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PROPOSALS TO STIMULATE HEALTH CARE
COMPETITION

TUESDAY, MARCH 18, 1980

U.S. SENATE,
SuBcOMMITTEE ON HEALTH,
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:30 p.m., Tuesday,
March 18, 1980, Hon. Herman E. Talmadge (chairman of the subcom-
mittee) presiding.

Present: Senators Talmadge, Baucus, Boren, Dole, and Duren-
berger.

l[iI‘he press release announcing these hearings and the bill S. 1968
follow:]

Y



Press Release #H-10

PRESS RELEASE

FOR IMMEDIATE RELEASE UNITED STATES SENATE

February 21, 1980 COMMITTEE ON FINANCE
SUBCOMMITTEE ON HEALTH
2227 Dirksen Senate Office Bldg.

SUBCOMMITTEE ON HEALTH SCHEDULES HEARING ON
PROPOSALS INTENDED TO STIMULATE HEALTH CARE COMPETITION

The Honorable Herman E. Talmadge (D., Ga.), Chairman of
the Subcommittee on Health of the Committee on Finance, announced
today that the Subcommittee will hold hearings on Tuesday and
Wednesday afternoons, March 18 and 19, 1980 to consider the objec-
tives and provisions of S. 1968. This bill is a proposal intended
to moderate health care costs by requiring employers to offer a
range of health insurance options and limiting the maximum amount
of employer tax deductions for health insurance premiums.

Principal Senate sponsors of the proposal are: Senators
David Durenberger (R., Minn.); John Heinz (R., Pa.):; and David L.
Boren (D., Okla.).

The hearings will begin each day at 2:30 P.M. in Room
2221 Dirksen Senate Office Building.

Senator Talmadge noted the consistent and increasing
concern with the costs of health care--not only with respect to
the Medicare and Medicaid programs, but in terms of the many bil-
lions of dollars being spent each year by employers and employees
for private health insurance. -

The Subcommittee Chairman said, "Dave Durenberger has
expressed concern that the expenditure of these tax-deductible
billions of dollars without any test of reasonableness or upper
limit may well serve to fuel the fire3a of health cost inflation.
Senator Durenbergar, as well as others, have expressed the view
that limits should be placed upon the tax~deductibility of employer-~
paid premiums and that employers should be required to offer their
employees a choice of at least three different insurance plans.
The objective here is to stimulate competition among and between
different health insurers and to provide economic incentives to
employees to select the more efficient insurers.” The hearing
will explore the potential effects and feasibility of the approach
advanced by Senator Durenberger.

Requests to tectify. ~- The Chairman advised that witnesses
desiring to testify during this hearing must submit their requests
in writing to Michael Stern, Staff Director, Committee on Finance,
2227 Dirksen Senate Office Building, Washington, D. C. 20510, not
later than Friday, March 7, 1980. Witnesses will be notified as
soon as possible after this cutoff date as to when they are scheduled
to appear. If for some reason the witness is unable to appear, he
may file a written statement for the record of the hearing in lieu
of a personal- appearance.




Consolidated testimony. -- Senator Talmadge also stated
that the Committee urges a witnesses who have a common position

or with the same general interest to consolidate their testimony

and designate a single spokesman to present their common viewpoint
orally to the Committee. This procedure will enable the Committee

to receive a wider expression of views than it might otherwise obtain.
The Chairman urged very strongly that all witnesses exert a maximum
effort, taking into account the limited advance notice, to consolidate
and coordinate their statements.

legislative Reorganization Act. -- Senator Talmadge stated
that the Legislative Reorganization Act of 1946, as amended, requires
that all witnesses appearipg before the Committees of Congress must
“file in advance written statements of their proposed testimony, and
to limit their oral presentations to brie¢f summaries of their argumeant.”

Witnesses scheduled to testify must comply with the
following rules:

- (1) A copy of the statement must be filed by the close
of business the day before the day the witness is scheduled to
testify.

(2) All witnesses must include with their written state-
ment a summary of the principal points included in the statement.

(3) The written statement must be typed on letter-size
paper (not legal size) and at least 100 copies must be submitted
by the close of business the day before the witness is scheduled
to testify.

(4) Witnesses are not to read their written statements
to the Committee, but are to confine their ten-minute oral presenta-
tions to a summary of the points included in the statement.

(5) Not more than ten minutes will be allowed for oral
presentation.

Written statements. -- The Chairman stated that the Com-
mittee would be pleased to receive written testimony from those
persons or organizations who wish to submit statements for the
record. Statements submitted for inclusion in the record should
be typewritten, not more than 25 double-spaced pages in length,
and mailed with five (5) copies by Tuesday, April 1, 1980 to
Michael Stern, Staff Director, Committee on Finance, Room 2227
Dirksen Senate Office Building, Washington, D. C, 20510.

P.R. #H-10



96TH CONGRESS
18T SESSION ° 1 968

To amend the Internal Revenue Code of 1954 to encourage competition in the
health care industry, to encourage the provision of catastrophic health insur-
ance by employers, and for other purposes.

IN THE SENATE OF THE UNITED STATES

NoveumBer 1 (legislative day, OcTOBER 15), 1879

Mr. DureNBERGER (for himself, Mr. BoreN, and Mr. HEINZ) introduced the
following bill; which was read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to encourage
competition in the health care industry, to encourage the
provision of catastrophic health insurance by employers, and
for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
_ SHORT TITLE
SECTION 1. This Act may be clted as the “Health In-
'centlves Reform Act of 1979" .
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STANDARDS FOR HEALTH BENEFIT PLANS PROVIDED BY
EMPLOYERS

Sec. 2. (a) Part II of subchapter B of chapter 1 of sub-
title A of the Internal Revenue Code of 1954 (relating to
items specifically included in gross income) is amended by
adding at the end thereof the following new section:
“SEC. 86. EMPLOYER CONTRIBUTIONS TO HEALTH BENEFIT

PLANS.
~*“Ya) IN GENERAL.—

(1) Excess CONTRIBUTIONS.—Notwithstanding
section 106, any contribution to or on behalf of a tax-
payer by his employer to a health benefit plan, or den-
tal benefit plan, or both, for any month shall be includ-
ed in such taxpayer's gross income to\ the extent that
such contribution amount exceeds the limitation on
contributions under subsection (e) for that month with
respect to such taxpayer.

“(2) NON-QUALIFIED CONTRIBUTIONS.—Not-
withstanding section 106, any contribution to or on be-
half of & taxpayer by his employer to a health henefit
plan for any month shall be included in such taxpayer’s
gross income if such employer fails to comply during
that month with any requirement of this section (to the
extent that such requirement applies to that employer).

“‘(b) DEFINITIONS.—For purposes of this section—
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‘(1) The term ‘health benefit plan’ means a sepa-
rate plan of an employer, or a plan t;) which such em-
ployer contributes, for the benefit of his employees or
their spouses or dependents to provide such employees,
spouses, or dependents with specified hospital or medi-
cal services, through prepayment of fees, direct provi-
sion of services, payment of insurance premiums, or
reimbur‘sement for expenses incurred. For purposes of
this section, plans described in this paragraph provided
by an employer to two or more distinct categories of
employees, which have different employer contribution
amounts, shall be considered to be separate health
benefit plans if the distinct categories of employees are
reasonably differentiated for purposes of determining
fringe benefits on a bﬁsis other than their choice of, or
participation in, a health benefit plan or option thereof.

*(2) The term ‘carrier’ means an organization (in-
cluding a self-insured organization or a multiemployer
group) which—

““(A) is lawfully engaged in providing, paying
for, or reimbursing the cost of, health services
under group insurance policies or contracts, medi-
cal or hospital service agreements, membership or
subscription contracts, or similar arrangements;

and
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4
“(B) offers at least one health benefit plan

(or option thereof) meeting the standards of sub-
sections (h) and (i) which individuals entitled to
conversion rights under subsection (f) or (g) may
purchase, in accordance with the provisions of
subsection (f) or (g) at a reasonable premium rate
(as determined by the appropriate State agency in
accordance with standards prescribed by the Sec-
retary, which standards shall ensure that the rate
is reasonable on the basis of the costs involved in
providing such coverage). '
“(c) MuLTIPLE CHOICE OF PLAN OPTIONS.—
“(1) Any employer having a total of more than
100 employees covered under any health benefit plan
offered by such employer at any time during a calendar
year must provide that such plan offers at least three
options for coverage under such plan, each of which
meets the requirements of subsections (f), (g), (b), and
(), and each of which is offered by a separate carrier.
“(2) For purposes of determining whetter an op-
tion is offered by a separate carrier—
“(A) any carriers which are component mem-
bers of a controlled group of corporations (as de-
termined under section 1563) shall be considered

to be a single carrier; and
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“(B) any carriers which are under common
control (as determined under section 414(c)) shall
be considered to be a single carrier.

“(8) For purposes of determining whether an em-
ployer has more than 100 employees covered uader a
plan—

“(A) all employees of all corporations which
are members of a controlled group of corporations
(as determined under section 1563) shall be
treated as employed by a single employer;

“(B) all employees of trades or businesses
which are under common control (as determined
under section 414(c)) shall be treated as employed
by a single employer; and

“(C) in the_case of a plan offered by a multi-
employer group, each employer of employees cov-
ered under the plan shall be considered to have
moro than 100 covered employees if the total
number of covered employees of all member em-
ployers exceeds 100.

“(4) For purposes of this subsection, the three op-
tion requirement applies to each type of benefit re-
quired under subsections (h) and (i), and more than one
carrier may be used under each option, provided that

there are at least three options available (by three sep-
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6
arate carriers) for each such type of required benefit.
The requirements of this subsection shall not apply to
benefits offered under a plan which are not such re-
quired benefits.
*“(d) EQuAL CONTRIBUTION REQUIREMENTS.—

“(1) With respect to any employer offering more
than one coverage option under a heslth benefit plan,
the amount of such employer’s contribution shall not
depend upon which such option an employee chooses.

‘“(2) If the contribution amount selected by such
employer is in excess of the total cost of any option
offered, the employer shall contribute, to any employee
choosing such option, an amount equal to the differ-
ence between the employer contribution amount and
the total cost of the option chosen by that employee.
Such contribution may be in cash or in any other form
of compensation or benefit, but each such employee
shall have the option of recéiving such contribution in
cash,

* *(8) For the purposes of this section and section
125 (relating to cafeteria plans)—

"(A) a contribution required by this subsec-

tion which consists of additional health benefits

shall be treated as a separate health benefit plan

option; and
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“(B) a contribution required by this subsec-
tion which consists of any type of benefit other
than cash-or health benefits shall be subject to the
provisions of section 125.

“(4) No contribution shall be required under this
subsection in the case of an employee who chooses not
to participate in any option offered under a health
benefit plan.

“(e) LIMITATION ON AMOUNT OF EMPLOYER CONTRI-

BUTION.—

“(1) For purposes of this section, the limitation on
employer contribution to a health benefit plan, or to s
dental benefit plan, or both, with respect to each
month shall be an amount equal to the indexed contri-
bution amount in effect for such month as determined
under paragraph (2).

“(2) The indexed contribution amount for each
month in a calendar year shall be an amount equal to
the indexed contribution amount in c.fect for the pre-
ceding calendar year, increased or decreased (as the
case may be) by the percentage increase or decrease in
the medical care component of the Consumer ijicé
Index for the third quarter of the preceding-calendar
year, as compared to such component: for ‘the third:
quarter of the second preceding calendar year.
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U
1. “(3) For months in the calendar year 1980, the
2 - indexed contribution amount shall be— ‘
3 .- *“(A) $50.00 with respect to coverage pro-
4 vided for the employee only;

5 “(B) $100.00 with respect to coverage pro-

-6 vided for the employee and his spouse; and
7 “(C) $125.00 with respect to coverage
8 V";r;vicﬂlerd for a family group consisting of the
9 employee and his family (other than coverage

10 described in subparagraph (B)).

11 ~ @) The Secretary shall by regulation establish

12 . methods for determining the amount of the employer

13 contribution to or on behalf of each employee in the

14 case of .a self-insured employer.

15 " “(f) ConTINUITY OF COVERAGE.—In order to be a

16 qualified contribution under subsection (a)(2), the employer

17 contribution must be for a plan (or opﬁon thereof) that

18 provides—
19 “(1) continued group coverage under such plan or
20 option in the event of the death, separation from em-

21 ployment, or divorce, of the employee, for a period of
22 30 days following such event, for any individual wixo
23 had such coverage at the time of such event (and the
24 plan shall provide that such employer shall continue
25 his contribution during such period); -
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“(2) continued group coverage under such plan 6r
option for an additional period of 180 days after the
30-day period referred to in paragraph (1) for any indi-
vidual referred to in paragraph (1) upon payment of &
premium not to exceed the applicable group premium
rate for such period (and such payment may be made
through the employer); and ‘

‘Y8) for the right of any individual referred to in
paragraph (1) to convert, during the 180-day period
described in paragraph (2), to an individual health
benefit plan or option that meets the requirements of
subsections (h) and (i), without regard to prior medical
condition or proof of insurability.

“(g) CovERAGE FOR FaMiLY OF EMPLOYEE.—

‘1) In order to be a qualified contribution under-
subsection (a)(2), the employer contribution must be for
a plan (or option thereof) that—

“(A) allows each employee choosing such
plan or option to purchase coverage under such
group plan or option, for so long as such em--
ployee maintains coverage for himself, for his
spouse and any of his qualified children;

“(B) allows any such qualified child covered -
under the plan or option the right to convert, dur-

ing the period of 180 days following the date on
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which he ceases to be a qualified child of the cov-
ered employee, to an individual plan or option
that meets the requirements of subsections (h) and
(i), without regard to prior medical condition or
proof of insurability; and

“C) provides that with respect to any em-
ployee who is coverel under the plan or option at
the time of the birth of any qualified child of his,
the coverage under such plan or option shall auto-
matically include such child (and the cost of cov-
erage shall be adjusted accordingly); except that
such employee may choose, during the 60-day pe-
riod following such birth, to waive such coverage
for the child.
“(2) A qualified child of an employee is an indi-

vidual who is a child of the employee (within the
meaning of section 151(e)), and who (A) has not at-
tained the age of 19 and resides in the same household
as the employee, or (B) is a student (within the mean-
ing of section 151(e)).

“(h) MiNtMUM BENEFITS. —

(1) In order to be a qualified contribution under

subsection (a)(2), the employer contribution must be to
. a plan (or option thereof) that at least provides cover-

age for the same types of services for which coverage
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is provided under 'title XVIII of the Social Security

Act.

“(2) The requirements of paragraph (1) shall not
affect any provisions of such plan or option relating to
deductibles or copayments, or relating to requirements
that covered services be provided by particular persons
or facilities.

“(i) CATAsTROPHIC EXPENSE PROTECTION.—
“(1) In order to be a qualified contribution under

subsection (a)(2), the employer contribution must be to

‘a plan (or option thereof) that provides for payment of

100 percent of the cost of services included under sub-
section (h)(1) which are provided to an individual cov-
ered under such plan or option during & catastrophic
benefit period.

“(2) A catastrophic benefit period with respect to
any individu;d—

“(A) shall begin at such time as the in-
dividual and his spouse and qualified children, if
covered, have incurred, while covered under the
plan, cut-of-pocket expenses for services included
under subsection (h)(1) provided to them during
any calendar year in excess of $3,500; and

“(B) shall .end at the end of such calendar

year.
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“(3) For purposes of this section the term ‘out-of-
pocket expenses’ means expenses, the payment for
which such individual, or his spouse, or qualified child
covered under the plan or option, is responsible, and
for which reimbursement cannot be made, or cannot
reasonably be expected to be made, under any other
form of insurance or benefit plan, or any law or Gov-
ernment program, but does not include expenses in-
curred to which reimbursement is not made under a
health benefit plan or option solely by reason of the
fact that the individual or his spouse or qualified child
incurred such expenses for services provided by a per-
son or facility, and under such circumstances, such that
payment under such plan or option is not authorized.

“(4) For purposes of this subsection the term
‘qualified child’ has the same meaning as in subsection
®-

“(5) In the case of an employer whose contribu-
tion amount to a health benefit plan for his employees
is less than the full amount necessary to provide cata-
strophic expense protection as required by this subsec-
tion, one health plan option offered by such employer
shall be considered to meet the requirements of this
subsection if it meets all such requirements except that

the deductible amount is in excess of $3,500.”.
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(b) The table of contents of part IT of subchapter B of
chapter 1 of subtitle A of such Code is amended by adding at
the end thereof the following item:

“Sec. 86. Employer contributions to health benefit plans.”.
EFFECTIVE DATE

SEc. 3. The amendments made by this Act shall become

effective on January 1, 1982, -
SPECIAL RULE FOR EMPLOYMENT TAXES

(2) GeNeRAL RULE.—Chapter 25 (relating to  general
provisions relating.to employment taxes) is amended by add-
ing at the end thereof the following new section:

“SEC. 35087 TREATMENT OF EXCESS EM?LOYER CONTRIBU-
TIONS A_ND REBATES UNDER SECTION 86
HEALTH PLANS,

“(2) AmounT INCLUDED IN GRoss INcome UNpER
SectioN 86(a) TREATED As REMU_I‘IEB.:&l'I.'IO'I-Q‘f—‘-For pur-
>poses of this subtii;lq, any amount requifed to be included m
thg gross income of an empioyee under sgc_t.ion 86(a) wn‘.h
respect to any month— _ »

“(1) shall be treated as paid in cash to such em-

ployee at the close of such month, and o

~ “(2) shall not be treated as paid under a health or
similar plan of the employer.

“(b) SpeciAL RuLes FOrR CasH PAYMENTS.—In the

case of any required cash payment under section 86(d){2)—
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“(1) FicA, RR, AND FUTA TREATMENT.—No
amount (in addition to that to which subsection (a) of
this section applies) shall be subject to tax under chap-
ter 21, 22, or 23.

“(2) WiTHHOLDING.—The remainder of the re-
bate (after the application of subsection (a) of this sec-
tion) shall be subject to tax under chapter 24.”

(b) CLERICAL AMENDMENT.—The table of sections for
chapter 25 is amended by adding at the end thereof the fol-
lowing new item:

“Sec. 3508. Treatment of excess employer contributions and rebates under section
886 health plans.”.

COORDINATED ADMINISTRATION

SE(_). 5. The Secretary of the Treasury, in determiniﬁg
whether health plans or options meet the criteria of subsec-
tions (h) and (i) of section 86 of the Internal Revenue Code of
1954 (relating to minimum bensfits and catastrophic expense
protection) shall coordinate such determinations with the reg-
ulations and decisions of the Secretary of Health, Education,
and Welfare in carrying out the program established under
title XVIII of the Social Security Act.

O
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Senator TALMADGE. The subcommittee will please come to order.
Today and tomorrow we will hear testimony on proposals which
are intended to increase competition in the health care market.

The objective is laudable and one I share.

None of us who are confronted with the frightening increases in
the costs of health care programs can afford to ignore alternatives
which might moderate those costs.

In fact, I believe the changes in medicare and medicaid hospital
reimbursement which 1 have ‘proposed, and which have been ap-
proved by the Finance Committee, will serve to foster efficiency
and competition within the hospital field.

We have found that there are no easy answers to the problem of
health care costs.

That is why, properly conducted, the legislative process should
subject far-reaching proposals to careful and detailed scrutiny.

_ We want to avoid having the easy answer serve to compound an
already difficult problem.

At the same time, careful scrutiny may provide a good basis for
appropriate change. The provisions of S. 1968 and related bills are
strongly advocated by serious proponents.

At the same time, there are those who have serious reservations
about the ramifications and the necessity of those bills.

Hopefully, during the course of these hearings, we will have
answers offered to some of the questions which have been raised,
including:

Do employers and employees today have incentives to seek out
the most efficient and economical insurers?

Does the tax deductibility of an employer’s payment for health
insurance in fact serve to create relative indifference on their part,
as well as on the part of employees, to the costs of health care?

Are employers, unions and others concerned acting to moderate
health care costs and premiums?

What effect will these proposals have on the collective bargain-
ing process in the United States?

What are the three different options from three different insur-
ers which would be required of an employer?

What are the effects on the administrative and risk costs of
health insurance to employers and employees in terms of having
three different plans instead of one?

What are the effects of these proposals on the many self-insured
or trusteed plans?

What would be the effect on the economic advantage of a single
insurer writing an employer’s coverage on a package basis—health
insurance, major medical and life insurance—if they were required
to be fragmented in the future?

What new administative costs and regulatory burdens would
these proposals place upon employers and Taft-Hartley trusts?

What would be the effects of adverse selection on various types
of insurers and their costs of providing benefits?

Would a complex federally required plan inhibit an employer
from providing benefits or result in his cutting back on benefits?

‘Would large copayments and deductibles, if selected by the
youngest employees with the lowest incomes, aggravate hospital
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bad debts and collection problems and create further pressure for
coverage by Federal programs such as medicaid?

To what extent would a mandatory three-option program create
difficulties in insurance company ratemaking?

Do these approaches allow for legitimate qualitative differences
among hospitals and practitioners which may result in greater or
lesser costs?

Does the proposed maximum on the deductibility of health insur-
ance premiums fail to acknowledge acceptable differences in costs
of providing benefits in one area of the country as opposed to
another?

Is low cost care necessarily provided appropriately and at proper
levels of quality?

- Finally, would legitimate variations in cost and quality of care
become subject to arbitrary limits?

That is, is low cost care by definition more efficient, or are there
other factors involved? -

Obviously, we have a lot of questions, and the committee will
certainly look forward to answers,

Because of the large number of witnesses today, I must ask that
presentations be as brief as possible, consistent with the making of
key points.

Questions and answers, to the extent possible, should also be
brief and to the point. With that out of the way, I know we all look
forward to an informative hearing.

I would suggest, if it meets with the pleasure of the committee,
that witnesses be limited to 10 minutes in presenting their testi-
mony and members of the committee, certainly on the first round,
be limited to 5 minutes of questioning. -

Is that agreeable, Senator?

Senator DURENBERGER. That is.

Senator TALMADGE. Without objection, so ordered.

Any statement? i

Senator DURENBERGER. Yes, Mr. Chairman.

Senator TALMADGE. Senator Durenberger?

Senator DURENBERGER. I want to thank you, Mr. Chairman, for
this opportunity and I am indebted to you as all Americans are, for
your long-time interest in the subject of health care and we are

_now indebted to you, as reflected in your opening statement, for a
long and probably not totally complete list of very good questions
about the approach to health care that we propose here.

I think that it is Very appropriate that this subcommittee’s first
hearing on health care competition comes at a time when national
attention is focused on inflation and the economy. The bill we are
here to discuss today, S. 1968, the Health Incentives Reform Act,
directly addresses the national priorities that have been identified
by the President, the Congress and, most important, the public.

Direct Federal Government expenditures on health care continue
to increase at alarming and uncontrollable rates. Expenditures on
medicare alone are doubling every 4 years, and will total $33
billion in 1980. Total Federal health costs constitute more than 12
g‘ercent of the Federal budget. The very fiscal integrity of the

ederal budget is jeopardized by these costs: Cost containment
strategies are imperative.
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The efforts to date have been regulatory. As costs rise, regula-
tions increase, leading to a cycle of more costs and more regula-
tion—all to no avail. Despite considerable investment of Govern-
ment time and money into regulation, independent studies increas-
ingly acknowledge that the result may be increased costs.

e Health Incentives Reform Act works by providing consumers
financial reasons to select the best value in medical care. In turn,
this generates incentives among providers to become more cost-
conscious and to deliver care as efficiently as is possible.

According to the Congressional Budget Office, the Health Incen-
tives Reform Act will reduce private spending on medical care b
an estimated $4 to $6 billion by 1985. Mr. Chairman, I am includ-
ing the complete CBO report in the record of today’s hearings.

nator TaLMADGE. Without objection, the complete CBO report
will be included in the record. -

Senator DURENBERGER. Thank you, Mr. Chairman.

[The material referred to follows:]
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CONGRESSIONAL BUDGET OFFICE Alice M. Riviin

U.S. CONGRESS R Director
WASHINGTON, D.C. 20515 :

March 18, 1980

Honorable David Durenberger
United States Senate
Washington, DC 20510

Dear Senator:

The Congressional Budget Office has prepared a cost estimate _
for the Health Incentives Reform Act of 1979 (S. 1968) at the
joint request of . Segator Bdnpqd Muskie, Chairman, Senate Budget
Committee, and Senator Henry Bell-on, Ranking Minority Member,
Senate Budget Committee.

In response to your letter of February 28, 1980, we are
sending a copy of this estimate.

Should you desire further details, we would be pleased to
provide them.

Sincerely yours,

- 0
@. — o.\a:\‘\L :

Alice M. Rivlin
Director

Attachment
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CONGRESSIONAL BUDGET OFFICE
Cost Estimate

March 17, 1980

BILL NUMBER: S. 1948 ‘-

BILL TITLE:

Health Incentives Reform Act of 1979

BILL STATUS: -

As introduced and referred to the Senate Finance Conmittee,
November 1, 1979, as clarified in a letter from Senator
Durenberger te Dr. Rivlin dated March 6, 1980.

BILL PURPOSE:

The purpose of the bill 1s to encourage competition 1in the
health care -industry and to encourage the provision of cata-
strophic health ingurange... The Internal Revenue Code of 1954
would be amended to place a ceiling on the amount of employer
contributions to health benefit plans excludable from the
employee's gross income. The bill would also require employers
providing health benefits to offer a choice of plans with a
fixed contribution. Each plan at a miniovm would provide
protection against catastrophic medical expenses.

COST ESTIMATE:

The bill would tax the portion of employer contributions to
health benefit plans in excess of a celling and would tax
rebates paid to employees who choose plans with premiums lower
than the employer's contribution. This would be offset to some
extent by some employers increasing coatributions ian response to
incentives in the bill. The projected net increases in revenues
are shcun below.

(by fiscal years, in billions of dollars)

Revenues 1981 1982 1983 1984 1985
Estimated Revenues 0 1.0 1.7 2.0 2.3

These estimates are subject to substantial uncertainty. For
example, the 1985 estimate could be as low as $1.5 billion or as
high as $3.0 billion.
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The bi1l would reduce private health spending by inducing people
to change to insurance plans with more cost-sharing and to
prepaid health plans such as Health Maintenance Organizations.
By fiscal year 1985, private spending on medical care is pro-
jected to be $4 billion to $6 billion lower than under curreat
policies. Most of this reduction would be in nonhospital spend-
ing such as physician services, dental services, and mental
health services.

The bill would have indirect effects on federal outlays for
Medicare and Medicaid, but they would be very small. Physician
fees would be lower than under current policies, but most of
this effect wculd show up in average revenues per visit (changes
in billing practices, volume of ancillary services ordered)
rather than in customary charges for particular procedures. On
the other hand, reduced v+ilization among private patients
should free up resources for use by Medicare and Medicaid
patients, increasing outlays. The net impact on federal outlays
should be close to zero. -

g - g e

BASIS OF ESTIHATE' Lem
The estimate assumes passage by July 1981 and implementation on
January 1, 1982, the date specified in the bill.

The data base for the analysis is a survey of employment-related
health benefit plans conducted by the Bureau of Labor Statistics
in 1977. By re-weighting the survey according to national
eaployment patterns, a distribution of monthly family premiuams
was obtained. Additional data sources were used to adjust for
the survey's exclusion of small plans (those with less than 25
participants) and plans 1in nonprofit organizations. Other
sources were also employed to estimate by size of premium the
share of the premium contributed by employers.

The premium distribution under current policies was projected to
1985. By extrapolating historical trends, the premium per
covered employec was projected to increase at an average annual
rate of 14 percent. The share contributed by the employer was
projected to increage from 72 percent in 1977 to 80 percent in
1985.
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The bill's ceiling on excludable employer contributions is $125
per month for family coverage in 1980, indexed by the Medical
Care Component of the Consume Price Index. On the basis of
historicel relationships, the indexed ceiling was assumed to
grow more slowly than premiuwms per covered employee-~by three
percentage polnts per year. Consequently, the ceiling gets
tighter over time.

The projected distribution of employer contributions and the
projected ceiling were then compared. By 1985, about 34 percent
of covered employees should have contributions exceeding the
ceiling. (The comparable 1981 projection is 20 percent.)

A substantlal number of employees receiving contributions in
excess of the ceiling should change insurance plans. For those
employees who would be receiving contributions in excess of the
celling under current policies, the employer contribution was
assumed to continue as under current policies.l The proposal's
effective removal of the tax subsidy for insurance purchased
with contributions. above. the ceiling should result in many
employees choosing lower—cost .plans. For those employees with
employer coantributions excee¢ding the ceiling by more than two-
thirds, switching to low-option plans was assumed to reduce the
average premium by about 40 percent. For those with employer
contributions exceeding the ceiling by less, the estimated
reduction in average premium was correspondingly lower.

The estimate is not sensitive to euployers reducing contributions
in this range.

The reduction in average premium was based on an assumption of a

-1985 marginal tax rate of 40 percent (income tax and FICA). The

elasticity is based on Charles Phelps, Demand for Health Insur—
ance! A Theoretical and Empirical Investigation, prepared for

the Office of  EBEconomic Opportunity (Rand, R-1054-0E0), July
1973. A larger reduction in average premium i{s implied by Martin
Feldstein and Bernard .Friedman, "Tax Subsidies, the Rational
Demand for Insurance and the Health Care Crisis,” Journal of
Public Economics, vol. 7 (1977), pp. 155-178, ©but the Phelps

estimates were judged to be more reasonable.
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Por those employees whose contributions are projected to be
lower than the ceiling, the average premium paid was assumed to
be unchanged because the tax subsidy for the purchase of health
insurance would not be ‘altered. While significant numbers of
employees would probably choose plans with lower premiums, such
changes should be balanced by those choosing plans with premiums
higher than present plans. The ability of employers to offer
cash rebates to employees choosing low-cost plans without
jeopardizing the tax-free status of contributions to those
selecting high option plans should induce some employers to
increase t eir contributions to health-benefit plans.3 Those
employees . iw prefer extensive health insurance would wind up
with a more extensive plan than before, while others would wind
up with the same plan or a less extensive plan plus the rebate.
If the single plan under current policies reflects preferences
of the average eamployee, then the average premium under multiple
choice would remain the same.

The wultiple choice provision of the bill would cause a revenue
loss by inducing employers.,to. increase their contributions up to-
the ceiling. Those with contributions below the ceiling under

, current policies who choose a“more expensive plan will in effect
have sheltered more of their compensation from taxes. Those
choosing the same plan or a lower cost one will avoid payment of
FICA on the portion of the rebate below the ceiling on tax-free
benefits.

Some employees would be induced to enroll in Health Maintenance
Organizations. Using the 27 percent annual rate of growth of
HM0 enrollment in the Minneapolis-St. Paul area as an upper
bound, S. 1968 was agssumed to increase national HMO enrollment’
growth from 13 perceant to 17 perceat per year, with half of the
additional enrollment occurring in independent practice associa-
tions.

Given assuaptions about employer contribution shifts and

-employee choices of plans, calculation of revenue effects and
reductions in the premlum of the average plan followed

3. All employers with noncontributory plans were assumed to increase
contributions to the cefling. Smaller percentages of employers
with contributory plans were assumed to increase contributions to
the ceiling.
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directly. Assuming a base of §$132 billion in group insurance
premiums in 1985, reven.2s should be &pproximately $2.3 billion
higher in that year than under current policies. The average
premium for the- chosen ‘plans should be about 11 percent lower
than under current policies.

The premium reduction was coanverted to a reduction in coverage
(the proportion of the bill paid by insurance). The factor of a
0.45 percent reduction in coverage for every 1 percent reduction
in premiums that was used reflects both a moderate amount of
adverse selection (healthier people tending to choose the low
option plans) and a reduction in service use roughly equivalent
to the reduction in coverage (for example, a 5 percent reduction
in coverage causes a 5 percent reduction in use).4 This trans-
lated the premium reduction to a 5 percent coverage reduction.
About 85 percent of this coverage reduction was assumed to be
for nonhospital services. Assumptions about the effects of
health insurance on the use of services are from the low end of
the range found in the literature.>

Reduced insurance coverage should-.cause medical fees to increase
slower than they would otherwise. Based upon a study by Frank
Sloan,® medical fees were projected to be about 3 percent lower
by 1985 than under curreat policies. However, Sloan's results
predict all of the effect to be in average reveies per visit
rather than in customary charges for a visit, so that much of
this effect would neither be measured by the Consumer Price
Index nor by the "usual, customary, and reasonable” profiles
used to determine Medicare reimbursements.

Assuming that most of those employecs choosing lower cost plans
have relatively extensive coverage now, this utilization assuamp-
tion is equivalent to a demard elasticity of about -0.2.

For hospitals, see Joseph P. Newhouse and Charles E. Phelps, "New
Estimates of Price and Income Elasticities of Medical Care Ser-
vices,” in Richard Rosett, editor, The Role of Health Insurance

in the Health Services Sector (New York: National Bureau of

Economic Research, 1976), pp. 261-312. For physician services,
see Anne A. Scitovsky and Nelda McCall, “"Coinsurance and the
Demand for Physician Services: Four Years Later,” Social
Security Bulletin, vol 40 (1977), pp. 19-27.

Frank A. Sloan, "Physician Fee Inflation: Evidence froam the
Late 1960s,” in Rosett, Role of Health Insurance.
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Some offsets were applied to the reduction in private expen-
ditures. First, the fee reduction should induce some increased
utilization. Second, the go-called "Roemer effect,” or the
phenomenon of the availability of resources shifting the demand
for services, should result in an increase in use. A one
percent increase in resources was assumed to increase hospital
use by 0.4 percent, and physician use by 0.2 perceat. Netting
out all of these offsets leaves an expenditure reduction of
about 5 percent.

Finally, savings from additional HMO use were added. On the
basis of Harold Luft's research, we assume that a mixture of
group practice and independent practice HMOs should reduce
expenditures by 15 to 20 percent relative to fee-for-service

practice.’
ESTIMATE COMPARISON:

CBO has estimated the cost of H.R. 5740, a bill with similar
provisions. Reyenues taised and private medical expenditures
saved are projected to be highar under H.R. 5740 than under S.
1968, The wmajor reason “for the difference is a tighter
limitation on tax-excludable contributions in H.R. 5740.

CBO has also estimated the cost of S. 1590. A revenue loss is
projected because the ceiling on tax excludable contributions 1is
much less restrictive, and rebates are not taxed. Private
medical expenditure reductions are larger in S. 1590 because the
rebates would be tax-free, causing more people to reduce their
health insurance coverage.

PREVIOUS CBO ESTIMATE:
None.

ESTIMATE PREPARED BY: Paul B. Ginsburg (225-9785)
- Larry Wilson (225-9785)

ESTIMATE APPROVED BY: @ ?Z ZZ
R (]
# Jamés L. Blum

Agsistant Director for Budget Analysis

7.

Harold S. Lufit, "How Do Health Maintenance Organizations Achieve
Their 'Savings'?: Rhetoric and Evidence,” New England Journal of

Medicine, vol 298 (June 15, 1978), pp. 1336-1343.
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Senator DURENBERGER. Unfortunately, the necessary focus on
costs has diverted congressional attention away from other worth-
while goals like assuring quality of care and access to health care
for all Americans. Until health care costs are brought under con-
trol this Congress simply cannot afford to pursue these admirable
objectives.

One of the attractions of the competitive approach is that it
wvon't just save our citizens money. It will also result in health
providers being more responsive to consumer needs.

As an example, in the Twin Cities of Minneapolis and St. Paul,
where competition is flourishing, new clinics and doctors’ offices
are being built in locations that will best satisfy patients—not
doctors—and hours are being structured to best meet patient
needs. The true beneficiary of competition is the consumer.

Some critics of the competitive approach argue it will take too

"long to develop effective market forces in health care. Too long
compared to what? How long have we been tinkering with a regu-
latory solution to our health care concerns, and with what success?

The Health Incentives Reform Act is not meant to be a panacea
to all of our health care woes. It is a first step. A first step toward
reducing Federal regulation that now costs our country more than
$100 billion a year. A first step toward greater cost-effectiveness in
health care. A first step toward better quality and more appropri-
ate distribution of health resources. And a first step toward being
able to afford adequate health care coverage for all Americans.

The Healtl Incentives Reform Act successfully melds elements of
catastrophic coverage, system reform, and cost containment—all at
no cost to the Federal Government and substantial benefit to the
consumer. The time for this kind of legislation is now. It demands
our serious discussion and consideration.

Thank you. " - -

[The material submitted by Senator Durenberger follows:]
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HEATTH INCENTIVES REEORM ACH 01 1979

SPONSOR®  DAVE DURINBIPAER

CO-SPONSORS:  DAVID POREN
JOUN HTINZ

SUMMARY: S, 1us8 would arerd the {nternal Fevenue Cede an the
following wavs:

For employers of over 100 peeple, in order for an enplovee tno
claim as tax free the emplover's contribution tn a health
benefit plan that cmplover must corply with the {nllowing:

Ty MULTIPLE CHOICE - Tach erplover shall anctate an anv health
S e
henefits program a4 choice of at least thrive health insiaran.e
or delivery plan autrons reetine jresoribed standards,  Pach

of these optinns must be offered by v ~eparate carruer,

a

FOUAL IMPTOYIR CONTRTEETION - The arounat of an omplover's
contributinn “Kall net depend npon which aption an erplevee
chooses.  If an employece thooses 1 rlan whove premiun ts

helow the emplover contrthution Jevel, the cveplove® must ¢gve
the emplovee the difference in tavable cash or other henefit-.

[

CONTINJITY OF COVIRACE - Coverape for at leact 30 davs would
he Tegquired Tor empiovees after termination of emplovment,
tor dependents after Jdeath of an emplovel famil: nerber, and
for Jdivorced spouses after ditorce.,  Siy =nnths additional
continuation of existin, ¢orverayve upon continued pavment of
premiun by the insured. Tollowiny this ~1v manth period,
conversion to individua! coverave would e pormitted,

furthermore, a limit is set nn the manthly contribution the
emplover can offer the emplaovee as tax {ree-

$50 for onc emplovee coverage:

$100 for emplovee and spons~:

$125 for family coverave,

These amounts wiltl be indexed te the Censumer Price Index.

In addition, 21l emplovers who offer a health plan must anclude
in each offering, coverage of catastrophic medical expenses
which exceed $3500 out-of-pocket Tn” 1nv ane TalendaT vear.”
The types of services covered bv this catastrophic coverage
will B¢ those covered hv Medicare

FOR FURTHER INFORMATION OR DISCUSSION, PITASE CONTACT AT
SENATOR DURFNBIRGIR'S OFFICE, TOM HORNER, 202-224-3244.

62-511 0 - 80 ~ 3
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WHAT BIRA (S. 1968) WILL DO:

1

2

~

3)

4

~

5)

6)

7)

HIRA will introduce competition into health care delivery at
the time when the employed person chooses a health plan, not
when care is needed. Multiple choice is really the converse
of high-deductible, cost-sharing plans. The latter induce
individuals to avoid seeking care, even when sick; and the
fixed deductibles are regressive. Multiple choice promotes
objective decisions when the cmployee is well,

HIRA will promote innovative plans - HMOs and others - only

to the extent that they can offer cfficient, quality health
plans. Nothing in the b11l1 favors IMMOs or any other particular
delivery system except to give them all more of a chance to
compete fairly for business.

HIRA offers employees the chance to choose the plan which
suits them best, rather than having only a single plan chosen
by the employer. -

HIRA limits the tax-free contribution of employers to health
plans, The actual figures for this limitation are indexed
to the health-cost scgment of the Consumer Price Index.

HIRA will encourage carriers (insurers, HMOs etc.) to find
cost-efficient providers to deliver services.

HIRA will maintain the current diversity of medical practice
schemes and private insurance plans. -

HIRA insures that employer-based health insurance will cover
the costs of catastrophic illness.

WHAT HIRA WILL NOT DO:

1)

2z

~—

3

4

~

5

~

HIRA will minimize federal regulation., Compliance will be
necessary for employecs to claim contributions as tax free.

HIRA will not encourage poorly run or inefficient delivery
systems.

HIRA will minimize federal regulaticn. Plans offered would
only have to cover the same sort of services covered by
Medicare, but not at any mandated level of dollar coverage
(deductibles, etc,)

HIRA will not require new federal expenditures. In fact,
these system reforms will generate tax revenue and reduce
private sector health expenditures. A CBO analysés of these
results is extremely favorable.

HIRA will not change the tax structure which taxes all income
to employees, whether given as cash rebate or otherwise.
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Senator Dave Durenberger

QUESTIONS AND ANSWERS
- ON
SENATOR DAVE DURENBERGER'S

HEALTH INCENTIVES REFORM ACT OF 1979

WHAT 1S THE COST OF YOUR BILL?

ANSWER: The provisions of this bill will cost the Federal Government
nothing. In fact, with a cap on the amount an employer can contribute
to an employee's health benefit plan that 1s considered tax free to

the employee, the Federal Covernment should realize some additional

tax revenues. The cap assures that the tax subsidy the Federal
Government will provide for health insurance does not exceed an amount
that slould cover the premium cost of a reasonably comprehensive

benef1t package provided in a cost-effective setting., Precise estairmates
of these recovered tax revenues do not exist at this time.

Employers will experience an additional administrative burden
and expense from complying with ¢the multiple choice and equal employer
contribution reguirements. These new costs will be countered by
decreased health benefit costs resulting from increased competition
and the contribution cap. As competition takes hold the rate of health
care cost increases should taper off, and employer-based health plans
should share in this lowered growth rate. It 1s extremely difficult
to estimate the net effect of these factors on the employer. The
experience of the Federal Employees' Health Benefits Plan and many
employers who already offer multiple choice suggest that the additicnal
administrative cost would not be excessive.

Consumers will share 1n the savings of a competitive system.
They will realize greater benefits and relatively lower out-of-pocket
costs 1f they select cost-effective plans.

HOW MANY AMERICANS WILL BE AFFECTED BY YOUR BILL?

ANSWER: Tn 1975, about 70 miliion workers, or 75% of all wage and
salary workers, were covered by some type of health insurance financed
by employer-paid premiums. Those workers and their dependents, and
the employers they work for, would be affected by the provisions 1n

my bill. For the 37.5 million persons with basic hospital insurance
and no major medical coverage, the catastrophic provisions in my bill

would represent improved coverage.

HOW DOES YOUR BILL ADDRESS THE ISSUE OF BRLTTER HEALTH CARE COVERAGE
FOR ALL AMERICANS?

ANSWER: The uncontrolled escalation in health care costs 15 a major

reason the number of Americans without affordable health care coverage
1s increasing year after year. Before we can extend health coveraje,
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we need stfuctural changes in the health care system that will make
the extended coverage affordable.

The changes that I propose in my bill will stimulate competi-
tion anz contain costs in a manner consistent with any policy we
subsequéntly adopt to provide health care to low-income, uninsurable,
and otherwise uncovered Americans. Project Health in Oregon has
demonstrated that low-income people can participate in competitive
markets to their sdvantage and to the advantage of the taxpayers.

We can pursue these pro-competitive structural reforms now
at no cost to the Federal Government.

WHAT DOES YOUR BILL DO TO HELP PERSONS FROM SMALLER COMMUNITIES?

ANSWER: While the majority of HMOs (the predominant form of competitive
model) have developed in relatively large urban areas, there have been
a number of innovative competitive plans developed which are successful
in smaller communities. The Wisconsin Physicians Service Health
Maintenance Program was begun in 1970 and now covers about 150,000
people. A similar system was started in 1974 by the SAFECO Financaial
Service Company and now has a total of approximately 23,000 members
spread over Washington State and Northern California. These plans

use innovative incentive mechanisms to make them cost-effective and
competitive. SAFECO physicians act as the complete health caretaker
for plan enrollees; doctors direct both clinical and financial aspects
of care and share in end of year surpluses or deficits. There is no
question that it would take some time for all the benefits of competi-
tion to spread to smaller communities, but my bill will help speed

that process.

Furthermolre, there are i1ndirect benefits for these people.

1} Rural physicians refer their serious cases to expensive
urban medical centers. rompetition in urban areas will
result in cost containment, and the benefits will be
shared by those rural people referred to the city.

2

Competition in urban areas will result in more appropraiate
distribution of physicians (especially specialists), and
there will be stronger economic incentives for physicians
to enter primary practice and move to rural areas. Some
claim that there currently exist strong financial rewards
for practicing in rural areas (many communities offer
lucrative salaries)...and still physicians do not move

out of the city. <his is true. What we lack now, however,
are economic penalties (disincentives) for practicinq in
over-supplied urban areas. Under a competitive system,
there will no longer be the extensive open-ended financing
we now have that supports extra and unneeded health services.

WHAT EFFECT WILL YOUR BILL HAVE CN HUSPITALS AND HOSPITAL COSTS?

ANSWER: People don't choose hospitals, doctors do. Hospitals are thus
accustomed to filling their beds by attracting doctors, not patients.
When their costs are paid by third parties, 1t 1s not surprising to

see vast capacity expansion and unnecessary duplication of expensive
technologies. Competitive health planc introduce an acute cost



33

awareness 1nto the system. Competitive plans are going to be
copcerned about qudlity, but they are going to be concerned about

———-Cc05ts as_well.’: The hospital-that operates cost-effectively and
has a relatively lower per diem rate will be more likely to secure
a competitive plan's business. As competitive plans garner more
and more of an area's available patients, their influence over
hospital behavior will become more and more significant.

With the rapid growth of competitive plans in the ‘fwin
Cities, hospitals are beginning to face intense competitive pressure
to operate more cost-cffectively. These plans are shopping around
for hospitals that can provide them with the best deal, and in those
plans w th established hospital relationships, the plans have 1in
some cases negotiated discounts and are applying strong pressure for
efficiency reform,

6. COMPETITIVE PLANS HAVE DEVELOPED AND PROVEN EFFECTIVE IN SELECTED
AREAS. WHY HAVEN'T THEY HAD MORE SUCCESS? WHY HAVEN'T MORE DEVELOPED
CON THEIR OWN?

ANSWER: The reasons are many. My bill 1s aimed at correcting some of
the most important barriers. For example, most people today don't
have a choice to have a market. In today's health benctit plan
environment, employers offer one plan to cover their employees. Since
the plan must satisfy each and every employee and meet his or her
particular rieeds, 1t must permit participants to use any physician

in any hospital in the community. A one-plan offering on the part

of employers has meant that insurance plans compete not on the basis
of benefit design, bit rather on the basis of administrative cost

and services.

Until we have a multiple choice enviroament we cannot expect
plans to develop which have a limited number of efficien: providers
participating in them. The efficient providers in a community cannot
form their own plan today because they would not be a viable offering
for an employer. A single limited provider plan would not meet the
needs ot all employees. Only in a multiple choice environment wcan
efficient plans with a limited number of providers begin to develop.

HMOs are the most widespread model of a competitive plan.
Drafters of the original HMO legislation recognized the importance
of Jual choice in ussuring the growth of HMJs. The problem is that
there ore limited provider arrangements which fall short of HMOs which
wouid be competitive 1f they had access to the rarket. The dual choice
provision in the HMC Act encourages an all or nothing response;
innovative and cost-effective arrangements that do nor meet federal
fMO guidelines are stifled becaise they den't have access to the market.
HMOs are the only existing competitive model because only HMOs «are
guaranteed access to the market. Multiple choice by emproyers assures
that the environment will at least be conducive to the development of
new kinds of cost-vffective arrangements.

7. WHY DOES THE PENALTY FOR NON-COMPLIANCE WITH THE PROVISIONS IN HIRA
SEEM TO REST WITH THE EMPLOYEE RATHER THAN THY EMPLOYER?

ANSWER: Compliance with hIRA states that any contribution on behalf

of a ta> ‘ayer by his employer to a health benefit plan shall be
included 1n that taxpayer's gross income 1f the conditions of the bill
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are not met. While it appears that penalty rests with the employee,
the effect of this ccmpliance provision will be to hold the employer
responsible for the amount that otherwise would have been withheld
had the contribution been considered taxable wage. Very large
numbers of people in this country work for federal, state and local
government agencies and for not-for-profit institutions such as
hospitals, churches, schools, and universities. In these cases, the
employer has no income tax liability. Conseguently, it becomes much
more practical to use the exclusion from the employee's taxable
income as the lever to achieve change.

WHAT ARE THE MINIMUM BENEFIT STANDARDS IN YOUR BILL AND TO WHOM DO
THEY APPLY?

ANSWER: Employer-based health benefit plans must meet certain minimum
benefit standards. These include continuity of coverage following
termination of employment, death of an employee, and divorce, an

option to purchase dependent coverage through the employer, and
catastrophic coverage. Catastrophic expense protection consists of

all health plans limiting consumer out-of-pocket expenses for basic
benefits tc a maximum annual! amount of $3,500. Legitimate expenditures
are those covered under Medicare.

WHAT COST-SHARING PROVISION ARE INCLUDED IN YOUR BILL?

ANSWER: There are two prancipal forms of cost-sharing: cost-sharing

of premiums and cost-sharing of utilized services. Cost awareness

with regard to premiums 1s essential 1f the consumer 1s to have an
1ncentive to seek out cost-effective plans. If we simply pay consumers
100% of whatever their health care costs, we fail to reward those
individuals who choose more efficient plans. Cost-sharing of premiums
permits consumers to make choices when they are healthy and relatively
free of disease. Unlike cost-sharing of utilized services, cost-sharing
cf premiums does not affect their hehavior when sick and in need of care.

Cost-sharing of premiums does not necessarily mean that
employees must contribute to the premium, but 1t does mean that they
must recoynize the differences 1n premiums among plans. For example,
an employer contribution may pay the entire amount of one plan's
premium, but if an employee chooses to use a more expensive plan, then
he or she should realize the additional expense. Likewise, if a
chosen plan is less than the employer cortribution, the employee
realizes the savings.

— e —— e S P e )
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Senator TALMADGE. The first witness today is Karen Davis,
Deputy Assistant Secretary for Planning and Evaluation, Health.
Department of Health, Education, and Welfare.

We are delighted to have you, Ms. Davis, and you may insert
yi)ur full statement in the record and summarize it as you see fit,
please. :

Ms. Davis. Thank you, Mr. Chairman.

I have with me today Mr. Peter Falk, Director of the Office of
Policy Analysis, Health Care Administration; and Mr. Howard
Veep, Health Maintenance Organizations.

STATEMENT BY KAREN DAVIS, PH. D., DEPUTY ASSISTANT
SECRETARY FOR PLANNING AND EVALUATION/HEALTH. DE-
PARTMENT OF HEALTH, EDUCATION, AND WELFARE

Ms. Davis. Mr. Chairman, I am very pleased to have the opportu-
nity to discuss with you the bill you are considering today, the
Health Incentives Reform Act of 1979—S. 1968.

This bill is intended to promote efficient methods of financing
and provide health care through increasing competition, concepts
strongly supported by the administration. It addresses major prob-
lems in the health care system.

Despite its many strengths, our health care system also has
lserious flaws. Today we face three pressing and immediate chal-
enges:

First, we must find ways to control rapidly escalating health care
costs. During the 10 years between 1968 and 1978, expenditures of
health care services have risen at an average rate of 12 percent per
year. If current trends continue, national health spending will be
close to $400 billion by 1984, over 10 percent of our gross national
product. :

Second, we must protect our citizens from financial hardship
imposed by medical bills. Today, 22 million Americans have no
health insurance coverage; 7 million of the uninsured have incomes
below the Federal poverty level, an income of $7,500 for a family of
four in 1980. For these individuals, even modest medical expense
can be a catastrophe. In addition, 20 million Americans have inad-
equate coverage for basic medical expenses and another 41 million
have inadequate coverage against very large medical expenses. In
total, 83 million Americans, more than one-third of our population,
are inadequately protected against the devastating costs of medical
care. .

Third, we must improve access to health care services and assure
provision of more appropriate types of care. More than half of our
citizens who have incomes below the poverty level are not eligible
for medicaid and encounter financial barriers in seeking health
services. Millions more poor Americans live in medically undei-
served areas with few providers, and they may not have easy
access to a health care provider. Alternative health delivery sys-
tems, such as health raintenance organizations or community
health centers, are rot present in many parts of the country.
Finally, our current financing and delivery systems tend to stress
provision of expensive acute care services rather than primary and
preventive services. The administration is engaged in numerous
efforts to address these problems. The administration’s national
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health plan takes an overall approach toward these problems, seek-
ing to simultaneously improve coverage and access, provide ex-
panded protection against catastrophic expenses and control over-
all health care costs.

The legislaiion which you are considering today, the Health In-
centives Reform Act of 1979—S. 1968—focuses primarily on one of
these issues, the problem of health care costs. The basic philosophy
underlying this legislation is one on which I believe we can all
agree. We need and must encourage more efficient delivery of
health care services and should promote increased competition in
the health care sector.

As I am sure you are aware, the health care sector has many
unique features which inhibit the ability of competitive forces to
exercise restraint on rising costs.

First, providers dominate the decisionmaking process. Overall, 70
percent of health care expenditures are generated by physician
decisions. Physicians determine which tests to order and whether a
patient needs hospitalization or surgery. The central role of provid-
ers in health care means that physicians can and do create demand
for their own services.

Second, patients generally have limited ability to question physi-
cian judgments or shop for medical services. This is partly because
consumers tend to be unaware of the costs of coverage or care. But
it is also because medical care is not like other commodities that
consumers purchase. Consumers generally do not have sufficient
knowledge to judge the specific types of services they require or the
quality of care they receive. The decision to seek medical care is
often made at a time of stress, when any consumer is loathe to
question a physician’s recommendation.

Third, current forms of insurance coverage exacerbate the inher-
ently noncompetitive features of the health care market. Insurance
insulates both providers and patients from the immediate impact of
health care costs and makes them less concerned about the costs of
services they use. Most workers receive coverage through employ-
er-related plans, a system which incorporates tax incentives en-
couraging purchase of comprehensive, first dollar coverage.

There are numerous ways we could attempt to promote competi-
tiou in the health care sector. We could provide more information
to consumers, encourage providers to participate in cost-efficient
prepaid practices, encourage certain alternative modes of delivery
such as expanded use of nurse practitioners, and increase review
" activities to make providers more conscious of the costs associated
with the services they provided.

S. 1968 addresses itself to increasing competition in the health
selection process. The administration’s NHP includes competitive
elements as part of a comprehensive strategy for reforming the
health system.

While we may all agree on the goal of increasing competition in
health care, we should also be aware of its limitations. Competition
provides one way of attempting to increase consumer choice and
contain costs. However, when we consider procompetitive propos-
als, we must be sure that they conform with other social goals. We
must be sure that the poor do not end up paying the price for
greater efficiency and cost containment in health care.
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We must also recognize that the proposals designed {o increase
competition and contain health care costs are largely new and
untried. There is little evidence to indicate that these efforts can
provide substantial immediate relief {rom health care inflation or
that competitive approaches can effect more than marginal
changes in the health care system.

Alternatives to insurance-based, fee-for-service medicine do not
exist in many parts of the country. Only 4 percent of the popula-
tion is now enrolled in HMO’s, and even with rapid growth, we
expect that no more than 10 percent of the population will be
enrolled in an HMO by 1988 Even with strong incentives, it will
take time to develop HMO’s and IPA’s in areas where these sys-
tems do not exist.

Other approaches to increase competition, like S.1968, attempt to
change consumer purchasing habits. However, we have little prac-
tical experience which shows how the majority of consumers would
actually behave in such circumstances. Even if consumers do re-
spond to tax incentives in the predicted manner, this change is
likely to happen slowly and over a number of years.

I am not trying to suggest that we should not attempt to encour-
age competition in health care. But I do believe that we must be
modest in our expectations. The factors which impede competition
and its potential for containing costs are deeply ingrained in the
health care system. Our national health plan would be coupled
with more direct efforts to contain health care costs, particularly
reform o our reimbursement mechanisms, and this approach will
be the inost effective way of improving the efficiency of our health
system.

Let me now turn to the specific proposal which you are discuss-
ing today, S. 1968, the Health Incentives Reform Act of 1979. This
bill would use tax incentives to promote changes in employer-
provided health insurance, thereby encouraging consumers to
choose less expensive types of health care coverage.

We strongly support the intent of this proposal, specifically the
minimum standards for employer plans, in terms of benefit re-
quirements and out-of-pocket liability, and the equal employer con-
tribution provisions which are similar to those required under the
administration’s national health plan.

Under the administration’s proposal, however, all employers
would be required to offer plans conforming to these standards. S.
1968 does not attempt to expand employer-provided health insur-
ance. It imposes these requirements only on those plans an employ-
er voluntarily chooses to offer. We have some concern about estab-
lishing minimum standards without mandating coverage by em-
ployers. While this may lead to an upgrading of the plans offered
by some employers, it could result in other employers completely
discontinuing their health coverage or becoming reluctant to initi-
ate it. A similar phenomenon was observed among private pension
plans after enactment of ERISA.

Another point of similarity with the administration’s proposal is
the requirement that employers which offer multiple choice of
plans contribute equally to all plans which they offer. Equal contri-
bution, on its own, reduces the likelihood that the employee’s
choice of plans will be determined by the level of contribution by
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the employer. This can encourage the employee to choose more
efficient plans like HMO'’s where they can receive more benefits for
their premium contribution.

At the same time, I have some reservations about other provi-
sions in the proposal. In particular, ]| am concerned about two
features, the proposal to limit the subsidy on contribution to premi-
ums and the structure of the multiple choice provisions in S. 1968.
These proposals appear to be attractive methods of encouraging
competition. Depending upon how they are structured, they may
create unintended incentives in health care financing.

Under this bill, the employer's contribution to health insurance
premiums that qualify for the tax subsidy would be limited to $125
per month for a family, indexed over time to increases in the
medical care component of the CPI. Any excess contribution would
be taxable income to the employee.

From the point of view of tax policy, this proposal appears at-
tractive since it limits the amount of tax subsidy provided for any
form of health insurance. I can well understand, and sympathize
with, concerns about the manner in which current tax treatment of
health insurance encourages workers to take additional compensa-
tion in nontaxable fringe benefits rather than in taxable wages.

From the perspective of health policy, however, limiting the
subsidy for the employer’s contribution in this manner appears less
advantageous. Most health insurance today is sold on an experi-
ence-rated basis, and premiums reflect the anticipated utilization
of services by a specific employer group. An employment group
which includes a high proportion of older workers or women pays
more for the same package of benefits than workers with lower
utilization. Premiums also vary among geographic areas, reflecting
geographic differences in utilization and health care costs.

The flat national limit proposed in S. 1968 does not take account
of these differences in the price of similar health coverage. Some
employees will have to pay more for their health insurance, not
because they chose a richer package of benefits or a more ineffi-
cient plan, but because they work for an employer whose experi-
ence-rated premiums are higher. These inequities are of particular
concern since those most likely to be affected are the higher risk
workers who are most in need of health insurance coverage.

Another problem is that such a proposal may in fact reduce
employer concern about health care costs. Employers can be a
potent force in combatting health care inflation. They can actively
encourage growth of health maintenance organizations and negoti-
ate with insurance carriers for more efficient operation. If the
proposal worked as intended, limiting to a fixed dollar amount the
employer’s contribution that qualifies for the tax exclusion even
when indexed according to the increase in overall medical care
could reduce the employer’s incentive to be concerned about rising
health care costs.

The proposal before you requires that the employer offer plans of
at least three separate carriers. This differs from the administra-
tion’s national health plan, which requires multiple choice of
HMO’s. Multiple choice provisions are intended to encourage com-
petition and contain costs in two ways: first, by providing employ-
ees with financial incentives for choosing more efficient methods of
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coverage; and second, by attempting to promote competition among
health plans by assuring that employees have a choice of plans.

My concern is that the specific structure of the multiple choice
provision in S. 1968 may unintentionally lead to an increase in
health care costs. In areas where alternative health plans such as
HMO’s are not available, employers would have to offer three
traditional plans in order to conform to the requirements of this
proposal. This could lead to three problems.

First, less efficient carriers may be assured a market they do not
now have. Currently, many employers offer only one traditional
insurance plan and each carrier has strong incentives to offer the
best price and benefit structure they can.

Second, the price advantages of group insurance would be re-
duced if the employment group is split between three plans. Carri-
ers may have to increase premiums in order to budget for potential
adverse selection among employees.

Third, employers who self-insure in order to reduce costs may be
less hkely to do so if they are required to offer two plans from
insurance carriers as well.

These problems can have particularly adverse consequences on
smaller employees. S. 1968 would apply to firms of 100 or more
employees. The negative impact of this multiple choice provision
would be ameliorated by increasing the size of firms subject to the
requirements.

We note that S.1968 addresses only employer-related health in-
surance. We encourage expansion of the concept of increasing com-
petition for the private sector to encompassing medicare beneficia-
ries as well. The administration’s proposed Health Maintenance
Organization Medicare Reimbursement Act of 1979 (S. 1530) which
is also included in the Administration’s National Health Plan is
consistent with the goals of increasing both competition and com-
prehensiveness, of coverage as expressed in S. 1968.

Our bill has been incorporated into H.R. 4000, the Medicare and
Medicaid Amendments of 1979, which has now been reported by
both the Ways and Means and the Interstate and Foreign Com-
merce Committees. We expect favorable House floor action in the
next few weeks. On the Senate side, our bill has 26 cosponsors,
including 10 members of this comi:ittee, and I wish to thank you
for this support. A wide spectrum of interest groups have support-
ed this bill and we hope this committee will take action to bring
the bill to the Senate floor as quickly as possible.

This proposal is intended to stimulate competition between
health care systems while increasing benefits to medicare benefi-
ciaries and yielding long-term savings.

Despite the demonstrated effectiveness of HMO’s, few medicare
beneficiaries have enrolled. Today medicare has contracts with
only 60 of the 225 HMO’s and other prepaid group plans now in
operation. Only 515,000 medicare beneficiaries, about 2 percent of
all beneficiaries, are covered by these contracts, most having en-
rolled prior to their retirement under an employee group plan. The
medicare participation rate is roughly half that of the population
as a whole.

While there are a vanety of factors which influence this situa-
tion, such as the likelihood that medicare beneficiaries have estab-
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lished relationships with physicians, Federal reimbursement poli-
cies have contributed to low HMO enrollment. We have not re-
warded HMO’s for their efficiencies nor beneficiaries for their
choice of a more efficient delivery system.

Our proposal is intended as a significant step in the right direc-
tion and consistent with the provisions of S. 1968. It will use
medicare HMO payments to contain costs, generate and stimulate
competition among health care systems, while reducing out-of-
pocket spending.

It gives providers incentive to be efficient and allows us to pay
HMO's in the way that they are accustomed to doing business, on a
prepaid capitation basis. This will eliminate a major impediment to
HMO participation in the medicare program.

In addition, this proposal expands benefits for medicare benefi-
ciaries who join HMO's while at the same time generating long-
term budgetary savings. For the first time in the medicare pro-
gram, we will be able to reward beneficiaries for seeking out effi-
cient delivery systems. This proposal would assure the quality of
care and financial viability of HMO’s by contracting only with
federally qualified plans.

We propose to pay an HMO 95 percent of what the Federal
actuaries estimate would be spent if the beneficiaries enrolled in
an HMO were to receive care through the fee-for-service system.
The HMO would be allowed the same rate of profit that it makes
on its private enrollment, provided total reimbursement did not
exceed the 95 percent ceiling. Any savings above the HMO's
normal costs and profit would be returned to enrolled beneficiaries
in the form of reduced cost sharing, that is, coinsurance and
deductibles, or coverage of additional services.

We feel this proposal can have significant competitive impact. In
1978, medicare beneficiaries, who numbered 27 million, accounted
for one-third of all personal health care costs in the United States.
Channeling some of these moneys through HMO’s will promote
competition in the health care system generally as well as provid-
ing long-term savings to the medicare program.

This effect is particularly notable in that this proposal does not
entail special subsidies to HMO’s. Special inducements for benefi-
ciaries to join HMO'’s are available only to the extent the HMO is
more efficient than the fee-for-service system. For too long, the
Federal Government has missed an opportunity to use the medi-
care dollar to enhance competition and restrain rising health care
costs rather than continuously fueling inflation.

In summary, I have identified some of the questions and con-
cerns which we have about proposals to contain health care costs
through encouraging compctition. As with any new proposals, they
need to be carefully examined to be sure that they will not have
harmful effects that may outweigh their benefits We do, however,
support efforts to increase competition and assure comprehensive
benefits. In the long run, carefully structured proposals to increase
competition can be important complements to our overall strategy
for containing health care inflation.

Senator BAucus. Thank you very much, Ms. Davis.

Senator Boren, do you have any questions?
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Senator BoreN. Mr. Chairman, 1 would first like to ask unani-
mous consent that an- opening statement by me appear in the
record at the appropriate place, as if read, and I will conserve the
time.

Senator Baucus. Without objection.

[The statement of Senator Boren follows:]

OPENING STATEMENT OF SENATOR DAVID BOREN

Senator BoreN. Mr. Chairman, I am very pleased that these
hearings have been scheduled on the Health Incentives Reform
Act, which I am proud to be cosponsoring with Senator David
Durenberger. During the next 2 days, we will receive testimony
from a number of leading authorities in the fields of insurance,
economics and health care delivery, as well as representatives from
business and labor. It is my sincere hope that from this testimony
we will gain new insights into the importance of encouraging com-
petition in the health care delivery system.

There is no doubt that we face a serious problem in the area of
health care expenditures. During the period from 1965 to 1977,
public sector spending for health care skyrocketed from $9 billion
to over $68 billion. Medicare costs alone, which in 1976 were $18
billion, will rise to over $50 billion by 1982. It is clearly in the
public interest that Congress act to bring these costs under control.

Now as never before we must be willing to explore new solutions
to old problems. In the past, we have relied upon governmental
regulation as the primary tool for holding down rising health care
costs. The time has come, however, to consider whether that ap-
proach has worked. Perhaps we will even find that it has been a
part of the problem itself.

It is my firm belief that until we tackle the primary cause of
excessive health cost increases—the lack of vigorous price competi-
tion—we will never succeed in addressing the basic problem. It is
an old adage, but in this case it is very applicable: we must attack
the root causes of health care inflation, instead of merely treating
its symptoms.

The Health Incentives Reform Act proposes a fundamental
change in our system of health care financing. The incentives in
the present system are exactly opposite of what they should be.
Rather than encouraging efficiency and cost-consciousness, they
insulate both providers and consumers from the costs of health
care.

Mr. Chairman, we hear every day that we are in the midst of an
economic crisis. At a time of rampant inflation, when we are
beginning to undarstand that governmental regulation is itself one
of the principal causes of our economic ills, we must start looking
for new ways to fortify the private sector and encourage free
market competition.

The Health Incentives Reform Act is a proposal whose time has
clearly come. I look forward to working with my coileagues on the
Finance Committee in fashioning a procompetition solution to the
problem of rising health care costs.

I would like to ask, first of all, if the Health Incentives Reform
Act we are discussing today is compatible with the administration’s
position on competition.
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Ms. Davis. There are many elements of it that are compatible
with the administration’s bill. S. 1968 would mandate choice among
alternatives. It would require employers to make equal contribu-
tions to premiums for coverage and would provide cash rebates for
employees selecting lower cost plans.

There are other areas that are somewhat incompatible with the
approach the administration proposes. One is the ceiling on em-
ployer tax-free contributions to health insurance. The multiple
choice is structured to extend choice to traditional plans where we
would extend choice to all qualified HMO’s.

We are concerned about that provision and think it raises some
problems, providing disincentives for employers to self-insure. It
may also pose some administrative problems for some smaller
firms.

Senator BoreN. Going back to your comments about the cap on
employer contributions, how would removal of the cap, say the
$125 set in the bill in employer contributions, how would that
affect the competition factor?

Do you think that it would tend to make plans more competitive
or do you think it would tend to make them less competitive if we
removed the cap?

Ms. Davis. 1 think the proposal without the cap still has strong
competitive features. It would require the employers to offer differ-
ent plans to their employees and to put up the same dollar contri-
bution to alternative plans so that the employee would have an
incentive to pick a lower cost plan, or a more efficient plan. There
would be strong incentives for efficiency.

In fact, 1 think competition might be enhanced to a greater
degree without the cap because the effect of the cap is to remove
any incentive for the employer to care abcut the cost of health care
coverage for their employees.

To the extent that employer concerns also help to promote com-
petition, the cap could have an adverse effect. An employer, for
example, would have less incentive to establish a health mainte-
nance organization if his contribution to health insurance for em:
ployees was limited to a fixed amount.

So I think, in fact, the proposal might be more competitive
without that particular feature.

Senator BorEN. As far as an employee is concerned, if the cap is
high enough the employee might not really seek out other plans,
do you not think?

If you have a very high option plan as the minimum and you
need the cap, is there not a danger you do not have an element of
competition there as far as the employee choice is concerned?

Ms. Davis. The employee would still have a choice because, with
multiple offerings and with the cash rebate for employees picking
lower cost options, there is still an incentive for the employee to go
into a low-cost plan. )

Senator BorREN. Given the present economic situation that we are
all having to deal with, do you feel that this act could possibly be
enacted, something like a phase I program, with the understanding
that as the economy improves ancr the budget is stabilized that we
might be able to then act on some of the other proposals by the
administration?
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Ms. Davis. The administration has proposed many provisions
similar to this bill as a part of its national health plan. We do not
regard these provisions as a substitute for national health insur-
ance.

We are concerned that if they are not part of a mandatory
employer choice, establishing minimum standards on an employee
plan which employers voluntarily offer may lead to a deterioration
of coverage. We would have some concerns about pursuing such a
plan independent of a phased-in national health insurance plan

Senator BoreN. Thank you.

Senator Baucus. Senator Durenberger?

Senator DURENBERGER. Thank you.

First, I would like to thank you tor your testimony. I think it was
very well done and very perceptive.

1 have a couple of small questions on the issue of multiple choice.
I understand the administration to be basically in favor of the
concept of multiple choice. One of the questions you raised is that
in areas where there are no HMO's, alternatives, we run the risk
of employer and employees choosing between one efficient plan,
which has been the traditional carrier and of one or more less
efficient plans.

Did I read you correctly?

Ms. Davis. That is correct. ,

Senator DURENBERGER. Does that come from experience in some
particular part of the country? I am just curious to know why you
would make that statement.

I have assumed even the fee for service system, the conventional
insurance system, is fairly competitive. I understand that your
concern is with the fragmentation of employee groups so that
difficulties would arise when two, three, four, five people choose a
traditional group plan.

Am [ wrong in that assumption?

Ms. Davis. Our concern has to do in part with the incenti »s
that it creates for self-insurance. We have talked with a number of
insurance executives—I think you will be getting more information
on this through the course of your hearings. We are interested in
learning from that as well.

In our discussions with the insurance industry, we found that
there has been a very rapid growth in self-insurance by larger
employers. Basically they hire or contract with the insurance com-
panies to act as administrative agents to pay claims on their
behalf, but large firms have found the most efficient way, the lower
cost way, of providing health insurance coverage for their employ-
ees is to basically self-insure.

What we are concerned about here, is that if there are no HMO’s
and the employer must offer three traditional plans, say Aetna,
Travellers, other traditional plans, these economies of self-insur-
ance that the larger employers are now enjoying would be
undercut.

The employer could still offer his own self-insurance plan and
two other alternatives and tell employees that he does not think
the other plans are as good a buy, but there is always difficulty in
trying to present those alternatives objectively, in actually giving
employees accurate information.
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That is one concern that has to do with any incentive it might
have for the employer not to self-insure if further alternatives have
to be offered.

Senator DURENBERGER. On the size of the employee group which
should be covered, do you have an opinion on an ideal size?

Ms. Davis. Again, this is something where there is no hard and
fast answer. I think we would be a little more comfortable with
something around 500.

I know you have the 100 in your proposal, but if we are talking
ahout mandating a choice of traditional plans, I think it would be
less of a problem in those types of larger firms.

Senator DURENBERGER. We still have the possibility of multi-
employer arrangements, even in health care, as much as we do in
ERISA and other programs also, I would take it?

Ms. Davis. That is correct.

Senator DURENBERGER. Thank you.

Senator Baucus. Ms. Davis, you mentioned, as I recall your
statement, that there is not much evidence demonstrating the
degree to which multiple choice of health care plans actually con-
tain health care costs.

Could you elaborate on that a little bit?

What studies do we have. What evidence do we have that bears
on this point, even if it bears only indirectly?

Ms. Davis. The best evidence we have comes from the experience
with the health maintenance organizations. There have been a
number of studies of health maintenance organizations. They have
tended to find that hospitalization is reduced 30 to 50 percent for
individuals served by such organizations and costs are 10 to 40
percent lower due to provision of choice, inducing employees to
enroll in a health maintenance organization. We, therefore, have
reason to believe that the costs would be lower for those members
of HMO's.

For some of the other provisions, such as trying to change incen-
tives for employees through various indirect tax mechanisms en-
couraging, for example, buying plans with more coinsurance, I
think we have less direct information.

One of the reasons underlying the proposed ceiling on employer
contributions is this would discourage some of the first dollar kinds
of traditional plans that have absolutely no coinsurance on the
part of employees. If that premium were taxable income to the
employee, it might change their choice toward plans with more
coinsurance.

I think it is fair to say we do not have as much information on
how indirect approaches, like working through the tax system,
affect different individuals, or why people purchase fairly compre-
hensive hospital insurance. We do not have enough information on
how insurance would change if you change tax incentives or on its
impact on health care costs.

There is some evidence that shows that, if there is some coinsur-
ance, it tends to affect utilization, the number of hospital days, the
number of physician visits, and so forth. Coinsurance affects the
. costliness or price per unit of those services.

So the areas where we know the most are around the experience
of the health maintenance organizations. We have some evidence
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on the effect of coinsurance on utilization. We have less informa-
tion on the effect of choice or the effect of changing tax incentives
on the kind of insurance coverage individuals select.

Senator Baucus. If Congress were to adopt S. 1968 or something
similar to it, what would your reaction be?

If we were to limit the employer contribution on a regional basis
do you think that makes sense, due to different health care costs
around the country?

Does it make sense to limit the employer contribution to adjust
the limit on a regional basis?

Ms. Davis. I think that, adjusting the limit regionally, that
would improve one problem with the flat national ceiling, namely
that it affects comprehensive plans, those plans that have coinsur-
ance in high cost areas. )

So that would be an improvement over the flat national limit.
But then you get into the whole business of trying to calculate
what is a fair geographic difference.

I think that the other kinds of problems are going to continue,
the fact that older workers, the higher health risk workers, em-
ployee groups with a number of women, are still going to have high
premiums for even plans with some coinsurance.

I think if this provision is trying to get at the problem of not
having some coinsurance in traditional plans, then it might be

-better just to attack that problem directly by mandating some
minimum coinsurance provision than with the indirect mechanism,
setting a ceiling on the employer contribution.

Senator Baucus. I have no further questions.

Thank you very much, Ms. Davis. Thank you for your testimony.

Ms. Davis. Thank you.

Senator Baucus. Our next witness will be Emil Sunley, Deputy
Assistant Secretary for Tax Analysis, Department of Treasury.

I understand that the chairman has set a 10-minute rule and I
suggest that we abide by it.

Mr. Sunley, you may proceed in any manner that you wish.

S’I‘ATEMEN]‘,,OEJ*}MHTSUNT}EY,_ﬁEPUTY ASSISTANT SECRETARY
___—-—0F THE TREASURY FOR TAX POLICY (TAX ANALYSIS)

Mr. SunLEY. Thank you, Senator Baucus.

I am pleased to appear here today to discuss the role of the tax
system in the provision of private health insurance and health care
and to examine in particular its effect on competition and cost
consciousness.

My full written statement, Mr. Chairman, includes a discussion
of three tax expenditures or tax subsidies for health care, namely:
the employee exclusion of employer contributions for health insur-
ﬁgcg plans, the medical deduction and to exemption for hospital

nds.

If I may, in my 10 minutes, I will limit myself to the employee
exclusion, which is the primary focus of S. 1968. If you would
include in the record my full statement, I would appreciate it.
) Sler:iae?r Baucus. Without objection, your full statement will be
included.

62-511 0 - 80 -~ 4
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Mr. SUNLEY. Since the employee exclusion provision reduces the
price employees must pay for health insurance, it is also likely to
increase tiz demand for coverage under health insurance. In-
creased coverage may be reflected in reduction of the deductible
amount or the copayment rate or an inclusion of previously uncov-
ered services.

Since tax rates are higher in higher income brackets, the price
reduction and the price incentive to increase the quantity of serv-
ices demanded increases with income.

The quantitative effect of tax subsidies on the overall demand for
health services is based, in large part, upon the subsidy rate on
marginal expenditures. On average, the Federal income tax ex-
penditures of over $16 billion—including both medical deduction
and the employee exclusion—cover approximately 10 percent of
total private expenditures for health care. At the margin, however,
the reduction in price is much greater than 10 percent. The mar-
ginal price reduction is equal to the taxpayer’s marginal tax rate,
and, for an average employee, the income tax rate alone is 22
percent. If we also take in account State income taxes and social
security taxes, the marginal rate rises to 35 percent.

Whether increased demand for medical services will actually
lead to an increase in the quantity purchased will depend primar-
ily upon conditions in both the supply and demand sides of the
market. In general, the more responsive supply or demand is to
price changes, the more likely will the tax subsidy increase the
amount of medical care provided in the economy.

While the demand for health care is often viewed as insensitive

to price, price effects on demand may be muchstronger for control-
lable expenses or noncatastrophi¢ events than for uncontrollable or
catastrophic occurrenees. That is, demand for some basic level of
health care-or insurance may not be responsive to price, but the

.demand for additional health care or insurance may be much more

responsive. This certainly deserves more study.

Insurance complicates considerably the analysis of the demand
side of the medical marketplace. Some researchers argue that the
demand for health insurance is relatively responsive to price incen-
tives (compared to most estimates of the demand for medical care.)
To the extent that demand responds to price incentives, tax subsi-
dies then lead to increased insurance coverage. Increased coverage
may take the form of lower deductibles and copaymen’, rates on
medical goods actually purchased or it may increasc benefits.
These researchers then suggest that, once a large proportion of the
population pays little or nothing for additional medical services,
the demand side of the market ceases to exert an independent
restraint on the market, and medical care cost changes, over time,
are determined by forces or events not subject to the usual limits of
market behavior.

Because tax subsidies tend to incrrase the demand for medical
care, they also tend to increase its market price. A subsidy creates
a wedge between the market price received by the seller and the
net cost to the buyer. Increases in price result in the tax subsidy
(or the wedge) being shared with the providers of medical care;
thus, the greater the increase in' market price, the less the tax
subsidy reduces the net cost of medical care to taxpayers.
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To make matters worse, market price increases probably apply
fairly uniformly to many types of purchase of medical care, while
the value of the tax subsidy increases with the taxpayer’s income.
Thus, even if the tax subsidy results in a net price, after subsidy,
decrease to the average taxpayer, it may still result in a net price
increase for low- and moderate-income taxpayers who receive only
a small price subsidy. For those who do not receive any subsidy, a
net price increase is almost certain.

In issuing industrial development bonds, a State or local govern-
ment essentially lends its tax exemption to a private business to
enable it to finance facilities at the lower interest rates prevailing
in the tax-exempt market. This construction subsidy increases the
flow of capital into the hospital sector and out of other areas in the
economy. The resulting excess hospital capacity in turn increases
the cost of hospital stays.

There is sufficient reason to be concerned about the tax and
economic policy prol iem that tax expenditures contribute to high
and rising medical ca.» prices. This problem has led some observ-
ers, including members of this subcommittee and other Members of
the Congress to seek ways to reduce the inflationary properties of

medical care subsidies. In fact, they have proposed to redesign . -

existing tax expenditures in a way that will provide leverage for
promoting competition and developing consumer cost conscious-
ness—a rare attribute among us eunuchs who waive the responsi-
bility for decisions about medical care to our physicians who are
compensated on a fee-for-service basis by third party payers with
little if any interest in ccst control. Although I would not consider
such proposals a panacea in my opinion this approach can play a
significant role in restraining increases in medical care prices.

The Health Incentives Reform Act, sponsored by Senators Duren-
berger, Boren, and Heinz, would enhance competition among types
of medical care delivery systems by granting favorable tax treat-
ment to contributions of employers of over 100 people only if three
conditions are met: employers offer a choice of at least three health
insurance or delivery plans; employees choosing lesser cost options
would receive a cash rebate in lieu of higher health insurance
premiums; and aill plans must include coverage of catastrophic
medical expenses which exceed $3,500 out-of-pocket in any 1 calen-
dar year.

Determining the appropriate tax on the rebate brings forth a
dilemma. A legitimate health policy view is that the ribate should
be nontaxable and thus play a neutral role; that is, not be a bias
for or against money wages versus the employer-paid premium
which itself is nontaxable. However, a nontaxable rebate provides
an incentive to convert taxable wages into a nontaxable rebate.
This could- result in a revenue loss of about $2 billion per year even
without any increase in health insurance purchases. To avoid this
p~obiem, the Health Incentives Reform Act makes the rebate sub-
ject to the individual income tax. However, in this plan, the rebate
is not subject to employer-paid FICA and FUTA taxes, thus pre-
serving the existing policy of not including most employer-paid
fringes in the employer’s FICA or FUTA tax base.

The Health Incentives Reform Act would also limit to $125 per
month per family the amount of the employer contribution that
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qualifies for tax-free treatment. Because of some health policy con-
cerns, the administration’s plan did not cap the tax-free amount of
the employer contribution. The cap also poses some tax administra-
tion issues that deserve examination. As described in S. 1968, the
cap would perform several functions. It was proposed in combina-
tion with a comprehensive benefit package apparently in an
attempt to assure that the plans offered will contain significant
deductible and copayment provisions (to keep the premium price
within the limit) and thus avoid subsidization of first dollar cover-

age.

Also, the S. 1968 cap probably is intended to help limit the total
amount of the subsidy—the revenue loss to the Federal budget.
And, the cap is proposed presumably as part of an attempt to cover
a potential loophole. This loophole could emerge when qualified
plans are required to offer both a choice of high and low-cost plans
with an equal contributinn by the employer, and a cash rebate of
the difference between the high-cost plan and the option chosen by
the employee. Without the cap, an employer could ‘‘game’ the
situation by offering a very high cost plan in an attempt to convert
taxable wages into a nontaxable rebate. Making the rebate fulily
taxable—including income tax, FICA and FUTA-—would prevent
such gaming and would eliminate this reason for a cap. The cap
has some disadvantages from the perspective of health policy—
such as using a single national limit for a subsidy that applies to
differently situated workers—age, sex and geographic location—
?{néi wthese are discussed in the testimony of iny colleagues from

Mr. Chairman, the last portion of my testimony summarizes the
administration’s various proposals relating to hospital bonds, medi-
cal deduction and national health insurance, but, in view of the red
light, I will stop and give you a chance to ask your questions.

Senator Baucus. Thank you very much, Mr. Sunley.

Senator Boren, any questions?

Senator BoreN. I gather that you are saying that you do feel that
the present method of providing income tax credits creates over-
consumption of medical care and increased costs, at least to a
degree. Is that correct?

Mr. Suncey. I think that is correct. You have a very significant
tax subsidy here, at the margin probably 30 to 35 percent of the
costs. That has to have an effect on the demand for insurance and
an effect on the price of health care.

Senator BorgN. I gather that incentive would even be stronger as
you went into the higher tax brackets, is that correct? That effect,
ironically, would even be stronger at the higher income levels than
the lower income levels?

Mr. SuNLEY. That is true. There is a greater incentive to take
compensation in the form of income in kind where possible.

Senator BoRreN. I have no further questions. I appreciate your
testimony. I found it very interesting.

Senator Baucus. Senator Durenberger?

Senator DURENBERGER. Thank you, Mr. Chairman. Thank you,
Mr. Sunley.

On the question of geographic cost variations, the one that Ms.
Davis also addressed, have you any suggestions? Is there some
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precedent, in your department, possible solutions for this problem,
of moving towards a regionalized cap?

Mr. SuniLEY. I would have to say, Senator Durenberger, that we
have always been a little fearful of regional variation in the Inter-
nal Revenue Code. I have testified before your committee previous-
ly on a higher personal exemption and higher standard deduction
for two high-price cost States, both of which have members on this
committee.

We have seen a number of proposals to have variations in tax
provisions by State or region. The only one of which I am aware is
in the Code is the jobs tax credit. If you recall, in_the jobs tax
credit, the Department of Labor certifies the worker as being eligi-
ble. Then the employer sort of collects these certifications and
sends them to the IRS; the conditions for being certified eligible
vary by region because the poverty level varies by region. At least
that does not present problems for the IRS, since we are just
collecting certifications. Obviously it does provide problems for the
Department of Labor.

With respect to this particular problem, Karen Davis may be
right that the variation in costs of various medical plans within
regions may be as great as the variation between regions. This
variation arises because of difference is the nature of the work, the
local environment or the composition of the work force and some of
the factors that she described.

I would want to think a long time before I had a regional cap. If
we start down that road, I would hate to go through the Internal
Revenue Code and see how many other regional variations there
are and begin to think what this does to the tax return. It is bad
enough to have a different zero bracket amount depending on the
type filing unit. If it also varied by region or State and whether
you are urban or rural, I do not know where it would stop. That is
sort of a watershed issue with us and we have been reluctant to go
down that road.

Senator DURENBERGER. There is a little space on page 77 for a
schedule for the return, as I recall it.

I would like to clarify one point. The difference between making
fhe rebate nontaxable and taxable, was that $2 million or $2 bil-

ion?

Mr. SuNLEY. $2 billion.

The concern that we have today is that there are a number of
plans, where the employer, let us say, provides a full plan for the
employee, but the employee make a contribution to cover the
family. It may be that if you made the rebate nontaxable there is
really almost no cost to the employer to extend full coverage to the
family. All the employees who have elected family coverage will all
of a sudden have taxable wages converted into nontaxable, in-kind
benefit. And those single individuals who never elected family
coverage would take the cash rebate. You might get very little
increase in coverage, yet you would find that in fact we would end
up in a shrinkage of the tax base.

Senator DURENBERGER. Are we on the right track here in putting
the burden for change on the employee exclusion rather than on
the employer exclusion?
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We chose that approach because so many employees—of govern-
ment nonprofit employers and so forth work for employers who do
not themselves pay tax. That was the principal reason that we
chose to use the employee as the affected party.

Is that a correct choice?

Mr. SunNtLEY. I think the employee is conceptually the right place.
The employer provided contribution is really compensation to the
employee and clearly it ought to be deductible at the employer
level, like any other compensation. If there should be a different
tax treatment, it should be at the employee level. That is where we
should have the differentiation.

Senator DURENBERGER. Thank you very much for your testimony.

Senator Baucus. Mr. Sunley, I take it you think there should be
limitations not only on cash benefits paid by the employer to the
employee under this approach but in all other kinds of nonwage
benefits paid, typically fringe benefits.

Is that correct? :

Mr. SunLEY. We have a major problem, as you are well aware, in
the whole fringe benefit area. The tax system has an incentive
really to provide compensation in-kind rather than in cash.

If you look over time, there has been a tremendous growth in the
in-kind compensation, not just due to the tax system. Obviously we
have the big ticket items in the employee benefit area, such as
group-term life insurance and medical insurance. Then there is a
different issue, also one that is of great concern to us, what I might
call the smaller fringe benefit issue—the country club dues, the
meals and some of the entertainment.

There has been a concern in of tax administration that the
American taxpayer perceives that he is being treated unfairly
when his neighbor seemingly has much more access to some of
these fringe benefits.

I know we have been talking with the Congress in the last
several years about the fringe benefit area.

Senator Baucus. What is your personal view about that?

Mr. SuniLey. With respect to the narrow fringe benefit "area, I
think what is really important is that we get some clear rules.

I find it unacceptable really from a tax administration point of
view to continually extend year after year a requirement that the
Internal Revenue Service not issue any rulings or regulations in
this area. We have an Internal Revenue Code which, in section 61,
says all income, all gross income, is subject to tax.

Agents out in the field look at certain employer practices and
say this looks like compensation to us.

They then look to see if there is provision in the Internal Reve-
nue Code or in the regulations which says it is not?

And they ask for technical advice from IRS, but IRS really
cannot issue rulings or regulations in this area. Trying to adminis-
te;; la tax system without rulings and regulations is really unaccep-
table.

Maybe what we need is a legislative solution here, but I think we
ought to get on to the task and do it.

nator Baucus. Thank you very much, Mr. Sunley. We appreci-
ate your testimony.

[The prepared statement of Mr. Sunley follows:]
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STATEMENT OF EMIL-M. SUNLEY, DEPUTY ASSISTANT SECRETARY OF THE TREASURY
For Tax Poricy

Mr. Chairman and Interested Members, | am pleased to appear here today to
discuss the role of the tax system in the provision of private health insurance and
health care, and to examine in particular its effect on competition and cost con-
sciousness. It is especially beneficial for the national debate that this subcommittee
can examine the role of tax expenditures as it reviews the President's National
Health Plan, the Health Incentives Reform Act of 1474, and other proposals for
national health insurance or for restructuring incentives in the private health care
sector. P

CURRENT TAX TREATMENT

Over 316 billion of Federal! income tax expenditures are provided currently
through the exclusion or deduction from the income tax base of payments for
certain medical expenses, including premiums for insurance. These tax expenditures
are the principal programs of government assistance for the purchase of medical
care by the nonaged, nonpoor population, and they exceed the $14 billiun of Federal
contributions to medical care for the poor.

Specifically, the tax system subsidizes the purchase of medical care by permitting
(1) employer contributions for health insurance premiums or other medical pay-
ments for employees to be excluded from taxable income and (2) certain medical
expenses to be deducted from adjusted gross income on individual income tax
returns.

The tax expenditure estimate of £16 billion relates to the Federal income tax
alone. There is a further tax expenditure cost of about 33 billion to States with
income taxes. In addition, social security tax revenues are reduced by about ancther
36 billion. In total, Federal and State revenues ure reduced by about 225 billion
because certain health expenditures are allowed to be excluded or deducted from
income and social security tax bases.

In addition, another 20 1 billion dollars of Federal tax revenue s forgone each
year because interest income from certain hospital bonds 1s tax exempt

As for many tax expenditures, I am not sure that Congress, if starting over, would
deterrnine that the existing tax expenditures for health care would be an optimal
way of providing either tax relief or assistance for purchasing medical care Current
tax law in this area has resulted more from a maintenance of past practice, or
habit, than from a process in which choices were made among means of subsidizing
expenditures for health care The debate on Federal health policy currently being
undertaken by the Congress is a convenient and crucial opportunity to reexamine
health tax expenditures for health care.

The medical deduction

No deduction for medical expenses existed until 1942 During World War Il
substantial numbers of citizens were brought under the income tax and tax burdens

were raised signif.cantly; it was felt that some relief from this heavier tax burden -

should be granted to taxpayers with extraordinary medical expenses Consequently,
deductions were allowed for certain medical expenses exceeding a 5 percent floor
The 1951 Act and subsequent provisions effectively eliminated any floor for medical
expenses for -the aged, in 1965, however, the Social Security Amendments required
that all taxpayers, including the aged, again to be subject to the same floor.

In 1954, another major change was made when the 5 percent floor was lowered to
3 percent, and an additional 1 percent floor was applied to expenses for drugs before
those expenses could be counted toward the overall 3 percent floor A major justifi-
cation for both actions was that deductions should be allowed for all “extraordi-
nary’' expenses. While a 5 percent floor was considered too high to cover all
extraordinary expenses, a 1 percent floor was considered necessary to exclude
ordinary drug expenses.

Besides the 1 percent floor on drugs, another separate calculation was required
when the Social Security Amendments of 1965 allowed a deduction for one-half the
cost of medical insurance, up to a maximum deduction of 3150, without regard to
the 3 percent floor. The remaining half of insurance premiums (including premiums
in excess of $300) are subject to the 3 percent floor.

The deduction for medical expenses generaily has been justified on the grounds
that extraordinary medical expenses re«fuce ability to pay taxes and that the income
tax base should take account of this. However, this argumeut makes more sense for
uncontrollable than it does for controllable or voluntary medical expenses, and also,
there i8 no clear standard for what constitutes extraordinary expenses. In any case,
for 1977 (the most recent data available) only 19 percent of taxpayers benefit from
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the medical deduction and 43 percent of these only deduct one-half of their insur-
ance premiums.

The tax saving from the itemized deduction rises with income. Of course, the
deduction is of no value to the nonitemizer. However, even among returns with
itemized medical deductions, the average tax expenditure per return increases as
income increases. This increase, in what essentially is a subsidy for the purchase of
medical care, is the result of several factors, including higher marginal tax levels.
The 3 percent floor does result in a decline in the proportion of taxpayers who can
itemize expenses in excess of the floor, especially at income levels in excess of
350,000. However, if the average tax expenditure is calculated across all taxpayers
in the income class, rather than just itemizers, the tax expenditure is still of greoter
average value to taxpayers in higher income classes, rising from 310 for taxpayers
with incomes between 35,000 and $10,000 to $501 for taxpayers with incomes of
$200,000 or more.

Exclusion of employer-paid premiums for medical tnsurance

The exclusion from individual income taxation of payments to employer-provided
group plans has existed since the adoption of the income tax; only the rationale for
the exclusion has varied over time. At first, most fringe benefits of emplovees were
not taxed—tax rates were low and noncash compensation was not widely recognized
as income. Of course, before World War Il, the income tax did not affect the
majority of workers. and taxation of fringe benefits would have served little purpose
in the case of nontaxable workers. Moreover, a few decades ago. benefit payments
under group health insurance were much smaller relative to income. Later Internal
Revenue Service rulings eventually supported the exclusion, and in 1954, the exclu-
sion was written into the Code. However. despite later recognition that fringe
benefits indeed are income, and despite rapid growth in amounts spent on group’
health insurance. no substantial changes have ever been made in the exclusion.
Treasury figures show the Federal income tax expenditure cost of the exclusion to
have grown form 31.1 biilion in 196X to $13 billion in 19%0

The distribution of benefits from the exclusion—a subsidy for the purchase of
medical insurance through an employer, with the subsidy rate increasing with
income—is somewhat similar to the deduction; that is, because marginal tax rates
increase with income, a dollar of tax-free health insurance is worth more (i e, the
tax expenditure cost is greater) to taxpayers at higher income levels. However, the
exclusion is available to all employees, regardless of whether they itemize on their
returns or the level of their expenditures (But approximately 16 percent of all
employees do not have group health and, presumably, do not receive employer-paid
health insurance premiums.} Below tax-exempt levels of income, of course, there is
_no employee gaifi from either the exclusion or the deduction.

Exclusion of tnterest income from tax-exempt bonds

Prior to 1963, interest on IDB’s issued by State and local governments had been
exempt from Federal income taxation even though the proceeds were used by
private persons. The use of such IDB’s had been growing in importance as a
mechanism by which State and local governments sought to attract plants to their
communities. Through the use of IDB's these governments had been able to extend
the tax exemption afforded to interest on their securities isstied for public invest-
ment to interest on bonds issued for essentially private purposes. Of course, as many
States and localities came to utilize this method, the competitive advantage was lost
and the increased volume of tax->xempt financing affected the interest cost of public
issues. These factors, and fear of increasing revenue losses to Treasury as use of this
method of financing long-terin private debt expanded, led to the limits on tax-
exempt IDB's inctuded in the Revenue and Expenditure Control Act of 1968.

Under present law, the definition of a taxable industrial development bond gener-
ally does not include an obligation issued to finance a trade or business carried on
by a private, nonprofit charitable organization. Thus, many bonds issued by State
and local governments to finance facilities for private, nonprofit hospitals are not
considered to be taxable IDB's and are eligible for tax exemption on the gounds that
they have been issued directly by States and localities. About $3.5 billion of tax-
exempt hospital bonds were issued in 1979.

EFFECT OF TAX EXPENDITURES FOR HEALTH ON THE DEMAND AND PRICE OF MEDICAL
CARE

I believe that this subcommittee is especially interested in the effect of the tax
expenditures for health on the demand and price of medical care.
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Exclusions for medical care, like many other tax expenditures, are mostly open-
ended. That is, there are few, if any, budget limits on the amount of the expenditure
that can occur. Earners have a substantial and fairly open-ended incentive to
convert wage compensation into nontaxable compensation in order to minimize
their taxes. For instance, for a taxpayer with a 20 percent marginal tax rate from
all sources, $1 in cash compensation is equal to only $0.80 in nontaxable compensa-
tion. The tax incentive lowers the price of the nontaxable fringe benefit and thereby
creates a demand for more of the fringe benefit—far beyond the demand that would
exist in absence of the incentive.

Over the last three decades, these demands have increased enormously, and
noncash compensation has become a large part of the compensation package of most
workers. As a result, the income tax base has been eroded. To compensate for this,
the rate of tax on cash wages effectively must be increased if a given amount of
revenue is to be raised; thus, marginal rates of tax on cash wages must go up even if
average rates of tax on all compensation remain steady. Workers who receive larger
proportions of their compensation in cash—often workers in weak firms or second-
ary workers—suffer the most from this shift in tax liabilities. Also, the social
security tax base has been eroded, slowly forcing other changes in that system of
taxation. Moreover, some inflationary pressures can be traded in part to demands of
employees for greater increases in payments to nontaxable benefit plans than for
increases in cash compensation. It should also be noted that policies to grant equal
pay to employees of both sexes are often hindered by the inability of the secondary
worker to receive equal value of pay in fringe benefits.

These problems are present with all exclusions of fringe benefits from income
subject to tax. The exclusions increase the demand for fringe benefits, which in turn
weaken the effort of policies which are based on cash compensation.

In the case of health benefits, income in the form of employer-paid health insur-
ance premiums is exempted from Federal income tax, State income tax and social
security tax. Thus, employees may be inclined to accept a larger share of their
comper:sation in the form of health insurance than they would if theZincome in-kind
was taxable. This has contrjbuted-to-thé growth in employer payments to group
health plans frerr-6.8 percent of wages and salaries in 1955 to about 1 percent in
1986~

Since the exclusion provision reduces the price employees must pay for health
insurance, it is also likely to increase the demand for coverage under health insur-
ance. Increased coverage may be reflected in a reduction of the deductible amount
or the copayment rate, or inclusion of previously uncovered services. Since tax rates
are higher in higher income brackets, the price reduction—and the price incentive
to increase the quantity of services demanded—increases with income.

The effect of allowing itemized deductions for health care expenses may be
analyzed along the same lines. The deduction for health insurance premiums has
much the same effect as the exclusion: it reduces the after-tax price of health
insurance or health care, and the reduction is of greater value at higher income
levels. The major difference is that the exclusion is available regardless of whether
the taxpayer itemizes deductions or takes the standard deduction, whereas the
personal deduction for health insurance premiums must be itemized. For the major-
1ty of taxpayers who do not itemize, there is no price reduction.

The requirement that medical expenses exceed 3 percent of AGI before qualifying
as a deduction (except for 50 percent of health insurance premiums up to $150} is
somewhat similar to a deductible clause in an insurance policy. Although the
evidence is not conclusive. some researchers have found that a small deductible has
little effect on the demand for hospitalization, while, for ambulatory and other
nonhospital services, a moderate-size deductible is likely to influence demand
markedly.

While the 3 percent floor is roughly analogous to a deductible in an insurance
policy, the exclusion of employer premiums and the deduction of all expenses above
3 percent are both analogous to a copayment rate. For exmployees in group health
plans and for itemizers above the 3 percent floor, then, the marginal tax rate
determines the proportion of the last dollar of medical expense or medical insurance
paid by the Government; thus, the copayment rate equals cne minus the taxpayer’s
marginal tax rate. Again, the tax incentive for increased use of medical services is
greater the higher the taxpayer’s taxable income.

The quantitative effect of these tax subsidies on the overall demand for health
services is thus based in large part upon the subsidy rate on marginal expenditures.
On average, the Federal income tax expenditures of about $16 billion cover approxi-
mately 10 percent of total private expenditures for health care. At the margin,
however, the reduction in price is much greater than 10 percent. The marginal price
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reduction is equal to the taxpayer’s marginal tax rate. For an average employee, the
income tax rate alone is 22 percent. If we also take into account State income taxes
and social security taxes, that marginal rate rises to about 35 percent. For the
averagc itemizer, the marginal rate of income tax is about 25 percent. Since demand
is based primarily upon marginal price, the impact of the tax expenditures upon the
demand of medical services is greater than the price reduction averaged across all
expenditures would indicate.

Whether increased demand for medical services will actually lead to an increase
in the quantity purchased will depend primarily upon conditions in both the supply
and demand sides of the market. In general, the more responsive supply or demand
is to price changes, the more likely will the tax subsidy increase the amount of
medical care provided in the economy. While the demand for health care is often
viewed to be insensitive to price, price effects on demand may be much stronger for
controllable expenses or noncatastrophic events than for uncontrolilable or cata-
strophic occurrences. That is, demand for some basic level of health care or insur-
ance may not be responsive to price, but the demand for additional health care or
insurance may be much more responsive. This certainly deserves more study.

Insurance complicates considerably the analysis of the demand side of the medical
marketplace. Some researchers argue that the demand for health insurance is
relatively responsive to price incentives (compared to most estimates of the demand
for medical care). To the extent that demand responds to price incentives tax
subsidies then lead to increased insurance coverage. Increased coverage may take
the form of lower deductibiles and copayment rates on.medieal goods actually
purchased, or it may increase benefits. These researchers then suggest that, once a
large proporticn of the population pays little or nothing for additional medical
" services, the demand side of the market ceases to exert an independent restraint on
the market, and medical care cost changes, over time, are determined by forces or
events not subject to the usual limits of market behavior.

Because tax subsidies tend to increase the demard for medical care, they also
tend to increase its market price. A subsidy creaies a wedge between the market
price received by the seller and the net cost to the buyer. Increases in price result in
the tax subsidy (or the wedge) being shared with the providers of medical care; thus,
the greater the increase in market price, the less the tax subsidy reduces the net
cost of medical care to taxpayers.

To make matters worse, market price increases probably apply fairly uniformly to
many types of purchase of medical care, while the value of the tax subsidy increases
with the taxpayer's income. Thus. even if the tax subsidy results in a net price
(after subsidy) decrease to the average taxpayer, it may still result in a net price
increase for low- and moderate-income taxpayers who receive only a small price
subsidy. For those who do not receive any subsidy, a net price increase is almost
certain.

In issuing industrial development bonds, a State or local government essentially
lends its tax exemption to a private business to epable it to tinance facilities at the
lower interest rates prevailing in the tax-exempt market. This construction subsidy
increases the flow of capital into the hospital sector and out of other areas in the
economy. The resulting excess hospital capacity in turn increases the cost of hospi-
tal stays.

DEALING WITH THE PROBLEM

There is sufficient reason to be concerned about the tax and economic policy
Ev;]oblem that tax expenditures contribute to high and rising medical care prices.
is problem has led some observers, including members of this subcommittee and
other members of the Congress to seek ways to reduce the inflationary properties of
medical care subsidies. In fact, they have proposed to redesign existing tax expendi-
tures in a way that will provide leverage for promoting competition and developing
consumer cost consciousness—a rare attribute among us eunuches who waive the
reaponsibility for decisions about medical care to our physicians who are compensat-
ed on a fee-for-service basis by third party payers with little if any interest in cost
control. Aithough I would not consider such proposals a panacea, in my opinion this
approach can play a significant role in restraining increases in medical care prices.
e Health Incen ives Reform Act, sponsored by Senators Durenberger, Boren
and Heinz, would enhance competition among types of medical care delivery sys-
tems by granting favorable tax treatment to contributions of employers of over 100
geoiﬂe only if three conditions are met: employers offer a choice of at least three
ealth insurance or delivery plans; employees choosing lesser cost options would
receive a cash rebate in lieu of higher health insurance premiums; and all plans
must include coverage of catastrophic medical expenses which exceed $3,500 out-of-
pocket in any one calendar year.
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Determining the appropriate tax on the rebate brings forth a dilemma. A legiti-
mate health policy view is that the rebate should be nontaxable and thus play a
neutral role—i.e., not be a bias for or against money wages versus the employer-paid
premium which itself is nontaxable. However, a nontaxable rebate provides an
incentive to convert taxable wages into a nontaxable rebate. This could result in a
revenue loss of about $2 billion per year even without any increase in health
insurance purchases. To avoid this problem, the Health Incentives Reform Act
makes the rebate subject to the individual income tax. However, in his plan, the
rebate is not subjéct to employer-paid FICA and FUTA taxes, thus preserving the
existing policy of not including most employer-paid fringes 7 the employer's FICA
or FUTA tax base. . T

The Health Incentives Reform Act would also limit to $125 per month per family
the amount of the employer contribution that qualifies for taxfree treatment. Be-
cause of some health policy concerns, the Administration's plan did not cap the tax-
free amount of the employer contribution. The cap also poses some tax administra-
tion issues that deserve examination. As described in S. 1568 the cap would perform
several functions. It was proposed in combination with a comprehensive benefit
package apparently in an attempt to assure that the plans offered will contain
significant deductible and copayment provisions (to keep the premium price within
the limit) and thus avoid subsidization of first dollar coverage. Also, the S. 196% cap
probably is intended to help limit the total amount of the subsidy—the revenue loss
tc the Federal budget. And, the cap is proposed presumably as part of an attempt to
cover a potential loophcle. This loophole could emerge when qualified plans are
required to offer both a choice of higher and low-cost plans with an equal contribu-
tion by the employer, and a cash rebate of the difference between the high<ost plan
and the option chosen by the employee. Without the cap, an employer could ‘‘game”
the situation by offering a very high-cost plan in an attempt to convert taxable
wages into a nontaxable rebate. Making the rebate fully taxable-—including income
tax, FICA and FUTA—would prevent such gaming and would eliminate this reason
for a cap. The cap has some disadvantages from the perspective of health policy—
such as using a single national limit for a subsidy that applies to differently
situated workers fage, sex, and geographic location)—and these are discussed in the
testimony of my colleagues from HEW.

Recent Admunistration proposals. In 1978, the Carter Administration proposed
that medical and casualty losses be deductible only to the extent that, when com-
bined, they exceeded 10 percent of adjusted gross income. All medical expenses,
including health insurance premiums and Jdrug expenses would be subject to this
same floor. Thus there would be no separate allowance for half of insurance premi-
ums nor would there be a separate 1 percent floor for drugs. The House of Repre-
sentatives accepted the simplification aspects of this proposal, but the suggested 10
percent floor was kept at 3 percent, and casualty losses were not folded into the
medical deduction. The Senate rejected the House provision and no change was
made in the Revenue Act of 1978.

Nonetheless, if the itemized deduction is to apply only to extraordinary expenses,
then the floor should be raised. While the floor for itemized medical expenditures
has remained at 3 percent for 25 years, the proportion of income spent on medical
expenditures has risen. From 1950 to 1978, total health expenditures, both public
and private have risen from 5.9 percent to 14.7 percent of adjusted gross income,
while private expenditures have risen from 4.5 percent to around 8.7 percent. What
at one time may have been an extraordinary level of medical expenditures may now
be only an ordinary or normal level. To the extent that their is time, the 3 percent
floor cannot be justified on either equity or incentive grounds. Substantial simplift-
catiox:j would also be possible if fewer taxpayers were required to maintain medical
records.

As part of its National Health Plan, the Administration has again proposed that
medical expenses be deductible only to the extent that they exceed 10 percent of
adjusted gross income. Although we believe that the floor should be raised—for both
equity and incentive reasons—even in absence of a National Health Plan, there are
additional, compelling reasons why the deduction should be limited in the context of
a National Health Plan. Perhaps most importantly, unlike 1978, today a clear
choice is given to redirect some of the current Federal expenditures on health care
rather than merely reduce those expenditures. Moreover, a National Health Plan
means that total Federal experditures for health would increase substantially,
leading to subsidies not only of the aged and disabled, but also of those persons in
high risk categories and those currently unable to obtain insurance. Indirect subsi-
dies to individuals may also result from subsidies of premium payments made by
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employers. Thus, in @y,judgmerrt,”th_e?é/is'sufﬁcient reason to cease allowing
deductions for nenextraordinary medical expenses.

- 78, the President proposed that employer-sponsored medical, disability and

group-term life-insurance plans be required to provide nondiscriminatory benefits to
a fair cross-section of employees, not merely to a select group of officers or highly
compensated employees. Antidiscrimination tests would have been similar to those
applied with respect to coverage and benefits under qualified retirement and group
legal plans. Congress, however, adopted substantial nondiscrimination tests only for
covecage and benefits under medical reimbursement plans which are not funded by
insurance, thus allowing discrimination with respect to insured inedical plans tas
well as disability benefits and group-term life insurance).

As part of the National Health the President has proposed that, effective in 1933,
employers be required to provide for all full-time employees a minimum health
insurance plan that has a package of basic benefits tincluding unlimited hospitaliza-
tion, physician’s services, laboratory tests, selected skilled nursing services, home
health, mental health, und other benefits, and free-fve maternal and infant care)
with annual out-of-pocket expenditures for covered services limited to #2500 per
family Employers would also be required to make equal dollar contributions to all
plans that they offer, including a rebate of the difference between the contribution
for the employer’'s “primary plan' and a lower cost option seiected by the employ-
ees, thus encouraging employees to seek out lower cost plars tand thus increasing
the employer's relative contribution).. We believe that this proposal will not only
solve some of the problems of discrimination, but also will increase competition in
the medical marketplace by giving employees an incentive to choose among cost-
efficient plans or health maintenance organizations.

In 1978, the President proposed to limit the use of tax-exempt bonds in finuncing
hospital construction. The Administration is concerned that excess expansion of
hospital facilities is increasing costs of medical care and has, therefore, proposed. in
its Hospital Cost Containment Act, that the number of certificates of need for
hospital construction be drastically reduced. In order further to reduce incentives
for construction of excess hospital facilities, the Administration has also proposed to
disallow tax-exempt IDB financing for hospitals operated by chatitable organiza-
tions for which a certificate of need has not been issued. If u need for the facility
has been established, interest on the bonds would

As you krow, the President has aguin urged Congress to pass the Hospital Cost
Containment Act as part of an overall effort to reduce inflation in the cconomy.

SUMMARY

In summary, tax expenditures for medical care form a large and growing part of
the Federal budget. For 1980, Federal income tax expenditures for medical care will
exceed $16 billion and will comprise about 10 percent of total medical expenditures.
State income tax and social security tax collections are also reduced by another 39
billion. While not as large as direct expenditure programs such as Medicare and
Medicaid, these tax expenditures do have an impact upon the demand and price of
medical care. At the margin, these subsidies can reduce price by 29 to 35 percent.

Tax expenditure policy should be explicitly integrated into the current review of
national health policies. The design and choice of the exclusion, the deduction and
the tax-exempt treatment of hospital bonds should reflect judgments about: the
extent to which tax burdens are to be shared between those receiving cash compen-
sation and those receiving compensation in other forms; the extent to which these
tax subsidies are to be made equally available to all persons; the design of direct
health expenditure programs, and the limits that should be placed on tax-induced
increases in demand for health insurance and health care. Even without explicit
change in the laws affecting them, the amount of health tax expenditures will be
affected by changes in virtually all policies connected with medical care.

Senator Baucus. Our next witness will be a panel consisting of
Dr. Alain Enthoven, professor of economics, Stanford University
and William Schwartz, professor of medicine at Tufts University
Medical School.

Gentlemen, we welcome your appearance here this afternoon. I
know you have been good advocates of the general proposal, the
plan introduced by Senators Durenberger and Boren.

I, as do the rest of us, look forward to your expansion of the bill
and concept. You may proceed in any manner that you wish.

—
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STATEMENT BY PROF. ALAIN C. ENTHOVEN, GRADUATE
SCHOOL OF BUSINESS, STANFORD UNIVERSITY

Mr. EnTHoveEN. Mr. Chairman, thank you for giving me the
opportunity to appear before this committee in support of this
important piece of legislation, that is, the Health Incentives
Reform Act of 1979—S. 1968. 1 am appearing here as a private
citizen representing my own views. What I have to say bears no
necessary relationship to the views of my employer or any of my
consulting clients.

The costs of health care in our country are rising at an alarming
rate. [ am sure that you are all familiar with the figures so that I
need not repeat them here. What is new and different now from,
sa¥‘, 6 or 8 years ago is the sheer size of these outlays.

or example, medicare has been approximately doubling every 4
years. The problem for Federal finances created by a doubling of
1972’s $9 billion outlay was far less severe than that which would
be created by a doubling of the 334 billion projected for 1980.

The growing outlays are on a collision course with other urgent
demands on the Federal budget such as for national defense and
for tax reductions to spur productive investment needed to reverse
the decline in productivity in our economy.

Many factors have contributed to the increase in costs: increased
insurance coverage, new technology, an aging population and
others. We can do nothing about some of these; others we would
not want to reverse even if we could.

But there is one factor of overriding importance that we can
correct. Today's dominant health care financing system, the system
on which most private insurance, Blue Cross, Blue Shield, medi-
care, and medicaid are based, rewards providers of care with more
revenue for providing more and more costly care, whether or not
more is necessary or beneficial to the patient, and it provides
insured patients with little or no financial incentive to question the
need for or value of services or to seek out and cooperate with less
costly providers.

In short, we have a system in which there are many powerful
cost-increasing incentives, and no rewards for economy in the use
of health care resources. As a consequence, there is a great deal of
waste and overutilization of services.

The incentives to which I am referring are those inherent in the
si;stem of paying doctors fee-for-service, cost-reimbursement and
third-party payment of billed charges for hospitals, and 100 percent
" Government or employer paid health insurance to protect patients.

Mr. Chairman, my studies have convinced me that it would be
possible to cut cost substantially while improving the quality of
care, through proper organization and rational economic incen-
tives. By ‘“rational economic incentives” I mean incentives that
reward providers of care for finding ways to give better care at less
cost and that reward consumers for choosing economical providers.

For the past 10 to 15 years, the main line of public policy
regarding health care costs has been to attempt to contain them by
direct controls on prices, capacity, and utilization. This pohcy has
failed both economically and politically.

The main reason for the economic failure is that these controls
have done nothing to correct the underlying cost-increasing incen-
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tives. Indeed, some of the control systems actually intensify the
cost-increasing incentives.

If these cost-increasing incentives are such a bad thing, why do
they persist? Why doesn’t competition from other financing sys-
tems replace insured fee-for-service? The answer is that insured
fee-for-service is protected from fair competition by law.

Medicare and medicaid are based on fee-for-service and cost re-
imbursement. Thus, they systematically pay more on behalf of
people who choose more costly providers or systems or styles of
care. Beneficiaries who are given the choice and choose to join a
health maintenance organization receive little or none of any eco-
nomic savings resulting from that choice.

Under the tax laws, employer contributions to the health insur-
ance or health care of employees and dependents are excluded
from the employee’s income subject to Federal and State income
taxes and social security taxes. These provisions of the tax laws
have very powerful economic consequences for the health care
system, consequences that were surely not foreseen when they
were enacted.

They are, briefly, as follows. First, the tax laws have put health
benefits under the control of employers and, where there are
unions, under the joint control of labor and management. Thus,
health benefits have become a tool employers use in the labor
market and that union leaders use as bargaining prizes. This cre-
ates continuing pressure for more benefits.

Second, the tax laws motivate employers to take more of their
gross compensation in health benefits than they would if health
benefits were taxed hke other income.

Third, the tax laws make it logical for the employer to pay for
100 percent of all the health insurance the employees want to buy.

Fourth, the tax laws have worked to block fair economic competi-
tion of health plans. Most employees are offered a single employer-
provided health plan. For those who are offered choices, the em-
ployer usually pays more on behalf of those who choose more costly
health plans.

In fact, the employer often pays 100 percent of the premium
whichever plan the employee chooses. This leaves the employee
with little or no reward for making an economical choice.

I have explained these effects of the tax laws in greater detail in
my forthcoming book, “Health Plan: The Only Practical Solution to
the Soaring Cost of Medical Care.”

Some employers have told me that they recognize the harmful
consequences of their behavior and consider it a serious mistake to
have become committed to 100 percent payment of open-ended
service benefits. But having done so, they find it hard to change
unless everybody else changes too.

That is, they need an external event to force them to make the
cbange to a system that is more rational from an economic point of
view,

What is needed is to replace the cost-increasing and anticompeti-
tive provisions of medicare, medicaid, and the tax laws by provi-
sions based on the principles of fair economic competition among
health care financing and-delivery plans. Briefly stated, these prin-
ciples are as follows:
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First, multiple choice. Each consumer should be offered annually
the opportunity to enroll for the coming year in any of several
health care financing and delivery plans operating in his or her
area meeting certain uniform standards governing all health plans.
Traditional insured fee-for-service would be one of the options.

Second, fixed dollar subsidies, equal with respect to choice of
plan. Whatever subsidy each consumer gets from medicare, medic-
aid, an employer or through the tax laws should be the same
whichever plan he or she chooses. Thus, the consumer who chooses
a less costly plan would save money. The consumer would have a
reason, not usually present today, to make an economical choice.

Third, same rules for all. A system of fair economic competition
intended to make good quality care affordable to all must be de-
signed with great care. Not every scheme that calls itself competi-
tion will produce good results. Carefully drawn rules are needed.

One of the most important and subtle design problems is to set
the rules in such a way that health plans will succeed by providing
better care at less cost and not by selecting preferred risks. For
example, if people were given an annual choice of a low cost
insurance plan limited to catastrophic expense protection and a
comprehensive plan with first-dollar coverage, those who expected
little or no medical expense during the coming vear would find it
in their interest to pick the low cost plan.

When they planned or expected substantial medical expenses,
they would switch to the comprehensive plan until their medical
needs were taken care of. Comprehensive plans would not be able
to survive in such a competition; they would be destroyed by ad-
verse risk selection.

Experience with multiple choice plans shows that preferred-risk
selection can be prevented by such techniques as: (a) the employer
or government, not the health plans, conducting the enrollment
process; and (b) reasonable similarity of benefits in all plans.

Rules are also needed to prevent the selling of deceptive or
inadequate coverage and to prevent unnecessary complexity in
health plan offerings. Such ruiles should be applied equally to all
competitors.

Fourth, doctors in competing economic units. It must be possible
for consumers voluntarily to limit their choice of doctors, for a year
at a time, to one or another group of doctors, in exchange for
better benefits at a lower cost.

Thus, we need some “limited provider plans.” In our predomi-
nant system of “free choice of doctor” insurance, the consumer’s
premium is the same whether he goes to the most expensive or
economical doctors. Hence, there is no economic competition among
doctors, that is, no competition that rewards economy in the use of
resources.

For the most part, we do not have fair economic competition
today. But in those few places where these principles are being
applied, such as Minneapolis-St. Paul, Hawaii, and Clackamas
County, Oreg., we see very promising results.

Doctors work hard to improve service while cutting costs. Rates
of hospitalization—that is, hospital days per 1,000 people per
year—are cut drastically. Economy in ti’;e use of health care re-
sources is rewarded. Senator Durenberger has observed this prom-
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ising development in his own State and has based his proposal on a
careful observation of demonstrated patterns of success there.

The principles of fair economic competition can be applied in
various ways. We are dealing here with a complex ecology of
incentives. Much judgment and some empirical tuning will be re-
quired. Senator Durenberger’s Health Incentives Reform Act, S.
1968, represents a most important attempt to apply these
principles.

It requires employers of 100 or more to offer choices on an
economically fair basis. It involves the consumer in the cost of care
in a way that does not threaten serious financial harm. It allows
the consumer to benefit from making an economical choice of
health care system.

It moves our health care economy toward more equal rules for
all health plans. In short, it says: “Let's give people some choices
on an economically fair basis.” I believe it would be hard to justify
opposition to that.

Nobody claims that correcting the incentives and requiring
people to be offered choices is a panacea. This legislation will not
immediately solve all our medical cost problems. Nor will any
other legislation. It is, however, an important and fundamental
step in a new direction, a direction in which consumers and provid-
ers of care will be rewarded for economical behavior.

Mr. Chairman, this completes my prepared statement. With your
kind permission, I would include in the record as an attachment to
m)égstatement detailed comments and suggestions relating to S.
1968.

{The material referred to follows:]

STATEMENT OF Pror. ALAIN C. ENTHOVEN, GRADUATE ScHooL oF BUSINESS,
STANFORD UNIVERSITY

Mr. Chairman, thank you for giving me the opportunity to appear before .his
Committee in support of this important piece of legislation, that is, the Health
Incentives Reform Act of 1979 (S. 1968). I am appearing here as a private citizen
representing my own views. What [ have to say bears no necessary relationship to
the views of my employer or any of my consulting clients.

The costs of health care in our country are rising at an alarming rate. | am sure
that you are all familiar with the figures, so that [ need not repeat them here. What
is new and different now from, say, 6 or 8 years ago, is the sheer size of these
outlays. For example, Medicare has been approximately doubling every 4 years. The
problem for Federal finances created by a doubling of 1972's $9 billion outlay was
far less severe than that which would be created by a doubling of the 334 billion
projected for 1980. And these growing outlays are on a collision course with other
urgent demands on the Federal budget such as for national defense and for tax
reductions to spur productive investment needed to reverse the decline in productiv-
ity in our economy,

Many factors have contributed to the increase in costs: increased insurance cover-
age, new technology, an aging population, and others. We can do nothing about
some of these; others we would not want to reverse even if we could.

But there is one factor of overriding importance that we can correct. Today's
dominant health care financing system, the system on which most private insur-
ance, Blue Cross, Blue Shield, Medicare and Medicaid are based, rewards providers
of care with more revenue for providing more and more costly care, whether or not
more is necessary or beneficial to the patient, and it provides insured patients with
little or no financial incentive to question the need for or value of services or to
seek out and cooperate with less costly providers. In short, we have a system in
which there are many powerful cost-increasing incentives, and no rewards for
economy in the use of health care resources. As a consequence, there is a great deal
of waste and overutilization of services.
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The incentives to which I am referring are those inherent in the system of paying
doctors fee-for-service, cost-reimbursement and third-party payment of billed
charges for hospitals, and 100 per cent government- or employer-paid health insur-
ance to protect patients. .

Mr. Chairman, my studies have convinced me that it would be possible to cut cost
substantially while impreving the quality of care, through proper organization and
rational economic incentives. By ‘“rational economic incentives” I mean incentives
that reward providers of care for finding ways to give better care at less cost and
that reward consumers for choosing economical providers.

For the past 10 to 15 years, the main line of public policy regarding health care
rosts has been to attempt to contain them by direct controls on prices, capacity, and
utilization. This policy has failed both economically and politically. The main reason
for the economic failure is that these controls have done nothing to correct the
underlying cost-increasing incentives. Indeed, some of the contrcl systems actually
intensify the cost-increasing incentives.

If these cost-increasing incentives are such a bad thing, why do they persist? Why
doesn’t competition from other financing systems replace insured fee-for-service?
The answer is that insured fee-for-service is protected from fair competition by law.

Medicare and Medicaid are based on fee-for-service and cost reimbursement. Thus,
they systematically pay more on behalf of people who choose more costly providers
or systems or styles of care. Beneficiaries who are given the choice and choose to
join a health maintenance organization receive little or none of any economic
savings resulting from that choice.

Under the tax laws, employer contributions to the health insurance or health care
of employees and dependents are excluded from the employee’s income subject to
federal and state income taxes and social security taxes. These provisions of the tax
laws have very powerful economic consequences for the health care system, conse-
quences that were surely not foreseen when they were enacted. They are, briefly, as
follows:

1. The tax laws have put health benefits under the control of employers and,
where there are unions, under the joint control of labor and management. Thus,
health benefits have become a tool employers use in the labor market, and that
g:iorit_ leaders use as bargaining prizes. This creates continuing pressure for more

nefits.

2. The tax laws motivate employees to take more of their gross compensation in
health benefits than they would if health benefits were taxed like other income.

3. The tax laws make it logical for the employer to pay for 100 percernt of all the
health insurance the employees want to buy.

4. The tax laws have worked to block fair economic competition of health plans.
Most employees are offered u single employer-provided health plan. For those who
are offered choices, the employer usually pays more on behalf of those who choose
more costly health plans. In fact, the employer often pays 100 per cent of the
premium whichever plan the employee chooses. This leaves the employee with little
or no reward for making an economical choice.

1 have explained these effects of the tax laws in greater detail in my forthcoming
%ook ,:‘Health Plan: The Only Practical Solution to The Soaring Cost of Medical

are.

Some employers have told me that they recognize the harmful consequences of
their behavior and consider it a serious mistake to have become committed to 100
percent payment of open-ended service benefits. But having done so, they find it
hard to change unless everybody else changes too. That is, they need an external
event to force them to make the change to a system that is more rational from an
economic point of view.

What is needed is to replace the cost-increasing and anti-competitive provisions of
Medicare, Medicaid and the tax laws by provisions based on the principles of fair
economic competition among health care financing and delivery plans. Briefly
stated, these principles are as follows:

1. Multiple Choice. Each consumer should be offered, annually, the opportunity to
enroll for the coming year in any of several health care financing and delivery
Elans operating in his or her area meeting certain uniform standards governing all

ealth plans. (Traditional insured fee-for-service would be one of the options.)

2. Fixed dollar subsidies, equal with respect to choice of plan. Whatever subsidy
each consumer gets—from Medicare, Medicaid, an employer or through the tax
laws, should be the same whichever plan he or she chooses. Thus, the consumer who
chooses a less costly plan would save money. The consumer would have a reason—
not usually present today—to make an economical choice.
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3. Same rules for all. A system of fair economic competition intended to make
good quality care affordable to all must be designed with great care. Not every
scheme that calls itself “competition”” will produce good results. Crrefully drawn
rules are needed.

One of the most important and subtle design problems is to set the rules in such a
way that health plans will succeed by providing better care at less cost and not by
selecting preferred risks. For example, if people were given an annual choice of a
low cost insurance plan limited to catastrophic expense protection and a comprehen-
sive plan with first-dollar coverage, those who expected little or no medical expense
during the coming year would find it in their interest to pick the low cost plan.
When they planned or expected substantial medical expenses, they would switch to
the comprehensive plan until their medical needs were taken care of. Comprehen-
sive plans would not be able to survive in such a competition; they would be
destroyed by adverse risk selection. .

Experience with multiple choice plans shows that preferred-risk selection can be
prevented by such techniques as:

(a) The employer or government, and not the health plans, conducting the enroll-
ment process; and :

(b) Reasonable similarity of benefits in all plans.

Rules are also needed to prevent the selling of deceptive or inadequate coverage
and to prevent unnecessary complexity in health plan offerings.

Such rules should be applied equally to all competitors.

4. Doctors in cor..peting economic units. It must be possible for consumers volun-
tarily to limit their choice of doctors, for a year at a time, to one or another group
of doctors, in exchange for better benefits at a lower cost. Thus, we need some
“limited provider plans.” In our predominant system of ‘“free choice of doctor”
insurance, the consumer’s premium is the same whether he goes to the most
expensive or economical doctors. Hence, there is no economic competition among
doctors, i.e. no competition that rewards economy in the use of resources.

For the most part, we do not have fair economic competition today. But in those
few places where these principles are being applied, such as Minneapolis-St. Piul,
Hawaii, and Clackamas County, Oregon, we see very promising results. Doctors
work hard to improve service while cutting costs. Rates of hospitalization (i.e.
hospital days per 1000 people per year) are cut drastically. Economy in the use of
health care resources is rewar:ied. Senator Durenberger has observed this promising
development in his own state and has based his proposal on a careful observation of
demonstrated patterns of success there.

The principles of fair economic competition can be applied in various ways. We
are dealing here with a complex ecology of incentives. Much judgment and some
empirical tuning will be required. Senator Durenberger’s Health Incentives Reform
Act, S. 1968, represents a most important attempt to apply these principles. It
requires employers of 100 or more to offer choices on an economically fair basis. It
involves the consumer in the cost of care in a way that does not threaten serious
financial harm. It allows the consumer to benefit from making an economical choice
of health care system. It moves our health care economy toward more equal rules
for all health plans. In short, it says: “‘Let’s give people some choices on an economi-
ca]blly fair basis.” I believe it would be hard to justify opposition to that.

obody claims that correcting the incentives and requiring people to be offered
choices is a panacea. This legislation will not immediately solve all our medical cost
problems. (Nor will any other legislation.) It is, however, an important and funda-
mental step in a new direction—a direction in which consumers and providers of
care will be rewarded for economical behavior.

Mr. Chairman, this completes my prepared statement. With your kind permission,
I would include in the record, as an attachment to my statement, detailed comments
and suggestions relating to S. 1968. :

DEeTAILED COMMENTS ON AND SUGGESTIONS FOR S. 1968

1. Multiple Choice: Any employer having a total of more than 100 employcss
covered under any health benefit plan must provide at least three options each of
which is offered by a separate carrier,

The reason for requiring three choices, instead of two, is in order to “connect the
market” and increase the likelihood that particular health care financing and
delivery plans will meet each other in direct competition in a significant number of
employee groups.

e reason for requiring three separate carriers is to force the development of
genuine competition in which the carriers would have to innovate ancF develop
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effective private means of cost control. The mere offering of three options by one
carrier, all based on insured fee-for-service, would not have this desirable effect.

The experience of employers who do offer multiple choice, including the Federal
government, the State of California, Stanford University, Control Data Corporation,
Honeywell, and many others shows that this is a simple and effective way to do
business. Allegations that a requirement to offer three choices would lead to a
;‘nlightmare of administrative complexity” are shown by these experiences to be

alse.

2. Equal Employer Contribution: The amount of employer’s contribution shall not
depend on which option an employee chooses. If the employer’s contribution amount
exceeds the total cost of any option offered, the employer shall conribute the
difference to the employee in cash or other benefits.

This requirement is essential to fair economic competition. It assures ti.c em-
ployee an appropriate reward for making an economical choice, i.e. the right to keep
the savings.

Yet this requirement does not unduly restrict the rights of labor and management
to bargain over health benefits. It merely requires that the agreement they reach be
compatible with fair economic competition.

It is appropriate to make the required cash rebates taxable income. To make
them tax free would be tantamount to abolishing the tax subsidy that supports our
private insurance system. The tax subsidy inherent in the exclusion of employer
health benefits contributions from the employee’s taxable income is an important
and necessary support to our private health insurance system. A workable private
health insurance system that makes affordable health insurance available to all
must include some element of compulsory premium contribution. Without this, the
healthy would find it in their interest not to insure, and only those fearing medical
costs in excess of their premiums would insure. The premium costs would be driven
up and the system would break down. The tax subsidy in the exclusion provides the
needed incentive for most employee groups to buy insurance. Making the rebates
tax free would create an incentive for employees to demand an extremely cheap
“catastrophic only” option, and for the preferred risks to choose it.

For this reason, I would prefer to see the rebates also subject to FICA and FUTA
tax on a basis that equalizes the gross cost to the employer of contributing to each
alternative (i.e. the employer's share of FICA and FUTA tax on the rebate would be
considered a part of his contribution.) However, this issue is a matter of judgment
on which it would be hard to find much evidence for either side.

Also for these reasons, I think it appropriate, as S. 1968 does, to require no rebate
or contribution in the case of an employee who chooses not to buy health insurance.

3. Limitation on Employer Contribution That Is Tax Free. S. 1968 provides a dollar
limitation on the amount of the employer's health benefits contribution which is
excluded from the employee's taxable income (e.g. $125 per family in 1380 indexed
to the medical component of the CPI).

As explained above, the tax subsidy inherent in the exclusion of employer health
benefits contribations from the employee’s taxable income is an important and
necessary support to our private health insurance system. But there is no reason for
government to subsidize health insurance purchases above the level at which people
can purchase membership in a good quality comprehensive care program. To do so
is to encourage waste and to weaken or block economic competition.

Three arguments will be raised against the dollar limit.

First, health care costs per capita are much higher in some areas than in others.
Thus, a uniform dollar limit will be too high for some and too iow for others. In
principle, one could correct this by applying different limits in different market
areas, each proportional to health care costs per capita in that area. However,
against this one could argue that to do so would be to set a precedent for adjusting
the entire tax code for regional cost-of-living differences, an extremely complex task
of uncertain outcome. Moreover, the uniform limit focuses the incentives for deliv-
ery system reform precisely on those areas that need reform the most, i.e. the high
cost areas.

Second, employees now receiving tax-free employer contributions greater than the
limit will be subjected to increased taxes, in effect, a “roll back” of existing benefits.
This problem could be eased by a transition rule freezing excludable contributions
above the limit in 1980 at their 1980 dollar level until inflation causes the general
limit to catch up. In any case, the amount of incressed tax would not be large.

Third, some groups have high premiums and employer contributions not because
they have very generous benefits but because they are experience-rated and have
high medical risks. Thus, they would be taxed more tecause of their poor health
status. I believe that the appropriate response to this problem is to use the leverage
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of the tax laws to move our whole health insurance system away from experience
rating by groups. In Consumer Choice Health Plan, I recommended a combination
of community rating by actuarial category for premiums, and tax credits proportion-
al to actuarial cost for premium subsidies. You may wish to consider an actuarial
adjustment to the limit on excludable employer contributions available at least on
an exceptional basis to high risk groups who can demonstrate that their risk status
is substantially above average.

4. Minimum Benefit Provisions. The minimum benefit provisions in subsections (h)
and (i) are very constructive procompetitive steps. The requirement to cover speci-
fied health care services will move health plans toward greater uniformity and
comparability. The requirement for catastrophic expense protection will assure that
tax-subsidized premium dollars are spent first to prevent insured people from suffer-
ing medical bankruptcies or becoming a burden on the public sector after medical
expenses have made them poor.

5. Continuity of Coverage Provisions. The continuity of coverage provisions are an
important step in the direction of remedying one of the worst scandals of our
private health insurance system based on employee groups, i.e. that people often
lose their health insurance when they need it most, when the breadwinner loses
membership in his or her employee group.

Note oN PauL Eccers Decemper 1979 Parer oN GHC Pucer Sounp Risk
DIFFERENTIAL

1. To achieve either fair competition or a fair cost comparison experiment, there
must be procedures to assure against preferred risk selection. This is usually done
by (a) the employer or government, not the health plan, controlling the enrollment
process, and (b) reasonable comparability of benefits. (Obviously if one competitor
offers maternity benefits and the other does not, the expectant mothers will tend to
choose the former.) In this particular case, from October 1976 until the fall of 1979,
HGC did the marketing and enroliment, not HCFA, including pre-enrollment ques-
tionnaires and choice of areas of enrollment. As for as I can tell, this was done with
the knowledge of HCFA. In the fall of 1979, HCFA agreed to announce the program
to all beneficiaries.

It appears that GHC did select preferred risks. I emphosize appears because the
evidence is a small sample case study with serious defects in its research design. If
there was systematic preferred risk selection, it should not have been allowed.
Apparently, the Health Care Financing Administration and GHC mismanaged this
aspect of-the contract. At least that is an inference | would draw from the Eggers
paper.

This small sample case study does not provide evidence either:

(a) That HMOs generally achieve their savings through preferred risk selection;
or

{b) That a fair competition cannot be set up.

It does not even prove that GHC open-enrollees in 1978 were better risks that
their age-sex counterparts.

2. I believe the research methodology of the Eggers paper is seriously flawed.

The study compares the 1974, 1975, and 1976 utilization of Medicare beneficiaries
who subsequently enrolled in GHC, as late as June 1979, with the utilization of the
éeneral Medicare population in those years. There is a serious source of bias. The

HC group includes people who survived to enroll on July 1, 1979; the comparison
ﬁ'roup includes people who died e.g. in January of 1975. Of course, the former were

ealthier and less costly in 1974 that the latter!

The study acknowledged that on average Medicare beneficiaries use many more
services in the last year of life. “The 6 percent of beneficiaries who die during a
year account for 23 percent of reimbursements.” So the study deleted from the “all
other”” comparison group those who died during the year. My point is that to make
a fair comparison they should have deleted all those who died in any year. If
someone who died December 31, 1974 must be removed from the comparison group,
surely also someone who died Janury 1, 1975 should be removed.

To get a fair comparison, the study should have looked at cohorts that survived
through 1978 or 1979 for both the GHC and the comparison group.

In order to draw the conclusion that GHC selected preferred risks from the
Eggers paper one must make the strong implicit assumption that people who were
hospitalized less, for example less in 1974, are lower risks in all subsequent years,
including 1978, than people who were hospitalized more in 1974. That assumption
may or may not be true. I know of no studies that examine this point. My point is
simply that the truth of it is not obvious and it should not be accepted without
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evidence and careful analysis. For example, many of the people hospitalized in 1974
were presumably hospitalized for such procedures as cataract removal, hip joint
replacement, prostatectomy, and other procedures for non-recurring conditions, and
hence that would make them lower-risk people for such hospitalization in 197x.

Another serious limitation of the Eggers study is that it is limited to new mem-
bers or people who have recently switched to the HMO. Such a study cannot hope to
pravide useful information on HMO members in general. It is as if vne attempted to
do a study of the health status of members of the Stanford Alumni Association by
looking at the health status of those who joined in the past year, most of whom are
healthy 21 year olds. If you introduce a new health plan option to people, I would
expect that people not presently under the care of a doctor, i e. the more healthy at
the time, would be more likely to switch than those having an established provider
relationship. But that tells us nothing about the longer term situation Do those
people soon revert to average status? Who leaves and who stays with the plan, etc.?

I would hope that Mr Eggers would re-do the study with cohorts of equal surviv-
al, with a test of the hypothesis that people who were hospitalized in 1974 are
higher risks in 1978 than pcople who were not hospitalized in 1974, and with other
appropriate adjustments, and then publish it in a reputable referred academic
journal—so that all the scholars can get a good look at it.

There is considerable quality control inherent in such a procedure that is not
present when paper is merely circulated through personal communication.

3. While our data on risk selection by HMOs are fragmentry at best, I believe
there is nothing mysterious or sinister about the subject. In a dual or multiple
choice situation, which plan gets the worse risks will depend on the balance of a
complex ecology of incentives. it could go either way. For example, if the HMO is
competing with a “low option plans’ with high coinsurance and deductibles, it is
likely to be very attractive to people with high expected medical costs For example,
1 heard of a case in California in which a family with an annual choice between a
“low-option" plan and an HMO learned that four of its children needed open-heart
surgery. They switched at the next enrollment and got it all paid by the HMO. If
the HMO is competing with a plan that doesn’t cover outpatien’ care, it is likely to
be very attractive to people who have chronic illness treatable on an outpatient
basis. For example, I recently met a vice president of a large bank in San Francisco
who was singing the praises of his HMO. It turned out that he suffers from serious
chronic allergy, and the Medical Group of the HMO includes a nationally famous
allergist whose services the banker gets with no copayments at all. On the other
hand, if you introduce a cost-effective group practice HMO as an option in a group
that already has a very comprehensive employee-paid free-for-service plan, I expect
ou would find that people not presently under the care of a doctor, i.e. the more
i\ealthy, would be more likely to switch than those having an established provider
relationship. So the balance uf risks could go either way, and I would regard it as
extremely hazardous to draw far reaching conclusions from one or a few small
sample case studies. I also believe that experience shows that this problem can be
kept quite manageable by appropriate program design.

4. l(}nder the present Medicare law, there is no requirement that the “savings,” if
any, be passed on to the beneficiary. The government takes one-half; the HMO can
keep the other half. Thus, the potential incentive to a high-risk person to switch to
the HMO is seriously attenuated. Moreover, as reported in the Eggers paper, GHC
was free to offer only minimum Medicare benefits to high-risk beneficiaries. On the
other hand, under the Carter Administration's proposed legislation, all the savings
must be passed on to the beneficiary, except for the 5 percent retained by the
government, and passed on in the form of reduced copayments and broader benefits.
Thus, the enactment of the Administration's proposal would make HMO member-
Sh’ilP much more attractive, relatively, to high-risk people, than it is today.

he GHC experience was produced under present law which President Carter and
many other people would like to see changed.

Senator Baucus. Thank you.
Dr. Schwartz?

STATEMENT OF WILLIAM B. SCHWARTZ, M.D., PROFESSOR OF
MEDICINE, TUFTS UNIVERSITY MEDICAL SCHOOL, BOSTON,
MASS. :

Dr. SchwarTz. Mr. Chairman, I appreciate the opportunity to
appear before the committee to testify on the Senate Health Incen-
tives Reform Act of 1979.
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If this bill is passed, it will clearly encourage consumers to
consider policies which involve either a health maintenance organi-
zation or which require cost-sharing by the consumer.

I would like to talk about the implications of the low-cost pro-
grams which individuals are likely to choose under conditions of
the bill. Let me start with the considerations of cost-sharing pro-
grams. There is no doubt that cost-sharing will significantly reduce
the consumption of both ambulatory and hospital services.

Some several years ago, Newhouse, Phelps, and I reviewed the
data on this point and found compelling evidence that there is a
significant reduction in demand for services in the face of co-
insurance and deductible provisions.

This kind of aggregate economic data does not define, however,
the interaction between physician and patient which reduces the
consumption of services.

Let me first describe how cost-sharing is hkely to exert its effect.

Without question, physicians will eliminate a number of useless
tests and procedures that are now without concern for cost.

We also know that, at present, patients are inclined to take an
extra day or two in the hospital if it is convenient for them, even
though there may be no medical justification for that stay. I can
look back 20 years ago and recall very well that in an era of little
insurance coverage the issue of wasted tests and the extra day in
the hospital were matters of great concern to both patient and
physician. I anticipate that such an attitude will reappear under
cost-sharing provisions. We can expect patients and doctors to
begin once again to weigh costs versus benefits in deciding on how
much care should be provided.

Let me consider the following scenario.

Take a patient who comes to a physician with a tension head-
ache. The doctor may feel nearly 100 percent confident that there
is no organic disease, but he recommends a CAT scan because the
test is safe, it is quick and it is painless.

The patient, seeing no cost to himself under an insurance pro-
gram with first dollar coverage, agrees to go ahead because the
potential medical benefit is greater than zero.

Under circumstances in which the patient faces a substantial
out-of-pocket payment, his behavior is likely to be quite different.
In most instances he will ask, as the patient did 20 years ago,
“Well, doctor, what am I getting for my money?”’ And if he discov-
ers as he would in this case, that the chances are perhaps only 1 in
10,000 or 1 in 50,000 of finding a significant abnormality, he may
decide that he wishes to spend his money in some other fashion.

I would expect that we will see a similar change in behavior
toward hospitalization as well.

Take, for example, the patient with terminal carcinoma whom
we can keep alive in the hospital for an extra few weeks by means
of antibiotics, the artificial kidney, sophisticated pulmonary care,
and special nutritional programs—all at an enormous cost to soci-
ety.

In a world of first dollar coverage there is no restraint on provi-
sion of such care but in the face of cost sharing, I am certain that
family and patient will think long and hard as to whether that
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kind of brief extension of poor quality of life is, in fact, cost-
justified.

The dilemma that we face stems from the technologic revolution
that is driving us into a rising spiral of expenditures. Most of the
old diagnostic technology we used had self-regulating characteris-
tics which checked its use. There were risks and pain to the pa-
tient. Thus, in medical cost-benefit terms, doctors often decided
that these procedures were not worth doing.

Most of the new technology is noninvasive, it is riskless, it is
painless, so the only question is, Does it yield any benefits greater
than zero? If it does and if the patient is fully insured, we will offer
those benefits regardless of the resource costs. That is our responsi-
bility as the system is now configured. Further, as more and more
new technology emerges, this dilemma will continually plague us.

There are those who criticize cost sharing on several grounds.
First, they argue that a commodity as valuable as life and health is
without price and that we should not create a situation in which a
patient is forced to put a dollar price on it.

Second, there are those who say that even if a cost-benefit analy-
sis is justified, the individual choosing a cost-sharing program
when he is healthy cannot fully understand and foresee the impli-
cations of his decisions—of what he will face when he is sick and
how he must make decisions on out-of-pocket payment.

Third, they argue that the less affluent face a much heavier
burden with cost sharing than do the rest of the population; that is,
the low-income worker who will bc penalized most seriously.

These arguments deserve consideration and in my written testi-
mony I have considered them in some detail.

One can, of course, go another route. An individual can opt for a
health maintenance organization; that is, a prepaid group practice.
However, a new problem now arises. The group practice faces the
situation in which the usual fee-for-service incentive to do more is
replaced by an incentive to do less because of the desire of the
HMO to remain competitive.

In consequence, one can expect the physician in the HMO to
become sensitive to dollars expended on zero benefit care, to
wasted tests, and X-rays and useless hospitalizations. The real
question for the patient, however, is whether the tendency to con-
serve resources will ultimately lead to a reduction in benefits,

There are some recent data in the New England Journal of
Medicine (H. S. Luff 298:1336, 1978) which strongly suggest that
HMO achieve their cost saving not only through reduction of zero-
benefit activity but also through a limitation on care which yields
benefits. I hasten to add that even if such is the case, I am not
prepared to be critical. I think that HMQ’s, by and large, probably
provide good quality care, despite the fact that they may eliminate
some marginal benefits. Both they and we have to face decisions on
resource allocation. The technological revolution is producing all
kinds of new diagnostic and therapeutic modalities with the result
that we can spend an almost infinite amount of money if we intend
to provide all benefits greater than zero.

If we wish to control costs, somebody in the system is going to
have to make decisions on what kind of care is cost-justified.
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As I see it, the physician and patient together will make the
decisions under a cost-sharing plan whereas in an HMO, that deci-
sionmaking responsibility is assumed entirely by the physician. He
has to decide where on the benefits curve he is going to cut off,
where that the care is so costly that it is no longer worth the price.

It is simply a matter, in my view, of who makes the decision, not
of the HMO providing something for nothing.

Obviously, what we are trying to do is shift resources which are
producing low benefits to a more valued use. The goal, for example,
would be to shift expenditures from the hospitalization of a termi-
nally ill patient to care which has a substantial medical benefit.

Someone has to make the decisions as to whether, and how, such
shifts should be made.

In summary, then, I do not believe that there is much of a “free
lunch” in the health care system. There are some zero benefit
activities to be squeezed out of the system, but given current pat-
terns of care, the saving will be relatively small.

If we do not wish to weigh costs and benefits, if we insist on all
benefits being provided, regardless of the resources needed to pro-
vide them, we inevitably face an endless curve of rising costs. The
decision as to whether we are willing to forego some benefits in
order to control costs is not an analytic decision. What it really
comes down to is a set of value judgments which ultimately are in
the hands of the Congress.

Thank you.

Senator Baucus. Thank you very much, Dr. Schwartz.

Mr. Enthoven, how many people are now provided health bene-
fits through self-insured or Taft-Hartley plans?

Mr. ENTHOVEN. I am afraid I do not know, Senator. I do not have
the data on that.

Senator Baucus. The question really is, though, how would this
proposal, S. 1968, affect those people in those programs?

Mr. ENTHOVEN. Oh, I think that the way S. 1968 would affect
people in those programs would simply be to require the employer
or Taft-Hartley trust with 100 or more employees to offer two other
choices besides its own, self-insured plan.

Senator Baucus. If I understand the potential problem here, a
good number of employees who are under the Taft-Hartley plans,
are not employees—or 99 others are not working for firms.

Mr. ENTHOVEN 1 see your point.

I believe the requirement to offer choices would apply to Taft-
Hartley trusts. '

If the employer is making a tax-exempt contribution, and it goes
through a !I)‘a t-Hartley trust, then the Taft-Hartley trust would
also be required to meet the conditions of the act.

Senator Baucus. Why are labor and most businesses opposed to
this approach?

Mr. EnTHOVEN. I think in the case of labor that health benefits
have proved to be a marvelous source of qualitative benefits, bar-
gaining prizes to be brought home from the bargaining table, and
that for a labor leader who wants to get reelected, that is a very
desirable thing to have.

So I think that, combined with the open-ended tax treatment,
has meant that it has been financially very attractive to get more
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and more compensation in the form of health benefits. So it is not
surprising that labor unions which have benefits that exceed $125
per family per month would feel that they would be losing some-
thing by limiting the tax-excluded contribution to that amount.

In the case of business, I do not think that it is accurate to say
that most businesses are opposed. You will find opinions all over
the place among businessmen. Of course there are some companies,
employers whom I would regard as enlightened, who have adopted
the policy already of offering multiple choice on an economically
fair basis.

My own employer does that. It is not a business. It is a universi-
ty. But in Minneapolis, companies like Control Data, Honeywell,
Cargill, and others and also IBM and other companies, have decid-
ed to offer multiple choice.

They find it attractive, effective, and workable.

In other cases, companies have opposed it simply because they
see it as one more burden being imposed on them by the Federal
Government.

In my own view, the experience of the companies already volun-
tarily offering multiple choice shows that the burden is not sub-
stantial, the costs are not large.

Senator Baucus. My question goes to an assumption. I assume
both organized labor and business want to lower costs as much as
they possibly can.

Certainly the employees want health benefits, too, the greater
the benefits the better, but still they want lower costs. 1 am cur-
ious.

Mr. ENTHOVEN. Organized labor favors the Kennedy plan—in
effect, wants to transfer the whole thing to the Government. So
they are opposed to any plan based on markets and iiucentives
because of that.

Senator Baucus. Your view is labor’s opposition is not so much
that they are opposed to lowering costs as they are, in favor of the
Kennedy approach?

Mr. ENTHOVEN. Also, generally speaking, the thinking of labor
leaders does not favor a market approach.

Senator Baucus. That is right. My understanding of the basis of
the opposition on the part of organized labor is they favor a com-
petitive, collective bargaining approach to establishing payment of
premiums and costs and health benefits.

It's not so much because they favor the Kennedy approach;
rather is it not true the major objection is that organized labor
would like to keep this question on the bargaining table?

Mr. ENTHOVEN. Yes. Of course, S. 1968 does not take it off the
bargaining table. It just says the agreement between management
and labor will have to fit a new requirement, which is three
choices, and an equal contribution.

I might note, Senator, already, of course, many collective bar-
gaining agreements do provide for a choice. So it is not as if it is
unheard of. Many Taft-Hartley trusts do offer their employees at
least a dual choice.

Senator Baucus. Do you know offhand which ones those are, or
could you submit it for the record?
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Mr. ENTHOVEN. In California the Teamsters, Auto Workers, the
Cullinpry Workers, in fact most large unions offer their employees
a choice.

Senator Baucus. The point is, still, those are not mandatory. It is
not a mandatory requirement that those companies offer a three-
way choice. It is still an option.

Mr. ENTHOVEN. That is right. It is optional, except for the re-
quirements of the HMO Act.

Senator Baucus. Thank you.

Senator Boren?

Senator BoreN. First of all, I appreciate the testimony given by
Dr. Enthoven and Dr. Schwartz. I think they very adequately have
shown how the present cost control mechanisms are not working
and the fact that the present system is skewing us toward more
costly care.

I want to go into a couple of areas which have not yet beca
covered. Most businesses, of course, have group health policies for
their employees. One of the concerns I have heard expressed sever-
al times is that a multiple choice plan will result in these business-
esl!oging any premium advantage that they might have in group
policies.

I wonder if that concern is a legitimate concern. It might be one
of the reasons why some businesses at this point in time are fearful
about embarking on this kind of a program?

Mr. ENTHOVEN. Senator Boren, in my view that is a self-serving
statement made by insurance companies who want to prevent their
customers, the businesses, from offering choices.

First of all, of course, the competition among insurers is just for
a small fraction of the total, the retention, roughly, 10 percent of
the total. Insurers are able to do nothing about controlling the rest
of the costs.

What we are talking about here is trying to create an economic
system in which the providers who control most of the costs, and
the consumers, are motivated to control costs.

I think one interesting example, to refute the contention that
you asked me about is in the Federal employees health benefits
program where there is a multiple choice system which has been in
effect for years. It includes a Blue Cross-Blue Shield plan and it
includes an Aetna Life & Casualty Plan and a lot of HMO’s, et
cetera. A recent study by Prof. Bill Hsiao of Harvard published in
Inquiry magazine compared the claims processing cost, the admin-
istrative cost of the Federal employees health benefits program
with the current processing costs in medicare, and found tgat they
were, as I recall, on the order of 25 percent lower.

Senator Boren. What about the rural areas? I represent a large-
l{l rural State where we do not have any HMO’s in existence at
this point in time. How do you believe that increased competition
will affect the health care in rural areas and the costs?

Mr. EntHOVEN. The first thing, Senator, is to recognize the main
impact of what we are talking about here, would be in the urban
areas. If we are interested in cost control, then we ought to proceed
on the basis of the Willie Sutton principle.

When someone asked Willie Sutton, “Why did you become a
bank robber?” he said, “That is where the money is.’
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If we are worried about the costs, the costs are in the big metro-
politan areas which are the most suitable to competitive economic
systems.

I do believe, however, that this kind of system would be helpful
for rural areas in many respects. One is some of the HMO'’s would
be likely to be motivated to put outposts into rural areas.

In Hawaii, for example, Kaiser, under competitive economic pres-
sure put outposts in rural areas. In northern California, the
SAFECO Life Insurance Co. has an innovative plan. Doctors par-
ticipating in this plan serve small towns where there might be one
or two doctors in town. This primary care network plan has cost
control incentive features in it.

So I think that it could be extended to, and beneficial to, rural
areas.

Senator BoreN. What about the areas where we do not have any
HMO’s, where they are very slow in developing? What effects do
you think competition will have on the traditional health insurers?

Mr. ENTHOVEN. I do want to emphasize that this is not an HMO
proposal that we are talking about. It is competition in the private
sector.

I believe that if we open up this market to real competition in
the private sector, then we would see a good deal of very desirable
innovation. There are other alternative health care, financing and
delivery systems with built-in cost controls and built-in incentives
for economy and efficiency other than HMO's.

S. 1968 is not, in any sense, meant to be preferential to HMO's.

Let me explain a little about the primary care network plan, as
an example. This was pioneered first by the Wisconsin Physician
Service which is a Blue Shield plan in Wisconsin, and by the
SAFECO Life Insurance Co. in Seattle.

Essentially the idea is that each beneficiary agrees to select a
primary care physician participating in the plan, and then that
primary care physician assumes responsibility for the total cost of
the patient’s care and has a financial incentive tu control the cost,
to monitor the hospitalization and referral care and so forth.

The SAFECO plan is growing fast. In the State of Washington it
is offered to the State employees and it widens their choices. It is
doubling every year in membership. It is working well. It is alive
and well in northern California.

It is attractive to educated, middle<class consumers. I think many
insurers could convert to that kind of a model fairly quickly.

It is not an official HMO.

Senator BoreN. This gives the insurer an incentive to encourage
these kinds of programs?

Mr. ENTHOVEN. Yes.

Let me give you another example. Out in Hawaii, which I think
of as one of the best examples of competition that we have, most
people in the State are covered by one of two health care financing
and delivery systems, one of which is the Kaiser Permanente pre-
paid group practice plan. The other, the Hawaii Medical Service
Association, essentially a traditional Blue Shield plan, except that
in Hawaii, under competitive economic pressure, HMSA had to
control their own costs, so they put in, on a voluntary, private
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sector basis, if you like, they put in tight utilization and fee con-
trols of their own.

The executive director of the plan watches very carefully what
the doctors are charging. Part of the reason that he can enforce the
utilization and fee controls on the doctors is because he says to
them, “Look, if I do not hold you fellows down, then we are going
to lose the customers to Kaiser.”

The very competitive pressure, you might say, not only gives him
the motivation, but some of the tools that he can, use to do that.

I believe that if we create the competition, even these traditional
insurers could start innovating in many ways that would strength-
en cost control.

Senator BoreN. Thank you.

Senator Baucus. Senator Durenberger?

Senator DURENBERGER. Thank you, Mr. Chairman. I just want to
start by correcting an assumption that was contained in one of
your questions a little earlier. That is, the assumption that labor
and most businesses oppose this bill.

I only have been at this 10 months now, 10 rather intensive
months, but I have yet to find either totally opposed. I think your
summary of labor’'s position is accurate with regard to national
health insurance; but the business people are mostly inquisitive
and asking some very good questions about it.

In terms of downright opposition, it is relatively difficult to find.

Dr. Enthoven, some while ago we had a paper distributed to the
members of the Finance Committee by the staff, I understand,
which questioned one of the HMO group health cooperatives at
Puget Sound. The implication was that this group benefits from
risk selection, and the question of risk selection has come up here
directly. I think it is an important one and one that the chairman
of the subcommittee mentioned in his opening statement.

I wonder if you would comment on the accuracy of that study in
particular and more importantly whether its conclusions would
seem to apply generally to HMQ's.

Mr. ENTHOVEN. Yes, I would be happy to.

First of all, I believe that the research methodology of the Eggers
paper is seriously flawed. For example, the study compares the
1974 to 1976 utilization of medicare beneficiaries who subsequently
enrolled in Group Health Cooperative as late as 1979 with utiliza-
tion of the general medicare population in those years. There is a
serious source of bias. To join the Group Health Cooperative in
June of 1979, you had to survive that long, while the comparison
group includes people who died in January 1975.

To get a fair comparison, this study should have looked at co-
horts that survived through 1979.

Second, in order to draw the conclusion that group health cooper-
atives selected preferred risks from the Eggers paper, one must
make the strong implicit assumption that people who were hospi-
talized less, for example, 1974 had lower risk in all subsequent
{3’?? including 1978 than those who were hospitalized more in

I know of no study that supports this assumption. It may not be
true.
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Another serious limitation of the Eggers study is it looks only at
new joiners of the HMO therefore, it tells us nothing about the
comparative risk status of group health cooperative medicare en-
rollees in general.

I do not believe you can draw any reliable conclusions from such
a small sample case study. Nevertheless, I do not doubt that Group
Health Cooperative may have selected preferred risks because they,
rather than the Health Care Financing Administration, ran the
enrollment process. I believe that is the wrong way to run a com-
petitive system or a fair cost comparison. That is, I think the way
it ought to be run is for the employer or Federal Government to
run the enrollment process so the HMO or other health plans have
to take whoever signs up with them.

I do not believe that HMO savings in general can be explained
away by preferred risk selection. Generally speaking, it is the
employers, not the HMO’s, who control the enrollment process. It
would be against their interests to allow community rated HMO's
to select preferred risks thus leaving the bad risks to their experi-
ence rated insurance plans. Employers have been offering these
choices for decades now. I do not gelieve that they would be so
foolish as to let that happen on a systematic basis.

Senator DURENBERGER. If you have any other comments, perhaps
we could include them in the record.

Mr. ENTHOVEN. I have prepared a longer statement on this and
ask that it be included in the record.

Senator BokeN. Without objection.

[élr}h]e material referred to follows. Oral testimony continues on
p. 87. :
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ALAN C. ENTHOVEN -
MaRRiNER S. EccLes Proressor
OF PUBLIC AND PRIVATE MANAGENMENT March 25, 1980

The Honorable David Durenberger
United States Senate
Washington D.C. 20510

Dear Senator Durenberger:

This letter is in response to your request for my comments on a paper
entitled "The 'Competition Model' May Be Anti-Competitive" submitted

to the Finance Committee during the Health Subcommittee Hearings on
March 18 by Mr. Samuel X. Kaplan of U.S. Administrators, Inc. I cannot
believe that many people will take Mr. Kaplan seriously. But there may
be some concern over some of the issues he raises; so [ agree that his
charges should not be allowed to pass without comment.

Mr. Kaplan's main contention is that the savings achieved by HMOs are

the result of preferred risk selection or "skimming." On page 18, he
says, "There is strong evidence to support the theory that HMOs may be
less expensive because healthier persons select them and that the costlier
111 or illness-prone employees chocse indemnity, third-party, or self-
insured arrangements." (Emphasis added.)

There is no such evidence. Health services researchers have looked for
it for years and haven't found it. The best cost comparison studies
generally control or adjust for age and sex and compare people within the
same occupational group. Some, such as one by Clifton Gaus, question

the beneficiarfes about their health status, and find no significant
difference between HMO and fee-for-service enrollees.

What is the evidence offered by Mr. Kaplan? On page 11, he offers the
following quotation from Professor Harold Luft:

"Self-selection among HMO enrollees may be critical to lower
admission rates; that is, better health or greater aversion to
hospital admissions among HMO enrollees may contribute to the
differential between HMO and fee-for-service admission rates.”

Mr. Kaplan has distorted the meaning of Luft's passage by taking it out
of context. The paragraph in which Luft's statement appears begins:
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"Recognizing the complexities of evaluating admissions and assuming
a scattering of discretionary cases in all patient categories, we
find four possible, but not mutually exclusfve explanations for
Tower hospital admissions in HMOs:.

The quotation from Luft, which incidentally is inaccurate, is
the fourth possible explanat!on The quoted statement is followed
by this sentence: -

"Sufficient evidence is not yet available to allow for a comprehensive
evaluation of these hypotheses, but some evidence does exist with
respect to quality, preventive care, and self-selection.”

With respect to quality, Luft concludes:

"In general, the available data suggest that outcomes in HMOs are
much the same as or slightly better than those in conventional
practice."

With respect to the self-selection issue, Luft says of the literature:

"In general these studies have shown few differences between people
enrolling in HMOs and in conventional plans.*

He then goes on to refer to some new data in one study suggesting
that self-selection may be a factor. But he then says:

“Although these self-selection findings are important, one should
use them with care. 8y design, the studies measure only differences
in utilization during the first year or so of membership, when the
new enrollees have not yet established a relationship with a
physician. Over time, that situation will change, and these
retatively low utilizers are likely to become greater consumers of
services. Thus, while the selection effect may account for part

of the utilization differences, especially among new enrollees, it
is unlikely that self-selection explains fully the performance

of mature HMOs."

In other words, Luft is saying that it has not been proved that self-
selection does or does not contribute to lower HMO admission rates in some
cases.
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It is a considerable distortion to make the leap from Luft's cautious
statement about absence of evidence to Kanlan's bold assertion that

"there is strong evidence to support the theory that HMOs may be less
expensive because healthier persons select them..."

Mr. Kaplan's citation of the preferred-risk sclection practices of the
California Medi-Cal Prepaid Health Plans 1s irrelevant to this issue.

The comparison studies on the basis of which it is claimed that HMOs can
care for people at a lower cost are mainly based on H!'Os that serve
employed people, and in which the enrollment process is controlled by the
employer or health and welfare fund.

While our data on risk selection by HMOs are fragmentary at best, |
believe there is nothing mysterious or sinister about the subject. Ja a
dual or multiple choice situation, which plan gets the worse risks will
depend on the balance of a complex ecslogy of incentives. It could go
either way. For example, if the HM0 1s competing with a "low-option plan"
with high coinsurance and deductibles, it is 1ikely to be very attractive
to people with high expected medical costs. Ffor example, I heard of a
case in California in which a family with an annual choice between a
“Tow=-option" plan and” an HMO learned that four of its children needed
open-heart surgery. They switched at the next enrollment and got it al}
paid by the HMO. [f the HMO is competing with a plan that does not cover
outpatient care, it is likely to be very attractive to people who have
chronic illness treatable on an outpatient basis. For example, I recently
met a vice president of a large bank in San francisco who was singing the
praises of his HMO. It turned out that he suffers from serious chronic
allergy, and the Medical Group of the HMO includes a nationally famous
allergist whose services the banker gets with no copayments at all. On
the other hand, if you introduce a cost-effective group practice HMO as
an option in a group that already has a very comprehensive employee-paid
fee-for-service plan, I expect you would find that people not presently
under the care of a doctor, i.e. the more healthy at the time, would be
more 1ikely to switch than those having an estabiished provider relation-
ship. So the balance of risks could go either way. 1 personally doubt
Luft's conjecture that risk selection is a significant contributor to

HMO economies on an overall basis. Moreover, | believe that experience
shows that this problem can be kept quite manageable by appropriate
program design.

8y “"appropriate program design" [ mean primarily:

(a) the employe. or government, and not the health plans, conduct
the enrollment process. Thus the health plans are informed who
their members are for the coming year. They cannot choose them.

(b} Reasonable comparability of benefits so that one health plan is not
substantially more attractive than another to the people with high
medical risks.
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If risk selection were to become a significant factor in a competitive
system, it could be corrected for by use of a more refined set of

actuarial categories, as [ recommended in Consumer Choice Health Ptan,

and/or by "empirical tuning" of the benefit packages. For example, the
SAFECO Company's Northwest Healthcare program uses seven actuarial categories
based on age and sex so that doctors who serve older patients get paid more
for doing so.

'Let me emphasize that [ raised and dealt with the risk selection problem
in the development of Consumer Choice Health Plan in the summer of 1977.
Risk selection is not a new issue that has suddenly emerqged.

Mr. Kaplan ignores the fact that we have had decades of experience with
millions of employees and their families in dual choice and multiple choice
plans and generally speaking preferred or adverse risk selection has not
proved to be a significant problem. For example, the Federal Employees
Health Benefits Program (FEHBP), an excellent example of the competition
model, has been in successful operation since 1960. It now covers about

10 million people. There is no evidence that Mr. Kaplan's speculations
about HMO preferred-risk selection have been realized in this program to
any significant degree. I have recently been assured by a key OPM official
that none of the main participants has claimed that it has suffered from
adverse risk selection.

Mr. Kaplan goes on, on page 18, to comment on the evidence of the
effectiveness of competition in controlling cost: "Credible, objective
analysts such as Howard (sic) Luft of the University of California,

San Francisco, Health Policy Program, say practical experiences of several
communities in the nation, including the 8ay Area, where the Kaiser-Enthoven
model has been in place for years, provide supporting evidence that is
'weak' and even 'contradictory'." (The Kaplan paper is so sloppy that its
author incorrectly stated the given name of my esteemed colleague and
sometime coauthor, Harold Luft.)

The principles of fair economic competition that [ am recommending have

not been in place in the San Francisco Bay Area for years. They are not
in general application today. For example, last summer we did a survey

of employers in Santa Clara County. Of a random sample of employers with
500 or more employees, only 22 per cent offered their employees a choice

of health plan {two or more choices) and an equal dollar contribution to
the plan of their choice. Of employers with 25 to 500 employees, only 3
per cent offered a choice and an equal contribution. Thus, the great
majority of employers either offer no choice of health plan, or contribute
more on behalf of the more costly plan (which in our sample was the insured
fee-for-service plan). Of those offering a choice, one-third of the larger
employers and three-quarters of the smaller employers paid 100 per cent of
the premium whicheser plan the employee chose. Thus, the principles of
. fair economic competition as exempiified by the Health Incentives Reform
Sct and the Health Cost Restraint Act are not generally applied in the

ay Area.

62-511 0 ~ 80 -~ 6
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I admit that the evidence in favor of the competitive model's ability to
control costs is quite limited. That is because it has been tried in
only a few places for a short time. The best examples are Hawaii and
Minneapolis-St. Paul. Only in Hawaii is a majority of the population
covered by one or another competing alternative delivery system. And
even there, the principles of fair economic competition are not fully
applied. Yet the cost experience in Hawaii is impressive. Hospital
costs per capita are about 68 per cent of the national average despite
the fact that there is practically universal comprehensive insurance
coverage and the cost of 1iving in Honolulu is 20 per cent above the
national average. Of course, one can argue that other factors contribute
to health care economy in Hawaii, so it is not possible to identify, on an
academically acceptable basis, the relative contribution of competiticn
and other factors. My own personal observation leads me to believe that
competition is a significant contributor to health care economy there.

The strength or weakness of the evidence on competition has to be judged
in relation to the evidence on the alternatives. The alternative strategy
for cost control is direct economic controls on prices, utilization and
capacity as in Certificate-of-Need, Hospital Cost Containment, Professional
Standards Review Organizations, and controls on physicians' fees. The
evidence of the tong and broadly-based failure of this strategy is very
strong. .

Mr. Kaplan does not make clear what national strategy for health care cost
control he would recommend. On page 17 of hi: analysis, he makes some
self-serving statements about the self-insurance approach. [t is worth
noting the sources of the savings he ascribes to this approach. The first
is simple tax avoidance which is not a true economic saving. The second
and third are the risk, reserve, profit and pension plan charges of the
private health plans, and their marketing costs. The costs tc which he is
referring are, in the case of large groups, typically less than 10 per cent
of total premium costs. And all of them are not '“saved” in the self-
insurance approach. Many are simply absorbed by the employer or claims
processor. Thus, shrinking these costs is not a very promising strategy
if the goal is substantial reduction in total costs. Recall that Luft
found that HMOs reduce the total per capita cost of care by 10 to 40

per cent.

It seems to me fair to say that the “claims review approach” has been
tried and has not succeeded. It might be successful if it were motivited
by genuine competition.

M-, Xaplan's characterization of today's situation on page 17 as "the true
market, unhindered by government interventicn" is totally inaccurate.
Today's market for health insurance for employees is strongly influenced
by the tax laws. Private health {nsurance and HMOs are highly regulated
by government. The problem is that these laws and regulations block
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competiticn. That is what the Health Inceniives Reform Act and the
Health Cost Restraint Act are all about.

The rest of Mr. Kaplan's paper is filled with other distortions,
confusions and inaccuracies. For example, the Executive Summary
begins with the statement, "The 'competition model' under consi-
deration is similar to legislation now before the Congress that

would force many corporations and workers to accept health maintenance
organizations {HMOs) thrcugh tax preferences.” This is false. What
your Health Incentives Reform Act and Co-gressman Al Ullman's HKealth
Cost Restraint Act do is to require employers to offer their employees
health plan choices on an economically fair basis as a conditicn for
continuing receipt of favorable tax treatment. They do not force
workers to accept HMOs. There is a world of difference between
requiring employers to offer a fair cnoice and forcing workers to
accept HMOs.

Three paragraphs later, the Executive Summary goes on to say, “The
so-called 'competition model' before the Congress would give such
preferences to HMJs that self-insured, indemnity and third-party
payment plans would be seriously damaged." This too is false. What
the bills require is equality of treatment in the offering of choices,
not special oreferences to HMOs.

Contrarry to what Mr. Kaplan implies, neither the Health Incentives
Reform Act, nor the Health Cost Restraint Act, nor Consumer Choice
Health Plan rely exciusively or even primarily on HMOs to reduce cost
and improve quality of care. I merely cite HMOs as one example to
f1lustrate the possibilities for better care at lower costs. But there
are others. (ne is the Primary Care Network developed by the SAFECO
Life Insurance Company of Seattle and by the Wisconsin Physicians Service.
This model could be adopted fairly guickly by many insurance companies
if the competitive incentives to do so were there. It has a great deal
to recommend it. Another is the.Health Care Alliance described by

Paul Ellwood and Walter McClure. More broadly, I have a great deal of
confidence in the ability of the private sector of the American economy
to innovate and develop new systems for delivering better care at lower
cost if only we can open up the market to competition by assuring that
as many citizens as possible have health plan choices on an economically
fair basis.

Mr. Kaplan makes biased and selective use of other sources. For example,
on page 12, he says: "One recent example of underutilization comes not
from some fly-by-night health plan, but from the Health Insurance Plan

of Greater New York, which is known as HIP and s the second largest

HMO in the nation. According to a report released in December 1979

by the New York State Comptroller, HIP failed to meet its contractual
obligations to provide preventive health service to welfare beneficiaries
and to the poor children of New York City.” An accusation is not the same
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thing as guilt. HIP repiied: "The report's statement that CHAP services
were not provided is simply untrue." It looxs like a squabble over data
reporting, with a certain amount of posturing by the Comptroller. [n any
case, Mr. Kaplan presented only one side of an issue that is in dispute.

Moreover, the Comptroller apparently did not cconclude that HIP was as

bad as Mr. Kaplan's excerpts would suggest. £Elsewhere, the same report
said: "It is incumbent on HIP and HRA [*ie City's Human Resources Adminis-
tration) to study all possible incentives that might induce large numbers
of Medigaid clients to enroll in CHP [HIP's Comprehensive Health Plan].
The potential savings are there." Thus, despite his findings, the
Comptroller recommended that HRA seek to induce more people to enroll in
the KIP plan. [If the Comptroller reaily believed that HIP was fraudulent
or had significantly underserved the patiants, it is hard to see how in
good conscience he could urge "decisive action” to expand the enroliment.

It is tempting to go on and refute more distortions and misrepresentations.
8ut I think these illustrations are enough to make my point. Mr. Kaplan
has offered you a thoroughly unreliable analysis.

Finally, why does Mr. Kaplan keep referring to my proposals as 'Kaiser-
Enthoven?" Does he mean to imply that my proposals are really the joint
proposals of the Kaiser Permanente Medical Care Program and myself? That
is false. Consumer Choice Health Plan is my own propcsal, and not

that of the Kaiser-Permanente Medical Care Program. | developed it while
serving as a consultant to KEW Secretary Joseph Califano. It received the
benefit of the ideas and criticism of many people including government
officials, executives of insurance companies and the Blues, health policy
analysts and others, only a small minority of whom were associated with
the Kaiser Program or any other HMO.

The Kaiser Program has taken no position for or against Consumer Choice
Health Plan. They do not endorse any natjonal health insurance proposal.

Moreover, one of the basic principles of Consumer Choice Health Plan and

my subsequent "incremental proposals" is fair economic competition, that

is equality of treatment for all types of health care financing and

delivery plans and for their beneficiaries. My proposals contain no

special preferences for KMOs, only equal rules for all. For example, in

my March 1978 article on Consumer Choice Health Plan (CCHP) in the

Hew England Journal of Medicine, I wrote, "I would not place much confi-
dence in proposals for special grants and subsidies for HMOs. ...Given

a truly fair market test as proposed in CCHP, health plans demonstrating

the economic superiority of many HMOs will prosper without help."Mr. Kaplan's
analysis is in error in implying that my proposals are for special preferences
for HMUs. It is apparent that Mr, Kaplan has not understood my writings.
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Does he mean to suggest that he has exposed a big secret, that -is that

the Kaiser Program is one of my consulting clients? That would be
ridiculous. In the interests of “truth in advertising," I have always
been very "up front" about that relationship, especially when consulting
for Kaiser competitors! I even list it on my résumé so that no one will
feel surprised or deceived. While the Kaiser Program is indeed one of my
consulting clients, neither my analysis of the Health Incentives Reform
Act nor of any of the other pro-competition proposals, nor of any national
health insurance proposal, has fallen within the scope of my consulting
assignments with them. (My consulting assignments have been in such

areas as long-range capital financing policy, strategic planning, and cost-
effectiveness evaluation of investment alternatives.) I have also done
consultations for numerous other organizations in the health care field.

[s this meant to be a subtle attack on my integrity and professional
independence, an attempt to discredit my proposals through innuendo and
insinuation? Is he implying that | am representing as my own something
that is really soweone else's? [f so, ! categorically deny the implication.
It is both faise and absurd. It would make no sense for me to do such a
thing. My proposal was first published in the New England Journal of
Medicine, the nation's leading medical journal. It is ridiculous to
suggest that the Journal's editoriail board, composed of some of the
nation's leading medical minds, could be fooled into thinking that what
was really a "Kaiser-Enthoven-HMO proposal” was an Enthoven proposal for
fair competition in the private sector.

I defend my proposals and criticize others on the merits, and rot on the
basis of the professional associations of the authors. I tiink it

would improve the quality of the dialc ue greatly if Mr. Kaplan were to
do the same.

There may be another reason why Mr. Kaplan refers to me as "Kaiser-
Enthoven.” On page 20 of his diatribe, he states: "It is fair to theorize
about Kaiser-Enthoven because it is a theory, itself." Then he goes on

to conjure up a fantastic scenario that ends in "a massive HMO medical
monopoly." I wonder if Mr. Kaplan is trying to suggest, in his fantasy,
that I will become a German-style monarch who presides over the HMO
medical monopoly, not a "health czar" but a "health Kaiser!" The dream

is exhilirating; it sounds 1ike a lot more fun than being a mere Stanford
professor. Let me assure you, then, that my ambitions are limited to
making a modest sontribution to improving the equity and efficiency of our
health care economy.

Seriously though, the proposals to create competition are not as "theorstical”
as Mr. Kaplan implies. On the contrary, they are based on such demonstrated
practical successes as health plan competition in Minnesota and Hawaii, the
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Federal Employees Health Benefits Program, and Project Health in
Multnomah County, Oregon. And, as you well know from your own
observation, the results of these experiences are encouraging, though
not conclusive proof of efficacy in a scientific sense. And they

do not support Mr. Kaplan's theories.

It is ironic that Mr. XKaplan thinks that proposals that would create
competition and break up the present noncompetitive situation would
create a massive monopoly. It should make one wonder about everything
else in his paper.

Yours sincerely,

121
Alain Enthoven

>
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April 3, 1980

The Honorable Herman E. Talmadge
Chairman, Subcommittee on Health
Committee on Finance

United States Senate

Washington D.C. 20510

Dear Senator Talmadge:

Thank you for your letter of March 24 and for the opportunity to respond
to questions concerning my testimony. [ appreciate very much this
indication of your interest in proposals to create incentives for economy
in health care financing.

My answers to your questions are as follows.

The main answer to your first question is the plain fact that most employers
do not offer their employees a choice of health plan or if they do, they do
not make an equal contribution regardless of choice of plan. Thus, the
existing incentives to employers to offer their employees a fa. choice are
not strong enough. The reasons for this are somewhat complex. [ have explained
them in my forthcoming book Health Plan: The Only Practical Solution Jo The
Soaring Cost of Medical Care. Among the contributory factors are these. First,
employers see health benefits as a tool to use in the labor market or in
collective bargaining. Labor leaders see health benefits as a prize to be
won at the bargaining table. Both emphasize benefits particular to their
company or union, rather than using their medical purchasing power to
contribute to the development of a fair competitive market serving the whole
community. Second, the tax laws provide an incentive for the employer to pay
for 100% of comprehensive benefits with his pre-tax dollars. \there choices
are offered, this often means the employer pays 100% of the premium for
either alternative, thus more on behalf of those choosing the more costly
alternative. Third, the incentive for the individual employer to offer fair
multipte choice is weak; the main benefits of competition accrue only if

most employers in an area offer fair multiple choice. A minority of
employers offering fair choice by themselves cannot expect to transform the
health care market.

While most employers want to contain health insurance costs, they also want to do
other things, and the incentives to act to control health care costs may not

be strong. The incentive depends on the extent to which they perceive they

can gain a competitive advantage. One employer may not see that he would

gain a competitive advantage from something that benefits all employers

about equally.
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With respect to your second question, the study to which ] referred
documenting the fact that Medicare claims administration costs 26%
more than FEHBP claims administration is “Public versus Private
Administration of Health Insurance: A Study in Relative Economic
Efficiency” by William Hsiao, published in Inquiry, Cecember 1978,

As to the GAO report, I do not find the criticism of the FEHBP to be
very substantial. As you know, in this imperfect world, there is
always room for improvement in any program. So if you turn the GAO
auditors loose on the FEHBP or any other program, they are sure to come
up with some criticisms and suggestions. What they have to say does
not diminish the fact that the FEHBP is a model of administrative
effectiveness and simplicity.

On the other hand, in 1978 the Inspector General of DHEW reported over
$4.5 billion a year in waste, fraud and abuse in Medicare and Medicaid.
That is very substantial. It illustrates the inherent unmanageability
of these programs as presently configured.

With respect to your third question, the Health Incentives Reform Act would
not restrict collective bargaining directly. However, it would have an
important indirect effect. That is, if management and labor want to
continue the tax-favored status of employer-paid heaith benefits, the
agreement they reach would have to comply with the terms of the Act. This
is not an unprecedented idea. Collective bargaining is already influenced
in important ways by the tax laws. And it is regulated directly and in
detail by the NLRB. So what we have today is hardiy a pure state of

"free collective bargaining" or a "free market."

The requirement that choices be offered to waorkers would shift some of
the power over health benefits from management and labor leaders to
workers. I regard that as a desirable result. [ have great confidence
that American workers, if provided with accurate information about health
plan alternatives, will be able to choose wisely what is in their own
best interest.

Finally, at the same hearing at which I testified, there also appeared

Mr. Samuel Kaplan of U.S. Administrators, Inc. Mr. Kaplan, who opposes
multiple choice of health plans on an economically fair basis, used the
work of Dr. Barold Luft of the University of California as one of his

main sources. I am enclosing, for your information, and for the record,

a copy of a letter from Or. Luft to Mr. Kaplan protesting Mr. Kaplan's
misrepresentation of Luft's views by quoting his statements out of context.

Singerely, .
ﬂ& o E; L\VL{'« v‘(f(,‘

Alain Enthoven

Enclosure
c¢c. The Honorable David Durenberger
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March 26, 158

Mr. Sa el Kaplan

.S, Fdministraters, Inc.
354C Wilshire Coulevard
Los Angeles, CA 90C1i0

Derr M. Kaplun:

[t has recently come tc my attenticn that you have been quoting
some of my research on 140s in your papcr eatitled 'Tne 'Comaetition
Hodel' May Be Anti-Competitive." Wnile I am pleased yov have decided
to disseminate my paper on "HMOs, Competition, Cost Ccntazinent, and
GiELL" T am rather concerned about the way you used sere of the material
in your paper. There are two issues I would like tu raisc--(1) quoting
out of context and (2) tne applicability of my rcsearch findings on
self-selection and cowpetition to the current policy debate.

Your quote on pg. 10-11 reproduces only the self-selection oxpla-
nation of lower adnission rates in HM0s. [ purpcsely included four
explanations. ( {1} careful triage, (2) quality differences, (3) prevention,
and (4) self-selection) in the same paragragh to avoid such misplaced
enphasis. Furthermore, there is no evidence that active “sciming”
by HM0s has occurred anywhere but in the unique situstion of the
MediCal Prepaid Health Plans in southern Celifornia during thc early
1970's.

On nage 17 ycu say "[t}here is strong cvidones ‘o Cupptct the
theory that iM0s ray be les5 expensive because nealthier persons seloct
them and that the costlicer i11 or illness-prone employees choase
indemnity, third party or self-insured arrangcments.' While not a
quote in your paper, you rention me immediately before ard after it,
so there may be attribution by association. Llet nme reiterete one poinc
that should be cleer from my work--there are relatively few aspects
of HMO perfornance on which there is strong, unabigusus evidence and
self-selection is definitely rot one of them, in ¥act, the self-
selection issue is one for which the evidence is 105t scanty. If
vou have any evidence on tne self-setection question, [ would be most
interested in examining it.
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On page 7 of jour papar you luip together Sen Frarcisco, kochester,
New York, and Minneapolis-St. Paul as places "where the hind of competition
envisioned by the ‘conpetitive modal' has been in place for many years.”
In fact, competition in the latter tuc areas hac been rotable in only
the last few years. Thus, the "weak and contracdictory" evidence on
competition is to be expected. It takes quite a wnile for the medical
care system to respond to changes in financing and organization, and
several inore years for researchers to perform cnough studies to develop
solid evidence in any direction. The first pieces of rescarch on a
fluid situation are almost always "“weak and contradictory.”

Finally, I must emphasize that competiticn between HA40s and
conventicnal plans under the current tax system 15 auitc difforent
from that whicn micht ensue under proposed changes to the laws regarding
erployer contributions to health dinsurance. Thus, ‘he nresence or
absence of a mecasurable "competitive impact” in tie current eavironment
has only Timited relevance for the policy debate.

If you have any other questions concerning wy paper or otncr
research, [ would be happy to discuss them with you.

Sincerely,

Harold S. Luft, Ph.D.
Associate Professor of ilealth Ecororic

HSL/co

cc:  Scott Fleming
Atain Enthoven

HEALTH PO ey Procs oy

Uontersiy of Calite i, S D rine i o
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Senator DURENBERGER. I would like to ask a question of Dr.
Schwartz, if I might. I found interesting your comment on changes
over the last 20 years. I would like you to reflect on the attitude
-both of doctors and of consumers of health care today toward the
free lunch concept, the dulling of cost consciousness.

My question, basically, is whether or not it is possible to change
the i1dea that health is too dear, life is too dear, attitude on the
part of consumers. Is it possible to change the cost unconsciousness,
if you will, of doctors in this country?

Dr. Scawartz. I think that if physicians face resource con-
straints—for example—an HMO that has a fixed amount of money
available to spend—they do become cost conscious. They worry
about wasteful procedures and also are very likely to eliminate
some activities which have marginal value.

My own view is that there is so much we do which has a very
small benefit relative to the cost that probably we could wipe out a
good deal of “beneficial care” without any notable effect on the
overall quality of care. In other words I suspect that the HMO's do
a pretty good job even while being cost conscious.

So I do not think that this is an intractable problem. I think that
if, as in HMO’s there were ways of creating incentives—for physi-
cians to become cost conscious, for patients to become cost con-
scious—that something very useful can be accomplished.

The difficulty is that, at present, when I talk to interns and
residents about costs they look at me blankly because they do not
view anything-as-having a cost. All they see are the benefits that

W rom what they do.

And because they are totally indifferent to costs and have no
incentive to be concerned about costs, they are bored with any
discussion of the problem.

I think what we have to do is create an environment in which a
concern for costs becomes something that is in a physician’s every-
day life and I see no reason why we cannot, as a profession, deal
with that problem in a perfectly acceptable fashion.

Senator DURENBERGER. Thank you.

Senator BoreN. Thank you.

Senator Dole, do you have any questions?

Senator DoLE. No; I am sorry I am late.

I have no questions, but I do have an opening statement and that
of Segator einz which I would like to have made a part of the
record.

Senator BoreN. Without objection.

[The prepared statements of Senators Dole and Heinz follow:}

PREPARED STATEMENT OF SENATOR DoLE

I join with the chairman in welcoming our witnesses. I am looking very much
forward to hearing from each of you on the important subject betore us today,
incentives and reform in the health system.

The philosophy espoused by my distinguished colleagues, Senators Durenberger
and Schweiker, that of encouraging competition in the health care market, is
perceived a8 a far more politically attractive solution than regulating hospital
prices.

Certainly we view competition, and support of srivate enterprise initiatives as
postive alternatives to the Government’s heavy hand.

As we see today, a number of proposals have been introduced which support these
philosophies. Many of them contain these similar principles: consumer choice; limits
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on tax-free employer contributions; and same rules for all competitiors and doctors
in competing economic units.

In summary, these principles appear to embody three basic elements:

(1) Motivating consumers to put pressure on insurers;

(2) Regulating insurers so that tﬂey must compete to design competitive, low cost
health care delivery systems which in turn

(3) Place pressure on providers to be more cost conscious.

What I expect to hear today is differing opinions on whether or not these princi-
ples, if placed into law, will work, and the long term effects of the changes.
Certainly the tax provisions must be carefully examined for the potential effect on
employees and their labor-management agreements.

Competition is an idea that many will grasp on to and support, but few may truly
understand.

Clearly, the goal is to make all parties more sensitive to prices and thereby
increase competition and efficiency.

This pro market approach deals specifically with the perverse incentives that
work to reduce efficiency and increase costs. But we must remember that in devis-
ing any solution to solve any specific problem, we must beware of an inclination to
look to one answer as meeting all our needs. To choose one solution is to underesti-
mate and under mine the basic tenents of our health care industry. The many
aspects of the system are different, yet the same. There are perverse incentives
which have led to intolerable increases in health care costs and the economic
situation will certainly force us to again consider methods of reduction in all areas,
including health care. 1 believe we must be ready with rational and responsible
answers.

Competition is a fine concept and the provisions in the bills before us, which
support this concept, deserve our serious attention.

ut we must remember that implementing or stimulating an effective, competi-
tive proposal will be equally as complex as any regulatory approach.

So let's proceed with caution, lest we create more chaos.

OPENING STATEMENT BY SENATOR JOHN HEINZ

Mr. Chairman, 1 would like to commend your subcommittee for holding these
hearings on the issue of reforming our health care system. This is welcome recogni-
tion of the critical need to restructure the incentives for coverage under employer
health plans.

As members of the committee know, I am a cosponsor of Senator Durenberger’s
Health Incentives Reform Act (S. 1968), which calls for the introduction of competi-
tion into our health care system, as opposed to the current situation where incen-
tives discourage competitive market place activities. Allow me to take a moment to
elaborate briefly on lhe very fundamental problems of the current system, which
merit our immediate attention:

Current tax treatment of employer contributions and employee benefits has cre-
ated inefficiency within the health care industry.

Employees, in most cases, currently lack the opportunity to choose health insur-
a;tce eepﬁ:ns. and therefore cannot select health care coverage most suited to individu-
al needs.

There is currently no financial incentive to the employee to choose a health
insurance plan that is less expensive but provides adequate and reasonable benefits.

I would like to briefly develop these points. Mr. Chairman, we have been told
repeatedly over the years that health care benefits and health care costs simply do
not operate according to conventional economic laws. Of course, it is neither possi-
ble nor desirable for an emergency appendecitis victim, for example, to negotiate
with hospital personnel for the cost of surgery as he is being wheeled into the
emergency room. However, it is possible that within at least one critical sector of
the hea!t{ care system—the insurancs industry—the market place principles of
competition can operate, and can operate effectively. In this area, employees can
behave as rational consumers, if presented with competitive choices. And further,
such competition would go a long way towards arresting the spiraling growth of
health costs and medical spending.

The current tax structure is a primary contributor to health system inefficiency
and inflated costs. Currently, all employer contributions to employee health benefit
plans are treated as tax-free income to the employee. Thus, workers, behaving as
rational consumers, have preferred additional tax-exempt health care coverage to
additional taxable wages. We have, therefore, witn a remarkable increase in
first-dollar insurance coverage. When costs are not met by the buyer—the patient—
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nor the seller—the provider—but rather by a third party, the inevitable result is an
absence of incentive to hold costs down.

A second, related inefficiency in the health care system is created by the current
tax structure. If an employer offered a variety of health care plans under present
tax law, and made an equal contribution to each of those options, the tax liability of
his employees would be increased. For example, if an employer currently pays the
entire cost of an expensive health plan, and decides to offer a choice of an equal
amount of compensation for a low-cost health plan plus cash, any employee who
continues to choose the expensive option would have to pay tax on the cash fore-
gone. This has the effect of Jimiting available options to one, or having an unequal
contribution made, thus distorting the choice made by the employee.

Therefore, low-cost plans are put at a competitive disadvantage, and because of
limited available options, many employees have more insurance than they would
otherwise purchase.

It is for these reasons that I have cosponsored legislation intended to change the
tax structure to stimulate competition and innovative, alternative health care deliv-
ery mechanisms. The three basic features of an employment-based competitive
approach to system reform, that I advocate, along with an increasing number of
others with an interest in health care policies, are:

Employers shall offer to their employees a choice of a minimum of three health
benefit plans;

Employers shall contribute equaily to whichever plan an employe2 chooses, there-
by assuring that the employee is aware of the cost of his or her plan; and

If the employee chooses a plan less costly than the employer’s contribution, he
(she) will receive a tax-exempt rebate; if he or she chooses a more costly plan, he or
she will pay the difference out of taxable income.

The reduction in favorable tax treatment for employers and employees for non-
compliance with any of these principles should increase the incentive for employees
to look for better buys in the insurance market, and consequently to turn to more
efficient health care providers.

If we encourage incentives for employees to choose the most economical plan—
best benefits for least cost—I believe we will also create an environment for insur-
ance companies and providers to develop innovative approaches, such as prepaid
group Eractice plans, which will provide quality health care coverage for our citi-
zens while, at the same time, reduce costs.

I strongly believe that the ills of our current health care delivery system can be
cured, and the competitive principles embodied in HIRA and Sen. Schweiker's and
Con man Ullman'’s bills constitute the fundamental ingredients to the critically
needed prescription. I look forward to studying the testimony offered by the distin-
guished witnesses over the next two days and to working with all interested parties
to develop workable legislation to stimulate health care competition.

Senator BoreN. I have one additional question to Dr. Schwartz.

You mentioned the argument that cost sharing is a much more
onerous requirement for those in the lower income groups. That is
a concern that I have.

I wonder how you respond to that argument?

Dr. ScuwARTz. I do not think that there is any simple response
because one first has to ask if the person who chose the cost-
sharing policy was well-informed at the time that he made the
decision.

If you believe that it is possible for a consumer to make an
informed decision at the time that he chooses a policy, then one
might logically argue that, as with any other risk in life, he should
take the responsibility for that decision when, at a later point, he
faces the cost.

But a critic might take the point of view that we as a society
should sim&ly not allow a low-income person to be put in that
situation. We could decide, as a matter of morality and ethical
ju ent, to limit the use of cost sharing.

e HMO has the advantage that it does not selectively affect
the r. Once someone has chosen to become a member of an
HMO, even though there may be some rationing of services going
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on, it is not in terms of the dollars that the person has available at
the time that he is seeking care.

Senator BoOREN. Is there any concern that the deductibles and
copayments might cause people not to have early diagnosis and
preventive care they might otherwise have. We know—preventive
care and early diagnosis are cost effective, yet if we require copay-
ments we might discourage that.

Is there any danger of that?

Dr. ScHwaARTz. '] think the evidence in support of any significant
effect of that sort is very small. I believe also that it is important
to distinguish between kinds of preventive care.

The kinds of preventive care which are likely to bz most cost-
effective are those which involve problems such as hypertension,
glaucoma or carcinoma of the cervix and it would be feasible to
exclude from the cost-sharing provisions of any plan a few such
high yield preventive activities. Such preventive care can probably
be delivered in store fronts without a physician—blood pressure
measurement, a Pap smear, whatever.

So I think, to the extent that the issue of prevention is of
concern, it could be dealt with explicitly by the proposed legisla-
tion.

Senator BoreN. We could mandate it within the plans with all
the options being provided?

Dr. Schwartz. ] think so. It seems to me that it would be
possible legislatively to mandate cost-free screening for those
common situations such as hypertension which have a payoff.

General preventive care is a different matter. Multiphasic
screening and the annual physical are really of dubious value and
it is unclear whether they are worth the costs. I certainly would
not worry much about cost-saving for such services.

Senator BoREN. Senator Durenberger, do you have any ques-
tions? Senator Dole?

If not, thank you both very much.

(The prepared statement of Dr. Schwartz follows. Oral testimony
continues on p. 102.]
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For many years our society has acted as though a nearly endless
supply of resources were available for health care. Fach year an ever-
larger share of the national pie has heen served to hospitals and the
health-care sysi<m. We seem, however, to be approaching the limit of
our willingness to allocate funds this way and must shortly find a way
to limit costs.

Virtually all analysts agree that the current form of health 1in-
surance is a major reason that the price of health care has become uncoupled
from the cost of 1llnes.. At present, most policies require the insured
to contribute little or nothing to whatever hospital bills he may 1incur.
Consegquently, neither the patient, the physician, nor the hospital has
any direct incentive to reduce expenditures.

Me bill introduced by Mr. Durenberger would partially restore the
link between the price of health care and the resources required tc
provide 1t. [t promises to create an environment that encourages employees
to reconsider expensive policies providing "first-dellar" coverage and
perhaps choose less costly programs which either provide HMO coverage or
require substantial cost-sharing on the part of the patient.

what will be the 1mpact of more extensive cost-sharing? Can we expect
a change in behavior among patients who take sick and then face a coinsur-
ance or deductible payment? Will physicians respond by providing the same
services as when coverage was more complete? The answer is *no."” Newhouse,
Phelps and | (New England .Journal of Medicine 290:1345-1359, 1974}, from

a detailed analysis of the available data, have shown that cost-sharing
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requirements signlficantly reduce the amount of services. both ambulatory

and hospital, that consumers use. laced with out-of-pochet payments,

patients demand less carce. But statistics such as these do not reveal

the process by which costs influence the decisions of patients and doc-

tors, nor do they 1illuminate what, 1f any, social losses are bheing incurred.
Let me first Jdescribe how patient. and physicians make decisions under

circumstances in which the patient has full or nedrly full 1nsurance coverage.

As you well know, fully insured patients and their physicians are indif-

ferent 1o the cost of services The patient knows that tis andividual

costs will be spresd over the premium paid by all policyholders, so that

the care te reccives 15 essentially "free” to him. He rcsponds with two
attitudes -- and both are wholly rational given the situation. Fairst
he doesn't care whether 4 procedure or other activity 1< i1 fact useless
to him, provided the procedure involves no piin or risk Second, he
wants and expects the best of overvthing, regardicess of 1ts cost. [In
this the physician 1s the patient's ally. In my e¢xperience on ward
rounas, physicians are reluctant even to diccuss matters of cost. They
consider 1t a distraction trom the "really important” lssves, the medical
matters at hand. 1he response, libe the patient's, 1s rational. Given
the lack of fiscal inceative 3t 1s unlikely that anv ¢ffort to raise
cost-consciousness will have much effect, and uppeal to social conscience,
I have found, 1s likely to be inavailing.

This attitude permcates the way phvsicians practice. For example,
little consideration 1~ given to whether a laboratery test or x-ray will

really yield useful information. A< a result, large numbers of tests are

62-511 0 - B0 - 7
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requested and, in many 1nstances, repeated one or several times, without
justification. Inditference to expenditures also extends to other as-
pects of patient carc, for instance the length of a patient's stay in
the hospital. Not infrequently, patient or family may find it more con-
venient to delay discharge for a day or two after it is medically appro-
priate. Full benefits of the hospitalization have been achieved, but
the patient, as a maiter of convenience, asks to stay an extra day.
Unless the hospital is full and patients are awaiting admission, the
pPhysician tends to acquiesce. In consequence the pati-nt is happier,
the physician 1s no sorse off, and the hespital has kept a bed full for
another day. Only scciety, through 1ts pocket book, suffers. Please
bear 1n mind that 1 bave just described common examples of money spent
ostensinly for "health" care that is in fact spent only for convenience.

1f the patient were paying part of the bill, his or her attitude
toward :are which yields no medical hencfits would have to change. |1
say this not based on speculation but on experience. Fiftee;-or twenty
years ajo, when many people were uninsured and when "first-dollar”
coverag? among the insured was far less common, the typical patient was
reluctaat to stay in the hospital simply for the sake of convenience.
Because each extra day meant a further out-of-pocket expenditure, the
patient wanted to be discharged at the very earliest moment after his
treatment was completed. Cost-sharing should tend to revive such
patterns of behavior.

Whit about care that is not medically useless but does yield some

benefits, though perhaps at a very high price? Are patients willing to
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Do they demand that care be cost-justified or do they leave all these

decisions to the physician? Consider, for example, a patient with head-
aches that appear to be the result of tension and anxiety. The>physician
is quite confident that there 1s no physical abnormality to account for
the patient's complaint but, '"just to he on the safe side,' suggests a
CAT scan. The patient asks the right questions. He discovers that the
procedure can be done i1n an hour, that it is safe and painless, and that
his health i1nsurance covers the costs, For him, 1t makes sense to have
the scan performed, vecause the costs to him, except for his time, are
zero and the expected benefits, however small, are greater than zero.
He accepts the physician's recommendation.

Consider now the patient who facex a $2%0.0r §3n0 deductible
portion of his insurance, which has yet to bhe paid this year. Once again
he asks about the time required, the risk and the pain, hut he will, 1n
addition, usually ask how likeiv is it that the test will reveal an ab-
normality The doctor is almost certain the patrent has tension headaches
and su tells the paticat that the likeithood of finding significant path-
ology 1s extremely <§A]1, although the possibility cinnot he absolutely
dismissed. The paticent must now decide whether a remote «hance of obtazin-
ing useful diagnostic information 1s worth $2G0 or $300. For many patients
theancwar is "no.'" (ost-sharing has worked 1ts ctfect.

In the days of little insurance coverage, 1t was common to seec patients
respond to analogous <ituations 1n just the above fashion. Many who faced

our-of-pocket payment for a routine chest x-ray or a barium enema decided
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not to go ahead with the procedure when confronted with the cost. In
each instance, there was a small probability of losing benefits, but the
patient, when given adequate information, decided thét the expected
benefits were not )argg enough to justify the costs. Such behavior 1;
still encountered in the occasional patient with little or no insurance,
and there is little reason to doubt that it would appear in a new group
of consumers whose insurance coverage included a provision for a coinsur-
ance or a deductible payment

Decisions on hospitalization will respond similarly. In past years,
many patients with little or no insurance chose to have their pneumonia
or their congestive heart failure trecated at home rather than in the
hospital. The slight extra risk, they felt, was more than offset by the
dollars saved. Human nature today is not likely tc be very different if
cost-sharing again becomes common. Consider the case of a patient with
terminal cancer. Hospitalization, let us say, offers the prospect of
extending life for a few days or a few weeks. Through the use of anti-
biotics, the artificial kidney, and a special nutritional regimen, there
is some chance that the patient can survive a little longer in the
hospital than at home. In many cases, the marginal benefits will be
viewed By patient or family as small, and we can expect to see fewer
decisions to intervene and fewer dollars expended.

Similar considerations of costs and benefits will also enter into
decisions on various types of elective surgery, an operation for a torn

cartilage or a hysterectomy for menopausal bleeding.
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Cost-consciousness assumes a parttcular importance given the
nature of the technolcogic revolution wh .h 1s taking pliace in medicine.
In the past, the bulk of expensive diagnostic procedures also involyed some
significant risk to the patient or caused appreciable discomfort or pain.
The physician was thus forced to weigh risks versus the potential gain 1n
information and, 1n many instances, found that, on medical grounds alone,
the procedure could not be justified. As a result, many diagnostic
techniques were used to only a limited extent. In recent years all this
has changed. Most new tests entail no risk and produce no discomfort, and
many of them replace older procedures which were hazardous or painful. As
a result, risk-benefit analysis is no longer necessary, <o that a key re-
straint on their use, and therefore on expenditures, has been removed. Now,
any non-invasive test which promises to vicld even the slightest benefit
is freely used--so long a$ 1t presents no significant dollar cost to the
patient.

There seems little doubt that the legislation, as envisaged, will change
this state of affairs if, as is likely, many consumers decide to choose a
plan with cost-sharing features. As [ have pointed out, under such circum-
stances, some care whi:h yields relatively low benefits will be forgone. In
other words, dollars will be saved but another kind of price will be paid.

Many argue that this price is unacceptable, that reating a cost-conscious
environment is undesirable as a matter of publie policy. The grounds for
this position are several.

First, health care is said to be so valuable that to put a dollar price
on it is improper, perhaps even immoral. But individuals and society are,

in fact, constantly making choices concerning their health, balancing dollars
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or pleasure against the risk of injury or i1llness. Take, for example, the
decision to buy a premium tire that sligrtly reduces the risk of an
accident. Most individuals select the lower priced tire, trading off the
extra risk against the availability of extra money to spend on other goods
or services. The individual who fails to use his safety belt, or who
continues to smoke cigarcttes or to eat excessively, 1s also balancing risks
and benefits, the risks to his health against the pleasures that he would
otherwise have to forgo. Society makes similar decisions in determining
how much to invest in radar equipment at an ailrport or eliminating environ-
mental hizards to health. In sum, applying cost-henef;t analysis to
health i~ not a novelty tactic in a world in which resource limitations
often have life and death implications.

Another criticism of cost-sharing 1s not that cost-benefit analyses
are 1inherently undesirable but that most pcople are not 1n a position to
make sound decisions in choosing between expensive and cheap policies.
While healthy, they may not appreciate how they will feel when confronted
with illness. They may, therefore, choose a cost-saving policy, the
implications of which they will not undérstand until they eventuallv hecome
ill. By the time they realize their error, the financial barrier will deter
them from obtaining care that they really want and should have. Those
troubled over this possibility feel that encouraging the choice of a cost-
sharing insurance program, therefore, represents undesirable social policy.
They emphasize the potential impact on low-income employees, who may be
especially inclined to go the low-cost route. Obviocusly the lower the income
of the worker, the greater the relative penalty for having made the "wrong”

choice o plan. On these grounds, some feel that no financial barriers
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to ohtaining care should exist.

This problem of financial barriers could be dealt with, at least in
part, by mandating that some commonly used and high-yield procedures be
excluded from the coinsurance or deductible provisions. For example,
screening for genetic defects or hypertension could be fully covered at rela-
tively low cost to the insurance scheme. Papanicolaou smears for carcinoma
of the cervix or pressire tests for glaucoma could be exempted in the same
fashion. There would, of course, still be circumstances in which cost-
sharing would deter provision of care that could yield some appreciable
benefits. If, as a society, we feel that such an outcome 1s unacceptable,
then cos:-sharing must be viewed as unacceptable.

The employee choosing a low=cost insurance plan might, of course,
prefer to avoid the problems of cost sharing and instead opt for a prepaid
group practice. HMD's are cost-conscious and have an incentive to operate
efficiently in order to remain competitive. As a consequence, and in
contrast to fee-for-service practice, the fiscal incentive is to do less
rather tian more. One can reasonably assume, for cxample, that physicians
in prepa:d group practice try to avoid ordering useless(i.e., zero=benefit)
tests anl procedures. How often this tendency to do less extends to real
benefits we do not know. But the possibility that such reductions do occur
merits serious consideration.

The study by Luft recently reported in the New England Journal of
Medicine gives some credibility to the argument that HMD's limit some
health benefits. In his examination of Health Maintenance Organizations,
he found that most of the cost-saving is .:tributable to hospitalization

rates about thirty percent lower than those of conventionally insured
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populations. This reduced rate was, however, not the result of fewer
discr;tionary or "unnecessary'' admissions but was the result of lower
adeission rates across the board. In other words, both surgical and
medical admissions were lower and discretionary procedures, such as hernia
and hysterectomy were reduced no more than other types of surgical pro-
cedures (the only exception among discretionary procedures was tonsillectomy
which was reduced to a very low rate). These findings may simply reflect
the elimination of useless care across the full range of medical and
surgical—illnesses, but it seems far more likely that the reductions
resulted, at least in part, from eliminating care that would have provided
some benefits.

1 should perhaps also say that in many years of clinical practice, I
have been struck by the fact that much of what we as physicians do consists
of activities which yield benefits that are smail reclative to costs. [ am,
therefore, quite ready to believe that in an enyironment that encourages
cost-consciousness a substantial reduction in marginal care could occur
without any very obvious change in quality of care.

1 have no criticism of a prepaid group practice which, in fact, forgoes
some benefits in order to save dollars. [f costs are to be controlled, some-
one has to make decisions on whether the benefits being provided are worth
the expenditures. Under plans in which there is cost-sharing, the patient,
in association with his physician, makgs the judgment. In the HMD, the
decision is simply shifted to the physician who, more or less independently,
decides what is and is not worth doing. Under these latter conditions, of
course, the ability of the individual patient to pay does not enter into

the decision as it would if a coinsurance or deductible payment were involved.
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In my view there can be no "free lunch.” Given current patterns
of care, it seems highly unlikely that we can provide all benefits to
everyone and at the same time control costs. The rapid change in technology
which is characteristic of the health-care system will, as I have pointed
out, continually aggravate the cost spiral if we are not willing to make
choices. The question is not of cost-sharing versus prepaid group practice,
but of what mechanisms for controlling costs seems most efficient and
equitable.

To summarize: Our nation can, if it chooses, continue to let health

\

expenditures rise at a rapid rate. 1If we value the benefits sufficiently
and are willing to forgo alternatives, both societal and personal, this
course is the proper one. But if we believe that the.rise in expenditures
is yielding diminishing or trivial benefits, we can try to limit what we
spend. To do this we can create incentives for a more prudent regard of
costs by physician and provider alike. The only other option is to place
a budget cei1ling on health care. The problems, dislocations, and stresses
that would be created by this strategy are many and, in my opinion, of a
magnitude that should give us pause.

1f the goal of the Committee is to contain costs by placing more
responsibility for decisions in the hands of the consumers and encouraging
providers to be cognizant of expense, the present bill is clearly a step

in that direction.
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Senator BoreN. Our next witness is Samuel Kaplan, the presi-
dent of U.S. Administrators, Inc. )

Again, I would repeat we are operating under a 10 minute time
limitation and are endeavoring to move around as quickly as we
can.

STATEMENT BY SAMUEL X. KAPLAN, U.S. ADMINISTRATORS,
INC.

Mr. KapLAN. Mr. Chairman and members of the committee, my
name is Sam Kaplan. I am president of U.S. Administrators, Inc., a
Los Angeles firm that administers insured and self-funded benefit
plans for employees of ggrticipating employers. Our clients are
single employers and labor-management trusts. Benefits include
medical and other health-related plans, pension and workers’ com-
pensation.

The plans we administer cover more than 1 million persons,
which represents a growth of 40 percent compounded annually
over the last 5 years. Although I would like to believe that this
growth is attributable entirely to the quality of our production,
another factor probably is the increasing interest in self-funding by
the employers who foot the bills. They have found out that self-
funding saves dollars.

At the outset I would like to express my gratitude to Senator
Herman Talmadge for accepting my request to testify. In addition,
I would like to thank Senators John Heinz, David Boren, and
especially Senator David Durenberger for raising the issue of com-
petition so that it could be discussed openly in this hearing.

Although S. 1968 is the announced subject of this hearing, an-
other bill, S. 1485, also has been referred to this committee. I must
confess, therefore, that it appeared more logical for me to consider
both bills since both measures seek to encourage competition in the
marketplace.

My testimony at this time will address both the specificity of
each bill and the concept itself.

I would like to start by relating an event which took place in
California on February 12, 1980. The California Chamber of Com-
merce Health Care Costs Committee, a panel of some 60 corporate
health benefits officers, met to consider a .number of health care
cost containment proposals to recommend to the full state chamber
membership.

Among these proposals was one offered by the Kaiser Foundation
Health Plan and its consultant, Prof. Alain Enthoven. The Kaiser-
Enthoven proposal was very similar to S. 1485, which has been
referred to this committee.

After a spirited debate, the chamber health care costs committee
rejected the Kaiser-Enthoven proposal with only one dissenting
vote, that dissenting vote cast by an official of Kaiser.

One would assume that corporate executives would endorse the
favorable consideration of these bills because they would place a lid
on corporate health benefits costs per employee based upon some
formula, perhaps the national average capitation payment of feder-
ally qualified HMO's as suggested in S. 1485.

rporate executives are searching for ways to contain and even
reduce their health benefits costs, which are approaching 10 per-
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cent of gross revenues in some companies and industries. Neverthe-
less, these very practical individuals are too sophisticated, techni-
cally competent and concerned with the welfare of their employees
to grasp for panaceas.

Therefore, 1 suggest that you consider the significance of this
decision by corporate health benefits officials in the Nation's maost
populous State, a State known as the land of the health mainte-
nance organizations, as part of your deliberations over the so-called
competition legislation before you.

I was an active participant in the debate, and 1 would like to
present to you some of the evidence considered by the scores of
corporate executives before they arrived at their decision to ruject
the so-called competition model.

First, I would like to outline what is contained in the “competi-
tion"’ legislation. Second, I would like to discuss the situation with
regard to HMO's, structures upon which these bills appear to rely.
Third, I would like to suggest that the committee consider the real
impact of this legislation on true competition.

The primary “competition’ bill before this committee is S. 1485,
the Health Incentives Reform Act of 1979, introduced on July 12,
1979. I would respectfully request the chairman to include in the
record of these hearings at the conclusion of my prepared testi-
mony a paper I prepared entitled, “The Competition Model May be
Anti-Competitive.” This paper contains the description of the
Health Incentives Reform Act published in the Congressional
Record by its sponsors on the day it was introduced.

In the interest of time, however, let me summarize what S. 1485
would do. The tax laws would be rewritten to provide that as a
condition of tax deductibility of health plan contributions, employ-
ers would be required to contribute the same amount of money in
behalf of each employee, regardless of the health plan selected by
each.

Each qualifying employer would be required to offer a minimum
of three plans, two of which would have to be State or federally
qualified HMO’s, if available.

Employees could choose from among the plans offered, but the
employer’s contribution would be limited for tax deductibility pur-
poses to the national average capitation payment of federally quali-
fied HMO'’s.

If an employee elected a plan carrying a lower price tag than the
employer’s contribution, that employee could keep the cash differ-
ence tax-free.

On the other hand, if an employee chose a plan whose cost was
greater than the employer’s contribution, the employee or the em-
ployer must pay the difference with after-tax dollars.

The basic theory behind S. 1485 and S. 1968 is that health care
providers can be forced to join together to offer low cost health
care. This can be accomplished by offering tax-free bonuses to
employees selecting the lower cost plans.

Therefore, any provider not presently involved with lower cost
plans would be forced by market pressures to join together with
others offering low cost plans or be forced out of business. The
lower cost plans would exert additional competit:/e pressures by
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expandin% benefits and services while still remaining competitive
with any higher cost plans.

Clearly, the specified preference of HMO’s in S. 1485 and the
implied preference in S. 1968 are the dominant mechanical fea-
tures of these bills.

The American Enterprise Institute for Public Policy Research
considered competition and the role of HMO's last October during
a conference on national health insurance here in Washington. At
that conference Harold S. Luft, a health economist with the Uni-
versity of California, San Francisco, health policy program, deliv-
ered a paper on the issue.

He cited the experiences of San Francisco, Rochester, N.Y., and
Minneapolis-St. Paul where the kind of competition envisioned by
this legislation has been operating for many years. Based upon the
experiences of these cities, Dr. Luft said, the eviderce in support of
so-ca,lyled competition on health care costs is “weak and contradic-

ry.

Dr. Luft and others cite strong and compelling evidence that the
per-unit cost of services provided by HMO's is the same as that of
the fee-for-service sector. HMO efficiency and economy are realized
in reduced utilization and hospital admissions.

Furthermore, Dr. Luft states that empirical evidence indicates
that HMO’s may be the beneficiaries of promotional statements to
the effect that they are less costly than other systems, which may
be true not because of their efficiencies and economies but simply
because the people who join them tend to be younger and health-
ier. This is known as self-selection.

In support of this, I submit that the Department of Health,
Education, and Welfare Health Care Financing Administration
(HCFA) studied the historical health status of medicare beneficia-
ries who joined the Group Health Cooperative of Puget Sound.

The study found that the specific individuals who joined the Co-
op used less than half the average hospital care of the general
medicare population in the Seattle area. HCFA states that it is not
sure whether this phenomenon was the result of voluntary self-
selection or whether the HMO encouraged the healthy to join and
discouraged the less healthy from joining.

There is further evidence of selection of healthy and younger
individuals in prepayinent systems. In California, the State turned
ip 1972 to prepaid plans in an effort to control the spiraling costs
of its Medi-Cal program. Government audits, including those re-
quested by this committee, revealed selection of healthy medicaid
beneficiaries by preenrollment physical examinations and other
practices, such as enrolling only young people, who of course are
the healthiest segment of our general population. This practice is
known as skimming.

While the issues of self-selection and skimming are serious, the
problem of underutilization becomes critical. Just as overutiliza-
tion—providing more medical services than a patient needs—may
be endemic to the fee-for-service sector because providers profit
from the services they deliver, underutilization may be endemic to
HMQO’s which can profit from the services they do not provide. An
HMO receives its monthly payments whether or not its members
request or utilize any services.
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Underutilization was evident in the California medicaid program
contracting with prepaid plans. Frequently, people who needed
care did not get it, yet the plans received their regular, stipulated
monthly payments from the State.

One recent example of underutilization comes not from some fly-
by-night health plan but from the Health Insurance Plan of Great-
er New York, the second largest HMO in the Nation. The comptrol-
ler of the State of New York found that although the city of New
York contracted and paid for the physical examinations of children
of the poor, the HMO did not provide the examinations for which it
got paid to do. .

There is a lesson for business in the microeconomic impact on
overall health care costs in the cities of San Francisco, Rochester,
and Minneapolis-St. Paul. There is still another lesson in the expe-
rience of self-selection, skimming, and underutilization by prepaid
systems in Seattle, New York, and California.

It is possible that under this legislation, an HMO could skiin a
corporate work force through an advertising and promotional effort
that could induce self-selection of the young and healthier workers,
who are usually paid lower wages and salaries than older workers.

For these younger workers with growing families, the incentive
to opt for the cheapest plan is great, particularly if it means
putting some tax-free dollars in their pockets.

This self-selection of the cheaper options by the young and
healthy workers would leave other health benefit plans within a
corporate work force with an actuarial time bomb, a risk pool of ill
and illness-prone older workers, forced to pay for higher benefits
with after-tax dollars because of their need for a more expensive
plan with greater benefits.

In other words, the normal statistical curve of distribution of the
young and the old, of the sick and the healthy, could become so
skewed that the allocation of cost of the fee-for-service indemnity
plans would necessarily be destined to constant escalation, regard-
less of the status of the national economy.

This skewing of the normal distribution of the young and the old,
the sick and the healthy were reviewed by the GAO in its study of
California medicaid costs. ’

The GAO reported that because the prepaid plans sought the
young and the healthy, California medicaid’s stipulated payments
to the prepaid groups were considerably in excess of the servic:s
required or delivered to the enrolled population. GAO’s conclusion
was that California medicaid costs probably were greater with
prepayment than would have been the case if the State had not
contracted with prepaid plans.

However, it would be a tragic mistake to tar all HMO’s based
upon the unsatisfactory experiences of the States of New York and
California and the medicare experiences in Seattle. Many experts
believe government program experiences have only limited applica-
bility to a private sector setting. : :

Nevertheless, it would be a serious error for this committee or
any corporate health benefits official and labor organization leader
to underestimate the inflationary impact of prepayment through
self-selection, and skimming and the human suffering of underutili-
zation. '
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It is most reasonable to conclude that serious damage would be
done by this legislation to such HMO alternatives as self-funded
coverage, Blue Cross-Blue Shield and well-administered indemnity
plans. The reason for this is that HMO’s, based upon historical
evidence, will end up with young, healthy family members who
now give balance to the risk pool. Other plans would be left largely
with an older, higher-risk population. This is exactly what hap-
pened in the California medicaid program.

I am sure each of you is familiar with the Blues and insured
indemnity plans, but self-funded health plans are relatively new so
I will explain their operation briefly, if I may.

Self-funding is especially practical for employee groups of more
than 1,000 persons. While there are many forms, self-fuinding basi-
cally means that the corporate or the labor-management trust,
through an administrator, pays the medical provider directly for
services provided to the beneficiaries of the self-funded plans.

Sometimes such plans cover up to a specified level of benefits or
costs for individual procedures or covered services, and then insur-
ance-is purchased to cover defined catastrophic cases.

Here are some of the advantages. There is an avoidance of the
premium tax imposed by the States on insured plans, which may
amount to as much as 4 percent of the premium. There is elimina-
tion of the risk and profit charges of insured plans and elimination
of the risk and surplus charges of Blue Cross-Blue Shield plans and
health maintenance organizations.

There is elimination of the insured plans, Blues, and HMO's cost
allocations for advertising, entertainment, promotion, sales and
other marketing and nonessential expenses. There is elimination or
drastic reduction of moneys assigned to contingency or similar
reserves.

The greatest advantage of self-funding for the larger groups for
which it is best suited is simply that it is less expensive. This is
perhaps the greatest reason for the relatively recent proliferation
of this alternative to the Blues, insurance, and HMO plans.

Another significant benefit of self-funding, aside from the front-
end savings of no premium taxes, and eliminating the cost alloca-
tions of the Blues, insured and HMO plans, is the ability to main-
tain an effective cost containment program. Either through inter-
nal corporate or trust plan management or through the contracting
for administrative services with companies such as U.S. Adminis-
trators, unions, and employers are able to scrutinize the charges of
providers and negotiate ditferences over fees and services.

Self-funded plans can establish their own medical policies. Those
policies should and generally do include standards not only related
to fees for services but also to the quality of care provided.

I assure this committee that corporate executives are engaged in
a most serious search to reduce their health care benefit costs. It is
in their own self-interest to do so. If this legislation were to provide
these concerned employers with a way out of their health care
benefits costs dilemma, they would certainly endorse it. But it does
not.

In fact, it could not only compound the cost factors but also could
increase administrative costs and possibly disrupt the very delicate
balance usually found in labor-management relations. Injury could
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be done to older workers or retired employees who are much more
susceptible to serious and long-term illness and disabilities and
who have so little time or opportunity to recover from ruinous
medical expenses.

One of the strongest positive elements of this legislation is the
obvious necessity to further investigate, debate, and discuss the
continuing problem of containing health care cost escalation.

In addition, however, I would hope for a return to respect for the
integrity of our language in the committee's further discussion.
The legislation searches for alternatives to reduce costs, but would
it foster competition?

At each critical point, the bills call for Government intervention
in support of HMO'’s. Consider two of the proposals major structur-
al underpinnings: employer contributions limited under the pro-
posed law to a Federal yardstick pegged to government-qualified
HMO charges, in the case of S. 1485; and require employers under
Federal law to offer at least three plans in S. 1485, two of which
must be government-qualified HMO's if available.

Certainly this reliance on governmental mandate belies the use
of the word “competition.” In a true open market, enterprises
compete on an equal basis for capital as well as sales, providing
services and goods to the marketplace where consumers can make
free selections on the basis of quality and cost.

Consumer choices are most difficult in the health care market-
place, but there are methods other than those proposed to educate
the public to whatever choices may be available.

HMOQ’s already enjoy extraordinary competitive advantages. In
the capital formation area, they may dip into a large barrel of
Federal grants—free money—and loans. In the marketplace area, a
federally subsidized and qualified HMO can invoke Federal law
and require specific employers to offer its prepaid health package
to employees.

HMO's are now being encouraged, favored, pampered, and prolif-
erated by our health planning laws, and many of them are an-
nouncing plans to construct hospitals around the country in areas
_ gggidg:dated by local health systems agencies as being already over-

In May, the GAO said that even after receiving millions of
dollars in Federal grants and subsidies and even with their federal-
ly mandated marketing edge, some HMO'’s cannot survive. Bruce
Spitz, in an article appearing in a recent edition of the Duke
University Journal of Health Policy, wrote:

HMO advocates contend that one of an HMO's strongest advantages is its incen-
tive for efficiency and potential ability to reintroduce competition into the medical
marketplace. The catch words of “efficiency” and ‘“‘competition” conjure up the
image of rugged individualism and free enterprise.

It is reassuring and very American. But is it appropriate to the n.edical delivery
sector or any other sector characterized by consumer ignorance, provider-generated
demand and highly differentiated services which may or may not produce the
desired results?

Mr. Spitz notes in his article that language is sometimes distort-
ed in ‘order to reach an ideologically acceptable solution. “It is a
process,” he wrote, “where we ask the wrong question and then
exaggerate the answers.”
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Finally, I would like to suggest with due respect to the members
of the committee that in their subsequent deliberations regarding
the subject bills, they be guided by the testimony they have heard
and have yet to hear. The importance of the subject matter cannot
be overemphasized in its impact on all of the residents of our
country and the way in which this proposed legislation will affect
the health resources and facilities available to our people.

I feel confident that the best interests of the people who rely
upon your judgment will be uppermost in your minds as you enter
your deliberations.

Finally, J would like to pose a few questions that the committee
-might consider answering before taking further action on this pro-
posal or any others that would so radically transform the private
sector’s health benefit plan financing arrangements.

Under Senator Herman Talmadge’s proposal for determining the
cost impact of new programs on government, how much would it
cost the Department of Health, Education, and Welfare and the
Internal Revenue Service to administer and monitor this program?

In fairness to labor organizations and corporations, what would
be their administrative cost? How would equity be maintained in
establishing the amount of tax deductibility to employers in high
cost areas as compared with low cost areas?

If “competition” is appropriate for the private sector, why would
it not be as appropriate for Government financing arrangements?
However, if Government programs beneficiaries are encouraged to
join HMO’s, what does the committee propose to offer to insure
against self-selection, skimming and underutilization that would
inevitably result in a waste of taxpayers’ funds and abuse of
people, as the historical evidence so pointedly shows?

In the event of personal financial losses by older workers, forced
to pay for richer benefit plans with after-tax dollars and copay-
ments, what relief would be provided to them?

What cities and communities have HMO's sufficiently strong to
consider offering their plans to employee groups?

What systems are in place in government to ensure against
underutilization and other abuses evidenced in HMO’s? Are there
any penalties for such abuse? :

Would the committee consider protecting corporations and labor
organizations from abusive HMO’s by Providing grants to conduct
labor-management inspections of HMO's to certify their efficiency,
economy and integrity in the absence of such a Federal program?

In the interest of consumer information, woul¢ the committee
consider requiring that each HMO offering itself to an employee
group provide monthly reports on each patient encounter, so that
the labor-management group can determine whether their group is
being underutilized? :

Mr. Chairman, I want tc thank the committee for this opportuni-
ty to testify on these proposals. It is a privilege for me to appear
before the Finance Committee and I would be happy to answer any
questions which you may have now or later, in writing.

Senator BoreN. Thank you, Mr. Kaplan.

I would like to ask two questions on behalf of Senator Talmadge.

First, what is the impact of these proposals with respect to
coverage of seasonal workers in agriculture and construction?
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Mr. KaPLAN. In agriculture in 1978, the number of seasonal
workers varied from a low of 169,000 in February to a high of
679,000 in July. How are these people going to be covered?

I look back at one of our clients, Hunt Foods in Fulton, Calif,,
basically a packer of tomato products, basically an employer of a
large number of seasonal employees. They have been approached
over the last 2 years by nine different HMO’s, some federally
qualified, some State qualified.

The question Hunt Foods asked, as a discerning employer, is,
Will you cover a seasonal employee? The answer of nine was no.

The question was, Why not? The answers were twofold.

No. 1, it is too much of an administrative burden. We do not
know how we could conceivably handle seasonal employees.

No. 2, we cannot make any money on seasonal employees.

Senator BoreN. The second question of Senator Talmadge, do you
know of any employers that have tried the approach of getting
additional cash benefits, both employees electing lower cost insur-
ance, and what have been the results?

Mr. KarLAN. There have been a number of them. Professor En-
thoven mentioned Control Data Corp., IBM, TRW, and so forth. All
nonunion employers.

It is a lot easier in a nonunion environment because you have
one plan nationwide. You do not have to go through a multitude of
bargaining sessions with different unions and it is very simple in
that type of environment.

Let’s talk about TRW-as-an example. TRW does not have three
options, they have four options. They have a core plan, a basic
indemnity plan, in which TRW pays all the costs and the employee
has to pay nothing.

They have a high-cost option in the indemnity area. They have
an HMO option and then they have a low-cost option.

Any employee opting for the low-cost option receives, in cash, the
difference between the core plan and the low-cost option.

What has been the results at TRW? At TRW 39.5 percent of the
employee population nationwide selects the core plan where the
company picks up the total amount of the cost; 18.2 percent of the
employees have picked up the high indemnity option in which they
have to pay the difference between the company basic plan and the
high option; 37.2 percent picked up the high option and indemnity
section; 18.2 percent picked up the HMO option, which is the
highest option they have; 5 percent picked up the low option in
which TRW rebated some dollars. Out of that 5 percent most of
those people were in their professional group were single people
without any health problems or women employees whose husbands
were working someplace else and they already had the coverage.

In TRW’s experience, 39.5 percent took the core plan; 37.3 per-
cent took the high option core plan with money out of pocket; 18.2
percent took the HMO option, the highest of all; and only 5 percent
took the low opntion ‘g’rogram in the core situation.

By the way, TRW for the year 1980 with HMO's across the
country have been notified that their increase in cost ratio was
approximately 25 percent this year over 1979.

ou have another example right here in Washington, right
across the country, with your Federal employee health benefits

62-511 0 - 80 - 8
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program. Under the Federal employee health benefit program the
two big providers of the service are Blue Cross, with 55 percent of
the population and Aetna with roughly 19 percent of the popula-
tion I believe it is. Anyway, you have 70 percent of your Federal
employees who have opted for Blue Cross or Aetna. Both of those
plans have a high option program.

Of your Federal employees, 83 percent or 1.9 million of them out
of the 2.3 million covered by the Blue Cross and Aetna have opted
for the high option although they ended up paying 40 percent of
the premium costs out of their own pocket with after-tax dollars.

Those are two examples. There are many more.

Senator BoreN. Senator Dole, do you have any questions?

Senator DoLE. Well, I am checking here to see.

As I understand it, most of the pro-HMO provisions have been
taken out of the Durenberger bill. If that is the case, what is your
position on the elements that remain?

Mr. KarLAaN. My position is what is the competition going to be?

Enthoven says we have got some primary care networks, but in
today’s world and what is happening down there in the trenches it
is a fact that the only other alternative today are HMO’s. The
Federal Government is committed to financing HMO's,

What other alternative is there? You talk about SAFECO in
Seattle, the Wisconsin plan and the one in northern California.
You are talking about a minute portion of the population. It will
take you years to effect any kind of primary network function.

If you face HMO's, you face nothing in the case of competition.

Senator DoLE. Do you have any solution to the problem of ad-
verse selection?

Mr. KarPLAN. As long as you are going to offer an incentive
toward adverse selection, you are doing so by making it possible for
the young, healthy employee who does not need today, who sees no
need for medical care today, he is going to opt for the low-cost
option.

}{(e is going to opt for the option that is going to put money in his
pocket.

Senator DoLE. Thank you.

Senator BoreN. Senator Durenberger?

Senator DURENBERGER. Yes.

I am concerned specifically about which sections of 1968 you
believe would require or force low-cost options or an HMO. Is it as
simple as the concept of multiple choice or something else in the
bill that you believe forces low option?

Mr. KarLAN. That forces what?

Senator DURENBERGER. Most of your testimony, it seems, has
been to the point that we are either forcing low option or forcing
HMO’s on the system. And I am curious to know whether it is just
the concept of multiple choice that does that or something else in
1968 that you believe will force low-option selection and HMO's on
the system.

Mr. KaPLAN. There is available today, as Enthoven says and as I
have related here, there are many forms offering more than one
option, many Taft-Hartley trusts offering more than one option,
but it has been done in the private sector without anybody’s trying
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to tax somebody, without anybody looking at what may be an
antiunion bill that really may force people to do certain things.

What is going to happen—Enthoven went off a little bit on the
Taft-Hartley aspect of it. You are talking about a $125 cap. I do not
think that anybody in this room is naive enough to believe that the
strong unions like the Auto Workers and the Teamsters are going
to live with a $125 cap. They may well go with a $125 cap if the
UAVW is negotiating with Chrysler and Chrysler is paying $221. for
health benefits per month, they are going to negotiate in addition
$76 in after-tax dollars for that employee. You are going to have
the greatest push-cost intlation factor you ever saw in your life
with this type of concept. -

The strong unions are not going to buy this. They are going to
negotiate additional sums of moneys to enable them to have their
members pay for the benefits they have got today that they negoti-
ated through the years without any out-of-pocket expense.

That is what it is going to be like in the real world.

Senator DURENBERGER. Is self-insurance as profitable way for a
large employer to go compared to the traditional insurance system
or any other insurance system?

Mr. KarLaN. I am a great believer in self-funding. I think any
employer with 1,000 employees or more is being remiss if they do
not self-fund. I think you will find most of your Taft-Hartley trusts
have gone to self-funding, mandating fiduciary responsibility on
those trustees.

It is difficult to justify any other way than self-funding. It will
save a great deal of money. Self-funding with proper administra-
tion will save a great deal of money.

You are talking about containing the costs of health care, if I
may digress a minute, we have clients out there because of total
utilization review administration have seen the health care costs
reduced by as much as 26 percent to 30 percent in face of escalat-
ing costs of 10 percent to 15 percent in the general areas.

And it is done in the private sector. It is done in the fee-for-
service environment. It is done without denying the employee
access to benefits. It is done without reducing the quality of care,
and it has been very, very effective.

The FTC has done some studies on it. GAO has done some
studies on it and you can get this information to do it in the
private sector with total utilization review.

It works.

Senator DURENBERGER. Thank you. N

Senator BorEN. Would an experience rating be a possibility in
terms of preventing what you are talking about? In terms of skim-
ming ancF moving into the low options and having the discrimina-
tion between those healthy groups and others?

Mr. KarLAN. You say an experience rating?

Senator BoreN. Experience rating; yes.

Mr. KarLaN. You do have an experience rating to a degree
today, anyway. When iyou offer that individual at a lower salary an
incentive to opt out of that particular system into some low option
he is going to take that at this particular point in time. When he
gets sick and the year comes up, he is going to opt for the fee-for-
service area and for HMO and the higher area.
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Senator BoreN. I can see what you are saying there, but in terms
of offering it for-the person, if you brought an experience rating
into it you may affect the distribution a little differently, do you
not think?

Mr. KapLaN. I do not know. You have self-funded programs
where the employer is contributing into a trust, the trust is self-
funded on its benefits. There are many self-funded trusts, for exam-
ple, that offer an HMO option if they want to.

Senator BoreN. How do you explain it that we have had, in some
areas of the country, what you would call skimming, some exam-
ples of it and in other areas we do not seem to have had it.

How do you explain the difference? .

Mr. KapLAN. | do not know if there are other areas where we
have not had it. I can only site the most populous areas where it
has happened. I cannot tell you it has not happened.

My concern is, underutilization in the HMO area and the fee-for-
service area. Our big concern is overutilization, the doctor perform-
ing more services than necessary because the dollars are there.

QOur concern in the HMO area, the prepaid area, is underutiliza-
tion. The doctors in question, he is only going to get so much
money. He is not going to do it out of the kindness of his heart and
he wants to make sure he makes a profit out of what he receives.

Senator BoreN. When an employer is given an option, given
multiple choice plans, are you assuming that quality of care is
completely out of the window, that the employee is going to com-
pletely disregard the quality of care and if some of the options
become notorious for providing bad care that is not going to have
any impact?

Mr. KaprLAN. The employee is in no condition to evaluate the
quality of care.

Senator BoreN. The person receiving the care is in no position to
evaluate the quality of care? Would you repeat that please?

Mr. KapLAN. Yes.

I say the lay person is in no position to evaluate the quality of
care.

Senator BoreN. The lay person is in no position?

Mr. KarLAN. The lay person.

Senator BoreN. You and I, as lay people, are not able at all to
tell about the quality of care we are getting from the doctor, the
hospital, the clinic?

Mr. KarLaN. No; we are not, unfortunately.

Senator BoreN. I think that is an absurd statement, I would
have to say.

Mr. KapPLAN. Senator, we have an interpersonal relationship
with a phyrician. We may like some physician. We may not like
some physician. We may not like the guy who is the greatest
expert in this particular area in the world. But we do not relate
with him. .

What I am saying, you cannot really tell yourself, nor can I, that
we are not physicians ourselves, that our treatment is really
advised.

Senator Boren. I would say, Mr. Kaplan, I do not pick my doctor
on the basis of how well I like their personalities. I do try to weigh
a few other characteristics.
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Are there any other questions?
No other questions. Thank you very much.
[The response of Mr. Kaplan to letters from Professors Luft and

Enthoven follow:]
U.S. ApMiNisTRATORS INC.,
Los Angeles, Calif.

Hon. HERMAN E. TALMADGE,
Chairman, Finance Subcommittee on Health,
U.S. Senate, Washington, D.C. ’

DeAR MR. CHAIRMAN: At the end of March, 1980, I received a letter from Profes-
sor Harold Luft suggesting that I had quoted his writings out of context in materials
that I submitted as a witness before the Senate Finance Subcommittee on Health on
March 19, 1980. In an effort to ensure a comrplete testimony, | immediately informed
the printing clerk of the Committee that I intended to ask that Professor Luft's
letter to me and my response be included in the permanent record.

Subsequently, I learned that another witness at the hearing, Professor Alain
Enthoven, was asked to comment for the committee record on my testimony. Al-
though he did not share his remarks with me directly or invite my response, his
letter has become generally available through his wide dissemination. In the inter-
est of a thorough, complete and impartial hearing record, I respectfully request that
my analysis of Professor Enthoven's letter be included. I am also enclosing a copy of
Professor Luft's letter to me and my subsequent response to him. I have not
received a response from Professor Luft to my reply to him. I also request that this
correspondence be included in the hearing record.

Mr. Chairman, 1 would again like to express my gratitude to you and the Subcom-
mittee for providing the opportunity to fully debate an issue which, if adopted, could
have such a major impact on our health care financing arrangements.

Sincerely,
SamueL X. KapLaN.

Enclosures.

SuMMARY OF A RESPONSE BY SAMUEL X. KAPLAN TO LETTER OF PROF. ALAIN
ENTHOVEN TO U.S. SENATOR DAVID DURENBERGER

Professor Alain Enthoven of Stanford University wrote to U.S. Senator David
Durenberger on March 25, 1980, commenting on a paper entitled, “The Competition
Model May be Anti-Competitive,” prepared and submitted to the Senate Finance
gomt?ittee by Samuel X. Kaplan, President of U.S. Administrators, Inc., of Los

ngeles.

Professor Enthoven was highly critical of Mr. Kaplan’s paper anad in his letter, he
seeks to respond to Mr. Kaplan's analysis of the Enthoven ‘‘competition” mode! and
Senator Durenberger’s legislative counterparts which would limit the amount of tax
deductible contributions by employers and employees for health benefits.

One of Professor Enthoven’s major allegations is that Mr. Kaplan yuoted out of
context the writings of Professor Harold Luft of the University of California, San
Francisco, when Mr. Kaplan said that they contained evidence that health mainte-
nance organizations (HMOs) may be less costly because persons enroll in them,
thereby creating economies. Mr. Kaplan, in reply, simply notes Professor Entho-
{er;;s own statement in which he agrees with Mr. Kaplan's analysis of Professor

uft.

Professor Enthoven also charged that Mr. Kaplan is in error when he stated that
the Enthoven model and the Durenberger bills would benefit HMOs, to the detri-
ment of our health financing arrangements. Mr. Kaplan, in reply, simply quotes the
Congressional Record remarks of Senator Durenberger on the day he introduced one
of his “competition’” measures. The Record is rife with references to HMOs.

Professor Enthoven makes numerous other allegations, to which Mr. Kaplan
replies. The exchange is attached, with Professor Enthoven's letter presented in
block quotations, followed by Mr. Kaplan's replies to each section.

Enthoven:

Hon. Davip DURENBERGER,
US. Senate,
Washington, D.C.

DeAR SENATOR DURENBERGER: This letter is in response to your re&est for my
comments on a paper entitled “The Competition Model May Anti-Competitive’
submi. .ed to the Finance Committee during the Health Subcommittee Hearings on
March 18 by Mr. Samuel X. Kaplan of U.S. Administrators, Inc. I cannot believe
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that many people will take Mr. Kaplan seriously. But there may be some concern
over some of the issues he raises; so I agree that his charges should not be allowed
to pass without comment.

Mr. Kaplan’s main contention is that the savings achieved by HMOs are the
result of preferred risk selection or “skimming.” On page 18, he says, ‘There is
strong evidence to support the theory that HMOs may be less expensive because
healthier c‘)ersons select them and that the costlier ill or illness-prone employees
choose indemnity, third-party, or self-insured arrangements.” (Emphasis added.)

There is no such evidence. Health services researchers have looked for it for years
-and haven’t found it. The best cost comparison studies generally control or adjust
for age and sex and compare people within the same occupational group. Some, such
as one by Clifton Gaus, question the beneficiaries about their health status, and find
no significant difference between HMO and fee-for-service enrollees.

Kaplan response:

His statement is untrue that there is no evidence to support the preferred risk
selection theory (emphasis added). The evideace not only exists, but it is found in
the very authority—Professor Harold Luft— whom Enthoven cites. The issue is nct
whether the evidence is there but rather what use policymakers in Congress and
elsewhere should make of it.

Enthoven:

What is the evidence offered by Mr. Kaplan? On Page 11. he offers the following
quotation from Professor Harold Luft:

“Self-selection among HMO enrollees may be critical to lower admission rates;
that is, better health or greater aversion to hospital admissions among HMO enroll-
ees may contribute to the differential between HMO and fee-for-service admission
rates.”

Mr. Kaplan has distorted the meaning of Luft’s passage by taking it out of
context. The paragraph in which Luft’s statement appears begins:

“Recognizing the complexities of evaluating admissions and assuming a scattering
of discretionary cases in all patient categories, we find four possible, but not mutual-
ly exclusive, explanations for lower hospital admissions in HMOs: . . .* =

The quotation from Luft, which incidentally is inaccurate, is the fourth possible
explanation. The quoted statement is followed by this sentence:

“Sufficient evidence is not yet available to allow for a comprehensive evaluation
of these hypotheses, but some evidence does exist with respect to quality, preventive
care, and self-selection.”

With respect to quality, Luft concludes:

“In general, the available data suggest that outcomes in HMOs are much the
same as or slightly better than those in conventional practice.”

With respect to the self-selection issue, Luft says of the licerature:

“In general these studies have shown few differences beiween people enrolling in
HMOs and in conventional plans.”

He then goes on to refer to some new data in one study suggesting that self-
selection may be a factor. But he then says: -

“Although these self-selection findings are important, one should use them with
care. By design, the studies measure only differences in utilization during the first
year or so of membership, when the new enrollees have not yet established a
relationship with a physician. Over time, that situation will change, and these
relatively ﬁ)w utilizers are likely to become greater consumers of services. Thus,
while the selection effect may account for part of the utilization differences, espe-
cially among new enrollees, it is unlikely that self-selection explains fully the
performance of mature HMOs.”

In other words, Luft is saying that it has not been proved that self-selection does
or does not contribute to lower HMO admission rates in some cases.

It is a considerable distortion to make the leap from Luft's cauticus statement
about absence of »vidence to Kaplan’s bold assertion that ‘‘there is strong evidence
t,olsupp;‘)rt the theory that HMOs may be less expensive because healthier persons
select them. . .

Kaplan response:

Enthoven criticizes the way in which my paper quotes Professor Luft, charging
that I have distorted Luft’s meaning by taking his words out of context. 1 suggest
the reader consult page 10 of Professor Luft’s paper, to judge the question of
context. The centrar point—whether Luft did or did not raise questions about
selective enrollment—is apparent regardless of Enthoven'’s editing or mine and the
answer is found by a wider reading of Luft, beginning on page 14 of the Luft paper.
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The discussion starting with the subheading' The Impact of Self-Selection says that
there is, indeed, evidence of self-selection; and that Luft himself studied the matter
and found that

', . .self-selection can be an important factor and, furthermore, the type of selec-
tion depands crucially upon the type of HMO being offered and the net premium
cost to the potential enrollee.” (Luft, page 15)

Professor Luft is not, of course, the only student of these matters. The General
Accounting Office has looked into a Medicare contract with the Group Health
Cooperative of Puget Sound, a widely admired HMO model, and found clear evi-
dence of selective enrollment among Medicare beneficiaries. For several years, the
Kaiser Foundation Health Plan contract to serve Medi-Cal enrollees contained a
provision on allowing no enrollment or causing immediate disenrollment of persons
with long term neurological disabilities. In the Department of Health, Education
and Welfare technical assistance manuals written to help developing HMOs prepare
marketing plans, heavy emphasis was placed on enrollment of working groups, if
not individuals. At present, HMO outpatient facilities are expanding in middle
income areas across the country, avoiding areas where risks are predictably higher.
Few HMOs in the country have enrolled any significant numbers of identifiably
high risk groups and none has specialized in the poor, with the exception of the
troubled California prepaid health plans.

A fair summary, [ think, is that some (not all) HMOs do have lower costs,
although no one has actually identified why, and there is evidence that preferred
risk enrollment is one of the reasons. However, for Professor Enthoven’s theory, the
issue is critical: inconclusive evidence is as good as no evidence, he says, so let's get
going. Meanwhile, he ignores the clear, unambiguous evidence that while HMO
starting costs are lower, the rate of inflation in their premiums is as high as the
free-for-service sector (Luft, page 6).

The lower hospitalization rates in HMOs raise significant further doubts about
the Enthoven plan (Luft, pafe 10). Luft says that lower hospital admission rates
have one of two primary explanations: (1) that HMOs identify and screen out cases
that reallg; do not require hospitalization—the discretionary or “unecessary cases;”
and (2) that HMOs achieve a lower hospitalization rate without any apparent
discrimination among cases according to obvious ‘‘necessity.”

If the first explanation holds, HMO desirability is confirmed on both cost and
quality grounds. If the second explanation holds, HMO experience must be assessed
cautiously to make sure that lower costs are not the result of lower quality or a
different patient mix, and then investigate further other factors that may potential-
ly explain the lower hospitalization rates in HMOs.

The next sentence, which follows in the Luft text, is important:

“A survey of the best available data from a broad range of HMOs tends to support
the second explanation rather than the first.”

Now according to Luft, studies are clouding the most cherished of all the HMO
articles of faith: that unnecessary surfery is screened out and both patient care and
financial conditions benefit. Not clearly so, according to Luft.

If we discussed each of the criteria Ky which we judge health care systems—cost,
utilization, accessibility of disadvantaged groups, timeliness and apprepriateness of
care, etc.—and if we discussed each of these at length and with all the evidence
before use, there would still be room for dispute over the merits of HMOs versus
fee-for-service. There is no dobut that prepaid, disciplined, and organized delivery
systems are potentially superior to fee-for-service, solo and single specialit lfroug
practices, but obviously not in every case. Nor is the current Department of Healt
and Human Services’ (DHHS) administration of the HMO program certain that
HMO qualification is a guarantee that consumers may buy with confidence. (Refer
to GAO and Senate Investigations Committee reports).

Enthoven: .

Mr. Kaplan's citation of the preferred-risk selection practices of the California
Medi-Cal Prepaid Health Plans is irrelevant to this issue. The comparison studies on
the basis of which it is claimed that HMOs can care for people at a lower cost are
mainly based on HMOs that serve employed peogle, and in which the_enrollment
process is controlled by the employer or health and welfare fund.

Kaplan response:

Professor Enthoven dismisses the California experience with prepaid health plans
as irrelevant to his model, saying that he is basing his stra on plans serving
employed persons in which the- enrollment process is controlled by employer or
health and welfare funds. He evidently does not know that three of the earliest
prepaid contracts signed by the State of California were with plans that had long
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been serving union members and families in Los Angeles and Orange Counties
(Innovative Health Systems, Family Health Program of Long Beach, and the Cali-
fornia Medical Group). Disregarding California’s experience—which cried out for
regulation and led to federal funding to develop a sophisticated cost and quality
monitoring and evaluation system, now just completed—is like navigating the North
Atlantic and ignoring the icebergs. The lessons- learned were not lost on Congress
which adopted tougher requirements for HMOs after surveying the situation and
should not be lost now when contemplating national health initiatives. California’s
prepaid health plan program was launched by the Reagan administration with high
hopes that it would reduce costs, that it would sharpen competition with the fee-for-
service sector, and that it would be regulated by allowing enrollees to vote with
their feet. None of those objectives was achieved on more than a modest scale, but
financial abuse and patient neglect were commonplace, according to the April 20,
1978, report of the U.S. Senate Permanent Subcommittee on Investigations.

Enthoven: ~—

While our data on risk selection by HMOs are fragmentary at best, I believe there
is nothing mysterious or sinister about the subject. In a dua! or multiple choice
situation, which plan gets the worse risks will depend on the balance of a complex
ecology of incentives. It could go either way. For example, if the HMO is competing
with a “low-option plan” with high coinsurance and deductibles, it is likely to be
very attractive to people with high expected medical costs. For example, I heard of a
case in California in which a family with an annual choice between a “low-option”
plan and an HMO learned that four of its children needed open-heart surgery. They
switched at the next enrollment and got it all paid by the HMO. If the HMO is
competing with a plan that does not cover outpatient care, it is likely to be very
attractive to people who have chronic illness treatable on an outpatient basis. For
example, I recently met a vice president of a large bank in San Francisco who was
singing the praises of his HMO. It turned out that he suffers from serious chronic
allergy, and the Medical Group of the HMO includes a nationally famous allergist
whose services the banker gets with no copayments at all. On the other hand, if you
introduce a cost-effective group practice HMO as an option in a group that already
has a very comprehensive employee-paid fee-for-service plan, I expect you would
find that people not presently under the care of a doctor, i.e. the more healthy at
the time, would be more likely to switch than those having an established provider
relationship. So the balance of risks can go either way. I personally doubt Luft’s
conjecture that risk selection is a significant contributor to HMO economies on an
overall basis. Moreover, I believe that experience shows that this problem can be
kept quite manageable by appropriate program design.

Kaplan response:

Professor Enthoven now concedes what he characterizes as ‘‘Luft’s conjecture that
risk selection is a significant contributor to HMO economies on an overall basis.”
But he “personally” doubts it. Why all the criticism of me for quoting Luft out of
context when Professor Enthoven now agrees that this is Luft’s conclusion?

Is it not curious that Professor Enthoven must dip into his repertoire of personal
(Ie‘xpff;iences to refute the empirical research and throughtful analysis of Professor

uft?

A major point in the paper I prepared and with which Professor Enthoven so
strongly objects is that HMOs are the beneficiaries of preferred risk selection—that
the healthy persons would buy the cheapest option. Consider his own more complete
discussion of adverse risk selection contained in his March 18, 1980, testimony
before the Committee on Finance.

“One of the most important and subtle design problems is to set the rules in such
a way that health plans will succeed by providing better care at less cost and not by
selecting preferred risks. For example, if people were given an annual choice of a
low cost insurance plan limited to catastrophic expense protection and a comprehen-
sive plan with first-dollar coverage, those who expected little or no medical expense
during the coming year would find it in their interest to pick the low cost plan.
When they planned or expected substantial medical expenses, they would switch to
the comprehensive plan until their medical needs were taken care of. Comprehen-
sive plans would not be able to survive in such a competition; they would be
destroyed by adverse risk selection.”

" Professor Enthoven in his letter that ‘“‘experience shows that this problem (risk
selection) can be kept quite manageable by apprepriate program design.” He then
describes his “appropriate design.” The trouble is that his design does not exist
anywhere, leaving us without the experier.ce necessary to show that it will work.
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Enthoven:

By ‘‘appropriate program design’ I mean primarily: (a) the employer or govern-
ment, and not the health plans, conduct the enrollment process. Thus, the health
plans are informed who their members are for the coming year. They cannot choose
them; and (b) Reasonable comparability of benefits so that one health plan is not
substantially more attractive than another to the people with high medical risks.

Kaplan response:

Professor Enthoven tells us, on the one hand, that there should be ‘“‘competition”
among plans and that consumers must be free to choose from among these plans.
On the other hand, he says there must be “‘appropriate program design” to ensure
“reasonable comparability of benefits so that one health plan is not substantially
more attractice then another to people with high medical risks.” i

Who would be responsible for ensuring ‘“reasonable comparability of benefits” in
health plans? The government? If the Federal Government directs similarity of
plans, how can we have “‘competition” among these plans?

Finally, if a part of his program design means that the employer or government
conducts the enrollment process, what has happened to the freedom of the consum-
er to choose; and to choose what? Government-closed health plans?

In my view, it is a contradiction to use terms such as “consumer choice”’, and
‘“‘competition” in describing the Enthoven plan. Wherever cracks appear in the logic
of his plan, Professor Enthoven glues it together with government regulation or
control, which he alleges to be a major cause of the health cost problem.

Enthoven:

If risk selection were to become a significant factor in a competitive system, it
could be corrected by use of a more refined set of actuarial categories, as [ recom-
mended in Consumer Choice Health Plan, and/or by “‘empirical tuning” of the
benefit packages. For example, the SAFECO Company’s Northwest Healthcare pro-
gram uses seven actuarial categories based on age and sex so that doctors who serve
older patients get paid more for doing so.

Kaplan response:

Professor Enthoven seems now ready to abandon community rating—long held to
be one of the chief advantages of HMOs—in favor of a modified form of experience
rating—that is, adjusting premiums to compensate for the costs of enrollee groups
with identifiable or expected utilization patterns. There is some merit to the idea,
but I am surprised that the sacred cow o}) community rating has been so quickly let
out of the barn. Surely, if differential rates are to be paid by government and
gzivaw urchasers, then rate review and utilization monitoring cannot be far

hind. The idea that physicians serving older patients should be paid more without
justifying the additional expease is nonsense. About 10 percent of the elderly
account for more than 50 percent of Medicare costs. No health plan should be
excessively reimbursed for serving health{ elderly anymore than one should be
penalized for serving the chronically ill. 1 support the requirement that prepaid
rates under Medicaid be based on actuarial evidence, and I would expand that to
include actual health status and utilization, not conjecture. That would end any
uncertainty about advantageous or adverse risk selection.

Enthoven: !

Let me emphasize that I raised and dealt with the risk selection problem in the
development of Consumer Choice Health Plan in: the summer of 1977. Risk selection
is not a new issue that has suddenly emerged.

Mr. Kaplan ignores the fact that we have had decades of experience with millions
of employees and their families. in dual choice and multiple choice plans and
generally speaking preferred or adverse risk selection has not proved to be a
significant problem. For example, the Federal Employees Health Benefits Plan
(FEHBP), an excellent example of the competition model, has been in successful
operation since 1960. It now covers about 10 million people. There is no evidence
that Mr. Kaplan’'s speculations about HMO preferred-risk selection have been real-
ized in this program to any significant degree. I have recently been assured by a key
OPM official that nane of the main participants has claimed that it has suffered
from adverse risk sel¢ction.

Mr. Kaplan goes on, on Page 18, to comment on the evidence of the effectiveness
of comFetltion in congrolling costs: “Credible, objective analysts such as Howard (sic)
Luft of the University of California, San Francisco, Health Policy Program, say
practical experiencesiof several communities in the nation, including the Bay Area,
where the Kaiser-Enfhoven model has been in place for years, provide supporting
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evidence that is ‘weak’ and even ‘contradictory’.” (The Kaplan paper is so sloppy
that its author incorrectly stated the given name of my esteemed colleague and
sometime coauthor, Harold Luft.)

Kaplan response: -

He is quite right when he says that risk selection concerns are not new, but he
also cites the Federal Employee Health Benefits Program (FEHBP) as evidence that
the problem is not significant and that the competition model really works. There
are several problems with these assertions. First, as already noted, the FEHBP
studies suffer from the flaws Luft describes on Page 15 of his paper. Next, while
there may have been some marketing competition in the FEHBP, it bears little
resemblance to the “appropriate program design” he advocates. In fact, California
unions, supported by public employees, began organizing statewide in the late
sixties and early seventies to protest both rate increases and conditions at Kaiser
facilities, only to be told by Kaiser representatives that if the unions did not like
what they were buying, they could take their business and enrollees elsewhere
according to union officials with whom I talked. But, of course, there was nowhere
else to go except into a disorderly fee-for-service market where out-of-pocket costs to
families were increasing each year. They had no risk capital and insufficient num-
bers of medical personnel to start up new plans and the emerging prepaid health
plans were, for the most part, so shabbily run they were not acceptable. In one
sense, this history supports, at least in theory, the E¥1thoven argument that enroll-
ees would have left if the opportunity had been available, but it certainly points out
that for those federal employces enrolled under FEHBP, the options went from bad
to worse. The market, as Enthoven wants to create it, simply did not exist.

Enthoven:

The principles of fair economic competition that I am recommending have not
been in place in the San Francisco Bay Area for years. They are nof in general
applicationu today. For example, last summer we did a survey of employers in Santa
Clara County. Of a random sample of employers with 500 or more employees, only
22 dper cent offered their employees a choice of health plan (two or more choices)
and an equal dollar contribution to the plan of their choice. Of employers with 25 to
500 employees, only 3 percent offered a choice and an equal contribution. Thus, the
great majority of employers either offer no choice of health plan, or contribute more
on behalf of the more costly plan (which in our sample was the insured fee-for-
service plan). Of those offering a choice, one-third of the larger employers and three-

uarters of the smaller employers paid 100 per cent of the premium whichever plan
the employee chose. Thus, the principles of fair economic competition as exemplified
by the Health Incentives Referm Act and the Health Cost Restraint Act are not
generally applied in the Bay Area.

Kaplan response:

But where a wide open health market does exist, Enthoven chooses to ignore it
because it has not resulted in lower costs. In San Francisco, a city with a declining
ﬂopulation. there is a staggering surplus of hospital beds, 3500, distributed among 17

ospitals, all located in a c})tg smaller than Washington, D.C. In addition, there are
more physicians (480 per 100,000) than in any similar city. Kaiser has a large and
busy hospital and outpatient service in the city and a smaller prepaid plan has
started at one of the community hospitals. The result: the highest priced medical
care in America. True, Kaiser has been closed to new groups for some time so the
full impact of the option has not been felt, but then, why have no new HMOs come
into this rich merket? More than $300,000 in federal development funds were spent
attempting to bring physicians and hospitals into a city-wide Independent Practice
Association, but in spite of a good design and strong buyer interest, the plan was
stillborn for lack of provider support. Blue Cross has attempted to find a physician
group for a base in San Francisco, but without success. Physicians are less busy
than they could be and some are working outside their specialities, yet prices do not
come down. Clearly, the usual market forces do not work in San Francisco, nor do
they work elsewhere in che health industry as has long been demonstrated. Entho-
ven’s proposal is not a free market proposal at all. It would limit health organiza-
tions on one side and put great economic pressure on consumers on the other.

Enthoven:

I admit that the evidence in favor of the competitive model’s ability to control
cost is quite limited. That is because it has been tried in only a few places for a
short time. The best examples are Hawaii and Minneapolis-St. Paul. Only in Hawaii
is a majority of the population covered by one or another competing alternative
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delivery system. And even there, the principles of fair economic competition are not
fully applied. Yet the cost experience in Hawaii is impressive. Hospital costs per
capita are about 68 per cent of the national average despite the fact that there is

ractically universal comprehensive insurance coverage and the cost of living in

onolulu is 20 per cent agove the national average. Of course, one can argue that
other factors contribute to health care economy in Hawaii, so it is not possible to
identify, on an academically acceptable basis, the relative contribution of competi-
tion and other factors. My own personal observation leads me to believe that
competition is a significant contributor to health care economy there.

Kaplan response:

And all to promote a theory that he admits is supported by limited evidence. Such
evidence as there is includes Hawaii and Minneapolis-St. Paul, but he discards the
latter and concentrates on Hawaii, citing im%ressively lower hospitals costs (68
percent of the national average in spite of high costs of living in Oahu). He then
notes that other factors might contribute to health care economies in Hawaii.
Although he does not cite them, these factors include: low wages (in spite of the cost
of living), cultural attitudes resisting the use of health services, communal social
traditions offering support and maintenance of health outside institutions, not to
mention the vigorous and well informed demands of island unions which have,
through contracts, exacted the kind of regulatory conditions that are left to govern-
ment in other States. All of these factors have been identified by students of
Hawaii's unique cultural and economic life as reasons hospital costs are low. Compe-
tition, so far as I can find, has not been cited in any study. "My own personal
observation leads me to believe,” says Professor Enthoven, “that competition is a
significant contributor to health care economy there.”

For purposes of emphasis, I would like to discuss what Professor Enthoven has
written in this section. First, he says, “I admit that evidence in favor of the
competitive model’s ability to control costs is quite limited.” But he means the
evidence is limited to a few geographic areas and although he mentions two areas,
h‘e: focuses on Hawaii. Clearly, he says that Hawaii offers “‘evidence” to support his
theory.

Then, he says, ‘My own personal observation leads me to believe that competition
is a significant contributor to health care economy there.” Notice how the “evi-
ggFm" of Hawaii has dissolved into a “‘personal observation” which leads him to

ieve. . .

Here we have the most forceful advocate of a major change in tax law that would
restructure the financing of health benefits saying the evidence in support of these
major changes, geographical]y, “is quite limited” and even where it can be found,
the so-called “‘evidence” is really the result of his “personal observation’ that leads
him to believe what he has observed constitutes evidence.

Enthoven:

The strength or weakness of the evidence on competition has to be judged in
relation to the evidence on the alternatives. The alternative strategy for cost control
is direct economic controls on prices, utilization and capaci;t):e ay in Certificate-of-
Need, Hospital Cost Containment, Professional Standards Review Organizations,
and controls on physicians’ fees. The evidence of the long and broadly-based failure
of this strategy is very strong.

Kaplan response:

The reader must appreciate this statement and its effort to further slide around
facts to justif rgrof‘essoria] theories. He speaks of economic controls and he refers to
Certificates-of-Need, which are obtained from Health Sg:tems Agencies (HSAs) cre-
ated by the National Health Planning and Resources Development Act, enacted in
1975 and implemented in 1976. Many of the HSAs, which rule on Certificates of
Need, izv‘w;(e!re not really in business until 1978 and 1979 and some still are getting
organized.

e refers to PSROs, which are local panels of physicians responsible for reviewin,
the utilization and charges of their peers. This, too, is a relatively new program an
as for hospital cost containment, the Congress has failed to enact such a program.

Nevertheless, Professor Enthoven says of these systems that ‘‘the evidence of the
long and broadly-based failure of this strategy is very strong.”

ere is the “evidence of the long and broadly-based failure” of hosgital cost
containment? Where is similar evidence of the failure of health planning? We can
suggest that Professor Enthoven travel up the road from his university to San
Francisco to visit the West Bay HSA, covering Marin, San Mateo and San Francisco
counties, for vivid evidence of one of the most successful HSAs in the nation. Where
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is the evidence that PSROs have failed. We can direct Professor Enthoven to the
Los Angeles PSRO 23 so that he may obtain some ‘personal observations” which
may lead him to believe there is evidence contradicting his views.

In general, Professor Enthoven dismisses the possible value of economic controls,
PSROs, Certificate-of-Need and controls of physicians’ fees. I am inclined to agree
that these efforts as presently handicapped by law are having a limited national
effect, but there are areas of the country where their impact is great. In fact, there
are more areas where these controls are working than there are areas where the so-
called “‘competition” model can be claimed to be operative.

I would point out that in his original Consumer Choice Heulth Plan (E<ecutive
summary, page 12, para C.8.) he cites compatibility with health planning. hospital
cost containment and physician fee controls as a virtue of his proposal. He goes on
to suggest that compliance with those controls could be made a condition of plan
qualification. I suspect the change of heart comes not from new learning by Profes-
sor Enthoven, but by a change in audience. His CCHP was originally written for
former DHEW Secretary Joseph Califano whose interest in government control of
health costs was lively and well-known. Professor Enthoven’s au rocacy of controls
has cooled with the departure of Secretary Califuno.

Enthoven:

Mr. Kaplan does not make clear what national strategy for health care cost
control he would recommend. On page 17 of his analysis, he makes some self-serving
statements about the self-insurance approach. It is worth noting the sources of the
savings he ascribes to this approach. The first is simple tax avoidance which is not a
true economic saving. The second and third are the risk, reserve, profit and pension
plan charges of the private health plans, and their marketing costs. The costs to
which he is referring are, in the case of large groups, typically less than 10 per cent
of total premium costs. And all of them are not “saved” in the self-insurance
approach. Many are simply absorbed by the employer or claims processor. Thus,
shrinking these costs is not a very promisiog strategy if the goal is substantial
reduction in total costs. Recall that Luft found thatgfv{MOs reduce the total per
capita cost of care by 10 to 40 per cent.

t seems to me fair to say that the '‘claims review approach” has been tried and
has not succeeded. It might be successful if it were motivated by genuine competi-
tion.

Kaplan response:

The issue before the Finance Committee is not my pational strategy for health
care cost control, but Professor Enthoven’s ‘“competition” proposals. My claims for
self-insurance were modest, based, after all, on actual experience while his proposals
are not. Administrative cost savings are not to be ignored when they add up to
hundreds of thousands of dollars or, in the case of public programs, in the millions.
A significant point here is that close monitoring of claims in self-funded health
benefits arrangements can reduce unnecessary utilization and, therefore, costs (and
it is demonstrable which utilization is being reduced, unlike HMOs). Furthermore,
self-funding does result in reduced overhead costs. Without a coordinated pricing
policy, the overall costs of health care cannot be reduced simply because no one
controls the price except the provider.

But how will things change under Enthoven’s plan? What is to prevent providers
from forming a workable consensus—as they do now—as to what income they
expect and then seeing that they get it? When payroll costs and productivity are put
together, physicians in prepaid group practices Xo not make much less than their
professional counterparts in fee-for-service. Nothing in Enthoven’s proposal will
a}f“fect in any way the ability of physicians to set their own income goals and reach
them. )

My alleged “self-serving” statements aside, I would like to direct attention to the
open marketplace which both Professor Enthoven and I cherish. The Library of
Congress estimates that as much as 30 percent of the nation's employecs receive
health benefits throu%h self-funded arrangements and that this represents a sub-
stantial growth from 7 percent of just ten years before. On the other hand, HMOs
now cover only 4 percent of the U.S. population in spite of a massive Federal grant
and loan program. Self-funding is growing because it is less expensive and through
cost savings enables employees to receive richer benefits. This may not be “‘economi-
cal” or “competitive” in Professor Enthoven's Ferlance, but to corporations, unions
and employees, it means they receive rmore health benefits for less money.

Professor Enthoven, citing no authority, states that ‘it seems fair to say that the
‘claims review approach’ has been tried and has not succeeded.” It is neithe- fair to
say, nor is it accurate. I direct Professor Enthoven to his own university’s medical
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center where ““claims review” has resulted in identifying extraordinary overcharges
by Stanford of the California Medi-Cal Program; and I would suggest that he travel
the few miles from his own campus to the San Francisco offices of Blue Shield of
California to see one of the most sophisticated service plan claims review processes
in the nation. Where is his evidence that claims review has not succeeded? Sophisti-
cated claims review procedures are the backbone of any cost saving health benefits
plan administration.

Enthoven:

Mr. Kaplan’s characterization of today’s situation on page 17 as the “‘true market,
unhindered by government intervention” is totally inaccurate. Today's market for
health insurance for employees is strongly influenced by the tax laws. Private
health insurance and HMOs are highly regulated by government. The problem is
that these laws and regulations block competition. That is what the Health Incen-
tives Reform Act and the Health Cost Restraint Act are all about.

Kaplan response:

As for regulation hindering true competition, in contrast with the Enthoven
model, it may be so, but I would not accept it without evidence. Deregulation of the
airlines may have decreased rates, but it has also so limited flights in the interior
California valleys that residents of these areas feel that they are being ignored.
Similarly, small groups of employers and employees will have little impact on a
health plan market where enrolf;d numbers run into tens or hundreds of thou-
sands. Only a public process—which may involve regulation in the form of account-
ability—can assure responsiveness to small buyers in the market.

Enthoven:

The rest of Mr. Kaplan's paper is filled with other distortions, confusions and
inaccuracies. For example, the Executive Summary begins with the statement, “The
‘competition model’ under consideration is simﬁar to legislation now before the
Congress that would force many corporations and workers to accept health mainte-
nance organizations (HMOs) through tax preferences.” This is false. What your
Health Incentives Reform Act and Congressman Ullman’s Health Cost Restraint
Act do is to require employers to offer their employees health plan choices on an
economically fair basis as a condition for continuing receipt of favorable tax treat-
ment. They do not force workers to accept HMOs. There is a world of difference
%eﬁvoe:n requiring employers to offer a fair choice and forcing workers to accept

Kalpan response:

As for the question of force versus choice, I would only point out that there is a
world of-difference between a choice without pressure and one that involves possible
tax penalties. To repeat what I pointed our earlier, if the only plan geographically
usable to an employee group is the highest priced plan, then the employees in that
plan, through no fault of their own, will be penalized. That is hardly a hypothetical
case. The Northern California Laborer's Health and Welfare Trust Fund covers
laborers and hod carriers throughout northern California and southwestern Nevada.
What HMO will the laborers in the rural areas of Chico, Redding, Red Bluff or
Eureka join? Obviously, they will not join one. None exists nor is one likely to exist
for years, if ever. Meanwhile, they will join a higher priced Blue Cross or Blue
Shield or indemnity plan and pay a penalty for it. How is that fair?

Enthoven:

Three paragraphs later, the Executive Summary goes on to say, “The so-called
‘competition model’ before the Congress would give such preferences to HMOs that
self-insured, indemnity and third-parti' payment plans would be seriously dam-

ed.” This too is false. What the bills re?;lire is equality of treatment in the
offering of choices, not special preferences to HMOs.

Kaplan response:

In his July 12, 1979, statement on the introduction of S. 1485, the Health Incen-
tives Reform Act of 1979, Senator Durenberger included a ‘'section description and
analysis” which included the following (emphasis added below):

1. "Proposal. Each employer subject to the Fair Labor Standards Act, having 25 or
more employees, shall include in any health benefits program offered to employees
a choice of no less than three health insurance or delivery plans meeting the
standards described below. . . . Two of the three must be state or federally qualified
health maintenance organizations, if available.” (Page S. 9257 of the Congressional
Record, July 12, 1979)
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2. “Proposal: The tax-free employer contribution would be limited to the average
premium cost for federally qualified HMOs across the country.” (Page S. 9258 of the
Congressional Record, July 12, 1979)

3. “In effect, the federal government is subsidizing people’s choices of the most
costly health plan options. It is appropriate for the federal government to subsidize
health insurance purchases up to the level required for good quality comprehensive
health care (as provided by the HMOs). If people want to buy or negotiate for their
employers to buy, more costly health insurance, that should be their right, but not
at taxpayer expense.” (Page S. 9258 of the Congressional Record, July 12, 1979)

4. “Any health benefits plans must cover, as a minimum uniform set of benefits,
the Basic Benefits defined in the HMO Act.” (Page S. 9258 of the Congressional
Record, July 12, 1979)

5. “Proposal: Change Section 1856 of the Social Security Act to permit any Medi-
care beneficiary to direct the 95 percent of the ‘Adjusted Average Per Capita Cost’
(AAPCC) to the Medicare program for people in his actuarial category who are not
members of an HMO, be paid, as a premium contribution on his behalf, to the HMO
of his choice in the form of a fixed prospective periodic payment.” (Page S. 9259 of
the Congressional Record, July 12, 1979).

At the conclusion of his description, Senator Durenberger inserts a series of
articles in support of the “competition model” and HMOs, including “HMOS: The
Road to Good Health Care” by James F. Doherty, the Executive Director of the
Group Health Association of America; “Competitive HMOs are Bringing Chunges to
Area Medical-Care System” by Peter Vanderpoel; two articles about the HMO
experience in Minneapolis-St. Paul: and a series of articles by Professor Enthoven
which extoll the virtues of health maintenance organizations. (Pages S. 9259
through S. 9282 of the Congressional Record, July 12, 1979,

Aithough I am aware that Senator Durenberger has since introduced another bill
which is less direct in its endorsement of HMOs, the above described bill has never
been withdrawn and is still pending in the Senate Finance Committee. Professor
Enthoven may not like to use the term “force’ for the “encouragement” for individ-
uals to participate in HMOs. However, with the type of built-in advantages de-
scribed above, employees may have little ‘choice" left but to join an HMO.

Enthoven:

Contrary to what Mr. Kaplan implies, neither the Health Incentives Reform Act,
nor the Health Cost Restraint Act, nor Consumer Choice Health Plan rely exclusive-
ly or even primarily on HMOs to reduce cost and improve quality of care. | merely
cite HMOs as one example to illustate the possibilities for better care at lower costs.
But there are others. One is the Primary Care Network developed by the SAFECO
Life Insurance Company of Seattle and by the Wisconsin Physicians Service. This
model could be adopted fairly quickly by many insurance companies if the competi-
tive incentives to do so were there. It has a great deal to recommend it. Another is
the Health Care Alliance described by Paul Ellwood and Walter McClure. More
broadly, I have a great deal of confidence in the ability of the private sector of the
American economy to innovate and develop new systems for delivering better care
at lower cost if only we can open up the market to competition by assuring that as
many citizens as possible have health plan choices on an economically fair basis.

Kaplan response:

Again I question the economic theory that underlies the premise that innovative
programs would spring up if the economic incentives were there. Right now, a
Teamstcrs Local in San Francisco receives a total of $170 per member per month in
health benefits, excluding pensions, based on 80 hours of work per month. Their
enrollinent in Kaiser is up to 45 per cent. Surely $170 per month is enough
inceative for another plan to seek their business, but apparently it is not. The
members who live too far away from Kaiser to use it must continue the very costly,
higher priced indemnity plan.

Enthoven:

Mr. Kaplan makes biased and selective use of other sources. For example, on page
12, he says, “One recent example of underutilization comes not from some fly-by-
night health plan, but from the Health Insurance Plan of Greater New York, which
is known as HIP and is the second largest HMO in the nation. According to a report
released in December 1975 by the New York State Comptroller, HIP failed to meet
its contractual obligation to provide to the poor children of New York City." An
accusation is not the same thing as guilt. HIP replied: “The report’s statement that
CHAP services were not provided is simply untrue.” It looks like a squabble over
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data reporting, with a certain amount of posturing by the Comptroller. In any case,
Mr. Kaplan presented only one side of an issue that is in dispute.

Kaplan response:

It is true that accusation is not the same as guilt, but the Controller’s evidence
and argument are convincing, in my view, and since that study is about the only
kind of information we would ever have available for judging a plan, even under
Enthoven’s proposal, some kind of consumer decision is in order. Otherwise adminis-
trative courts to resolve disputes between public agencies and HMOs would need to
be cll-eau;d unless we were to end public agency review. And, if so, what would take
its place?

Enthoven:

Moreover, the Comptroller apparently did not conclude that HIP was as bad as
Mr. Kaplan's excerpts would suggest. Elsewhere, the same report said: “It is incum-
bent on HIP and HRA (the City's Human Resources Administration) to study all
possible incentives that might induce large numbers of Medicaid clients to enroll in
CHP (HIP’s Comprehensive Health Plan). The potential savings are there.”” Thus,
despite his findings, the Comptroller recommended that HRA seek to induce more

ple to enroll in the HIP plan. If the Comptroller really believed that HIP was
raudulent or had signiﬁcantly underserved the patients, it is hard to see how in
good conscience he could urge “decisive action” to expand the enrollment.

It is tempting to go on and refute more distortions and misrepresentations. But 1
think these illustrations are enough to make my point. Mr. Kaplan has offered you
a thoroughly unreliable analysis.

Kaplan response:

The documentation by the Comptroller regarding HIP illustrates the consumer
dilemma that Professor Enthoven ignores: namely, that choices and options inher-
ent in his proposal are unworkable. The answer is not to suggest that consumers
float from plan to plan, but to develop rational surveillance and enforcement
systems that guarantee performance, because of the evidence reported by the U.S.

neral Accounting Office and the Senate Permanent Subcommittee on Investiga-
tions of inapproi)riate financial and patient care practices in prepayment settings.

After taking all of the time and energy to criticize my writing, it would have been
quite a contribution to our exchange if Professor Enthoven had discussed my other
points with which he disagrees. Certainly, to summarily dismiss these as “more
distortiore and misrepresentations’’ raises questions about his sincerity in wanting
to have a fui! and complete exchange of views. This is of particular concern in light
of the professcr's own concession that he is asking the United States Congress to
. change tax lawa based upon ‘‘personal observation,” not evidence.

Enthoven:

Finally, why does Mr. Kaplan keep referring to my f)ro 1 as “Kaiser-Entho-
ven?” Does he mean to imply that my proposals are real ‘3’ the joint fproposals of the
Kaiser Permanente Medical Care Program and myself? That is false. Consumer
Choice Health Plan is my own proposal, and not that of the Kaiser-Permanente
Medical Care Pro‘gram I developed it while serving as a consultant to HEW Secre-
tary Joseph Califano. It received the benefit of the ideas and criticism of many

ple including government officials, executives of insurance companies and the
lues, health policy analysts and others, only a small majority of whom were
associated with the Kaiser Program or any other HMO.

The Kaiser Program has taken no position for or against Consumer Choice Health
Pla.a. They do not endorse any national health insurance proposal.

Moreover, one of the basic principles of Consumer Choice Health Plan and my
subsequent “incremental proposals” is fair economic competition, that is equality of
treatment for all types of health care financing and delivery plans and for their
beneficiaries. My proposals contain no special preferences for HMOs, only equal
rules for all. For example, in my March 1978 article on Consumer Choice Health
Plan (CCHP) in the New England Journal of Medicine, 1 wrote, “I would not place
much confidence in proposals for special grants and subsidies for HMQOs. . . . Given
a truly fair market test as pro in CCHP, health plans demonstrating the
economic superiority of many HMOs will prosper without help.” Mr. Kaplan's
analg:is is in error in impl .%that my proposals are for special preferences for
HMOs. It is apparent that Mr. Kaplan has not understood my writings.

Does he mean to suggest that he has ex a big secret, that is that the Kaiser
Program is one of my consulting clients? That would be Fidiculous. In the interests
of “truth in advertising,” I have always been very “up front” about that relation-
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ship, especially when consulting for Kaiser competitors! I even list it on my resume
so that no one will feel surprised or deceived. While the Kaiser program is indeed
one of my consulting clients, neither my analysis of the Health Incentives Reform
Act nor of any of the other procompetition proposals, nor of any national health
insurance proposal, has fallen within the scope of my consulting assignments with
them.. (My consulting assignments have been in such areas as long-range capital
financing policy, strategic planning, and cost-effectiveness evaluation of investment
alternatives.) I have also done consultation for numerous other organizations in the
health care field.

Is this meant to be a subtle attack on my integrity and professional independence,
an attempt to discredit my proposals through innuendo and insinuation? Is he
implying that I am representing as my own something that is really someone else’s?
If so, I categorically deny the implication. It is both false and absurd. It would make
no sense for me to do such a thing. My proposal was first published in the New
England Journal of Medicine, the nation’s leading medical journal. It is ridiculous
to suggest that the Journal's editorial board, composed of some of the nation's
leading medical minds, could be fooled into thinking that what was really a “Kaiser-
Enthoven-HMO proposal” was an Enthoven proposal for fair competition in the
private sector.

I defend my proposals and criticize others on the merits, and not on the basis of
the professional assocations of the authors. I think it would improve the quality of
the dialogue greatly if Mr. Kaplan were to do the same.

There may be another reason why Mr. Kaplan refers to me as “Kaiser-Enthoven.”
On page 20 of his diatribe, he states: “It is fair to theorize about Kaiser-Enthoven
because it is a theory, itself.” Then he goes on to conjure up a fantastic scenario
that ends in ‘‘a massive HMO medical monopoly.” I wonder if Mr. Kaplan is trying
to suggest, in his fantasy, that I will become a German-style monarch who presides
over the HMO medical monopoly, not a “health czar” but a "“health Kaiser!” The
dream is exhilarating; it sounds like a lot more fun than being a mere Stanford
professor. Let me assure you, then, that my ambitions are limited to making a
modest contribution to improving the equity and efficiency of our health care
economy.

Seriously though, the proposals to create competition are not as “theoretical’ as
Mr. Kaplan implies. On the contrary, they are based on such demonstrated practical
successes as health plan competition in Minnesota and Hawaii, the Federal Employ-
ees Health Benefits Program, and Project Health in Multnomah County, Oregon.
And, as you well know from your own observation, the results of these experiences
are encouraging, though not conclusive proof of efficiency in a scientific sense. And
they do not support Mr. Kaplan’s theories.

It is ironic that Mr. Kaplan thinks that proposals that would create competition
and break up the present noncompetitive situation would create a massive monopo-
ly. It should make one wonder about everything else in his paper.

Yours sincerely,
ALAIN ENTHOVEN.

Kaplan response:

Professor Enthoven states that it is erroneous to imply that his proposals provide
special preferences for HMOs. If such an implication is erroneous it is curious as to
why he has expanded such energy in his writing defending them against findings of
Professor Luft and the paper I prepared.

Certainly this is a curiosity in itself, but his implication that the evolution of his
CCHP proposal into whole-hearted support of the “competition” proposals before the
Finance Committee does not constitute a preference for HMOs is not only mislead-
ing but also it is false.

e accurately states that Kaiser neither has taken a position for or against his
plan nor has it endorsed any national health insurance plan. By implication, he
postures Kaiser in a stance of silence on various ‘‘competition” proposals, which is
misleading.

On February 12, the California Chamber of Commerce Health Care Costs Commit-
tee met to consider various proposals Lo contain health costs, which ultimately were
to be submitted to the full Chamber membership. One of the proposals before the
Chamber Committee was submitted by Professor Enthoven, according to the Cham-
ber statf. I was present at the meeting of some 60 California health benefits and
health ‘inancing officials. The debaie over Professor Enthoven’s plan was between
me and Scot Fleming, Senior Vice President of Kaiser Foundation Health Plan, and
whnen the vote was taken, the only vote cast in favor of Professor Enthoven's
proposal was cast by Mr. Fleming.
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There is a further coincidence of 1ssues advocated by Professor Luft and beneficial
to Kaiser. Contained in Professor Enthoven’s CCHP is a recommendation that
HMOs receive 95 percent of the area fee-for-service per capita cost for providing
services to Medicare beneficiaries. This has been a position of Kaiser since 1972 as
evidenced by a Kaiser memorandum made a part of a Senate Finance Committee
record on May 18, 1978.

There is yet another coincidence between the Qosition of Professor Enthoven and
that of Kaiser. The strategy of providing ‘‘choice”” as a substitute for clear account-
ability for real Kaiser costs, quality and satisfaction is a fundamental and long-
standing tenent of all Kaiser development plans. In short, Kaiser seems to be asking
that it be “‘chosen” and once chosen that the consumers accept its determinations of
cost and quality. _

But certainly the most convincing evidence of the relationship between Kaiser
interests and Professor Enthoven's proposals is his acknowledgment that he is a
consultant to Kaiser and perhaps this is one reason why there is a coincidence in
his positions and those issues benefitting or advocated by his ciient.

I do not believe that this is sinister nor do I believe that this relationship impugns
the integrity of his work, as Professor Enthoven suggests. Professor Enthoven's
personal advocacy in Washington of matters beneficial to his client simply shows
that Professor Enthoven is a good businessman.

U.S. ADMINISTRATORS INC.,
Los Angeles, Calif., April 3, 1980.

Harorp S. Lurt, Ph. D,
Assoctate Professor of Health Economics, School of Medicine, University of Califor-
nia, San Francisco, Health Policy Program, San Francisco, Calif.

DEAR Proressor LUFT: Thank you for your March 26 letter in which you raised
some concerns about our use of certain of your materialg in our paper entitled, ‘‘The
Competition Model May Be Anti-Competitive.” First, I want you to know that I join
others in regarding gou as perhaps the most objective of those analyzing today's
situation with regard to health care financing, and I believe your work will ulti-
mately be cited as most significant in the field.

The paper we prepared was a summary of various materials and was not intended
to be a definitive writing. Its sole purpose was to raise questions as part of a debate
by those consid2ring the socalled ‘‘competition” alternative to present health care
financing systems. I must admit that your paper, “HMOs, Competition, Cost Con-
tainment, and NHI,” does a much better job of questioning the wisdom of
institutionalization in law of so-called “‘consumer choice” and ‘competition” alterna-
tives. Frankly, I am surprised and disappointed that more currency is not being
given to your work on Capitol Hill. Although I disagree with the present thrust of
various ‘‘competition” proposals, I do believe that there is contained in them the
elements essential to a long-overdue and much needed debate.

I am sorry you feel we quoted your work out of context. I do not believe we did.
Moreover, the paper was submitted to the most severe scrutiny by lawyers, health
care financing specialists and by professional writers who were asked to review the
writing for just this type of concern.

First, in an effort to avoid any claim of misquotation or quotation out of context,
we included your paper as an attachment to every paper we distributed. Moreover,
each significant document cited in our writing was likewise attached.

Secondly, we introduced the reference to your writing on page ten of our paper by
calling to the readers’ attention that these were “Summary” remarks and the entire
ﬁaper was appended. We did this with the following introductory sentence: “Luft, in

is above cited l_ra r which appears in Appendix II, states in a summary section of
his writing on O costs that:

Thirdly, we called to the attention of the reader on page 11 that your comments
on self-selection were one of {our several theories when we introduced the quotation
from your paper with the following sentence: “Luft discusses this suggestion in his
paper and offers several alternative theories, including the following:’

ith all due respect, I do not believe that Kour material was quoted out of
context, but I do appreciate the desire of any author, particularly scholarly writers,
to see as much of their materials presented in as complete a context as possible.
Your suggestion that we quoted your writing out of context implies that we willfully
used portions of your work in an effort to mislead. Such a suggestion is wrong.

In your letter, you also call attention to a statement on page 18 of our paper,
which was actually contained on page 20. This was a summary section of my paper,
and I am sorry you feel that “there may be attribution by association” to you
because your work is referenced elsewhere on the page. The more important issue
you raise is on the point of self-selection, and you invite me to provide you with

62-511 0 - 80 - 9 -
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evidence on the self-selection question. I would like to refer you to Appendix IV of
my paper, entitled, “Risk Differential Between GHC Medicare Open Enrollees and
Other Medicare Beneficiaries” by Paul Eggers. The self-selection question is also
raised in Appendix VI, “When a Solution is Not a Solution: Medicaid and Health
Maintenance Organization,” by Bruce Spitz. Perhaps the best overall discussion of
self-selection, however, is contained in the section of your paper entitled, “The
Impact of Self-Selection,” (a title that implies the practice exists). Your writing
raises very serious issues for consideration by any reasonable legislator, any respon-
gible health benefits officer and any group of trustees who take seriously their
fiduciary role.

In our discussion of the experiences of San Francisco, Rochester, NY, and Minne-
apolis-St. Paul, I fail to see that we have a quarrel; but, once again, I direct your
attention to your own paper and the section entitled, “The Competitive Impact of
HMOs.” Once again, you raise most serious questions for consideration by legisla-
tors, health benefit officials and trustees.

I want to make it quite clear that I absolutely do not believe that your paper was
quoted out of concern, and I would like to pledge to you my support for your most
important work. Indeed, in a world where the clarity of debate is clouded by the
misuse of our language and where the marketing strategies of self-interested groups
are cloaked by university-based representations and public interest buzz-words, your
work stands as the effective expression of honest, forthright research b on
obvious deep, personal integrity.

Although I have never met you, I deeply respect you and your work and this is
why I am so sorry you feel my own effort may have done a disservice to you. I am
grateful that you indicated the names of persons being copied with your letter to me
ahd that you included a copy of your letter to Dr. Chris Saudek of Senator David
Durenberger’s staff. Certainly, your paper and your testimony before the Senate
Committee on Finance last month would have been a most important contribution
to the hearing record and it is unfortunate this did ot take place.

Finally, I noted that you sent on the same day letters to me and to Dr. Saudek in
which you made the allegations against me. [ want you to know that I feel you were
most unfair to me because you did not give me a chance to discuss directly with you
the concerns that you had. Furthermore. in writing to Dr. Saudek you effectively
soug!xt. perhaps unintentionally, to undermine my testimony before the Committee
on Finance.

I would be most pleased to meet with you at any time to discuss your point of
view, and I certainly would be honored to hear of your continuing, important
research. | want to repeat that it was most unfortunate that you did not testify at
the Finance Committee hearings on the Durenberger proposal because I know of no
other analyst who has better set forth the evidence and theory behind what should
be the concerns of the American family, the labor movement and the business
community with Senator Durenberger’s proposal and the predecessor offerings of
Professor Alain Enthoven. You, more than anyone else, appear to have thought
these matters through and it is for this reason I am sorry you did not testify before
the Finance Committee.

Your charges against me to a member of the staff of a United States Senator are
very serious. Testimony before the Congress must be truthful and accurate. There-
fore, I am asking Senator Herman Talmadge, Chairman of the Finance Health
Subcommittee, to include in the printed record of the March hearing a copy of your
letter to me, noting courtesy copies to Mr. Scot Fleming and Professor Alain
Enthoven of the Kaiser Foundation Health Plan, a copy of your letter to Dr.
Saudek, and a copy of this letter to you. -

1 hope that you will give serious consideration to my views and that you will
review your own conduct of this matter.

SaMuEL X. KAPLAN,
President.

UNIVERSITY OF CALIFORNIA, SAN FRANCISCO,
ScHooL oF MEDICINE, HEALTH PoLicY PROGRAM,
San Francisco, Calif., March 26, 1980.

Mr. SAMUEL K.APLAN,
U.S. Administrators, Inc.,
Los Angeles, Calif.

Dear Mr. Kapran: It has recently come to my attention that you have been
quoting some of my resea~ch on HMOs in your paper entitled “The ‘Competition
Model’ May Be Anti-Competitive.” While I am pleased you have decided to dissemi-
nate my er on “HMOs, Comretition, Cost Containment, and NHIL,” I am rather
concerned about the way you used some of the material in your paper. There are
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two issues I would like to raise—(1) quoting out of context and (2) the applicability
gf blany research findings on self-selection and competition to the current policy
ebate.

Your quote on pp. 10-11 reproduces only the self-selection explanation of lower
admission rates in HMOs. I purposely included four explanations. (1) careful triage,
(2) quality differences, (3) prevention, and (4) self-selection) in the same paragraph to
avoxd such misplaced emphasis. Furthermore, there is no evidence that active

“gkimming” by HMOs has occurred anywhere but in the unique situation of the
MediCal Prepaid Health Plans in southern California during the early 1970’s.

On page 18 you say ‘“[t]here is strong evidence to support the theory that HMOs
may be less expensive because healthier persons select them and that the costlier ill
or illness-prone employees choose indennity, third party or self-insured arrange-
ments.”” While not a quote in your paper, you mention me immediately before and
after it, so there may be attribution by association. Let me reiterate one point that
should be clear from my work—there are relatively few aspects of HMO perform-
ance on which there is strong, unambiguous evidence and self-selection is definitely
not one of them. In fact, the self-selection issue is one for which the evidence is most
scanty. If you have any evidence on the self-selection question, I would be most
interested in examining it.

On page 7 of your paper you lump together San Francisco, Rochester, New York,
and Minneapolis-St. Paul as places “where the kind of competition envisioned by
the ‘competitive model’ has been in place for many years.” In fact, competition in
the latter two areas has been notable in only the last few years. Thus, the “weak
and contradictory” evidence on competition is to be expected. It takes quite a while
for the medical care system to respond to changes in financing and organization,
and several more years for researchers to perform enough studies to develop solid
evidence in any direction. The first pieces of research on a fluid situation are almost
always ‘‘weak and contradictory.”

Finally, I must emphasize that competition between HMOs and conventional
plans under the current tax system is quite different from that which might ensue
under proposed changes to the laws regarding employer contributions to health
insurance. Thus, the presence or absence of a measurable ‘‘competitive impact” in
the current environment has only limited relevance for the policy debate.

If you have any other questions concerning my paper or other research, I would
be happy to discuss them with you.

Sincerely,
” Harowp S. Lurr, Ph. D,
Associate Professor of Health Economics.

UNIVERSITY OF CALIFORNIA, SAN FRANCISCO,
ScHooL or MEDICINE, HEALTH PoLicY PROGRAM,
San Francisco, Calif., March 26, 1980.

CHris Saupek, M.D.,
Senate Finance Committee,
Dirksen Senate Office Building, Washington, D.C.

DeAr DR. SAUDEX: Alain Enthoven mentioned to me that Mr. Samuel Kaplan of
U.S. Administrators recently testifed before the Senate Finance Committee. I have
not seen his testimony, but I have seen a paper he presented to the California State
Chamber of Commerce Health Care Costs Committee. In that paper he uses .ume of
my findings out of context.

I have recently written him pointing out some of the misinterpretations in his
paper. Since he testified before receiving my comments, some of the same problems
may have been present in his testimony to the Finance Committee. To help put the
question in perspective, I am enclosing a copy of my letter to Mr. Kaplan.

Sincerely,
Harorp S. Lurr, Ph. D,
Associate Professor of Health Economics.

Senator BOREN. Our next witness is Mr. Michael Bromberg, ex-
ecutive director, Federation of American Hospitals, accompanied

by Dwight Hood, president.
Mr. Bromberg, we are happy to have you.
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STATEMENT BY MICHAEL D. BROMBERG, EXECUTIVE DIREC-
TOR, FEDERATION OF AMERICAN HOSPITALS, AND DWIGHT
E. HOOD, PRESIDENT, FEDERATION OF AMERICAN HOSPI-
TALS

Mr. BroMBERG. Mr. Chairman and members of the subcommit-
tee, my name is Michael D. Bromberg, executive director of the
Federation of American Hospitals. With me is Dwight E. Hood,
president of the federation and vice president of Lifemark Corp. of
Houston, Tex.

The Federation of Aruerican Hospitals is the national association
of investor-owned hospitals reprzsenting approximately 1,000 hospi-
tals with over 111,000 beds. Our member hospital management
companies also manage under contract more than 350 hospitals
owned by others.

Investor-owned hospitals in the United States represent approxi-
mately 25 percent of all nongovernmental hospitals. In many com-
munities, investor-owned facilities represent the only hospitals
serving the population.

In light of the current state of the Nation’s ecoiiomy, and our
past experience with the inflationary impact of new Federal pro-
grams, any health insurance measure should be phased into being
over a number of years to cushion the economy frorn sudden in-
creases in demand for services.

The initial phase should target protection for low-income families
and catastrophic coverage for aill Americans. Any new insurance
plan should minimize public sector financing and Government ad-
ministration and should maximize private sector financing and
administra‘ion through the use of private insurance and alterna-
tive delivery systems.

The following principles should, in our opinion, be adopted to
achieve these objectives. -

- One, competition among health plans and providers must be
stimulated by applying market-oriented economics to health care
delivery. This kim{ oF competition can bring about greater effi-

ciency in the utilization of health services, encourage diversity and

innovation in providing services, and give consumers the maximum
freedom of choice among delivery systems.

Two, federally financed programs should reward efficient provid-
ers and plans.

Three, patients must have some finarcial stake in the system,
through some cost sharing of premiums and copayment of incurred
costs, in order to bring soine markci-oriented restraint to decisions
on utilization and choice of plans.

Four, the amount of Government subsidies or employer contribu-
tions to various health plans should be the same fixed dollar
amount. Higher premium costs should be borne by the party select-
ing the plan. This would encourage consumers to select efficient
plans or elect to purchase higher cost plans at higher out-of-pocket
cost.

Most of these principles have been utilized by the Federal em-
plog'ees health benefits program which has been in effect since 1960
and now provides coverage to over 10 million Federal emﬂloyees.
These principles could be incorporated into a national health insur-
ance bill in the following manner.
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One, mandate vr encourage through tax incentives the offering
of multiple health insurance plans to all employed persons by
employers. :

Two, require the medicare and medicaid programs to offer simi-
lar private health plan options—HMO’s, private insurance, and
other delivery systems—to Federal program beneficiaries at a fixed
equal dollar contribution rate.

Three, extend Federal funds to purchase private insurance in
lieu of receiving care under federally administered programs. For
the near poor, the Federal contribution or subsidy should be geared
to family income.

Four, revise medicare and medicaid institutional reimbursement
for services to beneficiaries who do not opt into a private plan. Cost
reimbursement should be replaced by target rates calculated by
comparing similar facilities in order to reward efficiency and pe-
nalize inefficiency.

Unless these basic changes in approach are incorporated in any
health insurance bill, we will aggravate existing disincentives for
cost effectiveness and expand the underlying causes of inflation
and increasing demand.

Those underlying causes are cost reimbursement which discour-
ages efficiency, third party payment with little patient financial
participation which discourages restraint, and lack of competition
among health plans and providers which discourages both effi-
ciency and restraint.

S. 1968, the Health Incentives Reform Act, sponsored by Seaator
Durenberger and cosponsored by Senators Boren and Heinz, con-
tains many of the basic reforms which we have discussed. We
would urge the subcommittee to expand the multiple choice and
equal . contribution features of the bill to include the medicare-
medicaid programs.

Other proposals pending in Congress would allow beneficiaries
the option of enrolling in HMO’s but not other private insurance
plans. That amounts to limited and unfair competition and we urge
that any such provision be broadened to any privatc plan which
provides benefits equal to those recognized by the imedicare and
medicaid programs. i

S. 1968 addresses one of the critical factors influencing increas-
ing utilization of health care services and the resultant increase in
expenditures, our Federal tax policy concerning health insurance
and expenses.

We su(fport a change in the tax code encouraging employers to
offer and employees to select low cost insurance plans. According
to a recent Congressional Budget Office report, the Federal Govern-
ment subsidizes health care through various tax provisions in the
amount of $14.5 billion a year. These tax subsidies fuel the demand
?or1 5nsurance, utilization, and unrestrained spending in the health

ield.

Current tax laws allow the exclusion from employees’ taxable
income of contributions made by employers for employees’ health
benefits. Consecil)xently, employees have a great financial incentive
to bargain for broad, employer-financed heaith benefit packages.

Such coverage stimulates more frequent utilization of health
care aervices and drives up health care expenditures. It removes
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any cost consciousness on the part of consumers and provider.
Employees are not encouraged to seek benefit packages more spe-
cifically tailored to meet their health care needs, especially in light
of the prevalence of group health coverage.

Changing tax provisions to eliminate open-ended employer con-
tributions as proposed in S. 1968 and encouraging the offering of
several health plans would do much to increase consumer aware-
ness. Today the system of medical insurance insulates consumers
through use of first dollar coverage and low deductibles from the
direct cost of health care.

Those whose health care is financed with Federal funds also
have been desensitized to the cost. This type of legislation ad-
dresses the problem of lack of consumer participation in health
care financing.

Employer plans, in order to qualify for tax deductions or exclu-
sions, should ultimately provide the medicare psackage of benefits
such as in S. 1968, but should include sufficient copayments and
deductibles to increase consumer awarenc:: ~f medical care costs
and their participation in utilization decisions.

Those participating in public health programs, medicare and
medicaid, should also have the choice of alternative private health
care plans. Through use of Government voucher or other participa-
tory system, these beneficiaries and recipients should be given the
option of selecting their health care coverage from among qualified
health insurance plans and delivery systems.

The offering of alternative plans required in S. 1968, with the
standardized benefits package, will simplify for consumers the
process of comparison shopping among various health insurance
plans. The bill promotes consumer choice and awareness and re-
wards judicious consumer action.

The multiple choice proposals increase competition in the third
party payment system. Health insurance companies will know the
exact dollar emount that qualifies Yor the employer exclusion. They
will be competing for the same dollars on the basis of price.

Providers of health care will also play a role in reducing health
care expenditures. They will be able to negotiate with health insur-
ers for financial incentives for the delivery of cost-effective quality
health care. .

Teaching institutions must be assured that education costs will
be recognized in such negotiations. Increased consumer sensitivity
in participation in health care decisions will decrease the overutili-
zation of and demand for excess services.

Imposing a limit on the amount employers may contribute to a
health plan without any part of the contribution treated as taxable
income to the employee would force consumers to at least consider
ezixercising restraint in selecting benefit packages as well as health
plans.

The Congressional Budget Office, in testimony presented to the
House Ways and Means Subcommittee 'n Health, viewed the limit-
ing of tax-free employer contributions to and the offering of alter-
native health plans as “ways to reduce the use of insurance and
contain medical expenditures.”

S. 1968, by requiring multiple choice and equal contributions
regardless of plan selection, would increase consumer involvement
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in decisions about the health delivery system at the time of health
plan selection rather than when entering the health care system.
This in turn would stimulate the development of alternative plans.

We support S. 1968 with the following recommended amend-
ments. One, the amount of excluded income for employer contribu-
tions to a health plan on behalf of employees should be limited to
an actual national experience adjusted for regional differences.

Two, the rebate from selection of a lower cost health plan should
be split equally between employer and employee and between the
Government and beneficiary. This will provide an incentive for
employers and the Government to encourage the offering of plans
priced below the expenditure limit helping to stimulate develop-
ment of alternative health care delivery systems.

Three, allow self-insurance by employers unless more than 10
percent of employees choose alternative plans offered. Such plans
should be viewed as alternatives and part of any competition
approach.

Four, permit multiple plans to be offered by the same carrier in
order to ease the administrative burden on employers.

Five, grandfather existing contracts. Employers should not have
to come into compliance until expiration of existing contracts.

Six, plans offered by employers should provide 60 to 120 days
continuation of coverage after termination of employment.

Mr. Chairman, we believe that the principles we have outlined
here today are not only desirable but would save the Government
millions of dollars, if not billions, in administrative costs. A recent
study by William Hsiao, Harvard professor of economics, indicates
“that the Federal employee program, which relies on private admin- .
istration, has a unit cost of administration which is 26 percent
lower than medicare.

Savings from a market-oriented approach such as the one pro-
posed by the Health Incentives Reform Act could be used to extend
coverage to the near poor and others who are not protected. Those
savings could also be used to cover mental health and long-term
care needs which are presently inadequately covered by most Fed-
eral programs and private insurance plans.

* Mr. Chairman, for the past few years there has been a climate of
confrontation between health care providers and the administra-
tion. The confrontation has overshadowed areas of agreement be-
tween the industry and Government on the underlying causes of
increasing health costs. We urge Congress to look at those causes
or disincentives and to act on legislation designed to correct these
disincentives.

We have lost more than 3 years by engaging in political rhetoric
over the administration’s proposals to ration care. During those
several yeats, we could have been reforming the medicare-medicaid
payment system. That needs to be done immediately.

ow we also have an opportunity to increase competition and
restrain spending by fashioning legislation similar to S. 1968. We
urge the subcommittee to act favorably on that legislation with the
sug ted revisions incorporated in our testimony today.

r. Hoop. Mr. Chairman, we believe that there is a consensus
emerging among the majority of interested parties that a competi-
tion, consumer-choice approach to health delivery is a more effec-
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tive and sounder choice than the regulatory, Government-choice
approach. While some witnesses will undoubtedly raise objections
to certain features or provisions of S. 1968, few will oppose the
general intent and thrust of the proposal.

- While S. 1968 and similar proposals may be viewed as an out-
growth of the current pressure to curb health expenditures, they
do not rely on substantial new Federal regulations. Nor do they
focus on providers as the sole cause for rapidly increasing health
care costs. Most importantly, they rely on the private sector to
achieve significant change.

Congress should, under any national health insurance plan, pre-
serve a strong role for the private sector, thus injecting much-
needed competition into the health care delivery system. Similar
programs offering choice in Minneapolis and on a more comprehen-
sive basis in the Federal employees health benefits plan have
shown that competition can prove effective in curbing health care
costs while meeting health care needs.

For these reasons, we believe that S. 1968 with modifications
provides the basis for a politically acceptable as well as effective
strategy to achieve cost containment through appropriate provider
and consumer restraint in utilizing the health delivery system.

The increased demand for health services has been in large part
a result of the erroneous belief that health care is not only a right
but that somehow it is free. Third party payment, and particularly
fedcrally financed programs, have fueled increased health care
expeuditures by insulating beneficiaries from the real costs of
hesith care. The tax laws have also shielded most employed con-
sumers from those same real costs.

The competition strategy of S. 1968 addresses those elements
which hide the costs of health care from providers, consumers,
insurers, business, labor, and others who participate in decisions
affecting the quantity or volume of health services demanded in
the United States.

S. 1968 addresses those basic elements by encouraging restraint
while protecting freedom of choice. The regulatory strategy relies
on Government to impose restraint by controlling the system and
rationing services.

While the status quo would obviously benefit, or at least be less
risky for, providers, we believe a choice between the market and
regulatory policies should be made now. We have chosen the
market policy because we believe it is a more equitable policy for
all involved in health care, less 'apt to endanger quality of care,
and more efficient than a Government regulated system.

The competition strategy of the Health Incentives Reform Act is
also consistent with the voluntary effort to contain costs and con-
sistent with the antiregulatory viewpoint of the general public and
the Congress.

The legitimate concerns about specific provisions of S. 1968 are
correctable through the amendment process, but the legitimate
concerns about regulations as the answer to increased health costs
are not correctable within a regulatory framework.

We urge the committee to act favorably on S. 1968 with the
modifications we have recommended.
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We thank the chairman and the subcommittee for this opportu-
nity to present our views on the Health Incentives Reform Act.

Senator DURENBERGER. Thank you very much.

I wonder if either of you would describe for me the impact on
hospitals in this country of competition and do it as briefly as you
can. You have a wide variety of institutions under the definition of
hospital.

You have some very large hospitals, the ones equipped to deliver
acute care, the neonatal intensive care units, the open heart sur-
gery, all your tertiary care facilities.

Then you have an even greater variety of much smaller hospi-
tals. I am concerned with whether or not in a competitive setting
certain types of hospitals, particularly the larger ones, might
suffer. Second, to the extent that there has been a concern ex-
pressed here this afternoon by at least one witness about the
impact of the HMO'’s on the health care system, I would appreciate
your observations as to the impact of health maintenance organiza-
tions on hospitals. -

Mr. BROMBERG. Let me try to tackle the first one. Obviously I
cannot speak for all the hospitals. Particularly I cannnt speak for
the larger ones. Future witnesses may be able to.

But my opinion on the matter—we did put in a statement here
that we are concerned about the research and education costs of
large institutions and that would have to be protected, but my own
personal opinion, the impact on hospitals gets back to the question
of marketability of the option.

If there are several options being marketed by insurance compa-
nies it seems to me that any option that either treated a teaching
facility unfairly or left it out of the coverage would not sell very
well. Most of us would not want to buy an insurance policy that
says you can go to any small hospital but you cannot go to the
(tﬁgcbing hospital in Minnesota, or you cannot go to the Mayo

inic.

I think it would be in the best interests of both sides to have a
ﬁomil faith negotiation, which is what the market is, on the one

and.

On the other hand, I think it would give the insurance compa-
nies a stimulus or solid incentive to negotiate rates with hospitals
of all kinds, not just big teaching hospitals, but also small investor-
owned hospitals and get away from the present system of cost
reimbursement which is inflationary and has no incentives.

That step in and of itself would be worth the passage of this bill.
As a matter of fact, we gave some thought to recommending that
in order to qualify for Federal tax deductions, insurance plans
should not have cost reimbursement.

People agree it is a bad way to go but people do not agree on how
it should be done. I do not think we are experts, the Congress or
the Government or anyone else is expert enough to know what
kind of prospective rate is perfect for hospital X. To force the
market to do it is what this bill would do, and we think that would
be healtl:iy.

I would hope that in teaching hospitals and small hospitals, the
impact would be equal across the board. It would not be inequitable
on anyone. :
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In terms of the impact in general on hospitals both from this and
HMO's, I would say it is olwiously going to vary from area to area
but we just went through a situation in Washington, D.C., where
the biggest HMO 1 year ugo in effect went out bidding for the
hospital subcontract work and there was real competition for the
first time among hospitals to get that business

The teaching hospitals got some of it here. Not as much as they
had before. They got the ones for the esoteric test diagnosis and the
smaller hospi got more work for the routine cases. I think that
is healthy, to some extent, as long as all the hospitals are covered.

We are not here to testify in favor of your previous bill. I want to
make that clear.

We are not here to say that HMO’s should be forced on anyone,
but we think the mere presence of an HMO as an additional ojtion
forces the other providers to stay on their toes. It becomes a
yardstick, just as I think to have three or four hospitals in a town,
provided it is not overbedded, is probably better than to have one
hospital in town because somebody is there to keep you honest,
somebody is going to compare your rates.

What we have to do is get to a situation where we have rates
instead of cost reimbursement, which is tough to compare. I do not
see the HMO as a threat except in the sense that it has been
carried too far in terms of favoratism. One of the prior witnesses
mentioned exemptions from health planning. I think that is unfair
competition.

I think it can get carried too far, but just the concept is fine with
us.
Senator DURENBERGER. Thank you.

Senator BoreN. Mr. Bromberg, since you represent the propri-
etary hospitals you presumably have to be interested in profit and
loss issues. I wonder what additional suggestions you may have
how your hospitals could be more competitive than they now are?.

Mr. BRomBERG. The No. 1 recommendation we have been making
for years, and we endorsed the Talmadge-Dole bill for 6 years,
would be to first start with the medicare-medicaid program. I think
that the real cause of the problem is cost reimbursement which
takes away incentives and I think the Talmadge-Dole bill is a very
good step in the right direction to get away from that toward a
target rate and we would like to see that part of the bill, at least,
enacted soon. That is 40 percent of the business, and if you can
correct that, you have gone a long way. If hospitals have an incen-
tive to reduce costs for medicare, they will automatically be reduc-
inﬁcosts for everyone.

ou cannot reduce one-third of your costs without reducing the
other two-thirds. That would be step one.

Another step would be to put into place a system that encour-
. ages insurance companies to also get away from cost reimburse-
ment. Many of them use it. I think this competition bill would do
that, because to market a plan, it would benefit the marketer of
the plan to be able to negotiate a fixed rate.

I think all of these things are preferable to the Government
doing it. If we get a system that stimulates the private sector, do it.

Mr. Hoop. One other thing I would add to that. By adding
incentives now—I am speaking primarily from the patient’s point



135

of view—to get out of the hospital faster, it is common knowledge
that the faster turnaround generally will produce a better return.

Senator BoreN. You think a deductible or competing policies will
help that?

Mr. Hoob. I think there will be some pressure which will add to
the encouragement of moving the length of stay to a shorter length
of stay, which would save money and moving—perhaps those cases
to outpatient where it can be done on the outpatient basis, which
obviously would be less expensive.

Mr. BRoMBERG. If I can go back to the question for a second, the
implication—and I think it is correct—that we are interested in
the ability or opportunity of a hospital to make a profit, regardless
of its ownership, it should be able to make a profit so it can keep
going.

You get to a point of whether you want to choose the protection
of a system that lets all hospitals make a little profit, or a risk-
based market system that allows some hospitals to make a good
profit and others to go bankrupt because they fail, which is what
we do not have now.

I think we are saying we would like to take a step toward the
latter. Cost reimbursement is safe. If this bill did not pass, it would
probably be better in the short run for our members. Clearly we
would be better off with no legislation.

But in the long range, I think we would be a lot better off if
there was a way, not for the Government to close hospitals through
indirect reimbursement freezes, but a good way for hospitals, some
of them, to go under, the way other businesses go under because
they have not made it and have not been able to compete in the
same climate and other hospitals not to have a limit on how much
profit it couid make, as long as they were competing effectively.

Senator BoREN. You are saying there is room for competition
even in this field, which has the same effect, at least in some
degree, that it has in other fields, in terms of greater efficiency
based upon the need to become more efficient to continue to do
business.

Mr. BRoMBERG. Exactly.

Senator BoreN. Thank you very much.

We will proceed with the next witness, Mr. Alexander McMahon,

resident, American Hospital Association, accompanied by Michael
ash, acting director, Washington office.

STATEMENT OF J. ALEXANDER McMAHON, PRESIDENT, AMERI-
CAN HOSPITAL ASSOCIATION, ACCOMPANIED BY MICHAEL
M. HASH, ACTING DIRECTOR, WASHINGTON OFFICE

Mr. McMaAHON. Thank you, Mr. Chairman.

I am Alex McMahon. tyo-u noted, I am accompanied by Mike
Hash, the acting director of our Washington office. We represent
over 6,000 hospitals and health care institutions and over 30,000
personal members.

I would like my statement to be put in the record. I am just
going to make a couple of comments, Mr. Chairman. You and the
other members have been very patient this afternoon, and there is
no need for me to repeat any of the other arguments in favor of the
bill or any descriptions o* .t.
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We understand the cost concerns that the Senate has, that the
House has, that the administration has. We have those cost con-
cerns, too, because we don't feel any more comfortable under the
spotlight than anybody else. They led us to create the voluntary
" effort"to control health care costs in a coalition of doctors and
suppliers and carriers.

As I am sure you and the other members know, the VE is
succeeding. We have been reporting to you about it.

But, Mr. Chairman, controls, whether they are mandatory or
voluntary, aren’t really going to work over the long run if the
incentives don’t encourage cost containment activity. And the pres-
ent incentives, as some of these other witnesses have beer telling
you today, are still expansionist.

Government programs and private programs continue to encour-
age greater use; and hospitals and doctors are hard pressed not to
respond to provide more services to more people. ,

As we noted in our testimony, the Health Incentives Reform Act
is a plan to reduce health care costs by promoting competition
among health insurers and providers, encouraging structural
change in the delivery system, and enhancing the cost awareness of
the consumer.

As we see it, Mr. Chairman, it begins to modify the incentives in
the right direction.

On page 4 and 5 of our testimony we describe the plan. I am not
going to repeat any of that description, but I do want to emphasize
that we have noted the two different kinds of cost containing
involvement that the bill tries to bring about.

In some cases through a low option plan, it would bring about
cost sharing. This would, at the time of illness, make an individual
or the family more concerned about and thus more ready to dis-
course about the procedures that are to be undertaken.

The other incentive is through the choice of plans on an annual
or periodic basis. This may over time, we are convinced, as it has in
the Federal employees program, bring about a greater cost
awareness.

Another concern we have is about the insensitivity of a single
figure cap, to regional economic variations. We know that to
modify that in some way, to switch from $125 flat to some kind of
‘regional variation, adds a complexity. But we are studying that to
see if we can’t offer to the subcommittee and to others studying it a
way to make some adjustments so that the $125 will have the same
impact in New York as it does in Minnesota and in Oklahoma, Mr.
Chairman. ’

And finally, another issue that we have noted is the complexity
that arises because of dual coverage of two working people in the
same family, husband and wife. We deal with that now better than
we used to, with coordination of benefits.

But we are not certain about what the implications would be in
this kind of situation. That is a matter that we will to study and
are ready to provide the fruits of those studies.

In conclusion, Mr. Chairman, any mechanism that has the poten-
tial of maintaining the quality of this Nation’s health care at a cost
we can afford, while at the same time reducing or eliminating
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inappropriate governmental regulation, warrants the best and most
thorough study.

We are pleased that this committee is doing it. We think Senator
Durenberger has made a real contribution to the debate about
where we take our next steps, and we stand ready to be of assist-
ance to this committee in any way we can, Mr. Chairman.

Senator TALMADGE. Thank you very much, Mr. McMahon. I ap-
preciate your good statement and I think you have raised some
excellent points.

Following up earlier discussion or exchange that I had a minute
ago with one of the witnesses, from your experience would you say
that consumers do or do not evaluate the quality of care that they
get at hospitals, clinics, and from phys. cians?

Mr. McMaHoN. I think they evaluate a lot of things, Mr. Chair-
man. On occasion theycertainly are concerned about price, particu-
larly if there is a cost sharing or some limitation on it. And they
evaluate quality, and not quality always in the measurable sense
because we don’t know how to measure quality precisely. I wish we
had a better output measure than we do.

So the kinds of things that patients—I like that word better than
consumers, frankly—measure are the kind of care they got at the
bedside, the kind of treatment they got from the physician by way
of explaining what was going on, what the risks were, and his
treatment. Finally, of course, they evaluate whether they are
better and back at work, or whether the family member is, at the
conclusion at treatment.

So yes, they are concerned and they can be motivated, Mr. Chair-
nllxani) (l)ltherwise we wouldn’t have taken the position we have on
this bill.

Senator BoReN. Senator Durenberger?

Senator DURENBERGER. Thank you. !

I would not want to let the occasion pass without expressing my
gratitude to the association, not only for the testimony here and
the analysis of the bill, but I think particularly for the voluntary
effort process over the last few years.

I think in effect, without being crass, that it bought us all time.
We have some ideas, Senator Boren and I have, before the commit-
tee. We do not want to fall into the trap of more regulation and
artificial cost containment, either in the form of the cost contain-
ment proposals that have been before us or those that are con-
tained in other kinds of national health insurance legislation.

I wonder if I could ask you, Mr. McMahon, a question similar to
that I addressed to Mr. Bromberg, about the future of hospitals and
how the various kinds of hospitals in this country would behave in
a competitive environment. We now have some examples. The
Twin Cities is obviously the one I know best, and there are others.
There are examples of competition at work, the presence of either
federally or State-qualified HMO's, using the HMO in the generic
sense of a limited provider, prepaid form of practice.

I wonder if you would comment briefly on where you see the
hospital industry going in this competitive environment.

r. McMAHON. Senator Durenberger, I wish I could. But I have
got to be honest with you. I can’t. There is a lot of competition
there today. What we have been doing is making sure that this
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competitive concept and the implications in it are broadly dis-
cussed across the hospital field.

Obviously, an}\:thing that cuts back on cost is going to be painful.
I guess the further away I get from age 50, the more I understand
resistance to change. I try not to succumb to it. But you have heard
some resistance to change this afternoon.

Some of the answers that I have given grow out of some discus-
sions hospital people have to understand competition. They do
understand that people are measurinﬁ quality. And they are ready
to take some risks. Perhaps I tilted the cards a little bit by saying
something was going to happen one way or another.

The economists, it seems to me, from other areas have taught us
for a long period of time that there is no way you can impose
control solely on the supply side of the equation, encourage
demand, and expect to have any kind of reasonable, civilized, bal-
anced result.

I think the great contribution that is being made by these discus-
sions is an understanding that incentives focusing on cost contain-
ment rather than penalities and regulations are a much sounder
way to encourage a look at costs and what we are doing and
measure quality along with it. -

So I can'’t tell you what will happen, but I can tell you that most
of the hospitals that we have talked to prefer to see incentives on
both sides of the equation than solely on the supply side.

Senator DURENBERGER. Do you have any concern, then, about the
system that will change gradually, I suppose, from a cost reim-
bursement system to a rate negotiation system?

Mr. McMaHoON. I am worried a little bit about that rate negotia-
tion. Rate concentration, yes, this would do. I think that under this
approach, there are going to be different discussions going on be-
tween doctors and hospitals and patients and employers and prob- -
ably insurers, and a greater focus on it, a focus that we trust will
replace rcgulation, a focus that in lieu of regulation can bring
about a cost consciouness because all of a sudden we have brought
the consumer, or the patient, into the equation.

Senator DURENBERGER. Thank you very much.

Senator BoreN. Thank you very much.

[The prepared statement of Mr. McMahon and answers by AHA
to questions submitted by Senator Talmadge follow. Oral testimony
continues on p. 148.]
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ON S.1968, THE HEALTH INCENTIVES REPORM ACT

March 18, 1980

Mr. Chairman, I am John Alexander McMahon, President of the American Hosptital
Association. With me {s Micheael M. Hash, Acting Director of the Association's
Washington Office. Our Association represents more thao 6,100 member hospitals
and health cere institutiocas, as well as over 30,000 personsl sembers.

We spprecfate this opportunity to present our views on S$.1963, the Health
Incentives Reform Act, and commend this Subcosmittee for Lts continued attention
to the fssues of health insurance snd health care.costs.

INTRODUCTION

The Health Incentives Reform Act, introduced by Senator Durendberger and
cosponsored by Senators Boren and Heinz, 1s a plan to reduce health care costs
by promoting cowpetitfon among health finsurers, eacouraging structural changes
in the health delivery system, and enhancing the cost avarecess of the consumer.
We welcome the Subcomwmittee's interest in this nev and {onovative approach to
reducing health care expenditures. We hope that efforts aimed at controlling
costs can be accomplished in a manner that 1s cousistent with the goal of
irproving access to comprehensive health services for all our citizens. 1In
fact, S.1968 would improve health care coversge emong the working population by
marndating that employers who offer health iasurance to their employees provide a
sinimum benefit package, including catastrophic protaction.

ABA POSITION OF HEALTH INSURANCE ISSUES
Before proceeding with a discussion of the bill, I would like to place our views
in perspective by outlining our Association's position on health insurance
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coverage. It has long been our policy that all Americans should have access to
comprehensive health benefit coverage, consistent with economic constraints in
our nation. In our view, such s program should be built upon the existing
pluralistic system of financing snd delivering health services and should be
extended on an {ncremental basis related to available resources and system
capscity. The eethod of financing the system should include the use of such
sources as private premium payments, employer-mandated payments, general tax
revenues, and payroll texes, thus allowing for maximum flexibility, innovation,
and recognition of differences in local conditions. We believe that a plan
structured along these principles would best serve both the health care needs of
our nation and the realities of our economy.

Oo the other hand, we believe a federally-centralized program would bde
detrimentsl to the quality and accessibility of health care and would result in
a costly, top~heavy bureaucratic system. The federal government's role should
be primarily one of coordinat{on and standard-setting, in addition to {its
continuing obligation to the aged, poor, and medically i{ndigent. In view of
existing fiscal limitations, the development of such s program should be phased,
80 that the government does not raise expectations unrealistically and promise
benefits that are not affordable. )

We reslize, however, that {mmediate atteation must be given to developing both
short- and long-term solutions to the problem of rising health care
expenditures. As you are aware, Mr. Chairran, the AHA has undertaken, in
conjunction with other provider, consumer, and business groups, the Voluntary
Effort (VE), a program designed to restrain the rate of increases in health care
costs.

The VE has made significant progress toward thts goal, and we are proud of its
accomplishments. These accomplishments have proven thn.it is not necessary to
impose. & mandatory cost contsinment program on the nation's hospitals. As ve
have repeatedly stated, such an approsch would do nothing about the underlying
causes of crising hospital costs. We are pleased that the House of
Representstives and the ¥Finsace Committee have rejected this approach in favor
of continued voluntary cosmitments., Bovever, we also believe that a long-run
solutfon to current heslth care cost concerns will require broader action than
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can be provided by the VE, We believe that we must reinforce the VE by
examining the incentives underlying medical care cost behavior, and {t {3 for
this reason that we welcome your interest in this legislation.

THE REGULATION OF HEALTH CARE COSTS ’
Many regulatory ini{tistives have been undertaken i{n recent years in attempts to
coantrol heslth care costs, yet solutions have been {ncomplete and often
counterproductive. This fact can be attributed to the highly complex nature of
the medical care sector and the aumercus and often conflicting incentives that
sffect both the supply of and the demsnd for medical services. Further,
governmental regulatory policy 1tself has often been uncoordinated,
inconsistent, and contradictory.

This Subcommittee is familiar with the recent history of federsl involvement in
the regulation of our health care system., It is a history of payment and
capacity restraints on hospitals, while each year private and government
progrzas have broadened the access of {ndividuals to health services. In
addition, extension of health insurance coverage to the employed populatfon has
provided "first dollar" beaefits for a greater number of penple. As access has
improved, expenditures for services have risen, creating pressures for even
greater regulatory activity.

A proliferation of regulations, sometimes highly specialized and frequently not
coordinated with other relevant regulations, has also driven up the cost of
delivering health care. The costs of compliance that must be borne by the
private sector are staggering. Some of these costs are easily t{dentified, such
as incresses io paperwork, time, and effort. More {mportant, yet difffcult to
isolate and quantify, are other costs to society in the form of reductions in
innovative inceatives and shifts to less efficient, but more expensive, modes of
activity.

§.1968 1s reflective of the growing consensus in this country that, just as we
cannot continue to create an unlimited supply of health professionals and
facilities, neither can we afford to fncrease indefinitely the demand for health
care'nrvicu. We are pleased that the concq;t of using marketplace incentives
to modify current patterns of demand for health care has been brought i{nto the

62-511 0 - 80 - 10 ,
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legislative forum, because, in our view, if this spproach is to be successful,
changes will have to be made in present regulatory policies to make them
consistent wvith marketplace incentives. By atteapting to restructure incentives
on the demand side of the equation, the Health lacentives Reform Act focuses
attention ou an important factor in health care coﬁt‘increuel.

INTENDED EFFECTS OF THE HEALTH INCENTIVES REFORM ACT

" The Health Incentives Reform Act 1a a propossl designed to strengthen the
marketplace forces in the health insurance industry and the health delivery
system. The messure seeks to wodify--through changes in the tax law—the
incentives which affect demand, The AHA believes that such changes could
contribute to curtailing excessive demand for health services.

The bill would add a new section 86 to the Internal Revenue Code. This section
would regulate the tax status of employer contributions to health benefit plans.
Usder current lawv (section 106 of the Code), employer contributions to heaith
insurance plans on behalf of employees are excludable from employees' gross
incoze.

Section 86 would require, first, that such cootributions be included in
employees' gross income to the extent they exceed a specified limitation (e.g.,
$125 per month for family coverage, indexed according to the medical care
componeat of the Consumer Price Index). This section also would require that
employer contributions de included {n gross income 1f the insurance coverage
provided by the employer did not comply with certain specific requirements:

. Multiple choice of plan options: employers with 100 or more
esployees would be required to offer three options for health
insurance coverage from three separate carriers. Each of
these options would have to provide continuity of coverage,
coverage for the faaily of the employee, and cartain afaimum
benafits, including catastrophic expense protes.ion.

e _ Equal coatribution requirements: The amount of the employer
contribution vould not depend on the option selected by the
employee. If the contribution level selected by the employer
exceeded the cost of the opticn chosen by the employee, the
difference would be paid to the employee either in cash or
in other benefits. (Under a nev section 3508 added by the
bill, this cash rebate would be taxable.)
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The requirements of a choice of {nsurance options and equal employer
contributions, combined with the limitation on such contridbutions and the change
in the employee's financial responsibility, f{s designed tc fincrease consumer
cost avareness at the time of obtaining health insurance or euvolling in a
prepsyment plan. The employee would have the choice of czzlecting "low option"
or "high option" coverage, but would bear from taxable income some of the cost
if a wore expensive "high option” plan were chosen. It {s expected that, as a
result, maoy consumers would consider their insurance needs more carefully and
select "lover option™ qualified plans at a lower premium. Such decisions, we

assune, would be based on adequate f{nformation about the plans.

The changes fn the tax structure would also have two indirect effects which
could {nfluence consumer choices:

. Increased cost sharing: To the exteat that the above incentives
would lead consumers to choose less expensive "low option" plans,
the consumers could be required to pay larger deductibles snd
copayments when gervices are provided.

L] Competition based on price: It {s expected that, as consumers

and employers became more sensitive to the costs both of insurance

and services, healti: care providers would be encouraged to compete

with each other in the provision of services to defined groups on

the dasis of price. Providers and insurers would be prompted to

develop alternative health care delivery modes or establish and

aegotiate other cost-saving atrangements.

) ABA COMMENTS ON AND CONCERNS ABOUT THE MEASURE
The AHA believes that the competitive approach cmbodied in the Health Incentives
Reform Act could well serve to increase the cost consciousuess of both consumers
&nd providers, and promote desirable structural changes in health care delivery.
The bill addresses cost concerns in a manner that is consistent with our
policies on the provision of health services. Since this approach builds on the
eaployment relationship by mandating minimum insurance benefits, 1t provides a
potential framework for the improvement of health insurance coverage. It also
has the significant advantage of working within existing private 1insurance
mechanisms. Further, this legislation, through direct competition, could
encourage innovation in the financing and delivery of health services and
promote the development of varied types of organizational and sponsorship
arrangemsnts for providers--consistent with the AHA's basic goals for health
services delivery.
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In addition, as we have noted, the bill's approach is consistent vith the need
to address directly the causal factors which underlie the cost behavior of both
providers and coasumers. If ve are to achieve a long-tern solution to the
problem of controlling the cost of medical care, it {s essential that we strive
to correct inappropriate incentives and strike a balance between demand and
supply.

We note, however, that there are sowe specific unresolved issues relating to the
consumer choice approsch vhich are of particular iaterest to hospitals. We
believe these 1ssues should be addressed early and carefully in deliberations on
this legialation. Specifically:

[] We are concerned about the effect of price competition on
iastitutions with major commitments to medical education
and research, vhich usually are financed substanttally
through patient care revenues. Such institutions necessarily
incur higher costs in the provision of services related to
these essential activities. Therefore, ualess and until
other sources of support are available, spectal provision
aust be made for these {nstitutions in a competitive environ~
ment.

[} Similarly, many hospitals vhich are providing services to
large numbers of indigent patients must finance this care
through additional charges to paying patients. Because of
this cross-subsidization for such undercompensated care,
special ansvers to the survival of these institutions in a
competitive environment must be found.

. We also are concerned about the inseasitivity to regional
economic variations of setting a nationally-fixed level for
employer contributions toward health insurance premiuas.

Such a level vould result in residents of high-cost service
areas finding that each premium dollar buys less health care,
potentially increasing the financial burdens for both con-
sumers and providers. Realizing that adjustments for regional
variations are complex, we nonetheless believe that a solution
to this problem must be found.

L] Another issue that wvarrants further evaluation {s the adminis-
trative complexity in the health insurance system arising from
the large number of American families in which both spouses
are employed and have employment-based health iosurince coverage.
Under existing procedures for the coordination of benefits in
such circumstances, the package of benefits of one spouse is
often used to fill gaps in the coverage of the other. This
practice will have an adverse influence on efforts to constrain
d d through choice approaches.
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. Fipally, we have a broad concern related to the impact of

coapetition for health care dollars on the scope, quality,

and accessidbility of services, and on those institutions

which provide leadership in health care delivery, often -

involving expensive equipment and personnel. The {ntro-

duction and diffusion of advancements fn medical practice

and technology are sometimes {mportant factors {n varis-

tions in the cost of hospital care. In view of the

unparalleled progress and quality of health delivery in

our nation, we urge a careful evaluation of the effect

of marketplace inceatives on the continued abilfty of

hospitals to make needed {mprovements widely available

to the American public.
Despite the existence of these specific concerns, we believe that we can and
should proceed to explore the potential of marketplace forces as & rational and
equitable approach to dealing with increases in health care expenditures aad as
an alternative to regulatory approsches. The Realth Incentives Reform Act is a
significaot step toward & workable adaptation of the consumer choice approach
and it therefore wmerits the serious attention of providers, consumers, and the

Congress.

The AHA s currently studying the effects of alternative health (nsurance
arrangements and the potential effects of consumer choice insurance programs on
the financing and delivery of health care. We are interested {n evaluating the _
effects on insurance coverage and utilization of nedical services of iuncreases
in out-of-pocket costs. We are hopeful that our work, in cooperation and
conjunction with other efforts that may be undertsken, will provide a basis for
more definitive evaluation of the assumptfoas which underlie the Health

Incentives Reform Act.

CONCLUSION
Mr. Chairman, any wmechanisa vith the potential of maintaining the quality of
this nation's health care at & cost wve can afford, vhile at the same time
reducing or eliminating inappropriate govermment regulation, warrants the very
best and aost thorough study thst the private and public sectors can undertake.

Mr, Chairman, I thank you for the opportunity to present our views on this
proposal. I will be pleased t¢ respond to any questions that you and other
aembers of this Subcommittes may have.
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April 2, 1980

Honorable Herman Talmadge, Chairman
Subcommittee on Health

Senate Finance Committee

2227 Dirkser Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman

At your request we are submitting responses for the hearing record on S$.1968 in
regard to additional questions which you asked subsequent to our oral testimony
on March 18, 1980. .

Question: HMOs are now proposing or building hospltals without planning agency approval,
for example, construction is proposed in D.C. and in Detroit, Michigan.
Do y. 1 belifeve this kind of preferential treatment spurs competition
and reduces health care costs? Does AHA support the exemption for
HMO hospitals? -

It has been the position of the American Hospital Association that the facilities
and services subject to review under state certificate of need statutes mandated
by the National Heulth Planning and Resources Development Act should include all
comparable facilities and services regardless of ownership, control, or location.
Arbitrary exemptions make it impossible to realize the goals of comprehensive
health planning regarding access, appropriate utilization, high quality and con-
trol of health care costs.

Competitors receiving special advantages can divert utilization from approved pro-
Jects and equipment, pushing regulated compatitors below the economic break-even
point. Competition, as contemplated by proposals for improved marketplace incen-
tives, 1s distorted under such circumstances. Marketplace incentives affecting
resource allocation are unfairly affected by uneven and inequitable regulation.
Consumer decisions, both in terms of costs and accessibility, will not, therefore,
reflect true preferences as long as one group of providers 1s given special bene-
fits by the regulatory process.

AHA has advocated that all construction of inpatient facilities be subject to
certificate-of-need review and approval. We vigorously opposed the provisions in
P.L.96-79 that exempt the inpatient facilities of health maintenance organizations
from atate certificate-of-need statutes. The plans for new inpatient facilities
in certain cities to which you make reference should receive the same review and
approval that is required for all other proposals of a similar nature.
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Question: We keep hearing talk of using large copayments and deductibles to dis-
courage people from going into hospitals or staying there. Based on
the experience of your member hospitals, what proportion of patients go
to the hospital and receive unnecessary care solely because it is
pald for?

Control of inappropriate utilization 18 a priority concern for the AHA and its mem—
ber hospitals, both to assure the appropriateness and quality of medical care and
to contain hospital expenditures. Recently, the activities of the Voluntary Effort
(a cooperative program of the private sector to restrain the rate of increase in
health care costs) have focused additional attention on the need to assure that
medical care 1s rendered in the appropriate setting and in a cost-effective manner.
Inpatient utilization has been affected by two distinct factors during this period:
vtilization review programs and the encouragement of outpatient services.

The AHA and its mewmbers have cooperated with the Professiocnal Standards Review
program, which has made significant advances in assuring that hospital care is of
high quality and rendered in an appropriate setting. In addition to recognizing
that hospitals are required by law to conduct utilization review and medical audit
programs with respect to patients whose care is financed from Medicare and Medicaid
funds, the AHA supports the principle that hospitals should conduct these programs
for all patients, regardless of the source of payment, as part of thelr corporate
responsibility to ensure high quality health care in their communicies.

While some insurance mechanisms through coverage and reimbursement policies may have
created incentives to use Iinpatient facilities in circumstances in which other modes
of treatment might also be appropriate, increasingly insurers (including the federal
government) have improved their coverage of outpatient services, and hospitals have
expanded outpatient programs to provide more services in this setting, where medi-
cally appropriate.

Importantly, the decision to hospitalize patients is, of course, made by the re-
sponsible physfcian, taking into consideration the many different factors affecting
individual patients. We are not aware of any evidence or experiences that indicate
that patients go to hospitals and receive unnecessary care solely because it is
paid for. The PSRO and other utilization reviews described above provide assurance
that decisions to hospitalize are appropriate and necessary.

Several so-called competition proposals now before the Congress are also relevant to
the points raised in your question. Two distinct approaches are being emphasized.
The first aims to increase the cost-awareness of individuals at the time they select
health insurance coverage; the other seeks to increase the cost-awareness of indivi-
duals at the time they obtain health services through higher deductibles and copay-
ments.

S.1968, sponsored by Sen. Durenberger, relies primarily on the former approach.

It is expected that, as a result of requiring that individuals be given a choice
among health plans and by limiting the amount of the employer contribution that

caa be excluded from taxable personal income, consumers wili consider wmore carefully
their need for coverage, perhaps selecting "lower-option" qualified plans at a

lower preafum.
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" It 18 true that, to the extent consumers elect these low aoption plans, they could
be required to pay higher deductibles and copayments when services are provided.
On the other hand, consumers could participate in low-option plans without increases
in out-of-pocket expenditures. That is, as consumers and employers become more
sensitive to the cost of insurance, health care providers would be encouraged to
compete with each other, on the basis of price, in the provision of services to
defined groups. Providers and insurers would be prompted to develop alternative
health care delivery modes or to negotiate other cost-saving arrangements, resulting
in lower insurance premiums.

Thank you again for the opportunity to participate in these hearings. We are
anxious to continue our assistance to you and your staff in the further refine-
ment of this legislation.

Sincerely

Mithael M. H:sh
Acting Director

do

Senator BoreN. OQur next witness is Mr. Waiter J. McNerney,
president of the Blue Cross-Blue Shield Association.
Mr. McNerney, we are happy to have you.

STATEMENT BY WALTER J. McNERNEY, PRESIDENT, BLUE
CROSS-BLUE SHIELD ASSOCIATION

Mr. McNEeRrNEY. Thank you, Mr. Chairman.

I ap{rear here in behalf of the Blue Cross and Blue Shield plans
around the country. I would like to submit a longer statement for
the record and at this point simply highpoint a few considerations.

The first point I would like to make is that we are used to being
in a competitive market. We go head to head against several hun-
dred good competitors every day across this country. I think an
important point to make is that the variety and the depth of our
competition is improving.

That is to say that today there is a larger number of diverse
financing schemes in the market than there was 10 years ago,
whether in the form of ASO’s, HMO’s. Those of us who are in-
volved in more traditional methods in addition have a wider scope
of benefits, new and innovative features.

So that the consumer, even though it may be dual choice instead
of multichoice, can exercise through his option now a greater inno-
vative force on the field than he could previously.

A word about competition versus regulation in a generalized
sense. We have listed some observations. I would like to highpoint
three. The field fell in love with regulation about 5 or 6 or 7 years
ago and ex that through public utility application, that the
prlo!{legms of cost, quality, access, distribution and so forth could be
solved.

Now I think we are beginning to recognize that the market
forces need much greater accent. I would stress that the orthodoxy
of either extreme isn’t right. We have got to be careful as we move
to the market that we undergird it with requisite regulations so
that the choices are defensible.

The second general comment that I would make is that in any
large-tcale prograin, even the FEP program which has been re-
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ferred to several times, there is a sore temptation by the adminis-
trator of the program to begin to move more and more into regula-
tion and standards and administrative fiat, if you will, which tends
to smother the innovative and market forces of the program.

When one contemplates going nationwide with a choice program,
I am simply going to, that the Congress is going to have to be
especially sensitive to the fact that there will be an even sorer
temptation when hundreds of millions of people are involved than
when 10 million people are involved.

The third thing we say about competition and regulation, is that
in the debate it is terribly important to understand that a No. 1
agenda item is the low income groups marginal to medicaid, and
medicaid itself. In the debate, one mustn'’t lose sight of the applica-
bility of this scheme to the low-income group or some alternative
scheme that suits that group, so that we don’t come through this
legislative period or the one subsequént to it without resolving
what is a very tough problem.

In our testimony we go on to talk about some problems that are
intrinsic in implementing choice or procompetitive legislation, not
just confined to S. 1968. I won’t get into those again. I think our
testimony raises a fair number. As an example, in any procompeti-
tive legislation, the question arises at what level you peg the
employer’s contribution.

Mr. McMahon has already mentioned that. Should it vary by
section of the country? If so, how do you classify? If the amount
exceeds the ability of small employers to afford the freight, what
do you do about that? How does one protect against adverse selec-
tion? What provisions should be made to protect against currently
negotiated health benefits?

I raise these questions only to make the point that they have got
to be taken into account if the marketing of this idea is to be
successful. There are vested interests that are there that have to be
contended with, labor, management, providers, carriers, et cetera.

In my opinion, these forces are going to have to be compromised;
the trick is how to compromise them. In that regard, I think we
come back to the fact that regulation should be designed to the
extent ible to make the competitive environment more effec-
tive rather than as a substitute for regulation itself.

As an example, one could contemplate laying down minimum
standards for benefits and for carriers without prejudicing the
fih?gle beyond a limited point. But again, I will not get into that in

etail.

A word more about the competition model. The theory behind
the model is that by getting people to take money out of their
pocket at the time of the transaction first and to shop among
alternatives when buying care through a carrier, that they will be
more interested in the transaction and will give incentive to the
carrier to produce more at a more efficient price.

I want to make mention of the fact that the out-of-pocket pay-
ment can be important, but its use, to me, has to be selective. That
is to saly, the problem is partly demand, but the demand problem
isn’t all how we prepay or insure. There are also the problems of
inflation, rising expectations toward health, higher incomes. Those
are also part of the demand picture.
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And importantly on the supply side, the excess beds, excess
doctors in some parts of the country, burgeoning technology, et
cetera, are also contributing. The point is that one can’t solve the
cost problem or the quality problem by bearing down on one side of
the equation without considering the other.

This brings me to the second point. If the incentive is to shop for
less expensive coverage, presuming that that will be worthwhile
coverage, one has to recognize that there is an underlying assump-
tion that by putting pressure on the carrier, the carrier will trans-
mit that pressure to the provider.

I have to be very sympathetic to that theory, because Blue Cross-
Blue Shield does turn around in a market under extreme competi-
tive pressure and contract with doctors and hospitals and others to
produce services. In that contract process, we try to negotiate
prices. HMO’s do the same thing. :

But I think it should be pointed out that not everybody in the
competitive market does that. Some simply trade the dollars. So a
lower price, instead of impacting the basic productivity, efficiency,
and effectiveness aspects of the delivery process, may simply ignore
them, and the question is, if you exacerbate that problem with
schemes such as ASQ’s, which you heard about, or experience
rating in the extreme, you jeopardize the insurance pool and its
ability to provid» continuity of coverage when a person leaves a
group and goes to a single coverage.

You jeopardize the ability of the carrier to subsidize to some
limited extent the high risk small groups, or groups who fortuitous-
ly have bad selection.

Now to come to the question of S. 1968. We have made some
specific suggestions about it. I will simply say that as we have
looked at it, it has got a lot of provocative ideas in it and wé think
we have made some useful suggestions that would perhaps improve
its current structure.

One further question I will raise here and then let it go at that.
There is a dilemma. You want three separate carriers involved in
fulfilling the prescription of three options.

The fact is in some sections of the country there won’t be three
carriers able to produce three discrete and defensible options. The
question arises of what compromises you make under those circum-
stances.

I would hope under any conditions that you would permit any
given carrier to offer more than one option. For example, under
the Federal employee program, we offer three or four. We offer a
high option, we offer a low option program, we offer an HMO
network, and some of our plans have individual HMO options.

We are one of the precious few that have the capital, the market-
ing expertise and background to be able to do that. So the principle
of tripartite choiee is sound, but perhaps it would be well to en-
courage those of us who have been in the field a long time to

romote a greater variety within our ranks, to provide the choice
in those places where it wouldn’t otherwise be available.

In sum, we think that the ideas in the act have a great deal of
merit. The trick is to come to a way of implementation that judi-
ciously balances the regulatory and the market forces and, in the
process, on the one hard protects security and social justice as it
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attacks, on the other hand, the problems of efficiency and effective-
ness.

In any event, we applaud you for your efforts and we stand ready
to be of specific assistance well beyond these generalities that I
have stated if we can be of any help.

Senator BoreN. Mr. McNerney, you have expresced the concern
about people going into the low cost plans when they are well,
shifting to the higher cost options when they are sick or when
there is likelihood to think they are going to have an illness or
health problem.

Do you have any suggestions for how we might combat that
problem in general?

Mr. McNERNEY. First of all, in a very interesting way it shows
that the consumers aren’t dumb, doesn’t it? I think that, yes, I
would, for example, not allow movement from one scheme to an-
other too rapidly, so that however you design your program, it
would be impossible to skip and jump based on an illness.

In order to qualify for movement, you might have to have a
certain tenure. Then, of course, there is the whole question of how
you design your system. My plea would be that it be designed in
such a way that you couldn’t develop cells that were too small,
where the adverse selection was too severe.

Precisely how you would subsidize some of the poorer risks with
resources from some of the better risks is something we could talk
about in greater detail. It is a very complex subject. But suffice it
to say, some provision should be made.

Senator BoreEN. You seem to be saying that there is a great deal
of competition among the carriers themselves. Do you see the
provider as the main barrier to competition in the current situa-

- tion, under the current system?

Mr. McNERNEY. A barrier?

Senator BoRreN. Yes.

Mr. McNEerNEY. I don’t see the provider as a major barrier to
competition. Let me give you an example. Under Blue Cross-Blue
Shield, if you will forgive me for a personal example, we have had
an overall strategy stimulated by the competition of HMQ's—
which we also offer, incidentally—to pay for less care in hospitals
and more outside, to get patients out of the most expensive site
into more cost-effective alternatives.

In the last 10 years, through a series of interventions, the
number of patient days per 1,000 subscribers across the country for
which we pay has gone down 18 to 19 percent. Our target over the
next few years is to move from where we are now at 720 patient
daﬁ per 1,000 subscribers toward 500 days.

e HMO average, including our own HMO's, is down around

300 or 400. We have, however, a larger slice of the American

population by age and occupation than our competition has. We

can’t aspire to get all the way down. But much has been done

which could not have been done under service contracts—and we

g}? contract directly with the hospital—unless the cooperation were
ere. -

The hospitals aren’t comfortable with rapid change any more
than you or I are, but on the other hand, they are changing. They
are accepting this challenge by developing more ambulatory care.
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Quite importantly, the multihospital system—shared services, in-
genious holding company forms—are beginning to move into the
picture, demonstrating that those who are effective are searching
for a response.

The sum and substance of the response they seek is alternatives
to the old inpatient way of doing business.

Senator BoreN. The competition, then, that you are experiencing
from other carriers and sometimes within the same company with
various carrier forms does have an effect and filters down into the
provider sector in terms of their increased willingness to make
adjustments to it also. -

Mr. McNERNEY. Yes, sir. And I think to that extent it is good. 1
would come back to one point, using today’s market as an example.
I am concerned with the growth of ASO’s and with insurance that
doesn’t substantively involve itself with the provision of care and
leave the selection process unfettered. While these good things that
I talked about are going on, it is true that poised delicately above
the parameters of medicaid is a population variously estimated at
from 5 million to 20 million people with either no coverage or
inadequate coverage.

Clearly, even with a solid medicaid program, their problem isn’t
going to be addressed, leaving the market to play exactly the way
it plays at the moment.

Senator BoreN. Senator Durenburger.

Senator DURENBERGER. Thank you.

I thank you, Mr. McNerney, for sharing your many years of
experience with us.

I bave a wide variety of questions that I would love to ask you,
but let me concentrate not on the provider or the insurer, but on
the employer. You have alluded to the employer’s role a couple of
times, and I think it is apparent that the emphasis here is on the
employer.

There has been testimony earlier today about the alleged advan-
tages of self-insurance, or self-funding, as I think it was referred to.
I would assume that since Blue Cross is the largest or close to the
largest writer of group coverage in the country, there are certain
advantages that you have over others.

1 wonder if you would speak to the nature of the advantages of
self-funding, the advantages that your companies may have in a
competitive environment, if you believe that there are those advan-

es.

Mr. McNERNEY. I would say up front that I am prejudiced on
this issue. Clearly the average self-funded program is a competitive
idea. But the problem with self-funding, it seems to me, is that,
number one, the self-fund would tend to be popular where the risks
were good. If I were an intelligent employer and I have a high risk
business, or particularly aged employees or handicapped employ-
ees, I would be a little foolish to go on my own when I could merge
xsngv1 eﬁperience through other devices such as Blue Cross and Blue

e

So there is a selectivity factor inherent here and this begins to

feed off into the society-wide problems we talked about a moment

ago.
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No. 2, I don’t think very many employers are inclined to inter-
fere much with the delivery system when the chips are down. After
all, if you have employee relations at stake, and there is a question
of more or less care, or whether the hospital should close a wing,
and you are on the board, the demonstrated experience is that
when you have got the risk, there is apt to be reluctance to move
aggressively.

You haven’t enough leverage in the market even if you have a
lot of desire. If you have 1,000 employees and it is a city of 1
million, what is your leverage? The leverage, in fact, through self-
funding is fragmented among a series of separate and disparate

parts.

So I have the feeling both from the point of view of community-
wide application and in terms of leverage over the system, that it
isn’t a particularly good thing to do.

I would add one more thought. It tends to be more popular where
labor is weak, and sometimes an employer can take advantage of
an employed population through these funds to an extent that I
don’t like to see, in terms of quality of benefits.

What we have to offer, and let me hasten to add that we still
have a lot to learn, is that we do take on groups, and to a certain
extent we do pool them, depending on their size, so that they share
in the experiences of others. We have never canceled anybody. So if

ou leave Blue Cross or Blue Shield as a group member, you can

ome a single member.

Our underwriting restrictions with regard to what degree family
members are covered and at what age they are still considered
dependents are quite liberal. I just pointed out to you that we are
trying to intervene with the delivery system, I referred particularl
to what has happened to the patient days for which we have paid.

We don’t always do a good job. We make mistakes in how we pay
bills, and our computers at times are apt to do embarrassing
things, like recently they canceled me for my own protection when
my wife went to the hospital. But on a very gasic level, think those
are the distinctions I would draw.

Senator DURENBERGER. You, I think, are the second witness
today who commented on the problems that might exist in certain
areas of the country relative to the availability of three carriers as
prescribed in this bill. I think your suggestion was some kind of an
alternative for three options from the same carrier.

I think you used the words “discrete” and “defensible’’to describe
the carriers. I am not sure whether you used those words deliber-
ately or for some other reason. I would be curious to know what
areas of the country, in your opinion, are devoid of three discrete
or defensible options.

[The following was subsequently supplied for the record:]

Response. Recognizing that S.1968 does not impose such a requirement, I use the
hrase ‘‘discrete and defensible” to mean a range of substantially differing options;
or example, a choice among Blue Cross and Blue Shield vervice benefits, a commer-

cial insurer’s indemnity program and a health mantenance organization. We are
not aware of any area of the country in which an employer would not be able to
satisfy two options by purchasing a quality health care program from a Blue Croes
and Blue Shield Plan and from a reputable first-line insurance company. Most of

the health care programs sold by the Blue Croes and Blue Shield Plans and the
commercial insurance companies are designed around the fee-for-service concept.
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The Blue Cross and Blue Shield Plans in most cases pay for services in full, while
the commercial insurance industry tends generally to sell a variation of that con-
cept which introduces deductibles and coinsurance. But on the point of a third
discrete option, the HMO concept and its several variations is the only one which
comes to mind, and there will clearly be a problem of access to this option for many
employers. To date, the development of the existing 225 HMO’s has come about only
in those areas where there tend to be high concentrations of people. In certain areas
of the country, for example the South and Great Plains states where there are
relatively few HMO’s, it may be difficult to make three discrete plans available to a
single employer.

Mr. McNERNEY. I would like to answer that responsibly by offer-
ing to make a statement for the record, but I will simply say that
there are some rural and semirural areas, near west, south, south-
west, near northwest, where clearly you would be fortunate to get
much more choice than fee-for-service, like Blue Cross-Blue Shield,
and often a weak indemnity scheme.

Under those circumstances, I would like to see anybody who can
come up with some alternatives encouraged to do it, whether they
are a third choice or a multiple of the second.

Beyond that, I would like to impress on you that the pressure on
carriers these days is to be efficient and effective. We have no
conflict of interest when we move in that direction. It is a matter
of survival and success.

I would like you to look at the Federal employee record, where
we offer four options. I am glad we have them and I think they are
all being run well. The point is that the Federal employee is not
disserviced by having access to four options.

Senator DURENBERGER. Can we narrow the problem of lack of
defensible choices down at all if we raise the qualifying limit here
to something greater than 100, or would you have some thoughts
on that 100-employee limit that you would share with us?

Mr. McNEerRNEY. You know, I suspected I might get asked that
question. Groups have interesting characteristics. I am not pre-
gared to answer whether that is a good point of distinction or not,

ut I would like to address it. I will go to our marketing people and
see if we can offer something not only in terms of size, including
actuarial experience, but in terms of the dynamics of the employer-
employee relationship and whether there is a better natural break-
point.

If you wouldn’t mind me submitting that statement, I would be
glad to do it.

Senator DURENBERGER. I would appreciate it if you would on
each of these.questicns, if you would like.

Mr. McNERNEY. All right.

[The following was subsequently supplied for the record:}

In preceding testimony, Senator Durenberger asked Mr. McNerney if we can
narrow the problem of lack of defensible choices if we raise the qualifying limits to
something greater than 100 employees.

nse. Without clearly and precisely identifying some specific objectives, it
would be difficult to determine the optimum number of employees the employer
must have before he must begin offering three choices of health insurance pro-

grams. We do beiieve that there are certain problems inherent in requiring an
emp! ver of any size to offer three distinct health insurance options to his

em‘?l?{vees: - . .

nder any situation, the three options would create additional administrative
expense, not only to the employer, but also to the insurance carrier. This increased
administrative expense ultimately winds up as an increased cost to the health care

program.
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Fragmenting an emgloyer's total employee population into a number of different
programs adversely affects the ability of the insurance carrier to experience rate
those groups. The choices give the employees opportunities to switch between the
high and low cost program, depending upon the level of care they want or need at
any given point in time. This adverse selection distorts utilization of the program
and can cause a greater fluctuation of premium charges.

In addition to the questions contained in the transcript, the Committee submitted
two additional questions:

Has Blue Cross suffered from adverse selection during annual open enrollment
periods under the Federal Emplo*;ee Plan? That is, do people shift from lower cost
plans to high option Blue Cross when illness occurs? And what do you believe would
occur if Fec;ple in good health could receive a cash rebate if they switched to a low
option plan? -

Response. In recent years, we at Blue Cross and Blue Shield have begun to look
more closely at the results of the Federal Employees Program Open Season. Our
analysis has focused on those employees who shift coverage between the various
options available through Blue Cross and Blue Shield, and there are strong indica-
tions that adverse selection is takinﬁ place.

As an example, our analysis for the 1975-76 Open Season shows that those people
who enrolled for High Option individual coverage used services at a rate 45 percent
higher than the overall program utilization for that category for the same period of
time, while those who enrolled for Hifh Option family coverage used services at a
rate 55 percent higher than the overall program utilization for that category for the
same period of time. Moreover, our analysis shows that those persons who dropped
our High Option coverage had a utilization of 55 percent for individual coverage and
65 percent for family coverage lower than the overall utilization of the entire
population enrolled in the same categories. We have been unable to pinpoint pre-
cisely what alternate plan was selected by those Federal Employees leaving the
High Option plan, but we feel certain that they enrolled either in our Low Option
or other federal options providing a low level of benefits.

For the same 1975-76 period, our study shows that those Federal Employees
leaving our Low Option plan had utilization higher than the overall pool for their
category. These people had utilization of 55 percent for individual and 35 percent
for family greater than the remainder of the same pool. Although we are not
certain as to the Flan chosen by those federal emnployees, we suspect they chose the
Blue Cross and Blue Shield High Option or other comprehensive plans.

We believe that a cash rebate would only exaggerate the adverse selection that we
have observed. Furthermore, a cash rebate may cause some individuals who would
norma]l{ require and choose high option coverage to select low option coverage and
collect the cash rebate which, in another sense, is again adverse selection. ~

Contention is made that Labor and Management have no incentives to seek
moderated health care premiums because employers’ premiums are tax deductible
without limit. Is that true in your experience? Are Labor and Management rela-
tively indifferent to health care premiums and costs?

Response. Management is, indeed sensitive to the cost of health care premiums. A

.. recent study of decisionmakers that we conducted found cost to be a significant

factor in Management's selection of carriers. We found that there were 30 criteria
considered in selecting a carrier for group health insurance. Of the eight most
important criteria, four were cost related—Nos. 3, 6, 7, and 8.

1. Pays claims accurately.

2. Pays claims on timely basis.

8. Competitive retention charges.

4. Provides explanation of all claims paid or rejected.

5. Answers questions promptly.

6. Program to hold down health care costs.

7. Program to reduce duplicate benefit payments.

8. Competitive premium charges.

These were characteristics considered extremely important or very important.

These findings definitely indicate that employers and Management look at costs
very carefully. )

As to Labor, we can only say that Labor may be less concerned with costs and
mo:: concerned with level of benefits than Management, but is not indifferent to
costs.

Senator DURENBERGER. One other issue relates to the size of the
cell, as either you or someone has referred to it. The problem
always comes up, particularly with small businesses, suppose you
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have one carrier that gets 60 employees to sign up and another
that gets 35 to sign up, and you are left with 5? Do you share that
concern?. Do you think that is realistic’ And do you have some
recommendations for us as to how this might be handled?

Mr. McNEeRNEY. I am concerned. I think what you want to con-
cern yourself with is that the carrier that gets the five can join
those five with another five and another five and another five,
which is a form of community rating.

The way things go in our industry, and I am speaking just for
Blue Cross and Blue Shield, is that if a group is beyond a certain
size, it stands on its own bottom. If it is between, let’s say, 100 and
1,000, it would go in a pool with a lesser subsidy than it would if it
were a smaller group, which would get the greater subsidy from
the insurance pool.

Now, that varies by plan and the techniques used, but some
provision has to be made to merge that group of five in the exam-
ple you cited with others. .

Senator DURENBERGER. With regard to FEHBP here, or all
around the country, have you experienced the severe adverse selec-
tion problems?

Mr. McNERNEY. Not severe, although we are on the verge of it as
the program matures, I think. There is a tendency for those of
higher age without family to act differently from those who have
different characteristics. At this point it is not a severe problem,
but the signs of it are beginning to show.

Apropos of that point, if you don’t mind me elaborating on that, I
made mention that there is a sore temptation on the contractor's

art to get into the market, in this case the Federal Government.

e are beginning to see signs in that program, as the number of
participating carriers goes from 30-some odd to over 100—signs
that there are some political aspects involved in who comes in as a
carrier.

Under what conditions you can advertise or not advertise is
variously interpreted. So again, I urge you to look at it with the
thought that in the design of the bill you would take special steps
to avoid some of these problems.

Senator DURENBERGER. Thank you very much.

Mr. McNERNEY. Thank you.

[The prepared statement of Mr. McNerney follows. Oral testi-
mony continues on p. 171.]
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Mr. Chairmman and Members of the Suboammittee:

I am Walter J. Mcherney, President of the Blue Cross and Blue Shield
Associations. On behalf of the Associations, I appreciate this opportunity
to share with you our thoughts on the subjects of cost sharing, employee
option and the tax aspects of health insurance. The Blue Cross and Blue
Shield Associations are the nmational coordinating agencies for the 69
Blue Cross ard 69 Blue Shield Plans in the United States. The Plans
operate as non-profit crganizations, each with its own Board of Directors
and each subject to state regulation pursuant, in most cases, to special
enabling legislation.

Our experience in providing coverage for the private market includes eight

of the ten largest industries, and many medium and small groups and individuals.
We_ame involved in every state. In the govermment market we are involved

to a significant extent in Medicare, Medicaid and CHAMPUS.

We have also been a major part of the Federal Employee Health Benefit
Programs since its inception, and currently we have 53% of the enrollment
in a marketplace of 106 options offered by approximately 100 competitors.
In that context we offer high and low option traditional service benefits
and Health Maintenance Organization options, including an HMO network.

Conpetition is not new to the Blue Cross and Blue Shield organizations.
Across the country we face a variety of campetitive financing mechanisms, and
the number as well as the variety is increasing. In order to maintain or
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acquire enrollment we must continually meet the tests of quality, price
and service. None can be ignored. As a result we, like some others,
have moved beyond simple risk sharing to cost contairment andvsexvice
strategies that blur considerably the traditional and false distinction

between financing and delivery of care.

During the last twenty yeais, the mmber of people covered for health
expenses has increased dramatically. Specifically, about 8 ocut of 10
Avericans now have coverage for hospital expenses campared to 6 out of
10 two decades ago. Medical-surgical coverage grew during this period
fram over 3 in 10 to over 7 in 10 persons and major medical coverage has
grown fram 2 in 10 persons to a point where now 6 in 10 persons have
that protection.

puring the same period, our industry has seen increased ocampetition in
benefit designs as well, e.g., major medical innovations, medical necessity

provisions, and important new benefit programs such as second surgical opinion.

Additionally, different financial arrangements such as "administrative
saervices only” and “minimum premium programs” have emerged as alternatives to
the traditional financing mechanisms.

Another alternative to txadll:.wnal financing mechanisms are trusts under
section 501 (c) (9) of the Internal Revenue Code. In 1978, 11 percent of
the employers said they utilized a 501 (c) (9) Trust. This trust may
elect to purchase health insurance fram carriers or it can self-insure,
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HMO's provide another campetitive altemative to traditional fee—for-service
benefit programs. In 1970, there were 30 HMO's in the country enrolling
between 2 and 3 million persons. In 1978, there were 203 RD's —- 100
qualified by the federal govermment —— with an enrollment of about 7.4 million
persons. The Blue Cross and Blue Shield Plans and same of the cammercial
insurers have been active supporters of these H¥0's and the cumpetition

they represent.

Also emerging as @important factors in the health insurance market are
third party aduinistrators and “software houses” which provide system support
services and have expanded to include claims processing capabilities.

Even credit card arganizations have entered the field by providing
reimbursement for health care services.

Although the number and variety of choices vary considerably by area, the
elaments of choice are expanding and groups themselves have became more
active and discriminating in their search for effective benefits, thus
further encouraging innovation and greater choice.



161

Campetition v. Requlation
Rased on our experience, we should like to offer a few general observations

about regulation and competition before camenting more definitively

about the Health Incentives Reform Act of 1979. Certainly both campetition
and regulation are needed in the health field. Human services should not
be determined entirely by a market nor should they be deadened and

dispirited by excessive regulation.

In the late 1960's and early 1970's, many health industry cbservors and
even sane participants became uncritically supportive of regulation. We
have tried it and find that it has definable limits. It is therefore
appropriate to examine ways to energize the market both to help contain
costs and to fostexr innovation. Regulation, to the extent it is used,
should support those market mechanisms rather than substitute for them.

Certainly in any large scale program there is an abiding temptation to
regu.fate and to resort to administrative rules. The FEHEP has resisted
the temptation better than Medicare. But, even in FEHBP, with a smaller
staff ard involving far less paperwork, the government is drawn toward
resolving by regulation or administrative fiat, the various pressures
fram the public, Congress, carriers, and providers.

Any program pramilgated by the Congress, applicable to the country as a
whole, will be especially vulnerable in this respect. It will therefare
be particularly important for the program to focus on goals and objectives
and standards of perfarmance and avoid the temptation to "run things.®
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When things aie “run" fram afar, the forces of the market are blunted and
became ineffective. A critical issue is whether the Congress can face up
to the realization that in camplex human services administered at the
neighborhood level, it is best to concentrate on clarity cf goals and
flexibility of means. Can national policy be seen in the context cf a
series of Inter-relzted local initiatives?

D¢ the past decade or more the debate over regulation and competition
hasoh.ﬁed&emedtosolvetheproblansofmr low inoccme groups.
When we thoutht we could provide camprehensive care for all, the low
incame groups were put in line with everyone else, in the name of
"universality.” Whatever one might think of this policy, we now know
that resources are severely limited and comprehensive NHI as envisioned in
the mid-1970's is impractible. It is time instead, on a priority basis,
to face the access problem of the low inoame groups irrespective of the
results from the debate over conpetition and regulation.

Improving Medicaid, strengthening Medicare and providing reasonably
affordable options to the near poor must be in the center of our concerns.

Othexwise, we believe that providing options to persons as a major market
a..Ce is worth serious consideration. Whether the program will be effective
oames down to how it is implemented. In this regard, the following issues,
anong others, must be addressed by any pro—campetition bill:

o If the enployer contribution is pegged, at what level is it
pegged? If too low, poor financing schemes are encouraged. If
too high, innovative delivery systems may be discouraged. Should
the limit be uniform across the country or vary? If :Ltvaries,
with what factors should it vary, e.q., age, sex,
location? In small husinesses, M\atisdcne:.ft.helimh.caum
econamic problems?
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How are persons protected agrinst bad choices, without excessive
regulation of choice?

How does one protect against adverse selection, i.e., the aggregation of
pood risks at the expense of poor risks or switching coverage
when more corprehensive services are needed?

How is the individual protected against discontinuity of coverage?

How does one overcome the reservations of management and labor
and the potential complication of the whole fringe benefit structure?

Should the murber as well as the quality of choices be controlled?

Should the employer be free to coordinate the administration of
an entire range of choices through a single agent?

What provision should be made.to protect currently negotiated health
benefits? : .

Does option extend to the poor and near poor and, if so, how is
it achieved? What has been our experience with such means as
vouchers or tax credits varied by incore and risk categories?

Will addressing tax deduction questions at the same time that
options are being introduced complicate or facilitate the
transition?

These and other issues are important, They are very real to organized

labor, management, providers, carriers, and to the public, many of whom

will want to see how it works.

In essence, the various forces at play will have to be corpromised, For

example:

o

While trying to save roney we rust address the access problem of
the low income groups.

It may be necessary to limit the eolover's expense to a given
percent of payroll,

Minimum benefit standards and carrier eligibility will be-needed
to protect against bad choices,

Same form of community rating will be necessarv to protect against
adverse selection, .

The exact options should be bargainable by group,
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o Continuity of coverage must be proiected through transfer
privileges between both group and individual coverage, grace
periods of coverage following terination of emplovment,
availability of high risk pools, etc..

o A minimum rumber of options should be available above minimm
standard. The only way this can be achieved across the countxy
is to encourage rmajor carriers to offer rore than one option,
as under the FEHBP.

o Features st;ch as vouchers, tax credits, and other tax changes
should be incorporated, if at all, on an ewlutiorary basis
based on initial experiences with the program.

As one examines the compromises that are necessary to balance social
Justice and efficiency or cost and benefit, it becomes apparent, as it
has to the FEHBP on a smzller scale, that rarket and regulatory forces

are both needed -- one is ineffective without the other.

The Corpetition Model

“Pro-cametitive” legislative proposals such as the Health Incentives
Reform Act of 1979 include two basic approaches to xeform. First, they aim to

encourage consumers to be more discriminating in the use of health care

by requiring them to pay more of the cost of care out-of-pocket at the

time care is given. Some propose to do this by changing the tax laws_to encour-
age amployers and enmployees to buy insurance that includes major deductibles

or coinsurance, Second, they would seek to encourage consumers to shop around
for less costly health care ard health insurance systems —— such as same

HD's. They would do this by requiring equal employer premium contributions

to several alternative health insurance plans and rebating all o.

past of the savings to employees who choose the less costly form of

coverage.
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Deductibles and Coinsurance

I have dealt with these mechanisms in the past; in essence, they must be
used selectively.

It would be uwise to assume that prepayment and insurance are the only
factors in rising costs. They do increase demand, but so do rising
incomes, increasing public expectations regarding the worth of health
services, and higher prices for goods and services. On the supply side,

we see the impact on cost of unused bed supply, excess manpower in some
areas, the upvard thrust of science and technology, and the difficulty
human service institutions, such as hospitals,have in improving productivity
through the substitution of technology for uman resources.

Shopping for Less Costly Insurarice

I would like to spend a few moments on the ircentives in competitive

choice proposals for consumers to shop for less costly health insurance

and health care delivery systems. °The theory is that by getting employees
to shop harder for good deals in health insurance, health insurers will be
force§ to design less expensive insurance arrangements or offer new

delivery systems such as BD's, In fact, the ultimate purpose of "pro-campetitive”
proposals is to motivate dxctors, hospitals and other providers to covpete
with each other to offer health care in less costly ways. The prcposals
would do this indirectly by inducing consurers to shop harder for lower cost
uealth insurance--and theorizing that insurers will transfer this pressure
on to doctors and hospitals.

Mr. Chairman, there is merit in this theory. Blue Cross and Blue Shield
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Plans have a long history of negotiating "participating provider"
arrangements under which participating providers accept our fee as payment
in full. We also negotiate contracts with hospitals for special rates.

We pass along the savings gained from the practices to aur subscribers
through lower premiums or additional benefits. These savings also help
most Plans to offer open enrollment and to offer affordable premiums

to individual errollees and small groups.

In addition, Blue Cross and Blue Shield Plans are ‘zrong the major initiators
of MD's in the nation.

‘The fact is that we have long believed that competitiun among insurers
should be based on their efforts to negotiate or organize less costly
health care from providers. If it seems possible to change the tax laws

or enact regulations to encouxrage this, we viould favor cautious exploration

and wou:ld work to evolve such legislation.

But, it will not be easy to design such laws. History shows that competitive
pressures on insurers don't always give rise to negotiations with providers
for more faworable prices or arrangements to create new delivery systems.
Campetitive pressure on insurers can be diverted before it reaches the
provider, Some insurers find other ways to compete that stop short of

the provider, Some forws of conpetition have raised problems. For example,
extreme forms of experience rating and the next step, administrative service
only arrangeuents, can badly fragment the insurance pool at the expense
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of high risk groups and continuity of coverage. It is easier to coupete
using these practices than it is to negotiate with providers or work
with them to develop new delivery systems and'we must recognize this
fact in designing the incentives uwer the program.

Oxr attack must be on all of these elements. Among others, the carrler
aa a financing mechanisa, has an inportant role to play, but in deciding
its dimensions,we must keep in mind that there are two sides to prepayment
and incurance, There is no question that Insurance increases demand.

But, while prepayrent and inswwrance create demand beyond the composite

of individual market decisions, they also afford protection against the
unknown and unpredictable, Rurther, some of the demand created produces
better quality of care. In this regard, the improving health status of
the Arerican population should be noted.

We must face the question of how much we put responsibility for cost increases
on the individual as opposed to attacking the source of the problem through
concerted effort, The public is being told to take on more respensibility
with respect to exercise, nutrition, smoking and other lifestyle factors,

as well as to be judicious in their use of hospitals and doctors. The
public's question is 'What leverage does an individual have, particularly

a sick individual?" Also, where in this process are the government and
entrusted private institutions who know, presumably, how to reconcile

those tough cost/benefit problems?
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The Blue Cross and Blue Shield Associations believe that, although the
individual must accept responsibility for his or her own welfare, there
are limits to what is reasonably acceptable. .-We feel that we and other
institutions, public or private, have a major responsibility on behalf
of the subscriber for cost contaimment. In past years, we have become
increasingly active in such programs as incentive reimbuxrsement, pre-
admisssion testing, utilization review, medical necessity of services,
and areawide plaming. We have expanded our benefits to embrace a
wide variety of services, e.g., ambulatory surgery, home care, and
drugs, to take the heat off the most expensive modes of treatment.

The Health Incentives Reform Act of 1979

These lessons teach us, Mr, Chairman, that competition can be constructive
or not—depending on its provisions. Increased carpetition will have
beneficial results for health care if it is guided by thoughtful
regulation, In particular, there are a mumber of areas of regulation
that T feel need to be further developed in the Health Incentives Reform
Act and similar bills.

Rating. Some mechanisa should be included for requiring all
subscriber groups to contribute to the costs of the total insurance
pool, in order to lower premium costs for higher risk and small groups.

Brrollment, Mechanisms for assuring open enrollment by all
insurers should be designed to guarantee that all individuals and
groups have axcess to coverage. Otherwise, we could force more lower
income Americans into publicly supported programs. Also, we must take
steps to astme that the self-employed and other individual subscribers
aren't priced out of the market.
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In addition to these general concerns with this proposal, I should like
to add these specific coments,

o The penalty for non -yualified contributions appears to be inequitable,
If the enploy~t fails to cxply with certain provisions, the ewployee is
penalized by having the non-qualified contribution counted as gross,
taxable income. Is this fair or logical? Should not the penalty apply to
the employer?

o The states' roles in determining a '‘reasonable premium rate' for
carrier conversion policies are unclear, Does this refererice a role which
states now play in regulating insurance? If not, does this mean states -
will, in effect, start setting premiums for conversion coverage? Greater
clarity is needed,

o Requiring enployers of 100 or more employees to offer three
coverage options will present problems, This will fragment the employee
population and could produce small groups which, due to actuarial
requirements, will necessitate relatively higher premiums.

o The required three options by three separate carriers will generate
increased administrative work for carriers and evployers. More inmportantly,
by requiring that the three options be offered by different carriers, the
bill may force carriers to specialize. A carrier would not risk its
established, strong line of coverage to experiment in new lines of coverage
if it is restricted to providing only one of the multiple options. Thus,
the provision will probably inhibit competition and the development of new
forms of coverage.and reduce the availability of options in mamy sections
of the countxy.

o In order to be actuarially sound, the 180 day conversion right from
gmuptoirdividzmlooveragemﬂdtavebobelﬁitedbopeoplevhohad
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maintained continuous coverage fram the group. Otherwise, people could
pick up individual coverage only vhen they might need expensive care
during that six month period. This should be made eplicit.

-o 6ame enployers could offer catastrophic ooverage by raising the
basic coverage deductible up to $3,500. Then, because insurance premiums
are not counted tow2rd meeting the catastrophic detuctible, employees
would face a disincentive to securing basic coverage on their own. 1Is

this what is intended and is it desirable?

Summaxy
As this Subcamittee addresses the implementation of campetitive models,

it would be well to involve a generous cross-section of interests through
testimony and consultation and to tap the experience we have had to date.
Successful implementation of the basic concepts will require the balancing
of complex forces and same vested interests. Without safeguards,
implementation oould be counterproductive.

In net, your concerns are timely and the Blue Cross and Blue Shield
organizations offer their assistance in working with you on these proposals.

I'11 be happy to try to answer any questions you may have.
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Senator BoreN. Our last witness today is Mr. John Graff, chair-
man of the Health Committee of the National Association of Life
Underwriters.

Mr. Graff, we are happy to have you. If you would like to
introduce the others that are with you.

Mr. Grarr. Thank you, Mr. Chairman. I am accompanied this
afternoon by Mr. William M. Bartlett, the director of health insur-
ance activities for NALU, and Mr. William R. Anderson, NALU
_ counsel. i

Senator BoreN. Glad to have all of you.

STATEMENT BY JOHN F. GRAFF, CLU, CHAIRMAN, HEALTH
COMMITTEE OF THE NATIONAL ASSOCIATION OF LIFE UN-
DERWRITERS

Mr. GRAFF. Mr. Chairman, members of the committee, my name
is John F. Graff. I am from Chicago and I am an independent
broker representing a number of different insurance companies
that market life and health insurance.

I am currently health insurance chairman for the National Asso-
ciation of Life Underwriters on whose behalf I appear here today. I
am accompanied by William M. Bartlett, director of health insur-
ance zi.ctivities for NALU, and William R. Anderson, NALU
counsel.

The National Associetion of Life Underwriters is a Washington-
based trade association representing associations made up of ap-
proximately 140,000 life and health insurance agents, general
agents, and managers who live and work in virtually every commu-
nity in the United States and who, as individual businessmen, have
been in the health insurance business from its very inception.

We appear here today to discuss the Health Incentives Reform
Act of 1979—S. 1968. We applaud the efforts of Senator Duren-
berger for introducing S. 1968 and its attempt to meet the health
_ crisis in this country today while retaining and utilizing the pri-
vate insurance industry.

We further commend S. 1968 for its attempt to encourage compe-
tition in the health insurance industry and to involve the individu-
al more directly in the choice of his own healti: care.

We strongly advocate individual responsibility in this area. For
example, we produced an audiovisual presentation-—cassette tape
and slides—on the subject of the individual’s responsibility for his/
her own health care. The audiovisual describes the problem of the
high cost of health care; what some of the solutions may be and
how the individual can favorably affect the system.

Too often, people are insulated from the actual cost of their own
health care because they are not individually paying the bills.

This audiovisual entitled “Your Risk and Mine” is a 13-minute
cassette tape with 80 color slides, to illustrate some of the points
we are making. A copy of the script is attached to this testimony.

[The material referred to follows:]
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YOUR RISK -- AND MINE (Revised "Risk Worth Sharing")

YIDEQ

1. Title Slide.

2. ilan in Hospital

3. MWorld map w/Inflation"
burnt through

4. Doctor treating patient

S. Graph

6. Graph

7. Crowd shot

8. Hospital bill

9. Man tossing bill aside

10.  Man looking at biil

AUDIO

1.
2.

10.

Music Up.

Medical care . . . a vital, expected and
expensive commodity in today's world --
And, like most things in our inflation-
riddled economy,

the life-prolonging miracle of modern
medicine is becoming increasingly
expensive.

In 1976, we Americans spent over $140
billion, or $522 per person, on health care.
But by 1978, the total tab had risen to
more than $192 billion, or $863 per
individual.

Yet most of us are shielded from the
continually-increasing cost of health

care

because we think someone ;lse -- insurance
or government -- is paying our medical
bills.

As a result, we tend to forget the smalt
economies that can have such a significant

effect on that total,
and then complain when the cost of
third-party payment --
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11. Copy: Premiums
Taxes
12. Newspaper Head: Health

13.

15.

20.

2l.

Care Cost Rises; Medicare
Budget Increased

People walking

Individuals, w/Under-
stand burnt through

Health Care puzzle

Copy: Risk-Sharing

4-way split: people

Same as 44, w/arrow
pointing to dollar sign

Woman in hospital bed

Family w/Security
burnt through

Crowd W/Protection
burnt through

62-511 0 -~ 80 ~ 12
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AUD10

n.

2.

19.

20.

21.

insurance premiums or taxes for such
programs as Medicare or Medicaid --
rise to reflect the higher costs paid *,

private insurers and government.
(PAUSE, Music Down)
There is much that we as individuals can

do to control spiralling health care costs,

_but first, it's inportant to understand

why individual actions are so important,

and how they affect the big picture.
(PAUSE)

The foundation of our private and govern-

ment insurance systems is the principle

of risk-sharing.

This means that many individuals pool a

small portion of their resources to

create a large fund _

from which to pay the expenses of those

poo) members who become sick or injured.

Thus, in the short run, a few benefit

financially from the collective efforts

of many...

while each pool member is secure in know-

ing that his or her medical bills will be

met should 111 health occur.

And in the long run, all} pool members wn
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22.

23.

24.

25.

26.

27.

28.

29.

30.

31

Copy: Individual
Contributions = Premiums

Copy: Individual Contribu-
tions = Premiums and/or Taxes
Man writing check

Copy: Risk-Sharing
Ry
Magnifying glass w/Control

to cone side

Pile of money, w/Control
burat through

Copy: Providers
Government
Insurance
Individuals
4-way solit: Doctor, nurse,

clinic, hospital

Liberty bell/ins. co. logos

Man/Woman

22.

23,

24.

25,

26.

27.

28.

29,

30.

3.

in terms of both c’aims paid and on-going
security.
The individual contributions are the pre-
miums paid for private health insurance
and/or the taxes paid for government-
sponsored health care programs.
Viewed this way, it becomes obvious that
it isn't someone else who is paying the
tab -- it's us.
It is, indeed, a risk-sharing, not a
risk-shifting, system.

(PAUSE)
Now, let's examine how we can control
the size of claims paid, - - --
and thus control the amount we each need
to contribute to create a fund large
enough to meet those claims.
To begin, consider the component parts
of the system,
Health care in this country involves
providers -- doctors, nurses, hospitals,
clinics, etc.,
government and the insurance industry as
primary financers of the cost of medical
care,
and individuals, as consumers and as

those ultimately responsibte for pro-



YIDEO

32.

33.

4.

35.

36.

3.

33.

39.

41,

42.

3-way split: worker,
executive, health pro

Board of Directors meeting
w/0rganizations ARE People
burnt through

Man at blackboard

Man handing another man
a check

Copy: What Can We Do?

Hand reaching for bill

Woman at phone

3-way split: clinic,
mother, appointment

Hospital emergency room

Kids going to YMCA

2-way split: Kid w/apple
racquetball
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AUDI0

33.

34,

35.

36.

37.

38.

39.

40.

41,

42.

viding the money to pay health care bills.
This partnership works most efficiently
when each member cooperates with the
others' needs.

And, because individuats, in the final
analysis, are responsible for industry
and government policies and programs,

it is individual input and concern that
actually determines the effectiveness of
the entire system.

In addition, it is the individuval who
benefits from this careful control.

But, just what is it that each of us

can do?

In general, each individual can demand
and caref&lly review itemized hospital
bills;

Each can use, when appropriate, alter-
native, less expensive forms of care

such as clinics, nurse practitioners,

or scheduled doctors' appointments
instead of relying totally on the more
costly hospital emergency room.

We can also make or renew a commitment to
taking good care of ourselves,

for good diet, proper exercise, sufficient

rest and regular check-ups
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43.

4.

45.

46.

47.

4g.

49.

$0.

51.

Hospital

Town meeting

Person checking bills

Company logos w/ coinsurance,
fnitia) deductible provisions
burnt througn

Hospital bill, w/ ins.,
individual portions shown

Clerk in accounting office

Car on scenic highway

Doctor's waiting room

Jogger
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43.

4.

45,

46.

47.

49,

$0.

s1.

will not only make us feel better, but
will also lower our medical bills.

More specifically, as persons involved

and as persons affected, we should en-
courage each other, industry and govern;
ment in cost-containment efforts.

We can urge the insurance industry to
continue its careful review of bills,

and its cost-efficient co-insurance and
initial deductible orovisions.

These provisions not only encourage us,

as consumers, to keep our bills as Tow

as possible,

but also, they minimize the administrative
cost oF paying claims by reducing a potzn-
tially huge number of small clains.

As with car insurance, the co-insurance and
deductible pruvisions keep the total pre-
mium far lower than would be possible
without them.

We can also encourage the private insurance
industry to continue its development of
such product innovations as coverage of
regular check-ups,

policy discounts for those who take good

care of themselves,
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VIDED AupIO
52. One pe.son consulting 52. or payment for second opinions before
r
Jeciding on elective surgery.
(PAUSE)
53. Man writing t. legislator 53. Government, through contact with legis-

) lators, should be encouraged
54, Capitol w/Programs, Tax 54. to limit its role to aiding those who
Incentives, burat thru
can't provide for themselves, designing
tax and other incentives for wise planning,
§5. American flags, w/"Guaran- 55. and to establishing motivation and/or
teed Access" burnt thru
programs to make sure all Americans have
access to quality, affordable health care.
(PAUSE )

56. Individual, highlighted 56. Individual effort within the health care
provider sector is important, too.

57. Meeting w/Planning Boards §7. Community representatives serve on hospital

burnt through
and clinic planning boards,

58. US map w/HSA burnt thru 58. and on Health Systems Agencies -- HSAs--
which oversee the geographic and popula-
tion-based distribution of equipment and
facilities.

59. Doctors' meeting 59. Individuals can support practitioners who
form Professional Standards Review Organiza-
tions, or PSROs.

60. (t;g: Standard 60. PSROs try to assure uniform standards of

of Care, Price Guidelines
quality of care, and, in addition, they
try to establish price guidelines for
routine medical services.

61. Blind liberty, scales of 61. And, as jurors, individuals should remem-
Justice



62. Secretary w/Bills Reflect
Premium Costs burnt thru

63. 2-Way split: technician,
Hospital w/Budget Review
burnt through

64. Hospital annual report

65. 2-Way split: Nursing
center, lab shot

-

66. Money w/ Quality of
Care, Affordable Price
burnt through

67. Many individuals
68. Man w/foot on desk -

69. US map w/100% Covered,
Costs Controlled burnt thru -

70. Crowd w/Reward Worth Effort
burnt through

71. Graph

72. Copy: Lower Premiums

and/or
Smaller Tax Bills

AuDIO

———

62.

63.

64.

_65.

66.

67.

68.

69.

.

72.

ber that we, consumers, ultimately pay

those huge d-mage awards,

because we share in the high cost of medi-

cal malpractice insurance, for it is re-

flected in bills that we pay.

Hospitals and other health care facilities

should continue doing prospective budget

reviews;

they should continue to emphasize sound

fiscal management;

and they shculd continue to cooperate with

other area facilities in planning for enough,

but not too much, capacity and equipment.
(PAUSE)

We all want and need quality health care

at an %ffordabIe price.

We all agree that medical care should be

avaitable to all.

And now we must make the personal, indi-

vidual comnitment necessary '

to make sure our collective goal is

reached.

The reward will certainly equal or even

exceed the effort required--

A lower total health care tab means smaller

individual shares in the cost of sharing risks,

And that means lower premiums and/or

smaller tax bills.
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75.

76.

77.

78.

79.

Group plan brochure

Paycheck

Bigger paycheck

Graphic: Win-Win

Quality

Copy: Access
Flexibility
Costs

Copy: Risk-Sharing

Several individuals

Produced as a public
service by the National
Association of Life
Underwriters/NALU Seal

73.

74.

75.

76.

77.

78.

79.

And since, for many, insurance coverage

is at least partfally paid for by employers,

it could mean bigger paychecks because

less employer money spent on insurance

translates into more to spend on salaries

or on more competitively-priced products,

which also contribute to higher incomes.
(PAUSE, MUSIC uP)

Quite simply, individual efforts to

control health care costs create a

win-win situation.

Quality goes up; access improves; re-

gional flexibility is maintained; costs

are controlled.

All it takes is an awareness of and a

commitment to the basic concept of risk-

sharing,

and individual efforts toward meeting

our collective goal.
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Mr. Grafr. Our organization has about 1,000 local and State
associations and we have encouraged these associations to show
this audiovisual to local chambers of commerce, labor groups, civic
organizations and any other groups that might benefit by seeing it.
An educated consumer is the best weapon against rising health
care costs.

As we stated, we are in favor of S. 1968’s avowed purpose to
encourage competition in the health care industry; however, we
question whether S. 1968, as it is presently written, will do so.

S. 1968 requires employers with more than 100 employees cov-
ered under a health plan to offer at least three options among
which an employee might choose. This provision severely limits the
employer’s ability to purchase the best coverage available for his
employees at the best price.

If he is able to insure his entire work force with one policy he
will generally be in a better bargaining position in the insurance——
market than if he must provide a number of different plans. In
other words, he has at hand an economy of scale when he has only
one plan to purchase because a greater number will be included in
that plan, thus reducing its cost. He loses this economy when he
must provide more than one plan.

For example, many group insurance contracts offer size dis-
counts. If an employer has 117 employees enrolled in a plan and a
discount is offered for plans with 100 or more participants, this
discount will be lost if the employer is forced to offer alternative
};lans, with one plan perhaps having 40 employees in it, the other

1

Furthermore, the cost to the employer of establishing and admin-
istering three plans as opposed to one may discourage employers
from offering any health insurance plan at all to their employees,
thus defeating the avowed purpose of the bill.

The “indexed contribution amount” in S. 1968 appears to be
arbitrary and does not take into account geographical diiferences
in health costs. As S. 1968 is presently worded, an empioyer may
contribute a specific amount to an employee’s health care plan,
which amount will not be included in the employee’s gross income.

The amount will be determined for each month in a calendar
year according to the Consumer Price Index and is fixed for 1980 as
$50 for an employee only; $100 for an employee and spouse; and
$125 for family coverage.

Health costs vary widely throughout the country. While this set
amount may be equitablz in some areas, it will work a hardship on
some employers in areas where the costs of medical care are con-
siderably higher. Significant differences in health care costs can be
experienced even within a community. Right here in Washington,
D.C., for example, the difference between the cost of a semiprivate
room in Sibley and George Washington hospitals is $111.

S. 1968 appears to put the burden of enforcement on the em-
ployee. If an employer does not comply with the provisions of this
bill, it is not the employer who stands to lose his tax exemption or
deduction or be fined; rather, the emﬁloyee would lose the right to
exclude from adjusted gross income the employer contribution to a {
health Lenefit plan. .
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We find this to be an inequitable way to enforce this bill. We feel
that the sanction should be invoked against the employer rather
than the innocent beneficiary of the contribution.

We find the “equal contribution requirement” of S. 1968 to be
somewhat troublesome. Under this provision, any employer offer-
ing more than one coverage option must contribute an equal
a}x:)ount to each option regardless of which option the employee
chooses.

If the employer’s contribution exceeds the actual cost of the
particular option selected by the employee, then the employee is
entitled to receive a rebate equal to the difference and, at his
option, may receive this rebate in cash. We see this as a dangerous
means by which an employee could be induced to choose the health
plan of the poorest quality in order to receive a cash rebate. This
would have the effect of decreasing rather than increasing the
quality of health care in the United States.

S. 1968 also appears to infringe upon the State regulation of
insurance. The bill provides that the Secretary—whether of the
Treasury or HEW, the bill is not clear—shall establish certain
standards to insure that premium rates on conversion of group
policies are reasonable. Although the bill provides that the deter-
mination of the premium rates shall reside with the appropriate
State agency, the establishment of standards which would govern
that determination would be an unwarranted intrusion into the
power of States to regulate insurance.

The bill appears to further violate the prerogatives of State
regulation by mandating continuation of coverage for employees
and dependents in the event of discontinuance of the group plan.
Group health insurance is the subject of legislation and regulation
throughout the States and the provisions concerning continuation
after the group coverage terminates are covered by these laws and

lations. For S. 1968 to superimpose particular provisions in
this areca would certainly interfere with State prerogatives that
have already been the law of the States for some time.

S. 1968 mandates the inclusion of a catastrophic expense protec-
tion. We support the theory of catastrophic health insurance and
we are in favor of the $3,500 deductible in S. 1968. However, we do
suggest that it be indexed to keep pace with inflation so as to
grevent the deductible amount frum being rendered meaningless

y rising inflation. We understand the Senate Finance Committee
is studying how best to develop complete catastrophic health pro-
tectgim and is specifically being asked to consider this aspect of the
problem.

In conclusion, we endorse the purpose of S. 1968—to encourage
competition in the health care marketplace and to encourage indi-
vidual participation in the choice of health care plans. However,
we feel that the bill as presently drafted, by limitin% the tax-free
employer contribution and mandating that the employer provide
three distinct and separate health insurance programs, will not
- achieve these ﬂgfosee, but rather will inadvertently result in a

lower level of th care being provided to the American public.
This will be a result to the extent that employers cease to provide
health care programs at all due to the added administrative bur-
dens and additional expense in providing three plans rather than
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one, coupled with some employees opting for the least expensive
plan—to realize the rebate—and therefore the plan with the poor-
est coverage.

The enforcement provision of S. 1968 by which the employee
loses the exclusion from his gross income for employer contribu-
tions that do not comply with the provisions of the bill is unfair to
the consumer of insurance who has little or no control over wheth-
er or not his employer will comply.

Competition may not be promoted in the health care industry by
S. 1968 but rather might be stifled by forcing the employer to offer
three plans, which will severely limit the marketing possibilities of
the one plan he may prefer. The fewer employees electing to enter
into a plan, the fewer desirable features the employer may be able
to include in it. :

We are aware of the great problems facing the health care
industry today and are constantly working within our associations
to increase the level of awareness on the part of the consumer-
insured concerning all aspects and provisions of his health care.
Playing an essential role, as we do, in providing health care, we
constantly strive to educate the consumer and provide him with
the best health care possible to meet his needs today. We feel that
much has to be done to improve health care in this country.

We thank the committee for allowing us to appear here today
and if we can be of any further assistance to the committee we
stand ready to assist in any way possible.

Senator BoreN. Thank you very much, Mr. Graff.

Do you really think that very many companies or employers will
opt to not provide health insurance in the future if this kind of
plan goes into effect? Don’t you think there are very substantial
pressures within the labor market that, in order for an employer to
remain competitive, would lead them to continue to offer this kind
of coverage? :

Mr. Grarr. That is a difficult question to answer. Although there
are a substantial number of small employers—and when you are
addressing employers of 100 employees and less, you are dealing
with the small employers, there are a substantial number who do
not offer individual or group health insurance benefits to their
employees.

They may offer a very elaborate and expensive pension, profit
sharing and retirement plan and let the.employees buy with after-
tax dollars whatever health coverage they so desire. Granted, they
are in the minority, but they definitely do exist. .

Senator BoreN. You talked about your agreement with the aim
of trying to focus more individual responsibility for holding down
the costs of health care. We go back to the individual patient,
individual consumer or citizen, however you want to phrase it. You
said that I’)l'ou think there should be a stronger sense of responsi-
bil\i&1 on the part of the individual.

at suggestions would you make for making the individual feel
more responsibility? With all due respect, if it is not costing me
anything out of my own pocket, I wonder how much I am going to
be swayed by seeing a film to the effect that I ought to be really
interested and it is my duty to be interested in holding down the
costs of my care.
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If I feel no direct effect of that, how effective is that really going
to be, or is that going to be a little bit like some of the preach-
ments on energy conservation that don’t seem to have been too
effective in terms of getting something done? :

Mr. Grarr. I think, Senator, it depends on who sees it. Now, this
audiovisual has been shown to every conceivable type of group you
can think of in the country. Its impact on a private citizen, other
than impressing on him that the use of deductibles and copay-
ments is not a bad thing, is that it reinforces the fact that we all
know that first dollar coverage programs are very expensive.

The latest figure I saw was that it cost $58 to issue and process a
$10 claim check. Now, this is the type of message we want to bring
t0 the individuals.

Then we have a different type of message. We can show them
that yes, deductibles and copayments were good things, not only for
the employee but it’s also a better bottom line situation for the
farm. Then I think we’ve accomplished something there.

r companies that are in the property and casualty business
have the same problem with the homeowner’s policy, and they just
simply mandated a $50 or $100 deductible under that homeowners
policy; they did the same thing under the automobile policies, and
tile.re was no freedom of choice left. They just eliminated the small
claim.

Senator BoreN. So the deductibles and copayments are the main
things, the main areas where you put emphasis in terms of——

Mr. Grarr. We as an association and I as a practitioner definite-
ly have discouraged first dollar plans for years.

Senator BoreN. What about the question I asked earlier. There
does seem to be some lack of competition, I think we'd have to say
price competition in the health field. Do you think it's primarily a
failure of the providers themselves where we're talking about phy-
~ gicians? Is it primarily a failure of competition in that sector, since
I gather the carrier sector itself is very competitive from what
you've said.

Mr. Grarr. I think at this stage in time at least the experience
that I have had personally with the 20 some odd companies we
involve ourselves with, and the 500 employers that we deal with,
that the smaller employer does not have the time really to be
concerned with cost containment, and whether that hospital room
rate. or whether that physician’s charge is excessive.

Basically these small employers are spending 24 hours a daly. 7
days a week trying to survive in their business and they install an
employee benefit plan, and it pays what it pays and unfortunately,
that small employer unit does not have the time and the availabil-
ity to get involved perh(z)ags on a hospital board and try and find out
whether he's getting 100 cents on the dollar for his claim or not.

I think in the larger groups, I know in the larger groups, and in
the non-huge metropolitan markets, the larger employers in those
communities are a very significant factor in what goes on, and they
do serve on the hospital boards and on HSA'’s, and they really
understand what's going on. _

Unfortunately, the smaller emplor;r unit, as I said before, not
only does he not know; he doesn’t have the time to get involved
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and he puts in the medical benefit plan that he thinks is the best
for his particular group.

Senator BoreN. What about the situation where you have a very
strong bargaining unit for the employees and they pretty well rule
out health care which contains large deductibles and copayments,
and certainly that's something that happens. The stronger the
bargaining organization is, the less likely it is that the employee is
going to be contributing.

Mr. GrarrF. That'’s absolutely correct. At least it is in the Mid-
west. Negotiated plans have a tendency to be almost mandatory
first dollar, and I don’t know what the solution is.

Senator BoreN. You've talked about the fact that this cost-shar-
ing is an important part of making an individual feel a sense of
responsibility. Do you think that we’'d have better luck in mandat-
ing some kind of cost-sharing by the employee, or do you think that
that would be better achieved by offering multiple plans where you
had the possibility of rebates and other things, dealing with it
practically?

Mr. GRAFF. | have trouble with the word “mandate,” and I think
the small employer, as I mentioned in my testimony, is going to
have great difficulty with more than one carrier. The young, the
healthy are going to opt for the low plan, the low premium plan if
you will. You have your innate problem, too, in certain group
cases, and I don’t believe it was mentioned in your testimony
today, that superannuated groups, groups of older employees,
groups with very high female content, are going to by nature have
a very high premium rate. And there’s really nothing we can do to
change that because the morbidity costs for superannuated groups
and high female content groups are greatly higher than those in
the normal cross-section employee group. And that is a severe
problem with this type of proposed legislation.

Senator BoreN. Do ycu know what the trend is in the country? Is
it toward the issuance of more policies that have cost sharing,

. deductions, et cetera, or is it away from that? Is it toward more
first-dollar coverage?

Mr. Grarr. I think today we have a choice, and once again let
me gear my comments to the smaller employer unit to which this
bill really addresses itself to, 100 and over, but there is a substan-
tial number of small employer units around the country who 15 to
20 years ago if they had less than 10 employees, had no group
insurance available to them at all. So they were just excluded from
that coverage. .

We can now write group insurance with groups of one via this
multiple employer trust.

Senator BoreN. But I wonder about the volume nationwide. Do
you have any idea what that is, whether or not we're moving
toward greater gercentage of the coverage being first dollar cover-
age or a smaller?

Mr. Grarr. The companies, the participating companies who
insure these muliple employer trusts really are dictating the bene-
fits, and as we get down under 10 lives and under 5 lives and down
to the l-man corporation, if you will, the dollar coverage to 1, 2,
and 3 life groups. But the companies are dictating, rather than the
multiple employer trusts.
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We're finding the tendency on the part of the employers to be
much more aware in the last 5 years of the costs of medical
insurance.

Senator BoreN. Senator Durenberger, questions?

Senator DURENBERGER. Yes; thank you.

Mr. Graff, just to put your testimony in perspective without
being critical of it, which I am not, would you describe for us either
a typical life underwriter or describe yourself, since you're chair-
man of the health committee of the National Association. Describe
your own business for us so we can put both your experience and
your advice to us in some perspective in terms of the kind of
insurance that you write——

Mr. GraAFF. Seventy-five percent of our business is written to and
with employer groups involving life and health insurance. The
other 25 percent involves individual policies and pension and
profit-sharing plans. i

So the vast majority of our business is group medical, and some-
times group life piggybacked on it, for employer groups running
anywhere from 1 to 250. We do have 3 groups in excess of 500.

nator DURENBERGER. So you are selling, in addition to health
insurance, you're selling life or a pension plan or whatever the
case may be.

Mr. GrAFF. Pension and profit-sharing plans are a very small
component of our business, with the vast majority of our business
being group health.

Senator DURENBERGER. And as you described it, mainly to small-
er employee groups, smaller employers?

Mr. Grarr. That’s correct, and our national association, our
members are agents on the vast majority of group insurance plans
that are written in this country involving less than 1,000 lives.
Most of the jumbo cases are written by consultants with insurance
companies, for whom no commissions are paid.

So when you exclude General Motors and Chrysler and what not,
our national association probably represents the agents who are
writing 95 percent of the group business in the country.

Senator DURENBERGER. Does your problem with fragmentation in
the small employee group come from the standpoint of the over-
. head costs, if you will, to the employer or does it come from the
fact that you don’t agree with Mr. McNerney’s testimony that the
smallest of the fragmented group cannot get adequately covered by
beingf'combined with other small numbers from other employment
units? :

Mr. Grarr. I disagree with what he said there. I can conceive of
no State in the country, and in fact Mr. Anderson and Mr. Bartlett
and I kind of compared notes for a minute when that statement
was made—I can think of no State in the United States where you
could not get three companies to bid on a given group plan.

Now you may not get the low option that you're after, but then
again you might.

What concerns me is that most States in the country today have
group statutes that mandate that 75 percent of your employees
must enroll in the group insurance plan or you do not have a valid
group insurance plan.
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Now with the dual choice option, there has been a specific exceg-
tion made as far as State law is concerned, but that still does not
mandate that the insurance carrier who had 100 percent of the
employees to begin with is prohibited from canceling that risk.

So we've had more than a little bit of problem with the dual
choice with the HMO's.

Now if we go to three separate carriers, I think you’ve definitely

-wviolated the State law in every State, which mandates that 75
.= :percent of your employees must enroll in the plan. And I don’t
gnow how you solve that problem without changing State law in 50

tates.

Senator DURENBERGER. That and one other issue is relatively
new to me, and that's the issue you raised of continuity. That's a
subject that’s been discussed in the Finance Committee for a year
now in connection with catastrophic and some other programs, and
perhaps you might clarify for us the problem that we're running
into when we mandate continuity of coverage in terms of either the
violation of specific State laws or be in violation of some preroga-
tive of the State insurance commission when we mandate continu-
ity.

Mr. GrAFF. I am a firm believer in State regulation, and most
States have adequate group legislation. Most States have inad-
equate group conversion legislation, to which your bill addresses
itself, and we've expressed concern a number of times that State
laws, and the NAIC has an excellent model and so does HIAA, on
group extension and conversion, how it would take care of short-
term unemployed, strikes, widows, divorces, and run it out to 180
days with the employee paying 100 percent of that premium during
that 6-month period and then mandating a decent minimum stand-
ard plan. And I think that can be accomplished. I would hate to see
the Federal Government take over the regulation of the insurance
industry.

Senator DURENBERGER. So would I, obviously, and I think I've
had occasion to vote against that sort of thing several times in the
last few months, but——

Mr. Grarr. I think you have two components in this particular
legislation that you may have missed, and that is how do you treat
group dental, which is fast becoming available not only to the big
groups but to the medium-sized groups and in a few instances are
available to the small groups, and now that we've provided group
dental to everybody, how do you treat group prepaid legal?

Now do we aggregate all of those benefits for your 5100, 125 cap,
or do we have separate caps or do we ignore them? We have a lot
of pressure from our employers today for group dental, and it's
coming very, very fast and I would suspect by at least the end of
1981 practically any size employer group in the country will be
able to have a reasonable group dental plan.

I think this type of legislation has to either specifically put it in
or take it out, and if you're going to address yourself to the dental
situation, tken I guess the next thing you'd better look at is group
prepaid legal because that’'s coming down the track now for the
{)umbo groups. And as you well know, anything that starts with the

iggies works its way down.
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Senator DURENBERGER. Does your written statement contain any
specific recommendations to make this legislation the kind of bill
that would get your wholehearted enthusiastic endorsement?

Mr. GrAFF. No, sir, it does not.

Senator DURENBERGER. Your statement does not?

Mr. Grarr. We comment on certain portions of the bill. We
appreciate your concern in trying to create more competition, but
we have addressed our testimony, I believe, to the problems that
are innate, at least to the smaller employers, and in general to all
employers. The State statutes or the 75 percent requirement.

Senator DURENBERGER. Just one more thing, Mr. Chairman, to
clarify your response to a previous question in which I made refer-
ence to Mr. McNerney. I understood that you did not agree with
his statement that there were areas of the country in which three
defensible, discrete, carrier options might not be available to em-
ployers. In your jucgment——

Mr. Grarr. With 100 and more employees, yes, I would take
exception to his statement.

Senator DURENBERGER. You don't know any State in which there
would not be at least three available——

Mr. Grarr. Ten lives maybe, but not 100.

Senator DURENBERGER. Thank you very much.

Senator BoreN. Thank you very much, Mr. Graff. We appreciate
the testimony of all the witnesses today. There have been some
excellent statements given and I think in every case, each witness
contributed something useful and to some degree a new insight for
consideration of the committee.

Senator Durenberger? .

Senator DURENBERGER. If I might, Mr. Chairman, on one point I
have a request to make. The point concerning whether employees
are unfairly given the burden of compliance.

There is, accepted in tax law, the approsch that in areas such as

nsions and legal services, that kind of burden already exists. And

would request that the Joint Tax Committee explain this particu-
lar provision in a couple or three paragraphs, whatever it takes,
and rEihat that particular discussion could be made a part of this
record.

Senator BoreN. Without objection their response will be made a
part of the record.

[The joint committee response follows:]

CONGRESS OF THE UNITED STATES,

JoINT COMMITTEE ON TAXATION,
Washington, D.C., March 81, 1980.

Hon. Davin DURENBERGER,
U.S. Senatz, Washington, D.C. _ )

DeARr SzNATOR DURENBERRGER: This letter is in response to your request for an
" analysis of the effect on employees of the enforcement of the employer health plan
provisions of S. 1968.

8. 1968 would subject emrloyer health plan contributions to employee income
taxes and employer and employee payrol! taxes if the plan did not meet the various
" conditious specified in the bill, ile the employer would be liable for unemploy-
ment irsurance taxes (FUTA) and social security taxes (FICA) on these contribu-
tions, the employee bears most of the increase in tax liability which would result
when employer contributions were made to a nonqualified health plan.

There are several administrative and policy considerations which may have make
this penalty less harsh than it may appear. First, if the Internal Revenue Service, in
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conducting an audit of an employer health plan, were to find that the plan did not
meet the specified requirements, it is likely that liability would be assessed only
against the employer for withholding and payroll taxes. The employer’s withholding
liability, which arises because the contrigutions are includible in the employee’s
income, would be used to offset the employee's liability for additional income taxes;
in fact, the IRS may not find worthwhile the effort required to determine liability
for individual employees.

Second, using the employee exclusion as the means to promote the objectives of
the bill is consistent with the pelicy to encourage (but not absolutely require)
employers to comply with the bill’s requirements, Thus, a firm could make contribu-
tions to a nonqualified health plan; these contributions would be treated no more
harshly (for tax purposes) than if they had simply been paid in cash. Using a
stronger penalty, such as disallowing businesses a deduction for these contributions
or imposing civil penalties, could lead nonconforming employers to eliminate their
contributions to their health plans or cancel them, so that workers could be forced
to pay the entire cost of the plan or to purchase health insurance under individual
policies. In addition, such penalties may not affect State and local governments,
no%groﬁt organizations, or businesses showing a loss.

ird, several other Internal Revenue Code provisions impose requirements on
employee benefit plans, including pension plans and group legal services plans,
through the use of a similar mechanism—denying the employee exclusion for contri-
butions to plans which do not conform to the statutory requirements. This mecha-
nism generally has been effective in encouraging employers to offer plans which
meet the requirements. The rules, as enforced, have resulted in few disqualifications
of employer retirement plans.

Sincerely yours, -
BERNARD M. SHAPIRO.

Senator BoreN. These hearings will continue tomorrow after-
noon at 2:30 and the hearings will now stand in recess until that

time.
[Whereupon, at 6 p.m., the hearing recessed, to reconvene at 2:20

p.m., Wednesday, March 19, 1980.]



PROPOSALS TO STIMULATE HEALTH CARE
COMPETITION

WEDNESDAY, MARCH 19, 1980

U.S. SENATE,
SuBCOMMITTEE ON HEALTH,
COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:30 p.m., in room
2221, Dirksen Senate Office Building, Hon. Herman E. Talmadge
(chairman of the subcommittee) presiding.

Present: Senators Talmadge, Durenberger, and Matsunaga.

Senator TALMADGE. The committee will please come to order.
Due to a conflict in my schedule yesterday I was unable to be
present to hear all of the witnesses. I have questions for some of
those witnesses. Without objection I would ask the staff to present
those questions to the witnesses and have their responses included
in the record at the end of their testimony.

Is there any objection?

gio response.)

nator TALMADGE. Without objection it is so ordered.

Our first witness today is Mr. Alfred E. Kahn, adviser to the
President on inflation. We are happy to have you, Mr. Kahn. We
will insert your prepared statement in the record. You may sum-
marize. }

STATEMENT OF ALFRED E. KAHN, ADVISER TO THE PRESI!-
DENT ON INFLATION, ACCOMPANIED BY DENNIS A. RAPP,
DEPUTY TO MR. KAHN, AND ARTHUR J. CORAZZINI, COUNCIL
ON WAGE AND PRICE STABILITY

Mr. KAHN. Thank you, Mr. Chairman.

I would like to introduce my deputy, Dennis Rapp and Art Coraz-
zini who is with the Council on Wage and Price Stability.

Senator TALMADGE. We are delighted to have you, gentlemen.

Mr. KanN. My statement is really quite brief, Mr. Chairman. It
should not take more than a few minutes because it is about as
long as my knowledge of the subject.

I appear before you to comment on the Health Incentives Reform
Act only with considerable diffidence. I am not an expert in the
economics of health care and I have not had an opportunity to
acquaint myself in any kind of detail with mauy of the specific
issues presented by the bill let alone to have reached settled con-
clusions about them.

All I can do and I am happy to do is to endorse the underlying
assumptions of the bill about the defects of our present system of
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providing and paying for health care and express my general
gg;eement with the bill’s general approach to remedying those
efects.

As the President’s adviser on inflation I am powerfully influ-
enced by two considerations to support your efforts. The first is the
unacceptably high rate of inflation in the costs of medical care.
This component of the Consumer Price Index has lagged slightly
behind the entire CPI only because the latter has been so heavily
influenced during the last year or so by the soaring costs of energy.

The medical care industry is less energy intensive than the econ-
omy as a whole on the average and of home purchase.

Still the acceleration of inflation of medical care costs to a 12-
percent annual rate in the fourth quarter of 1979 and 17.7 percent
in January of 1980 is ample reason for my office to concentrate
attention on the medical area.

I observe also that the rates of increase in hospital expenditures
as measured by the industry’s own sample of community hospitals
accelerated similarly in October and November of 1979 producing
an average annual rate of increase of 13.5 percent for the first 11
months of that year as compared to 12.9 percent in 1978 despite
the continuing voluntary cost containment effort.

The second direct association between my present position and
this bill is the regulatory reform plank in the President’s anti-
inflation program with its strong commitment to the encourage-
ment of competitive market forces in preference to direct regula-
tion wherever feasible.

The President is an ardent proponent of competition and so am I.

In my testimony last year supporting the administration’s hospi-
tal cost containment bill I emphasized the structural defects of our
present system of providing and paying for medical care. I can
think of no area of American life that affects every citizen as much
an(;i that needs structural reform as urgently as our health care
industry. .

Specifically I pointed out unlike other sectors of the economy
there are few incentives for hospitals to hold down costs on their
own and what is true of hospitals is true to a lesser extent of all
medical care. In fact inflationary pressures are built right into the
systern.

More than 90 percent of all hospital bills are paid for by third
parties; insurance companies, medicaid or medicare. This means
that neither the consumer, that is the patient, nor the provider,
the doctor and the hospital, nor the agency that decides what costs
will be incurred and that is the doctor feels the pinch of risienf
costs in deciding what kind of facilities and care are to be provided.

Moreover reimbursement is on a cost-plus basis; hospitals receive
about 60 percent of their revenues on the principle of the more
they spend, the more they get. The rest of the payments are made
on the basis of hospital established prices; the hospitals are paid
what they ask.

Neither of these kinds of charges is subjected to the test of a
competitive marketplace. Consumers do not make comparisons.
They do not shop around. Most of the decisions are made not by
them but by physicians whose earnings may be directly affected by
those decisions.
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In other words this is not like any other industry. The reason-
ableness of whose charges and services can safely be left to the
competitive marketplace; the effective checks present elsewhere in
the free enterprise system are simply not present here.

There are in general two basic approaches to the control of
performance of markets that are not workmg well; direct regula-
tion and competition.

Hospital cost containment itself is a regulatory approach. I sup-
ported it only as an interim measure while we attempted to intro-
duce structural corrections that would automatically insure the
introduction of economic calculations into the decision of how
much health care should be provided and at what costs.

What combination of direct regulation on the one hand and
encouragement of price competition on the other would be the
optimum way in the long run of improving the efficiency with
which we deliver health care I do not know.

It seems to me clear that to the extent we can provide for
informed choices among competing delivery systems and can pro-
vide the usual economic incentives that will force whoever makes
those decisions to weigh costs against benefits withcat distortion
we should do so.

It is the attempt of your bill to move along this psth as well as
the general methods that it selects for accomplishing these results
that I am happy to endorse. )

The bill would do these things as I understand it by requiring all
employers above a certain size as a condition for exemption of their
contribution to employee health protection plans from the employ-
ees’ income taxes to offer a choice of health plans to which they
would make equal premium contributions regardless of the plan
selected with the employees receiving any of the savings generated
by their choosing less expensive plans.

While I am not in a position to assess all the implications and
consequences of such a provision it does seem to me to establish
the basic prerequisite for competition; equal contributions by em-
ployers to all plans rather than large contributions to more expen-
sive'and smaller contributions to less expensive plans and multiple
offerings and free choice by employees and the chooser pocketing
the savings from subscribing to a less expensive plan.

So far as I can see the proposed cap of $125 per family per month
on tax-free employer contributions is not in itself relevant to the
encouragement of competition for that it would suffice merely to
have equal employer contributions along with rebates to employ-
ees. -

On the other hand the cap seems an elementary necessity in a
period of inflation for two closely related reasons. First, inflation
quite properly imposes extreme pressure on all of us to limit gov-
ernmental expenditures to revenues. This comes at a particularly
opportune time for me to say that in view of the President’s an-
nouncement of last Friday and the days and days many of us have
spent working over how we are in fact going to restrain Govern-
ment expenditures.

In the longer run inflation puts pressure on us to reduce general
tax rates.
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According to the study in January of 1980 by the Congressional
Budget Office the Treasury loses about $9.6 billion annually be-
cause of this exclusion from taxable income.

At a time when we are being forced because of the intensity of
our inflation problem to contemplate cuts in outlays for food
stamps; welfare reform; youth trainirg and employment and coun-
tercyclical fiscal assistance to hard pressed cities and feel obliged to
put off tax incentives to encourage investment and absorption of
the structurally unemployed into productive employment, at such a
time this unlimited exemption seems to me totally indefensible.

The other side of the coin is that the unlimited tax exemption for
employer contributions to employee health plans is directly infla-
tionary because it inflates demand. It attenuates the incentive of
employers to hold in check the rising costs of health insurance and
the offering of increasingly expensive coverage.

The Federal Government should not be subsidizing inflation in
health care costs through its tax policies.

I must confess that I have some uncertainty about the provision
in your bill that would set minimum requirements for any plan. I
know some people argue that employees should be saved from the
consequences of selecting inadequate plans, attracted by the larger
rebates such a choice would occasion.

I know of the fear that if you offer a very inexpensive plan
consisting only let's say of catastrophic coverage with a large de-
ductible that it will attract all the low risk employees attracted by
the large rebates leaving only the high risk employees to bear the
costs of the fuller plans, costs which would be increased by the
desertion from the plans of the younger and healthier and there-
fore it would deny the higher cost employees the benefits of cross
subsidization by the low risk group.

I also realize there is an argument for this that you have to have
some standardization of policies if people are going to be able to
make informed choices. I am not arguing against that provision.

My own preference for the competitive solution inclines me to be
somewhat hesitant about regulatory prescriptions of the minimum
characteristics of the plans to be offered and necessarily it makes
me hesitant about endorsing governmentally enforced cross subsidi-
zations. It leads me to want to see the market free to offer consum-
ers the widest range of choices they are willing to select.

I emphasize I am merely setting forth the pros and cons. I have
not made a judgment. My understanding is in the administration’s
national health insurance bill, there is in fact a requirement of
certain minimum prescriptions about characteristics of plans to be
offered and obviously I am not in a position to contradict the
administration’s policy.

On the other hand I can see the case for prescribing the cap on
tax exempt contributions that it be set at the cost of providing
some specified minimum benefit plan essentially on fiscal grounds.

On the one side such a_cap would put a stop on the inflationary
unlimited escape from taxes of employer contributions to plans no
matter how rich. If you set the cap near the cost of an efficient
health maintenance organization or a more conventional insurance
policy with substantial cost sharing that would impose a salutary
pressure on all providers to hold costs down.



193

On the other side such a cap would insure a tax subsidy since it
would be tied to a minimum acceptable plan and it would insure
that the tax subsidy was ample enough to encourage some desired
minimum level of coverage.

The possible prescription of a minimum benefits package is relat-
ed to another arrangement the committee might consider and this
is a purely personal suggestion. That is the possibility that employ-
ers might share in the rebates. This again is personal. Rebate
sharing some observers believe will increase the incentive of em-
ployers to offer a range of low cost choices because they will share
in the savings.

I confess that I do not have a sense of how important that might
be. Some people argue it would be great. It raises the danger that
an employer might offer only some very high and some very low
option plans in order to try to push his employees in the direction
of selecting inadequate low-option plans because the others are so
expensive and then will enable the employer to earn large rebates.

If at least one of the plans offered must he a reasonable pre-
scribed minimum package then this danger would be substantially
reduced.

This all goes to the question of whether one should have mini-
mum packages or not. '

There is one other prerequisite for the offer of a fuller range of
choice than we have today that is not confronted in the bill and
once again I offer vou the pros and cons. I have not formed a
judgment on it.

As I understand it, in situations in which employers do offer
employees a choice with rebates to the employees who choose less
expensive plans, in such situations the additional costs of plans
with fuller coverage become subject to income tax on the ground
that the employees who are protected by those higher cost plans
cogld instead have opted for less expensive plans and obtained a
rebate. -

This tax treatment, that is the taxing of the additional cost of
the better plans in terms of their coverage could be justified on the
ground that the Treasury ought to be subsidizing, that is exempt-
ing from tax only the coverage provided by some minimum stipu-
lzited plan and should not exempt the additional costs of more rich
plans.

It could be justified on the grounds also that since the rebates
would be subject to tax so should the incremental costs of more
generous plans so the taxes would not distort the choice between
higher cost plans and lower cost plans.

On the other hand I know some people argue that if you subject
that incremental cost to tax it will clearly discourage companies
who already have medical plans from introducing multiple choices
for their employees since the moment any number of their employ-
ees select the less expensive plan all their other employees will be
subject to income tax for the difference and they are not subject to
it now. There would be enormous resistance on the part of employ-
ers to offer these lower cost options. I have heard that argument.
~ I am aware that this brief appraisal of your bill in a sense barely
scratches the surface and for that I am sorry.
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I would like to think instead that it might be characterized as
getting at the fundamentals. Establishing the necessary conditions
for free and unbiased choices under incentives to make those
choices economic is the essential condition for introducing more
effective competition in the provision and financing of medical
care.

I feel strongly that we must as vigorously as possible explore the
extent to which competition rather than detailed prescriptive regu-
lation can do the job of subjecting our health expenditure decisions
to economic tests.

Doing that latter job that is seeing to it that some economic
calculus is introduced into our decision about how much to spend
on health, doing that job is absolutely essential if we are to control
inflation in health care costs and subject those expenditures to
exactly the same kind of inescapable economic calculus as we now
apply in our society to the purchase of food, shelter and police
protection.

Thank you very much for this opportunity to talk in rather
general terms about the plans. I would be glad to try to answer
your questions if you will understand that I am not an expert in
this field but I am an expert on competition.

Senator TALMADGE. Thank you very much, Mr. Kahn, for a very
fine statement.

If this competitive approach is adopted, would you no longer
press for a hospital cost containment program with a flat cap on it?

Mr. KanN. No. I would continue to press for hospital cost con-
tainment because 1 do not know to what extent it would suffice. I
do not know to what extent you can rely simply on competition. It
will clearly take time. The mere development in different localities
of alternative plans, the construction of HMO’s or other prepaid
plans that have incentives to hold down costs, it is going to take a
long time.

In the interim I think hospital cost containment is indispensible
as a means of putting the cap and forcing people to make some
economic decisions.

Senator TALMADGE. Would the approach in S. 1968 create any
new administrative cost, paperwork or regulatory compliance bur-
dens on business?

Mr. KAHN. Yes. I think there would be some additional paper-
work costs because employers, even if you confine the plan to large
employers, would have to develop mechanisms for offering their
workers the choice Federal workers have. There would undoubted-
ly be some additional cost.

It seems to me the cost of offering people competitive choices and
subjecting providers of medical care to efficiency pressures that the
cost of doing that can only be small compared with the probable
benefits.

Senator TALMADGE. Senator Durenberger?

Senator DURENBERGER. Thank you, Mr. Chairman.

Thank you, Mr. Kahn, for your testimony. You indicated in
response to the chairman’s question that you would continue to
press for cost containment.

Let me ask you a related but not identical question. On the basis
of what I heard you say here today I see a preference on your part
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for competition over a regulatory process. I also see a wise recogni-
tion of the fact that you cannot put one in and drop the other
immediately. It is sort of a phased process.

There is an additional issue that we have been facing here for
the last year or year and a half and that is the issue of continuing
the expansion of subsidized fee for service programs.

I just wondered if, today, given the inflationary pressures on the
budget and the inflationary pressures on the economy as a whole,
would you discourage this committee from substantial expansion of
the subsidized fee for service health care system in this country
until we reform the system with some kind of informed choice and
competition?

Mr. Kann. I can answer only very generally. Certainly the ex-
pansion of subsidized fee for service medical care ought to be
accompanied by adequate measures to hold the costs at check. That
is to say I cannot see one introducing large-scale subsidies without
trying to accompany that with some means in advance of contain-
ing what would otherwise be an inescapable ballooning of the costs.

Senator DURENBERGER. This committee has been, in a sense,
rejecting broad scale universal coverage, subsidized fee for service,
and concentrating on the area of catastrophic coverage.

It has been my concern that a catastrophic plan, covering all
expenses over $3,500, without some kind of system reform, would
be the most inflationary kind of expansion of fee for service system
we could imagine. When we cover everything over a certain dollar,
there is no constraint whatsoever.

Specifically with regard to major expansions of catastrophic in
either a subsidized system or an employer based system, would you
recommend we put that off for a while or at least accompany it
with some kind of a competitive reform?

Mr. Kann. I am not sure I can say anything more than I have
already said. It seems to me important that we make every effort
as we introduce these subsidized expanded possibilities of service
and we accompany it with such cost control mechanisms as we
possibly can devise and with that response I think you have al-
;'_ealgy penetrated beneath the thin veneer of my knowledge in this

ield.

Senator DURENBERGER. Thank you.

I have one last question which relates to the voluntary guidelines
on wages and the presumed pressure that adherence to those
guidelines brings to bear on fringe benefits and particularly health
benefits. I am not familiar today with exactly where the OCWA
strike against the refineries stands, but as I read it they are
remaining within the guidelines on wages, but the big pressure is
on fully paid health care.

I would appreciate your comments on the appropriateness of
fully paid benefits while we are trying to hold wages to our guide-
line percentage.

Mr. Kann. I hope I am not jumping in making too large a logical
jump but it seems to me that is exactly the virtue of this bill, that
it extracts the incentive that we now have to pay wage increases in
this form, an incentive that is provided at the expense of the U.3.
taxpayer. :
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I do not really want to comment on the OCWA settlement. We
have not seen the results.

I cannot be any more indifferent to increases in cost that are
imposed on employers because they carry the name of health bene-
fits than any other kind of increase in costs. I am worried about
cost inflation and cost inflation is cost inflation no matter what box
it happens to fit into.

Senator DURENBERGER. Thank you very much.

Senator TALMADGE. Senator Matsunaga?

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

As you have so well expressed, Mr. Kahn, we are all concerned
about the escalating costs of health care. Yet we do not want to
rush into any new programs or so-called reforms that might bring
about even greater costs, especially in the Government bureaucra-
¢y which may offset the savings of the tax-based health insurance
reform proposals before this committee.

I do not know whether you have given any real thought to this
because as you say you are not an expert in this area, but in your
view, do employers and employees under existing laws have suffi-
cient incentives to seek out the most effective and the most eco-
nomical health insurance coverage?

Mr. KanN. They clearly do not have sufficient incentive.

Senator MATSUNAGA. As you know, there is quite a bit of opposi-
tion to the proposal before us now. If you have looked at all of the
proposals, do you or the administration have a proposal which may
combine the underlying assumptions of the bills proposed and of
the answer you just gave?

Mr. KAnN. I think the administration may well. The proper
provider of that proposal would be the HEW and not me. I spend
the better part of my life, Senator, trying to walk a tightrope
between expressing my own opinions and speaking for the adminis-
tration. On this one I am expressing my own opinions except that I
know I can speak for the President when I say he is an ardent
exponent of pursuing the competitive possibility wherever it is
even remotely possible it will work. He kicked me into deregula-
tion of the airlines faster than I was prepared to go but in a
perfectly proper way.

Senator MATSUNAGA. Do you think HEW will soon be coming
forth with such a proposal? I believe the “E” was recently taken
out of HEW.

Mr. KanN. That is correct. It is Department of Health and
Human Services.

.t.’Senator MaTrsunNaGA. The “E” does not stand for efficiency, does
it?

Mr. KauN. You will not get me to rise to that one, Senator.

Senator MATsuUNAGA. We will wait for the proposal of the admin-
istration.

Thank you, Mr. Chairman. I must excuse myself. I have to go to
the synfuels conference committee meeting.

Senator TALMADGE. I have one other question, Mr. Kahn. Do you
think we should get Government further into regulation of fringe
benefits? If we decided we could improve productivity in the coun-
try by reducing the number of paid holidays eligible for tax deduc-
tion tfrom 10 or 15 to 6, you support such a proposal?
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Mr. KaHN. I hesitate to respond to an idea that has been present-
ed to me for the first time. I think I would be disinclined to use the
tax laws to try to influence in what form workers obtain improve-
ments in their standard of living, whether they obtain them
through paid vacations or through higher wages.

As an economist I tend to believe if you try by law to handicap
one way of doing it then the balance of bargaining power or the
balance of market considerations will push them to getting the
benefits in some other way.

That reflects a kind ¢f fundamental attitude of mine. I would
also like to think about that. I think I would be disinclined for the
Government to get into that degree of pervasive dictation of how
wages should be paid. '

Senator TALMADGE. Thank you very much, Mr. Kahn.

Our next witness is Mr. ﬁert Seidman, director of the Social
Security Department, AFL-CIO who is accompanied by Mr. Rcbert
McGlotten, associate director, Department of Legislation.

Mr. Seidman, you may insert your full statement and summarize
it, sir.

STATEMENT OF BERT SEIDMAN, DIRECTOR, SOCIAL SECURITY
DEPARTMENT, AFL-CIO, ACCOMPANIED BY ROBERT McGLOT-
TEN, ASSOCIATE DIRECTOR, DEPARTMENT OF LEGISLATION;
STEPHEN KOPLAN; AND RICHARD SHOEMAKER, ASSISTANT
DIRECTOR, SOCIAL SECURITY DEPARTMENT, AFL-CIO

Mr. SEipMAN. Thank you, Mr. Chairman.

With me is Robert McGlotten, the associate director of our De-
partment of Legislation as well as Steve Koplan of that department
and Dick Shoemaker, an assistant director of the Department of
Social Security of the AFL-CIO.

Mr. Chairman and members of the subcommittee, the AFL-CIO
welcomes this opportunity to present its views with respect to
S. 1968. While we recognize the good intentions of the bill’s sponsors,
our major criticism of this bill is that it attempts to meet the rising
costs of health care by penalizing through the Tax Code millions of
employees.

The bill creates strong incentives for employees to select tradi-
tional health insurance plans heavily loaded with deductibles and
coinsurance provisions. Such plans appear to be cheap and there-
fore might appeal to young and healthy employees but high deduc-
tibles and coinsurance do not lower the total cost of health care.
They only shift the cost of paying for health services from premi-
ums which are prepaid to out-of-pocket expenses that are paid by
the consumer at the time health services are rendered.

The penalty for providing a plan that does not meet these and
other standards would be that the expenditures could not be treat-
ed as a business expense under the tax laws but the penalty does
not fall upon the employer. It would fall upon employees who must
include employer payments for unqualified health insurance plans
as an addition to their gross income subject to income taxes.

The bill would require employers to give rebates to employees as
an inducement for them to choose the plan with the lowest premi-
um cost. These rebates would also be considered additional taxable
income to the employee.
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The bill, although perhaps unintentionally would discriminate
against health maintenance organizations because health benefits
provided by HMO’s are comprehensive with no or minimal copay-
ments. This may make their premiums but not their total costs
relatively high as compared with cheap traditional insurance poli-
cies providing no benefits for preventive care or for the routine
doctor visits which minimize high cost catastrophic health ex-
penses. -

In our view this bill is conceptually faulty. It assumes unrealisti-
cally that patient-consumers have sufficient information prior to
their need for health services to make a rational decision as to
what insurance policy would be the best buy for them.

It assumes consumers have enough medical knowledge and the
will to challenge their doctor’s evaluation of their need for hospi-
talization and for other health services on the basis of the patient’s
judgment as to both their quality and cost.

This is simply not the way the medical care system works. It is
the doctor who makes these decisions. Doctors and not patients
control the demand for health services. The patient decides only on
his or her first contact with the doctor. After that the doctor makes
all the decisions from prescription of a simple drug to major sur-
gery. :

Patients know that doctors do and should make the medical
decisions. When patients go-to a physician with symptoms or per-
haps for a physical examination, they place themselves under the
doctor’s direction. Physicians control from 70 to 75 percent of all
health care expenditures.

It should be clear if any progress is to be made in controlling
health care costs, fiscal controls must be placed on the physician
and not the patient.

S. 1968 may reduce taxes and premiums for health insurance in
the short run. These savings would only be achieved by transfer-
ring costs from taxes and premiums to out-of-pocket expenditures
by consumers. Total costs, which include taxes, premiums and out-
of-pocket payments, would be increased because of the lack of first
dollar coverage for physician out-patient services. This lack of first
dollar coverage would discourage preventive care and early diagno-
sis and treatment and result in more expensive surgery and hospi-
talization.

Catastrophic insurance to pay for acute illness and longer hospi-
tal stays would underwrite these high costs and stimulate the
expansion of high cost technological care both in health education
and in hospitals. -

Human and capital resources would be channeled into cata-
strophic illness and away from primary care.

The long run cost implications of such a program are horren-
dous. Catastrophic insurance would benefit only 5 persons out of
100, unless it was an integral part of a universal comprehensive
national health insurance program. Catastrophic insurance would
not help the poor pay their routine medical bills but would help
_thg:l lvyell~tlo-do pay the large bills that resulted from the catastroph-
ic illness.
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It would be another program to help the rich without addressing
the medical needs of the poor and would make medical care more ~
expensive for everybody.

The insurance manual rate for a catastrophic insurance policy
with a $3,500 deductible is about $3.50 a month for a single person
or $8.80 a month for a family. Middle- and high-income citizens can
easily purchase such policies although depending on such factors as
physical condition and whether it is a group or individual policy,
the premiums would be somewhat higher than the manual rates.

S. 1968 would not help to extend health insurance protection to
the 25 million persons presently having no private or public health
insurance. Neither would it do anything to improve the very inad-
equate health insurance protection which many millions of addi-
tional persons in this country now have.

S. 1968 would tax working people; benefit the rich more than the
poor; increase health care costs and undermine efforts to organize
more efficient health delivery systems such as HMO's.

We in the AFL-CIO will continue to support the only approach
which will make good health care available to all Americans at an
affordable cost—universal and comprehensive national health in-
surance,

Canada has such a program. Its health care costs as a percentage
of its gross national product have declined since 1971 while our
costs have increased. In 1977 Canada spent 7.2 percent of its GNP
on health care for all Canadians. In that year the United States
spent 9 percent of its GNP for health services leaving 25 million
uninsured.

Under ordinary circumstances the AFL-CIO makes an effort in
hearings such as this to suggest ways of improving proposed legis-
lation. Unfortunately because we find S. 1968 to be conceptually
wl;'long, in our opinion no amount of tinkering will make it accept-
able.

We will strongly oppose the socalled consumer choice health
plan or any variation of it. We will also strongly oppose catastropic
insurance or any variation of it, whether it stands alone or in
combination with the consumer choice health plan approach.

We will continue to support the only approach which will make
good health care available to all Americans at an affordable cost,
universal and comprehensive national health insurance.

Thank you, Mr. Chairman. We will be glad to answer any ques-
tions.

Senator TALMADGE. Thank you, Mr. Seidman, for a very good
statement.

It is contended that because of the deductibility by the employer
of health insurance premiums, employers are relatively indifferent
to the cost of the health insurance for their employees.

Have your member unions found that to be a fact as they engage
in collective bargaining?

Mr. SeipmaNn. If it ever was a fact and it may have been some
years ago, it is certainly not true today. We see this in two differ-
ent ways. First, we see it in the tremendous resistance of employ-
ers in collective bargaining against any improvement of health
care plans and their efforts to cut back on the health care plans
that unions have already negotiated.
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We find that to be a very unwelcome development but we also
find a welcome development and that is, we find that employers to
a greater extent than ever before are looking for what we consider
to be very legitimate ways of reducing health care costs.

Just a relatively short time ago a top level labor-management
committee looked at this whole question of health care costs. Much
to our surprise and pleasure, we found when we put aside some
rather controversial issues such as national health insurance, we
were able to agree on the labor side and the management side on
many specific ways of dealing with the health c.re costs problem
either through the collective bargaining approach, that is labor-
management cooperation in effect, or through legislation.

I would say increasingly and by now I think this is true of almost
all employers, they are very much concerned with health care costs
but they would have to speak for themselves.

Senator TALMADGE. Yesterday Mr. Enthoven alleged that the
reason labor leaders were opposed to S. 1968 was because if enacted
it would effectively put an end to their hopes for the Kennedy
natignal health insurance proposal. Is Mr. Enthoven’s analysis cor-
rect?

Mr. SEipMAN. I think Mr. Enthoven is entirely wrong. As a
matter of fact if I were to put my crystal ball in front of me I
would say if it is enacted it will help our chances for getting
universal and comprehensive national health insurance but only
after disastrous increases in costs and cutbacks in health benefits
for millions and millions of workers and their families. That we do
not want to do.

We are opposing the bill for the reasons I have outlined in
summary form orally and which we have spelled out in much more
detail in our prepared statement which the members of the com-
mittee may wish to study.

We are opposing it not for the reason that we think it is going to
hold back enactment of a universal and comprehensive national
insurance system.

Senator TALMADGE. It is alleged union members such as steel-
workers are not concerned as individuals with the cost of health
care because those benefits are paid for them by third parties
insul:ers whose premiums are paid by the employer and not by the
worker.

It ig alleged this insulation creates indifference. Would you com-
ment?

Mr: SeiDMAN. I do not think that is at all true. The fact of the
matter is workers know when they negotiate for health care bene-
fits, it means they are foregoing wages or reduction of hours or
paid vacations or other elements of the collective bargaining pack-

e.

Workers know there is a tremendous escalation of health care
costs and that is why they support their unions in the efforts
unions have made to restrain health care costs and to seek enact-
ment of the kind of legislation which will make health care availa-
ble on a universal basis but which &!so contains built in elements
for cost constraint.

Senator TALMADGE. Senator Durenberger?

Senator DURENBERGER. Thank you, Mr. Chairman.
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Mr. Seidman, I would like to believe the statement you made
here is the accurate one, rather than the statement you made in
your testimony, and that you do like this general support but you
are afraid of what is going to happen between now and the time
the competitive approach can be blended with universal coverage.
That is the response I heard to the chairman’s question when he
asked you about the Enthoven statement.

As I recall your reply it was you were not opposed to this but it
is——

Mr. SEiDMAN. We are opposed to it.

Senator DURENBERGER. Why are you opposed to it?

Mr. SeipMmaN. | can give you the reasons but I have specified
them in my testimony. We think in the first place it is based on
assumptions which we find entirely unrealistic and that is first of
all, that employers and employees are responsible for the tremen-
dous escalation in health care costs——

Senator DURENBERGER. Excuse me, let me get back to my ques-
tion because I only have a few minutes.

I want to get back to the allegation about what Dr. Enthoven
said or did not say. On page 5 of your statement, it is said, “We
will continue to support the only approach which will make good
health care available to all Americans at an affordable cost, uni-
versal and comprehensive national health insurance.”

That has been the position of your organization for many years. 1
have heard it myself 20 times since I came here a year and a
quarter ago. You oppose catastrophic. You oppose this. You oppose
anything that comes through this committee if it is not universal
and comprehensive national health insurance.

Is that your position?

Mr. SeipmaN. That is not our position. We support thcse pro-
grams which we think will provide benefits to people short of
national health insurance. I can state two which are coming
through your committee right now; hospital cost containment and
the child health assurance plan, the CHAP legislation. We support
both of those. They fall far short of national health insurance. We
support them because we think they will improve health care for
people and we think they will have at least some effect on the cost
of medical care.

We oppose programs which we think will not achieve those objec-
tives.

Senator DURENBERGER. You have four specifics at the top of page
5; the bill attacks working people; the bill would benefit the rich
more than the poor; it would increase health care costs and would
undermine efforts to organize a more efficient delivery system.

The CBO report addresses the health care cost issue. If in your
printed statement you can prove that health care costs would -
increase, I would be surprised. Your second point—that it benefits
the rich more than the poor—as I understand your testimony,
relates primarily to the catastrophic aspects of the bill.

Mr. SeipMAN. That is correct. We do not think it would benefit
anybody except through the catastrophic route and then it would
only benefit those people who can afford it.
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Senator DURENBERGER. The failure in the bill, in your opinion is
its mandate for coverage stops at catastrophic and continuity of
coverage.

The last point I am most interested in is that the bill undermines
:{fﬁr(’\tg to organize more efficient health delivery systems such as

s.

If you can demonstrate for me this bill does that, I will be glad to
change this bill.

Mr. SEipmaN. We do go into that in some length in the detailed
statement. The point we wish to make is particularly in the early
stages, the cost of the monthly premiums of HMO’s may be higher
than the amounts you have set in the bill but the total cost of
health care to the people who join those HMO’s may ke lower than
in the traditional plan.

The bill would discriminate against those HMO’s which are just
getting underway and therefore help to discourage the develop-
ment of alternative health delivery systems.

Senator DURENBERGER. One of the points you made earlier in
your testimony related to something called skimming or preferred
selection or adverse selection. I th ak you objected to this because
the young would take the lowest coverage and stick everybody else
such as the families and the older with the bill.

I take it because your organization and some of your member
organizations have been very involved with HMO's that you could
tell us what your experience has been with regard to skimming or
adverse selecticn in HMO'’s.

Mr. SeipmaN. T do not know of any adverse selection in HMO's.
We have dual choice arrangements and people have the choice of
the HMO or the traditional arrangement, whichever they wish to
choose. The HMO is required to take in anybody who chooses the
HMO. I do not know that there has been any particular skimming.

Senator DURENBERGER. Does that experience include non-Feder-
ally qualified HMO’s, just various forms of prepaid limited provider
arrangements?

Mr. SEipMAN. There was a disastrous experience in California
some years ago with nonqualified-organizations which purported to
be HMOQ’s. Other than that I do not know of any problems which
have arisen along the line you are suggesting.

Senator DURENBERGER. Thank you very much.

Senator TALMADGE. Thank you very much, gentlemen. We appre-
ciate your contribution.

{The prepared statement of Mr. Seidman follows. Oral testimony
continues on p. 256.]

SUMMARY OF THE STATEMENT OF BERT SEIDMAN, DIRECTOR, DEPARTMENT OF SOCIAL
SecuUrITY, AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGANI-
ZATIONS

Mr. Chairman and members of the subcommittee, the AFL-CIO welcomes this
opportunity to present its views with respect to S. 1968. While we recognize the good
intentions of the bill’s sponsors, our major criticism of this bill is that it attempts to
mee} the rising costs of health care by penalizing, through the tax code, millions of
employees.

is bill, would rewrite the tax laws so that, as a condition of tax deductibility as
a business expense, employers would have to make the same dollar contribution to
more than one health insurance plan for their employees. S. 1968 would require
that each employer offer at least three different health insurance plans one of
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which must be a low cost option. In addition any employer contributions to a health
plan in excess of $125 a month for a family with children, $100 for a husband and
wife and $50 for a single person would have to be included for tax purposes in the
gross income of the employee and would, therefore, increase the tax burdens on
working people.

Under the bill any qualified employer-employee health benefit plan would be
required to provide protection against the high cost of a catastrophic illness. The
ceilings established under the bill would prectude an employer from providing a
comprehensive health plan without substantial deductibles and coinsurance to his
employees.

A traditional health insurance plan heavily loaded with deductibles and coinsur-
ance provisions to make it “cheap” might appeal to young and healthy employees,
but high deductibles and coinsurance do not lower the total cost of health care.
They only shift the cost of paying for heaith services from premiums which are
prepaid to out-of-pocket expenses that are paid by the consumer at the time health
services are rendered.

The penalty for providing a plan that does not meet these and other standards
would be that the expenditures could not be treated as a business expense under the
tax laws. But the penalty does not fall upon the employer. It would fall upon the
employee who must include employer payments for unqualified health insurance
plans at an addition to his gross income subject to income taxes.

The bill would require employers to give rebates to employees as an inducement
for them to choose the plan with the lowest premium cost. These rebates would also
be considered additional taxable income to the employee.

The bill would discriminate against Health Maintenance Organizations (HMOs)
because health benefits provided by HMOs are comprehensive with no or minimal
copayments making their premiums but not their total costs relatively high as
compared with cheap traditional insurance policies providing no benefits for preven-
tive care nor for routine doctor visits which minimize high cost catastrophic health
expenses.

In our view this bill is conceptually faulty. It assumes unrealistically that patient-
consumers have sufficient information prior to their need for health services to
make a rational decision as to what insurance policy would be the “best buy” for
them. It assumes consumers have enough medical knowledge to evaluate their need
for hospitalization and for other health services on the basis of both their quality
and their cost.

This is not the way the medical care system works. It is the doctor who makes
these decisions. Doctors—not patients—control the demand for health services.

It is the doctor who decides whether a patient goes to a hospital or receives much
less expensive treatment oen an outpatient basis. ’

It is the doctor who decides when a patient can be transferred to an extended care
facility. It is the doctor who decides when the patient can be discharged from a
hospital or nursing home

It is the doctor who decides how often the patient should come to the office for
treatment and the number of hospital visits that need to be made by the doctor.

It is the doctor who prescribes drugs, either by brand name or less costly but
equally effective generic equivalents.

It is the patient’s physician who leaves instruction with the house staff or the
nurse.

It is the doctor who schedules the patient for revisits for treatment.

Patients know this. When patients go to a physician with symptoms—or perhaps
for a physical examination—they place themselves under the doctor’s direction.
Physicians control from 70-75 percent of all health care expenditures.

It should be clear, then, if any progress is to be madea in controlling health care
costs, fiscal controls must be placed on the physician and not the patient. :

S. 1968 may reduce taxes .nd premiums for health insurance in the short run.
These savings would only be achieved, however, by transferring costs from taxes
and premiums to out-of-pocket expenditures by consumers. Total costs, which in-
clude taxes, premiums and out-of-pocket payments, would be increased because of
the lack of first dollar coverage for physician outpatient services. This would dis-
courage preventive care and early diagnosis and treatment and result in more
expensive surgery and hospitalization.

Catastrophic insurance to pay for acut: illness and longer hospital stays would
underwrite these high costs and stimulate the expansion of high-cost technological
care in health education and in hospitals. Humar and capital resources would be
channeled into catastrophic illness and away from primary care. The long run cost
implications of such a program are horrendous.



204

Catastrophic insurance would benefit only five persons out of a hundred. Unless it
was an integral part of a universal comprenhensive national health insurance
program, it would not help the poor pay their routine medical bills but would help
the well-to-do pay the large bills that resulted from a catastrophic illness. It would
be another program to help the rich without addressing the medical needs of the

r and would make medical care more expensive for everybody. Middle and high
income citizens can easily purchase a catastrophic insurance policy for $3.50 a
month for a single person or $8.80 a month for a family.

S. 1968 would not help to extend health insurance protection to the 25 million
persons presently having no private or public heaith insurance.

However, S. 1968 would—

Tax working people;

Benefit the rich more than the poor;

Increase health care costs;
ngggermine efforts to organize more efficient health delivery systems such as

We in the AFL-CIO will continue to support the on‘!'y ?proach which will make
good health care available to all Americans at an aftordable cost-—universal and
comprehensive national health insurance. Canada has such a program. Their health
care costs, as a percentage of their Gress National Product, have declined since 1971
while our costs have increased. In 1977, Canada spent 7.2 percent of their GNP on
health care for all Canadians. In that year, the United States spent 3.0 of its GNP
for health services leaving 25 million uninsured.

Under ordinary circumstances, the AFL-CIO tries to suggest wagz of improving
proposed legislation. Unfortunately because we find S. 1968 to conceptually
wrong, no amount of tinkering will make it acceptable to us. We will stronglf'
oppose the so-called “Consumer Choice Health Plan” or any variation of it. We will
strongly oppose catastrophic insurance or any variation of it whether it stands alone
or in combination with a Consumer Choice Health Plan approach. We will continue
to support the only approach which will make good heaith care available to all
Americans at an affordable cost—universal and comprehensive national health
insurance.
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STATEMENT OF BERT SEIOMAN, DIRECTOR, DEPARTMENT OF SOCIAL SECURITY
AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGANIZATIUNS
BEFORF THE HEALTH SUBCOMMITIEE
SENATE FINANCE COMMITIEE
ON S. 1968

A BILL TO ENCOURAGE COMPETITION AND CATASTROPHIC HEALTH INSURANCL

March 19, 1980

Mr. Chairman and members of the subcommiltes, the AFt-UI0 welcomes Uing
opportunity to present 1ls views with respect to b 1960, While we recognize the
good intentions of the‘bxll‘s sponsors, oer major criticasm ot this bill 1o
that it attempts to meet the rising custs of health care by penalizing, through
the tax code, millions of employees.

This bi1ll, and others like 1t that have been introduced in the House of
Representatives, would rewrite the tax laws so that, as a condition of tax deducti-
bility as a business expense, enployers would have to make the same Jollar
contribution 1f they offered more than one health 1nsurance plan to their employees.
S. 1968 would require that each employer offer -t least three health 1nsurance
plans. [n addition, any employcr contribution. '« « health plan an excess of $12%
a month for a family with children, $100 for a husband and wife and $50 for a single
“Person would have to be included for tax purposes 1n the gross income of the
employee and would, therefo;;, 1ncrease the tax burdens on working people.

A traditional health insurance plan heavily loaded with deductible and
coinsurance provisions to make 1t "cheap" might appeal to young and healthy
employees, but high deductibles and coinsurance do not lower the total cost of
health care. They only shaft the cost .¢ payinqg for health services from premiums
which are prepaid to out-of -pocket expenses that are paid by the consumer al the
time health services are rendercd, CLach plan offerecd by an employer Lo hiu

employees would have Lu provide the same beneflils us Medienre as well as mecl

62-511 0 - 80 - 14



206

Page 2

certain other standards, the most important of which 1s that all plans
would have to provide protection against the high-cost of a catastrophic
illness, Because 5. 1968 mandates broad benefits for qualified plans,
any plan costing no more than the ceilings established by the bitl
would necessarily have to be loaded with deductibles and copayments.

The method of enforcement of these provisions and standards is
strange to say the least. No penalty would fall upon emplayers who failed
to offer at least three plans that conformed with the requirements of
the bill. Rather the premium payments mad; by the employer for a plan
that did not qualify for tax exemption would be counted as taxable income
for his employees. [t would be the employees who would have to pay the
penalty in the form of higher taxes because of the employer's failure to
adopt 8 qualified plan.

S. 1968 would require rebates to employees who choose a very low-
cost health 1nsurance plan costing even less than the ceilings imposed by
the bill on employer contributions. The inevitable effect would be
adverse selection against the more comprehensive plan becsuse only the
young an; healthy who anticipate and hope they will not get sick would elect
the low-cost option. This would increase the cost of 1nsurance for
elderly employees, unhealthy employees and those with large families. This
would alsu discriminate against Health Maintenance Urganizations (HMUs)
whose rates are about the same as, or above, the ceiling of $1Z% a monLh
for family coverage. A table, "Monthly Premium for fedcral tmployeces for
a Family, Copayments and Doctor/0ffice Visits per Beriefaciary for f1fleen
Prepaid Group Practice Plans” shows these rates and 1s included as

Appendix A attached to this statement.
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Mr. Chairman, this bill follows a conceptual framework that assumes
consumers have the economic power and the information to achieve the best
insurance buy and to exert sufficient pressure on the producers to reduce the
cost of medical services. But consumers have neither the information nor
the power to exert such pressure. One reason 18 that there are intermediaries
between the p;nvlders and the consumer.

These 1ntermediaries are Blue {ross, Blue Shield and insurance companies.
Nevertheless, a member of academic thearists have tried to sell the idea that
if consumers will shop arouﬁd for less expensive health insurance policies,
1nsurance companies, in turn, will exert pressure on the praviders of health
services to be more efficient. One critic of the scheme has referred to 1t
as the domino theory of cost containment. #Pressure 1s exerted on the first
domino, the consumer, to fall upon the next one, the 1insurer. The second
domino pressures the third, physicians and hospitals., The main problem 1s that
the first domino may not fall in the direction of the second and the second
may not fall against the third.

Low-cost 1nsurance policies are nol Lhe best buys for consumers.  (lesp
bealth policies have limited benetits and are lvaded wilh deductables,
coinsurance, limitations and exclusions., They crecl tinancisl barrivis to
utilization of physician visits necessary lq avoild acute 1llness. Such policies,
therefore, tend to channel money i1nto hospitalization, surgery and high-cost
technological care making medical care and, therefore, health insurance more

expensive for everybody.
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The multiplicity of insurance policies, coch wilh different deductaibles,
($50, $100, $1,000, ete.), coangurance rates (10%, 20%, 2%, ete.), limita-
tions (30, 60U, Y0 days, etc. of hospitaiization or U, 20 er %) ete. doctor
visits), and exclusions (no coverage for rnewborns for a week or U days or for
prenatal care ur for pre-existing conditions) make 1t 1mpossible fer the consumer
to make a rational decision 8s to which insurance policy 1s a best buy. Nor
can consumers make a rational cholce unless they know in advance the disease
with which they will be afflicted., Will 1t be an acute disease such as cancer
or a chronic disease such as arthritis? [t i1s even worse for consumers wher
a newborn has a birth defect since birth defects are not covered by must insurance
policies for the first week or 10 days after birth.

The conclusion must be that the first or consumer domino can fall in
any direction,

If 1t does, by chance, fall upon the second domino the relationship
between Blue Cross and the hespitals can be described as cozy 8nd physicians
control most Blue Shield plans as the Federal Trade Commission has documented.

Until Congress passed the Health Maintenance Organization Act of 1976,
the insurers performed no function other than the mechanical processing of
claims and mailing out checks to providers. lo be fair tu the ainsurers, they
are now sponsoring H4Us and other innovative organizational arrangements tor
Jelivering health services. However, this activity, which the AFL-CIU welcomes
resulted from a fear of losing business to prepaid group practice plans such
as the Kaiser foundation health plans, Group He;lth of Puget Sound, the'Health
Insurance Plan of Greater New York and others. It was, therefore, the competition
of other providers and not the pressure of caongumers that was the stimulus

for the insurers to develop alternatives to the fee-for-service system.
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The theoreticians who develaped the so-called 'Cansumer Choice Health
Plan" (CCHP) 1gncre the realities of the medical care system, Consumers,
given a choice, choose plans that provide first dollar coveraye even when
they may have to pay part of the higher premium themselves. As union representa-
tives, we know this, but you need not take our word for 1t. The prototype
CCHP is the Federal Employees Health Benefits Plan (FEP). FEP has over 3.4
million subscribers who represent over 10 million people including dependents.
Annually, federal employees are given a choice of four benefit programs:
Blue Cross, Aetna, an HMO and a union sponsored plan 1f the employee is a
union member. The government's contribution cannot exceed 75 percent of any
plan's premium. Employees who select a more expensive benefit package
have to pay more for it. Alternatively, they can select less expensive

coverage with a lower personal contribution. Both Blue Cross, Blue Shield
and Aetna ofter a high option and low option plan. Only 7.5 percent of federal

employees choose the low option plans. The State of Maryland has a program
patterned after FEP. The state's experience 1s that 9> percent of the employees
choose the high option plan. Most of the elderly population has chosen
to have their Medicare deductibles and coinsurance provisions met with supplementary
insurance. The premiums for this supplementary coverage are paid for entirely
from their meager incomes. The popularity of first-dollar coverage persisting
as it does over time and 1n the face of alternatives involving lower premiums
and escalating medical care costs 18 a phenomenan which Congress cught not to
1gnore. Consumers have cleaily indicsted their choice. It 1s a plan with
comprehensive benefits 2nud first dollar coverage particularly far physician
office visits. When given the cholce, consumers select the plan with the most
comprehensive coverage and the least financial barriers to health care.

it 18 claimed by the advocates of the so-called Consumer Choice Health
Plan thal health plans with deductibles and copayments requiring out ~of -pockel

payments at the Lime service 18 rendered will stimulate consumers Lo shop around
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in the medical marketplace for doctors who charge lower fees and for low-
cost hospitals. They even claim that such plans will gilye consumers the
incentive to challenge their doctor with respect to the diagnostic tests the
doctor orders or the location of treatment the physician may recommend. We
doubt 1f there 1s anyone in this room, unless he or she 1is a physician, who
have ever challenged the clinical judgment of his or ber doctor,

According to the CCHP advocates, deductibles will reduce the effective
demand or utilization of health services and, therefore, reduce costs. This
is the cconomic theory that price is determined by supply and demand. These
economists think health care is like other goods and services and that 1f
provided on a prepald basis without charge, this will result 1n people swarning
into doctor's offices to receive what they inaccurate call at the time the
service 1s given their "free care."

Mr. Chairman, what 1s conspicuously absent from these misguided notions
is a rudimentary understanding of the basic economics of the health care
industry. The laws of supply and demand are skewed beyond recogmition i this
industry.

Doctors -- not patients -- control the demand for medical services.

It 1s the doctor who decides whether a patient goes to a hospital or
receives much less expen51§e treatment o1 an outpatient bacis.

It is the doctur who decides when a patient can be transferred to an
extended care facility. It 1s the doctor who decides when the patient can be
discharged from a hospital or nursing home.

It is Lhe docior who decides how of ten the patient should come to the
office for treatment and the number of hospital visits that need to be made by

the doctor.
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It is the cector who deéxdes what laboratory tests or disgnostic
procedures need toc be performed.

It is the doctor who prescribes drugs, either by brand name or less
costly but equally effective generic equivalents.

1t 1s the patient’'s physician who leaves instructions wiih the house
staff or the nurse.

it is the doctor who schedules the patient for revisits for treatment.

Patients know this. When patients go to a physician with symptoms
or perhaps for a routine physical examination, they place themselves under the
doctor's direction, Physicians control from 70-75 percent of all health care
expenditures.

It should be clear, then if any progress 1s to be made in controlling
tealth care costs in the public interest, fiscgl contrals must be placed on the
physician and nol the patient.

In Canada, a country with a social, political and economic system very
similsr to that of the United Slates, health care 1s virtually all prepaid n
one way or another. Deductibles are forbidden under 1its national health insurance
program although their law does allow the provinces to charge some copayments,
There are no copayments for doctor visits. You might think the doctors would be
swamped. The facts are that in Canada there are 5.0 outpatient visits to
doctors per-person per-year and in the United States there are 4.2 visits per-
person per-year. Canada hss more doctor visits per-person than the United States
to be sure, but if consideration is given to the fact that 20-25 million
Americans have no health insurance at all -- public or private -- and mxllions more
have to pay for their visits out-of-pocket, at can hardly be claimed, as these
economists do, that prepaid care results in swamped doctors' offices or results

in abuse. It should be pointed out that Canadians not only have better financiaol
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access to care than Americans but the distribution of physicians as between
rural and urban areas is more equitable. In some'areas of the United Ytates Lhere
are no doctors and, therefore, no visits.
Closer to home, the experience of prepaid group practice in the U. 5.
lends no support to the theory that prepsid care results in a rush by consumers
to doctors' offices,
Most of the plans have no copayment for a doctor visit. With the
exception of one plan which, 1s at the national average, all of the plans have
fewer doctor or clinic visits per-person per-year than traditional i1nsurance with

deductibles and some have considerably fewer visits. (See Appendix A)
The economic theoreticians trained in the "law of supply and demand”

refuse to believe 1n the reality of consumer behavior. I[f the reality does

not conform to theory, they discard reality -- not the theory. The fact is,
whether prepaid or not, people do not like to go to doctors, especially when 1t
involves time off from work and docked pay as 1t does for many workers. If

they experience only minor discomfart, they tend t;>put of f an office visit

hoping they will feel better later. Or, sometimes fear of the unknown deters them
from seeking help. Going to the doctor 1s inconvenient, time consuming and,

if pay is reduced, costly.

Only 16 percent of the visits to doctor offices are first visits 1nitiated
by the pétxent. All of the rest are initiated by the doctor or‘made by
previously treated patients,

Medical care 1s not like refrigerators or television sels. Prepard cate
does not result 1n a queuing at the doctor's doorstop to get something for
nothing as the experience in Canads has amply demonstrated. But 1t dor 5 deter
necessary and early diagnosis and treatment that results in more expensive
hospitalization and acute 1llness. The result is more tax dollars being spent

for Medicare and Medicaid and higher vnsts for everybody,
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The State of California received permission from the Department of Health,
Education and Welfare to conduct en experimental study to evaluate the effect
on Edicaid beneficiaries of a $1.00 copayment for the first two visits to a
doctor and fifty cents for the first two drug prescriptions each month. A
matched sample of Medicaid beneficiaries received their care without any copay-
ments as a control group.

The study showed that following Lhe starl of copayment, wtilizalion
aof ambulatory visits to doctors' office and ather oulpatient services wenil
down for the copayment group as compared with the control group. However,
hospitalization rates for the copayment group rose faster than for the group
with no copayment. The study concluded that because of the modest $1.00
copayment, early medical care was deferred, and due to the neglect of early
medical clare, usege rates of more costly hospitalization increased. The
increased cost of hospitalization for the copayment group more than offset the
saving to the state of reduced ulilization of physician services.

Mr. Chairman, we ask that this study “Copaymenls for Ambulatory tare:
Penny-Wise and Pound-foolish," be incorporated into the record as Appendix U,

We would also like to cite the experience of the Province of
Saskatchewan, Canads. [he Canadian national health insurance program
forbids deductibles, but does allow copayments. In order to "save' money,
the Province 1nstituted a $1.50 copayment for doctors' visits which
resulted in sn overall reduction in outpatient services to the poor of 18
percent. At the same time, services to the non-poor increased. There was
also an increase in the number of physicel examinations provided by the

doctors for the non-poor population.
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Or. R. A, Armstrong, Director General for the Canadian health
insurance plan, conmented on the copayment experience:

". . . while these lower i1ncome people were hit with
uti1lizetion decreases, after the first year there
was an increase in utilization by young single males
and females. 1In other words, the doctors were not
going to sit twiddling their thumbs, psrticularly
when they only got paid if they worked.”

Saskatchewan dropped the copayment provision 1n 1973, The important
point 1s that copaymen}s did ot even result 1n o reduction 1n the utilization
of physician services, because doctors determined the demand for their services.

One final point with respect to the "consumer cholce” provisions of
5. 1968 15 that 1t would not help the working poor because 1t 1s voluntary and
small employers who cannot nuw afford a health benefit plan for their empluyees,
even with the employees contributing, receive nu help toward the cost of a
plan and still would not be able to afford one 1f the hall pussed. The wurking
poor are generally employed by small businesses. The bill, therefore, would
not extend health insurance coverage for the 2% million persons presently un-
insured.

Catastrophic lnsurance

In order for an employee health benefit plan to be qualified for tax
exclusion, S. 1968 requires coverage for catasltrophic illness costing more than
$3500 1n uninsured out-of -pocket expenses., Only upper income families could
“afford to make such payments and most of them are already well insured. Ffor

all other Families the $3500 would, in itself, be catastropRic.
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Congress 1s considering other catastrophic insurance bills without
the "consumer choice" provisions. All catastrophic insurance bills would
greatly accelerate the already unacceptably high inflation 1n health care costs.
Ih;a American people would be saddled with higher taxes, higher insurance
premiums and higher out-of-pocket payments 1f any catastrophic health insurance
bill were enscted unless it 1s part of a universal comprehensive national
health program.

Catastrophic 1nsurance would only perpetuate the factors most authorities
consider responsible for the breakdown in the delivery of health services --
that is, the lack of organization of the system compounded by a distorted
specialty and geographic distribution of health professionals and an inadequate
supply and inefficient use of trained personnel in certain allied health
professions. There 1s virtually no teamwork among the many specialties and
subspecialties in medicine, except 1n such organized settings as prepaid yroup
practice plans,

Medical care 1n the United States is oriented to the unusual, intercst-
ing or medically-challenging types of treatment. As a result, health care
in the U. S. is notably weak in the area of preventive care and routine medical
treatment for commonpiace 1llness. The commonplace sickness of today often
becomes the catastrophic illness of tomorrow because of the lack of access to
preventive and health maintenance services for millions of Americans. H8ecause
catastrophic insurance 1s aimed at the more "dramatic" and most expensive
sreas of medicine, such as open heart surgery and organ transplantation, an
even greater disproportion of physicians will specialize 1n these areas because

that is where the more money can be made.
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The extension of catastrophic insurance contradicts the purposes of the

health education legislation now betore Longress and would undermine the eftorte

now under wiay to give emphasis to pramary care wnd ambulatory service: The Loreg tame

growth 1n the number of specialists and superspecialists o relation Lo the number
of family and primary physicians has only recenlly buen reversed. Thio new trend
will not last long tof catastrophic ingurance 1s enacled,

Catastrophic tnsurance with a 3500 deductable would be of benef 1t to only five
persons out of a hundred, Ninety-five percent of the population would receave
no benefi1t from the program. Because catastrophic health ingurance helps very
few people, the cost of a catastrophic teelth insurance policy 1s very cheap --

about $3.50 a month for a single person and $8.80 per month for a family,

Catastrophic health ansurance has had a trial run an the United States,
and that experience demunstrates the high cost of such a program.  When {he
end-stage renal discase program  under Medicare becume operational an July 1975,
the Oepartment of Heallh, fducation and Welfare estimaled the cost ot $290
million for the first year, Actual (oste were $1 brilion in 1979,

Japan has 1nstituted catastrophic insurance with unfortunate results.
We certainly should not repeat its mistakes. [In 1973, Japan institcted a
catastrophic health insurance program to cover dependents of employees and others
not covered by employer-employee benef it plans. Japan's heslth plan was a
catastrophic insurance plan similar to whal iu propased in this bill and other
bills. It provided a cerling of 30,000 yen a month ur aboul-$3%1 a year an co-

payments.
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Ao w result, the Japanese discovered that the nomber of bagh oo
cases -- those costing more than $351 doubled in just two yrarn, and Phe
average charge for a high-cost 1llness case i1ncreased 2] percent.

Appended to this testimony (Appendix C) 1s a reprint of the article,
"Japan's High Cost Illness Insura:ce Program, A Study of 1ts tirst Three Years
1974-76," published 1n the March-April 1978 1ssue of Public Health Reports,

We respectfully ;equcst that it be incorporated 1nto the record as parl of our
testimony.

Hr. Chairman, the AFL-C10 has indicated 1ts opposition to catastrophic
insurance at some length 1n 1ts testimony before this subcommittee on March
28, 1979 and we respectfully request that our uomplé&e testimony be wnicluded

in the record of these hearings as Appendix D.
The sponsors of 5. 1960 claim the bill would stimulate the develupment

of more HMOs. The opposite 1s true. The biil would impede their development.
There is nothing 1n the bill that would prevent an employer from offering

a high-cost traditional insurance plan, an HMU and & low-cost indemnity plan
as well, The low-cost plan with its rebates would have the mosl appeal to the
youny and healthy thereby resulting 1n adverse selectaon for the IiMU. i must

of the country HMOs are not available as an option.
Catastrophic insurance would thhnabil the development of prepand grovp

practice plans whick of fer the grealest potential for conlaintng health care
costs, reversing the perverse incentives of Lhe fee-for-uscivice systc&—and
reducing hospitalization. As with Medicare, retrospective reimbursement would
not allow Health Maintenance Drganizations full reimbursement for the hospital

days they save. It would nat compensste HMUs one penny for the catastrophic

11lnesses they prevent. And, unless HMOs can utilize the funds saved from
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reduced hospitalization and catastrophic 1llness for outpatient care, which
accounts for about two-thirds of their total budget, HMOs probabiy could
not suctvive.

The great majority of Americans would only hav; a choice of three
traditional health insurance fee-fur-service plans ditfering only 1n premiums,
deductibles, coinsurance, limltations and exclusions. Under the fee-for-service
system of paying doctors arid the cost-plus method of paying haspitals, tte
basic provider costs of any traditional health insurance plan are the same.

Basically, all traditional tealth 1insurance nolicies are the same product with

different brand names and with different packaging: some <imple, some fancy.
Most damaging to HM0s would be that catastrophic insurance, with its

deductibles, would not pay for preventive care nor routine health maintenance
office visits. (MOs are highly competitive because they are able to transfer
the savings from lower hospital utilization and fewer catastrophic illnesses

to outpatient care expenses.

Outpatient care 1s included in the HMU premium. Catastrophic insurance
and other cheap health 1nsurance policies with their deductibles transfer this

cost to out-of-pocket payments by patients.
5. 1968 would not help the poor meet the high deductable of $3500 required

e
before the catastrophic insurance stopped further loss, It would, therefore,
help the rich more Lhan familics with less than average inomes.

5. 1968 would reduce laxes and premiums for heallh insurance oniy 1n the

short run. [These temporary savings would only be achiesved, however, by

transferring costs from taxes and premiums to direcl out-ct-pocket

expenditures by consumers of health care services. Workers' total coslse,

which include taxes, premiums and out-of -pocket payments, would be increased

Lecause of Lhe lack of farst dollar coverage for physicion outpatienl sercvices,
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This would discourage preventive care, early diagnosis and treatment on an
outpatient basis and result in more acute 1llness and more expensive
hospitalization,

Catastrophic 1nsurance to pay for high-cost technological care would
underwrite these high costs and stimulate their expansion. Manpower and
capital resources would be channelled into catastrophic illness ana away from
primary care. The long run cost implications of such a program are horrendous,

The root causes of inflation 1n this industry are cost-plus reimbursement
of hospitals and the fee-for-service method of reimbursing physicians, Fee-
for-service payments reward the physician for more expensive services and a
greater volume of services, Why not reverse the incentive and pay physicians
on the basis of capitation as HMOs do? Then physicians would be encouraged to
prescribe the less expensive forms of trestment as, for example, home health
care in lieu of hospitalization or outpatient surgery in lieu of in-patient
surgery. Such capitation payments should cover not only the physician's own
services but all services he or she orders as well as hospitalization, diagnostic
tests, etc.

As a start, capitation should be an optional method of payment under
Medicare, Medicaid and other federsl programs, The AFL-CIO, therefore, supports
the Medicare-Medicaid Amendment in H. R, 3990 which would permit cepitation
payment to HMOs for their over-65 members as a major step forward. More and
more physicians are accepting capitation payments and some like 1t because it
eliminates almost all paperwork.

The most effective way to achieve cost rontrol is by enacting a comprehen-
sive and universal national health 1nsurance program such as the Health Care
for All Americans Act. Lven with comprehensive services, the top-to-boltom cost
controls incorporated in this propasal would soon make the nation's health care

bill lower than it would be without national health insurance.
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Canada has had a comprehensive and universal national health 1nsurance
program since 1970. A comparison of the percentages of the Gross National

Product of the two countries spent on health care is illuminating.

Health Expenditures as a Percentage of the Gross National Product

Canada and the United States

Canada United States

1960 5.% u.3

1965 6.0 6.2

1970 7.0 7.6

1971 7.3 7.8

1972 7.2 7.9

1973 6.9 7.8

1974 6.7 ) 8.2

1975 7.1 8.6

1976 7.1 8.8

1977 7.2 2.0

1978 N.A. 9.1 - -

Source: UYA - HUEA - Difee of Resiarch,
Demonsatral vonrs and Slabeat e
Cishuda = Heo i h cund Weltare

Health Leonomies oind Statialren
ivision

It should be noled thst Canada spent more, as o pereent of g GNP,

in 1960 than the United States. 0leginning 1n about 1963, Canada has been

spending less and after 1971 health expenditures declined 1n relation to 1its

GNP,

Canada spent slightly less in 1977 than it spent in 1971. 1In the

United States, except for 1973 when the wage-price stabilization program was

in effect, health expenditures have steadily risen in relation to the U.5.

GNP,
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How the Canadians control costs is of interest. The provincial
governments are the single and only source of payment for heaslth services. The
providers have to be paid and the provinces have to pravide services for the
population. Both the providers and the provinces need each other so the frame-
work for negotiation is established. A prospective budget is negotiated for
each hospital. There 1s almost no regulation. It 1s up to the hospitals to
govern their internal sffairs and allocate resources and operate efficiently
in order to stay within their budget.

Likewise, the provincial governments negotiate a fee schedule with the
provincial medical society. Doctors are generally allowed to bill their patients
directly in which case the patient has to be reimbursed by the provincial
authority. However, the great majority of doctors bill the authority directly
a3 they receive payment more promptly. In such cases, the fee schedule has to
be accepted in full payment for the service rendered.

Fee schedules alone do not contirol expenditures for physician services,
Utilization control is also necessary. Canada accomplishes utilization contrel
by making a physician profile for each physician. This 1s easy to do because
every claim of every physician must go to the provincial authority. where a
physician profile indicates overutilication or abuse, the matter 1s taken up
with the medical society, Since the errant physician is 1n effect robbing other
doctc;rs. the medical society 1s also interested in controlling abuse and
peer pressure is exerted on the errant physicians to mend thear ways, [L as
most unusual for a doctor to be expelled from the program. Canadiens recognize
that the key to controlling health care costs is to place restraints on

reimbursement of doctors and hospitals -- not on consumers.

62-511 0 - 80 -~ 15
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There is such rhetoric in this country about the inefficlency of government,
government buresucracy and the efficiency of private enterprise. Government health
insurance in Canads operates about 4 times more efficiently than does private health
insurance in the United States. The overhead cost of the Canadian national health
insurance program is 3 purcent of expenditures for benefits. In the United States,
the overhead cost of private insurance was 11.7 percent in 1977. And the 11.7
percent does not include the extra administrative costs that the providers must
incur. For example, physicians from Canada visiting in the United States are
astounded to find 10 times as many employees in the business and accounting offices
of American hospitals in comparison with Canadisn hospitals of comparable size
providing comparable services. No wonder! The Canadian hospitsl receives a
periodic check, usually monthly, from the provincial authority. There is little
or no billing of patients sfter they are discharged, no dunning letters and no
bad debts. And, detailed regulations, therefore, are almost nonexistent.

Hospitals in Canada are concerned only with the needs of the patient.

Mr. Chairman, 85 percent of the Canadian people approve of their rational
health insurance program. It is by far the most popular Canadian social program.
Unfortunately, we do not have such a program beforc this subcommittee at
this time. Instead, we have a bill that would:

1. Tax working people.
2. Help the rich more then the poar.
3. Increase health care costs.

4. Undermine efforts to organize more efficient health care delivery systems.
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If S. 1968 1s enacted, health care resources will be focused
even more than 1n the past on the curative treatment type of medical care.
Its approach would encourage the costly growth of highly technical and
extremely costly bospital oriented treatment. It 1s i1mpossible to control
the costs of an industry that can determine the need for its services and
set prices. The attempt in this bili Lo enlist consumers to police the
monopolistic powers of the providers avoids coming to grips with the key
problem, that of securing a handle on provider reimbursement.

Ordinarily, the AFL-CIO tries to suggest ways of improving proposed
legislation. But we find S. 1968 to be conceptually wrong. No amount of
tinkering will make it acceptable to us. We will strongly oppose catastrophic
insurance or any variation of 1t whether it stands alone or 1n combination
with this bill. We will continue to support the only approach which wiil
make good health care available to all Americans at an affordable cost --

universal and comprehensive national health insurance.
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Monthly Premium for federal imployces for s Family,

l'opayments & Ooctor/Uffice Visits Per Beneficiary

f

or

F1fteen Prepaid Group Practice Plans

State Prepaid Group Practice Monthly Copayment for Doctor/0ff 1ce
Prepayment Plan Premium Doctor/0ff ice Visits Per
1980 Visit (1979) Member (1978)
Californmia Family Health Progrem $111.54 None 4.2
Kaigser-N. Calaf (S.F.) 99.26 $1.00 3.6
Kaiser-S. Calif (L.A.) 120.73 None 3.3
Ross-Loss Medical Group 138.49 None 3.2
(L.A.)
Colorado Kaiser-Denver 115.64 $2.00 2.1
Castract of Group Health Asgsaciation 145.95 None 3.7
Columbia
Qmms Micheel Reese Health Plan  140.12 hore 2.8
Massachusetts Harvard Community Health 136.85 $1.00/day 2.1
Plan
Michigan Metro Health Plan 141,46 $3.00 2.7
Minnesota Group Health Plan 104.59 None 2.1
New York Community Health Plan 110.58 None 3.9
of Greater New York
QJhio Kaiser-Cleveland 126.25 None 2.8
Oregon Keiser-Portland 101.75 $1.00 5.1
Rhode [sland Rhode I[sland Group 117 11 None 2.5
Health Assoc.{Providence}
liashington Group Health of Puget 111.37 None 3.3

Saund

2

0
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June 1975, Vob. XIII, No. 6

Copayments for Ambulatory Cle:
Penny-Wise and Pound-Foolish

MuoroN L. Roeater, M.D., Cann k. [Horkins, Pu.D., Lockwoop Cann, BS.,

AND FouiNe Cantsme, M.A.
’,

The California “copavment eaperiment” imposed a charge of $1 on certain
Medicaid bencficiaries tor the first bvo visits to a doctor and 50 cents for
the first two drug prescriptions each month, cflective Jannary 3§, 1972, Data
on utilization rates were gathered for six months before this date and for 12
wnnths after it. While other administrative requirements, like prior authoriza-
tion of certain scrvices, doubltless alvo played a part, it was found that, follow-
ing the start of copayinent, utilization of ambulatory doctor’'s affice visits and
other senvices associated with them vhowed a decline, relative to that ot the non-
copayment cobort. After a briel lag, however, hospitalization rates in the copay
cohort rase to levels higher than those ot the non-copavmieut colort—more
than offsctting the savings to the state from the reduction of ambulatory
service use rates. Duc presumably to the neglect of early medical care because
of the inhibiting effect of the copavments. these higher use rates of costly

by poor people are penny-wise and pound-foolish, not to mention their effects

hospitalizations suggest that fnancial deterrents on access to ambidatory service \

on health and well-heing.

Note: The fullowing paper was prepared and
submittel hefore the pubhication ot “Chfornia's
Medi-Cal Copavinent Expeoinent” by Earl W,
Drian and Stephen F. Gibhens as 4 specinl Supple-
meut to the December 1974 isvue of this journal.
Although exanmmifig the ame medical care pro-
gram, our study is based on a cohart analvis over
time—before and after the unposition of copayme-nt
requireinents—and  apphes  stabistical  techingues
which adjust for the entical differences in “iea”
and “cuntrol” populations, wut Jdone 1n the previ-
ous report. Moreover, it examines husptalization
experience not enly Lecatne of its costhiness but
especiafly Lecanse of ity value as a reflection of
the long-term effccts of the deraoustratedd raductiun
in a'nbulatory services  As a resuli, onr concinsions
on the nltahate cunsexquences ob copavment fees
fov aniulatory cervices in a low.ancoine popuba-
tion are very diffcrent 1rom thase of Beian and

Gibbens.

One oF THE persistent subjects of debate in
planning health insirance or other inancial
support prograins for medical care is the

From the Universitv of California. l.os Angeles
Schoul of Public !lealth,

Support for the research reported 1n this paper
was given by the U.S. Soctar and RAchatalitation
Sercice (SIS Propect Gract 18-P-50600/9).
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clect of copayment ur deductible require-
ments. Applied in many programs, hoth
private and governmental, the general as-
sumption has been that these cost-sharing
charges would inhibit “unnecessary™ or
“frivolous” demands for medical care, and
therefore reduce the burden on the fscal
source and available health manpower.*

Copayment as 2 Deterrent to
Use of Medical Care

Much research has been done on the
fquestion of copayment as detereent, with
conflicting findings. OLvionsly the cifects
of cost-sharing on utihzahion or Jdemand
depend on the umount of inoney i olved—
cither in fived dollary or pereentage of
charges, on the incume level of the insured,
on whether the copayment applies to a
service ordered by the ductor {like hospital-
ization) or to onc inilinted by the patient
(like an ambulatory visit), and on other
factors. The weight of evidence seenmis to
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suggest that for services decided upon by
the doctor, if the cost-sharing requirement
is sniall, the cffects are transitory or virtu-
ally nil.$ For paticnt-initiated services, on
the other hand, the inhibiting effect of co-
payments on utilization may be substantial,
but especially so for lower income families.!
A depressing effect of copayments on
consumer demand obviously reduces med-
ical care expengitures in the short run, even
if one counts both personal outlays and pay-
ments from a social (insurance or revene-
derived) fund.  For the social fund,
morcover, the saving results from two mech-
anisms: 1) the reduction in numbers of
medical claims, and 2) the nonpayment by
the fund of the copayment amount itsclf.
These fiscal efects, however, tell us nothing
about the medical or health consequences
of the copayments. It certainly cannot be
inferred that a patient’s failure to see or de-
lay in seeing a doctor for a symptom mcans
that the ambulatory visit was unnecessary
or frivolous. It means only that the copay-
' ment obligation cffectively inhibited the
procurement of care, whether it was med-
vically advisable or not. A recent review
paper by researchers from the Rand Cor-
poration, for eaxample, draws the conclusion
that copayments reducc ambulatory carc
demand, thereby saving health insurance
funds; it does not consider, however, the
possible cifects on health® Nor does it
consider the later demands for care that
these health effects might generate, perhaps
more than offsetting any initial savings.
An investigation of the so-called “Cali-
fornia Copayment Experiment” (hertcafter
called COPE) which operatedd under the
Medicaid program from January 1972 until
July 1973 provided us with an oppor-
tunity to prole this question—that is, the
longer term eficcts on health and costs of a
small copayment obligation imposed on
Medicaid beneficiaries as a condition for
viciting a doctor and for having a prescrip-
tion filled. Examining the experience of the
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Califormia COPE program before its start
and for 12 months after permitted some
inferences on both these matters.

The California “Experiment”
and Its Asscssment

In bricf, the California State Department
of Mealth Care Services imposed a copay-
ment charge of $1 on certain Medicaid
beneficiuries for the first two visits to a doc-
tor each month after January 1, 1972. The
doctor or his assistant was expected to col-
lect the dollar and, whether he did or not,
the State deducted one dollar from the fee
payable under the program. Similarly, a
S0 cent copayment was iimposed for the
first two drug prescriptions exch month, this
amount to be collected by the pharmacist.
A_survey of providers showed that over 50
per cent of the doctors and 90 per cent of
the pharmacists did, in fact, collect the
COPE charges.

Under the original Medicaid law (which
barred states from imposing any payment
obligations on the indigent beneficiary for
statutorily required medical services), this
California measure could be approved by
the federal Department of Health, Educa-
tion, and Welfaic, only i it was considcred
an “experiment.” Our rescarch group at
UCLA, which was called upon by the fed-
cral Department to evaluate the results, was
not involved in the eapermncental design.
Had we been, we would have much pre-
ferred to cstablish two randomly chosen or
matched populations of Medicaid bene-
ficiaries, onc of whiclh was required to co-
pay while the other was not. Instead, the
State—perhaps_in the interests of compas-
sion—dccided to imposc the copayment
obligation only on those Medicaid bene-
ficiarics who had some additional financial
resources outside their statutory cash bene-
fits, while not imposing it on the rest of the
eligible persons.

Thus the two populations, with respect
to “copay” or “no-pay” status, were not
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bazically alike. The copay pgroup, counsti-
tuting familics with some resourcees, tended
to be a decidely older-age population. Even
though our cvaluative study was confined
to AFDC (Aid to Families with Dependent
Children) beneficiarics, the children in the
copay familics tended to be older. More-
over, the very existence of some cxtra re-
sources in these familics meant that their
standard of living and perhaps other cul-
tural characteristics were likely to differ
from those in the more impoverished no-
pay AFDC population. These differing
sociodemographic characteristics would in-
evitably influence tendencies to seck med-
ical care and meant, unfortunately, that our
evaluative revearch could not be based on
.a simple coinparison of the trend lines of
the medical care demand rates of the two
populations.

Instead, it was necessary to establish two
cohorts of copay and no pay populations,
to follow their demar1 rates for a reason-
able length of time both before and after
the imposition of the cupayment charge,
and then to compare not the absolute rates
but the relative levels of utilization ot vari-
ous types of medical care by the two popu-
lations. This could be achieved by estab-
lishing a base period, prior to copavment,
at which the actual utilization rates of the
two populations were converted to a com-
mon index figure of 100. Then one could
follow the trend lines for the indices of the
two cohorts to determine whether, after
the imposition of copayiment in one cohort,
a differcnce was observable in the demand
or utilization treads followed by cach.

. Since California is a large state, and our
rescarch funds were limited, we could not
examine the total expericnce of the State's
over 2,000,000 Mcdicaid beneficiaries. We
chose instead the AFDC universe within
three counties (San Francisco. Tulare, and
Ventura) believed to be fairly representa-
tive of the Statc as a whole. both in urban-
rural distribution and in ethnic or racial

23
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Tasie 1. Service Data Collection Quartc.s

Quarter Time-Period Status
1 July-September 1971 Before
copayment
2  October.-December  Before
1971 copayment
3 January-March 1972 Copavinent

—
-

started (Jan.

4 April-June 1972 Copaymert in

effect

5  July-September 1972 Copayment in
effect

October-Dsccmber  Copayment in
1972 Hect

composition of Medicaid persons.® In these
three counties, the copay cohort popula-
tion throughout the observations numbered
10,687 and the no-pay cohort numbered
29,975, or a ratio of roughly 1:3. This 1atio
was also characteristic of the Medicaid
population in the State as a whole.

To establish the basis for these two trend
lines, as noted above, a time span was
studied beginning six months beforc the
copayment charge was imposed and ending
12 months after. Computerized data were
examined for medical and related claims
paid for services actually rendered dunng
six quarterly (three-month) periods over
this 18-month span. The cxact quaiters for
which scrvice data (from paid claimis data
tapes) were collected are shown in Table 1.

Findings

In Table 2 are presented the actuad rates
of doctor's office visits per 100 elifible
AFDC Medicaid beneliciaries over the 18-
month study period. Also presented in this
table are the same rates, adjustcd to an
index figure of 100 for the first quorter, as

® Origioally, informaticn had been obtuined on
seven counties, but evinination showed so inany
serious  gaps and  problems an the diwn ana
elynbality data in four ot the counties that we felt
cumpelled to reduce the sainple to three counties,
in these, the data were satisfaclory for unalysis.
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Douctor's Office Visit Hates for AFNDC Families, by Copayment Status

in California Mecdicaid Program, July 1971-December 1972: Number per 100
Eligibles per Quarter-Ycar, and indices of Rates Based on Quarter 1 = 100

Doctor's Office Visits
per 100 Eligables

Index of Office Visit Rates
(Quarter 1 = 100)

Quarter No-pay Copay No-pay Copay
1 79.54 - 1547 100 100
2 66.79 50.98 84 ;)
Copayment Started .
3 79.00 69.13 ) 02
4 7124 6477 90 86
5 67.46 59.55 8s 79
] 7318 66.31 v2 88

Note: JHustrated graphically in Figure 1.

explained above. Graphic presentation of
the index figures from Table 2 appear in
Figure 1.

Interpretation of this table (and subse-
quent tables and figures) requires further
explanation about the coursc of events in

California’s Medicaid program over this 18-
month period. In October 1971, at the start
of Quarter 2, a number of administritive
changes were introduced in the program;
most important among these was a require-
ment of prior authorizalion from a State

100+
v
2 o5
©
=
g
« 90+
¥
28
0 85
; = Fic. 1. Doctor's office
z E ‘\;iut rgla for AFDC fam-
s - ik i status
2 g 80 hu'&{ummcdmu
g program, July 1971.De-
S ceml 1972; indices of
g rates based on Quarter
) 75 1 == 100,
x 3
H 3
*] 2
8
1] A ¥ Ll L)
f 2 3 4 5 6
1 July 1971 .
v QUARTER-YEAR PERI00S 3 Dec.1972
460
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95

90+

Fic. 2. Urinalysis rates
for AFDC families, hy
copayment status in Cali-
fornla Mcdicaid program,
uly 1971 - December
972: indices of rates
‘Il)&:)ed on Quarter 1 =

85

INDEX OF URINALYSIS RATES PER 100 ELIGIBLES (QUARTER 1« 100)
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~ .
™\ no pay cohort

co-poy cchort

[July 1974

p)

Medicaid Consultant for more than two
ambulatory services or more than two pre-
scriptions in any month. It is evident that
this requircment was associated with «
sharp decline in utilization rates of heth
the no-pay and copay cohorts for Quarter
2, even before copayment was introduced.?
Prior authorization for ambulatory scrvices
beyond two per month, for nonemergency
bospital admissions,t and for certain other
services was a continuous requirement for
both cohorts throughout the remainder of
these obscrvations. It is not possible to dis-

§ This restriction had, ‘in fact, been opcrative
since April 1968. Such prior authorizations, of
course, have been wnd to restrict inedical care
we o welfare program for centuries,

]

s

1
6

"31Dec972 -

w4~ CO-payment infroduced

L
4

CEE

QUARKER-VEAR ARICDS

entangle the inhibitory effect of this ve-
quirement from the copayment obligation
in the copay cohort, ‘but its substantial
cflcet may be estimated from the trend line
for the no-pay cohort. Probably scasonality
also had some effect on both trend curves—
for example, the risc in doctor’s office visits
and drug prescriptions in the sixth quartcr
for both groups was very lihely associated
with fall-winter (QOctokar-December) re-
spiratory disease. ’

Keeping in mind the combined eflect of
the prior authorization requirement, as well
as the different sociodemographic compdai-
tion of the two cohorts, it would appear
from these data that the prior authorization
requirement, after its introduction at the
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start of Quarter 2, led to a sharp reduction
in the rate of ambulatory doctor visits.
Then for subscquent quarters, while scason-
ality and disease incidence associated with
it may have been exerting an influence, the
copay coliort had a rate of doctor’s office
visits—relative to the base period for the
index—substantially below that of the no-
pay oobort throughout the study span.
There would secm to be little doubt that
this differential was due to the copayment
requirement.

Continuing, for the sake of simplicity,
with the data simply in graphic form, we
can consider a common diagnostic lahora-
tory test, urinalysis, in Figure 2, and a
coinmon preventive screening test, the Pap
smear, in Figure 3. By both of these trend
lides, it is apparent that the copay cohort
had substantially lower utilization indices

462

than the no-pay cohort. In Figure 4, the
use of prescription drugs, with a 50-cent
copay requirement, shows similar relation.
ships. All three of these types of service
were associated with ambulatory doctor’s
visits, for which copayments were usually
required.

Table 3, however, presents data for the
two cohorts, with an important distinction.
It applies to the hospital patients, and—
while showing rates and ‘indices separately

for both cohorts—no actual copayment was |

required from cither population, and the
decision on hospitalization was made by the
doctor.®® The same data are shown in
graphic form in Figure 5. The data in Table

*® Our duta are based on an unduplicated count
of hospital paticnts, rather than sdmissions, which
may have amouated to moce than one for some
patients. .

2¢
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105

95

Fic. 4. Drug prescrip-
tion rates for AFDC fam.
ilies, by copaywnent status
in California Medicaid
program, July 1971-De-
cember 1972: indices of
rates based on Quarter
1 = 100,

% (QUARTER | = 100
@™
w
—

75

INDEX OF DRUG P_RZSCRIPTI(N RATES PER 100 ELIGIBUES

14
/

I
t uly 1971

3 and Figure 5, in sharp contrast to trends
in all previous tables, show that after in-
troduction of copayment in January 1972
the index figures for the copay cohort

~ -

W+ co-paymen!t introduced

QUARTER-YEAR PERIOOS

e

-

COPAYMENTS FOR AMBULATORY CARE

no pay cohort

6

31 Dec.1972

leaped up to a higher level than those for
the no-pay cohort. They remained at a
higher level for three of the four copayment
quarters. The drop in the final quarter may

Tasre 3. Hospital Patieat Rates® for AFDC Families, by Copayment Status in
California Medicaid Program, Juiy 197)-December 1972: Number Hospitalized
per 100 Eligibles per Quarter-Year, andl Indices of Rates Based on Quarter 1 = 100

Hospital Paticnts

per 100 Eligibles

Index of Hospitalization Rates

(Quarter 1 = 100)

Quater No-pay Copay No-pay Copay

) I 358 2.54 100 100

o2 - 307, 2.09 88 82
Copayinent Started .

3 . 312 237 88 03

4 s 2.88 2.14 81 84

5 .. .. 308 | 229 86 90

[} ) 270 * 1.1 78 -

+_® Data are hased on nn anduplicated count of hospital patients during a quarter yesr, rather than

admissions, which may bave been niote than one tor wwme patients.

Nate:; 1llustrated graphically in Figure S.

27
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dimply rcflect the completion of hospitaliza- Discussion

tions in the previous three quarters for per-
sons nceding such care, as well as the
usual overall drop in hospital use around
the Christmas holiday season.

Figure 6 presents the hospitalization rates
on another basis. It shows the trend of in-
dices for all diagnoses except those related
to pregnancy. The latter may be regarded
as “naturc-gencrated” and relatively inde-
pendent of a doctor’s judgment in modern
Amcrican socicty. With these cases re-
moved, it is apparent that the diffcrentially
higher indices of Liospital use for the copay
cohort are even greater in three out of the
four copayment quarters than for the total
of hospital paticnts shown in Figure 5.
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These findings suggest that the eflects of
copayment requircments for ambulatory
services (and prescriptions) in a medical
care program for low-income families were
to exert a deterrent cfect on demand or
utilization. The inhibiting eflect applied to
office visits—the bedrock of gencral medical
carc—and also to typical diagnostic tests
(urinalyses), to preventive procedures (Pap
smears), and to drug prescriptions. Easy
access to and use of general ambulatory
doctors’ services are widcly considered to
have preventive value, by pemmitting
prompt diagnosis and treatment of an il)-
ness before it becomes more serious.
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When such ambulatory services are in-
hibited, it would secem that a price is paid—
namely, a risc in the relative rate of hos-
pitalization. It is likely that this elevated
hospitalization rate is due to the postpone-
ment of ambulatory care, so that when the
patient is finally driven to seek assistance,
his case is more advanced and requires in-
patient carc. This interpretation is sup-
ported by the general observation in the
U.S. National Health Survey of longer hos-
pital stays among Jow-income persons, even
for the same diagnosis, in the nation as a
whole.d This is likewisc associated with
lesser rates of amhulatory doctor’s care by
the poor generally and is usually interpreled
along the lines offcred above.

A clearcut reduction in diagnostic tests
{urinalyses, Pap smears, and others) as well
as ambulatory treatment (doctor visits and
prescriptions )—as found in our study—could

29

. QUARTER-YEAR PERIODS

hardly be expected to benefit health status.
This is quitc aside from the pain and suffer-
ing involved for the low-income paticnt,
who postpones seeking medical care at
early stages of his illness.

These findings also have serious financial
implications. Hospitalization is by far the
costliest sector of medical carc. A reduced
rate of ambulatory care may yield short.
term financial savings, but a subsequent in-
crease in the rate of hospital use could more
than outweigh these amounts.

To determine the nct financial efact
within the copayment cohort, we may esti-
mate an expected cost to the State, based
on the rate of office visits in the cuarter
preceding the initiation of cepayment,
which was on an annual basis ¢,400 visits
per 1,000 (much lower, incider.tally, than
the rate in the general population, and
hardly justifying the State govemnment's
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asscrtion of “overutilization™). Multiplying
this by the cost-per-visit of $8.79 in that
quarter yiclds an “expetted” cost of $51,006
per 1,000 cligibles. After copayment was
initiated, the actual cost for the year was
$21,008- or a theorctical net saving to the
state of just $58 per 1,000.4

Turning to the hospitalization experience,
the “eapected” expenditure would be based

on the base-period rate of 83.6 patients per’

1,000 per year at a cost of $623 per patient
(the annual cost per paticat in the copay-
ment period ) or a total of $52,082 per 1,00,
Actually, the expenditure i the copayment
period was $33,017 or a net excess of $933
per 1,000, (It should be noted that this
cxcess was duc entirely to the increased
hospitalization rate; if one took account of
actual inflation of hospital costs over the
precopayment periond, the dificrence would
be much greater.) Substracting the osti-
mated saving for ambulatory services of $88
per 1,000, the nct excess cost to the state
was 847 per 1,000 eligibles. Thus, tor the
approximately 1,450,000 AFDC benefici-
aries in California, the overall cxcess cost
to the State was $1,228,150. (1t is note-
worthy that California discontinued the en-
tire copayiment procedure June 30, 1973,
even though federal PIL. 92603, effective
January 1, 1973, officially permitted such
copayment under certain circumstances. )

1 In spite of the lower indices of office visit
rates for the copay cohort, compared with the on-
pay cohort (shown in Tuble 2 and Ficure 1), it
may be noted that the actual rate of visits of
both cohorts (for epidemiological or other pos-
sible reasuns) evceeded the precopayment rate
during three ont of the four copayment quarters.
Thus, despute the $1 saving to the State for most
visits, this eaplans the small differential in tots!
expenditures.
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In a word, it would appear from this
study of the California Copayment Experi-
ment with Mcedicaid beneficiaries that the
State government’s shralegy was penny-wise
and pound-foolish, Short-erm savings for
lower ambuolatory care vse were followed
by definite mereases 1 costly hospital use.
It is of mterest to note that this general
course of events was predicted in a legal
brief submatted in opposition to the copay

program bhefore it was instituted ¢ As the |

expericnce of many “health maintenance
organizations”™ has  repeatedly  demon-
strated, comprehensive nedical care, with-
out cost-sharing detervents, is probubly not
only the best way to imaintain a person’s
health, but is also most cconomical in the
long run.?
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Japan’s High-Cost Illiness Insurance Program
A Study of its First Three Years, 1974-76

JOEL H. BROIDA, ScD, and NOBUO MAEDA, Dr Med Scl

JAPAN RECENTLY INSTITUTED 2 new, specialized health
tnsurance program in recognition of a need to relieve
its citizens of the high costs of health care resulting
from serious illness (Health Insurance Law, Japan,
1922 (22), revised 1938, 1958, Amendment 89, Sep-
tember 26, 1978) Japan therelore hecame one of the
few countries 1 the industrial or postindustrial phase
of developnient that have moved to alleviate this
problcm Thus, jts expenence 1s a valuable subject
for study

Communicable «iseases are no longer the major
causes of ligh moreality and morbidity rates. In
fapan today, cerebrovascutar discase, cancer, heart
discave, and other long-term chronic illnesses are ¢he
majonr caunes of disease, disabiliny, and death. 'These
longwenmn (lnesses require romplex diagnostic and
treatment modalities, potent drugs, specialired facil-
ities, and the use of highly truined medicil personnel
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Since the introduction of new technologies for these
ihincsses, annual expenditures for medical care have
marecased rapidly. .

In the past, health (sickness) insurance in Japan
[7] Dr. Browda 15 a health servvices rescarcher, Na-
tinnal Center for Health Services Research, Office of
the Asintant Secretary for Health, Rm 8-30, Center
Bldg, 3700 East West Highway, Hyattsville, Md.
20782, Dr Maeda 15 head of the Section on Soctal
Sccunity, Department of Public Health Praclice, In-
stitute of Public Health, Ministry of Health and
Wrlfare, Tokyo, Japan.

Dr. Broida par' © ated in the research reported
here while on a work/study assignment to the Insti-
e of Public Health, Minivtry of Health and Wel-
fare.

Tearsheet requests to Dr. Broida.

March—Apeil 1978, Voi. 93, No. 2 183



236

covered only a portion of the total charges for care.
Recently, the majority of medical care costs have
Been paid by insurance fuinds derived from pre-
minms, and the uncovered 1einzinder came fram
of-packet payment by the paticnt 1o the provider or
instrution.

The 1978 amendment 10 the Health Insurance Law
made medical care benefits, Kogaku Ryoyahi, for
high-tost iliness available 1o nearly 70 percent of the
population not previously covered adequately hy
their health insurance. Workers enrolled in the em-
ployeremployee health insurance plans and all per-
sons age 70 and over alreacdy had comprehensive
health insurance coverage. However, dependents of
insured persons and all beneficiaries in the national
health insurance plan (Kokuho) were required 1o pay
30 percent of all medical care charges out of pocket,
with no stated maximum liability. When the new
beneht was instituted, dependents were still required
to pay the 30 percent coinsurance, but a maximum
limit of out-ol-pocket liabiltity was stipulated by law
(30,000 yen within a calendar month).

High-cost illness expenditures usually stem from
illngsses that require in-hospital care. For example,
if a paticnt were hospitalized and the total charges

incurred within a calendar month were 150,000 yen
(3726 if US $1 = 285 yen), the [ollowing would
occur (a) the insurance initially would cover 105,000
yen or 70 percent of the charges, (b) the patient would
have to pay 45000 yen out of pocket, and () the
patient would be revmbursed 15,000 yen after sub-
mitting a high cost illness claim to the insurer be-
cause the maximum personal liability is 30,000 yen.
Under the new catastrophic illness coverage, the total
charges must excecd 100,000 yen ($350) in a calendar
month before reimhursement can be claimed

It was important to study this new program in
Japan for two reasons First. the early experience of
the program could be used for future planning that
could beneht Japan's providers, insurers, and con-

_sumers. Certain guestions conld be asked about the

initial operational phases of the program. That s,
have use patterns, case frequencics, and expenditores
for care changed as a result of the institution of this
new insurance benefit? If so, in what ways? And
should the program be changed in any way or 15 it
satisfactory to all parties? The carly research effort
may create more questions than answers But the
questions will be answered eventually, and the an
swers will help to improve the program I sufficient

Table 1. Health i plans,’ bersth s, and study population et risk, Japan
Plon and your Sty popu Samplii
satediished Boneliciartes o s e ':nla"
mployer-employese’
health insurance:
1. Selksn Kempo, 1928 ... .. . . Employees of firms having 5~1,000 persons 14,412,000 120
2. Kumisl Kempo, 1926 ... ... ... Emphym of frms leng more than 1,000
14,611,000 21,10, 1:18
S.H!yutoiKQmpo.Im ......... Dcylobonu,..,.,.”., e e 282,000 12
4. Senin Hoken, 1940 ..... . ..., Seamen . .. ... .. L e e 497,000 1:2
5. Kyosal Kumial, 1982 ... .. .. Natlonal and local government employess; public
corporation employess. privale school tesch-
ersend otalt . ... ... ... ... L. 44,193 + Al cases
National hearth
insurance:
6. Kokuho, 1838 .... .... . -...Employees of irme having fewsr than § persons;
Persons who are seif-employed, retired, aged,
and others not covered by employses’ insur-
BACO ... i 43,853,000 1 1:40, 1:50

'All p!m were provided for m the Mesith Inewrsnce Lew of
1922 and ss amanded In recent years

Tincludes (he aumber of dependents ia plans 1-4 and il persons
In plaa § eligidle 1or Ngh-cost iliness Ineursnce benefll. asciudes in-
oured workers

* Sampiing mla- vuc Changed 10 fower rates Sor T plens for decond
nd INrd study y

184 Pubiic Health Reports

,‘ 32

"SIW popuistion tor plan § included oaly 1 wm ol s dnn‘a
mulval-sid society, Ihis subgrous represenied 0038 percent of the
paranl group which has & popuwistion of 7,181,000

* All spprOoprisle Cotes were included
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and ntimcly information from a series of research
projects i made available 1o planners and adminis-
tratens Tor review and conuideration, they should be
able to make more objective decisions for future pro-
graming Sccond, the expericnce in Japan may pro-
vide valuable information for the United States or
any other naton contemplating the addition of a
Ingh cont alliess heneht 1o its social program (7-3)

Study Purpose

‘This study was made to cxaminc the first 8 years'
experience of Kogaku Ryoyoht, the high-cost illness
Denchi, and 1o determine:

e whether 1he addition of 2 new beneht changed
s loaare; -

e whethar dilterent patterns of uswe occurred among
the six major health insurance plans;

o whether expenditure and length of hospital stay
clianged vignihicantdy over a short time,

s the distribution of high-cost illnesses in different
insurance plan populations at risk; and

» which 1linesses, among 10 selected diagnostic cate-
gories, gencrated high-frequency use, high costs, and
longer hospatal seays.

“Lhie primnary objective of the new insurancc benefit
- Jepan was to highten the Anancial hurden of per
ot wih high cost illneses However, it is dfcult to
knuw in advaice how inuci dormant, unimet need
exists 1na population. Under the new benefit, it was
powible thiat numerous persons previously unknown
10 bave Iugh-cost illnesses would seck hospital care.
Only cducated guesses, hased on bits of historical
information. «ould be made as to the percentage of
this population. T herefore, we attempted 0 obtain
amwers to at least some of the questions from the
carly expericnce of the new program.

Study Methods
1 he fust seeps of the stidy was to locate agendies that
had ntornation about the populations at risk and
uwe patterns of benehiciaries in each of the insurance
plans Next, visits were made to these agencies o
determine the avatlainlity and accessibility of, as well
as the deasthilivy of collecang, hospital case informa-
tion, speaihaally by diagninis, insurance plan, ex.
penchionte, leagth of stay, aicl year of service.
Inloimation and awisance for the conduct of this
suely wis provided by the following sources:
All fapan Federation of Nauonal Health Insurance
Organization (Kokuhoe Ghuokas)

National Federation of Health Insurance Societies
(Kcrmporan)

33

62-511 0 - 80 - 16

International health
Ministry of Health and Welfare (Koseisho): Bureau
of Information and Statistics; Bureau of He:lth
Insurance; and Bureau of Medical Affairs
The Institmie of Public Health (Kokuritsu Koshu
Eisci In): Department of Public Health Practice:
Department of Public Health Demography: and
Deprartment of Public Health Statistics

The information acquired for the study consisted
of summary frequency distributions only: neither
agespecific nor sex-specific data were readily avail-
able in the appropriate cross tabulations from all 6
Jlans (table 1) Ly 10 selected diagnostic categorics
(1able 2). The ume and cost required (o gain this
additional information was beyond the scope of this

Table 2 Diag categories for study of high-
cost allms Insurance, by subcalegory and index No.!

Otagroutic celegory

and sudcategory index No
Tuberculosis
Respirstory fuberculosis 4
Other tuberculosis H
Cancer:
Malig of the stomach . . ... 21
A H ol the ry glands 2.2
Oer malignant neoplasma . e e 24
Mental iliness.

Paychosis, mental deliciency. nsurosis, abnormal

personality, other mental disesss . .. ... 32-34
Nervous system disease:
Diseases of the nervous system ... P 40
Hypertension:
Hypertensive disease  .......... . ....... 43
Hearl cisease:
Aclive rheumalic fever and chionic rheumstic
disesse .. .. ............... 41,42
tschemic heart Cnuu ............. . 4“
Ceretrovascular disease’
Carsbrovascular disease 45
Bronchitis:
Bronchitis and pub Y emphysema . .... ... 82
Gastric a3 duodenal uicer:
58
50
84
85
[
87
a8

Inisrnational Classification of Oisesses

*From ElgMh  Revision,
Adapied 10/ Use in Jepan, 1983
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projeat bhe anformaton colleaed s characicnized

by the following vanahle seis
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Analysis

Iitradly, crons tibulations of cases, tonal charges, and
total dhiys were roviewed by ansunaner plan.diapgnosis,
aned syear of service for Taghioost coses I acddition,

crude ganadposted) rates o avcrage charges per case

and avcrage Tengh of hospia? sty wore Gabualated
Dulcrcnces i the sneans wathun and Lotween plans
were tested by analvas ol variance mothods for the

followmy vanable sets () average charge per high
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cost case hy diagnosis for each study year separaicly
(hwiween insurance plan comparisons), (b) average
length of hospital stay per high cost case by diagnosis
for each study year separately (between insorance
plan comparisons), (c) average charge per high cost
case by diagnosis during 8 years (within insurance
plan comparisons), and (d) average length of hospital
stay per high-cost case by diagnosis during 3 years
(within insurance plan comparisons)

Projected monthly and annual incidences of high
cont allness cases, by insurance plan and for the totat
population at risk, were estimated from a 1 month
sample of cases from cach of fve plans For the sixth
plan, Kyosar Kumiai, the estsmates were made by use
of mformation from the Kumiai Kempo experience
Case frequencies and mformation available abour the
population at risk were considered mcalenlanng
the projected The monthly projections
were bar moge relable and valid than the annualved
derned insuranee

incsdence

vates becase  they wore fiom
cgeney samples for asingle month Annualinng these
rates has s hazards, however,
to obtain at least o ande gsumate of the annnal ma
dence of Jngh cost atlness in Japan More refined
methods shoald be developed by other researcherny in
Japan to improve the estimates for {uture planning

The following real and poteanial statsstical hiases
shoufd he kept in mind in cvaluating the findings of

this study:

they were calculied

« Some insurance plans instituted the high cost ill-
ness benehit from the beginning, while others phased
this benefit in during 2 years Information was col-
leeted about all cases of hagh cost 1llness as previously
defined, regardless of whether or not a particular plan
olfered the bench, based on the criterion of expendi
ture (cases that had total monthly charges of mare
thap 100,000 yen) The case frequencics may have
heen higher by insurance plan if all the benehaaries
had been entitled to the new benehit from the begin
g ol s availability

o 1o this suudy, Kyosai Kumiai cases were represented
fiy only one small group (0058 percent) of public
employees, who may not have been representative of
therr parent population at risk or inay not have re-
liected the illness experience of Kyosai Kumiai as
whole The Jdata for this subgroup represent the 1otal
experience for cach study year, not a sample as for
the other five ptans

= The samples for the hve plans were drawn during
thilferent months, four tn April and May and one in
September, of cach year, the chmate during these
months is simzlar. Although the different sampling
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months introduce patential sasonal variation, most
of the ciagnoatic categorics T the study represent
chyomic discases rather than aente infections ones that
tetd 10 he affected by season

o Kumin Kempo diew 1 sample in September, it
moAngust 1970 the maximum halality had been
rinsed [1om 30,001 to 39,000 yen (Ordinance 201 ap-
proved by the Diet. Tokya, August 1, 1975). The
sample was drawn as if (he rate were siill 30,000 yen,
the cutndl for inclusion as high-cost cases Jt is pos-
sible, but not hikely, that persons who could aford
30,000 Lut not 39,000 yen might have deferred hos
pal care because of the adduional 9,000 outof-
picket yen now required  But 1t 1s maore probahle
that Kwanai'Kempo beneficiarics were not yet aware
of the chige 1in charges at that early time. Thus,
they were expected to have songht bospital care as if
the wpper himit of out-of pucker experaditures was
sietl 30.000 yen

o The data avastable from Kumniae Kempo for this
study for 1976 were based on 91 percent of the eduted
andd checked sample cases The remnaining 9 percent
of the cases were being chedked during the data col-
lection period wnd were not included in the tabula
tions presented here “Theie s Litle scason to believe
that inclision of this 9 percent wonkd have changed
the findings significantly because the available data
wete consistent with the information collecied about
the heneficiaries of this plan for 1974 and 1975,

e ‘The sampling rates diftered bhetween insurance
plams and changed in two plans during ihe study
pericl. Kumiai Kempo went from o 1:10 10 a 1115
sampling rate. and Kokoho changed s sampling
fate froun 11010 150 There is always the potential
of samplogg cnan, however the saonpling frames and
subsequent sample sizes appear 1o be of safhcient
wagrtode thad the accarretiee ol sampling cror was
convudered negligible.

o AlLcase andormation was takon from aospeceal sidy
of sclecied wngle calendar months; thicrefoe, the
average tength of stay conld not exceed $1 days

1 hese potential biases were not expected to have
a signsficant eflect on the reported Andings.

Findings

Fhe dngh cost iliness insurance bencefit was designed
for dependents of insured eisans covered by the five
employer cmployee insusance plans and all persons
covered sinder Kokuhoo ‘The eligitality cniceria for
beuehicrnies by insurance plan and the siudy popuala-
G at sk e shown in table 11 he econollee popu-
lation n Hiyatoi Kempo and Kokuho plans had

Intesnational health

fewer children in the 0 11 age group and more clderly
persons in the 70 and over group than in the othe
four insurance plans Thew are (wo examples of dif
ferences by age groups hetween insurance plan popu
Luions atrisk The age disiributions of the other four
plans were similar Uinfort tnately, age-specific infor-
mation was not available on the case matenal uzed
in this study Thercfore, all of the material presented
consists of unadjusted frequency distributions and
rates.

The frequency <histnibitions of high cost cases
{more than 10,000 poines or more than 100,000 yen,
1 pomt equals 10 yen) tor cach of the 6 health invn
ance plans, by year, were as iollows:

Plan 1974 A PR 1976
Se ke Kempo 1.042 2000 T
Kimra Kempo 1A% 2,108 221
Mayator Kemypwo 401 744 ny
Scnn Hoken [ TRA (Y]
Kyasat Kirmiag 15, 170 T
Kokuhe 2477 478 1 MR

Torad 6097 %1% 10.47%

Case frequencies inacased annually for cach of the
six plans As expected, the largest plan, Kokuho, had
the most cases Kyosar Kumiai had the fewest cases
incanse information was available from only one
mutual-aid society The distributions were similar 1o
the proportions they represented of the totals at risk
A pattern by diagnostic categories for beneheiaries
was seen in certain health insarance plans Hiyao
Kempo had hegher proportions of paticnts with pay
thiatric iliness, cerebrovascular discase, and heart
tiscase, Senin Hoken. tuberculosis and nervous sys
tem disease, @ Kyosar Kumiiai subgroup, bronchitis
and the adcident porsoming trauma  category,  ancd
Kokulio, gastrie anil duodenal ulcer Thew were ¥
and S yewr treods that require furthes aimvestigation
Vhe diagnoses for beneficianies of Scikan Kempo and
Kuniai Kempo did not show a noticeable patiern
Paychiatric illness, cancer, and cciebrovascular dis
case accounted for approxunately 50 percent of (he
high cost illnesses. ‘The remaining seven ilinesses made
up the other half of the cases. The increase in high.
cost psychiatric illness demoastrated the most pro-
found change beiween the first and second year of
the program (1974, 129 percent and 1975, 259 per-
cent of the high-cost casest. Psychiatric illness main
tained its same position in 1976, accounting for 26
percent of the cascs. No other dragnostic category
showed 1his degree of change The proportions of
high cost allness cases by dhagnostic categoty and in
surance plan variedd somewhat, but the obsevved
variation by year within each plan aml across plans
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can not bo explamed fally onihe bas ol svadable
mformauon

Without exception, avaiage charge (points) per
high-cost iliness case increased Ly year for all six
plans, as shown in the foliowing table:

Pornts t

Plan 1974 1978 1976
Seikan Kempo 13727 16552 4 18,7495
humiai Kempa 15,648 6 16,3911 19,154 ¢
Hiyatm Kempo 14,464 8 15,308 2 16981 4
Senin Hoken 159698 15,785 ¢ 18,604 4
Kyosar Kumuas 17.34% 4 2405 215146
Kokuho 19.260 7

Ovensll average. 189493

1) point = 10 yen

Cancer patients consistently had the highest aver.
age charge per case (1974, 21,9979 pamnts, 1975,
25,720 6 peints; and 1976, 30,060 3 poine). followed
by paucnts with gastric and duodenal vlcer and cere-
brovascular disease. Paucnts with psychiatric 1liness
had the lowest average charge per case (1974, 11,453 4
points; 1975, 12,4760 points; and 1976, 13,980.3
points) These diagnostic categories demonstrate the
extremes from the grand means (1974, 15,637.0 ponts;
1975, 16,532.6 points; and 1976, 18,949.8 points). The
other diagnoses were spread within these extremes,
‘The diagnostic-specific average charges are not pre-
sented sn abular form here; they are available from
Broida.

The average length of hospital stay is shown in
table 3 by diagnostic category. Patients with psychi-
atric iliness had the longest average stay (1974, 302
days; 1975, 30.1 days; and 1976, 30.0 days), while can-
cr patients had the shortest stays (1974, 257 days;
1975, 24 8 days; and 1976, 232 days) These same
trends were also found across insurance plans by diag-
nosts The deuails documenting these overall cross
trends are available, but not presented here. When
the data from the preceding text table and table $
are combined, certain factors emerge. Cancer patients
had the highest averuge charge and at the same time
the shortest hospital stays, whereas the opposite was
true for persons with psychiatric illness. It must be
assumed that cancer patients required the use of spe-
dialized personncl and high levels of surgery, medica-
tion, and other expensive management over a rela-
tively short ume. In contrast, psychiawric patients
required lengthy stays and less intensive services.
‘The patients in the other eight diagnosiic categories
required different combinations of these two factors.

Estimates ol the incidence of high<ost (cala-
strophic) illness in the population are shown in table
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Table 3 Average tenglh ol hospital stay (days} for high
cosl cases, by diagnostic calegory and year

Disgnoatic caregory 197¢ 1978 1976
Tuberculosis 297 298 294
Cancer . 257 248 232
Peychiatric iliness . 302 301 300
Nervous system disease %8 201 290
Hypertansion . 285 283 286
Heart dissase 284 279 273
Cerebrovascular disease 28Ss 281 278
Bronchitie .. 277 274 26"
Gastric and duodenal ulcer 282 259 52
Accidents, poisoning,
other trauma . 261 261 250
Overall average 280 281 276

1 Annuahized rates were projected from single month
data derived from cach imsurance plan Overall rates
weve calculated from a suminary of the inforimation
from all plans The estimated inadence for Japan
(99 4 percent of the population is insured) was us
follows: 1974, 217 percent; 1975, 339 percent. and
1976, 4 44 percent.

Finally, average monthly and annualized charges
per case by study year were estimated 1n yen and con
verted to dollar equivalents based on the Japanese
cxperience. If the dollar equivalent 1 based on the
current exchange rate (October 25, 1977, US. §1 =
252 yen), the average annual charge per case from the
1976 experience would be equal 1o $8.594 90. It 1s
‘nteresting that these figures are similar 10 those pro
rected by some researchiers in the United States (2, 3)
We recognize that both the estimated annuatized
incidence and charges per vase are crude However,
they are provided as pomns of relerence for lutuie

Tabte 4 National estimates of the incidence (annuahized)
of high-cost iliness cases in Japan, by health Insurance
plan and year' in perceniages

tnsurance pisn 197¢ 1905 1976
Seixan Kempo .. 1.74 338 402
Kumlai Kempo 135 260 273
Hiyatoi Kempo . 4 634 649
Senin Hoken 184 aat 433
Kyosal Kumiai 137 264 2717
Kokuho .. . 2n 476 5.40

Oversil sverage 217 339 4.4

‘Populstion a1 rak By of March 187% 1iom ‘ Meallh tngo nce and
Mosith Insucance Societies in Jepsn 1976, Nationsl Fede‘ation of
Masith insurance Socielies (Kemparan), Toryo, 1978
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rescarch In (he next section we describe some impli.
cationy aaud himications of the findings from this study
for public policy inthe Umied Siates.

Comments

The findings of this study indicate that high-cost
iltness increased markedly in frequency and expendi-
ture per Gise, regardless of diagnostic category, dur-
ing the first 8 years of Japan's new insurance pro-
gram. ‘These incrcases piohably can be attributed
to a serics ot interacting lactors:

* increased access to care because of the availability
of the new insurance benehe,

« unmct need transformed into effective demand,

» physician and patient knowledge of maximum
patient financial {iability,

* incicasey in the iniensity of servicoa because of the
availability of new and improved technology,

* Lwo increases in the rates of reimbursement for
physician care during the study period, and

o general inflation of medical care costs,

At the samne time, there was little change-in the
average leogth of tospital stay per high-cost case.
For prrsons with low-cost illness, iowever, there was
4 marked reduction in the nuinber of cases, average
charge per case, and average length of stay. The
low<cost case frequency decrcased by more than 50
percent during the 3 years, average charges were re.
duced 20 percent, and .length of stay declined (rom
17.9 to 8.1 days (detailed data available from Broida).

It appears that a shift from low-cost to highcost
illnesses occurred at the cut point; that is, illnesses
formerly classificd as low cost subsequently incurred
expenditures that were high enough to be classified
as high cost. Some cvidence to support this hypothe-
sis was observed from documented information pro-
vided by Kemporan about the beneficiaries of
Kumiai Kempo. ‘The implication is that when a
benefit was offered, patients_and the inedical care
system (providers and institutions, fur example) ook
advantage ol the beneht. This is not (o say that
there way wrongdoing by any of the parties, but
rvather it indicates that when people hecome aware of
a beaeht their necd turns into an cifective demand.
In addition, new technology and the introduction
of expensive drugs also tended 1o increase costs and
expenditures for medical care and thercby converted
low<ost o high-cost iliness.

In Japan, panticularly since the offering of the
new benefit, there was no incentive for the provider
or the paticnt to reduce the intensity of scrvices or
the Jength of hospital stays. The reason for the Jack
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Intemationsl heaith
of incentive was that, in the short run, neither party
was at risk lor the increased expenditures above the
maximum liability level However, the Government
has been called upon to provide increasing subsidics
15 tome health ingurance plans, and this is causing
concern for the future of the program. The only

_wiay to make up this deficit was to raise the insur-

ance premiumy or raive the maximum liability level,
or a combination of both. At present, the combina.
tion of increasing both the premium and (he maxi-
mum liability is being tried. This approach may not
compietcly solve the problem, and it might reduce
access 10 care for those persons in greatest financial
need.

In the future, stronger forms of cost containment
will be instituted in an attempt to control inflation
and some of the other factors that affect the costs
of the medical care. AL the same time, it will also be
necessary to assure adequate levels of access and
quality of care, a balance that is difficult to sustain.
Many of the same factors that had an impact on the
increases in costs, and subsequently expenditures for
care incurred by patients in this high-cost illness
program in Japan, are currently being discused as
potential problems that could occur in the United
States should “catastrophic illness insurance” be-
come available to the US. population at large.

Reflections
What lessons can we learn from this experience in
Japan? Firse, Japan has had a oompnhemive, com-
pulsory sickness insurance program in place for many
years. Its history and development were complex,
but it has been able 10 meet a societal need—
“assure all of our people health and welfare” (7).
The insurance was firt developed for the working
population in 1922 and later included dependents,
but with lesser coverage than was offered to workers.
To reduce this incquity between insurcd persons
and dependents, the out-of-pocket payment for de-
pendents was reduced from 50 10 30 percent.
Recently, dependents’ coverage was expanded to in-
clude a highcost illness insurance benefit with a
monthly maximum liability level; that is, the 30
percent deductible remained in effect. However,

" when the cumulative deductible reaches a specified

maximum, 100 percent of the additional cxpendi-
tures are covered. The maximum Jliability fevel has
been increased once since the institution of the bene-
fit in 1973 and probably will be raised again soon
(Legislative Proposal, Diet Session, Tokyo, spring
1977). The major reasons for these program changes
arc (a) more illnesses have been classified as high
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cost and (b) the cost per case has exceeded the pro-
jected estimates for meevny the nieeds of a particular
segment of the population .

The rcal situation was almost hke that postulated
by Rocmer's law (5} Fhysicians, hospiial beds, and
funds for the payment of services were readily avail-
able, therefoie, they were used In this situation, the
patients and providers expanded the utilization
rates, costs, and expenditures 10 meet the critenia ot
the benefit Wathout appropriate ¢ontrols in the
form of cost containment and without a builtin
incentive system for both providers and consuiners
of care, the program will undoubtedly continue to
he open ended That is, nsing unlization, costs, and
hnancial dehcits will become the rule rather than
the exception.

It s difficult to anticipate the impact and effects
of a new program. The task of changing an operat-
ing program is usually more difficult than the initial
task of establishing it Nevertheless, in a crisis situa-
tion all parties, regardiess of their afhliations, are
forced to come to terms with the problems and o
make decisions for change In most cases, they must
make compromises and give up some rewards for the
good of the majority After all, the primary purpose
of this particular program was to benefit a segment
of the population inflicted with serious, expensive,
and in many cascs, terminal illness.

BROIDA, JOEL H (National Center

— SYNOPSIS

($120) during any calendar month
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The Ministry of Health and Welfare of Japan,
the Japanese Medical Association, and Icaders in
the health insurance ficld have developed this pro
gram as a4 joint venturc We are confident that th-y
will continue to impiove the program by reviewing
their initial experiences and hy instituting appropn-
ate revisions. Planners and policy makers in the
United States and other nations can learn from the
positive, as well as the negative, experiences of this
special program that has been available to a signifi-
cant segment of the population in Japan since the
fall of 1978,
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in Oclober 1973, Japan's basic
Health Insurance Law of 1922 was
amendad to provide catastrophic ill-
ness coversge for dependents ol
insured workers enfolled in  the
amployer-smployes insurance plans
and for all persons under the so-
called national health insurance
plan Bafore this time, dependenis
wore required tc pay 30 percent ol
physician, hospilal, and rselated
charges out of pocket Now, atihough
they are sull required to pay 30 per-
cent oul of pocket, they have a maxi-
mum hability level of 30,000 yen

Health insurance covers 100 percent
of the excess charges above the
personal liability Yevel

From 1974 1o 19876, the first 3
yaars of the high-cost (calastrophic)
iliness benefit, an Increase c! more
than 70 percent occurred In the fre-
uency of high-cost cases This gen-
eral trend was observed for ail of
the six major health Insurance plans
studied The average expenditure
per case increased 57 percent trom
1974 to 1875 and 146 percent from
1975 to 1978, regardiess of plan.
However, thars were marked difier-
ences by diagnosis Although Infla-
tion explans part of these Increases,
the Intensily of services cerlainly
played a parl The average langth of
hosprial stey for high-cost cases re-
mained relalively stadble, with en
ovarall minimal decrease of 068 day—

1976, 27 8 days Cancer patients had
the highest aversge charge and the
shorlest hospital stays, wheareas pa-
tients wilh psychiatnc iliness had the
lowest average charge and the long-
o3t hospital stays The authors rec-
ommend thal micto studies be car-
ried oul that inciude other varnadles
—such as age, sex, severity of ill-
ness, education, income, and occupa-
lion—for a better undersianding of
the unexplained variations

National estimates of the incidance
of high-cos! ilinesy cases were 2.17
percent in 1974, 3 38 percent in 1975,
and 4 44 percent in 1878

These preliminary tindings should
ba of interest lo heslth planners and
sdminisirators in Japan, as well as
1o thoss in the United States because
of the perding proposals for calas-
trophic iliness Insurance.

180 Pudilc Henith Reports
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Appendix D

STATEMENT OF BERT SEIDMAN, DIRECTOR, DEPARTMENT OF SOCIAL SECURITY,
AMERICAN FEDERATION OF LABOR AND CONTRESS OF INDUSTRIAL ORGANIZATIONS
BEFORE THE HEALTH SUBCOMMITTEE,
SENATE PINANCE COMMITTEE ON
CATASTROPHIC HEALTH INSURANCE AND
MEDICAL ASSISTANCE REFORM LEGISLATION OF 1979 (S. 350, S. 351}

March 28, 1979

The AFL-CIO welcomes this opportunity to present 1ts views
with respect to S. 350 and S. 351.

We strongly oppose Title I in both bills which would establish
a catastrophic health insurance plan.

However, we strongly support the concept behind Title III in
the proposals which would establish federal standards for private
health i1nsurance plans. Title III, 1n our opinion, should b: divorced
from the catastrophic provisions and the minimum benefits specified
provided without deductibles and coinsurance. We also strongly
support Title Il of S. 350, which 15 not a part of S. 351. We also
believe that federalization of Medicaid should be separated from
catastrophic insurance.

The AFL-CIO does have suggestiang_to 1mprove both of these
sections, but both should be temporary until such time as Cougress
enacts a comprehensive and universal health 1insurance program.

While still paying lip service to comprehensive national health
insurance, the Administration's so-called Phase I, for all practical
purposes, abandons the President's commitment to that goal.

Although the details of its provisions have not been spelled out,
what has been released indicates the Administration's proposal will not
be very different from S, 350. If this turns out to be the fact, this
testimony would be applicable to the Administration's plan as well as
to this bill.

Catastrophic Insurance (Title I of §. 350, S. 351)

Medical care costs continue to escalate at about twice the rate
of all goods and services, as measured by the Consumer Price Index,
and these costs are nearly doubling every five years. The impact of
these rising costs on the federal budget 1s substantial - more than
40 percent of health expenditures now come from public funds. Federal
payments for Medicare, Medicaid and oéher health programs total about

$57 biltion and will rise to $102 billion by 1983. The combination
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of direct and indirect federal, state and local government payments
to the health i1ndustry makes it one of the most heavily subsidized
industries in the country - a $76 billion subsidy in 1978 alone.

We believe that catast;gsgfg—insuranéé—would greatly accelerate
the already unacceptably high inflation in health care costs. For
the American people this means higher taxes, higher insurance premiums
and higher out-of-pocket payments if catastrophic insurance 1s enacted.
Indeed, medical care costs could easily double in three years, rather
than the current five years, if this open-ended catastrophic proposal
15 enacted - and that, Mr. Chairman, would be the catastrophe of
catastrophic insurance.

Catastrophic insurance would only perpetuate the ﬁac:ors most
authorities consider responsible for the breakdown in the delivery
of health serv.ces - that is, the lack of organization of the system,
compoundéd by a cistorted specialty and geographic distribution of
health professionals, and an inadequate supply and inefficient use
of trained personnel in certain allied health professions. There s
virtually no teamwork among the many specialties and subspecialties
in medicine, except in such organized settings as prepaid group
practice plans. In most voluntary hospitals, there is little or
no teamwork among attending physicians. This leads to medical care
cost inflation, which catastrophic insurance would not correct.

Medical care in the United States is oriented to the unusual,
interesting or medically-challenging types of treatment. As a result,
health care in the U.S. is notably weak in the area of preventive
care and routine medical treatment for commcnplace illness. The
commonplace sickness of today often becomes_the catastrophic illrness
of tomorrow because of the lack of access to preventive and health
maintenance services for millions of Americans. Because catastrophic
insurance 18 aimed at the more "dramatic” and most expensive areas
of medicine, such as open heart surgery and organ transplantation,
it is logical to conclude that an even greater disproportion of
physicians will specialize in these areas, because that is where the

more money can be made.
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Catastrophic insurance would undermine the efforts now under way

to give emphasis to primary care and ambulatory services. The long-
.txme growth in the number of specialists and superspecialists in
relation to the number of family and primary physicians has only
recently been reversed. This new trend will not last long if
catastrophic insurance is enacted.

Most catastrophic illnesses are treated in hospitals, and the
vast majority of the estimated $5 to $7 billion cost of a catastrophic
program - which we believe would be a substantial underestimate by
1981 - would go to hospitals. This would distort the allocation of
national health care resources to hospitals or other institutional
treatment and take resources away from prevent.on, health maintenance,
home care, outpatient surgicenters and hospices.

Many areas of the country are already plagued by an excess of
hospital beds. By channelling billions more dollars into hospitals,
catastrophic insurance would encourage hospitals to keep patients
longer than necessary because it would only pay for longer hospital
stays. Professional Standards Review Organizations (PSROs] cannot
be relied upon to control utilization in the face of such strong
financial incentives to the contrary.

Most medical care is good for people, but too much c;}e can be
harmful at worst or superfluous at best. We frankly believe that
S. 350 and S. 351, would make it too financially attractive to some
unscrupulous doctors and hospitals to provide hospital care surgery
and laboratory work that is not needed. Since the only quality
controls in these bills are the inadequate Medicare standards, both
the taxpayers and the patients could be big losers.

Catastrophic insurance would underwrite the expansion and
proliferation of high-cost medical technology. According to the
Council on Wage ard Price Stability, most of the increase in hospital
cost inflation is due to the intensity of care - or, in other words,
the use of more and more expensive diagnostic 2nd therapeutic equipment
While the use of this new technology does save lives, but the rampant
proliferation, of inappropr.ate use and the lack of any assessment of
the diagnostic or therapeutic value of this technology versus risk

greatly increases costs.
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The efficiency and effectiveness of new medical technology 1s
usually unknown before it 1s widely diffused into the medical care
system. Machines often proliferate so guickly that there are not
enough patients to make use of all the available capacity. This has
been true of open heart surgery units, auto-analyzers, x-ray machines,
patient monitors and CAT (computerized axial tomography) scanrers.

CAT scans are less painful and risky than the procedures they replaced,
but the United States now has the capacity to do nearly three m:illion
scans a year while the procedures replaced never accounted for

more than 400,000 a year. In fact, there are more CAT scanners in
Massachusetts than 1n all of England, where the machine was fairst
invented.

The reasons for the diffusion and overutilization of expensive
technology are well known:

* Doctors have almost unrestricted controls over decis:ions to
buy and use equipment. Doctors, not patients, are the customers of
hospitals, because doctors fill the hospital beds with their patients.

* Patients are seldom told about the costs, risks and benefit
of various therapies. They simply follow their doctor's instructions,
because the doctor 1s the expert.

* Doctors have incentives for more intensive use of technology,
because the equipment and medical technicians to operate 1t are provided
to doctors rent free. After all, the patient or the i1nsurance company
or the government pays for the "rent" of the equipment. The use of
hospital-based procedures are profitable for the doctor, because they
do not have to make an i1nvestment i1n the equipment. As a result,
medical education emphasizes technological, hospital-oriented specialties.

* Professional prestige and rewards are proportional to the
intensity ané>specialxzatxon of the technology used by physicians. It
1s, without doubt, the most glamorous facet of the profess:on.

* Hospitals have similar incentives to buy and use this new
technology. Hospitals attract and retain physicians by catering to
their professional desires. A hospital's prestige i1s enhanced by

having the best and newest equipment, which in turn attracts the better
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doctors, who are a hospital‘s real customers. Again, third-party
payers, including Medicare and Medicaid reimburse hospitals on
a cost basis for the technology.

Title I of S. 350 and S. 351 would just pour billions of dcllars
into this extravagant and wasteful system without providing for better
planning or more efficient utilization of this high-cost technology.

Mr. Chairman, catastrophic health insurance has had a trial rur
1n the United States, and that experience demonstrates the lLigh-cost
factor of such a program. When the end-stage renal disease programs
under Medicare became operational in July 1973, the Department of
Health, Educaticn and Welfare.estimated the cost at $250 million for
the first year and close to $1 billion annually by 1978. Actual costs
are now over $1 billion and are expected to rise to $2.3 billion by 1982.

Why costs have ncreased 1s symptomatic of the problems associated
wlth gearing programs to the more costly forms of care.

After the law passed, the proportion of patients on home dialysis
-- which costs between $7,000 and $14,000 a year -- declined from 37
percent to 25 percent, while the percentage of patients treated in
dialysis centers 1ncreased. Treatment in these centers costs about
$25,000 a year. The number of dialysis centers has doubled between
1972 and 1977, and there are now more than 860 approved to receive
Medicare funds and many are operated on a for-profit basis.

There 1s also evidence from other countries that a program like
cata;;rophxc insurance 1ncreases costs. Japan instituted a catastrophic
health insurance program in 1973 to cover dependents of employees and
others not covered by employer-employee benefit plans. Japan's health
plan was a catastrophic insurance plan similar to what 1s proposed in
these two bills. It reduced the copayment of such persons from 50
to 30 percent and provided a ceiling of 30,000 yen a month or about
$1263 a year on such copayments. Prior to the 1973 law, there was no
ceiling on copayments.

As a result, the Japanese discovered that the number of high-cos'
cases -- those costing more than $35i-doubled in just two years, and the
average charge for a hign-cost illness case increased 21 percent.

Moreover, a shift from low-cost to high-cost illnesses occurred at the
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cut-off point of $351. Illnesses which previously had been classified
as "“low-cost"” subsequently incurred expenditures that moved them into
the "high-cost" category.

Appended to this testimony (Appendix A) 1s a reprint of the
article, "Japan‘s High Cost Illness Insurance Program, A Study of its
First Three Years, 1974-76", published in the March-April 1978 1ssue
of Public Health Reports. We respectfully request that-xt be 1intorporated
1nto the record as part of our testimony.

Catastrophic insurance would also inhibit the development of
prepaid group practice plans which offer the greatest potential for
containing health care costs, reversing the perverse incentives of the
fee-for-service system and reducing hospitalization. As with Medicare,
the retrospective reimbursement formulas in Title I would not allow
Health Maintenance Organizations full reimbursement for the hospital
days they save. It would not compensate HMOs one penny for the
catastrophic 1llnesses they prevent. And unless HMOs can utilize the
funds saved from reduced hospitalization and catastrophic i1llness in
cutpatient care, which accounts for about two-thirds of their total
budget, HMOs probably cannot survive.

We fear that Title I would freeze into place the {ragmented,
inefficient fee-for-service system for all time, with continuing cost
escalation the 1nevitable result. HMOs have the 1ncentive to control
cost” because they are paid prospectively. They receive a fixed annual
amount for comprehensive services and reimburse thelr doctors by
capitation ‘or by salary. HMOs, therefore, have an incentive to control
unnecessary utilization and make mere rational use of medical technology.
Catastrophjc Insurance - Program for the Rich

Upper middle class and rich people are relatively unconcerned
about small bills which they can readily meet out-of-pocket or through
insurance. They do, however., desire protection against large medical
bills. Middle class people often fear bankruptcy more than becoming

111,
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As a matter of fact, for the period 1963-70, tota' medical
expenses of the top one percent~of the population increased 17.2
percent per year compared with 11.2 percent for the total population.

For the poor and many working people, unless catastrophic
health insurance is built on top of a foundation of ccmprehensive
national health insurance program, it would not pay for needed care
until after they had incurred initial high expenditures they cannot
afford. _

The Medicare experience points up the need for a comprehensive
1nsurance program as a base. Medicare does not provide benefits for
preventive care, and, therefore, discourages early diagnosis and
treatment because of its deductibles on physician services. Medicare,
therefore, places emphasis on coverage for acute illness, rather than
preventing sickness in the first place.

The Health Care for All Americans Act, soon to be introduced
by Senator Edward Kennedy, will provide for physician and hospitali-
zation without limit, and, therefore, includes catastrophic insurance
as an integral part of a total health care program. We, therefore,
wish to make it clear that we favor catastrophic protection for all
Americans, part of a comprehensive program with a foundation of
basic coverage which includes preventive and health maintenance
benefits without finaécial deterrents. The statement by the AFL-CIO
Executive Council on the "Health Care for All Americans Act of 1979"
1s also appended to our testimony (Appendix B).

In conclusion, catastrophic insurance standing alone is a
program for the rich, hospitals and doctnrs. For the American people,

it would be a catastrophe.

TITLE II (S. 350) -- Federalizing Medicare

The proposed federalization of the Medicaid program would pro-
vide comprehensive benefits for the very poor (i.e., coverage for a
family of four with an income of $5400 or less), but such benefits
would ke subject to a copayment of $3 for patient initiated doctor
visits up to a maximum of $30.

Experience proves that a $3 charge for the tirst patient-
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1nitiated visit would deter necessary utilization of health care
services and would not discourage unnecessary utilization. The
state of California received permission from the Department of
Health, Education and Welfare to conduct an experimental study to
evaluate the effect on Medicaid beneficiaries of a $1 copayment
for the first two visits to a doctor and fifty cents for the first
two drug prescraiptions each month. A matched sample of Medicaid
beneficiaries received their care without any copayments as a con-
trol group.

The study showed that following the sta=t of copayment, utili-
zation of ambulatory visits to doctors' office and other outpatient
services went down for the copayment group as compared with the con-
trol group. Enwever, hospitalization rates for the copayment group
rose faster than for the group with no copayment. The study concluded
that because of the modest $1 copayment, early medical care was defer-
red; and due to the neglect of early medical care, usage rates of
more costly hospitalization increased. The increased cost of hospi-
talization for the copayment group studied more than
offset the saving to the state of reduced utilization of-physxc1an
services.

Mr. Chairman, we ask that this study "Copayments for Ambulatory
Care: Penny-Wise and Pound-Foolish," be incorporated into the record
as Appendix C.

We would also like to cite the experience of the Province of
Saskatchewan, Canada. The Canadian national health insurance program
forbids deductibles, but does allow copayments. In order to "save"
money, the Province ainstituted a $1.50 copayment for doctors' visits,
which resulted in an overall reduction in outpatient services to the
poor of 18 percent. At the sgme time, services to the non-poor in-
creased. There was also an increase in the number of physical exam-
1nations provided by the doctors for the non-poor population.

Dr. R. A. Armstrong, Director General for the Canadian health
insurance plan, commented on the copayment experience:

". . . while these lower income people were hit
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with utilization decreases, after the first
year there was an increase in utilization by
young single males and females. In other
words, the doctors were not going to sit
twiddling their thumbs, particularly when
they only got paid if they worked. Presum-
ably, these younger people found it easier
to get an appointment when they weren't com-
peting with the elderly or with the lower
income people."”

Saskatchewan dropped the copayment provision in 1973. The
important point is that copayments did not even result in a reduc-
tion in the utilization of physician services, because doctors
determined the demand for their services.

As written, Title II of 5. 350 would provide vartually no
protection for the working poor. MWorking poor families can be
defined as those with an annual income of less than $10,000.
According to 1977 data, there are a total of 15.7 million or 27.5
percent of all families with incomes of less than $10,000. Of this,
about ‘ive million families would be eligible for Medicaid. This
means that about 10 million poor working families would have incomes
too high to be eligible for Medicaid, but would not earn enough to
meet the out-of-pocket expense of the $2000 medical deductible or
the 60-day hospaital deductible under catastrophic insurance. They
would also be too poor to afford a basic insurance policy to cover
these deductibles.

It should be emphasized that the first $2000 of medical expenses
and the first 60 days of hospitalization plus other health expenditures
constitute over 99 percent of total expenses for personal health ser-
vices. A reasonably comprehensive private insurance policy to cover
these deductibles would cost nore than $1300 a year.

The spend-down provision o-° Title'II would not, therefore, help

the working poor except in exceptional cases.
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spend-down for a Family of Four
at
vVarious Income Levels To
Meet Eligibility Requirements for Medicaid

Income Under S. 350 Spend-down
Income Ceiling Required
for Medicaid
$10, 000 $5,400 $4,600
9,000 5,400 3,600
8,000 5,400 2,600
7,000 5,400 1,600

For low-income working families, the spend-down required for
Medicaid eligibility would, in itself, be catastrophic. The cost of
an adequate health insurance policy would be beyond their means.

There 1s also a notch effect. A family of four with an income
of $5300 that receives a $200 raise in wages would become 1ineligible
for Medicaid. Such a family 1s worse off because the potential value
of Medicaid exceeds the $200 raise.

The cost of applying varying means tests for families of differ-
ent sizes, plus adding and removing beneficiaries as their income
moves up or down, would be a substantial percentage of benefit pay-
outs. The cost of administering the spend-down provision of S. 350
would also be very high.

Moreover, catastrophic insurance with 1ts emphasis on hagh cost
hospital care, plus the incentives to hospitals to purchase expensive
equipment whether needed or not, would raise the cost of medical care

for everybody. It would affect the poor most adversely.

Title XTI (S. 350 and S. 351) -- Priva Bagi¢c Health Insurance Protection

" certification of health insurance companies by government authority
15 a8 concept whose time has come.
The AFL-CIO does not believe that the health of the American
people 18 a legitimate area for exploitation by unscrupulous profiteers
from either the providers of care or financial interests. Minimum
standards that third parties must meet in order to be qualified by
the Secretary of HEW would be a major advance in the public interest.

However, we are concerned about the adequacy of the standards.
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The standards would allow a deductible of $100 for hospital care
and coinsurance payments of 20 percent. They would also allow a deduct-
ible of $50 for insurance against the cost of medical expense and 20
percent coinsurance., Copayments deter patients from contacting their
doctors early to maintain their health and avoid acute 1llness. Deduct-
ibles, in particular, are a serious barrier to early diagnosis and
treatment. As a result, they increase total health care costs.

Mr. Chairman, what 1s conspicuously absent from both bills 1s a
rudimentary understanding of the basic economics of the health care
industry. The 1;ws of supply and demand are skewed beyond recognition
in this industry.

Doctors -~ not patients -- control the demand for medical services.

It 1s the doctor who decides whether a patient goes to a hospital
or receives much less expensive treatment on an outpatient basais.

It 1s the doctor who decides when a patient can be transferred to
an exter"ed care facility. It is the doctor who decides when the patient
can be discharged from a hospital or nursing home.

It is the doctor who decides how often the patient should come to
the office for treatment and the number of hospital visits that need to
be made by the doctor.

It 1s the doctor who decides what laboratory tests or diagnostic
procedures need to be performed.

It 1s the doctor who prescribes drugs, either by brand name or less
costly but equally effective generic equivalents,

It 1s the patient's physician who leaves instructions with the house
staff or the nurse.

Patients know this, When patients go to a physician with symptoms --
perhaps for a physical examination -- they place themselves under the
doctor's direction.

1t should be clear, then, if any progress is to be made in control-
ling health care costs in the public intérest, fiscal controls must be

placed on the physician and not the patient.

62-511 0 - 80 - 17
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In other words, doctors not only supply the services, but actually
create 70 percent of the demand for health services -- including their
own services. i

Another misconception on which these bills are based 18 that health
insurance follows the principles of casualty insurance. Effective and
efficient health services cannot be compared with casualty 1insurance
pranciples of i1nsuring against low frequency but potentially catastrophic
expenses beyond the control of the insured.

S. 350 and S. 351 are an attempt to make health care fit 1nto the
principles of insurance, rather than adapting financing to the realities
of the health care industry. The result is a massive misallocation of
resources to acute 1llness and relat:vely few resources for prevention
and health maintenance.

One analogy would be if a person never bothered t6>put o1l i1ntoS
the engine or water into the radiator of his or her car, but saimply
drove the car until it broke down. 1In this case the person would pay
a large repair bill which could have been prevented by the cost of a
few quarts of oil,

Health 1nsurance -- as presently constructed -~ can never pay for
preventive care, because seeking preventive care 1s under the control
of the i1nsured and a violation of insurance principles. Yet, preven-
tive care is less costly than acute care -- as prepaid group practice
plans have repeatedly demonstrated:

The copayment provisions of the minimum benefit package of bene-
fits an insurance company must provide for certification under Title
III would, therefore, 1increase total health care costs, because 1t
ignores preventive care.

The minimum benefit package outlined in Title IEI would not
cover drugs, home health services, extended care, intermediate care
services, mental health services, prenatal and well-baby care, family
planning or early and periodic screening, diagnosis and treatment of
children. Each of which benefits has proven cost effective over con-

centrating on acute care.
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The standards of certification under Section 1504 do not include
any requirement that i1nsurance policies be community-related. The
result would be substantial competition between insurers for low-risk
groups, and a competitive waste of marketing dollars.

The bills permit states to establish statewide health insurance
facilitgtion programs: one function would be to encourage
and facilitate the marketing of certified private insurance policies.
We must, therefore, conclude the primary purpose of Title III 1s the
promotion of pravate health insurance, which we believe i1s an 1mproper
role for government at any level. Lastly, all employers should be
required to purchase a certified policy because many small employers
would not even be able to afford the minimal benefit package stipulated
1n this Title.

Conclusion

Title I of S. 350 and S. 351 would cover less than one percent
of total expenditures for personal health services. It would accelerate
the 1nflation in health care costs by channeling more dellars into
1intensive high-cost care, rather than financing prevention and health
maintenance tc avoid catastrophic 1llness.

Federalizing Medicaid as provided by Title II of S. 350 would
be a major advance, but the $3 copayment for the first patient-initiated
visit should be eliminated.

Certification of insurance policies as provided by Title 111, and
establishment of federal standards for such certification 1s also a
step forward, but the standards should include a requirement of community
rating, anrd copayments should not be allowed if a policy is to be certi-
fied.

Tﬁe AFL-CIO would support Title IT and 1II, as amended along the

lines we have suggested, and if they are totally divorced from Title 1.

W HH
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Senator DURENBERGER. We will alter the agenda a little to ac-
commodate some witnesses who must leave for the airport. We will
hear the panel consisting of Dr. Gary Appel, president of the
Council of Community Hospitals; Dr. Richard J. Frey, immediate
task chairman of the board of trustees, Minnesota Medical Associ-
ation, and Paul L. Parker, executive vice president and chief ad-
ministrative officer, General Mills, Inc.

Gentlemen, you may divide your time in any manner you see fit.
You may insert your full statement in the record and summarize
it. ’

STATEMENT OF PAUL L. PARKER, EXECUTIVE VICE PRESIDENT

AND CHIEF ADMINISTRATIVE OFFICER, GENERAL MILLS, INC.

Mr. PArkER. Thank you, Mr. Chairman.

My name is Paul Parker. I am executive vice president of Gener-
al I\rfills which is a large diversified food company located in Min-
neapolis. We are engaged in five basic business areas and world-
wide have some 65,000 employees. Today I will simply comment
about our General Mills’ experience with competitive health plans
for employees working in our headquarters city of Minneapolis.

We are talking about 3,000 salaried individuals. The thrust of my
comments based on our experience is that in health care as in so
much else in life competition is both useful and important in
helping to provide the best of a product or service to the customer.

We hope our experience might be of use and value to others in
the corporate world throughout the Nation. We think the Twin
Cities does have an unique background in group health competition
but that does not mean our experience is not transferrable.

HMO membership in the Twin Cities increased almost 30 percent
in 1979 over 1978 and the number of HMO members has increased
from 246,000 to 319,000 people. This is about 16.5 percent of our
total seven county metropolitan area.

These developments have not taken place behind closed doors
and in our community it is almost as common to hear a message or
advertisement extolling the virtues of a particular health plan as it
is to see or hear or read about the virtues of wallpaper or hot dogs
or used cars.

We offered our first HMO option to our employees in 1973. It was
more expensive than our traditional plan with Prudential Insur-
ance Co. We charged employees from $6 to $9. We signed up 20
percent.

The indemnity plan of Prudential and the HMO plan cost lines
have since crossed and our employees today with HMO are not
required to make any contribution to their health care.

ince that time we have added two more HMO’s.

I am not here today to argue the merits of one health plan
versus another, simply to say that from our experience there is
evidence that when you offer people the opportunity to choose, that
is when you provide competition, you enhance your ability to give
better health service and reduce cost.

We know from experience that just making the choices available
is not enough. You have to have careful preselection and screening;
make certain you are offering your peop{)e good sound health plans
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and then you have to communicate very carefully and on a sus-
tained basis so individuals and families make the right choice.

We do not leave this to the PR department. We start with our
medical people and with our employee relations people and our
benefits people to make certain that anything we offer our people
is indeed worthy of their attention.

We talk about accessibility and availability and acceptability and
appropriateness and accountability. We take a neutral position as
to which plan an employee should participate in. He certainly is
going to have to have a lot of facts and figures at his disposal.

We use employees meetings during working hours. That is the
only way to make certain your people are going to take the time to
sit down and study the situation.

We are absolutely convinced from our experience and our experi-
ence is all I can go on, that the principle of offering optional health
plans to individual employees and reduce costs can provide the best
of service and we would submit that any legislation which moves
us further down the road to competition and choice is therefore
socially responsible.

Thank you.

STATEMENT OF GARY APPEL, PRESIDENT, COUNCIL OF COM-
MUNITY HOSPITALS

Mr. Arper. Mr. Chairman, my name is Gary Appel. I am here
representing the hospitals of the State of Minnesota. I have submit-
ted written testimony and I would like to offer that for the record
80 I can summarize.

Senator TALMADGE. Without objection it will be inserted into the
record at this point.

Mr. AppeL. I would like to talk a bit more informally for the 5
minutes I have.

I attended the hearing yesterday afternoon. I thought the testi-
mony was supportive of the bill. I was left with one main impres-
sion and that is the concept of competition in the minds of many
seemed unreal, almost academic as if we were talking about some-
thing that could occur at some future date.

In the brief time I have I would like to give some insight and
some ideas and understanding of what is already going on in the
Twin Cities of Minneapolis and St. Paul.

It is our feeling that competition does exist at the present time.
It 18 keen. It is strong. It is for keeps. The medical care providing
community in the Twin Cities is as competitive as we think exists
anyplace in the country.

t is our feeling that the delivery of medical care as an industry
is going through a period of enormous transition. I think without
anr doubt that those of us who will study health care in the 1990’s
will look back at the period of the 1980’s and find that we were
going through a major industrial revolution within the health care
industry; multihospita! corporations are springing up at a rapid
rate, linkages and ties to HMQ’s are springing up, shared services
are becoming rampant. Mergers of hospitals are commonplace in
our area, new services are being delivered and price competition is
just beginning to take place in a substantial degree in places like
the Twin Cities area. ) -
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I think there is a reason for this. The hospital industry and I
speak for hospitals in particular today, is in what could be consid-
ered to be a mature stage. In the Minneapolis and St. Paul area
the number of hospital days is falling fairly sharply over the 1976
to 1978 period. There are 175,000 fewer days of total hospitaliza-
tions in the Twin Cities area than there were in 1976.

Expenditures of hospitals have increased only 9.5 percent in the
1978 to 1979 period, far less than inflation a good deal less fast
than elsewhere in the country in the medical sector.

We have excess beds. We recognize that. The hospitals in our
area are adjusting to that.

Hospitals in the area are beginning to discount prices in particu-
lar to HMO's. At this point in time it is mainly because HMO's are
the only insurers that can concentrate patients. Hospitals are be-
ginlning to bargain in the marketnlace using price as a competitive
tool.

I would like to point out that price competition is often the last
aspect of competition that develops in any industry. It is not only
health care. If you look at surveys of private businesses, price
competition normally fits into sixth place or lower as a viable
competitive tool and the health care industry is no different. We
need the proper stimulus and response to be able to adjust in a
price competitive way.

It is becoming commonplace for hospitals to charge on a flat per
diem basis. The importance of that is it provides an opportunity for
experimentation and demonstration in competing in the market-
place and setiing per diem rates.

I could go on with satellite clinics and hospitals moving into
rural areas and providing care and supportive services in order to
compete effectively for _patients but I want to make one additional
peint in the short time remaining.

The competitive force which exists, is a life and death struggle in
communities like ours. Those competitive energies can and are
being siphoned off increasingly through the regulatory process.
Regulations do not hurt all hospitals equally. What happens is the
regulatory jrocess pits hospital against hospital and provider
against provider using the same competitive force that could be
positively directed for consumer well being but is generated more
into the politics of survival using the regulatory approach which
helps no one in our judgment.

In summary: Strong competitive pressures do exist today. We
think they are enormous. We think they have not yet been chan-
neled properly. We support Senator Durenberger’s bill as a first
step in the direction of making those competitive forces most useful
to patients and consumers.

Thank you.

STATEMENT OF RICHARD J. FREY, IMMEDIATE TASK CHAIR-
MAN, BOARD OF TRUSTEES, MINNESOTA MEDICAL ASSOCI-
ATION -

Dr. FREY. Mr- irian and members of the subcommittee, I am

Dr. Richard Frey, past chairman of the Minnesota Medical Associ-

ation and also chairman of the cost commission in Minnesota
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which was initiated by the Minnesota Medical Association but
which very clearly operated independent of that association.

I will only capsule some of our thoughts which I have put forth
in my report.

The commission with the full endorsement of the association
looked carefully at the rising cost of medical care and these have
bﬁen espoused here by many before and there is no need to repeat
them.

I should point out we should be quick as physicians particularly
to recognize the difference in the product, that the intensity of the
service is far different than it was years ago. It is not like compar-
ing apples and oranges. We have had remarkable advances in
technology that for all practical purposes completely changed the
nature of the care that is delivered and this cost a great deal of
money.

We also looked at the tremendous demands that are evident in
the community for medical care; how we have responded with the
medical manpower pool so we now have the peop:e and the tech-
nology to deliver just an unlimited amount of medical care.

From this background it seemed clear that without something
happening that there would be just an unending escalation of
medical costs, particularly when we looked at the incentives that
were guiding the current program. These two have been alluded to
by other speakers.

I think physicians have done an excellent job in giving the most
in quality of medical care but there has been ne great incentive
even in the physician community to look at the cost of medical
care intensively. They have not had a great incentive to make cost
conscious decisions. B

Certainly the consumer has had no great incentive particularly
as we get farther and farther down the road to what we heard a
short time ago and that is dollar one coverage for medical care, to
remove that essential element of cost sensitivity from the consum-
er I think is very frustrating and flys in the face of our efforts of
cost containment.

Institutions have not had good incentives to overserve. Third
parties certainly have been rewarded f.r selling more and more
insurance. As an example even insuring the supplemental coverage
in part A which removes in all essence the last vestige of cost
sensitivity from that group. I think this is wrong.

We have created really a spare no expense cost insensitive soci-
ety at the present time. That is not going to change if we do not
change the system or at least change many of the incentives that
direct the system.

The cost commission felt very strongly that we had one or two
directions to go in and that was either further regulation or pro-
mote competitive forces in health care. I will say very clearly that
the Minnesota Medical Association and the cost commission felt
very strongly in support of promoting competitive forces and creat-
ing as much as possible a free market in medicine and the funda-
mental recommendations made are put forth in my remarks.

I would again say as Gary Appel did that the experience in the
metropolitan area I think is not necessarily unique but it is re-
freshing to see how without regulation we now have seven operat-
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will.

I must say I am a fee for service physician. I do not even belong
to an HMO. I believe in the free choice and the pluralism this
brings to our community as they stand side by side with the fee for
service medicine in a more competitive environment then we have
ever seen before.

Something is definitely happening and it is showing up on the
bottom line as reduced hospital days. Some of the reductions in
hospital days from the plans have been remarkable. There has
been an overall reduction in the use of our excess capacity because
of the impact of this competitive system as Dr. Appel has alluded
to.

We are going on with a cost care coalition in Minnesota which
will be a coalition of forces led in large part by industry who has a
real stake as purchasers of medical care and a very interested
medical community. I have great aspirations for what they can
accomplish with the roadwork that has already been laid down.

I believe that the greatest threat to the competitive marketplace
in medicine is not resistance from patients or from physicians but
it is the further governmental regulation that will destroy the
flexibility we need to promote the free marketplace in medicine.

I think the opportunities that are alluded to in the Health Incen-
tive Reform Act really relate to_ the promotion of competition and
requiring consumer selection of plans. -

We also strongly endorse the quality of contribution regardless of
delivery system choice; to subsidize one plan or one system to the
disadvantage of another denies objective evaluation and frustrates
our search for the best possible form of health care delivery.

We certainly endorse the concepts of this bill but we do not
comment on the logistics of implementation since this will be ad-
dressed by other speakers who have more expertise in this area.

Thank you.

Senator TALMADGE. Dr. Frey, Minneapolis’' experience has been
highly publicized as an example of how HMQ's reduce hospital use.
According to Prof. Harold Luft of the health policy program of the
University of California who has studied this matter extensively,
hospitalization in the Minneapolis-St. Paul area by HMO enrollees
was 38 percent less than the Blue Cross group average.

Between 1975 and 1977 while HMO enrollment doubled in the
Minneapolis-St. Paul area, overall hospital utilization stayed con-
stant or increased slightly.

Dr. Luft suggests that this result is consistent with among other
things a selective enrollment of low utilization in HMO’s.

How would you explain the fact that overall hospital utilization
did not decrease?

Dr. Frey. During those years between 1975 and 1977, it is diffi-
cult to come up with conclusions because the penetration of the
market was relatively small. It is growing at a rate of about 30

rcent per year but even at the present time there are only

16,000 people enroiled in prepaid plans in the seven prepaid plans
available. ‘

I do not think there is any question that the experience in the
HMO’s and the cost savings we have seen in the local area are
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dir=ctly related to decreased utilization of hospital facilities. There
is . direct proportion. The reduction of hospital days in some of the
pli:ns have gone from as much as 750 days to 460 days per thou-
sand from 1977 to 1979,

Senator TALMADGE. Senator Durenberger?

Senator DURENBERGER. Thank you, Mr. Chairman.

Dr. Appel, you mentioned that to some, competition has a sense
of unreality. One of the ‘“unrealisms” I have sensed at least from a
couple of the objectors to competition is their doubting that people
are able to play any a role at all in determining their health care. I
wondered if you or any of the other panelists would comment on
whether it is impossible for the patient or the consumer or the
individual to play a role in the choice of health?

Mr. AppEL. It is my view the consumer together with the physi-
cian can and indeed does play a significant role in the expenditures
and the services received in health care. I think that could be
certainly encouraged into the future.

There is no question there are things happening in our Twin
Cities area that in part are due to the fact that there are consum-
ers through their buyers, HMO'’s and the like, that are genuinely
out in the field and making adjustments. The number of patient
days per thousand and the total number of patient days in the
Twin Cities has fallen off quite dramatically.

As Senator Talmadge has questioned earlier, the problem in
looking at some of those national figures is the fact that somebody
like Dr. Luft has not netted out some of the increase in chemical
dependency in patient acute care. There have been significant
changes legislatively within the State of Minnesota that have
driven those up. With 175,000 patient-days fewer in acute care and
an increase of 120,000 days in chemical dependency, those figures
look as though they are offsetting but consumers together with
HMO’s are making a major impact.

Senator DURENBERGER. Dr. Frey, let me ask you about the cost
consciousness of physicians. There is one whole page in the AFL~
CIO testimony which describes the many ways in which doctors
and not patients control the demand for health services. It ends up
with the conclusion, “It should be clear that if any progress is to be
made in controlling health care cost, fiscal controls must be placed
on the physicians.’

Would you compare the current role of the physician in practic-
ing cost effective medicine and the role he might play under a
competitive environment?

Dr. Frey. I am sure we have all heard that before. It is true. I
would submit the physician is responsible in large part as he acts
as a purchaser of health care for his patients. He is purchasing
technological services and the like. In our present system of reim-
bursement there has been to a degree a lack of cost conscienous in
spending those dollars.

The patient with the physician enters in part into the medical
judgment of the course of action but also has a tremendous impact
on the cost that is spent for that medical care particularly as you
relieve him of these sensitivities.

I think a good example is part A in medicare where once the
front end load is p that we see as a practicing physician how
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patients stay in the hospital for an inordinate amount of time for
reasons that are nonmedical and yet there is no incentive on the
part of the patient and really no incentive on the part of the
physician other than to police his patient to terminate this hospital
stay.

It is very expensive and this type of philosophy has tremendous
impact on the cost of an individual’s illness.

do think cost conscious decisions by physicians will evolve from
more competition. It must or the}\; will not survive.

We are currently, including the Government, rewarding expen-
sive services. It is really rewards inefficiency in our health care
rvstem. As that stops and we see competition and we see the
auppropriate set of incentives and reward for cost conscious behav-
ior that is precisely what we will see from the physician com-
munity.

Senator DURENBERGER. One of the objections of the AFL-CIO,
and if it is true it is a good cbjection, is that competition would
undermine efforts to organize more efficient health delivery sys-
tems such as HMO's. When I asked Mr. Seidman about that he
said it is because it costs HMO’s more to get started so their
charges in a competitive environment are higher and therefore
vﬁ}ﬁg) we are trying to do with competition discrirninates against

8. :

Would you agree with him in that position?

Dr. Frey. I would say there are some startup costs for an HMO.
There is no question about that. I think those are costs that should
be borne out by their experience if they are going to be more
efficient. If they cannot compete with fee for service physicians on
a purely nonsubsidized or equal subsidy basis then they do not
belong in the marketplace. ‘

Senator DURENBERGER. In the Twin Cities’ experience you do
have HMO’s competing with higher ccsts, and they are getting
enrollees, are they not?

Dr. Frey. There is no question about it. They have done it in the
Twin Cities. They have not been subsidized. They are now in the
black. The first year might be a little bit tantalizing but so is it for
anyvody else that goes into the private practice of medicine.

n a very short time this will wash out if they are an efficient
tyg: of delivery system. -

nator DURENBERGER. Thank you.

Senator TALMADGE. Thank you very much, gentlemen, for your
excellent contribution.

(The prepared statements of the preceding panel follow. Oral
testimony continues on p. 232.]
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Testimony of Paul L. Parker, Executive
Vice President and Chief Administrative
Officer, General Mills, Inc., Before

the Subcommittee on Health, Committee on
Finance of the Unitad States Senate.

Mr. Chairman and Members of the Subcommittee, my name is Paul L. Parker,
I am Executive Vice President and Chief Administrative Officer for General
Mills, a large, diversified food company whose headquarters are in Minneapolis,
Minnesota. General Mills is engaged in five basic business areas - foods at
home, restaurants, toys ind games, apparel and fashion items, and specialty
retailing. We have some 64,000 employees worldwide.

My remarks today will focus on the General Mills experience with competi-
tive health pians for our salaried employees working in our headquarter city
of Minneapolis. We are talking then about close to 3,000 salaried individuals
and the experience which they and we as a corporation have experienced in the
past several years. The thrust of my argument, based on our experience, is
that in health care as in so much else in life, competition is both useful and
important in helping to provide the best of a product or service to the
customer or consumer.

While we would hope that the General Mills experience might have value
to others in the corporate world throughout the nation, we must point out that
for one reason or another, Minneapolis/St. Paul have a background and record
of group health competition which are unusual, and therefore not transferable
to other cities.

There are seven operational health maintenance organizations, in the
Twin Cities. Only one of these is federally qualified; all seven are state
certified. Of these seven HMO's, two are individual practice assocfation models,
one is a staff model, and four are group models.

HM0 membership in the Twin Cities increased almost 30% in 1979 over 1978
with the number of HMO members increasing from 246,000 persons to 319,000
people. This new membership represents 16 1/2% of the total seven-county metro-
poiitan area, and this is a membership rise from a '78 figure of some 12.3%.

These developments have not taken place behind closed doors and, in fact,
today in our community, it is almost as common to hear, see or read a commercial
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message or advertisement extolling the virtues of a particular group health

plan as it is to hear, see or read about the virtues of wallpaper, hot dogs,

or used cars.

We offered the MedCenter Health Plan group model HMO option to our
Minneapolis employees in 1973. It was more expensive than our traditional
group health indemnity plan, and employees were required to pay monthly $6.00
charges for single coverage and $9.00 for family coverage. We originally
signed up some 20% of our eligible people. The indemnity plan and the HMO plan
‘cost lines have since crossed, and our employees are not required to make any
contribution to their health care.

In January of 1976 we added a second group model HMO option and in
January of this year, a third. This new plan, the Physicians Health Plan, is
an individual practice association HMO model, and its cost is higher than our
group health indemnity plan. Members contribute $4.80 for single and $7.70
for family coverage.

And as of this time, almost 75% of our Minneapolis salaried employees
are HMO members.

[ am not here today to argue the merits of a particular medical plan
vis-a-vis another. The points I do wish to make are these:

1. We believe that from our experience, at least, there is evidence that
offering people the opportunity to choose, that {s, providing competition,
enhances one's ability to provide better health service and at reduced
cost. ~

2. Simply to make choices available is not encugh. There must be careful
pre-selection and screening to make certain that the choices offered are
indeed worthy of an employee's attention, and beyond this, there must
be careful and continued communication so that individuals and families
can make the right choice and are, indeed, to spend the necessary time
evaluating the cafeteria selection before them.

Typically, then, before we would submit a new group health plan to our
employees for their consideratfon, we become involved through our Benefits
Department and our Medical Department to make certain that what is proposed
{s indeed in the best interests of the individual and the corporation. We
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are concerned with what we call the five A's - accessibility, availability,
acceptability, appropriateness and accountability. We provide ourselves with
a long list of specifics which must be checked and checked out before we feel
comfortable with taking the next step which is to propose the group health
plan to our people as an option for their fnvestment.

There is no doubt but that communications between the company and the
individual are critical. We take a neutral position as to which plan an
employee should participate in, feeling that it is the individual's right
and, indeed, responsibility to make the choice. But how can he or she make
the choice without material and facts and figures as provided by us?

We use employee meetings, benefit comparison pamphlets, personal contact,
and do this on an ongoing basis. We hold our meetings during regular business
hours in order to get higher attendance and our Benefits and Medical people
are always available to counsel with an individual who has doubts or questions
or problems.

Last year, General Mills as a part of its public service program retained
the firm of Yankelovich to do a national study of families on the general
subject, "Family Health in an Era of Stress.” We were interested in confirming
what we suspected - that today perhaps more than ever before, the American
family is concerned with its health, not simply the cost of health care but
seyond that a concern for all facets of good health, whether physical or
emotional. The findings of that study showed dramatically how important this
whole matter of health is to the American family, and particularly so in these
times which are troublesome not simply from an economic point of view but from
factors which relate to such matters as working mothers, broken homes, drug
and alcohol abuse, and mental health. Given this situation and the importance
of what is at stake for society, we think it imperative that a corporation,
and particularly a large one, go far beyond the traditional one group health
approach. It is not enough to present to our people a single plan and to
offer it with no alternatives or options available. In health care, as in
most other aspects of the marketplace, there seems no reason to doubt but
that competition will spawn improvement and new ideas and, in many cases,
better service at reduced cost. Any legislation which moves us further down
that road is socially responsible. -
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STATEMENT
OF THE
MINNESOTA MEDICAL ASSOCIATION
TO THE
SUBCOMMITTEE ON HEALTH OF THE
U.S. SENATE FINANCE COMMITTEE
ON S. 1968
THE HEALTH INCENTIVES REFORM ACT
by
RICHARD J. FREY, M.D.

Wednesday, March 19, 1980

SUMMARY STATEMENT

A position paper representing Minnesota Medical Association
views on causes of escalating health care costs and proposed
remedial action. Primary emphasis is placed on changing
incentives and behavior patterns through promotion of
pluralistic delivery systems and creating cost sensitivity
in both provider and consumer segments through cost sharing
mechanisms. Conceptual support for the Health Incentives

- Reform Act is proposed with emphasis on the multiple choice

and equal contribution features.
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I am Dr. Richard J. Frey, a practicing internist in Minneapolis,
Minnesota representing the Minnesota Medical Association, Immediate
Past-Chairman of the Board of Trustees of the Minnesota Medical
Association, and Chairman of the Minnesota Medical Association's
Comission on Health Care Costs. The Commission was initiated by the
Minnesota Medical Association in May of 1977 to gtudy and discuss the
now well rehearsed problems of rapidly escalating health care costs.
Though sponsored by the Minnesota Medical Association, the Commission
acted indepcndently of the Asgoclarion, concluding its charge early

in 1979. This 21 person Commission representing business and industry,
labor, government, communications, insurance carriers, hospital
administration, health planning, and physicians was charged with the
task of identifying major causes of escalating health care costs and
recommending a remedial course of action. The Commission's report,
"New Directions for Health Care" will be made available for your review.
It contains 4] recommendations the majority of which have been
endorsed by the Minnesota Medical Association's House of Delegates
either per se or in principle. Minnesota Medical Association's action

on the Commission report is also available for your review.

As you know, two alternative strategies are available that could
potentially control costs in the health care system:
* expansion of government regulation to all areas contributing
to cost rises, or
* the stimulation of competitive forces through creation of

a pluralistic delivery system.
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The Commission on Health Care Costs and the Minnesota Medical Association

decisively adopted the latter alternative as the more desirable direction

to take, particularly in view of the failure of government regulations

to contain costs and the lack of cost effective documentation

to support the regulatory approach.

The actions considered fundamental by the Commission and the Minnesota

Medical Association to actualize this pluralistic, market-oriented

system were to:

1.

Organize new health care plans which vie with the traditional
delivery system for consumers (HMOs are the most common type
of health care plan now in operation, but the plans could take
a variety of forms),.

Promote market forces through making health care plans widely
available to employees, Medicare/Medicaid recipients, and the
self-employed.

Eliminate barriers, legal and otherwise, to a competitive
health care marketplace. —

Include cost-sharing in insurance plans and health care plans
(if included in the price of premiums, cost-sharing could be
used to encourage employees to enroll in cost-effective plans;
if included in the costs of actual services, it should serve

to reduce unnecessary use of these services).

It {8 with this background that the Minnesota Medical Association supports

the concepts embodied in S. 1968, the Health Incentives Reform Act of

1979,as sponsored by Senator Durenberger.
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The rising costs of medical care are a product of multiple f;;tors.
Inflation accounts for a very significant portion of the escalation in
costs as it does in all sec}ors of cur economy. Equally important,
however, 1s the change in the intensity of service available. Advances
in technology have all but completely changed the nature of the service
to a point at which an unacceptable percentage of our resources can be
spent on therapeutic and diagnostic modalities, if this technology is
not appropriately applied. Yet, the technology of today represents only

the tip of the iceberg in terms of ultimate potential.

On this background and in response to an ever increasing demand for
medical services, the medical manpower pool, physicians and trained
para-medical personnel, has increased dramatically and beyond proportionate
increases-in the general population. Third party coverage, both public
and private, has fueled the unprecedented demand for services and has
le;-che way in creating a ''spare no expense' mentality that pervades our
health care system. ProjJecting these exisctiug realities on our excesses
in medical facilities and capacities leaves no alternative apart from

continuing rapid escalation of health care costs at an unacceptable

rate.

Fundamental to this scenario is the current set of incentives now operating
within the system. None of the groups making up the health care system -~
providers, consumers, institutions, and third party psyers -- have the
incentives to make cost conscious decisions. Providers traditionally are
trained to do everything possible in their diagnostic and therapeutic
approaches. Cost considerations have not been a significant barrier under

our present system of reimbursement. Particularly in the area of expensive

62-511 0 ~ 80 ~ 18
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institutional care. Consumers have the incentive to seek the ultimate in
care without due concern for cost, since the third party covers most or all
of the costs. Dollar one coverage has been the zoal of many labor,
management negotiations. Institutions are rewarded for providing expensive
and sophisticated services. Third party insurers are rewarded for more
extensive coverage and have extended th:.: coverage to the deductibles in
such as Part A Medicare to remove the last vestige of cost sensitivity of

this segment of our society.

None of these groups can be faulted for malicious behavior. They are acting
rationally, given the curreant set of inzentives. The controversy should not
lie in whether we must seek changes, but rather in the selection of alternative
strategies to brigg about appropriate change. Very simply, we have but two
choices -~ the expansion « ° government regulation and coatrol or the
stimulation of true competitive forces through promotion or creation of a
pluralistic delivery system. The former must evolve into a system of control
throuéh a rationing of medical care and forced compliance. Fiscal control can
be achleved only by setting limits on total expenditures and allowing

those operating within the systen to apportion the resources to the best of
their abilities and interests. The second choice -- the stimulation of
competitive forces -- promotes a free market in health care, changes the

incentives and thus the behavior of those operating in the system.

The Minnesota Commission on Health Care Costs and the Minnesota Medical
AssqQciation currently and over whelmingly support the promotion of
competition in health care delivery and creation of a free market. We

strongly support pluralism in delivery systems that create a choice for
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both patients and physicians. This competitive environment with competing
forms of health care plans stané&ng side~by-side with traditional fee-for-
service practice will promote incentives to guide cost and quality

conscious behavior by both providers and consumers. We furthfr support those
measures that return cost sensitivity to the consumer, particularly

some form of cost sharing in insurance plans and health care plans included

in the price of premiums or in the cost of actuil services.

The metropolitan area of Minneapolis, St. Paul, Minnesota already has seven
operating pre-paid plans with an enrollment of approximately 316,000 - 16X of
the population, and has been growing at an annual rate of approximately

JO%. These represent a variety of arrangements with both hospitals and
physicians. Physicians may be salaried; they may continue fee-for-service
practice under a corporate structure; hospitals may enter into a variety of
risk ;;axing contractual arrangements or per diem contracts. The

flexibility in provider and consumer coatracts promotes tailoring of

benefit packages and price competition as well as quality competition.

We are seeing dramatic changes in our area, We have multiple choice; we

have vigorous competition that must address access, cost and quality.

Hospital rate increases are down. Hospital days are down dramatically in

some plans and overall across the community. The cost savings realized are

at thig point clearly related to the ability to promote congervative heospital
practices and policies. Something refreshing is happening in this )

metropolitan area and notably without regulation from the outside. And

this is only the beginning of changes in patterns of medical practice. New
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challenges and problems will surface as more competitive plans become
available to other segments of society such as the Medicaid and Medicare
populations. Experience to date supports the belief that these problems
can best be handled in the competitive marketplace with a minimum of

regulation.

In accord with the recommendations of the Commission on Health Care
Costs, Minnesota has now formed a Health Care Coalition charged with an
ongoing effort to implement as appropriate, the recommendetions of the
Commission on Health Care Costs. Thie is an independent non-profit
Coalition with strong represeatation from the purchasers and providers
of health care. This Coalition will facilitate implementation through
promotion of coordinated efforts and stimulation of innovative changes
in patterns of practice, lifestyles, health and medical education,
reimbursement policies and regulatory policies, all with an ougoing
process of evaluation of impact on cost and quality of medical care. 1t
will promote the free market concept recommended in the Coumisgsion on

Realth Care Costs report.

The greatest threat to the competitive marketplace in medicine 1s not
consumer or physician resistence, but rather further governmental
regulation that destroys the flexibility essential to competition. The
Minnesota Medical Association finds in the Health Incentives Reform Act
of 1979 the multiple choice of health care delivery systems providing

a choice for all participants. This opportunity and requirement for the
consumer to select a plan and participate in a form of cost sharing for

his care will promote a cost sensitivity that is essential to cost
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containment. The Minnesota Medical Association strongly endorses the
equality of contribution regardless of delivery system choice. To

subsidize one plan or one system to the disadvantage of another denies
objective evaluation and frustrates our search for the most efficieat

form of health care delivery. The leadership of the Minnesota Medical
Association supports the concepts embraced in this bill. The logistics

of implementation and details of coverage, however, were not addressed by the

Association.

I am grateful for the opportunity to submit this testimony and representation

on behalf of the Minnesota Medical Association.

1
AY
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STATEMENT OF THE COUNCIL OF COMMUNITY HOSPITALS AND
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HEALTH INCENTIVES REFORM ACT
BEFORE THE SENATE FINANCE COMMITTEE
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INTRCOUCTION My name is Gary Appel. i'm a health economist and
the President of the Council of Community Hospitals,
which represents thirty-five hcspitals in the Twin
Cities area of Minneapolis and St. Paul. I'm here
today to speak both for these hospitals and the Minne-
sota Hospital Association whose membership includes
178 of Minnesota's hospitals as members.

- I have four areas to cover in this testimony. First,
to provide strong support for what we belicve to be
the purpose of the Health Incentives Reform Act.
Second, to express the views of Minnesota's hospitals
reqarding competition. Third, to explain why we
support the rapid impiementation of Senator Durenberger's
concept of competition. Fourth, to provide some evi-
dence and insight into the present competitive environ-
ment in the greater metropolitan areas of Minneapolis-
St. Paul.

OVERVIEW OF THE MEDICAL To begin, let me say that those who know the Twin City

CARE [NDUSTRY TODAY area unanimously share the view that the medical care
industry is in the middle of a remarkable transforma-
tion - HMOs continue to grow and influence the change,
but that's only a part of the process. On the hospital
side there is equal or even more dramatic change.

Multi-hospital corporations continue to expand. Mergers
of hospitals are commonplace. A wide range of multiple
corporate organizational arrangements are being tried.
Hospitals are beginning to bargain in the marketplace
for patient business, vice-presidents for corporate
strategy and mark«ting are being hired, and in generatl,

2829 UNIVERSITY AVENUE, S.E., Suite 220 MINNEAPOLIS, MINNESOTA 55414 379-2805
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hospitals have dramatically changed their thinking
toward a competitive enterprise.

It is this sense of dramatic change that Senator Duren-
berger preceptively understood early in his first term
in office as providing the potential for improving the
health delivery sy.tem - not only at home but nation-
ally as well - through internal market forces rather
than more government intervention,

Senator Durenberger is right, the e are forces at work
in the Twin City area which only now are beginning to
provide substantial gains to consumers. These gains
will ‘ncrease, if we continue to creatively and posi-
tive.y devel-~ these forces more effectively for our
area. Furti..more, if these pressures are generated
elsewhere throughout the country, gains to the Ameri-
can public will be substantial.

The hospitals of Minnesota support the purpose of the
Health Incentives Reform Act, as a significant and
positive first step toward stressing market forces
rather than regulation. The purpose of this bill
which we support is threefold.

e Efncourage more .onsumer involvement in making
decisions regarding the benefits and costs of
medical care.

o Decrease cost of care by rewarding efficient pro-
viders and encouraging the inefficient to change
through market forces.

e Provide proper incentives which will allow signifi-
cant decegulation of the medical care industry,
including the hospital sector, as competitive
forces develop.

The bill, as we see it, is an attempt to build market
forces two ways. One is to encourage cost sens)'ive
buyers of care who will be interested in and bencfit
from select ng mo: e efficient providers of care. The
second is . encourage group purchasers of . are

.e.g. HMOs and certain insurers) to seiectively scek
the more efficient providers, thereby rewarding tLhem
by influencing patients to seek their services.

Simply stated, we see the bill building consurer in-
centives which are transferred through insurcrs and
in turn provide additional! financial reasons for
medical care providers to reduce costs.

_2-
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The concept of the bill is based upon the same pre-
sumption that advocates of more regulation subscribe
to. That is, some providers are efficient and others
are less so. That, with proper economic incentives,
the less efficient can be encouraged to find ways to
cut costs.

The critical difference, in our minds, is that compe-
tition builds upon the creative energies within the
medical care industry, whereas regulations increas-
ingly require intervention by outside forces. We
therefore support the competitive approach proposed
by Senator Ourenberger.

For obvious reasons, Minnesota’'s hospitals do not
view competition solely as the development of HMOs.
HMOs are, at times, only purchasers of hospital care.
At other times, they are partners in the delivery of
that care and in some instances they are in compet-
tition with hospitals.

We view a competitive care industry as one which fits

this definition:
A competitive medical care industry is one in
which all its components respond automatically
over time to the diverse wishes of the consumer,
producing high quality services efficiently and
innovatively. Market forces exist to the extent
that only those members of the industry which
best serve the public will prosrer and grow.

Using this definition a competitive strategy will
encourage competition among hospitals, between HMOs
and hospitals, among HM0 and other insurers and so
forth. No one segment of the industry has an advan-
tage established in law, all must succeed based upon
their capacity to serve the public interest. It is
our experience that laws such as Certificate-of-Need,
which tend to concentrate on hospitals, significantly
reduce competition, even among hospitals themselves,
and should undergo reccnsideration as competition
becomes more firmly establishcd.

Our support for competition may be viewed by some as
premature because we are not yet able to clearly
articulate its total direct and indirect impact on a
health delivery system - a system which despite some
problems continues to function very well. We don't
know, for example, how competition might generate
serious financial problems for teaching hospitals or



277

those which are forced by social concern to subsidize
care to the poor. Nevertheless, we still support the
competitive concept given the belief that these and
other unresolved issues can and will be solved.

Minnesota‘'s hospitals believe that properly designed
competition will prove to be the most acceptable :
long-range option for the medical) care fndustry.

For years we have not only cooperated with, but en-
couraged, the non-competitive alternative. We
established health ptanning years before legislation
mandated it, and we continue to cooperate with the
planning agencies created by federal law. We assisted
our physicians in the development of utilization
review well ahead of federal legislation and continue
to support 1ts successful efforts. We began a Hospital
Rate Review Program in the early 1970's without
government pressure to do so, and we continue to support
its efforts to cut costs. And today we seriously par-
ticipate in the American Hospital Association's volun-
tary effort to contain health costs through extensive
Jjoint purchasing arrangements, sharing of services,
staffing only beds in use and in many other cost
cutting efforts.

In spite of our success (the medical care compcnent

of the CPI in the Twin Cities contfaues to climb at
least one full percentage point or more under infla-
tion generally), we believe that in time, strenuous
efforts to regulate the hospitals even more will once
again surface. We want to show strong support for the
competitive alternative now so as not to provide a
false impression that our support for regulatory altter-
natives exists only when the pressure is the greatest.
We believe that now is the time to rationally develop
the competitive strategy during a successful period of
cost cutting.

We firmly believe that future significant cost savings
must rely on the creative energies and knowledge
within our industry. They cannot rely on the good
intentions of those who manipulate the industry through
external forces.

There is yet another even more important reason why we
believe Senator Durenberger's competition proposal
should be quickly implemented. We see emerging a
health planning process which increasingly is divert-
ing positive competitive tendencies from socially use-
ful efforts into political competition which heaith
planning inevitably encourages. The hospitals in a
highly competitive community, such as the Twin Cities,
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Competition

cannot ignore the fact that the planning/regulatory
process does not hurt all hospitals equally. Rather,
it helps some hospitals at the expense of others
providing a powerful competitive tool.

Therefore, in order to survive, our hospitals are
forced to compete through the various health planning
agencies. This generates a deep concern in their own
minds because such political competition does not
benefit the public.

We recognize that acute hospital care is a mature
business, and that as actions continue to reduce hos-
pital use, some facilities will have to change roles or
leave the medical care business entirely. We believe,
however, that those who survive and prosper should do
so because they best served the public needs and not
because they are merely more skilled in the politics of
health planning and regulation.

We applaud Senator Durenberger for recognizing that the
lo1ger we pursue the planning/regulatory path, the
harder it will be to obtain significant consumer control
thrrough the market. And we are very close to losing
this opportunity even in areas of advanced competition
such as the Twin Cities.

For example, health planners generally do not accept
the critical importance of excess capacity in an indus-
try as 3 major factor causing price competiton. Once
excess beds are removed and the planning process has
finished its present efforts to establish medical care
franchises, the ability to generate effective market
forces through efforts such as HIRA will be signifi-
cantly reduced. If we continue down the road toward a
planned industry much further, we fear that the security
which inevitably comes from franchising may be embraced
by providers of medical care, thereby closing the door
on a truly competitive environment.

While national attention has concentrated on the HMO
development in the Twin Cities as the competitive

force (and there s no doubt that HM0 growth has been
a significant contributor to the competitive milieu),
competition among hospitals has paralleled that growth,
in part stimulated by it, but in many ways developing
as a distinct phenomenon.

HM0s 1n our area have stimulated a hospital competitive

response. In, and of itself, the drop in hospital use
due to HMOs is indistinguishable from the drop caused by
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the PSRO, changing style of medical practice generated
by heightened cost awareness, or by the efforts of the
hospital staff themselves. And the drop in days leading
to excess capacity is a necessary, but not sufficient,
condition for effective competition.

The critical added element is a group of price sensi-
tive buyers which are only now beginning to emerge

in the Twin Cities. HMOs have taken the lead in this
regard, but as yet their strength as group buyers of
care is only partly exercised. Total pressure could
increase greatly through a broader range of insurers
who direct the flow of patients, and thus, develop
market power by selecting hospitals which provide the
best value. The HIRA Bill encourages the evolution of
more cost sensitive buyers, in addition to HMOs, and
that's vital.

It is extremely difficult to adequately describe our
hospitals' competitive environment. Data on patient
days, cost, use rates, and the like only begin to teltl
the story, but provide a thought-provoking beginning.

Here are some numbers from the Twin Cities which are
worthy of consideration. Patient days (excluding
chemical dependency and psychiatric care) dropped
aimost 9.0% or 175,000 days between 1976 and 1978 alone,
while patient days per 1000 population dropped by 231
days or 17.8% over the years between 1970 and 1978.

The increase in total hospital expenditures was 9.5%
between 1978 and 1979 versus 12.6% nationally and was
down from over 17.6% in the 1975-76 period. The aver-
age length of stay in hospitals continues to decline
despite more intense inpatient care. If the patients
had stayed in hospitals as long in 1978 as they did in
1970, there would have been 250,000 more days of care
provided by Twin City hospitals.

These figures are an indication that something signifi-
cant and positive is going on in the Twin Cities, but
they neither prove competition is working, nor do they
reveal future potential benefits from more competition.
Also, these figures do not provide any insight into
structural changes, as hospitals attempt to adjust and
build a competitive environment.

The hard data on hospitals tell only a small portion

of the competition story. Some examples and impressions
from our actual experiences provide more useful insight
into the broad range of competitive activities which
are happening today.

-6-
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Some hospitals have negotfated price discounts with
HM0s which direct patients to their facilities.

The hospitals constrain the size of the discounts so
as to eliminate any subsidization of HMOs by non-HMO
patients. This is done through commitment to charge
non-HMD patients less than they would have been had
not the patients moved to the facility and shared

in paying the hospital’'s fixed costs. These dis-
counts establish the precedent of price competition -
in the hospital sector.

Some hospitals and HMOs have negotiated flat rates
or standard per diem charges. The exciting aspect
of this, is that it provides an opportunity to

work under a simplified reimbursement mechanism
which might eventually be applied to Medicare and
Medicaid patients. It's a forerunner of a whole new
generation of reimbursement mechanisms.

It is increasingly common knowledge that HMOs are
shopping for the “best buy” in hospital care, thereby
increasing the cost consciousness of hospitals and
other suppliers of care.

There is a marked increase in open dialogue within
hospitals regarding competitive strateqy and mar-
keting.

Group practices, hospitals and HMOs are actively
beginning to establish satelite clinics. The fact
that these link patients to certain hospitals is
disturbing "normal"™ referral patterns, this in turn
is eliciting a competitive response from hospitals
associating themselves with other HMOs, etc. This
whole process provides an excellent example of an
industry changes to better respond to consumers
demands.

Hospitals are beginning to market directly to employ-
ers providing a range of services from first aid to
emergency care and employee physical exams. This
gives another good example of competition induced
positive responses. -

Hospital ties to other hospitals are varied and
numerous. The day when a smaller hospital operates
in total independence is quickly fading. Multi-
hospital corporations and management contracts are a
highly significant change in the competitive environ-
ment.

-7-



CONCLUSION

281

¢ Minnesota's hospitals are now constructing data
bases (with financial assistance from HEW) which_
will provide information for future fnnovative
hospital reimbursement demonstrations involving all
patients, not just those in HMOs. Historical data
is being analyzed today to find trends in hospital
usage to improve marketing capability and assess
the results of competition.

The forces caused by excess hospital capacity, which
could be used so positively, are being siphoned off
into efforts to use the health planning process as

a competitive factor. As health planners strive

to carve up the market or franchise providers, indi-
vidual hospitals have no choice other than to help
mold the plans in ways which hurt them least. Ever
increasing amounts of time and energy are being
devoted to convincing agency health planners of the
merit of individual hospital's perspectives.

o Some Twin City area hospitals are reaching out into
rural areas to link their physicians and hospitals.
They provide education, support and consultation in
return for added patient referrals. This is another
example of how the needs of people can be met by
industry innovation in response to market forces.

This 1ist could continue. The point is that hospital
competition is alive and takes various positive and
some negative forms. Passage of Senator Durenberger's
competition inducements, together with appropriate de-
regulation of hospitals as competition develops, can
move the range of industry responses more extensively
toward the socially useful and also increase the in-
tensity of the response.

Minnesota's hospitals support Senator Durenberger's
efforts tc encourage competition in the medical care
industry. We support the purpose of the Health Incen-
tives Reform Act with the belief that it is a signifi-
cant first step, but only a first step, in the right
direction.

We recognize that not all direct and indirect effects

of competition or legislative inducements for competi-
tion are as yet known. We support competition now

with the belief that unresolved issues, such as approp-
riate deregulation of all providers including hospitals,
at the proper time, and the funding of medical education
under a competitive environment, will be addressed in
due course.
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Minnesota's hospitals are encouraged that Senator
Durenberger had the vision to see the potential of
competition as it develops in his home state. We are
pleased to be able to support the purpose of the
Senator's HIRA bill based on cur increasingly rich
experience with competition.

We feel that if only a fraction of the energy now
devoted to regulating the medical care industry is
devoted to implementing better ways to encourage
creative energies it contains, and to provide suffi-
.o cient flexibility for these forces for positive inno-
vation to flourish, it would have a dramatic and
positive effect on medical care for years to come.

' We ask the members of the Senate Finance Committee
} to continue its efforts toward competitive reform.

Thank you for this opportunity to speak today.
-9-

Senator TALMADGE. We will vary the agenda slightly to accom-
modate another witness who must leave for the airport. Our next
witness is Mr. O. H. Delchamps, Jr., president and chief executive
officer of Delchamps, Inc., on behalf of the Chamber of Commerce
of the United States who is accompanied by Jan Peter Ozga, asso-
giate director, health care, Chamber of Commerce of the United

tates.

You may insert your full statement into the record and proceed
as you see fit, sir.

STATEMENT OF O. H. DELCHAMPS, JR., PRESIDENT AND CHIEF
EXECUTIVE OFFICER, DELCHAMPS, INC., ON BEHALF OF THE
CHAMBER OF COMMERCE ¥ THE UNITED STATES, ACCOM-
PANIED BY JAN PETLZR OZGA, ASSOCIATE DIRECTOR,
HEALTH CARE

Mr. DeELcHAMPS. Thank you, Chairman Talmadge and members
of this distinguished committee.

As you have stated I am Oliver Delchamps, Jr., chairman of the
board of Delchamps, Inc. We operate a regional supermarket chain
in a four-State area in the South operating out of Mobile, Ala.

Today 1 am representing the Chamber of Commerce of the
United States where I serve on its board of directors and as chair-
man of its Special Committee on the Nation’s Health Care Needs.

Jan Ozga is the chamber’s health specialist.

Like Dr. Kahn, I am not an expert in this field. I am a food
peddler by trade.

The full text of our comments are on S. 1968 and other so-called
competition bills and national health care in general.

I would like to summarize those remarks. The U.S. chamber is
the Nation’s largest business federation with over 94,000 members;
85 percent of our business members employ 100 or fewer employ-
ees.
Business is concerned about the rising cost of health care be-
cause it is the largest buyer of health services in the country.

In 1979 employers paid about $48 billion for group health insur-
ance premiums; 90 percent of all group health insurance is bought
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through the workplace with employers paying 70 percent of the
costs.

Perhaps another $50 billion was paid by business if you factor in
such items as taxes to support medicare and medicaid; medical
benefits portion of workmen’s compensation; paid sick leave; in-
plant health services; corporate philanthropy for health projects -
and compliance with safety and health regulations.

Table 1 in our statement compares employee benefit costs for the
years 1967 and 1968. Please note while wages doubled for an in-
crease of actually 115 percent, total employee benefits nearly tri-
pled or a 190-percent increase.

Health insurance costs increased 275 percent or you might say
health costs almost quadrupled the cost of 1967.

Clearly business has a right and responsibility to speak out on
health care issues especially on legislation which creates programs
requiring most of their financing from employers.

If proposals to improve the Nation’s health care and its system of
delivering and financing this care are viewed as solutions to prob-
lems, it is important to understand what the problems are. Right
now 95 percent of all Americans have some form of health insur-
ance either from private sources such as commercial insurance or
Blue Cross or public sources such as medicare and medicaid. -

As we have stated, business plays a major role in providing this
protection either through direct contributions or taxes. The obvious
problem in the Nation's health care is the 5 percent of the popula-
tion without health insurance. This was reported by the Congres-
sional Budget Office.

These needy persons can be covered by slightly modifying exist-
ing public and private programs without creating an entirely new
system of national health insurance or imposing a catastrophic
health insurance scheme or by changing the tax code which, as
constructed, has contributed to the ever widespread of health care
coverage.

Part of the uncovered population are small employers or employ-
ees who work for such employers and part-time and seasonal work-
ers. For the most part their cost for health insurance because of
their size or because of their marginal operations striving to sur-
vive has been prohibitive.

Over 25 percent of local chambers of commerce help provide
health insurance to that small business member. To help these and
other chambers and trade associations in this effort we plan to
?ublish a manual for small and medium sized firms on how to shop
or and provide cost effective health care benefits.

You can design health insurance policies which cover employees
for a reasonable period after they are terminated. The cost of this
continuous coverage can be negotiated between employers and em-

pl%ees.
ith respect to medicaid, this program’s eligibility and services
could be expanded to provide even more protection against health
care costs after improvements in accountability and efficiency are
implemented.

tate administered pools and private health insurance could
cover for slightly higher premiums persons not eligible for private

T
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or public insurance because of their type of work or health condi-
tions. Several States already have such pools.

This combination of private efforts to extend and improve health
insurance coverage and modest changes to existing public health
care programs would provide most of the needed improvements and
do so without impinging-on economic freedom or increasing the
current health care cost inflation.

Currently there ere three types of health insurance proposals
before the Congress. The first t)épe is a comprehensive plan as
advocated by Presilent Carter and Senator Kennedy which would
create or lead to a massive national health insurance scheme. We
oppose these costly and unneeded health insurance proposals.

The second type of health insurance proposal deals with cata-
strophic health insurance. Because of the growing widespread
availability of catastrophic health insurance through private
sources, especially the workplace, a Government mandated employ-
er paid catastrophic- health insurance plan is not necessary and
could lead to higher inflation in health care and ultimately to
national health insurance.

Table 2 in our statement documents the growth of employer
provided catastrophic health insurance which now covers over 30
percent of the workforce. Table 3 reveals just how costly a cata-
strophic only plan might be. Essentially it shows some small em-
ployers would have to spend $800 per year per employee for such
coverage.

The third and potentially more desirable type of plan are the
competition health insurance progosals such as S. 1968 advocated
by Senator Durenberger and S. 1590 advocated by Senator
Schweiker. Similar bills are being debated in the House of Repre-
sentatives.

These bills share certain common features. They all mandate
that most employers offer a catastrophic health insurance plan.
This requirement interferes with employer-employee bargained
health plans which develop the kind of health benefits which em-
ployees want and can afford.

As stated earlier, mandating such protection also is unnecessary
since it is already being provided on a wide scale voluntarily.

Competition bills also require employers offer a choice of three
different health plans from three different health insurance compa-
nies or organizations actually providing care. The intent of such a
mandate is that offering such choices will promote more competi-
tion within our health care industry.

Although this is an admirable goal and one which the chamber
has long supported, again options in health care protection are
already being offered by many employers either voluntarily or
because of Federal law. B

This part of the legislation appears unnecessary. In some cases
competition bills place a limit on the amount employers can pay
for health care costs. S. 1968’s limit is $125 per family per month.
By most standards this is a fairly generous amount and such a
limit could easily become the minimum amount to be contributed
given the trend of previously mandated programs. Such limits also

o not take into account variations in health care prices by regions
of the country and would interfere with self insured programs.
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In order to motivate employees to become more cost conscious,
competition plans offer rebates to employees choosing lower cost
health insurance plans. These rebates are taxed differently depend-
ing on the specific proposal.

All savings in this arrangement go to the employee. Employers
and employees should share in these savings thus motivating em-
ployers to seek ever more cost effective health care plans.

The chamber does support uniformm payment by each employer
for all health plans offered to its employees.

So there is no misunderstanding, the national chamber supports
instilling more competition into the health care industry and em-
ployers contributing to such efforts through their health benefits
program. This is a clear message in our health action program
which also lists several other important actions employers can take
to improve health and contain costs in their companies and their
communities.

These other actions include designing more cost effective health
insurance plans; instituting health education programs in the
workplace and participating in local health planning.

Our basic objection to S. 1968 and other competition type health
insurance proposals is they are not needed given the trend of
coverage provided through voluntary negotiations or required by
existing statutes.

Competition legislation as written places burdens on employers
to offer muitiple choices where they are already doing so or where
this may not be practical or cost effective. Savings under S. 1968’s
multiple offerings requirement accrue only to employees, thus
eliminating the incentive for employers to seek cost effective alter-
natives. .

For all of these reasons the U.S. chamber requests that you defer
action on S. 1968 and similar proposais and concentrate instead on
providing ways to provide the 5 percent of the population without
any health insurance with access to such protection.

We thank you very much.

Senator TALMADGE. Thank you very much for an 2xcellent state-
ment.

I read all of your testimony. I noticed on page 5 that you state
88.5 percent of the employees in the United States in 1978 had
catastrophic benefits of gIO0,000 or more.

Does that figure include the small farmers and the small filling
station operators and the small barbers, people of that nature?

Mr. OzGa. Not entirely.

Senator TALMADGE. Of the total population of the United States
and I assume it is on the order of 220 million now, how many
persons have catastrophic coverage of $100,000 or more?

Mr. OzGAa. Some sort of catastrophic protection, I belicve it is
somewhere in the area of 60 to 70 percent.

Senator TALMADGE. I think it may be higher than that.

Like you, I am opposed to a “cradle to the grave’ national health
insurance program. I have a good deal of sympathy for an individu-
al whether he is a barber or filling station operator or employee,
who is confronted with health costs beyond the scope of his insur-
ance. Suppose that breadwinner takes cancer and lingers on for a
year or a year and a half and dies and it cost that family $100,000

62-511 0 -~ 80 - 19
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to $150,000. This could bankrupt a family of very substantial
means.

How would you recommend we handle that?

Mr. DELcHAMPS. Senator, as I stated, not only chambers of com-
merce at the local and State level but many associations—and 1
know in our State retail associations through the Farm Bureau—
provide several plans if anyone just wants to have a minimum
membership in an association. I think this is one way to reach a lot
of individuals and small businessmen, the farmers. Every college
fraternity has some sort of group plan.

We plan to promote this through local chambers of more group
plans available to more people. There are not many people who
cannot qualify for some sort of group benefits. Louisiana is in the
process of setting up workmens’ comp self-insured program for
small retailers.

I think there are ways of tackling this through the private sector
and our chamber plans to do this and I know NAM and others are
promoting this particular thing.

Senator TALMADGE. I know these policies are available to anyone
who has the resources to buy them. Some of these people, however,
may not have the resources.

I think the greatest unmet health need in America today is the
sort of case that I have outlined to you. I get annually hundreds of
pitiful letters similar to what I described. They frequently have
some coverage either provided by an employer or by themselves.
However, they have exhausted their benefits and still the problem
remains.

Mr. DeLcHaMmPS. | have talked to a number of businessmen. We
are not a big business. Qur total payments under our major medi-
cal in our company, we have major medical for every employee of
$50,000. We plan on raising it to %100,000.

Our total last year was less than $100,000 for over 2,000 employ-
ees.
Senator TALMADGE. I know your coverage is good. Unfortunately,
in some areas, it is not.

Mr. DeLcHaMPs. In business to be competitive you have to have
competitive wages and employee benefits to get good people and to
keep them regardless of the size of the business.

Senator TALMADGE. Senator Durenberger?

Senator DURENBERGER. | would like to deal with the one sentence
summary on page 10 of the health action study and that is ‘“‘Ameri-
ca's health care system can best be improved by promoting more
competition among health care providers and insurers, cost con-
sciousness among providers and consumers and individual responsi-
bility among consumers.” Is that a fair statement?

The question now is how we go about achieving those objectives.
I woulg like to ask a couple of questions to clarify the chamber’s
position.

-The first objection the chamber has is this law would set a limit
on how much employers and employees could spend on health care
coverage. Would eitﬁer of you indicate how you believe this law
sets that limit?

Mr. DeLcHamps. We are concerned as we stated that the $125 a
month as I understand it is a maximum and it would soon become
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a minimum. In our particular company we think we have a great
plan and I know a lot of others who are paying $500 or less per
employee.

Senator DURENBERGER. Is that the part of the bill that is objec-
tionable, the $50, $100, and $125 cap?

Mr. OzGA. Setting a limit; yes.

Senator DURENBERGER. Is there an inconsistency later on when
you say the competitive type plans also encourage consumer cost
sharing which the chamber supports? Do you object to our form of
cost sharing?

Mr. OzGA. You can have cost sharing without setting a limit no
matter what the contribution level turns out to be. You can still
share in the cost of that.

Senator DURENBERGER. How would you get cost sharing into a
competitive piece of legislation without putting in a dollar amount
for the employer contribution?

Obviously we do not tell the employer he cannot pay more than
$50, $100, or 3125. We merely say anything over that is taxable
income to the employee.

Mr. OzGA. For example, whatever the premium is, it could in-
clude 25 percent copayment on that.

Senator DURENBERGER. Your objection is that if we put actual
dollar figures in here as an upper limit, the employee will insist
the employer contribution be at that level?

Mr. Ozga. It could lead to that; yes.

Senator DURENBERGER. The other observation you make is that
employers have found that providing HMO’s as a health insurance
option to employees does not increase their administrative costs
significantly. Is that an analysis of a number of employers 'experi-
ences?

Mr. OzGa. Yes.

Senator DURENBERGER. I ask you that because a number of indi-
vidual employers and some employer organizations have indicated
their major concern about this legislation is that it is going to
substantially increase their administrative costs.

I understand your testimony to be there are at least 10,000
employers in America today that offer at least two choices of a
standard fee for service plan and an HMO and none of them have
experienced significant administrative costs.

Is that correct?

Mr. Ozga. We have a dlfference of op’nion on this. I guess it is a
relative term depending on how much you want to say is the
difficulty for you. I think on balance after some experience with
these plans, this tends to level out. That is the reason we are
voluntarily promoting this kind of solution.

Senator DURENBERGER. If you had your choice on the catastroph-
ic coverage bill with a minimum mandate as part of a competitive
bill or catastrophic without a competitive component, separate
from a competitive system reform, which would you choose?

Mr. OzcA. I think either choice is unacceptable.

Senator DURENBERGER. It is the chamber’s position that it op-
poses catastrophic mandate?

Mr. Ozga. Yes.
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Mr. DeLcHamps. That is our big problem, mandated. We think
business i;xogeneral is doing a good job. We are not there yet. The
trend is g

Senator DURENBERGER. Thank you very much,

Senator TaLMADGE. Thank you very much. We appreciate your
contribution, gentlemen.

[The prepared statement of Mr. Delchamps follows. Oral testi-
mony continues on p. 300.]



2f lcrmerce of

ation'3 fealtn lare leeas. D oam

and state and 1333l cnampers of oocmmerce.

85 percent 2mplov 109 or fewer workers.
of cur membershio.

We appreciate the copportunity to comment on 3. 1363,

nealth insurance legislaticn, and naticnal =ealin care iss.es 1o generil. Tre

direction of tne Jebate on n

hearings provide in excellen



290

-2-

U.S. Chamber Position on lational Health Care

Our position on national health care is that 211 Americans should have

access to quality care through an essentially private, voluntary system of

providers and insurers. Only when an {(mportant health care need i{s not being
met is government intervention justified. Legislation which does not conform
to this position {s not acceptable to the U.S. Chamber. This would include
51{1ls which require employers to offer health insurance which they are already
providing voluntarily or which would go beyond the scope of the primary problem
in our aacion's health care system -~ the estimated five percent of the population
without any type of health insuraace.

For these reasons, the U.S. Chamber opposes the comprehensive health
insurance plans proposed by Senator Ribicoff (S. 1812) and Senator Kennedy
(S. 1720). Similarly, we oppose the catastroohic-only plans proposed ty
Senators Loug (S. 760) and Dole (S. 748). Finally, the Chamber camnot support
the so-called competizion plans proposed by Senators Durenberger {(S. 1963) and
Schweiker (S. 1590). However, the competitive-type proposals are clearly zore,
if not entirely, acceptable to the business ccmmunity than the coruprehensive

or castastropic plaans. Certain modifications could improve this legislation.

The State of the Nation's Healch

Americans are living longer and healthier lives than ever before.
Infant mortality and other peri-natal death rates -~ long a source of concern
{n our otherwise healthy country -- are now on the decline. The type of health
care provided by our hospitals and doctors is unparalleled anywhere in the world.
Advances in technology, such as sophisticated diagnostic and treatment equipment,
along with the continued high quality of medical education, are a tribute to the

American economic and health systems which combine private initiative with social
concerns. Even our severest critics, in times of crisis, seek American health
care because of its reputation for high standards. In short, our aatfon's health

care system should be a source of pride among its citizens.
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TABLE 1

WEEKLY COST OF BENEFIT COVERAGE PER EMPLOYEE '

Percent
1978 1967 Change

Old-age, survivors, disability and health

insurance (FICAtaxes) .................. $ 1506 S 488 4209
Pensions (nongovernment) ................. 14.98 502 4198
Insurance (life, hospital, surgical, medical, etc.) 14.88 402 4270
Paid vacations ............c.eiiiiiinaint 13.15 521 +152
Paid rest penods, coffee breaks,

lunchpenods, otc. ...................... 9.69 344 4182
Paidholidays ..............cciiiieiiiia... 8.69 325 +167
Unempioyment compensation taxes ......... 4.48 1.25 4257
Workers' compensaton .................... 4.33 1.00 +333
Profit-shanng payments .................... 3.63 1.48 4145
Paidsickleave ........................... 3.35 1.00 +235
Chnstmas or other special bonuses,

suggestion awards, 8tc. .................. 1.00 063 + 59
Thriftplans .............civiiiinniinann. 0.83 0.15 4453
Salary continuation or long-term disability .. .. 0.79 N.A. N.A.
Dental NSUrance .......................... 0.58 N.A. N.A.
Empioyee meais furnished free ............. 0.46 023 <4100
Employee education expenditures .......... 0.38 0.08 4375
Discounts on goods and services

purchased from company by employees ... 0.29 025 <+ 16
Other employee benafits ................... 2.26 117 + 93
Totai empioyee benefits  ................... $98.81 S$33.06 +199
Average weekly earnings .................. $267.77 $12433 4115

N.A. Data not avarable.

* Several of these benefits wers reported by only @ small proporbon of eMEPIoyers, and these Costs
were substantally tigher than the above amounts fof those CoOmparwes paying these benefits For ex-
ample, profit-shanng payments averaged $3 63 per empioyee per week f0r ali COMPanes in the sur-
vey, but were $17 29 for comparuas Naving profit-shanng.

Source: Emplovee Benefits 1978, Chamber of Commerce of the United States
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Thus, because they are too expensive, o way beyond dealing with

those persons without any health care coverage, and would lead to a system

of costly yet substandard healzh service, the Chazber opposes S.1720 and

s.1212.

Catastrophic Health Insurance. This approach {s advocated by

Senators Long (S.760) and Dole (5.748) and 1s included in nearly all of the

major health iasurance proposals., Basically, these plans require zost emplovers

to provide, and employees toc accept, insurance which would pay for most of the
cost of health care after a certain level of health cost was reached. Protecting
all Americans against financial ruin due to health care costs is a laudable

gcal. However, such protection is already being provided--mostly by emplovers —

naking a government nandated program unnecessary.

From 1973 to 1978, the proportion of employees covered for catastrophic
health costs of $5100,000 or more rose from 24 percent to 88 percent. One-half
of chese have $] million protection acd one-third have unlimited benefits.
Overall, 85 perceat of all Americans have some type of catastrophic health
insyrance., Table 2 shows a recent five year trend for this cype of coverage,
TA3LE 2

PERCENTAGE OF SURVEYED EMPLOYEES COVERED FOR
CATASTROPHIC HEALTH [NSURANCE BENEFITS, 1973-1978

CATASTROPHIC BENEFITS PERCENT OF EMPLOYEZS

1973 1978

5 5,000 1.7 --
10,000 7.5 1.9
15,000 4.8 0.6
20,000 9.5 1.9
25,000 14.8 1.7
25,001-49,999 9.1 -
50,000 21.6 2.8
50,001-99,999% 1.8 -~
100,000 -- 5.9 2.5
100,000 or more 24,2 38,5

Source: Health Insurance Insticute
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A third possible probles with a catastrophic-only program {s that it
could cause the health cars system to concentrate on delivering more and more
expensive health care, when, in fact, more emphasis needs to be placed on pre=~
ventive and outpatient primary care.

Finally, a catastrophic health fnsurance program could be the firsc
step toward natfonal health insurance, with the deductible level for eligid.lity
being gradually lowered and more and more budgetable services being covered
through & government-mandated program.

Por all of these reasons, the Chamber opposes a government-mandated
catastrophic health l.z;lun.nu program as embodied in S5.760, S.748, the Finance
Committes conceptual plan outlined last year, and other proposals wicth similar
provisions.

Competitive Health Insurance. These proposals, spousored by Senators

Schweiker (5.1590) and Durenberger (5.1968), would attempt to promote more com-
pecition among hesalth care providers and insurers by requiring employers to offer
several choices of qualified health care plans and setting limits cn how much
employers could pay for health insurance. This would be accomplished by re-
vising the tax code to allow business to deduct the cost of such plans caly up to
a certain dollar limft and only when saveral plans -- vhich meet certain
standards -- are offered.

Competition {n healch care is best exemplified by prepaid health care
plans, also known as health maintenance orgaaizations (HMO). FKEMOs have demon-
strated a unique ability to contain costs while providing high quality care. One
of the reasons {s that the plans are at risk to keep patients healthy as vell as
treat them when they are sick or injured. In HMCs, emphssis is placed on pre-
ventive and outpstient care, resulting in only one-half the number of admissicns
to hospitals (the most expensive settings ia which to receive health care) as
occur with conventional health plans. As a result total health care costs --
premiums plus out-of-pocket -~ tend to be lower than those associated with

traditional health i{nsurance.



Esplcyers have found that providing HMOs as a health insurance
option to employees does not {ncrease their admiaistrative costs significantly
and frees ;heu from processing claias and reconciling grievances that somerimes
arise in doctor-patient insurer arrangements. Consequently —over 10,000
employers are offering HMOs us an option to health {nsurance.

Thus, offering choices of health care plans, including TMOs, already
i3 occurring to a large degree. Ancther federal law for this purpose, one
whict would set 4 limit on how wmuch employers and employees could spend on
health care coverage, {3 unnecessary aad could {nhibit the growth of HMCs
because of their association with the heavy hand of governzent.

Setting & limit on how much employvers can contribute to health care
plans might appear to be a cost containmeat device. However, such arbitrary
limits do not reflect regional differences ia health prices, interfere with self
insured plans, and could establish a high level floor rather than a ceilling on
such contributions. At the same time, the Chamber supports the notion of
a uniform payment by employers for all types of health plans.

The competitive-type plans also 2ncourage consumer cost sharing,
which the Chamber supports as a necessary way to bring more cost consciousness
into the health care system. Competitive-type legislation requires that
high and low options be made available. Employees choosing lower priced plans
would receive a rebate, which would be taxable under some bills and ron-
taxable under others. All savings thea would 3o to the employee and none to
the employers. Greater cost savings could result if employers were able to

share in the savings.



Anocher prohblem associfated with the comperitive~-tvpe plans is zheir
requirement that employers continue to provide carasctrophlo=-oniy progecridn
employees for up to three months afrer they nhave bSeen terminated. ilthough
such a requirement would help to f1ill {n z-e gaps in health insurance
coverage, such a mandate would be particularly costly to businesses wizn
seasonal ana nigh labor turnover. Some retailers caul: nave more resz.e if
than on the pavroll coverage for nealth insurance. Cantinucus coverage
provisions should be linked to an appropriate length of service.

Thus, although the ccompetitive-type bLlls 2re less .ndesiratle tnan

the comprenhensive or cactastrophic proposais, the U.S. Chamoer cannot suppor:
chen because they, too, infringe on the emplovers' right to> negocriate =eal:h
benefits with emplovees. They also force emplivers :o provide :thoices when
sucq choices are aiready voluntarily >ffered ov emplovers.

With certain uodifications, such as more flexibls guidelines >n
offering choices and premium contributions, the elimination 2f the Zatastrophic

requirezent, and a sharing of cost savings between emplovees and explovers,

competition legislation may become nore acceptable ty the business communicy.

Summary

As I said at the beginning, over 95 percent of the Azerican populaticn
has some form of health insurance. The real challenge is to provide the
remaining five percent with access tc protecticn against health care costs,
while, at the same time, continuing to contain these costs.

Creating comprehensive or catastrophic-only programs may help solve
this coverage problem but will most'assuredly worsen health care cost inllation,

A better approach {s to provide assistance and 1ncentives ¢c small

business to offer cost effective group health {nsurance. 3Business orzanizations,

LR TR - ——
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including trade associations and state and local chambers of commerce, are
already providing accesz to such plans to thelir members, especially small
business members. Such efforts are largely responsidble for the significant in-
crease in employer provided health {nsurance coverage. Also, state-administered
pools of private healzh {nsurers should be crested to cover persous who are

not insurable because of their health status, lack of employment or unavail-
abilicy of employment based health insurance. Such pools are already in
operation {n several staces. Finally, improvements need to be made in Medi-
care and Medicaid, such as increasing the eligidility and services -- f{ncluding
catastrophic benefits. However, before such improvements are made in these
programs, more afficiency and accountability are needed in their operations.

The U.S. Chamber has made 2 major commitment to improving the
health care system, through the implementation of its widely acclaimed
Health Action program. This catiocawide, community oriented e2ffor: i{s based
on a two year study sponsored by the National Chamber's Foundation, ao
affiliace of the U.S. Chamber.

This study found that America's health care system can be best {m-
proved by promoting more competition among health care providers and insurers,
cost consciousness among providers and consumers, and individual responsidility
among consumers. One of the ways to achieve these objectives is to have
business and other communicy leaders use their clout and expertise to contain
costs and improve health in their companies aand communities. Specifically,
the Chamber's Health Action program recommends that employers begin de-
signing health insurance policiles which encourage more outpatient care,

promoting the growth and development of prepaid health care, instituting
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health egucation pregrams in the workplace, and encouraging more participation
in health planning. Thus far, abéut 25 communities have implemented their own
aceion plaas on health.
The recommendations in our Health Action program and those listed
above represent an effective strategy to improve health and contain costs,
without mandating government programs of compreheasive, catastrophic or
competition health insurance. The improvements made in corerage and
reduced cost inflation over the last five years are a testimonial to the effective-

ness of this alternative.

Senator TALMADGE. Qur next witness is Mr. Harold O. Buzzell,
president of Health Industry Manufacturers Association accompa-
nied by Kenneth Marshall, chairman of the board and also Mr.
Karl D. Bays, chairman of the board and chief executive officer of
American Hospital Supply Corp.

Gentlemen, you may insert your full statcments in the record
and divide your time in any way you see f{it.

STATEMENT OF KARL D. BAYS, CHAIRMAN OF THE BOARD
AND CHIEF EXECUTIVE OFFICER, AMERICAN HOSPITAL
SUPPLY CORP.

Mr. Bays. Thank you, Mr. Chairman.

I am Karl Bays, chairman and chief executive officer of Ameri-
can Hospital Supply Corp. Our company is a manufacturer and
distributor of health care products worldwide. We have 30,700 em-
ployees.

I have been a member of the industry for 22 years and my
involvement has included service on the Cost of Living Council’s
Health Advisory Committee in the early 1970's and I work today
serving on the boards of two large medical centers and the hospital
in my home community.

My concern about health care consumers includes 250,000 em-
ployees at corporations where I am a director.

I view health care as a manager; a consumer; a citizen and a
competitor. I also view the field as one who is convinced we must
get at some basic issues affecting the cost of ‘the excellent health
care that our nation provides. A

I welcome this committee’s focus on these issues.

Certainly one of the most basic health cost issues is demand
including accelerated demand created by the overwhelming success
of medicare, medicaid and private insurance programs.

During the debate on mandatory hospital cost containment, it
never made much sense to me to blame hospitals for meeting that
demand, for doing what was asked of them by doctors and their
well insured patients.
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S. 1968 suggests a productive approach to creation of incentives
and encouraging new competition and cost awareness among
health care providers and consumers.

Our corporation has actively supported the voluntary effort to
contain hospital costs. For example in 1977 and 1978 our ‘prices
were up only 3 percent and in 1979 our prices were up less than 5
percent.

We cannot put all our hopes for reduced health spending on any
one program. My opinion is that would be unrealistic. The volun-
tary effort has produced results but we must also deal with the
most basic issues affecting demand and ultimately costs.

There are two things I believe we must do. First of all, we must
move quickly to extend health care to those who still lack adequate
care and specifically to people lacking protection against cata-
strophic costs. I realize I differ here with my colleagues from the
U.S. chamber.

I believe we can afford to do this and I do not believe we can
afford not to.

Second, the industry and Congress must work together if we are
to succeed in developing cost effectiveness among health care pro-
viders serving both privately-insured and Government insured em-
ployees.

I am convinced that increased competition is the only way to
extend care and manage costs without potentially counterproduc-
tive regulation. I do not see any reason why competition cannot be
beneficially increased in health care. In its pure form, competition
simply means concern about consumer needs and innovation in
serving those needs.

It means consumers deciding what is best for them. As a suppli-
er, American Hospital Supply Corp. specializes in developing and
providing systems that help hospitals operate efficiently. We do
this because it benefits our hospital customers but we also do it
because it benefits us in a highly competitive market.

As an employer our commitment to cost saving systems for hos-
pitals must be matched by a commitment to managing the costs of
employee health benefits. Medical and dental benefits for our em-
ployees cost almost twice as much per covered employee today as it
did i:k 1975. That is a worthwhile investment and one we are happy
to make.

We are also obliged to make sure it is a productive investment
and an investment in the best possible health care at the lowest
possible cost.

Our experience in this area may be instructive. During this past
year we have changed carriers for our self insured health plan. We
have done this to take advantage of more cost effective and respon-
sive administration. We have expanded our home health care cov-
erage for employees and their families. We are paying for surgical
second opinions. We are discouraging unnecessary use of the emer-
gency room. We are encouraging preventive care through immuni-
zation and health promotion programs we sponsor.

We offer one basic health benefit plan to most U.S. employees. A
third of our employees live in areas that have health maintenance
organizations. In some locations there are more than one HMO.

62-511 0 - 80 - 20
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American’s contribution to an employee’s health coverage is
standard whether the individual chooses to enroll in an HMO or
not.

To date 10 percent of our employees with available HMO cover-
age have enrolled. That is up from 5 percent last year. In some of
our locations the enrollment is 30 percent. Employees tell us they
welcome the choice.

We have experienced no added administrative costs in offering
HMO coverage. We have experienced no undue shifting back and
}:orth from one plan to another to take advantage of specific bene-
its.

In many of our locations HMO coverage is currently not availa-
ble or feasible. We still want to offer choices to these people. We
are studying the feasibility of other alternatives including a low
cost insurance option.

I can assure you, Mr. Chairman, that our employees are highly
interested in and knowledgeable about health care benefits. Even
the slightest change in our health benefits package is well scrutini-
zed by these consumers.

In summary, I would like to recommend that the committee keep
several points in mind. We must avoid regulation even regulation
in the name of competition that further complicates, confuses and
raises the costs of operating the health care system. Any final
legislation should truly promote competition. This should be done
through development of the broadest possible variety of delivery
options and it should not favor one form of health care delivery
over another.

Careful consideration must be given to the special contributions
that teaching hospitals make to the Nation’s health care system. [
am afraid that legislation designed to increase competition might
do so at the expense of the vital research and educational functions
of t}fese institutions. I would encourage you to look at them sepa-
rately.

Mr. Chairman, I thank you.

Senator TALMADGE. Thank you. Mr. Marshall?

STATEMENT OF KENNETH MARSHALL, CHAIRMAN OF THE
BOARD, HEALTH INDUSTRY MANUFACTURERS ASSOCIATION,
ACCOMPANIED BY HAROLD O. BUZZELL, PRESIDENT

Mr. MaRrsHALL. Mr. Chairman and committee members, I'm Ken
Marshall, chairman of the board of the Health Industry Manufac-
turers Association (HIMA), a trade association representing more
than 260 manufacturers of medical devices and diagnostic products.
I am accompanied by Hal Buzzell, president of HIMA. The associ-
ation offers its comments on S. 1968 both as the representative of a
highly competitive group of health care producers, and as employ-
ers with a strong interest in maintaining the good health of their
employees.

Being in the medical care business, it is natural that we believe
all Americans should have access to, and an adequate level of, high
quality health care. Furthermore, these goals can be achieved most
efficiently by relying on the private sector to finance and deliver
the majority of care with minimal Federal involvement.
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This is not to deny the Government a legitimate role within the
health care system. For example:

We recognize the requirement of the Food and Drug Administra-
tion (FDA) to inform and protect the public from hazardous health
care services and products. To that end, we worked closely with
Congress and FDA in developing medical device legislation.

Much of the biomedical research conducted within the United
States is supported by the Government through the National Insti-
tutes of Health (NIH). Without NIH initiatives to assume the risks
of basic R. & D., the quality of American medical care would sufter
dramatically.

Federal entitlement programs like medicare, medicaid, and
ESRD provide health insurance benefits to a significant portion of
the population. Without these income transfers many citizens
would be unable to purchase basic medical services, and the distri-
bution of health care resources would be highly inequitable.

On the other hand, we do not believe that Federal intervention
geared to rationing health care—as the Carter administration at-
tempted to do with its hospital cost containment proposal—is
either effective or warranted. As a consequence, we joined most of
the other witnesses appearing yesterday and today in opposing this
legislation. We congratulate this committee for its efforts to focus
attention on medicare-medicaid reform, and on legislation such as
Senator Durenberger’s proposal to encourage competition which is
the subject of today’s hearings.

From our perspective, S. 1968 addresses three perceived problems
within the health care system. They are: One, a lack of consumer
and provider concern with the cost of medical care. Clearly, high
option fee-for-service health insurance plans give consumers and
providers little incentive to consider the cost of the health services
they use. During the past two decades the trend has been for
employers to provide their employees with exactly this type of
health insurancs.

Two, excessive health insurance coverage in some private indus-
tries, and for many Federal employees. Specifically, selected em-
ployee groups, for example, automotive workers, have been encour-
aged by open-ended Federal tax subsidies to bargain for compre-
hensive first-dollar insurance packages provided by their employ-
ers. Monthly premiums for such extensive health benefits may
exceed $200—all tax free. Also, Federal employees are encouraged
to buy high-cost health insurance through the Federal emploiees
health benefit program. On an average, Government workers
choosing high option health insurance receive $300 more in annual

remium contributions than those who enroll in low option plans.
t should come as no surprise that 90 percent choose high option.

Three, the absence of incentives that would cause carriers to
offer, and consumers to choose from, different health insurance
benefit plans. The vast majority of businesses within our own and
other industries do not offer their employees a choice of health
insurance options. It is our observation, however, that when em-
ployers voluntarily provide such choices, employees react by select-
ing plans that best suit their needs. It is .important to recognize,
however, that increasing choices will entail costs that must be
weighed against expected benefits.
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We support many of the principles embodied in S. 1968. Specifi-
cally, we agree that:

One, existing Federal tax policy encourages employers and em-
ployees to overinsure.

Two, existing Federal and some private sector company policy
and practice encourages employees to overinsure,

Three, the system for financing and delivering health care in
America would benefit from more competition. Increased competi-
tion will introduce copayments, deductibles, and prepaid plans that
produce greater consumer and provider awareness of medical cost
and necessity.

Although we support these principles, we do have reservations
about the methodology employed in S. 1968 to implement them.
Our major concerns surface in three areas: :

One, S. 1968 requires that social security benefits be provided in
each option of an employers health plan. This poses a significant
problem, since most employees demand a mix of health care serv-
ices far different from the average medicare patient. A truly com-
petitive health insurance system would allow consumers to choose
from an array of different benefit packages the one that best suits
their needs. By mandating benefits this bill will limit the flexibility
of insurers and constrain consumer choice.

Two, the legislation avoids any reference to HMO'’s or prepaid
health care systems recognized as controlling utilization and pro-
viding cost-effective health care. The implicit assumption may be
that such alternative delivery systems will be fostered in a world of
free competition and multiple choice. Whether this will happen is
unclear, however. By creating an insurance system with rebates for
low option coverage and inflexible benefit packages, this bill could
stifle innovation in the delivery of health care.

Three, we believe that substantial research needs to be done
regarding the costs of implementing this bill. Specifically: (a) The
costs of negotiating with three separate carriers and keeping work-
ers informed about their choices must be justified through health
care cost savings; and (b) For those employers that presently offer
multiple options and contribute different amounts to each, the
equal contribution-rebate requirement in this bill could prove quite
costly. This provision could force firms to provide increased com-
pensation to employees who previously elected lower cost options.

For example, the Federal employee health benefit program pres-
ently provides multiple choice and variable contributions to its
employees. Approximately 300,000 Federal employees choosing low-
cost options receive contributions to their monthly premiums that
average $40—much less than the legal maximum of $66 contribut-
ed to high option plans. The enactment of S. 1968 could increase
Federal outlays for employee compensation by $90 million—300,000
times $300 a year—in the form of windfall rebates to selected
workers.

Generally, we do not believe that the movement to a more com-
petitive health care system need be overly burdensome to either
firms or their employees. We strongly advise the committee to
scrutinize those responsibilities for promoting competition assigned
to Federal agencies by this law. In light of past experience, we urge
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you to seek alternative mechanisms whereby the private sector can
accomplish the same tasks without centralized direction.

Clearly, the process of refining this legislation will require close
scrutiny and careful analysis of its expected impacts. During this
gestation period, we will be happy to provide industry guidance on
this important legislative pathway.

Thank you for the opportunity to present HIMA's views before

you today.

' Senator TaLmapGe” Thank you very much. Both statements are
very good.

Mr. Bays, the contention is made that labor and management
have no incentive to seek moderated health insurance premiums
because the employers premiums are tax deductible without limit.
Is that true at your corporation?

Mr. Bays. No; it is not, Mr. Chairman.

As | pointed out, we have done a number of things in the last
year to try and reduce the cost of our health care coverage. Our
costs have been going up approximately 23 percent a year, com-
pounded until last year, and through some of the measures that 1
mentioned in my statement, we were able to bring that increase
down to 16 percent, or iower than 16 percent.

So, I think that is clear evidence that we are certainly trying to
keep control of those costs.

Senator TALMADGE. We received a report from the Comptroller
General describing unusual and significant differences in prices
paid by losses for the same or similar supplies. For example, GAO
reported in Atlanta the lowest price paid by a hospital for an
oxygen cylinder was $2.65 and the highest price paid was $5. Flu-
orescent lamps in Atlanta ranged from a high of $1.22 to a low of
59 cents. Also in hospitals in Atlanta, 500 milligram penicillin
tablets ranged from a high of $18.52 per 100 to a low of $3.92

GAO reported similar problems in five other cities throughout
the United States.

It seems to me that we may well have a problem of inadequate
information and inadequate competition in the hospital supply
business. B

Following up on the approach in S. 1968, we might want to
require that for identical or comparable -supplies hospital must
secure at least three bids from three different independent supph—
er, and that regardless of the low bid we would not recognize as
reasonable any costs which exceed the average price paid through-
out the country for that item.

What is the difference between the purchase and provision of
hospital supplies and the purchase and provision of health care
insurance?

Mr. Bays. Mr. Chairman, I am familiar with the GAO study that
you referred to. I am not familiar with the methodology used in it.
It is my understanding that the survey did about one-half of 1
percent of U.S. -hospitals, so it is a very limited survey. I don’t
know what comparisons were made in these particular studies as it
relates to products, the service, the quality and other variables
such as quantity, volume purchases, the quantity purchased,
freight charges, discounts for volume orders, and a number of other
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things that go into the purchasing and selling of hospital supplies
in our business.

As a matter of fact, I did read that in claiming these wide
variances in pricing, the total report said that there was a cumula-
tive differential of only about 10 percent over all, although it did
point out, as you suggested it did, a number of wide variances with
individual products.

So, it seems to me that there would have to be a lot more study
done before you jump into something as far reaching as what you
just proposed.

Let me add two other points in answer to that.:

First, I can assure you it is a very competitive business. If you
talk to the financial communities who monitor our industry, I
think you will find they find it to be very competitive, and certain-
ly our company does, and 1 know the cost represented by the
Health Industry Manufacturers Association does.

Also, let me point out to you that bidding on products is prob-
ably, in my opinion. the worst way to get the best purchasing
because it does not take into effect the cost of carrying inventory;
it does not take into effect any of the systems being required today
which are doing a great deal to reduce the cost of health care.

I would be delighted to talk with you further on this subject,
because I think the GAO study deserves a lot more study before
you jump to anything like you are proposing.

Senator TALMADGE. I was not proposing it. I was merely asking a
question.

Mr. Bays. I thought you did say you were proposing it.

Senator TALMADGE. I said, what is the difference between man-
dating average cost price purchase of supplies and mandating a
particular system of health care? That is the question I asked.

Mr. Bays. I misunderstood you. Your question is that——

Senator TALMADGE. If you are going to mandate health coverage,
wlll();should we mandate cost of vendors’ products, is the question I
asked.

Mr. Bays. To mandate health coverage is a social question, Mr.
Chairman.

Senator TALMADGE. Health premiums. The question was this: If
we are going to mandate cost of health insurance premiums,
wouldn’t it make just as much sense to mandate the cost of prod-
ucts vendors would sell?

Mr. Bays. No; because the reason that you are talking about
mandating coverage of insurance, Mr_ Chairman, is because it is
the opinion of the committee and others, or some members of this
committee, that you don’t have the competition inherent that you
have in other aspects of the economy, and I am trying to state that
you do, in fact, have that competition going into the sale and
purchase of hospital supplies.

So, I see a great difference in the two, Mr. Chairman.

Mr. MaRrsHALL. To respond to your question, the implication in
the GAO report is that if one person is paying $2 and that is the
lowest price, everybody should pay $2. I don’t believe that is the
kind of mandating you are talking about in health insurance. We
are talking about competition among different groups that can
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provide a total package of service. There is not a minimum benefit
package, so suppliers can provide what the consumer wants.

Senator TALMADGE. Senator Durenberger?

Senator DURENBERGER. Thank you, Mr. Chairman.

Thank you for your presentation and your responses to that
question.

The statement that you presented brings forth a point I don’t
think anyone has brought up before, and I think it is very well
made. We often use the Federal employees health benefits program
as an example of multiple choice, and it i3 an example only of
multiple choice, but it does not have equal employer contribution.

You make the point well about the failure of the Federal Govern-
ment to provide for equal employer contribution. The result is an
oversubsidizing of a lot of us.

I think the other part—and I speak from the experience of one
who has been presented with the 20 small-print books and having
to make up my mind—it is impossible to make a choice under the
Federal system unless you hire an adviser to guide you through the
process.

One of the neat things about what I have seen in private indus-
try is the way in which employers do provide for easing into
employee choice with both materials and other kinds of opportuni-
ty to guide them in making a choice. We don’t have the Federal
employees. We get these books slapped on us, with fine print, and
there is no way you can make a choice.

So, I think that is an important contribution.

Mr. MaArsHALL. The comment was made by the representative of
the chamber that companies to a degree compete for employees by
providing good benefits programs. I think that is true in varying
degrees. If you are going to provide the programs, then you try and
present them in a way that people can find them useful for them.

When we take on multiple choice, we try to take on the responsi-
bility to make sure people understand the choice they are going to
make. They are going to blame us if they make bad choices, be-
cause they did not have good information. We don’t want to be in
that position with people who are important to our company.

Senator DURENBERGER. Following on that point, Mr. Bays, you
said either no additional cost increase or a minimal amount of
administrative cost increase. I guess there must be a lot of employ-
ers in this country that find that hard to believe. If you would
describe the kind of cost increase that is required to move from a
gingle plan to multiple, it might be helpful.

Mr. Bays. I think the point that Mr. Marshall and that you made
earlier, Senator, about the communications, is the key to our suc-
cess in this area. We work very hard in preparing materials and
include a film strip that v:zdprovide to all of our employees, all U.S.
employees, and we insis that that be shown at each of our
locations. We had training meetings of our personnel people, to
ogxqe in, to be sure that they were fully informed on the multiple
choice.

I am not particularly happy with the HMO, the job we have done
in the MMO area, although we have doubled it. We have some
locations like south Florida where we have over 30 percent enroll-
ment, and other-areas where we have not done so well.



308

But I would say the majority of the cost now has been in this
area, and in the training area and preparation of materials. This
also came about at a time when we were making our programs, as
I mentioned earlier, to get our cost down, so it is difficult for me to
give you a precise increase because our costs over all did not go
down last year. )

Senator DURENBERGER. One of the things we talked about here
today is the higher cost of HMO's, at least initially. Maybe one of
you has experience to comment on 'that.

The federally qualified HMO, of course, is under certain require-
ments which many State qualified and other HMO'’s are not. This
adds substantially to the expense of a federally qualified HMO in
doing business.

Do any of you, based on your experience, have thoughts about
the future of competition without Federal HMO mandate?

Mr. MarsHALL. In my experience, the fastest growing HMO's are
not federally qualified. In St. Louis, a new one formed in late 1978;
they finished their first 12 months on January 31. It is the IPA St.
Louis Metro. We are now investing in it because we are considering
offering it to our people. They recruited 27,000 members and fin-
ished the first 12 months in the black.

That is quite an accomplishment. They received no subsidy; they
raised their money through subscriptions of doctors at $10,000 a
head. We think from what we see that is a fast growing area.

One of their advantages that they explained to us is the ability
to experience rate rather than community rate. That lets them go
out initially and target on large employers and large groups of
employees to offer them a good, competitive plan that creates good
- signup.

Senator TALMADGE. Thank you, gentlemen. We appreciate your
fine contribution which you have made.

[The prepared statements of the preceding panel follow. Oral
testimony continues on p. 331.]
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Karl D. Bays B
American Hospital Supply Corporation

Summary of Recommendations on S$.1968

American Hospital Supply Corporation has
actively supported the Voluntary Effort to contain
hospital costs. But we can't put all our hopes for
reduced health spending on any one program. That
would be unrealistic. The Voluntary Effort has
produced results. But we must now deal with the more

basic issues affecting demand and, ultimately, costs.

Competition is the only way to extend care
and manage costs without potentially counter-productive

regulation. .

As a supplier, American Hospital Supply
Corporation specializes ir developing and providing

systems that help hospitals operate efficiently.

As an employer, American believes its commit-
ment to cost-saving systems for hospitals should be
matched by a commitment to managing the costs of employee

health benefits.
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5. Maximum employer flexibility should be
required to use more than one carrier

or to offer more than two options.

6. Provisions such as coverage for terminated
employees do not promote the intent of the

bill and should be excluded.

7. The progress of this legislation toward
its goal should be reported on annually
by the Secretary of Health and Human

Resources.

S$.1968 holds great promise. It recognizes the
wisdom of the choices that consumers collectively make.
Consumers, given the opportunity, can make informed and
correct choices about health care, as they do about

other purchases.
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American's experience with employee-choice

plans and fixed contributions has been positive.

The committee is cautioned against acting
hastily amid the current enthusiasm about the idea of
competition. We should guard against well-intentioned
measures that don't produce desired results, or do

produce undesired results.

1. Regulation that further complicates
the operations of business and of the

health-care system must be avoided.

2. Final legislation shouldn't favor one

form of health-care delivery over another.

3. The special needs of teaching hospitals

must be taken into acount.

4. The multiple-choice and equal-contribution
requirements of S$.1968 should be extended
to Medicare and Medicaid as soon as possi-

ble.
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Statement of
Karl D. Bays
Chairman of the Board
American Hospital Supply Corporation
Before the
Subcommittee on Health
of the
Senate Committee on Finance
on
S.1968

The Health Incentives Reform  Act

Mr. Chairman, I'm Karl D. Bays, chairman and
chief executive officer of American Hospital Supply
Corporation. American is a manufacturer and distributor

of health-care products. We have 30,700 employees.

I've been a consumer of health care for 46
years ard a member of the industry for 22 years. My
involvement has included service on the Cost of Living
Council's health advisory committee in the early 1970s.
My work today includes serving on the boards of two
large medical centers and the hospital in my home
community. My concern about health-care consumers
includes 250,000 employees at seven corporations where

I'm a director.
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So I view health care as a manager, a
consumer, a concerned citizen and a competitor. I also
view the field as o;e who's convinced that we must get
at some basic issues affecting the cost of the excellent
health care our nation provides. I appreciate the focus
that Senator Durenberger and his co-sponsors, Senators
Heinz and Boren, have brought to bear on some of those

issues in §.1968, the Health Incentives Reform Act.

Certainly one of the most basic health-cost
issues is demand, including accelerated demand created
by the overwhelming success of Medicare, Medicaid and
private insurance programs. During the debate on
mandatory hospital cost-containment, it never made sense
to me to blame hospitals for meeting that demand--for
doing what was asked of them by doctors and their well

insured patients.

$.1968 suggests a more productive approach,
through creation of incentives that encourage new
competition and cost-awareness among health-care providers

and consumers.
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American Hospital Supply Corporation has
actively supported the Voluntary Effort to contain
hospital costs. But we cai't put all our hopes for
reduced health spending on any one program. That would
be unrealistic. The Voluntary Effort has produced
results. bBut we must now deal with the more basic

issues affecting demand and, ultimately, costs.

There are two things I believe we must do:

l. We must move quickly to extend health care

to those who still lack adequate care, and

specifically to people lacking protection

against catastrophic costs. I believe we can
- afford to do this. I don't believe we can

afford not to.

2. The industry and Congress must work
together if we're to succeed in developing
cost-effectiveness among health-care providers
serving both privately insured and government-

insured consumers.



-4-

I'm convinced that increased competition is
the only way to extend care and manage costs without
potentially counter-productive regulation. And I don't’
see any reason why competition can't be beneficially
increased in health care. 1In its pure form, competition
simply means concern about consumer needs and innovation

in serving those needs.

As a supplier, American Hospital Supply
Corporation specializes in developing and providing
systems that help hospitals operate efficiently. We do
this because it benefits our hospital customers, but
also because it benefits us in a highly competitive

market.

As an employer, American believes its
commitment to cost~saving systems for hospitals should
be matched by a commitment to managing the costs of

employée health benefits.

Medical and dental benefits for our employees
cost almost twice as much per covered employee today as

they did in 1975. That's a worthwhile investment and
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one we're happy to make. But we're alsc obliged to make
sure it's a productive investment--an investment in the

best possible health care at the lowest possible cost.

Qur experience in this area may be instructive.
During just the past year, we've changed carriers for
our self-insured Health plan, to take advantage of more
cost-effective administration. We've expanded our home
health-care coverage for employees and their families.
We're paying for surgical second opinions. We're
discouraging unnecessary use of the emergency room.

We're encouraging preventive care through immunization

and health-promotion programs we sponsor.

We offer one basic health-benefit plan to most
U.S. employees. A third of our employees live in areas
that have Health Maintenance Organizations. 1In some
locations, more than one HMO is available. American's
contribution to an employee's health coverage is
standard, whether the individual chooses to enroll in an

HMO or not.
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To date, 10 percent of our employees with
available HMO coverage have enrolled. That's up from 5
percent last year. In some of our locations, the
enrollment is 30 percent. Employees tell us they

welcome the choice.

We haven't experienced any added administrative
costs in offering HMO coverage, or any undue shifting
back and forth from one plan to another to take

advantage of specific benefits.

In many of our locations, HMO coverage is
currently not feasible. We still want to offer choices
to these people, however. We're studying the feasibility

of alternatives, including a lower-cost insurance option.

I can assure you that our employees are highly
interested in, and knowledgeable about, health-care
benefits. Even the slightest change in our health-
benefits package is well scrutinized by these

consumers.

62-511 0 - 80 - 21
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American's experience with employee-choice
plans and fixed contributions has been positive. And I
don't believe our experience has been unique among

corporations that have tried these programs