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M. Chairman, | am pleased to be here today to discuss
proposals to stimulate conpetition in the financing and delivery
of health care. M testimony will focus on the ability of these
proposals to slow the rise in health care costs and their inpact

on the federal budget.

BACKGROUND

The rapid rise in spending for nedical care is now continuing
after a brief pause in the late 1970s. Per capita spending on
personal health care has risen from $181 in 1965 to $941 in
1980--reflecting a 183 percent increase in prices and an 84
percent increase in the quantity of services. Mreover, under
current policies, these trends are expected to continue for the

foreseeabl e future.

This continuing increase in nedical costs wll have a sub-
stantial inpact on the federal budget, naking novenent toward a
bal anced budget that much nore difficult. Federal spending for
Medicare and Medicaid wll total approxinately $58.3 billion in
1981 and, despite the substantial cuts just enacted, the Congress-
ional Budget C(ffice (CBO) projects that it wll increase to $85.0
billion in 1984, alnost 11 percent of total federal spending in
that year. The revenue loss from the tax exclusion for enployer
contributions to health insurance--which amounted to about $17
billion in incone taxes and about $7 billion in payroll taxes in

1981—1s projected roughly to doubl e by 1986.
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The Congress has been concerned with rising nedical costs for
some time, wth its agenda domnated up to now by proposals to
contain costs through regulation--proposals such as limts on
hospital revenues. Recently, attehtion has turned to containing

medi cal costs through encouraging the use of market forces.

STRATEQ ES AND CPTI ONS

Proposals t0 encourage the use of market forces to contain
health care costs enconpass two broad strategies. (ne is addi-
tional use of cost sharing in the financing of health care. Under
this strategy, incentives to alter health insurance policies would
induce individuals to increase both deductible anmounts and coin-
surance rates. The resulting increased cost consci ousness woul d,

in turn, reduce the use of health services and their prices.

The second broad strategy would encourage individuals to
obtain their medical care through alternative delivery systens
such as Health Maintenance Oganizations (HW). HM3 have |ower
medi cal costs, principally because of lower hospital use. Sone
feel that a significant presence of HVM>» also nakes nedical

markets nore conpetitive.

A nunber of specific policy options are available to pursue
one or both of these strategies. Those of greatest interest to
the Coomttee today include:

o Atering the tax treatnent of enployer-paid health
I nsurance, and



0 Permtting those eligible for Mdicare to enroll in a
qualified private health plan, using a federal voucher.

I wll focus ny comments today on these two options. A nore
detailed analysis of these and other options is included in a CBO
study of H.R. 850, the National Health Care Reform Act of 1981,
introduced by Representatives Gephardt and Stocknan. That st udy,
prepared at the request of the Ways and Means Committee, iS also

‘being nade available at this hearing.

CHANG NG THE TAX TREATMENT CF HEALTH | NSURANCE

Those who propose to alter the tax treatment of enployer-paid
health insurance criticize current law because it encourages
excessive purchases of health insurance which, in turn, result in
greater use of health care services and' hi gher pri ces. S nce
enpl oyer contributions are excluded from employees' taxable
incones, enployers can provide a nore attractive conpensation
package by favoring health insurance benefits over cash. The
result has been conprehensive insurance packages with little cost
sharing and a reduction in incentives to seek efficient ways of

financing health care.

Moreover, the large revenue loss from this provision is
distributed in a very uneven manner. Those with higher earnings
get larger tax benefits, both because of their higher tax brackets
and because enployers with high wage scales tend to nake |arger
contributions to health insurance. Those persons not earning
wages or salaries, or in firns without health plans, get no tax

benefits. 3



Tax Exclusion Lint

Many of the proposals to encourage narket forces in. health
care (such as HR 80 and S 433) would l[imt the anount of
contribution that can be excluded from employees' taxable
incones. Such a ceiling would reduce spending on nedical care by
enpl oyed persons and their famlies, reduce nedical care prices
sonewhat, and reduce the revenue loss from the exclusion. The
magnitude of these effects, however, nay make only a nodest

contribution to solving the health care cost problem

Health insurance purchases would be reduced by renoving the
tax subsidy from the last dollars of contributions to health
insurance. For exanple, if the limt were set at $120 per nonth
for famly coverage and an enployee was receiving a contribution
of $150 per nonth, $30 would be included in the enployee's taxable
incone. (Consequently, sone enployees would prefer to have their
enpl oyer reduce the contribution to health insurance by $30 and

shift this amount to cash conpensation.

This reduction in enployer contributions could be translated
into lower health insurance premuns in one of two ways. First,
the conprehensiveness of benefits could be reduced, either by
reducing covered services or by increasing the deductible amount
and the coinsurance rate. This could be acconplished either by
altering the enployer's or the union's health package or by
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offering enployees a choice of plans. The second way to |ower
heal th insurance premuns would be through enrollment in an HVQ

E ther approach would reduce the use of heal th services.

At least in the first few years, nuch nore of the response to
this incentive would cone in the formof greater cost sharing than
through increased enrollnent in alternative delivery systens such
as HU». These plans play a relatively mnor role in the nedical
care systemtoday, and it is unlikely that they would be able to
expand rapidly. Aso, HVD premuns are often not significantly
lower than those of the traditional insurance plans wth which
they conpete, because their nore conprehensive benefit packages

offset their lower health care costs.

Two factors would limt this approach's effectiveness in
controlling health care spending. First, it would only affect
persons receiving contributions in excess of the limt. Such
targeting is desirable, however, since it continues the incentive
for all enployed persons to have sone health care coverage.
Second, when health insurance benefits are cut back, benefits for
hospital and physician services are less likely to be reduced than
coverage for other services such as dental care and prescription

drugs.



Limting the tax exclusion would reduce the revenue |oss from
it, with the anount depending on the level of the cap. For.
exanple, a $140 per nonth limt for family contributions, effec-
tive January 1, 1982, would reduce the fiscal year 1982 revenue

loss by about $2 billion.

Tax Free Refunds

A second tax option would permt an enployer offering a
choice of health plans to pay tax-free refunds to enployees
choosing plans with premuns |ower than the firm's contribution.
This option is frequently conbined with the tax exclusion cap
di scussed above. Reluctance of enployers to expand the nunber of
health insurance plans offered to enployees would linit the inpact
of this approach, however, unless enployees could apply their
contributions to other firm's plans, as would be required under

H.R. 850.

This approach would extend the incentives for |ower health
care premuns to a wder population than would a limt on the tax
excl usi on. First, persons wth contributions less than the
excl usion 1limit--who woul d be unaffected by it--would be able to
gain financially from choosing |ower-cost health insurance plans.
Second, alternative delivery systens such as HV>s would have

additional narkets opened to them



The available evidence suggests that enployers would be
reluctant to offer a choice of plans. Even under present |aw
enpl oyers that require a contribution from their enployees can
offer a choice of health plans and reward those selecting plans
with lower premiums. Yet these firns seldom take advantage of

this opportunity.

Employers' reluctance to offer a choice of plans is likely to
be related to concerns about adverse selection. Adverse selection
in health insurance is the phenomenon of those likely to be |ow
users tending to choose the Iow option plan and those likely to be
high users tending to choose the high option plan. Wien prem uns
are based on clains experience, the resul t is a transfer of funds
fromthose choosing the high option plan to those choosing the |ow
option plan. Enpl oyers could find their health benefit costs
increasing if the high option plan was their original plan and
they felt conpelled by tradition to contribute a fixed percentage
of the premumof that plan. Adverse selection is a nmuch snaller
probl em when the choice is between an HVD and a traditional plan
because benefit differences are wusually small and consumers'

preferences for types of delivery systens play a significant role.

Unrestricted tax-free refunds could reduce federal revenues
substantially. If the stricture that enployees cannot take part

of the employers' health benefit contributions in cash were



removed, enployers mght increase their contributions, thereby
sheltering nore of their enployees' conpensation from taxation.
Each of the bills discussed here has provisions to limt this

revenue |oss, however.

MED CARE  VOUCHERS

Given the substantial proportion of health care costs paid by
Medicare, a policy to encourage the use of market forces to
contain costs mght be nore successful if Medicare beneficiaries
were included. (nhe approach that has been proposed would give
those eligible for Mdicare the choice between renaining under
Medicare and receiving a federal voucher to pay for qualified
private health plans. Those who purchased a qualified plan that

cost less than the voucher would get a refund from Medicare.

This option would increase enrollnent in HV> sonewhat, by
rewarding financially Medicare beneficiaries who enroll in HVDs
that have lower costs than Medicare. Under current law, nmost HVDs
are reinbursed by Mdicare on a fee-for-service basis, so that
most of the savings from lower rates of hospital use accrue to
Medicare.  In contrast, a voucher tied to average Medicare costs

would allow enrollees to share in the savings.

Vouchers would not, however, induce nany Medicare benefi-
ciaries to opt for traditional private insurance plans, because
insurers woul d face disadvantages in conpeting wth Mdicare and
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woul d have to provide less coverage for the same cost. In par-
ticular, private insurers would have to include selling costs in
their premiums, a cost that Medicare does not have. These selling
costs could be quite high, since the purchasers would be indi-
viduals, nost of whom would not be reachabl e through enployers.
Also, Mdicare pays less to hospitals than do nost private

insurers--on average, 16 percent |ess than hospital charges.

Finally, insurers offering a nore extensive benefit package
than Medicare would be at a particular disadvantage because of
i nadvertent subsidies currently provided by Mdicare to those
purchasing policies that supplenent Medicare coverage. These
suppl enental policies often reduce cost sharing, for exanple, by
reinbursing the 20 percent of physician fees now not paid by
Medi care. This reduction in cost sharing induces nore use of
medi cal services, but the supplenental policy does not pay the
full cost of these services. Instead, Medicare pays a large
proportion of them—80 percent in the case of additional physician
visits. Aprivate insurer offering a substitute for Medicare plus
the supplenental plan would have to pay the entire cost of the

expanded use of services.

Two factors—-—adverse Selection and the use of vouchers by
those currently enrolled in HMOs--might actually cause Medicare

outlays to increase if the voucher approach were adopted. Adverse
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selection could result in increased Medicare outlays, because
persons opting out of Medicare would tend to be |ow users seeking
plans with more cost sharing than Medicare. This phenonenon night
be aggravated by incentives to insurers to nmarket selectively to
attract the best risks. Greater use of HVX> would increase
Medi care costs since Medicare would no [onger reap the benefits of

the mMOs' |ower costs.

A nunber of other “market-oriented" alternatives mght be
more successful than vouchers in containing health costs for those
eligible for Mdicare. They include:

0 Reinbursing HM3s on a capitation basis;

0 Applying a surcharge t0 supplemental preniuns;

0 Restructuring Medicare benefits to increase both cost
sharing and catastrophic protection; and

0 Making vouchers nandatory.

Rei nbursing HM3s on a capitation basis woul d establish incen-
i;i ves to enroll in HV3>s conparable to the voucher proposal, but
woul d reduce the extent of adverse selection. HR 3399, for
exanpl e, woul d have Medicare pay HM 95 percent of the per capita
cost of Medicare benefits, and would require HM>s to pass along to
Medicare enrollees the difference between the actual cost of
services and the Medicare paynent to the EMO. S nce most persons
who would find vouchers attractive would enroll in HVDs, nost of
the potential of vouchers would be accomplished by this nore
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limted poliey change. Moreover, Medicare would not be exposed to
increased costs from insurers selectively marketing traditional
plans with nore cost sharing, |eaving the high users to be served
by Medicare. A disadvantage to this approach is the need to
define "HMO"™ and the possible exclusion of innovative plans not

qual i fying under that definition.

An alternative would be to discourage suppl emental plans that
effectively elimnate cost sharing under Medicare by applying a
surcharge to their premuns. This change would offset the addi-
tional cost such plans create for Medicare by inducing increased

Servi ce use.

Anore direct approach to increasing cost sharing would be to
change the Medicare benefit structure. Cost sharing for the
second through thirtieth day of a hospital stay could be intro-
duced, for exanple, possibly ina formthat would vary wth indi-
vidual hospital charges so that those choosing |ess expensive
hospitals would pay less. Sone of the savings to Medicare could
be applied toward increasing catastrophic protect'ion, per haps by
adding an annual limt to cost sharing. Such an option woul d
reduce the use of hospital care and increase the degree of price
conpetition among hospitals. Those desiring nore extensive cover—
age could still purchase supplenental plans. Its disadvantage
would be the financial burden experienced by sone beneficiaries,
and the possibility that sone would go w thout valuable care.
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Finally, the voucher approach would have a larger inpact if
it were nandatory. Private plans would no |onger be at a disad-
vantage in conpeting wth Medicare, and Medicare outlays could be
reduced, depending on the level at which the voucher was set.
This option woul d have a nunber of disadvantages, however. First,
adverse selection might be substantial-—especially given the
potential underwiting profits from favorable risk selection--
resulting in large transferé anong the elderly. Second, high
selling expenses could increase the cost of financing health care
for the Medicare population. Third, the inherent conplexity of
health insurance plans leads to questions about the efficiency of

requiring large nunbers of people to make individual choices.

QONCLUSI N

In summary, changes in economc incentives can potentially
slow the rise in nedical costs and reduce federal expenditures for
health care. & the available options, limting the tax exclusion
for enployer contributions to enployee health plans and incor-
porating greater cost sharing into Medicare seem to be nore
efficient and direct than providing consuners wth additional
choices of health insurance plans. Such policy changes woul d
result in lower use of nedical care services and greater sensitiv-
ity to their prices, thereby leading to |ower health care prices.
Both private individuals and the federal government—through

reduced expenditures for Medicare and Medicaid--would benefit.
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