable wacomes, and the bigger the increase in the reduction would amount to $17 billion in 2000 and
aeficit CBO has illustrated this sensitivity by est- $40 billion in 2004. The reduction in the deficit in
maung the financial {mpact of the Administration’s 2000 would stll be about $20 billion less than the
Tabie 28, -

Sources and Uses nf Funds of the Health Alilances

{8y Nacsl ysar, In _illions of dollars) .

1998 1937 1698 1999 2000 2001 2002 2003 2004

Sources of Funds
ot OB IR
£ ripcryet payments 0 93 239 fad 300 318 327 338 352
HOL RSN D8 YTHENTS 10 30 78 92 ™4 9 104 107 10
Siate share of Medcaxd 2 é 17 20 21 2 24 28 27
Liate manitenance -of-
Mot payments -2 & & 20 20 2 2 .3 .2
Scbictal, Nontedera) 4 138 348 421 438 481 a7 493 513
Faerh:
Subtahes '] 30 82 102 108 123 142 158 173
f wsers share of Maedkcad 3 8 2 7 28 0 R a3 3%
Cnrves taoerai paymenta L& s & & 8 98 _8 10 _10
Sutroial, Feders! 12 a9 110 137 144 162 183 201 18
Total, AN Sources 88 174 458 858 580 23 880 685 732
Uses of Funds
Payments 10 Hearh Plans 54 188 a1 7 558 569 835 [0} 708
Assesamen! tor Meocal Educabon 1 2 (] 8 8 ] 9 10 10
branca ASmSITELON T S & O i N 7 N S [ S § N |
Total, Al Uses 58 174 458 558 580 823 680 685 TR

SOURCE  Congressional Buaget Ofce

[ Laws Tan $500 méeon
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Administration’s own estimate, but removing the
difference in assumed premiums would eliminate
more than half of the wtal difference between
CBO’s and the Administration’s estimates. If pre-
miums were 10 percent higher than CBO has as-
sumed, the would add substantially to the
deficit each year-$52 billion in 1998, $36 billion in
2000, and $38 billion in 2004.

Sources and Uses of Funds
of the Health Alliances

Although the Administration’s proposal would have
only a modest effect on the federal deficit, the flows

of funds into and out of the regional and corporate
bealth alliances would be substantial (see Table
2.5). Payments 10 bealth insurance plans would
constitute by far the largest of the alliances’ outlays.
Alliances would receive payments of premiums
from employers and housebolds and maintenance-
of<flort payments and payments on behalf of Med-
icaid beneficiaries from the states. The U.S. Trea-
sury would also make payments to the alliances for
subsidies for erployers and houscholds, the federal
share of Medicaid, and premiums for federal civilian
employees and cerwain people eligible for Medicare.
Alliances would make payments o other albances
in cases in which a household could choose 1t
source of coverage, but these interalliance payments
would have no net effect.
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Chapter Three

Budgetary Treatment
of the Proposal

be Budget of the United States Government

serves many purposes. Not oaly is the bud-

get a financial accounting of the receipts
and expenditures of the federal goverament; it also
sets forth a plan for allocating resources—between
the public and private sectors and within the public
sector—to meet national objectives.

Ever since the oulines of the Administration's
heslth proposal became known, policymakers and
the media have expressed considerable interest in
how it would be treated in the federal budget.
Some observers contend that the program would not
receive an appropriate degree of scrutiny if the
budget did not include all of its financial transac-
tions. If the financial activities mandated by the
new program were pot part of the budget, they
argue, fiscal discipline might suffer: activities that
are now in the budget might be transferred to non-
budget entitics that were not subject to the oversight
and restraints characteristically imposed oo budget
accounts. Others fear that labeling all of the pro-
gram's financial flows as budgetary might preciude
a reasoned consideration of the proposal's merits by
raising concerns about the size of the public sector.
The choice of budgetary treatment could also affect
which CongressionAl committees are given primary
junsdiction over the proposal. -

The issue of budgelary treatment is not peculiar
1o the health reform initiative. Every time the Con-
gress considers or enacts a bill that establishes a
new program, the Congressional Budget Office and
the Office of Management and Budget must con-
sider whether and how it should be shown in the
federal budget. For most pieces of legislation, this

is a relatively easy call. But for sorme bills, such as
major health reform proposals, that assessment is
marked by some ambiguity and considerable corn-

plexity.

This chapter discusses the appropriate budgelary
treatment of the Administration’s health proposal,
particularly the trestruent of the payments to and

" from the regional and corporate alliances. It first

examines the two main jources of guidance on bud-
getary classification—-the Repory of the Presiden: s
Commission on Budget Concepts and the cumrent
budgetary treatment of programs analogous to the
President's plan. It finds that these sources can
inform the decision on how to treat the Administra-
tion's proposal but by themselves cannot resolve the
issue.

The second and third sections of this chapter ex-
plain CBO's view: the financial transactions of the
bealth alliances should be included in the accounts
of the federal government, but they should be dis-
tinguished from other federal operations and shown
separately, as is the practice for the Social Secunry
program. CBO bases this view primarily on its
judgroent that the Administration’s proposal would
establish a federal entidernent to health benefits and
that the mandatory premiums used to finance the
pew entitlement would constitute an exercise of
sovereign power. CBO's view on these maners 15
only advisory; ultimately, the Congress and the
Presideat should explicitly address the issue through
legislation to ensure the appropriate public control
of and accountability for the transactions of the

alliances.
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Guidelines for Budgetary
Classification

Certain elements of the Administration's proposal
are unambiguously federal activities that all agree
should be included in the budget-for example, the
increase in the wx on tobacco, the subsidies for
individuals and employers, the expansion of certain
discretionary programs, and the chasges in Medicare
and Medicaid. But what about the premiums that
individuals and employers pay to the health alli-
ances and the payments by the alliances to the vari-
ous health plans? Are the alliances private or state
entities that belong outside the federal budget? Or
are they, for most peuctical purposes, crearures of
the feders] govenment, whose income and outgo
should all be included in the federal government's
accounts?

In answering such questions, budget analysts
normmally consult two sources for guidance. One is
the 1967 Report of the President’'s Commission on
Budger Concepts. The other is budgetary prece-
dents. Because of the unique features of the Ad-
ministration's health proposal, neither source pro-
vides an unambiguous answer,

The President’s Commission
on Budget Concepts

In March 1967, President Lyndon B. Johason ap-
pointed & 15-member commission to advise him on
budgetary concepts and presentation. The commis-
sion issued its report in October of that year, and
the budget that the President submitted in January
1968 reflecied most of its recommendations--nota-
bly, the institution of a unified federal budget. The
commission's proposal to mcord federal credit trans-
actions in the budget on a subsidy-cost basis was
not adopted until 1990, wita the passage of the
Federal Credit Reform Act. A few recommenda.
tions—-for example, the use of accrual accounting
instead of cash accounting—have never been fully
implemented.

Although the Report of the President’'s Commis-
sion on Budget Concepts has no legal status, it

remains to this day the only authoritative statement
on federal budgetary accounting. The commission's
most important recommendation was for a compre-
bensive budget with few exclusions. "To work
well," the commission stated, “the governmental
budget process should eacompass the full scope of
the programs and transactions that are within the
Federal sector and not subject to the economuc
disciplines of the marketplace.” The commission
recommended that "the budget should, as s general
rule, be comprehensive of the full range of Federa)
activities. Borderline agencies and transacuons
should be included in the budget unless there are
exceptionally persuasive reasons for exclusion ™'

The commission recognized that its recommen-
dation posed “practical questons as to precisely
what outlays and receipts should be in the budge! of
the federal government. The answer 10 thus quesuon
is not always as obvious as it may sezm: the bound-
aries of the federal establishment are someumes dif-
ficult to draw.” The commission proposed a senes
of questions to belp make this determinauon  “Whe
owns the agency? Who supplies its capital® Who
selects its managers? Do the Congress and the
President have control ovet the agency’'s progam
and budget, or are the agency's policies the respon
sibility of the Congress or the President only n
some broad ultimate sense? The answer to no one
of these questions is conclusive, and at the masgin
where boundary questions arise, decisions have beer
made on the basis of a net weighing of as man
relevant considerations as possible.”’

The report cited some excepuons, Ough to i
recommendation of a comprehensive budger  Fux
example, even though the Federal Resene System
clearly & federal operation, the comsmussion recom
mended that its receipts and expenditures be ¢
¢luded from the budget, in part to protect the inde
pendence of the nation’'s monetary authonues The
commission recommended that the local receipts
and expenditures of the District of Columbia be e1-
cluded as well, even though the Distnct 1s a federal

1. Report of e Pressdens’s Commussion en Budper Concepis (O
ber 1987), pp. 24-25.

2 M

Best Available Copy
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enclave. The commission further recornmended that
government-sponsored enterprises be omitted from
the budget when such enterprises were “completely
privately owned." Because the Administration's
proposal shares some of the characteristics of these
exceptions but lacks others, no one can be sure how
the commission would have treated the health alli-
ances, bad they been on the horizon in 1967,

The commission also considered the issue of
when to offset receipis against expenditures in pre-
seniing the government's fiscal totals. For fiscal
year 1993, the Department of the Treasury reponed
federal outlays of $1,408 billion, federal govern-
mental receipts of $1,153 billion, and a deficit of
$255 billion. The figure for governmental receipts
acludes most of the funds that the government
-ollects (for example, income and payroll taxes).
But the budget treats some of the govemment's
income, such as proceeds from the sale of stamps
by e Postal Service, as an offset to its outlays.

"For purposes of summary budget totals,” the
commission recommended, “receipts from activites
which are essentially governmental in character, in-
volving regulation or compulsion, should be re-
garded as receipts. But receipts associated with
scuvities which are operated as business-type enter-
pnses, or which are market-oriented in character,
should be included as offscts to the expenditures to
which they relate.” Among the vanious items that
should be treated as budget receipts the commission
listed both employment taxes and social insurance

premums.’

Budgetary Precedents

Another way to inform judgment is by examining
relevant precedents. Yet this approach is also in-
complete, because the Administration's health pro-
posal differs significantly from existing programs
and because existing accounting practices are incon-
sistent.

In one major instance--the unemployment insur-
ance (UD) program--the federal budget includes in

). Mwd.p 68

its entirety a joint activity of the federal and state
governments. The Socisl Security Act of 1935 cre-
ated the Ul program and established a federal tax
liability. Under the program, states are free to set
tax rutes, benefit levels, and eligibility requirements
within certain limits. States that establish a feder-
ally approved Ul system and impose their own pay-
roll tax receive & partial credit against the federal Ul
tax. The federal tax pays for federal and state ad-
ministration of unemployment insurance, 97 percent
of the cost of employment services, and 50 percent
of the cost of extended benefits during periods of
high unemployment in a state. The state and federa
taxes alike are deposited in trust funds held by the
U.S. Treasury, and the federal budget records all of
the funds’ revenues and spending.

In other instances, the federal budget includes
only part of the cost of a joint federal/state program.
For example, if & siate establishes a program of
Medicaid or Aid to Families with Dependent Chil-
dren that meets the erms of the Social Security Act,
the federal government pays a prescribed share of
the costs, and the budget includes only that federal
payment. Unlike the case of unemployment wnsus-
ance, however, the federal government imposes no
tax or other penalty if a state fails 10 establish a

Medicaid or AFDC program.

The Coal Industy Retiree Health Benefit Pro-
gram is pat of the federal budget, although its
funds do not pass through the Treasury. Established
by the Energy Policy Act of 1992, this program
guanantees lifetime bealth benefits for certain miners
and their dependents and requires coal companies o
pay bealth insurance premiums to two privately
managed trust funds on behalf of those miners,
including some who never worked for the compa-
nies in question. Even though the benefit plans are
pominally private and the federal government plays
o role in selecting their trustees, the plans’ receipts
and spending are included in the federal budget
because federal law both requires payment and de-
termines the use of the money.

The budgetary treatment of the promotional
boards for agncultural commodities is at odds with
that of the Coal Industry Retiree Health Benefit
Program. Federal law has estdlished 17 of these
boards since 1955. The boards collect assessments
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from domestic producers (and sometimes importers
and marketers) and use those funds to promote con-
sumption of a perticular commodity, such as dairy
products or cut flowers. The Secretary of Agricul-
ture appoints most of the boards, and federal law
establishes and enforces payment of the assess-
ments. Yet despite this substantial federal role, the
budget does mot include the transactions of the

Still other comparisons are possible between the
Administration's proposal and various ‘ederal regu-
latory activities. For example, the federal govern-
ment requires employers to meet conditions govern-
ing the wages and hours of workers (under the Fair
Labor Standards Act of 1938), occupational safety
and health (under the Occupational Safery and
Health Act of 1970), and the treatment of persons
with disabilities (under the Americans with Disabili-
ties Act of 1990). All of these laws impose sub-
stantial costs on employers and may affect the
amount snd type of compensation that employees
receive, but the budget includes none of their costs.

Looking st these budgetary precedents does not
resolve the issue of how (o treat the Administra-
tion's health proposal. The proposal bears a resem-
blance 1o all of the programs cited, but it also shows
significant differences. Which is the most appropri-
ate comparison? Is the proposal most like the un-
employment insurance program, AFDC or Medicaid,
the Coal Industry Retiree Health Benefit Program,
the promotional boards for agricultural commodities,
the mandates of the Americans with Disabilities
Act, or some other program? The answer is, again,
a matter of judgment. But even if the answer were
clear, 8 practice followed for a program costing
$200 million might not be appropriate for one cost-
ing $500 billion.

CBO'’s Assessment

Determining the appropriate budgetary treatment of
8 program like health reform involves answering not
one but a series of questions. Is the program funda-
mentally governmental in nature, or does the legis-
lation seek to facilitate, regulate, or guide an acuv-

ity or transaction that remains essentially private?
If the activity is primarily governmental, is it a
federal activity, a statz activity, a shared federsV/
state activity, or some new hybrid? If the answers
10 these two questions indicate that the program
belongs in the accounts of the federal government, &
third question arises: How should the program be
displayed in, and controlled through, the budget?

Considering the Administration's proposal in its
entirety, the Congressional Budget Office concludes
that it esuablishes both a federa) entilement to
health benefits and 2 system of mandatory payments
to finance those benefits. In administering the pro-
posed program, regional alliances, corporate alli-
ances, and sute single-payer plans (if any) would
operate primarily as agents of the federal govem-
ment.  Therefore, CBO believes that the financial
transactions of the health alliances should be in-
cluded in the federal government's accounts and
that the premium payments should be shown as
governmental receipts rather than as offsets to
spending. Nonetheless, because of the uniqueness
and vast size of the program, the budget document
should distinguish the transactions of the alliances
from other federal operations and show them sepa-
rately, as is the practice for Social Security. CBO's
view, as noted carlier, is solely advisory. The Pres:-
dent and the Congress should ultumately resolve the
debate over the proposal's budgelary treatment
through legislation.

Why Should the Health
Alliances Be Included in
the Accounts of the
Federal Government?

Two factors shape CBO's view that the proposed
health alliances should be included in the federal
government's accounis—a review of budgetary con-
cepts and precedents and the need to ensure fiscal
accountability and control. In additon, the public's
perception of the nature of the pew program de-
serves some consideration.
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Budgetary Concepts and Precedents

More than & government regulstion, the Administra-
tion's proposal specifies ouicomes, dictates the
roeans by which the outcomes must be achieved,
prescribes the financing mechanism that must be
used, and eaforces the prescribod transactions. The
first section of Title | creates a universal entitiement
10 ¢ set of bepefits that are defined in considersble
detail. The benefits would not be restricted to those
who already receive similar bepefits, nor would
nonpsyraent of premiums be grounds for & health
plan or health alliance to deny benefits. Thus, the
program does more than redefine the terms or con-
ditions of preexisting private transactions, which is
how one might charscterize the minitmum wage, for
example.

The Administration’s proposal establishes an ex-
plicit financing mechanism for the standard benefit
package. It requires employers (except those large
firms that choose to form corporate alliances), em-
ployees, and nonworkers to pay premiums to the
regional alliances. A federal entity—the National
Health Board—-and & set of subsidies specified in
federal law would largely determine the levels of
those payments. The premiums would be manda-
tory, although many participants would undoibtedly
pay them gladly in return for the program's health
benefits, just as many would volunuarily contribute
to Social Security in retumn for that program’s retire-
ment, survivors, and disability benefits. The pro-
posal would also require states to make specified
payments (for example, Medicaid maintenance-of-
effort payments) to their regional alliances.

The National Health Board and the Departments
of Health and Human Services and Labor would
play imporant roles in the creation and day-to~day
operation of the new health system. The board
would approve the suates’ health care sysiems, im-
pose sanctions oo those systems that failed to meet
federal requirements, develop a methodology for
risk adjustment and reinsurance, set capital stan-
dards for health plans in the regional alliances,
develop standards for states’ guaranty funds, and
oversee and monitor the system. The Secretary of
Health and Human Services would develop stan-
dards for the financial management of the health
alliances, audit the regional alliances, and certify

essential community providers with whom plans
would bave to affiliate. The Secrewry of Labor
would be respoasible for the proper functioning of
the corporate alliances and could impose civil moo-
etary peoalties for noncompliance.

Although the federal government would play a
very large role, the proposal would assign substan-
tial respoasibilities—-and leave some discretion—to
the states, the regional alliances, corporations, and
individuals. States would establish and define the
geographic boundaries of the regional alliances, en-
sure that the amounts owed to the alliances were
collected and paid, assist alliances in venifying eligi-
bility for subsidies, certify health plans and assure
their fiscal solvency, ensure that all residents had
sccess 1o an adequate choice of heaith plans, estab-
lish a reinsurance program for bealth plans, and pro-
vide a guananty fund. If they chose, sutes could
assign the responsibilities of the alliances to & swte
sgeocy. They could also establish a single-payer
plan, which would affect the amount of choice
offered to the state's residents, the governance of
the system, and (within specified limuts) the sys-
tern’s financing.

The regional alliances would be charged with
making agreemeants with qualified health plans and
offering those plans to the residents of theu areas
Tne alliances would ensure that people enrclied in
health plans, collect premiums, determune ehigibihiry
for subsidies, evaluate the performance of health
plans, ensure that the plans suayed witun budget.
adjust psyments to plans for different levels of nsk.
establish fee schedules for services. and cocrdinate
sctivities with those of other alliances. In addiuon,
health plans in the reginnal alliances would offer
participants the option of purchasing supple mentary
insurance 1o cover certain cost-sharing requurements
of the standard beoefit package and could offer
supplementary inswance for items not included In
the standard package. As proposed, the alliances’
income from premiums and their payments to the
health plans would not pass through the Treasury's
accounts.

Large corporations would be able 1o establish
corporate alliances that would perform the basic
functions of regional alliances. Large corporauons
would also have some discretion in shaping the
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options that their corporate alliances offered to
employees. The Administration's proposal would
impose no limits on the amount a corporation could
initially pay for the insurance it provided to its
workers, but it does specify the minimum fraction
of the costs that the firm would have 0 pay and the
rate by which premiums could grow. The premi-
ums and payments would not flow though the re-
giooal alliances, and the subsidies to individuals
would be largely the responsibility of the corpora-
tion, which would be required to pay at least 95
percent of the costs of insuring its low-wage
workers. The proposal would require corporate
alliances to offer at least three bealth plans (includ-
ing one fee-for-service plan and two others, such as
health maintenance organizations), employ commu-
nity rsting, use the same medical fee schedules as
the regional alliances, and satisfy much the same re-
quirements for infortnation as the regional alliances.

Individuals in both regional and corporate
alliances would have a choice of bealth plans, and
their premiums would vary saccording to the plan
they chose and their income. People would also
have the option of purchasing supplementary health
insurance.

Are these discretionary aspects of the proposal
sufficient to classify the new program as a reguls-
tory activity or a shared federul/state program? The
answer to this question is a matter of judgment. No
sharp line separstes regulatory activities that are
outside the budget from governmental activitics that
are within it In this case, when the federal govern-
ment specifies not only an outcome but also how
the outcome is to be achieved, limits the ways in
which the activity can be financed, makes a substan-
tial financial contribution, and calls for the creation
of new institutions to carry out the activity, CBO
concludes that the boundaries of regulation have
been crossed.

In particular, this sppears to be the case with
respect 1o the regional alliances. Fedenl satute
would esublish and define these pew institutions.
The terms and financing of the insurance they of-
fered would be specified by federal law, and their
activities would be regulated and monitored by the
Departments of Labor and Health and Human Ser-
vices. This siruation differs from cases in which the

federal government requires exicting instimtions--
states or businesses—to take on added responsibili-
ties und leaves open the choice of how they would
finance them.

The corporate alliances, which have many of the
characteristics of private entities, would for all prac-
tical purposes be standing in for a governmental or
quasi-governmental agency-the regional alliance. 1f
a large corporstion chose not to establish its own
alliance, it would have to participate in the regional
alliances. If s corporste alliance did not comply
with federal regulations or becarme financially insol-
vent, it could be terminated by the Secretary of
Labor. If a state chose to establish a single-payer
system, it could deny the large corporations operat-
ing within its borders the option of establishing a
corporate alliance.

The imporant role and flexibility afforded to
states and regional alliances do not appear to be
sufficient to classify the proposal as & shared fed-
eralsiate program like AFDC or Medicaid. Indeed.
the level of federal involvement would far exceed
that of existing entitlement grant programs. Re-
gional alliances would be dble to borrow from the
federal government and would receive start-up
grants from Washington. In addition, they would be
granted powers that could only flow from federal
authority. For example, they would have the power
10 extuact premium payments from businesses in
other states that employed their residents, even
when those businesses engaged in no activity in the
alliance's state. Federal law would establish & com-
plex set of financial flows among alliances. Those
flows would cover people who moved either tempo-
rarily or permanently, full-ime studeats who at-
tended schools located in other alliance areas, and
multworker families in which one or more workers
could be covered by a corporate alliance.

As described in Chapter 1, federal agencies
would play an important role in ensuring that states
and alliances fulfilled the requirements specified in
the proposal. If a state did not establish a system of
alliances according to the law, or if the National
Health Board terminated its approval of a state’s
system, the Secretary of Health and Human Services
would establish and operate a system of alliances
and would impose a surcharge of 15 percent on
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premiums to cover additional administrative and
other expeases. This backstop is even stronger than
the one in the unemployment insurance program,
which establishes & federal payroll tax. liability that
can be largely offset by state usemployment payroll
taxes.

The universality of the entitement distinguishes
the Administration’s heaith proposal from programs
such as AFDC and Medicaid. In those two pro-
grams, sttes have the option of pot participating.
(Until 1982, Arizona did not participate in Med-
icaid.) The Administration's proposal would require
everyone 10 participate; it would also require states
to make specific payments to their regiooal allisnces
for noncash beneficiaries of Medicaid and for addi-
tional benefits for certain children receiving AFDC
or Supplemental Security Income.

The significant financial role that payments
from the U.S. Treasury would play in the new pro-
gram reinforces the impression that it would be
predominantly a federal, pot a state, activity. By
2004, about 30 percent of the payments to the
health alliances would be federal subsidies o low-
income families and employers, payments for Med-
icaid beneficiaries, and the like. And the financial
role of the Treaswry in the regional slliances could
grow even bigger if many Medicare recipients and
military dependents currently receiving federal
health services chose to participate in the alliances
instead. In contrast, the states would have a much
smaller financial role.

Even the voluntary aspects of the new program
do not by themselves resolve the issue of budgetary
veatment. The fact that individuals could choose
the plan they wanted, and thus the premium they
would pay, is balanced by the constraintz that fed-
eral law and regulation would place on the benefits
and the charges. The benefits and cost sharing
would be set by legislation, and ultimately the Na-
tiona! Health Board would limit the average pre-
mium in each area. The voluntary nature of supple-
menlary cost-sharing insurance—people can decide
whether or not to purchase it-—-must be weighed
against the fact that federal law would define its
scope, coverage, and availability. Moreover, the
proposal would require that the premiums for cost-
sharing supplements take sccount of the increased

use of standard beneiits by those people who bad
purchased the supplemenwry coversge. Further-
more, it is worth noting that the federal budget
ivcludes many voluntary transactions, ot the least
of which is physician insurunce under Medicase.

On balance, the new program seems (o represent
an activity of the federal government that relies on
the exercise of sovereign power. The universabity
of the entitlement, the mandatory nature of the
premiums, and the major finascial participanon of
the U.S. Treasury outweigh other considerauons
Although the states and the alliances would have
important roles and responsibilities, they would be
acting largely as sgents of the federal government

Fiscal Accountability and Control

The second reason for including the health alliances
in the federal government's accounts 1s the need for
accountability and contol.  Since the alliances
would be agents of the federal govermment their
financial flows should be subject to a level of over:
sight and control similar to that accorded programe
that are included in the fedetal budget

It is particularly important that the scuviues of
the bealth alliances be subject to some fical re
straints and limits as long as tight controls gorern
other federal activities. Discretionary appropnauons
are currently limited by caps on budget authonn
and outlays. Receipts and direct spending programs
are constrained by pay-as-you-go rules  Soxia
Security, which is classified as off-budget 15 subject
to its own set of rules, which are designed 10 pre
veat the depletion of the program’s reserves

The Administration's bealth proposal would
establish many financial flows between the Treasun
ind the health alliances. Payments would flow from
the Treasury to the alliances for subsidies to indi-
viduals and employers, for recipients of cash wel.
fare benefits, and for Medicare beneficianes who
chose to stay in an alliance plan. The Treasun
would receive payments from the alliances for grad-
uale medical education and for parucipants who
chose 1o get their bealth care through plans esub-
lished by the Department of Defense, Department of
Veterans Affairs, or Indian Health Service. Uf the
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activities of the bealth alliances were not subject to
fiscal control, the restraints on federal speoding and
receipts could easily be circumvented by altering
these financial flows or creating new ones.

For example, the Congress could lower the
mandalory payments that the federal and state gov-
emments would make to the alliances 1o pay for the
health benefits of Medicaid cash beneficiaries from
95 percent of their previous payments to, say, 75
percent.  If the alliances were exempied from the
budgewry discipline imposed on most other federal
activities, cutting those payments would sppear to
reduce federal spending and would add room on the
pay-as-you-go scorecard, even if individuals and
employers were required to pay higher health insur.
ance premiums to cover the receipts lost to the
alliances.

Similarly, the Congress could require health
plans to cover needs and activities that are currently
provided through discretionary appropriations, such
as nutritional assistance: for infants and pregnant
women. This move would free up resources under
the discretionary spending limits of the budget and
make the health alliances bear added burdens if they
were not subject to appropriate budgetary controls.

Increasing the limits on the percentage of their
payrolls that employers contributed 1o the regional
alliances would appear to have very different effects
on the federal government's finances depending on
how the budget treated! the alliances. U the alli-
ances were included in the government's accounts,
higher employer payments would be recorded as an
increase in governmental receipts. If the alliances
were excluded, any rise in employers’ payments
would be shown a3 a spending cut, because it would
reduce federal subsidies 10 the alliances.

Preventng budgeary gamesmanship requires
that corporate alliances and state single-payer
plans—not just regional alliances—be included in the
federal government's accounts. Otherwise, legisla-
tion could create the semblance of budgetary sav-
ings by expanding the corporate alliances or by
cresting additional incentives for siates 1o operate
single-payer systems. Including the corporate alli-
ances and the state plans would also avoid meaning-
less changes in the fiscal totals that could anise if

several large firms terminated their corporate alli-
ances or il the Secretary of Health and Human
Services wes forced (o ta¥e over a state's system of
alliances.

The Congress bas several options available for
controlling the financial activities of the health
alliances. It could subject the alliances to the same
fiscal controls that govern the rest of the fedenl
government's activities, or set up a sepanste set of
controls for them, or both. Without a full account-
ing and some sort of control, however, the income
and outgo of the health alliances would escape the
scrutiny that is essential when the federal govern-
ment takes resources from individuals and busi-
nesses and uses them o meet a national objecuve

Public Perception

Sorae policymakers and citizens may wonder
whether including the health alliances in the federal
government’'s accounts defies common sense and
the public's perception of the nature of the new pro-
gmm. Why should the government's accounts show
trinsactions that, for most workers, are like those
that already occur in the private sector? The answer
is that the budgetary status of a federal acuwiry 1s
oot determuned by whether the private sector pro-
vides the same service. Very few federal programs
would be included in the budget if the critenon for
inclusion were that there be no comparable pnvate
spending. Many federal programs that appear in the
budget are largely an extension of prior practices un
the pnivate sector. For example, loans w0 businesses
and individuals, medlical rescarch, and public safery
programs we a few of the large oumber of federal
progiams that have displaced private spending to
some degree.

Many of those people who now have employ-
ment-based health insurance might be surprised at
first 10 be told that they had just become paruci-
pants in 8 major new federal program, since under
the new system they might be able 1o keep the same
health plans that they now have and might enjoy
much the same benefits. Currently, employers (or
unions) make payments to insurance camers that
reflect both the employers’ contributions and the
employees’ premuums (if any), which are deducted
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from the workers' paychbecks. In the new system,
szployers would make the same sorts of payments,
but they would make them to an alliance, which
would then transfer funds ©o the health plans that
the workers had chosen.

What would differ is that federal law rather than
the employer would determine the benefits and
premiums. Moreover, the transaction would Bo
looger be voluntary. The employer could pot drop
or change the terms of the health insurance benefit
Similarly, employees could not opt out of their
employment-based plas, as some do pow because
they do not want to pay their share of the premium
or because they are covered under a spouse's policy.

Those people ‘who wese receiving employment.
based heaith insurance for the first time would
initially be more accepting of the notion that they
had become panicipants in a government program.
Their employers, who would suddenly find them-
selves required to make paymeats for their employ-
ees’ health insurance, would undoubtedly feel the
same way. Many nonworking and self-employed
individuals with adequate incomes who currently
choose 10 remain uninsured would probably con-
clude that they were pan of a government program
s well.

Why Should the Health
Alliances Be Shown
Separately?

Although CBO’s analysis has concluded that the
health alliances would be more like federal agencics
than like state or privawe entities, it bas also found
that the Administration's proposal would be unique
in its form, size, scope, and complexity. In addi.
tion, the funds earmarked for the health alliances are
pot intended to be used for any other federal pro-
gram.  These features of the proposal argue for
showing its transactions separaiely in the feders!
government’s accounts rather than mixing them with
other federal activities.

The institutions and responsibilities that the
Administration’s proposal would create would be

uplike those of any existing federal program. The
flows of premiums and spending into and out of the
alliances would Awarf the income and outgo of
Social Security, which is curently the largest fed-
eral program (see Table 2-5). The complexity of
the structure would be unprecedented, with regional
alliances, corporate alliances, and possibly sute
tingle-payer plans interacting with each other and
with numerous private bealth plans, Medicare, Med-
icaid, the Veterans Affairs and Indian bealth sys-
tems, the Defense Department's health plans for
military dependents, and the federnl subsidy system
A separate budgetary accounting would make clear
the size of the program and its effect on federal
receipts and outlays.

Like Social Security, which is treated as off-
budget but inciuded in the federal government's
consolidated accounts, the Adminisgration’s health
proposal would be financed from earmarked reve.
nues, except for the subsidies and other explicit pay -
ments from the U.S. Treasury and the suies.  Sep-
regating the finances of the alliances from other
foderal programs would reflect the earmarked narure
of the premiums and highlight the addiuonal subsi-
dies required.

Several practical considerations consutute fur-
ther grounds for segregating the finances of the
bealth alliances. Unlike the funds of almost all
other federa) programs, those of the alliances would
not flow through the U.S. Treasury. At least -
tally, then, their financial data-parucularly the
reports from the corporate alliances—are likely 1o be
of poorer quality thao those of programs currents
in the budget. The Coal Industry Reuree Health
Beoefit Program illustrstes this point: despite its
being in the budget, its funds do not pass through
the Treasury, and problems with daw collecuon
bave thus far prevented its inclusion in the MoniAh
Treasury Statement of Receipts and Outlays of the
United Siates Governmens. -

Table 3-1 illustrates the budgetary display that
CBO suggests for the Administration's proposal
Federal outlays for premium and cost-shanng sub-
sidies, Medicare, and Medicaid, and federal receipts
from income and excise taxes (see Table 2-2) would
be shown on-budget. Changes in Social Secunty
benefits and payroll taxes would be shown off-
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budget. The pe* ~utlays and nonfederal receipts of
the bealth allian  (sec Tadle 2-5) would be shown
in a new off-buaget catagory, the way Social Secu-
rity is shown today, and included in the federal gov-
erument’s consolidated totals. Because the bealth
alliances are expected to balance their income and
outgo, including them in the totals would have nq

Table 3-1.

Suggested Budgetary Display of the
Administration’'s Health Proposal,
Fbg.l Year 2004 (in billions of dollars)

Surpius or
Outisys Receipts  Defica ()

C30 Baseline
On-Budpet 2.007 1.503 503
ON-Bucge!
Socal Security 412 880 138
Postal Sernce .0 ) 9
Consolisated
Total 2419 2,054 385
Eftect of the Proposa!
On-Budget 82 “ 7
ON-Budget
Soaal Security 2 ] 8
Postal Service 0 0 0
Health allances’ 13 -1k 0
Consohdated
Tolal 568 868 b
Baseline with the Proposal
On-Budpet 2.088 1.548 410
ON-Budget
Social Security 414 148

[ ]
Postal Service 0 0 0
Health akances* 313 3] =0
Consolidated
Total 2988 260 388

SOURCE: Congressional Budget Ofos.

6 Recsipis o e heah alentes wauld COMPAse Pramiums
from employers and households and paymenis by staw
. Fadersl Yersacsons with the hashh aliences

govermments
woukl be realed 83 Intrsgovernmmenta) oulisys.
b.  Lsss than $300 milion

significant effect on the deficit  But the alliances’
payments to bealth plans would swell federal out-
lays, snd mandatory payments of bealth insurance
pretojums by firms and individuals would add to
federal receipts.

Maintining a separate accounting for the health
alliances would not stand in the way of obtauning 3
complete picture of the impact of the federal sector
oo the economy. The consolidated totals would
reveal “the full scope of the programs and transac-
tions that are within the federal sector and not sub-
ject 1o the economic disciplines of the markerplace.’
as the President's Commission oo Budget Concepus
recommended, and would allow policymakers and
the public to evaluate the Administranon’s proposal
in a comprehensive fashion. But keeping the health
alliances separate would make clearer the many
complex interactions among the proposal’s compo-
nents and would recognize and sccommodate the
proposal’s unique aspects, which prevent 1t from
fiing peatly into any existing budgewary pigeon-
bole.

Conclusion

Two aspects of the Administrauon’s health proposa’
have made its budgetary treatment paruculasly
conteatious. First, the proposal 1s innovaure and
complex, and existing budgetary concepts and pre.
cedents are less belpful than usual Second. the
proposal does vot spell out the requirements for fi-
pancial reporting by the federal govemment or the
fiscal rules controlling the sysiem of regional and
corporate bealth alliances.

For these reasons, the Congress will want 10
consider carefully the budgetary presenuauon and
coatrol of the health alliances in its dehiberauons on
the Administration's proposal.  If the Congress de-
cided to include the income and outgo of the alli-
ances in the federal government's accounts, it could
facilitate their recording and conmol by rrquuinng
them to flow through the Treasury. In any event,
the Congress should require the federal government
to provide regular financial reports on the health
alliances and should bring the alliances under some
form of fiscal discipline to ensure that emsung
budgetary rules are not circumvented.
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Chapter Four

Economic Effects of the Proposal

ny fundamental reform of the bealth care
system could have profound effocts on the
structure of the U.S. economy, and the

Administration’s proposal is no exception. |

Supporters of the Administration's approach
argue that it would improve the efficiency of labor
markets by reducing insursnce-related job lock and
the work disincentives Modicaid beaeficiaries face.
‘They claim that it would also improve the allocation
of resources ia the economy by increasing the effi-
ciency of the bealth sector and strengthen the com-
petitive position of U.S. producers, particularly
those with large health burdens for retired workers.
Critcs of the proposal have argued that it would
raise business costs, devastate small enterprises, put
some low-wage workers out of their jobs, encourage
many workers to leave the labor force, and ad-
versely affect the competitive position of U.S. in.
dustry.

This chapter examines the probable impact of
the Administration’s proposal 00 important aspects
of the economy~business costs, ermployment, labor
markets, and intermational competitiveness. The
complexity of the proposal and of the current U.S.
health insurance system makes analyzing these
topics especially difficult, and few conclusions can
be reached with great precision.

Several cooclusions can, however, be drawn
with relstive coafidence. Fingt, the proposal would
increase the cath wages of U.S. workers (see Chap-
ter 2). Second, the proposal would without doubt
involve s substantial redistribution of costs within
the economy, and thus would have important conse-
quences for individual workers and firms. Third,
some low-wage workers would lose their jobs be-

cause their employers would have to pay for insur-
ance, but this group is likely w be quite small;
some others may gais jobs in community-based care
for the disabled. Finally, more workers would
voluntarily leave employment in respoase (o new
incentives created by the proposal, and some
workers would enter employment for this reason.

Although the complexity of the proposal makes
quantitative inferences imprecise, the Congressional
Budget Office estimates that the plan might reduce
the number of people in the labor force by one-
quarter of a perceat to 1 percent. though it would
alter the unemployment rate litde. Perhaps more
important than its effect on the overall labor supply,
the proposal is likely to affect the current patern of
where people work.

The Administration's proposal would affect
labor markets both by eliminating or reducing exust-
ing distortions in these markets and by inoducing
pew ooes. Among the distortions that would be
reduced are the tendency of the cument system 1o
Jock people into certain jobs or into welfare because
they fear the Joss of insurance. It would also end
e advantages big firms have in purchasing health
ipsurance. These are important gains. But the
proposal would also introduce some distortions of
its own: It would encoursge early retirement: it
would in some cases reduce the sttraction of having
more than one adult in each family work; it would
increase the cost of hiring most minimum-wage
workers; and it would encourage the grouping of
workers in firms on income lines that may not be
efficient.

On balance, the pew distortions in the labor
markets could ourweigh the ones eliminated; should
that happen, the productive potential of the econ-



$2 AN ANALYSIS OF THE ADMINISTRATION'S HEALTH PROPOSAL

February 1994

omy would go down. and fewer people would be
togyged in market . vities “at produce income.
But the potential loss of mark. . income would over-
state any Joss to the economy. People who leave
work would be doing so from choice and would be
sble to do things they could not do while working.
Although the value of this leisure is certainly not
12790, it is noOt counted in gross domestic product.

A full accounting of the proposal’s effect on the
economy would have o include its possible impact
ou the efficiency of the health care system. Few
analysts doubt that the current health care system
wasies resources (see Box 4-1). The proposal hopes
W reduce many of these inefficiencies. The Admin-

2

.ration aims to cut administrative costs, foster the
growth of bealth maintenance organizations and
other types of plans that might be able to reduce
costs below those of fee-for-service providers, and
make it easier for consumers to pick more cost-
effective bealth plans. For the most part, this repont
does pot address these questions of the efficiency of
the bealth sector.

Finally, any proposal o reform the current
health care system would introduce its own distor-
tions while eliminating others. Evaluation of the
Administration's proposal ghould, therefore, be
based on bow its costs and benefits compare with
those of the alternatives—~including current policy

For many economists and policymakers, the large
proportion of pational income going 10 the bealth
sector—some 14 percent of gross domestic product in
1993-is cause for considersble concern. Behind this
concern is a belief that bealth care markets as cur-
reptly structured are not efficient and are prooe
e ive and sary spending.! A successful
restoructuring of the bealth care sysiem would correct
some of these inefficiencies.

Severa) factors now hinder the efficient open-
tion of the bealth sector. First, consumers lack key
information about the quality and price of medical
services. Treatnent costs are difficult to obiain in
advance, and coroparison shopping can be costly and
impractical for sick people. Patienu delegate s
considerable amount of decisioamaking to their
doctors, who are trained to provide the best possible
care rather than the most cost-efTective care.

Second, the widespread prevalence of health
insuruce (sod cider third-party payers) insulates
consumers from the full cost of medical care when
they are sick.  Moreover, bealih insurance is tax
deductible when employers offer it as a fringe bene-
fit, which reduces the incentive for workers to select
Jess expensive policies. Because employers pick up

3. Cosgresvonal Budgst Office. Ecamomuc /mplicanons of
Ruymg Healrh Care Cors (Ocwber 1992).

Box 4-1.
Inefficiencies in the Current Health Care System

most of the bill, most employees have Lirle sdea how
souch their insurance truly costs.

Because of these shortcomings, health care mas.
kets are pot truly competitive. Providers genera!s
do pot compete as aggressively over pnce as an
other sectors of the ecooorny. lasiead. their compe-
titon focuses oa the poaprice aspects of medical
care. For exampie, bospitals oy to arract pauen
by offering the best and latest medical technologies
or the most comfortable surroundings—not the loweai
price. Al the same time, consumers lack sufficier:
bargaining clout to offset the tendency of the syaier
to spead wWo much. The paymeot system 1 e
tively fragmented, and providers are sble to sh!
costs from large organized payers (like governmen:
to privale payers with little countervailing power

Perhaps tost important, wechnological change 1
very rapid io the bealth care sactor, but market ¢on
staints that might ensure that pew technologies are
used in cost-efficient ways may not operate eflc.
tvely. As long as bealth insurance pays for new
wchoologies, the private sector is encoursged 1o
develop any innovabion, regardless of cost that i
likely w improve the quality of care. Other coun.
tries strictly coatrol the supply of new technology to
the bealth sector. But there is po effectve mecha.
pism in the current U.S. systern—peither a marke:
vor a government regulatory plan—to ensure that the
costs of new technologies will be kept in line with
their benefits.
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BCONOMIC EFFECTS OF THE PROPOSAL S3

Key Aspects of the Proposal
That Would Affect the

Economy

The Adeministration’'s proposal cootains literally
bundrads of provisions that would make fundamen-
wl changes 10 the delivery and financing of the
wanon's bealth care. Nevertheless, the most impor-
o scomomic effects can be traced 0 just a few
fesnures

Universal Coverage

The Admunistrabon's proposal would eatitle all citi-
sens and certain other people residing in the United
Swms w o standard peckage of health insurance
benefits. Unlike the current sysiem, benefits would
a0 jonger depead on whether or where & person
worked

Community Rating

lasursace premiums could pot vary with age or
health starus. The pew system would therefore in-
corporsis the cost and spread the burden for people
who presest the greatest health risks.

Controls on Health
Insurance Premiums

Thwe Administration’s proposal would Limit the
growth of heaith spending by fostering competition
and capping premium Costs.

Employers’ Responsiblilities

Employers would be required to pay a significant
share of the health insurance premiums for virtually
all of therr ermployees. Health benefits would no
jonger be a flexible component of employee com-
pensanon but rather would become an inflexible
jevy on employing workers.

Subsidies to Employers

A firm in a regiooal allisnce would ot have to pay
more than 7.9 percent of its wage and salary payroll
for its share of bealth insurance; instead, the govern.
ment would pay for premiums for the standard in-
sursnce package above that amount Lower limuts
would apply to firms with 75 or fewer employees
and Jow average wages,

Subsidies to Early Retirees

The government would subsidize the average pre-
mium for early retirees. This would reduce the
incentive to coatinue to work, thus changing the
size of the work force.

The Effects on Health
Spending by Business

The Administration’s proposal would mainwun the
central role of employers in financing health care in
the United States, but would significanty aller the
distribution of costs among businesses and workers
Afier 1996, the proposal would most likely reduce
the total spending of business on health care. Of
course, businesses would be asked to pay directly
for insurance for those workers who are cumrently
uninsured, and the Administration’s proposed insur-
ance package is more generous than many firms
currently offer. Employers who formed corporaie
alliances would pay an additional 1 percent payvoll
tax. But although these factors would tend 1o in:
crease businesses' costs, they would be more than
offset afier 1996 by the limits on premium growth
and the subsidies from the government.

Big Cost Reductions
Overall for Business

When all these factors are taken into account, the
total cost that all businesses together would pay for
bealth insurance for active workers would be about
$20 billion less in the year 2000 if the proposal
were implemented than if the current system were
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o contisue unchenged.! The estimated reduction in
the cost for active workers from the proposal would
be even larger in subsequent years, reaching slightly
above $90 billion in 2004,

Businesses would also beoefit from a large
reduction in costs for workers taking early retire-
ment This reduction would amount to more than
$15 billion in the year 2004, and more thereafier.

Diverse Effects Among
Individual Firms

Even though the plan would quite dramatically re-
duce the overall cost of bealth insurance for busi-
ness, it would have widely differing effects oa indi-
vidua! firms and industries, in some cases causing
costs to rise and in otbers reducing them. Three
factors account for most of the diverxity.

Requiring Al Employers to Pay. The requirement
on all employers to contribute would raise spending
by firms that do not currently offer insurance—or

small-in 1989, over 94 percent of firms with 25 or
more employees offered health insurance, bat only
39 peteent of firns with fewer than 25 employees
did s0.?

Community Rating. Currently, the cost of bealth
insurance varies tremendously amoog firms, depend-
ing on the size of the firm and the age and health
status of its workers. Under the Administration's
proposal, insurance premiums would be community
rated, which would greatly reduce this variation in

2. Coagressioaal Budget Office, Riring Heslih Care Corsz: Comtes.
lmplicanons, and Srrasagies (Agrll 199)).

older and sicker workers and those in risky jobs.
Purther, community rating would beoefit smaller
firms that typically pay much higher premiums than
larger firms. This leveling of costs could benefit all
small businesses—not just those that provide insur-
ance today. With access to more affordable insur-
ance, small businesses would be better able to at-
tract workers who now demand health insurance as
a condition of employment.

Estimating the effect of these two factors--com-
munity rating and requiring all firms to pay--on
various industries is beyond the scope of this study.
but estimates prepared by Henry Aaron and Bam
Bosworth at the Brookings Iostitution provide a
rough guide (see Table 4-1).> These calculations do
Dot capture some key aspects of the Adrnimnstra-
ticn's proposal. For example, they do not include
the effects of subsidies to firms, nor do they allow
for varistions in the premiums among regional alli-
ances that would occur under the proposal. Most
important, they do not include the cost savings that
coatrols on premiums would bring about.

Nevertheless, Asron and Bosworth's esumates
suggest that community rating and requnng firms
to pay would cause an enormous redistribution of
resources among workers in different industmes The
redistribution would be even greater among subsec-
tors of industries and individual firms not shown in
the table. For example, Aaron and Boswonh's de-
tailed estimates suggest that these two factors would
decrease the annual cost of health insurance by
almost $6,000 per worker in the coal mining indus-
try—but increase it by $1,300 in the rewail secior.

These redistributions are not unique to the Ad-
ministration's proposal. Most proposals to reform
the nation's bealth care sysiem involve some com-
miunity rating, and some also require all empioyers
to pay. Those proposals would also redismbute
large amounts of resources among fums and
‘workers.

Subsidies to Firms. The subsidies to employers in
the Administration's proposal would also affect how

3. The premuusns under comzmuaity raag in Tebia 4-1 are sex wdeon-
sl amoug wdustes beisus each whuwy payy o dfTernr
amount for retrees
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Table 4-1.

Efects of Community Rating and Requiring Firms to Pay
on the MHesith insursnce Costs of Private Employers, by industry, 1982

e BOPYR! CONITYATION for Heghth inaurance

Ot with
Community
and
Al Firmae
—T COSt Paying Diffgrence
Dollars Peanveniage (Ootars Doilars Percenuage

industry per Worker ol Wages por worker)**  pet Worker*® of Wages
Agricuiture, Forestries, and Flshing 304 25 2,041 1,647 103
Mining 4,776 114 3,048 1,728 -1
Comtruction 1872 54 2,31 800 27
Manulacturing 3408 107 2418 -1,080 3.2

Durubie goods 3,801 112 2.452 1,349 -4 0

Nondursbie goods 3,017 100 2087 49 2.2
Tranaportation 2.2 74 2412 191 06
Communications 872 156 3.070 -3,502 43
Electric, Gas, and Sanitary Services 4,871 113 2,804 2,087 - 8
Wholssale Trade 2,428 74 2117 249 07
Retail Trade 788 4y 2,090 1,303 78
Finance, insurance, and Res! Estate 2123 89 2,190 6’ 02
Services 1,480 55 2.1 697 26
Private Houssholds 0 0 2,041 , 2041 165
Al industries 2,017 72 223 238 o8

SOURCE: Congressionsl Bucsiget OMce based on Heny AMon 4t Barry Boalworth, “EonOmi 6sues in e Retorm of Hea™ Caw
Financing, Srookings Papers on Economic AV (forthoorning).
o Based on Al-me-equiveient workers.

b, Noludet & 13 pEroent INCrEass IN AVENEgE GOSE 1D COVEY UNINGUET WOTke/S AN ASBUMES UNNOM COSKW K RONFEDISed (COMMUnty
rasng). Does not reAect the eflechs of 1he SO8t CONDOIs In he Asminisraton's propoes). Melree NNt COBI S000UN 1 e vanador

SMong INdusiries.

insurance costs are distributed among companies.
Other things being equal, firms with Jow wages
would be more likely 10 be subsidized. Many small
firms would also face lower caps (and receive larger

Who Bears the Burden of
Health Spending by Business?

subsidies per person) than large finns, Finally,
firms located in regions of the country with high
medical costt might receive higher subsidies be-
cause their premiums would be higher. Yet some
regions with high medical costs also pay higher
wages, 3o it is difficult to infer the regional impact
of the Administration’s proposal without more infor-
mation about how the boundaries of the slliances
would be drawn.

Although businrsses initially pay » large porion of
the bill for bealth insurance, people ultimately bear
these costs. Workers may pay them in the form of
lover wages, consumers in the form of higher
prices, and shareholders through lower rerums on
their investrnents.  But for the most part. the
nation's workers shoulder the cost of employers'
premiumns for health insurance.  Thus, the sigrufi-
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cant savings that the Administation's proposal
would produce compared with ci. .ot policy would
be largely passed oo to workers in the form of
higher wages.

Why Workers Pay for Health Costs

The primary reason that workers as a group bear the
cost of employers’ bealth premiums-—and would re-
alize the savings under the Administration’s pro-
posal--is that the supply of labor is relatively insen-
sitive 10 changes in take-home wages. Recent em-
pirical studies suggest that the total hours supplied
by U.S. workers would decline only 0.1 percent 1o
0.2 percent for each 1 percent reduction in their
take-home wage.! Because most workers continue
0 work even if their take-home pay declines, busi-
nesses have lite troudble shifting most of the cost of
bealth insurance 10 workers' real wages. Similarly,
workers gain the lion's share of any reductions in
employers’ health costs.

Two recent studies of mandated bepefits mirror
this view.’ In one study, firms shifted 85 percent of
the cost of mandated "workers' compensation” acci-
dent insurance to workers in the form of lower real
wages; another study found that virually all of the
cost of federa]l and state mandates for childdbirth
coverage was passed into lower real wages.*

Of course, because labor supply is not com-
pletely insensitive to changes in wage rales, share-

4. Congresnscsal Buiges Offies, "Tares snd Labor Supply.’ CBO
Memorsedum (forteswmung). Mark Kilhagyworh, Lober Supply
(Cambnige, Eaglond Comividge Usiversary Prom, 190)). snd
James Hockman, "Wt Hat Baso Leersed About Labor Supply s
e Past Tounry Yoans? Americn Loomewmic Review, vol 1),
0. 2 (May 1995), pp. 116121,

S Josathas Oruber sod Alas B. Krweger, “The Macidesce of Mas-
dored Employer-Provided lasuraace: Lasaons from Workers' Com-
peaiabos laswreece.” Tahhq-uhlm(l”l)nd
Jonathan Oreber. "The lacideacs of Masdaied
Amercan £ Reverw (fordoomssy)

6  Lawresx H. Summen, “Some Simpic Ecovomics of Mandated
Beoefits,” Amencan Economic Revirw, vol. 719, no. 2 (May 1989).
. 177-18). The Admissswradon’s proposal would prodably have
o smaller sffoct o el wages—and & largw effect cu empioy-
mei-thas umpbed by thess sudies.  Ualike & pure employsr

daie, the Adminstrsnes’s proposal would setie sveryoee ©
insuraoce whether By worked or ect sed would finaace the pro-
posal through & compulsory peymest

82-541 0 - 94 - 5

bolders would bear some of the changes in bealth
insurance costs in the short run. But they would
probably bear virmually none of these costs in the
loog run. The United Siates operates in a world
economy and, if businesses attempted to shift such
costs to capital, sharcholders would move their in-
vestments 10 other countries that offered them
higher returns.

Shareholders, however, would benefit from
reductions in the cost of retirees’ health insurance
The Administration's proposal would reduce costs
for companies that cwrently have large reuree
bealth obligations. The government would take
over & significant portion of companies’ responsibil-
ity for health insurance for early retirees and drugs
for older retirces. The companies’ workers and
their unions would probably fight for s poruon of
that windfall, and the gain would therefore be sphit
among shareholders, workers, and retirees.

How Savings Might Be Distributed

Although the wages of workers (as a group) would
increase to reflect reductions in the cost of heaith
insurance for current employees under the Admini-
stration's proposal, the benefits would not be spread
evenly among individual workers for at least two
reasons.” First, by evening out the costs of insur-
ance, community rating would raise the costs of
employing some individuals relative to cumrent
policy, but reduce them for others. Second. indinid-
ual fimas could respond differenuy to these changes
in costs. Some might change the nominal wages of
their workers; others might adjust their pnces

Fot the economy as a whole, lower pnces for
some products \vonld largely be offset by higher
prices for others.' But because individuals purchase

7.  Heary Asrce sad Barry Bosworth, “Ecowomsc Lisuss wn ve Re
form of Heahth Carv Fussacing.” Breokings Papers en Ecomom,:
Acwvwry ({orhooming).

S Decause the Admunistranon’s proposs) would cavse the labor (once
and output of the sconomy © fall shgily, the overal) pnae eve!
could e some whal 1 e Joog rus CORPArSd WA CWTeAL policy
The effect o8 output ad pnces would be somewhat larger 1o e
ohort rum because firms that would face cOst WBCTEASES tught OOt
e abit © reduce U sominal wages of ey worken Over ome
Bese firm would be adie 10 briog momuas) wages Bk w Lne by
nmply st ey workars for geserd wianop
Fisally, this discuisios excludes ady pocsablie scooms by e Fed-
ol Reserve
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differeat bundles of goods and services, individual
workers and consumers could experience signifi-
cantly different effects.

In some respects, the Administration’s proposal
would reduce the likelihood that firms with cost
increases would raise prices. Community rating
virtually assures that competing firms would face
very different changes in their insurance costs. Ub-
less most competitors in an industry faced similar
changes in their costs, it would be difficult for any
single firm o ruise its prices much without losing
market ghare.

What Would Happen to
the Labor Force and
Unemployment?

The Administration’s bealth proposal would sharply
change the werms of the employment bargain for
many workers, reducing some distortions implicit in
the curreat system and imposing others. Ovenll,
the proposal would probably impose greater em-
ployment-related distortions than it removed. The
supply of labor would probably fall slightly, some-
what reducing the productive capacity of the econ-
omy, but unemployment would be little changed.

In summary, the proposal would:

o Encoursge workers nearing retirement age 1o
retire early, by subsidizing their health insurance
in early retirement;

o Reduce the value of working for people who
receive insurance through their spouses and
currently work at fimis without insurance;

o Reduce the current incentive for recipients of
Aid to Families with Dependent Children to
remain oo the welfare rolls and out of work in
order to maintain their Medicaid benefits; and

0 Raise the cost of hiring some adult workers who
cam close to the minimum wage, thus slightly
reducing their employment.

These direct effect: of the plan-which would
result oo balance in & reduction in labor supply~—
would in turn produce a partially offsetting change.
Competition among employers for the reduced labor
supply would slightly raise real wage rates. But the
effect of & rise in wages would not completely
offset the direct effects of the proposal.

Increase Early Retirement

Three features of the Administration's proposal
would create sigaificant incentives for workers
between 55 and 64 years old to take early reure-
meat.  Firsy, because the proposal would guarantes
universal coverage and premiums would pot vary
with health ur employment suatus, carly reurees
need not fear becoming uninsured. Thus, older
peopl: would o longer bave to work simply be-
cause they peed access to affordable health insur-
ance. Most analysts would regard this as a clear
irnprovement over the current situation, even though
it would reduce the supply of labor.

Second, the proposa) goes further and would
subsidize health insurance for retired people be-
tween the ages of 55 and 64. However, people in
this age group who worked full-ime (or whose
spouses worked full time) would not receive ths
benefit. The subsidies would sharply reduce cosius
for those firms that currently offer health insurance
to early retirees, and might induce them to sweeten
the other components of their retirement package.*
Aside from any consideration of fairness, thus provi-
sion would clearly reduce the incentive 1o work.

Finally, community rating among age groups
means that early retirees would face premuums that.
even before considering subsidies, would be no
higher than those paid by younger people. Because
older people currently pay much higher premiums
than young people, community rating would signifi-
cantly reduce the savings that workers would need
to accumulate for retirement, and some mught find
they could retire earlier.

9 Roughly half of the savings for these firms 1 1998 through 2000
would be recaptured by e goveramest The propoia uciudes
80 provisoas 10 recapaure saviags from firss afwr 2000
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The Administration estimates that the bealth
proposal could increase the number of retired
workers ages S5 to 64 by 350,000 to 600,000
CBO's analysis also suggests effects in about this
range, although probably closer 1o the upper end or
slightly above. These estimates are roughly consis-
tent with the resuls of a recent study by Brigine
Madrian of Harvard University.'?

Impose an Implicit Levy on Work

The Administration's proposal would bring about a
major change in the nature of health care costs: for
many workers, the cost would operate like a pew
levy on work. However, most people's decisions
about whether to work or not are not particularly
sensitive to changes in their take-home wages or
salaries. Consequently, the effect of the proposal on
the total labor force would be relatively small and
limited largely to second workers in households in
which one person already works.

The proposal would create an implicit levy on
work because it would make health coverage uni-
versal without charging many nonworkers for the
full cost of their insurance. In other words, cover-
age under the proposal would not depend on
whether one worked and paid the premium or
stayed at home and, often, paid much less. The pre-
mium would simply reduce take-home pay without,
from the point of view of the individual worker,

buying anything.

By contrast, under the current system, em-
ployers provide health insurance to many of their

10. Drigine Madnan. Labor Mwta Pffects of Employment-Besed

Hoalth lamrance” (PBD dseraoce, Massachueets lastitume of
Techaoiogy. Cambridge. 1993), Chaptar 2. Odar sehes suggest
ich lsper responser. See Josathan Oruder mad Brgstie Madnan,
“Healtd | Availladility end e K O *
Wertoag Paper 6469 (N, ] Burwan of E Rossarch,
Cambndge, Mass., Sepwmsber 1993); and Miches!l Hwd sad
Kathloes McQarry, "The Ralaionalop B Job O»
md Reuremral,” Waerkiag Paper 4558 (Nooosal Bwess of Boo-
somx Rosaarch, Cambndge, Mass. Decemsber 1993). Akhough
one wudy fousd that retrves’ bealh wsurance had bitle effext oo
renrement, those A canoct be appled 1 the Adreiaistrabon's
proposal; see Alse Oustmas sed Thomss Swiamnwr, “Paployer:
Provided Healh lasursoce sad Retiremest Bebavor.' Worting
Paper 4307 (N } Bureay of E R b Cambndge.
Mads., March 1993).

workers as part of an implicit or explicit bargain,
which ensures that the cost of health insurance does
nct stray too far from what most workers feel it is
worth."  Thus, health insurance is a component of
compensation that substitutes for cash wages and,
therefore, bas little effect on an individual's deci-
sions about whether and how much to work.

That bargain is not perfect for several reasons
Most important, some married people who work in
firms that offer bealth insurance are or could be
covered under a spouse’s policy.'? For these peo-
ple, the availability of health insurance at work is
worth lile. But many of these workers are not
compensated in other ways for the insurance they
do not use."” This situation distorts decisions about
whether and where to work; it also partly explains
why some married women work in firms that do not
offer insurance.'

The Administration's proposal would extend this
distorting effect on decisions about work to even -
one. However, the proposal would also reduce pre-
miums for currently insured workers because all
workers would have w pay for insurance and be-
cause administrative costs are apt to be less--paruc-
ularly for small firms. On balance, the proposal
would probably impose a somewhat larger distoruon
on decisions about work than exists under the cur-

rent system,

11. Employsrpax balth issurance premiums e 8ot inciuded « o
worker's mrabie wcome for either WcOme W1 or payrol Ws ca
culsooss  Thit, bealth msuraoce benefits thal bave » lower vo ot
s 8 pres amount of casd wagw before Wased Way Bave s
higher vilus afer waies we scoousied for. The ssmewce: v U
mat refery 10 vorkan’ after-ax valusoos of meurasce beocfiu

12 Asother resscn that B empioYDent Bargaia is 80t parfact s U
some bealth care ¥ ovaladle © paople wrhoul wsurance
Workens who [y for insuraoce effactively subodise these °free

ders.

13. At o few s that offer *cnfesaris® plase, worken cao nbio
e wages or (uber bemefins for wansedad heallh marsace  Sum
bor sdjustroest) say Also cocwr ot ether firs, W R bard
know whether this phesomencs i wadespread. U such odjus
meols are wdispread, hes fewer people would be 18 e cawegon
doacribed 18 G sl

14. Parcia M Doasoe, "Masdated Esaploymest-Baged Heahd lnsus-
ot Lacxdesin sad Efficrency Effecns.” Wevknag Pager 60 (Ceruer
for the Study of the Ecooomy and the Stase, Univervary of Qhucsgo

Chacago. W1, Apnl 1990)
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Would everyone recognite that the proposal in:-
posed a distortion? Perbaps not.  Some workers
may not recognize the implicit trade-off in the cur-
rent system between employer-paid health insurance
benefits and cash wages.” For these workers, the
Administration's proposal would not appear to rep-
resent such a fundamental change in the employ-
ment bargein.

Although the proposal would reduce the incen-
tive to work for many workers, the vast majority
would pevertheless remain in the labor market be-
cause they need wage and salary income to support
themselves or their families. But some people~
especially those whose spouse is employed--have
more flexibility in their decision 10 work. These so-
called "secondary” workers are more responsive to
changes in work incentives because they can rely on
their spouse's income. The Administration’s pro-
posal would thus reduce the participation of sec-
ondary workers in the labor force.

Encourage Medicald Beneflciaries
to Enter the Labor Force

The Administration’s proposal would reduce the
current inceative for AFDC beoeficiaries to remain
on welfare. Under current rules, when a welfare
beneficiary goes to work and earns income above
cerain thresholds, the beneficiary may lose both
eligibility for cash assistance and Medicaid cover-
age.'* Because such workers may not find employ-
ment at & firm that offers insurance, they may lose
access o affordable health benefits if they work.

The Administration’s proposal, by cootrast,
would make coverage unjversal. Thus, welfare
beneficiaries would pot risk losing coverage if they
worked. Note, however, that these workers would
pot receive free insurance when they went to work.
Like all other workers, they would ultimately pay

15. Aarce sad Basworth, "Bcomomic Lisues in the Reforts of Kealth
Care Fasancang *

16. Differsst tSwreabolds spply for AFDC elipitslity and Medicasd
oligitility. Medicaid soverage may bt maintaned for & weannoe
ponod of wp 1© 12 months afr sartiag work.

for the eroployers’ share of insurance through lower
cash wages. Thus, the net incentive for welfare re-
cipients w0 work would be less than it may at first

sppear.

Still, the proposal would subsidize health insur-
ance ai many firms, and workers at such firms
would have w pay, at most, 7.9 percent of their
wages for insurance (and less if the firm is small
and has a predominanty low-wage work force).
Premiums at unsubsidized firms could, however,
absorb a substantial fracton of these workers’
wages; few welfare recipicnts would probably seek
jobs in the unsubsidized sector.

These workers could also receive some subsi-
dies for the family share. If the worker conunued
to receive AFDC assistance, he or she would pay
nothing. Workers who were no longer enrolled 1n
AFDC would also receive subsidies, although they
would be required to pay s portion of the farmuly
share.”” These subsidies would phase out gradually
as the worker's family income rose, reaching zero
when income was 150 percent of the poveny level
The phaseout of the subsjdy would impose an 1m-
plicit levy on additional hours of work.

Empirical studies show that Medicaid has re-
duced participation in the labor force.' But esu-
mating the effects of the Administration's proposal
is difficult because the available srudies canno:
casily be adapted o it. Nevertheless, the hiterarure
suggests that the proposal would noticeably increase
partcipation of AFDC recipients in the labor force

1. Whes o family 50 kooger recnived AFDC, the famuly woud axe
lose the mubndy for copaymest and supplemesiwy services for
e parent.  Supplemmentary sarvioss for chudres would e conos-
wed 0 o proseat

Asrcs Yelowia “The Medicaid Nowh, Labor Supply. and e
fare Parbcipatios Evadeoce from ELpbility Expeanoas” (Massa
lasmose of Tachoology, Camdndge. Sepuember 199);
Decker, “The Effect of Medicaxd 08 Parbcipstoe w te
Program. Evidesace from e lunal logoducuos of Med.. -
Univerety, New York. NY. 199)), Roben
Wolfe, “Tae Effect of the Modica:d Program
Parocipance aad Labor Supply.” The Revien of Eco
ond Saanuncs, vol 74, 0 4 (November 1992) pp 618
Aase E Wiakir, “The lacectve Effcu of Medicad oo
's Labor Supply.” The Journal of Human Resources vol
.90 3 (Sprag 1991). pp 308-337, Rebmcca M Blaak "The
Effect of Madical Nesd a0d Medicaid oo AFDC Pwocipscon”
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Redirect Employment of
Low-Wage Workers

The Administranon’s bealth proposal would affect
employment of Jow-wage workers in a variety of
ways. It would raise labor costs at uninsured firms
and would reduce the employment of some of their
low-wage, adult workers. But it would also reduce
labor costs at insured firms, which could tempt
some of them to employ more workers. At the
same time, the proposal would increase employment
of workers who provide services for the disabled
and could induce s shift toward teen and student
employment Op balance, the Administration’s pro-
posal would probably bave only s small effect on
low-wage employment.

Workers at Firms Without Insurance. The
Administration's proposal would reduce the employ-
ment of adult workers who are currently uninsured
and whose wages are close W the federally regu-
lated minimum wage. The requirement that firms
pay for insurance would raise the cost of employing
these workers, but because of the minimum wage
rules, employers would not be able to pass the in-
creased cost fully back to the workers by reducing
their cash wages. Thus, firms that could not absorb
these costs in profits or could not raise their prices
might resort to layoffs.

The amount of the cost increase for minimum-
wage workers would vary significantly from firm to
firm."* Firms subject 10 the premium caps, and thus
subsidized, would experience increases amounting to
berween 15 cents and 34 cents per hour—probably
not enough to have a senious impact on employ-
ment. The increases at unsubsidized firms would be
substantially larger, amounting to about $! per hour
(or close to 25 percent) for full-time workers choos-
ing individual policies in 1998 and almost $2 per
hour (nearly 45 percent) for workers choosing fam-
ily policies.”®

19. Feor informacios o8 iasurnece coverage of low.wage worken, s
Coagrwenoaal Budgu Office. “1a Purvart of Higher Wagw end
Eaploymest-Based Heakt L " CBOM dum (Fedry-
ay 199)3).

0. Using CBO’s promiven astumetes for 1998 aad sasumung & 37-bowr
wek for 52 wesks.
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Some firms would respond (o this cost increase
by ruising their prices; others might pass the wn-
crease on 1o other workers or shareholders. Some
firms would reduce employment, but the effect
would probably be relatively small. Past empincal
studies suggest that changes in the minirmum wage
affect employment only nodestly.' Moreover, the
sumbers of workers earning the minimum wage will
decline over time as market wages rise with general
inflation.

Workers at Insured Firms. Not all low.wage
workers would face increases in health costs Al
though most firms that employ minimum-wage
workers do not offer insurance to those workers.
sorne firms do, and these firms would most likels
see their costs go down. A firm that 1s subject to
the payroll cap would have to pay no more than
$700 to cover the insurance cost of a full-ume
minimum-wage worker-—considerably less if the firm
is sroall and employs mostly low-wage workers--and
this amount would be well below the cost of most
current bealth plans. Because small, unsubsidized
firns would benefit from commurury raung and
from a reduction in administrative costs. many of
thern would also see their'costs go down In firms
where costs could fall, employment of low-wage
workers could rise, though again not by much

Teenagers and Students. The Admunustravon’s
proposal does pot require employers 10 pay for
employees who are dependents and who are either
under age 18 or full-time students under age 24
Thus, the proposal would reduce the cost of tunng
these workers relative to adult muumum.wage
workers. This provision could induce s shift tow ard
employment of teens and students and away from
adult noostudent workers, although it 15 difficult 1o
estimate the maguitude of this effect.

21, Aflson Wellaguom, "Pfecu of the Munroum Wage oo Uw
Ewpioywnes: Suts of Youus As Updaw.” The Jouma of Mo
man Resowrces, vol. 26, 90 | (Wisur 1991). pp 7748 “New
Masimaan Wage Research. A Sympotium,” /adurmal end Lado’
Relanons Revew, vol 46, 00 | (Ocvober 1992). pp 3-84. Den¢
Card, Lawrency Kazz, and Alas Knweger. *As Evaluaooe of Re
ost Evidence on ¢ Employmest Effacu of Mummum anc
Submuninum Wages," Working Paper 4528 (Nanoeal Burcau of
Ecooomx Rescarch, Cambndge. Mast, Novernber 199)), Jane:
Cumne aod Bruce Falxk, *A Now o8 e New Marows W age
Rovsarch.” Workung Paper 4343 (N J Bureay of E
Rasearch. Cambridge, Mass.. Apnl 199))
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Personal Care Workers. The Administration's
proposal would also directly increase employment in
oue Jow-wage area—personal care and other in-home
workers. Although most aspects of it aimn to reduce
spending oo bealth care, the proposal would sub-
siantally increase funds for bome- and community-
based care, which would expand the employment of
both higher-paid and lower-paid workers in this
sector,

The proposal also could bring into the labor
force statistics—and into the gross domestc product
sccounts—an unknown number of family members
who currently provide uncompensated care for the
dissbied. Current rules do not permit these pegple
to be paid with government money, and thus they
are not counted in the labor force or in GDP. The
proposal would allow these people to be paid and
thus bririg them into both sets of statistics. The
recognition of the work effort of these family mem-
“ers would be important to the dissbled and their
.amilies. From the national point of view, however,
this would be largely s statistical change and would
not alter the true amount of economic activity.

What Would Happen to
the Structure of the
Labor Market?

The Administration’s bealth proposal would create
incentives for reorganizing the structure of produc-
tion. To start, these incentives would alter the oum-
ber of hours that people work, and particularly the
decisions of fums to hire fuli-time or part-time
workers. The proposal would also allow workers w
switch jobs without losing insurance, but it might
induce some reallocation of workers among firms in
an effort 10 receive greater government subsidies.

Hours of Work

The Administratioa's proposal would affect not only
the number of workers in the economy but also the
number of hours that they work. Specifically, the
proposal would encoursge a reduction in hours for
full-time workers in subsidized firms but an increase

in bours for full-time workers ai some unsubsidized
firms. The proposal would also encourage & reduc-
tion in the bours of most pan-time workers.

Subdidized Finns. Under the proposal, subsidized
firms would pay an implicit levy on the wages
earned by their employees from each additional
bour of work. At many subsidized firms, this levy
would equal 7.9 percent; at small firms with low
average wages, it could be as low as 3.5 percent.
The levy would apply w full-time and pan-tme
workers in the same way, and would be passed back
0 workers in the form of lower wages. This provi-
sion would create an incentive for both full-ume
and part-tine workers at subsidized firms to reduce
their hours of work.

Unsubsidized Firms. At unsubsidized firms. the
proposal would impose uo added cost on the wages
earned from sdditional hours of work by people
already working more than 30 hours per week
Thus, a1 unsubsidized firms that offer insurance
today, the proposal would have no sppreciable
effect oo bours worked by full-time employees. At
unsubsidized firms that do not offer insurance to-
day, however, there would be a new fixed cost of
hiring sdditional full-time workers, which would
cause firms (o use more overtime by thew exisung
workers.

Part-ime employees at unsubsidized fums
would face an implicit levy on hours because the
peoposal prorates premiums for these workers  For
an additional hour of work by employees working
berween 10 and 30 hours per week, unsubsidized
firms would generally have to pay one-thirueth of
the basic employer premium. This amount could be
large relative to the wages of some low-wage

workers.?

Workers with Very Short Hours. The proposal
might cause some firms 10 increase their use of em-
ployees who work fewer than 40 hours per month

2. The proposal wewld impost parscularty gt coss an pan-oine
worken wib jobs 18 more thas one wmeubsidiasd fum  For o
—pie, the Maed sTployer pr for & worker vho has
oo X-bouw-4-wesk Jobs e }) percemt more thas Uw empiover
premium for ¢ 40-howr worker with Jum oot Job  Thn sewacon
dom a0t e for worken 8 subtidized Arme because thry po »
Ared percestage of Gew salary Rgwdons of Bty Moun of wort
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becsuve peither nubsidized por unsubsidized firms
would be required '0 pay premiums for these work-
ers. The sumber of such workers would probably
be small, however, and they would primarily be
workers with low training and transportation costs.

Effect on ""Job Lock”

Some of the proposal’s provisions would reduce
problems created by the curreat employment-based
systemn of bealth insurance. Under the current sys-
tem, people may be reluctan: to leave the safety of a
large corporation 10 work in a small company or
start a small business because they fear losing their
health insurance. Because the proposal would es-
tablish universal coversge and prohibit restrictons
based on preexisting bealth couditions, this fear
would be lifted Workers could choose jobs that
gave them the most satisfaction and at which they
had the highest productivity, thus improving eco-
nomic efficiency.

The quantitative importance of job lock is un-
clear, however, Public opinion surveys suggest thal
10 percent to 30 percent of people feel locked into
their current jobs because of their fear of losing
health insurance.® But statistical srudies of the ex-
tent 10 which this fear actually reduces job mobiliry
have reached mixed conclusions.® Ovenl, the
weight of evidence suggests that job lock probably
hinders the operation of the labor market to some
degree, but the magnitude of the effect cannot be

reliably estimated.
Reallocation of Workers

Among Firms

The current system of employment-based health in-
surance influences the allocation of workers among

2). Bk Bekbolm, "Health Benefits Fousd 10 Dustr S omches 1 Jobs *
The New Tork Thues, Sopumber 36, 1991, p 1. Qinmopher
Cooms. “Loboer Lower.’ The Wall Srvevt Jowrnal. Jums 15, 199).

»AL

4. Dosgles Howz-Bana “Jeb-lock: As lmpedament ®© Labor
Mobility T Jereme Levy Economct Inrnasie of Bard Coliege Pud-
kic Poicy Brief. vol 10 (1993), Brigyme Madnaa. “Eapioyaxoi-
Based Hoald laswrsace asd Job Mobility: 1s There Pvideace of

firms. People who receive insurance coversge
through their spouses—or low-wage workers who
place & low value oo bealth insurasce relative w
their other needs—~have an incentive to work at firms
that do not offer bealth insurance but pay higher
wages instead. At the same ume, higher-wage
workers who do not have alternative access to insur-
ance typically work at firms that provide insurance
coverage.

The Administration's proposal would elimunate
the sllocation of labor based on workers' demand
for insurance. But the proposal would subsatute an
incentive for reallocating labor (so-called "sorung”)
based on wages: 0 take advanuage of the subsidies
to firms available under the proposal, low-wage
workers would migrate to fims with low average
wages, and high-wage workers would eventually
move to firms with high average wages. As with
many other issues discussed in this chapter, the pre-
cise effects of the proposal would vary among
workers and firms (see Box 4-2).

This sorting would occur because the subsidies
are based on the chanactenistics of furms, subsidies
based purely on individual or family charactensucs
would not have this effect, nor would a payroll ax
levied at uniform rates on all firms. Therefore,
these incentives for sorting are somewhat parucular
to the financing mechanism in the Admunistrauon’s
proposal. Of course, alternatve schemes for financ.
ing universal coverage could also introduce new
distoruons, though the precise effects would depend
oo the details of any alternative

The Inceative for Sorting A simple example il-
lustrates how workers could benefit by moving be-
tween fums that were subsidized and firms that
were unsubsidized. 1f an unsubsidized fum hured an
additional single, childless worker at an annual sal-
ary of $10,000, its payments to the regional allance

Job-Lock ™ Workiag Paper 4476 (Nasoss) Durwas of Ecosomic
Raltarch. Cambnidge. Mass . Sepurmber 199)), Jomataan Cruder
asd Bnpae Madnaa. “Limwd lasursoce Porutnlity and Job Mo
WUty The Effecus of Publc Policy oe jobLock.” Workiag Paper
- (N J Bursay of E Resaarch Cambndge. Mass .

Sepumber 199))

215 Lows Shewer, Mandaws witd Subticies EMciency sad Dien.
Wwoossl Consequesces” (Feders! Reserve Bowrd, Jasuay 1994
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Pervonal Care Workers. The Administration's
proposal would also directly increase employment in
ooe low-wage arca—persooal care and other in-bome
workers. Although most aspects of it aim to reduce
speading oo bealth care, the proposal would wb-
stantially increase funds for bome- and commuaity-
based care, which would expend the employment of
both higher-paid and lower-paid workers i this
sector.

The proposal also could bring into the labor
force statistics—-and into the gross domestic product
accounts--an unknown number of family merobers
who currently provide uncompensated care for the
disabled. Current rules do not permit these people
10 be paid with government money, apd thus Jthey
are not counted in the labor force or in GDP. The
proposal would allow these poople to be paid and
thus bring them into both sets of swatistics, The
recoguition of the work effont of these family rmoem-
“ers would be important to the disabled and their
.amilies. From the national point of view, however,
this would be largely a statistical change and would
not alter the true amount of economic activity,

What Would Happen to
the Structure of the
Labor Market?

The Administration’s bealth proposal would create
incentives for reorganizing the structure of produc-
ton. To start, these incentives would alter the pum-
ber of hours that people work, and particulurly the
decisions of firms to bire full-time or pan-time
workers. The proposal would also allow workens to
swikch jobs without losing insurance, but it might
induce some reallocation of workers amoog fims in
an effort 10 receive greater government subsidies.

Hours of Work

The Administration's proposal would affect not only
the number of workers in the economy but also the
pumber of hours that they work. Specifically, the
proposal would encourage a reduction in hours for
full-time workers in subsidized firms but an increase

in hours for full-rime workers al some unsubsidized
firms. The proposal would also excoung € a rduc.
ton in the bours of most part-time wotkess.

Subsidized Firms. Under the proposal, subsidized
firms would pay an implicit levy on the wages
carned by their employees from each additiona
hour of work. At many subsidized firms. this levy
would equal 7.9 percent: at swmall firmg with Jow
aversge wages, it could be as low as 3.5 perent
The levy would apply to fullimme myd part-ume
workers in the same way, and would be pmised back
to workers in the form of lower wages. This provi-
sion would create an incentive for both full-ume
and pant-time workers at subsidized firms to reduce
their hours of work.

Unsubsidized Firms. At unsubsidized fims, the
proposal would impose po added <ost on the wages
earned from additional hours of work by people
already working more than 30 houn per week.
Thus, at unsubsidized firms that offyy insurance
today, the proposal would have no ppreciable
effect oo bours worked by full-ime employees. At
unsubsidized firms that dg not offer inswance to-
day, bowever, there would be 1 netw fixed cost of
hiring additional full-tine workern, whach would
cause firms to use more overtime by he it exisung
workers.

Part-time employees at unsubsibzed furms
would face an iroplicit levy on hours because the
proposal prorates premiurns for thete workers For
an additional hour of work by ermployees workung
between 10 and 30 hours per week. un subsidized
firms would generally have to pay on.thirueth of
the basic employer premium, This umoynst could be
large relative to the wages of torme low.wape
workers ®

Workers with Very Short Hours. The proposal
might cause some firms to increase they wie of em-
ployces who work fewer than 40 houn per month

. Tw proposal would impow pwreculardy ge e ea pan-ome
workan w1 Jobs 18 more has 0nd wmubirdiid fim  For -
amphe, he d smployw pr for  oother who has
two 20-Wour-¢-wenk obs wv )} percest more ham te empiover
promuun for 8 40-how worksr with jwt swr )b Thes messlon
dous a0t s for workens 14 sdsdized e hchsie iy po) o
faed percusiage of ey SAlary NEAUSSA of Wy Mowury of wrory
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would rise by $2,031 (CBO's estimate of the em-
ployer share of the premium in 1998). By contrast,
8 subsidized firm would bave to pay only $790 o
the alliance if it hired the worker, since subsidized
firms would pay only 7.9 perceat of payroll for in-
surance. If the worker bad the same value to both
firms, the subsidized firm could pay a substanually
higher annual salary—as much as $1,241 more—than
the unsubtidized firm.  This is a rather large differ-
ence; it would increase the worker's salary by more
than 12 percent.

The incentive would work in the opposite direc-
tion for higher-wage workers, though it might take a
long time to affect where people work. A tingle,
childless worker eaming an annual salagy of
$40,000 would have to give up $3,160 of his or her
salary for insurance io the subsidized firm (7.9 per-
cent of $40,000), and thus could save up to $1,129
each year by moving to an unsubsidized firm, where
the premium would not be based oo salary.

The size of the sorting incentive would vary
among both workers and firms. In the example
above, the incentive would obviously be amplified
for workers with annual salaries above $40,000 or
below $10,000. [n addition, small firms with very
low average wages would have capped rates as low
as 1.5 percent, which would further boost the incen-
tive for low-wage workers 10 work at these firms.
Last, the size of the incentive would depend oo the
family status of the worker—workers with children
would face higher premiums at unsubsidized firms
than workers without children. At subsidized firms,
the employer share of the premiums would simply
be 7.9 percent of the worker's wages or salary
whether the worker was a single adult, or pant of a
couple or a family with children.

Forms of Sorting. Sorting could take sevena
forms, some involving actions of workers, some
involving actions of firms, and some involving ac-
tions of both parties. For example, pew workers in
the labor force could choose jobs with certain firms
rather than others.  Or existing workers could quit
and move to different finms,

Firms could "outsource”-that is, lay off em-
ployees and contract with other companies for the

Box &2

Sorting of Werkenrs
ia the Administration’s Proposal

The wcendve for sorting under the Adounistrs.
ton's proposa) would vary among workers, but
most workers can be classified into ooe of three
groups for this purpose.

Fist, the Administranon's proposal would
provide a subsantisl sew incentve for sortog
amoog workers who place & siguificant value o
insurance and whose wages are flexible 1o the
Joog run. Because these workers' wages adjust
w reflect the oost of thewr employment-based
bealth insurance, these workers face 0o ucentive
under the current system 0 Jeave their jobs. But
under the proposed tystem, those who have low
wages would seck jobs at subsidized firms, while
those with high wages would seek out unsub-
sidized firms. This group is rather large—it in-
cludes all beads of bouseholds except those with
very low incotnes.

The second group of workers are those who
place 2 high value oo insurance but whose wages
are aot flaxible even in the Jong run. Because
the producovity of these workers may pot be
high epough 10 cover the munimum wage plus the
cost of bealth insurance. they tend W find work
ot firms that do pot offer insurance. If the cur-
ren! sysem is wainlaived, more of these worken
would be forced inlo uninsured firms as the cost
of bealth insurance rose. By contrast, the subsi-
dies in the Administation’s proposal would re-
duce Wiis incestive for sorung. This group 13 ot
large and coosisy primanly of musimurn.wage
and pear-tusimum-wage workers

The last group consists of workers who place
a low value oo insurance. The current sysiem
encournges these workers o work st firmns wath.
out insurance, aod agun this incenuve increases
o bealth insurance costs rise. The Admunsts.
tion's proposal would eliminate this incentive for
soiting because every firm would have 1o offer
fosurance. But the proposal would subsuwite an
iocentve for high-wage workers 1 this group o
move to firms with high average wages and Jow-
wage worken 10 move o firms with low average
wages. This group is fairly sizable because 1t
includes most secoodary workers and some youn-
gt And poorer primary workers as well.
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same services. For example, a firn with high sver-
age wages, which would be unsubsidized under the
proposal, could give up its company's cleaning help
and hire an outside cleaning service instead. Alter-
natively, firms could divide themselves into subsidi-
aries with low and high average wages. For ex-
smple, & manufacturing plant could spin off its
research and development lab.

Although the proposal contains legal restrictions
on some of this sorting, they would oot be totally
successiul ® The proposal would increase the Inter-
sal Revenue Service's authority over the classifica-
tion of employees and independent contractors, but
reclassification of these workers is just one of sev-
eral ways in which firms could respood to the pro-
posal. Moreover, any simple regulation is unlikely
o prevent the creation of new firms that could use
the subsidies o their competitive advantage against
existing, regulated firms.

Sorting Would Raise the Cost of Federal Subsi-
dies o Firms. When sorting occurs, workers
would be reallocated among firms in a way that re-
duced the private cost of their bealth insurance. But
this reduction in private cost would be exactly offset
by an increase in government spending.

Of course, it is difficult to determine exactly
how much sorting would occur under the Admini-
stration's proposal. Some restructuring along salary
lines may be occurring anyway.” There are oo
empirical estimates indicating the sensitivity of the
allocation of workers to incentives of this type. But

‘4 Bugww Siwuaris. “The Proposed Segregation of the Laber Market
by Bewocmic Clas.” Tan Newss, vol. 61, 0. 5 (November |,
1993), pp. 21422

the incentive for sorting under the proposal would
be fairly large for many people. CBO estimates thal
in 1998 almost 8 million low-wage workers could
receive salary increases of 10 percent or wmore by
moving from unsubsidized to subsidized firms. And
the aversge increase in salary for workers eaming
Jess than $20,000 who migrated from unsubsidized
to subsidized firms would be over 15 percent.

CBO assumes that 20 percent of the workers
would eventually respond to a potential 10 percent
increase in their after-tax salaries; workers facing
larger or smaller incentives would have proporuon-
ally larger or smaller responses. This sorting would
pot occur immediately, however. CBO assumes that
it would take 10 years afier full implementauon of
the proposal for sorting to reach its full extent and
estirnates that sorting could increase the cost of
subsidies to firms by some $12 billion (or 14 per.
cent) in 2004, an amount incorporated in the cost
estimate in Chapter 2.

Sorting Would Alter the Effects of the Propossi
on Employment. As discussed in an carher sec-
tion, the requirement that firms pay for health insur-
ance would reduce the employment of low-wage
workers. The sorting of these workers among firms
would mute this effect, however. Low-wage
workers who are cumently uninsured would be
induced to leave unsubsidized firms where they
would face large implicit increases in the munumum
wage and move to subsidized fums where the im.
plicit minimum wage increase would be relauvels
modest. This migration would limit the number of
displaced workers,

At the same time, sorting could produce some
temporary loss of employment, if workers lost thew
jobs and were forced to look for new ones. lroni-
cally, the barder the government tried to preven:
sorting in the form of simple legal reorganizauons.
the more it would encourage firms to sort workers
by laying them off. Of course, employers would be
trying to coutract with other companies to provide
the same services, s0 ovenall demand in the econ-
omy for these workers’ skills might be unaffected
But this possibility does not mean that the same
workers would find jobs immediately, and those that
comld not would experience some short-run unem-

ployment.
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Serting Could Reduce the Efficiency of the La.

in at Jeast two ways. First it
incentive for workers who place a Jow
bealth insurance roceived through their
% work for firms that do not offer insurance.
it raises the cost of labor at firms for which
insurance is more expensive. These distor-
lower the efficiency of the labor market and
c000Mmy.

The Administration's proposal would eliminate
these distortions, but would create a distortion of a
differest type, in which workers at different wage
levels would have an inceative to work for different

e

FEEfE

clude both Jow-wage and high-wage employees,
suggesting that heterogeneous wage (sod skill)
structures at firms may be more efficient than the
bomogeneous structures encouraged by the proposal.
This efficiency may depend partly on the pature of
production processes, which often involve people of
different types and levels of skill. It may also de-
pead on the difficulty of conducting transactions
through explicit cootracts with independent firms
rather than informal arrangements within a single
firm.

If grouping workers among firms by income or
skill Jevel is very inefficient, then the allocation of
workers encoursged by the proposal might be Jess
elicient than the curren: allocation. Also, the pro-
cess of sorting—of meallocating workers~would
entail administrative and organizational costs that
would reduce efficiency. But if the efficiency cost
of sorting were high, then the speed and ultimate
amount of sorting would be relatively low.

What Would Happen to the
International Competitive
Position of the United States?

When the government makes policy changes as far
reaching as the Administration now proposes, one

of the biggest coocerns of many businesses is how
the changes might affect their international cor-
petitiveness. CBO's analysis concludes that because
the proposal would affect different firas in different
ways, some firms would become more competitive
and some firms less s0. But no solid conclusions
can be drawn about whether the overall trade bal-
ance would increase or decrease.

Overall Competitiveness:
The Balance of Trade

The notion of the “international competibveness” of
the whole economy is hard o define, but what most
people mean by it, in practical terms, is & concem
that the United States may lose exports or absort:
more imports. Working by analogy with an inds-
vidual firm, it is commonly believed that ansvthing
that increases costs would make the balance of Tade
worse, and anything that decreases costs would
improve it Almost all economisis disagree with
this view, however, because it neglects some 1mpor-
tant connections that exist in an entire economy byt
do not apply to an individual firm.

At a fundamental level, the trade balance of an
country is coustrained because & country, unlike a
firm, can sell abroad only that pan of its producur
that it does pot consumne or invest iiself. Hence. v.e
oet amount of sales abroad-the balance of vade
depends most directly, not on costs of producti.r.
but 00 saving and investment™ The trade halan.e
improves only if national saving rises, investme-:
falls, or both.

The Administration’s bealth proposal wou.!
have indeterminate effects on both national sasi~g
and investment. Thus, it is difficult to predict hiw
the proposal would affect the balance of trade

National Saving. According to CBO's esumates in
Chapter 2, the Administation's proposal would
marginally raise the federal budget deficit for mou
of the next decade, though ultimately it would de-
crease it. A decrease in the federal deficnt corre-
spoods to an increase ia pational saving.

23 Cosgressioss) Budget Offica, Pelicies for Reducing the Curren
Accown Dafcvr (Augus 1989)
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The proposs! could also affect private saving
through seversl channels. First, universal health
fsurs: @ would reduce some of the need of indi-
viduals w save for precautionary reasons. Precau-
booary saving arises when individuals are unceruain
about, for example, their future income prospects,
drzir life span, or the amount of mooey they may
need W spend on medical services. In the case of
eandical poeds, the amount of precsutionary saving
would depend oo the probability of incurring out-
lays, the amount of outlays likely to be incurred,
1nd the cost of insurence. It would also depend on
iocoroe, wealth, and stritudes toward uncertainty.
Becsuse the proposal would eliminate the risk of
losing insurance and facing large, unexpected medi-
:al expenses, it would probably reduce precaytion-
ary saving.® Of course, the reduction in risk would
wself improve people's well-being. Second, some
people between the ages of 55 and 64 might save
less if the proposal encounged them o retire ear-
ter  Thus group, if they continued working, would
normally have relatively high iaving raes.

At the same time, two factors would work to
increase pnvate saving. Fist, some workers might
want 10 save more during their working years if the
proposal encouraged thern lo retire early. Second,
the plan might reduce some people’s incentive to
spend down thew asels if they expected 1o need
Medicaid when they were older. The proposal
would allow states 10 nise the maximum level of
asscls that single people on Medicaid could keep,
thus shightly increasing the incentive to save. Over-
all. the proposal mught reduce national saving some-
w hat

investment It is even more difficult W predict the
effect of the propotal on investment Because re-
allocaung the burden of health care costs would af-
fect industnes very difTerenly, some would increase
invesunent and some decrease it. On pet, because it
1 hard to shift plant and equipment from one firm
o industry (0 another as one contracts and the other

M R Giss Hetbard Josschae Shaser, aad Swepben Zaldes, “The
Imgoraace of Precavnosisy biotves » Explaising ladividual and
Aggregon Savags” Workiag Paper 43516 (Navowal Buresu of
Eoceomse Restarch Combndge, Mass . November 199)), Marba
Sivy McClaer, "Healtd losurnsar and Precavoooary Saviag’ (pe-
por presesusd & e 1994 smcll sosenng of e Amencas Eco-
o Assocanon. Bamon, Maesi.. Jeeary 1994).

expands, such shifts could increase mational spend-
ing on investnent while adjustments occurred. But
the effect would be very small: industries are
always growing and declining, and the additonal
shifts as a result of reallocation of bealth care costs
would be difficult to discern. Onber factors~espe-
cially changes in the bealth care indusay itself--
could also affect investment, but it is impossible to
predict whether they would cause investment to go
up or down. On balance, the effect of the Admins-
tration's proposal on investroent is uncerwin.

The Competitiveness
of Different Firms

Under the Administration’s proposal, the health care
costs of firms that compete directly with foreign
firms (the "tradable goods sector*) would probably
decline. Those firms are much more likely wnan
firms outside that sector 1o offer health benefits
pow, and they offer relatively generous bensfits.*
Nevertheless, this reduction in costs would nou have
much effect on the trade balance.

Although prices might fall, the dollar would nse
enough to prevent the change in prices from signufi-
cantly altering the trade balance. Much of the re-
duction in health spending would be passed on to
workers in the form of higher cash wages. Some
firms might pass a portion of their health cost sav-
ings through to their prices, depending on the mar.
ket conditions they face. Thus, the prices of trad-
able goods could fall on avenage. But these pnce
declines would probably lead to a strengthening of
the value of the dollar relative 10 foreign currencies
A higher dollar would offset the lower costs in 1n-
dustries dealing with tadable goods, keeping the
average price of U.S. goods to foreigners about the
same.”’ One result would be to share the lower cost
of producing tadable goods with the whole U.S.
economy by reducing the cost of imported goods

30 Set Lewwn-VHL "The Lmpact of e Healh Sacunry At oo Fums
Compenng a Istertabocal Markeu™ (poper presesud L the
Compeutvesess Polcy Couacl Wabunguwo. D.C.. Deceraber 10,
199))

31 Heory Awvo rod Bury Bosworth “Healh Cae Finsmcuag and
Lsernanoas Competovesess” (paper prosesied 1 e Compen-
nveness Polxy Couscil. Washungron, D C. Desssnber 10, 1993)
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As discussed earlier, the Administration’s pro-
posal would redisribute insurance costs among dif-
ferent firms and industries, which could alter the
prices of their goods and services. These price
changes, in tum, could affect the international com-
petitiveness of some companies, although firms
whose costs declise by the average for the tradable-
goods sector would see no change. For these firms,
the reduction of their bealth costs would be exacty
offset by the appreciation of the dollar.

But the international competitiveness of compa-
nies with larger-than-sversge cost reductions would
improve, Although the dollar would appreciate, the
insurance costs at these companies would fall even
more. Firms that have smaller than average reduc-
tions—or cost increases—~would become less compet-
itive, however.

Conclusion

CBO estimates that the Administration's proposal
could cause the number of people working to de-
cline by about one-quarter of a percent to | percent,
though most of these people would retire or turn to
other activities outside the labor market. Unem-
ployment would increase only slighly among mini-

mum-wage workers. A decline in the Jabor force of
that maganitude would reduce the potential market
output of the economy by somewhat less, perhaps
from 0.2 percent 1o 0.7 percent.  In addition, the
proposal would probably cause low-wage workers o
move from firms where they would qualify for linle
o po subsidy to firms where they would anract
greater subsidies. Such churning could impose
poticeable, though unquantifisble, costs on the
economy.

The proposal might also bring into the measured
labor force, and measured GDP, some people who
are pow giving care o their disabled relatives. This
would largely be a statistical change and would not
significantly alter levels of economic actviry

These predictable changes in the labor force,
though important, are in any case small relauve to
the normal growth and variation in the economy.
CBO projects. for example, that the labor force will
increase by some 13 percent in the next 10 years.
and the predictable effects of the Admunistrauon’s
proposal are well within the range of uncertaunty of
that estimate. Further, the Jower market ourput of
the economy somewhat overstates the economic
losses the proposal would cause. Those who lefi
the labor force would engage in other acuviues--
looking afier children or enjoying leisure--that have
value but are pot captured in GDP.
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Other Considerations

be Administration has developed & compre-

bensive proposal that, if implemented as

eavisioned by its architects, could alleviate
the problems it secks to address: lack of insurance
coverage, lack of access to bealth care, and rapidly
rising beaith care costs. The proposal's scope is
broad, and its attention to detail is extraordinary. It
provides a blueprint for restructuring the entire
bealth care sysiem, complete in almost every partic-
ular of the design. In this respect it is unique.

As described in Chapter 1, the underlying prin-
ciples of the proposal would be to establish a2 uni-
versal entitiement to a standard package of health
benefits with a financing structure that would build
on the existing employmest-based system. The
proposed system, however, would require all em-
ployers to make specified contributions to premiums
on behalf of their employees, thereby ending the
situation in which some employers in effect pay for
the coverage of employees in other firms. All indi-
viduals and families, except Medicaid beneficiaries
and others with very low income, would also be
required to pay at jeast part of their premiums.
Subsidies would be available to help employers and
low-income families meet their premium obligs-
tions. The Medicaid program as it exists today
would end, and Medicaid beneficiaries would earoll
in "mainstream” bealth plans, which would receive
the same premium paymest for Medicaid beneficia-
ries as focr any other enrollees.

People who had experienced difficulties obtain-
ing health insurance coverage at a reasosable price,
and those who feared losing coverage if they lost or
changed their jobs, would find that those problems
no longer existed. Families with no employed
members and employees of small firms would not
have to pay higher premiums than others in their

community for the same coverage. Employed peo-
pie would not Jose their coverage when they left the
labor force. High-risk people in particular would
benefit since bealth status would po logger be a
factor in determining the availability of insurance
coverage or its price. Most people would have a
choice of health plans available to them, which
many do pot loday, and would be provided with
information to belp them to make informed choices.

To constrain the growth of health care costs, the
proposal would establish mechanisms for limiung
the rate of growth of premiums for the standard
benefit peckage, and for setring the initial level of
premiums in regional alliances. 1f they were imple-
mented as intended, those mechanisms would be
completely effective. The proposal ‘would also
attermpt to limit federal obligations for subsidies.
As discussed in Chapter 2, those Limits might not be
as effective.

In assessing the likelihood that the Administra-
tion's proposa! would be able to achieve its goals
and establish a stable sysiem for financing health
care, two important issues arise: whether it would
be possible to implernedt the proposal fully in the
time frame envisioned, and whether there might be
unintended consequences that could affect the

system'’s viability.

Policymakers and analysts can oaly speculate
sbout such questions because of the magnirude of
the institutional changes being proposed. The com-
plexity and interrelated oature of the proposal's
many components make it difficult to grasp all their
possible ister~ctions or 10 determine the extent of
institutional change and development that would be
necessary. Moreover, under the proposal an enurely
pew environment would evolve; the behavior and
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expectations of consumers and providers would
change in ways that ooe cannot fully anticipae
today. Thus, the potential for unforeseen cons:-
Quences~both favorable and unfavorable--would be
significant.

The Congressional Budget Office's cost easti-
‘moate, discussed in Chapter 2, assumes that the Ad-
suinistration’s restructuring of the health care system
'would be implemented according to the schedule
faid out in the proposal. That assumption may be
questionable, however, especially as it relates to the
capacity of the agencies that would carry out the
program and to the data requiremnents of the system.

The cost estimate also assumes thet the pro-
posed methods for constraining the rate of growth
of premiurns for the standard health package would
be completely effective. Such v.nding limits could,
however, have unintended consequences for the
health care system that would affect ity overall
scceptability and, hence, the sustainability of the
limits, .

This chapter explores these issuer in more
depth. The discussion is germane, however, pot
only to the Administration’s proposal but also w0
any proposal that would involve a major restruc-
turing of the health care system.

Institutional Capabilities
and Resources

The organizational structure of the proposed system
riises & basic question about its implementation:
Would all the ageacies invoived have the capabili-
-ties, experience, and resources nreded to undertake
their assigned tasks in the time frame eavisioned?
Many of the critical tasks of seiting up the system
would be performed by the newly created Natiooal
Health Board and by the regicoal alliances, which
would be vew and untried entities. State and fed-
eral agencies would also have major new roles.

The National Health Board would bave consid-
erable power and broad responsibilities for the func-
tioning of the entire systera, and a large, skilled

professiona: staff would be essential. It would have
wany difficult ¢ s to perform-—such as establishing
& pational progrwa for managing the quality of care,
developing a nations] information system for health
care, establishing the initial target for the per capita
premium for each regiona) alliance, determining the
inflation factor for cach regional alliance, estimaung
the market shares for each health plan in each re-
gional alliance, developing risk-adjustment factors,
and recommending modifications to the benefit
package.

Moreover, those tasks frequenty would have o
be performed oo extremely tight schedules dictatec
both by the effective start-up dates and the conuny-
ing oeeds of the proposed system. For example. the
board would be required to establish a nauona
program for quality management within one year of
enactment and the information system within two
years of enactioent.  On an ongoing basis. the board
might have no more than a month in whuch 1o deter
mine whether each regional alliance was in compl
ance with its target for the following year's prem:
ums. After 1996, the board would also have 1o
determine the annual inflation facior and the wepe:
for the per capita premium for each regional aiis
ance by March | of the preceding year.

The regional alliances—as the fronuine agen.iee
responsible for orchestrating the flow of fuad:
through the bealth care system~would have sn even
brosder, and possibly more demanding. s¢t of
spounsibilives. They would combine the functions «
parchasing ageots, contract negouatons, wellav
agencies, financial intermediaries, collecton o
premiums, developers and managers of informan.«
fystems, and coordinstors of the flow of informat..
und mooey between themselves and other allian.es
‘They wouki also bave to implement the conuols or
premiums undes the direction of the Nauonal Hea:
Board. Any ooe of these functons could be o
major undertaking for an existing agency with some
experience, let alone for a pew agency that would
bave w pecform them all. Some regional alliances
might succeed very well, others mught be over-
whelmed by these tasks, especially in their carly

years of operetion.

tes would also vary in their capabihn 10
sssume their new responsibilities. .Among, other

\

Best Available Copy
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things, they would be asked to develop standards
for and certify health plans, establish guaranty

, and ensure coatinued coverage for earollees
who bad been in bealth plans that failed. Conse-
queatly, the responsibilities of state insurance regu-
lators would probably expand considerably. But the

£

all these activities on schedule is therefore uncer-
tain.'! The three-year phase-in period, however,
would give states the opportunity to increase the
capacity of their insurance departments before 1998,
if they peeded to do so.

States would also play important roles in help-
ing the regional alliances to perform their functions.
In particulas, they would be required to ensure that
alliances reccived the premiums they were owed
and help them to determine eligibility for subsidies
for premiums and cost-sharing amounts.  Since
siates would be financially lisble for error rates
above certain limits when determining eligibility for
subsidies, they would have strong incentives to as-
sist alliances with that task. Again, however, it is
not clear that they would bave the needed resources.
The proposal would allow states access to informa-
tion on tax returns from the Internal Revenue Ser-
vice to assist them in determining eligibility, but
many of the people likely to be eligible for sub-
sidies would not be wax filers.

Interstate  cooperation would be essential in
order for states o meet their responsibilities effec-
uvely. Cooperation would be especially imponant
for handling the complications that could arise in
metropolitan areas that crossed state boundasies.
The proposal recognizes this issue and includes
provisions that would permit states 1o coordinate the
activities of two or more regional alliances~includ-
ing slliances in different states—in such areas as
openating rules, enforcement procedures, fee sched-
ules, and contracting with health plans. Setting up

1. See Geoers) Acooustiag Office, Nealth swrence: Now Neolih
Care Rejorm May Alltcr Sisse Regulancn. Tesumooy of Leslie G
Arcoona before Uk Suboommitiae on Health, House Comsutee
oa Wiays and Mesas. November 5. 199). GAO/T.HRD-94- $§

these types of arrangements could be difficult but
would be important for the effective functioning of
some bealth care markets.

Similar questions of capacity and resources arise
with respect to the Department of Health and Hu-
man Services (HHS) and the Department of Labor
(DOL)—~the two federal agencies that would have
major responsibilities under the proposed system.
Givea the reduction in federal employment that is
under way, would HHS have the pecessary
resources to oversee the financial management of
regiona) alliances and to take over the operation of
states’ systems if they were seriously out of comph-
ance? Would DOL have the capabilities to oversee
corporate alliances and to ensure that employers
fulfilled their responsibilities in paying premiums
and withholding employees’ shares? Presumably,
the funding necessary 1o carry out those functions
and develop those capacities would be provided
through the normal appropriation process. But 1n a
world of limits on discretonary spending. increased
resources for those purposes would mean reducuons
elsewhere.

Information Requirements

The Administration's proposa! would depend cnti-
cally oo timely informaton, much of which has
pever been collected. Its data requirements fall into
three broad categories: those related 1o the establish-
ment of the parameters of the system that would
determine the payments to health plans, those re-
lated to managing the quality of care, and those es-
sential for the day-lo-day administration and open-
tion of the alliances and health plans. Norwith-
sanding the ongoing and rapid development of
information technology in the health care industry,
it is uncerain whether the data essential for deci-
sionmaking would be available in a timely fashion.
If they were pot or if important information was of
poor quality, the functioning of the system could be
compromised.

The proposal recognizes the magrutude of these
requirements. The Natonal Health Board would be
charged with developing and implemenung a
pational health care information system, which
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would function through an electronic data petwork
based in regional centers. The information system
would provide data to meet mmultiple requirements in
such areas as quality rsswwance, information for
coasumers and providers, cost coatainment, and
planning and policy development. Establishing
even the framework for such an information sysiem
within the two-year time period envisioped by the
proposal would be a challenge.

Requirements for Establishing
Payment Parameters

The Natiooal Health Board would peed extensive
state and Jocal data to develop the adjustment and
inflation factors that it would use to determine the
target for the per capita premium of each regional
alliance. The data required to establish an effective
mechanism for adjusting premiums for risk would
also be coasiderable.

The adjustment factors that would be used to
establish the initial target for the per capita premium
for each regional alliance are supposed to account
for the varsiations in the bealth spending and insur-
ance coverage of alliances as well as variations in
the proportion of spending by academic heaith cen-
ters. Although data on per capita health expendi-
tures would probably be svailable for states,
whether that information would be available for
regional alliances is uncertain. Moreover, relisbie
information on some of the proposed adjustment
factors—-such as the proportion of people whose
insurance coverage was less generous than the sun-
dard benefit package—might not be available even
for states.

Initially, calculating the inflation factors would
require data on the relative changes in the demo-
graphic chanacteristics (age, sex, socioeconomic
starus, and health status) of the population of each
regional alliance compared with those of the popula-
tion as a whole. The sample sizes of existing na-
tional swveys (such as the Current Population Sur-
vey) are too small to produce relisble data of these
types for all the regional allisnces. Either the
sample sizes of existing national surveys would
have o be increased, or new regional and local
surveys would have to be undertaken. Once the

alliances were functioning, however, they would
probably collect at least some of the demographic
data as part of the enrollment process.

Under the proposed bealth care system, alliances
would bave 10 adjust the per capita payments to
health plans to reflect the risk status of their en-
roliees. If that was oot done or was not done well,
plans that envolled higher proportions of sicker or
riskier individuals would be at a serious disadvan-
lage competing in the new marketplace, and incen.
tives would be strong for plans to engage in subtle
forms of risk selection.

The proposal gives the National Health Board
the responsibility for developing a methodology that
alliances would use to adjust their per capita pay-
ments to health plans for risk. The feasibility of
developing an effective risk-adjustment mechanusm.
however, is highly uncertain and depends on the
answers to three questions.’

o Would it be possible to develop measures that
could distinguish the high use of medical ser-
vices that resulted because some enrolless were
poor risks from the higher use that resulted
because health plans were poorly managed?

o How precise would such measures have 1o be in
order to keep risk-selection activities by health
plans at minirnal levels?

o If effective risk-adjustment measures could be
developed, would the informadon needed (o
implerpent them be available 10 alliances and

beals plans?

The Administration's proposal recognizes the duffi-
culties that could be encountered. For example, the
board would be required o establish by April 1995
s method for adjusting payments to health plans
prospectively to reflect the risk status of their en.
rollees, but the proposal conwins an alternauve
should that wsg prove to be impossible. Speaifi.

2 Sec for example, Josepd P Newhouse, "Paoesu o Rk Hea'th
Refore end Rusk Adjustmaest’ Mealrh Afars, vol 13 mo |
(fortscoming), ssd Testmosy of Harold 5. Lufl. Actag Dyvecior
Iasttuie for Heald Polcy Studses. Umivernty of Caljoraus a1 San
Fraacuco. before the Subccominee oo Haalth. House Comminee
oo Ways and Meaas. Noveeaber 9, 1997



CHAPTER FIVE

142

OTHER CONSIDERATIONS 73

cally, the board could develop a mandatory reinsur-
arce system for bealth plans that would remain in
effect until a prospective risk-adjustment system
was in place.

Requirements for Managing
the Quality of Care

The Natiooal Health Board would be required to
develop a program for managing the quality of care
under the direction of a pewly created Natiooal
Quality Masagement Council. The council would
develop national measures nf performance relating
to the provision of and access to health care ser-
vices, the criteria for which the proposal specifies in
surveys oo access to bealth care, use of health ser-
vices, health outcomes, snd patients’ satisfaction. It
would be responsible for providing an annual repen
to the Congress oa the performance of each alliance
and health plan and on trends in the quality of
health care,

A fundamental precept of the Administration's
proposal—ooe that is shared broadly by health policy
expers—is that information on the performance of
health plans and providers should be publicly avail-
able and in a standardized form that helps coo-
sumers 10 make informed choices. Accordingly,
regional and corporate alliances would be required
to provide annual reports on each health plan's
performance using the standardized measures, in-
cluding information sbout individual providers on
some of the measures. Those reports would also
include results of surveys of consumers oo access,
outcomes, and satisfaction.

The specifications in the proposal clearly indi-
cate that tracking quality and performance would be
a major undertaking for providers, bealth plans, alli.
ances, and the board, and would greatly expand cur-
rent reporting requirements. In addition, an inherent
tension would exist between the consumers’ need
for information on which to base their choices and
the demands that would be placed on plans and pro-
viders to report the required data.

Requirements for Administration
and Operations

In order to carry out their basic functions, health
alliances would peed extensive management infor-
mation systems and access 10 patiooal informaton
petworks. They would also need the capabilities to
conduct surveys and data analyses, or be able to
contract for these services. Ouve bas only to review
the functions that alliances would have to perform
to realize that they would require collecting, man-
taining, and updating large amounts of informauon
oa individuals, employers, and health plans. Exam-
ples include:

Tracking earoliment and disearollment in differ-
eat health plans according to the risk character-
istics of earolices and whether they were receis-
ing Aid to Families with Dependent Children ot
Supplemental Security Income;

0 Determining the eligibility of employers and
families for premium subsidies.

-]

o0 Determining eligibility for reductions wn cost-
sharing amouats;
Tracking the amounts of cost-shanng pavments

for low-income people enrolled in hugh-cost-
sharing plans;

o Monitoring the premium amounts owed by
families, taking into account thew houns of
qualified employment and any changes in therr
type of family that occurred dunng the year.

Mouitoring the premium amounts owed by
employers; and

Trackiog individuals who were eligible 1o ensoll
in the regional alliance~such as students or
members of two-worker families—but who en-
rolled in another alliance, and making appropn.-
ate payments to those other alliances on their
behalf.

The complexity of tracking the flow of people
and dollars across alliances’ boundaries highlights
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the need for some type of pational information
system. Determining bow wuch families would
owe for their bealth insurance if they moved be-
tween alliances during the year would be particu-
larly difficult According to the proposal, the re-
giooal slliance in which a family was enrolled in
December (termed the “final” alliance) would be
respoasible for collecting any amounts owed by the
family, regardless of whether the family had lived in
the alliance area for the entire year. All the other
alliances in which the family had lived would be re-
quired to provide the final alliance with the infor-
mation necessary to determine the family's wtal
liability. Once the finsl alliance had collected the
amount owed, it would have to distribute it equi-
tably to all the alliances involved. Without an-auto-
mated tracking system, that would be a monumental
underuaking. '

In addition to collecting and monitoring finan-
cial information oo individuals and families, re-
gional alliances would have to estimate the demo-
graphic characteristics of their eligible populations,
including the number of families of each type, the
number of extra workers in couples and two-parent
families, the proportion of people earolled in AFDC
and SSI, and the number of people in different risk
categories. They would also be responmsible for
estimating the distibution of earollment across
health plans, as well as the total amount of premi-
ums that employers and families should pay and the
expected shortfall in premium payments. Those
estimates would be of critical importance to the
alliance because they would affect the amounts
owed by employers and families, the payments
made to health plans, and the amount paid by the
federal government for subsidies.

The Effects and Sustainability
of Controls on the Rate of
Growth of Premiums

Under the proposal, the rate of growth of premiums
for the standard bepefit package would be severely
constrained for the 1996-2000 period, afier which
the rate of increase would be determined by the
Congress o, if it failed w act, by a default proce-

dure tied to real per capita economic growih and
inflation in consumer prices.

Limitiog the rate of gromb of premiums would
undoubtedly slow the growth of health spending
Thus, evea though the proposal would provide
upiversal beaith insurance coversge and include
several new federal program initiatives, CBO esu-
mates that pational health expenditures would in-
create by 94 percent berween 1995 and 2004, com-
pered with a projected increase of 108 percent under
the CBO baseline. That represents a reduction of
$150 billion in 2004. The projected slower growth
of spending would occur because of the restraints
on premiums, reductions in the Medicare program.
and other features of the proposal.

In preparing its cost analysis, the Congressional
Budget Office has assumed that the controls on
premiumns in the Administration’s proposal would be
implemented as intended and that the mechanisms
used o enforce those limits would effectively re-
strain spending on the services included in the stan-
dard beoefit package. But what would be the con-
sequences of that restramt, and could it be sus-

tained?

Some experts believe that the targets for premy-
ums could be largely met by increasing the effi-
ciency of the bhealth care system. According to thus
view, the system has plenty of “fat”~in the form of
excess administrative costs and unnecessary use of
services—that would be squeezed out by constrain-
ing the growth of premiums. Reductions in admurns-
trative costs might be achieved by such measures as
standardizing claim forms and developing electronc
information systems. The unnecessary use of ser-
vices might be reduced by increasing enrollment in
managed care plans and promoting clinically effec-
tive methods of treatment.

By contrast, others maintain that even if effi-
ciency improved greatly, schieving the premuum
wrgets exclusively by those means would be ex-
tremely difficult and that tight constraints could
have undesirable effects on the health care system
and might prove to be politically untenable. Pos.
sible consequences might include reductions in pay-
ments to providers and less access to appropnate
services for some consumers. The latter might take
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the form of Jonger waiting times for nonemergency
services—including visits 0 physicians, diagoostic
tests, and elective purgeries~and reduced access to
pew high-cost medical techoologies if health plans
becamne more selective about the technologies they
adopted. As a corollary, research and development
in medical technology might slow, and its focus
might ghift

At 3 general Jevel, both views have merits and
limitations. Opportunities undoubtedly exist for
lowering administrative costs and reducing inappro-
priate use of services in the bealth care system, but
trimming unnecessary spending might be difficult
without increasing spending eisewhere. For ex-
ample, although the proposal would streamline
many aspects of the administration of bealth ser-
vices, it also contains provisions that would entail
new administrative costs, such as additional report-
ing requirements for bealth plans. Increasing enroll-
ment in tighly managed health care plans—such as
group- or staff-model health maintenance organira-
tions—~might indeed reduce health spending initially
but might have littie effect on the rate of growth of
speading in the longer run. In addition, some of the
methods for reducing the unnecessary use of ser-
vices-such a3 promoting effective treatments
through the use of guidelines for clinical practice~
could also result in increasing the appropriate use of
services. Although the effects of the use of guide-
lines on health spending are uncertain, shifting
health care resources from less appropriate to more
appropriate uses would almost certainly improve the
overall quality of health care.

Whether adverse comsequences would result
under a constrained system is also uncertain. Lower
peyments 1o providers and longer waiting times for
some services would pot pecessarily have pegative
effects on bealth outcomes, although providers and
some coasumers would probably be less satisfied.
Furthermore, shifting the focus of research on medi-
al technology could yield positive benefits if manu-
facturers conceatraled more oo developing lower-
cost substitutes for existing technologies and took
the likely effects oo costs into sccount when plan-
aing new research initiatives.

Ultimately, however, the effects of constraining
the rate of growth of preriums would probably play

out more ak the alliance than the national level. The
Dew system could encompass perhaps 100 to 200
different regiona! alliances or markets, each facing a
target for its per capita premium. The restrictions
0o premiums might be more constraining in some
markets thao in others, because the existing degree
of competition in those markets and the extent 0
which health plans and providers have already
schieved greater efficiencies vary widely. The
limits, therefore, might be much harder to meet in
some arcas than in others. Furthermore, the effecus
of the constraints on spending in any parucula
toarket would depend oo the interrelated behavioral
responses of health plans, employers, providers, and
consumers in that market to the pew incenuves in
the health care system.

In shor, the full effects of limiting the rate of
growth of premiums would be highly uncertan. In
part, that uncerainty would arise because the re-
straint on premium growth would occur in 3 restruc-
tured health care systemn, operating under new in-
centives and with insurers and health plans facing
pew forms of restrictions as well as new opportuni-
ties. Uncertainty would also stem from the hetero’
geneity of the regional alliance markets and the
probable variation in the ways their health care
systems would adapt o restraints on spending

The fact that limits on the rate of growth of
premiums might begin to bite at different umes and
in different ways in each of the vanous alliances
raises the issue of the political sustunability of
those limits: Would the public and policymaken
view them as an acceptable way (o restrun health
care spending? The situation would be paruculariy
difficult because of the wide variation that currently
exists in bealth spending across the country-at least
some of which reflects differences in panems of
medical practice and competitive pressures in the
marketplace.

On the one hand, to the extent that histoncal
speoding is used as the basis for determinung the
initial level of premiums in regional alliances, hmuts
oo the rute of growth of premiums will build in the
ipequalides in current spending. Some analysts
argue that such an approach would be unfair 10
regions in which the health care system has already
become “leaner” and more efficient, since those
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regions would bave a harder time meeting the

cause major disruptions within the bealth care sys-
tem io some regions that currently bave high rates
of use.

The Adrinistration's proposal has recognized
both aspects of the problem. The National Health
Board would attemnpt 1o adjust the regional alli-
ances’ targets for premiums to reflect current differ-
ences in bealth spending and insurance coversge.
Although this approach would build on histarical
spending parerns, it would be modified by includ-
ing the adjustment for insurunce coversge. In other
words, current spending panerns would be adjusted
to sccount for Jow spending in an area that may
reflect the population’s lack of insurance coverage.

The per capila amounts for Medicaid, as well as
states’ maintenance-of-effort psyments for current
Medicaid beoeficiaries who would no longer be
eligible for the program, would also be based on
historical spending. In the case of Medicaid, histor-
ical differences in per capita spending among re.
gions may reflect differences in covered benefits
and in reimbursement rates for providers, as well as
vaniations in access to and use of services.

Under the proposal. the board would be re-
quired, by July 1995, 10 make recommendations to

the Congress on:

o Eliminating, by 2002, the variation in regional
alliances’ targets for per capita premiums that
resuited from variations in practice panerns; and

o Reducing, by 2002, the variation in the pay-
ments that states would make for beneficianies
feceiving cash assistance and for maintenance of
effort that resulted from differences in practice
panerns, historical differeoces in the rates of
reimbursement to providers, and the amount,
durstion, and scope of benefits covered by Med-
icaid.

Th Coungress would be required to conduct an
~xpadited review of the board's recommendations,
which would go into effect unless a joint resolunon
of disapproval was passed within 60 days. The
board's recommendations would be of extreme
interest 0 policymakers because they might bave
the effect of raising the allowed premium levels in
some areas and lowering them in others. The board
might also recommend that some swates pay more
than in the past for Medicaid beneficiaries and
maintenance of effort and that others pay less.

CBO's analysis bas assumed that the limits on
the rate of growth of premiums would be sustained
even though they are likely to create immense pres-
sure and considerable tession. Such strans, how.
ever, would not be peculiar to the Admunistranon’s
approach. Other methods of restraining the rapid
growth of health care spending would be likely to
generate similar stresses.

Conclusion

Fundamental reforra of the nation’s health care
system will inevitably involve many uncertainues
New institutions will be required, and new respons;.
biliies will be imposed on exisung insuruuons
Their abilities to perform will be in doubt. The
behavior of providers and consumers will change as
incentives are altered. The magnitude and even the
direction of these changes are difficult 10 foresee

The ramifications and consequences of even
incremental approaches to reformn are not easy 1o
predict. The complexity of the existing system and
the intense interest all Americans have in health
care issues make it difficult to anticipate the out-
come of even modest changes in existing programs
For example, most policymakers badly misjudged
the political response 10 the Medicare Catastrophic
Care Act, and analysts seriously underestimated the
fiscal consequences of recent changes in the Medic-

aid program.
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OTHER CONSIDERATIONS T7
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coasequences that flow from the current system-
increasing numbers of people who lack the security
of insurance coversge for bealth care and the
rapidly rising costs of that care.

Appendix

Summaries of Recent Health Care
Analyses by the Congressional Budget Office

be Congressional Budget Office (CBO)

I publications lisied below are svailsble o

Congressional staff and the geoenal public.

To obuain copies, call CBO's Publications Office at
(202) 226-280%.

Evaluating the Costs of Expanding the CHAMPUS
Reform Initiative into Washington and Oregon
(CBO Paper, November 1993, 46 pp.)

In 1988, the Departinent of Defense (DoD) began
the CHAMPUS Reform [nitiative (CRI) as a test of
managed care in the military. In August 1993, DoD
proposed extending a revised version of CRI o
Washington and Oregon, certifying to the Congress
that CRI would be the most efficient method of
providing health care 10 the two states. As required
by law, this paper reviews DoD's analysis, CBO's
findings suggest that the revised CRI benefit is
likely to cost more thas DoD has estimated.

Behavioral Assumptions for Estimating the Effecis
of Health Care Proposols (CBO Memorandum,
November 1993, 37 pp.)

Touum:heeﬂmofmhwchnpme
bealth care system, CBO must make assumptions
about the behavioral responses that might ocour as a
result of new policies. This memorandum draws on
the best available research to develop a set of guide-
lines on which 10 base CBO's estimates. These
guidelines will be revised as new evidence appears.

Projections of National Health Expendirures: 1993
Updase (CBO Memorandum, October 1993, 22 pp.)

This memorandum provides projections of national
bealth expenditures through 2003. It updates the
tables and figures in CBO's study Projecrions of
National Health Expenditures (October 1992) based
oa the methods described'in that study and consis-
tent with CBO's Sepeember 1993 economic assump-

ticns and baseline budget projections.

Controlling the Rate of Growth of Private Health
Insurance Premiums (CBO Memorandum, Seprem-
ber 1993, 27 pp.)

This memorandum analyzes two illustrative policy
options that are intended to highlight some of the
key issues surrounding the regulation of health
insurance premiurms. The first option is e “stand-
alooe” measure to limit the rate of increase in pn-
vate bealth insurance premiums. The second opuon
incorporates additional policy measures that eould
mitigate some of the potential adverse effects of a
sund-alone policy. (The two options are pot based
oo any specific legislative proposal.)

Esnimates of Health Care Proposals from the 102nd
Congress (CBO Paper, July 1993, 57 pp.)

The 103rd Congress will be considering a wide
range of proposals to expand access to health care
and control costs while mainuining quality, and
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CBO will bave W estimate the effects of these pro-
posals ou the foderal budget. This paper illustrutes
CBO's spproach to preparing such estimates by
examining four bealth reform bills introduced during
the 102ad Congress: H.R. 1300, spoasored by Con-
gressman Russo, establishing » single-payer system:
HR. 3502, sponsored by Coogressmen Stark and
Gephardt, expanding Medicaid and Medicare and
setting overall limits on natiooal bealth expeadi-
tures: HR. 5919, introduced by the House Republi-
can lesdenship, embodying much of President
Bush's bealth reforn program; and H.R. $936,
introduced by Congressman Cooper and other mem-
bers of the Conservative Democratic Forum, estab-
lishing regional purchasing cooperatives for health
insurance and s fedenal program 1o subsidize the
purchase of private insurance by low-income people.

Trends in Health Spending: An Update (CBO
Study, June 1993, 91 pp.)

Since the early 1960s, pational health expenditures
have risen rapidly despite many attempts to control
their growth. This study examines trends in the
market for health services since 1960 to provide
background information and a context for assessing
proposals to change the U.S. bealth care system.
The repont focuses on increases in the costs of hos-
pital services, physician services, and drugs and
other medical nondurable items. It also compares
trends in health spending by the nation with trends
in Medicare spending.

Managed Competition and lis Potensial 10 Reduce
Health Spending (CBO Study, May 1993, 58 pp.)

This study looks at whether managed competition
could constrain speading on health care by motivat-
ing consumers, insurers, and providers o be more
cost-conscious. The report identifies eight features
that are critical for achieving the full savings that
managed competition could potentally deliver,
including health insurance purchasing cooperatives,
caps on contributions by employers, and standard-
ized benefits.

Responses 10 Uncompensated Care and Public-
Program Conmols o+ Spending: Do Hospisals "Cost
Shift*? (CBO Paper, May 1993, 45 pp.)

During the 19805, the revenues that hospitals re-
ceived for treating Medicare and Medicaid patents
declined, co aversge, relative 0 what it cost hospi-
tals to treat those patients. CBO looks at the extent
10 which bospitals were able to cover their costs of
uncompensated care and their unreimbursed costs of
treating Medicare and Medicaid patients dunng the
1980s with subsidies from state and local govermn-
foents; sources other than patient care, such as reve-
nues from hospitals' parking facilities and dona-
tons; and revenues from private patients

Single-Payer and All-Payer Health Insurance Sis-
tems Using Medicare's Payment Rates (CBO Mem.
orandum, April 1993, 60 pp.)

The United States is & leader in medical reseach
and has the ability to deliver health care of the
highest quality, but critics find fault with rwo as-
pects of the system: a substantial number of peaple
lack health insurance coverage, and health care cots
are high compared with countries where corverage 1
universal. CBO examines two approsches by whih
both universal health insurance coverage and greates
coatrol over health care costs mught be achiered

The first approach is a single-payer system in wr. 1
all covered health care services are insured and pa..
for by a single insurer, and the second i an al.

peyer sysiem in which services are covered and pa.l
for by multiple insurers but all payens adopt Whe
same psyment methods and raies.

Projections of National Health Expendirures (CHO)
Study, October 1992, 70 pp.) '

The rapid growth of spending on health care w.l!
not decrease in the 19905 unless the present healh
care financing and delivery system is changed This
CBO study reviews the growth in nauonal health
spending since 1963, describes CBO's methodolops
for projecting national health expenditures. and ana-
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lyzes trends in spending by type of speading and
source of funds.

Economic Implicarions of Rising Health Care Costs
(CBO Swudy, October 1992, 70 pp.)

This study, a companioa (o the coe above, analyzes
bow rising health care costs significantly affect the
economy by squeezing bousehold and government
budgets, distorting the labor market, and diverting
resources from other priorities. Because the current
bealth delivery system lacks a mechanism to match
benefits with costs, spending oo health masy not
reflect the preferences of either consumers or poci-
ety. lnstead. many factors~detailed in this study—
seem to encourage excessive bealth spending. CBO
finds that workers bave borne most of the costs of
employer-provided insurance in the form of lower
real wages and reduced noamedical beoefits. Over
the 1973-1989 period, these health costs have gob-
bled up more than half of the real gains in workers'

compensation.

The Potential Impact of Certain Forms of Managed
Care on Health Care Expenditures (CBO Memoran-
dum, August 1992, 31 pp.)

This memorandum looks at what might happen to
national health expenditures and to spending under
Medicare, Medicaid, and private health insurance if
all acute care services now funded through insur-
ance arrangements were provided through delivery
systems incorporating two specific forms of man.
aged care. Ome is staff-model and group-model
bealth maintenance organizations. The other is
“effective” forms of utilization review, which CBO
interprets 10 mean utilizatios review that incorpo-
rates precertification and coocurrent review of inpa-
tient care.

The Poiential of Direct Expenditure Limits 1o Con-
trol Health Care Spending (CBO Memorandum,

July 1992, 17 pp.)

This memorandum describes various approaches to
using expenditure limits 1o control health spending
and identifies some of the operational issues that
would be involved.

N

The Effects of Managed Care on Use and Costs of
Health Services (CBO Memorandum, June 1992, 32

)

This memorandum assesses the evidence about the
effect of managed care organizations and interven-
tions on the use and costs of health services—both
for the affectad populations and for the entire health
care systero—~focusing oo managed care for acute
care services.

Selected Options for Expanding Health Insurance
Coverage (CBO Study, July 1991, 100 pp.)

About ooe in seven Americans lacks health insur-
ance. This study explores three optons 10 expand
health insurance coverage for the umunsured man-
dating job-based coverage, expanding the Medicaud
program, and combining the two. Each of these
options could substandally reduce the ranks of the
uninsured and keep most existing insurance arrangpe-
ments intact, the study finds, but spending on health
care could rise considerably.

Rising Health Care Costs: Causes. Implicanons,
and Strategies (CBO Study, April 1991, 110 pp )

This study describes the economic factors that con.
tribute to the growth in health spending and cxam-
ines what is known about the effecuveness of d.ffer-
ent strategies for schieving greater conuol over
costs. The five strategies examined by the sty ax
cost sharing by consumers; managed care that hmits
the freedorn of health care providers and consumen.
price controls; efforts 1o increase compeuuon among
insurers and providers; and regulation of the masket
for bealth services, including controls on capiwl and
uniform payment sysiems that encompass all pavery

Updated Estimates of Medicare's Catastrophic Drug
Insurance Program (CBO Study, October 1989, 73

PP

This study estimates the cost 1o Medicare of cover-
ing outpatient prescription drugs as required by the
Medicare Catastrophic Coverage Act of 1988 The
methodology described in this report remauns appl-
cable to estimates of proposals 1o provide a pre-
scription drug bepefit under Medicare.
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GRADUATY ScHOOL OrF BusiNEss
STANFO:RD UNIVERSITY. STANFORD, CALIFORNIA 94308

ALAIN ENTHOVEN
MARRINER S. EccLes Proressor
or PunlLic AND PRIVATE MANAGEMENT

January 18, 1994

Robert Reischauer, Ph.D
Director, The Congressional Budget Office
Congress of the United States

Washington, DC 20515

Dear Bob:

This letter responds to the recent CBO document "Behavioral Assumptions
for Estimating the Effects of Health Care Proposals” (November 1993), and to
CBO estimates that managed competition would not appreciably reduce health
care costs. It makes four main points:

L CBO has made an important error in interpreting the research it cites on
the premium price elasticity of demand of health plan choice, an error that
makes all the difference between whether markets can or cannot discipline

prices. The error may have led CBO to the wrong conclusion.

Consider an illustrative example. HMO A charges a premium of $100 per
month. Employers in its area contribute $90. HMO A decides to cut price by
$1.00. The result in the next open season is a 6 percent increase in the HMO's
membership. What does that imply about the price elasticity of HMO A's

demand curve?

The CBO answer is that a 10 percent price cut (as seen by the consumer)
produces a 6 percent increase in membership. Therefore, HMO A's demand
curve elasticity at this point is an inelastic -0.6. In that case, of course, HMO A
would have no incentive to reduce price. The contrary would be the case. The
market would not drive it to reduce cost and price.

On the other hand, the answers of Bryan Dowd, Roger Feldman and W.
Pete Welch [1], [2] - the authors whose work is cited in the CBO document in
Table 3, page 10 - and my answer, would be that a 1 percent price reduction (as
seen by the HMO, i.e, the price-maker) produced a 6 percent increase in
membership. Therefore, HMO A's demand curve - the one relevant to its price-
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making dedision - is an elastic -6.0, ten times greater. In that case, depending on
its marginal cost, HMO A's reward for cutting price is likely to be a whole lot
stronger. If HMO A started with 100 members, the $1 price cut would increase
membership to 106 and total revenue from $10,000 to $10,4%4.

Bryan, Roger and Pete explained this point in their articles. The
econometrics were done using the consumer out-of-pocket price only. But the
correct inference regarding the relevant demand elasticity for price determination
must be based on the HMO's total price. In a letter to Sandra Christensen (copy
enclosed), Bryan and Roger conclude CBO understated the elasticities they found
by a factor of 16.5. Pete's article explained the same point, and he estimated
employer contributions averaged about 90 percent of premium. Thus, CBO
underestimated the elasticity implied by his findings by a factor of 10.

Though these much greater elasticities may not make intuitive sense to
people who observe today's marketplace, the discrepancy can be explained by
the fact that, because of common employer practices and the tax code, most
people do not face a situation in which they must pay a full dollar more out of
pocket if they choose a health plan that costs a dollar more. Of course, under

managed competition they would.

The significance of this difference in price elasticity is not merely the
numbers of people who would switch to HMOs. Experience in competitive

situations suggests that very high percentages of people would switch in order to
save money, if they get to keep the savings. CalPERS benefificiaries are now 80
percent in HMOs; most of the rest are in geographic areas not yet served by
HMOs. We think that with adequate incentives, HMOs will expand into these
areas. At Stanford this year, we became 100 percent HMO (one with a point-of-
service option) for all employees living in the local area.

The main significance of the high elasticity of demand is that a price
competitive environment would motivate Accountable Health Plans to reduce

cost over the long run.

There is much such organizations can do to cut cost while maintaining or
improving quality: study variations in practice patterns from the point of view of
cost and outcomes and adopt the least costly way of producing the best outcome;
match numbers and types of doctors and other resources to the needs of the
population served; concentrate costly complex procedures like open heart
surgery in high-volume regional centers; substitute less costly personnel for
routine tasks within their competence; and practice continuous quality
improvement along the lines practiced by Xerox and Hewlett Packard.
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Studies of the savings that have been generated by HMOs, such as the 28
percent reduction in resource use by Group Health Cooperative of Puget Sound,
compared to fee-for-service in the RAND study, are not an adequate indicator of
what could be done over time in a price-competitive environment because, to
date, HMOs have not had to operate in such an environment. But experience in
other high-tech industries shows that competition over quality and price can
motivate large cost reductions.

CBO's error could explain why CBO reached the conclusion that the
Managed Competition Act of 1992 would not reduce health care costs
appreciably. Since the issue was the efficacy of market forces, which turn
decisively on demand and supply elasticities, I assume these understated
demand elasticities were factored into the CBO model.

II.  CBO's use of studies based on 1982 and 1984 data impart a substantial
downward bias in the estimated price elasticity of demand, and gives us, at
best, a lower bound estimate of what price elasticity would likely be today.

The Welch study - a pathbreaker for its time - used 1982 BLS data, when
there were 10.8 million HMO members as opposed to today's 45 million. That
makes a large difference because the presence of competing HMOs, i.e., close
substitutes, increases the price elasticity of each HMO's demand curve.
Furthermore, greater familiarity with and market acceptance of HMOs that has
occurred since 1982 would raise price elasticity. Moreover, because of data
limitations, Welch was limited to examining the elasticities between conventional
plans and the largest prepaid group practice in each market, and not the multiple
HMO situations that characterize most metropolitan areas. Yet, again, the
presence of multiple HMOs increases each HMO's price elasticity of demand.

III. Managed competition as proposed by the Jackson Hole Group,[4] and
largely adopted by Cooper-Grandy, and by Clinton, proposes to generalize a
set of elasticity-enhancing measures, that have been applied successfully in
local situations, to the whole health care economy. Somehow you should take
account of that in your estimates.

Here are the proposed general principles and procedures:
1. Everybody participates in an annual "open season" enrollment in

which, at a single time and place, they have all alternatives presented
to them for choice, with accurate and binding information on price.
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2. Virtually everyone is in an Accountable Health Plan, so choice of
managed care plan becomes the norm, and plans become closer
substitutes.

3.  Full subscriber responsibility for premium price differences, as applied
at Stanford, recently adopted by the University of California, in place
since 1986 for Minnesota State employees, etc. Employers required to
make level dollar defined contributions, as in the Clinton plan.

4. Limit on tax-free employer contributions set at the price of the low-
priced qualified plan in the region, so subscribers pay premium
differences with after-tax dollars.

5. Standardize the benefits package to facilitate value comparison,
prevent product differentiation and market segmentation, and to
prevent fear of "air pockets” or hidden gaps in coverage from deterring

decisions to change plans.
6.  Risk adjust premiums, at least by demographic variables.

7. Individual choice (vs. group choice) of plan so those who are willing to
change doctors and plans to save money can do so even if co-workers

are not.

8. Systematic production of information on consumer experience and
quality of care in all plans.

I described all this in some detail, inter alia, in two articles in Health Affairs in
1993. [5],(6]

All of these measures have been demonstrated in pieces around the country.
The proposed policy is to put it all together in a coherent program. The
combined effect of all these measures is very likely to be a large increase in price
elasticity of demand compared to the 1982 and 1984 results.

IV. The combined effect of more and larger HMOs and similar managed care
plans, greater market acceptance, and managed competition is difficult to
estimate. We are talking about new terrain. There is uncertainty, just as there
is uncertainty about the true efficacy of President Clinton's proposed premium
price controls. The best way for CBO to handle this is honestly to admit that
there are large uncertainties in both cases, and perhaps to handle the elasticity
issue parametrically, giving us a range of estimates following from a range of

‘assumptions.
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I suggest you begin with a 16.5-fold increase in the Dowd and Feldman
results, a 10-fold increase in the Welch estimates as recommended by the authors.
Then test the effect of some substantially greater elasticities to reflect changed
market conditions and the measures of managed competition. Re-run your
models with these modified assumptions. If your models are robust, new runs
should show the significant cost-reducing effects of competition.

Best wishes.
Sincex;ei)'f, 1
' z&w
Alain Enthoven
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CONGRESSIONAL BUDGET OFFICE
U.S. Cingiress
Washington, DC 20515

Robert D. Rerschauer
Drreveor

February 9, 1994

Professor Alain Enthoven
Graduate School of Business
Stanford University
Stanford, CA 94305

Dear Alain:

Thank you for your letter of January 18, in which you discussed a recent CBO document
"Behavioral Assumptions for Estimating the Effects of Health Care Proposals” (November 1993). We
have many aress of agreement. In fact, & number of your points have been made in various CBO

documents in recent years.

There is one crucial point--conceming the price elasticity of demand for insurance--on which
‘we disagree, however. You apparently believe that the larger value of the elasticity concept you
propose (defined with respect to total premium, instead of with respect to the enrollee’s share of the
premium) would translate into greater enroliment implications from any given change in the premium.
This is not so. The implications for the change in plan enroliment using your total-premium elasticity
are identical to those using our employee-share elasticity, when each concept is used correctly. Hence,
estimates would be identical whether we used our elasticity concept or yours. The attached numerical
example should make this clear.

In any case, we use this employee-share elasticity only to estimate the effects of policy changes
that would result in relatively small changes in the price of insurance with no other significant changes
in the environment in which decisions to purchase are made. When estimating HMO enrollment growth
under managed competition proposals, we do not use the elasticities shown in Table 3 of the CBO
document because these proposals envision s substantial restructuring of the health insurance market
that might alter behavior so significantly that estimates based on the cument structure would be
inappropriate. Instead, as mentioned on page 12 of CBO's November paper and on page 10 of our July
document ("Estimates of Health Care Proposals from the 102nd Congress®), we rely on experience
under the insurance plans for public employees in Califomnia and Wisconsin—-which anr similar to
managed competition proposals—to estimate the amounts by which HMO enroliment would grow. Our
use of the California and Wisconsin experience, and our reasons for it, seem to be in accord with the

views expressed in your letter.
| hope this clears up your confusion over CBO's estimating a:-sumptions.
Sj s

L

D. Reischaver

c Roger Feldman
Bryan Dowd
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EXAMPLE

Consider the following situstion, using data from a study by Feldman and others that shows the
estimated change in market share for a given “"nest” or type of plan when its premium is increased: !

INITIAL VALUES

1. Total monthly premium $62.09

2. Employee share of premium $3.74

3. Market share of plan . 50.00%

CHANGE IN VALUES

4. Total monthly premium $5.00

S. Employee share of premium $5.00

6. Market share of plan -10.60%

PERCENTAGE CHANGES

7. Total monthly premium 8.05%

8. Employee share of premium 133.69%

9. " Market share of plan -21.20%

CALCULATED ELASTICITIES

A. wrt total premium (¥9/#T) -2.6335
-.1586

B. wrt employee share of premium (#9/48)

Elasticity A is 16.6 times as large as elasticity B, but the implications for the change in the plan’s
market share are identical. If you choose to use the larger elasticity concept A, then the appropriste
price change to use is correspondingly smaller (8.05%). If you use the smaller elasticity concept B,
then the relevant price change is larger (133.69%). Thus, the calculsted effect on market share is the

same whether you use elasticity A or B.
Using elasticity A: Percentage change in market share = +(2.6335)*(.0805) = -21.2%.

Using elasticity B: Percentage change in market share = {(.1586)*(1.3369) = .2]1.2%.

R. Feldman and others, “The Demand for Employment-Based Health lasurance Plans,” Journal of Human Resowrces,
vol, 24 (Winter 1989), Tabie 4.



COMMUNICATIONS

STATEMENT OF THE EXECUTIVE INTELLIGENCE REVIEW

“Launch the Emergency Economic Measures Necessary to Meet the Goal of Uni-
versal Health Care at the ‘Hill-Burton standard’ for All”

The most laudable part of the Administration’s health care reform package is, as
taken from President Clinton’s statements, the goal of providing universal health
care. However, the 3000+ page Health Security Act, ans the commentary to date,
fall far short of initiating the physical and related means to meet that goal. At
worst, measures are proposed to merely aid private financial interests—through fed-
eral budget-cutting and insurance maneuvers, that will only make the general econ-
om‘%, and health care delivery, even worse than at present.

e therefore offer these three points for consideration in analyzing the existing
proposal, and taking action for what is required:

(1) The country is right now in a state of crisis in terms of public health care,
essential infrastructure and the general sconomy.

(2) The post-war “Hill-Burton Act” type of health care system, involving public
and private collaboration, insurance arrangements, etc. is the model that should be
used again. ,

(3) To provide adequate health care, the physical means for delivery can only
come from a rejuvenated economy, which, in turn requires national economic emer-

gency measures.
PUBLIC HEALTH CARE CRISIS

The state of crisis in the general health condition of the nation can be seen in
the resurgence of once-contrcﬁled infectious diseases, and the spread of AIDS. This
has come about as general poverty increased, at the same time as the adequacy of
vital services—safe water, sewage treatment, inoculation programs, good nutrition,
adequate houaing, has declined drastically. In the more or less contiguous parts of
the Eastern Seaboard megalopolis, there are whole areas of poverty where people
have been turned into host zones for the spread of diseases, and incubation of new
mutations. An example of this is the spread of drug-resistant tuberculosis.

On top of this, the availability of medical essentials for specialized treatment has
also drastically declined, in terms of beds per thousand persons, equipment per
thousand persons, trained personell, etc.

Therefore, if tomorrow all funding problems were suddenly solved, and people
were informed to go out and get what services or treatment they required, they
couldn’t Eet it, because it physically doesn’t exist.

The physical health care delivery system in the nation has been “downsized”
along with the general economy.

PROVIDE “HILL-BURTON” STANDARDS OF UNIVERSAL CARE

Following World War II, the standards of medical care and f(public health em-
bodied in the Hill-Burton Act were implemented in many parts of the country, with
good results. Those standards are applicable today.

Basically, the guideline is, “If you need doctoring, you get it.” This is for your
good, and for the protection of the general population. Besides being disease-free,
we want to prolonf life, so that wherever skills, wisdom and inspiration may be
had—in particular from the elderly, they are passed on for the good of society.

For example, the according to the recommended number of beds-per-thousand per-
gons, by the late 19708, the U.S. stood at 97 percent of that goal.

However, by the late 1980s, the U.S. had fallen short, by meeting only 83 percent
of that goal. By January, 1994, we have fallen farther still.

(156)
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Over the 1980s, 761 hospitals were shut down. The import of these declining num-
bers of beds per thousand people is not that out-patient care and healthier people
have made beds redundant. People just aren’t getting care. Look at Germany in
comparison. Today, Germany has more than 7.4 beds per 1,000 people, which is
nearly DOUBLE that of the United States.

The same type of physical standard should be used for all other essentials of pro-

viding medical care.
WHERE DO THE BEDS COME FROM?

_ The only way to support the medical system necessary for universal health care
is to mobilize the §eneral economy, creating the physical means, the tax base and
supporting the skilled manpower to succeed. Although overall economic policy is not
the topic in the Committee’s series of hearings on Administration’s health reform
proposal, nevertheless, the condition of the economy is the relevant issue.

Briefly, the steps required are (1) Declare a national economic emergency for rea-
sons of the manifest unemployment, disease rate, infrastructure and related crises.
(2) Nationalize the Federal Reserve Bank system which for decades has backed
speculative financial practices, at the expense of the real, physical economy. (3) Ini-
tiate a national infrastructure-building program, including inputs for an adequate
medical care delivery system and public Eealth system. These and related measures
(such as imposing a tax-penalty on derivatives trading and other speculation now
destroying the economy), will in turn result in a demand for employment on the
scale of 68 million jobs in productive activity, and set up a chain reaction of orders
for bills-of-materials inputs that can resuscitate industrial life.

For example, look at the impact on the construction industry of carrying out the
right health care “reform” program. Millions of new square feet of floor space need
to be built. At present, the annual rate of construction of new hospital floor space,
on a per capita basis, is 20 percent below where it was in the 1960s.

(A detailed analysis of the scope and rate of decline in the U.S. physical economy
over the past 30 years, using the extensive EIR economic database, is available in
a series in the January/February/March, 1994 issues of the weekly EIR, which will

supply on request).
WHO WILL PAY?

When you “needed doctoring” in the period of the Hill-Burton Act hospitals, you
got what was required. Then it was figured out how to Fag the bill. To start with,
the number of weeks’ of wages needed to pay the bill of the average hospital stay
in the 19508 was 1.2 weeks. Today, it is over 12 weeks and rising.

If you didn’t have the means, the relevant people would figure something out in
the course of meeting the community’s needs. Private and public officials met peri-
odically on such bills, on planning for future facilities, etc. Blue Cross/Blue Shield
and some other plans did not cost an arm-and-a-leg, and played a role.

With a functioning economy and tax base, this i1s the model that can and should

work again.
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