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ROUNDTABLE ON IMPROVING QUALITY
AND REDUCING COSTS IN THE
HEALTH CARE DELIVERY SYSTEM

TUESDAY, APRIL 21, 2009

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.
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ix.]

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The Committee will come to order.

Hubert Humphrey said, and I quote him, “Freedom is hammered
out on the anvil of discussion, dissent, and debate.”

Today, the Finance Committee holds the first of three roundtable
discussions. We hope that these discussions might be the anvil on
which we hammer out health care reform.

The Committee has spent a significant amount of time laying the
groundwork for comprehensive health reform. In the past year, we
held a dozen hearings, held a day-long health reform summit just
across the street at the Library of Congress.

Now, the time for action approaches. These roundtable discus-
sions will preview many of the policies that the Committee will
consider in its June markup.

We will follow up today’s roundtable on delivery system reform
with another on expanding health coverage to all Americans on
May 5, and then we will have our third roundtable on financing
health reform on May 14.

Why is delivery system reform such a critical part of comprehen-
sive health reform? Because our current system falls short. It falls
short in terms of the value that we get for the dollars that we
spend. We spend more than any other country in the world, yet the
U.S. health system scores 65 out of 100 on indicators of health out-
comes, quality, access, equity, and efficiency. And we know from
previous research that adults receive recommended care only about
half of the time in our country.

We have the opportunity to modernize our outdated payment sys-
tems, and today’s payment systems encourage delivery of more care
rather than better care.

We have the opportunity to improve quality. We can encourage
care coordination. We can promote integrated, patient-centered de-
livery of health care.

Each of our participants brings an important voice to the discus-
sion. They are experts, or stakeholders, or both. Among our guests
are folks from the hospital and physician communities; we have
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consumer and business representatives; we have voices for chronic
care management, current and former government officials, and ex-
perts in health care fraud and abuse.

Forgive me for not taking the time to introduce each person. We
have distributed a biographical sketch and a brief statement for
each part icipant.

Before today’s session, we gave each participant some questions
that will help start our dialogue, and beyond that, I anticipate a
fruitful discussion.

So let’s get started with our discussion. Let’s start hammering
out health care reform.

I personally believe that this is a terrific, wonderful opportunity
that we have, not only in the health care community but also in
America. Not many times like this pass by. I think it is very impor-
tant, it is exciting, in fact, that we have the opportunity here to
come together and to come up with health care delivery that makes
sense for Americans so more Americans have higher quality health
care at an affordable cost and access to our health care system in
a way we all know that it should be.

We also must remind ourselves that if we do not act now—that
is, this year—the consequences will be dire. The alternative to not
passing significant health care reform is dramatically increased
costs in health care for consumers, for business, for governments,
and it will be very difficult later on to pass the kind of health care
reform that we know is needed. It will be harder to do that later
on, so we have a terrific opportunity now. It is going to take a little
work, but anything worthwhile takes a little bit of work. And I just
feel very, very good and very excited that the time has now come,
the stars aligned, where we are going to do meaningful health care
reform in America. And today is going to mark the beginning of
that effort, and you are all part of it, and thank you so much for
being here today to help us move along that path.

Now I would like to turn to my partner here, Senator Grassley.

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. Thank you, Mr. Chairman, and thanks to all
of you who are going to participate today, as well as the members
who are going to have to spend so much time on this issue over
the next 2 or 3 months as we work to put this bill together.

This is the toughest issue and most needed issue that Senator
Baucus and I have ever been involved in, and it is not just talking
about health care. It is talking about things that affect 16 percent
or 17 percent of our gross national product.

Most everybody agrees that our health care system is not per-
forming as efficiently as it should. We have escalating costs, an in-
efficient delivery system, and 47 million people lacking health in-
surance. We need to make significant improvements in our delivery
system, and we must make these reforms in a fiscally responsible
way.

A job this big and this important requires everybody to be work-
ing together. During the last year, the Finance Committee has held
a series of hearings on health care reform. We have heard many
witnesses tell us what is wrong with the system and how they be-
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lieve health care delivery can be improved. Indeed, some health
care providers deliver high-quality care at lower cost. We want to
learn from people who are doing things well, take the best ideas,
and apply them where we can.

Each and every one of you plays an important role in the health
care system. If we are to succeed in making real changes that ben-
efit millions of Americans, all of us are going to have to listen and
consider many ideas. Now is the time for innovation and for re-
form.

I urge all of us to roll up our sleeves and help us figure out how
to make these proposals work. Everyone will have to be willing to
recognize strengths, improve upon weaknesses, and find common
ground.

I am very appreciative that all of you have come here today to
help with this process. Working together, we can make a difference
and we can improve our health care system.

Thank you.

The CHAIRMAN. Thank you, Senator.

In an effort to ensure the most productive conversation, I urge
all my colleagues, all of us, and panelists to be quite brief. There
are many of us here, and there is not a lot of time. So I urge each
of us to get straight to the point, get straight to the heart of the
matter in your comments, and that will be most productive.

Mr. John Iglehart will moderate. We discussed this in advance,
John and I. The thought is that John might give a few ground
rules. Then he will begin asking questions of panelists. You all
have questions in advance anyway. Our thought is that Senators
could then jump in any time they want, but I would ask Senators
and panelists who wish to speak to just raise your hand, and John
will then recognize you.

Again, let’s be brief in our comments, and if I personally think
that someone is speaking a little bit too much, you will hear this
little sound. [Gavels.] That means it is time to cut it off. Okay.
Thanks a lot.

We are very honored to have John here. John moderated an ear-
lier discussion over at the Library of Congress and did such a great
job that we thought we would invite him back. John, thank you
very much.

Mr. IGLEHART. Thank you, Senator Baucus.

The panelists, too, given my position at the table here, if you do
have a comment or a question you would like to make or ask, if
you would put your ID cards in a vertical position, I would be able
to see that a little better than if not. And, of course, I will entertain
questions from Senators, or comments, any time their raise their
hand.

We will begin questions with Dr. Glenn Steele, who is the CEO
of the Geisinger Health System in Pennsylvania. And the question
I would ask him or the comment I would start with, anyway, is
that Geisinger Health System nationally has been recognized as an
innovative system that has tried a number of things to focus on im-
proving quality, increasing the efficiency of its plan, and the like.
And given that, Dr. Steele, the first question I would ask you is:
As the Congress works on health care reform, what are the key les-
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sons that the Congress should take away from the Geisinger expe-
rience?

Dr. STEELE. Thanks. First of all, it is an honor to be here. I am
privileged to be a part of this august group.

I think the Geisinger experience is a remarkable way of framing
the issue. We are able to take our insurance leadership and we are
able to take our clinical leadership, the docs and the nurses, and
focus on the patient groups that we think get the least good care.
There would be the chronic disease patients. This would be the pa-
tients with the greatest variation for hospital-based therapy. It
would be the end-of-life patients.

What we start with in the discussion, since we are in this inte-
grated health system, insurance and provider, is: What is the end
result we would like to get with that group of patients? How would
we like to go from where we are now to where we want to be? And
then we back out from the correct incentives.

So we do not start with a negotiation that is based on getting
more units of pay for a particular piece of work. What we start
with is: Where do we want the patients ideally to be in 3 or 5
years? And then how do we get the reimbursement aligned
throughout our doctor group, throughout our doctors and the hos-
pitals, to get there?

I think what we have shown—and, again, the question is: Is it
scalable, is it generalizable to other markets and other non-inte-
grated systems? But what we have shown, John, is that when you
increase quality for these groups of high-utilizing patients, you are
also decreasing cost. So increased quality and decreased cost actu-
ally will cohabitate.

That would be my answer.

Mr. IGLEHART. Let me follow up and ask you, many of your pa-
tients in some of your system are located in rural areas in Pennsyl-
vania. What are the challenges presented in terms of care coordina-
tion, more efficient delivery, when it comes to serving patients in
rural settings?

Dr. STEELE. Well, the obvious issue is access to primary care, ac-
cess to a series of small hospitals that, you know, are very chal-
lenged in terms of their operating costs and access to capital. And
one of the things that we have done is to try to take responsibility
for that. We have established a huge number of primary care phy-
sicians out in 43 counties. We attempt to take care of as many of
our Geisinger patients as possible in non-Geisinger hospitals, many
of which account for half of their admissions—those very small
rural hospitals. And we have found ways actually to extend our
capital access to these hospitals in order for them to get up to snuff
in very expensive technology.

So I think the other advantage in rural areas—everybody always
bemoans rural areas, but actually we have a very stable popu-
lation, and that gives us an advantage because we can see the ef-
fects of what we do not just over 30 days or 6 months, but over
many years. We have stable families, sometimes multigenerational,
and we can use that asset to help take care of a lot of these chronic
disease patients without having to have them, schlep into the
emergency room.
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So the rural issue actually cuts both ways, and there are some
real advantages we have found. We couldn’t do it without elec-
tronics. We couldn’t do it without Health Information Technology
(HIT) throughout our entire geography. It would be impossible be-
cause of the physical distances.

Mr. IGLEHART. Now, you describe the Geisinger system as an in-
tegrated system, which it certainly is. But the patients come from
the channels of payment derived from several different channels.
And in a recent paper that Health Affairs published that you co-
authored, you talked about the sweet spot of one-third of Geisinger
patients for whom you are financially and clinically responsible,
and then the other 70 percent or so of Geisinger patients come
through, as I understand it, a fee-for-service payment channel.

Can you describe either differences in costs or differences in effi-
ciency between this sweet spot cohort of one-third of the patients
and the other 70 percent?

Dr. STEELE. You know, I am going to be a little circuitous on this
one. Seventy percent of our payer is Capital Blue Cross, Highmark,
Northeast Blue Cross, and Coventry, and governmental payors and
30 percent, as you say, is our own insurance company. So for that
30 percent where we are both giving care for patients and we are
insuring them, that is where we have committed our major innova-
tion, because as I said, we can have our insurance leaders and our
docs and nurses in a different conversation than we have with Cap-
ital Blue Cross, Highmark, Coventry, and Northeast. That con-
versation is the old-fashioned “we are trying to get the best rates
we possibly can per unit of work we do,” and that is high yield for
us.

Now, when we create an innovation, whether it is our
ProvenHealth Nagivator—an advanced medical home program—or
whether it is the “warranty” we have developed that takes cost out,
it is obvious that we do that for all the patients, regardless of who
the payer is. So it benefits all the patients. And because our insur-
ance company is relatively small and is competing with big, big in-
surance companies, the way that insurance company sells its com-
mercial product is to take some of that value and give it back
through lowered premiums to the small commercial buyers.

Mr. IGLEHART. And then one last question. Do you have a prob-
lem hiring or retaining under contract primary care doctors in your
plan, Doctor?

Dr. STEELE. We do not, John, because we pay them better than
market, and we pay them better than market because we cross-
subsidize from our specialists. That is part of our social contract.
Our specialists basically understand how important it is to have
the entire continuum of care, and our commitment is to having pri-
mary, secondary, specialty, non-hospital, and hospital based. So it
is a cultural and very important social contract that allows us to
get those folks.

It is a tough market, obviously, and one of the other things that
is very important is the re-engineering of our primary care. We
have a lot of physician assistants (PAs) and nurse practitioners
now doing things that used to be assigned only to primary care
physicians. So we can recruit them, but we are also re-engineering.
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The CHAIRMAN. John, if I might ask both Glenn and also Mr.
Hackbarth, your recommendation of how we can transfer, transport
what you do to nationwide—that is, through Medicare or however?
You know, to be honest, all these concepts, I think, are pretty much
all agreed upon as good delivery system reform. And some sectors
of the economy are doing it. Some hospitals, some docs, some spe-
cialties are doing this. Certainly Geisinger is. So the real question,
for me anyways, is your advice on how we transfer it, how we
transport it to the country as a whole, maybe using Medicare or
whatnot. Just what advice do you have and what problems do you
see going along the way, and how would you iron out those kinks?

Dr. STEELE. Well, the first thing I would do is to redesign CMS.
I think CMS needs to be an engine of innovation, not a stultifying
bureaucracy. I think that part of the redesign should be based on
a patient focus, and I would start with the patients that are prob-
ably the highest cost and probably have some of the poorest con-
tinuity of care. And then I would back out—after you decided
where you wanted to go with that group of patients, I would back
out how you paid for that care.

Now, going from where we are in our structure to where we
would want to be in medical home or bundled payments or what
have you is not going to be easy to get perfect straightaway. So I
think there is going to have to be some sort of a learning network
or some sort of an ability where you take the demonstration
projects and you really make a much more rapid cycle time so that
you are not waiting 5 to 8 years for each demonstration project to
give you some innovative approach.

Mr. IGLEHART. Senator Stabenow?

Senator STABENOW. Thank you very much. Thank you, Mr.
Chairman, and thank you to each of you. I guess my question——

The CHAIRMAN. If I might, I am just curious. Glenn did not get
a chance to answer that question. I asked the same question of
Glenn. If he could just answer that question, because MedPAC has
a lot of thoughts on that, too, I would guess. I am sorry, Senator.

Mr. HACKBARTH. Thank you, Senator Baucus.

Geisinger is a terrific organization. My own professional experi-
ence in health care management is in Geisinger-like organizations,
but as you say, most of American health care is not currently orga-
nized that way, and so we will need to start with building blocks
and move in measured steps towards better coordination, better in-
tegration of care.

I would like to identify two opportunities in Medicare. One is to
change how we pay physicians, with particular emphasis on both
increasing the level of payment for primary care and changing the
method of payment for primary care, not just paying fee-for-service
but also paying a lump sum per patient, as is embodied in the med-
ical home idea.

We have abundant research that shows that strong primary care
is essential for a well-functioning, high-performing health care sys-
tem. As you know all too well, primary care in the United States
is weak and, unfortunately, getting weaker. So that is a key pri-
ority.

A second major opportunity that we see both for improving care
and reducing cost as well as starting to build some organization in
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the health care system is a focus on readmissions. As you know,
Senator, Medicare has a very high readmission rate. About 18 per-
cent of Medicare patients are readmitted within 30 days of a hos-
pital discharge at a substantial cost financially and some cost in
terms of pain and suffering and risk for the patients involved as
well.

What is striking about those numbers is there is a very large
variation in readmission rates across hospitals, and so we see in
that an opportunity for the high readmission rate hospitals to im-
prove by learning lessons from their peer hospitals.

We think that there are two types of changes that Medicare
ought to make in order to encourage a focus on readmissions. One
would be to feed back data to hospitals and their medical staffs on
how their readmission rates compare to their peers’ and then follow
that with a penalty on excessive readmission rates.

Concurrent with that, we think that Medicare ought to invest in
pilots of what we refer to as bundling, whereby Medicare would
make a single payment covering all of the cost of the admission
and perhaps post-acute care as well, so it would cover the hospital
inpatient care, physician services provided inpatient, plus poten-
tially post-acute providers. And so if there is a single payment,
there will be a strong incentive for all of the participants—the phy-
sicians, hospitals, and post-acute providers—to focus on how we
can reduce the readmission rate.

A secondary advantage of that is that providers that heretofore
have acted in silos independently of one another will need to come
around the same table and say, “How do we solve this problem?”

The CHAIRMAN. Good. Thank you.

Mr. IGLEHART. Senator?

Senator STABENOW. Thank you.

Dr. Steele, I wondered if you could speak a little bit more about
your ability to focus on chronic diseases and be patient focused as
an integrated system? Because as I understand it, you own your
own hospitals; you have home care; you have nursing homes. And
that is a different delivery model than we have in other areas. You
have your own insurance company that is covering a third of your
patients. To what extent does that—if you could speak more to how
that affects your success in doing what we all want, which is to be
creating a system that is more patient focused?

Dr. STEELE. Senator, I think it is critical, and, you know, we
could talk about the blocking and tackling, but the main reason
that folks with congestive heart failure end up being admitted and
readmitted and/or readmitted—in our experience—is they do not
take their medicines at the right time or correctly. I mean, it is just
that simple.

Now, solving that problem is an immense and complex series of
blocking and tackling issues that we have accomplished in different
ways. We put nurses in our community practice sites, and the
nurses take care of 125 of the sickest patients on a 24/7 basis, so
it is kind of like concierge care for the sickest, not the richest. And
it basically helps to redesign the practice, so the primary care phy-
sicians are able to do something else if the nurses are really
triaging those sickest patients.
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The real question is: What are the lessons for scaling and gener-
alizing to the rest of the country? And I do not have simple an-
swers for that. But I think if in Medicare you are able to focus on
that as a 3- to 5-year goal: number one, I bet you would cost it out
through CBO and it would be a huge savings; and, number two,
you know, if you could create some sort of an innovation engine
that would allow other systems that were like ours or virtual sys-
tems to try to solve for us, because we are not going to be able to
come up with the perfect generalized solution.

Now, if you don’t get there, then maybe there should be a Plan
B, and the Plan B would be something that would be a lot more
onerous, you know, than 3 to 5 years of innovation and trying to
get there. So that would be my response.

Senator STABENOW. Thank you.

Mr. IGLEHART. Senator Conrad?

Senator CONRAD. Just following up on Dr. Steele, and I pose this
to the panel because I do not know—perhaps, Mr. Iglehart, you can
direct the question. The statistic that jumps out at me is 5 percent,
roughly 5 percent of Medicare beneficiaries—Dr. McClellan would
know this—use half of the budget. Five percent use 50 percent of
the money, and they are the chronically ill. And we do a very poor
job of coordinating their care. The result is we get weaker health
care outcomes than we should, and it costs far more than is nec-
essary.

Have you, Dr. Steele, in your organization found that coordi-
nating the care for those chronically ill does get better health care
outcomes, does save money? And what is the empirical evidence
that tells us that?

Dr. STEELE. We are going to turn a paper in with an experience
of about 35,000 Medicare patients and about 3,000 to 5,000 com-
mercial patients—with chronic disease, and hopefully it will get ac-
cepted in a nice peer-reviewed journal and we can talk about it.
But I can tell you that from our original experiment, which started
about 4 or 5 years ago, where our insurance company put these
nurses into the community practice sites to help re-engineer the
practice and focused on that group of patients you are talking
about, the return on that for the patients was incredible. It was in
a number of our sites over a 50-percent decrease in rehospitaliza-
tions, you know, in a year, and that has been durable.

Now, most of the financial benefit of that in our system comes
back to our insurance company. But because we are an integrated
system, we can do internal transfer pricing and get a lot of those
rewards, financial rewards, back to the folks that actually deliver
the improved care. And, you know, we would have to innovate as
to how to do that in non-integrated health systems. But we have
got pretty hard data that, when you redesign, you really do benefit
the patient, and quality goes up while cost goes down. They are not
inversely related.

Mr. IGLEHART. Dr. McClellan, do you want to respond?

Dr. McCLELLAN. Yes, Senator, just to pick up on your question,
there is no double that for many of these Medicare beneficiaries,
most of whom have a chronic condition, they are experiencing com-
plications and higher costs, worse health because we are not doing
nearly all we could to help them get better outcomes. And Dr.
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Steele has talked a lot about the activities that the Geisinger clinic
has undertaken, and, by the way, some of those were supported by
payment reforms in Medicare to support those kinds of coordina-
tion of care activities. But the problem for most of the physicians
in your States—and I am sure you hear about this from all of them
all the time—is that they know steps that they could take that
could help patients comply with their medicines better, that could
help them manage their diseases better. They just do not get any
support for that in most of our current payment systems. They get
paid on a fee-for-service basis, and what Medicare typically does
when costs go up is you squeeze down the payment rate so it gets
harder and harder to spend time with patients. Things like having
a nurse practitioner help care for the most complex patients; things
like actually taking the time and effort to put information into an
electronic system so that it can be shared; things like spending
extra time educating a patient about why certain drugs or certain
dietary or activity changes are needed—none of that gets reim-
bursed. So it is very hard for providers today, outside of integrated
systems like Geisinger’s where they are actually now supported in
doing this, to provide the kinds of care that would really help im-
prove the outcomes.

The problem on the other side, of course, is that if you talk to
some of the budget experts at CBO and the Medicare actuaries and
so forth about just simply taking steps like starting to pay for all
these things that we do not pay for now, there is a real concern
that that could add to health care costs if it does not really result
in changes in care that get those better outcomes and that reduce
health care spending.

So that is why I think some of the movement in this direction
that your staffs are supporting—and I really commend the bipar-
tisan effort here—is to move away from just relying on fee-for-serv-
ice payments, but instead of simply paying more for more or other
kinds of stuff, move towards having some accountability around
better results, reducing these complications, as Dr. Hackbarth
mentioned, reducing the readmissions, getting costs down, improv-
ing patient outcomes in measurable ways. That is the general di-
rection that we are trying to move in, and the big challenge, of
course, is how can we do it in a way that is not too disruptive for
care today, most of which is not integrated at all, yet still is going
to give us some assurance that we are getting real meaningful
change quickly. And I think there are a number of proposals that
your staffs are working on that people on this panel have suggested
that can be put together to create a vision to get there.

The CHAIRMAN. John, I must interrupt here. We have a little
business to conduct which will help health care reform, and that
is to confirm Kathleen Sebelius as Secretary of HHS.

[Recess.]

The CHAIRMAN. We will turn back to our business. John?

Mr. IGLEHART. Mr. Hackbarth, I would like to get back to your
days as an executive at the Harvard Community Health Plan and
the Harvard Vanguard Plan, because you administered a plan that
had capitation payments and fee-for-service payments, as does
Geisinger. And the question I have is really the relative efficiency
that you recognized during that period of time. Fee-for-service
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seems to be, if not universally recognized as kind of the problem
or the major problem, or one of them, certainly, of the current sys-
tem, and I would like to get your thoughts on the relative value
and efficiency of those two kinds of payment channels.

Mr. HACKBARTH. Well, at Harvard Vanguard, which is a 500-phy-
sician, multi-specialty group practice in Boston, we were about two-
thirds prepaid global capitation covering all services from the most
basic to the most complex, so we would get a lump sum per patient
payment per month, and then about one-third was fee-for-service.
And to be blunt, fee-for-service was a pain in the neck to deal with,
and we were able to provide the sort of care that we thought pa-
tients needed by using the global capitation payments.

The key is that we—and I say “we” meaning the clinicians of the
group—have the flexibility to allocate resources where they see the
most benefit for the patient; whereas, under fee-for-service you only
get paid if you check certain boxes and you do certain activities,
and some of the most critical activities in health care are not paid
for by fee-for-service.

So from our perspective, the global capitation was a much more
effective system, and we used those payments to improve care for
our fee-for-service patients. It is not just an issue of the payment
level in fee-for-service. It is what is not paid for is the crux of the
problem.

Mr. IGLEHART. Taking the experience of the last 9 years as
chairing MedPAC, and recognizing that earlier experience, and also
recognizing Senator Baucus’ earlier question about how you take
experiences and scale them up to some national level, what
thoughts or recommendations might you have based on MedPAC’s
work about moving to a more efficient payment system?

Mr. HACKBARTH. You know, I think we need to look at both ends
of the provider continuum. We do have some organizations that
have the potential to be Geisingers of the future, and I think if
Medicare combined with private payers offer payment methods
that reward the effective integration of care, we will get more of
those organizations. And so I am sure that Mark McClellan will
talk later on about an idea that he and colleagues have developed
called accountable care organizations, and basically it is a way,
within the context of fee-for-service Medicare, of rewarding orga-
nized, integrated delivery of care. We think that concept has poten-
tial, although it is quite tricky to figure out the precise payment
method within Medicare to make it work.

So we need to work that end of the continuum, foster more orga-
nized, integrated delivery organizations. But having said that, as
I said in response to Senator Baucus, there are going to be large
parts of the American health care system that are not ready for
that, and so we need to start smaller with them, build up our pri-
mary care base through higher payments for primary care, dif-
ferent methods of payment, and then we think around hospital ad-
missions there is another opportunity to begin bringing providers
together—physicians, hospitals, and post-acute providers—to better
organize and integrate care. So work both ends of the provider or-
ganization continuum.

Senator WYDEN. John?

Mr. IGLEHART. Yes, go ahead, Senator.
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Senator WYDEN. A question on this point. We have been at it
maybe 20, 25 minutes, and this panel has already done a very good
job, it seems to me, of showing we are spending a lot of money on
health care. It is $2.5 trillion this year, but we are not spending
it in the right places. And, clearly, that started with Glenn’s com-
ments and has been echoed.

So I wanted to ask and maybe direct this to you, Dr. McClellan:
It is clear that of that $2.5 trillion, well over $700 billion of it is
spent in areas that are of modest or no value. That is what Peter
Orszag said at CBO. Lew Morris at the Inspector General said $60
billion is out the door on fraud. The Center for Medicare & Med-
icaid Services says $10 billion goes for inaccurate payments.

Why don’t you start by saying how we could better spend that
$700 billion in a way that we might actually show the American
people would wring some savings out of that $2.5 trillion sometime
in the next few years? Because that is what I think they are wait-
ing to hear. They have got bailout fatigue. They are not going to
support spending trillions of dollars in new money. But if you and
your colleagues can show us how we can wring out some savings—
and I, for example, am very attracted to Glenn Steele’s idea. I am
pretty much ready to say we ought to go to a warranty approach—
a warranty approach that involves the doctors and good quality.
That is a way to generate some savings. But, Mark, how do we
start with that $700 billion plus and show the American people we
are squeezing some savings there before we ask them for more
money?

Dr. McCLELLAN. Senator, this is a core question. I am sure the
other panelists have some views on it that will, I think, reinforce
some of the things that I am saying. But as you pointed out, our
health care system is doing a pretty good job of showing us the
money, and we know where the money is going. But we are not get-
ting what we should in terms of the results. We are not showing
the results.

A lot of the comments that you have heard so far have all been
focusing in the direction of emphasizing getting better results for
patients. And as you heard just a minute ago from Dr. Hackbarth,
giving providers more flexibility in how they get there rather than
just micromanaging them by paying for certain services, not paying
at all for others, is very important for doing that, but that needs
to go along with some accountability for what we really want our
health care system to produce.

That is what the American public wants to see. They want to be
healthier. They want to see these gaps in preventable complications
close. But also, if you look at surveys—and I know you have since
you have spent so much time and effort on finding a way forward
on health care reform—they are also very concerned about dis-
rupting the kind of care that they get now. The very important re-
lationship they have with their doctors and their other health care
professionals is really important to them.

So as we make these changes, we need to make sure to do it in
a way that is not too radical and too disruptive, especially for the
vast majority of Americans whose doctors cannot even get, if they
wanted to, timely information on whether the prescriptions are
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being refilled or what other specialists are being seen or whether
their patient has been admitted with a complication.

In the short term, there are a number of proposals, like medical
home payments, like health IT payments, like moving towards bun-
dled payments for admissions, that could move us in the direction
of showing that we are getting better results and we are doing a
better job of supporting doctors and patients in doing good care,
and over time we need to put more emphasis on the fact that we
are actually getting better outcomes and lower costs.

So that is how I think this can fit together, and I think it is very
important for this Committee on a bipartisan basis to, as you did,
point out the problems that we have in our health care system
today, but also a path that is not too radical and disruptive but
that can over time get us to some fundamentally better outcomes
at a lower cost. And I do not see another way to get there besides
measuring the outcomes that we really care about and starting to
build that into our payment systems and benefit designs and all as-
pects of our health care system, much as Geisinger has already
started to do.

Mr. IGLEHART. Senator Cornyn?

Senator CORNYM. Thank you. It has been widely observed that
we do not really have a health care system, we have a sick care
system. And I want to ask, perhaps playing off of Senator Wyden’s
questions, how we can save some money, but also by encouraging
or providing incentives for individuals to take some personal re-
sponsibility to do some of the things that will keep them healthier
and well longer, thus avoiding costly and perhaps painful, health
care conditions.

I am aware—and no doubt the panel is, too—of some instances
where various companies are trying to control their own health
care costs. Safeway, which—Mr. Steve Burd, who has, I know, con-
sulted with a number of us on a bipartisan basis, has really kind
of a fascinating program at his company, which perhaps is dupli-
cated elsewhere, which provides a financial incentive to the em-
ployees to do things like quit smoking, lose weight, get exercise,
control their blood pressure, control their cholesterol, get a
colonoscopy on a periodic basis—the kinds of things that will keep
them healthy longer or perhaps diagnose conditions early on when
they are less costly and less dangerous to treat.

What kind of delivery system are we going to design for Medicare
or other public tax dollar-supported programs to provide some in-
centive for individuals to take some responsibility for their own
health care and to stay well and healthy longer?

Mr. IGLEHART. Mr. Lee?

Mr. LEE. Senator, Peter Lee with the Pacific Business Group on
Health, and I just want to affirm the question in that many large
employers are investing a lot of money, time, and effort in engaging
their employees in staying well. And we talked about, Mark, the
spectrum on the provider side. We need to look at the spectrum on
consumer side of engaging folks that are well to stay well. And I
think that the lessons from the private sector should be brought
over to Medicare, which is to encourage people that are well to en-
gage in healthy habits, but also for people with chronic disease to
have incentives to be engaged in disease management programs.



14

The issues on the treatment side need to be married with the con-
sumer side.

I think also, though, we have a challenge with Medicare. Medi-
care is often seen as one size fits all as opposed to being tailored.
And I think we need to really look at how Medicare can implement
consumer-facing programs such as do we have networks within
Medicare for centers of excellence that you encourage people with
information and incentives to say this center is doing a better job.
This is a challenge, but we need to look at lessons from the private
sector that can be brought in, consumer facing on the public sector
as well.

Mr. IGLEHART. Senator Bingaman?

Senator BINGAMAN. Thank you. I was just struck by Dr. Steele’s
point when he was asked what could be done to take the practices
that you have got at Geisinger and expand them. I thought his an-
swer was redesign CMS to be an engine of innovation.

I would just be interested in Dr. McClellan’s view as to what the
obstacles are to us getting that done. It seems to me, you know,
Congress is way into the weeds on health care reform and writing
these laws and trying to understand the intricacies of this busi-
ness. Why can’t CMS be given a broader mandate—or maybe they
have a broader mandate—to implement many of these practices
that I think everybody around here says make a lot of sense and
save us a lot of money and improve care?

Dr. McCLELLAN. Let me start by saying a word of praise for the
staff at CMS that have an enormously, impossibly complex job,
very limited resources to do it. They are overseeing the largest
health care programs in the world for the most difficult populations
and the most vulnerable populations in terms of coverage. So with
their limited budget, they frankly need a lot more resources, would
be the number one thing, and I think would help get more done.

But as you pointed out, the way that Medicare is managed now
does not leave a whole lot of room for discretion in implementing
the kinds of reforms that we have been talking about today—mov-
ing away from payment on a fee-for-service basis, promoting
wellness, and new steps to help patients with chronic disease man-
age their disease at a lower cost.

Congress, in due respect to this Committee, you all set the pay-
ment rates for each and every Medicare service in each and every
county around the country.

Now, you have also given CMS a lot of demonstration authority,
and Dr. Steele mentioned this. In fact, while I was at CMS, we im-
plemented a demonstration program with Geisinger to pay them
more when they demonstrated that they were getting better out-
comes at a lower overall cost for their patients. I think that pro-
gram has helped motivate and implement the kinds of steps that
Dr. Steele talked about over the last couple of years.

It would be very helpful to enable CMS to engage and support
more pilot programs like that. You heard a minute ago about the
cycle time for trying out new approaches in payment or in benefit
design being much slower than it should be if we want to see time-
ly and effective impacts on health care costs and the health of
Americans. That is going to take more resources, and it is going to
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take at least a clear authority for CMS to pilot and test out these
new approaches.

In the Medicare Modernization Act, there was a pilot program for
Medicare Health Support, a kind of disease management program.
It ended up not in most cases delivering the savings that had been
hoped, but at least it could be tried out on a large scale, and at
least successful programs could be expanded quickly. That might
be a model to look at more widely as you are considering these re-
forms.

The CHAIRMAN. I might ask, though, Dr. Steele, what did you
have in mind when you say reform of CMS? Three minutes.
[Laughter.]

D{l STEELE. I have the ability to speak without any knowledge
at all.

The CHAIRMAN. You are not alone. [Laughter.]

Dr. STEELE. Again, I do not think we are going to get it right for
all of these changes straightaway, and yet I think we have huge
leverage through Medicare, and also through Medicaid. We have
not talked about Medicaid either. That is another incredible lever.
And I think if we are interested in getting closer to an integrated
system, whether it is a real one or a virtual one, if Congress could
set the big rules—here is where we want to go in 3 years or 4
years; you folks figure out how to get there. And by the way, if you
do not get there in improving this quality of care and decreasing
this cost, then we will have a Plan B—I have a feeling that
ramping up from our small experiments to maybe, I do not know,
three, four, five million out of the 40 million would be the next step
in looking at scalability, with much more feedback, much more
ability to change on the fly.

A lot of what we did was accomplished because we were able to
change on the fly. There were a lot of unanticipated consequences
for things that we did that we could respond to. That is at a
35,000-foot level, it is without working specifically with CMS, you
know, so it is easy to make these pronouncements.

The CHAIRMAN. Thank you.

Mr. IGLEHART. Senator Snowe?

Senator SNOWE. Thank you. I held some listening sessions in
Maine over the recess, and many of the issues that you raise here
today with respect to primary care being instrumental and improv-
ing the quality of care and lowering costs is exactly what I heard
at home. And one of the issues that was raised, however, was the
crisis that exists with physician shortages, particularly in primary
care. And if you look at the number of studies that have been re-
leased on this question, I think it is all the more evident that we
have a dearth of physicians with respect to primary care. Ameri-
cans lack access, almost a third of Americans of working age lack
access to primary care providers. Seventy percent, I was told, of
health care needs can be met in primary care. And yet we have a
lack of primary care providers across the spectrum. And, in fact,
we will have a serious crisis by the year 2025, and even more so
if changes are made to the system.

So I would like to ask you, Dr. Tooker and Mr. Hackbarth, and
anybody else who cares to comment on this question, how do we
reverse that? And what is the timetable for reversing it? Because,
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obviously, it is going to take some time to, you know, turn this ship
around with respect to primary care physicians and nurse practi-
tioners and physician assistants across the spectrum, which is a
critical problem, even more so when only 2 percent indicated an in-
terest in even going into the primary care field, which I think is
all the more troubling given the fact that I think the emphasis on
prevention and early diagnosis is going to be key in transcending
from a system that responds to a crisis and rather trying to design
a system that is to prevent the illness in the first place.

So, Dr. Tooker, would you care to comment?

Dr. ToOKER. I would be delighted. Thank you, Senator Snowe,
and thank you, Chairman Baucus and Ranking Member, for this
opportunity.

As Senator Snowe has said, I think on the one hand the value
of primary care is highly recognized as a critical part of a high-per-
forming health system. But that value is not translated into val-
uing primary care providers, including physicians, in this country.
The disparity in payment across specialties of primary care com-
pared to other specialties is wide, and the first recommendation
would be to restore those primary care physicians who are pro-
viding care right now, quickly, immediately, with improvements in
reimbursement for primary care physicians now.

Related to that, though, and I think a critical part of this notion
of the funding for primary care, including new models of care, such
as the patient-centered medical home, is funding the infrastructure
to provide the care that these patients need. As Glenn Steele has
said, Geisinger helped to reform primary care at Geisinger, both by
improving the compensation for primary care physicians so that
they do not have difficulty recruiting primary care physicians to
those practices, but also in providing the infrastructure for those
physicians and the team-based care that they provide to be able to
provide the care—for example, care coordination. Thinking about
our Medicare population in particular, about a quarter of Medicare
patients have five or more chronic conditions. They will see lots of
physicians over the course of a year, 40 or more outpatient visits
in a year, hospitalizations, et cetera.

There is an enormous amount of information that has to be man-
aged for each individual patient, and that does require infrastruc-
ture. It requires the people with the skills, such as advanced prac-
tice nursing, which in team-based care is invaluable, but also re-
quires—and Glenn mentioned you cannot do this without the elec-
tronics—the need for practices to be able to acquire health informa-
tion technology, and obviously that has been a big part of the stim-
ulus package as well.

I think we also at the same time need to recognize that the de-
mand for these services is only going to increase with an aging pop-
ulation, and to your point about prevention, I think Senator
Cornyn made the same point, that at the present time primary
care, population health, and preventive services are not reim-
bursed, so there is not time for the physician and the team to pro-
vide those services now. In a medical home model with team-based
care, with adequate compensation for the care coordination, those
services can be provided. I am not, though, saying that if you were
to score this 1 year from now that you would be able to document
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savings—funding primary care would have to be a long-term propo-
sition.

The last point I want to make in response to your question, Sen-
ator, is that while I am a huge admirer—I am from Pennsylvania
now, formerly from Maine. I am a huge admirer of Geisinger, but
we have to recognize that the vast amount of this care in this coun-
try is provided in practices of five or less now, 80 percent or so.
And we are talking about in the range, in the 2006 National Inven-
tory Care Study, of 900 million ambulatory visits in the course of
a year. So the vast amount of this is taking place in small settings,
and there is this big divide between the electronics that Geisinger
has and what a two- or three-person practice has. And while we
might want it some other way, that is the reality which we are
dealing with right now.

So I think there has to be frank recognition of the fragmentation
of health care in this country, and Maine is a good example of that
right now.

On the other hand, Maine is also leading in the sense of innova-
tion of developing a primary care medical school with Tufts to try
to solve some of these problems that you were talking about.

Thank you.

Mr. IGLEHART. Mr. Hackbarth?

Mr. HACKBARTH. Two quick additional points, Senator Snowe. In
addition to the medical home, MedPAC has recommended that
Congress provide for a bonus payment basically for clinicians that
are focused on primary care practice. So this is an additional pay-
ment on top of the standard fee-for-service payment that would go
to clinicians that are in certain specialties and through their pat-
tern of practice demonstrate a commitment to primary care.

In addition to that, we have made several recommendations
about the process by which Medicare sets the fees for different
types of services, the relative values, and we think that that proc-
ess is skewed in a way that is detrimental to primary care.

The last point that I would make is that, you know, even if we
do all of these things—medical home, primary care bonus, change
the RVU-setting process—the unfortunate reality is that we are
going to face a shortage of primary care clinicians in the future. We
are going to have too many older people with complex illnesses and
not enough people coming through the pipeline. And so I think an-
other part of, if not a solution, another part of addressing the prob-
lem is increased use of advanced practice nurses. In Harvard Van-
guard Medical Associates, my old group, we made extensive use of
advanced practice nurses to complement the efforts of physicians,
and I think the health care system needs to do that more broadly.

Mr. IGLEHART. Dr. Korn, do you have a quick comment?

Dr. KorN. Yes. I am with the Blue Cross and Blue Shield Asso-
ciation, and I think I can weave together some of the suggestions
made by Senators into a recommendation. What can CMS do?

You know, the Blues are somewhat unique. We are national, but
we are also very, very local. And so as CMS thinks through any
number of innovations and/or pilots, you might consider partnering
locally with successes that have been achieved. And we are begin-
ning to emulate the Geisinger model in a fee-for-service environ-
ment. I am sure you know in Iowa that we have a model where
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nurse case managers work for the individual physicians’ offices
rather than the plan, and care management is directed to those pa-
tients whom the physicians suggest are most ill.

Montana a number of years ago innovated with a remarkable
program to control the use of unnecessary radiologic procedures.

Massachusetts has now put together a program where, in a fee-
for-service sector, using a very unique contracting strategy, they
are beginning to emulate the incentives and loyalties that a
Geisinger system has.

The reason I am somewhat passionate about this is because age
65 is an artificial designator. The payer changes, but the delivery
system does not. And so if there is some way for those of us who
care about these things and finance this care to learn from one an-
other and benefit from one another’s experience and even use one
another’s capabilities in reasonable relationships, I think there is
a real opportunity. And the Blues are prepared to collaborate and
share with all of you in any way we can.

Thank you.

The CHAIRMAN. I see that Senators Cantwell and Carper have
been trying to seek recognition for a while. I do not want to get in
your way here, John, but I just know they have been

Senator CANTWELL. Well, I wanted to jump in there on the pri-
mary care shortage issue and just ask or emphasize more about the
education system, about incentives for getting those to go into pri-
mary care with more loan forgiveness, more focus on medical resi-
dency support, and more on the structure—I mean, obviously, we
have to quit disincenting from a structural perspective primary
care service, but we also, as you said, have to deal with the short-
age, and I think we need to be much more aggressive.

I am hearing from my hospitals in Spokane—and I know,
Umbdenstock, you just came from there, running the association—
patients are now coming back to the emergency room for their pri-
mary care. It is not just the cost of going to the emergency room.
People are using the emergency room as their primary care physi-
cian, and it is costing us. And so we have to deal with this demand
wave that is coming in for the population and match it up with
education programs. So I wondered if you supported those kinds of
incentives.

Mr. HACKBARTH. MedPAC has just recently begun looking at
medical education and Medicare’s role in financing medical edu-
cation to see if there are ways that we can use the leverage of that
financing to influence the output. We have not yet made specific
recommendations. We may well this coming fall. But among the
issues that we have identified are, of course, the mix of people
being trained is not what we would want from the perspective of
a high performance health system, and conceivably—and this is not
a MedPAC recommendation, but conceivably, you could imagine
Medicare saying, you know, we are going to skew our payments to
reward more primary care training than others.

You could imagine Medicare or the Federal Government more
broadly establishing special programs of expanded loan forgiveness
for clinicians who commit to primary care activities.

There are also some more technical issues in how Medicare pays
for residents that actually get in the way of proper ambulatory
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training. The training is skewed towards inpatient hospital and
away from ambulatory settings.

So there are a number of levers that we think Medicare might
be able to influence that could change the output in constructive
ways.

Mr. IGLEHART. Senator Hatch?

Senator HATCH. Well, thank you. Now, in my opinion, just along
the same lines, we have access to the finest facilities and tech-
nology in health care, but their effectiveness will always be limited
if we do not have well-trained professionals. The workforce short-
age in our health care system is reaching crisis proportions, in my
opinion, and is a multifaceted and complex problem that ranges
across the entire cross-section of the medical profession, from
nurses to primary care physicians to emergency room doctors.

Now, to truly understand this problem—and I have been very
impressed with some of the things you have said, Mr. Hackbarth,
and MedPAC. But to truly understand this problem across this
broad spectrum of issues, I would like to suggest maybe the forma-
tion of a medical or health care workforce shortage commission to
not only study the several efforts already underway, but to provide
Congress with a blueprint of recommendations to better coordinate
these efforts and suggest new strategies to drastically reduce, if not
completely eliminate health care workforce shortages.

So I am very interested in hearing your various perspectives on
that suggestion and see if that is a worthwhile thing to do. Dr.
Tooker, we will start with you.

Dr. TOOKER. Yes, thank you very much. I think that builds on
the comments from you, from Senator Snowe, and also the testi-
mony that we had originally provided.

To me, there is, unless the market is going to fix itself first in
the sense that primary care is competitive in the market, it will not
be enough just to try to fix medical school and graduate medical
education, and by the market, I mean that we need to value pri-
mary care as highly as we value every other critical service that
is provided to our patients now.

I think it is important—and that is why I mentioned the primary
care medical school in Maine—to have innovation where medical
students are specifically encouraged to practice a certain kind of
medicine in a certain geographic area. Maine is unique, or northern
New England is unique, and I think that there, that is a potential
benefit. For example, loan forgiveness, because the debt of medical
students now is in the range of $160,000. They are making rational
decisions to pursue careers that are going to reimburse them high-
er.
But I think sometimes we are not talking enough about how and
where they are trained, and we, of course, have very impressive
academic medical centers in this country, and in GME we have
hundreds of other community programs that are developing our
trainees now. But I would say—and I am certainly a part of it,
coming from a major academic medical center in Philadelphia—
that primary care is not valued in academic medical centers the
same way that other tertiary and quaternary services are. Aca-
demic medical centers are ranked by the number of NIH grants
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that they get, how specialized their services are, not for primary
care.

So I would tend to agree with Senator Hatch that we need inde-
pendently to look at workforce from the point of view of what is the
best workforce to provide care for the patients in this country as
opposed to other models which are disincenting our young people
to go into primary care.

Now, to their credit, the AAMC, the Association of American
Medical Colleges, has been out front in the sense of a patient-cen-
tered medical home model in which they have committed as a mat-
ter of policy to providing the appropriate training for the patient-
centered medical home. But a lot of that training is difficult to pro-
vide in typical academic medical centers, and as Glenn Hackbarth
has said, we need to expand funding to making payment available
for community-based training for these types of physicians.

Senator HATCH. Well, I appreciate those comments. Can I ask a
follow-on question, Mr. Iglehart?

Dr. Brent James of Intermountain Health Care in Salt Lake, one
of the top quality experts in the country, often says that the United
States is number one in providing “rescue care.” Rescue are is sav-
ing accident victims, premature babies, heart attack victims, trans-
plant patients, and dialysis patients, just to name a few. The good
news perhaps is that no other country comes close to the United
States in providing rescue care.

Unfortunately, rescue care has little or no impact on the general
population and on more effective approaches to place a stronger
emphasis on primary care and preventive medicine.

Now, how do we as a country go from providing the best rescue
care in the world to providing our citizens with better primary care
and preventive medicine? Anybody who cares to answer.

Mr. IGLEHART. Dr. Opelka from the surgical community,
thoughts on that? And also your workforce perspective, if you
would, please.

Dr. OPELKA. Thank you very much, and Chairman Baucus and
Senator Grassley and the rest of the Committee members, we ap-
preciate the opportunity to be here on behalf of the American Col-
lege of Surgeons.

If T could, Senator Hatch, first to the workforce issues, they are
complex and we are starting now to see some actual shortages in
surgery areas. We have got about a 16-percent reduction in general
surgeons over the last 10 years. We are now reaching the point
where we are losing general surgeons in aggregate, and in other
areas of surgery, like urology and ophthalmology and orthopedics,
the number per 100,000 is dropping year after year.

Now, perhaps some of that is right-sizing in surgery, but perhaps
some of it is not. And certainly in general surgery, and particularly
in the rural areas, if we think about the medical home—and we are
highly supportive of the concept of the medical home—the general
surgeon actually is the first responder for the entire medical home
community. And with a shrinkage of that general surgery support,
it supports all the rest of the acute care in a hospital. When you
start to lose your general surgeons in a hospital, you start to lose
your hospitals. It is very difficult for rural communities to actually
support other activities in a hospital if they do not have the gen-
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eral surgeon. And we will actually see an erosion of some of the
trauma support that we currently have and established at a very
high level.

In other specialty areas, you can leave Boston and Worcester,
Massachusetts, and start heading to the west and you will not find
another neurosurgeon until you get to New York. So when you
have major trauma injuries, head injuries, transporting those pa-
tients, if you do not have the general surgeon to stabilize them in
those communities and they cannot get them to a neurosurgeon in
a timely fashion, we are going to have other major issues.

Now, the real problem with the workforce and the reason I think
your idea is such a great idea is that it takes a long time to develop
these surgeons in their specialty areas. It is 6 or 7 years before
they complete their training after medical school, and then to truly
flourish and develop that expertise is another 3 to 5 years as they
mature as a surgeon.

So the queue is very long. The pipeline is a long push. When we
are behind in general surgery, it is going to take us years to catch
up. So we need programs to address these workforce shortages and
to incentivize people to go into those areas.

Lastly, then, to address your issue, I think switching our focus
is probably not to switch our focus on the excellence that we have,
but to truly hit into these chronic care diseases where even the sur-
gical specialties are on board that we need better primary care, we
need better coordination of care with our primary care colleagues
to take care of not an isolated silo of care, but to take care of a
continuum of care. How do we deliver the best care not for this mo-
ment for this patient but over this life for this patient for that dis-
ease condition?

Senator HATCH. Thank you.

Mr. Chairman, I presume we are able to submit questions to the
panel, because this is an excellent panel.

The CHAIRMAN. Absolutely.

Senator HATCH. I just want to compliment them for taking the
time to be here.

The CHAIRMAN. I might just put a little bug in Senators’ ears,
and even the panelists, that we may want to, because this is so im-
portant, come back this afternoon, too, and just keep going here,
because there are not many opportunities like this, and this might
be the appropriate thing to do. But yes, questions

Senator HATCH. Mr. Chairman, I have a lot of questions, but I
have to, like all of us

The CHAIRMAN. We all do.

Go ahead, John.

Mr. IGLEHART. Senator Nelson?

Senator NELSON. Thank you. I want to throw out a couple ideas
and get you all to respond.

Number one, the advantage of Medicare Advantage, a Medicare
HMO having a 14-percent differential, should we put that on a
competitive basis? Because it was originally set up to save costs,
and, of course, it did not save costs.

And the other one, dealing with the workforce, Medicare sup-
ports residency slots. Well, that was all frozen in 1998 with the re-
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sult that your growth areas are way underfunded now in the
growth States for residency slots.

So maybe if we could start with Mr. Williams, that you could ad-
dress the Medicare HMO.

Mr. WiLLiaMS. Thank you, Senator, and it is a pleasure to be
here and have an opportunity to share our point of view.

I think it is fair to say that there are opportunities for meaning-
ful cost savings from the Medicare Advantage program. I would,
however, ask us to recognize that the base Medicaid Advantage
benefit that is exactly comparable to Medicare is well delivered
with innovative programs that really do improve quality and im-
prove the quality of care that patients do, in fact, receive. And I
think Aetna as well as the industry are open to a variety of ap-
proaches to understanding that with a couple of suggestions.

One is we need to recognize and avoid sudden shocks to the 10
million Medicare beneficiaries who entered this particular program.
And as we figure out how to get from where we are to where we
go, we need an appropriate slope so that the health care delivery
system can collaborate in right-sizing and readjusting its whole
mechanism to be certain that we maintain the right value for the
beneficiary and avoid those sudden shocks—with the under-
standing that there is an opportunity to make some meaningful
changes there.

I think also we need to keep a focus on providing incentives to
the providers for improving quality both in Medicare Advantage
and base Medicare.

And, finally, whatever we do, I would encourage us to keep it
simple but, most importantly, keep it predictable.

Senator NELSON. Would you be in favor of competitive bidding?

Mr. WiLLiaAMS. Well, I think like most ideas, I think we are open
to all ideas. We do not really understand exactly what specifically
competitive bidding means.

Senator NELSON. So that the plans would be based on their cost
instead of a government-set rate.

Mr. WiLLiAMS. Well, I think we are open to any change in the
system that results in a predictable slope, minimal impact to bene-
ficiaries, and a way to create value for Medicare beneficiaries and
for the Government.

Senator NELSON. And the graduate medical education?

Mr. UMBDENSTOCK. I want to thank you, Mr. Chairman, and the
members of the Committee for the chance to be here today. I am
Rich Umbdenstock from the American Hospital Association. And
we would be very supportive of increasing the number of residency
slots, Senator Nelson. We have heard the estimates, and we know
the shortages on the front lines. So looking forward, you know,
something of at least a substantial number of new residency slots
in the 15,000 range or something, because some of the estimates
and requests have gone as high as 25,000 and 30,000, but a huge
new opportunity is necessary.

As my colleagues have said, being sure that we focus those new
slots or the residency program in general toward what we need in
the primary care area is very important, but also to Senator
Hatch’s concerns, looking beyond residencies to the workforce and
the shortages we face overall equally important. We struggle with
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the nursing shortage and the continuing projections there in the
hundreds of thousands of nurses that we are going to need, that
we just are not able to accommodate today. So we would be very
supportive on both counts.

Mr. IGLEHART. Mr. Umbdenstock, a question. If the number of
GME positions that Medicare funds was increased, what guarantee
would the Federal Government have that those increased positions
would go into primary care specialties?

Mr. UMBDENSTOCK. Well, John, I think it is all in how you design
both the program and the rewards so that both the incentives for
medical students to look toward primary care and the way in
which, again, as Dr. Tooker said, we make that an attractive career
path, not just in the residency realm but also in the market realm,
coming out the other end, that, in fact, there is a viable—not just
profession but a viable business model. So it has really got to be
thought of in connection between both the educational sphere and
the real world that those physicians will enter upon completion of
those residencies.

Mr. IGLEHART. Okay. Senator?

Senator MENENDEZ. Well, thank you very much. Very inform-
ative, and I appreciate your willingness to come and your service,
and, Mr. Chairman, for putting an excellent panel together.

I have two questions that I would like to pursue. One is I want
to echo my colleagues who have talked about the primary care
issue. We are 48th in New Jersey relative to the number of pri-
mary care physicians to families, and so that is an issue. And for
those of us in the minority communities, we are concerned about
the disparity that further is enhanced by that reality.

Mr. Hackbarth, you mentioned the 10 percent that MedPAC has
talked about as a bonus. While that is certainly worthy, is that suf-
ficient to draw what we need in terms of the primary care commu-
nity? You might be looking at keeping a universe but, obviously, it
seems to me that may not be enough, and what else you would be
doing. And, secondly, a different question—and I would like to hear
your answers—to Ms. Ness, this whole issue of the medical home
concept is one that has a lot of promise to it. I would be interested
in your thoughts on how that model works for women’s health care
in this context. As we all know, many women consider their ob/gyn
as their primary health care physician, and when you look at the
array of services from pregnancy to specific cancer care, it is a pret-
ty wide range of services.

Do the current medical home demonstration projects adequately
address these women’s unique health needs? If they do, fine. Tell
me how they do that. If they do not fully, is it something that we
should be considering looking at a women’s health medical home?
Those are the two things I would like to hear some responses to.

Mr. HACKBARTH. Senator, we do not think that a 10-percent
bonus by itself is sufficient. We have recommended that as part of
a broader package. So, in addition to the bonus, we have talked
about ways that the process by which relative values are set, the
fees for individual services are set, can be changed in ways that we
believe will increase payment for primary care. We also, as I said
earlier, believe that the medical home idea is an important part of
that package.
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I would mention that there have been some steps already taken
in the Medicare payment system that have increased payment for
evaluation and management services, many of which are provided
by primary care clinicians. I will not get too far down into the
weeds, but in combination, steps taken in the last couple years
have increased payment for those services by 10 or 11 percent. So
it would be that 10 or 11 percent, a 10-percent bonus on top of
that, some changes in the price-setting mechanism, medical
home—that is the sort of package that we think may be sufficient
in scale to have a meaningful effect. It is not just one piece.

Mr. IGLEHART. Ms. Ness?

Ms. NEss. Thank you, and I really appreciate the opportunity to
be here, Senators. I am really encouraged by the conversation that
I have been listening to because as an organization that has been
representing the interests of women and families for more than 35
years, I can say that the urgency is very great. People want us to
transform this delivery system. They get that it is broken. They get
that it is not working as well as it should. They want better quality
care. They want it to be more affordable. And they also get that
we need to get better value for our health care dollars. They know
we need to make changes to make this all sustainable over time
so we can ultimately get to coverage for everyone.

And one of the most exciting things, I think, about this conversa-
tion today has been the amount of focus on what is needed for the
patient. And Dr. Steele said something very profound when he
started us off. He said at Geisinger they started first by looking at
what the patient’s needs were, and then they designed delivery and
the way they were going to pay for it around those patient needs.
And if there is one message 1 would like to deliver, it is that I
think we need to think about delivery system reform, payment re-
form, from the perspective of: is it going to get us to making a more
patient-centered system? Will it meet the needs of patients? And
will it meet the needs of the highest-risk, most vulnerable patients,
the ones who are falling through the cracks the most, but the ones
who are also costing us the most money?

We know that the folks with multiple chronic conditions are cost-
ing us at least 75 percent of our health care dollars, and that is
only going to get worse. The population is aging. The number of
chronic conditions people have is escalating. And from a women’s
perspective especially, women who are reaching those middle years,
the baby-boomer generation of women who are now just beginning
to deal with their own chronic conditions, also facing the caregiving
responsibilities of dealing with aging relatives who are living
longer with more complex conditions than ever. Their struggle with
the shortcomings in this fragmented, uncoordinated delivery sys-
tem is just going to be off the charts.

So the conversation today about shifting to primary care, shifting
our payment system so it incentivizes us to move toward better in-
tegrated, more coordinated, shared accountability, that all makes
sense. I would like to just put a spin on that, if we look at that
from the patient perspective, some of the same things, what it
takes us to.

For example, we talked about needing to really move from acute
care focus to focus on managing chronic conditions and more focus
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on primary care. Well, we have to value primary care more and dif-
ferently than we do today, but we also probably need to think dif-
ferently about how we go about that valuation process. Right now,
we look at resource costs, and we assign values. Well, we do not
look at the values to patients. And what would happen if you in-
cluded a patient voice in how we establish the payment decisions
around what is valued and revaluing primary care?

The medical home model moves us in the right direction. It is the
right idea. But as it stands now, it will not meet the needs of the
most vulnerable patients, those folks with the multiple chronic con-
ditions, those folks with geriatric syndrome.

Senator Lincoln, you have legislation that gets at the importance
of geriatric assessment, for example. Senator Wyden, you have leg-
islation that looks at the importance of making sure we can deliver
care to people at home.

Right now, the medical home is not there. We need to evolve it.
So we need to think about this as getting to primary care payment
that pays for the right services based on patient needs, which prob-
ably means some kind of a risk-adjusted model that is matched to
patient complexity and covers those things like geriatric assess-
ment and care at home and making sure we have the link to com-
munity-based services. So putting the patient lens on some of these
things I think helps steer us in the right direction.

With respect to your question, Senator Menendez, about women
having particular needs, that is another example of us needing to
ensure that we are matching what we pay for to the actual patient
needs. And I think the important thing here is that we want pa-
tients to be able to choose where they get their care, and for many
women an ob/gyn is their provider of choice. But we then need to
make sure that those ob/gyns are providing the full range of pri-
mary care services or linking to those services so women get the
full range of services that they need.

So I think there are ways we can move in the direction of ensur-
ing that women in their peak reproductive health years that have
a range of needs have those needs met in the context of getting
comprehensive primary care.

I want to reinforce what folks——

Mr. IGLEHART. Yes, we better move on.

Ms. NEss. Sure.

Mr. IGLEHART. I want to ask Dr. Naylor to follow up. Her team
at the University of Pennsylvania has done a lot of work targeting
the chronically ill elderly population. What lessons can we learn
from the research that you and your team have done, Dr. Naylor?

The CHAIRMAN. Dr. Naylor, you might remind us who you rep-
resent.

Dr. NAYLOR. I represent the University of Pennsylvania School of
Nursing.

The CHAIRMAN. Okay. Thank you.

Dr. NAYLOR. And I have had the great fortune to work with a
terrific multidisciplinary team based at Penn from the schools of
nursing and medical school and Wharton, et cetera, on testing a
model designed explicitly to look at the challenges and issues
around the 20-percent of older adults who are waking up each day
with multiple chronic conditions, often complicated by cognitive im-
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pairment, depression, and for whom we have not yet figured out
how to well serve them. So we have been testing and refining an
approach. It is called transition care, and it targets this high-risk
group as they are at their most vulnerable, as they have acute epi-
sodes of illness, explicitly designed to interrupt this chronic illness
trajectory that constantly brings these elders in and out of the hos-
pital. And across multiple multi-site studies, we have demonstrated
consistently the capacity of this approach to care to improve their
outcomes, to improve their function, quality of life, to improve, ob-
viously, their satisfaction with the care experience, as well as their
family caregiver’s satisfaction, to significantly reduce hospital re-
admissions and to save health care dollars. In our last clinical trial,
we were able to improve outcomes and reduce readmissions
through 52 weeks post after the index hospital discharge at a
means savings per Medicare beneficiary of $5,000.

So what are the lessons learned and how can some of what we
have learned contribute to this conversation today?

Well, the first is that I think we have a great opportunity here
to target this 20 percent who are not well served by our current
care system. I think we have a great opportunity to apply evidence
built over many years to apply to this population. Across our work
and across many other studies, we have learned that delivering
services to this population is a team sport. It requires the input of
nurses, physicians, mental health specialists, therapists, social
workers, pharmacists, and it requires continuity of care.

Consistently across clinical trials, we have demonstrated that
nurses have been most successful in directing this approach in pa-
tients’ homes, in the emergency department, in the hospitals, wher-
ever it is that their needs are, and making sure that all the physi-
cians, all the other team players are on board with a rational,
streamlined plan of care.

We think that in terms of lessons learned it would be very appro-
priate for us to focus on the development of new measures, process
and outcome measures, that are much more closely aligned with
the needs of these people. Quite frankly, most elders do not what
their hemoglobin Alc is. They want to know that people have pre-
pared them for their next site of care. They want to know that they
have a person that they can point to when they have questions or
concerns, et cetera, so we know what the process measures are that
are important to these individuals.

In terms of outcomes, they are concerned about function. They
are concerned about quality of life. And we need to be thinking
about the development of measures that, therefore, support the de-
velopment of team approaches to get at these.

Finally, let me say that we do need a different payment system.
In order to accomplish the goals that we have outlined on top of
our fee-for-service system, we really need to target a transition care
benefit that would enable this approach to care to be available to
Medicare beneficiaries who are at high risk, who require much
more than we currently provide, again, in order to interrupt this
cycle that we are clearly able to do, our evidence has shown us.

Mr. IGLEHART. Senator Grassley, please.

Senator GRASSLEY. Only if you are done discussing what you
wanted to discuss. Right after that I
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Mr. IGLEHART. Well, I would just ask Senator Baucus’ question
about is this scalable, your model.

Dr. NAYLOR. First of all, I think this model is highly complemen-
tary to great primary care, to great chronic care, to the independ-
ence at home initiative, to the chronic geriatric assessment and
chronic efforts approach, et cetera. We have worked in collabora-
tion with Aetna and with Kaiser Permanente to translate this
model into the real world of clinical practice and have dem-
onstrated its capacity to replicate both clinical and economic out-
comes.

We have developed tools of translation, web-based training mod-
ules to prepare nurses and other providers throughout the country
to deliver this, clinical information systems that house the evidence
that make it available to colleagues in Maine and Iowa and every
other State across the country. We have created quality improve-
ment tools and strategies to make sure that we continue to invest
in building the team’s capacity to do this.

We place a high premium, though, on providing and preparing
family caregivers to do this because, in fact, they are the primary
deliverers of care in this country, and we have not paid enough at-
tention to their needs. So we have provided tools also for these
family caregivers in order to make sure. So it is absolutely scalable.

Mr. IGLEHART. Senator Grassley?

Senator GRASSLEY. Yes, I want to bring up an issue that I have
to get some comfort with over the next 2 or 3 months as we try
to put together a bipartisan package, and it is the irony of, on the
one hand, people saying we have to spend more on health care and
the other one, as has been evidenced here, that we are wasting a
lot of money, like Senator Wyden said, $700 billion; like was just
said by Ms. Ness, better value for health care; like Dr. Steele said,
we can increase quality, reduce costs. You have heard Senator Bau-
cus and this Senator say on so many occasions that if they prac-
ticed medicine in the rest of the country like they do for Michigan
over to the Pacific Northwest, from Kansas north to Canada, we
would save one-third of all the money we are spending on Medicare
as an example.

So this is what I would like to point out and get any two or three
of you to respond. And I do not call on anyone to respond. I would
like to point out the irony that we are talking about all the unnec-
essary and inefficient spending that we have while also looking at
increases in spending even more on health care reform during this
debate as we try to put together a bill.

How long will it take to set a course to improve delivery? And
are we being bold enough and particularly on delivery reform? In
other words, how do we make sure that we are really tackling de-
livery reform? Because if we do not, we are really setting ourselves
up to make the costs worse, not better. And I do not call on anyone.
Whoever feels that they can address it. But it is something I have
got to get some comfort with.

Mr. IGLEHART. Mr. Williams?

Mr. WiLLiaMs. Yes, I would start out by saying that it all starts
with the notion of starting where we are and working with what
we have, and I think we have an enormous amount of capability
in the system to improve quality and reduce cost. By that, what I
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mean specifically is that the employer-based system has been a
huge source of innovation, and many of the things we have talked
about this morning about Medicare and disease management have
proven models that the employer community has embraced which
have significantly slowed down the rate of increase for certain em-
ployers, and at the same time improved quality, and let me give
you just a few examples.

One is if we can find ways to apply the irrefutable science based
as published in peer-reviewed journals by tapping into the informa-
tion that we have in the system already—claim data, which actu-
ally is much richer than many people think, the pharmacy data,
the lab values. At an individual patient level at Aetna, we have
sent out to physicians 480,000 care considerations based on data
we know about the patient, with the patient’s consent, and check-
ing that against the irrefutable science base. In the large percent-
age of those cases, those considerations have resulted in identifying
gaps in care, identifying procedures that should be—screenings
that should be conducted.

And so I think what we have done—and we are not the only ones
who are doing some of these things. Others are. There is a huge
opportunity to apply the strengths of the employer-based system to
really help improve and slow down the rate of increase both in
Medicare as well as in the current system.

So I think those would be some of the things that I would sug-
gest.

Mr. IGLEHART. Dr. Steele?

Dr. STEELE. Senator, I think the leverage is in Medicare, and I
believe that if you instruct some sort of patient-focused goals on
the highest utilization areas, which, as I have mentioned before,
are generally the areas where we do least well in carrying, and you
give discretionary capability, much more discretionary capability to
some aspect of CMS to innovate for an evolution—and it has got
to be done carefully, but you set a time limit, and that time limit
is obviously your discretion. And if you do not get where you want
to go, which is patient focused, in that time limit, then there is a
Plan B. And I think that Plan B would be—you know, that is for
you, but it should be pretty motivating.

The CHAIRMAN. And what would some of the components be of
Plan B?

Dr. STEELE. I am not willing to say right now. [Laughter.]

The CHAIRMAN. That is why we are meeting.

Dr. STEELE. I am interested in pushing Plan A. Plan A is innova-
tion. It is taking advantage of the market-based approaches. But
it is insisting that for those four or five major utilization cohorts,
we actually achieve some obvious metrics of significant improve-
ment on both quality and value, and then we could talk about Plan
B later.

The CHAIRMAN. Well, sometimes a very sobering Plan B will en-
courage a Plan A.

Senator GRASSLEY. Can I just follow up? And this is more of a
comment, but it is also in the form of a question. Can this Senator
just for himself assume, since I have not heard anybody on the
panel suggest we need to spend more money, that maybe that is
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your conclusion, that we do not need to spend more money? Can
I conclude that?

The CHAIRMAN. No. [Laughter.]

Senator GRASSLEY. Well, then, I think somebody ought to tell me,
yes, we have got to spend a lot more money.

Senator BINGAMAN. I thought Dr. McClellan said we do need to
spend a lot more money in Medicare and Medicaid. Wasn’t that
your testimony?

Dr. McCLELLAN. Well, let me clarify this in two ways.

One is if you are going to ask CMS to do more and more quickly
to drive the kinds of reforms in health care that Dr. Steele has
talked about, let’s face it, they are going to need more support.
They already have a very, very big job to do for a very sensitive
and vulnerable set of 90 million-plus Americans, and that is going
to take some more support for the agency.

I do not think that is really the kind of big dollars that you are
talking about, though. You are talking about numbers like $700
billion.

And just to be frank, Senator Grassley, I think some of the pro-
posals that you have heard about today do mean more spending,
at least in the short term, like you did with health IT in the stim-
ulus bill, like some of the additional payments for primary care,
medical home that you have talked about today. I do not see any
way to do that, to take those steps meaningfully, without spending
more at least in the short term.

That said, as Senator Wyden said, we have got to show some re-
sults to the American public around closing these huge gaps in
quality of care and reducing these unnecessary and potentially ex-
cessive costs.

So if you were to link some of these reforms that might have
some costs in the short term will real steps towards accountability
for getting the results, sort of like you did for health IT, you are
going to have this additional spending, but it is tied to meaningful
use, which still needs to be worked out. But I would argue that
that ought to be an actual impact, demonstrated impact on improv-
ing outcomes, patient-level outcomes, like Debra Ness talked about,
and reducing overall costs. You have that same kind of model ap-
plied elsewhere, I think you could get to the point, with good meas-
ures, with accountability, get to the point where you are saving sig-
nificant amounts of money over time and demonstrating to the
American public that they are getting better health care as a result
of these reforms.

Mr. IGLEHART. Senator Baucus, there are a number of Senators
who have questions. I might ask these folks if they could write in
their responses—is that all right?—so we can get to the Senators’
questions.

The CHAIRMAN. Yes. I do think it is more important at this point
that Senators ask their questions, frankly. We will play it by ear
and see how this moves along.

Mr. IGLEHART. Senator Lincoln?

Senator LINCOLN. Great. Thank you. Well, thanks to all of you
for being here.
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There has been an awful lot of talk about medical home and talk
about how much we are going to spend and how much we are going
to save——

The CHAIRMAN. I wonder, Senator, because Mr. Hackbarth, while
we are on this subject of investment in returns, if he just might
spend a second to—MedPAC has got some thoughts, I am quite cer-
tain, on how you spend a little bit to save more down the road.

Mr. HACKBARTH. Yes. Well, I largely agree with what Mark
McClellan said. I do think that you are going to need to make some
targeted investments, and health IT being the classic example.

The CHAIRMAN. What else besides health IT?

Mr. HACKBARTH. Well, we have also been strong advocates of
comparative effectiveness and to provide better information.

The CHAIRMAN. Right. What else?

Mr. HACKBARTH. Those are the two big investments, in addition,
of course, to universal coverage, which is beyond Medicare’s pur-
view.

You know, we very much agree with the premise of what Senator
Grassley said, that the task here is to level down. We have got
huge variation in health care spending, low spending per Medicare
beneficiary in Iowa and Montana and my home State of Oregon,
and dramatically higher spending in other parts of the country.

The task before us is not to figure out ways to bring up spending
in Jowa and Montana and Oregon so it is closer to Florida in the
name of equity. What we need to do is bring Florida down closer
to the other States. No offense intended to Florida or any other
State, but I think that is the fiscal challenge we face.

One other lesson I think is important to note. The way health
care is delivered varies a lot in the Western quadrant of the United
States that Senator Grassley referred to. There is not one single
right way to deliver efficient health care. It can be done a lot of
different ways. And so we need to respect that.

One other finding is that the resources we put into the health
care system, the mix of specialists and the like, and where they lo-
cate has a huge impact on spending patterns in locales.

So to go back to Senator Cantwell’s point, the training process
and the sort of people we are putting out into the health care sys-
tem and where they locate will have a huge influence on local
spending levels.

Mr. IGLEHART. Senator Kerry?

Senator LINCOLN. Well, I did not get to ask my question.

The CHAIRMAN. Senator Lincoln gets to go next.

Senator LINCOLN. Thank you. We have just talked about the
medical home, and when we talk about it, we have got a medical—
I do not know. I never came in here thinking we were not going
to have to make an investment of spending in order to realize the
savings that we want down the road. We are moving from an
acute-care system to a chronic management system, and it is going
to take resources.

When we talk about the medical home, one of the problems is
that about 85 percent of Medicare beneficiaries would qualify. To
me, it seems like what Dr. Steele is saying, that we may not get
everything right off the bat, but let us focus on the group that will
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bring us the greatest savings and the greatest example of the sav-
ings that we can have.

If you think about it, you know, we could do a much better job
if we could capture the real complex and expensive patients with
multiple chronics if we also deal with the cognitive impairments as
well.

So if you think that roughly about 20 percent of Medicare bene-
ficiaries have five or more multiple chronic conditions, but they ac-
count for 85 percent of our spending. So if we do some—and we are
working with the Committee, Dr. Naylor, in those transitions like
you are talking about in a model that would, I think, encompass
a lot of what I have talked, what Ron has talked about, and others,
where we would use all of those models to reach that 20 percent
that are 85 percent of the costs through a plan like we are talking
about.

I just think that we have to be realistic about the steps that we
take in order to get everyone covered. When you talk about cost,
I mean, we have got to make an investment. There are other coun-
tries out there that are covering a lot more people with a lot less
percentage of their GDP than what we are.

So I hope that we will look incrementally at how we take the
steps to get to where we need to be, but without a doubt, I appre-
ciate Ms. Ness and Dr. Naylor bringing up the issue in terms of
how we deal with these chronic care management schemes as well
as the fact that when you are looking at cognitive impairment, that
is a huge part. Those patients are 3 times more costly in the Medi-
care system, and that is going to be important.

The thing is I did a tour much like Senator Snowe in taking a
pulse on rural America and their health care, and to the issue that
Senator Nelson brought up in terms of the need for more primary
care physicians, there is a critical need out there, but it is not
going to just come by paying them more. I got to tell you, when you
go into these small communities—and I am full of them in Arkan-
sas—it is quality of life, it is education for their kids, it is jobs for
their spouses. It is not just a reimbursement system. We have got
to look at that, and the best way to look at it is to grow your own.

If we get residents into a residency program at the University of
Arkansas Medical School, they are much more likely to stay in Ar-
kansas than they are to ship in doctors from New York or Chicago
or anywhere else to come practice in these small communities.
Growing your own is the best way you can do it.

So I do not know if any of you all have comments on that, but
I appreciate the chronic care issue, because I think for States like
ours that are disproportionately elderly, disproportionately low-in-
come, and disproportionately in rural areas where they are difficult
to serve, it is going to be critical.

Dr. NAYLOR. Let me also add that the level of satisfaction of
health care workers, providers that work in teams and complement
each other is tremendously important, too. So physicians love the
capacity to work in partnership with advanced practice nurses and
others to complement the skills that they bring to serve these peo-
ple. It is not going to happen by any one provider doing it alone.
So we have to really foster a primary care system that is based on
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capitalizing on the expertise of health professionals as well as com-
munity workers and the family caregivers.

The CHAIRMAN. I might say, if I might, that Senator Carper and
Senator Kerry have been seeking recognition for quite some time,
and they both have time constraints. So I do not know who wants
to go first between the two of you, but I know they have both been
seeking recognition for some time. I know Senator Carper was a
long time ago. I think you were ahead of Senator Kerry, actually.
Senator Carper?

Senator CARPER. I will be brief. Thank you so much for being
here, and it is good to see some of you again and others to have
a chance to hear from you for the first time.

Senator Cornyn mentioned Safeway, supermarket people out in
California. I was there last Thursday, and I had a chance to talk
with them about what they are doing in order to be able to basi-
cally provide health care costs for 200,000 employees in 2008 at the
same level as they provided in 2004. And a lot of it is what they
figured out how to do was to harness market forces to incentivize
their employees to do certain things to ultimately maintain or level
off their health care costs but provide better outcomes.

I studied a little economics—not enough, probably—as an under-
graduate and in graduate school, but I have always been intrigued
by the notion of how do we harness market forces, how do we
ghlril{nge behavior by harnessing market forces and incentivizing
olks.

Like several of my colleagues, over the recess period that we just
concluded, I held a series of listening sessions around the State of
Delaware—all three counties, mind you. [Laughter.]

Senator CARPER. It did not take all that long, but they were good
sessions.

One of the things I will share is that the folks at the sessions
were talking about market forces, and I used a different example
than medical care, and I just want to share it with you. We have
been trying to figure out how to mitigate against home fore-
closures. A lot of people, millions of people are facing home fore-
closures. How do we do that? How do we get the mortgages to be
modified in order that folks can stay in their homes, lower interest
rates, whatever, stretch out their mortgage payments?

We found that one of the keys in all this is a person called a
“servicer,” the people that we send our mortgage payments to, and
they then take that money and they send it out to investors, the
people buying these mortgage-backed securities around the world.
And we are trying to push for foreclosure mitigation, and we found
out that the mortgage servicers did not want to help modify mort-
gages to help folks out. Why not?

Number one, they did not get paid for it. Number two, if they did
it, they get sued by the investors.

Now, if you are thinking about how to harness market forces to
get things done and the key person is a servicer and they know if
they are going to help you modify a mortgage they will get sued
and they are not going to get paid for it, why should they get in-
volved?

At one of our listening sessions, we started talking about fee-for-
service. If you are physician, you get paid for doing more proce-
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dures. You get paid for maybe ordering more tests, especially if you
own a facility. You get paid for maybe having more lab work done,
more MRIs, more, x-rays. But the other thing that kind of drives
that behavior, aside from fee-for-service, if you do not do those
things and there is a problem, somebody gets hurt, somebody dies,
you get sued. You get sued.

What we did with the servicers in the mortgage foreclosure deal
is we provided them a safe harbor. We provided them a safe harbor
in order to try to take care of that. We also gave them money up
front out of the TARP fund, as I recall, to actually pay them for
doing the work, and then we said if you do this work and you help
work out mortgages, we will make sure that you are in a safe har-
bor situation.

Some people who screw up and kill people in hospitals and who
do serious harm, they ought to be sued. They ought to be sued, no
question. A lot of people die. We know all that. But in terms of a
safe harbor and the idea of trying to work on this market force deal
where we incentivize people to do more services, more procedures
and so forth, and by doing that to protect themselves from being
sued, how do we balance that out? And this safe harbor idea, is it
something that might be extended to health care?

Mr. IGLEHART. Any comments? Yes, Peter.

Mr. LEE. One, 160 million Americans are covered through their
employers. Employers believe in the market. And I think you have
heard a lot of examples about payment changes that move to get
the market to work. So it is not fee-for-service. We are bundling.
We are sort of bringing payments together. Doing that, though, I
think we need to have a market that actually brings together the
public and the private sectors. We do not have enough of a market
signal for many providers when they are dealing with many dif-
ferent health plans, CMS, and so how do we align payments so the
market is working because we have aligned signals? So that is one.

The second thing I would note—and I really cannot agree enough
with Senator Grassley’s note about needing to be bold, because em-
ployers and Americans are being crushed by health care costs. So
we do need to be bold. We need to take some rapid steps. But part
of the challenge is we do not in many areas have enough of the
right measures to say who is really doing the right job. Which doc-
tor is using resources most effectively? Which one is doing a better
job for patients in terms of getting outcomes? And so we need in-
vestments in having better measures so we know what we are re-
warding.

And, last, if I could, Senator, I think that your idea with regard
to medical malpractice is a very important one. We should look at
if you are a doctor that is following the guidelines, do you get a
safe harbor. Again, we should be looking and encouraging doctors
to follow the evidence, to have the tools to do a better job with mar-
ket forces. I think there are tools we can use.

Mr. IGLEHART. Senator Cantwell?

Senator CANTWELL. Yes, on this question of efficiencies and sav-
ings, isn’t there a big opportunity in cost savings in the area of
long-term care and shifting our focus to community-based care,
particularly when this dual-eligible Medicaid/Medicare population
is something like 44 percent of the Medicaid spending and 25 per-
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cent of the Medicare budget? Mr. Diaz or somebody. I mean, it is
something like States that have implemented community-based
care programs have saved like 7.9 percent or seen a decrease, and
those States that do not have those programs have actually seen
an increase in cost?

Mr. Diaz. There is no question that there are still significant op-
portunities to take advantage of home and community-based serv-
ices. At the same time, I want to echo some of the comments we
heard earlier. I think that in order to better navigate the transi-
tions in health care—and we see in our own experience almost 47
percent of the patients going through our long-term acute-care hos-
pitals and our nursing and rehab centers accessing home care. It
is about navigating the transitions, and the investments that have
been talked about, particularly in physician-directed nurse man-
agers, that is where we see the greatest opportunity, to bring an
interdisciplinary team together to manage these transitions, pre-
vent avoidable hospital readmissions.

I do think that it is not a zero-sum game, though, I mean, that
the different sites of service, properly managed, with the right—
you know, improved regulation and certification, can help us re-
duce costs and move patients through the system and keep patients
from re-entering the system whenever possible.

But at the heart of it I think is a physician and a care manager,
and there is plenty of evidence out there from Hopkins and others
that there is a great opportunity to do that.

Dr. McCLELLAN. Let me just add to this. Washington State has
some experience with putting more emphasis on home and commu-
nity-based care leading to measurably better outcomes for patients.
They are more satisfied, their caregivers are more satisfied, and
lower cost per person. And this is an area where Medicaid pro-
grams around the country, including in Washington, have led the
way in making these reforms. What they generally do, though, is
not just focus on community care but focus on the person, give the
individual person with the long-term care needs and their care-
givers more control over how resources are spent on their behalf,
and then they choose the best way to get their care. Maybe it is
at home, maybe it is a group home arrangement or something like
that.

This is harder to do when the Medicare program is involved be-
cause, for people who are on both Medicare and Medicaid, it is sep-
arate funding streams. It is one stream that comes through Medi-
care with all the Medicare services, and another one that is man-
aged primarily by the States through Medicaid.

There are some good examples there of programs that have put
it all together, including a program called Evercare that was actu-
ally started by some nurses because they were so frustrated with
all of the preventable hospitalizations and complications and medi-
cation overuse and misuse that was happening for this very vulner-
able population. They put it all together. They demonstrated that
they are delivering better care.

So the experience from long-term care services and supports is
that if you give people more control and have good measures and
accountability around the outcomes that you want—reducing com-
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plications, avoiding hospitalizations, getting overall costs down—
you can get much better results.

Senator CANTWELL. Well, if the savings for Washington State
have been in the hundreds of millions, wouldn’t it be in the billions
nationwide if we implemented the same system?

Dr. McCLELLAN. Absolutely could be.

The CHAIRMAN. Senator Ensign, you have been seeking recogni-
tion for a long time here.

Senator ENSIGN. Yes, thank you. Thanks, Mr. Chairman.

I want to go back a little bit, because it really has not been em-
phasized. A couple of Senator did, but the panel really has not ad-
dressed it that much. Ms. Ness, when you talked about patient-cen-
tered care, one of the things that really has not been talked a lot
about is patient accountability; in other words, the patient having
skin in the game financially. A couple of people have kind of
touched on it; but that is really, I think, what Safeway and other
private, basically self-insured companies have discovered. And you
have mentioned some up-front costs that later get return on you.
Well, Safeway’s experience was they actually saved almost 12 per-
cent the first year. It was not a long-term savings because they ac-
tually had the patient put something in the game. And I actually
believe that we can model even some of our Medicare reforms along
the lines of putting the patient in the accountability loop, especially
because of the idea of information technology and putting trans-
parency in the system, both on costs as well as outcomes.

We understand there are huge differences between what one
colonoscopy costs 3 miles away from what another colonoscopy
costs, and an MRI versus an MRI, or a whatever. But there are a
few diseases that take up most of the health care costs, and we can
focus on them—you do not have to focus on 500 diseases. You can
focus on a few of them, and that is what Safeway did. They focused
on basically four areas: obesity, smoking, heart disease—especially
hypertension—and diabetes. Even if you have something like that,
if you manage it properly, you can save huge costs. If you are a hy-
pertension person and you are taking all the proper drugs on the
hypertension case, you can, if the patient has the incentives, the
financial incentives—the skin in the game, so to speak—they can
manage that, and not only is it better for them, but it is also better
for the system. So I actually would argue that we do not need more
money in the system. We need to spend our money more properly
and have the incentives.

A couple other points to make on this, and then anybody who
wants to comment on this can. Obviously, obesity is one of the big-
gest problems we can have in our children. The massive obesity
rates that we see in our children are going to hugely explode med-
ical costs as these folks get older if we do not get control of it. But
in all of the adult population, I think the statistics are something
like 40 percent of Americans are considered obese—not just over-
weight but actually obese. You know, those numbers are startling,
and it contributes to all of the other factors.

We only allow 20 percent of the current premium cost to be
incentivized through—or the total of the premiums to be
incentivized as positive incentives. We need to raise that so that we
can truly reflect what it costs to insure a smoker. Incentivize them
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to quit smoking. What it costs to actually insure somebody who is
overweight. Not to penalize somebody who is genetically pre-
disposed to that, but incentivize them to get on weight loss pro-
grams and exercise programs. All of these preventative things, it
was always told to us these are long-term benefits. Safeway has
proven, and other companies have proven actually the short-term
costs are there, and we need to talk to CBO and some of the other
people about scoring this thing properly so that we can put these
incentives in our private health care system as well as Medicare
and Medicaid too. Long term and short term, save total costs for
the system so we actually will have the money to be able to take
care of the uninsured.

I believe that that is what Safeway has discovered, is harnessing
those market forces through incentives, once again, for the pa-
tient—this is patient directed, but it is also patient responsibility,
and I think that both of those things need to be in our health care
system, along with a lot of the other reforms that you folks have
been talking about today.

Ms. NEss. Senator, I could not agree more that a key component
here is getting to real patient engagement in managing their
health and making better decisions about their health care. And
you identified the three operative things that we have to have in
place. We have to have the right information and tools for con-
sumers, and that gets directly to transparency. It gets to what
Peter Lee was saying about having measures that are meaningful
to consumers and that help them be able to make judgments about
which providers they should see. It also gets to the importance of
comparative effectiveness research so we know what works and
what does not. We need to be able to give patients the information
that would enable them to make better decisions, to see the dif-
ferences. That is part of engaging them.

A second thing is we need to make sure that we give them the
right benefit design so the incentives are there, and incentives to
engage in healthy behaviors is one type of incentive. Incentives to
be able to better manage your chronic condition is another set of
incentives. And we know there is experience out there of plans that
have designed benefits that, for example, reduce co-pays for the
kinds of medications that help people with chronic conditions man-
age their condition. Compliance goes up; people stay out of the hos-
pital. So the right benefit design is critical here as well.

One other thing I want to say is that we are now learning how
valuable shared decision making tools can be. These are tools, in-
formational tools, which tell people for their condition what are the
range of options, what are the pros and cons, and allows them with
their health care clinician to make a decision that weighs those and
is consistent with their values and preferences. And guess what?
When people use those kinds of tools, they tend to make decisions
that are more conservative. They tend to get better outcomes, have
higher satisfaction and lower costs.

So patient engagement is a great thing. We need to make sure
we give people the right information and tools.

Mr. IGLEHART. Senator Cornyn?

Senator CORNYM. I have a question for Mr. Morris and respond-
ing or reacting to a question by the Ranking Member, which some
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have addressed, whether the United States is spending enough
money to deliver health care.

As I think the Chairman pointed out, we spend more as a per-
centage of our gross domestic product than any other country in
the world. My hope would be that before we spend more money, we
look at the money we do spend and see whether it gets spent on
the target, whether it is effectively spent delivering health care, as
opposed to, for example, the $60 billion that the Washington Post
has reported is lost to Medicare fraud each year. That is just Medi-
care. According to the Centers for Medicare & Medicaid Services
last fall, 10.7 percent additional is lost through Medicaid fraud,
waste, and abuse.

So, in light of the fact that Medicare and Medicaid are the main-
stays on the Government Accountability Office’s list of high-risk
programs, would you be concerned that any new public plan option
or perhaps Medicare for All, so to speak, would be vulnerable to
waste, fraud, and abuse? And what do you think you need and
what kind of tools does the Department of Justice need in order to
root out this kind of waste that does not go into the delivery of
quality health care for the American taxpayer?

Mr. MORRIS. Senator, first let me say that we in the law enforce-
ment community very much appreciate being part of this discus-
sion. I do not pretend to be a health care policy wonk, but I do
know from the perspective of law enforcement that building and re-
forming this program has to recognize that waste, fraud, and abuse
not only takes money out of needed health care, but promotes cyni-
cism on the part of the taxpayer who believes we are wasting their
dollars.

We begin with the premise that how you build a system will de-
fine how the unethical will cheat it. So, for example, if you operate
on a pay-for-service basis, the incentive is to overutilize. If you op-
erate on a capitated system, the incentive is to underutilize.

So to address the current system as well as to think about how
to effectively protect an expansion of the health care benefit to
make Medicare a system for all, to use your suggestion, we believe
there are five principles that should be brought to the analysis, and
there are a series of recommendations that stem from each of
those. Let me hit those five very briefly.

First, we think that we need to scrutinize the individuals and en-
tities that want to participate as providers and suppliers before we
allow them to enroll in the program. We need to move from think-
ing about participating these programs as a right to considering it
a privilege. This means scrutinizing who they are, looking at their
backgrounds, making sure they are accredited and can perform the
services that we are allowing them in to treat our beneficiaries and
have access to our trust fund dollars.

Second, we think we have to establish payment methodologies
which are reasonable and reflect changes in the marketplace. In
my written testimony, I give just one example of the many audits
and inspections we have discovered that we pay way too much for
services. Oxygen concentrators—we pay $7,200 for the rental of an
oxygen concentrator that you can buy for $600. Not only is that a
waste of taxpayer dollars, but beneficiaries are paying excessive co-
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payments. So this is impacting not only the program, but the very
beneficiaries we are trying to help.

In addition to saving dollars, we think having methodologies that
are responsive to changes in marketplace reduce abuse. It has been
our experience that many of those who come into Medicare and
Medicaid to commit fraud see these enormous dollars and actually
use some of those excess profits to generate kickbacks to produce
more referrals. Perversely, they are using our money to generate
further schemes.

Third, we need to assist health care providers and suppliers in
complying with our program requirements. It is a complicated set
of programs. The vast majority of providers and suppliers are hon-
est. They want to comply with the program, and they need all the
help we can give them. Part of that, we believe, means requiring
that as a condition of participation, providers, suppliers, and practi-
tioners have compliance programs in place. These should be tai-
lored to the particular type of practitioner or supplier and should
be tailored to the sort of risk that they present. But we think it
is incumbent on those who are going to participate in our program
to have internal controls to ensure they are doing it right.

Fourth, we think it is critical that we do a better job of vigilantly
monitoring the programs for evidence of waste, fraud, and abuse.
This requires better data systems. This requires us to be able to
better sense how claim patterns and trends are occurring. It re-
quires that we have a better sense of who the problematic pro-
viders are and the we build large adverse-provider databases so we
%now who is coming into our system and where they have been be-
ore.

Finally, we think we need to do a better job of responding swiftly
to detected frauds, imposing sufficient punishment, and promptly
remedying program vulnerabilities. We have in place, with our
partners in the Department of Justice and U.S. Attorneys’ Offices,
strike forces throughout the country which are going in and tar-
geting target-rich environments, like Miami, Los Angeles, Houston
and Detroit, where criminal elements and organized crime have
come in and prey on our program. Through effective use of prosecu-
tion and investigation, we are putting a stop to it.

Now, a question has been raised throughout this panel is: Will
it take resources? I think it will. I think in order to build effective
databases, in order to more effectively monitor the system and re-
spond promptly to these vulnerabilities will require resources. But
I will also tell you that I believe that there will be a tremendous
return on that investment.

By way of example, over the last 3 years, for every dollar spent
on the Inspector General’s office to combat waste, fraud, and abuse,
we brought back $17 to the Medicare trust fund. So I would submit
to you that it is a good investment.

The CHAIRMAN. I might follow up on that, if you do not mind. I
would say the question that Senator Cornyn asked is: Where is the
waste? Jack Wennberg says there is a lot of waste. CBO says there
is a lot of waste, and that 700 figure is a CBO number. Senator
Cornyn asked the question about waste, fraud, and abuse, and the
question is: How much of the waste is fraud, waste, and abuse and
how much of the waste is other inefficiencies in the system?
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My sense is that there is waste, and partly because practice pat-
terns vary significantly all across the country. I remember when
Uwe Reinhardt testified before this Committee, from Princeton, oh,
maybe a few months ago, he said he checked with three different
hospitals in New Jersey to see how much each spent in the last 6
months at the end of life in three different hospitals. I have forgot-
ten the ratio, but it was wildly different between the most expen-
sive and the least expensive. And he called them all up and asked
them why: “Why do you spend three times”—or whatever it was—
“what the other hospitals spend?” The answer is, “That is just the
way we do it.”

My sense is that there is a lot of waste, therefore, in addition to
fraud, waste, and abuse, which we have now discussed. And Mr.
Morris did a terrific job in outlining some ways to address that.

My sense is that there are also other areas with a lot of waste
in the system, and I wonder if anybody else wants to comment on
that. Dr. Steele?

Dr. STEELE. All of the publicity on this single price that we have
gotten called a “warranty” is not the real substance of what we
have done. The substance is re-engineering our care, and the way
we did that was to get rid of all unjustified variation. And the way
we got rid of unjustified variation was to have our professionals ei-
ther take consensus- or evidence-based best practice off the shelf or
by forcing them into arriving at an evidence- or consensus-based
themselves. And that is the method for increasing the quality and
decreasing the cost. You know, everything was publicized as the
warranty, but it was really going after that unjustified variation.

And so I could not agree with you more, and if you can find best
practice in many, many parts of the country, in many markets, in
different systems, and somehow get an engine to disseminate that
best practice, that would be a real way of making significant ad-
vances in these high-cost cohorts that we have been talking about
all day.

The other thing, Senator, is that the docs and the nurses get tre-
mendous pride of purpose in leading these changes. It is not as if
you are forcing them to do it. They think it is cool, and there is
nothing like having a professional lead this if you want to get
something done.

The CHAIRMAN. Senator Stabenow?

Senator STABENOW. Well, thank you, Mr. Chairman.

Just to follow up on that point, I guess one of the questions—
I have had a couple of different questions in terms of how we get
to where we want to go in terms of quality, the comparative effec-
tiveness and so on. How do we get from the lab bench to the pa-
tient’s bedside on this information? And I know that last year we
heard from the RAND Corporation that we only receive necessary
preventative care services and recommended care for acute health
problems a little more than half the time.

Now, in Michigan, we have had a wonderful program through the
Michigan Hospital Association, the Keystone Center, which is now
being expanded out through pilots. But I guess the first question
I would have is: How do we get from the lab bench to the bedside?
And, secondly, as we talk about pilots, I think several people men-
tioned the slowness of turning these things around. I know that in
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talking to one of the demonstration projects that the University of
Michigan health care system was involved in, it was a Medicare
physician group practice demo, pay-for-performance project, author-
ized in the year 2000, did not start until 2005.

So, you know, how do we move these things? How do we make
these things happen?

Dr. OPELKA. Senator, thank you very much. Frank Opelka with
the American College of Surgeons.

I think that, you know, the way we look at this is—in the past
has been, at least for me, over almost 30 years practicing surgery,
I never knew what my results were. And it is only now that we
are actually starting to see some of the tools that are coming out
showing me what those results are.

I think we need—we have a lot of data, but it is claims data
alone, and we do not have a robust clinical data system that actu-
ally starts to drive this. And Glenn has piloted some of that in his
own programs by taking his data and looking at what he does. In
surgery, we have several tools that we do not have well dissemi-
nated across the country, and we need to get them disseminated.
Beginning in the VA in the mid-1980’s, they developed the National
Surgery Quality Improvement Program. That shows an enormous
improvement in the quality of care, decreased length of stay, better
overall outcomes for the patients. And it has a return on the in-
vestment, but it takes an initial investment to get out there for a
hospital to deploy that resource.

We have got a trauma system that actually is successful, but it
varies State by State, so we have our own variation in trying to im-
plement a national trauma system. We need to put those systems
together, and we need to join a lot of these efforts with our chronic
disease management and how we actually create the coordination
of care across those disease management systems, taking some-
thing like the STS thoracic surgery/cardiac database and combining
that with the cardiology database, combining that with the claims
data so we have clinically enriched data sets. Our data systems are
all in silos, and we are not unified on looking at a problem together
and designing a solution.

That is an opportunity, I think, that the Senate can help pull all
that together to put things like the National Surgery Quality Im-
provement Program in every major hospital that is performing
every major type of surgery, to bring that together, to link the
trauma systems that we have and bring all that together, to com-
bine our chronic disease issues and outline those together where
we need them.

It starts with the data, and I think physicians respond to data,
and then when they get the data, we have an opportunity to
change the culture. Right now our culture is “More is better,” and
whether we practice defensive medicine, whatever it is, we practice
a culture of “More is better,” and it is not. In fact, more may be
harmful to patients. It is the right care at the right time for the
right reason. It has to be data driven. Whether or not we have
true, bona fide, absolute evidence or whether we just have observa-
tional data, we have got to make these decisions in a more unified
manner.

Mr. IGLEHART. Mr. Umbdenstock?
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Mr. UMBDENSTOCK. Could I piggyback on what Dr. Opelka has
just said? We have got two very specific examples, and, Senator,
you raise one of them, which is the Keystone Project around central
line infection prevention. And based on the success of that, starting
with knowing what works and having the results to prove it, we
have now leveraged that through a grant to our Health Research
and Education Trust to take out to ten States, and we have had
to turn States away, because they are so anxious for this informa-
tion and this support in order to take care of that kind of problem.
So I think with the results and with the knowledge comes the
speed and the flywheel effect.

We have also seen it with the Hospital Quality Alliance where
hospitals now for 5 years have been publicly reporting against con-
sistently defined and agreed-upon measures, and we are starting to
see that, in fact, the frequency with which patients receive the
agreled-upon process steps and care steps is increasing signifi-
cantly.

So, again, with the information and with the knowledge that, in
fact, we are going to invest in something that is going to, in fact,
make it better for patients and providers alike, we see the flywheel
spinning much faster.

Mr. IGLEHART. Senator Wyden?

Senator WYDEN. On this point, because I think the Chairman is
right, I think we are getting close to wrapping up the morning ses-
sion, to keep coming back to squeezing out the inefficiency and
squeezing out the areas where there are additional savings. I want
to put one other element into this discussion of efficiency.

If you watched the entire morning session, I think you probably
walk out of here and say, “What Glenn Steele has come up with
sounds like the greatest things since night baseball, and I want to
sign up for that Geisinger Steele program.”

So then you unpack it through to today’s system. If you are lucky
enough to have employer-based coverage in this country, more than
half of you do not even get a choice about what your coverage is.
So more than half of the people would not even get a chance to go
to Geisinger. Then in that system, you do not get any financial re-
ward under today’s system for choosing the Geisinger kind of ap-
proach, and I wanted to just wrap up with a question on this point
for Dr. McClellan and Peter Lee.

How important is it, in your view, to make sure that people have
more choices—by the way, everybody up on this panel has plenty
of choices. We have got plenty of choices of good-quality packages,
and I think the American people would like to have the kind of
choices the Members of Congress have and not just have one. But
how important is it to have more choices and then to get a finan-
cial reward for making the careful selection of a Geisinger-like
good-quality package? Dr. McClellan and Mr. Lee.

Dr. McCLELLAN. Senator, I do think it is important, and Senator
Ensign highlighted the value of these kinds of choices as well. You
pointed out some critical elements. One is that you can save money
if you choose less expensive care, if you take steps in your own life
to bring costs down. And we have heard from the panel about the
importance going along with that, is good information and support
in comparing across these choices, making informed decisions about
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your health. We do not do as good of a job as we should in sup-
porting those kinds of decisions to promote this sort of effective
competition.

I think you really do need to take this holistic approach in the
end if these reforms are really going to work. Chairman Baucus
emphasized that, look, you know, even if we find ways to improve
specific aspects of care, the fact of the matter remains that there
are still these huge variations in overall costs and utilization. You
know, we can do a great job, and we should, of improving the effi-
ciency of a hospitalization, reducing the complications during a hos-
pitalization. But as you point out, hospitalization rates and hos-
pitalization days vary two-, three-, four-fold around the country. So
there needs to be a further step that focuses at the level of the per-
son around choices to enable them to find better care at a lower
cost, information to support those decisions, and then ways for
health care providers and insurers and new Internet companies—
you name it. Who knows where health care is exactly going to be
in 10 years from now? But supporting those kinds of reforms that
get people better care at a lower overall cost has got to be the bot-
tom-line goal here, and choices, done right, are a very important
part of that.

Mr. LEE. Absolutely, choice is critical, and we have heard a lot
on this panel about the importance of choosing treatments, choos-
ing lifestyles. But you have taken it up the level of choosing a
health plan. And some large employers actually have incentives to
pick that better plan. If you do not have a choice, though, you have
got nothing there.

And so I think what we have heard across this panel of needing
information to say which is better in terms of quality of care and
in terms of the cost-effectiveness, linked to incentives, linked to
tools to use it. And I think when we look at a delivery system, that
needs to also include choice of plans so people can make the choice
between which plan is the right one for them as well.

The CHAIRMAN. I think Dr. Hackbarth

Mr. HACKBARTH. Yes, I just wanted to chime in on Senator Wy-
den’s point. I absolutely agree with you, Senator. In fact, I think
that was one of the cardinal lessons of the managed care backlash
of the 1990’s. Employers, at least many of them, restricted choice,
and they grabbed the savings for themselves as opposed to giving
their employees a choice, a cost-conscious choice of alternatives.
And I think it is very important as we try to change the health
care delivery system that the patients, the enrollees in health
plans, feel invested in the process, that they are making choices
and they are benefiting from the choice of more efficient alter-
natives. Otherwise, we will have another backlash, and things will
unravel on us.

The CHAIRMAN. I would like to focus a little more on CMS. What
investments, what changes are needed? Presumably we in the Con-
gress cannot dot all these i’s and cross all these t’s in how all this
is implemented. I sense there is a lot of agreement in what the
general approach should be. But the question is how do we execute,
how do we implement, and CMS is a major player here. I think Dr.
Steele had at least an idea, you know, empower CMS to be more
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flexible, empower them to come up with the solutions that we are
all talking about here.

So what changes and what investments are needed in CMS?

Mr. IGLEHART. Back down to the other end. Mr. Diaz?

Mr. DiAz. Yes, thank you. I want to comment from the perspec-
tive of a multi-State provider. We operate in 40 States. We live in
a public and private world. We are in partnerships with private
plans and Medicare and Medicaid for some of the very chronic pa-
tients that we talked about today. And we talked earlier about the
potential for a broader mandate, and it seems to me that is part
of the opportunity here, that there are immediate savings and im-
mediate benefits to patients by a broader mandate to—you know,
MedPAC’s authority. When we look at some of the dislocation and
managing the transitions of payments, we see that in the disloca-
tion between the Medicare and the Medicaid program. And we see
that CMS, all the well-intentioned folks there typically regulate
and develop policy based on silos—long-term acute-care hospitals,
skilled nursing facilities—with very little study of the interrelation-
ships and the opportunity to better coordinate care.

So I think there is an opportunity, consistent with many of the
comments we heard today, for a broader mandate of looking at how
we move past the silos, again, having physicians and care coordina-
tors as the real drivers of the engine, and that there are immediate
opportunities to bring down those silos and give MedPAC and give
CMS a broader charter to look at those opportunities along with
looking at the opportunities with the private plans as well.

Mr. IGLEHART. Mr. Hackbarth?

Mr. HACKBARTH. I would say three things, Senator, and these
have been mentioned by other people. They need more money,
more resources, more people to do the tasks that they’ve been as-
signed. They need less detailed, less prescriptive legislation, more
latitude to make decisions—subject, of course, to proper oversight.
And, third, I think we need a different model of how we innovate
in the Medicare program.

Right now it takes 6 to 10 years for a new idea to sort of work
its way through the process. If it is a large-scale test, it needs Con-
gressional authorization for the money, and it takes a couple years
to design, recruit participants, then you have 3 years of the project,
a couple years of evaluation. It goes back through the legislative
process. That way of developing new payment models for the Medi-
care program is way too slow for our needs. And so we need to look
at each step of that process and see if we can cut out steps in time.
And one idea that Glenn Steele has mentioned is the possibility of
sort of a standing network of providers that can pilot ideas on a
fast-turnaround basis. That would be one idea. There are others as
well.

The CHAIRMAN. Thank you.

Mr. IGLEHART. Dr. Korn?

Dr. KorN. Very briefly, Senator, agility. If Aetna and Independ-
ence Blue Cross were able to come together to support a medical
home model in Philadelphia, why isn’t Medicare at the table? Of
all the innovations that the insurers are rapidly using across the
United States, the combined market share and the impact of the
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physician’s practice to rapidly share in these pilots and innovations
on a local basis would, I think, advance knowledge very rapidly.

Mr. IGLEHART. Mr. Lee?

Mr. LEE. Alignment of the CMS partnering with private plans is
incredibly important, but I would build on everything that Dr.
Hackbarth said in terms of the decision process to change who is
at the table. And Debra Ness noted this, but in terms of having
more agility, ability to rapid cycle authority that Congress needs to
grant in an appropriate ways that CMS can act, but then who
should be at the table? I come back to patient-centered, and we
have too many decision processes that has, with all due respect,
only those who are actually getting paid at the table, not having
those that are actually getting care, patients, consumers, as well as
those, employers and others, that are paying the bills.

Mr. IGLEHART. Ms. Ness?

Ms. NEsS. And just very briefly, building on what Peter just said,
I think we need to make sure that the innovation, the demos, the
pilots, whatever it is we are doing, we do begin to integrate the pri-
vate sector and the public sector components. We cannot have the
innovation going on in silos.

Mr. IGLEHART. Dr. Opelka?

Dr. OPELKA. One of the things that we learned with our other in-
surers is we sit down and partner over issues and try and come up
with innovative solutions together. We don’t do enough of that with
CMS, and I think there is a real opportunity to actually sit down,
put a problem on the table, and try and solve it more collegially
together and have the ability to move more nimbly than we cur-
rently move.

Total system redesign, because of the cost and the need to rede-
sign chronic care, as Mary has said and as John has said, we to-
tally support that within the college.

I think that we need to enhance how we do the value assess-
ments on the outcomes-based care initiatives, like surgery, cardi-
ology, other areas other than primary care. How are we looking at
what we are doing to know that we need to do those procedures
that are absolutely necessary, where the overuse is. We need to ac-
tually cut back on where we’ve got defensive medicine that is really
just running up a cost. And so the safe harbor concept, I fully sup-
port that.

And, lastly, preserving the key elements of the surgical workforce
is important. Trying to pull monies out of the surgical workforce
to start up and fund other initiatives could actually have a real del-
eterious effect on how we maintain the surgical workforce.

Mr. IGLEHART. Dr. Steele?

Dr. STEELE. You know, again, I think the narrative is important,
and if we focus on where we are now with some of these incredibly
poorly cared for, high-cost groups of patients, and you give direc-
tion that you want to get to another place over a period of time,
and you hold CMS responsible for creating the innovation to do
that as opposed to the much more specific granular kinds of in-
structions, then the only thing I would add is if you actually do this
health care reform——

The CHAIRMAN. We are going to do it.

Dr. STEELE. CMS
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Senator SCHUMER. He means it, too. He means it.

Dr. STEELE. Your goal should be to have CMS as the workplace
that everybody wants to be a part of, because you are going to be
dependent upon the human resource over there. And it should be
the place where people want to work if they want to work in gov-
ernment.
hT};e CHAIRMAN. That is a good point. How do we accomplish
that?

Dr. STEELE. We can talk later.

The CHAIRMAN. Okay.

Senator SCHUMER. Mr. Chairman?

The CHAIRMAN. Anyone else want to address this one subject

Mr. WiLLIAMS. Yes, Mr. Chairman, I want to get a point in here,
if I may. Just a couple of points on CMS.

One, I think this notion of public-private partnerships is ex-
tremely important, and one of the things I would continue to en-
courage is the ability to share claim and clinical data between
Medicare and the private sector so that we enrich both the claim
database as well as the quality database, building on National
Quality Forum-approved data.

Innovation is fundamentally important. Two years ago, we had
zero members with the personal health record. We now have ten
million members who have their own personal health record that
:cihey own, that they can take with them, that captures all of their

ata.

The other point I would make is network-based products. You
take an area like bariatric care, bariatric surgery for weight loss.
We built networks and determined that by looking at those net-
works, the quality of care and cost was 15 percent lower a year
later for those physicians and institutions that were in the net-
work, and they were selected on the basis of quality, good thorough
assessment, good counseling for the members. And it was 4 percent
higher than the average outside. The use of network-based prod-
ucts is a fundamentally important missing component and tool, and
I think that brings us back to public-private partnerships.

The other point I would make is just flexibility, the ability to in-
novate with things like value-based insurance design so that the
insurance products, whether it is a pharmacy or other benefit, real-
ly has the ability to adjust the co-pay based on that individual
member’s health circumstances. Prevention for you may be dif-
ferent than prevention for someone else, and we need the ability
to have variable definitions of prevention based on the clinical cir-
cumstances.

And, finally, there is a whole set of missing decision support tools
that give a member alerts on health screenings that they should
be having, an ability to give an alert to the member and an alert
to their physician, that there seems to be a gap in care based on
the evidence-based standards. All of those things represent stand-
ards that have been innovated in the commercial health care sector
that are readily available and that are unavailable in base Medi-
care today—all of which contribute to improving quality and reduc-
ing cost.

Dr. TOOKER. I just want to make a follow-up point—this is John
Tooker from American College of Physicians—about CMS. It looks
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to us—to me, at least—that we are going to be trying to test mul-
tiple models of payment as well as multiple models of health care
delivery. And CMS is going to be crucial to the testing of those
models.

And it seems to me that there may be opportunities to improve
the relationship of Congress, the White House, and CMS so that
there are common expectations at the time that legislation is devel-
oped all the way to the implementation of programs through CMS.
Just looking at the Medicare patient-centered medical home dem-
onstration project that was authorized in 2006, it is not yet started,;
whereas, in the private sector at the State levels, both Medicaid
and the private insurers are well down the road of testing models
of the patient-centered medical home. And there are lessons to be
learned from partnerships of CMS with those State and private en-
tities that in our opinion would help improve the ability of CMS
to implement.

Second is distinguishing between pilots and demonstration
projects and, where possible, to take the lessons learned from pilots
and implement them as soon as possible as opposed to having to
go back through an authorization after a demonstration project,
which takes an additional period of time.

Mr. UMBDENSTOCK. And, Mr. Chairman, just briefly, I would be
remiss if I did not suggest we look at the regulatory side as well
and the burden that that causes. The amount of regulation that
hospitals live under today really has to be examined and rethought
and redesigned.

In the case of CMS, it is additive, and I think we have to figure
out how to replace the old with the new. I will give one example
and be brief: the Hospital Quality Alliance. Terrific move to pub-
licly report on nationally agreed upon measures. As I said earlier,
]}Olosl}:{)itals have signed on and are very anxious to get their data

ack.

The agency has to be able to process that data in a realistic time
frame and get it back, so it needs the resources in order to do that.
It needs the resources in order to display that data if the public
is going to use it to make decisions.

At the same time, though, getting that data out of the hospital
and off to the data processors and to CMS has taken significant re-
sources, especially nurses to comb through records where we need
that done. And we have not seen any relief on regulation on the
payment side or anyplace else. There is never a substitution of one
priority for another or one regulatory burden or cost for another.
Those substitutions we are trying to make every day at home on
the front lines. I think we need to think about how we can help
CMS think that way as well.

The CHAIRMAN. Okay. Senator Schumer?

Senator SCHUMER. Well, thank you, Mr. Chairman. First I want
to thank you. This has been a great morning. I have watched a lit-
tle of it on the TV from my office and I have been here. I am sorry
I cannot be here the whole time.

I would like to focus on the public plan option, which has had
some discussion but nothing direct, and some of the witnesses here
today who have offered criticisms of the public plan option also
strongly support the new payment and quality initiatives—medical
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home, accountable care organizations, bundled payments. And I do
not see—I think there is, at least in some places, almost a knee-
jerk saying you cannot do this, you cannot have a public option,
where 1t seems to me we should take the best of these ideas and
use them in a public plan option. A public plan option could be
formed in many different ways. There is a whole lot of rhetoric, you
know, on the public plan option, but we have not even defined what
the insurance product will look like, how it pays doctors, how it
pays hospitals, what part of the Federal Government will be run-
ning it. It could be in CMS. It might not be.

So I would first ask everybody to keep an open mind. We all
agree that reform must occur. We need higher quality. We need
lﬁetter care. And I think a public plan option could help make that

appen.

To Dr. Korn, here is what I would ask you and then ask others
to comment. You criticized the concept of a public health plan in
the association’s recent advocacy, and I wonder if there is not a
way to work together on this important component of health care—
that is what my question is—or if the opposition that your associa-
tion has is simply about protecting a monopoly over a small group
and individual market? If the field was level, the playing field was
level in rules and requirements that private plans and the new
public option plan had to live under in the new health exchange,
why would you oppose it? Competition is healthy, right?

Dr. KorN. Competition is healthy. We are always open to discus-
sion, and I think that no door is ever slammed shut on increasing
competition among private insurers. However, some of the funda-
mental concerns with a governmental programs, though, that I
think we have to deal with realistically are that a federally spon-
sored program would not have to have reserves, would not pay
taxes. It is very hard to imagine what a level playing field would
look like when the ultimate competition is an economic proposal to
a potential purchaser. So there are many issues to be thought
through here before we can determine how that might work.

Certainly we do want everyone to be covered, and certainly there
are those who under no circumstance could afford any option, and
we think there is a role for the Federal Government in filling that
gap through existing programs, if possible, if they were not willing
to subsidize premiums to those of us who are in the commercial
sector.

So the level playing field is somewhat difficult to envision given
the requirements of private insurers, and I wonder if maybe Mr.
Williams would have any further reflections on that.

The CHAIRMAN. I might say, too, that the next session is going
to deal with coverage, which is a more appropriate forum for this
particular subject. It is fine to bring it up now, but this session is
designed more for delivery system reform. The next session is going
to be coverage in all various ways we cover Americans. But I am
glad you raised the point. We do not have the panel yet——

Senator SCHUMER. I know. But even——

The CHAIRMAN. And I might also say, as you are saying, Senator,
that my judgment is the public plan option should be on the table
along with everything else. Nothing is off the table, because we
have such a terrific opportunity here to move forward together.
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One of the beauties of all this—it is tremendous when you think
about it—we are being strategic here. We are coming up with a
plan which will take several years to implement and to take effect
and help reduce cost and help improve quality of health care and
help improve coverage. Instead of Congress going down the usual
road of every year a little bit here, a little bit there, pushing the
balloon here and it bubbles up someplace else, this is exciting. This
is strategic. This is a whole new approach in health care reform
that we have taken in Congress for a long, long time. That is why
I want to keep everything on the table, everybody keep an open
mind. There is always a way to skin a cat. There is always a way
to work out something here. It is give and take everywhere. Then
the public option is clearly in that same category.

Senator SCHUMER. I appreciate that, Mr. Chairman. The point I
was making to Dr. Korn is it might be that for a private nonprofit
insurer or private for-profit insurer, a public plan might work to
your advantage. You know, I know everyone thinks, “Well, I am
going to get this segment of the market and this is the segment I
want.” But part of our job is to make sure you cover other—and
it is true, it is related to coverage. But it also is related to innova-
tion and cost savings and things like that. And to me, at least, I
would never—there may be some people who say only have a public
plan. That makes no sense. But it equally makes no sense to sort
of push off the table, as the Chairman said, to have a public plan
even in your own self-interest. And, admittedly, our interests and
your interests are not always the same.

Do you want to say something to that, Mr. Williams?

Mr. WILLIAMS. At this point I would just say the Chairman has
spoken and we understand it is all on the table.

Senator SCHUMER. Everyone agree with that? [Laughter.]

The CHAIRMAN. Everything is on the table. Everything is on the
table with the single exception of single pay. I do not think single
pay is on the table. This country is not going to adopt single pay—
at least not this time. I do not think. But everything else is clearly
on the table.

I have a question on behalf of Senator Kerry. He was unable to
stay for the hearing. I would like to ask it on his behalf. He asks:
Medicare Part A and Part B have different payment structures
that often result in silos and discourage care coordination. Some of
you on the pane have discussed the need for bundled payments.
Can you elaborate on this concept? What else besides bundling can
be done to better coordinate care between services covered under
A and B?

We discussed that a little bit, but why doesn’t somebody just sum
up an answer to that? Anybody who wants to take a crack at that
on behalf of Senator Kerry.

Mr. IGLEHART. Mark?

Dr. McCLELLAN. We have talked about a number of different ap-
proaches to try to payments aligned, better support, results, and
care at the patient level, this patient-centered care notion. The
medical home can help with that by giving primary care providers
more of an opportunity to bring together different pieces of health
care delivery, the bundled payments by bringing more alignment
between physicians and hospitals and post-acute providers. All of
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these kinds of things move in the same—have the intent of moving
in the same direction.

I would add to that the notion of accountable care organizations,
which we have talked about. That is at a bit higher level, trying
to get some recognition of the importance of better results truly at
the person level, at the population level, and trying to get costs
down at that level as well.

As you heard from many of the providers here today, with hos-
pitals, physicians all working in a very fragmented way today, you
have got to be careful about how you move in this direction, and
it may require some extra support in the short term to get there.
But it seemed like from this panel there is a lot of support for rec-
ognizing that if we can do a better job of having payments that
support coordination of care and person-level results, that will help
us get the kinds of delivery system changes that we want.

Mr. IGLEHART. Mr. Morris?

Mr. MoRrRris. I also think we will need to look at the current
fraud and abuse laws to ensure that the effort to align the interests
of hospitals and physicians is not blocked by current laws, which
in many cases inhibit those sorts of changes. There are civil pen-
alties, the Stark law, and the kickback statute all in play here, and
we will need to look at those to ensure that they are not inhibiting
positive innovation.

The CHAIRMAN. Right. I hear that.

Mr. UMBDENSTOCK. Three things, Mr. Chairman, quickly.

First of all, conceptually we understand where this is trying to
go and why it has not been tried broadly, demos just starting. I
think we need to learn a lot and bring it back to the Congress and
decide what needs to go forward, what is the best way to move.

Secondly, to underscore what Lew Morris just said, we need
some legal review, if not legal relief, so that hospitals and physi-
cians can work together more closely, clinically integrate so that we
deliver on a higher-quality product, but understand that the legal
barriers have been lowered.

Thirdly, as we talk about bundling as it is presently being dis-
cussed around acute and post-acute, there is no common assess-
ment tool to figure out where to put the patient in different post-
acute facilities. Work has begun on that. We need to know more
about that and how to do that properly for the patient’s point of
view but also the provider’s.

And, lastly, we have in that same realm in the post-acute numer-
ous regulations that restrain or constrain where a patient can go
or how many patients can go to what type of facility from what
type of facility. We have got to think about lowering all of those
barriers if we are going to truly pay as one and operate as one, and
that is going to take—I think that has got to be considered as well.

The CHAIRMAN. Thank you.

Mr. IGLEHART. Dr. Naylor?

Dr. NAYLOR. On the idea that everything should be on the table,
I hope that we will consider in the payment options an opportunity
for accountable entities defined by local communities that are stra-
tegically targeted and designated to provide services to this 20 per-
cent of Medicare beneficiaries who need more than the medical
home or the primary care services will provide and who will not



50

necessarily be well served by a bundled payment delivered to hos-
pitals.

So I hope that we can think about what our evidence suggests
is an appropriate approach to improve the care, reduce the re-
admissions, and achieve health care savings.

Mr. IGLEHART. Mr. Hackbarth?

Mr. HACKBARTH. I want to take a little bit different tack. The
silos in health care delivery that we have talked about are not so
much a function of the separation between Part A and B but, rath-
er, a function of the payment systems that we use within them. I
think the relevance of the A-B distinction is more at the financing
level, how the revenues raised to finance the program. And so, you
know, I think we need to bundle payment across A and B, but I
do not think the current A-B distinction is a barrier to doing that.

So I would urge you to think about A-B issues as matters of eq-
uity in financing. Is this the way we want to raise the revenues to
finance a Medicare program?

Mr. WILLIAMS. I think the one other point—a couple of points I
would make. One is as we think about the process of bundling, we
need to make certain that we do not lost sight of patient preference
as they go through a course of treatment, because as you bundle
the payment, the patient may at some point in that process choose
to have different ideas about where to get care or how to get care.
And so I think all that needs to be contemplated as this process
evolves. I think it is a very good process, but we need to not lose
sight of that.

I think the other thing I would say is to have flexibility in the
model. I think there is a question about is it a hospital model, a
physician model, or even a health plan model. And all of this is
going to require health information technology, software, data. For
example, biometrics could be a huge component of providing better
care outside of the hospital in collaboration with nurses and others
in the home, along with telemedicine and other capabilities.

And so I think if we want to explore this, we should have broad,
general ideas to give us an ability to figure out what works experi-
entially.

Mr. UMBDENSTOCK. Mr. Chairman, as you know, how this plays
out in a rural community with differing arrays of service capabili-
ties is something for us to think through as well.

The CHAIRMAN. That is right. When we talk about rural, I am
reminded there is rural and there is rural in this country. [Laugh-
ter.]

Anyway, rural in the East is an interesting concept. Rural in the
West is really rural.

Mr. IGLEHART. A number of the panelists have brought up the
subject of hospital readmissions, mostly in the context of express-
ing concerns about them. But I would like to ask Mr. Umbdenstock,
representing hospitals, to give us the AHA view of that in terms
of an issue and how to address it.

Mr. UMBDENSTOCK. I am sorry. We were finishing up on the last
topic. Can you——

Mr. IGLEHART. Readmissions, and what the AHA view is in terms
of how to address it.
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Mr. UMBDENSTOCK. Well, first of all, a readmission is not a read-
mission is not a readmission. The way the term is being used
today, some apply as a readmission, a second admission off of a
common diagnosis or episode. Others are just talking about new
admissions within a specific period of time. And so our concern is
not over eliminating unnecessary or preventable readmissions. We
want to do that. But when everything gets lumped into the same
bucket, it becomes problematic.

We think that on the readmissions we really need to focus on
those that are related to the original admission and that were un-
planned as part of the patient’s course of treatment. If we can focus
in on those and, like other subjects here today, focus in on those
that are most common for different types of patient conditions, we
think we can make some significant progress on that. But lumping
them all together as readmissions is a problem.

Secondly, the current proposal says that the bottom quartile or
top quartile, whichever direction you want to come from, but some
sort of quartile cut-off, there is always going to be a final quartile.
And so we have got to look at a better way, because even as we
improve on readmission rates, the notion that there is some con-
tinuing penalty hanging out there does not make a lot of sense to
us.
The CHAIRMAN. Mr. Diaz?

Mr. Diaz. Yes, just one further point. I appreciate and I think it
is very important that post-acute care has been incorporated in the
discussion of potential bundling opportunities. I think that there
are great opportunities there. And I think it is the right goal to
talk about better care coordination and improving efficiencies—or
inefficiencies within the system.

I think, as has been suggested, that an incremental approach is
best. There is a lot yet we have to learn in terms of the compara-
tive effectiveness, in terms of different post-acute sites. And I
would also say that part of what needs to be considered are which
entities, in addition to acute-care hospitals, are best vested with
that responsibility.

And, lastly, I think that, as has also been talked about, we need
to make sure that incentives are aligned to build that infrastruc-
ture that is necessary to operate in a bundled payment environ-
ment to assure quality, to assure care coordination, and that that
happens all across the country in rural communities as well as
metropolitan communities.

The CHAIRMAN. Dr. Steele?

Dr. STEELE. Yes, I think that the readmission is a metric that
you could easily apply to your goals for chronic disease manage-
ment improvement. And I think that what would be a terrific en-
gine for getting there is to go to systems that might not be the
usual delivery system and see what the best outcome is. And then
you essentially say how do we generalize into a much more frag-
mented system and work with the AHA and other community-
based organizations to figure out how to bridge the gaps that are
going to be there for quite a while, since everything does not look
like our integrated system. But I think that there are ways of get-
ting there in a short period of time doing dissemination from best
practice.
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The CHAIRMAN. This is very interesting. You know the game
whack-a-mole? Every once in a while, I see another card go up
here. [Laughter.]

Dr. NAYLOR. I just want to say from that patient and family care-
giver’s perspective, a hospital readmission is a hospital readmis-
sion. It is an extraordinarily tremendous human burden to them.
And we have the capacity to reduce readmissions for Medicare
beneficiaries between a quarter and a third, avoidable readmis-
sions. And I think we are only going to succeed when we realize
that the care needs of these people are much more complex. It is
not just about medical management. It is about managing the com-
munity services. It is about managing the inadequate social sup-
port—all of the factors that contribute to poor outcomes. We need
a comprehensive, holistic approach. We need a team model to get
there. And we have evidence to guide us.

The CHAIRMAN. I experienced a little of this. My mother was in
the hospital a few years ago—it was a colon matter—and we put
her in a post-acute facility, and she had to go back in the hospital
again because it got worse. And I know that a lot of it was because
she was not cared for when she left, with her meds and everything
under the sun. I could just feel the disconnect there when I was
visiting her. And so when people talk about all this—my mother is
real—it happens. She is fine now. She is great. But it was a bit

Mr. IGLEHART. I have a final question, if you have any——

The CHAIRMAN. Sure.

Mr. IGLEHART. I think back a generation to the Republican ad-
ministration of Richard Nixon and the proposal that he put forward
that really proved to be transformational: government support for
the creation of what was called “prepaid health plans” at the time
and then became known as “health maintenance organizations.”
And, of course, it went on to evolve into managed care, and we all
know what happened to that.

But my question is really, based on the concerns of the Com-
mittee and the Congress about the unsustainability of Medicare
and Medicaid in the current cost trends, whether the proposals
that we have discussed today are broad enough, are fundamental
enough, to really address the magnitude of the problem. And I
would be interested in comments, or even written comments to the
Committee if time has elapsed.

The CHAIRMAN. Well, thank you, John. I think it is an excellent
question, and I would like panelists to think about that, frankly.
Before we get to that point, I want to give panelists an opportunity
to say anything that has not yet been said. Maybe somebody has
said something outrageous that needs to be addressed. Or maybe
there is a nagging little something in the back of your head that
you would kind of like to get out. Here is the opportunity now.

We are going to be going through something we call a “walk-
through” a week from tomorrow. It will not be a markup of legisla-
tion on this subject of delivery system reform. Again, we divided
this into three areas: delivery system is one, coverage second, and
payment is the third, how we pay for it is the third.

But on Wednesday, we are going to do something called a walk-
through; that is, the Committee will walk through tentative, sug-




53

gested, potential legislation with respect to delivery reform. Then
we put all these three together in June, have a markup in June.

So during this next week, we will be talking to you, calling you
up for some follow-up, because you have given a lot of solutions and
a lot of suggestions here which I think make a lot of sense. But
you have also raised a lot of questions, at least in my mind. I made
notes on how to do this and how to do that and so forth. But I just
want to thank you very, very, very much. This has been one of the
most productive sessions I have ever participated in since I have
been in the Senate. Everybody was right on target, no grand-
standing; nobody is playing to the crowd.

This is why we came here. We came here to do good, public good,
public service. I know I can speak for all the members of the Com-
mittee in saying so, and I know I can speak for all of you because
you are in a field providing service to people. And I just want to
compliment you very much.

As I said at the outset, I am very excited about this. We are
going to go somewhere. Something is going to happen here. And if
we are here at the take-off and just keep working, we are going to
be also all together on the landing, which will be hopefully a soft
landing, and one which will provide a lot of care at lower case, give
access to the American people, and make us all very, very proud.

So thank you very much. Unless somebody wants to finish some
comment, some statement, something that he or she thinks should
be addressed.

[No response.]

Mr. IGLEHART. Thank you, Mr. Chairman.

T}’ile CHAIRMAN. The Committee is adjourned. Thank you very
much.

[Whereupon, at 1:12 p.m., the roundtable was adjourned.]
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The CHAIRMAN. The committee will come to order.

[Interruption from the audience.]

The CHAIRMAN. The comments from the audience are inappro-
priate and out of order. Any further disturbance will cause the
committee to recess until the police can restore order.

[Interruption from the audience.]

The CHAIRMAN. The committee will be in order. The committee
will stand in recess until the police can restore order.

[Whereupon, at 10:07 a.m., the roundtable was recessed and re-
sumed back on the record at 10:08 a.m.]

The CHAIRMAN. Today the Finance Committee hosts the second
of three roundtable discussions on health care in America.

[Interruption from the audience.]

The CHAIRMAN. The committee will be in order.

[Interruption from the audience.]

The CHAIRMAN. The committee will stand in recess until the po-
lice can restore order.

[Interruption from the audience.]

The CHAIRMAN. The committee will stand in recess until the com-
mittee can restore order.

[Whereupon, at 10:08 a.m. the roundtable was recessed and re-
sumed back on the record at 10:10 a.m.]

The CHAIRMAN. The committee will come back to order. Let me
try something else here.

[Interruption from the audience.]

The CHAIRMAN. For all those who are listening, and especially for
those in the audience here

[Interruption from the audience.]

The CHAIRMAN. And especially those—sir? Sir? Sir? Sir, if you
would let me just say something. Sir?

[Interruption from the audience.]

The CHAIRMAN. The committee will come to order.

[Interruption from the audience.]

[Whereupon, at 10:10 a.m. the roundtable was recessed and re-
sumed back on the record at 10:12 a.m.]
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Senator KERRY. Is there anybody in the audience who did not
come to

[Laughter.]

The CHAIRMAN. Let me say this. I think I speak for everybody
on the committee and everybody in the Congress, that we deeply,
deeply respect the views of all members of the audience and all
Americans who feel deeply about health care reform, especially
those who are worried about the single-payer system or a public op-
tion, who really do fervently believe that that is the proper result.
That is a view that many people have. It is a view which I respect.
There are other approaches to health care reform, which I also re-
spect.

The whole point of this hearing, and other hearings, is to try to
determine the best route, the best option in determining how to
best reform our country’s health care system. So for those of you
who remain in the audience who may be inclined to stand up and,
out of order, state your views, I encourage you not to do so because
I want you to know that I personally care deeply about your views.
I deeply respect your views. I hear what you say. I talk to a lot
of people in my home State of Montana who have the exact same
views. I represent 900,000 of the world’s best bosses, Montanans,
and many of them have the very same view.

But we are going to get the best result here the more we can
have an orderly discussion as to how we should best reform our
health care system. So I want to say to everyone, and especially
those of you who might be inclined to stand up, that I urge you not
to so that we can proceed with the hearing—holding your views
also deeply in mind as we proceed. Thank you.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Today the Finance Committee hosts the second
of three roundtable discussions on health care in America. The
committee has spent a significant amount of time laying the
groundwork for comprehensive health care reform, and now the
time for action approaches. This roundtable discussion will preview
many of the policies that the committee will consider in a walk-
through session next week, and depending upon comments from
Senators on the committee, in a markup in June.

The week before last, we had a roundtable on delivery system re-
form. Today we are here to discuss how to provide health coverage
to all Americans. Next week, we will hold our third, and final,
roundtable on financing health care reform.

As we discuss policy options for coverage, it is important to keep
several facts in mind. First, the United States is the only developed
country without health coverage for all of its citizens. Approxi-
mately 87 million people, 1 in 3 Americans, went without health
insurance for some period during 2007 and 2008, and the situation
is only getting worse.

Second, the economic climate has caused even more people to be-
come uninsured. According to the Kaiser Family Foundation, for
every 1 percent increase in the unemployment rate, Medicaid and
CHIP enrollment increases by 1 million, and the number of unin-
sured Americans increases by 1.1 million.
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In today’s economy, that means a lot of folks are affected. In
March, 2009, the unemployment rate rose to 8.1 percent, and ac-
cording to the Center for American Progress, 14,000 more people
lose their health insurance coverage every day.

Third, why is covering all Americans so critical? It is because
people without health insurance generally experience poorer health
and worse health outcomes than those who are insured. The Urban
Institute reports that 22,000 uninsured adults die prematurely
every year because they lack access to care. In addition to the unin-
sured, another 25 million Americans are under-insured. They do
not have enough coverage to keep their medical bills manageable.

Despite their insurance coverage, medical debt keeps these
Americans from feeding their families, paying their rent, or heating
their homes. Finally, the uninsured affect those who have insur-
ance. When the uinsured who cannot pay health care providers
shift those costs to those who can, those who have insurance. This
cost shift accounts for roughly 8 percent of the average health in-
surance premium. That is $1,100 per family, or $410 per individual
in 2009.

We have an opportunity to make sure that all Americans have
a fair chance at good health, make sure that no family goes bank-
rupt due to medical costs, to make sure that the insured no longer
have to bear the costs of the uninsured. The cost of inaction is too
high. It is too high for individuals, for families, businesses, and
State and Federal Governments.

Each of our participants today brings an important voice to the
discussion. They are experts, stakeholders, or both. Among our
guests are folks from the insurance and business communities, we
have labor and consumer representatives, we have experts in insur-
ance markets and public programs.

As we proceed with today’s discussion, I urge everyone to keep
in mind that coverage is one part of health reform. We must also
address rising health care costs and must find responsible and sus-
tainable ways to finance reform.

Forgive me for not taking the time to introduce each person here
today. We have distributed a biographical sketch and a brief state-
ment for each participant. Before today’s session we gave each par-
ticipant and Senator on the committee some questions to help start
our dialogue, and beyond that, I anticipate a fruitful discussion. So,
let us get started.

Before I introduce Senator Grassley, though, a couple of points
here. Number one, I will recognize Senators as they seek recogni-
tion. I ask Senators just to raise their hand. I would also encourage
all participants who wish to speak spontaneously or in reaction to
some outrageous statement that was made, raise your hand so I
will recognize you as well.

I am going to try to keep the discussion flowing, subject per sub-
ject. That is, if we are on the individual market and some of the
problems in the individual market, I just encourage Senators to
stay on that subject. But of course, we never constrain Senators.
Senators may want to speak on any subject that they might. But
we will do our very best to try to make this as significantly on
point as we can.
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Unfortunately, I think we are going to have a vote around 11:00,
so we might have to break and come back. But I will do my very
best just to keep things flowing.

I would now like to introduce my colleague, Senator Grassley.

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. Yes. Thank you, Mr. Chairman. And thanks,
all of you, who are on our panel, for participating in this round-
table. The first roundtable was very, very successful. I think this
one will be, too. The subject that we are dealing with today is a
little more difficult than the previous subject and they probably get
more difficult as time goes along. So, you are participating in one
of the more difficult decisions that this committee has to make.

Most everyone agrees that our health care system is in need of
fixing. The American health care system, if you can even call it a
system—and I would rather not use the word “system”—is in des-
perate need of reforms. We spent twice as much on health care as
other developed countries, but even with all of this spending our
health care outcomes are not as good as in other countries.

We have escalating costs, inefficient delivery systems, 47 million
people lacking health insurance, millions more live in fear of losing
coverage. Our responsibility is how to get affordable coverage to ev-
eryone, and we must make these reforms in a fiscally responsible
way. We need to bring costs under control.

In March, Senator Baucus and I joined other members of Con-
gress and other stakeholders at a White House Conference on
Health Care. In bringing everyone together, it was clear that we
agree on many issues and still have a long ways to go on others.
But overall, I left the White House knowing that Republicans and
Democrats share a commitment to expanding health insurance cov-
erage and improving the way that care is paid for and delivered.

Last week we had our first roundtable on delivery system re-
forms. It went very well. Now we are moving on to tougher issues.
There are more controversial issues when it comes to coverage. I
will not name them all, but individual mandates, government-run
public plan, and Federal health boards are just some of those
issues that will come up. There are no easy issues when it comes
to coverage.

We are here today to share ideas and to weigh in on all the cov-
erage issues that we need to tackle. If we are to succeed in making
real changes that benefit millions of Americans, all of us are going
to have to listen and consider many ideas.

On all of these tough issues, we need to find solutions that work.
Everyone needs to work together to find common ground. I am very
appreciative of all of you who have come together to help with this
process.

Mr. Chairman, I yield.

The CHAIRMAN. We have a quorum here. I apologize to the ex-
perts here, the panelists, but we now have to conduct a little bit
of business and will make it as expeditious as possible.

[Whereupon, at 10:21 a.m., the roundtable was recessed to enter
into Executive Session.]

[After recess—10:22 a.m.]



60

The CHAIRMAN. All right. Let us get to business. I want to start
out by talking about the individual market. I want to ask Gary
Claxton, Karen Ignagni, and Sandy Praeger, can you tell me a little
bit about the current factors used in determining premiums in the
current individual market and a bit about the current state of the
market as on open for obtaining health insurance? Just focus a bit
on the individual market, its strengths, its weaknesses, the prob-
lems, and how we begin to reform the individual market.

I will start with you, first, Gary Claxton.

Mr. CLAXTON. Thank you, Senator. Thank you very much. Rates
are currently set in the individual market based on health status,
age, gender, geography, whether or not someone smokes, and, of
course, benefits. There are also some other practices in the market
that are a little bit less apparent.

Some insurers will vary the rates that people are charged based
by their duration in the policy, for instance, how long they have ac-
tually had it. This allows insurers to offer the lowest possible prices
when the policy is first issued, but then people get higher increases
each year than they would normally get. Unfortunately, it is the
kind of practice that is not disclosed.

Another factor that can affect rating at renewal is whether or not
the insurer is still accepting new business into the policy. Closed
blocks of business tend to have much higher rates of increase from
year to year than policies that are still being offered.

If you look at the market and want to characterize it in terms
of its ability to offer people good coverage options, the market is ba-
sically characterized by policies with low actuarial value and high
administrative costs, so the policies tend to have high cost sharing,
a lot of coverage limits, and the sort of administrative cost of sell-
ing these policies is pretty high, in part because of the turnover in
the market and also because of the commissions that are paid to
people.

The lack of tax subsidies for this market make it much less at-
tractive than group insurance, so people do not tend to choose non-
group coverage unless they do not have a group option. Because
they are paying the entire cost and because they do not get any
help through the Tax Code like group insurance does, people tend
to buy policies which are much less valuable.

The CHAIRMAN. Cutting to the quick here a little bit, is there
anybody on the panel who agrees with the statement that the indi-
vidual market needs significant reform? Is there anyone who dis-
agrees with that statement, that the individual market needs sig-
nificant reform?

[No response.]

The CHAIRMAN. Seeing no objections, we will establish that as a
predicate here. All right.

Now, I want to ask somebody, how are we going to form the indi-
vidual market? Ms. Ignagni, I will ask you, and also ask Sandy
Praeger, a former NAIC president and current Kansas Insurance
Commissioner.

Ms. IGNAGNI. Thank you, Senator. First of all, thank you for con-
vening this forum. We very much appreciate the opportunity to
participate. I think Gary has made important observations which
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caused us in the health insurance arena to step back and consider
what was not working.

In our proposals, we have recommended a full-scale reform and
a complete overhaul of the rules associated with the individual
market. In fairness, just for a little context, it is important to note
that, with the exception of Massachusetts, there never was a law
passed that requirede everyone to participate in the market, so
health insurance rose and developed practices similar to life insur-
ance, property and casualty, et cetera. The problem is, people in
the individual market generally wait until they need insurance to
purchase, so we stepped back and said, how do we solve this prob-
lem and how do we provide health security to people, which is the
fundamental question you are asking?

Our proposals are as follows, simply: guarantee issue, that every-
one gets insurance; two, nobody falls through the cracks because of
preexisting conditions; three, no health status rating so that no one
would be discriminated against or penalized because of their prior
health care status, requiring them to pay more. This would level
the playing field.

We are proposing Federal guidelines that could be implemented
and executed at the State level, so there is no inherent benefit of
living in State A, B or C. This would be a whole-scale reform,
would solve the underlying problems that Gary articulated very
well, and that you implied in your opening statement. We are fully
supportive of this whole-scale reformation.

We also are fully supportive of Federal regulations. We are not
proposing voluntary efforts, we are talking about uniform guide-
lines that would be specified in legislation so that everyone could
understand there is transparency, there is effectiveness, and there
would be regulatory accountability.

The CHAIRMAN. Jim? Senator Bunning?

Senator BUNNING. Yes. I do not disagree with you, I just would
like to find out who is going to pay for that from the present set-
up that we have, the many different, various payors, whether you
are in a group policy or whether you are in a single coverage policy,
or whether your employer furnishes you benefits. That does not
cover about 47 percent of the American people. How do we get
enough money in the system to take care of that?

Ms. IGNAGNI. Senator, would you like me to respond?

The CHAIRMAN. Go ahead.

Ms. IGNAGNI. There are three answers, very quickly, Senator, to
your question: one, there is no question that health reform will re-
quire additional resources; two, there are efficiencies that can be
applied if you bring everyone into a system versus having people
fall through the cracks because they have high health care costs or
previous health care status, as you know.

Senator BUNNING. I understand that.

Ms. IGNAGNI. Three, we strongly believe, as part of health care
reform, and this committee has done considerable talking about the
third point, which is, as part of reform, we have to bend the cost
curve so that we can free up resources that can be applied, either
through changes in reimbursements, through other kinds of em-
phasis on prevention and wellness. There are many strategies that
can help you bend the cost curve.
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Senator BUNNING. Or does that mean that those of us who are
presently covered and paying are going to have to ante up more to
make sure that everybody is covered?

Ms. IGNAGNI. Well, you are now, frankly. There is a surcharge
that is being paid on health insurance because people are not

Senator BUNNING. I understand that. But I am talking about a
significant amount. When I look at Sweden and I look at Canada
and I look at the United Kingdom, where we have single payor and
government single payor, we have a tax rate of 60 percent or high-
er in those countries. So can you give me a ballpark figure?

The CHAIRMAN. If I might, Senator, we are going to take up fi-
nancing, how we pay for all this, in the next session. That is an
excellent question you are asking. It is a question on everybody’s
mind. The past session, as you know, was on delivery system re-
form.

Senator BUNNING. All right. I will wait.

The CHAIRMAN. Today’s is on coverage, various ways of coverage.
The third, is how we are going to pay for all this.

Senator Kerry?

Senator KERRY. Thank you, Mr. Chairman.

Ms. Ignagni, you said that you agree that there ought to be re-
form of the individual market, and particularly that you are not
rating on health status.

Ms. IGNAGNI. Yes, sir.

Senator KERRY. But I have introduced legislation today, which I
hope will actually become part of this ultimately, but if it is not we
should pursue it, I think, and that is that you do rate gender. Gen-
der rating is a pretty common insurance practice, and women are
charged higher premiums than men for identical coverage.

The National Women’s Law Center says that a 25-year-old
woman can pay up to 45 percent more than a 25-year-old man for
the same coverage; a 40-year-old woman pays 48 percent more than
the 40-year-old man for the same coverage; and a 55-year-old
woman pays 37 percent more than a 55-year-old man. So it seems
to me that is insurance discrimination and I would like you to ad-
dress whether that should also be eliminated.

Ms. IGNAGNI. Yes, sir. We do not believe that gender should be
a subject of rating.

Senator KERRY. But it is, correct, in many places?

Ms. IGNAGNI. It is, sir. And in our reforms we have not rec-
ommended that that be continued. We recommend that it be dis-
continued.

Senator KERRY. So do you recommend that we actually create a
prohibition?

Ms. IGNAGNI. Yes, sir. And to add credence to your point in terms
of the data, what it says is the following: women tend to incur
higher costs in their childbearing ages versus men, and then that
flips around 50 to 55 and men incur higher costs later in life. So
our thought was that it does not make sense, as we are thinking
aboute a reform system with everyone participating, and subsidies
to help people make sure that the care is affordable. So, we agree
with you.

Senator KERRY. Well, I am glad to hear that.

Thank you, Mr. Chairman.
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The CHAIRMAN. Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman.

I think Senator Bunning touches on the key question and the re-
lationship of coverage to finance. I think you are absolutely right,
Mr. Chairman, in saying that finance is a topic for another time.
I think there is a way to get at this issue that keeps it primarily
on coverage.

If you go out on the streets of this country and you talk about
coverage, it is almost a no-brainer issue. People want coverage like
their members of Congress have. That is what you hear again and
again and again. I think we know that there are some ways to do
that, a variety of different ways, including ways that are budget-
neutral.

The key is individual choice. I think that is central to the reform
issue. In fact, 85 percent of the firms that offer health benefits in
this country offer only one health plan type, so you have got most
Americans not having the kinds of choices that members of Con-
gress have.

My question is for you, Mr. Nichols, and for Stuart Butler. I
think Stuart is down at the end. Is not the key in terms of health
care reform containing costs and satisfying the public to make sure
that our people have these choices like members of Congress have?
They are part of a big group so that they can have the benefits of
cost containment when you spread the cost and the risk, they do
not get discriminated against, they do not get cherry-picked. Is that
not the key to reform, is having those kinds of individual choices
as part of a big group, Mr. Nichols?

Dr. NicHoLS. Well, Senator Wyden, it is certainly true that—it
is kind of interesting. There is almost a parallel. If you think about
your last roundtable where a lot of discussion was on patient-
centeredness, insurance really ought to be about individual-
centeredness. That is, how do we give all people in the United
States the same kind of choices that people in very large groups
get? Certainly members of Congress and the people who work for
the Federal Government are one group. A lot of large firms also
offer a very large set of choices. What we really want to do, it
seems to me, is bring the efficiencies of very large-group pur-
chasing to everyone.

When you do that, it turns out you can then afford fairness be-
cause then you can have the rules that Karen just talked about,
that fundamentally if you have a big pool, then the overall pool is
the population that is healthy so you do not have to worry about
all the things that the individual insurers had to worry about when
the purchase was voluntary, et cetera.

But the key to making competition work—and I think that is
really what this committee is most focused on here—is making sure
that the insurers have to satisfy the individual preferences. Now,
you know there are 300 million Americans who have a couple of
different preferences about how you want to have your arrange-
ment set up.

If you just have a situation where they have to sell to one owner
or to one HRVP or somebody who is picking a plan for a bunch of
other people, then that is not as good as allowing individuals their
own choice. It forces the insurers to reflect those different choices,
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and I think, in fact, they are quite willing to do that because the
last thing they want is a straightjacket on exactly one type of plan.

What they want is to have those preferences meet in the market-
place. But the key is changing their business model. Fundamen-
tally, in the past, before they have been willing to do away with
the kinds of procedures that Gary described and that Karen is now
skewed, basically they made money by selecting risk, by making
sure that they prevented some from being insured with the others.

What we want is a system where everybody is covered, and
where they make money by helping us find value in the health care
system. Again, that is how it is linked to what you did last week,
that it is about finding value in the health care system. Individual
choice will drive you there.

The CHAIRMAN. I have a question for Mr. Castellani, the employ-
er’s perspective in all this. We are talking about the individual
market. What is businesses’ view on its role here, from your per-
spective?

Mr. CASTELLANI. Thank you, Senator. Clearly, from business’
standpoint, and particularly the larger businesses that the Busi-
ness Roundtable represents, having everybody in the market is
very important. We think the insurance reforms that Karen
Ignagni laid out are absolutely essential, if we can bring everybody
into the market because that is one of the key starting points.

For large employers, we tailor our benefit programs to match the
needs of our employee bases and their families. One of the most
important things that helps us do that and do it in an affordable
way, is ERISA, so one of the biggest concerns we have is, while we
open the market and while we have everyone covered, that large
employers still have the protection of ERISA so that they do not—
while they can provide choice, which the Senator is pointing to, and
they do indeed provide choice—have to have 50 different programs
to provide those choices.

They can have a single-employer program that covers all of their
employees and their retirees, if they cover retirees. That is how we
gete the kinds of cost efficiencies that will allow, in our case, 35
million lives to be covered from just the 160 companies of the Busi-
ness Roundtable, and then overall, the 177 million Americans that
currently get their health insurance from their employer.

The multi-state employers both support the kind of health insur-
ance market reforms that are necessary to get everybody in, but
also would urge that you keep in mind the efficiencies that ERISA
gives us as multi-State employers to be able to have an affordable
product that is tailored to our employees.

The CHAIRMAN. I see Senator Stabenow is seeking recognition.
Before I do that, Senator, might I just ask the small business per-
spective? Mr. Danner, your view?

Mr. DANNER. Sure. We certainly agree very strongly in the need
for, as Mr. Nichols said, large-group efficiencies. We have sup-
ported for a long time creating larger marketplaces, like an ex-
change. We think that is important for both individuals and small
businesses. We certainly agree that both individuals and small
businesses need more choices in the marketplace. Of the small
businesses that do provide health care, it was mentioned earlier,
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about 80 percent of them only provide one plan. So their employees
would need, and would like to have, more choices.

We also agree that there needs to be, in both the small group
and individual market, added additional competition. The small
businesses want a competitive marketplace that gives them added
options for choices to quality plans.

The CHAIRMAN. I know there are lots of Senators seeking rec-
ognition. Let me ask, do you favor the basic provisions in the white
paper, that is, the exchange concept, and also the requirement that
everyone have health insurance? Does that help small business,
those two points?

Mr. DANNER. We do very much favor an exchange system, some
kind of added marketplace in an individual mandate. I think we
are open to the idea. Our members support some kind of individual
responsibility.

The CHAIRMAN. All right.

Senator Stabenow?

Senator STABENOW. Thanks, Mr. Chairman.

To follow up on Mr. Danner’s point in terms of whether or not
there is enough competition in the marketplace, the American Med-
ical Association has published reports on the current insurance
marketplace, indicating that they believe it is very anti-competitive
at this point. Results of mergers and acquisitions since 2000 have
resulted in insurance companies controlling over one-third of the
national market for commercial health insurance and they found
anti-competitive markets in 94 percent of their metropolitan statis-
tical areas. I would take my question a little different way, and I
would like Dr. Nichols to comment, and then others as well. Ron
Pollack, if you want to comment as well.

When we look at the current situation, let us argue for a moment
that there is a consumer plan option. Some folks have called it a
public option, but the idea of a consumer-driven public option that
would negotiate rates, and, Dr. Nichols, as you indicated, across
the board, no special treatment, no connections to Medicare, just
straight across-the-board competition. Would that not help us im-
prove access, coverage, and cost in the current marketplace that we
have today?

Dr. NicHOLS. Well, I think it would, Senator Stabenow. I think
it really speaks to Mr. Danner’s point, that a lot of what—and we
have all been workong on these issues for quite some time, trying
to find a way to solve the small business problem. They often do
find that they do not have much competition in their local markets.
I would say, all health care markets are local and so the national
market share, while I respect the AMA and their work, is not real-
ly relevant to what the real businesses in real life see.

It sort of varies quite a bit across the country. But it is unambig-
uously true. I have been in hearings where Senator Snowe was the
chairwoman, and Senator Kerry too, where the businesses talked
about how little competition there was in their spot. So, there is
no question that that is a major issue. I think a well-designed plan,
as you put it, is consumer-driven public plan. We will go with that
name for the day. That is a great one, maybe better than the one
I came up with.
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That is about two things. It is about restoring the trust that,
with all respect, the insurance industry has lost from a lot of peo-
ple, some of whom were screaming when we began today. But peo-
ple have lost the faith that their insurer is going to be on their
side. A lot of what public policy is about is making rules so that
the self-interest is channeled into public interest. That is what re-
form is all about. Karen has now accepted those principles, and I
think we can move on, but there are still people that do not trust.
So, that is number one.

Number two, it is about a benchmark. Because we do not trust,
we want to see, is it indeed sort of fair, what we are being told?
That lack of trust feeds into the need for the benchmark, so the
benchmark can provide, in essence, an actuarily fair price. I agree
completely with everything you have said. It has got to be a level
playing field. If it is not, it will not earn the trust of everybody else.
It, too, has to be essentially allowed to compete. It has got to be
allowed to fail. It has got to compete for business. It has got to earn
the trust of the people. But if it does that, I could not agree more,
it will be a very useful benchmark as long as the field is, indeed,
level. So, I would agree.

'll‘lhe CHAIRMAN. Mr. Pollack? I think she asked you to respond as
well.

Senator STABENOW. Yes. Thank you.

Mr. PoLLACK. I like your term, and I support that direction.
There seem to be two arguments that are made in opposition to
such a plan. One, is that it is not good enough, it is going to pro-
vide lousy service, it is going to ration care. The other argument
is, consumers are going to perceive it is too good, and as a result
more and more people are going to join this consumer-driven plan
and leave their current private insurance plan.

It seems to me it is the latter concern that needs to be addressed.
I think Len Nichols described, I think, the key component of this
accurately, namely, we have got to have a level playing field in
terms of the rules that are created. If you have a plan that in effect
competes with others, it is hard to say that at the same point it
should be the referee as well. So if we can separate those two func-
tions, then I think the greatest concern that has been expressed
can be dealt with.

The CHAIRMAN. Thank you, Senator.

Senator STABENOW. Thank you.

The CHAIRMAN. Senator Roberts, I think you were next.

Senator ROBERTS. Yes. Thank you, Mr. Chairman. Thank you for
your perseverence in regards to the outbursts earlier. Those folks
were undoubtedly from the House. That is just the way they are.
[Laughter.]

I just mark them down as “undecided.” [Laughter.]

This is a very unusual way of doing it. We have 18 people and
a Senator. Not that the Senator is not a “people.” Sorry. An awful
lot of talk gets into what I call health care policy gobbeldy-gook.
I do not mean to make that a pejorative in regards to what any-
body has said.

I have a question for Scott Serota from the Blue Cross people,
one of those dreaded health insurance folks. I like your beard,
Scott.
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There was an article in the Wall Street Journal April 17 that I
think made a heck of a lot of sense, and I think it dovetails into
what we are talking about. But it raises another point. It says,
health insurance does not automatically lead to health care. With
more and more doctors dropping out of one insurance plan or an-
other, especially government plans, there is no guarantee that you
will be able to see a physician, no matter what coverage you have.

Thirty-eight percent of primary care doctors in Texas took new
Medicare patients last year. The statistics in New York State are
about 25 percent. The problem is even worse in Medicaid, 50 per-
cent. The same thing with HMOs. Now, Scott, I am going to get
;c_o my question here pretty quick, but I just have a few comments
1rst.

This so-called public plan option has been described as simply of-
fering a consumer another choice or increased competition. Every-
body is for that. I think the Chairman mentioned that, boom, right
off the bat. But I am concerned that it could, in fact, eliminate
most private insurance and leave us with a government-rationed
health care system. I am going to underline the “rationed” part.

Basically, the worry is that the public plan, to some, is only one
step in the larger strategy of simply eliminating private health in-
surance. If this is the case, the one thing that we talk about, pa-
tient choice, patient access, it is patient access to health insurance
that will really suffer. Medicare pays hospitals 30 percent less and
physicians 20 percent less than private insurers in Kansas. Sandy,
you know this. Our hospitals have lost over $1 billion in the past
several years due to Medicare under-payments.

Scott, my question to you is: what are your views on the poten-
tial for reduced access to care under the proposed government
plan? And before you answer that, I want to give you an example.
Two weeks ago today I had a knee operation. Should have had it
a long time ago. I consulted with I do not know how many doctors,
finally found the time to do it and got it done. I am in recovery.
I awoke to six doctors looking over me. This was my doctor, the
head of surgery, four other doctors, the anesthesiologist—who was
hoping I would recover—and there were six doctors. I thought, my
God, they have operated on the wrong leg or something.

They wanted to know about the single-payor plan, Mr. Chair-
man, and they wanted to know about bundling, and they wanted
to know about all of the things that we talk about here. I think the
basic conclusion was that if this happens, they are gone. Now, they
were a little long in the tooth in regards to their experience; most
of them have been practicing doctors for 25 years.

What I want to know is, especially in a rural area, who is going
to do that knee operation and how long are they going to have to
wait? I do not see anybody here that can do it. I trust Sandy to
do it, and you, too, Scott. I really worry about the availabilty of
health care providers, as we have seen today that we are rationing
health care. Here we are talking about superimposing this big plan
over the current plan. Not that I do not want reform. You always
have to have a “while I” in there.

So I guess my question to you is: what are your views on the po-
tential for reduced access to care under the proposed government
plan, and especially in our rural areas?
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The CHAIRMAN. Sounds like all those doctors liked all of that
bundling, though.

Senator ROBERTS. That is right.

The CHAIRMAN. Mr. Serota?

Mr. SEROTA. Thank you, Senator. First, you would not want me
to operate on your knee, trust me. I am not equipped, nor have the
appropriate credentials for that. If the government plan pays pro-
viders the way it does under Medicare and Medicaid at the same
time that we try to expand coverage for an additional 47 million,
I think there will be negative consequences on access, clearly, in
the delivery system.

According to the Lewin report, hospital and physician net income
could decline by as much as approximately $70 billion under a gov-
ernment plan. Over time, a government-controlled system, if we
take the assumption that was put forth, that eventually it would
move toward a single-payor outcome, I think you would find delays
for major surgeries, delays for MRIs, lack of access.

The number of primary care physicians—we are already at a cri-
sis stage with the number of primary care physicians and primary
care access points—diminished even further. I think you could ex-
pect longer wait times, which could lead to lower quality of care
and reduced access, a lack of capital in the system which would
allow institutions to reinvest in their physical plants and other
things, some of which are in need in a number of areas.

So a government-run plan that is based on reimbursement levels
which exist today, I think, would have a tremendously potentially
devastating effect on access and the existing delivery system, caus-
ing terrific problems and a reduction in quality.

Senator ROBERTS. Well, thank you for your answer. That gets
back to Senator Bunning’s question on, how on earth do we pay to
make sure that that does not happen? Does anybody have a con-
trary view, or a similar view, or any view? Yes, sir? Dr. Nichols?

Dr. NicHoLs. Well, Senator, I would certainly agree with Mr.
Serota, that if we paid Medicare rates nationwide tomorrow it
would be a bad idea. But I do not think that is necessarily what
a public plan has to do. If you will remember how Senator
Stabenow phrased it

Senator ROBERTS. Yes.

Dr. NicHOLS. We envision a world in which they would pay mar-
ket rates. They would have to negotiate precisely in those rural
areas where, if they do not pay what those clinicians—I grew up
in rural Arkansas, by the way. I know something about having to
drive 80 miles for surgery. I think fundamentally it is about paying
what the market will bear, and that means paying what the mar-
ket demands, so they have got to negotiate like everybody else. So
I think, in fact, you could design a public plan that would be com-
petitive. That is what a lot of States have done, and that is basi-
cally, in my view, the proof of concept that you could do it.

The CHAIRMAN. All right. I would like to just keep on this subject
if I could for a second.

Mr. Stern, you might have a view on the public plan and what
its consequences might be, I suppose, depending upon how it is for-
mulated.
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Mr. STERN. I mean, first of all, if we start with certain assump-
tions we obviously get certain results. If we start with the assump-
tion we are going to pay Medicare rates we are going to get to one
set of results. If we start where Senator Stabenow started, we will
get to a different set of results where there is more of a level play-
ing field. I think it is important just to repeat: 94 percent of mar-
kets, according to the AMA, are not competitive.

People, as Senator Wyden said, do not have choices when they
work for their employer, necessarily. They may get one choice. If
you are a worker in Maine or New Hampshire, where if you are
a State worker particularly where your rates are disproportionately
higher for the same benefits that other State workers get in other
States because there is a lack of competition, I think the question
is, are we going to have excessive regulation to try to make all the
insurance companies comply with the laws—and I am not for ex-
cessive regulation—or are we going to enhance competition?

I think enhancing competition along the lines as Senator
Stabenow said is a much better way than trying to figure out all
the different regulations we can create to try to make sure there
is a level playing field and fair competition.

So if you look at costs today, where there is a lack of competition,
if you look at the fact that there is not enough competition—I am
a big fan of increasing competition on a fair set of rules and letting
the consumers choose which is the plan that they want and not
having necessarily anyone else choose but the individual.

The CHAIRMAN. I see Senator Bunning. Senator Cornyn, I think
you are next. I would like to stay on this subject for a minute or
two more, if we could.

Senator Cornyn, is your question on this topic?

Senator CORNYN. Yes.

The CHAIRMAN. All right. Senator Cornyn?

Senator CORNYN. Thank you, Mr. Chairman.

My question is for Ms. Ignagni regarding the so-called “public
plan.” It is interesting how this public plan is now called a con-
sumer-oriented health plan. I think it is more descriptive to say it
is a Washington-directed unfair competition plan, because the gov-
ernment is not a fair competitor. The government price fixes. It
tells how much it is going to pay and you take it or leave it. That
is the problem now with Medicare and Medicaid because there is
a promise of coverage, but no access, because you cannot find doc-
tors who will accept that price that the government is willing to
pay.

So I agree with you, Mr. Stern, about the importance of competi-
tion. I think the best evidence that competition works is Medicare
Part D, the prescription drug plan, which has come in under cost
and actually has a lot of people engaged in offering plans. But I
do not know how you can have competition unless you have trans-
parency as to price and outcomes to let consumers get the informa-
tion they need in order to make the right choices, because other-
wise I am unaware of any other way to try to contain costs, other
than the Federal Government saying, this is how much we are
going to pay, take it or leave it. So how do we increase trans-
parency as to price and as to outcomes in a way that will allow for
competetion to take place?
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Ms. IGNAGNI. Senator, I think you have framed this very impor-
tantly, in the sense that I believe that Len Nichols has done a very
valuable piece of research here. What it demonstrates is how hard
it is to actually achieve these objectives that Len thoughtfully lays
out. Government does not have the infrastructure to negotiate
rates right now.

Imbedded in Len’s paper, very importantly, they talk about how
it would take a while to set up this particular structure. It also
would take a significant amount of resources on the eve of a Medi-
care trustees’ report that we know the trust fund is going to look
at lot worse today than it did this time last year. So what you
would ultimately be doing is replicating what the private plans do,
so you are either going to be negotiating global budgets—bundling
is essentially global budgets—episodes.

What you drop back to, is to solve the Medicare reimbursement
problem you would have to drop back to some administered pricing
system that might be 10 percent over Medicare or 20 percent over
Medicare, leaving still the private sector to absorb the cost shifting
from the under-funding of the current Medicare and Medicaid pro-
grams. That would lead to a declining number of employers who
would want to stay in that system moving over. Therein is our con-
cern.

For us, we think that notwithstanding Dr. Nichols’ very impor-
tant research, that I think when the public program was developed
and the concept of public program was developed, I think nobody
expected that the private sector would step up and say, yes, there
is a problem here and it needs to be solved. So we are not asking
individuals—the people who spoke this morning, Mr. Chairman, I
think made an important point, and you did, too, imbedded in your
remarks.

We are not asking any individual to trust us, we are asking them
to trust the government, because we are proposing very aggressive,
comprehensive government regulations where we would be account-
able, where it would be transparent and the rules would be fun-
damentally changed. That is the type of competition we are talking
about, which is imbedded in the Federal Employees Health Benefit
Program and imbedded in many of the countries in Europe, and it
works very well, very satisfactorily. But this is a whole-scale
change in the rules.

The CHAIRMAN. I see Senators Bunning, Menendez, Hatch, and
Snowe seeking recognition. Do any of you want to stay on this sub-
ject here?

Senator BUNNING. Yes. This is to the subject.

The CHAIRMAN. To the subject? All right. Then you are next.

Senator BUNNING. Mr. Josten, you made a point in your written
testimony about the creation of a public plan, and I hope that you
would expand on. You said that costs to employer plans are in-
creased due to the cost shifting from Medicare and Medicaid, and
that assurances that a new public plan would not cost shift ring
hollow, particularly in light of unfunded liabilities under these two
programs currently. Can you elaborate on that? Would you like to
expand on that?

Mr. JOSTEN. Senator, cost shifting seems to be indemic to the
current delivery system. Our memberse, for years, have felt that
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the under-reimbursement of both Medicare and Medicaid is shifted
back at the hospital level to the one place that they can really shift
it to, which are to the premium payers on the employer side of the
ledger. The employers then end up shifting some of that cost down-
stream to their employees. We need to fix that part of the system
and that gets to our concern about a public plan.

We think once you have the government, basically, as the team
owner and the referee, and recognizing, as Karen just pointed out,
that both of these plans are already severely underfunded and are
going to be more seriously underfunded going forward, the govern-
ment itself has a huge interest here in reducing costs, which is the
central issue, I think, for everybody sitting at this side of the table,
where we do need to bend the cost curve to address getting more
people into the system. But we think a public plan, in addition, will
inherently destabilize the employer-based system, which today is
covering roughly half of all Americans with health insurance cov-
erage at a cost of $500 billion a year.

Senator BUNNING. Thank you.

The CHAIRMAN. Senator Menendez?

Senator MENENDEZ. Thank you, Mr. Chairman.

Mr. Serota, let me ask you, in your written statement to the com-
mittee and in advocacy that the association has been promoting re-
cently, you have criticized this concept of a public health insurance
plan. I am wondering exactly what 1s the principal position in the
opposition that the association has.

I have heard that it is because you have a lot of individual and
group market and you are concerned that the public plan could
overtake the business. But if the playing field was level in the
rules and requirements that private plans and this new plan had
to live under in the health exchange, why would you oppose it?

Is competition not healthy if the playing field is level, all the
rules and requirements that you have to live under, a private plan
would have to be lived under by this consumer-driven public plan,
would that not be something that would be good? Would it not be
competitive? Do your plans really think that if the rules for all
were the same, that you would not be able to continue to be com-
petitive in the marketplace?

Mr. SEROTA. Thank you, Senator. I think that I would make a
couple of points. First, I think it is a mischaracterization to indi-
cate that the markets are not competitive today. According to the
Government Accountability Office, the median number of small
group insurers competing in State markets today is 27, so there are
sufficient competitors today in the marketplace to create a competi-
tive market.

Further, with the regulations that we have advocated, I think
that the marketplace, as indicated by Karen, will become an ex-
tremely vibrant and competitive marketplace. So my concern with
regard to the public program is similar to the comments that the
previous speaker made, and that is that inevitably, regardless of
the intentions, I think, what has happened, at least historically, is
a movement toward government rate setting by fiat as opposed to
competition. If you look back at history, in 1965 the Medicare pro-
gram was supposed to pay market rates. That is how it was intro-
duced, that is what was passed.
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Senator MENENDEZ. But I think we are not talking apples and
apples here. I am saying, if the rules and requirements were all the
same for this consumer-driven public entity as your companies,
why would you be at a competitive disadvantage?

Mr. SEROTA. Well, we would have to see. I would have to see
what the program looked like. The idea of the government com-
peting on a level playing field is one that is hard for me to con-
ceive, so I guess I would have to see the particulars and——

The CHAIRMAN. I am going to have to interrupt you. We have
about three minutes left on this vote. Senator Carper, do you wish
to proceed? We have three minutes left on this vote. Or you can
come back.

Senator CARPER. Yes. If we could just pick it up when we come
back.

The CHAIRMAN. We will recess and come back. As soon as Sen-
ator Grassley comes back, though—he has already voted—then he
will reconvene. We will stand in recess until Senator Grassley re-
turns. Thank you.

[Whereupon, at 11:03 a.m., the roundtable was recessed.]

[After Recess—11:05 a.m.]

Senator GRASSLEY. The meeting will come to order on the author-
ity that I get from Senator Baucus. [Laughter.]

Thank you all very much for putting up with these votes and the
confusion that always goes on in the Congress at voting time.

I want to continue the discussion and ask a question of Karen
and Stuart Butler on this point. I do not want just those people to
answer. I would like to have reaction, because some of you on the
panel might obviously have a difference of opinion.

Some have said that a government-run plan is needed to keep
private insurers honest. In the absence of a—Karen is not here.
Stuart, in the absence of a public plan, do you think aggressive rat-
ing reforms and requiring insurers to take all applicants would go
a long ways towards “keeping insurers honest?”

Dr. BUTLER. Well, I think it would, Senator. There is complete
agreement that we have got to have more effective competition and
choice, and we have got to hold plans accountable. That is not real-
ly a point of disagreement. The issue is whether you can, in fact,
set up a level playing field with a public plan as the instrument
to make sure there is that situation.

I think the very fact is that you as a member of Congress, and
Congress itself, will be held responsible, both for setting the rules
and the public plan will be your plan. Everybody will see it that
way. So I think it is impossible to imagine a true level playing field
in that circumstance.

As far as how you can actually achieve the objective that is put
forward for a public plan, I would point out that in the Federal em-
ployees’ system, which does cover over 10 million people, the same
issues arise: how do you get effective competition; how do you hold
plans accountable; how do you make sure people have true avail-
able plans wherever they are in the country, and you achieve that
through an exchange, through setting broad rules, and also
through negotiating with particular private plans on a national
basis to make sure they are available everywhere.
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You do not need, in the FEHBP, a public plan. I do not believe
you need it generally. I think you should look at the way you struc-
tured the FEHBP system to achieve the very objectives that have
been purported as being only achievable through a public plan. I
think it is a combination of appropriate rules and requirements,
and expectations and objectives. I think it is also recognizing that
you do not have to lay down very specific benefits. You set cat-
egories of benefits, as you do in the FEHBP, so I think you can,
in fact, achieve those objectives.

Senator GRASSLEY. Ms. Ignangi, would you respond, please?

Ms. IGNAGNI. Yes, sir. I apologize for not being here. I took a fa-
cility break.

Senator GRASSLEY. Did you hear the question?

Ms. IGNAGNI. Yes, I did.

Senator GRASSLEY. All right.

Ms. IGNAGNI. The answer to your question depends on whether
or not individuals believe in government regulation, because what
we are proposing is a whole-scale change and a complete overhaul
of existing regulation, so it would be set out at the Federal level,
clearly, transparently, hitting the mark with respect to, no one falls
through the cracks, no one is discriminated against because of pre-
existing conditions, and no one has to pay according to health sta-
tus.

There would not be gender differentiation. That essentially is the
thrust of what folks have quite correctly talked about as something
that needs to be done. We squarely support it, we have proposed
it,land we stand behind it. We are ready to be accountable to those
rules.

In fairness, it is important contextually to remember that, with
the exception of Massachusetts, no one passed a rule, ever, saying
that everyone should be participating in the system, so the health
insurance arena grew up similar to life, property and casualty, and
other insurance products in our system today.

Now, as we think about health reform, there are new opportuni-
ties. So, no, I do not accept the premise that to keep the plans hon-
est you need a public program. Moreover, I think the discussion
this morning thus far has demonstrated how difficult it is to actu-
ally achieve that elusive goal of leveling the playing field. Govern-
mgnt does not have the infrastructure to negotiate rates with pro-
viders.

To set that up it would completely replicate what the health
plans do today. Governmenet has been unable to do disease man-
agement, or care coordination, or real pay-for-performance, or the
kinds of other strategies that we have implemented within private
health plans that are getting results. So we accept the premise that
the system is not working today. It needs to be reformed and, in
fact, we need very clear, specific, and effective government regula-
tions.

Senator GRASSLEY. Yes. Go ahead, please.

Ms. PRAEGER. Yes, Senator. Sandy Praeger, and I am represeting
both my State—Kansas—as the Insurance Commissioner, but also
the National Association of Insurnace Commissioners.

I would like to make a couple of points. One, on the issue of the
public plan competing with the private plans, many State employ-
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ees have, in fact, a choice between a public plan, self-insured by the
State, and a private plan. So I think as long as the rules are the
same—and that point has been made, I think, by several folks—
I think you can make that kind of a system work. I think what you
do not want is the ability to segment the market and have, with
different rules, the ability to choose one over another because the
rules encourage, in a sense, an adverse selection.

Let me, if I could, make another point, too, because it is about
the way the current markets in our States function. We have seven
States that do not allow rating based on health status. Also, let me
just comment, we have a great opportunity here to, I think, get rid
of one of the most onerus aspects of the current system, and that
is rating based on health.

The people who need health insurance are sometimes absolutely
just priced out, especially in the individual market. But you cannot
do that without requiring that everybody have coverage, otherwise
you will just wait until you are sick and then buy the coverage.
That is where we do need rules set at the national level so that
all of the States are functioning under the same system.

Now, as we move towards phasing in a new system with Federal
national rules, I think we have to be careful to recognize that those
States that do currently allow rating based on health have a very
wide variance between the young/healthy and what they pay and
the older/sicker and what they pay. So phasing in a plan, gradually
phasing in some age rating factors, for example, and narrowing the
rating bands, I think will make this more doable, leaving the over-
sight of that phase-in to the States who currently provide that kind
of (l>iversight. So those are just a couple of points that I wanted to
make.

Senator GRASSLEY. Ms. Hansen?

Ms. HANSEN. Thank you, Senator. I would also want to concur
with Ms. Praeger on that issue because one of the populations I
think that I will probably have a chance to speak to a little bit
later are the people who are between 50 and 64, so this age rating
component is highly significant just because it is one thing to in-
clude people under the tent, but if that becomes a barrier, having
them under the tent but not being able to afford it, becomes no ac-
cess. So I just want to make sure that we keep that clearly in mind
and understand that there is a gradual rating process in order to
make this affordable at the same time. Thank you.

Senator GRASSLEY. Mr. Claxton?

Mr. CLAXTON. Just to add on to your point about market reform,
while guaranteeing issue and making sure that health status rat-
ing is eliminated is important, I have been doing insurance regula-
tion and insurance stuff a long time and worked on many Medigap
and other guaranteed issue rules. You do have to do more to make
sure that coverage is truly available. Insurers can selectively mar-
ket still in these kinds of arrangements by where the producers
are, where they choose to set up their—what parts of the country
or what parts of an area they choose to serve.

So you really need to make sure the coverage is available to ev-
eryone, maybe through an exchange or something, but you need
something where you can go and get coverage without having to
work too hard at it, something like the website for Part D, for in-
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stance. Everyone could go there and get coverage, and that is one
way to eliminate some of the risk selection behaviors that can still
exist.

Senator GRASSLEY. I know a couple of other people want to chime
in here, but Senator Hatch has to leave right away. Let him ask
his questions and then we will go back to you two.

Senator HATCH. Thank you. Thank you, Mr. Ranking Member. I
appreciate it very much, Mr. Vice Chairman.

I want to go back to the public plan option. So I ask this question
of Mr. Serota, and also Ray Scheppach, if I can, to get your ideas
on this. A lot of our discussion has been rightly focused on the con-
cerns related to creating a new public plan option. However, at the
same time I am concerned about the extensive Medicare and Med-
icaid expansions that some people are talking about.

Let me put it in perspective. My State is currently at approxi-
mately 74 percent of the Federal poverty level, and nationally ex-
panding Medicaid to 133 percent, which PhRMA and Families USA
endorsed recently, will almost double the size of the program and
thus cause significant market crowd-out.

Another big concern is cost. Simply expanding it to even 100 per-
cent—which New York is at 100 percent. If you just go to 100 per-
cent in Utah, that will cost the Federal Government, and all the
other States, would cost them somewhere between $500 and $700
billion over 10 years, and the State government, $24 billion in 2009
alone, as we view it.

In the same vein, expanding Medicare to the early retiree popu-
lation—that is 55 years or older—will also cause significant strain
on the program that is already under tremendous financial stress,
and that is Part A.It would probably go bankrupt by 2015. To me,
a combination of Medicaid, Medicare, and SCHIP expansion, which
fve hlave already done, has much the same intended effect as a pub-
ic plan.

Now, let me ask the two of you, I would like your thoughts on
my concerns here, because I am very concerned about this.

Dr. SCHEPPACH. In terms of back-of-the-envelope estimates, Sen-
ator, our sense is that the Medicaid expansion, up to about 100
percent of poverty, would cost in the neighborhood of $65 to $75
billion. Now, some of that, about $24 billion, is actually for the new
population, but our assumption is that the current reimbursement
rates, where States average about 72 percent, would probably have
to go up close to the Medicare rates to do that and that would drive
the cost of the existing population up. So you are probably in the
ballpark of $65 to $75 billion. You would pick up an extra, I think,
$11 million people taking Medicaid, from probably $54 million to
$65 million.

, Senator HATCH. Over 10 years, I am estimating $500 to $700 bil-
ion.

Dr. ScHEPPACH. Well, States clearly cannot finance that. Gov-
ernors would oppose it as unfunded mandates. Just to give you an
order of magnitude, States are already struggling with sustaining
the current Medicaid and that is over 10 percent of the general
fund revenues of the States currently. So, it is a huge increase.

Senator HATCH. Thank you.

Scott, do you agree with that?
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Mr. SEROTA. Yes. Senator, I agree with the previous comments.

Senator HATCH. How about my comments?

Mr. SEROTA. Oh, absolutely. I think the Medicaid program and
the current Medicare program cover significant numbers of Ameri-
cans already, and expanding those programs have created a de
facto public program in place today.

Senator HATCH. That is great.

I have a question for Mr. Castellani, and also Bruce Josten. Did
you want to make a comment, Mr. Pollack?

Mr. PoLLACK. Thank you, Senator. As the Baucus white paper
makes clear, 37 percent of the uninsured have incomes below 100
percent of the Federal poverty level. Now, for a family of three,
that is precious little income, $18,310. If we are going to do some-
thing for the low income, we have got to do something, frankly, to
upgrade the Medicaid program. The Medicaid program today is
presumed by a lot of people to cover anybody who is poor. In fact,
of course, that is not true.

Let me just take two populations. For parents, the median in-
come eligibility standard among the 50 States is only 67 percent of
the Federal poverty level. Only 16 States reached the Federal pov-
erty level. For adults who have no dependent children, literally, in
43 States you can be penniless and you are ineligible for Medicaid
coverage.

So if we are going to be serious, I think, about covering people
who need care the most and who are least able to get it, we are
going to have to upgrade Medicaid and create a national floor. My
hope is that the national floor, as we in PhRMA had suggested,
would go to 133 percent of the Federal poverty level. But there
needs to be a national floor so that nobody can fall through. Med-
icaid provides some very important services.

Senator HATCH. Well, let me just interrupt you there. I under-
stand about helping low-income Americans. I want to do that. But
I would personally use more innovative processes or approaches,
like low-income subsidies for private coverage instead of simply ex-
panding Medicaid, which, once it is expanded, you cannot change
that or turn that around. We could have a lot of flexibility to do
this coverage another way.

So, I understand the problem and we have got to solve that prob-
lem. I do not want to ignore what you are saying, but I would pre-
fer doing something like that which gives us more flexibility, and
maybe even more ability to do it, and to do it within certain con-
straints.

Mr. POLLACK. Senator, there are some things that Medicaid pro-
vides that you just do not get in the private sector, and very impor-
tant for low-income populations. For example, for children, there
are very important protections so that they get early screening and
treatment for virtually any condition that they have; if they have
got a hearing problem, a vision problem, a dental problem, that is
going to be taken care of.

There are other services which are important in a State like
Utah, particularly for those people who live in rural communities
who may not be able to get to a health facility. The Medicaid pro-
gram provides them with transportation services which they are
going to need in order to see a physician. They will get home- and



77

community-based care, which they do not get today in the private
sector. So I would urge that you give serious consideration about
iexpeinding Medicaid, at least for those people at the lowest income
evels.

And one other thing, Senator. The Medicaid program provides
certain kinds of cost protections that simply do not exist in the pri-
vate sector. For those, for example, below the poverty level, no pre-
mium is charged. For those people who seek services, either pre-
scription drug services or other kinds of services, there is only
nominal cost sharing. As numerous studies have showed, if you
charge any significant amount of cost to those people at these very
low-income levels, they are not going to get the care that they very
much need.

Senator HATCH. I understand.

I just had one other question to Mr. Castellani and Mr. Josten.

The CHAIRMAN. Did you want Ms. Rosenbaum and Ms. Rowland’s
response, t00?

Senator HATCH. If you would like to, sure. Go ahead.

The CHAIRMAN. You want them to?

Senator HATCH. Yes, if you do not mind me asking the other
questions later.

The CHAIRMAN. Fine. Go ahead.

Senator HATCH. Ms. Rosenbaum had a comment.

The CHAIRMAN. Ms. Rosenbaum, and also Ms. Rowland.

Senator HATCH. And Ms. Rowland, yes.

Ms. RosENBAUM. Thank you, Senator. I would just like to add to
Mr. Pollack’s statement. The other thing that I think is notable
about the low-income population is that their underlying health
conditions are so serious. Interestingly, the severity of health condi-
tions, whether it is children or adults, does not abate at the Fed-
eral poverty level. There is a tremendous burden of illness well
into, actually, moderate income levels.

If we are focused on health reform, I think as we should be, not
only about the act of covering but also about bringing down dispari-
ties in health care and health status, the Medicaid program as the
sponsor of the coverage probably has a lot more experience in de-
signing the internal workings of coverage to deal with children and
adults with severe health burdens. Issues such as childhood asth-
ma or adult mental illness, conditions that, even if they are not so
fully disabling so that you are not on Social Security Disability
benefits, create a burden of health problems that private insurers,
even when they are very good and very thorough, simply do not
have the experience managing.

Now, this is not to say that greater efficiencies cannot be brought
to how Medicaid affectuates the coverage or arranges delivery sys-
tems. But, in terms of having to weigh this very important issue
that you put your finger right on, which is which people will get
their subsidies through Medicaid versus which people will get their
subsidies in a more commercial or traditional insurance-oriented
exchange system, my own recommendation would be that, in order
to advance the equally important goals related to the reduction of
health disparities, you actually rely more on Medicaid for the direct
sponsorship of the coverage, while looking to align Medicaid and
the exchange in how delivery of care actually takes place. That is
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where you can get efficiencies that each sponsor, buying alone, may
not be able to.

Senator HATCH. All right. Ms. Rowland?

The CHAIRMAN. Ms. Rowland?

Ms. ROWLAND. Senator, I just wanted to add that when we look
at the uninsured population, unfortunately a substantial share of
them are below the poverty level. What we have seen in the Med-
icaid program is the ability for the program to provide a broad
range of benefits, and we have heard today a lot about provider
participation issues.

But when we look at how the population on Medicaid compares
to those with private insurance who are low-income, the Medicaid
population actually does better on many access measures. So I
think building on an operational program and minimizing the need
for transitions may help bring some of the lowest income uninsured
into a system and not overburden the exchange, which a subsidy
program might do.

Senator HATCH. Well, thank you. I think I am quite a bit of
time——

The CHAIRMAN. Well, let me get to Senator Ensign. Do you have
one more question?

Senator HATCH. I have one more.

The CHAIRMAN. All right. Go ahead, Senator Hatch.

Senator HATCH. For Mr. Castellani and Mr. Josten. As much as
I am worried about the employer penalty under a play-or-pay man-
date, I am more worried about what employers will be required to
offer to avoid this penalty. All signs are pointing to the fact that
some want the more expensive—very expensive—Blue Cross Fed-
eral coverage for anyone. According to the National Bureau of Eco-
nomic Research, even asking employers to provide a $9,000-per-
year package will cause per-hour wages to decline by more than $3
and cost us more than 220,000 jobs.

Now, that is not all. The administration is also taking a look at
eliminating corporate deferral as a potential pay-for. We already
have the second highest corporate tax rate in the world, second
only to Japan. Now, this will ensure that every multinational com-
pany will relocate abroad—at least that is what the leaders have
told me—causing irreversible harm to our economy.

Now, all these policies, as the sum of their whole, look to me like
they are going to have a devastating impact on our economy. So
what I am asking the two of you is, is my assessment wrong on
this or is my assessment of these policies accurate?

Mr. CASTELLANI. Senator, you make a very good point. It is the
cost issue that brings employers to this table. Again, all of our
members provide health insurance. They want to continue to pro-
vide health coverage for their employees because, quite frankly, it
both enhances productivity, as well as provides a good way to re-
cruit and retain key skilled employees, good-quality employees. We
want to be in this game, but it is the single biggest cost pressure
that we face day in and day out. It took oil at $150 a barrel to even
tie it.

In an increasingly international marketplace where we are com-
peting against companies who reside in countries that have a dif-
ferent model, a different tax model, a different health care cost
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model, or where we are competing against companies that do not
provide health care, this cost burden for U.S. corporations, particu-
larly ones who participate in the global marketplace, is really
unsustainable.

So if the answer here is not to improve the delivery of the sys-
tem, to improve the coverage of the system so that we bring the
cost trajectory down, but rather increase the costs either through
what is happening with health care costs well above GDP or what
is happening with our tax system, then U.S. companies cannot
compete.

So our premise here: we want to continue to provide health care
coverage but we have to be able to do so in a way that allows us
to compete in the international marketplace. And that is why we
need the kind of efficiencies that this committee has talked about,
that you have all talked about, and a level playing field so that we
can compete and we can create jobs.

Senator HATCH. Mr. Josten?

Senator GRASSLEY. We have talked a lot today about medicaid
expansion. There are a few points I want to make sure are made
today about that idea: (1) Expanding Medicaid will be a tremen-
dous financial challenge for States. We should not ignore that, no
matter how easily some folks say “let’s just expand Medicaid” or
“yes we can”; (2) access is a serious problem in Medicaid. Ray
Scheppach of NGA argued that States will need to increase reim-
bursement rates to Medicare levels to truly provide access to care.
That will not be cheap; and (3) Sara Rosenbaum testified that Med-
icaid can be the sponsor of overage while private insurers deliver
coverage. I think it is very important we don’t build a high wall
between Medicaid and private insurance. People should be able to
move seemlessly without changes in their coverage or providers—
particularly children.

The CHAIRMAN. Senator Enzi? I am sorry. Senator Ensign.
Thank you. Senator Ensign?

Senator ENSIGN. People get us confused all the time. They call
us twins. [Laughter.]

The CHAIRMAN. I apologize. I apologize.

Senator ENSIGN. I would make a quick comment. It was an inter-
esting discussion we had earlier when we were talking about the
public plan, and Mr. Stern talked about more choices. I think a lot
of folks talked about more choices. I cannot remember the Senator
that pointed out about Medicare Part D, and that there are a lot
of different choices offered under that plan.

One observation to think about is, why do the individuals have
the choices? Well, one of the reasons is because the benefit goes to
the individual. In our Tax Code, the benefit goes to a company. It
does not go necessarily—indirectly it goes to the individual, but it
does not go directly to the individual. In other words, you get your
tax deduction for your health insurance only through an employer.

The individual, if you are self-employed or if you are out there
without insurance and you want to buy it in the individual market,
you do not get the tax deduction yourself. So if we want to have
all of those various choices and we truly want to have a bunch of
different market forces coming into play, I think there are two real-
ly critical aspects that we have to have.
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One, is that the individual needs to get the benefit, the tax ben-
efit, whether it is a deduction, whether it is a credit, depending on
your income level. You could do probably even a hybrid system be-
tween those two. If we want to have the universal coverage you
could do it through a combination of those two things. Then if you
wanted to set up the delivery system where you had the competi-
tion between the plans, those people could be able to then choose
between those various plans that are out there.

The question, though, that I want to bring up has to do with—
and I have talked a lot about this. I think Wal-Mart has done a
lot on that, I know Safeway, Steve Byrd, has been up here and
talkd to a bunch of us—basically encouraging healthy choices. A lot
of the plans out there today do not encourage healthy choices, they
just do not. There are not the proper incentives for people to have
healthy choices. There are not the financial incentives. Most of the
plans are really not set up for that, to be able to do that. You may
give incentives here and there, but it is not the same way as, like,
an employer could be able to do that.

Safeway has figured out, with four different conditions, that cer-
tain conditions cost more money to insure various people. They ba-
sically focused on smoking, obesity, controlling hypertension, and
controlling their cholesterol, and had pretty good results with it,
being able to lower their health care costs by about 40 percent com-
pared to the rest of the country over the last 4 years. I would say
that is a faily significant result.

My question has to do with that. Right now, they are only al-
lowed to incentivize up to 20 percent of the premium. Maybe Ms.
Ignagni and Mr. Castellani, if you could comment on this. Should
that be raised? Safeway has been saying that they could do a lot
more if you could raise the amount of that premium, the percent-
age of that premium, say up to 50 percent. If anybody else on the
panel wants to comment on that, if that would encourage more peo-
ple to do more healthy choices, which would then in effect lower
the cost of health care in the United States.

Ms. IGNAGNI. I think, Senator, you are probing an important
area and I would answer it in two ways, make two points. One, the
Safeway example is very interesting because they have done this
in cooperation with the UFCW, the union, and I think that that
speaks to the breadth and depth of the proposals that have been
on the table. You are quite right, that if you participate in disease
management you get an incentive for doing that, you pay less, if
you stay with it and hit certain markers.

We do believe, in our laundry list of proposed reforms that we
talked with the Chairman about just a little while ago, one of the
issues that we have flagged is to have a discussion with all of you
in the Congress at large about a permissible set of circumstances
in which we could encourage this type of behavior more broadly,
number one. So we agree with you very strongly.

On the other hand, we would want to have a very important,
transparent conversation so that everyone is clear about the incen-
tives, where they might be applied, where they should not be ap-
plied, et cetera, so that we have the rules of the road very clearly
established, number one.
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In the Safeway-UFCW situation that you are probing, I think
there is reason to think about giving them more room. There are
employee benefits managers that can actually work on both sides,
on the labor and the management side, and I think they could
teach us quite a lot about what is possible. There is a safety valve
there for workers so that people are protected, and employers and
the union are working together very well. So I think that 1s a good
example.

There are other companies where there is not a collective bar-
gaining situation who are also doing very provocative and produc-
tive things. So I do think where you have benefits managers that
can take responsibility for coordinating that, there is a reason to
really think about, in the corporate setting, giving more room. I
think we could do that quickly, find out some real experience that
could be applied broadly. But we would very much like, across the
board, to be able to do this. The reason I am hesitating a little in
saying yes broadly to your question about, why not expand it for
everyone, in a small business situation, which Don Danner talked
about, for example, one of the most important things we have to
do is set up the infrastructure where they can have more choices.

Senator ENSIGN. Right. If you did it through small business
health plans you could get to the size where you could make these
incentives work.

Ms. IGNAGNI. Yes. Well, that is right. You have more choices if
you set up portals the way they have done in Massachusetts, where
small business knows what is offered. Now it is very hard to find
out, et cetera, et cetera. So, we are strongly supportive of that. I
think in those arenas, where there was interest, there might be
some real opportunities there as well. But we would offer them,
from an insurance perspective, a fully developed package that
would not depend on a small business having to have an employee
benefits manager.

The CHAIRMAN. The following Senators have sought recognition—
I will read the list—in this order: Senators Menendez, Cantwell,
Snowe, Stabenow, and Kerry.

Senator Menendez?

Senator ENSIGN. Senator Baucus, I had asked Mr. Castellani to
comment on that.

The CHAIRMAN. Fine. Go ahead.

Mr. CASTELLANI. Senator, you are getting at one of the key
things that we hope that is part of this debate, and that is that
we provide as much incentive for wellness and prevention as we
provide for disease management. That is very, very critical to
avoiding the kinds of costs that do cripple the entire system. When
we look at our membership, about 82 percent of our members al-
ready offer disease management programs; 74 percent offer tobacco
cessation programs; 85 percent have weight management pro-
grams.

All of these, and others, are key to avoiding the kinds of costs
that burden the system. We believe it will make an important dif-
ference and we want to have the kinds of incentives that we are
providing for our employees to engage in those programs so that
they have ownership for their own success.

Senator ENSIGN. Thank you.
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Thank you, Mr. Chairman. You know, one of the things we
should look at as the committee as well, because some of these in-
centives are in the private sector, is can we provide some of these
incentives in Medicare or Medicaid? For instance, we know with 40
percent of our country being obese, and it contributes to every sin-
gle disease, can we provide incentives for people who are on these
public plans to be able to choose healthier behaviors as well?

The CHAIRMAN. That is a very good question, one I have been
pondering for some time. Larger companies who are self-insured, I
think, can more easily manage in negotiations with their insurance
companies and providers and so forth. It is a little more difficult
on the public side. But that is an excellent point, and clearly we
should work very hard to try to find ways to build in those same
incentives because that clearly is going to bring down health care
costs. I appreciate your line of inquiry.

Senator Menendez, you are next.

Senator MENENDEZ. Thank you, Mr. Chairman.

I want to return to Mr. Serota, and then Dr. Nichols for compari-
son here just so I can see if I am not missing something. We were
sort of cut off by the vote. My sense of it is that you were saying—
correct me if I am wrong—that you cannot envision a public plan
that somehow would be on a level playing field and competitive,
and therefore you reject it out of hand. Then you were making the
case that there is plenty of competition in the marketplace.

So, I look at the AMA’s study and they found anti-competitive
markets in 94 percent of metropolitan statistical areas. I look at six
States that they list in which the top two insurers have anywhere
between 62 and 87 percent of the market. I look at the Common-
wealth Fund’s information in which they have, by way of example,
16 States in which there is anywhere between 70 and 100 percent
of the market by a limited number of insurers. I am trying to fig-
ure out why, out of hand, there is a rejection without knowing the
specifics of what that public plan would be, especially if the propo-
sition is that it can be on a level playing field with the same set
of circumstances.

Dr. Nichols, I think in your testimony you have a different view
as to the possibility of that. As a matter of fact, one of the things
I heard in New Jersey when I conducted listening sessions was not
the universe who has no insurance, although that is 1.2 million
people in New dJersey, it is the universe that has insurance that
talks about the endless time on the phone, the run-around, the de-
nials, the whole process of the appeals. I heard horror story after
horror story. I think you referred to that, Dr. Nichols.

So am I right, Mr. Serota, about my understanding of what your
answer to me was? If I am wrong, tell me where I am wrong. Dr.
Nichols, tell me why it seems like you have a somewhat different
view.

Mr. SEROTA. Well, Senator, I think you accurately characterized
part of my concern, and that is that I cannot conceive of a govern-
ment program competing on a level playing field. I think you
mischaracterized that where you said I have dismissed it out of
hand. What I think I said is, I have not seen it.

But it is very difficult for me to conceive of a government pro-
gram that is overseen by Congress, developed by Congress, and
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regulated by Congress, competing on a level playing field in the
private market. I mean, you become a competitor and a regulator
in the same environment, and a financer. I think that that creates
an unlevel playing field. It is hard for me to conceive of how, in
fact, that could work and that could be a level playing field.

The CHAIRMAN. Dr. Nichols, do you seek recognition?

Dr. NicHOLS. Sure. I would just hasten to add that I understand
Mr. Serota’s concern. It does not happen very often, but I will show
two examples and then get to specifically, sir, your specific ques-
tion, Senator Menendez.

The two examples—Ilet us just take a step away from health for
a moment and remember the post office. The post office, last time
I looked, is a government entity. The post office came under some
competition pressure.

The CHAIRMAN. Yes. A lot. FedEx, UPS.

Dr. NicHOLS. Exactly. What I remember, sir, because I grew up
in rural Arkansas, there was this concern that we would not be
able to keep mail going to the small towns because they “needed
a subsidy” of the money they were earning in the cities. But we fig-
ured out a way—and I think there is a complicated story there, but
it actually makes a lot of sense, and believe it or not, Senator, I
think it is relevant to health care. I will come back to that later—
to allow competition to eventually flourish, and in fact, now, we
have very robust competetion between UPS, DHL, FedEx, Pitney-
Bowes, all that stuff, and the post office is still doing some. So, that
is one example.

But back to health care. Let us go back to these 34 States that,
in their own wisdom of organizing how they want to buy for their
employees, 34 States have created a plan that is self-funded—that
is, the State bears the insurance risk, the State picks the man-
agers, the State has, frankly, no interest in driving the other insur-
ers out of business, the State has an interest in preserving competi-
tion, enhancing competition for their own workers, and for many of
these States they have been doing this kind of competition for over
15 years.

So I just think we have got to look in a couple of places. I would
offer to meet with Scott’s able staff and talk about the post office,
but also about these State plans because I do think, indeed.

The question, it seems to me, is why do we need it if we have
the rules? I think that is a fair question. I think, for the people in
this room, it probably is kind of hard to imagine. But for people
who do not trust private insurance, the ones that Senator Menen-
dez talked to in New Jersey, they wonder why we do not see the
obvious, and that is that they have been, in some sense, treated
badly in the past and they have a hard time accepting that it
would work in the future. I certainly would agree in the long run
we may not need it, but let us let it try and let us preserve that
trust and let the competition flourish, which I think we could do.

Senator MENENDEZ. Mr. Chairman, could we let Mr. Pollack——

The CHAIRMAN. We are going to come back to this subject a little
later, but Senator Cantwell is next in line.

Senator CANTWELL. Thank you, Mr. Chairman.

The CHAIRMAN. I do not want to keep Senators waiting.

Senator CANTWELL. Thank you, Mr. Chairman.
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To go back to the question or the discussion about efficiencies,
particularly as it relates to Medicaid—and I wonder whether Ms.
Hansen or Mr. Stern could address this—but it is back to this
question where we are looking at a public plan. To me, the ques-
tion is, what are we going to do to improve the efficiency of the sys-
tem and focus it more on community- and home-based care?

If you are talking about 57 percent of overall Medicaid spending
being on long-term care and chronic care, why should we not be
incenting States with our Federal program to move more towards
community- and home-based care as a way to drive down these in-
credible costs that we are going to see at the Federal level? So I
d}(l) not know whether Ms. Hansen or Mr. Stern wants to address
that.

Mr. STERN. I would just say, Senator, that seems like such an
obvious way we need to go here. I mean, Dorothy, I think it was,
said in The Wizard of Oz, “There’s no place like home.” I think for
most Americans, being in their home and supporting them staying
in their home is not only a way to control costs, it is also a way
to provide people the real choice they want at different times of
their life when they are unable to do other things. So I think all
the incentives should be to keep people where they want to be,
which is in their home, to provide them the community-based sup-
port that they need.

I appreciate that you, Senator Kerry, and Senator Grassley have
been all working on these issues and I think it would be a real
missed opportunity if we did not use this moment of history to real-
ly push people to where they want to be—not push people, allow
people to be where they want to be and give them the support they
need to be there.

Senator ROBERTS. Mr. Chairman, could I ask a question on top
of that?

The CHAIRMAN. Briefly, because I have Senators lined up here.

Senator ROBERTS. I am sorry. I am sorry.

The CHAIRMAN. All right.

Senator Snowe, you are next. Do you want to be added to the
list, Senator?

Senator ROBERTS. Sure.

Senator SNOWE. Thank you, Mr. Chairman. I want to thank all
of you for being here today. I want to follow up on some of the
issues concerning the small business health insurance reform,
which I think is essential. I cannot believe that it would not be in-
cluded in the broader reform that we anticipate to address in June
here in the committee, and also in the Help Committee.

As former Chair, and right now Ranking, of the Small Business
Committee, I know this is a huge crisis for the small business com-
munity across the country, particularly now where insurance pre-
miums have now risen more than 89 percent since 2000. Market
consolidation clearly has occurred. In fact, the GAO issued a report
at my request, and Senator Lincoln and Senator Bond’s, talking
about further consolidation of the market that virtually leaves very
little competition in small markets.

The five largest carriers in the small group market, according to
GAO, when combined, represent three-quarters more of the market
in 34 of 39 States, which has actually increased in terms of consoli-
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dation, and they represented 90 percent or more in 23 of these
States, including my State of Maine. So I think it underscores the
fact that there is very little competition, which of course means ei-
ther people are left out of the market or have insurance policies for
virtually catastrophic coverage, which is certainly what has hap-
pened in my State. So I hope that small business health insurance
reform will be included in the broader reform.

Senator Durbin, Senator Lincoln, and I have introduced legisla-
tion today called the Small Business Health Insurance Option Pro-
gram, which we think think goes a long way. I know that Mr.
Stern and Mr. Danner have supported this legislation; Mr. Pollack
has as well. We have had help from the National Association of In-
surance Commissioners on the rating questions, which we think
are really critical to addressing some of these issues.

We addressed the health status, basically phasing it out over 5
years. We allow pooling on a national basis, and also have State-
based plans as long as they have conformed to certain criteria. We
also allow the self-employed to be part of this group market that
otherwise is left out. If we exclude the small business markets,
then clearly we are going to leave out 52 percent of the uninsured
because they are the ones that work for small businesses or depend
on someone who does.

Now, one of the issues is not only including in the broader re-
form, but then, secondly, the number of employees it should apply
to in terms of defining a small business. Now, I have heard it range
from 10 employees—I think, Ms. Ignagni, you referred to as just
having micro-businesses, 10 employees. Our SHOP Act includes
100 because basically the 52 percnet of the uninsured working for
small businesses are those working in businesses of 100 or fewer.
Ms. Rosenbaum, I think you mentioned 200 in your testimony.

So I would like to address that issue in terms of, what should
be the definition of small business? Two, should we include small
business health insurance reform in the broader reform, not just
the individual market? What benefit would there be to leaving out
a group like small businesses that clearly are going to be critical
in this process?

I mean, there is a big difference between 26 million people being
part of this process, or if you have 10 employees, Ms. Ignagni, then
you are talking far fewer. I do not know how many are in that un-
insured pool, but we know that 26 million are represented for
working firms of 100 or fewer.

So Mr. Danner, would you begin on this question? Yes.

Mr. DANNER. Obviously we are very supportive of the SHOP bill.
We appreciate your efforts and the efforts of Senator Bond and
Senator Durbin to get there. We strongly believe that the principles
embodied in the SHOP bill need to be included in broader legisla-
tion. Small businesses are half the economy, but they are also half
of the uninsured. Small business members and their employees are
half the uninsured. So we certainly hope that the principles of
broad pools, of tax equity, the things in the SHOP bill, need to be
included in broader legislation.

We also support the 100 and below employee level in the SHOP
bill. We think it is very important that many businesses above 100
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are able to self-insure and most businesses under 100 do not. So
we think that is a good cut-off point.

Senator SNOWE. Anyone else to comment on that? Yes, Ms.
Ignagni?

The CHAIRMAN. We have got a lot of Senators here. Maybe one
more comment. Frankly, we have too many people here.

[Laughter.]

The CHAIRMAN. So we are just going to have to do the best we
can with what we have got here. This is becoming a difficult prob-
lem logistically to manage. But if you could ask one more panelist,
Senator, then we will go on.

Senator SNOWE. Just one other comment.

The CHAIRMAN. I would ask everybody, get straight to the point.

Senator SNOWE. Dr. Nichols? And thank you for your help in
drafting this. You have been a great resource in this as well.

Dr. NicHOLS. Well, Senator Snowe, I would just offer this defini-
tion of, “how small is small?” If you think about the one market,
in my view——

The CHAIRMAN. Briefly.

Dr. NicHOLS. One area that is working well today is the very
large self-insured employers. So the small should be defined as the
size at which you can self-insure safely. I think we can argue about
what that number might be, but I think it is more like 300. I will
just stop there.

Senator SNOWE. Thank you.

The CHAIRMAN. Senator Stabenow?

Senator STABENOW. Thank you, Mr. Chairman.

To follow up on that, I want to talk for a moment and ask some
input regarding those large employers. The majority of people
recieve their insurance through their employer, and frankly some
of our best cost efficiencies, our cost savings have come from large
employers, many of them in my State who have focused on using
generic drugs, using preventative measures, other kinds of efforts.

A couple of different questions. Well, first, an observation. The
reality is today that while most people get their insurance through
their employer, as people are losing their jobs—and more and more
of them are—they are losing, therefore, their insurance or they are
paying more premiums, more co-pays because of just the nature of
the cost and what is happening for employers. I could spend a lot
of time on the competitiveness issues around the globe and how
poorly we have designed this for employers.

A couple of questions. One, is that more and more we are seeing
people who are 55 or older who are being asked to take that early
out or are retiring, whatever, finding themselves losing that em-
ployer-based coverage and not qualifying for Medicare. There are
creative financing options. We have now seen things like Voluntary
Employee Benefit Associations, VEBAs, and so on, to try and make
up the difference.

I would ask panelists what you would suggest, because this is
certainly the highest cost for employers as well as people who are
older. What about those who are early retirees? The Chairman’s
white paper suggests something possibly to look at like Medicare
buy-in or something that would transition. So one thing is, what
about older people?
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Then, second, whatever we do in reform is going to take time to
implement and I am wondering about a bridge to transition for em-
ployers right now to help employers in terms of insurance, and any
kind of good-guy credit for the folks that have been doing the right
thing for a long time. So, early retirees, and then what about help-
ing employers right now?

The CHAIRMAN. You have to pick a panelist, Senator. Pick who
you want.

Senator STABENOW. Well, first, I would ask Ms. Hansen, from the
retiree standpoint, and then Ms. Ignagni, would you respond?

Ms. HANSEN. Right. Thank you, Senator. This is a major concern
and initiative for AARP and the concern of not only these 55 and
older, but we are finding people who are perhaps losing their jobs
at 50. So I think the whole aspect of affordability is there and some
creative ways to look at subsidies to make it possible, because I
think one of the things we were talking about earlier is the concern
that as you do get more health care issues as you get older, the
insurability aspect—even if people, again, are all included, the cost
side is going to be extremely high.

We are finding in certainly the stories that we are hearing from
people who are either let go from work or, by health, have to leave
work or find that they are in a situation that they just do not have
the ability to get a job. The affordability component and access is
just absolutely critical for some people who are not even retiring,
at that age.

Senator STABENOW. Do you support some kind of Medicare buy-
in?

Ms. HANSEN. I think that has been one of the discussions here.
I think we are looking at your leadership collectively to take a look
at what the implications are for coverage, and that there are prob-
ably many ways to get there. We would want to make sure that
we have an opportunity to discuss that.

The CHAIRMAN. Senator Kerry?

Senator STABENOW. I am sorry. Ms. Ignagni had raised her hand.

The CHAIRMAN. All right, but very briefly because we have lots
of Senators who wish to speak here.

Ms. IGNAGNTI. I will be very quick, Mr. Chairman.

Senator, I think you have asked an important strategic question.
Quickly, the answer is the following: you have a strategic choice to
make in terms of designing the rules. If we design rules where the
insured are subsidizing each other, even with bands and so on,
there will be higher costs, as Ms. Hansen observed, for older work-
ers.

One of the things I think was learned in the California experi-
ence most recently. They did not pass their legislation, but they
had a provision that people over 55 would not have to pay more
than 10 percent of income for health insurance coverage. I think
you could marry the two. So think about rating and subsidization
in tandem, and there are many different choices. Thank you.

The CHAIRMAN. Senator Kerry?

Senator KERRY. Thank you, Mr. Chairman.

Let me try to be quick on this. I want to get more precise with
respect to the answer on part of the question that was asked by
Senator Cantwell, and I direct this to Andy Stern and/or Ms. Han-
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sen and Ms. Rowland if you want to contribute to this, if you
would.

Senator Grassley and I have introduced the Empowerment at
Home Act, which seeks to create greater flexibility for the delivery
of home care, which is what we were talking about. We have got
about 9 million people today who need home care. It is going to go
up to about 21-plus million over the course of the next 25, 30 years
as the aging population grows and as more people need it. Cur-
rently, we spend about $100 billion in Medicaid on that. Medicaid
pays for about 49 percent, Medicare pays for 21 percent, private in-
surance pays for only about 7 percent.

My question to you is, in our Act, Senator Grassley and I use
sort of an extended waiver process, et cetera, to try to expand the
opportunity for care. Should we be more specific here? Should we
change the percentage? Do we need to be more arbitrary? I mean,
currently, 75 percent of the weight of Medicaid reimbursement goes
to institutional care and only 25 percent goes to home care. Does
that need to change? Can you adequately get at this and get the
cost reduction in home care increase you want through the waiver
process? What is the best way to structure this, bottom line?

Mr. STERN. Senator, that is a good question. What I would say
is, what we cannot do is structure a payment system that rewards
institutional care and have no compensation for people who want,
and are able, to live in their home. I think that is what we do too
much now, which is, we provide money to do certain things and do
not provide money to do other things, and lo and behold we get the
result you might expect.

So I think whether it is a waiver process, whether it is redoing
the payment system to have the least restrictive care that people
are able to operate in, whether it is having Medicare provide more
support or the private insurance being required to provide more
support for home care, something has to be done if we want to
drive down costs.

The CHAIRMAN. All right.

Senator KERRY. Ms. Hansen?

Ms. HANSEN. Yes. I do think there is a great opportunity right
now to redistribute that mix. In fact, we are finding that——

Senator KERRY. With specificity, in other words?

Ms. HANSEN. With specificity.

Senator KERRY. We should target the percentage differnetly?

Ms. HANSEN. It can be much more focused. Some States have al-
ready done that. There is also an alternative that actually, in Sen-
ator Grassley’s own State, has the ability to build it into the State
plan. I think that is the only State right now that has been able
to achieve that. Once you build it in, then the shift will occur. Some
of the States in the past have taken this lead earlier. Senator
Cantwell’s State and Oregon have done this and we do find a much
better mix. It meets Mr. Stern’s comment about people wanting to
stay at home.

Senator KERRY. Great. Thank you, Mr. Chairman.

The CHAIRMAN. I am sorry I am going to have to limit it right
now. We can come back. There will be a wrap-up here.

Actually, Senator Grassley has a statement to make.
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Senator GRASSLEY. I am not going to ask questions. I would like
to discuss this for 10 minutes, but I just want to take a minute and
say two things, kind of in the form of a question, but as something
for people to think about. If some of you want to respond, please
do it for the record later on, do not do it now.

In the first place, in regard to lack of competition in some States,
I think it is true that the lack of competition in some markets is
due to the fact that some States have, through the community rat-
ing rules and through the limits on preconditions and all those
sorts of things, have kind of messed up their insurance markets
and a lot of the competition has just pulled out. They were not
going to do it, so what is left is very, very expensive and very lim-
ited competition. So I accept some of that, but I believe that gov-
ernment has created a situation in some States for that to be the
case.

The second point I would make would be in regard to people that
want to expand Medicaid. Now, in my State, the State pays 62 per-
cent, so doctors are not taking Medicaid people. So you want to
load Medicaid down with more, with less people willing to take it.
So you get back to, how do we get in this condition that Medicaid
pays 62 percent, in my State as an example, and in other States
it would obviously vary? This gets back a little bit to the govern-
ment-run option. It has been mentioned, the fact that when Medi-
care was created it was designed to pay private rates, but over
time the government realized that they could save money by just
setting lower payment rates.

Some would create a government-run plan, with the best of in-
tentions, but how do you know that the government will not, in the
future, do like they did in Medicare, or more frequently with Med-
icaid, and just lower rates and give the public plan an unfaire ad-
vantage when we need a little extra money?

I yield the floor.

The CHAIRMAN. Thank you, Senator.

Actually, I am going to change the order a bit because Senator
Carper, who has left, wanted to be recognized. That is why he was
not recognized earlier.

Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman.

A question for you, Mr. Castellani. Health costs are hitting all
of our businesses like a wrecking ball. I want to ask you a question
about how we might unify your position and Don Danner’s position
for the small business folks. Here is what Don Danner said in his
testimony: “Our research suggests that employees are better off
choosing their own insurance plans rather than leaving the deci-
sion to their employers. No matter how smart and well-intentioned
the employer, the employee has a better grasp of his or her family’s
needs and desires. The best approach is to give individuals the op-
ti}fl)n to use employer contribution dollars to pick the plans of their
choice.”

Now, here is my question for unity between you and the small
business folks. Supposing we said that we would do what Mr. Dan-
ner is talking about, but the worker could, in effect, use their dol-
lars with your plan, one; you tread softly on ERISA, which I think
you made a good point to the Chairman on; and second, you would
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continue all the incentives for prevention that you and your mem-
bers have wanted.

If that was done, clearly there are going to be some challenges,
like risk adjustment in terms of how to do it. But would that not
be one way to unify the big businesses and the small businesses
so that all employers can come to Chairman Baucus and Senator
Grassley and say, we can be on the same page in terms of holding
costs down?

Mr. CASTELLANI. Well, Senator, you make a very good point. As
you know well, we have really enjoyed and benefitted from the dis-
cussions and your focus on the issue. The answer is, in part yes,
but in part no, because here is the concern we have. We need small
business and people employed by small business to be covered. If
this system is going to work, everybody has to be covered.

What we have to be concerned about is that we do not lose a
large segmente of our population that we currently have in our in-
surance programs. As large employers that might be—for example,
one of the issues that was just lightly touched on with an optional
public plan—the young and healthy. And then you get stuck with
old people like me. We have to have a broad enough pool so we
make sure that it is affordable and we can be competitive.

So the concern I would have is, yes, you are right, we want the
small business people to be covered because we are subsidizing
those who are not covered now, but we cannot have it at the ex-
pense of the affordability of large employers because we need the
broad spectrum of the risk pool to make it affordable.

Senator WYDEN. Can I follow that up, Mr. Chairman?

The CHAIRMAN. Yes.

Senator WYDEN. I understand that and I think everybody under-
stands that risk adjustment is going to be a challenge under any
proposal. But it seems to me you can have those big pools that you
want and still have the consumer preference that Don Danner is
talking about. If we do that, then the business community comes
out unified and, in particular, the country walks away with the
prospect that all Americans can have choices like their members of
Congress, and then you eliminate some of the police fight over the
public option.

Mr. CASTELLANI. Well, we certainly want everybody in the sys-
tem.

Senator WYDEN. Thank you for your thoughtfulness, Mr. Chair-
man.

The CHAIRMAN. Senator Bingaman?

Senator BINGAMAN. Thank you all for being here.

Let me ask about oral health care. In my State, one of the big
health care problems when you look at quality of health care, is
lack of adequate oral health care for a lot of citizens. I am just
wondering, what do you believe should be included in a health care
reform proposal that might come out of this committee to deal with
that problem? Is this just a question of expanding Medicaid or is
this a question of doing something else? Is there any way that we
can accomplish a solution to this problem as part of a more com-
prehensive health care reform effort?

Ms. Rosenbaum, you have written about this subject. What are
your thoughts?
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Ms. ROSENBAUM. Thank you very much, Mr. Senator.

First of all, I think that there is probably not a more important
health condition than oral health. It is universal. It can be deadly,
as we have seen now in this part of the country. I think back to
my early years as a legal services lawyer and the first thing that
I noticed about my clients was the state of their teeth. It was not
just the cosmetic dimension of it—t was a crippling condition.

I think that oral health also poses a real challenge to Congress
because it does not lend itself in some ways to insurance theory.
It is the kind of care you want to finance for people. You want to
help them buy the dental care they need. Dental care is expensive.
So the models that have developed over time are in a program like
Medicaid where we simply pay for necessary health care for people.
We do not worry about the kinds of insurance principles that you
have heard a great deal about today, and it makes Medicaid actu-
ally a very strong source of coverage for oral health. I would note,
in relation to Senator Grassley’s earlier question, that one of the
reasons why Medicaid payments are so low is because its coverage
is broad, which causes tension.

I think that for people who derive their coverage through path-
ways other than Medicaid, having an oral health component will be
critical. This is particularly true and certainly for women of child-
bearing age because of the relationship between oral health and
pregnancy outcomes. It is also an area where, going back to your
last hearing, you are going to have to think about health system
reform, and about encouraging the expansion of programs like
health centers in the core to build up capacity in underserved
areas.

Senator BINGAMAN. Mr. Chairman, Ms. Hansen wanted to com-
ment. Is there time for that?

The CHAIRMAN. Go ahead.

Senator BINGAMAN. Please.

The CHAIRMAN. Go ahead, Senator. Yes, go ahead.

Ms. HANSEN. Thank you, Senator. I would just offer, on the other
end of the spectrum, my previous work before becoming a volunteer
for AARP was starting the original program of all-inclusive care to
the elderly. That is a program now in 30 States. Within that model,
oral health is included; dental care, eyeglasses, things that would
help individuals stay more independent.

So, clearly the evidence of physical health being affected by, say,
poor oral health, with cardiology problems does require a different
framing of looking at health well-being. So that is something where
I know there are some programs that are integrating Medicare and
Medicaid and do then include oral health.

Senator BINGAMAN. Thank you, Mr. Chairman.

The CHAIRMAN. All right. Senator Carper has returned. Do you
want to speak, Senator? You have been with us for some time now.

Senator CARPER. I appreciate it. Do I have to sit back in my own
seat or can I sit here for a minute?

The CHAIRMAN. You may sit wherever you wish to sit.

Senator CARPER. Thank you. I am used to sitting with the press
over there. This is nice to sit here closer to Chuck Grassley.

[Laughter.]

The CHAIRMAN. Yes. Right.
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Senator CARPER. Thanks very much.

The point I wanted to make earlier—and I have been drawn into
other discussions. We just had a tidal wave of folks from Delaware
here today, just one right after the other. People, when they come
from Delaware, they expect to see us, so I try to oblige them.

This goes back to some earlier conversations we were having
about the public plan, whether we should have a public plan or not.
I have not, frankly, focused a lot of time on that. But I have
thought a lot about the role of government in issues like the one
flhat we are discussing here today, and we thank you all for being

ere.

I like the thought that the role of government—thank you. I
might get comfortable here.

The CHAIRMAN. Do not get too comfortable.

Senator CARPER. I will not. I will not. I will not. [Laughter.]

I will not. The role of government is to steer the boat, not to row
the boat. If you look at the Federal Employees Health Benefit Pro-
gram, the role of government is really kind of to steer the boat, not
to row the boat.

We use the private sector, we use private insurers. Folks get to
choose their doctors, and that kind of thing. But the government
helps to steer the boat. I think when you look at the Medicare Part
D program, it is similar. We do not have necessarily a public plan.
We have a lot of private insurers. They have the opportunity to
participate and we let the market decide.

There was a lot of concern early on whether we already have a
Medicare Part D, especially the way it was structured. It is not the
way I would have structured it, but it has got an 85 percent ap-
proval rating from the people who use Medicare Part D. As I un-
derstand it, we have been doing this for about 4 years or so under
Part D, and I think each year the price comes in at budget or below
budget, which in my business, that is pretty good. I have a pretty
decent approval rating; I can assure you, it is not 85 percent.

But to what extent, in terms of thinking about a public plan,
could we use the philosophy that the role of government is to steer,
not to row? Look at FEHBP as maybe a model. Look at Medicare
Part D maybe as a model. I would just welcome your comments,
anybody who wants to speak up on that.

Dr. BUTLER. Well, I would like to maybe make a comment on
that, Senator. I think you are exactly right, that the idea of the
government steering or acting as the umpire is very different from
doing that and also trying to run one of the plans. I think the
FEHBP is absolutely instructive on that. It is precisely what the
government does, and that is why you do not have the concerns
about the role of government in that area that you do with the idea
of a public plan.

That is why I do think that you could certainly pick up on what
Ms. Ignagni said, and others, that you can envision the government
steering and also leaning on, or negotiating with, some of the pri-
vate plans to provide the kind of safe harbor that the large na-
tional plans do in the FEHBP. I mean, it does work. If you have
a system that does work, it seems to me that trying to create some-
thing else, with all the issues associated with joint custody of run-
ning the plan itself and trying to set the rules, you can avoid that
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with an example that clearly works well. It is what members of
Congress have. It is what President Obama says he wants to have
for the rest of the country. I think it is the perfect model.

Senator CARPER. All right. Good. Thank you.

Ms. Ignagni?

Ms. IGNAGNI. Senator, thank you for the opportunity. I think,
metaphorically, you need a bigger oar in terms of what the govern-
ment needs to do, take more control, create uniformity, and do
more by way of regulating. So, that is very clear.

I think Ms. Praeger said something very important.

Senator CARPER. We need a bigger oar or a bigger rudder?

Ms. IGNAGNI. Actually, I was thinking more the oar because you
have got to do a little more up front, and then the rudder as well.
But we did not want to go too far.

Senator CARPER. Who should be manning the oar? [Laughter.]

Ms. IGNAGNI. I wanted to say something that I suspect may be
somewhat unpopular, but I think it needs to be put out there in
terms of the architectural discussion. The Federal Government set-
ting up the rules of the road here is extremely important. We be-
lieve State enforcement—Ms. Praeger made a very good point.
They have the infrastructure to do the consumer protection. Where
we have gone wrong, there are two models of HIPPA: one is where
the Federal Government sets minimums and the States do more,
the other is where the Federal Government sets the rules of the
road, without getting into the details of which is which.

The point is, if you get to the situation where the States are
going to do more, you do run into the problem, the number-one
problem that small businesses are facing today, where they have
mandates that are developed at the State level that block out small
businesses from actually purchasing insurance and designing pack-
ages that are appropriate for their workforce?

Similarly, we can go on and on, but that is just one example. I
know the Chairman wants to move, so I think, as you think
architecturally about this, it is very, veyr important to create no in-
herent disadvantage of living in State A versus State B. If we move
to a system where it is HIPPA 1, where it is minimum and then
the States move on and do additional things, then I do think you
risk tremendous inequities.

Senator CARPER. All right. Thanks. Thanks so much.

The CHAIRMAN. Senator Roberts? Thank you. Senator Roberts?

Senator ROBERTS. Excuse me, Mr. Chairman. I grew a beard
since the last time you recognized me. Rather amazing. [Laughter.]

Mr. Stern and everybody on the panel who has expressed great
support for something called a community-based incentive, more
especially for people who have chronic disease, and I am interested
also in Senator Ensign’s comments. So obviously this kind of a plan
or this kind of a concept would include wellness things for blood
pressure, for obesity, for smoking, and cholesterol, everything that
your grandmother said that you should not do and should do. Ev-
erything in moderation.

I want to know, who is going to do all this? Because if I go out
to Syracuse, Kansas, or Tribune, or St. Francis, or Matter, Kansas,
the border out there next to Colorado—Sandy has been there and
she knows what I am talking about. It is not the end of the earth,
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but you can see it from there—I do not know who does this. In
other words, I do not know how you get a community incentive pro-
gram implemented with the personnel that is going to be involved,
with a provider that is going to be involved.

I would just like some help here because I just jotted down who
would be doing this. Obviously there would be a member of AARP
who would do the best that he or she could. There is the Area
Home Health Care Agency, which is a 1-800 number that is always
busy, and good luck on that. These people work very hard at it, but
the number of people out there just is very scarce. You have got
the Meals on Wheels people, and sometimes they are the only peo-
ple that visit somebody that is a senior with a chronic condition.

You have got, obviously, the home health care provider who not
only provides it and the durable medical equipment, but many
times they are the only person that goes out there to visit Fred,
who is 6 miles out of town and 4 miles to the east. Then you have
got the preacher in the church, and you have got the pharmacist.
Do not forget him, because he is the guy who really operates the
Medicare Part D. We ought to make him a GS-15. I do not know.

What are the incentives for a doctor? Number one, we do not
have a doctor. But number two, we have doctors and nurse clini-
cians, and they try very hard. What would be the incentive to take
that doctor and actually make them have house calls out there in
our rural population?

I am all for this, you understand. But I am just having trouble
seeing what the infrastructure is all about. Sandy will tell you that
basically States have about 2,000 mandates with Medicare and
Medicaid and State mandates. Some States have got their man-
dates so high that they have priced their program, or their plan,
out of any kind of possibility here. So, that is a problem.

Who is going to do this?

Mr. STERN. Well, I think we just had a discussion about, what
is the role of government. I think what we are seeing is the market
and the payment system not working very well, for all of the rea-
sons you have just appropriately said.

Senator ROBERTS. Right.

Mr. STERN. So I think State needs a plan. I think they need the
options, the choices that allow people to stay in their home. I think
every State is going to be fundamentally different. In California,
there are 300,000 people that provide this service in the smallest
rural areas that provide certain parts of the service.

But clearly, if we are going to build a system that deals with the
aging population and deals with the growing desire of people to
stay in their homes, we are going to have to have States find an
integrated way to do that and the Federal Government is going to
have to give them the flexibility and the resources to do those dif-
ferent things. Right now we incentivize people in nursing homes.
I do not think that is what we want for our citizens, I do not think
that citizens want for themselves.

Senator ROBERTS. No. That is a warehouse situation. If anybody
else would like to help me out on this, we have got about three or
four people raising their hand. Sandy, do you want to respond?

Ms. PRAEGER. Senator, thank you. One of the issues I know the
committee is going to take up is the payment mechanism. I do
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think we need to create incentives for good primary care—and they
currently do not exist—so the primary care physician is rewarded
for providing that good preventive care that right now is not a re-
imbursable event.

So shifting the incentives away from fee-for-service where we pay
for volume of care to a value-based system where you are paying
for value and create some incentives to encourage people to do pri-
mary care and to go into primary care, I think is critically impor-
tant.

The CHAIRMAN. And I might say, Senator, that is the thought in
delivery system reform that tends to get at your question there. I
think it is a very good one.

Senator ROBERTS. I appreciate that.

The CHAIRMAN. It is not an easy one to answer.

Senator ROBERTS. I think more people want to say something.

The CHAIRMAN. But you have got your finger on the basic point.

Mr. PoLLACK. I just want to say that infrastructure is probably
going to follow payment incentives. RIght now, all the payment in-
centives are towards institutionalization, not for keeping people in
homes and in their communities.

The Medicaid program is the primary payor of long-term care
today. For years, we have said that institutional care is a manda-
tory service under Medicaid. On the other hand, home- and com-
munity-based services essentially have to go through the waiver
process, which is fairly laborious. So if we created a payment sys-
tem in Medicaid that treated home- and community-based care on
an equal plane as we do institutional care, it will not solve the
problem overnight, but as money becomes available I think you are
going to see greater incentives for infrastructure being developed.

Senator ROBERTS. Well, I would remind you of the statement
that I said at first: a 2005 Community Tracking Phyisicians Survey
showed that only 50 percent of physicians accept Medicaid now,
and this doctor says he does not take it. He realized a few years
ago that it was not worth the money to file the paperwork for the
25 bucks or less that he received from an office visit. This is at the
office, this is not going out to make a house call. So, something
would have to change very dramatically. It is a big challenge.

Mr. PoLLACK. And right now under Medicaid, actually it is the
States that set these rules.

Senator ROBERTS. I understand that.

Mr. POLLACK. And so as we now have an opportunity for health
care reform, the Federal Government can play a strong role to
make sure that payment levels for providers are adequate so that
when people have a Medicaid card, they actually can receive the
service.

The CHAIRMAN. Senator Lincoln?

Senator ROBERTS. This could be an expensive proposition.

The CHAIRMAN. Senator Lincoln?

Senator LINCOLN. Thank you, Mr. Chairman. And thanks to so
many of you that have worked with us in trying to come up with
the solutions. I know I have worked for years with Senator Snowe
on really how to focus on the small businesses and the self-em-
ployed. In our State, we know that there are well over 50 percent
not only of our working families, but also in terms of those that are
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uninsured, or certainly under-insured. So, I am grateful for all of
the input that you all have provided us through the years on what
we have been trying to do.

As much as what was mentioned here with Senator Carper, we
did use FEHBP as a model, looking at how, in its infinite wisdom,
the government did see that they could do a better job of providing
greater coverage, more meaningful coverage to Federal employees
at a lower cost when they pooled them all together and pooled that
risk. So, it has been helpful.

I would just like to ask a couple of questions. I think we have
got a great model in the SHOP bill to begin with. I know that there
is probably places that we can always improve, but really with the
input that so many of you all have made, I think we have been able
to make an awful lot of improvements in terms of both availability,
looking at some of the issues of making sure that States maintain
their regulation of what we do, but still being able to allow State
and national pools or exchanges, or within the same exchange to-
gether to be able to provide that competitive nature.

One of the things is about rural health care. I very much appre-
ciate the fact that Dr. Nichols grew up in rural Arkansas, just as
I did, in terms of that availability. I guess my first question would
be, how robust is the insurance market in rural areas? I know that
having traveled across the State of Arkansas during our 2-week
break and listening to people, it is extremely difficult for small
businesses and self-employed people out there to access anything in
the private marketplace, not to mention their access to health care.

I would, on top of that, not only talking about how robust is the
insurance market in rural areas and do those individuals and small
businesses have affordable options for some kind of comprehensive
coverage, I would also like any comments you all may have about
how we balance the high cost of health care with providing a plan
that is meaningful.

In most of those sessions that I had with people in Arkansas,
they said that they may have had access to one or two health in-
surance options, but none of them were meaningful in terms of
what they needed, the high premium, plus the high deductibles,
the co-pays, resulting basically in their out-of-pocket costs that
were just simply cost prohibitive.

So touching on a little bit about those high costs of health care,
providing a plan that is meaningful, it provides things—one of the
things we did in SCHIP that was so meaningful was the dental
wrap-around. Senator Bingaman brought up the issue of dental
and how important it is, particularly in rural America where you
have less access to dental care, but more importantly people that
are just not able to afford it in a plan that is going to be so costly.
So, anything of those two—I know the Chairman is going to cut me
off, but anything on those two that——

The CHAIRMAN. No, no, Senator. Go right ahead.

Senator LINCOLN. Yes?

Ms. IGNAGNI. Senator, I think there are three issues, and they
go together. In terms of the reforms that we are recommending,
having a full-scale reformation of the existing market and setting
out the rules very clearly and creating portals at the State level,
which would be a place where, with one click, small businesses, in-
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dividuals could go on a system and clearly see whether it is—in the
Massachusetts arena, it is gold, silver, bronze. You could use a dif-
ferent set of structures, but it should be synergistic across the
States and we should figure out the best way to do it and help the
States and provide the software so it can be similarly designed
across the country.

Senator LINCOLN. Just like our Plan Finder with FEHBP.

Ms. IGNAGNI. Exactly. Exactly.

Senator LINCOLN. And in SHOP, we do. They just click on their
State.

Ms. IGNAGNI. You do. In fact, you have done a great job of think-
ing about that. So, that would help considerably, number one.

Number two, the cost. We have talked to a considerable amount
of small businesses around the country. I was just recently in Albu-
querque and spent a great deal of time in rural New Mexico, and
this is the same sort of situation you are talking about. Our plans
do not have the ability—for those small employers, whether they
are restaurants, whether they are service providers, they want to
customize their products. We cannot do that because of the man-
date barriers.

We would like to be able to do that. We can do that for large
businesses, we cannot do it for small. So that is why we have to
think about, what will be an essential benefit package that every-
body has access to across the country, and it is offered by all pro-
viders?

Then the third issue that we have been talking about quite a lot
today is the care. We were just talking about the home- and com-
munity-based care. This is a very important issue in rural America.
People should have the ability to have care plans and government
should not make a decision about how people seek access. So the
Medicaid situation is a great case in point where it is old-fash-
ioned. It grew up that way because institutional care was the thing
that was done when Medicaid was provided. That should not be the
case. We should look.

Individuals should make the decision on the places that are ap-
propriate for them. So, we have done a lot of thinking about: (A)
those care plans; (B) how to get the services to people, and there
are fascinating things, as you know, going on in rural America
where our health plans have been able, through a great deal of
equipemnt, for example, to do off-site monitoring hooked up to com-
puters.

Senator LINCOLN. Oh, yes.

Ms. IGNAGNI. Do the kinds of disease management that we were
never able to do before. So I think the three go together and we
can make some real progress.

Senator LINCOLN. Well, we have talked a lot about it in the pre-
vious panel on guided care and some of the other kind of institu-
tional things.

The CHAIRMAN. Ms. Rowland, you wanted to respond?

Ms. ROWLAND. Senator, I think you also have to recognize, given
the lower levels of income and especially the high rates of
uninsurance in rural areas, that what you do in terms of sub-
sidizing coverage and what that coverage is will be very critical.
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I think you pointed out very adequately that people do not want
to have a low premium for a policy they do not think is really
worth the coverage. So that is why, in many rural areas, I think
investing in a very substantial subsidy for a comprehensive benefit
package, and for the poorest of the population, continuing to build
on the kind of coverage that Medicaid can provide in terms of pro-
viding transportation and additional assistance. In fact, it is Med-
icaid that provides those wrap-around benefits for home- and com-
munity-based services that are generally not available in any pri-
vate health insurance plan, and I doubt will be covered by many
of the plans in the exchange.

Senator LINCOLN. Well, should there be something that provides
an incentive to States that have large populations of, say, children
or Medicaid-eligible individuals who are not enrolled?

Ms. ROWLAND. Yes. There should certainly be a way to try and
reach out and get some of those individuals, and that is, in fact,
a very important look at the State level too at who the workforce
is for that population. Many States—Massachusetts, for example,
knowing that it has a problem with dental access, has expanded
the Medicaid reimbursement so that dental hygienists can bere im-
bursed directly without having to go through a dentist. So, I think
there are a whole variety of ways in which you can really look at
both improving the supply of providers and the access to coverage
in rural areas.

The CHAIRMAN. Mr. Danner, do you want to speak?

Mr. DANNER. Yes, sir. Senator, certainly you have hit on what we
hear daily from small businesses, particularly in rural areas, and
that is that the current marketplace does not work for them. It is
broken. It is difficult to navigate, it is hard to understand, and spe-
cifically it lacks competition. They pay more for less than our large
counterparts do. Changes in health status can cause an individual
employer with one employee to have to drop coverage, so that
needs to be addressed.

That is why we appreciate all you have done on the SHOP Act.
We really think there needs to be larger pools, regional or national,
that small businesses can participate in to have lower cost, more
choice in particular, and more options for them as they purchase
for their employees.

Senator LINCOLN. And tax incentives.

Mr. DANNER. And tax incentives.

Senator GRASSLEY. If we are trying to imporve competition in the
insurance market, it seems to me that one of the keys is to increase
the amount of information available to consumers. This could be an
important function of health insurance exchanges. If the govern-
ment is setting new rules and insurers start competing more on
cost and quality instead of risk selection, exchanges could be a very
important tool for consumers to shop around, compare plans, and
pick the one that best meets their needs. Ms. Ignagni mentioned
an essential benefit package in her last answer. I just want to
make a quick point. I often here people calling for a really com-
prehensive essential benefit package—but it has to be affordable.
I want consumers to have the choice between a wide variety of
plans—some less generous and others more generous. But we need
to keep in mind that if the government sets an essential benefit
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package that is too high, it will limit choices and be unaffordable
and people who need coverage.

The CHAIRMAN. Senator Schumer?

Senator SCHUMER. Thank you, Mr. Chairman. I want to thank
all of our panelists, and you, Mr. Chairman. This is extraordinary,
what we are doing here, and I think it is great. But it meets an
extraordinary need, so it is the right thing to do.

I would like to focus a little more on the public plan option. I
guess I would sum it up. Some of you said you do not want the
public plan to have an unfair advantage. I would agree. But just
as bad as a public plan with an unfair advantage is a proposal with
no public plan at all. I know my colleague from Kansas said people
do not want the government involved.

Well, let me tell you, they have problems with the government
sometimes, but they have a lot more problems with private insur-
ance companies. The bottom line is, you need somebody who is not
a private insurance company to be in the mix. There are many of
us who feel very strongly about that.

We want to work with you—and I appreciated Ms. Ignagni’s com-
ments—to try and see that the playing field is level, because I do
not think a public plan should have an unfair advantage. But it
would be giving all of you in the insurance industry an unfair ad-
vantage not to have a public plan, particularly given the fact that
in so many States we do not have real competition.

My State is one of the three that does. We have a lot of insur-
ance companies fighting. But you look at the statistics—and no one
has refuted them other than to say they do not believe them—and
they are overwhelmed that you have two, three companies having
the majority of the market.

Just one other point, then I want to outline something here and
ask your thoughts. I met somebody years ago who was from the
railroad industry. He said, one of the problems that the railroad in-
dustry had—he worked for the old New York Central—was that
they did not know the cost it took to ship a car of coal from the
Pennsylvania coal fields to Baltimore. So I began by asking, what
is the cost of treating someone who has a particular condition, and
who does it better, Medicare or private insurance? No one knows
the answer. We can say, on this procedure Medicare pays less.

We might say, and I heard some of you say at our previous
panel, that you folks, the private insurance industry, are more
adept at figuring out who to use. But if you take two people who
have, let us say, the same condition of tuberculosis, just to pick
one, who are in decent health and they are both cured, who ulti-
mately charges more for that being cured? No one knows the an-
swer.

For anyone to say that we should not have a public plan when
we cannot answer that question is just being, in my opinion, closed-
minded because we do not know which one is better, at best. Some
of us think private is better, some of us think—myself—public
might be better. But no one knows. And to not have the competi-
tion the way the Chairman has set it up in the white paper and
let them compete, I think, is closed-minded, maybe self-interested.
Just as people should not say there should not be a private plan,
I think it is just as unfair to say there should not be a public plan.
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So I would like to focus on trying to make the public plan fair,
if you will, so it is a fair competitor as opposed to having an unfair
advantage. There are five or six points. I have put together a little
document here that I will distribute, that talks about five or six
points that might make it “fair.” Even if it is not ideally what I
would do, I am trying to get some kind of consensus here so we will
have a public plan as competition.

We call our blueprint here Plan USA. It is a consumer-driven
public health plan. I will get some details. This is just the public
option. But here are some of the rules, and I would like to ask peo-
ple what they think: (1) the public plan must adhere to the same
rules as all other plans in the exchange. That includes actuarial re-
porting, community rating, and guaranteed issue; (2) the govern-
ment should not serve as both the player and the umpire.

In other words, the public plan should not be administered by
the same entity that runs the exchange; (3) the public plan must
be self-sustaining, just as a private plan would have to be; (4) the
government cannot use existing programs like Medicare as a stick
to compel providers to participate in the public plan. The public
plan must be required to provide the same minimum benefit design
as the other insurers competing in the exchange; (5) government
subsidies for low-income individuals must be uniform, whether
they are public or private.

So those would be some principles to try to create a level playing
field. But I have to tell you, the model that says we are not making
a profit, that we are going to be automatically transparent, that we
are going to provide, always, their recourse, should be in the mix.

All right. Who would like to comment? Ron Pollack.

The CHAIRMAN. Mr. Pollack, go ahead.

Senator SCHUMER. I am sorry, Max.

The CHAIRMAN. Mr. Pollack, go ahead.

Mr. PoLLACK. It strikes me that there are three differences in
terms of advantages and disadvantages, public plan versus private
plan, one of which we talked about earlier today where I think your
rules about having a level playing field make absolute sense. That
is, what do we pay providers? To the extent that public plans pay
less to providers, that should be changed. I think that is essentially
what you are driving at when you are talking about creating a
level playing field.

But there are two other ways in which there is a difference that
tends to inure to the benefit of a public plan, and I do not think
that is something we should try to avoid. One, is that there are cer-
tain expenses that are associated with a private plan that generally
do not exist with respect to a public plan.

For example, private plans typically will do a whole lot more in
marketing and advertising and paying agents’ fees, and many of
them are in the business for making a profit. Some are nonprofit
entities. But that is an advantage. I am not sure we need to create
a level playing field with respect to that.

And there is yet another difference where I also do not think we
need to create a level playing field, and that is, a public plan is
probably going to do somewhat better in terms of economies of
scale. You are going to probably get somewhat larger enrollment in
a public plan than you will in any single private plan, and that
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achieves economies of scale. I do not think that is something we
should discourage.

Now, it is interesting. We keep on talking about a level playing
field, but we have seen something exactly the opposite with respect
to the Medicare program. We do not have a level playing field. As
we have learned from MedPAC, the payments to the private plans
in Medicare Advantage are considerably larger than it would be for
somebody who stayed in traditional Medicare.

So I think your principles make a great deal of sense. I think
they address some of the kinds of concerns that we are hearing.
But there are some benefits in a public plan which I think make
sense to continue, and it deserves offering people that choice.

The CHAIRMAN. Who else wants to address Senator Schumer?
Yes, Dr. Scheppach?

Dr. SCHEPPACH. Let me just say that unless you are willing to
add a sixth point, which comes and forces the industry to publish
prices and quality measures, I do not think you are going to go
very far in terms of actually creating competition in these market-
places. You may change a very little bit with respect to administra-
tive costs, but that is it. You are not going to transform the system
unless you really go to that other step.

Senator SCHUMER. Yes, we do that. I think Senator Baucus, in
his exchange, involves that too and implies that as well. So, I as-
sume there is going to be transparency.

Dr. SCHEPPACH. I am going to walk into a doctor’s office, and on
the wall, the prices are going to be listed?

Senator SCHUMER. Well, it is something to think about, sure. I
would be happy to do that. The more transparency, the better.

Dr. SCHEPPACH. I am just saying, I think you need tehat for not
only wehat you are buying in insurance, but what insurance is buy-
ing from labs, hospitals, and doctors. Until you are willing to make
that step

Senator SCHUMER. Just one of the goals of the public plan, which
will have total transparency, is to see actually what is going on to
begin to answer that question about the railroad car, if you will.

Dr. BUTLER. I think, Senator, you do raise exactly the kind of cri-
teria that would have to be in place for people to be comfortable
with the idea of a public plan. I think that, in itself, raises a ques-
tion about, to what extent those are realistic criteria. For example,
the one I particularly emphasize, you say whoever is controlling
the public plan has to be a completely separate entity from those
that are actually in some way setting the rules of the game.

Ultimately, of course, it is Congress who is going to be deter-
mining both. You are going to be responsible and have oversight
over that public plan and over the rules. I think when you think
also about, as you said at the very beginning, that it is very dif-
ficult to know exactly what the cost of something is and who is ac-
tually paying the bill for a particular procedure, it gets murkier
1a{nd murkier to really imagine this level playing field, as you well

now.

In this discussion of contracting out government services, for ex-
ample, there are lots of questions about where the costs really are
and what is actually cheaper. I think, as Mr. Pollack said, that one
of the concerns with the Medicare program right now in terms of
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the private Medicare plans is, are they overpaid? Did the previous
Congress and the previous administration try to rig the game in
favor of them? You can answer that either way, but at least that
was a risk, which I think is a concern. So I think there are a lot
of issues here that, in a broad sense, make it easy to say there
have to be these criteria.

But then you have got to think, how does the political system ac-
tually deliver that? I think that is what the concern is and why I
particularly favor the model you do have in the FEHBP, of saying
let us keep everything private, let us have the government steer-
ing, negotiating, and so on, but do not mix up who has oversight
over a particular plan.

Senator SCHUMER. But then you would be losing the goods and
the competition that Dr. Pollack talked about.

Dr. BUTLER. Well, I think you can get at that in other ways. I
think you have certainly a lot of competition in the FEHBP. I do
not think you would argue that the FEHBP system that is devoid
of competition or answerability or transparency, or that the govern-
ment does not set reasonable rules, and so on. But it is very dif-
ferent from what you laid out as your plan.

The CHAIRMAN. Ms. Ignagni, you sought recognition, as have sev-
eral others. This is an important question, so we will stay on it for
a short while.

Ms. IGNAGNI. Thank you, Mr. Chairman.

Senator Schumer, we appreciate how thoughtful you are working
to try to reconcile all these different views, so let me start there
because it needs to be said. Second, there is a significant amount
of capital requirments that we hvae to meet. Medicare would fail
the capital test right now, so that is a very significant dollar figure
that would have to be imbued into this plan, and I knowe you have
thought about that.

The third issue is the payment issue, and that is where I want
to spend a quick point here. Because right now, it would take a
very long time for government to develop the infrastructure to ne-
gotiate with physicians. Government does not have networks, can-
not put together networks. The disease management program
failed in traditional Medicare, and we all know why, because there
is no predictability with respect to who is coming in the doors of
the physicians’ offices, et cetera, et cetera.

So you would drop back, understandably, solving one problem by
saying we are not going to use Medicare rates, say we are going
to go to 100 percent just for purposes of discussion. So we go from
Medicare paying 80 cents on the dollar on average, and will go to
100. So, it is still an administered pricing system.

Right now, and in our testimony we provided some California
data, the one thing that should be done as part of health care re-
form, we should be able to have the same data we can get in Cali-
fornia, and every State in the country so we know exactly what is
being paid by the payor. So you see government, now, paying
roughly 80 percent—a little less, on average—in California. The
private sector is paying anywhere from 130 to 140.

So if you set up a new system where government is paying 80
and we are still subsidizing at the 130, 140, that immediately takes
more people there, moving every employer, whether they are small
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or large, using great economic sense to say, well, why do I have to
pay that subsidy? It does not make sense. I am migrating to the
plan. I want you to know that as we thought about our rec-
ommendations to this committee and this Congress, we did not rule
out anything.

We looked at everything, which is why we have been so far-
reaching in our market reforms, to try to create a situation that
would solve the problems that consumers have, the trust factor. So
again—you were out of the room—we are not asking people to trust
us, but to trust government and to do that very transparently. You
are talking about a lot of disclosure, you are talking abour rules.
We are very comfortable with that. That is the way FEHBP works,
it is the way Switzerland works, Germany, the Netherlands.

I think we could actually provide a great deal of help to the com-
mittee in structuring something that solves that trust issue. We ac-
cept that proposition. You are right, we need to do more, we have
to have a complete overhaul of the rules, but I hope that helps give
you a window into what we are very concerend about.

The CHAIRMAN. I see Dr. Nichols wants to speak and Mr.
Castellani wants to speak.

Doctor?

Dr. NicHOLS. Just very briefly. First, Senator Schumer, I would
like to applaud you on the principles that you outlined. I mean, if
what Robert Pare wrote was half of what you have in mind, we are
moving in the right direction here. I definitely agree that the key
is, can we structure a truly level playing field so that competition
would be fair? I think we are all in that boat. I think, in fact, what
you have heard today is a lot of willingness to continue to think
about this with you and others as we

Senator SCHUMER. Which is very heartening. It is.

Dr. NicHOLS. But I would just say that I think it is unambig-
uously true that 34 States are doing something like this now. They
manage to contract with providers, partly because they typically
hire a network either that is already existing or they ask another
health plan to help them go out and do that, and they basically
piggy-back on the contracting that is there.

It is really kind of a daily make-or-buy decision, and 34 States
have decided to keep that public option, that self-insured option
alive and viable, not because States enjoy paying more for health
care or because clearly States are not trying to drive competition
away, they are trying to preserve that competition.

What I understand in my colleagues’ comments is that they fear
that government will allow the competition to be fair. I think it is
kind of interesting, though, when you think about market advo-
cates afraid of competition. The burden is on you, sir, and us to
make sure that the public policy actually does create a level play-
ing field and protect that competition, but it seems to me that com-
mitment is very much part and parcel of where you are going. So,
I applaud you.

The CHAIRMAN. All right. Mr. Castellani?

Mr. CASTELLANI. Senator, just a point or two. We share your con-
cern in terms of what you are trying to accomplish and what this
discussion is trying to accomplish. We want everybody to be cov-
ered. There is one rule that you did not include, and that is a rea-
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sonable return on the capital that is employed by the taxpayers
which the private sector has to provide in order to be viable and
raise capital.

Our concern is, without that, which cannot be in a government
system, you are going to have a public plan that is so attractive
that we will lose a substantial portion of those people that we cur-
rently cover now and be left with a problem that is more expensive
and unsustainable. That is the big concern. We would rather see
that we can achieve the same thing through insurance market re-
form and then see who is not covered.

Senator SCHUMER. All right. Now, just a couple of quick points.
I thank the Chairman for his indulgence. I know that you and Ms.
Ignagni and others have a lot of faith in market insurance reform
and that these rules can make everything work. There are many
of us, both on this side of the table and that, who are not so sure
it does. The present system—admittedly imperfect—has not proven
that by any stretch of the imagination, although I would admit that
some progress has been made.

The second point I guess I would make to you is, we do not want
the public plan to be exactly the same as the private plan. There
are certain advantages that the public side has. There are also cer-
tain advantages—we have heard it from many of the private side
people, the gentleman from the Blues, Ms. Ignagni, and others—
over the public. They do it more efficiently.

In Medicare, as I said, the cost may be less for the specific serv-
ice or the specific visit, but the private sector will claim, we get you
to the right person more quickly so you do not have extra things
that you do not need. The private sector will still have that in this
competition. It is sort of as if you are saying, well, the public ad-
vantages we should get rid of, but the private advantages we
should keep. Let them compete.

I do think, Mr. Chairman, we will sort of move to have the pri-
vate sector be required to do some public goods, to put some public
goods into the way they operate, and the public plan required to
put some private goods into the way they operate, but it is still a
real competition that could show us something because, frankly,
the first thing I learned when I started studying this—and I do not
know close to as much as the Chairman, or Senator Wyden, or Sen-
ator Stabenow, who have studied this for so long—that we do not
have all that much information.

Again, it is confounding to me that while we can measure little,
discrete parts, we do not know whose coverage is more cost-effi-
cient. The only way to find it out is transparency, which a public
plan will bring about, although you probably could put in trans-
parency, I would say to the NGA gentleman, without it. But it is
much better to have it with it. But there is also competition to find
out. The private sector will have some advantages, and we cannot
just get up and say, well, the public advantages we should get rid
of in this competition, but the private sector advantages we should
not.

To Ms. Ignagni’s point, yes, a good public plan, our Plan USA,
would have to make some investments. They would not have prof-
its and they would not have marketing, but they would sure have
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to make some investments in paying systems and IT and things
like that that you would have already done.

The CHAIRMAN. All right. We have to move on here.

Senator Wyden?

Senator WYDEN. Thank you. Thank you, Mr. Chairman. Just one
last topic, and I will be quick. The most heart-wrenching health
care coverage in this country for families, the most heart-wrench-
ing issue, is end-of-life care. We saw that during the Terry Schiavo
debate. I went to the floor of the Senate and said, I am objecting
here. I do not want the U.S. Senate to become a medical Court of
Appeals.

I think I will start with you, Ms. Hansen, on this. There are a
host of issues that relate to policy. AARP has been interested in an
area that a number of us care about, the idea that you would not
have to give up the prospect of a cure in order to get hospice care.
I think we will have support for that. But the big issue is the eth-
ical framework for dealing with these very tough end-of-life issues.

I think what the country said during that Terry Schiavo debate
is that families want to be able to make the choices themselves
rather than to have government drive those decisions. As we move
to the end of this discussion, can you give us your thoughts with
respect to what you think the ethical framework ought to be for
end-of-life so that particularly we can empower people so they will
get the sense that they get to make the choices, these very difficult
choices, rather than to have the government and Washington, DC
dictate instructions to them?

Ms. HANSEN. Well, thank you, Senator. This is a significant, both
personal individual family issue, but it is also a cost issue to soci-
ety. I think one of the things that we encourage, and it is an initia-
tive on which I know we have some support, is the ability for fami-
lies to talk about this early on and have some clarity of what their
wishes are and have that kind of establishment.

So having a framework that allows that kind of guided discussion
at a time that is not an emergency—these emergencies occur and
what happens is, there is no ethical framework, there is an action
framework. The framework is to get into the care system and get
many services, and oftentimes in a situation where there really is
not great quality of life. The angst that family members go through
is a major issue. So, I think one of the frameworks is discussing
what regular people want to do.

We have research to show that the majority of people probably,
if they could not achieve their level of performance or competency
at a certain functional level, oftentimes want more supportive, pal-
liative care. That actually is what would be more ethical, both for
the individual and for society, so that we do not end up spending
what amounts to, as shown in the study by Hogan in 2001, one-
quarter of Medicare spending on end of life issues.

So if we could do it from a personal value discussion early on and
have some tools for physicians and others, it would make a huge
difference for individuals, for families, and for practitioners who do
not get caught in a legal battle at that partiuclar time, which adds
to cost, and it creates, oftentimes, services of suffering, frankly,
that are not right for people if we had a better framework early.

Senator WYDEN. Thank you, Mr. Chairman.
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The CHAIRMAN. Thank you, Senator.

I have got a question, a transition question. I think a lot of mem-
bers of Congress are going to be quite concerned about the impacts
of policies we are discussing today on their own States, especially
their insurance commissioners in their States generally.

In my State of Montana, for example, we have no regulation of
the individual market, none. There are many States in that same
situation. As we implement an exchange in which we will make
certain decisions, that gets into questions of design, for example,
and benefits, the question is, how do we transition here?

I would just be curious as to what some of the States’ reactions
would be. About 14 percent of Montanans purchase coverage
through the individual market and half of those are between 19
and 29 years of age. About 76 percent of the young people in Mon-
tana are below 400 percente of poverty. That is going to have cer-
tain impacts on States, too.

I also want to talk a little about rating, community rating or rat-
ing bands, because the thought is that insurance companies cannot
deny coverage based on health status or preexisting conditions. I
guess the next question is about rating, community rating and rat-
ing bands. Maybe the Federal Government sets some basic param-
eters, but then States can then implement that, those State bands,
whatever the bands are. That begs the question: what should the
lloands?be? But then there is the question of, how do you avoid red-
ining?

What happens if we delegate to States the authority to set geo-
graphic boundaries within States, say, how do we make sure that
there is no red-lining? I know those are a lot of questions, but the
basic question is, as we transition, what is the proper way to tran-
sition and what should the role of States be, and how do we deal
with some of these questions that I just raised?

I am going to ask Ms. Praeger, first, to answer that question.

Ms. PRAEGER. Thank you, Mr. Chairman.

The CHAIRMAN. Both questions. Sorry.

Ms. PRAEGER. As I mentioned earlier, I think allowing the States
to retain the authority to regulate and to transition from rating
bands or modified community rating, whatever system they cur-
rently have. If they have no rating rules, the impact of imposing
those is going to be more dramatic, especially on younger, healthier
individuals, and of course it is going to benefit those older individ-
uals who currently are paying more.

So transitioning in and eliminating those current rating systems
over a period of time and perhaps allowing for, still, age rating and
family status—I mean, I think those are appropriate rating meth-
odologies to have in place, getting away from rating based on
health status. But even with age, I would encourage the committee
to think about beginning at a 5:1 and gradually transitioning down
to a tighter rating band on age.

We do not want to negatively impact those younger, healthier in-
dividuals who currently may not be paying as much, if they are in
the system at all, but if we have an individual mandate, require
that they come in. These are people just getting started in their ca-
reers. They are not making the kinds of incomes that perhaps some
of the older population is making.
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So allowing for some transitioning in is important, especially for
age factors. I think you want to keep some system of age rating in
this, especially in the individual market. If we are going to bring
young people in there have to be some advantages for their young-
er age and healthier, in general, status. So, transitioning over time
I do think if we get rid of health status, which I think would be
a very important step in health reform, you have to have a man-
date that everybody have coverage. Otherwise there is too much op-
portunity for gaming.

The CHAIRMAN. Mr. Claxton, could you answer that, please?

Mr. CLAXTON. Surely. The kinds of reforms you are talking about
for the non-group market are really quite transformative because
you are not only changing the insurance rating rules, you are put-
ting in substantial subsidies.

The CHAIRMAN. Correct.

Mr. CLAXTON. You are talking about changing the level of cov-
erage.

The CHAIRMAN. Correct.

Mr. CLAXTON. There are probably more uninsured people who
will come into this market than there are existing market partici-
pants, so you really have to think about, during the transition,
what kind of market are you providing for all of these new people
who are getting subsidies, as well as what are you doing for the
people who currently have coverage?

One way you could think about it is for all the people who are
coming into the market with new subsidies and for the people who
are in the market now who might want to move because they will
get some subsidies, they might want to find better coverage than
they are able to get today, let them come into a new market that
has the exchanges you have laid out, that has no health status rat-
ing.

For the people who now have insurance that they like, which
might be much cheaper because they have very high deductibles or
because they were underwritten and so they are healthy, and
where the rate impact of the reform market would be a fairly big
impact on them, let them keep their own policy in sort of a
grandparenting idea for a while.

You could let the State determine how long that is appropriate.
Then gradually transition them into the new benefit standards and
the new rating standards. You are still probably going to have
plenty of people in the market because the subsidies and the en-
couragement of the requirement to have insurance is going to bring
a lot of new people into the market. You want to have a place
where they can buy in in the competitive system you have been
talking about.

Senator WYDEN. Mr. Chairman?

The CHAIRMAN. Just a second. Mr. Scheppach, I wanted you to
answer first.

Dr. SCHEPPACH. Yes. I think you have got to think in terms of
a 5- to 7-year period, not only for the transition in terms of the
market reforms, but I think it will take time—Medicaid probably
should be phased in over a period of time so that you move up to
60 percent of poverty, 75 at certain particular dates until you get
up to 100 percent. I think in terms of State alliances it is probably
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important to bring in the individual market and the small firm
market first, then perhaps your subsidized other population. You
probably ought to give States some flexibility at some point to
bring in the Medicaid, or portions of the Medicaid population, State
employees, and then other firms.

We are beginning to put together a plan but it would involve
some up-front planning money, some certification by Governors
when they believe that the systems are ready for enrollment. But
as indicated, I think we are going to have to think in terms of a
5- to 7-year period to do it efficiently.

The CHAIRMAN. Senator Wyden?

Senator WYDEN. Mr. Chairman, I think you are exploring a very
good area and I just wanted to see if I heard something right. Ms.
Praeger, did you say that in the transition you could allow seniors
to pay up to five times as much as younger people? I was not sure
if I heard it right, and if I heard it right, then obviously Ms. Han-
sen’s stomach lining is going to be bubbling here. I think the Chair-
man is asking a very important issue, and I want to work with the
Chairman on it.

The transition area is invariably where things blow up, so if you
could just kind of unpack this and make sure I even understand
it. If you are talking about what I thought I heard, then I think
we probably would all benefit from hearing from Ms. Hansen. So,
take us through it.

Ms. PRAEGER. Currently, I would venture to say the age rating,
in the individual market especially, is higher than 5:1, so this
would be, even at a 5:1, an improvement. I just think it is impor-
tant in the transition to recognize the winners and losers that you
are going to create when you require everyone to have coverage. I
think you can go to 3:1. You will be requiring, then, those younger,
healthier individuals to pay more. If they are currently in the mar-
ket they will be paying significantly more than they currently are.

Senator WYDEN. It does not have to be that way. I think that is
what we are going to all be working for, and I think the Chairman
is right to be asking this question.

The CHAIRMAN. All right. Does anybody else want to address the
question I asked? Yes, Ms. Rowland?

Ms. ROwLAND. Mr. Chairman, I think it also involves who you
put into that individual reform market and who you do not. So if
you look at the lowest-income population, people below poverty, sig-
nificantly higher amounts of chronic disease and illness, which
would in fact drive up the costs in the new market.

So during a transition, I would urge that you build on the appro-
priate coverage that is already available through Medicaid for the
lowest-income populations so that at least the population in pov-
erty during a transition is not put in and added on to the com-
plexity of building the new market.

The CHAIRMAN. All right.

Dr. Nichols?

Dr. NicHOLS. Mr. Chairman, I would just respectfully add that,
in addition to all of the good advice you have just gotten, the most
important thing in a transition is to define where you are going be-
cause it turns out, if you lay down the market and say “this is
where we are going and we are going to all get there as gently and
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as wisely and humanely as we can,” you will be amazed at the pri-
vate sector’s inventiveness in getting you there faster, but you have
got to specify.

The CHAIRMAN. Good point. Good point.

Ms. Ignagni?

Ms. IGNAGNI. Yes, sir. Thank you. I was going to make exactly
that point. I also think, to Senator Schumer’s point, if we are going
to hit the mark on trust, varying this State to State is not going
to leave people satisfied. So the rules of the road should be estab-
lished uniformly across the country, and 30 States have nothing at
all right now, as Ms. Praeger observed, and so we would want to
avoid rate shock.

We have a number of ideas about how to vary subsidies, how to
get people to that end point sooner rather than later, and we have
begun to share them with the staff. We would be happy to talk
more about that.

The CHAIRMAN. All right. It is interesting, this whole conversa-
tion. It has been assumed—I think it has been assumed—that ev-
eryone agrees that everyone should have health insurance and
there should be an individual responsibility on the individual that
every individual must have health insurance. If anybody disagrees,
I would like him or her to speak up now.

[No response.]

The CHAIRMAN. I think that is agreed to unanimously all the way
around. Most of us who think about this subject do believe that.

I have another question about benefits and benefit design. Who
in the world is going to put this package together and what is
going to be in the package? There are a lot of trade-offs there. One
question is, who decides? There are some over the last couple, three
years—more than that—who have suggested some kind of a med-
ical board that will make some of these decisions to insulate mem-
bers of Congress from the onslaught from every group under the
sun that wants to be covered and design the package. Others say,
no, no, no, no, that is too much big government, that is socialism,
and so forth. We cannot let that happen. Which means if we go
down the latter road, I guess maybe Congress is going to decide
what is in the benefit package, just lay it out.

So I would like someone to give us some suggestions, some ideas
on who decides and how those decisions should be made. Ms.
Rosenbaum?

Ms. ROSENBAUM. Thank you, Mr. Chairman. I think that because
the question of insurance benefit design is so complex, as there are
9 or 10 moving parts to just the question of how the coverage oper-
ates, I think that it is very important for Congress to set a topmost
direction. If you look at Congress™——

The CHAIRMAN. What do you mean, “topmost direction?”

Ms. ROSENBAUM. In other words, there are certain, as Ms.
Ignagni has talked about, rules of the road that I think Congress
must address. For example, there may be certain parts of a benefit
design that you allow the concept of actuarial fairness to apply to,
or actuarial substitution.

There are other parts of benefit design that serve such an impor-
tant public health/health care/social function that even if portions
of a benefit package can vary in the implementation by what is
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paid for by variable cost sharing, by the range of covered proce-
dures that will be recognized, there are certain bottom lines that
I think only Congress can set.

So, for example, whether or not, in making decisions about what
is in and what is out of benefits, insurers have to use a standard
of coverage for children that prohibits them from discerning be-
tween children with developmentally-based conditions and children
with acute-onset conditions. It is something that only really, I
think in the end, Congress can say whether or not there will be a
range of coveraged benefit classes as opposed to simply medical
care, hospital care, ancillary services.

The CHAIRMAN. Right. Right.

Ms. ROSENBAUM. That is what is important. So I think it is those
top levels of decision-making that are very important for Congress
to make, as has happened over the years with Medicare and Med-
icaid, then a very large delegation of powers, either to the Sec-
retary in the case of Medicare, or to the States in the case of Med-
icaid, to fill in a lot of the detail.

The CHAIRMAN. Who else wants to address design package and
how that decision is made? Mr. Stern?

Mr. STERN. I would just say, there is both a question of policy
and politics.

The CHAIRMAN. Right.

Mr. STERN. And I think we do better on policy than politics if we
keep it out of this august body’s decision-making process, so I am
in for subcontracting the decision to anyone other than people here,
because I think it is an incredibly important decision and politics
should not play a significant role in it.

The CHAIRMAN. Dr. Butler?

Dr. BUTLER. Well, I sort of agree with that, although maybe with
a slightly different way of approaching it. I certainly think it would
be very dangerous to get into the business of detailed benefit pack-
ages, either by the Congress or by in some way delegating that to
some body, like a board, that you do not have any control over. If
you did have control over that board you would be ultimately set-
ting that anyway, but another approach might be what you do
under your own system, which is to set very broad categories of
benefits.

I would certainly include, obviously, pharmaceuticals in addition
to what you have under the FEHBP, to say, well, we will set these
broad categories. We may insist on some very minimum, very spe-
cific things that anybody can agree on, and then to use an actuarial
test in terms of saying, well, is it actually insurance? Is it really
protecting people in a financial way?

I think that is another way of going rather than trying to wrestle
over who is going to make very detailed decisions over what I have
to have, or somebody else has to have. I think as you try to do that
and you try to pick somebody, you are not going to find anybody
that everybody in this room would agree on.

The CHAIRMAN. Mr. Pollack?

Mr. POLLACK. There are many layers to this question. I want to
pick one of them. That is, I think where Congress really needs to
play a more active role is on the question of out-of-pocket costs and
what the limits are. I would separate two different things, what is
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in the benefit package and what kind of cost sharing are people
going to have to experience with respect to the benefit. It is my
hope that Congress plays a more robust role with respect to the lat-
ter so that it protects the affordability, particularly for populations
that currently cannot afford health care coverage.

With respect to the former, those are decisions often left to sci-
entific analysis, and I think that is best left outside of the hands
of the Congress and left for an administrative body.

The CHAIRMAN. Dr. Nichols?

Dr. NicHoLs. Mr. Chairman, I would certainly echo what has
been said, but I would also say there are two dimensions of afford-
ability: one is for people and the other is for all of us, for the gov-
ernment. Your happy task in this committee is to weigh those two.
So I would submit, in a sense, to agree with Sara, what you have
got to do is pick a level. I would say something like the Federal
employees’ plan, or some percentage of that, but then leave the de-
tails to, I would say a combination of a delegated body, the indus-
try.

Then remember, at least I think what your white paper envisions
and what a lot of us are assuming will come to be, an exchange,
or maybe a bunch of exchanges, maybe exchanges in different
States, whatever. Those marketplaces will have at some level exec-
utive directors, board of directors. They will have people who will
make decisions about what is appropriate to be sold in this place.
That is where I think the industry input, the analytic input. But,
your actuarial value pick will then be determinative and prevent
the kind of things we are talking about. I take Ron’s point, it would
be smart to do both cost sharing and benefits separately.

The CHAIRMAN. You think basically, to use your words, some ac-
tuarial value pick?

Dr. NicHOLS. I think that is the right thing for you to—you have
got to decide how much we can afford, sir, as a Nation, and then
other people can go make it so.

The CHAIRMAN. So business today is—what, 73, 75 percent of
health care costs are picked up by insurance? Is that right, Mr.
Castellani?

Mr. CASTELLANI. Yes.

The CHAIRMAN. Is that in the ballpark actuarial value——

Dr. NicHOLS. Well, I think you would have to take it to a specific
policy that they can write down and you have got to pick a number.
You have got to say 100 percent of FEHBP, Blue Cross Standard,
or 70 percent of that, or 120 percent of that, or something concrete,
and then they can go make it happen.

The CHAIRMAN. Mr. Serota?

Mr. SEROTA. I guess, Senator, my comment in this regard would
be that an appropriate role would be to set a minimum benefit
package, and if we have effective transparent State-level insurance
marts, the ability for individuals to purchase greater benefits, then
that would be transparent and the benefits would be clearly articu-
lated in the marketplace so everybody would understand what they
were buying and what they were getting. But, there would be a
minimum that everybody would be required to, or encouraged to,
whatever words we want to use, to purchase so we had uniform,
universal coverage that was meaningful in the marketplace.
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But as long as we are transparent in what the benefits are, and
it is clearly articulated in a State-level insurance mart, I think peo-
ple can make choices about the trade-offs that they want to make
with regard to their coverage.

The CHAIRMAN. Well, I am going to wrap up here, but I want to
thank all of you very, very, very, very much—unless Senator
Wyden has more questions—for your extraordinary contribution
and for your extraordinary patience. This has been an extremely
important subject. It is really complex. We are all kind of delving
into the briar patch to try to figure out the answers to all this. But
I want to thank you all very, very, very much.

Senator Grassley has some questions that were submitted for the
record, Senator Nelson did as well.

[The questions appear in the appendix.]

The CHAIRMAN. Before we do wrap up, because of the kind of un-
ruly nature of all this today, does anybody have something to say
that he or she feels must be said? That is, did somebody say some-
thing so outrageous that it deserves a response? Is there some little
nagging thought in the back of one of your minds that you would
like to say at this point? I am open. I mean that.

Yes, ma’am?

Ms. HANSEN. Yes. I just wanted to pick up where Senator Wyden
said I might have stomach churn.

The CHAIRMAN. Yes. I caught that, too.

Ms. HANSEN. Yes. I think the importance of—again, if we all
agreed that we want health insurance coverage, we cannot be pe-
nalizing people for the fact that they happen to be at an older age
or the fact that there is a natural kind of life-cycle change that you
have conditions. So we are looking to your leadership as an entire
leadership team to understand, again, what the benefit package is,
and meaningful affordability and benefits combined together.
Thank you.

The CHAIRMAN. Thank you very, very much.

I see Mr. Castellani. All right.

Mr. CASTELLANI. Senator, in the thinking, there are some of us
here that have worked a long time. Everybody here has worked a
long time to make it safe for the U.S. Congress and the public pol-
icy process to come back and address this issue. So on behalf of
those of us, we want to thank you, this committee, and the leader-
ship that you have provided for taking on this very important issue
and driving us toward it.

The CHAIRMAN. Well, thank you very much for that statement.
Clearly we are all in this together, so it is for all of us to find a
solution.

Thank you all very much. The hearing is adjourned.

[Whereupon, at 1:18 p.m., the roundtable was concluded.]
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OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.

Before we get started, I want to say a few words about hearing
each other out. The reason we are getting together here today is
so that we can hear each other out. This works because we treat
each other’s views with respect. I respect the views of everyone
here, including everyone in the audience. And that respect, in turn,
means listening and not interrupting when others are speaking. I
sincerely hope that everyone here today, including our guests—es-
pecially guests in the audience—will afford these proceedings with
that level of respect.

The novelist Edith Wharton said, “The only way not to think
about money is to have a great deal of it.” Today we host the third
of our three roundtable discussions on health care reform. This one
thinks about money. With any luck, we will have a great deal of
it.

This roundtable discussion will preview many of the revenue and
savings options that the committee will consider in a walk-through
session next week, heading into our mark-up next month. The com-
mittee has spent a good deal of time laying the groundwork for
comprehensive health care reform. We have discussed days to re-
form the health care delivery system, we have talked about ways
to provide health coverage to all Americans. Now it is time to think
about money. It is time to talk about how to finance health care
reform.

I am committed to comprehensive reform of our health care sys-
tem, but I also recognize that we need to pay for it. The proposals
that we have discussed in our previous roundtables and the walk-
through will not come easily and the reforms we are planning will
not be cheap. But Americans already spend $4.5 million on health
care every minute of the day; that is $2.5 trillion a year. Without
reform, over the next 10 years, America will spend more than $33
trillion on health care.

The Federal Government alone spends nearly $700 billion a year
on Medicare and Medicaid, and the Federal Government forgoes al-
most $300 billion a year in Federal tax revenue and health care tax
expenditures. The costs of health care are high for families, for
businesses, and for the Federal Government and States alike. To
make the system more affordable and provide coverage for all, we
need to look at where we spend money on health care today. When
it comes to the government, we need to look at both spending and
tax expenditures.

The first place we should look for savings is within health care
itself. We should reform the health care delivery system to bring
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higher quality and greater efficiency to all Americans. We dis-
cussed a range of reforms during the walk-through on delivery sys-
tem reform, and we will discuss additional savings options today.
We should also look at the current tax treatment of health care.
I know that there is some controversy about doing so. Some do not
want to modify the current unlimited exclusion for employer-pro-
vided health care, and I agree that we are not going to eliminate
that exclusion.

But the current tax exclusion is not perfect. It is regressive and
often leads people to buy more health coverage than they need.

[Applause from the audience.]

The CHAIRMAN. We should look at ways to modify:

[Applause from the audience.]

The CHAIRMAN. We should look at ways to modify the current tax
exclusion so that it provides the right incentives, and we should
look to ways to make it fairer and more equitable for everyone.

We also need to look at other tax benefits for health care. Among
these are tax-preferred health savings accounts and the itemized
deduction for health expenses. We should try to make sure that
those benefits are structured fairly and efficiently. Because of the
cost of comprehensive health care reform, we will need to look at
other options among those as the President’s proposal to limit
itemized deductions. All of these ideas deserve close and careful
scrutiny and discussion.

Finding money that we can all agree on will not be easy, but few
worthwhile things are. Achieving comprehensive health care reform
is important enough that we must find a way to succeed. This
roundtable will begin the discussion of how we can responsibly fi-
nance health care reform.

At next week’s walk-through we will look at the menu of options
for financing reform. We need to keep all the options on the table
and everyone has to give and take to make this work, and I hope
that my colleagues here will keep an open mind as we start this
discussion.

Together we can find the money that we will need to finance
comprehensive health care reform. It will not be easy. This round-
table is an important part of those discussions. Each of our partici-
pants today brings an important voice to the discussion; they are
experts, stakeholders, or both. Once again, forgive me for not tak-
ing the time to introduce every participant. We have, however, dis-
tributed a biographical sketch and a brief statement for each par-
ticipant.

As we did before, we gave each participant and Senator some
questions that will help start a dialogue, and beyond that, I look
forward to a very fruitful discussion. So let us get started. Let us
?ee if we can advance the effort of comprehensive health care re-

orm.

Senator Grassley?

[Interruption from the audience.]

The CHAIRMAN. The committee will be in order. Comments from
the audience are inappropriate and out of order. Any further dis-
ruption will cause the committee to recess until the police can re-
store order.

[Interruption from the audience.]
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The CHAIRMAN. The committee will be in order. The committee
will stand in recess until the police can restore order.

[Interruption from the audience.]

[Off the record.]

Senator GRASSLEY. Mr. Chairman——

[Interruption from the audience.]

The CHAIRMAN. The committee will be in order.

[Interruption from the audience.]

The CHAIRMAN. The committee will stand in recess until the po-
lice can restore order.

[Off the record.]

The CHAIRMAN. Let me just speak a few minutes.

[Interruption from the audience.]

The CHAIRMAN. Sorry. The committee will be in order.

[Interruption from the audience.]

The CHAIRMAN. The committee will recess until order can be re-
stored. The committee will be recessed until the police can restore
order. Will the police please come more expeditiously?

[Off the record.]

[Interruption from the audience.]

The CHAIRMAN. The committee will stand in recess until the po-
lice can restore order.

I will say to everybody else out in the audience who may be simi-
larly inclined, believe me, we hear you. We deeply respect the
views of everyone here. We have got an extremely open process,
and I just urge everyone to respect the views of others by not inter-
rupting those who are speaking. There will be plenty of time to
meet with everybody. This is a long, involved process.

So those of you in the audience who are not panelists and wish
to be heard, I urge you just to contact my office and we will figure
out a way to talk to you. I will figure out a way to listen to you.
I will be there personally to listen to you. So I urge you to take
that option rather than to interrupt and be rude to our panelists
here, who have come a long distance and spent a long time trying
to make very thoughtful presentations to the committee. But I will
meet with anybody who wants to meet with me. All right.

Senator Grassley?

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. Right or wrong, politics often is driven by
polls: some follow them and some do not. I will bet if you polled
every member of Congress, asking them what they think would be
the hardest part of health care reform, they would probably say
something like we are doing today, trying to figure out how to pay
for it. If I were asked, I would say something along the same lines.

So here we are, Mr. Chairman, as the top tax writers of the Sen-
ate. It appears that we have our work cut out for us. I thank you
for your leadership in trying to answer this tough question.

To start this important process, I have some questions of my
own: what are the most appropriate financing tools available to us?
Should we look at non-health related measures or should we stick
to health-related measures? Consistent with our interests in look-
ing at all of the options out there, I think it is appropriate to look
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at both. But I will emphasize that I do not agree with all the non-
health related measures that we will be examining, and some of
those have been put forth recently by the President, but this does
not mean that we cannot talk about them.

Yesterday, we had a White House gathering between the White
House and industry folks that would lead some to believe that we
do not even need this roundtable. Our money problem is somehow
solved with $2 trillion of savings from better efficiencies and so
forth. While I am sure that we will be waiting for some time before
this fairy dust becomes real gold, the Washington Post mentioned
similar promises were made in the 1970’s. But look at what it got
us: not much.

But the meeting yesterday does emphasize something that I
wanted to emphasize. President Obama is going to be a key player
in health care reform. I guess he has to be because it is this sort
of leadership that is going to help us find a way to pay for health
care reform.

For example, Mr. Chairman, there are maybe some financing
measures that the Senate may agree on, but we have found evi-
dence that there is a great difference between the House and Sen-
ate on how you might pay for them, so it may come down to presi-
dential leadership.

The President’s leadership is not only essential in finding ways
to pay for health care reform, but the President’s leadership is
going to be key to health care reform generally. So, I thank you for
this important meeting and I look forward to our expert panelists
in helping us solve some of these problems.

The CHAIRMAN. Thank you, Senator.

I am going to just recognize Senators as they seek recognition.
There is no early-bird rule here today. So when any Senator wants
to speak or ask a question, just raise your hand. The same goes for
panelists. Some panelists may want to jump in and say something.
Maybe—perish the thought—some Senator said something that de-
serves a response. So, feel free to take advantage of the oppor-
tunity. Just raise your hand so I can recognize you so that you can
proceed as well.

Senator GRASSLEY. I would lead off, Mr. Chairman, if you want
me to.

The CHAIRMAN. Go ahead.

Senator GRASSLEY. All right. IRS has historically granted tax ex-
emption to hospitals because they operated for the benefit of the
poor. Over the last 40 years, with the creation of Federal and State
insurance programs such as Medicare and Medicaid and the
growth of private insurance, it has been increasingly difficult to
distinguish the activities of for-profit hospitals from the activities
of charitable hospitals.

It appears that tax-exempt hospitals are more likely to provide
services for those with insurance than for the poor and indigent.
Federal tax breaks for charitable hospitals amount to billions of
dollars each year and include Federal income tax exemption, as
well as the ability to raise capital through tax-exempt bonding and
financing of charitable hospitals.

So, a series of questions along this line to Mr. Kleinbard, or Mr.
Elmendorf, or Mr. Burman, or Gruber, or anybody that wants to
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jump in. If, as a result of health care reform, everyone has health
insurance, presumably hospitals should see a steep decline in, or
the elimination of, uncompensated care. This trend appears to be
occurring in Massachusetts. Given this trend, does it make sense
to retain tax-exemption for hospitals?

The CHAIRMAN. Who are you going to address that to?

Senator GRASSLEY. Well, I suppose Mr. Kleinbard would be one
to address it to.

The CHAIRMAN. Kleinbard?

Senator GRASSLEY. Kleinbard.

Mr. KLEINBARD. Senator Grassley, thank you. There is some good
data that has been developed by the Congressional Budget Office
and by the Internal Revenue Service. Those data are consistent
with the point that you have made, that charity care within non-
profit hospitals receiving tax-exempt status is only about one-half
of 1 percent greater as a percentage of revenues than is the case
for for-profit hospitals, so about 4.7 as opposed to 4.2 percent.

That would suggest as well that if coverage becomes broader and
broader, the number of uncompensated care cases will go down.
Therefore, if you were to choose to retain tax-exempt status for hos-
pitals, you would need, I think, to ask the question, what is the
mission that makes those tax-exempt entities unique? Could that
mission be repurposed?

Today, the value of the tax-exemption, all aspects of it, we out-
line in our pamphlet, runs in the neighborhood of $6 billion a year.
So the question would be, are there other charitable purposes be-
yond the so-called charity care case to which the tax-exempt insti-
tutions could be directed as the condition of their tax-exempt sta-
tus?

The CHAIRMAN. Dr. Gruber, you are raising your hand there.

Dr. GRUBER. Yes. I would like to speak to the experience in Mas-
sachusetts where, you are exactly right, Senator, that we have seen
a large decline in our uncompensated care since our health reform
law was passed. I very much agree with the spirit of the question
that this raises, the question of the mission of nonprofit providers
and what role they play.

I will say that there will be, under any reform, some remaining
need for uncompensated care. About a third of uncompensated care
today goes actually to the insured who do not pay their co-pay-
ments or deductibles, and the number of uninsured is not going to
go to zero; it will not in Massachusetts, it will not in the Nation
as a whole.

So I think we can definitely move to a more rationalized system,
but it has to be a system that recognizes that there will still be
some need for uncompensated care, even in a universal coverage
world.

The CHAIRMAN. Might I ask, so how much will nonprofits make
up with losing uncompensated—let us say we had universal cov-
erage. One-third of uncompensated care, as you say, are insured,
and other people get paid. Assuming we had universal coverage,
how much would hospitals save? Maybe Mr. Kleinbard or somebody
has a figure. Do we have a number on how much that would be,
roughly? Dr. Altman?
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Dr. ALTMAN. Well, there is a tremendous variation in the hos-
pitals’ use of uncompensated care. Many of our public/private hos-
pitals can have 12, 15 percent; the average is much closer to 4 per-
cent, 3 or 4 percent. So I think the issue here is going to be, for
the average community hospital, the uncompensated care, as I
said, runs between 2 and 4 percent of their revenue, but for some
it could be 15 percent.

So the issue is not going to be that part, it is going to be the
extra payments that we now give these institutions, dispropor-
tionate share. Those, I do agree with Senator Grassley, we need to
substantially look at it. But I would argue, for what it is worth,
that the benefit of the hospital deduction gives community benefits
far in excess of just the issue of uncompensated care. So just like
for educational institutions, I think it would be a mistake to totally
wipe it out, but we can substantially reduce it.

The CHAIRMAN. Dr. Burman, are you seeking recognition?

Dr. BURMAN. Yes. One aspect of tax-exempt hospitals is that they
qualify for tax-exempt bond financing, and that is a really ineffi-
cient way to subsidize anything. A large share of the benefits actu-
ally goes to the bond holders rather than to the entities that are
issuing the bonds. So it would certainly make sense to rein that in
or convert it into some kind of direct cash subsidy, in which case
you could target it to the places that need help.

The CHAIRMAN. Dr. Wilensky?

Dr. WILENSKY. I would like to continue the targeting notion. I
agree with the comment that no matter what expansions in cov-
erage we have, there will be some people who will slip through the
cracks and remain uninsured. The question is whether or not we
would be better served to use the safety net hospitals, the public
hospitals as the providers of last resort and otherwise use more
targeted subsidies if there are specific functions we would like hos-
pitals to take on. But the mass tax-exempt for all nonprofit hos-
pitals seems to be reflective of an era that has long since lapsed.

The CHAIRMAN. All right. One more on this subject, Mr. Shea?
Then I have a little bit of business to conduct.

Mr. Shea?

Mr. SHEA. Thank you, Mr. Chairman. I think the overall point
that the difference between for-profit and nonprofit hospitals has
been shrinking, as Dr. Wilensky says, it was a different era, is ab-
solutely true. The distinctions you see today mostly, or generally,
is between public hospital provision of uncompensated care and pri-
vate, whether they are for-profit or nonprofit. However, as others
have said, this is not all the same and there are some nonprofit
hospitals that still adhere to the basic mission of providing care, re-
gardless of whether or not people have the ability to pay.

But let me just make a point that has not been made here on
this, which is, we are concerned about the destabilizing effect of
this kind of tax change at the same time as we are asking enor-
mous change from the hospital industry in terms of restraining
cost. I would suggest to you, we ought to focus on that and later,
perhaps, once we have universal coverage, look at this question and
not try to do the two things together.

The CHAIRMAN. Why? Why not together?
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Mr. SHEA. Because I am afraid it really would destabilize the
basic delivery system.

The CHAIRMAN. All right. I appreciate that.

[Whereupon, at 10:25 a.m., the meeting was recessed to enter
into executive session.]

[After Recess—10:27 a.m.]

The CHAIRMAN. Senator Bingaman, I think you were seeking rec-
ognition.

Senator BINGAMAN. I wanted to ask, one of the obvious issues we
are going to have to make a decision on is whether or not to deal
with this employer exclusion as a way to help pay for health care
reform, whether to cap it, whether to deal with it at all, eliminate
it. I would be interested in any of the witnesses giving us their
views.

I know this is an interesting issue. The President has not en-
dorsed this. I believe Senator McCain did strongly endorse it when
he was seeking the presidency, so I am not sure where the politics
of this issue are, but I would be interested in whether or not it
works.

Mr. Klein?

Mr. KLEIN. Thank you, Senator. My thanks to the committee for
the opportunity to be here on behalf of the American Benefits
Council.

I think that, speaking on behalf of our members, we believe that
the exclusion, which is really an employee exclusion, is fundamen-
tally important in order to maintain, and hopefully expand upon,
the employer-based system.

In answer to your question, I have to take issue with one point
that the Chairman noted in his opening remarks, in saying that
this exclusion is somehow regressive. In fact, I think we would be
hard pressed to find aspects of the Tax Code that are more progres-
sive when one considers that it is very common practice for employ-
ees at all income levels to be afforded the same employer-based
coverage.

There is a very interesting report that just came out from The
Commonwealth Fund, demonstrating that in fact the value of the
expenditure is much greater for lower and middle income individ-
uals than for higher income individuals and it represents a much
greater percentage of their overall income. Of course, the fact that
it is also exempt from Social Security tax means that it is very im-
portant for them as well, since they are fully subject to that.

Two other very quick points. The other argument that is often
made for limiting the exclusion is that it will have cost savings. In
fact, I think that employers and employees would agree that there
are no more incentives that are needed to try to contain costs.
Costs of plans are not necessarily high because the plan is exces-
sive. In fact, a plan may be more costly than one that does not pro-
vide as comprehensive coverage because of the age of the group of
people who are covered, the geographic location where they are lo-
cated that may be a higher health care cost area, and so forth.

And the last point is one of enormous complexity. Congress ex-
amined this issue back during the Tax Reform Act of 1986 and it
chose not, at that time—wisely chose not—to cap the exclusion.
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What they did do in place was establish a provision called Section
89 of the Internal Revenue Code.

In order for any tax exclusion to work and to be equitable for
workers, it would require an extraordinary amount of valuation to
ensure that what would be reported on a person’s W-2 form would
take into account some of these regional differences, would take
into account the type of coverage they have, single, single plus
spouse, single plus spouse and children, et cetera. What was cre-
ated in Section 89 was a very complex proposal that ultimately had
to be repealed because it was unmanageable.

Senator BINGAMAN. Dr. Gruber, did you have a perspective on
that?

Dr. GRUBER. Yes. Thank you, Senator. My perspective differs in
some fundamental ways from the one that was just presented. Let
me just point out the three reasons why I think this is a problem
in our Tax Code and a natural place to look to finance the kind of
health reforms we are talking about.

The first, is this is a large amount of dollars we are talking
about. It is about $250 billion as of a year or two ago, making it
the second largest Federal health care program in America. It is
regressive. The statement that was made is incorrect. It is a ben-
efit which, the higher your tax rate the more benefit you get from
this exclusion, so by definition it is regressive. And it is inefficient,
because people are buying health care with tax-subsidized dollars.
When they have a decision between, should I get paid in wages or
should I get health insurance that does that mean that much to
me, I will get the health insurance because it is tax-free, where the
wages are taxed.

In terms of the comments that were made just now about
regressivity, that is just wrong. It is a highly regressive benefit.
And in terms of complexity, we have to remember the world is very
different now than it was. The Section 89 experience was a bit of
a fiasco in many ways. We have to remember a fundamental dif-
ference with the world today, which is now every employer who is
self-insured has to have a COBRA benefit that they report. What
that means is that for an employer to report their benefit for tax
purposes, if they are insured they get a bill that they can report.
If they are self-insured, they have a COBRA premium that they al-
ready by law have to calculate that they can report.

So the fundamental problem that bogged us down in 1986, which
was calculating premiums for self-insured employers, is not a prob-
lem anymore. So administratively there is not a major problem
here. This is very doable. It is exactly the right place to go to fi-
nance health care reform. It is really the win-win solution. We both
make our health care system work better and we raise the money
we need to cover the uninsured.

The CHAIRMAN. This is a big subject. I have Senators seeking
recognition. I would like to stay on this subject, frankly, and ex-
plore it. I see you all raising your hands; we will get to you. But
I see Senators seeking recognition, too. Senator Stabenow, I think
you were first.

Senator STABENOW. Thank you, Mr. Chairman.

The CHAIRMAN. But let us stay on this subject.
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Senator STABENOW. Yes. Absolutely. I think this is one of the
major questions for us. Dr. Gruber, to follow up on your testimony,
and I know a number of you mentioned—Mr. Sheils, you have spo-
ken about this, and many of you have spoken about this. But in
your testimony you said that the right reason to worry about the
erosion of the employer subsidy is that sick and older individuals
are treated much more fairly in employer groups today. So I won-
dered if you might just talk about that a bit, and then if Mr. Shea,
from an employee standpoint.

I know there are issues or concerns that have been raised as well
about that. I would just say as a comment ahead of time, it seems
to me that there are two very different approaches. One is to look
at the value of the benefit, in which case it may very well be—I
mean, these are negotiated benefits where people have given up
wage increases to take health care packages that are important to
them based on regional differences, or the age of the employees and
so on. That is one thing versus capping based on income for higher
individuals. So, I would welcome, Dr. Gruber, your thoughts in re-
lationship to your comments about the right reason to worry about
doing this.

Dr. GRUBER. Thank you very much, Senator. I think the context
in which the tax exclusion is tackled is very, very important. There
is no health expert who, if setting up a system today, would include
the tax exclusion for employer-provided health insurance. That
does not mean that we would all favor getting rid of it in a vacu-
um, because if you get rid of it in a vacuum you do have the prob-
lem that there are many people who are older and sicker who
would have trouble finding health insurance in the non-group mar-
ket. That is why it is very important that it be part of a package
of reform, and part of the kind of reform they are talking about
here today.

If you move to a new system of the kind that has been outlined
by Senator Baucus’s white paper or by President Obama, a system
where there is reformed insurance markets with guaranteed issue
and non-discrimination based on health, where there are new ex-
changes where people can fairly purchase health insurance, then
we do not have to worry about these issues any more.

Then basically we get away from the unfair discriminatory world
we have now have in insurance markets towards one where people,
even if they are not getting insurance through their employer, can
get health insurance in a fair way that does not discriminate
against the sick. So that is why taking it away in a vacuum is a
problem for that exact reason, but doing it in the context of reform
is all right because you deal with that problem.

I think the other issue you mentioned which is important is the
notion about, what about employees and employers who negotiated
packages? They gave up wages in return for health benefits. That
is why I think, if there is one lesson I think I have learned from
Massachusetts on the negative side, it is, you need to phase this
kind of reform in. This is a fundamental change.

The notion of doing it right now, while it is urgent, it is urgent
to pass a law, I think, and to get steps in place. I think we do need
a phase-in period so that people who negotiated contracts under
the old rules have time for those contacts to play out and so that
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everybody is working under a new set of rules that is well under-
stood in advance.

The CHAIRMAN. Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman. Mr. Chairman, I
think this highlights the point that the country is spending enough
on health care, but we are not spending it in the right places and
these tax rules really illustrate it.

Now, on first glance the tax rules clearly look like a sweet deal
for the typical middle class person. That middle class person says,
hey, health care is not going to be taxed for me and my employer
gets a deduction. But what looks sweet actually has some very sour
consequences for that typical middle class person.

Mr. Sheils, I want to walk you through an example to highlight
this question. If you are middle class, and say you have a modest
package from your employer, what you are facing today are more
co-payments and your coverage keeps going down, so that middle
class person needs more money to make ends meet. But instead of
putting more money in your pockets, the Federal Tax Code takes
it away from you to subsidize a deluxe health plan held by some-
body who, for example, says they want to go out and get a designer
smile.

My question to you, Mr. Sheils, is, is it not possible to convert
this unfair tax system into a new one that cuts the waste and still
protgcts the middle class family from getting taxed on their health
care?

Mr. SHEILS. Yes. Thank you, Senator. You and I have certainly
worked on that in developing your bill. Senator Enzi has a bill
which would make some of the changes you are describing. In both
cases, it really would turn out that most individuals would actually
see a net increase in their tax benefit, not a reduction.

It is because in those bills, or certainly in your bill, it was de-
cided the idea was not so much to raise revenues, it was to change
the incentives people face, to create incentives for people to go to
plans that are perhaps lower cost and better managed; integrated
delivery systems like HMOs I think are a good example.

What we found was that it is possible to do it in a way where
almost everybody really was better off, at least initially. The mid-
dle class and higher income people—well, lower middle income peo-
ple, those individuals in those groups more or less would come out
ahead. I think in your bill it was an average of about $150 a fam-
ily, if I remember correctly. So you can design this thing. You can
purpose build it in a way that will give you the changes in incen-
tives that you want to make, while at the same time not hurting
most of the taxpayers out there.

Senator WYDEN. Mr. Chairman, can I just follow that up with
Mr. Kleinbard, very briefly?

The CHAIRMAN. Yes. Sure.

Senator WYDEN. Mr. Kleinbard, my understanding is that you
found that something like 70 percent of the American people have
health expenses of under $15,800. So hypothetically, if someone

ave a generous deduction to the middle class, say $17,000,
%18,000, take a sum like that, would that not be a way to convert
the system today that seems, at least to me, so inequitable to a sys-
tem that would protect the middle class and honor President
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Obama’s campaign pledge and still have some extra money left
over in order to start the process of health reform?

Mr. KLEINBARD. Yes, sir. What we found in our data is that for
someone who is insured, for a family who is insured, the value of
the insurance premium at the 70th percentile is in the neighbor-
hood of the $15,800 number that you gave, and that means that
if you were to, on the one hand, take away the employer-sponsored
insurance exclusion that benefits employees, and on the other hand
replace it with a standard deduction of the magnitude you say, you
would leave that family at that 70th percentile of premiums with
the same pre-tax income tax case as they would have been with the
employer-sponsored insurance. So, our numbers, taking all taxes
into account, would suggest that at that kind of level a majority of
Americans would actually end up with no increase in taxes.

The CHAIRMAN. I appreciate that. Frankly, to be honest, I do not
think we are going to repeal the exclusion, which Senator Wyden’s
bill does. That is just not going to happen. We have got health care
reform in front of us right now and we have to, in my judgment,
work with what we have got and make what we have work better.
We cannot go to a totally new system. Some want to go single pay.
I do not think that is going to work in this country. Some want to
go the Senator Kyl approach, which is totally different. I do not
think that is going to work in this country.

With all due respect, some want to repeal the exclusion for other
reasons. I do not think that is going to work either. There are ways
to enact health care reform that bend the cost curve in a very sig-
nificant way that provides health insurance reform, which this
country desperately needs, and also to cover all Americans. I very
modestly suggested the white paper that we published last Novem-
ber was a very large step in that direction.

Sure, it is not perfect. It needs lots of improvements, but that is
our current system. America is a battle ship. We are an ocean
liner. We are not a PT boat. We are not a speed boat. We cannot
turn on a dime. Americans have expectations about what they have
and do not have. It is the devil you know versus the devil you do
not know. I just humbly submit, let us work with the system that
we have. We are going to really make it a lot better and that is
the way we are going to be able to bend the cost curve in a very
significant way.

I want to get one more Senator on this subject and then I am
going to go over here. Senator Bunning, on the same subject? The
same subject?

Senator NELSON. The same subject.

The CHAIRMAN. I would like to ask one Senator on the same sub-
ject first and then move on. All right.

Senator Nelson?

Senator NELSON. Well, then what do you do, Mr. Chairman?

The CHAIRMAN. Sorry?

Senator NELSON. What do you do if you cannot touch the tax-fa-
vored treatment of employee-sponsored? What are you suggesting?

The CHAIRMAN. First of all, I am suggesting we do not repeal it.
We are not going to repeal it.

Senator NELSON. All right.

The CHAIRMAN. We are going to modify it.
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Senator NELSON. So how do you modify it?

The CHAIRMAN. Well, that is what our options are all about. You
can put a limit on income, you can put a limit on benefits. You
have a combination of limits and/or benefits. That is what this is
all about here. That is what this roundtable is all about. Let us try
to figure out, what is the best way? Is there a way that is better
than others? I am against repeal of the exclusion. I do think it
makes eminent sense to closely examine the exclusion to see the
degree to which it can be improved.

Senator NELSON. All right. So would you take a certain income
level and eliminate the exclusion above that particular level?

The CHAIRMAN. That is an option.

Senator NELSON. Would you go at the 70 percent level that they
were talking about?

The CHAIRMAN. Well, again, we can dial this any way we want.
Basically, my understanding is that the average in business is
about the 75th, 76th percentile of actuarial value that companies
now provide for their employees.

Mr. Shea, you have been waiving your hand there. Then I will
go over here.

Mr. SHEA. Thank you, Mr. Chairman. Your point about this
being a radical change is absolutely right. I cannot resist the oppor-
tunity to say, if we are going to do a radical change, I think single
payor is really the way to go and we could cut out all of this

The CHAIRMAN. You have a lot of supportive demonstrators here.

[Laughter.]

Mr. SHEA. All of my members, yes. All of this mechanical fol-
derol. But I just wanted to make a couple of points, really going
back to Senator Stabenow’s issue. I asked our unions what their
experience was in terms of the cost of benefits in similar situations.
Let me give you one example.

A construction trade fund, two different funds in western States.
I have got the following example. Plan A. These are average 50-
year-old, similar demographics, rural and urban. Plan A, the cost
is $16,600. Plan B, the cost is $10,046. You might think that
$16,000 has the better benefit package; it does not. It has higher
deductibles, higher co-pays than Plan A. The difference is simply,
as it was explained to me by the actuaries, the health experience—
that is, the claims experience—of those two funds and the size of
the funds.

So in terms of the practical application of this, I do not think you
could possibly do it without building an even much more com-
plicated situation. But the bottom line is, this is the Willy Sutton
rule being applied, with all due respect. There is an awful lot of
money here, as Dr. Gruber said, so it is natural to look at it. But
going back to my comment on the charitable hospitals, this would
really destabilize the system.

The CHAIRMAN. Yes.

Mr. SHEA. It would also, I would just say, undermine support for
health reform. If you have talked with any of your constituents,
certainly when I talked with workers about this, they are just flab-
bergasted at the idea that somebody would tax the benefits they al-
ready paid for, because as Senator Stabenow pointed out, this is
simply deferred wages.
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The CHAIRMAN. Well, there are a lot of banks here. I will recog-
nize Senator Bunning. But in partial answer to Senator Nelson,
there are lots of options on the table and modification of the em-
ployer-provided exclusion is just one of many, many options. I do
not want to leave the impression that that is the only one. It is not
the only one. There are many, many, many other options that we
are looking at.

Senator Bunning?

Senator BUNNING. Yes. I have a couple of questions for Dr.
Greenstein and Michael Jacobson. Both of you seem to favor an in-
crease in the alcohol tax. Are you aware that there has been a loss
of 540,000 jobs in the hospitality industry over the last year, and
that unemployment in the hospitality industry is now at 11.4 per-
cent? Would it surprise you to learn that indexing alcohol tax for
inflation would cause an additional 160,000 jobs to be lost in the
hospitality industry?

Both of you speak as if alcohol tax increases would have small
impact on the price of alcohol. Are you aware that Federal, State,
and local taxes combined already account for 59—59—percent of
the cost of the bottle of alcohol? Are you aware that Federal reve-
nues from alcohol taxes have actually declined following the last al-
cohol tax increase in 1991? This meant that Congress collected
about $2.4 billion less than expected for the first 5 years of the tax
increase. If this is the case, how can this be viewed as a stable way
to raise revenue for health care? Either, or.

Dr. GREENSTEIN. I would be happy to start. Could I just, before
I do, as the Chairman—as you know there are a number of us who
also wanted to make comments on the employer exclusion.

The CHAIRMAN. Sure. Right. Fine. Sure, Dr. Greenstein. If you do
not mind, Senator, if he speaks on that subject, too.

Senator BUNNING. You go right ahead. Just so you answer my
question.

Dr. GREENSTEIN. I can answer his question, and Dr. Jacobson
can answer it. I am just suggesting, after we do, that I

Senator BUNNING. Because I only have a few minutes.

The CHAIRMAN. Senator Bunning has the floor, so it is his choice.

Dr. GREENSTEIN. All right.

Senator BUNNING. Go ahead and answer whatever you want to
first.

Dr. GREENSTEIN. Virtually every major industry in the country
has lost a lot of jobs in the past year. We are in the deepest reces-
sion since the end of World War II. I do not know that there is
something particular here. My assumption is that health care re-
form of the magnitude that we are talking about will take several
years to implement, and certainly I, and I would presume other
panel members, who have various recommendations that include
recommendations involving the Tax Code, are not suggesting that
these changes be immediately instituted now while we are in the
middle of the recession. We are talking about what would be insti-
tuted several years from now, hopefully when the economy is in a
good recovery and when changes in health care reform are insti-
tuted.
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With regard to alcohol taxes, I would note that in real terms the
Federal excise tax on alcohol has fallen 85 percent since 1951, and
37 percent since 1991. The kind of change that

Senator BUNNING. Can I interrupt you for just a second? Even
though there was a major increase in the alcohol tax in 1991?

Dr. GREENSTEIN. There was an increase, but the tax is X amount
per gallon. If you have a sales tax at the State level, that is a per-
centage tax. As the price of goods and services rise, the sales tax
rises. The excise tax on alcohol is a given number of cents or dol-
lars per gallon, as a result of which, as inflation over time raises
the price of all goods and products, including alcohol, the excise tax
falls in real terms and falls as a percentage of total sales. Federal
alcohol excise taxes, some years ago, were about 12 percent, I think
in 1980, of the gross alcohol sales; they are now about 6 percent.

The main recommendation in my testimony is merely to put in
real terms the excise tax on alcohol back to where you put it in the
1990 Deficit Reduction agreement, and in terms of the impact that
would have, it would increase the tax on a bottle of beer by 4 cents,
on a glass of wine by 3 cents. If you, like myself, following doctors’
recommendations, have a drink every night—which I do. I have a
glass of wine every night. [Laughter.]

Senator BUNNING. Can I get an answer out of that?

Dr. GREENSTEIN. It would cost me $10.95 over the course of the
year if I had a drink every single day of the year. I do not think
that is a crushing tax burden or something that is going to cause
big dislocation.

Senator BUNNING. So, we had local State taxes increase prior to
our discussion here at the national level.

Dr. Jacobson, would you mind answering the question also?

Dr. JACOBSON. I think there are a lot of questions about the var-
ious figures you used.

Senator BUNNING. Really?

hDr. JACOBSON. We can provide you with some details about
those.

Senator BUNNING. Thank you. Would you do that for me?

Dr. JAcOBSON. I would be glad to.

[The information appears in the appendix on page 333.]

Dr. JAcoBsON. But I think Mr. Greenstein hit an obvious point,
that inflation, every year, erodes the value of the taxes, these ex-
cise taxes. Also, our society pays a tremendous toll because of the
heart disease, cancers, and other health problems posed by alco-
holic beverages that a strong alcohol tax increase would help pay
for health reform and marginally reduce these expenses caused by
alcoholic beverages. So it should not be, and we are not advocating
putting all the costs of health reform on the alcoholic beverage in-
dustry.

Senator BUNNING. Just a bit.

Dr. JACOBSON. But as part of a suite of prevention measures, it
makes absolute sense. When Alaska raised its alcohol taxes they
saw an almost immediate decline in mortality.

Senator BUNNING. All right. I have one more question.

The CHAIRMAN. All right. Then we will go on to Senator Cornyn.

Senator BUNNING. One more question. Joseph Antos, lifestyle
taxes. Dr. Antos, would the lifestyle taxes supported by some of our
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witnesses be progressive or regressive? In other words, would in-
creased excise taxes on alcohol or soft drinks tend to hit low-income
families more harshly than upper income families?

Dr. ANTOS. Thank you, Senator. Yes, they tend to be regressive.
They tend to hit lower income families, not just alcohol taxes, but
also, taxes on cigarettes. In fact, that is a particularly good exam-
ple. The middle class has largely overcome its cigarette addiction,
but lower income people, for various reasons, do not have nec-
essarily the access to the kinds of assistance that the rest of us
hﬁwe and may have difficulties in life, and frankly a cigarette helps
that.

So the fact is that raising taxes in these matters is not going to
have a gigantic impact on health style or health care costs simply
because the problem is much bigger than that. If we want to deal
with this as a health issue then we have to take public health
steps.

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

The CHAIRMAN. Next, Senator—on the same subject? Briefly.

Dr. BURMAN. Just a very brief comment.

The CHAIRMAN. Briefly, because I want to recognize Senator
Cornyn.

Dr. BURMAN. Thank you. Thank you, Mr. Chairman. I think for
all of these proposals you need to think about the whole package
together. I mean, anything you do to raise revenues is going to
raise taxes on some people. Some of these things might seem re-
gressive, but if you use the revenue raised to cover low-income peo-
ple, as a group they would be much better off. Thirty-five percent
of people with incomes under $10,000 do not have any health in-
surance.

The CHAIRMAN. Senator Cornyn?

Senator CORNYN. Thank you, Mr. Chairman.

The administration proposed $600 billion as a down payment on
an estimated $1.5 trillion health system overhaul. To me it seems
counter intuitive that you spend more money in order to save
money, to say the least. But I would like to ask Dr. Baicker to talk
about what the economic evidence shows, because to me it seems
like that is very fundamental to what we are doing here. We can-
not make unjustified assumptions that by spending $1.5 trillion we
are actually going to bend the cost curve, where now we spend 17
percent of our Gross Domestic Product on health care.

Associated with that, I want to ask Dr. Antos to comment. Yes-
terday we saw a press conference at the White House where stake-
holders said that they would save a lot of money, $2 trillion, over
the next 10 years by voluntarily—and I could not find any kind of
enforcement mechanism there—reducing their rate of increase in
health care costs over the next 10 years.

Can you tell me—Dr. Antos, would you comment on whether you
think that is a realistic assumption? Dr. Baicker, first.

Dr. BAICKER. Thank you. I think an exclusive emphasis on how
much money measures save can be misleading in that a lot of
things we might spend money on would get us a lot better health
outcomes and would be well worth the money spent, and a lot of
things that might reduce costs might do so at a cost in health that
is larger than we want to bear.
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So I would focus instead on measures that improve the value
that we get from the health care system, and in truth many of
those measures are unlikely to accrue budgetary savings in a nar-
row window. We should invest in them because we think they pro-
mote health in an effective way and may save money over the long
haul, but not necessarily because they would solve any short-term
budget issues.

That brings us back to the employer exclusion. There are not
that many opportunities to change the tax treatment of anything
in a way that both makes the system more progressive and im-
proves the value that we get from it. I would agree with what Jon
Gruber said, that the current system is regressive, not only because
the value is worth more to people in higher income tax brackets,
but because, as Dr. Burman noted, people in lower income tax
brackets are less likely to have access to any employer insurance
at all, and when they do are likely to have a policy that has a lower
premium.

So by changing that tax treatment you could move towards high-
er value care by aligning incentives to provide not just more care
and not just more expensive insurance, but higher value care that
produces more health. We should be looklng to improve value, not
just lower costs.

The CHAIRMAN. I see a lot of hands here.

Senator CORNYN. Mr. Chairman?

The CHAIRMAN. Yes?

Senator CORNYN. My question went to Dr. Antos. If he could just
follow up on the second part of that, please.

The CHAIRMAN. Right.

Dr. ANTOS. Thank you, Senator. The ideas that were presented
yesterday were certainly voluntary. These are ideas that we have
heard for the last 20 or 30 years. They are fine ideas, but the fact
is that most of these—and these are ideas. These are not proposals.
As you said, there is no enforcement mechanism, and in fact, no
specific steps suggested in the letter yesterday as to how we would
achieve savings at any level, much less $2 trillion. So these are fine
ideas. We have been talklng about them for a long time. We need
to continue to work on them. This letter will not suddenly trigger
a change in the health care system that we desperately need to
promote efficiency.

Now, a better question, or a bigger question is, even if this $2
trillion were achieved, what impact would that have on the Federal
budget, which I think is the issue really before this committee? The
answer is, a very, very small part of that would end up as savings,
at least in the first 10 years of the Federal budget. To give an ex-
ample, the Congressional Budget Office estimated, with regard to
the stimulus package, that there would be approximately three-
tenths of 1 percent reduction in health care spending, Federal
health care spending, because of what they say is $32 billion spent
on health information technology. Three-tenths of one percent. We
have a long way to go to get to ?27 trillion.

The CHAIRMAN. Well, I think the point is, a lot of this is incre-
mental. Over time we can start to bend the curve a little bit here.
One more, then I am going to go to Senator Conrad, on the same
subject. All right. Dr. Wilensky?
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Dr. WILENSKY. A point was raised that I want to emphasize, and
that is that there is a distinction between how to raise the money
to expand coverage estimated may at $1.5 trillion for the 15 per-
cent who do not have coverage now, and $635 billion that was sug-
gested by the administration. But the harder question that this
committee has wrestled with goes to the other 85 percent of us who
have coverage, and that is: what do we do to be able to sustain the
spending for Medicare, for Medicaid, and to improve the value,
making sure that when you look at how you get the money to ex-
pand coverage, whether or not that is helping us improve value for
the rest of us or, just as a revenue raiser, becomes very important.
I would like to echo my support for the committee’s considering it
in whatever way it thinks is politically feasible to alter the current
tax treatment of employer-sponsored insurance. I appreciate the
problems of changing it completely, but to the extent that you can
limit it in some way will both raise money and drive some better
outcomes in terms of the kind of health insurance that people are
likely to choose.

The CHAIRMAN. All right. I am sure we will get back to some of
you again. Just do not forget if you want to say something. But I
have Senators to recognize, too. The budget question, I think, is a
good segue into recognizing the chairman of the Budget Committee,
Senator Conrad.

Senator CONRAD. Thank you, Mr. Chairman. And again, thank
you for this roundtable, and thanks to each of you for participating.

I have got a question I would like to pose to three or four of the
panelists, and that is a question of, if they were to give two or
three of their best ideas for financing health care reform, what
would those two or three ideas be? I would start with Dr. Wilensky,
then Mr. Sheils, Dr. Gruber, and Mr. Greenstein. If I could ask the
four of you, if you were to give us your two or three best ideas for
financing health care reform, what would they be? Dr. Wilensky?

Dr. WILENSKY. The first one, not to be a broken record, is to go
after the tax treatment of employer-sponsored insurance. It is re-
gressive, it is inefficient, and it is a lot of money. How you replace
it in terms of how you decide to subsidize, whether moving it to
credits, doing it directly to subsidies, will influence how much
money you get. I do not think you can avoid taking that on.

Second, I am very appreciative of the work that you and Mr.
Baucus did last August in terms of your comparative clinical effec-
tiveness bill. I believe that represents an important way to slow
down spending, first investing in the money and then recognizing
that we have got to drive change so that we use it.

Concepts like value-based insurance, where you vary the co-pay-
ment toward the most clinically appropriate use of care, value-
based reimbursement where you reimburse more to the institutions
and clinicians that provide good quality and efficient care, can
make a large difference. That will take several years, at best, to
generate the information and to implement. You will have to
change the ability of CMS to make use of these kinds of concepts
in terms of how they reimburse. It is an area the private sector can
do on its own if it wishes to—you might learn something—but stat-
utory change will be needed for CMS.
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Number three is, you have got to go after how we reimburse phy-
sicians. The current system is the most broken part of Medicare.
We spend a lot of money. We are doing badly for the physicians
that are trying to practice in a conservative manner. They have
had no fee increases over the decade, and yet we see 10 to 12 per-
cent spending increases, which is unsustainable and unfair. Many
of you are from States that take this particularly hard in terms of
the current reimbursement under Medicare.

Senator CONRAD. Mr. Sheils?

Mr. SHEILS. Thank you. In the testimony we prepared we actu-
ally looked at a few ideas. I guess I would have to say that I am
really interested in these ideas that both raise revenues and
change incentives for individuals when it comes to health care and
their health. For example, the tax exclusion for health benefits. If
we were to cap that at, say, the average amount per worker right
now, we would raise that, plus a phase-out that is described. You
would raise about $700 billion in revenues over 10 years. The
health spending would go down by over $300 billion as well, and
the reduction in health spending has to do with the fact that we
have created incentives for individuals to go into plans that are
going to be more efficient.

The second thing we looked at was the tobacco tax. It seems kind
of mundane, and everybody points to it, but we played with it a lit-
tle bit more. We looked at a $2-per-pack cigarette tax. We raised
about $250 billion in revenue and we also got almost $200 billion
in savings, reduced health spending, some of which went to the
Federal Government in Federal programs.

The last thing I looked at was, again, with the mundane. We
looked into recovering Federal money that is now in the safety net,
and that includes Medicaid disproportionate share hospital funds,
the Medicare DSH payments, there is funding for FQHCs, and so
on. We heard today that it is important to maintain the safety net
system because we are still going to have uninsured people, but if
we were to take, perhaps, half of that back in the context of a
major expansion that covers almost everyone, you would be able to
raise another $130 billion.

Now, I am trying to remember these numbers off the top of my
head, but basically we got to $1.2 trillion in Federal revenues,
about half a trillion dollars in savings and spending throughout the
system. Well, we did analyze the President’s proposal during his
campaign and at that time we estimated his proposal would cost
about $1.2 trillion. So, it pretty much pays for it. But you are going
to get 19 different ideas and they are all good.

Senator CONRAD. All right.

Dr. Gruber?

Dr. GRUBER. I like Dr. Wilensky’s broken record analogy because
this is a wonderful opportunity to see the degree of consensus
among a wide array of experts on the win-win nature of using re-
form of the tax exclusion to finance health care reform. That is at
the top of my list as well because it is exactly the right thing to
do to finance health care reform, for the reasons I have given, for
the reasons others have given.

What I want to do is just talk for one minute about what that
means. Senator Baucus has raised the issue of, you can reform, but
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there are lots of moving pieces. I think we should talk for just a
minute about what the moving pieces are. There is the cap. We
talked about, you can cap at a certain level. You could do it income-
related. There is also the issue of the rate at which you inflate that
cap. So for example, just to give ideas, if you, starting in 2012,
capped the exclusion at the 50th percentile, I estimate you would
raise about $500 billion.

Now, alternatively you could say, well, that is not fair because
that hits everyone with taxes. So, let us say we did something else.
Let us say we said that we are not going to touch the exclusion for
families below $125,000 of income. We are then going to cap it be-
tween $125,000 and $250,000 of income and then get rid of it, but
only for families above $250,000 of income. So, that is a progressive
cap that raises just the same amount of money without touching
families below $125,000 of income.

There is a lot of money there that you can use, that you can get
at in very progressive and different kinds of ways, many of which
get you the kind of efficiency savings and progressivity that we
want to get out of the system. So, I think that is the number-one
place to look, and I am thrilled to hear the general support for it
today.

I think the second place to look, I just would really echo Dr.
Wilensky, on looking at value-based adjustments to the system. I
think this is the harder one. I cannot give you numbers; I think
it is hard to give numbers on how much different packages can de-
liver, but obviously thinking about the kind of reforms that she dis-
cussed are important.

But I would also echo what Mr. Sheils said. I think we really
need to think about lifestyle-based changes, both in taxes and in-
surance prices. In the State of Massachusetts, a fundamental part
of reform was, for the first time, insurers were allowed to rate peo-
ple’s health insurance prices based on smoking status. We need to
think about setting up the right kind of incentives for people, both
through the prices they pay for the goods and the prices they pay
for their insurance, to try to induce healthier lifestyles and raise
revenues at the same time.

Senator CONRAD. Dr. Greenstein?

Dr. GREENSTEIN. I think this is a key question. I think the first
point is, there is no single mechanism you can pass that can get
you all the way, that can probably get you even half of the way to-
wards financing the whole package. So that leads to the conclusion
that you are going to have to put together an array of items on
both the spending and the revenue side of the equation if this bill
is going to be paid for.

Let me start with the spending side. I would absolutely start
with the types of reforms in Medicare that the President pro-
posed—I know you discussed a number of them in your delivery
roundtable several weeks ago—ranging from reigning in overpay-
ments in Medicare Advantage to raising premiums on affluent
Medicare beneficiaries. Some of these have been opposed on one or
the other side of the aisle. We are going to need all of them to deal
with this important priority of health care reform.

Those kinds of Medicare changes—bundling of payments,
changes in hospital readmissions—you really get a triple benefit
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from them. They can help finance the bill. A number of them will
get picked up by private insurance and will help slow the rate of
growth in private sector health care costs as well, and they will
help shore up Medicare financing for the long term.

We are going to get a bad report at 2:30 this afternoon from the
trustees on Medicare financing. Medicare reforms can do all three,
and I would supplement them with some additional reforms in
terms of pharmaceutical pricing in Medicaid, as well as Medicare,
that can yield some additional savings.

Second, deal with the employer exclusion. Senator Stabenow
raised some important issues. But again, I do not see how you can
put a package together that is going to get you to fully paying for
this unless you touch the exclusion. I would agree that you do not
want to eliminate it. I think we need stronger employer-based cov-
erage, not weaker.

However, a well-designed cap, as part of well-designed health
care reform, can actually increase employer-based coverage. If you
combine it with an individual mandate and perhaps a pay-or-play
mechanism like Massachusetts has, you are going to end up, even
with a cap, I think, having more people enrolled in employer-based
coverage, not fewer.

There were three particular issues that have often been raised.
What about people who were sicker? Part of your health care re-
form plan, I believe—I hope—will have a prohibition on insurers
charging higher prices for sicker people than for healthier people.

The CHAIRMAN. It does. Right.

Dr. GREENSTEIN. What about regional variation in cost in firms
that have older workforces? I would recommend you have a cap
that builds in an adjustment for regional differences in health care
costs and an adjustment for the age of the workforce of the firm.
You can have an adjustment built into the cap itself.

The third item I would mention is other tax treatments of health
care. By the way, I presume that you are going to have subsidies
for low- and moderate-income workers, and you are probably, I pre-
sume, going to deliver that through a tax credit. So I think it is
a mistake to just think of these as tax increases. The goal, really,
is to redesign the Tax Code’s treatment of health care costs in a
much more efficient way. So right now we spend money on flexible
spending accounts, which increase health care costs. They are use-
it-or-lose-it.

We all have had the experience. At the end of the year you rush
out—I did it on March 15th myself. I spent an hour in the CVS
loading up on things I did not need because it was use-it-or-lose-
it. You also can use your FSA for all kinds of low-priority, elective,
unnecessary medical procedures that no insurance would cover.
Now, we do not necessarily need to get rid of FSAs, but they were
put into place to help people afford coverage in the absence of na-
tional health care reform.

In the presence of national health care reform, FSAs should be
reformed—and by the way, they really ought to be incorporated
into any cap you have, otherwise you could have employer contribu-
tions that were over the cap. If the employer reduces them to the
cap level and the employee takes the additional amount he or she
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pays and puts them all through an FSA, you really have not effec-
tively changed very much in terms of the tax treatment.

The CHAIRMAN. All right.

Dr. GREENSTEIN. Finally, the lifestyle taxes: alcohol, sugared soft
drinks, we have talked about. I would hope you would not totally
rule out looking at the issue of the itemized deductions. I know the
President’s proposal is not really still on the table in the form he
presented it.

The CHAIRMAN. Yes, it is. It is one of the options.

Dr. GREENSTEIN. All right. Then as sub-options you could look at
excluding charitable contributions, or alternatively the criticism
has been that people deduct at 35 percent today if they are in the
top bracket. What happens if they deduct at 28 percent? Our anal-
yses suggest there would not be a big impact that would cripple
charities, but I will put that analysis to the side. My point is, sim-
ply, you could deduct at 35 percent. If the top rate goes back to
39.6, that is in the baseline, you get savings just from holding the
deduction rate at 35.

The CHAIRMAN. Thank you very much.

Senator Snowe, then Senator Cantwell are on my list here.

Senator Snowe?

Senator SNOWE. Thank you, Mr. Chairman.

Dr. Gruber, I wanted to get back to the single national cap on
tax exclusion as well. I know Dr. Greenstein just sort of addressed
the question of making regional adjustments. There are marked
geographical variations among States in terms of cost. Now, some
obviously can be addressed and we are going to be reforming the
health care system. Perhaps some changes or drivers of cost are
not amenable to change.

So I would like to have you address if you have given any
thought to how we could structure such a cap that includes those
variations. For example, in my State of Maine it costs $16,000 for
a family plan, versus the average nationally of $12,400. That is a
$3,600 difference, almost $4,000. In the individual market, it is
$24,000 for a family of four.

Now, there are some real cost differences and economies of scale,
obviously, for rural areas particularly. So I am wondering if you
have given any thought to incorporating some kind of adjustments
that include criteria for those costs indexing the cost of coverage,
indexing the subsidy to make sure that people have adequate cov-
erage, depending on which State they live in. Obviously we do not
give people more than they need, but we do not want to give them
less than they require to access this coverage as well.

And Dr. Greenstein, if you have anything in that regard on how
you would make those adjustments for regional I would appreciate
it. Then there is one other question I have. Thank you.

Dr. GRUBER. I think, Senator Snowe, you are raising a very im-
portant issue. There are large variations in the cost of health insur-
ance across the Nation. Part of those will be compressed as part
of national health care reform, particularly in non-group markets.
You mentioned the higher non-group price in Maine versus other
States. A lot of that will go away with reform, but a lot of it will
not. So I would personally advocate that we have a cap that is ad-
justed, at least initially, for premium differences across States.
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So, for example, what you could do is you could say in the first
year you have a cap which is adjusted fully for premium differences
across States, but over time that should phase out to recognize that
some of those premium differences are not due to cost of living dif-
ferences, they are due to inefficiencies in the way medical care is
delivered.

So in the long run you could move to a cap which varies just by
the underlying cost of living, so you could say, for example, if the
cost of living in Maine is 10 percent higher than in Mississippi, the
long-run cap would be 10 percent higher.

But if the cost of premiums in Maine is 50 percent higher, you
would start at 50 percent higher but over time, giving Maine time
to adjust, you would then eventually move down to something that
is just reflecting cost of living differences.

That is something which reflects the true cost of living dif-
ferences that drive your health care costs but which forces States
which are higher cost to take the steps towards efficiency that we
would all like as a Nation. So, that is the kind of step that I would
strongly endorse.

Senator SNOWE. I appreciate that.

Dr. Greenstein?

Dr. GREENSTEIN. I would agree that probably different regional
variations in insurance costs is probably the best way to do the ad-
justment. We have not really looked at the question Dr. Gruber
just mentioned about what you do over time. I hope it would be
possible over time to limit the adjustment to differences in cost of
}iving. As he suggests, I am not sure it would be possible to go that
ar.

But certainly in terms of constructing the cap, I think not just
for the first year, but for the whole first period, you would want
to vary it by differences in insurance costs. And hopefully as var-
ious reforms work their way through the insurance system, one
hopes that the variations in insurance costs across regions would
themselves compress and that a cap adjustment, therefore, natu-
rally would narrow because the differences in cost, one would hope,
would narrow.

Senator SNOWE. So a time frame would obviously be important
in this, whether it be 5 years, 10 years, or something in phasing
it in of some kind.

Another question, Dr. Greenstein.

Senator HATCH. Before you move on, Senator Snowe.

Senator SNOWE. Yes?

Senator HATCH. Could I just ask a question on this precise point?

Senator SNOWE. All right.

The CHAIRMAN. Senator? Sorry?

Senator HATCH. If you would let me——

Senator SNOWE. Yes. I will yield. I have one more question after
this point.

The CHAIRMAN. All right. Why do you not go ahead?

Senator HATCH. If I could on this precise point, because I am
concerned about it. Under the Sixteenth Amendment, “The Con-
gress shall have power to lay and collect taxes or income. . . .”

The CHAIRMAN. On this point, right, Senator?

Senator HATCH. On this point, yes.
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The CHAIRMAN. All right.

Senator HATCH. “. . . from whatever source derived, without ap-
portionment among the several States and without regard to any
census or enumeration.” That is the exact language.

Now, in Mr. Kleinbard’s testimony he points out that the Tax
Code does not adjust for variation in cost of living between regions,
and some types of variation may be considered unconstitutional.
Now what I would like to know is, in the view of the various folks
here, would a geographic variation on capping the exclusion based
upon the State you live in be unconstitutional?

Now, such an idea seems unprecedented but, in fact, even though
the higher cost of living in certain areas is usually accompanied by
higher wages, would such a geographical variation mean that peo-
ple in some areas of the United States would be subsidizing health
care for people who are located elsewhere in the United States?

Mr. KLEIN. If I may, Senator. Thank you so much. I have to
leave it to constitutional scholars to answer the question as to
whether or not it would violate the Constitution, but your question
and Senator Snowe’s question underscores just one of the chal-
lenges that would be involved in capping the employee exclusion.
Whether or not it is unconstitutional, I do not know, but I can tell
you it would be extraordinarily complex. The geographic variations
account for some of the differences in the cost, as does the age of
the workforce, as does the claims experience, and so on and so
forth. This walks you right back into the Section 89 experience,
which should not be underestimated.

I dug out of my filing cabinet yesterday this little button calling
for the repeal of Section 89. Some of you may remember the hun-
dreds, if not thousands, of workers and small business people and
benefits professionals who marched up to Capitol Hill when they
had to deal with this incomprehensible challenge of trying to value
this different coverage.

With all due respect to Dr. Gruber, and just in general what I
would say—I do not have the sterling qualifications of the aca-
demics on the panel who are supportive of capping the exclusion—
so I am disadvantaged by the need to sort of tell you how employ-
ers and employees will behave in practice rather than in theory.

But I must say that the notion that somehow we are in a dif-
ferent place because of COBRA than we were 20 years ago is sim-
ply wrong. It is one thing to make a rough justice approximation
of the value of the health benefit in order to know what to charge
a former employee toward the premium. It is quite another to be
fair to people in terms of the way you are reporting some taxable
benefit on their W-2 form.

Senator HATCH. Mr. Kleinbard brought it up.

Mr. KLEINBARD. Yes. If I could, I have some data that I think
is relevant to your question, and then I would like to come to the
specific problem. The first, the insight that Senator Snowe began
with of regional variations is absolutely correct. In our data we dis-
covered, in fact, that variations across regions are larger than vari-
ations across income levels. You would think that higher income
employees have much more generous plans than lower income em-
ployees.
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In fact, the variation across income levels—at least when you go
by quartiles, which may be too rough a cut, but that is all the data
we have—shows less than a 10-percent variation between the bot-
tom quartile and the top quartile of incomes in the value of the in-
surance premiums. We see a significant larger variation when we
look at costs across regions. So the problem is there, there is no
question about it.

Then you turn to solutions, and there are two issues that you
need to think about. The first, is that the Internal Revenue Service
today does not really, frankly, care very much where you live with-
in the United States. Very little turns on whether you are a resi-
dent of Maine or you are a resident of Boston with a summer house
in Maine.

When we go to regional variations, that is going to matter a lot.
That is something that the IRS does not really police today. There
are a couple of places in terms of, where is your principal residence
or things like that, but as a general matter, the whole question of
how we will define who is in which region and how will the IRS
police that is going to be a significant issue and we should not
overlook the administrative burdens that that will put on the Inter-
nal Revenue Service.

The second question you raised is the constitutional one. The
issue is the uniformity clause of the Constitution which requires
that excises and other taxes be levied uniformly across the States.
It is my belief—although there is a good deal more research to do.
The great thing about the Constitution is you never get to the end
of the research—based on our preliminary research, we believe that
one could design regional variations that are constitutional.

It would require, however, a more sophisticated definition than
simply going State by State. For example, New York State has
some very, very high-cost areas and some relatively low-cost areas.
So we do think that you could work with the constitutional con-
straint, but it would require a more sophisticated approach, which
in turn adds further to some of the administrative burdens. But the
problem is real, as I have said. There are very substantial vari-
ations.

The CHAIRMAN. All right. Senator Grassley, you are asking on
geographic variation, correct?

Senator GRASSLEY. No.

The CHAIRMAN. Not on this subject? All right. More on geo-
graphic variation? All right. Senator Cantwell?

Senator CANTWELL. I know we are talking about geographic vari-
ation. I want to go back to Dr. Wilensky’s point about Medicare re-
form and geographic variation because before I am interested in
talking about new sources of revenue, I am interested in talking
about how we are going to make this system more cost-effective.
Washington State is one of those that you have referred to as a
high health outcome State with relatively low cost.

What I do not understand is why this Dartmouth study is not
carrying more weight in explaining the transformation that can
happen. For example, Washington State beneficiaries, per spending
average for a year, is $6,200. So for the U.S. it is $7,400, so roughly
a $1,200 difference. For New Jersey, it is $8,512. For Florida, it is
$8,462, $2,200 more per Medicare beneficiary.
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Now, why should we keep paying for that? Why should we in
Washington State keep paying for that? If the entire country went
to the general State rate that Washington had per beneficiary rate,
we would save close to $55 billion a year. So why is it that we can-
not use this study to break through that there are systems
throughout the country that are higher outcome, lower cost, and
before we spend another dime raising someone’s revenue some-
where else we had better implement those efficiencies?

The CHAIRMAN. Good question. Who wants to take it?

Dr. WILENSKY. I would like to respond.

The CHAIRMAN. All right.

Dr. WILENSKY. It actually goes to a point that Senator Hatch
made, of are we asking people in one part of the country to pay for
health care in another. Of course, in Medicare we do that all of the
time. Your State residents pay the same Medicare taxes into the
system, but as you have pointed out, Medicare pays very differently
according to the practice style and how health care is delivered in
these areas.

The differences can be a matter of three-fold, according to some
of the estimates that MedPAC and other commissions have done.
There is not an association with higher health outcomes or more
response to patient preferences in the higher spending areas. They
vary within States, as somebody just mentioned. It is not enough
to just say one State does this and another one does that. Cali-
fornia is an even bigger example. The Los Angeles area is incred-
ibly expensive, and the northern California area is much less so.

There are mechanisms you can use to try to drive spending down
in the high-cost areas that have little health value. It would re-
quire arming CMS with very different tools in terms of how they
reimburse clinicians and institutions rather than paying the same
amount with only an adjustment for cost of living.

It will be, if not to CMS, delegating to some other group a lot
more authority in terms of how you set up reimbursement systems.
I believe it will be very difficult, no matter what tax increases you
use, to sustain health care spending and improve the value unless
you take on these broader issues.

The CHAIRMAN. Dr. Baicker?

Dr. BAICKER. Thank you. This highlights, I think, the importance
of thinking beyond just the insurance structure. I have done some
research in the area that you are discussing and the variation that
you see is among the people who are all on Medicare fee-for-service,
so it is not that people have different types of insurance paying for
their care. In fact, in the parts of the country where we spend the
most on Medicare beneficiaries, they are the least likely to get
high-quality, low-intensity interventions like diabetic eye exams,
flu shots, mammograms.

That kind of care may fall through the cracks when people are
seeing a lot of specialists and not seeing a lot of general practi-
tioners, and when there is not an integrated infrastructure of infor-
mation so no one is saying to the patient, “gee, it is time for your
flu shot,” in between all the specialist visits.

We would like to find a way to promote that low-intensity but
high-value care by reforming the payment system such that pro-
viders are reimbursed for providing high-quality care, not just more
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care—where there is an opportunity to do higher value interven-
tions, providers are reimbursed for phone calls and for answering
e-mails, where coordination of care is encouraged, not just through
doctors’ office visits, but through hospitals and through episodes of
care.

Managing a disease like diabetes or hypertension requires coordi-
nation across a wide array of providers, and right now we are just
reimbursing more for more care and that seems to drive that rela-
tionship between higher spending and lower quality care, even in
a program where everybody has the same insurance product.

The CHAIRMAN. This is a very important subject. This Dartmouth
study has been referred to many, many times by many, many peo-
ple. CBO did an analysis of it and concluded that there would be
a 29 percent savings, $700 billion, roughly.

So I have a couple of questions about it. First, is there any rea-
sonable justification for geographic variation? I mean, I am assum-
ing the Dartmouth study adjusted for lots of different factors to try
to get a true sense of the disparity in health care spending versus
outcomes.

But my first question is, what justification is there for it? Second,
what is the cause? What is the main cause of geographic variation?
I think you, Dr. Baicker, started to touch on some of the causes.
Third, what are some of the better solutions to attack it? My as-
sumption is that some of the delivery system reforms contained in
the white paper will help get at that problem, with health IT, com-
parative effectiveness, and reimbursement based on quality, and so
on and so forth. So I would like just a little discussion on, is there
any justification for it? Because it is sure talked about a lot. Sec-
ond, what are the main causes? Third, what do we do about it?

Dr. Wilensky?

Dr. WILENSKY. This year’s report particularly highlights how the
variations can impact spending. There is a chapter that looks at
the treatment of chronic disease, and also end-of-life care. It com-
pares the Los Angeles area and northern California, Sutter, Inter-
mountain Healthcare, and the Mayo Clinic, and indicates that
there are some parts of the country, like the Los Angeles area, that
even their lower spending areas are way more than other parts
that are not very far geographically. We call it practice style dif-
ferences.

There is discussion about how you begin to drive change so that
the more aggressive interventionists change some of their behavior.
It takes a lot of different activities—financial, but also having good
data, that the outcomes, in fact, are not improved. The first re-
sponse, according to other earlier work that Wenburg and others
at Dartmouth have done, is that physicians will say, I am different,
my patients are different. My patients are sicker, I am having bet-
ter outcomes.

It is only if you can have good data to show that the patients are
not different, that you do not get better outcomes, that you can
begin to try and drive change, in addition, having it backed up by
financial rewards to those who have good clinical outcomes and
practice conservatively.

Very different end-of-life care in terms of how medicalized the
last 6 months of life are. Within small areas, it means that it will
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require more than just crudely taking a State or multiple States
and labeling them “high spending,” and that is why I have used the
California area—you all have talked about this because you come
from States that tend to be quite low-spending.

The CHAIRMAN. Right.

Dr. WILENSKY. And have been appropriately frustrated that you
do not see this recognized in a payment.

The CHAIRMAN. Right.

Dr. WILENSKY. But it will mean redefining how we reimburse
under Medicare if you want to capture those savings and reward
the kind of behavior you want to see.

The CHAIRMAN. All right.

Mr. Sheils?

Mr. SHEILS. Thank you. We have looked into this and have done
some research on it. We first got involved in it when we were look-
ing at the question of establishing a comparative effectiveness in-
stitute. The question we were faced with was, well, how effective
will it be to generate new guidelines? One of the things we found
in the literature reviews is that physician adherence to guidelines,
medical practice guidelines, evidence-based medicine, is actually
quite low. Only about 55 percent of physicians are found to be ad-
hering to the guidelines that apply.

The CHAIRMAN. And why is that?

Mr. SHEILS. Studies have tried to look at that. Some of it is that
they do not know about the guideline. That is number one. Number
two, they may not agree with the guideline. They may feel that it
is wrong. The third, it is always very politely put, but it is difficult,
with a guideline, to alter the practice of medicine with a physician.
What they found is that things like publishing the guidelines do
not really make much difference. They found that doing, what do
they call these? Conferences and so on, presenting papers, does not
do very much.

The one thing they found was really effective was, as Dr.
Wilensky was saying, is when they did profiling to find physicians
who seemed to be operating out of bounds and then went in, with
a physician, to educate that physician with what is known about
it. That was shown to change medical practice. The study we
looked at, though, showed that the cost of doing that is about
$7,200 per physician, so this is a costly item.

I think the conclusion we came to, and I think CBO sort of is
here on this as well, is that generating the information is nec-
essary, but not sufficient, to fix the problem of variation in medical
practice. We need changes in incentives that accompany that, and
there might have to be some fairly stiff incentives like paying phy-
sicians less for doing care that is not indicated under the guide-
lineif. Without incentives, we probably are not going to get very far
with it.

The CHAIRMAN. Mr. Klein?

Mr. KLEIN. Yes. I could not agree more. In answer to your ques-
tion, why does this occur, it is because we have a misalignment
here between outcomes and what we pay. Health care may be the
only product or service provided in this country where, as a matter
of routine, we pay as much, if not more, for poor quality as we do
for good quality. So in terms of your initial question about
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The CHAIRMAN. Because we reimburse on basic quantity.

Mr. KLEIN. That is one big part of it, and without regard some-
times to quality whatsoever. I think what you outlined in your
white paper are precisely the kind of measures that need to be
taken to address this. I just would sort of add the point as well,
very briefly, that comparative effectiveness is an area that deserves
more attention and it is absolutely essential that these kinds of
changes be part of the overall reform effort.

The CHAIRMAN. All right.

Dr. Altman?

Dr. ALTMAN. Yes. One of the things I want to support Senator
Cantwell on. One of the major differences that goes on in the State
of Washington, the State of Oregon, in Minneapolis, is the orga-
nized delivery system, the integrated delivery systems you have
there. So I would totally support what I have heard before. In that
white paper you are moving towards those integrated delivery sys-
tems, and I would support my colleagues. But it is how the system
is organized, and we have big differences. Those three States that
I would focus on, Washington, Oregon, Minneapolis, and parts of
even Massachusetts, are where integrated delivery systems are
playing out.

So I would support what others have said. We need to change the
incentives. We need to move away from fee-for-service towards in-
tegrated bundled payments and we need to sort of penalize those
institutions and providers that continue to practice low-quality,
high-volume care. You can say, fine, if you are going to continue
to practice that way we do not have to pay you the same rates. So
what Senator Cantwell was saying is absolutely correct.

The CHAIRMAN. All right.

Senator Lincoln?

Senator LINCOLN. Thank you, Mr. Chairman. I just wanted to go
back a little bit to the geographic variation, in that cap. I think it
is correct that where wages adjust in regions to account for vari-
ations, that when cost of living is higher, pay is higher also, usu-
ally, in those areas, appropriately, in some ways to compensate the
workers. But I guess what I would like to kind of add onto—I can-
not remember which one of you all made the comment, but the
variances in health care costs across regions exist for a number of
reasons, not just higher costs.

I know, Mr. Kleinbard, you had some of that in your testimony.
But is it possible that some of those regional variances result from
behavior in practice, as you have mentioned, that could and should
be corrected? That is something that we obviously have to look at.
Are we rewarding certain regions for less efficient or more expen-
sive health care? Is that a part of the conversation?

To Mr. Kleinbard, I would ask you, do we adjust anywhere else
in the Tax Code for geographical variances?

Mr. KLEINBARD. I can address that last part of your question;
with respect to practice issues, I would defer to the health econo-
mists. Essentially, we do not in the Tax Code. We do make dif-
ferentiations, of course, on the Medicare spending side, but in the
Tax Code we essentially do not make any kind of regional vari-
ations. The nearest thing you can see to that would be, for exam-
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ple, some of the special benefits for the Gulf Opportunity Zone or
something like that. But as a general matter, no.

Dr. BURMAN. But actually there are some. Low-income housing
(éredit allocations vary by State. The sales tax deduction varies by

tate.

Mr. KLEINBARD. No, the consequences vary by State, Len, I agree
with that.

Dr. BURMAN. No. But they are actually designed to vary by State
in those cases.

Mr. KLEINBARD. No. The sales tax

Dr. BURMAN. The sales tax deduction, the tables vary by State.
Low-income housing credit allocations are based on population. I do
not think there is any reason why, if you had an objective measure
to define differences in costs across States, that you could not—and
I think you said this in your answer before. For example, the ideal
thing would be if you could design an efficient health insurance
plan and figure out what costs would be in each State and tie a
cap to that, that would be the ideal cap. A second-best measure
might be to take something like the lowest-cost plans in the Fed-
eral Employees Health Benefit Program, which vary across States,
and you could tie the cap to that. So I do not think there would
be a problem with that kind.

Mr. KLEINBARD. As I said before, I do not disagree, Len, with the
ultimate constitutional question. I do think it is fair to say that we
do not, in fact, as a general matter, impose different tax rates
based on cost of living. If in fact you have higher income in a State
or region that has a higher cost of living, you are paying at a high-
er marginal rate. We do not give a special adjustment to keep you
at the same rate as you would have been had only you been earn-
ing less in a lower-cost region. That is my point.

Dr. BAICKER. But your question also is predicated on the distinc-
tion between differences between States that we want to take into
account and differences between States that we do not want to take
into account. Some of those differences are because medicine is
practiced in some areas in a much less efficient way, and do we
want to continue to subsidize that through the Tax Code by saying
the more inefficient you are practicing medicine here the higher the
tax benefit your residents will get? I think those are the kind of
distinctions we would like the Tax Code to smooth out over time.

The question then is, in the first year that you implement this,
do you want to penalize the people who are living in those high-
cost areas by having them take a much bigger hit in year one? I
would agree with Jon Gruber that you want to smooth it out a lit-
tle bit over time, especially because contracts have been negotiated
and because people do not have control over this, especially in the
short run. But in the long run, I do not think the Tax Code should
be promoting wildly different bundles of health care in different
parts of the country.

Senator LINCOLN. But if your cost of living is so much lower be-
cause you live in a poorer area, but all of a sudden you are going
to be carrying a heavier part of that burden, because there are
other areas where the cost of living is higher for whatever reason,
those people in those States are compensated normally by a higher
income. So, I mean, my concern is, because I come from a State
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that has disproportionately low-income people, but I also have
lower-cost plans, if in fact they are going to share a greater burden
of covering those States that have higher-cost plans because they
havle; a higher cost of living in those areas. I am already in the
tank.

Dr. BAICKER. And that seems like a much bigger tax policy ques-
tion that, in a way, is not specific to health care. There are a few
provisions in the Tax Code that seem to take into account dif-
ferences in cost of living, but by and large the Tax Code does not
adjust for the fact that some parts of the country are just more ex-
pensive to live in, whether or not wages keep up commensurately.
That is going to be true of health care as well.

So whether you want to just take the cost of living component
into account seems like a broad tax policy question.The excess costs
above and beyond the cost of living that are driven by differences
in the quantity and quality of health services consumed, those are
the differences in costs that I think we would want to stop sub-
sidizing over time.

Dr. ALTMAN. Do you need to use the Tax Code? What I think
many of us are saying, is you do not need to use the Tax Code. As
a matter of fact, what you need to do is change the way Medicare
pays for these providers and you can make a major change on that
without getting into the tax issues. That is where the dollars will
flow directly back into the Federal Government.

Senator LINCOLN. I think that is a good point, but I think it is
going to take both.

Dr. BURMAN. But again, if you had a cap that varied by region
and you used the money you raised from that to cover low-income
people, the people in Arkansas might well be better off. I mean, the
current subsidies really provide next to nothing for low-income peo-
ple, no matter how much you are paying for health insurance.

The CHAIRMAN. All right. Senator Grassley?

Senator GRASSLEY. Yes. Dr. Baicker, on this issue, we have been
talking about regional variations. Do you think a flat national cap
would achieve the downward pressure on insurance that you dis-
cussed?

Dr. BAICKER. Yes. I think if we were to reform the current tax
treatment in a way that did not provide a subsidy for more and
more expensive plans, that would exert a downward pressure on
the cost of insurance and the cost of care more broadly, but would
also encourage the kind of value-based insurance that was talked
about before where you would want people to see out insurance
policies that delivered the highest value care for each dollar of pre-
mium they were paying. That incentive is dulled right now by a
system that subsidizes more and more and more insurance regard-
less of the marginal improvement in health it produces.

Now, how you can do that in a way that does not involve a poten-
tial degeneration of risk pooling in the employer market would be
through a complementary policy I would not want to just reform
the tax treatment alone. I would also want to provide an alter-
native mechanism for risk pooling, such as risk adjusted payments
between insurers or risk adjusted vouchers for health insurance,
where higher-cost enrollees generated more revenues for insurers
so they would not seek to avoid high-cost enrollees, but the enroll-
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ees themselves would not have to bear that cost. There would be
a social insurance component like the one that we are currently de-
livering in a really inefficient way through the employer system.

We could, rather, deliver that social insurance component
through an alternative mechanism that would create an incentive
for insurers to seek out high-cost enrollees and provide them with
higher-value care. For example, you could have insurance compa-
nies that specialized in diabetes disease management—rather than
trying to shed their diabetic enrollees—because they were paid
enough to make it worthwhile to insure them. They would strike
to provide the most efficient, coordinated diabetic care available,
and people would seek out that plan if there were appropriate in-
centives for them to get high-value care. We do not have right now.

Senator GRASSLEY. Thank you.

The CHAIRMAN. Senator Bingaman?

Senator BINGAMAN. Let me just go back to what I believe Dr. Alt-
man said, just to clarify in my own mind. You are saying the most
direct way for us to deal with some of these geographic disparities
and to essentially reward lower cost, more efficient delivery of care,
is to do it through the Medicare system and instead of doing a reg-
ular across-the-board reduction in Medicare benefits, adjust those
reductions to reflect the geographic differences that currently exist,
and do that over a period of time.

Is that what you were saying?

Dr. ALTMAN. That is what I was saying. I think trying to get at
it by putting a cap—I would support some form of a cap on the em-
ployer exclusion, but to make it the major item and to sort of push
down hard on it beyond a certain point so that we could turn
things around, I think is the wrong way to go. The better way to
do it is to go into the payment system, to reward the value-based
payments, to move towards an integrated delivery system, and to
sort of penalize those that continue to practice fee-for-service high-
cost, low-value care. You can make it out much faster.

Senator BINGAMAN. All right. Dr. Antos?

Dr. ANTOS. Stuart’s suggestion is really a top-down kind of an
approach, and certainly we should move in many of those direc-
tions. But we should also not forget that people still make decisions
about health insurance based largely on what they think they are
paying for health insurance. Apparently the latest surveys suggest
that they think they are paying $100 a month. So we do have to
deal with the tax treatment of health insurance.

There is a way to smooth that transition that has not been sug-
gested, although many suggestions have been very valid and, I
think, worth working on. That is, why not give people a choice?
Why not let people choose between a capped tax exclusion and a
tax credit? With a tax credit you do not run into all of the problems
that may exist with legal issues and you can risk adjust it in terms
of both the person’s income, the person’s health status, and the
overall cost of health care in that area, applying some pressure
where it seems overly expensive. But if you give people that choice,
they will make the right choice and it will not necessarily drive
people out of employer coverage. They can stay if they want, they
can use their tax credit where they want.
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Mr. SHEA. Senator, can I comment on this from a different per-
spective? The point has been well made how complex trying to pro-
vide equity within the tax system is if you were to go this route.
But there is no question that we could improve the practice of med-
icine. The Institute of Medicine number is, 30 percent or two of our
$2.5 trillion a year is for care that does not really help people.

The beauty of what you have done in your options report the
other week about delivery system reform, is you are in tune with
what is going on in the health professions and the health field.
This has been a long time coming, but people believe that we can
do a lot better. We have learned that there are ways to do this.
People—physicians, for instance—have become much more com-
fortable with this.

I would just suggest to you, going way back to Senator Cornyn’s
question, there was real significance in yesterday’s announcement.
I understand we ought to take it with a few grains of salt, and
really what you need is to get this stuff in scorable numbers. But
the significance, I would submit to you, is that the trade associa-
tions, which are not necessarily thought leaders but really rep-
resent everybody, they are comfortable enough with the idea of big
system change because their constituents are ready for that.

I think that is the lesson of the work that has been done over
the last 10 years among consumers, purchasers, physician groups,
hospitals, and insurers, and goes on today. It is a very, very vig-
orous and robust enterprise. I think that is the right moment here.
It is not nearly as explosive as taxation, believe me.

Senator BINGAMAN. Could I ask a follow-up question, Mr. Chair-
man? Let me just ask—yesterday’s announcement, I applaud that.
But my understanding is that much of the increase in the cost of
health care is related to technology improvement. It seems to me
if that is the case, then it makes it all the more important that if
we are going to reduce the growth in health care costs, that we
pursue this comparative effectiveness effort. There is no other way
we are going to make the kinds of savings that were talked about
yesterday or today that the President was championing. We are not
going to make them real unless we really get serious about com-
parative effectiveness. Is that right or wrong?

Mr. SHEA. I think that is absolutely right, Senator. I think,
again, the professions are ready for this. There are some outliers.
People have to be assured that it is going to be done fairly, but I
think people are ready for this. I would suggest to you also that,
looking forward, we have to go way beyond comparative effective-
ness because, as you mentioned technology, we have a system that
has developed a model of competition among providers that is
based on more, and more, and more technology. The new heart in-
stitute across town begets another heart institute on the other side
of town. This is what competition is among providers. It is dysfunc-
tional in the extreme. So we have to go beyond that comparative
effectiveness, but that is one of the first places to start because I
think people are ready for it.

The CHAIRMAN. Mr. Wojcik?

Mr. WoJcik. Yes. Thank you. One of the things that the business
community does is look at the pipeline of the new medical tech-
nologies, medical interventions that are coming down the road, and
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that is one of the reasons why, for the past decade and longer, the
business community has been very concerned. Because we are see-
ing what is coming down the road in the next few years in terms
of the cost of new medical interventions being applied to common
conditions, chronic conditions, cardiovascular disease, diabetes,
ftsthma, many of these which are becoming more and more preva-
ent.

So we definitely need a strong, vigorous comparative effective-
ness effort and more evidence-based medicine, more focus on pri-
mary care, more value in the Medicare system and other payment
systems for evaluation and management, care coordination, and the
hand-offs between hospital care and other settings.

If T can talk a little bit about the tax exclusion. My observation,
in listening to the discussion about the geographic adjustments
that would have to be made if we capped the tax exclusion, that
has major implications for the employer system because right now,
especially if it is an employer that is in multiple States, we pride
ourselves on having the same benefit for the same employees no
matter where they live, and we would have to deal.

That would be another administrative complexity that self-in-
sured employer plans would have to deal with. Especially, the more
States or the more regions you have people in, you are going to
have to be making all these adjustments and raising all these eq-
uity issues, people doing the same job for the same pay, some of
whom will be taxed, depending on where they live, on their health
benefits, others who will not. So, I just want to make that point,
that i‘lclis a major complication for the self-insured employer system
as well.

The CHAIRMAN. One thing that has always struck me is the testi-
mony of Uwe Reinhart, whom all of us know of, not in this room
but in this committee, which pointed out that even in the State of
New Jersey, if I recall correctly, he looked at the end-of-life costs
in the last 6 months at three different hospitals in New Jersey and
found a variation of three-fold. I think one hospital spent three
times what another hospital spent in his own State, New Jersey.

So he called them up and asked them, hey, what is going on
here? Why are you spending three times more than the other hos-
pital? Answer? That is just the way we do it, just practice patterns
and so forth. My guess is that that explains a lot of the disparity
around the country: that is just the way we do it here. For what-
ever reason, that is just the way we do it.

So we are trying to get at that, with all of the things we are talk-
ing about here with delivery system reform, health IT, comparative
effectiveness, value-based purchasing, and more emphasis on pri-
mary care doctors, and so forth, trying to bend the stovepipe so
there is more collaboration and bundling, and some integrated care
and things like that. But I am just astounded at the variation in
the country based on practice patterns, which to me indicates that
it must explain a lot of the waste that occurs in the current system.

Dr. ALTMAN. You know, Senator, I think the single biggest dif-
ference between the United States and other countries is in just
what you just said. When you just look at the high cost of dying
in this country—and of course it is geographically different—and
you just looked at that, and we have looked at it and compared it
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to Canada, England, and places like that; that is where the big dif-
ferences in our spending patterns are. It has to do with the orga-
nized way we deliver care.

The CHAIRMAN. Right. Now, this is a question that many of us
have thought about, and Senator Wyden sometimes raises this very
question. It is delicate, it is sensitive, but it is important. I would
like any of the panelists to address what this country might do
about the high cost of end-of-life care. Dr. Wilensky, you raised
your hand first, so you are getting called on first.

Dr. WILENSKY. We should not fool ourselves that this is going to
help as much as it might sound. I say that because the percentage
of Medicare dollars spent on individuals during their last 12
months of life has been pretty constant over the last several dec-
ades. About 28 percent of the Medicare dollars are spent in the last
12 months.

Now, that is not to say that there are not strategies that can be
used to try to encourage care that meets what the family and the
individual wants, that reduces some of the medicalization. I men-
tioned this year’s Dartmouth Atlas showed a three-fold difference
in the last 6 months of life between spending in Los Angeles hos-
pitals, northern California, Intermountain, and Mayo. That, along
with the other variations, is very important.

The Congress has tried to encourage advanced directives that
people say how they want to be treated. That is important. Making
hospice more available, shared decision-making, where there is
more discussion between the families and the physicians is very
important, making sure these benefits are available. But when you
look at it within the whole context, these variations occur all across
the life scale in all kinds of health care, only some of which is re-
lated to the last 6 months.

The CHAIRMAN. All right. Any other points on the last 6 months?

Dr. ALTMAN. Yes. First, Gail’s comment about the same percent-
age really sort of hides what has really happened. Remember, our
population is aging. At the very, very elderly, the costs go down,
so that percentage should be falling and it is not. Second, the cost
of care is growing by so much, so the same percentage is worth a
lot more.

So let us go back to the issue of comparative effectiveness, which
we are supporting. That is where that can have a big impact. It is
not only there, but that is where the waste is. That is where people
are using technologies that really either do not work at all or keep
people alive for very limited and very high costs.

Hospice is one option, but we do need to take account of the cost/
benefit of some of the things we do, and either we can do it directly
or we can do it by bundling payments and let the delivery system
deal with it. So it is a combination of the delivery system dealing
with it and/or you providing more information for people to make
the right decisions, both for themselves and for the care.

The CHAIRMAN. Before I go to Senator Carper, does anybody else
want to reply?

Mr. KLEIN. Yes, Mr. Chairman.

The CHAIRMAN. Mr. Klein?

Mr. KLEIN. Thank you. You will not hear me saying this often,
but this is one area that I think does call out for Congress to com-
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mission a study. I honestly think that the realm within which the
questions are raised here are in the realm of ethics and faith and
otlller factors that are outside the province of tax policy and health
policy.

In order to ensure that we do have patients and caregivers and
health care providers better informed about the different options,
that is just going to take more time than would be able to be done
as part of the very important health care reform initiative that you
are under.

But how that links into the technology issue is what sort of gave
rise to this. I just have to put in a plug on behalf of technology,
since the number of people have identified it here as a reason for
increased costs, particularly at the end of life.

Technology can be our friend. I think what you have called for
in your white paper in terms of promoting health information tech-
nology is the perfect example of that, and I think we only need to
look, for example, I will say in closing, at the experience following
Hurricane Katrina, where literally overnight hundreds of thou-
sands of people were separated by hundreds of miles from their
medical records that were on paper, that were either inaccessible
or destroyed.

All these people knew was, gee, in the morning I take a pink pill
and in the afternoon I take a yellow pill. If this kind of information
were available digitally we would not have that. The health care
sector lags seriously behind almost every other industry in this
country in terms of its adoption of health care information tech-
nology.

The CHAIRMAN. Senator Carper?

Senator CARPER. Just as a segue, the folks that happen to be vet-
erans and those in that part of the country during Katrina who
were hospitalized in VA hospitals or in VA nursing homes who
were moved out of harm’s way to other facilities inland, when they
arrived in those new VA facilities the people receiving them knew
what medications they were taking, they knew what their medical
conditions were, they knew about their lab tests or MRIs, and pro-
vided excellent care.

I have a son that goes to MIT, who is a lot smarter than his dad,
and he is on this triathlon team there. He was out there riding his
bike just before Christmas and he wiped out on some black ice out-
side of town and really screwed up his hand pretty good. He went
to the doctor’s office—actually, the hospital there—and had X-rays
and so forth. He came home for Christmas a couple of days later
and we took him to a hand specialist there.

He went out and worked in San Diego for the month of January
and he visited another hand specialist out there. He went to all
three of them. Every one of them never talked to the other two
physicians. They all took their own X-rays and there was just no
way to really figure out what kind of care he had gotten and see
if there are any conclusions. There was just no communication.

That sort of thing goes on all the time, I think. It goes on all the
time. I was not planning on getting into health information tech-
nology. In Delaware we have been standing up something called
the Delaware Health Information Network. We have been working
on it for a number of years, starting when I was Governor. The
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idea is to link our hospitals, our doctors’ offices, medical labs, and
so forth, and to use some of this stimulus money to really
incentivize doctors’ offices, especially the smaller offices, to move
toward medical electronic health care records. I think we are get-
ting a pretty good uptake on this sort of thing.

Do you all have any specific advice for us as it pertains to effec-
tively using stimulus money? There is $19 billion that has been set
aside for harnessing information technology. But I would welcome
your thoughts as to how we might spend that money effective. Dr.
Wilensky?

The CHAIRMAN. Dr. Wilensky?

Dr. WILENSKY. The VA has been able to demonstrate how impor-
tant it is to be able to at least pull up records and read what is
there. During Katrina, that was a clear example. One of the issues,
as you are going forward—there are really two areas that States
that are trying to promote health IT need to focus on, as we do in
this country. One is interoperability, but the second is standards
and terms that are used within the medical records themselves.
The VA and the DoD represent our two most advanced areas of
electronic medical records, but they have been struggling mightily
for the last decade and a half to learn how to talk to each other.

Senator CARPER. I understand they are under orders right now
from Bob Gates to work on that.

Dr. WILENSKY. They have been under orders from many——

Senator CARPER. I think this time it is for real.

Dr. WILENSKY [continuing]. From the Congress for basically the
last two decades. But trying to make sure before you start, or while
you are early, that there is an agreement both about interoper-
ability—but we have talked about comparative effectiveness, and if
we are going to make use of the natural variation that occurs in
how care is provided—maybe more than we would like but that is
occurring—and to try to see the clinical outcomes that occur with
that natural variation. It means that not only do you need to be
able to look at the record so you do not repeat the test, but re-
searchers need to be able to do a deep dive into the record to be
able to see if you treat cardiac disease differently with angioplasty,
or with bypass surgery, or medically, and you stage the illness, are
you having different clinical outcomes? Getting that kind of deci-
sion-making early rather than after you have already invested bil-
lions of dollars will be very important and it will be much harder
to fix it after the fact.

Senator CARPER. All right. Yes, sir?

Dr. ANTOS. This also drives home the point that there has to be
a business case for the use of health IT and for doctors and hos-
pitals to cooperate with each other. Outside of certain kinds of
health systems such as Kaiser Permanente, which clearly there is
a business reason because the doctors are generally employees, in
most of health care in America it is a fee-for-service, atomistic kind
of a system. There are, in fact, strong business reasons to not co-
operate.

Hospitals do not want to lose—not so much the patients, they do
not want to lose the admitting physicians. If it is too easy to move
patient records from one hospital to another, from one insurer to
another, it is too easy to lose market share. So, that is a big, big
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problem. There has to be a business reason. Medicare is providing
a little bit of a business reason by imposing a penalty if unspecified
standards are not met in a few years, but that is not a positive in-
centive, that is a negative incentive.

Senator CARPER. I just have one other issue. I do not know if
anybody has talked at all about health savings accounts. I think
they are being used in a couple of other countries, along with our
own. Among the things I found attractive about the health savings
accounts is that they had the potential for reigning in the growth
of health care costs and they encouraged individuals to make better
health-related choices. Are they the end all, be all? Not at all. But
as we look at the context of health care reform overall, what place
is there, or what can we learn from health savings accounts going
forward? Yes, sir? Dr. Gruber?

Dr. GRUBER. First of all, I am glad your son chose wisely for col-
lege and I am very impressed. I have trouble enough walking on
that black ice. I am impressed he was out biking.

Senator CARPER. I was a junior at Ohio State before I could spell
MIT. [Laughter.]

Dr. GRUBER. I think it is very important to separate the concept
of a high deductible health plan from a health savings account. I
think that as we as a Nation move towards a more rationalized
health care system, part of that which we have not really talked
about today, is going to be putting more of a burden on patients
to make cost-conscience decisions about their health care and high-
deductible health plans can play a role in that. That does not mean
that we should have a large, regressive tax subsidy attached to
them to promote them.

The right way to promote high-deductible health accounts is ex-
actly by saying the U.S. Government will not subsidize excessively
generous insurance. They will subsidize a general level of insur-
ance, and that is a level which can be readily met by things like
high-deductible plans. But to in some sense say, all right, to make
you get a high-deductible plan we are now going to give you an
extra tax break, that is what I call two wrongs trying to make a
right. It does not work that way. If we want to promote high-de-
ductible health plans, the right way to do it is to stop the subsidies
we give that cause people to get excessively generous insurance
rather than to try to bribe them with a highly regressive tax break
to get those high-deductible plans.

The CHAIRMAN. Do you agree with that, Dr. Greenstein?

Dr. GREENSTEIN. Excuse me?

The CHAIRMAN. Do you agree? Because this subject is going to
come up quite a bit, HSAs.

Dr. GREENSTEIN. I very much agree with what Dr. Gruber just
said. There actually are aspects of HSAs that promote unnecessary
and excessive health care spending. A couple of examples. First,
HSAs can be spent on a very broad array of health expenses, all
sorts of things that are not covered by a health insurance plan.

Now, there is more justification for that at the present time, but
if you have a reformed health care system where you have some
kind of creditable minimum benefit standard, maybe that an ex-
change sets, or some other body sets, then the notion that you are
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going to allow all sorts of tax deductibility into an account for all
kinds of additional health insurance, health spending is a concern.

There is a second issue, which was when health savings accounts
were first enacted in 2003 there was a rule that the amount that
an individual could put in an account in any year was limited by
the lower of some very high amount or the deductible for your
high-deductible plan.

In 2005 or 2006, the law was changed in, I think, a very unwise
way, so that now you can put an amount in up to the maximum
amount specified in law, even if that is way over your deductible.
So for a family plan, family coverage, a deductible plan of $2,300
qualifies you to use an HSA, but you are allowed to put in, on a
t(iilx-ldeductible basis, $5,950. Well, the extra $3,650 is a huge tax
shelter.

So I would recommend, first, that you go back to not having an
amount be able to be put in on a tax-deductible basis that exceeds
the deductible for the plan. Second, I really think you need to deal
with the fact that one aspect of HSAs has nothing to do with
health, it is really to provide a tax shelter for high-income people
in retirement and to evade the limits on IRAs you have put in, be-
cause in retirement you can withdraw money for health, you can
withdraw it for non-health expenses—if it is non-health it is tax-
able—and there are no income limits at all on it. So when you put
all these features together you have created an incentive for high-
income people to use HSAs as one hell of a tax shelter.

The CHAIRMAN. Senator Wyden? I am sorry, there are Senators
seeking recognition, too. Senator Wyden?

Senator WYDEN. Thank you very much, Mr. Chairman. Let me
also say, I really appreciate what you are doing on regional dispari-
ties and end-of-life care. I am looking forward to working with you
on it.

On this question of choice, and I think Gerry Shea touched on
it, and now we are on the HSA issue, it is very clear to me that
with 85 percent of those lucky enough to have health coverage but
not getting any choice among plans, that it is going to be critical
to reform to give people choices, in effect, with a menu like mem-
bers of Congress have.

So Mr. Sheils, the question for you is, is it not true that it is a
vital cost containment tool that people have a range of choices with
at least a standardized minimum package so that insurers and oth-
ers have to compete for their business and people get rewarded for
smart selection?

Mr. SHEILS. Yes. It really would be pointless to create new incen-
tives for people to go into lower-cost plans if they do not have that
option available to them, if it is not available to them at work. Lots
of people, you might be surprised—myself included—do not have
access to an HMO at work. If we are interested in maybe making
a step in that direction for purposes of controlling costs, those op-
tions, those lower-cost options—HSASs, for example, as well, have to
be available to people.

How do you do that when you are dealing with, say, small
groups, for example? I have always thought it would be interesting
to create the exchanges, as Senator Wyden proposed, and similar
to what they have in Massachusetts. Also, I have toyed with the
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idea of perhaps asking insurance agents and brokers to present a
multiple offering to each employer where there is a choice of health
plans. Perhaps that is a way of getting choice to these people. But
it would really be, in many cases, fruitless to improve increased in-
centives to be cost-conscious if people do not have that option to
jump to in response to the incentive.

The CHAIRMAN. Would you modify ERISA plans? Companies who
are self-insured who provide insurance for their employees, but
they are self-insured. Would you delve into that arena and require
more choice for the employees?

Mr. SHEILS. Well, I think that requiring—Ilet me put it this way.
Many health reform proposals originate in the notion that we have
to give choice to people and we have to present them with financial
incentives that will get them to make those choices. If we are not
going to put everybody in a system where there are exchanges and
f)o on that everybody must go through, we have to look for a second

est.

I would think that even self-funded plans have the potential to
benefit here on a cost basis providing a range of options to their
workers. So the struggle is, particularly if you change the tax in-
centive, the question is, how are we going to make sure that people
have options available to them? With an exchange that is an option
to the employer, some people would be——

The CHAIRMAN. Would you require the self-insured to participate
in the exchange? That is my question.

Mr. SHEILS. Yes.

The CHAIRMAN. You would?

Mr. SHEILS. I think that one could provide a range of options
without having to forfeit the self-funded status, for some of the
large employers.

The CHAIRMAN. Senator Stabenow, I think you are next.

Senator STABENOW. Thank you, Mr. Chairman, very much for an-
other very thoughtful discussion.

I need to ask, I guess, a fundamental question, particularly of
our business representatives, and with Mr. Shea as well, just to
have it out on the record. I have been involved for about 30 years,
I hate to say, in health care policy. I started when I was 5 years
old. [Laughter.]

Senator SCHUMER. When you went to the doctor.

Senator STABENOW. Yes. Yes. For years now, particularly coming
from a State with a large number of large employers providing
quality health care, we have talked about losing jobs to inter-
national competitiveness issues because health care i1s on the back
of business. For years I have said we have got to get health care
ccl)lsts off the back of business to be more competitive internation-
ally.

As we come to this very important discussion now, we are now
hearing from business that is not what is desired. I mean, there
are multiple options, from a Medicare kind of system, to taking the
employer tax treatment, giving it totally to the employee and ad-
dressing issues of choice and so on. But we are now hearing that
employers want to be in the business of health care.

I have heard the discussion around that, but for the record, I
think, with all of you here, distinguished individuals here, I would
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like to have a discussion, or at least comments, regarding the fact
that even in light of the international competitiveness issues, it is
a desire to build on the employer-based system rather than to
choose a different direction.

Mr. WoJgcik. If I could start, if I may. The employer-based sys-
tem, as you well know, has many merits and provides many advan-
tages to merit the tax treatment. Employer-based plans achieve
economies of scale so they can provide health care coverage at a
lower transaction cost level and lower administrative cost level to
more and more employees.

Senator Stabenow, you had mentioned earlier the concern about
the older employees. Employer-based plans cross-subsidize coverage
so that the younger and the healthier employees, as you know, sub-
sidize the sicker and the older workers. Also, employer plans, de-
pending on how large they are in the health care markets where
they have employees, can leverage that purchasing power on behalf
of employees to provide lower health care costs and many quality
improvements and innovations, and they have the power to do that
for their employees. If employers have the resources, they want to
provide health benefits to employees. There are lots of, obviously,
health benefits to the employees, productivity benefits, and other
reasons for employers offering coverage.

Mr. KLEIN. If T may, Senator, an excellent question. But I
think—I know—that the vast majority of employers, certainly
major multi-state employers, do not want to abdicate their role in
the delivery of health care coverage. We do want the kinds of re-
forms that have been talked about this morning and this afternoon
around ensuring a better alignment of cost and quality and the
other ideas that have been put forward. But we believe that it is
critically important, both from the employer and from the employ-
ees’ perspective, that we build upon the employer-sponsored sys-
tem.

The employer-sponsored system allows large, multi-state employ-
ers like my own members to ensure that they are providing bene-
fits equitably to their workforce wherever they may live or work.
And we should not gloss over the fact that we have talked a lot
about the problems that still exist in the health care system. But
where there have been improvements in innovations, those have
largely been driven by strong employer engagement. I do not think
as a Nation we want to lose that.

Senator STABENOW. Excuse me. I am sorry. Did someone else——

Dr. BURMAN. Can I make just one comment?

The CHAIRMAN. One of the two of you.

Senator STABENOW. I just want to make sure we hear from our
employee end as well.

Dr. BURMAN. It is no surprise that large employers like the cur-
rent system because they can provide health insurance relatively
cheaply. Small employers may have to pay twice as much for the
same health coverage. Because of the way we tax this, basically
they can provide a large share of compensation in tax-free form,
where small employers who cannot afford to offer health insurance
are all paying compensation as cash wages.

So I think that is a major reason why small employers often do
not offer insurance. It is not because they would not like to be able
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to provide the benefit, but because they cannot afford it. It actually
creates a distortion by favoring large employers over small employ-
ers in the Tax Code. That is probably where we get the biggest effi-
ciency cost. It is not so much that employers have to pay for health
insurance—employees pay for it though reduced wages—it is that
we are basically tilting the playing field in favor of large employers.

The CHAIRMAN. Mr. Shea? Then we will go to Senator Schumer.

Mr. SHEA. Senator, thank you. What employers want—and not
just employers, but workers too—is cost containment, is relief from
the high costs. Believe me, I can tell you, for 25 years unions and
employers have worked together. It has been nothing but damage
control. We may have had unlimited tax-preferred treatment. We
have not increased benefits. It has maybe been a tiny bit on the
margin. We have seen costs go up and up and up, despite the tax
deferred.

So I really want to just make a point, without going into detail,
I think we have not talked much about the behavior part of the tax
treatment and I really just want to suggest, you need to look long
and hard about whether or not you are going to get the desired out-
come that a lot of people want to theorize will happen: if you tax
benefits, therefore you will reduce costs in the system. I do not
think that is true.

But cost containment is what we need and there are two struc-
tures on the table that really would add to that. One, is the ex-
change mechanism. If you look at the exchange, John Sheils’ data
that he did for, I think, The Commonwealth Fund, shows that the
administrative costs in the exchange for small business is like one-
half the cost in administration for groups of 20 or under, and it is
like one-third if it is 10. So it is really a very substantial saving.

Then the other is the public health insurance plan option. What
employers say to me is, we want choices. We want real competition
in the insurance market, because all of the work that people do,
even in very large employers, to restrain costs are not going to
work. They will tell you that, down the line, they are not going to
work without some national assistance. One piece of that, I would
suggest to you, is the public health insurance plan option. The
other is what we have been talking about, and where business have
been leaders, in fact, and that is on the delivery reform work. They
have been a very, very positive force in that.

The CHAIRMAN. Senator Schumer?

Senator SCHUMER. Well, thank you. I agree with you on the pub-
lic option, Mr. Shea. I have just one question, actually, of you. We
are looking for cost savings here today. I saw that whole group at
the White House yesterday.

Well, one place for cost containment which could make a signifi-
cant difference is a pathway for biogeneric drugs, something that
myself and others have worked on on this committee. The esti-
mates of cost savings are almost always too low in this area. I wor-
ried that yesterday the estimates of cost savings might have been
too high or too ephemeral. When Ronald Reagan signed the chem-
ical generics law he said it would save a billion dollars over 10
years. A recent study found that generic utilization saved Ameri-
cans $734 billion over the 10 years from 1999 to 2008.
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So what do you think of putting this in the bill? This would not
be our jurisdiction, it would be the Help Committee. But still, while
we are on cost savings, I figured I would ask you, and then what-
ever any of the other panel thinks. That is my only question.

Mr. SHEA. Thank you, Senator. Thank you for your work on this.
I think it is an important area to deal with. Whether it is union
funds or employers, they now pay for biopharmaceuticals and we
are going to have more and more of this, as you know, because of
the science. It is great science, but we have to get them into the
generic market as soon as possible. We know from the drug market
that the Hatch-Waxman Act has been very effective in this area.

When you look at the experience with Medicare Part D, the rea-
son that that has been successful has been because of the entry of
generics. So this is really a crucial area. We need to be careful to
encourage innovation, but these prolonged periods of exclusivity, I
do not think make any sense from our point of view. If that is the
price of innovation, we could wind up in the poorhouse, frankly.

The CHAIRMAN. I was interested in your earlier comment—I
think it was you, Mr. Shea—talking about the effective, proper way
to sort of bend the cost curve. We are here today on this whole sub-
ject in large part because health care costs are rising at such a
rapid rate. So we are trying to figure out some way to, fancy term,
bend the cost curve.

So the question is, what is the most appropriate way, the two or
three more important mechanisms sensitive to the quality of health
care, that you can come up with that appropriately will start to
bend the curve? Now, when you spoke earlier you did not think
that limiting benefits in the employer exclusion would have much
effect, if I recall correctly.

I also heard you say that maybe the public option would be an
enforcer, at least on the insurance companies. But I would just like
to ask the panelists here the two or three most effective ways, be-
cause this is really where a lot of this is at, is how in the world
are we going to begin to get control of the rate of increase in health
care costs in this country? Again, in a sensitive way, in an appro-
priate way, but that also addresses the need for quality and cov-
erage.

Dr. Altman, I see you raised your hand first.

Dr. ALTMAN. Yes. I would like to turn us to Massachusetts. We
in Massachusetts did do a two-phase approach, one coverage, and
now with seriously looking at cost containment. So we are your
guinea pig. We are your poster child. I know the State is taking
this very seriously. Where they are pushing and where I would like
to suggest that the national should push, is to move towards global
payments, bundled payments, and to do it in the context of States,
some State systems.

Again, if I could repeat what I said, we need to change the deliv-
ery system to support what Senator Cantwell and others said. By
doing that, we can also slow down the cost growth without impos-
ing wage and price controls. Wage and price controls just simply
limit prices and wages for the existing system. We need to move
towards value-based payments.

The CHAIRMAN. All right. Right.
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Dr. ALTMAN. Unfortunately, the current balance of power be-
tween the hospitals and doctors on the one side and the payors on
the other just is not there to do that.

The CHAIRMAN. All right.

Dr. ALTMAN. I am concerned about the public system because I
am concerned about Medicare. Medicare has been a real problem
in this area. I mean, I am a big supporter of Medicare. I love Medi-
care. I am on Medicare. [Laughter.]

But I cannot put that up as the number-one insurance model
when it comes to redesigning the delivery system.

The CHAIRMAN. Because of administrative pricing and so forth?

Dr. ALTMAN. Well, it is administering pricing fee-for-service, so
Medicare needs to get into the act in a really big way. So my sug-
gestion for the number-one cost containment over time is to change
the delivery system and squeeze it enough to get out the inappro-
priate care.

The CHAIRMAN. Dr. Jacobson?

Dr. JACOBSON. Well, I think a major thing is to keep people out
of the medical system. I think a major goal, and as you said, the
cornerstone of health reform, should be prevention, keeping people
out of the medical system. That would save huge amounts of money
and it can be done partly through your committee, partly through
the Senate Committee on Health, Education , Labor, and Pensions,
through things like lowering the sodium levels in food.

According to Rand Corporation, that would save about $20 billion
a year in direct medical costs. Getting rid of trans-fat would save
the government a couple of billion dollars a year. The taxes, we
have talked about. Somebody mentioned tobacco taxes, sugar-
sweetened beverage taxes, alcohol taxes would raise a lot of money
and help keep people healthier, and reduce obesity in the case of
soft drink taxes. Then, more sensible modes of treatment. Then it
gets into the comparative effectiveness.

The CHAIRMAN. All right. I guess one part of the calculus here
is what is politically palatable, too, in addition to, what is the effi-
ciency and what is the right public policy.

Mr. Sheils?

Mr. SHEILS. I think we know what works in cost control: it is
capitation, putting people in situations where they have got a fixed
sum of money to work with and they have to maximize efficiency
within it. DRGs were a form of capitation. We saw dramatic drops
in the length of stay almost instantaneously, way before anyone ex-
pected. In 1989, the average rate of growth in spending for em-
ployer coverage was 18 percent a year. Employers just freaked and
made a tremendous investment in managed care.

Many people were in HMOs, but they made a big transformation
in the delivery system, emphasizing those plans where there is a
capitated payment and people have to work within it. By 1996, the
average rate of growth in health care dropped to eight-tenths of 1
percent for employer coverage. Adjusting for inflation, there was an
actual reduction in health spending.

With our own Medicare Part D program, this emphasized com-
petition in market forces and Medicare Part D came in, I believe
it was, 37 percent under budget. Whoever heard of a Federal pro-
gram on health that came in under budget? We know what works.
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We know capitation works, we know markets can work. This is
what I think about what occurs to me when we talk about changes
in incentives. Putting people in integrated delivery systems where
they have the right set of incentives to control costs rather than
just crank up volume is the answer, and anything that moves in
that direction, I think, is important.

The CHAIRMAN. Dr. Gruber?

Dr. GRUBER. We have talked about the role of employers and the
role of providers. I think we do need to return to the role of the
consumer, which is one other place we have real evidence, is mak-
ing individuals price sensitive to their use of medical care. We talk
in Massachusetts about the example of the pregnant woman who
drives by the North Shore Medical Center where the doctor has 30
years experience delivering babies to go to the downtown academic
medical center and have a 25-year-old resident deliver her baby at
three times the price. There is no incentive for her not to do that.

What we need to do, is we need to both bundle payments and do
the other things that Dr. Altman and others have talked about on
the provider side, and we also need to make patients sensitive to
these cost differentials. We have to make them aware of the cost
differentials through our information, but we have to make them
sensitive to those cost differentials through, when their incomes
are high enough, bearing some of those cost differences themselves.
We know that works. We know we can lower health care costs
without sacrificing health by making patients more cost sensitive,
and I think that is an important part and has to be something we
cannot lose sight of as well.

The CHAIRMAN. All right. Mr. Klein?

Mr. KLEIN. If T could just add three other quick ones that have
not been previously mentioned, and associate myself in support of
many of the ones that have been, since comparative effectiveness
and so forth. But first, I think some safe harbor protections for
both providers and payors who render care consistent with prac-
tices that are evidence-based. We get back to that issue of ensuring
that we are paying for good quality.

Second, there is one important lesson that we can take from the
Medicare system which has been discussed earlier, and that is,
Medicare has rules with respect to the non-payments for so-called
“never” events. These are preventible errors, procedures that
should not have occurred in the first place. Frankly, all payors
should follow that practice. I also think that health care providers
should be required to report all of those medical errors as a condi-
tion of payment by Medicare.

Then lastly, one of the very positive things that employers and
others have been doing is the promotion of wellness, how to reduce
costs, keep people healthier. There are issues that arise where Con-
gressional clarification would be very helpful. For example, when
employers want to conduct a health care risk assessment to help
determine whether or not assistance can be provided to individuals
because they may have some genetic predisposition to some disease
or some other condition of that sort. Employers right now need
some guidance that being able to collect that information, while
protecting the privacy of the worker, does not violate the Genetic
Information Non-Discrimination Act. Those are some very practical
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things that need to be done in order to support the kind of efforts
we are talking about.

The CHAIRMAN. Mr. Shea?

Mr. SHEA. I think the integrated care area direction is where we
are going. We do not talk about capitation any more because of the
problem of the late 1980’s and early 1990’s, but we do talk about
integration, and bundled care is a move in that direction. There are
just great examples of what high-performance systems, whether
they be Mayo, Geisinger, or Intermountain, or Kaiser, can deliver
through an integrated system and coordinated team work, and
using IT. You have got to put all these things together. You can
get a lot there.

But Dr. Gruber raises a point that has not been talked about and
I was hoping it would come up, and that is consumer engagement.
I have spent 25 years working with employers about, how do you
get individual workers in the game on this? I will tell you, it 1s a
very humbling experience, Mr. Chairman, because people like the
idea of getting information, but they have not seen it come in a
form that really is very usable for them yet.

Based on my experience, I am convinced that we need to ap-
proach this a little bit differently, and that is, bake it into the doc-
tor-patient relationship. We hear from our doctors suggestions
about what we should do; we largely follow them. It is a rare per-
son who says, well, excuse me, I printed out this web page with the
Medicare data on quality, and could we review it. That is not what
most of us do when we think we need some attention.

But if you had a system that built into it regular education,
health education through the doctor-patient relationship and you
started this in a way or you got close to it with your delivery sys-
tem reform where you said, to deal with readmissions you would
pay for the people in the physicians’ office who did that work, it
is extra money. You are not asking the physician to go and do that.
I think that idea is worth exploring.

I am sure it is worth exploring in terms of consumer engage-
ment. There has been a lot of work done on this by employers and
we are pleased to have been part of that. I think it is key to cost
containment. I think we are finally at a point where we can have
a real discussion, where people will not simply take it as cost shift-
ing, because we are talking about system reform. I mean, that is
the beauty of the announcement yesterday. These trade associa-
tions are stepping up and saying, we are going to save $2 trillion.

Well, of course you have got to pin them down on it, but even
if it is $1 trillion, that is a serious investment. It raises then the
question for consumers—it is something that we, for instance,
would be happy to say, well, we are achieving the cost containment
that we need, let us talk about what our end of this bargain is.

The CHAIRMAN. While you are on the subject, there is so much
to cover here. That is the groups that met with the President. They
are going to get significant benefits with universal coverage. I
mean, the pharmaceutical industry will. Hospitals will, with less
charitable care, for example. Insurance companies will sell more
policies and so forth.

So I would kind of be interested in, what are some of your ideas
if we tell them where they could save? Those were nice-sounding
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words yesterday, as somebody said, but there is not much on en-
forcement. The question is, what is the follow though and follow-
up? They are going to get big benefits with universal coverage: in-
surance companies, pharmaceuticals, hospitals, and so forth. So
where should they pony up? Where should they show savings? I
will start with you, Dr. Wilensky.

Dr. WILENSKY. Let me say, the first thing you ought to do is to
have CBO or others do a scrub for all the specific payments we
have put in over the years. We have referenced the dispropor-
tionate share payments, uncompensated care, bad debt, et cetera.
And there are a lot of specific programs in HHS, some of which
may still be important, but some of which may not, or not in their
present form in terms of the level of support for specific popu-
lations, the maternal and child care, various programs, some of the
special population supports.

Again, I am not suggesting this as just a blanket cut, but they
ought to be reconsidered as to whether the amounts are appro-
priate, whether they need to be more targeted, particularly the
payments that are going for bad debt and uncompensated care.

As you go forward, people have talked about the importance of
moving toward more integrated delivery systems and bundling
care. I am very supportive of that notion. Remembering to learn
from the mid-1990’s experience, people respond much better if they
feel the insurance plan is their choice. The kind of backlash we saw
to managed care in 1997 and 1998 did not seem present with the
Federal employees in Washington because they knew every Novem-
ber they could choose another plan.

Making sure, as much as we think we are moving toward good
systems, we want to engage consumers in a complete way, that is,
not only reward and encourage better health behavior—and I sup-
port a lot of the statements made about trying to both push and
pull better behavior from individuals—but if they can have a choice
about these health care plans they are much more likely to be for-
giving of some changes they might not like because they are able
to respond and pick differently.

One final comment. Stuart Altman was emphasizing that Medi-
care now, although it does many things well in terms of providing
access to care, is a very old-fashioned, out-of-date, inappropriate
delivery system. It is almost all the things we have talked about
needing to be changed: atomistic, a 1la carte, fee-for-service, no re-
ward for quality and efficiency. That means a lot of change, and
having the Congress decide who will be comfortable directing that
change and providing very different authorities than have what
traditionally happened will be part of the going-forward mechanism
if you are going to try to change how health care is delivered in
the Medicare system.

The CHAIRMAN. Dr. Gruber?

Dr. GRUBER. Yes. I think on the provider side it does hearken
back to Senator Grassley’s original point about how we reimburse
providers for the uncompensated care they deliver in a much more
targeted approach to doing so. But I want to more comment on the
insurer’s side, which is, I do not think it has to be a system which
causes big wins for insurers because I think a key part of the sys-
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tem has to be a much more rigorous, competitive environment
among insurers.

In Massachusetts we set up this connector mechanism where in-
surers compete on a web portal that is very transparent, and we
have really gotten prices down. In our Commonwealth Care pro-
gram, which provides care for low-income populations, we have had
a very aggressive bidding strategy among five Medicaid managed
care organizations to provide care, and we actually have a zero per-
cent cost increase for our Commonwealth Care program this year
because of an aggressive competitive bidding strategy.

So I actually think that this does not have to be a situation
where there are lots of extra resources going to insurers in par-
ticular if we do this in a way which maximizes the competitive
forces in the insurance market.

The CHAIRMAN. Dr. Greenstein?

Dr. GREENSTEIN. Let me just take one area of those that you
mentioned, which would be pharmaceutical companies. So I think
you could start with two measures that the Senate passed on a bi-
partisan basis in 2005, but that were not enacted. One would have
increased the minimum rebate in the Medicaid program.

On a related front, in Medicaid, drug manufacturers are not re-
quired to pay rebates for drugs prescribed for beneficiaries in man-
aged care. The theory here was that managed care would negotiate
good enough prices on its own. The evidence shows that has not
happened. In 2005, you passed legislation that would extend the re-
bate to managed care.

In addition to those, too, some loopholes have developed whereby
manufacturers of brand-name drugs can get around the provision
in the law that says that if the average manufacturer’s price rises
faster than the CPI, that is supposed to be reflected in a higher re-
bate. There are loopholes that can be closed there. There is a CBO
option in the CBO Options Book on that. The HHS Inspector Gen-
eral proposed as well that manufacturers of generic drugs no longer
be exempt from the adjustment in the rebate if their manufacturer
price rises faster than the CPI.

There is not also one in Medicare. The assumption when the
Medicare drug benefit was established in 2003 was that the private
plans offering the drug coverage in Medicare would be able to nego-
tiate as low, or lower, drug prices for the dual eligibles, who as you
know were shifted from Medicaid drug coverage to Medicare. The
assumption was Medicare would get low or lower drug prices than
Medicaid did.

Medicare is paying, in some cases, 20 to 30 percent more than
Medicaid did because Medicaid had the rebate that I just referred
to, and the private plans did not get similar economies in Medicare.
You could require that for the dual eligibles, that the prices under
the Medicare drug benefit matched what they would be had those
people still been in Medicaid and the Medicaid rebate were in ef-
fect.

Finally, and I know this is a little controversial, but if we are
talking about the pharmaceutical companies, and particularly if
you could not get some of those other measures I just mentioned,
I think you could look at some of the international tax reforms.
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President Bush’s IRS Commissioner Mark Everson warned, in
2006, that there was growing evidence of the pharmaceutical com-
panies shifting growing amounts of profits overseas. Their share of
sales and of assets that are overseas are about 40 percent of their
sales, 40 percent of their assets, but they show on the books 70 per-
cent of their profits overseas, even though drug prices for the same
drugs are lower overseas than here. They are engaging in totally
legal practices to move a lot of their profits overseas to avoid cor-
porate income tax. They are going to make a lot of money out of
universal coverage.

The CHAIRMAN. That is a big one.

Dr. GREENSTEIN. So here is a whole menu of things to look at
with regard to pharmaceuticals.

The CHAIRMAN. Thank you. You have been thinking. Thank you
very much.

Senator Grassley?

Senator GRASSLEY. Yes. I think this question fits in with what
was just discussed, but maybe at a little higher altitude. Dr.
Wilensky, Dr. Antos, and Dr. Gruber, we have discussed the need
to bend the growth curve of health care spending. We already
spend 16 percent of GDP on health care, more than any other coun-
try. A statement made, now probably two hours ago, seemed to
suggest that we do not need to be as concerned about the new
spending or up-front costs.

What is your view on this, and how do we make sure that we
do not make things worse instead of better from an economic
standpoint?

Dr. WILENSKY. That is a large question. Not making them worse
from an economic standpoint, to my mind, is to ignore the cost of
funding the expansion and not have it as a funded item. Massachu-
setts has shown us how quickly coverage can be expanded. In a
very admirable way, they have very close to universal coverage
now. They had some sources of money that, unfortunately, are not
available to the Federal Government, a Medicaid waiver that was
about to expire, a pool of money that was previously used for un-
compensated care.

So to my mind the challenge will be making good on our commit-
ment to make sure everyone has access to health insurance and
coverage, and deep coverage, but recognizing it is a big cost and we
need to make sure that our funding is able to match the expansion.

But the second thing is to take advantage of what seems to be
widespread agreement by provider communities, payors, and your
policy advisors here that reimbursement needs to fundamentally
change: bundled payments, trying to reimburse for quality and effi-
ciency, going after the geographic variations that we have talked
about for at least the last decade, and using payment reform, along
with better information to drive the kind of behavior change, recog-
nizing it is going to take several years to implement these changes
and we need to monitor as we are going out to not put ourselves
in a very big fiscal bind. We need to be concerned about what is
going on at an aggregate level to the deficit and to move as fast
as we can, but not faster than we are able to fund.

Senator GRASSLEY. Dr. Antos?
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Dr. ANTOS. Yes. Thank you, Senator. CBO points out the overall
question of how quickly health care spending is perhaps the single
determining factor on our country’s fiscal balance over the long
term, so it is a very, very serious question.

Perhaps the most important thing we need to do is to make sure
that we size the reform right. We do not want to get the promises
out ahead of our ability to pay for it and ahead of our willingness
on the part of people to be taxed or to make other sacrifices to
make all of this happen.

Unfortunately, Medicare is an excellent example of how that has
not worked out. You look at what we are doing now with the sus-
tainable growth rate for physician payment. What is that all about?
That is, having extended promises to individuals—and to physi-
cians, in this case—for payments and Congress says, well, we want
to pull some of that back. We all know how difficult it is to pull
back a promise after you have made it. It is almost impossible.

So I think the most important thing we could do is to take a step
back and ask, of the various options that we have to promote great-
er efficiency, how quickly will they come online? What will it take
to get them moving, and how does that comport with our willing-
ness to tax ourselves and to make expansions in the availability of
health care? What that really calls for is a phase-in. If we jump
into this with both feet, then we are going to have serious, serious
economic problems, not just now, but over the foreseeable future.

Senator GRASSLEY. Dr. Gruber?

Dr. GRUBER. Yes. I think that is really a fundamental question.
Let me offer three points in response. I think the first point is, the
way we do reform has to be in the kind of competitive environment
that is going to make sure we take advantage maximally of what
we are adding to the system, as I mentioned in my last answer, to
make sure that we recognize that we are throwing resources into
the system and use a competitive solution that redistributes those
resources not just to the providers and insurers, but back to con-
sumers.

I think the second feature is to make sure that we use payment
structures for this reform that are as win-win as possible. We fo-
cused on two today, reforming the tax exclusion and pricing more
expensive lifestyle choices. I think that basically those are win-win
solutions that we can use to pay for things.

But the fundamental, most important point that I would make
is, perhaps a bit in contrast to Dr. Antos, is not to be afraid to do
coverage first. I think that to recognize that fundamentally if we
are going to reform health care costs in America, the first step is
to get everyone covered.

The first step is to get all of us pulling in the same direction
rather than some of us fighting for coverage, some of us fighting
for cost control, to say, all right, let us move to an equitable system
where everyone in America has health insurance, and then let us
all work together to make that affordable.

We have a great example of that in Massachusetts, which is, in
Massachusetts we had a bill which did not even pretend to be
about cost control. I would highly recommend the Congress con-
sider a bill that has much more cost control in it than Massachu-
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setts did. But nonetheless, it was a bill that was about coverage.
We did that bill.

We got everyone covered, and then everyone sat back and said,
wait a second. How are we going to make this sustainable? We
have to get costs under control. The result, as has been mentioned
by a couple of speakers here, was a fundamental cost control bill
passed through our legislature that set up a payment reform com-
mission to look seriously at the over-payments of many of our pro-
viders in the State.

It was a bill that would not have been possible—literally would
not have happened—if we did not first move to universal coverage
and first get everyone to get that topic off the table and get every-
one focused on cost control. So, I think the most important lesson
is that you can do coverage first, that that is a critical step towards
the long-run solution we need of getting costs under control.

Senator GRASSLEY. Dr. Wilensky, you asked to be recognized?

Dr. WILENSKY. I would like to make an important distinction. I
agree with not holding coverage expansion hostage until you get
cost control, but we do have to worry about how we fund the expan-
sion. Massachusetts funded their expansion through the Medicaid
waiver and also with the uncompensated care pool. What I am try-
ing to encourage you is to remember, we have got to fund the ex-
pansion and then we are going to figure out how to make the
spending sustainable.

I am concerned, and for me the big economic worry is not yet an-
other unfunded major program, large program. That would, I think,
be a very serious economic mistake. So do not hold it hostage until
you get cost containment in place, but you have got to figure out
where the money is going to come from for the 15 percent expan-
sion.

Senator GRASSLEY. If you want to talk on it, that would be fine.

Mr. SHEA. Thank you, Senator. The very, very high-altitude peo-
ple—I think there is broad agreement that we have to go to evi-
dence-based medicine as opposed to the practice pattern variation
that is really driving up costs so much. The question is how you
take that and bring it down to actual cost savings.

I would just say to you, your sense of urgency that this com-
mittee has had and the President has had is absolutely on target.
When you look at the employer-based system, which is what we
want to base the expansion of health coverage on, this system is
not collapsing, but it is really in serious danger because of high
health costs.

I would just suggest to you two mechanisms. One, develop a pay-
ment authority within the Federal Government structure that is
not CMS that could test out some of these payment cages so you
tie quality to payments, but do it in a rapid-cycle kind of way. We
do not have years and years and years to do pilots and tests and
come back to you and report. I just do not think we have the time.
So I think you need a different structure to tie payments to reform.

Then, second, I do think you need the competition of a strong
public plan. I would disagree to some extent with my colleagues,
Dr. Altman and Dr. Wilensky, about Medicare. They are not the
right sort of delivery model, but they have led the way in terms of
getting hospitals to report on quality measures. They have led the
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way in saying we are not going to pay for some of these things.
That was Secretary Thompson, followed by Secretary Leavitt, who
did that sort of thing. They showed that hospitals could report on
quality measures. They showed that the hospitals’ performance im-
proves when they report on quality measures. No private employer
was able to do that. We are all kind of scratching around trying
to get to that. We need the leadership of a strong, robust public
program.

Mr. KLEIN. Senator Grassley, I could not disagree more strenu-
ously with Dr. Gruber. I think it would be a grievous mistake and
a tremendous missed opportunity if the Congress were only to focus
on one of the three essential components of health care reform,
that being coverage. We are all in favor of addressing the issue of
coverage and the American Benefits Council support everyone
being covered, not simply access to it, but everyone being covered.

But the cost and the quality initiatives that we have talked
about today are just as essential, and Congress is frankly up to the
job. I think to sort of relegate that and say it needs to be dealt with
later is to sell short your own efforts and initiatives, and frankly
to potentially exacerbate the problem by not coupling improved cov-
erage, universal coverage with these cost and quality issues.

Lastly, we are only going to get health care reform in this coun-
try if the public believes that it is a winning proposition for them.
This is a rare moment to be captured. If I may return to the point
made earlier about the tax exclusion as it relates to this, there are
over 160 million Americans who receive coverage through their em-
ployer-provided plans. The notion somehow that the exclusion on
gmployer-provided coverage is regressive is completely upside

own.

Of course higher income people who pay at a higher rate and pay
greater dollars in taxes will enjoy a benefit from a tax preference.
That is true of any preference: the mortgage interest deduction,
charitable contributions, deductions for State and local taxes.

But as a percentage of their overall income, this exclusion dra-
matically benefits lower and middle income people and you do not
want to make the political mistake of the Medicare Catastrophic
Act where people felt that they were losing something in the short
term and any benefits to them were perhaps somewhere off in the
distant future. You do not need to do it that way and it would be
unfair to the very people that you are hoping to serve.

The CHAIRMAN. Mr. Kleinbard, then Senator Wyden.

Mr. KLEINBARD. Thank you. I just would like to respond on the
progressivity point to just give some numbers, give some data here.

It may be that the savings are a smaller percentage of very high-
income individuals’ total after-tax income, but that simply reflects
the fact that that person has lots of income. As I said earlier, med-
ical costs, the amount actually spent on insurance premiums, does
not go up proportionately with income.

So, for example, when you look at the savings per tax return you
see that people who, say, have a $25,000 a year income might save,
on average, $1,900 a year. Somebody at $100,000 income is saving
$4,500 a year. So of course the system today is regressive. It is re-
gressive in the sense that someone with the same health plan is
getting, in effect, a larger subsidy, even though she is richer and
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has a higher income. That is the fundamental upside down nature
of the subsidy today. That is inescapably correct. It is also the case
that it is not required that a subsidy have that characteristic. A tax
credit does not. A tax credit is a lump sum.

Now, it is up to you all what to do with it, but the data are that
there is, in fact, a very substantial benefit that goes up with in-
come and, in turn, it is a feature of current law but it is not re-
quired of a Federal subsidy.

The CHAIRMAN. Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman. Mr. Chairman, I just
want to ask one last question about something that you put on my
radar that I think is absolutely key, and that is the transition pe-
riod, the whole question of sort of what we have today and moving
into a very different kind of system.

The President clearly started that in the campaign. He made it
clear that everybody in the United States would have a chance to
keep the coverage they have. It is going to be written into law and
100 Senators are going to vote for that. He also said that middle
class people are not going to get taxed. Gerry Shea has made the
point, I think, very eloquently on that point about why that is so
important.

So then the question becomes, how do you start moving to a tran-
sition to a modern system? Much of today’s health care, the ques-
tion we have gone back and forth on on the Tax Code, comes from
the 1940’s. So the question then is, how do you, for example, reform
the Tax Code so it is fair to the large employers—we have got to
be very sensitive about ERISA—Dbut also convert it to something
that is modern? I think that is a generous deduction.

There are other changes, administrative cost reductions. Cer-
tainly if you have big pools of people, that will hold administrative
costs down. Sign up with your employer, the employer wants to do
that. Administrative cost reduction is part of the transition. Then
most of the ideas that you all have been talking about today: re-
warding prevention, buying value, dealing with geographical dis-
parities.

So I think there is a sense of what needs to be done in this tran-
sition period, and I thought I would close with you, Dr. Wilensky,
because of your background. I am particularly struck by the fact—
and you and I have talked about it—you advised John McCain in
the campaign, but you have been very supportive of a lot of the
ideas of President Obama. I think that is exactly the kind of effort
we are going to need to bring the country together.

Why do you not, at least from my standpoint, give us a little bit
more insight about how the country can transition from a system
that largely came out of the 1940’s, and we can pick up on the
Chairman’s very good point about actually getting from there to
here and reforming health care.

Dr. Wilensky?

Dr. WILENSKY. Thank you. Like all of the people in this room and
at this table, I most want to see these problems addressed. I want
to see people have insurance coverage and I want to try to help de-
velop a health care system that improves value and rewards qual-
ity. There is some debate, as you get down to the specifics, about
how you go about doing it.
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But during the campaign people like Jonathan Gruber and I, and
David Cutler and I, and David Blumenthal and I, who were shar-
ing many podiums, commented about how much similarity there
existed in terms of the kinds of changes that needed to happen in
terms of better promotion, more focus on chronic disease, health IT,
et cetera.

I am a little concerned about the expectations. Somebody men-
tioned earlier of trying to manage expectations now. It is important
that we make some aggressive, significant moves. You could actu-
ally say you have already done some moves when you reauthorized
and expanded the Children’s Health Insurance coverage, subsidized
COBRA, strengthened Medicaid, but you need to make some other
significant expansions with regard to coverage, provided you can
pay for them.

I am sympathetic with the politics of the tax exclusion changes.
I would hope you can do some of the ones that Jonathan Gruber
raised of limiting—just flat limiting—the amount of the deduction,
doing it for specific income groups, or otherwise targeting more
who you want to have that deduction. Mostly it will depend on how
you index it over time. As long as it is not indexed to medical ex-
penditures it will begin to have more impact over time.

You need to decide who you would be comfortable with to help
redesign the reimbursement under Medicare. I am appreciative
that CMS and HCFA might not be your choice—I do not have any
allegiance there to tell you to direct that—but you need to decide
how to change the delivery of health care and the reimbursement
system under Medicare and to start it quickly, however you can do
it, through pilots, as Gerry Shea said, and to recognize, while you
will probably move faster on the expansion of coverage, that these
are going to take a period to fold in all of these reimbursement and
delivery system changes, and that people need to start saying that
out loud to help try to not have a sense of disappointment.

So I think there is a tremendous momentum here, and the fact
that you had the group yesterday indicates not just for self-protec-
tive reasons, but a real agreement that we need to change, and
there are a lot of things we can do to make it better. It is figuring
out how to harness that energy and to not lose that momentum,
but to monitor the expectations. I am a little afraid that one is
going to be harder for you as people who have to report back to
your constituency.

Senator WYDEN. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Frankly, I think that is a good point to wrap up with. We are,
I think, making history here. You certainly all are. You have spent
so much time thinking about how we reform our system. I do think,
and it has been said by others, that the stars are pretty well
aligned this time to finally accomplish our objective, which is get-
ting control over the increased costs, second, to reforming the
health insurance market, and third, is providing coverage for all
Americans. It will not be easy—nothing worthwhile is easy—but
we are going to get there. I cannot thank you all enough for all of
your work and your help.

I suspect this is not the last time we are going to be conversing
on this subject. This is going to take many more weeks, months,
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and into the next several years too as we put this together. But my
job is to keep the momentum going. My job is to keep people work-
ing together as long as we possibly can. My job is just to help all
of us together, with no ideological axe to grind, just to get a really
good, solid, American health reform put together here.

We need a uniquely American solution here. We are not some
other country, we are the United States of America. We are noted
for our ingenuity, we are noted for our imagination, we are noted
for our can-do spirit, and we are going to put this together in a way
that really makes sense. That is certainly my objective, and I know
it is all of you, too. I cannot thank you enough for coming and
spending about three hours here trying to undertake these next
steps.

So, thank you very much. The committee is adjourned.

[Whereupon, at 1:09 p.m., the roundtable was concluded.]
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Mr. Chairman and members of the committee, thank you for giving me the opportunity to
participate in this roundtable discussion on methods for financing what I hope will be a
comprehensive package of legislative changes to reform our health care system. My
name is Stuart H. Altman and I am the Sol. C. Chaikin Professor of National Health
Policy at the Heller School for Social Policy and Management at Brandeis University. I
have had the privilege over the last 38 years to serve in a variety of positions in Federal
and State government including Deputy Assistant Secretary for Health Care Policy and
Evaluation in the Department of Health, Education and Welfare, 1971-1976; Chairman of
the Prospective Payment Assessment Commission (ProPac) 1984-1996; and a member of

the Bi-Partisan Commission on The Future of Medicare 1998-2001.

I understand that there is a strong wish by many to pay for any expansion in health care
coverage to the millions of Americans who lack any third party health care coverage with
savings generated by either reducing what is now paid for care or by limiting the amount
and types of care currently being provided. I share the view that there is substantial waste
and excess in our current health care delivery system and that we can save substantial
sums by reforming this system. But to attempt significant provider payment cuts before
we provide adequate financial coverage for all Americans or in conjunction with
expanding coverage would, I believe, be a serious mistake. Moreover, to make the
uninsured, who are mostly the working poor, be the victims of our nation’s inability to

curb health care costs is clearly unfair.

Unless we change the way we provide services, any serious reductions in the payment
levels for services will, I fear, lead to a reduction in access to care and/or the quality of
the care provided. To change the delivery system we must move away from our current
fee-for-service system to a payment system that rewards not more services, but
appropriate services. Appropriate services often involve individuals who coordinate care
as opposed to deliver services. Such care is most often found in what have been called
“integrated delivery systems”. By developing integrated delivery systems we have the
potential to reduce payment levels for services over time without negatively affecting

access and quality. Several members of the first roundtable panel and many of the options
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prepared by your staff focused on different ways to restructure the payment system and,
therefore, I will not go into detail on how such changes could occur. Nevertheless, permit
me again to emphasize that these changes need to precede any serious reduction in
payments for services so as to avoid negatively affecting Americans ability to access care

and the quality of care provided.

As you know, Mr. Chairman, the Commonwealth of Massachusetts, has legislated a
series of changes in the way its citizens are financially protected against the costs of
health care services such that almost all residents of the state are now insured. These
changes were legislated as the first stage of a two stage process. The second stage, which
is now being designed, will attempt to rein in the fast growing cost of health care. In fact,
this month a special commission established by the state legislature on Health Care
Payment Reform is scheduled to recommend a global payment system that would set a
total payment amount for each patient that covers all that person’s care for an entire year.
In order to make such a system work the State will be seeking CMS’ permission to cover
Medicare and Medicaid patients as well. The hope is that by creating a global payment,
and limiting its growth, health care cost growth in Massachusetts could be reduced from

8 percent a year to 5 percent.

I would propose that your committee contemplate a version of the Massachusetts model
by developing a 10 year plan whereby over the course of this period the cost of
expanding coverage to all Americans is paid for by health care delivery system reform
with the major portion of these savings occurring towards the end of the time frame. This
would allow time for the system to adjust to the new structure I discussed above. I realize
this is a long phase-in period but past attempts to change our cumbersome health care

system quickly have failed because they required too many changes too fast.
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RECOMMENDED CHANGES IN HEALTH CARE PAYMENTS

State Administered All Payer Systems

As we phase-in changes to the health care delivery system I would recommend that the
federal government encourage more states to establish all-payer systems that would tie
Medicare and Medicaid payments for doctors, hospitals and other health care services to
payments generated by private insurance. Government payments have become too large
to be treated separately from private payments. With the shifting of power at the local
delivery level from private payers to hospitals and doctors, health care providers in many
localities have been able to make up lower governmental payments with higher private
payments. This so called “cost-shifting” has been an important force pushing up annual
private insurance rate increases to double digit levels leading many employers, public and
private to reduce benefits or eliminate coverage all together. Such all-payer systems
should not be thought of as “price control” mechanisms which simply limit the growth in
fee-for-service prices. Rather they should be designed to help create the global or bundle

payment systems discussed above.

Initially the total amount spent in each state should approximate current spending with
the current differential in public and private payment amounts maintained. Over time the
increase in payments for each payer could be limited as the delivery system becomes
more efficient. In order to insure that the reductions in private payments lead to premium
reductions, the medical loss ratios and the administrative costs of private insurers would
also need to be regulated. Without such a state run system I don’t believe we could link
together public and private payments or foster a restructured delivery system except for a
few pioneer delivery systems. States should have the flexibility to either require providers
to accept these new payment systems or allow voluntary participation. If the approach is
voluntary those provider groups that choose to stay in traditional fee-for-service should
face more limited payment increases. Providers in states that choose not to participate in

such a program should also receive more limited federal payment increases. As an added
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inducement for states to establish these All-Payer Systems, the federal government

should help support the administrative costs of operating such a system.

Future Hospital Payment Updates

Hospitals play a key role in our health care system and must be a core component of any
integrated delivery system. As we transition to more bundled or global payments any
future hospital update amounts paid through the Medicare PPS system should recognize
that as hospital develop more comprehensive health information technology systems,
with the help of federal HIT funding, they should use these systems to develop more
efficient and lower cost care. Hence I would recommend that Medpac consider increasing
its productivity offset to medical inflation thereby lowering the annual PPS update
amount. Again these reductions should be phased in to allow hospitals the time to make

the necessary but time consuming changes in their delivery of care.

Disproportionate Share, Critical Access and Community Health Center Payments

Massachusetts used a portion of the funds set aside by the states’ (Hospital
Uncompensated Care Pool) to support the expansion of coverage. The rationale of course
was that when all or almost all individuals are insured the amount of uncompensated care
provided by hospitals and other health care providers falls or is even eliminated. We
could expect such changes to occur nationally as well as universal coverage is
approached. Therefore it is appropriate that those health care providers that currently
receive extra payments to help support the care they provide to the uninsured and other
low income or hard to treat patients,{ i.e., those who do not speak English) should have
such payments reduced. However, we have learned in Massachusetts that many of the
extra costs associated with providing services to such special populations would continue
even if they are insured whether they are in the inner city or in sparsely populated rural

areas. Therefore a portion of the current extra payments for such providers need to be
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continued. Again I would suggest that Medpac analyze this issue and recommend how

and in what amounts such payments be reduced.

High Cost Case Re-insurance

It is well known that 80 percent of US health care expenditures are for the sickest 20
percent of the patients. Some private insurers try to protect themselves against the
possibility that they could be responsible for the cost of such patients by developing
techniques to limit coverage for individuals that might be in this group. Most insurers
also limit their financial exposure by purchasing high cost reinsurance. Clearly the former
activities should be outlawed and the purchase of re-insurance is expensive and is
ultimately passed on in the form of higher premiums. I would suggest that the US could
both reduce the overall cost of treating such high cost patients and reduce the cost of
reinsurance by establishing a governmental reinsurance system. Such a system could be
established through a state all-payer structure or through local or state health insurance
exchanges. Each payer group would be asked to pay for a portion of the expenses in
relationship to an actuarial estimate of their likely high cost cases. This new reinsurance
entity would be responsible for a proportion of the high cost case expenses, e.g., 75%. So
as to reduce the overall costs of treating such patients over time each appropriate state or
local entity would be required to develop a high cost disease management system in
consultation with the federal government. The federal government would evaluate the
success of the different disease management systems and help incorporate those that

work the best throughout the country.

Physicians

The key to changing the delivery system rests with the physician community. Many
physicians seem eager to become part of a new structure for providing care but
unfortunately many appear resistant to change. As long as the payment system continues
to reward maintaining the status quo I fear that less change will occur than is needed. To
help encourage more physician participation in systems that provide higher quality care

and more efficient care, I would suggest that your committee consider rewarding those
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physicians that help create or join integrated delivery system by paying those systems the
full RBRVS payment in the coming years. I would also suggest that you support an extra
payment for those groups that show real results in meeting approved quality standards.
For those physicians that continue to function in the current fee-for-service system [
would recommend that the legislated SGR reductions go into effect. As a final
inducement to create these new delivery systems I would suggest that consideration be
given to restructuring the medical liability system that governs their services. [ will leave

it to others to suggest how such a system would function.

SUMMARY

Most importantly we need to develop a system for providing health insurance coverage
for all American. And, yes over time we should and can pay for the added costs of such
expansion with efficiencies from our current health care delivery system. But such cost
savings cannot occur over night and will require some fundamental changes in the way
we pay for and deliver care. It would be unfair to ask the millions of uninsured American
to wait for those of us who are well insured or who provide health care services to change
our system. Instead we should follow the lead of Massachusetts and expand coverage
immediately while we set in place mechanism that over a 10 year period will both

improve the quality of care and lower its costs.

Thank you Mr. Chairman and members of the committee for giving me the opportunity to

express my opinions on these most important social issues.
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Mr. Chairman and members of the Committee, thank you for inviting me to participate in
this roundtable discussion on financing health care reform. I am Joseph R. Antos, the
Wilson H. Taylor Scholar in Health Care and Retirement Policy at the American
Enterprise Institute (AEI), a non-profit, non-partisan public policy research organization
based in Washington, D.C. I am also a member of the panel of health advisers for the
Congressional Budget Office (CBO). My comments today are my own and do not
necessarily reflect the views of AEI, CBO, or other organizations with which I am
affiliated.

There is little question about the need to reform America’s health care system. The
country spent $2.2 trillion for health care last year, but a significant portion of that
spending is likely to have provided little if any value to the well-being of patients.'
Health insurance costs have been rising more rapidly than workers’ wages, putting
insurance increasingly out of reach for millions of people. Although much public
attention has focused on expanding coverage for the uninsured, that goal is tied to our
efforts to reform the delivery system and to establish a responsible financing system that
is sustainable into the future.

There are two basic ways to finance a reformed health system: raise revenue or reduce
health spending. We will undoubtedly do both. What matters is whether we take
advantage of this moment in history to promote greater efficiency, greater consumer
involvement, and smarter health purchasing—to achieve better health outcomes while
living within a realistic budget constraint.

Current Spending Trends are Unsustainable

If current trends continue, national health spending will nearly double over the next
decade—rising from $2.2 trillion, or 16.2 percent of gross domestic product (GDP), in
2007 to over $4.3 trillion, or 20.3 percent of GDP, in 2018 Health spending is projected
to grow at an average rate of 6.2 percent a year, about 50 percent faster than growth in the
ecopomy. By 2035, total health spending could exceed 30 percent of GDP.}

This rapid growth in overall health spending is mirrored in the federal budget. In 2007,
federal outlays for Medicare and Medicaid totaled $425 billion, or about 15 percent of the
budget.* By 2035, those programs could grow to more than a third of total federal
spending.’ Because spending is rising much more quickly than program revenue, the
Medicare trust fund for Part A is likely to run short of money as soon as 2015.°

These spending figures are cause for alarm. The rapid growth of health spending has
placed increasing pressure on everyone’s budgets—consumers, employers, and all levels
of government. Premiums for health insurance offered through employers have doubled
since 1999 and outstripped growth in wages.” Rising federal health costs threaten to
crowd out education, energy, transportation, and other policy priorities. According to the
CBO, “the rate at which health care spending grows relative to the economy is the most
important determinant of the country’s long-term fiscal balance.”™
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Current health spending trends are fiscally unsustainable for the federal government, and
they impose a rising burden on families that will ultimately prove unbearable.’
Moreover, increasing costs make health insurance unaffordable to larger numbers of
people. Policies that effectively rein in health spending can promote a more sustainable
system and at the same time promote insurance coverage for many more individuals.

Increasing federal insurance subsidies or expanding eligibility for federal programs can
make insurance more affordable and accessible to the uninsured. Policies intending to
achieve universal coverage could add $1.8 trillion to the nation’s health bill over the next
decade.® But simply asking others to pay more is ultimately self-defeating unless we
find ways to reduce health costs while preserving a high-value health system. As
Chairman Baucus has written, “excess spending must be eliminated and dollars put to
better use, not only to correct the imbalances of the current health system, but to offset
the high costs of much-needed comprehensive reform.”"!

Financing Options

There are hundreds, perhaps thousands, of specific proposals that could help finance the
health care system. The CBO has provided a useful guide for Congress containing 14
broad categories and 115 separate options, but this only scratches the surface.'> Each of
those options could be specified in legislative language in numerous ways, each of which
potentially resulting in very different impacts on the federal budget, the health sector, and
the economy.

At the risk of oversimplifying, I focus on several types of proposals (including some that
were not explicitly considered by CBO) that have been advanced in various health reform
discussions. The proposals discussed here illustrate the trade-offs and challenges facing
Congress in designing a financing strategy for health reform.

Raise taxes. Although one of the major objectives of reform is to gain control over the
high and rapidly rising cost of health care, accomplishing that goal will require
considerable time and effort on the part of everyone. Consequently, most reform
proposals include policies to increase federal revenue.

President Obama proposes to limit the rate at which itemized deductions reduce the tax
liability of high-income individuals.” Rep. John Dingell (D-Mich.) has long proposed a
value-added tax to finance universal coverage." Such proposals do nothing to improve
the value we receive from our health care dollar since they raise taxes on activities and
income largely outside the health sector. Absent other reforms, raising taxes in this
manner to pay for expanded health care coverage would reinforce the inefficiency of the
current health system and would have a dampening effect on an already depressed
economy.

Other tax proposals, discussed below, operate within the health sector. Such proposals,
including limiting the current tax exclusion for health insurance, could promote
efficiency while raising substantial revenue to support insurance expansions.
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Impose mandates. A variety of mandates have been proposed as part of health care
reform. Under “play or pay,” firms would be required to provide health insurance
coverage to their employees or pay a fine. Any fines that were collected could be used to
defray the cost of expanding government health programs or subsidies for insurance.
Firms choosing to begin offering coverage would use their own funds to accomplish the
policy goal of expanded coverage.

The impact of an employer mandate on the federal budget would be negligible, even
though employers might spend substantial new sums to provider health insurance to their
employees. Although that spending would be treated as private, it is equivalent to a tax
on the firm and a subsidy to the workers of the same amount. With a mandate, the IRS
middleman is cut out and the cost of expanding coverage is shifted off-budget. This does
not represent any savings to the economy even though the federal cost of the expansion is
lower on the government’s books than it would have been without a mandate.

An employer mandate does not generate free money. [t can have damaging effects on the
low-income workers it is meant to help. Employers who “play” would seek to recover
the now-higher costs of labor by slowing wage increases, cutting other benefits, reducing
new hires, and laying off less-productive workers.

An individual mandate to purchase insurance similarly requires individuals to purchase
their own health coverage. Because such a mandate may be difficult to enforce
(particularly among low-income families), many proposals include subsidies to make the
purchase of insurance more feasible. More generous subsidies increase the effectiveness
of the mandate in promoting coverage, but they also increase federal outlays.

Other government policies can also impose unfunded mandates that shift the cost of
reaching a policy goal to the private sector without incurring a federal budgetary cost.
For example, Medicare could require health care providers to institute quality
improvement programs or increase reporting requirements without offering additional
payment to providers who comply. For this reason, the federal budget can be a poor
indicator of the economic impact of complex proposals. Congress should carefully weigh
the broader effects of policy as well as the federal budget impact when seeking ways to
“pay” for health reform.

Control prices. Medicare and Medicaid have long used price controls to limit the growth
of program spending. While such measures can be effective in constraining costs in the
near term, they also may have undesirable consequences for enrollees. Medicaid
payment rates are substantially below those of other payers, and many health providers
refuse to accept Medicaid patients. This leads patients to seek care in the hospital
emergency department, which is often the most expensive and least effective way to
manage routine health care needs, >

Medicare has also limited increases in its reimbursement rates to constrain spending, with
mixed results.’® Provider payments are generally established by formula, not by direct
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negotiation with providers. As a result, some prices may be too high, and some too low.
This distorts the allocation of resources in health care, and attempts to adjust the payment
formulas to ameliorate those distortions are unlikely to succeed. As with Medicaid, the
failure of Medicare pricing formulas to accurately reflect both the market demand for
specific medical services and the cost of producing those services leads to the
misallocation of health resources, less efficiency in delivering health care, and higher
program spending.

Price controls can also have serious long-term consequences by discouraging the
development of new treatment methods and other medical innovations. For example,
proposals that would limit Medicare payments for new drugs to be no greater than the
least costly alternative would constrain Medicare costs in the near term. However, such
proposals would also discourage the research and development necessary to find and
bring to market the next potentially life-saving drug. Price controls can slow medical
progress, ultimately resulting in less effective treatments and poorer patient outcomes—
real costs that do not show up on the government’s ledger.

Other pricing approaches, such as competitive bidding, could promote more efficient
resource allocation, minimizing the distortions caused by formula-based pricing. Such
market-based pricing methods are discussed below.

Control utilization. Price increases account for perhaps a third of the growth in health
spending from year to year. The rest is driven by increases in the use of services,
including both newly-introduced medical innovations as well as long-established medical
practices. Although most of those services provide real value to patient well-being, there
is substantial variation in the use of health services across the U.S. with little detectable
differences in mortality and other outcome indicators. If high-cost areas adopted the
conservative practice styles of low-cost areas, Medicare spending could be reduced by as
much as 29 percent according to one study.'’

Medicare is prohibited by the Social Security Act from interfering with the practice of
medicine, but coverage and payment policies necessary to define the scope of any
insurance benefit have powerful influence on what care is available to beneficiaries.
Comparative effectiveness research (CER) has been proposed as a way to identify the
most clinically effective medical interventions, which could provide a basis for restricting
coverage or limiting payments for less effective treatments and thus reduce wasteful
variations in practice.

There is considerable debate over the proper government role in this work, with concerns
that government control over the research could lead to rationing of care by Medicare and
private insurance.'® Although recent proposals avoid introducing cost comparisons into
the research, it is difficult to imagine that cost effectiveness would not become part of the
comparative effectiveness agenda. However, there are serious questions about the ability
of CER to yield clear-cut, actionable guidance on best medical practices that would result
in substantial savings.'” Because patients with a specific illness are diverse and often
have multiple conditions that complicate medical decisions, the results of CER are more
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appropriately a guide to physicians and patients rather than a basis for the blanket
exclusion of specific treatments.

Improve efficiency in the delivery of health care. A more efficient delivery system can
save money and improve health outcomes. There are a host of proposals—including
greater use of health information technology (HIT), comparative effectiveness research,
disease management and other forms of coordinated care, and medical homes—that are
intended to re-engineer health care delivery. Although such proposals seem to offer a
painless solution to rising health costs, the health industry, insurers, and the government
have invested billions of dollars over several decades in their attempts to move from
concepts to functioning systems.

The CBO has analyzed the most prominent types of delivery reform proposals and found
little evidence to suggest that such initiatives would soon yield substantial savings.?
That does not necessarily imply that additional work on such proposals would be a poor
investment, but it does suggest caution is needed in determining appropriate federal
action.

Federal policy can provide incentives to promote further development and adoption of
delivery system innovations. For example, the stimulus legislation offers a carrot and
stick approach to promote HIT. Grants will be available to health care providers who
adopt electronic health records, and Medicare reimbursements will be reduced for those
who fail to meet requirements on acceptable use of such records. There is a risk,
however, that excessive direction from Washington could have a deadening effect on
local efforts by providers and health plans to find their own solutions to improve health
care delivery.

Other re-engineering efforts more clearly require government leadership. Medical
malpractice reform—which could include the creation of specialized health courts or
other administrative mechanisms outside the current judicial system, new requirements to
ensure timely action, and caps on awards—could reduce costs and lower malpractice
premiums. More importantly, such reforms could reduce the practice of defensive
medicine, which adds to the cost of care without providing real benefit.

In addition to these approaches to change the delivery system from the provider side,
patients can also be given incentives to improve their own health behaviors. Wider
access to preventive health services, such as screening for diseases and medications to
control chronic diseases, is a component of many reform plans. However, hundreds of
studies have found that medical prevention usually adds to health spending.”' More basic
preventive measures, such as changes in diet and exercise, may be more likely to have a
pay-off in both better health and lower health spending.

Financial incentives might be useful in promoting healthy lifestyles. Congress increased
the federal excise tax on cigarettes from 39 cents to $1 a pack to pay for the expansion of
the Children’s Health Insurance Program. Proposals have been advanced to impose an
excise tax on sugar-sweetened beverages. These “sin taxes” raise the cost of consuming
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products that might be bad for your health, which would reduce their consumption—
generally to a limited extent. However, their principal purpose is to generate revenue,
with an incidence falling most heavily on low-income people. Any savings from
improvements in personal behavior generally accrue over long periods of time, well
outside the budget window.

Promote competition and informed choice. The system re-engineering approach just
discussed has the potential for eventually improving health system efficiency and cutting
cost through changes on the supply side of the market. We must also enlist the help of
consumers and the demand side of the market if we expect to maintain or improve health
care value while permanently reducing the growth of health spending. Cost cutting is not
likely to succeed unless the public understands its necessity and agrees with the methods.

1 will focus on three major policy options that can promote a more effective competition
in the health marketplace that can improve efficiency and reduce spending. Those
options are: limiting the tax exclusion for employer-sponsored insurance, using
competitive bidding methods to establish payment rates for providers and health plans,
and implementing full premium support in Medicare.

First, the tax exclusion. Reducing tax benefits for employer-sponsored health insurance
is the largest potential source of money to finance health reform. About two-thirds of the
working population and their dependents receive health insurance through an employer,
who typically pays a substantial portion of the premium on behalf of the employee.

Those premium contributions are excluded from the worker’s taxable income, resulting in
thousands of dollars of savings for the typical family. In 2007, the tax exclusion reduced
federal tax revenue by $246 billion.

The tax exclusion is unfair, providing tax savings to people on the basis of their
employment rather than on their need for financial help. Individuals purchasing their
own health insurance outside of their employer do not receive the tax break. Moreover,
because the amount of the exclusion is not limited, it encourages firms to offer generous
health plans with high premiums and minimal cost-sharing. By minimizing the amount
that enrollees must pay out of pocket, such plans promote the use of health services
whose value to the patient might be well less than the cost of providing the care.

One way to phase in changes in the exclusion is to cap it at a high level (such as the 75"
percentile of insurance premiums) and index it to general inflation rather than medical
inflation. Another approach would replace the exclusion with a standard deduction.
Under both approaches, individuals buying high-cost health insurance would be required
to pay a tax on the amount over the cap or standard deduction. That would generate
pressure from workers to their employers for less-expensive insurance options. The
additional tax revenue collected in this way could be used to fund refundable tax credits
or other subsidies to low-income persons for the purchase of insurance.

Second, competitive bidding. Medicare’s formula-based pricing methods are imprecise,
resnlting in excessive reimbursement for some services and insufficient reimbursement
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for others. That, in turn, distorts the allocation of resources in the health sector and is a
major reason why primary care is in short supply in many parts of the country. Formulas
can only guess at the correct structure of prices in a market, and they generally get it
wrong.

The solution is competitive bidding, which essentially asks the market to reveal the
lowest price Medicare could pay and be assured that beneficiaries would have sufficient
access to care. Competitive bidding has been tested successfully for the payment of
durable medical equipment (DME). The Centers for Medicare and Medicaid Services
(CMS) announced in April that it was ready to proceed with competitive bidding for
DME in ten metropolitan areas, but resistance from suppliers has put this project on hold.
If political opposition could be overcome, competitive bidding methods could potentially
provide substantial program savings.

However, the bidding process must be designed carefully to ensure that savings will be
realized. The Medicare Advantage (MA) program has been criticized because bids are
set against benchmarks that generally exceed the cost of providing services through the
traditional Medicare fee-for-service program. Consequently, MA plans are paid an
average of 14 percent more than the fee-for-service costs. Those extra payments
guarantee that seniors have a choice of plans no matter where they live, and the additional
money supports optional benefits for many enrollees. Nonetheless, from a narrow
budgetary perspective, the structure of MA bidding has increased the cost of the program.

In sharp contrast, Medicare prescription drug plans also present bids to CMS but that
process does not have an external benchmark. Part D spending has consistently dropped
below the initial projections made by the CBO. This is strong evidence that competition,
when carefully structured, can reduce program costs.

Third, premium support. As an entitlement, Medicare guarantees a level of health
benefits that is not bound by spending limits imposed by other programs through the
appropriations process. The entitlement is as much for providers as it is for beneficiaries,
since it ensures payment for the wide range of services covered by the program.
Moreover, most beneficiaries have supplemental coverage that pays their deductibles and
copayments. That insulates patients from the cost of their care, removing a financial
incentive to reduce the use of unnecessary services.

A premium support system would set a fixed government contribution for each
beneficiary, adjusted for their income and health status.”> The average contribution level
would be determined by a bidding process among private plans participating in Medicare
and the traditional fee-for-service program. For example, the government contribution
might be set at 85 percent of the cost of the average bid (which is similar to the current
level of subsidy in Medicare), or it could be adjusted upward or downward. Beneficiaries
would be able to purchase more expensive plans, but the additional cost would be their
own responsibility.
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Such a system would provide a mechanism to restrain federal spending on Medicare, and
it would stimulate greater price competition among health plans by making beneficiaries
more cost-conscious. However, a poorly designed premium support program could
expose beneficiaries to unacceptable financial burdens.

Premium support met strong resistance when it was advanced in a series of demonstration
projects in the late 1990s, and it is not a politically popular idea today. Leading health
reform advocates are often more focused on expanding access and coverage than on
making the reformed system fiscally sustainable.

Nonetheless, the point remains that top-down cost containment measures—primarily
through price controls on provider reimbursements—have not been especially successful
in limiting the growth of Medicare outlays. If a reformed health system is to succeed, it
will have to engage consumers to take more responsibility for their health spending
decisions.

Conclusion

Congress would be well advised to take a hard look at the options available to finance a
reformed health system. Contrary to what is often claimed, there is no “low-hanging
fruit.” Many options, including those that would re-engineer the delivery system, will
require further investment of time and money before we can begin to sce greater
efficiency, improved quality, and lower cost. Much of that work must be done in local
markets among providers and health plans that know best what the biggest challenges are
in providing high-value health care. Top-down controls are likely to impede our
evolution toward a more functional health system.

Realistic health reform recognizes the need to make compromises among competing
goals and find a balance among conflicting demands. We can have a system that
provides higher quality care and greater economic value, but we cannot continue to
ignore the resource limits that constrain all human endeavors. We have an historical
opportunity this year to take major steps to promote a high-value health system that we
can, in fact, afford.
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Questions for the Record

Roundtable on Financing Health Care Reform

Questions for Dr. Antos

1.

Medicare’s unfunded liabilities over the next 75 years are $36 trillion—equaling a
$320,000 IOU for every American household.' Last year’s Medicare Trustee’s report
announced that the Part A Trust Fund will be depleted by 2019, the Congressional
Budget Office said in December that date will be 2017, and this afternoon we’ll get
statistics indicating that date will be even sooner. Before expanding government
programs, I believe Congress needs to implement real solutions to meet our current
obligations. Dr. Antos, can you discuss the consequences of a failure to address current
obligations? How would spending another $1.5 trillion on federal programs exacerbate

on current entitlement crisis?

Dr. Antos, this Committee spent some time considering various delivery system reforms.

Your testimony states that, “The CBO has analyzed the most prominent types of delivery

system reform proposals and found little evidence to suggest that such initiatives would

soon yield substantial savings.” What other policy solutions do you recommend in order

to bring down health care costs for the American people?

! "The Hertage Foundation: “Congress Must Not Ignore the Medicare Trustee’s Warning,” March 2008,
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Response to Question 1:

Medicare’s financial situation has further deteriorated since last year. The 2009 Trustees report
reports unfunded obligations totaling $37.8 trillion through 2083. The Part A trust fund is
projected to run short of money in 2017. That means Medicare will be unable to pay in full for
the hospital care of more than 57 million beneficiaries in that year, and the deficit will grow
every year thereafter. Just as important, the trust fund that pays for physician services (under
Part B) and prescription drugs (Part D) will continue to require general revenue financing and
charges on beneficiaries that grow substantially faster than the economy and beneficiary incomes
over time. Medicare will be an increasingly heavy burden on both workers and beneficiaries
unless changes are made.

The current recession is only partly responsible for the decline in the program’s financial
outlook. The shortfall in Medicare revenue between the amount projected for 2008 in last year’s
Trustees report and the actual amount collected was $5.1 billion, about a 1 percent decline that is
expected to continue for a few years. The fundamental sources of Medicare’s financing problem
are the aging population and the open-ended nature of the program’s promise to pay for covered
health services.

By 2030, Medicare enrollment is projected to reach 79 million people—up from about 45 million
beneficiaries today. The number of workers supporting each Part A beneficiary will decline
from 3.7 in 2008 to 2.4 in 2030. More older or disabled persons will be entitled to Medicare-
financed care, but the economy will be less able (in a relative sense) to support those needs.
More of the federal budget will go toward Medicare, and less will be available for other priority
areas such as education, energy, and infrastructure development.

Because of Medicare’s size—it will spend over $500 billion in 2009, accounting for about 15
percent of federal outlays—and rate of growth—expected to increase at least 8 percent this
year—it is imperative that Congress take actions to align the program’s promises with fiscal
reality. We have relied on foreign borrowing to make up the difference between federal budget
outlays and revenues, but that merely delays the day of reckoning. The bill will come due, and
that means higher taxes and less consumption for all Americans. The question is, does it make
sense to mortgage our future by ignoring the obvious structural flaws in Medicare that will
rapidly drive up spending as the baby boomers enter retirement?

Adding another $1.5 trillion in spending over 10 years for a new health insurance entitlement
would exacerbate the fiscal crisis we already face. We have an obligation to help the less
fortunate, including those who are unable to afford health insurance. But we also have an
obligation to spend taxpayers’ money prudently, seeking the best value we can and ensuring
long-term fiscal sustainability. The Congressional Budget Office reports that federal health
spending will reach 17 percent of GDP by 2050, if past trends continue. Adding a large new
health entitlement without major structural changes in existing programs would require sizeable
tax increases or massive amounts of additional foreign borrowing. Tax increases of the
magnitude required would seriously retard economic growth; foreign borrowing defers the need
for a tax increase, but eventually tax rates would have to be even higher. In either case, such
policies would have a significant dampening effect on the economy.
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Response to Question 2:

Although delivery system reform is sorely needed, there is little evidence that we know how to
systematically improve the efficiency and effectiveness of our health system. Various
proposals—including heaith information technology, comparative effectiveness research, disease
management and other forms of coordinated care, and medical homes—are appealing
conceptually, but billions of dollars of private and public investment have yet to produce a
reliable template for restructuring the way health care is provided. It is sensible to continue to
explore such avenues to improve care and reduce costs, but we cannot expect them to provide
significant savings in the near term.

If we expect to hold down the growth of health spending while maintaining access to high-value
services, we must enlist the help of consumers and promote informed choice and effective
competition in the market. There is a pervasive sense of entitlement throughout the health
system, a product of generous subsidies, first-dollar insurance, and a lack of transparency that
leads to excessive use of services that, at the margin, provide less value than they cost. This is
true for beneficiaries of federal health entitlements, including Medicare, and for beneficiaries of
private insurance, which is heavily subsidized through the tax system.

The entitlement mentality also affects providers, who make clinical decisions secure in the
knowledge that they will be paid by an insurer. A doctor’s first impulse is to do no harm, but we
also want our doctors to ask whether an intervention will do any good—and whether it’s worth
the cost in money and personal suffering. That’s a judgment that can only be made jointly
between physician and patient.

I will highlight three proposals that would have a powerful leveraging effect on health care
spending:

Limit the tax exclusion. Employers obtaining health coverage through their employers saved
$226 billion in 2008 because their employers’ contributions were not taxed. Placing a cap on the
maximum amount that could be excluded from the workers’ income for tax purposes would put
pressure on insurers to offer good coverage at a better price. The tax subsidy could be shifted to
provide greater benefit to low-income families through a tax credit, which would be fairer and
would encourage more people to buy insurance.

Improve competition in Medicare. Fee-for-service Medicare should operate on a business-like
basis, accountable for its costs and able to operate responsibly without being micromanaged by
Congress. Instead of relying on pricing formulas, the program should be allowed to make
greater use of competitive bidding to establish reimbursement rates that do not distort the market.
Medicare Advantage plans should compete fairly through a new bidding process with a reformed
fee-for-service program, and neither option should be given an advantage through legislation.

FPremium support. To reduce the incentives of the current system to overutilize services,
Medicare’s open-ended entitlement should be converted to a fixed government contribution,
adjusted for income and health status. This premium support approach, coupled with better
information on plan options and other steps to promote effective competition, would make
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beneficiaries more value-conscious. More importantly, health plans (including a reformed fee-
for-service program) would face new pressure to manage their benefits effectively and drive hard
bargains with providers.
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My name is Katherine Baicker, and I am a Professor of Health Economics in the Department of
Health Policy and Management at the Harvard School of Public Health. [ would like to thank
Senator Baucus, Senator Grassley, and the Members of the Committee for giving me the
opportunity to participate in this roundtable discussion of how we can address the crucial policy
challenge of financing health care reform. This testimony is derived in large part from recent
academic work with my colleague Amitabh Chandra that appeared in the journal Health Affairs.
I summarize that work here.

I would like to discuss several general principles about the nature of health insurance.
Misunderstandings about these principles have the potential to impede the development of a
much-needed consensus on how to engineer reform. Uncovering the kernels of truth that underlie
these misperceptions can help focus reform efforts on the critical challenges facing our health
system.

A key distinction should be made between health care and health insurance. Insurance works by
pooling risks: many pay a premium up front, and then those who face a bad outcome (getting
sick, being in a car accident, having their home burn down) get paid out of those collected
premiums. The premium is the expected average cost of treatment for everyone in the pool, not
just the cost of treating the sick. Because not everyone will fall sick at the same time, it is
possible to make payments to those who do fall sick even though their care costs more than their
premium. And this also why it is particularly important for people to get insured when they are
healthy - to protect against the risk of needing extra resources to devote to health care if they fall
il

Uncertainty about when we may fall sick and need more health care is the reason that we
purchase insurance — not just because health care is expensive (which it is). Many other things
are expensive, including housing and college tuition, but we do not have insurance to help us
purchase them because they are not uncertain in the way that potentially needing very expensive
medical care is. The more uncertainty there is, the valuable insurance is.

THE PROBLEM OF THE SICK AND UNINSURED

Insured sick people and uninsured sick people present very different issues of public policy.
People who have already purchased insurance and then fall sick pose a particular policy
challenge: insurance is not just about protecting against unexpected high expenses this year, but
also about protecting against the risk of persistently higher expenses in the case of chronic
illness. This kind of protection means that once insured, enrollees’ premiums would not rise just
because they got sick, but this is not always the case today. In fact, insurers have an incentive to
shed their sickest enrollees, suggesting a strong role for regulation protecting them. Nor are
insurers held responsible when inadequate coverage raises the costs of a future insurer, such as
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Medicare for those over 65. These problems highlight the limited availability of true long-run
insurance offerings, a reform issue that is often glossed over in the conflation of health care and
health insurance.

Uninsured Americans who are sick pose a very different set of problems. They need health care
more than health insurance. Insurance is about reducing uncertainty in spending. It is impossible
to “insure” against an adverse event that has already happened, for there is no longer any
uncertainty. If you were to try to purchase auto insurance that covered replacement of a car that
had already been totaled in an accident, the premium would equal the cost of a new car, You
would not be buying car insurance ~ you would be buying a car. Similarly, uninsured people
with known high health costs do not need health insurance — they need health care. Private
health insurers can no more charge uninsured sick people a premium lower than their expected
costs. The policy problem posed by this group is how to ensure that low income uninsured sick
people have the resources they need to obtain what society deems an acceptable level of care and
ideally, as discussed below, to minimize the number of people in this situation.

This highlights one of the many reasons that health insurance is different from car insurance: the
underlying good, health care, is viewed by many as a right. Furthermore, we may want to
redistribute money from the healthy to the sick, in the same way that we redistribute money from
the rich to the poor. This kind of redistribution is fundamentally different from private
insurance: it is social insurance, and it is hard to achieve through private markets alone.!
Medicare, which insures the aged and disabled, is an example of a social insurance program.
Private markets can pool risk among people starting out with similar health risks, and regulations
can ensure that when some members of those risk pools fall ill, insurers cannot deny them care or
raise their premiums, but transferring resources to people who are already sick and uninsured or
transferring resources from lower health risk groups to higher health risk groups requires social
insurance.

How thendo we provide the sick and uninsured with socially acceptable care? Private health
insurance alone is unlikely to achieve this goal: no insurer will be willing to charge a premium
less than enrollees’ likely health costs. Instead, they could be provided with health care directly
or a premium subsidy equal to their expected health care costs. Alternatively, we could force sick
people and healthy people to pool their risks, such as through community rating coupled with
insurance mandates (to preclude healthy people from opting out of subsidizing sick ones). These
kind of transfers are based on social choices about redistribution.

The advantage of social insurance programs, including a nationalized health care system, is that
they can achieve redistribution that private markets alone cannot. They may also provide
benefits with lower administrative costs (although, in the case of moving to a single payer
system, the size of administrative savings relative to overall health care cost growth is likely to
be small).? There are, of course, costs associated with social insurance programs as well. First,
there is the drag on the economy imposed by raising revenues to finance them. Second, there is
the loss of competition, diverse offerings for diverse preferences, and market discipline that
private provision brings ~ and that promote higher value and innovation. This means that the
social insurance program may be both expensive and inefficient, and thus impose an even larger
burden on already strained public budgets. These pressures have, perhaps unsurprisingly,
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spawned additional misconceptions that suggest that the costs of expanded insurance are lower
and the benefits higher than the data support.

THE COST OF COVERING THE UNINSURED

A common and deceptively appealing argument for expanding insurance coverage is that we
could both spend less and achieve better health by replacing the inefficient emergency room care
received by the uninsured with an insurance plan. Unfortunately, this argument finds little
empirical support. ER care for the uninsured is indeed inefficient and might have been avoided
through more diligent preventive care and disease management. Diabetes treatment is a good
example; it is much cheaper to manage diabetes well than wait for a hospitalization which
requires a leg amputation. Having health insurance may lower the costs of ER and other publicly
provided care used by the uninsured through better prevention and medical management. But
empirical research also demonstrates that insured people consume more care (and have better
health outcomes) than uninsured people — so universal insurance is likely to increase, not reduce,
overall health spending.’

Why does insurance cause greater consumption of health care? Insurance, particularly insurance
with low cost-sharing, means that patients do not bear the full cost of the health resources they
use. This is a good thing — having just made the case for the importance of the financial
protections that insurance provides — but comes with the side-effect of promoting greater
consumption of health resources, even when their health benefit is low. This well-documented
phenomenon is known as “moral hazard,” even though there is nothing moral or immoral about
it. The RAND Health Insurance Experiment (HIE), one of the largest and most famous
experiments in social science, measured people’s responsiveness to the price of health care,
Contrary to the view of many non-economists that consuming health care is unpleasant and thus
not likely to be responsive to prices, the HIE found otherwise: people who paid nothing for
health care consumed 30 percent more care than those with high deductibles.’ This is not done in
bad faith: patients and their physicians evaluate whether the care is of sufficient value to the
patient to be worth the out-of-pocket costs. The increase in care that individual patients use
because of insurance has even greater system-wide ramifications. R&D in new medical
technologies responds to the changes in aggregate incentives driven by health insurance. While
these technologies may improve welfare, they also raise premiums because of larger
armamentarium of treatments available to the sick. There is evidence of these system-wide
effects: when Medicare was introduced in 1965, providers made spectacular investments beds in
high-tech care, and hospital spending surged over 25 percent in § years.’

Even increases in preventive care do not usually pay for themselves: in general prevention is
good for health, but does not reduce spending. Some preventive care has been shown to be cost-
saving — such as flu vaccines for toddlers or targeted investments like initial colonoscopy
screening for men aged 60-64 — but most preventative care results in greater spending along with
better health outcomes. Indeed, some money spent on preventive care may not only cost money,
but may be no more cost effective than some “high-tech” medical care For example, screening
all 65-year-olds for diabetes, as opposed to only those with hypertension, may improve health
but costs so much (about $600,000 per Quality Adjusted Life Year) that that money might be
better spent elsewhere.®
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All of this suggests that insuring the uninsured would raise total spending. This doesn’t mean
that it would not be money well spent (which I believe it would be). Spending more to attain
universal insurance is not a problem if it generates more value than it costs, and the view that
health care is a right is not inconsistent with this framework. First, and sometimes overlooked, is
the security that insurance provides against the uncertainty of unknown health care expenses.
The value of this financial smoothing alone is estimated to be almost as much as the cost of
providing people with insurance.” Second, much of the additional health care that the newly
insured would receive is likely to improve health. (But this is by no means automatic, for as
discussed below, being insured is not enough to guarantee good health care.) Extending health
insurance coverage is worth it for these reasons — but not because it would save money.

GETTING HIGH-VALUE CARE

Having insurance may increase the quantity of care patients receive, but it is no guarantee that
they will receive high quality care. A recent study found that Americans received less than 60
percent of recommended care, including preventive, acute, and chronic care, and including such
low-cost interventions as flu vaccines and antibiotics for surgical patients.® Beginning with the
work of John Wennberg at Dartmouth, an immense literature in medicine and economics has
found that even among Medicare enrollees, there are enormous differences in the quality of care
received: in fact, in areas where the most is spent on Medicare beneficiaries, they are the least
likely to get high quality care. The use of mammograms, flu-shots, beta-blockers and aspirin for
heart attack patents, rapid antibiotics for pneumonia patients, and simple laboratory tests to
evaluate the management of diabetes are all lower in higher-spending areas.” Higher spending is
not even associated with lower mortality, which suggests that more generous insurance provision
does not necessarily translate to better care or outcomes.

When these results showing the lack of relationship between spending and quality were first
reported there were two predictable responses by skeptics: that high spending areas had sicker
patients who were<{appropriately) less likely to receive these therapies, and that patients in high-
spending had higher satisfaction even if their measurable health outcomes were the same.
Neither claim is supported by the evidence.

What, then, do patients in high-spending areas get? Evidence suggests that this higher intensity is
driven by greater use of procedures with questionable clinical value — that may even be
associated with underuse of high value, less-intensive care. Patients in high-spending areas are
no more likely to receive surgery, but see more specialists more frequently, have more diagnostic
and imaging services, and get more intensive care in the end of the life — none of which has been
shown through clinical trials to improve health."® “Coordination failures” in delivery may both
raise costs and lower quality, even among the insured. Investments in health services research
can help shed light on how we can consistently deliver higher-value care.

Thus, while health insurance increases the quantity of care patients receive, being insured alone
is not sufficient to ensure high quality care. Insuring the uninsured will give them access to the
sort of health care that the rest of us receive: a combination of valuable care, overuse of some
costly interventions with little proven benefit, and underuse of some vitally important therapies,
care that is sometimes coordinated but often fragmented. This is better than no care, but it
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highlights the problem of collapsing the entire debate about U.S. health care reform down to the
issue of uninsurance: health insurance alone does not guarantee good health care.

THE ROLE OF EMPLOYERS

Employees ultimately pay for the health insurance that they get through their employer, no
matter who writes the check to the insurance company. The view that we can get employers to
shoulder the cost of providing health insurance stems from the misconception that employers pay
for benefits out of a reservoir of profits. Regardless of a firm’s profits, valued benefits are paid
primarily out of workers wages.!! While workers may not even be aware of the cost of their total
health premium, employers make hiring and salary decisions based on the total cost of
employment, including both wages and benefits such as health insurance, maternity leave,
disability and retirement benefits.'> They provide health insurance not out of generosity of
spirit, but as a way to attract workers — just like wages. When the cost of benefits rises, wages
fall (or rise more slowly than they would have otherwise), leaving workers bearing the cost of
their benefits in the form of lower wages.'

The uncomfortable arithmetic of this wage-fringe offset is seen in other contexts — for example,
workers bear the costs of workers compensation, and mandated maternity benefits primarily
reduce the wages of women of child-bearing age.'* When it is not possible to reduce wages,
employers may respond in other ways: employment can be reduced for workers whose wages
cannot be lowered, outsourcing and a reliance on temp-agencies may increase, and workers can
be moved into part-time jobs where mandates do not apply. These adjustments are neither
instantaneous nor one-for-one for every person (depending, for example, on wage rigidities, how
much individuals value the insurance benefit, and how heterogeneous the employees’ income
and health are) — a fact that obscures the underlying connection. This also means that the
claimed connection between health care costs and the “international competitiveness” of U.S.
industry is murky at best: higher health costs primarily lower current workers’ non-health
compensation, rather than firms’ profitability (although the same trade-off cannot operate in
retiree health benefits, making their effects more complicated).”

Why, then, do we have a private health insurance system based primarily on policies offered
through employers? There is a preference in the tax code for premiums paid by employers
relative to premiums paid by individuals or direct payments for health care. This tax preference
drives both the predominance of employment-based policies and the prevalence of policies with
low cost-sharing, because care paid for in the form of higher employer premiums comes at a
lower after-tax price than care paid for out-of-pocket. Of course, this tie between employment
and insurance comes at a well-known cost: workers who leave or lose a job risk losing their
insurance or facing much higher premiums, sometimes forcing them to stay in a job to retain
health insurance.'®

This is not to say that there are not important advantages to getting insurance through an
employer instead of on the individual non-group insurance market (especially given the current
state of individual market), including better pricing and risk pooling, The employer market is the
primary mechanism for maintaining cross-subsidization from low-risk populations to high-risk
ones, with tax subsidies adding an element of social insurance (albeit one that is not particularly
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progressive).'” It is these benefits that are the main advantages of access to employer policies,
not the fact that employers nominally pay part of the premium.

EFFICIENT INSURANCE

Greater patient cost-sharing could help improve the efficiency of health care spending, but it is
not a cure-all It is certainly true that first-dollar insurance coverage (that is, insurance coverage
for the first dollar of health care expenditures or insurance with very low cost-sharing more
broadly) encourages use of care with very low marginal benefit and that greater cost-sharing
would help reduce the use of discretionary care of questionable value. But there is also evidence
that patients under-utilize drugs with very high value when confronted with greater cost-sharing
(whether because they lack resources or information). Worse, there is evidence that even §5 -
$10 increases in copayments for outpatient care can result in some patients getting hospitalized
as a result of cutting back too much on valuable care, offsetting the reduced spending.' Capping
total insurance benefits is also short-sighted and imprudent: not only does evidence suggest that
such caps result in adverse clinical outcomes, worse adherence, and increased hospital and ER
costs, but the presence of caps means that patients are not insured against catastrophic costs ~
exactly what insurance is supposed to protect against the most.

There is no reason to think that the optimal insurance structure would look like the typical high-
deductible plan. Rather, it might subsidize high-value care such as treatments to manage
diabetes or asthma, while imposing greater cost-sharing on care of lower value, such as elective
surgeries with limited health benefits. People would choose the insurance plans that offered
them the best benefit mix — trading off higher premiums for plans that covered care of
diminishing marginal value. Of course, what may be valuable to one patient could be wasteful
for another, and the key challenge for ‘value based insurance design’ policies is to differentiate
these cases. Many firms are experimenting with these plans.'® Focusing exclusively on high-
deductible plans that rely on a blunt structure of patient cost-sharing and perfectly forward-
looking patients may forestall the development of even more innovative plans.

This does not mean that competition and cost-sharing have no role in driving higher value
spending, however. Competition between insurers to offer plans that have the mix of benefits
enrollees find most valuable could drive the kind of innovative plans described above. Increased
cost-sharing such as that promoted by high deductible policies coupled with health savings
accounts can also be an important tool for improving the value of care. As the evidence from the
RAND HIE discussed above shows, the low-cost sharing plans fostered by the current tax
treatment of health insurance (which look more like pre-paid health care than true insurance)
promote the use of care that is of limited health benefit. While most spending is indeed done by
people with very high total costs, well-designed cost-sharing programs could still have
substantial effects on spending decisions. Most spending is not done in emergency settings, and
even limited cost-sharing can have an effect on a substantial share of total spending.® This
suggests that carefully designed incentives could have a big effect on improving the value of care

delivered.
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CONCLUSION

We know that our health care system isnot-delivering the consistently high-quality, high-value-
care that we should expect. While there are many open questions in the design of the ideal
system, with millions uninsured and rising costs threatening to swamp public and private budgets
alike, we cannot afford to wait to act.

Focusing on the underlying issues discussed here suggests that the fundamental problems facing
our health insurance system are unlikely to be cured by the extremes of either a single payer
system or an unfettered marketplace. On the one hand, the unregulated marketplace is unlikely
to provide long-run stable insurance. Private insurers will always have an incentive to try to
shed their highest cost enrollees, so without regulatory safeguards even the insured sick will be at
risk of losing the insurance protections to which they are entitled. Private insurance
fundamentally cannot provide the kind of redistribution based on underlying health risk or
income that social insurance can. On the other hand, a single payer system does not
automatically provide high quality care: the provision of low-value care is as pervasive in the
single payer Medicare system as it is elsewhere. Single-payer systems are also slow to innovate
— as suggested by the fact that it took Medicare 40 years to add a prescription drug benefit, long
after most private insurers had done so. Nor do calculations of the costs of a single-payer system
measure the utility loss from forcing people with different preferences into a monolithic health
insurance plan. The private facilities that have sprung up in Canada to meet the demands of
those who want more health care than the public system provides fundamentally undermine the
“single payer” nature of the system.

How one balances these trade-offs is likely driven as much by philosophy as economics, and any
reform will involve tough choices between competing values. Serious reforms would focus not
exclusively on lowering costs, but on increasing the value that we get from health insurance and
health care.>’ Reforms that promoted higher-value insurance could both extend coverage so that
more people benefit from the protections that insurance affords and ensure that those protections
are secure for those who fall ill. These reforms would not be enough to achieve uniformly high-
quality care, however. The frequent failure of the use of best practices and the tremendous
geographic variation in the use of costly care of uncertain medical benefit are often obscured in
the focus on the uninsured. That many nations, including both the U.S. and Canada, struggle
with these challenges suggests that reforms of the payment system alone are unlikely to solve all
of these problems. A comprehensive reform proposal that aimed both to extend insurance
protections to those who lack them and to improve the value of care received by those who are
insured would be more likely to succeed at each goal than proposals that focused on just one.

Thank you again for the opportunity to meet with you. I would be happy to answer any
questions that you might have.
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To the Senate Committee on Finance:

Thank you for the opportunity to participate in the Roundtable on Financing Health Care Reform
on May 12, 2009. Below are my responses to the questions for the record posed by Senator
Cornyn. I have reproduced the questions in italics before each of my answers.

1. The Administration has proposed more than 3600 billion as a “down payment” on an
estimated $1.5 trillion health system overhaul. We 've been told that this “upfront
investment” is required in order to save costs in the long run. Not only does this “spend
more to save more” concept challenge common sense, my understanding of history tells me it
won 't work. 4 Monday article in the Wall Street Journal noted that “In 1965, Congressional
actuaries expected Medicare to cost $3.1 billion by 1970. In 1969, that estimate was revised
to $5 billion, and it actually came in at $6.8 billion... Things have gotten worse since, and
Medicare today costs $455 billion and rising.” The Massachusetts health reform plan has
also come in higher than expected. Dr. Baicker, can you shed some light on what the
economic evidence says about whether or not this $600 billion or $1.5 trillion “upfront
investment” will be any different than what history has taught us? Will universal insurance
reduce or increase health care spending?

I believe that expanding insurance coverage will not fundamentally reduce spending on
health care. While much of the care received by the uninsured is indeed inefficient (such as
emergency department visits that might have been avoided through better preventive care and
disease management), empirical research also demonstrates that insured people consume
more care (and have better health outcomes) than uninsured people.’ Covering the uninsured
is likely to be very good for their health, but will on its own increase, not decrease, total
health spending.

2. We're here today to discuss how to pay for an estimated 31.5 trillion in new spending to
overhaul our health care system. That will be §1.5 trillion on top of what we 're spending
now, which is twice what other industrialized nations spend on a per capita basis. Dr.
Baicker, your testimony mentions the lack of relationship between health care spending and
quality in this country. I am convinced that before imposing new taxes to expand a broken
system, we need to transform our system into one that promotes high value, personalized
care. Are there specific policy solutions regarding the tax treatment of health care that will
get us higher value for our health care dollars?

" John M. McWilliars, Ellen Meara, Alan Zaslavsky and John Z. Ayanian, "Use of Health Services by Previously
Uninsured Medicare Beneficiaries,” New England Jowrnal of Medicine 357, no. 2 (2007): 143-153; Jack Hadley,
John Holahan, Teresa Coughlin and Dawn Milier, "Covering the Uninsured in 2008: Current Costs, Sources of
Payment, and Incremental Costs," Health Affairs {2008): hithaff.27.25.w399.
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Our tax code currently subsidies private health insurance in a particularly inefficient way: the
largest subsidies are reserved for the highest income people with the most expensive policies.
This is not only inequitable, but promotes particularly low-value forms of insurance at the
expense of those who do not have access to even a basic policy. The tax code favors
insurance policies with low cost-sharing. While the protection that insurance provides is
incredibly valuable, these low cost-sharing plans come with the side-effect of promoting
greater consumption of health resources, even when their health benefit is low. The RAND
Health Insurance Experiment (HIE) measured people’s responsiveness to the price of health
care. It found that people who paid nothing for health care consumed 30 percent more care
than those with high deductibles.” This is not done in bad faith, but the increase in care used
can have system-wide ramifications that drive growth in premiums. R&D for new medical
technologies responds to the changes in aggregate incentives driven by health insurance.
There is evidence of these system-wide effects: when Medicare was introduced in 1965,
providers made spectacular investments beds and in high-tech care, and hospital spending
surged over 25 percent in 5 years.®> This suggests that reforming the tax code in a way that
stopped disproportionately favoring these kinds of plans could substantially improve the
value we get from the system. I give more specifics in the answers to the following
questions.

3. American fumilies and American businesses are struggling with skyrocketing health care
costs. As a nation, I do not believe that we can afford to spend 17 percent of our GDP on
health care any longer. One of the options on the table for discussion today is capping the
employee tax exclusion. Beyond just being a revenue source, would such a policy have an
impact on systemic health care costs?

The current uncapped exclusion disproportionately favors those in higher income tax
brackets, those with access to employer policies, and those with the most expensive policies
— which is why so few of the benefits go to those families earning below $50,000.* Capping
the exclusion would both limit the benefits that accrued to those with the most expensive
policies, but also limit the subsidization of ever-more-expensive policies with rapidly
diminishing health benefits. Of course, premiums are driven not just by the generosity of the
policy but also by many other factors (some of which are fixed in the short run), so it is
important to think carefully about the transition any a new system. 1 believe that there are
other options that might have even greater effects on improving value (such as a tax benefit
that did not vary based on premiums, but could be greater for those with higher health risks),
but capping the exclusion would be a step in the direction of higher value.

? Joseph P Newhouse, and the Insurance Experiment Group, Free for All?:  Lessons from the Rand Health
Insurance Experiment {Cambridge, MA: Harvard University Press, 1993).
* Amy Finkelstein, “The Aggregate Effects of Health Insurance: Evidence from the Introduction of Medicare,"
AQuarter[y Journal of Economics (2007)

Sheils, J. and R. Haught {2004). "The Cost Of Tax-Exempt Health Benefits In 2004." Health AfF: hithaff.w4.106.
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4. Some have proposed capping the exclusion based on the value of health care benefits and
some have proposed capping the exclusion based on an individual’s income. Which option
would have a greater impact on getting higher value for our health care dollar and bringing
costs under control?

There are several ways that the tax code can be reformed. I believe that such reforms could
promote higher-value use of health resources while maintaining or increasing the
progressivity of the tax codes. One class of reforms would create a tax benefit that did not
vary based on where people got their insurance or what premium they paid: the tax benefit
would be fixed, and people who had more expensive plans would not receive higher tax
benefits. One of the key advantages of such a “flat” tax credit or tax deduction is that the tax
code would not subsidize more expensive insurance plans relative to cheaper ones, removing
an incentive to get ever-more-costly insurance. (These benefits could also be risk-adjusted —
meaning that they could be higher for individuals with greater health risk — without
undermining this advantage.) The main difference between a flat credit and a flat deduction
is the distribution of the benefits based on income: more of the benefits of a flat credit go to
lower income groups, making the tax code more redistributive and also likely increasing
insurance coverage by more, since more of the benefits would be going to people who are
currently uninsured. Capping the exclusion of health insurance premiums (so that premiums
above the cap would be taxed but those below would not) would have a similar effect on
driving higher-value care for those who would otherwise be above the cap, but would have
limited effect for those below the cap. Basing that premium cap on income would affect the
distribution of taxes paid, and would mean that fewer people would be “above the cap” — the
region in which the subsidy for increasingly low-value insurance was removed. Basing the
cap on income would thus make it less effective albeit more progressive.

Thank you for this opportunity to follow up with you. Please do not hesitate to contact me if I
can be of further assistance.

Sincerely,

fothe o

Katherine Baicker
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Senator Baucus, Ranking Member Grassley, and Members of the Committee. Thank you
for inviting me to present my views on financing health care reform. Views expressed are
my own and do not represent those of the Tax Policy Center or the Urban Institute.

I applaud the committee for its leadership in finding ways to expand access to
health care in a fiscally responsible manner. The latest statistics show that 46 million
Americans were uninsured in 2007. In the current economic downturn, millions more
have likely lost their health insurance either because they have lost their jobs or because
their employer cannot afford to continue offering health insurance. All told, 50 million or
more people in the richest country in the world may lack health insurance coverage

People without health insurance often delay secking medical care when ill, and
when they do visit an emergency room, they often receive substandard care. Those who
have savings can get better care, but at the risk of financial ruin from any serious illness.
And the uninsured impose costs on the rest of society. For example, 1’d like to think that
everyone infected with the HINT virus (“swine flu”) would contact their medical
provider, but people without health insurance often do not have a primary care provider
and will postpone seeking care until they are very ill. This puts them at heightened risk of
death and puts everyone they come into contact with while they postpone receiving care
at risk of infection.

[ especially applaud the committee and the president for insisting that health
reform be accomplished in a fiscally responsible manner. As you well know, health care
costs threaten to bankrupt the nation if we can’t figure out a way to slow their growth and
pay for the government’s growing share. Adding to the government’s unfunded health
care obligations would be reckless and irresponsible.

In this brief statement, I will discuss some issues involved in measuring the
impact of health care financing options, discuss an option to pay for universal health care
coverage with a value added tax (VAT), and examine several incremental options to pay
for all or part of health care coverage expansions.'

Issues in Designing and Measuring the Impact of Health Care Financing Options

One major issue to be addressed in evaluating options to pay for expanding access to
health care is how to assess the distribution of benefits and costs. It is important to look at
the effects of the coverage expansion and the revenue offset together, as a package.
Otherwise, the coverage expansion looks unrealistically good (ignoring the fact that
someone has to pay for it) and the revenue offsets Jook especially bad (ignoring the fact
that they pay for a valuable new benefit).

' The Tax Policy Center has analyzed a number of ways to expand revenues. These estimates were prepared
specifically for this hearing. They are very preliminary and subject to revision. A much more extensive set
of revenue and distribution tables for the options presented here is available on our web site at

http://www taxpolicycenter.org/taxtopics/health_financing_options.ctin.
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Examining tax and spending together should be done whether the health care
expansions are accomplished via tax credits or spending programs. Otherwise there will
be a bias in favor of tax subsidies, which may not be the most efficient mechanism. For
example, a voucher and refundable tax credit may be economically equivalent, but the
credit may result in {ess coverage because tax credits are generally paid after the taxpayer
has filed a tax return, whereas a voucher can be advanced or transferred directly to the
insurer or health provider. There are ways to make tax credits look more like a direct
spending program, but this is often at the cost of unnecessary complexity.

There will be a strong temptation to target new health care expansions directly at
those with low incomes. Obviously, lower-income people most need help in affording
health care, and the current system is heavily skewed in favor of those with high incomes.
And, targeting any subsidies can significantly reduce their cost.

But targeting itself comes at a cost. First of all, tying eligibility to income can

create large implicit taxes: households whose incomes increase may lose eligibility for a
valuable subsidy. Just like direct taxes, the tax implicit in income-testing can discourage
labor force participation or extra work effort, which can undermine efforts to build self-
sufficiency among low-income households. There are also timing problems. Low-income
households often have very volatile incomes. Presumably policymakers want insurance to
be available and affordable when incomes are low, but tax information is only available
with a lag. This raises the possibility that the subsidy may come too late to help a family
in distress.

A better option would be to make health insurance broadly available and pay for it
with broad-based taxes. This carries the political disadvantage of replacing a hidden tax
(income eligibility requirements) with an explicit one, but the explicit program is far
simpler to administer. Everyone is eligible for health insurance, and people pay according
to their ability to do so. It spreads the pain over more taxpayers rather than just on
families who are on the cusp of attaining a moderate income.

VAT to Pay for Health Care

In my view, the best option to pay for universal health care is a value-added tax (VAT).
A value-added tax is basically a sales tax on all goods and services that is collected in
stages from all the producers in the supply chain. Almost every country in the world, with
the notable exception of the United States, has a VAT. TPC estimates that a VAT of less
than 10 percent would be sufficient to pay for health care for all people who are not
currently covered by government provided health insurance (under Medicaid, SCHIP,
Medicare, and veterans’ health programs).

Here are the main advantages of a VAT to finance health care reform:

» [t is the only plausible revenue source that could pay for universal access to health
insurance without very tight targeting by income.
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» Although a VAT by itself is regressive (falls most heavily on those with lower
incomes), a VAT combined with free health insurance is highly progressive.

o Although a VAT by itself might fuel the growth in government, a VAT that is
earmarked to pay for health care would serve as a brake on health care spending
because otherwise the VAT rate would tend to increase.

* Announcing a future VAT would stimulate spending in the short term and help boost
the economy out of the current recession.

e When fully phased in, a VAT would encourage saving (since it is untaxed by the
VAT), which will boost long-term economic growth and provide a cushion against
future recessions.

Table | estimates the cost and required VAT rate to finance providing health
insurance to everyone who is not covered by a government-run plan (Medicaid,
Medicare, S-CHIP, and veterans’ programs). It is assumed that households receive a
voucher whose value equals the cost of insurance for each eligible individual. The
voucher varies by age and gender and may be transferred to an employer who provides
qualifying insurance or directly to an insurer. lnsurers would have to offer insurance to
all applicants to qualify for the voucher (to avoid cherry picking). The voucher would
replace the income and payroll tax exclusion for employer-sponsored health insurance as
well as the income tax deduction for premiums paid by the self-employed.’

We estimate that such a program would cost roughly $600 billion in 2009 (Table
D). The cost would double over the budget period, to $1.2 trillion by 2019, The required
VAT rate, assuming a comprehensive VAT base, would be about 6.7 percent in 2009 and
8 percent in 2019. The rate increases because health spending grows faster than other
consumption. If the rate of growth of health costs could be slowed by 1 percentage point
a year, the VAT rate would increase much more slowly, reaching only 7 percent in 2019.

The VAT plus a voucher is highly progressive (Table 2). The bottom 60 percent
of households would gain far more in health insurance than they would lose from the
VAT. The top 20 percent would pay significantly more on average. Because they spend
so much, the highest-income 0.1 percent would face an average tax increase of $243,0600
over and above the value of the health insurance voucher.

Some low-income households would be made significantly worse off, however,
because they already receive free health insurance and would thus not benefit from the
voucher. This could be rectified by providing a refundable tax credit for every individual.
Table 3 shows the distribution of tax changes assuming a $500 per person refundable tax
credit.” To offset the cost of the tax credit, the VAT rate would have to be 8.4 percent in
2009. Under this option, 60 percent of households would receive benefits in excess of the

* Tax subsidies for flexible savings accounts and health savings accounts should probably aiso be
eliminated, but we lack the data necessary to estimate the effect of those programs. JCT tax expenditure
estimates suggest that their revenue cost is very small compared with the ESI exclusion, so the error from
excluding them is small,

? This is similar to the “prebate™ proposed by advocates of the national retail sales tax (or FairTax). A VAT
is preferable to a sales tax because the latter is very easy to avoid.
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VAT tax paid, and more than 90 percent of households in the bottom 20 percent would be
better off.

The actual VAT rate would have to be higher to account for the IRS’s cost in
administering it and the fact that, like ali taxes, there would be some evasion. Assuming
that the VAT could be applied to a very broad base, a 10 percent rate would probably be
sufficient at the outset to pay for the health insurance voucher and tax credit.

For several reasons, the VAT should probably be phased in slowly. One important
one is that a VAT during a recession would discourage consumption and potentially
deepen the economic slide. However, when the end of the recession is in sight, the
prospect of a future VAT would boost current consumption as people would accelerate
purchases to avoid the tax increase.

That is, the VAT can be a powerful fiscal policy tool, and it could be used in
future recessions. Indeed, the United Kingdom cut its VAT rate in an effort to boost
spending during the downturn. When the economy is fully recovered and the VAT is
fully phased in, it could provide an incentive to save more, which would boost our long-
term economic growth and cushion the effects of future recessions (since taxpayers with
savings need cut their spending by less than those without).

Repeal or Cap the ESI Exclusion

Under current law, employer contributions toward their employees’ health insurance
(employer-sponsored insurance, or ESI) are exempt from income and payroll taxes.
Insurance purchased by self-employed individuals is deductible from taxable income.*
Together, TPC estimates that these provisions will reduce individual income tax revenues
by about $240 billion in 2010 (Table 4).

The ESI exclusion has been very successful in one sense—most working-age
individuals and families get insurance through an employer—but it also suffers from
serious flaws. The subsidy is very poorly targeted. High-income people get federal
income and payroll tax subsidies worth on average more than 35 percent of income,
while low-income households only benefit from the payrofl tax exclusion (and saving on
the payroll tax is a mixed blessing since reduced payroll taxes translate into substantial
reductions in future Social Security benefits for low earners). (Figure 1.) Meanwhile,
premiums are a much, much bigger burden for low-income people than for those with
high incomes. It is no wonder that most low-income workers do not get ESI and many are
uninsured.

* In addition, contributions to flexible spending accounts (FSAs) to pay for the employer portion of health
insurance premiums and out-of-pocket expenses are also excluded from income, as are are retiree health
insurance, supplemental insurance, and contributions to Health Savings Accounts. Lacking data, we did not
model these provisions. Those tax expenditure are dwarfed by the exclusion for ESI, so this omission is
unlikely to substantially affect our estimates.
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The open-ended subsidy encourages employees to demand more generous
insurance, which contributes to the rapid growth of health care costs. Individuals who
have to pay little or nothing out of pocket for medical care are likely to overconsume
such services.

The ESI system is especially burdensome for small employers and their workers
since insurance typically costs much more for small than for large groups, and it can
become prohibitively expensive if one worker in a small group experiences an expensive
medical condition. Tying insurance to employment means that a job loss can lead to loss
of insurance. COBRA and tax credits for workers who lose their jobs are aimed at
mitigating this effect, but many workers fall through the cracks. And there is little
recourse for a worker whose employer stops offering insurance in response to a decline in
profits—Ilikely a significant problem now.

Eliminating ESI would raise a lot of revenue-—an estimated $240 billion in 2010
and over $3.5 trillion over 10 years (Table 4). This policy would be undesirable as a
stand-alone measure because tens of millions of Americans would likely lose their health
insurance. However, as a way to finance universal access to health care with a more
progressive subsidy mechanism (as proposed by both Senator McCain and President
Obama), this option has much to recommend it.

Alternatively, the exclusion could be capped. We estimated the effect of two sets
of options. Under one variant, the exclusion would be capped at the average cost of
health insurance in 2009, which we estimate to be $5,370 for single coverage, $10,227
for single plus one other person coverage, and $13,226 for family coverage. If those caps
are held fixed in nominal terms, the option would increase income and payroll tax
revenues by about $1.1 trillion over 10 years. Initially, few people would be affected—
only 30 percent of households would pay higher taxes in 2010. However, because health
care costs grow fast, by 2019, 43 percent of households—virtually all of those with ESI
coverage—would be paying higher taxes. The actual effect of the policy and the
distribution of winners and losers will depend on how the revenue gained is used.

We also show estimates assuming that the cap grows with at rate of overall price
inflation (CPI) and at the rate of health care costs inflation. These options would
reducei0-year revenues to $848 billion and $165 billion, respectively. The number of
people who would face higher taxes would also decrease.

In isolation, a cap would reduce the number of people with ESI. It would also
disproportionately affect those who live in high-cost areas, those who work for small
firms, the self-employed, older workers, and people with poor health since they all tend
to face higher premiums. It would be feasible, although not easy, to adjust the caps for all
these factors, but we do not have sufficient information in our tax model to estimate the
effect of such a cap. One option might be to set up a publicly sponsored market, like the
Federal Employees’ Health Benefits Program, where anyone could purchase inexpensive
insurance and tie the cap to the cost of such insurance in each market.
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Both repeal and caps on the ESI exclusion are very progressive because higher-
income people are much more likely to get ESI than those with lower incomes, and their
tax savings are greater because they are in higher brackets.

A less draconian variant would be to cap the ESI exclusion and deduction for the
self-employed at the 90th percentile for premiums. At this premium level, 90 percent of
households with ESI get insurance with lower premiums. We estimate the 90th percentile
premiums to be $6,004 for single coverage, $11,974 for single plus one, and $15,290 for
family coverage in 2009. Table 4 shows that the revenue raised with the higher caps
would, not surprisingly, be smaller, but still substantial. For example, with an unindexed
cap, the option would raise almost $500 billion over 10 years, even though few would be
affected initially.

Other Financing Options

We examined a number of other options to raise significant revenue to help finance
health care reform (Table 5). The first option would replace itemized deductions with a
15 percent tax credit for those who choose not to take the standard deduction. The
rationale for the change—as with the Obama administration’s proposal to limit the
benefit of itemized deductions to 28 percent—is that itemized deductions largely
represent subsidy programs rather than adjustments in the ability to pay tax. Thus, there is
no good reason in principle to provide a larger subsidy rate for donations to Princeton by
a millionaire than for donations to a house of worship by a lower earner.’ The president's
proposal, however, is quite complex. It is effectively an “alternative maximum
deduction.”

A nonrefundable 15 percent credit would raise $141 billion in 2011 and $1.5
trillion over 10 years compared with current law. If refundable, the credit would raise
revenues by $113 billion in 2011 and $1.3 trillion over the budget period. The proposal,
however, would generate opposition from charities, home builders, realtors, and state and
local governments, all of which benefit from the current arrangement.

Two options would increase payroll taxes. Option 3 would increase the Social
Security payroll tax rate on both employers and employees by 1 percentage point. It
would raise $101 billion in 2011 and $1.1 trillion over 10 years. Option 4 would
eliminate the earnings cap on earnings subject to Social Security tax. It would raise about
$944 billion over 10 years. Option 4 would affect only relatively high-income people,
whereas option 3 would affect those with modest incomes. All would raise marginal tax
rates on work. Also, the revenues gained in the short run from Option 4 would be
partially offset by higher Social Security benefits paid when the affected workers retire.

Option 5 would reduce the rate at which income tax parameters are indexed for
inflation by 1 percentage point. (CBO considered an option to cut the CPI by about 0.3
percentage points.) The rationale is that the CPl overstates the effect of inflation on living

¥ Some miscellaneous itemized deductions actually do represent costs of eaming income and probably
should be allowed as a deduction. .
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standards if price changes are not uniform. People substitute away from higher-priced
items in favor of those with smaller price increases, which reduces the impact of
inflation. The drawback is that more and more people would drift into higher tax brackets
over time—a phenomenon known as bracket creep. This proposal has the advantage of
raising ngore and more revenue over time—3$54 billion in 2019 versus less than $8 billion
in 2011,

® The revenue gained is significantly more under the administration’s baseline because the AMT parameters
would be indexed under that baseline. Thus, a proposal to reduce the rate of indexing raises revenues under
both the ordinary income tax and under the AMT. Under current law, the AMT is not indexed and those on
the AMT would be unaffected. Also, many more people are subject to the AMT under the current law
baseline.
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My name is Stuart Butler. I am the Vice President for Domestic and Economic Studies at
The Heritage Foundation. The views I express in this testimony are my own, and should
not be construed as representing any official position of The Heritage Foundation.

There is broad agreement on the broad goals of health reform. We all want to achieve
significant progress this year towards the vision of an America in which everyone has
coverage that is adequate, accessible, and affordable — to households and to the nation ~
and portable.

Coverage Issues to be Resolved

Two major landmines on the road to consensus. Those of us who agree on the
goals are making good progress towards resolving the “engineering questions” to achieve
the agreed objectives. I will discuss some of these together with a broad outline of how I
believe Congress can achieve a broad consensus for action on coverage. But [ am very
concerned about two proposals that have entered the picture: a “competing” public plan
and a federal health board. These are like nuclear landmines on the road to broad
agreement. They could be lethal to the prospects for consensus and even to the passage
of any significant legislation.

Some say that within an exchange there must be a default plan that will be a “safe
harbor,” and that plan should be a public plan — perhaps one modeled on Medicare. But
it is important to remember an old sporting adage — if the umpire works for one of the
teams you should be suspicious of the score. The simple fact is that if the government is
sponsoring a competition within an exchange, and also is the owner of one of the plans,
there can be little doubt that the rules and regulations promulgated by Washington will
favor the government-sponsored plan. A “competing” public plan as a choice will
inevitably become a public plan for all, and is unacceptable. Fortunately, as I note below,
there are alternatives to achieve the same stated purpose.

A powerful federal health board could also undo any consensus. It’s one thing to have
a body to spur and distribute cost-effectiveness research, as the new Federal Coordinating
Council for Comparative Effectiveness Research will do. It’s quite another to have a
board, as others have urged, that is not really answerable to anyone and starts to
determine how medical care is to be provided. To be acceptable, any such board must
not be a monopoly of information — other clearinghouses should be established in the
private sector. And it must not promulgate rules for coverage and professional conduct in
the private sector.

There are other coverage issues to be resolved, where I believe agreement is quite
possible.
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A benefits package. If we are to assure Americans of adequate coverage, we must of
course define in some way what that level and type of coverage actually is. That leads
some to insist that future coverage, and perhaps existing plans, must include a specific,
federally determined comprehensive benefits package. But others point to the dangers in
that approach. There will be provider pressure on Congress to add services to the
mandatory package, for instance. And many Americans will face the sticker shock of
plans that contain expensive benefits they do not need or want.

The selution would be to copy the approach used in the program covering members of
Congress. The Federal Employees Health Benefits Program (FEHBP) not only does not
include a public plan, but it also does not have a standard benefits package. Instead it
simply requires plans to include broad categories of coverage, such as emergency care
and major medical, and allows plans to offer a variety of benefits within these categories.
This approach can and should be the basis of any subsidized benefits package developed
by Congress.

A Health Insurance Exchange. There is broad support for the concept of a health
insurance exchange to improve the functioning of a competitive market for plans. Such
an exchange would, among other things, aggregate premium payments to simplify and
reduce the costs of insurance transactions, set broad marketing rules, and provide a
source of standardized plan information to help facilitate plan choice. (These are all
functions carried out by the FEHBP). In addition, exchange operations would dovetail
with state actions to organize insurance pools, including perhaps high-risk pools for
expensive enrollees, and with risk adjustment or reinsurance systems as methods to
distribute risk and reduce adverse selection. In keeping with this model of an exchange,
it should not set benefits, payment rates or premiums.

But should an exchange be at the national level, or at the state level, and should there be
overlapping exchanges?

A national exchange may seem attractive but it is accompanied by many problems. In
particular, there could be a mismatch between national rules and the pooling, risk pool
and even existing exchanges (e.g. in Massachusetts) at the state level. It would also be
difficult for states to explore creative approaches for delivering efficient coverage if they
always had to comply with national rules.

The solution would be for the federal government to do two things. First, set out broad
objectives for exchanges, and allow states to propose designs for state or regional
exchanges to be certified by the federal government. That would enable a state like
Massachusetts to continue its Connector, and other states to develop exchanges that best
fits their situations. And second, the federal government could provide technical
assistance and perhaps develop a plan information system to be used by all states.

While single risk-adjustment mechanisms would have to arranged to cover particular
geographic areas, that is not true of exchanges. Since exchanges provide a set of services
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to enrollees, permitting competing exchanges would sharpen customer service. But even
if Congress or a state chose to set up non-overlapping exchanges, it is important to allow
organizations offer “Expedia-style” navigation, advisory and enrolment services tailored
to the needs and preferences of Americans. Thus even if an exchange has monopoly
status, it should be required by law to provide plan information and access to the
enrolment to such organizations.

Mandates. The issue of coverage mandates has become increasingly divisive. Some
argue that the only way to achieve near universal coverage is to make people buy
insurance, and others claim that the only way to maintain a stable insurance pool that
includes healthier individuals is through a mandate. Another line of argument is that
employers should pay their “fair share” towards coverage through a mandate to provide
some specified level of coverage.

Both forms of mandate are problematic and pose threats to a consensus on coverage. An
emplover mandate is damaging because it continues the illusion that employers actually
pay for a worker’s insurance. But in reality health insurance is just one element of total
compensation and “employer-provided” insurance just means there is more compensation
in that form and less employer-provided cash income. So an employer mandate is
nothing more than a hidden way of making employers pay for their own coverage. It is
not a true subsidy, and it is regressive.

An individual mandate also poses problems. Even those who agree in principle that
individuals should take responsibility for their coverage worry that individual mandates
force people to buy something they may not want and cannot afford. They also worry
that such a mandate will open the door to requiring a government-designed coverage.

The solation would be to encourage voluntary coverage in two ways, and to see how
close to full coverage we get before we consider prosecuting people for not buying
insurance.

The first way to do this would be to reform the subsidy system as part of overall reform.
The inability to afford available coverage is the major reason working families are
uninsured. Policy analysts, as well as members and staff on both sides of the aisle,
recognize that the current tax benefits for coverage provide large subsidies for affluent
Americans and little or no help for lower-paid working families. The capping or
elimination of the tax exclusion and replacing it with tax credits to help lower-income
taxpaying families better afford coverage, is thus a critical step.

The second step would be to make automatic enrollment in private plans the default for
working families. In this arrangement, working families would be automatically signed
up to the employer’s plan or to one of a group of plans chosen by the state and would
have to actively decline coverage if they did not want it. It turns out that default
enrollment sharply increases sign-ups for pension plans. Inertia is very powerful.
According to John Sheils at Lewin, auto-enrolment with more rational subsidies could
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boost insurance sign-up rates to above 85%. Peter Orszag has also raised the importance
of this feature of behavioral economics in the health field.

The Future of ESI. There are huge gaps in the employer-sponsored insurance (EST)
system. Many smaller employers do not even offer coverage. So we do face a
momentous policy choice. Do we try to expand coverage by somehow encouraging or
forcing more employers to provide coverage, such as though mandates (with the
problems noted above) or subsidies to firms? Or do we rethink the future role of
employer in health care, at least in the case of smaller firms?

I believe the right foundation for wider coverage in the future is not employer-sponsored
insurance. There is a reason America is unique in trying to maintain such a system - it
does not work for an increasing number of Americans. Artificially tying the sponsorship
of insurance to the place of work (which is kept in place mainly by the discriminatory tax
exclusion) means a family’s coverage depends on the preferences, knowledge and
economic fortunes of the employer. And it inhibits portability of coverage. If we were
starting anew, we would never tie this crucial part of family well-being to the place of
work.

The solution, however, does not mean overlooking some advantages of employment-
based insurance, nor does it mean closing down successful employer-based plans.
Instead, it means two things.

First, it means creating a parallel system of plans available through health exchanges,
with the same tax benefits available to those enrolling in such plans as are enjoyed by
those with traditional ESI (ideally with the tax reforms described earlier). To avoid any
damaging disruption to existing, successful ESI plans, each employer currently offering
insurance would decide if his/her workers would continue with their ESI or obtain
coverage through the exchange. Workers not offered ESI could choose from the
exchange plans.

Second, all employers in the future would function as facilitators of insurance. In other
words, people typically would sign up for coverage at the place of work — even though
many employers would not sponsor coverage — much as they sign up for tax withholding
or make contributions to 401 (k) plans, or congressional staff sign up for their chosen
FEHBP via their member’s office. In most cases employers would institute a payroll
deduction system and send premiums to the exchange for distribution to the chosen plans
(much like the mechanism used in the FEHBP). If an automatic enrolment system were
in place the employers would administer that for most working-age families.

State innovation. Our system of federalism is intended to allow states to determine
the best ways to achieve objectives we share as a nation, as well as to innovate, thereby
appropriately limiting the role of the central government and fostering creative diversity.
We value that principle of federalism in such areas as education and welfare. It is
important to utilize it fully in health care. But to do so we would need to marry the
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national goals we set with a procedure to enable states to try innovative approaches to
reach those goals.

The solution is for Washington to identify the broad goals of a health system and to
encourage states to devise the best ways to achieve those goals. That can be done in a
bold way by making it possible for states to obtain congressional approval for significant
changes in existing laws and programs — i.e. by granting the states waivers from federal
laws, not just from regulations — so that they can restructure programs and try creative
ways of expanding affordable coverage. Three bipartisan bills were introduced last year
to permit such state-based experimentation — the Health Partnership Act (8.325), the
Health Partnership Through Creative Federalism Act (H.R. 506), and the State-Based
Health Care Reform Act (S. 1169). These bills would provide temporary waivers, and in
some instances federal grants, for an experimental period. Depending on how successful
the state was in reaching agreed outcome measures that period could be extended. I
worked together with Henry Aaron of the Brookings Institution developing this bipartisan
concept of creative federalism. Our proposal is designed to permit not only insurance
exchanges but other innovative proposals as well, and to encourage reasonable ideas from
across the spectrum to be tried and compared in order to find the best answers to the
challenge of uninsurance.'

Charting a Way Forward

How might these elements come together in a health strategy this year to achieve
substantial progress towards portable coverage that is adequate, affordable, and
accessible?

The Federal Role

e Congress establishes the overall national objectives of coverage, including the
general categories of coverage. These would serve as the benchmarks for state
action.

* The federal government establishes a set of metrics to guide state action and to
evaluate their success. These would include such measures as the reduction of
uninsurance levels among categories of residents, and mileposts for quality and
affordability improvements.

¢ The federal government establishes a default or fallback coverage mechanism for
states that chose not to design a plan to meet the national goals, or whose proposals or
performance fell short. This might take the form of allowing residents in these states
to obtain coverage through the national FEHBP plans, using a separate pool. In

! See Henry J. Aaron and Stuart M. Butler, “A Federalist Approach to Health Reform: The Worst Way,
Except For All Others,” Health Affairs, May/June 2008.
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addition, as an alternative to a public plan, the federal government and state officials
could negotiate with the national FEHBP plans or other major insurers to offer
benchmark private plans in each state. But the aim is to encourage states to take
action, and so adopting the fallback should not mean states merely transfer costs to
the federal government.

The federal government provides technical assistance and start-up grants to facilitate
state exchanges and risk adjustment mechanisms to reduce adverse selection while
making affordable premiums available in the state.

The federal government provides a modest tax credit for smaller firms to set up a
payroll reduction, premium payment and automatic enrolment system for their
employees. Firms could use this system either for employer-sponsored insurance or
to enroll employees in a state-designated default plan or a chosen exchange plan.

The federal government establishes “creative federalism” procedures to permit a
state to propose ways of achieving the national goals for coverage through an
alternative strategy involving the suspension or alteration of existing laws and
programs.

The federal government enacts a tax reform/subsidy system to completely or partially
replace the current tax exclusion and Schedule A deductions for health care
insurance. A pon-refundable credit would be available to taxpayers, financed from
limiting the exclusion and deductions, and a refundable credit or equivalent
subsidy for others financed by savings in programs.

The State Role

States design approaches, or accept the federal fallback, to meet the goals of
accessibility (including underwriting and issuance rules to achieve continuous
coverage); adequacy (the FEHBP benefit categories); affordability (including a
negotiated FEHBP or other benchmark plan); and portability (including an exchange
or similar mechanism).
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The Heritage Foundation is a public policy, research, and educational organization
operating under Section 501(C)(3). It is privately supported and receives no funds from
any government at any level, nor does it perform any government or other contract work.

The Heritage Foundation is the most broadly supported think tank in the United States.
During 2008, it had nearly 400,000 individual, foundation, and corporate supporters
representing every state in the U.S. Its 2008 income came from the following sources:

Individuals 67%
Foundations 27%
Corporations 5%

The top five corporate givers provided The Heritage Foundation with 1.8% of its 2008
income. The Heritage Foundation's books are audited annually by the national accounting
firm of McGladrey & Pullen. A list of major donors is available from The Heritage
Foundation upon request.

Members of The Heritage Foundation staff testify as individuals discussing their own
independent research. The views expressed are their own and do not reflect an
institutional position for The Heritage Foundation or its board of trustees.
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1 am John 1. Castellani, President of Business Roundtable, an association of chief executive
officers of leading U.S. companies with $5 trillion in annual revenues and almost 10 million
employees. On behalf of the Roundtable, | am submitting this testimony for the Committee’s
review. Member companies comprise nearly a third of the total value of the U.S. stock markets
and represent over 40 percent of all corporate income taxes paid to the federal government.
Collectively, Business Roundtable companies returned $114 billion in dividends to shareholders
and the economy in 2006. Business Roundtable appreciates the invitation to participate in the
roundtable discussions and looks forward to working with Chairman Baucus, Senator Grassley
and other Senators on this Committee, in discussing ways to improve our health care system so

that all Americans can have access to affordable health care coverage.

As the provider of health coverage to almost 35 million Americans, Business Roundtable
companies play a significant role in helping American workers and their families obtain medical
care. Health care costs are a key issue for us as they are inhibiting job creation and damaging
our ability to compete in global markets. They are also imposing a major strain on the
household incomes of many Americans. In these times of financial insecurity, maintaining jobs
and retaining the health care benefits is an enormous strain for many Americans. We believe
health care reform should be addressed now as we work our way through these difficult

financial times.

Divided We Fail

We appreciate the opportunity to be here today with our colleagues involved in Divided We Fail
(DWF). Together, we have called on Congress to enact bipartisan health care reform. DWF
represents more than 50 miilion people; this organization includes Business Roundtable, AARP,
the Service Employees International Union {SEIU) and the National Federation of Independent
Business {(NFIB). The group was launched over two years ago to call on Congress to enact
bipartisan health care reform and to improve the long-term financial security of all Americans.

We have principles that we believe all Americans should have access to affordable health care;
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that wellness and prevention efforts should be priorities; and that a focus on long-term care is

necessary.

On long-term financial security, we believe Social Security must be strengthened, there should
be financial incentives to save, and we need to provide all Americans with the tools to help
manage their finances. DWF provides constructive input on the changes that are needed on
health care reform. Most Members of Congress have joined in our pledge, along with more
than one million Americans. And, we have worked together in support of various pieces of

legislation.

Health Care Reform
Today, all employers make difficult economic decisions about whether to offer health insurance
and face enormous increases year after year. For employers with 200 or more employees, over

98 percent offer health benefit coverage. But the cost pressures are tremendous.

First, one-sixth of our economy is spent on health care. In 2007, total national health
expenditures were expected to rise 6.9 percent — two times the rate of inflation. Totat
spending was $2.3 trillion in 2007, or $7,600 per person. Total health care spending
represented 16 percent of the gross domestic product {GDP). U.S. health care spending is
expected to increase at similar levels for the next decade reaching $4.2 trillion in 2016, or

20 percent of GDP.

Second, over 177 million Americans get health insurance coverage through their employer. We
must build upon our employer-based system. Today, 55 percent of private sector employees
get their coverage through “self-insured” plans; 45 percent receive benefits through the “fully-
insured” market. However, there are many Americans who do not have health insurance

coverage.
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Finding ways to expand health coverage, with balancing the impact of any reforms on those
who do have coverage, requires deliberate discussions. As a society, we cannot afford to put
$1 trillion in subsidies into a health care system that is flawed. We need broad reforms that

meet four key objectives:

1. Creating greater consumer value and efficiency in the health care marketplace;

2. Providing more affordable health insurance options for all Americans;

3. Placing an obligation on all Americans to have health insurance coverage and
encouraging all Americans to participate in prevention and chronic care programs; and

4. Offering assistance to uninsured, low-income families to meet their obligation.

Health Care Reform — Business Roundtable's Principles

Today, these four principles are the building blocks of Business Roundtable’s plan for improving
the health care marketplace for all Americans. In September of 2008, we released a document
entitled "Health Care Reform in America: A Business Roundtable Plan." We all recognize that
the American health care system is among the best in the world. However, the high cost of
health care imposes an enormous burden on all Americans — raising the cost of health coverage
for those who have coverage and those who do not have coverage. Business Roundtable
supports policies that will provide greater accountability, enhance efficiency, and create value

for all consumers of health care services.

We have had many discussions with the Committee about ways to create greater value in our
health care system. And, we applaud your commitment to identify options that are key to the

success of reform. We support:

¢ Continued adoption of uniform, interoperable health information technology standards
and incentives to use health information technology;
* Dissemination of consumer information on the cost and quality of health care and

comparison of the effectiveness of health care services and supplies; and
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e Promotion of changing payments by public and private payers, including Medicare, to

reward value of services provided, not volume.

in addition, Business Roundtable strongly urges that any plan adopted by Congress reinforce
the existing employer-based system through which Americans currently receive health benefits.
The federal ERISA statute that governs these plans gives employers the flexibility to design and
finance plans that meet their employees’ needs — a system that has proven successful in making
coverage widely available to workers. Tampering with this law at this time could cause massive

dislocations for those 132 million Americans who have private workplace coverage.

When it comes to heath care reform, the federal Employee Retirement Income Security Act, or
ERISA, isn't broken and does not need fixing. What is broken is that there are 45 million
Americans without insurance coverage — because their employers don't offer it, they don't elect
it, they can't afford it, they don't enroll in programs where they are eligible, or they can't get it
in the private marketplace. We must address this issue now. Let me provide more detail about
our principles on health care coverage and subsidies for those who are low-income and

uninsured.

Providing More Affordable Health Iinsurance Options for All Americans

Over 177 million Americans obtain health insurance coverage through their employers — almost
133 million through private employers. Almost all private employers offer plans that are
governed under ERISA. This law establishes fiduciary requirements, administrative
requirements, and procedures to resolve problems in the plans. We encourage the Senate
Finance Committee to continue supporting this federal framework for those employers who
offer their employees health care benefits. We need flexibility to continue offering innovative
benefits for our employees. This is the primary benefit of ERISA for employer ~ flexibility in
offering our employees the benefits that they need, that we can afford, and that are consistent

across-state lines.
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Many Americans, who do not have access to employer-sponsored coverage, must rely on the
health insurance marketplace for their coverage. The structure of the market itself is state-by-
state. This marketplace has become inflexible, is overly prescriptive, creates market
segmentation, and is afflicted with dueling mandates, rules and regulations. We believe that
there should be national rules governing the insurance marketplace that could be enforced by
the state. Certain state rules, such as state solvency requirements and consumer protections,
would continue to apply. This would allow for greater consistency in applying other rules, such
as rate setting, guaranteed issue requirements, and risk adjustments and reinsurance issues

would need to be explored.

We need a better marketplace for all Americans to get affordable and portable health
insurance coverage. We would like to work with you on finding the right balance for individuals
who do not have coverage through their employer or to help small employers find affordable

coverage for their workforce if they choose to offer benefits.

Placing an Obligation on All Americans to Have Health Insurance Coverage

While many Americans do have health insurance coverage through their employer, mitlions of
Americans do not have coverage at all. At Business Roundtable, we have been educated on
who are those Americans who do not have health insurance coverage. Today, there are some

45 million Americans who do not have coverage.

e 4.7 million are college students;

e Just fewer than 10 million are non-citizens;

e About 11 million are currently eligible for public programs, such as Medicaid and SCHIP,
but they have not enrolled; and

* More than 9 million have household incomes over $75,000, yet they do not purchase or

elect employer-sponsored coverage.
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We believe a "one-size-fits-all" solution will not work because this group is far from monolithic.
For many of these Americans, obtaining coverage isn't so much financial, as it is structural. We
need to have a competitive system that provides Americans with affordable options that are
suitable for their families. However, we believe that all Americans should have health

insurance coverage - as an obligation through auto-enroliment or some other mechanism.

For example, we support the concept of auto-enrollment by individuals who are eligible for
benefits. Many large employers auto-enroll their employees into employer-sponsored health
insurance coverage. This could be a way to ensure broader coverage for many of those who are
not electing. Other ideas that have been discussed include imposing a penalty for those who
can afford insurance, but do not elect coverage. We are open to suggestions so that we can

achieve broad coverage.

We also support encouraging all Americans to participate in employer- and community-based
prevention and chronic care programs. Many Business Roundtable employers offer prevention
and chronic care programs to their employees and there are many worthwhile efforts in which

Americans can participate. More needs to be done to educate and encourage participation.

Offering Health Coverage and Assistance to Low-Income, Uninsured Individuals and Families
For some low-income uninsured families, health care coverage is unaffordable. We believe that
the government should provide financial assistance so that low-income individuals and families
can purchase coverage from the private market. These targeted subsidies would be funded
from the cost efficiencies in improving the health care marketplace and by expanding the
number of lives that are covered by the less fragmented health insurance marketplace. We
want this assistance to be used either in the newly established health insurance marketplace or
by paying the individual's portion of the premium if they are eligible for employer-sponsored

health insurance coverage.
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Health Care Reform Cautions
While there are a lot of positive opportunities to create the right balance between improving
the delivery system and expanding coverage, we do have some cautions that we want to share

with the Committee.

First, we urge the Committee to proceed cautiously in discussions about minimum or essential
benefit packages, especially as it applies to employer-sponsored coverage. The state mandated
benefit laws have increased costs in the states and limited choice in plan offerings. Large
employers have innovative plan designs that promote wellness and health promotion, chronic

care services and other necessary benefits.

Second, we are very concerned about “public plan” proposals that would compete in the
private marketplace. We do support national rules to create a more competitive and affordable
insurance marketplace for individuals and smali businesses. We believe that you must tackle
issues relating to transition that will expand the availability of these affordable options over

time.

Conclusion

e We want to work with you on finding solutions — and our plan is also to use the power
of the market to drive down costs, drive up quality and improve access to health care
for all Americans. All ideas are good and we want to discuss the pros and cons of each
idea ~ but we know that this legisiation will require individuals, employers, providers,
insurers, and the government to participate in finding the right balance in sharing the
responsibility and successes of health care reform. We want to work with you, and all
Members of this Committee, to find realistic solutions to improve our current

fragmented system.
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e QOur principles and ultimately your proposal must emerge from the uniquely American
principles that drive our economy: competition, innovation, choice and a marketplace
that serves everybody. We want to work with you to find practical, common sense

solutions.

Thank you for the opportunity to participate at the roundtable.
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Thank you for the opportunity to participate in this roundtable discussion on
health insurance coverage and the challenge of ensuring access to quality and
affordable coverage for all Americans. | am Gary Claxton, a Vice President of the
Kaiser Family Foundation, and Director of the Foundation’s Health Care Marketplace
Project. The Kaiser Family Foundation is a non-profit, private operating foundation that
provides facts, information and analysis about the major health care issues facing the
nation. Our work documents the public’s continuing concern about access to and the
cost of health insurance, as well as the health and financial consequences for those
without adequate coverage.

A recent Kaiser poll shows that a majority of Americans continue to support
health reform despite extremely difficult economic conditions. A majority of the public
(59%) believes health care reform is more important than ever, compared with the 37%
who say we cannot afford health reform given the serious economic problems facing the
country.! Respondents expressed support for a variety of approaches to expand
coverage, including expanding public programs for the poor and requiring individuals to
have health insurance with financial assistance for the poor (Exhibit 1). These findings
suggest that, with a depressed economy and rising unemployment, people understand
that their access to affordable health care is fragile. The support for reform also may
reflect people’s experiences with the cost of medical care. Almost 3 in 10 (29%) of poll
respondents reported that they or a member of their household did not fill a prescription
because of cost, and 27% reported skipping a recommended medical test or treatment.
Roughly a quarter said that in the past year they or a family member had problems
paying medical bills; this percentage rises to more than 40% among people who are
uninsured, report fair or poor health, eamn less than $30,000 per year, are African
American, or have put off health care due to costs.

Exhibit 1: Public Supports Many Ways of
Expanding Coverage

Now I'm going to read you some different ways to increase the number of
Americans covered by health insurance. Please tell me if you would favor or

oppose each option. 14 ( £ tlowing:
Strongly favor Somewhat favor
Expanding Medicare to those o7,
uninsured who are ages 55 to 64 53% 28%
Expanding state government 51% 26%
programs for low income people
Requirng all Americans to have heaith insurance, 48% 24% S
with financial help for those who can’t afford it S
Requiring employers to either offer heakh 48% 27%
insurance or pay money into 2 government pool © i
Offenng tax credits to heip people
buy private health insurance 38% 3%
Creating a government-administered public
health insurance opticn similar bo Medicare* 35% 32%
Creating a public heaith insurance i
option simiiar to Medicare* 4% : 33%
Having all Americans get their insurance " o
from a single government plan 9% 9%

Note. Viarious iters based on half sampbes. Asterisked tems were asked of separate haif samples.
Source: Katser Famly Foundation Heakth T7acking Foil{conducted Apr 24, 2009)
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Research demonstrates that health insurance is a key link to ensuring that
people receive the health care they need when they need it.? Having coverage helps to
improve access to basic primary and preventive care and lowers the likelihood of
postponing or foregoing needed care and medications due to costs. It helps to promote
more stable health care arrangements leading to early detection and preventive care.
The uninsured use fewer preventive and screening services, are sicker when
diagnosed, receive fewer therapeutic services, have higher mortality and disability rates,
and lower annual earnings because of poorer health than those in better health.®* The
uninsured are less likely to have a usual source of care and be connected to the health
care system for ongoing preventive and primary care. They are also less likely to
receive critical screening services that could lead to early detection and better treatment
options for cancer.* On all measures, those with health insurance have better access to
care than the uninsured.

More than 45 million people do not have health insurance, and millions more
have coverage that does not protect them from high medical costs if they become
seriously ill. Extending access to meaningful coverage to all of those without it is an
enormous challenge and will mean addressing several difficult issues. The primary
issue that will need to be addressed is the cost of coverage. About two-thirds (66%) of
the uninsured in 2007 were in families with incomes below twice the federal poverty
level (or $42,400 for a family of four in 2007), and another 17% had family incomes
between two and three times the poverty level (Exhibit 2). Health insurance is
expensive — the average premiums for employer-sponsored coverage in 2008 were
$4,704 for single coverage and $12,680 for family coverage® — which means that many
of the uninsured will not be able to afford health insurance without significant financial
assistance. Although current premiums for nongroup coverage are much cheaper and
apparently more affordable than group premiums, the costs in the nongroup market
reflect the better than average health of non-group enrollees (coverage is underwritten
for health) as well as the relatively high cost sharing and coverage limitations that
characterize many policies in that market.® Analysis by researchers at the U.S.
Department of Health and Human Services (HHS) found that in 2003, over half of
nonelderly people (53%) with nongroup coverage were in families with out-of-pocket
health spending for premiums and cost-sharing that exceeded 10% of their disposable
income, including 21% in families where out-of-pocket spending exceeded 20% of
disposable income.” While premium payments, which nongroup enroflees must pay
entirely out-of-pocket, were an important factor in this out-of-pocket burden, higher out-
of-pocket spending for health services aiso contributed. About 13% of people with
nongroup insurance were in families where out-of-pocket spending for medical services
exceeded 10% of disposable income, including 6% with family out-of-pocket spending
for medical services that exceeded 20% of disposable income.? This raises the
question of whether the out-of-pocket liability associated with current nongroup
coverage would provide sufficient financial protection and access to services for the low
and moderate income families reform proposals are trying to reach.®
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Exhibit 2: Characteristics of the Uninsured
by Family Income, 2007

400% FPL and
Above
10%

300-399% FPL

8% 100% FPL

36%

200-299% FPLY
17%

100-1989% FPL
28%

Total = 45 million uninsured

Note The federat poverty level was $21,203 for a famiy of four in 2007
Seurce XCMUfUrhan Insttute analygs of March 2008 OPS

A second issue is assuring that health insurance provides the range of services
that people need and protects them from too-high out-of-pocket costs when they need
care. While having insurance is clearly better than being uninsured, the scope of
currently available health insurance coverage varies widely across plans and can result
in costs and limits that leave some of the insured ill-equipped to afford the care they or a
family member needs.

In order to understand more about the circumstances and the financial and
health care challenges facing low- and middle-income working families, the Kaiser
Family Foundation interviewed the heads of household in 27 diverse working families
across the U.S. in the spring of 2008 to learn more about their ability to pay for health
care.'’ We found that out-of-pocket costs can be steep even for families with private
coverage. Families that had private coverage through their jobs or had purchased it on
their own, in several cases, faced copayments, deductibles, and out-of-pocket costs for
care not covered by the insurer that posed a severe financial strain. While copayments
for prescription drugs and doctor visits were often nominal on a unit basis, families who
had ongoing or multiple needs were confronted with large cumulative costs. Deductibles
reaching as high as $6,000 exposed some families to medical costs their budgets could
not absorb, resulting in large medical debts. When private insurers limited coverage, as
for mental health care or prescription drugs, or excluded particular services, such as
dental care, families — although insured — were uninsured for this care, and like the
uninsured, avoided seeking care due to cost.

One of the clearest examples of the holes in health care coverage is the
experience of families where cancer has taken a toll. The majority of cancer patients
under age 65 have private health insurance. Yet, despite having private heaith
insurance some face high health care costs that can put both their treatment and
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physical and financial well-being at risk. In our 2006 Kaiser/Harvard/USA Today survey
of households affected by cancer in 2006, nearly a quarter reported the plan paid less
than expected for a medical bill for their family member and one in ten reached the limit
the plan would pay for cancer treatment. Nearly a quarter of those with insurance
reported that as a result of the financial cost of dealing with cancer they had used up all
or most of their savings and one in ten turned to relatives for help. Although those
without insurance faced significantly more challenges, 7% of people who said the
person with cancer was insured reported being unable to pay for basic necessities and
3% said they needed to declare bankruptcy. Cost considerations not only affected
financial stability for the family but in some cases compromised treatment for the cancer
~ 5% of the insured and 27% of the uninsured said they had delayed or decided not to
get care due to costs. These are people who stopped or postponed treatment for a
deadly disease, putting their life and survival at risk due o costs not covered by
insurance.'" 2

A recent report which we conducted jointly with the American Cancer Society
highlights some of the serious challenges that cancer patients can face in paying for life-
saving care, even when they have private health insurance. The report profiles the
situations faced by 20 cancer patients who had called in to the American Cancer
Society Health Insurance Assistance Service. Their stories show that a cancer
diagnosis can lead to large medical debts, personal bankruptcy, or delayed or forgone
medical treatment due to high out of pocket expenses, and can threaten a patient's
access to employer-sponsored health insurance if they become too sick to work and are
unable to afford COBRA premiums. In addition to the cost-sharing and deductibles,
which can add up to large amounts for patients during the course of cancer treatment,
people can face maximum limits on their benefits or find that their policy does not pay
for treatments recommended by their doctor. One profiled patient faced a cap of $250
per illness for coverage of radiation and another had an annual limit of $10,000 for
outpatient costs — amounts easily exceeded in the course of treatment for many
cancers.

As the cancer patient profiles point out, having health insurance does not always
protect patients from high costs. The analysis by HHS researchers of 2003 health
spending, discussed above, found that almost 9% of the nonelderly were in families with
out-of-pocket spending for health services (not including premiums) exceeding 10% of
disposable income. For about half of these people (4% of the nonelderly), family out-of-
pocket spending for health services exceeded 20% of disable income. Protection from
high out-of-pocket costs varied significantly among people with different types of
coverage. For people with employer-sponsored insurance, 6% were in families where
out-of-pocket spending on health services exceeded 10% of disposable income, while
13% of people with nongroup insurance had family out-of-pocket spending for health
services exceeding 10% of income. An even higher percentage (17%) of people with
public coverage were in families with high out-of-pocket spending for health services;
people with public coverage had much lower average levels of out-of-pocket spending
on services, but because their incomes are so low, a relatively high percentage
exceeded 10% of disposable income.™
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These studies, and many others, highlight the consequences for families when
their health insurance does not protect them from the high out-of-pocket costs that can
result from severe or chronic illness. Assuring that health insurance premiums are
affordable is not a sufficient assurance that health care is accessible and affordable.
High levels of cost-sharing and caps on covered benefits can compromise the level of
protection health insurance provides and lead both to reduced access to needed care
and to serious financial burdens and medical debt.

A third issue is assuring that people who have access to financial assistance also
have a place to purchase coverage, even when they are in poor health. People without
access to employer-sponsored coverage or Medicaid generally must purchase
nongroup coverage, either directly from an insurer or through an association. In most
states insurers are able to deny coverage to applicants with health problems, and in
some states may charge them higher premiums, limit available benefits, or both. In
many cases more general pre-existing condition exclusion provisions permit insurers to
deny claims for a specified period that are associated with conditions that can be shown
to have existed when the coverage was issued. These practices protect insurer risk
pools and help lower premiums, but they inhibit movement across the marketplace,
subject applicants and policyholders to uncertainty about their coverage, and limit
meaningful access to coverage for people that have developed health problems. State
high risk pools in a number of states and the portability provisions in the Health
Insurance Portability and Accountability Act (HIPAA) provide access to coverage for
people with health problems, although premium costs can be high and coverage options
are limited. A few states require nongroup insurers o cover all applicants without
varying rates by health status. These states are able to assure access to people with
health problems, but have had a difficult time maintaining affordable premiums rates for
healthier people.

Many health reform proposals would eliminate restrictive practices, ending the
use of health status in coverage decisions and rating. Proponents envision creating a
competitive market where carriers compete on price, service and quality rather than on
risk selection. This type of transformation is feasible if health reform can substantially
increase participation by those without group coverage so that nongroup insurers are
getting a reasonable mix of healthy and less-healthy people. If access is assured, less-
healthy people will seek coverage, so the goal must be to make coverage attractive for
healthier people as well. This will require meaningful premiums subsidies to make
coverage affordable for the significant number of lower and moderate income people
currently without insurance. Other policies, such as legal requirement to have
coverage, automatic enroliment of uninsured people unless they opt-out, or meaningful
penalties for people who decline opportunities to enroli, may be needed to protect the
reformed market from adverse selection and higher premiums, and to permit the desired
type of competition among insurers.

The changes envisioned for the nongroup market are transformative, but they are
likely to cause some dislocation for people who have benefited from current market
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practices. There is understandably a desire to move forward with reform while finding
ways to cushion the impact on people who like their current arrangements. Preserving
some of the current market practices during a phase-in period is one option, but this
may not make sense given the tens of millions of previously uninsured people who may
come into the nongroup market under some reform scenarios. It is quite likely that the
number of new participants will match or exceed the number of people currently insured
in the nongroup market. Further, many people who currently have nongroup coverage
also may want to change the coverage they have when premium subsidies become
available. Permitting these new enrollees to join a more open and freely operating
nongroup market would seem to be a desirable policy goal. A potential approach, which
is similar to how federal changes in the Medicare supplemental insurance market were
enacted, would be change market ruies for newly enrolling people while permitting
people with nongroup coverage already to maintain it, perhaps for a limited period of
time. This could cushion the impact that rating reforms and any new benefit rules may
have on people who are not covered in this market, while allowing less restrictive
practices to be implemented,

The Committee faces a number of difficult challenges as it develops legislation to
ensure that all Americans have access to quality and affordable health care. As the
Committee and the Congress move forward on this critical task, budget constraints and
the high cost of health insurance will undoubtedly lead to pressure to limit the scope of
coverage and impose substantial cost-sharing to hold down federal costs. To achieve
the goal of making quality health care affordable for all, however, cost concerns will
need to be balanced against the expectation that heaith reform will bring improved
coverage and lower health spending for families. Financial assistance will be needed if
we want low and moderate income families to purchase coverage, and reasonable limits
on out-of-pocket costs will be necessary if we want the coverage that is attained to
provide meaning financial protection and access to services.

Thank you for your consideration.

! Kaiser Family Foundation Health Tracking Poll (conducted Apr 2-8, 2009).
? Rowland, D. "The Adequacy of Health Insurance.” Testimony before the Health, Education, Labor, and
Pensions Committee of the U.S. Senate. Addressing Underinsurance in National Heaith Reform, Hearing,
gFebruary 24, 2009).

Kaiser Commission on Medicaid and the Uninsured, “The Uninsured: A Primer,” October 2008,
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2008. “Association of Insurance with Cancer Care Utilization and Outcomes.” A Cancer Journal for
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5 Employer Health Benefits 2008 Annual Survey, Kaiser Family Foundation and Health Research &
Educational Trust (HRET), September 2008.
5 Kaiser Family Foundation, "Comparison of Expenditures in Nongroup and Employer-Sponsored
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7 The analysis calculates out of pocket burden at the family level and assigns that burden to each person
in the family. Because people are them categorized by their primary type of insurance coverage, in some
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members with different types of insurance.
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Our current system of health insurance and healthcare is financially unsustainable
and threatens the health and financial security of the American people. Small business
owners and their employees are especially vulnerable to the weaknesses of our current
system. More than 80.6 percent of small business owners say accessing affordable
healthcare for themselves and their employees is a challenge.' The National Federation of
Independent Business (NFIB) supports comprehensive healthcare reform that addresses
the needs of small employers, their employees and the self-employed. Any effort to
reform the system must have at its foundation a strategy to control costs and ensure
meaningful insurance market reform.

It is important to note the facts about why small business is key in this
discussion. Small firms represent 99.7 percent of all employers.” Small business
produces roughly half of the private Gross Domestic Product (GDP)® and creates, on
average, about about two-thirds of net new jobs annualiy.4 Small employers care about
access to healthcare coverage for themselves and their workers and provide coverage to
nearly 68 million people.” The Medical Expenditure Panel Survey (MEPS) reports show
that, on average, small employers who offer health insurance coverage pay more in
employer contributions than large firms.®

However, data shows that as costs continue to soar, employers and employees are
struggling to find ways to afford coverage. Small employers are having the most
difficultly offering and maintaining health insurance for their employees. Since 1999
health insurance premiums for small firms have increased by 113 percent.” The Kaiser
Family Foundation reports employer-based coverage has dropped six percent from 2000-
2008.° Clearly cost has played a key factor in this downturn.

When premium costs rise as fast “as much” for small groups, employers devote
enormous resources to shopping for better deals. But changing plans has both good and
bad results. Good because the new plan may provide care at a lower cost to the employer
and to the employees. Bad because the new plan may force employees to change doctors,
fill out all new underwriting forms and receive poorer service in some respects. Looking
forward, a more stable employer-insurer relationship would be desirable. This would
mean less volatile, more stable premiums and less “churn.” Today, small employers feel
helpless, with little ability to impact the premiums they pay, to take advantage of the law
of large numbers, to negotiate plan characteristics, and to purchase wellness plans. For,

‘NF!BNatic.':al Survey

:15.10, 2008}

9, 2008}

g
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2
“U.S, Small B A 100, Small Busi: Share of Econormc Growth, 2001,

3 Joel Popkin and Company, Small Business Share of Economuc Growth, 2001, Office of Advocacy, U.S. Small Business
Administration

4
U.S. Small Business Administration.

* EBRI Report, Employee Benefit Research Institute Estimates from the March 2005 to march 2008 Current Population Surveys,
March 2008,

Agency for Healthcare Research and Quality, Center for Financing, Access and Cost Trends. 2006 Medical Expenditure Panel
Survey-Insurance Component.

™ Kaise/HRET Survey of Employer-Sponsored Health Benefits. 1999-2008
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say, an eight-employee catering shop, these qualities that large firms take for granted are
out of reach.

Whatever its faults, however, the nexus between employer and health insurance is
deeply entrenched in the American healthcare system and satisfies the wishes of a great
number of firms and employees. The employer role remains deeply integrated in the
system and will remain a necessary piece in transforming and enhancing employer-
sponsored insurance. Employer-sponsored insurance works reasonably well for large
firms — very well for some — but it can be disastrous for small business owners and
employees. Our heavy reliance on employers as a central provider of insurance is
especially problematic for those who have no full-time employees (the unemployed, self-
employed, part-timers or early retirees) and those whose employers cannot afford to
provide insurance. Employers of all sizes need flexibility to choose what works for their
workforce. What works for one well-established restaurant might not for a start-up coffee
shop. Employers want to and will continue to play a role in the system. Steps should be
taken to both case costs for offering firms and to incentivize non-offering firms.

Empowering small business employees to decide what is best for themselves and
for their families should be a top priority. Recent NFIB-sponsored research suggests that
employees are better off choosing their own insurance plans rather than leaving the
decision to their employers.” No matter how smart and well-intentioned the employer,
the employee has a better grasp of his or her family’s needs and desires. The best
approach is to give individuals the option to use employer contribution dollars to pick the
plans of their choice. Many employers may want to retain the traditional method of
purchasing coverage through local agents or brokers, and that choice shounld remain
available. By the same token, individuals, including the newly self-employed or early-
retiree, must have a vibrant and secure marketplace in which to purchase coverage.
Transitioning to parity between the employer-based market and the individual market is a
must-do for all these reasons.

NFIB strongly supports policy reforms that put affordable coverage within reach
of all employees (and non-employees). Any successful reform must allow people to
balance the competing goals of access to quality care, affordability, predictability, and
consumer choice. Below are the key components that can help attain this goal.

Delivery System Reform

Reducing long-term costs is essentiai to maintaining the quality of healthcare and
to expanding its reach to those currently lacking coverage. Lower costs require us to
fundamentally alter the delivery systems and the incentives that drive them. Our medical
education system reflects early 20™ Century realities; the result is an excess of specialists
and a shortage of primary care physicians, nurse practitioners, and other physician
extenders. Our modes of treatment are driven by inflexible, mechanical reimbursement
systems designed nearly half a century ago and only moderately tweaked since then. The
result is uncoordinated providers prescribing fragmentary care, rather than coordinated

° Rassent1, Stephen and Cart Jot Health | Reform in an Expenumental Market, March 2009
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teams focusing as a unit on the good of the patient. Alternative models like those
practiced by Geisinger and Mayo suggest possible approaches, though it is likely that real
savings will come from, as yet, “undreamed” of models of care. We can see the
beginnings of such reforms in programs already on the table: medical homes, outcome-
based compensation, health information technology initiatives and alternative provider
compensation schemes. Any lasting reform must permit and encourage such delivery
system experimentation, because as we have seen from the industries like computers and
telecommunications, the greatest advances will come from the most unexpected places.

Enact reforms enabling all individuals to obtain guality, affordable health insurance

Getting everyone into the system is a necessary step toward achieving the goal of
affordable quality coverage for all. Addressing the affordability of health insurance
coverage must be done first to achieve this goal. There should be a parallel commitment
to identifying and enrolling current eligibles in the programs for which they qualify.

Provide advanceable refundable credits or other subsidies for low-income Americans

All Americans, regardless of income, need access to quality affordable health
insurance. This requires some form of assistance for those unable to afford such
coverage. Steps should be taken to ensure people wanting private coverage can easily
access all options available to them.

Guaranteed issue in the individual market

In today’s individual and small group market, individuals make choices about
where to get their healthcare coverage. Having guaranteed issue in the group market and
not in the individual market creates perverse incentives. For example, if an individual is
searching for employment and happens to have a health problem, chances are that he will
look for an employer offering group insurance. This is one manifestation of job lock -
where one’s employment decision is made on the basis of health insurance, rather than on
the qualities of the job itself. Research by Gruber and Madrian shows how emg)loyer—
provided health insurance plays a significant role in decisions on job change. * Ensuring
access to the individual market will go a long way to level the playing field for health
insurance purchasers in all of the different marketplaces where they purchase policies.

Implement national standards on rating practices for the individual and small group

market. Health status rating should be prohibited in the individual and small group

market

National rating rules are long overdue for the individual and small group market.
Currently, individuals in most states can either be denied coverage based on health status
(rating) or can be priced out of the marketplace due to an illness. Under small group law
in most states, the onset of illness in one enrollee can push the business’s rates up by 50
percent at renewal. In both scenarios, people become uninsurable, they lose coverage due
to cost, or the employer is hit with an excessive rate increase. Reformed rating will
provide better parity between two marketplaces that are frequently visited by individuals
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and small group lives. While certain rating characteristics should be set nationally, states
should retain significant discretion over some specifics, such as the width of rating bands.

Establish state-wide or national health insurance exchanges for individuals and small
employers that allow individual choice of coverage options on a pre-tax basis

The current individual market makes it difficult for insurers to reach purchasers
and makes it difficult for purchasers to rationally assess options. Today’s small group
market similarly limits choices by employers and employees. Employers are hamstrung
by participation rate requirements. Shopping for policies excessively distracts them from
running their businesses. And employees generally have only one employer-chosen
policy available. Health insurance exchanges can reduce some of these shortcomings by
serving as a clearinghouse of options for individuals, employers, and employees. An
employer can voluntarily designate the exchange as its employer group “plan” for
employees. This arrangement qualifies as an employer-sponsored plan for purposes of
federal law, allowing employees to purchase coverage of their choice through the
exchange on a pre-tax basis.

Make it permissible for states to enter into voluntary multi-state exchanges

GAO recently released its third study focused on marketplace concentration. The
report confirmed a marked increase in the concentration in state markets. The report
found that the five largest carriers in the small group market, when combined,
represented at least three-quarters of the market in 34 of the 39 states responding to the
survey, and they represent 90 percent or more in 23 of these states.’® Allowing states to
have the option to combine efforts in purchasing more affordable, quality coverage
should be available as an option. Small states like Maine, Montana or Wyoming may see
merit in combining efforts to increase the size of their pool and to attract more
competition in the marketplace.

Administrative cost savings

Insurers must streamline the process of enrolling in an insurance plan or changing
plans. Today’s administrative inefficiencies render this process complicated, time-
consuming and excessively expensive. Most of these inefficiencies lay at the state level.,
Congress should work with the states to implement models that promote streamlined
regulatory structures.

10 GAO, Private Health Insurance 2008 Survey Results on Number and Market Share of Carniers m the Small Group Health

Insurance Market
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Create greater portability of coverage

People should be able to move from one job to another, between a job and no job,
and from state to state without losing insurance coverage or encountering excessive cost
increases, whether costs are borne by the individual or by an employer. In part, this goal
can be met through more affordable, transparent policies and lower administrative costs.
The goal is an insurance market in which subscribers experience relatively seamless
transition when moving between group and non-group policies.

Tax equity for individuals and the self-emploved

Tax laws should not push individuals into employer-provided or government-
provided insurance programs and hobble the market for individually purchased policies.
Tax laws riddle the health insurance market with inefficiencies. An employer who buys
insurance for employees can write off the cost on its taxes. But if employees wish to
purchase different policies on their own, they receive no tax benefit. Individuals should
be allowed to utilize pre-tax dollars to purchase the health insurance policy of their
choice. The self-employed should also have equal tax treatment for purchase of health
insurance.

Roadblocks to reform

Some reform ideas may sound appealing but, in fact, would have severe negative
effects both on healthcare markets and on the economy in general. For example,
employer mandates (with minimum contribution requirements), or equivalent pay-or-play
requirements or payroll taxes, are bad for small employers, bad for low-income workers,
and bad for the economy. They adversely affect small employers by raising payroll costs,
eroding competitive positions, and increasing start-up costs, making it particularly
difficult for firms operating on small margins. Employer mandates adversely affect the
low-income employees because they result in lost employment, depressed wages, and lost
work hours. They adversely affect the economy because they discourage production —
often in firms with the most vulnerable employees and employers. Recent NFIB research
data shows an employer mandate would cause the economy to lose over 1.6 million
jobs." Overall, mandates are bad for any size employer but this research shows small
firms would be most adversely affected by the mandate and account for approximately 66
percent of all jobs lost."?

Any successful reform must create a marketplace that works for all purchasers.
Building on the strengths of the current system while ensuring new competitive
marketplaces to purchase coverage will truly transform the system for the better. Getting
overall healthcare costs down needs to remain a major priority in this reform effort.
Balancing these two goals will go a long way toward enabling everyone to secure quality
affordable coverage.

h Chow, Michael and Bruce Philiips, Small Business Effects of a National Employer Healthcare Mandate, NFIB, January 2009
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Statement of Paul J. Diaz
President and CEO, Kindred Healthcare, Inc.

Senate Finance Committee Roundtable on Healthcare Delivery System Reform
Washingten, D.C,
April 16, 2009

Kindred Healthcare is pleased to submit these comments in advance of the Senate
Finance Committee’s Roundtable on April 21, 2009. As the nation’s largest provider of
post-acute care, Kindred is honored to participate in the Roundtable on delivery system
reform. We commend the Chairman, the Ranking Member and the entire Committee for
soliciting the input of various stakeholders as Congress considers different approaches to
healthcare reform. In 2008, Kindred’s 53,700 employees provided care to over 32,000
patients and residents in our Nursing and Rehabilitation Centers, 28,000 patients in our
Long Term Acute Care Hospitals, and 115,000 patients receiving rehabilitation services.
We also are expanding our offerings in assisted living, homecare and hospice services.
We care for the most chronically ill, medically complex Medicare and Medicaid
beneficiaries who are the highest users of resources in our healthcare system. We partner
with public and private payers to deliver cost-effective services and have the perspective
of operating under a range of service delivery models.

While my comments will focus primarily on issues concerning post-acute care,
wanted briefly to share my perspective on broader healthcare reform and delivery system
design.

First, as a provider of diversified post-acute care services and an employer
providing health insurance coverage to our workers in over 40 states, we support
Congress’ and the President’s efforts to enact comprehensive healthcare reform. The
first priority for healthcare reform should be to ensure that every American has adequate
health insurance coverage. We also share the President’s, the Chairman’s and the
Ranking Member’s commitment to contain healthcare cost growth, both to preserve a
sustainable healthcare system and also to facilitate economic recovery. At the same time,
policy measures to stem the growth in healthcare costs should be targeted so as to
minimize disruption to the system, preserve jobs, prevent unintended access and quality
problems, and be implemented in such a way as to promote progressive reform of the
payment and delivery systems.

Second, healthcare reform should be guided by the overriding principle that our
healthcare delivery should be patient-centered. An integral attribute of a patient-centered
system is active engagement of physicians in overseeing care delivery and nurses
facilitating better care coordination. Healthcare reform on the one hand should address
barriers to patient-centered care such as defensive and volume-based care practices, and
on the other hand actively support key enablers such as adoption of health information
technology and dissemination of proven evidence-based healthcare practices.
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Third, we commend the Administration, the Chairman and Ranking Member for
including the coordination of post-acute care services as part of the healthcare reform
discussion. Kindred supports expanding this discussion to include long-term and post-
acute care reform as an integral part of comprehensive healthcare reform. The reality is
that a growing number of Medicare beneficiaries with multiple chronic conditions
account for a disproportionate percentage of healthcare spending. This compels the
conclusion that healthcare reform should not ignore long-term and post-acute care.

Fourth, Kindred supports the policy goals of improving post-acute care
coordination and increasing efficiency in payments in the post-acute care delivery
system. The Medicare payment and care delivery systems too often operate in silos,
resulting in a lack of needed care coordination and inefficiencies in payments. A silo
approach can contribute to unnecessary re-hospitalizations, poor quality, payment
redundancies, and higher than necessary costs. These are important and legitimate policy
issues that should be addressed by policymakers, payers and providers through a variety
of approaches.

One approach being considered by policymakers is “bundling” of post-acute
payments. The President’s budget contains a proposal to “bundle” payments to post-
acute providers into a single payment to the acute care hospital. Under this proposal, the
acute care hospital would be responsible for all costs and care coordination for Medicare
beneficiaries following hospital discharge. While Kindred agrees that the policy issues
a bundling policy seeks to address are important, we urge policymakers to adopt an
incremental approach. Bundling should be just one of several policy approaches that
should be evaluated and carefully considered before major system redesign is
implemented. As noted by MedPAC, bundling could produce unintended consequences,
so Kindred supports an incremental approach through use of pilots and/or demonstration
projects. Because of our diverse post-acute service lines and experience with a range of
care delivery models, Kindred is well situated to help policymakers develop approaches
that promote quality care and efficient payments. Based on our experiences with public
and private payers, Kindred encourages the Committee to consider the following issues
when evaluating the bundling policy, or other approaches to improving care coordination
and promoting efficiency in Medicare’s post-acute payment systems.

Important threshold issues should be considered and tested before
implementing a bundling policy.

One threshold issue policymakers should evaluate is whether entities other than
acute care hospitals should be considered as viable options to manage a bundled payment
and coordinate care. While a limited number of integrated health systems may be ina
position to implement bundling, the reality is that many acute hospitals, especially in
rural areas, lack the infrastructure to coordinate post-hospital care for chronically ill
patients because their mission is to stabilize and treat acute conditions, then move
patients downstream as quickly as possible. Changing payment incentives alone will not
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address the infrastructure and system investments needed to effectively coordinate post-
hospital care.

An increasing body of research suggests that enabling community-based
physicians through appropriate incentives to serve as “medical homes” for certain
chronically ill patients should be considered as a policy alternative, or supplement to,
bundling. For example, researchers at Johns Hopkins School of Public Health, Roger C.
Lipitz Center for Integrated Health Care, have tested a “guided care” model for
chronically ill patients. Under this model, community-based physicians with the support
of trained nurses and health information technrology implemented a range of “guided,” or
coordinated care approaches that yielded substantial cost savings and quality gains.
Specifically, this guided care approach not only covered its own costs but also reduced
insurance expenditures by $1,600 per patient per year.1

Finally, notwithstanding other concerns, many managed care and other
organizations (e.g., PACE entities) have the infrastructure to coordinate care for
chronically ill Medicare beneficiaries. In fact, these entities already function in a type of
“bundled” world. Kindred has worked with various entities involved in coordinating
post-acute care, ranging from fully integrated systems such as Kaiser, to specialty
programs such as “EverCare,” to other payers who partner with us to help manage
patients throughout our various post-acute service offerings. The shared goal in these
partnerships is to coordinate patient care by identifying the most cost-effective setting
that is able to deliver quality care. The ultimate goal is to facilitate patients’ return to
home as soon as possible, without experiencing hospital readmissions. In fact, in
Kindred’s nursing and rehabilitation centers, nearly half of our patients are able to return
home in about 30 days after admission. A key component to achieving this result and
effectively manage this transition in care is that these patients have access to home health
and community-based care, a critical part of the post-acute care delivery system. These
service delivery models should be evaluated by policymakers as alternatives to, or
complements of, a bundled payment policy.

Important prerequisites in the payment and care delivery systems should be addressed
incrementally before implementing full-scale bundling or similar approaches.

Public and private sector entities are currently engaged in a variety of activities
that are testing approaches to coordinated care that will serve as important building
blocks to support a bundling policy. Specifically, there are several existing policy
activities that are midstream in addressing some of the prerequisites that are needed
before implementing bundling in different forms. These activities should not be
overlooked or abandoned by policymakers by implementing bundling too quickly.

! Boult, Chad, Rider, Lisa, Frey, Katherine, et al “Early Effects of ‘Guided Care’ on the Quality of Health
Care for Multimorbid Older Persons: A Cluster-Randomized Controlled Tnal.” Journal of Gerontology:
Medical Services Vol. 63A, No. 3, (2008). 321-327
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Patient Criteria and Appropriate Patient Placement. Objective tools are needed
to help determine how to place patients in the most appropriate care setting based
on their needs and the probability of producing quality outcomes. At the direction
of Congress, CMS has contracted with the Research Triangle Institute (RTI) to
develop a Uniform Patient Assessment Instrument as part of a large-scale
demonstration project involving the range of post-acute providers, including Long
Term Acute Care Hospitals, Inpatient Rehab Facilities, Skilled Nursing and
Rehab Facilities and Home Health providers. Without the tools to determine
which settings are most appropriate for chronically ill Medicare beneficiaries, a
bundled payment approach can produce some of the unintended consequences
noted by MedPAC such as poor quality and, for certain patients, higher episodic
costs.

Facility Criteria to Ensure Quality Care. In addition, mechanisms are needed to
ensure that facilities have the requisite capabilities to care for patients with
different needs. For example, as recommended by MedPAC, Long Term Acute
Care Hospitals should have certification criteria, first to ensure that only those
patients who need LTAC care are admitted and next to ensure that facilities
holding themselves out as having the capacity to treat medically complex patients
have invested in the infrastructure, staffing, and physician support to provide
quality care. Facility criteria can help address one possible unintended
consequence of bundling or any “capitated” payment approach, namely, patients
being inappropriately placed in care settings that are low cost but not equipped to
meet patient needs.

Alignment of Payment with Patient Characteristics. Payment policies must
align reimbursement levels, including outlier adjustments, with patient needs and
characteristics. The goal is that the payment system should support quality care in
the lowest cost setting. In post-acute care, more evidence-based research is
needed to understand which settings are capable of treating chronically ill patients
with different characteristics to produce desirable outcomes. For example, as
noted above, Kindred and other nursing and rehabilitative care centers are able to
transition a large percentage of people into their homes. How does this result
compare with other provider types, for what types of patients and at what cost?
Which patients are susceptible to re-hospitalization if moved too quickly to lower
cost settings? This type of comparative effectiveness research is needed to help
shape and implement a bundling policy, including being able to calculate episodic
payment levels to produce desirable quality outcomes.

Transparency, Comparative Effectiveness, and Development of Post-Acute
Quality Measures that are Common Across Sites of Service. As noted by
MedPAC, providers, payers and regulators need adequate information in order to
effectively coordinate care between settings to achieve quality improvements and
cost savings. Likewise, consumers need access to understandable information to
be part of care decision-making. In post-acute care, it is vital to have quality
measures that transcend sites of care and for there to be a high level of
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transparency on these performance measures. Currently, the post-acute space
lacks a common set of quality indicators to evaluate care outcomes as patients
move across sites of service. Without a common set of quality indicators, it is
difficult to evaluate the comparative effectiveness of different post-acute
providers for certain patients.

Unfortunately, the comparative effectiveness literature is especially thin when it
comes to chronically ill patients. A recent New York Times article reported that
because so little research includes chronically ill patients, physicians have little
scientific evidence on which to base their care.® A 2005 study found that fewer
than half of evidence-based clinical practice guidelines used to treat nine of the
most common chronic diseases specifically addressed patients with multiple
illnesses. And a 2007 study found that 81 percent of the randomized trials
published in the most prestigious medical journals excluded patients because of
coexisting medical problems. Being able to compare quality performance and
cost-effectiveness across post-acute sites of care is critically important under any
kind of bundled payment system, both to ensure quality and also to enable
providers to effectively coordinate care and manage transitions.

5. Health Information Technology as a Key Enabler of Care Coordination. Many
experts have observed that to manage transitions in care effectively requires a
certain level of investment in health information technology. While many post-
acute providers, including Kindred, have begun making these investments, the
reality in many parts of the country is that the level of health information
technology infrastructure is thin. Unfortunately, only a tiny portion of the billions
of dollars available for health information technology in the Stimulus Package is
available to post-acute providers, so the investment in HIT for this sector will lag
other healthcare sectors.

6. Review and Revision of Existing Regulatory Requirements. A variety of
existing regulations would need to be reviewed and possibly revised before
proceeding with bundling. These include: 1) 3-day prior hospital stay
requirement before Medicare pays for post-acute care; 2) various LTAC
regulations such as the 25-day length of stay requirement, “25% rule” restricting
patient referrals, and others that are inconsistent with integrated care delivery and
payment; 3) IRF “60 percent” rule; 4) various state Certificate of Need and
licensure regulations; and 5) Stark physician referral regulations and prohibitions.

Policy approaches in addition to bundling should be tested and evaluated through
demonstration projects and/or pilots.

Kindred encourages Congress to evaluate the feasibility and desirability of
bundling and similar policies through demonstration projects and pilots. We also urge

? Carpenter, Siri. “Treating an Tilness Is One Thing. What About A Patient With Many?” The New York
Times 31 March 2009:
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Congress to maintain a strong oversight role specifically by requiring CMS to report the

results of bundling-related demonstrations and pilots so that Congress retains the

responsibility to craft legislation based on objective evidence and stakeholder input. We

acknowledge that demonstration projects can take time and that the magnitude of our
policy problems require expeditious attention. At the same time, Congress should

balance the need to move expeditiously on policies proven to be comparatively effective
with the prudence advocated by MedPAC of incrementally testing different approaches to

avoid system disruption and unintended consequences. Congress can achieve this
balance by requiring frequent reports on demonstrations and pilots. Where proven
effective, Congress can then move quickly on policies in the short-term that are
consistent with comprehensive reform in the long-term. In addition to bundling,
Congress should actively evaluate the following alternatives.

1. Site Neutral Payment. CMS is midstream in an important demonstration project

to develop and test a uniform post-acute assessment instrument. Kindred nursing
and rehab facilities and LTACs have participated in this project at all stages, from
initial tool development, to I-S system development, to testing the instrument.
The development of an assessment instrument is an important prerequisite to
placing patients in the most appropriate clinical setting, identifying their care
needs, aligning payment with those needs, and ultimately developing a “site
neutral” payment system. The report to Congress on this demonstration project
will provide valuable information to policymakers regarding whether a site
neutral approach, as an alternative or supplement to a bundled payment approach,
is the best solution for Medicare. Congress should support complementary
demonstrations and pilots related 1o bundling.

“Medical Homes” for Chronically Ill Patients through Physician-Coordinated
Care. As noted above, there is a growing body of research, including at Johns
Hopkins University, on physician directed and nurse supported models of
coordinated care and “medical homes.” Congress and policymakers should
carefully evaluate the effectiveness and characteristics of these various
approaches as part of its work to improve care coordination and payment
efficiency. These approaches are not necessarily inconsistent with a bundled
payment approach, but they should also be considered as a possible alternative.

It is very important for Congress to evaluate approaches such as physician and
nurse “guided care,” especially as compared to other approaches that have not
proven to be effective. A recent analysis in the Journal of the American Medical
Association of 15 randomized trials testing different models of “coordinated care”
for Medicare beneficiaries found that “none of the 15 programs generated net
savings” to Medicare.” The researchers’ core conclusion is very instructive as
Congress evaluates the effectiveness of different bundled payment approaches:
“Viable care coordination programs without a strong transitional care component

>

3 Peikes, Deborah; Chen, Amold, Schore, Jennifer, et al. “Effects of Care Coordination on Hospitalization,
Quality of Care, and Health Care Expenditures Among Medicare Beneficiaries: 15 Randomized Trials.”
2009 American Medical Association. (Reprinted) JAMA Vol. 301, No. 6 (February 11, 2009). 603-618.
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are unlikely to yield net Medicare savings. Programs with substantial in-person
contact that target moderate to severe patients can be cost-neutral and improve
some aspects of care.” This type of “comparative effectiveness” research is
important to consider before implementing a full-scale bundling policy.

3. CMS “Care Transitions Program” Pilot to Improve Quality As Patients Move
Across Care Settings. Just three days ago CMS announced an important pilot
project pursuant to which 14 communities throughout the United States have been
funded to reduce rates of hospital re-admissions and improve “fragmentation of
care” in Medicare. Under this pilot, local Quality Improvement Organizations are
charged with mobilizing local communities and providers to “refine care delivery
systems to make sure all Medicare beneficiaries get the high-quality, high value
healthcare they deserve.” * The results of this pilot will provide Congress with
valuable information about how to structure the care delivery and payment system
to produce the outcomes that are sought to be achieved by a bundling policy. Itis
important to get this type of information before implementing full-scale bundling.

4. ACE Demonstration Project. CMS also recently embarked on the “Acute Care
Episode” (ACE) demonstration project. The stated goal of the ACE
demonstration project is to use a global payment to better align the incentives for
both hospitals and physicians leading to better quality and greater efficiency in
care. According to CMS, the ACE demonstration project will also test the effect
that transparent price and quality information has on beneficiary choice and
provider referrals for select inpatient care. This demonstration will provide
Congress with useful information about the effectiveness and unintended
consequences of different bundling or episodic approaches to care delivery.

5. Policymakers Should Consider Comprehensive Reform Proposals for the Post-
Acute and Long-Term Care System. The Alliance for Quality Nursing Home
Care and The American Healthcare Association, of which Kindred is a member,
will shortly release a comprehensive long-term care reform proposal that
improves access, expands consumer choice, promotes care coordination, and
achieves substantial savings. I look forward to sharing this proposal with the
Committee as one option to advance healthcare and long-term care policy.

Policymakers should avoid adopting short-term, budget-driven policies that are inconsistent
with the goal of improving post-acute care coordination and payment efficiency.

Policymakers should not perpetuate the disjointed nature of the current payment
and service delivery systems by enacting silo-based policies that would inhibit progress
towards improving the post-acute care service delivery and payment system. In arecent
article on “episodic” payments, the authors caution: “Before provider payments are
reduced, our payment system must be reformed to encourage the more efficient delivery

* “Medicare Announces Sites for Pilot Program to Improve Quality as Patients Move Across Care
Settings.” April 13, 2009. www.cfme.org/caretransitions.
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of care...so that new delivery models can gain traction.” There are several examples of

short-term payment policies currently under consideration that could perpetuate our silo
system and interfere with post-acute rationalization. The following examples are not
meant to be exhaustive and Kindred urges policymakers to evaluate short-term policies
for all Medicare and post-acute providers given the interconnectedness of the healthcare
delivery system from the patients’ perspective.

1. Various Pending Policies Related to SNFs

“Forecast Error”: Payments to Skilled Nursing Facilities may be reduced on
grounds that original forecasts of Medicare expenditures underestimated the
numbers of patients that would seek and receive more intensive rehab and
medically complex services in SNFs. This proposed adjustment would be
inconsistent with one goal sought by the bundled payment approach, i.e., to
facilitate placement of patients in the lowest cost, quality setting. In this case,
SNFs have invested heavily into increasing capabilities to admit, treat and
return to home a growing number of patients requiring intensive rehabilitative
care and care for patients with maltiple chronic ilinesses. The growing
number of patients seeking care in SNFs is largely a result of policies that
have shifted patients to lower cost settings such as SNFs. Implementing the
forecast error payment reduction would inhibit continued investments in cost-
effective care that serves as an incremental step towards bundling, site neutral
payment, or other post-acute rationalization policies.

RUGS Refinement and STRIVE: Likewise, possible revisions to the
Medicare RUGs payment system could limit the ability of SNFs to continue
making the investments to provide quality medically complex and rehab
intensive care in a cost-effective setting. While Kindred supports
improvements in payment systems, the practical effect of these changes could
be inconsistent with the overall goal of supporting access to quality care in the
least costly setting.

Linkages between Medicare and Medicaid for Dually Eligible Beneficiaries:
Even with the successful passage of the Stimulus Bill that provided relief to
states for Medicaid expenditures, many states are still cutting provider
payment rates in these economic times. Reductions in SNF Medicare
payments should also be evaluated in the larger context of overall funding
adequacy for SNFs. While Medicaid and Medicare funding are often viewed
as distinct policy silos, SNFs providing care to individuals at the bedside
cannot so distinguish between sources of funding especially for dually eligible
beneficiaries. Instead, overall payment adequacy for SNFs—from all public
and private sources—enables SNF's to structure operations and hire staff to
meet the needs of patients and residents. The reality today is that overall SNF
margins are the lowest of any provider type, hovering just above zero because

3 Mechanic, Robert E.; Altman, Stuart H. “Payment Reform Options: Episode Payment is a Good Place to
Start.” Health Affairs — Web Exclusive (2009): 262-271.
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Medicaid pays nursing homes well below cost. Today, Medicare literally
props up the long term care delivery system by paying rates that cross-
subsidize inadequate Medicaid payments. As we seek to pursue a rational
long-term care system, the adequacy of payments from all sources should be
the benchmark against which the reasonableness of any specific policy
proposal is evaluated.

2. LTAC Certification Criterin. The LTAC provider community has strongly
supported MedPAC’s recommendation to implement expeditiously
“certification criteria” to ensure that only medically complex patients are
admitted to LTACs and to advance the goal of aligning payments to LTACs
with patient characteristics. Expeditious implementation of LTAC
certification criteria supports incremental progress towards post-acute
bundling, site neutral payment or other policies that seek to advance the dual
goals of coordinated care and payment efficiency. It does so by: 1) facilitating
appropriate patient placement and ensuring that only those who need LTAC
care are admitted; 2) defines requisite facility criteria to ensure that facilities
are capable of meeting the needs of a medically complex patient population;
and 3) through the existing LTAC prospective payment system aligns
payments with patient characteristics. As noted above, these are all
prerequisite steps towards implementing a bundled or site neutral payment
system.

On behalf of Kindred, 1 would like to thank the Chairman and the Ranking
Member again for the opportunity to share our perspective on healthcare reform and the
design of the care delivery system. We support the President’s and Congress’
commitment to pursue comprehensive healthcare reform and the primary goal of
providing every American with healthcare coverage. We also recognize the rate of
growth in healthcare costs 1s unsustainable. We appreciate the inclusion of post-acute
care in the healthcare reform discussion and hope that some of the ideas we shared today
can help contribute to improvements in our delivery system and containment of costs
through better care coordination for chronically ill people, greater efficiencies in
payment, and short-term reductions in cost through reduced hospitalizations and gains in
quality. We stand ready to assist the President, the Chairman, members of this
Committee and Congress to advance progressive healthcare and post-acute policy.
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STATEMENT OF ROBERT GREENSTEIN
EXECUTIVE DIRECTOR, CENTER ON BUDGET AND POLICY PRIORITIES

for the
SENATE COMMITTEE ON FINANCE
ROUNDTABLE ON FINANCING

May 12, 2009

Thank you for inviting me to discuss health care reform financing issues. This is an important
aspect of health care reform.

Financing Is Critical

Some 46 million Americans are uninsured, a problem that other western industrialized nations
have been able to address. In addition, rising health care costs threaten the nation’s long-term fiscal
and economic health. If health costs per beneficiary simply rose at the same rate as per capita
economic growth, rather than growing considerably faster, nearly three-fourths of the massive long-
termn fiscal gap we face would be closed.

There is a strong argument that national health care reform should be our highest domestic
priority. And, if it is this important, then it is worth paying for. Moreover, given the deeply
problematic fiscal outook, we should pay for the upfront costs of health reform.

I commend the Committee for devoting a full roundtable to financing.

No Easy or Painless Answers

1 wish there were a number of painless options. There aren’t. As you well know, some types of
improvements in health care hold promise as ways to slow health care cost growth, but either we
don’t have firm knowledge about the savings they would produce or the savings would be unlikely
to materialize on a substantal scale for a number of years. In other words, these initiatives don’t
“score.”

To finance badly needed health care reform, all sides will need to make sacrifices. Tough
measures will be needed — on both the spending and the revenue sides of the budget.

Moreover, the number of spending and revenue offsets that will be needed 1s likely to be
substantial. There appears to be no single option that is politically viable and that can, by itself,
produce most or all of the savings needed.

This leads to my first recommendation, in the form of a plea to the Committee. Please do not
take any offset options off the table at this ume. I believe you ulnmately will need to put together a
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package that contains an atray of spending and revenue offsets. The more that options are taken off
the table now, the harder this will be to do. You will need to make tough choices in a number of
areas. If Congress can step up to the plate and put together a package of offsets that pay for health
care reform legislation — and health care reform then is enacted — the nation will benefit greatly
for decades to come. If this occurs, you will go down in history for your foresight and your courage.

I would like to divide my statement into two sections —— one discussing spending offsets and the
other discussing revenue offsets. Given the importance of this legislation, T don’t think options
should be limited to those that are directly health related. Particular attention should be accorded,
however, to those options that would not only produce savings to help finance health reform but
also improve the U.S. health care system by slowing health care cost growth, curbing the use of
unnecessary care, or improving the health of our people.

Spending Offsets

The President’s budget proposes a series of reforms in health care programs, primarily in
Medicare, that CBO estimates would save $295 billion over ten years. Many of these reforms are
consistent with the findings and recommendations of Congtess” Medicare Payment Advisory
Commission (MedPAC). These proposals merit serious consideration.

«» They would produce substantial savings to help finance health care reform.

+ A number of these measures also could lead to cost-saving reforms in the prizate sector, as
private insurers followed Medicare’s lead in such areas as the bundling of payments, reducing
hospital readmissions, and basing provider payments on quality of care.

« In addition, these reforms would help strengthen Medicare’s finances, which badly need shornng
up for the long term.

These proposals thus would yield a ttiple benefir.

A newly released survey of health care leaders conducted by the Commonwealth Fund found
strong support for these proposals. Large majorities of the health care leaders surveyed voiced
approval of eight of the nine Administration Medicare proposals they were asked about.

In its March 2009 report to Congress, MedPAC issued several additional Medicare
recommendations related to other provider payment rates that would generate savings. These
should be considered as well.

Additional Medicare and Medicaid Proposals that Would Produce Savings

The Finance Committee explored a number of Medicare proposals in its roundiable on health
care delivery reform and discussed some of these in the paper it produced following that roundtable.
Let me suggest consideration of three additional savings proposals — two in Medicaid and one in
Medicare.
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1. Delivery system reforms in Medicaid

As noted, the Administration and MedPAC have proposed various Medicare delivery system
reforms. Congress could consider applying these similar delvery system reforms in Medicaid as
well, where that is appropriate.

State Medicaid programs could be encouraged to establish bundled payments and to strucrure
their Medicaid payments to reduce hospital readmission rates. The federal government also could
facjlitate the further use of pay-for-performance both in Medicaid fee-for-service and in Medicaid
managed care. In addition, states could be encouraged to institute promising care-management
programs for certain high-risk populations, including high risk pregnant women (to reduce the
numbet of neonatal intensive care unit admissions), chtldren with asthma, and people with chronic
illnesses. Finally, more state Medicaid programs could be encouraged to limit Medicaid payment for
medical conditions acquired during stays in a hospital; this is already required under Medicare and in
some state Medicaid programs.

2. Lowering the Cost of Medicaid Drug Coverage

Congress could take steps to lower fedetal costs for drugs prescribed under Medicard. This could
be done through several measures.

First, the minimum Medicaid drug rebate could be increased.

Second, the rebate could be applied to drugs dispensed by Medicaid managed care plans. Drug
manufacturers currently are not required to pay rebates on drugs dispensed to beneficiaries enrolled
in Medicaid managed care plans. This exception was based on the assumption that managed care
plaas could negotiate discounted drug prices as favorable as those required under the Medicaid drug
rebate. However, recent evidence shows this likely is not the case.! Applying the Medicaid drug
rebate to drugs dispensed through managed care plans would ensure that these plans get the best
prices available, and it would allow the federal government and the states to achieve savings in their
managed care capitation rates.

Both of these proposals to secure savings in Medicaid were passed by the Senate in 2005. Both
also are included in President Obama’s budget (and are reflected in the $295 billion in savings
referred to above that CBO estimates the President’s proposals would produce).

Several other steps also could be taken that would yield additonal savings. Manufacturers of
brand-name drugs are required to pay additional rebates under Medicaid if prices for those drugs rise
faster than the Consumer Price Index. The Office of Inspector General at the Department of
Health and Human Services has recommended applying a similar rebate adjustment to generic drugs.”

 Center for Health Care Strategres, Inc., “Companson of Medicaid Pharmacy Costs and Usage Between the Fee-for-
Service and Capitated Settings,” January 2003 and The Lewin Group, “Extending the Federal Drug Rebate Program to
Medicard MCOs: Analysts of Impacts,” May 2003,

2 Dansel Levinson, “Review of Genertc Drug Prce Increases,” Office of Inspector General, Department of Health and
Human Services, October 2007.
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The federal government could also encourage states to adopt Medicaid best practices in managing
their prescription drug costs. Some states conduct periodic reviews of prescription drug usage,
particularly among high users, to ensure that the drugs prescribed are medically necessary and
thereby to limit fraud and abuse and improve patient safety. These states also monitor prescribing
patterns by physicians and initiate general provider education efforts known as “counter-detailing”
or “academic detailing,” which have been shown to reduce costs that stem from inappropriate
prescribing. Some states intervene with specific providers who prescribe an unusually high number
of prescriptions.”

3. Reducing Costs for Drugs Prescribed through Medicate to “Dual Eligible”
Beneficiaries

Prior to the establishment of the Medicare Part D drug benefit, Medicaid provided prescription
drug coverage to mote than 6 million “dual eligibles” (low-income Medicare beneficiaries who also
are enrolled in Medicaid). In 2006, drug coverage for these dual eligibles was shifted to Medicare.
When Congress enacted the drug benefit, it assumed that the private insurers participating in Part D
would be able to negotiate greater rebates from drug manufacturers than the rebates the
manufacturers had been required to pay, under Medicaid, for drugs dispensed to the dual eligibles.”

An increasing body of research demonstrates, however, that the rebates negotiated by Medicare
Part D plans actually are well below the rebates that would have been required under Medicaid. Asa
result, the federal government is now incurring higher drug costs for the dual eligibles than it
previously incurred under Medicaid.

Harvard health economists Richard Frank and Joseph Newhouse examined SEC filings among
manufacturers of drugs used heavily by dual eligibles, such as anti-psychotic medications. They
found that that Medicare Part D plans were #of obtaining prices that approximated the prices for
these drugs net of the Medicaid rebates. As a result, they found “manufacturers have realized
significant gains simply from the change in responsibility for purchasing from Medicaid to
Medicare.””

Similarly, Stephen Schondelmeyer, a University of Minnesota expert on prescription-drug pricing,
has estimated that most of the publicly released Medicare Part D prescription drug prices are 20 2
30 percent higher than the estimated prices in Medicaid net of the manufacturers’ rebates.® In addition,
in a July 2008 report, the majority staff of the House Committee on Oversight and Government
Reform found that had the dual eligible beneficiaries remained in Medicaid in 2006 and 2007, the

3 See Jeffrey Crowley and Edwin Park, “Advancing Efficient Management and Purchasing of Prescription Drugs in
Medicad,” Center for Children and Famulies at the Georgetown Umversity Health Policy Insutute, March 2008.

* Under Medicatd, drug manufacturers must pay rebates for drugs dispensed to Medicasd beneficiaries equal to the
higher of a2 mintmum statutory rebate (15.1 percent of the Average Manufacrurer Price) or the “best price” or discount
provided to any privare purchaser.

5 Richard Frank and Joseph Newhouse, “Mending the Medicare Prescription Drug Benefit: Improving Consumer
Choices and Restructuring Purchasing,” The Hamilton Project at the Brookings Instiation, April 2007 See also Richard
Fraak, Testimony before the US Senate Comuuttee on Finance, January 11, 2007.

¢ Stephen Schondelmeyer, Statement before the Minonty Office of the House Commuttee on Governmen: Reform
Briefing on the Medscare Drug Plan, January 20, 2006.
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federal government would have saved $3.7 billion on the 100 drugs most often used by this
population.” This figure was detived from the Committee’s review of confidential pricing
documents provided by insurers and drug manufacturers at the Committee’s request.

To help finance health reform and lower Medicare costs, Congress could require drug
manufacturers to provide, at a minimum, the same level of rebates for prescription drugs provided
to dual eligibles under Medicare Part D as would have been required under the Medicaid program.
There is no Congtessional Budget Office estimate for this policy option, but the House Oversight
and Government Reform Committee staff estimated it would produce savings of as much as $86
billion over ten years.*

Chairman Baucus’ “white paper” on health reform stated that Congress should consider extending
the Medicaid price discounts to Part D-covered drugs dispensed to the dual-eligible population.”
Revenue Offsets

This part of my statement covers four types of revenue options:

1. Capping the tax exclusion for employer-sponsored health care
2. Other health-related tax expenditures

3. Health-related excise taxes

4. Capping itemized deductions for high-income filers

Let me preface this discussion by noting that while these options would raise revenues, health care
reform likely also will include tax credits to make health care affordable and enable an individual
mandate to be put in place. The tax code currently features extensive spending on health care, with
the tax code being used as the delivery system for these subsidies. Debate over reforms in this area
should seek to avoid old ideological battles and simplistic dismissals or endorsements of options as
“tax increases” or “tax cuts.” The primary goal here is to reform health tax expenditures to make

them more efficient and effective, more conducive to restraining health care costs, and less
regressive.

1. The Employer Exclusion

? House Commuttee on Oversight and Government Reform, Majonty Staff, “Medicare Part D: Drug Pricing and
Manufacturer Windfalls,” July 2008, hitp:/ /oversighthouse gov/documents/20080724101850 pdf

¥ In 2006 and 2007, covenng the top 100 drugs used by dual-eligible beneficianies cost an average of 30 percent more 1n
Medicare Part D than « would have in Medicard. The cost estimate cited here assumes that the price differential would
rematn at 30 percent over the next ten years and applies that differential to all drugs that the dual eligible beneficiaries
ate expected to use. See House Committee on Oversight and Govemnment Reform, op ot

Y Senator Max Baucus, “Call to Action, Health Reform 2009,” Senate Finance Commuttee, November 12, 2008.
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The employer tax exclusion is the single largest subsidy in the tax code. According to the Joint
Committee on Taxation, the exclusion of employer-sponsored health care reduced federal tax
collections by $246 billion in 2007."

As is well known, the tax exclusion is pootly targeted. It gives the greatest benefit to those with
the highest incomes, although they are the group that least needs help paying for health insurance.
The 24 percent of tax units with incomes over $75,000 in 2004 received almost half of the benefits
of the exclusion, while the 27 percent of tax units with incomes under $20,000 received 6 percent of
the benefits."" This result arises for three reasons: (1) low- and moderate-income people are less
likely to have jobs that offer health insurance; (2) low- and moderate-income individuals offered
employer-sponsored insurance ate less likely to participate than people at higher income levels,
because they cannot afford to pay their share of the premiums; and (3) people with modest incomes
benefit less from the tax exclusion than people at high income levels because they are in lower tax
brackets.

The tax exclusion also exacerbates the problem of high and nsing health care costs. Like any
subsidy, the exclusion encourages more spending on the item that is subsidized. By reducing the
after-tax price of health insurance, the exclusion provides an incentive for employers and individuals
1o select more generous coverage than they otherwise would purchase. Along with other factors,
this leads to an increase in the demand for health care services, drives up prices in the health-care
sectot, and ultimately makes health care and health coverage less affordable.”

Because of these problems, many analysts have recommended that the tax exclusion be scaled
back. Capping the tax exclusion at some dollar level could change incentives in ways that would
encourage people to seek, and providers to practice, more cost-effective health care and thereby
slow the growth in health care costs.

But there also are legitimate concerns about such a course. Unless limuts on the tax exclusion are
combined with other changes, modifying the exclusion could weaken employer-sponsored
insurance, which is the predominant source of health covetage for people of working age and their
dependents. The tax subsidies provided through the exclusion are a primary reason why employer-
based coverage is so widespread, along with the economies-of-scale and the risk pooling function
that employer-based coverage provides.

What to Do?

A cap on the tax exclusion could make an important contribution to health-care reform by
providing a significant source of financing without eroding employer-sponsored nsurance or

10 The estimate assumes that if the exclusion for employer-sponsored insurance were repealed, employees would not be
permitted to deduct the premuums as medical expenses. If such behavior were permutted, the cost of the exclusion
would fall to about §200 billior a year

1t Leonard E. Burman, Bowen Garrer, and Surachar Kheratrakun, “The Tax Code, Employer-Sponsored Insurance, and
the Distbution of Tax Subsidies,” in Henry J. Aaron and Leonard E. Burman, Usig Taxes to Reform Health Insurance
(Washington: Brookmgs Instieution, 2008), p. 43.

2 ICT, Tax Expendutures for Health Care, p.12.
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causing other undesirable effects —— if both the cap and the rest of the health care legislation are well
designed. The design issues are crucial.

First, most health-reform proposals include a requirement that individuals obtain health insurance
for themselves and their families. This is important: faced with having to meet an individual
requirement, many workers would find employet-sponsored health insurance even more attractive
than it is now even if part of the benefit effectively became taxable for a minority of workers.
Employers would have every reason to continue offering health insurance, and employees would
have every incentive to accept the offer. In Massachusetts, the individual mandate has resulted in an
increase in employer-sponsored coverage.

Second, some health-reform proposals also include a requirement that employers of more than a
certain size offer insurance to their employees or pay some sort of charge. Such a requirement —
commonly called “play-or-pay” — would discourage employers from dropping health insurance
coverage if it became partly taxable for some people.

Third, appropriate adjustments in the cap could be made. Since critics of capping the tax
exclusion have correctly observed that the premiums for the insurance that some firms offer may be
high #et because a plan provides particularly generous benefits but because 1) the covered workers
are located in an area with high health-care spending or insurance costs, 2) the covered workers ate
older or sicker than average, or 3) the firm is of smaller size and a greater portion of the premium is
attributable to admunistrative costs than is the case for larger firms.

Some of these concerns can be addressed by other components of health reform — in particular,
by batring insurers from continuing to vaty premiums based on beneficiaries’ health status or on
firm size. The other concemn can be addressed by building appropriate adjustments into the cap
itself. The cap could be adjusted based on a firm’s location and the age of its workforce, so that
workers would not pay more because they live in an area with higher-than-average health costs or
because their firm has an older workforce. The IRS could issue a set of geographical adjustment
factors. If a new system of health insurance exchanges is established, the geographic areas used to
adjust the tax cap could correspond to the areas used to set premiums within the exchanges.”

Structuring a Cap

A cap could be based on the cost of insurance. Under this approach, only contributions to the
most expensive insurance plans would be taxable. Contributions that employers and employees
make for health insurance and health care costs would be included 1n taxable income only if, and
only to the extent that, they exceeded a certain amount {which as noted, could be subject to several
adjustments).

Alternatively, a cap could be based on the income of the taxpayer. Under this variant, only people
with incomes above a certain threshold would face taxation on their employer’s contributions to the
cost of their health insurance.

3 The IRS could be directed to 1ssuc a set of geographic adjustment factors that fierns would apply to the raw premtom
amounts in order to determune the amounts reported on W-2 forms. Appropriate modifications could be made for
firms whose workforce 1s spread over several locations.
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Or, a cap could be based on both the amount of the insurance and the income of the taxpayer.
Under this approach, only upper-income taxpayers whose tax-favored health contributions exceeded
a certain amount would be subject to the cap.

If properly designed, a limit on the tax exclusion for employer-sponsored insurance could be
administered in an equitable fashion and without imposing large compliance burdens on employers
or workers," could contribute significantly to financing bealth care reform, and could be a useful
tool 1n helping to restrain health care costs.

2. Other Health-related Tax Expenditures

The tax code contains a plethora of tax expenditures that have been added in piecemeal fashion
over the years, primarily to help people afford insurance or moderate their out-of-pocket costs.
Some of these provisions would be unnecessary or duplicative under a reformed health insurance
systemn. In addrtion, continuation of certain tax expenditures would be counterproductive because
these tax breaks encourage unnecessary and wasteful health care spending. Continuation of some
other tax expenditures could weaken a new system of health care exchanges by fostering adverse
selection (the separation of healthy and less-healthy people into different insurance arrangements).
Finally, current health tax expenditures tend to be highly regressive.

Accordingly, reform of these health tax expenditures could provide a source of financing for
health care legislation while strengthening a reformed health care system that seeks to extend
coverage and restrain health care costs.

A comprehensive assessment of health tax expenditures lies beyond the scope of this testimony. 1
will cover three such tax expenditures here: flextble spending accounts, the itemized deduction for
health care costs in excess of 7.5% of adjusted gross income, and health savings accounts.

Flexible Spending Accounts

Individuals with access to flexible spending accounts may elect to have a portion of their wages or
salaries placed in such an account, with that income being exempt from income and payroll taxes.
Individuals then withdraw funds from the account (by submitting claims to their employer or to a
firm with which their employer has contracted to manage the account) in order to secure
reimbursement for out-of-pocket health costs for deductibles, co-payments, and elective health care
costs and health-related products that their insurance does not cover.

1 Different approaches would be required for employers who purchase insurance and firms that self-insure. Small
employers generally purchase insurance from an insurance company and pay a clearly identifiable premium to an nsurer
for each employee and dependent. Employers could easily report the current premium amount, or a specified portion
thereof, on workers’ pay stubs and W-2 statements. Large employers generally act as their own insurer and do not
actually pay premiums to an tnsurance company. Such self-msured employers, however, must calculate premums
charged to former employees eligible for continuation of health msurance coverage under the Consolidated Omubus
Budget Reconcilation Act (COBRA). These employers could report the most recently determmed COBRA premium
(excluding the additional 2-percent admunistrative charge), or a specified portion, for the employee’s coverage type
(individual, famdy, indivnidual plus spouse, or individual plus child) on workers” pay stabs and W-2 statements. See Paul
Pronstin, Capping the Tax Exclusion for Eniployment-Based Health Coverage: Implecations for Employers and Workers. Washington
Employee Benefit Research Insutute, January 2009. EBRI Issue Brief No. 325,
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FSAs are designed to make health cate more affordable. If a reformed health care system
provides access to affordable coverage, however, with subsidies for people who need such assistance
with the costs (and possibly with an out-of-pocket limit, perhaps set as a percentage of income),
FSAs should not be essential.

Moreover, FSAs have several undesirable effects.

The accounts directly encourage excessive and unnecessary health care spending. FSA accounts
thus create incentves at odds with health reform goals. People who have these accounts lose
all of the wages or salaries remaining in them at the end of the plan year. This prompts bursts
of year-end spending on health items and elective procedures that people otherwise would not
purchase. People purchase those iterns and procedures at the end of the year because the items
and procedures seem free under FSAs™ “use it or lose it” nature.

.

The accounts subsidize utibzation of health care services and items not typically covered by
health insurance. While some of these services may be medically necessary and cost-effective,
other services purchased may be elective and of litde value. This aspect of FSAs, as well,

.

encourages excess health care spending.

FSAs are highly regressive and provide only modest benefits to most people of ordinary means
who use them;

.

FSAs are time consuming to use, involving considerable paperwork with a host of small receipts
(in economusts’ terms, the “transaction costs” imposed on individuals who use these accounts
can be considerable);

»

Finally, FSAs actually hurt some low- and moderate-income wotkers. The Tax Policy Center
reports that for lower-income people, the eventual loss in Social Security benefits due to lower
payroll tax contributions as a result of FSA participation generally outweighs the immediate tax
savings. People affected in this way usually have no idea that they are lowering their lifetime
disposable income by participating in an FSA.

Consider the following. The average contribution to a FSA was $1,208 in 2006. Someone in the
15 percent tax bracket would get a tax savings of approximately $270 if he or she contributed this
amount — but, the typical benefit for middle-income households is less than this because people at
higher income levels tend to place larger amounts of money in FSAs, thereby boosting the average
contribution up to the $1,208 level just mentioned. The typical middle-income participant
contributes less than $1,208. And to gain these relatively modest tax benefits, individuals generally
must spend hours stockpiling receipts and filling out forms. Finally, Actna found that 14 percent of
its FSA customers forfeited an average of $723 in 2007 because of funds that remained unspent in
FSA accounts at the end of the year.

That FSAs encourage excessive health care spending is undeniable. The following advice from
the “Frugal Dr. Mom” website in promoting 2 humidifier is iltustratve: “Tf you bave FS.A money to
burn, humidifiers generally connt as an ¥S.A purchase.” Or this from the “planforyourhealth” website: “If
you bave an FS.A, spend that money!”
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Moreover, FSAs encourage spending on types of health treatments or volumes of procedures that
are beyond recommended medical practice and are not covered by insurance. In a world where
insurance coverage can be flimsy, the case for FSAs is stronger, though not compelling. With health
care reforms that set standards for creditable coverage and involve subsidies and some type of limit
on out-of-pocket costs, the case for FSAs is much weaker.

In shott, FSAs are labot-intensive for taxpayers but yield only modest tax savings for most
participants. They are regressive and distort consumption choices in a wasteful direction, both
because they can be used for health care services irrespective of cost-effectiveness or clinical
effectiveness, and because the “use or lose it” feature of FSAs encourages people to make
unnecessaty purchases at the end of the plan year. And well-designed health care reform would
remove much of the rationale for health FSAs.

The preferred option would be to eliminate health care FSAs at the time that the reformed health
care system takes effect. Other options include imposing an annual FSA contribution limit (e.g.,
$1,000), setting an income limit on FSA participation (e.g., at the income limits used for deductible
IRAs), and including FSAs under a cap on employer-related health care subsidies (i.e., instead of a
cap on employer health care contributions, placing a cap on total tax benefits associated with
employer-sponsored coverage.)

A related issue concerns the current tax expenditure for the employee share of health care
premiums for employer-sponsored insurance, which also can be paid out of pre-tax income that isn’t
subject to income or payroll tax. If the employee share of the premium is $100 a month, 2 high-
income individual effectively pays $64 because of this tax expenditure, while an employee in the 10
percent tax bracket pays $82. (These figures reflect the effect on the employee share of the payroll
tax as well as the mcome tax.) One option is to fold this tax benefit into an overall cap on the tax
benefits associated with employer-based coverage.

The Tax Deduction for Costs Exceeding 7.5% of AGI

The tax code helps to protect people against catastrophic health care costs by providing a
deduction for health costs that exceed 7.5% of AGI. This deduction may no longer be needed in
full under health care reform, depending on the shape that reform takes.

If benefit packages are adequate, subsidies are provided to people of modest means, and there are
reasonable limits on total out-of-pocket costs, this deduction should no longer be needed — with
one important exception. The deduction will continue to be needed for long-term care costs. (A
refundable tax credit would be superior to a deduction for long-term care costs, but that lies beyond
the scope of this testimony.)

Health Savings Accounts

Health Savings accounts are another tax mechanism that is intended to help make health care
costs more affordable but would not mesh well with a reformed health insurance system. HSAs
could make a system of health care exchanges less effective and efficient. Also of concern, some
features of HSAs may foster excess health care consumption,
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A particular concern about Health Savings Accounts attached to high-deductible health insurance
plans is that such plans can pose a significant risk of “adverse selection,” because they tend to be
disproportionately attractive to healthier and more affluent individuals who do not need much in the
way of health care and consequently are less concerned about the higher out-of-pocket costs
required under a high-deductible plan, but who benefit the most from the unprecedented tax-
sheltering benefits that HSAs provide.” (Unlike any other tax-preferred savings account in the tax
cade, contributions to HSAs are tax-deductible and withdrawals are tax free if used for out-of-pocket
medical expenses. Other accounts, like IRAs, permit deductible contributions but tax the
withdrawals or allow tax-free withdrawals but do not allow tax-deductible contributions.)

If high-deductible plans attached to HSAs can be offered within the new health insurance
exchanges and significant numbers of healthier-than-average individuals enroll in such plans, that
likely will drive up premiums for the more comprehensive plans offeted in the exchanges since those
plans would tend to be left with sicker-than-average groups of enrollees. As a result, the federal
government would either have to increase the subsidies available to enable lower-income individuals,
particularly those who are in poorer health or have chronic illnesses, to continue enrolling in
comprehensive plans, or such individuals would be forced to enroll in HSA plans even though such
plans require substantial upfront deductibles and other cost-sharing that low-income individuals
generally are not able to afford.

Options for how to deal with these issues as part of health care reform include the following:

« Bar high-deductible plans attached to HSAs from being offered in the exchanges. As noted,
such plans are likely to lead to adverse selection within the exchanges, which would lessen the
ability of the exchanges to pool risk effectively over the long term and provide broad access to
affordable, comprehensive coverage.

» Limit HSAs’ tax-sheltering benefits, at least for FISAs offered through the exchanges. In the
version of their health reform plan that Senators Wyden and Bennett offered last year and
presented to the Congressional Budget Office for evaluation, individuals enrolled in FISAs
would no longer be permitted to make tax-deductible contributions to HSAs and thereby to use
HSAs in substantial part as tax shelters. The only contributions allowed would be those made
by insurers to comply with an actuarial value standard required of all health msurance plans.
Such HSA reforms would make HSAs less disproportionately attractive to healthy, higher-
income individuals and thus would moderate the risk of adverse selection that HSAs would
otherwise pose to the exchanges, although some nsk would remain.

In addition to these options, one change in HSAs should surely be made. The HSA contribution
rules in place before 2006 should be restored.

When HSAs were first enacted as part of the Medicare drug law 1n 2003, individuals could
contribute to their HSAs on a tax-free basis the lower of the deductible amount under their health
insurance plan or the annual HSA contribution limit the legislation set. Thus rule was changed in
2006, however, to allow individuals to contribute (on a tax-deductible basis) the full amount up to

13 See Edwin Park and Robert Greensten, “Latest Enrollment Data Sull Fail to Dispel Concerns about Health Savings
Accounts,” Center on Budger and Policy Priortties, Revised January 30, 2006 and Edwin Park, “Informing the Debate
about Health Saving Accounts,” Center on Budget and Policy Prionities, June 13, 2006.
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the annual contribuvon limit, even if the limit substantially exceeds the deductible in their health plan. In tax
year 2009, the minimum high deductble required for family coverage in a plan tied to a HSA was
$2,300, while the annual HSA contribution limit was $5,950. Thus, an individual could sock away
$3,650 more in an HSA than the amount of the deductible under his or her health plan. This
substantially increased the tax-sheltering oppormunities of HSAs, particularly for high income
taxpayers, who wete the people who benefited most from the change since they can best afford to
contribute the additional amounts.

This change also encourages people with HSAs to increase the amounts they spend on health
care. Individuals with HSAs now can “overfund” their HSAs and spend a portion of their excess
HSA balances on virtually any health cate item or service, including unnecessary care that normal
medical practice would not advise and health insurance would not typically cover.'

3. Healthrelated Excise Taxes

Another set of financing options involves excise taxes on products that can undermine good
health and impose costs on society. The most obvious such product is tobacco; its deleterious
effects on health and the costs that it imposes are well known. Congress significantly increased
taxes on tobacco products eatlier this yeat as part of children’s health insurance legislation. Whether
Congtess would be willing to return to this issue again this year is unclear. A case can be made on
the merits for further action here.

Since the 1ssue of taxes on tobacco products has so recently been debated and is so well known, I
will not discuss it further here. This section of my testimony focuses on issues and options related
to: 1) taxing soda and other highly sweetened soft drinks; and 2) adjusting the federal excise tax on
alcohol, which has eroded very substantially as a result of inflanon since it was last adjusted in the
bipartisan deficit reduction agreement of 1990.

To be sure, these excise taxes are regressive. We are talking, however, of options for financing
national health care reform that includes universal coverage. The bulk of the Americans who are
uninsured have low or moderate incomes. The net effect on this part of the population would be a
substantial gain in well-being. Low- and moderate-income households who reduced their
consumption of unhealthy products as a result of changes in tax policy also would benefit from
improved health outcomes.

A Tax on Highly Sweetened Soft Drinks

Mounting evidence indicates that high-sugar soft-drink consumption has incteased sharply in
recent years and that this has contributed markedly to increased obesity, which results in higher
health costs and increased morbidity. A recent article in The New England Journal of Medicine, “Ounces
of Prevention: The Public Policy Case for Taxes on Sugared Beverages,” makes a strong health case
for a federal tax on soft drinks. A few disturbing statistics are worthy of note:

% Joel Friedman, Robert Greenstein and Edwin Park, “Last-Minute Addition to Tax Package Would Make Health
Savings Accouats More Attracuve as Tax Shelters for High-Income Individuals,” Center on Budget and Policy Prioities,
September 26, 2006.
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« Per capita consumption of sugat-sweetened beverages nearly fripled from 1977-78 to 2000. By
2003, the average American consumed nearly one gallon of soft drinks a week (46 gallons per
year). Americans now consume about 250-300 more calories per day on average than they did
several decades ago. The increased consumption of high-sugar soft drinks accounts for nearly
haff of this increase.

According to a 2001 USDA study, 32 percent of adolescent girls and 52 percent of adolescent
boys consume three or more eight-ounce servings of soda per day.

« The increase in obesity, to which has increased soft-drink consumption has contributed heavily,
is a significant factor in the higher incidence of diabetes and other diseases. According to the
Centers for Disease Control, obesity raises the risk of heart disease, diabetes, stroke,
hypertension, certain cancers and other diseases.

« Being overweight as a child increases the risk of developing diabetes, hypertension, respiratory
problems and orthopedic problems. Another study published in the New England Journal of
Medicine concluded that, because of the increase just through 2000 in adolescent obesity, heart-
disease deaths by 2035 will tise 6 to 19 percent above what they would have been withont the
increase in obesity."

« Another study found that women who consumed one or more soft drink servings per day were
twice as likely to develop diabetes during the eight-year study as women who consumed less
than one serving per month."®

.

Increased obesity also imposes costs on the health care system and taxpayers. Researchers at
Emory University have estimated that the “rising prevalence of obesity and [the] higher relative
per capita [health] spending among obese Americans accounted for 27 percent of the growth in
real capita [health] spending between 1987 and 2001.”" Increased obesity accounted for 15
percent of the increase in Medicare costs between 1987 and 2002.%

« A tax on high-sugar soft drinks would reduce consumption of such beverages — and thereby
improve health outcomes. The authors of the recent New England Jonrnal of Medicine article
estimate that a 10 percent price increase would cut consumption by 7.8 percent.

States are out in front of the federal government here. While only 14 states levied a sales tax on
food for home consumption in 2007, some 39 states imposed a sales tax on at least some soda
purchases. In some of these states, the tax on soda is simply part of the sales tax that applies to

17 “Adolescent Overweight and Future Adult Coronary Hearr Disease,” New England Journal of Medidne, December 6,
2007, hitp:/ /content.oeymeorg/egr/content/ full /357/23 /237 1#F1

18 “Sugar-Sweetened Beverages, Weight Gain, and Incidence of Type 2 Diabetes 1n Young and Middle-Aged Women,”
Journal of the Amencan Medical Association, August 25, 2004, hup:/ /jama.ama -assn org/cgi/content/ fall /292/8/927

19 See “The Impact of Obesity on Rising Medical Spending,” Health Affarrs, October 20, 2004,
htip://content.healthaffais org/cer/reprnr/hlthaff w4.480v1

2 “The Rise In Spending Among Medicare Beneficiartes: The Role of Chronic Disease Prevalence And Changes In
Treatment Intensity,” Health Affmrs, August 20, 2006, http.//contenthealthaffars org/cpi/reprint/25/5/w378
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food; in others, it is 2 separate or a higher tax.  Some 28 states impose a higher sales tax on vending
machine soda sales than on food generally (in most of these states, vending machine snack foods
also are subject to the tax), and 20 states impose a hugher tax on soda purchased at grocery stores
than on other food purchases.

The best option to consider here would be to establish an excise tax on the value of soda, as
Arkansas and West Virginia have done. In these states, the tax is levied on distributors,
manufacturers, and wholesale dealers. (Both states also levy an equivalent tax on soft drink syrup or
dry mix used to make soft drinks.) Health concerns argue for a tax levied in this “upstream” manner
— the higher price that results operate as a nudge to reduce consumption of high-sugar beverages.™

‘The New England Journal of Medicine article proposed that a tax be set on those products at the rate
of a penny per ounce. That would add 12 cents to the price of a 12-ounce soft drink. The authors
of the article estimated this would reduce soft-drink consumption by more than 10 percent. Ona
back-of-the envelope basis, such a proposal should raise something over $10 billion a year, based on
a Centet for Science in the Public Interest estimate of a similar proposal.

Alcohol Taxes

Federal excise taxes on alcohol now stand at their lowest level in decades. The tax on distilled
spinits has been reduced 85 percent in real terms since 1951 (Le., after adjusting for inflation). Just
since 1991, when alcohol taxes were last adjusted, these taxes have been reduced 37 percent across
the board, when inflation is taken into account.

Taxes on alcohol ate projected to fall another 8 percent in real terms by 2019.

Looked at another way, federal excise taxes on alcohol equaled 12 percent of gross alcohol sales in
1980. They now amount to about half that, with the percentage falling further every year.

To be sure, moderate alcohol consumption can be neutral or even beneficial for health. But
excess alcohol consumption imposes large costs. A study conducted for the Natonal Institute of
Alcohol Abuse and Alcoholism by the Lewin Group found that the economic costs of alcohol abuse
amounted to an estimated $185 billion in 1998. Such costs include direct medical costs, lost
productivity and earnings, and increased crime.

For these reasons, a large group of economists, including four Nobel laureates and three former
presidents of the American Economics Association, issued a statement in 2005 calling for increases
in excise taxes on alcohol. In addition, the National Academy of Sciences has recommended raising
alcohol excise tax rates to discourage underage drinking. Similarly, a 2007 report issued by the
Surgeon General noted that increasing the costs of alcohol use (i.c., raising the tax on alcohol) could
influence teenagers to drink less.

! A soda tax could be adminsstered by the Alcohol and Tobacco Tax and Trade Bureau (TTB), which is housed wathin
the Treasury Department, Under federal law, tobacco products are taxed but are not subject to the level of regulation
inposed on alcohol products. The TTB adminssters tobacco taxes by issuing permits to tobacco manufacturers,
importers, and exporters. A parallel system of permits could be insutured for manufacturers, importers, and exporters of
soda and soda products.
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According to the Centers for Disease Control and Prevention, excessive alcohol use causes about
79,000 deaths per year in the United States.

Raising alcohol taxes to help pay for health care reform also appears to enjoy public support. The
Kaiser health tracking poll for April 2009 reports that 68 percent of Americans support increasing
wine and beer taxes to help pay for health care reform.

There are various options to raisc revenue in this area. As noted, taxes on alcohol were last
tncreased in the 1990 bipartisan budget reconciliation bill, with these increases taking effect in 1991,
and have effectively been reduced by 37 percent since then because of inflation. One option would
be to raise tax rates back to where Congress set them in 1990 — Le., to put them at the 1991 level,
adjusted for inflaton since that time. Under this option, taxes would increase by 4 cents on a bottle
of beer, to a total of 9 cents per bottle. They would rise by 3 cents on a glass of wine, to 7 cents per
glass.

Another option is one included by the Congressional Budget Office in its recent health care
options volume — to set alcohol taxes at a uniform $16 per proof gallon. This CBO option is
designed to tax alcohol equally whether it is found in distilled spirits, beer, or wine. Currently,
distilled spirits are taxed more heavily.

The current tax on spirits is $13.50 proof per gallon. This CBO option would raise that to $16
pet proof gallon and also apply 1t to beer and wine. Under this option, the tax on a bottle of beer or
2 glass of wine would tise to about 14 cents — the increase would be 9 cents on a bottle of beer and
10 cents on a glass of wine. Accotding to CBO, this option would raise $60 billion over ten years
($28 billion over five years).

A thitd option, and the one that would raise the most revenue of the three outlined here, would
be to combine the first two optons. Under such an approach, alcohol would be taxed across the
board at the level that distilled spirits were taxed in 1991, when Congress last acted, with that level
adjusted for inflation since 1991 and going forward. Under this option, the tax on a botte of beer
or a glass of wine would be about 18 cents. The increase would be 13 cents per botte of beer and
14 cents per glass of wine.

An argument may be made in response to these options that unlike tobacco, moderate alcohol
consumption is not injurious to health and may even be beneficial. But people who are moderate
consumers of alcohol would only be very lightly touched by these proposals. For example, under
the first option outlined above, someone who drank a glass of wine with dinner every night
throughout the entire year would face a total annual tax increase of $10.85 over the year. Even
under the second option under which the tax on wine would rise by 10 cents a glass, the total impact
on someone drinking a glass of wine every day of the year would be just $36.50.

4. Capping ltemized Deductions

The President’s budget proposes to set a cap of 28 percent on the deduction rate that households
with incomes over $250,000 may use. This is the same rate that applied to deductions taken by
high-income households in the late 1980s, following enactment of the Tax Reform Act of 1986.
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This proposal has attracted criticism for its impact on charities. In fact, the impact on charitable
contributions would be relatively modest. Moreover, thete is reason to believe that the charitable
sector as a whole could be a net gainer if this proposal is combined with effective health care
reform.

«» Analysis by the Urban Institute-Brookings Tax Policy Center shows that only 1.4 percent of all
households would be touched by this proposal,

+ Based on the economic research in the field, total charitable contributions would be expected to
decline by slightly less than 2 percent.

And there would be some benefits for charities.

« Universal coverage would relieve the chartable sector of the need to finance billions of dollars a
year in charity health care.

+» Small non-profits that now must pay high health care premiums likely would be able to obtain
health coverage for their employees at lower cost through a health insurance exchange.

This is why I believe charities as a whole would be more likely to be net winners than net losers
from the combination of this proposal and health care reform.

A criticism that this would place too heavy a tax burden on high-income houscholds also seems
misplaced. Analysis by the Tax Policy Center shows that if the vatious tax measures President
Obama has proposed were adopted — including the itemized deduction cap — the effective tax rate
on each income group, up through and including the top 1 percent of households, would be lower
than it was in late 1990s when the economy boomed and high-income households did well.

Despite the strong criticisms that have been made of the Administration’s proposal, I would urge
the Committee not to take this approach entirely off the table. There are alternative options,
designed to address the criticisms that have been voiced of the Administration’s proposal, that
warrant serious consideration. Two such options are:

+ Exempt charitable contributions from the President’s proposal; or
- Apply a cap to all itemized deductions but set the cap at 33% and/or 35%, rather than at 28%.

Today, filers deduct at the 33% rate if they are in the next-to-the-top tax bracket, and at 35% if
they are in the top bracket. The tax rates in these two brackets are slated to go back to 36% and
39.6% in 2011. Congress could cap temized deductions at the rates that e#rrently apply. Or Congress
could simply cap deductions at 35% (rather than at the 28% level the President proposed).

Under such an approach, the value of itemized deductions — and the incentive to donate — would
not change from what it is today. The criticisms that have been voiced of the Administration’s
proposal — that it would increase the cost of donating, relative to what it is today — would not be
applicable. Meamngful savings would still be generated to help finance health care teform, although
at a considerably lower level than the Administration’s proposal envisions.
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Another alternative would be to dispense with an itemized deduction cap and instead to place a
tax surcharge on income about a very high level.
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Statement of Professor Jonathan Gruber
May 12, 2009

Thank you for inviting me to testify today on the sources of financing for health
care reform. The Congress is presented with a terrific opportunity to provide universal
health care coverage to all Americans. But it also faces a major stumbling block in
financing that coverage.

There is an inescapable logic of reform that lies behind the search for financing
sources. First, moving to universal coverage is now acknowledged to require a mandate
on individuals to have insurance coverage. Second, such a mandate is inhumane without
subsidies to make health insurance affordable for lower income individuals. Third, these
subsidies will require a large amount of new financing, on the order of one trillion dollars
or more over the next decade.

How can the government finance such a massive new expenditure? There are a
number of possible sources. In my testimony today I will move briefly through several of
them, and then focus on the best candidate: reforming the tax subsidy to employer-
provided health insurance.

In particular, I would highlight five “classes” of revenue sources for financing
universal coverage:

Cost Control: The first is reductions in existing government spending on health care
through cost controls. President Obama proposed over $300 billion of such cost controls
in his budget. The advantage of this source of financing is that it is well-matched to the
budgetary needs of the program: savings from medical cost controls rise at the same rate
as the spending required under this new program. The disadvantage of this source of
financing is that the major approaches to controlling costs, such as greater use of disease
management or medical homes, have yet to demonstrate large reductions in medical
spending. As a result, it is difficult to find substantial savings from cost controls beyond
those proposed by the President.

Sin Taxes: The second is increased taxation of “sin good” whose use raises the cost of
health care for all Americans. This would include cigarettes, alcohol, and high sugar or
fat foods that cause obesity. There is a strong public policy argument for raising taxes on
all of these goods. In particular, the tax rate on alcohol is well below the level that would
account for the damage that drinking does to society, in particular through drunk driving.
Yet it is difficult to raise sufficient revenues from these sources, and these revenues will
not rise at the rate of health care spending; indeed, they are likely to fall over time if we
move the population towards healthier lifestyles.

Provider Assessments: Hospitals in the U.S. currently spend over $30 billion/year on
uncompensated care. Best estimates suggest that two-thirds of that amount is due to the
uninsured. Thus, as we move towards universal coverage, there is a sizeable bonus to



274

hospitals that could be recaptured to finance insurance subsidies; indeed, moving money
from back end care of the uninsured to up front subsidies to insurance was the notion
behind the Massachusetts reform. Once again, this is a well-matched source of financing
as it rises with hospital revenues. On the other hand, this is once again a fairly small
source of financing.

Outside Sources: Another alternative is to turn to sources that are not health care related.
For example, President Obama proposed that the ability of high income families to
itemize their deductions be limited, raising over $300 billion over the next decade.
Income taxes could be increased in many other ways as well to finance health care
reform. Alternatively, new sources of revenues could be found, such as a Value Added
Tax or revenues from a carbon cap-and-trade system. While there are many options here,
they all suffer from the problem noted thus far, which is that the revenues will generally
rise at some rate slower than the rate of growth of health care premiums, so that ever
increasing tax rates will be required to finance universal coverage.

This brings us to a final source of revenues, which is the exclusion of employer-
sponsored insurance (ESI) spending from individual income taxation. This is both the
most natural source of financing for health care reform, as well as one of the few that is
clearly large enough to finance the subsidies needed for reform. I will devote the
remainder of my testimony to discussing this important financing source.

We all know the two largest government health insurance expenditures, on
Medicare and Medicaid. Less well known, and even less well understood, is the
government’s third largest health insurance expenditure: the $250 billion/year in foregone
tax revenues from excluding employer expenditures on health insurance from taxation.
When MIT pays me in cash wages, I am taxed on those wages. But the roughly $10,000
that MIT will spend this year on my health insurance is not taxed, amounting to a tax
break of about $4000 to me. To be clear, this exclusion is a tax break to individuals, not
to firms; finms are indifferent between paying me in wages and in health insurance. But [
am not indifferent about getting paid in wages or health insurance; I pay taxes on the
former but not the latter.

The tax exclusion of employer expenditures from individual taxation has three
flaws. First, $250 billion/year is an enormous sum of money which could be more
effectively deployed elsewhere, especially through alternative approaches to increasing
insurance coverage. Even if we consider just the income tax exclusion, ignoring the
payroll tax component, $2.3 trillion in federal revenues will be lost over the next decade
through this subsidy to employer-sponsored insurance. Second, this is a regressive
entitlement, since higher income families with higher tax rates get a bigger tax break;
about three-quarters of these dollars go to the top half of the income distribution. Third,
this tax subsidy makes health insurance, which is bought with tax-sheltered dollars,
artificially cheap relative to other goods bought with taxed dollars, leading to over-
insurance for most Americans.
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As result of these limitations, no health expert today would ever set up a health
system with such an enormous tax subsidy to a particular form of insurance coverage. So
why don’t we just remove it? There are four counterarguments to using the exclusion as
a financing source. 1review each in turn:

Administrative Difficulties: Some have argued that it would be administratively infeasible
to reduce this tax subsidy. This is simply wrong, as the process of including ESI
spending in individual income taxation is quite straightforward. Employers would simply
report the amount of their spending on an individual’s insurance on that person’s W-2
form. If the employer buys insurance, the premium is provided directly by the insurer; if
the employer is self-insured, they simply use the premium amount they are required to
calculate for COBRA purposes. If the exclusion is capped, rather than removed (as
discussed below), then individuals would simply pay tax on the difference between the
reported premiums and the cap.

Erosion of ESI: The existing predominance of employer-sponsored insurance is
predicated on this tax exclusion, so policy makers must be wary about simply removing
it. Many employers currently only offer health insurance because of this “tax bribe”, and
ending the exclusion would lead to a large erosion of employer-sponsored insurance.

There are two reasons why this might be a problem — one is wrong and one is
right. The one that is wrong is the concern that we will “lose employer dollars” when
ESI erodes. Both economic theory and a large body of economic evidence show that
there are no employer dollars: the money that employers spend on insurance would
otherwise just be spent on worker wages. If MIT stopped offering insurance, over a
several year period my wages would rise by $10,000 to offset the lost insurance
compensation, and MIT’s bottom line would remain the same. The notions of “shared
responsibility” or “keeping employers in the game”™ are political notions, not economic
ones.

The right reason to worry about the erosion of ESI is that sick and older
individuals are treated much more fairly in employer groups than they will be in today’s
non-group insurance market. Under ESI, all individuals pay the same for insurance
regardless of age or health. But in most states those who are sick or older must pay much
more for their non-group insurance, and in many cases it is simply unavailable. So as
employer-sponsored insurance falls we could end up with a large new set of uninsured
who cannot afford, or cannot obtain at any price, non-group insurance.

This is an important reason to be concerned about reducing the exclusion of ESI
from taxation in a vacuum. But it is not an important concern when the policy is
financing a broader universal coverage plan. In that case, individuals will face group
rates on their insurance regardless of where it is purchased, and they will be subsidized if
insurance is not affordable. Thus, any displacement from ESI will not lead to
uninsurance, just a shift to a new exchange.
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Middle-Class Tax Increase: The third concern raised about removing the exclusion is that
it would be an across the board tax increase. As highlighted earlier, removal would
represent a progressive tax increase, with 62% of the revenues raised from families with
incomes above $100,000 per year. Yet, there would still be a sizeable increase in
taxation for middle income families, with 10% of the revenues coming from families
below $50,000 in income, and 28% from families with $50,000 to $100,000 of income.

For this reason, and given that the entirety of revenues from removing the
exclusion is not necessary to finance reform, we should focus our attention in reducing,
rather than removing, the tax exclusion. The exclusion can be reduced, for example, by
capping the amount of employer-sponsored premiums that are excluded from taxation, so
that individuals are not taxed on premiums below some level (say the average value of
ESI premiums), and pay tax only on premiums in excess of that level. This has the
advantage of addressing the bias towards excessively generous insurance without raising
taxes from those who have basic insurance. Moreover, this is more progressive than an
across the board removal of the exclusion, since higher income individuals tend to have
the more expensive insurance. This policy still raises non-trivial revenues from middle
income taxpayers, however.

Alternatively, the exclusion could be reduced in an income-targeted manner, by
scaling back the exclusion only for higher income groups. This could be designed to
protect middle-income taxpayers from any increase in tax payments. There are many
possible combinations of caps and income limits that could be used, with varying
implications for revenues raised from limiting the exclusion.

Another important consideration is how caps and income cutoffs are inflated over
time. Given the rapid rise in health insurance premiums, a cap level that is inflated more
slowly than premiums will mean that the cap is eroding over time. For example, a cap at
the average ESI premium that is fixed in nominal terms is equivalent to a complete
removal of the exclusion over an 11-12 year period. On the other hand, a cap indexed to
ESI premium growth would not erode at all over time, so that a cap that excluded the
least expensive 50% of ESI plans would continue to do so over time. A cap that rises, but
at a lower rate than ESI premium growth, would erode over time, but more slowly than
with no indexing.

It is useful to consider some examples of possible tax exclusion policies to
understand the magnitude of the dollars involved. For example, suppose the government
were to cap the exclusion at the typical ESI premium ($4700 single / $12,800 family
today), starting in 2012, and were to index that cap at the rate of growth of the consumer
price index (so that the cap rose, but at a slower rate than premiums). Such a policy
would raise $500 billion by 2019. Even if this cap were indexed to premium growth, so
that in every year the government taxed only premiums above the typical ESI premium
level (with no erosion over time), the policy would raise $360 billion over the 2012-2019
period.
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There are considerable revenues to be raised even at higher levels of the cap. A
cap at the 75" percentile of the distribution of ESI premiums, so that only the top quarter
of most expensive plans would be subject to some taxation, would raise $330 billion over
the 2012-2019 period if indexed to the CPI, and $220 billion over that period if indexed
to premiums.

Alternatively, the government could consider a more progressive structure.
Consider a policy that capped the EST exclusion at the typical ESI premium, but only for
families with incomes above $125,000 per year. Such a policy would raise $340 billion
over the 2012-2019 period if the cap were indexed to the CPI, or $240 billion in indexed
to premium growth. Additional “brackets” could be added so that the extent of taxation
varied further with different income levels.

Unfairness of Reducing Tax Exclusion for High Cost Groups: A final criticism of
reducing the tax exclusion, for example through a cap on the amount that can be excluded
from taxation, is that it is unfair to high cost groups, for example those in states with
expensive insurance or who are in workplaces with an older workforce. A fixed national
cap on the exclusion, for example, would raise much more revenue in Rhode Island
(where average single ESI premiums are about $7000) than in New Mexico (where those
premiums are about $3500).

But this problem is readily addressable by adjusting the cap to account for
differences in underlying cost factors across firms. For example, the cap could be
adjusted upwards in high cost states to mitigate the disproportionate revenue increase for
those states. Of course, to maintain the revenues raised from the cap, it would also have
to be adjusted downwards in lower cost states; alternatively, the adjustment could be one-
sided (upwards for expensive states only) at the cost of some lost revenue.

Similarly, the cap could be adjusted upwards in firms with older workers (and
potentially downwards in firms with younger workers). Employers know their workers’
ages and it would be straightforward for them to compute an adjustment factor based on
the ages of their workers that could be used to adjust the cap.

In summary, there are a variety of financing sources to which the Congress can
turn to achieve the critical goal of universal health insurance coverage. 1t is clear to me,
however, that one source of financing dominates the others: reducing the expensive,
regressive, and inefficient subsidization of employer-sponsored insurance. Financing
coverage expansions by scaling back the exclusion would be highly progressive and
would reduce a major driver of overinsurance and excessive health spending in the U.S.
This is truly a win-win solution to your problem, in that it reduces a fundamental flaw in
our existing system of health insurance financing, while raising the revenues required to
cover the uninsured.

Thank you again for allowing me to testify today and I look forward to your
questions and to helping the committee further as you tackle these difficult issues.
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Responses to Questions for the Record
Roundtable on Financing Health Care Reform

Questions for Dr. Gruber

1.

Dr. Gruber, your advance testimony states, “To be clear, this [employee] exclusion is a
tax break to individuals, not to firms; firms are indifferent between paying me in wages
and in health insurance.” Then you go on to say that, “If MIT stopped offering insurance,
over a several year period my wages would rise by $10,000 to offset the lost insurance
compensation, and MIT’s bottom line would remain the same....The notions of ‘shared
responsibility” or ‘keeping employers in the game’ are political notions, not economic
ones.” [s it fair to say that employees are already paying for their health benefits through
the employer-based system, but in the form of lower wages? What has been the impact
of skyrocketing health care costs on workers’ wages?

Answer: The evidence is quite clear on this point: over the medium to long term, higher health
insurance costs are reflected directly in lower worker wages. So the rapid rise in health care
costs over the past decade has led to flat or declining wages for U.S. workers.

2. One of the options on the table for financing health reform is the idea of a “soda tax™ or

other types of “sin taxes.” Since this roundtable is about financing, I’'m going to leave
the discussion about whether or not these taxes are an effective prevention tool for
another day. What I'm concerned about in the context of financing is: will these types of
“sin taxes” be a stable revenue source to offset part of the costs of what may be §1.5
trillion in new spending. I am also concerned that these types of new taxes are highly
regressive meaning they hurt low-income workers the most.

Dr. Gruber, your testimony states that, “It is difficult to raise sufficient revenues from
these sources, and these revenues will not rise at the rate of health care spending; indeed,
they are likely to fall over time if we move the population towards healthier lifestyles.”
Given that statement can we count on “sin taxes” as a stable revenue source to fund new

spending obligations for health reform?

Answer: Any source of financing that does not rely on medical spending itself (as does capping
the tax exclusion) will not rise as rapidly as the spending program it is financing. This is true for
sin taxes as well as for other forms of financing such as income tax increases. But sin taxes do
have an offsetting advantage: they improve the health of the population, which lowers the costs
of any health program. So while sin taxes may not rise enough to finance the program in the
long run, their offsetting benefit in terms of lowering the long run cost of the program may be
even more valuable.
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Chairman Baucus, Ranking Member Grassley, distinguished Committee members. I am Glenn
Hackbarth, chairman of the Medicare Payment Advisory Commission (MedPAC). I appreciate
the opportunity to be part of the panel this morning and to share MedPAC’s views on delivery

system reform.

The Medicare Payment Advisory Commission (MedPAC) is an independent Congressional
agency established by the Balanced Budget Act of 1997 (P.L. 105-33) to advise the U.S.
Congress on issues affecting the Medicare program. The Commission's statutory mandate is
quite broad: In addition to advising the Congress on payments to private health plans
participating in Medicare and providers in Medicare's traditional fee-for-service program,
MedPAC is also tasked with analyzing access to care, quality of care, and other issues
affecting Medicare. The Commission's 17 members bring diverse expertise in the financing

and delivery of health care services.

MedPAC meets publicly to discuss policy issues and formulate its recommendations to the
Congress. In the course of these meetings, Commissioners consider the results of staff
research, presentations by policy experts, and comments from interested parties. Commission
members and staff also seek input on Medicare issues through frequent meetings with
individuals interested in the program, including staff from congressional committees and the
Centers for Medicare & Medicaid Services (CMS), health care researchers, health care

providers, and beneficiary advocates.

Two reports — issued in March and June each year — are the primary outlet for Commission
recommendations. In addition to these reports and others on subjects requested by the
Congress, MedPAC advises the Congress through other avenues, including comments on
reports and proposed regulations issued by the Secretary of the Department of Health and

Human Services, testimony, and briefings for congressional staff.

Our health care system today
The health care delivery system we see today is not a true system: Care coordination is rare,
specialist care is favored over primary care, quality of care is often poor, and costs are high and

increasing at an unsustainable rate. Part of the problem is that Medicare’s fee-for-service (FFS)
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payment systems reward more care, and more complex care, without regard to the value of that
care. In addition, Medicare’s payment systems create separate payment “silos” (e.g., inpatient
hospitals, physicians, post-acute care providers) and do not encourage coordination among
providers within a silo or across the silos. We must address those limitations—creating new
payment methods that will reward efficient use of our limited resources and encourage the

effective integration of care.

Medicare has not been the sole cause of the problem, nor should it be the only participant in the
solution. Private payer rates and incentives perpetuate system inefficiencies, and the current
disconnect among different payers creates mixed signals to providers. This contributes to the
perception that one payer is cross-subsidizing other payers and further exacerbates the problem.
Private and other public payers will need to change payment systems to bring about the
conditions needed to change the broader health care delivery system. But Medicare should not

wait for others to act first; it can lead the way to broader delivery system reform.

Because this roundtable discussion is intended to spark dialogue on the solutions, I will focus
on the recommendations the Commission has made to reform the health care delivery system
and to strengthen the Medicare program. MedPAC has testified previously before Senate
Finance Committee on problems of our health care delivery system and a detailed discussion of

these problems is in the attached Appendix.

Commission recommendations to increase efficiency and

improve quality

In previous reports, the Commission has recommended that Medicare adopt tools to

surmount barriers to increasing efficiency and improving quality within the current Medicare

payment systems. These tools include:

s Creating pressure for efficiency through payment updates. Although the update is a
somewhat blunt tool for constraining cost growth (updates are the same for all providers
in a sector, both those with high costs and those with low costs), constrained updates will
create more pressure on those with higher costs. In our March 2609 Report to the
Congress, the Commission offers a set of payment update recommendations that exert

fiscal pressure on providers to constrain costs. For example, the Commission
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recommends a zero update for home health agencies in 2010, coupled with an
acceleration of payment adjustments due to coding practices, totaling a 5.5 percent cut in
home health payments for 2010. Another example is the Commission’s recommendation
to reduce overpayments to MA plans by setting the MA benchmarks equal to 100 percent
of Medicare FFS expenditures. This recommendation is consistent with the

Commission’s commitment to retaining high-quality, low-cost private plans in Medicare.

Improving payment accuracy within Medicare payment systems. In our 2005 report on
specialty hospitals, the Commission made recommendations to improve the accuracy of
DRG payments to account for patient severity. Those recommendations corrected
distortions in the payment system that—among other things—contributed to the
formation of hospitals specializing in the treatment of a limited set of profitable DRGs. In
another example, in our June 2008 and March 2009 Reports to the Congress, the
Commission recommended increasing fee schedule payments for primary care services
furnished by clinicians focused on delivering primary care. This budget-neutral
adjustment would redistribute Medicare payments toward those primary care services
provided by practitioners—physicians, advanced practice nurses, and physician
assistants—whose practices focus on primary care. This recommendation recognizes that
a well functioning primary care network is essential to help improve quality and control

Medicare spending (MedPAC 2008, MedPAC 2009).

Linking payment to quality. In a series of reports, we have recommended that Medicare
change payment system incentives by basing a portion of provider payment on the quality
of care they provide and recommended that the Congress establish a quality incentive
payment policy for physicians, Medicare Advantage plans, dialysis facilities, hospitals,
home health agencies, and skilled nursing facilities. In March 2005, the Commission
recommended setting standards for providers of diagnostic imaging studies to enhance

the quality of care and help control Medicare spending.

Measuring resource use and providing feedback. In our March 2008 and 2005 Reports to

the Congress, we recommended that CMS measure physicians’ resource use per episode of
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care over time and share the results with physicians. Those who used comparatively more

resources than their peers could assess their practice styles and modify them as appropriate.

e Encouraging use of comparative-effectiveness information and public reporting of
provider quality and financial relationships. In our June 2007 Report to the Congress, we
found that not enough credible, empirically based information is available for health care
providers and patients to make informed decisions about alternative services for
diagnosing and treating most common clinical conditions. The Commission
recommended that the Congress charge an independent entity to sponsor credible
research on comparative effectiveness of health care services and disseminate this
information to patients, providers, and public and private payers. Second, the
Commission recommended public reporting to provide beneficiaries with better
information and encourage providers to improve their quality. Third, the Commission
has recommended that manufacturers of drugs and medical devices be required to
publicly report their financial relationships with physicians to better understand the types

of financial associations that may influence patterns of patient care.

The need for more fundamental reform

The recommendations discussed above would make the current Medicare FFS payment
systems function better, but they will not fix the problems inherent in those systems for two
reasons. First, they cannot overcome the strong incentives inherent in any fee-for-service
system to increase volume, thus it will be difficult to make the program sustainable.
Second, they cannot switch the focus to the patient rather than the procedure because they
cannot directly reward care coordination or joint accountability that cut across current
payment system “silos,” such as the physician fee schedule or the inpatient prospective

payment system.

There is evidence that more fundamental reforms could improve the quality of care and
potentially lower costs. For example, patient access to high-quality primary care is essential for a
well-functioning health care delivery system. Research suggests that reducing reliance on

specialty care may improve the efficiency and quality of health care delivery. States with a
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greater proportion of primary care physicians have better health outcomes and higher scores on
performance measures (Baicker and Chandra 2004). Moreover, areas with higher rates of
specialty care per person are associated with higher spending but not improved access to care,
higher quality, better outcomes, or greater patient satisfaction (Fisher et al. 2003, Kravet et al.
2008, Wennberg 2006). Countries with greater dependence on primary care have lower rates of
premature deaths and deaths from treatable conditions, even after accounting for differences in
demographics and GDP (Starfield and Shi 2002). Changing the balance in the delivery system
between primary and specialist care may have high payoffs for Medicare.

Evidence points to other potential reforms:

e  Greater care coordination. Evidence shows that care coordination can improve quality.
As we discussed in our June 2006 Report to the Congress, studies show self management
programs, access to personal health records, and transition coaches have resulted in
improved care or better outcomes, such as reduced readmission for patients with chronic
conditions.

* Reducing preventable readmissions. Savings from preventing readmissions could be
considerable. About 18 percent of Medicare hospital admissions result in readmissions
within 30 days of discharge, accounting for $15 billion in spending. The Commission
found that Medicare spends about $12 billion on potentially preventable readmissions.

o Increasing the use of bundled payments. The Medicare Participating Heart Bypass Center
demonstration of the 1990s found that bundling hospital DRG payments and inpatient
physician payments could increase providers’ efficiency and reduce Medicare’s costs.
Most of the participating sites found that, under a bundled payment, hospitals and
physicians reduced laboratory, pharmacy, and ICU spending. Spending on consulting

physicians and post-discharge care decreased and quality remained high.

A direction for payment and delivery system reform

To increase value for the Medicare program, its beneficiaries, and the taxpayers, we are
looking at payment policies that go beyond the current FFS payment system boundaries of
scope and time. This new direction would pay for care that spans across provider types and

time and would hold providers jointly accountable for the quality of that care and the
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resources used to provide it. It would create payment systems that reward value and

encourage closer provider integration—delivery system reform. For example, if Medicare

held physicians and hospitals jointly responsible for outcomes and resource use, new

efficiencies—such as programs to avoid readmissions and standardization of operating room

supplies—could be pursued. In the longer term, joint responsibility could lead to closer

integration and development of a more coordinated health care delivery system.

This direction is illustrated in Figure 1. The potential payment system changes shown are not

the end point for reform and further reforms could move the payment systems away from

FFS and toward systems of providers who accept some level of risk, driving delivery system

reform.

Figure 1. Direction for payment and delivery system reform
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History provides numerous examples that providers will respond to financial incentives, The
advent of the inpatient prospective payment system in 1983 led to shorter inpatient lengths of
stay and increasing use of post acute care services. Physician services have increased as
payments have been restrained by volume control mechanisms. Finally, a greater proportion

of patients in skilled nursing facilities (SNFs) were given therapy, and more of it, in response
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to the SNF prospective payment system incentives. Financial incentives can also result in
structural changes in the health care delivery system. In the 1990s, the rise of HMOs and the
prospect of capitation led doctors and hospitals to form physician-hospital organizations
whose primary purpose was to allocate capitated payments. Paying differently will motivate
providers to interact differently with each other, and—if reforms are carefully designed for
joint accountability—to pay more attention to outcomes and costs. To be sure, implementing
these changes will not be easy. Changes of this magnitude will undoubtedly be met with
opposition from providers and other stakeholders. In addition, the administrative component

of the proposed payment system changes will require refinement over time.

Recommended system changes

We discuss three recommendations the Commission has made that might move Medicare in
the direction of better coordination and more accountable care: a medical home pilot
program, changing payments for hospital readmissions, and bundling payments for services

around a hospital admission.

Medical home

A medical home is a clinical setting that serves as a central resource for a patient’s
ongoing care. The Commission considers medical homes to be a promising concept to
explore. Accordingly, it recommends that Medicare establish a medical home pilot
program for beneficiaries with chronic conditions to assess whether beneficiaries with
medical homes receive higher quality, more coordinated care, without incurring higher
Medicare spending. Qualifying medical homes could be primary care practices,
multispeciality practices, or specialty practices that focus on care for certain chronic
conditions, such as endocrinology for people with diabetes. Geriatric practices would be

ideal candidates for Medicare medical homes.

In addition to receiving payments for fee-schedule services, qualifying medical homes would
receive monthly, per beneficiary payments that could be used to support infrastructure and
activities that promote ongoing comprehensive care management. To be eligible for these
monthly payments, medical homes would be required to meet stringent criteria. Medical

homes must:



287

» furnish primary care (including coordinating appropriate preventive, maintenance, and
acute health services);

» yse of a team to conduct care management;

= yse health information technology (IT) for active clinical decision support;

= have a formal quality improvement program;

« maintain 24-hour patient communication and rapid access;

»  keep up-to-date records of beneficiaries’ advance directives; and

» maintain a written understanding with each beneficiary designating the provider as a

medical home.

These stringent criteria are necessary to ensure that the pilot evaluates outcomes of the kind
of coordinated, timely, high-quality care that has the highest probability to improve cost,
quality, and access. The pilot must assess a true intervention rather than care that is
essentially business as usual. In rural areas, the pilot could test the ability for medical homes

to provide high-quality, efficient care with somewhat modified structural requirements.

Beneficiaries with multiple chronic conditions would be eligible to participate because they
are most in need of improved care coordination. About 60 percent of FFS beneficiaries have
two or more chronic conditions. Beneficiaries would not incur any additional cost sharing for
the medical home fees. As a basic principle, medical home practitioners would discuss with
beneficiaries the importance of seeking guidance from the medical home before obtaining
specialty services. Participating beneficiaries would, however, retain their ability to see
specialists and other practitioners of their choice. Under the pilot, Medicare should also
provide medical homes with timely data on patients’ Medicare-covered utilization outside the

medical home, including services under Part A and Part B and drugs under Part D.

A medical home pilot provides an excellent opportunity to implement and test physician pay-
for-performance (P4P) with payment incentives based on quality and efficiency. Under the
pilot project, the Commission envisions that the P4P incentives would allow for rewards and
penalties based on performance. Efficiency measures should be calculated from spending on

Part A, Part B, and Part D, and efficiency incentives could take the form of shared savings
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models similar to those under Medicare’s ongoing physician group practice demonstration.
Bonuses for efficiency should be available only to medical homes that have first met quality
goals and that have a sufficient number of patients to permit reliable spending comparisons.
Medical homes that are consistently unable to meet minimum quality requirements would

become ineligible to continue participation.

It is imperative that the medical home pilot be on a large enough scale to provide statistically
reliable results with a relatively short testing cycle. Additionally, the pilot must have clear
and explicit results-based thresholds for determining whether it should be expanded into the
full Medicare program or discontinued entirely. Focusing on beneficiaries with multiple
chronic conditions and medical homes meeting stringent criteria should provide a good test

of the medical home concept.

Readmissions and bundled payments around a hospitalization

Evidence suggests there is an enormous opportunity to improve care and address the lack of
coordination at hospital discharge. Discharge from the hospital is a very vulnerable time for
patients, and in particular for Medicare beneficiaries, who often cope with multiple chronic
conditions. Often they are expected to assume a self-management role in recovery with little
support or preparation. They may not understand their discharge instructions on what
medications to take, know whom to call with questions, or know what signs indicate the need
for immediate follow-up care. Often they do not receive timely follow-up care and
communication between their hospital providers and post-acute care providers is uneven.
These disjointed patterns of care can result in poorer health outcomes for beneficiaries, and

in many cases, the need for additional health care services and expenditures.

The variation in spending around hospitalization episodes suggests lower spending is
possible. There is a 65 percent difference in spending on readmissions between hospitals in
the top quartile and the average of all hospitals; the top quartile is almost four times higher
than the bottom quartile. The spread between high- and low-use hospitals is even larger than
spending for post-acute care. These high-spending hospitals often treat the beneficiaries with
the costliest care. Greater coordination of care is needed for this population, and changing

incentives around their hospital care could be the catalyst.
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How can Medicare policy change the way care is provided? First, the Commission
recommends that the Secretary confidentially report to hospitals and physicians information
about readmission rates and resource use around hospitalization episodes (e.g., 30 days post-
discharge) for select conditions. This information would allow a given hospital and the
physicians who practice in it to compare their risk-adjusted performance relative to other
hospitals, physicians, and post-acute care providers. Once equipped with this information,
providers may consider ways to adjust their practice styles and coordinate care to reduce
service use. After two years of confidential disclosure to providers, this information should

be publicly available.

Information alone, however, will not likely inspire the degree of change needed. Payment
incentives are needed. We have two recommendations—one to change payment for
readmissions and one to bundle payments across a hospitalization episode. Either policy
could be pursued independently, but the Commission views them as complementary. A
change in readmissions payment policy could be a critical step in creating an environment of
joint accountability among providers that would, in turn, enable more providers to be ready

for bundled payment.

Readmissions

The Commission recommends changing payment to hold providers financially accountable
for service use around a hospitalization episode. Specifically, it would reduce payment to
hospitals with relatively high readmission rates for select conditions. Conditions with high
volume and high readmissions rates may be good candidates for selection. Focusing on rates
rather than numbers of readmissions serves to penalize hospitals that consistently perform
worse than other hospitals, rather than those that treat sicker patients. The Commission
recommends that this payment change be made in tandem with a previously recommended
change in law (often referred to as gainsharing or shared accountability) to allow hospitals
and physicians fo share in the savings that result from re-engineering inefficient care

processes during the episode of care.

Currently, Medicare pays for all admissions based on the patient’s diagnosis regardless of

whether it is an initial stay or a readmission for the same or a related condition. This is a
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concern because we know that some readmissions are avoidable and in fact are a sign of poor

care or a missed opportunity to better coordinate care.

Penalizing high rates of readmissions encourages providers to do the kinds of things that lead
to good care, but are not reliably done now. For example, the kinds of strategies that appear
to reduce avoidable readmissions include preventing adverse events during the admission,
reviewing each patient’s medications at discharge for appropriateness, and communicating
more clearly with beneficiaries about their self-care at discharge. In addition, hospitals,
working with physicians, can better communicate with providers caring for patients after

discharge and help facilitate patients’ follow-up care.

Spending on readmissions is considerable. We have found that Medicare spends $15 billion
on all-cause readmissions and $12 billion if we exclude certain readmissions (for example,
those that were planned or for situations such as unrelated traumatic events occurring after
discharge). Of this $12 billion, some is spent on readmissions that were avoidable and some
on readmissions that were not. To target policy to avoidable readmissions, Medicare could
compare hospitals’ rates of potentially preventable readmissions and penalize those with high
rates. The savings from this policy would be determined by where the benchmark that
defines a high rate is set, the size of the penalty, the number and type of conditions selected,

and the responsiveness of providers.

The Commission recognizes that hospitals need physician cooperation in making practice
changes that lead to a lower readmission rate. Therefore, hospitals should be permitted to
financially reward physicians for helping to reduce readmission rates. Sharing in the financial
rewards or cost savings associated with re-engineering clinical care in the hospital is called
gainsharing or shared accountability. Allowing hospitals this flexibility in aligning incentives
could help them make the goal of reducing unnecessary readmissions a joint one between
hospitals and physicians. As discussed in a 2005 MedPAC report to the Congress, shared
accountability arrangements should be subject to safeguards to minimize the undesirable
incentives potentially associated with these arrangements. For example, physicians who

participate should not be rewarded for increasing referrals, stinting on care, or reducing

quality.
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Bundled payments for care over a hospitalization episode

Under bundled payment, Medicare would pay a single provider entity an amount intended to
cover the costs of providing the full range of care needed over the hospitalization episode.
Because we are concerned about care transitions and creating incentives for coordination at
this juncture, the hospitalization episode should include time post-discharge (e.g., 30 days).
With the bundle extending across providers, providers would not only be motivated to
contain their own costs but also have a financial incentive to better collaborate with their
partners to improve their collective performance. Providers involved in the episode could
develop new ways to allocate this payment among themselves. Ideally, this flexibility gives
providers a greater incentive to work together and to be mindful of the impact their service
use has on the overall quality of care, the volume of services provided, and the cost of
providing each service. In the early 1990s, Medicare conducted a successful demonstration of
a combined physician-hospital payment for coronary artery bypass graft admissions,

showing that costs per admission could be reduced without lowering quality.

The Commission recommends that CMS conduct a voluntary pilot program to test bundled
payment for all services around a hospitalization for select conditions. Candidate conditions
might be those with high costs and high volumes. This pilot program would be concurrent

with information dissemination and a change in payment for high rates of readmissions.

Bundled payment raises a wide set of implementation issues. It requires not only that
Medicare create a new payment rate for a bundle of services but also that providers decide
how they will share the payment and what behavior they will reward. A pilot allows CMS to
resolve the attendant design and implementation issues, while giving providers who are ready

the chance to start receiving a bundled payment.

The objective of the pilot should be to determine whether bundled payment for all covered
services under Part A and Part B associated with a hospitalization episode (e.g., the stay plus
30 days) improves coordination of care, reduces the incentive for providers to furnish
services of low value, improves providers’ efficiency, and reduces Medicare spending while
not otherwise adversely affecting the quality of care. The pilot should begin applying

payment changes to only a selected set of medical conditions.
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Conclusion

The process of reform should begin as soon as possible; reform will take many years and
Medicare’s financial sustainability is deteriorating. That deterioration can be traced in part to
the dysfunctional delivery system that the current payment systems have helped to create.
Those payment systems must be fundamentally reformed, and the recommendations we have
made are a first step on that path, They are, however, only a first step; they fall far short of
being a “solution” for Medicare’s long-term challenges. MedPAC has begun to consider
other options, such as accountable care organizations (ACOs). In addition, MedPAC will
consider steps to alter the process by which payment reforms are developed and
implemented, with the goals of accelerating that process. I thank the Committee for its
attention, and look forward to working with you to reform Medicare’s payment systems and

help bring the health care delivery system into the 21™ century.
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APPENDIX

The Case For Fundamental Change
The Medicare program should provide its beneficiaries with access to appropriate, high
quality care while spending the money entrusted to it by the taxpayers as carefully as
possible. But too often that goal is not being realized, and we see evidence of poor-quality

care and spending growth that threatens the program’s fiscal sustainability.

Poor quality

Many studies show serious quality problems in the American health care system. McGlynn
found that participants received about half of the recommended care (McGlynn et al. 2003).
Schoen found wide variation across states in hospital admissions for ambulatory-care-
sensitive conditions (i.e., admissions that are potentially preventable with improved
ambulatory care) (Schoen et al 2006). In Crossing the Quality Chasm, the Institute of
Medicine pointed out serious shortcomings in quality of care and the absence of real progress
toward restructuring heath care systems to address both quality and cost concerns (IOM
2001).

At the same time that Americans are not receiving enough of the recommended care, the care
they are receiving may not be appropriate. For 30 years, researchers at Dartmouth’s Center
for the Evaluative Clinical Sciences have documented the wide variation across the United
States in Medicare spending and rates of service use (Figure 1). Most of this variation is not
driven by differences in the payment rates across the country but instead by the use of
services. Dartmouth finds most of the variation is caused by differing rates of use for supply-
sensitive services—that is, services whose use is likely driven by a geographic area’s supply
of specialists and technology (Wennberg et al. 2002). Areas with higher ratios of specialty

care to primary care physicians also show higher use of services.
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Figure 1. Total Medicare spending by Hospital Referral Region
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Source: Dartmouth Allas of Health Care, 2005 Medicare claims data.

The higher rates of use are often not associated with better outcomes or quality and instead
suggest inefficiencies. In fact, a recent analysis by Davis and Schoen shows at the state
level that no relationship exists between health care spending per capita and mortality
amenable to medical care, that an inverse relationship exists between spending and
rankings on quality of care, and that high correlations exist between spending and both
preventable hospitalizations and hospitalizations for ambulatory-care-sensitive conditions
(Davis and Schoen 2007). These findings point to inefficient spending patterns and

opportunities for improvement.

Sustainability concerns

This inefficiency costs the federal government many billions of dollars each year,
expenditures we can ill afford. The share of the nation’s GDP committed to Medicare is
projected to grow to unprecedented levels, squeezing other priorities in the federal budget
(Figure 2). For example, the Supplementary Medical Insurance Trust Fund (which covers
outpatient and physician services, and prescription drugs) is financed automatically with

general revenues and beneficiary premiums, but the trustees point out that financing from the
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federal government’s general fund, which is funded primarily through income taxes, would

have to increase sharply to match the expected growth in spending.

In addition, expenditures from the Hospital Insurance (HI) trust fund, which funds inpatient
stays and other post-acute care, exceeded its annual income from taxes in 2008. In their most
recent report, the Medicare trustees project that, under intermediate assumptions, the assets
of the HI trust fund will be exhausted in 2019. Income from payroll taxes collected in that
year would cover 78 percent of projected benefit expenditures. (The recent downturn in the
economy is expected to move the HI exhaustion date closer by one to three years in the next

Trustees’ Report (BNA 2009).)

Figure 2. Medicare faces serious challenges with long-term financing
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states to Medicare for assuming primary responsibility for prescription drug spending.

Source: 2008 Annual Report of the Boards of Trustees of the Medicare Trust Funds.
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Rapid growth in Medicare spending has implications for beneficiaries and taxpayers.
Between 2000 and 2007, Medicare beneficiaries faced average annual increases in the Part B
premium of nearly 9.8 percent. Meanwhile, monthly Social Security benefits grew by about 4
percent annually over the same period. The average cost of SMI premiums and cost sharing
for Part B and Part D absorbs about 26 percent of Social Security benefits. Growth in
Medicare premiums and cost sharing will continue to absorb an increasing share of Social
Security income. At the same time, Medicare’s lack of a catastrophic cap on cost sharing
will continue to represent a financial risk for beneficiaries. Almost 60 percent of beneficiaries
(or their former employers) now buy supplemental coverage to help offset this risk and

Medicare’s cost sharing.

Barriers to achieving value in Medicare

Many of the barriers that prevent Medicare from improving quality and controlling costs—
obtaining better value—stem from the incentives in Medicare’s payment systems. Medicare’s
payment systems are primarily fee-for-service (FFS). That is, Medicare pays for each service
delivered to a beneficiary by a provider meeting the conditions of participation for the
program. FFS payment systems reward providers who increase the volume of services they
provide regardless of the benefit of the service. As discussed earlier, the volume of services
per beneficiary varies widely across the country, but areas with higher volume do not have
better outcomes. FES systems are not designed to reward higher quality; payments are not
increased if quality improves and in some cases may increase in response to low-quality care.
For example, some hospital readmissions may be a result of poor-quality care and currently

those readmissions are fully paid for by Medicare.

While this testimony focuses on changes to Medicare FFS payment systems that would
encourage delivery system reform, the payment system for Medicare Advantage (MA) plans
also needs reform, as we have previously reported. In aggregate, the MA program continues
to be more costly than the traditional program. Plan bids for the traditional Medicare benefit
package average 102 percent of FFS in 2009, compared with 101 percent of FFS in 2008. In
2009, MA payments per enrollee are projected to be 114 percent of comparable FFS
spending for 2009, compared with 113 percent in 2008. Many MA plans have not changed
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the way care is delivered and often function much like the Medicare FFS program. High MA
payments provide a signal to plans that the Medicare program is willing to pay more for the
same services in MA than it does in FFS. Similarly, these higher payments signal to
beneficiaries that they should join MA plans because they offer richer benefits, albeit
financed by taxpayer dollars. This is inconsistent with MedPAC’s position supporting
financial neutrality between FFS and MA. To encourage efficiency across the Medicare
program, Medicare needs to exert comparable and consistent financial pressure on both the
FFS and MA programs, coupled with meaningful quality measurement and pay-for-

performance (P4P) programs, to maximize the value it receives for the dollars it spends.

MedPAC has identified five specific problems that make it difficult for Medicare to achieve
its goals: lack of fiscal pressure, price distortion, lack of accountability, lack of care

coordination, and lack of information. These are discussed below.

Lack of fiscal pressure. Medicare payment policies ought to exert fiscal pressure on
providers. In a fully competitive market, this happens automatically through the “invisible
hand” of competition. Under Medicare’s administered price systems, however, the Congress
must exert this pressure by limiting updates to Medicare rates—or even reducing base rates
in some instances (e.g., home health). MedPAC’s research shows that provider costs are not
immutable; they vary according to how much pressure is applied on rates. Providers under
significant cost pressure have lower costs than those under less pressure. Moreover,
MedPAC research demonstrates that providers can provide high-quality care even while

maintaining much lower costs.

Qur analysis shows that in 2007 hospitals under low financial pressure in the prior years had
higher standardized costs per discharge ($6,400) than hospitals under high financial pressure
($5,800). Over time, aggregate hospital cost growth has moved in parallel with margins on
private-payer patients. Due to managed care restraining private-payer payment rates in the
1990s, hospitals’ rate of cost growth in that period was below input price inflation. However,
from 2001 through 2007, after profits from private payers increased, hospitals’ rate of cost
growth was higher than the rate of increase in the market basket of input prices. All things

being equal, increases in providers’ costs will result in lower Medicare margins. We also
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found that hospitals with the highest private payments and most robust non-Medicare sources
of revenues have lower Medicare margins (—11.7 percent) than hospitals under greater fiscal

pressure (4.2 percent).

Price distortion. Within Medicare’s payment systems, the payment rates for individual
products and services may not be accurate. Inaccurate payment rates in Medicare’s payment
systems can lead to unduly disadvantaging some providers and unintentionally rewarding
others. For example, under the physician fee schedule, fees are relatively low for primary
care and may be too high for specialty care and procedures. This payment system bias has
signaled to physicians that they will be more generously paid for procedures and specialty
care, and signals providers to generate more volume. In turn, these signals could influence
the supply of providers, resulting in oversupply of specialized services and inadequate
numbers of primary care providers. In fact, the share of U.S. medical school graduates
entering primary care residency programs has declined in the last decade, and internal
medicine residents are increasingly choosing to sub-specialize rather than practice as

generalists.

Lack of accountabiliry. Providers may provide quality care to uphold professional standards
and to have satisfied patients, but Medicare does not hold them accountable for the quality of
care they provide. Moreover, providers are not accountable for the full spectrum of care a
beneficiary may use, even when they make the referrals that dictate resource use. For
example, physicians ordering tests or hospital discharge planners recommending post-acute
care do not have to consider the quality outcomes or the financial implications of the care
that other providers may furnish. This fragmentation of care puts quality of care and

efficiency at risk.

Lack of care coordination. Growing out of the lack of accountability, there is no incentive for
providers to coordinate care. Each provider may treat one aspect of a patient’s care without
regard to what other providers are doing. There is a focus on procedures and services rather
than on the beneficiary’s total needs. This becomes a particular problem for beneficiaries

with several chronic conditions and for those transitioning between care providers, such as at
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hospital discharge. Poorly coordinated care may result in patient confusion, over-treatment,

duplicative service use, higher spending, and lower quality of care.

Lack of information and the tools to use it. Medicare and its providers lack the information and
tools needed to improve quality and use program resources efficiently. For example, Medicare
lacks quality data from many settings of care, does not have timely cost or market data to set
accurate prices, and does not generally provide feedback on resource use or quality scores to
providers. Individually, providers may have clinical data, but they may not have that data in
electronic form, leaving them without an efficient means to process it or an ability to act on it.
Crucial information on clinical effectiveness and standards of care either may not exist or may not
have wide acceptance. In this environment, it is difficult to determine what health care treatments
and procedures are needed, and thus what resource use is appropriate, particularly for Medicare
patients, many of whom have multiple comorbidities. In addition, beneficiaries are now being
called on to make complex choices among delivery systems, drug plans, and providers. But
information for beneficiaries that could help them choose higher quality providers and improve

their satisfaction is just beginning to become available.
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Chairman Baucus, Ranking Member Grassley, distinguished Commitiee members,
thank you for inviting AARP and our Divided We Fail allies to this timely discussion on
expanding health care coverage. 1am AARP President Jennie Chin Hansen. On behalf
of AARP’s more than 40 million members, we commend you for your bipartisan

leadership and commitment to enacting comprehensive health care reform this year.

Comprehensive reform to provide affordable coverage to all Americans could not be
more urgent, as coverage losses are snowballing in our current economy. In just the
first quarter of this year, two insurers alone — UnitedHealth Group and Wellpoint —
reported that 900,000 and 500,000 of their enrollees, respectively lost coverage. One
recent report estimated that 4 million Americans have lost coverage since the recession
began, and as many as 14,000 may be losing coverage every day." This is on top of 46
million who lacked coverage in 2007.% Others suggest that nearly 87 million were

uninsured for some part of 2007-2008.3
We simply cannot fix our broken economy without fixing our broken health care system.

Just 63% of employers now offer coverage, leaving over 55 million workers unable to
get coverage at work.* This is especially hard on AARP members aged 50-64 who
often cannot find affordable coverage on their own because insurers charge exorbitant
rates based on age and/or deny coverage altogether to those with pre-existing health
conditions. The AARP Public Policy Institute found that over 7 million Americans aged
50-64 were uninsured in 2007 - a 36 percent increase from 2000 ~ and more have
undoubtedly lost coverage since.’

Job-based coverage itself is increasingly unaffordable.

! Center for American Progress, Health Care in Crisis: 14,000 Losing Coverage Each Day, February 19,
2009.

2U.S. Census Bureau, Income, Poverty, and Health Insurance Coverage in the United States: 2007.

® Families USA, Americans at Risk: One in Three Uninsured, March, 2008,

*HRET/Kaiser Family Foundation, 2008 Employer Health Benefits Survey.

° AARP Public Policy Institute, Health Care Reform: What's at Stake for 50-to-64Year-Olds?

March 2009.
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In the past eight years, premiums for a family of four have grown faster than both
earnings and inflation.® Average annual premiums for job-based family coverage were
$12,680 in 2008, almost double the 2000 figure,” and the more employees must pay,
the less likely they are to enroll.®

People with private non-group insurance are worse off, often spending over 10% of their
income on health care.® For those aged 50-64 more than two thirds spend that much or
more out of pocket.'® And Institute of Medicine research shows that large numbers of
uninsured threaten even those who have coverage, as privately insured adults in areas
with high uninsurance rates have lower rates of access to and satisfaction with care. "

Despite declining coverage rates, total health care spending is skyrocketing. Without
reform, the Centers for Medicare and Medicaid Services (CMS) estimates that national
health expenditures will nearly double over ten years, rising to $4.3 trillion by 2017.%
Medical price inflation is by far the largest driver of this increase, and accounts for 51%

of this health care spending growth; population increase accounts for only 15%. **

This unsustainable cost growth places a huge burden on governments, families, and
business, threatens our global competitiveness and makes coverage increasingly
unaffordable. Some may advocate delaying health reform given the economy and the
fundamental challenges it presents. However, we believe we cannot afford to delay and

applaud you for making enactment of health reform this year a top priority this year.

For AARP, key priorities that we must address in health reform include:

+ Providing affordable coverage options to all Americans, especially those aged 50-64;

‘;’ HRET/Kaiser Family Foundation, 2008 Employer Health Benefits Survey

Ibid.
# Kaiser Family Foundation. February 2007, Snapshots: Health Care Costs, Insurance Premium
Cost-Sharing and Coverage Take-up.
® Jessica Banthin, Agency for Healthcare Research & Quality, “Out-of-Pocket Burdens for
Health Care: Insured, Uninsured, and Underinsured” presentation. September 23, 2008.
¥ AARP Public Policy Institute, Health Care Reform: What's at Stake for 50- to 64-Year-Olds?,
March 2009.
** JOM: America’s Uninsured Crisis: Consequences for Health and Health Care, Feb. 24, 2009,
12 Centers for Medicare and Medicaid Services, National Health Expenditure Projections 2007-2017.
¥ California HealthCare Foundation. Snapshot, Health Care Costs 101, 2008.
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« Strengthening Medicare by lowering health costs and improving benefits;
« Helping people stay in their homes and out of costly institutions; and
¢ Ensuring that both the benefits and costs of reform are shared by all generations.

We believe that the best way to meet these goals is through comprehensive reform to

ensure that all Americans have access to high quality, affordable coverage.
Making Affordable Coverage Available to All

Health reform must make affordable coverage choices available to all Americans,
especially those aged 50-64 who are not yet eligible for Medicare. The AARP Public
Policy Institute estimates that 13% or 7.1 million adults aged 50-64 were uninsured in
2007 — 1.9 million more than in 2000." People in this age range who lose job-based
coverage often find it impossible to get affordable individual coverage because insurers
consider age and pre-existing conditions when setting rates and most Americans in this
age range have one if not several such conditions. Industry data show that insurers
reject between 17% and 28% of applicants aged 50-64." Those who can find individual
coverage tend to receive less generous benefits than those with employer coverage, yet
on average pay premiums that are three times higher and total out-of-pocket spending
that is over twice that of those with employer coverage. '®

The best way to help 50-64-year-olds is to make coverage affordable for everyone by:

« Guaranteeing that all individuals and groups wishing to purchase or renew coverage
can do so regardless of age or pre-existing conditions;

« Prohibit charging higher premiums because of health status or claims experience;

¢ Providing a choice of qualified plans through an Exchange or Connector;

« Providing subsidies based on income so coverage is affordable for everyone;

% AARP Public Policy Institute, Health Care Reform: What's at Stake for 50- to 64-Year-Olds?,
March 2009.

* AHIP, “Individual Health Insurance 2006-2007: A Comprehensive Survey of Premiums,
Availability, and Benefits,” December 2007.

18 AARP Public Policy Institute, Health Care Reform: What's at Stake for 50- to 64-Year-Olds?,
March 2009.
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+ Addressing costs system-wide through prevention and wellness, care coordination,
fighting fraud, waste, and abuse, and revising incentives to reward quality rather
than quantity of care; and

» Ensuring that any cost-sharing obligations do not create barriers to needed care.

As Congress considers health care reform, several interrelated and complex issues will

need to be decided to ensure that consumers receive quality, affordable health care

coverage. For example:

Subsidies: The administration and amount of subsidies is critical. People need
subsidies up front, rather than as after-the-fact tax credits that would leave many
individuals unable to afford premiums while they wait for reimbursement. Subsidies
should be set on a sliding scale so individuals and families pay no more than a certain
percentage of incomes on out-of-pocket costs — including premiums. Those with more
limited incomes should pay even less, with hardship exemptions for the poorest for

whom any cost sharing can create insurmountable barriers to care.

Underwriting and Age rating: In general, AARP supports community rating, where
insurers do not charge higher rates or deny coverage based on age or pre-existing
conditions. However, we understand that banning age rating altogether would raise
premiums for the young who now generally pay several times less than older people.
We appreciate that some in the insurance industry are offering to no longer disqualify or
increase premiums based on pre-existing conditions. If age rating is not also seriously
constrained, insurers will likely charge higher rates to older people to substitute for
rating based on medical condition — in which case older Americans will bear the brunt of
the cost shift. Therefore, if any age differential is allowed it should be narrow — ideally
no greater than 2-to-1. In addition, adequate subsidies will be necessary fo ensure that

age rating does not make coverage unaffordable for older Americans.

Mandates: Some are proposing that individuals be required to purchase insurance,
and/or that employers be required to offer it. Mandates are appealing to many because
they greatly reduce insurers’ interest in underwriting based on age or health status and
because they ensure that healthier individuals are included in the risk pool.
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However, AARP can support mandates, but only with the assurance of adequate
subsides. We cannot support mandated coverage that people cannot afford — subsidies
must be adequate, available, secure and administratively feasible. In order to ensure
that subsidies remain affordable and sustainable, we must also enact measures to

manage skyrocketing costs while improving quality.

Exchange: There are important questions about how an Exchange would operate and
the Federal Employees Health Benefit Program and the Massachusetts health reform
model show this to be a viable option. An Exchange could function effectively at either
a federal, regional, or state level, but there should be a clear standard federal benefit
package that defines the benefits to be included (e.g. physician care; chronic care

coordination; hospitalization, mental health, and drugs).
Protecting and Improving Medicare

Because health reform affects Americans of all ages, including those over 65 and those
with insurance, coverage proposals must also improve quality and efficiency in
Medicare. Medicare helps millions of older and disabled Americans, but many parts of
this vital program need improvements. More than half of all beneficiaries have annual
incomes below $20,000." They spend on average about 30% of their out-of-pocket
spending on health care ~ six times more than people with job-based coverage, '® and
those who lack supplemental coverage face bankruptcy from high medical bills because

Medicare has no upper limit on cost sharing.

To ensure that Medicare is affordable and effective for beneficiaries, Congress should:

o Begin closing the Part D drug benefit's coverage gap (doughnut hole) in which
beneficiaries must pay the full cost of drugs and act to lower drug costs through drug
price negotiation, safe importation, creating a pathway for generic biologics and
requiring drug companies to provide Medicaid rebates for dual eligibles in Part D;

7.8, Census Bureau 2008 Current Population Survey, Annual Social and Economic Supplement,
Table PINC-01.

8 Health Affairs, Setting a Standard of Affordability for Health Insurance Coverage, June 4,

2007
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« Establish a Medicare transitional care benefit to help patients transition from the
hospital to their homes, which can prevent re-hospitalizations and reduce overall
costs.

» Strengthen the patchwork of programs that help low-income beneficiaries afford
prescriptions, premiums, and deductibles by raising the low-income threshold,
eliminating asset tests that penalize people who did right thing and saved a smail
nest egg for retirement, making sure beneficiaries know these low-income programs
exist, and simplifying the application process;

+ Take steps to address racial and ethnic disparities in care by issuing comprehensive
requirements for collecting racial and ethnic data, strengthening the Office of Civil
Rights and providing resources to enforce language access requirements, ensuring
adequate reimbursement for language services, and increasing cultural diversity and
competencies in the health workforce; and

¢ Helping all beneficiaries with rising Medicare out-of-pocket costs by imposing a cap
on catastrophic costs which would help people who have high hospitalization costs

or who depend on costly medications such as cancer drugs.

Congress also needs to wring waste and inefficiencies out of Medicare — while
improving quality and protecting beneficiaries — to keep it affordable for both
beneficiaries and taxpayers. The Congressional Budget Office (CBO) has found that
skyrocketing costs throughout our health system far outweigh growing enroliment from
an aging population in driving unsustainable Medicare spending increases.'® Without
reform, Part B premiums — which have more than doubled since 2000 — will continue to
far outpace Social Security cost of living increases.”® The Medicare Trustees last year
estimated that total expenditures will increase from $432 billion in 2007 to $882 billion in
2017, and that the Medicare hospital trust fund would be exhausted by 2019.%'

¥ Congressional Budget Office, The Long-Term Outlook for Health Care Spending, November
2007.

2 Centers for Medicare and Medicaid Services, 2008 Annual Report of the Board of Trustees of
the Federal Old-Age and Survivors Insurance and Federal Disability Insurance Trust Fund, Table
V.C1and V.C2.

# Centers for Medicare and Medicaid Services. 2008 Annual Report of the Board of Trustees of
the Federal Hospital Insurance and Federal Supplementary Medical Insurance Trust Funds.
Table ILA1.
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The current economic crisis is deteriorating Part A Trust Fund solvency even further.

Fortunately, many proposals to improve quality in Medicare save money for both
beneficiaries and taxpayers in the long run. These include:

« Revising payment incentives to rewarding quality rather than quantity of care;

¢ Bundling payments to increase efficiency and encourage coordinated care; and

» Implementing health information technology.

Proposals to reign in excessive payments to plans and providers also help to keep the
program affordable.

A key step to wring out waste and inefficiency while improving quality would be to
establish a transitional care benefit. A recent study found that one in five beneficiaries
discharged from a hospital were back in the hospital within 30 days and about one-third
were re-hospitalized within 90 days.? Half of those re-hospitalized within 30 days had
not seen a physician since discharge, and Medicare spent $17.4 billion in 2004 on these
largely preventable re-hospitalizations.

Under a transitional care benefit, for example, nurse-led interdisciplinary teams could
reduce unnecessary hospital readmissions by ensuring that beneficiaries receive
necessary follow-up services, supports, and education, coordinating communication
among all members of the care team and management of medications, and supporting
beneficiaries’ family caregivers who coordinate their care.?

Addressing Chronic and Long-Term Care

A cornerstone of comprehensive reform is improving care coordination across all
settings and ensuring access to home-and-community-based services (HCBS) so
people can stay in their homes and out of costly institutions. This is essential for
improving quality and achieving savings.

2 Jencks et al, New England Journal of Medicine, 360:1418-28, April 2, 2008.
= American Journal of Nursing: September 2008 - Volume 108 - Issue 9 p. 58-63.
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More than 70 million Americans ages 50 and older — four out of five older adults — have
at least one chronic condition.?* People with chronic diseases often have difficulty with
basic life activities such as bathing, dressing, or eating, and have significantly higher
hospitalization rates and emergency room visits. Their health care spending (shared
among patients and payers) is higher than that for people without a chronic disease.®
CBO reports that about 75% of Medicare spending is for beneficiaries with five or more
chronic conditions who see an average of 14 physicians each year.?

Uncoordinated care for people with chronic conditions results in poor quality, including
costly medical errors and unnecessary tests and hospital and nursing home stays. This
increases costs to individuals, family and other informal caregivers, as well as public
and private payers. Additionally, Medicaid is the largest payer of long-term care (LTC)
in this country, but it requires coverage of generally more costly institutional care and
only covers HCBS at the states’ option. Yet states that invest in HCBS can, over time,

slow their rate of Medicaid spending on LTC.

Support for family caregivers, who often serve as “de-facto” care coordinators and are
the backbone of the LTC system, is essential. Family members help loved ones get
needed care while risking their own health and financial security to provide unpaid care
— with an estimated economic value of about $375 billion in 2007.% Family caregivers
can reduce Medicare inpatient expenditures, as well as expenditures for home health
and skilled nursing facility care.

To improve care for those with multiple chronic conditions and/or LTC needs, health
reform should:

» Encourage and support better care coordination across all settings;

+» Work to keep individuals out of hospitals, emergency rooms, and nursing homes;

« Provide individuals with supports to live independently in their homes and

communities;

# AARP Public Policy Institute, Beyond 50.09, Chronic Care, A Call to Action for Health Reform.

= Ibid.

* Congressional Budget Office, Budget Options Volume I: Health Care, December 2008.

 AARP Public Policy Institute, Valuing the invaluable: The Economic Value of Family Caregiving, 2008
Update, November 2008.
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« Support family caregivers so they can help keep loved ones heaithy at home;

« Improve Medicaid long term care coverage by making improvements in the Medicaid
HCBS state plan option, raising income eligibility levels, providing an enhanced
match and requiring spousal impoverishment protections for Medicaid HCBS;

o Better coordinate care and reduce costs for individuals eligible for Medicare and
Medicaid; and

+« Modernize Medicare funding for nursing education to ensure there are enough

properly skifled nurses to coordinate the care of Medicare beneficiaries.

Conclusion

Various stakeholders continue to disagree on the specific provisions of comprehensive
health care reform. More important, however, is the broad and growing consensus that
we cannot allow these differences to stop us from finding common ground and enacting
reform legislation this year. AARP and our Divided We Fail allies are working diligently
to find workable solutions to bridge these differences, and we will continue to do so
because we all understand that we cannot afford to fail. We cannot fix our broken
economy if we do not fix our broken health care system, and we will all need to work
together in order to succeed. We again commend this Commiitee’s leadership and look
forward to working with both sides of the aisle to make enactment of meaningful,

comprehensive health reform a reality this year.
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I. Introduction

Chairman Baucus, Ranking Member Grassley, and members of the committee, I am Karen
Ignagni, President and CEO of America’s Health Insurance Plans (AHIP), which is the national
association representing approximately 1,300 health insurance plans that provide coverage to
more than 200 million Americans. Our members offer a broad range of health insurance
products in the commercial marketplace and also have demonstrated a strong commitment to
participation in public programs.

We thank the committee for holding this roundtable discussion on the topic of health care
coverage, and we appreciate this opportunity to outline our proposals for addressing this priority.
We also applaud President Obama for laying out a bold framework for comprehensive health
care reform. We believe that legislation needs to be enacted and signed into law this year, and
we are committed to playing a productive role in this debate.

In December 2008, AHIP announced a comprehensive proposal for moving the nation toward a
restructured health care system that achieves universal coverage, reduces the growth of health
care costs, and improves the quality of medical care. In March 2009, we announced our support
for additional steps with respect to rating reforms, addressing the needs of small businesses,
achieving cost containment, and reforming delivery and payment structures. Recognizing that
the issues of coverage, affordability, and quality are interconnected, we believe they must be
addressed simultaneously with market reforms that build upon the strengths of the current system
and recognize that both the private sector and public programs have a role to play in meeting
these challenges.

AHIP’s proposals are the culmination of three years of policy work by our Board of Directors,
which has focused on developing workable solutions to the health care challenges facing the
nation. They also respond to the concerns and incorporate the ideas that were raised by the
American people during a nationwide listening tour we conducted last year as part of AHIP’s
“Campaign for an American Solution.” This listening tour included roundtable discussions
involving Americans from all walks of life, including people with and without insurance, small
business owners and their employees, union leaders and members, elected officials, and
community leaders.

The statement we are submitting for this forum responds to issues on which the committee is
secking input and, additionally, discusses a series of comprehensive proposals we have
developed in an effort to ensure that no one falls through the cracks of the U.S. health care
system. These policy changes, if implemented in coordination with strategies to contain costs
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and enhance value, will help build a high quality, affordable health care system for all
Americans.

II.  The Responsibilities of Individuals, Employers, Government, and
Health Insurance Plans

Developments in the states demonstrate why it is important for individual market reforms to be
pursued in conjunction with universal coverage. A report by Milliman, Inc. found that the
enactment of guarantee issue and rating restrictions in the absence of an individual coverage
requirement allows people to defer seeking coverage until they have health problems — a
situation which unfairly penalizes those who are currently insured and raises premiums because
the costs of caring for the uninsured are shifted by providers to people who have coverage.
According to the Milliman report, states that implemented these guarantee issue and rating
restriction laws without adopting a policy that requires all individuals to participate in the
system, experienced a rise in insurance premiums, a reduction of individual insurance
enrollment, and no significant decrease in the number of uninsured.

The approach we are proposing recognizes that it is necessary to bring everyone into the system
to make guarantee-issue coverage work. It also emphasizes that all stakeholders have a role to
play in helping the nation transition to a high quality, affordable, patient-centered healith care
system.

Because we believe health insurance plans have a responsibility to advance meaningful reforms,
our members have demonstrated strong leadership in proposing specific policy solutions that
directly address the challenges of coverage, quality, and affordability. Our proposals include a
strong focus on issues within our sector — including insurance market reforms — that need to be
addressed by any comprehensive strategy for health care reform.

Additional responsibilities lie with the federal government, which needs to maintain a strong
health care safety net for persons who are financially vulnerable and provide assistance to make
coverage affordable for working families. The government also has a responsibility to improve
regulatory structures to strengthen consumer protections and promote innovation and
competition, while ensuring that regulations are clear, consistent, and equitable across the states.

Employers have long played an important role in offering a range of health insurance options to
their employees. Under the reforms we are proposing, we envision a system in which employers
will continue to view employee health benefits as a valuable tool for attracting and retaining a
skilled workforce.
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Finally, within the context of a modemized health care system that offers affordable coverage
options, we believe consumers have a personal responsibility to obtain health coverage. An
April 2009 survey by Hart Research, conducted on behalf of AHIP, found that 72 percent of
respondents would support a requirement for all Americans to have health insurance coverage,
provided that two conditions are met: (1) the government provides tax credits or other financial
assistance to make coverage affordable; and (2) health insurance plans are prohibited from
denying coverage or charging higher premiums for persons with pre-existing conditions.

HI. The Role of Public Programs

Improving the public safety net is an important priority that must be addressed in the health care
reform debate. We strongly supported the funding that is committed to this priority by HR. 2,
the “Children’s Health Insurance Program Reauthorization Act of 2009” (CHIPRA). We also
support extending Medicaid eligibility to all individuals with incomes at or below 100 percent of
the Federal Poverty Level. In addition, adequate support should be provided to community
health centers, recognizing the critical role they play in providing access to services for
vulnerable populations and to ensure they can continue this role in the future.

To achieve comprehensive health care reform, AHIP has proposed a plan that provides universal
coverage, cost containment, and quality improvement. Our plan focuses on fundamentally
overhauling regulation in the marketplace, improving information and transparency for
consumers, taking bold steps to ensure that coverage is affordable, and clearing obstacles to the
next generation of quality improvement innovations. As discussed below, this strategy would
achieve universal coverage without jeopardizing quality improvement initiatives that are working
in the system today, without exacerbating cost shifting already occurring, and without
undermining employer-based coverage.

In addition to recognizing that a new public plan is not necessary to achieve successful health
care reform, we believe it is important for policymakers to consider the unintended consequences
that could result from establishing a public plan to compete against existing private health
insurance plans under a reformed health care system. To illustrate our concerns about how we
move toward an integrated, high quality, health care delivery system under a public plan option,
the committee should consider the success of the private market in offering innovative care
management programs, and the difficulty associated with achieving similar results in a new
government plan.
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Medicare has not effectively coordinated care, addressed chronic illness, or encouraged high
performance. The private market has a well-established infrastructure in place that is moving
rapidly to collaborate with providers on new models that promote value and enhance quality. As
noted in the recently released AHIP publication, /nnovations in Recognizing and Rewarding
Quality, plans are implementing strategies that reward physicians and hospitals for achieving
national benchmarks, demonstrating outstanding performance, and making measureable
improvements over time.

IV. Ensuring Portability and Continuity of Coverage for Consumers in the
Individual Market

We are proposing to combine guarantee-issue coverage with an enforceable individual health
insurance requirement and premium assistance to make coverage affordable, while eliminating
preexisting condition exclusions and eliminating rating based on health status in the individual
market.

We envision a rating system based on the following demographic factors: geography, age, and
product type. The product type factor addresses the issue that the actuarial value of benefits
differs across products reflecting, for example, differences in co-pays and deductibles and
differences in provider reimbursement rates (i.e., the cost differences that would exist if the same
person were to enroll in one plan versus another). We also encourage Congress to provide
flexibility for plans to offer premium discounts to individuals who make healthy choices, such as
not smoking, participating in wellness programs, and adhering to treatment programs for chronic
conditions.

Another key element of our proposal calls for premium assistance to ensure that coverage is
affordable for lower-income individuals and working families. We are proposing refundable,
advanceable tax credits that would be available on a sliding scale basis for those earning less
than 400 percent of the Federal Poverty Level. Additional steps are needed to promote tax
equity for individnals purchasing health insurance on their own.

V.  Helping Small Business Provide Health Care Coverage More
Affordably

Small business owners find themselves in an increasingly difficult marketplace for health
insurance because of constantly rising health care costs and the limited ability of most small
businesses to bear risks, contribute a substantial share of costs, or support administrative
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functions. A policy statement approved by AHIP’s Board of Directors in March 2009 outlines
solutions, some of which also apply to individuals, for helping small businesses:

Essential Benefits Plan: We propose the creation of new health plan options that are
affordable for small employers and their employees, as well as individuals. These “essential
benefits plans” would be available nationwide and would include coverage for primary care,
preventive care, chronic care, acute episodic care, and emergency room and hospital services.
Alternatively, “essential benefits plans” should include coverage that is at least actuarially
equivalent to the minimum federal standards for a high-deductible health plan sold in
connection with a health savings account, along with the opportunity to include
enhancements such as wellness programs, preventive care, and disease management.
Allowing benefit packages to vary based on actuarial equivalence is crucial to ensure that any
package can evolve based upon new innovations in benefit design and the latest clinical
evidence. To maintain affordability, the essential benefits plan should not be subject to
varying and conflicting state benefit mandates (and that do not apply to the generally larger
employers that enter into self-funded health care coverage arrangements).

Tax Credits or Other Incentives to Assist Small Business: We support the establishment
of tax code incentives or other types of assistance that encourage both small business owners
to offer coverage to their employees and employees to take up coverage. We recognize the
special challenges, both administrative and financial, that small businesses face in offering
contributions toward their employees’ coverage. Providing assistance can encourage these
contributions and help enable employees to take up coverage which improves predictability
and stability in the small group market.

Improving Coordination of Private and Public Programs Strengthens Small Group
Coverage: Premium or other assistance offered to low-income individuals and working
families can be applied to and work with employer-sponsored coverage. This is important
whether the assistance is provided through Medicaid, the Children’s Health Insurance
Program (CHIP), or other expanded programs designed to help individuals and families
obtain coverage. Improved coordination allows workers to take up coverage offered by small
businesses by leveraging both public and private sources of assistance, and benefits the
firms’ employees as a whole by increasing rates of participation in the small group plan.

Micro-firms: “Micro-firms” (those with fewer than 10 employees) face special challenges
in offering coverage. Statistics show that only about one-third of these firms offer coverage.
This reflects the administrative, financial, and logistical challenges many micro-firms face in
seftting up and establishing plans and offering and contributing to their employees’ coverage.
To help these firms meet these challenges, enhanced tools could be developed that would
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allow those micro-firms that have found it impractical to offer coverage, to contribute to
coverage purchased on a pre-tax basis by individual employees. As part of comprehensive
health care reform, employees could then use these contributions to help purchase coverage
in a reshaped health care system that combines an individual requirement to obtain coverage
with reforms in the individual market.

* One-stop information source: All small firms will benefit from collaborative efforts
between health plans and the public sector (e.g., insurance commissioners) to ensure that
small employers and individuals have one-stop access to clear, organized information that
allows them to compare coverage options. This “one-stop shop” also could allow individuals
to confirm eligibility for tax credits or other assistance and even provide a mechanism to
aggregate premium contributions from multiple sources. By providing a mechanism to
combine even modest contributions from multiple sources (public and private), this new one-
stop shop could be especially helpful to employees who may hold multiple jobs.

VI. Strengthening the Large Group Market

We support building upon the existing employer-based system, which currently covers 177
million Americans according to the U.S. Census Bureau. [t is a key part of our economic fabric.
Although the employer-based system faces challenges, more than 90 percent of employers report
that offering high-quality coverage is important to their ability to recruit and retain valuable
workers and enhance employee morale. Thus, as a first priority, the nation’s reform agenda
should be committed to a policy that “first does no harm” to that system and limits strategies that
would reduce employer coverage. Focus should be placed on retaining a national structure for
the large group market that continues to promote uniformity and ensures the smooth functioning
of the employer-based system.

At the same time, the nation’s economic uncertainties and job losses underscore the need for new
strategies to assist individuals who become unemployed or are transitioning from job to job.
While a Congressional Budget Office (CBO) study found that nearly 50 percent of the uninsured
go without coverage for four months or less, additional protections are still needed. We propose
ensuring that tax credits are available to individuals on an advanceable basis to help them
through job transitions along with access during these times to more affordable coverage options
consistent with our proposal for a basic benefits plan.
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VII. Structural Changes Needed for a Reformed System to Function Better

Employers and individuals may find the current system difficult to navigate with a lack of
simple, streamlined information about multiple coverage and care options and related assistance
programs. To address this concern, we are proposing modifications to introduce greater
simplicity to the system through technology and regulatory reform. These proposed efforts will
benefit all participants in the health care system and, at the same time, help a reformed health
care system function better.

In our December 2008 Board statement, we emphasized that any health care reform proposal
should include recommendations to streamline administrative processes across the health care
system. Success will require advances in automating routine administrative procedures,
expanding the use of decision support tools in clinical settings, and implementing interoperable
electronic health records. Using technology to help streamline administrative processes will
improve care delivery, enhance the provider and patient experience, and speed claims submission
and payment. Done right, streamlining can also help reduce costs system-wide, leading to
improved affordability.

As part of this effort, we have committed to developing a multi-payer online portal to give
providers a uniform method to communicate with health plans and afford them access to current
information on eligibility and benefits. This will ease the administrative challenges that
physicians and other providers face, and will help them and their patients better understand
coverage and predict out-of-pocket costs. We also are working with providers on a standard data
aggregation approach with the goal of giving providers and consumers useful performance
information. Administrative streamlining should be viewed through the eyes of consumers, with
the goal of making the health care system easier to navigate and more consumer friendly. A key
part of this effort is our focus on the reform of market rules to enhance access for consumers and
provide them with clear, useable information on coverage and care options.

Another important priority is to rethink regulatory structures to make thern work better and
provide for a more consistent approach in areas such as external review, benefit plan filings, and
market conduct exams. In a reformed market, policymakers should be driven by striking a
balance between the traditional roles of the federal government and the states, and the objectives
of achieving clearer and “smarter” regulation that promotes competition and avoids duplication
of existing functions. Greater consistency in regulation and focusing on what works best will
enhance consumer protections across states and help improve quality, increase transparency, and
increase efficiency leading to reduced administrative costs.
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VIIL. Confronting the Cost-Shifting Surtax and Moving Toward a System
That Pays for Value Rather than Volume

As part of any national health care reform initiative, Congress must address the fact that reducing
outlays in one area inevitably means shifting costs elsewhere. Underpayment of physicians and
hospitals by public programs shifts tens of billions in annual costs to those with private
insurance. A December 2008 study by Milliman, Inc. projects that this cost shifting essentially
imposes a surtax of $88.8 billion annually on privately insured patients, increasing their hospital
and physician costs by 15 percent. This study concluded that annual health care spending for an
average family of four is $1,788 higher than it would be if all payers paid equivalent rates to
hospitals and physicians. The transfer of these costs to those with private coverage cannot be
sustained and is critical to addressing concerns over affordability.

The impact of cost-shifting is dramatically illustrated by the tables below, which use real data
showing that hospitals in California recorded significant losses in 2007 by serving Medicare and
Medicaid beneficiaries. These losses are offset, however, by higher costs charged to commercial
payers. This cost shifting translates into higher premiums for working families and employers.

Hospital Net income Figures in California {millions}

Year Medicare ond Medicaid Commercial Total
DSH Non-DSH DSH Non-OSH  DSH Non-DSH
2001 256 {1051) 137 1621 {825} 853

Hospital Payvments to Noen-DSH Hospitals Relative to Costs in California
(percentages)

Noun-DSH Hospital Margins in California (billions}

2007 6.2 (2.4) 1.9
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In addition, the U.S. currently spends approximately $50 billion each year to provide health
services to those without coverage, leading to high levels of uncompensated care. This too
results in cost-shifting to those with coverage in the form of higher premiums and other related
costs. According to a 2005 Families USA study, the cost-shift due to uncompensated care adds
$922 annually to family premiums. When these costs associated with uncompensated care are
combined with the cost shifting that results from the underfunding of Medicare and Medicaid,
the impact for families with private coverage is an overall surtax of $2,710 annually due to cost-
shifting.

Ultimately, the success of health reform and getting all Americans covered will depend upon
implementation of strategies that enhance value by improving quality and reducing costs, in
conjunction with key insurance market reforms. Only by realigning incentives that drive
improved outcomes will the system be placed on a long-tenm sustainable path. As noted earlier,
a recent AHIP publication, entitled “Innovations in Recognizing and Rewarding Quality,”
highlights key private sector initiatives that have been implemented throughout the country to
move the system toward a value-based structure. This publication demonstrates that innovative
care coordination programs that enhance outcomes and reform payment incentives are in place in
a private market with appropriate infrastructure, which is often lacking in public programs, to
reform the health care system.

IX. Conclusion

AHIP appreciates this opportunity to outline our suggestions for extending health care coverage
to all Americans as part of a comprehensive health care reform package. Our complete set of
policy proposals — including innovative strategies to contain costs and improve quality — are
outlined in a series of Board statements we have released since December 2008. We are strongly
committed to working with committee members and other stakeholders to develop solutions for
ensuring that all Americans have access to high quality, affordable health care coverage.
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Executive Summary

To promote health and reduce health-care costs, health-reform legislation should include strong,
specific prevention measures. This testimony focuses on employing five long-neglected, high-
leverage, diet-related means of preventing chronic diseases; treating serious diseases in a more
economical, yet still effective, manner; and levying taxes that would both promote health and
generate revenues that could help fund expanded health-care coverage.

1. Raise Taxes on Alcoholic Beverages

Because alcoholic beverages are a major cause of illness, addiction, death, injury, and
psychosocial problems, Congress should raise alcohol excise taxes, tax all products equally on
the basis of their alcohol content, and index tax rates for inflation. Boosting the tax on distilled
spirits by 50 percent and equalizing the beer and wine rates would generate $12 billion in new
revenues annually. Simply adjusting tax rates for the inflation that has eroded revenues since the
last increase (in 1991) would raise $5 billion in new revenues per year. Higher taxes and prices
would dampen alcohol consumption and lead to additional health-care and other cost savings to
the federal government and to the economy generally.

Federal revenues generated - $5 billion to $12 billion/year

2. Tax Soft Drinks

Because soft drinks have been a major contributor to obesity in recent decades, and because
obesity is a major cause of diabetes, hypertension, strokes, heart attacks, and cancer, Congress
should impose a new excise tax on non-diet soft drinks, including both carbonated and non-
carbonated beverages. A tax of one cent per 12-ounce can would raise about $1.5 billion per
year; a tax of one cent per ounce would raise about $17 billion per year. The higher rates would
reduce consumption and help slow the obesity epidemic.

Federal revenues generated - 31.5 billion to 317 billion/year

3. Get Artificial Trans Fat out of Foods

Because artificial trans fat (from partially hydrogenated oil) is a potent cause of heart disease,
Congress should pass legislation to eliminate artificial trans fat from our food supply, thereby
saving lives and health-care dollars. While much trans fat has already been eliminated, removing
the remaining roughly one-third would save about 15,000 to 25,000 lives and $2 billion in direct
medical costs annually.

Cost savings to the federal government - $2 billion/year
4, Reduce Sedium Levels in Packaged and Restaurant Foods

Because it raises blood pressure and increases the risk of hypertension, strokes, heart attacks, and
kidney disease, salt is arguably the most harmful ingredient in our food supply. Gradually
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reducing sodium levels in packaged and restaurant foods by half would ultimately save an
estimated 150,000 lives and billions of dollars annually. Congress should pass legislation to
require the Secretary of Health and Human Services to develop and implement a plan for a 50
percent reduction in the sodium content of the food supply over no more than 10 years.

Cost savings to the federal government — $9 billion/year in direct medical costs (for about an
average 25% reduction in sodium levels over 10 years)

5. Reduce Medical Costs through Lifestyle Treatment of Heart Disease

The medical and surgical treatment of chronic diseases is a major cause of high health-care costs.
In some cases, though, equally or better patient outcomes result from relatively inexpensive
modification of lifestyle, particularly diet, exercise, and smoking, which could save several tens
of billions of dollars annually. Studies have demonstrated that intensive lifestyle counseling of
patients with heart disease can often substitute for costly angioplasties and coronary artery
bypass procedures.

Cost savings to the federal government - $21 billion/year in direct medical costs

The proposed measures would generate total savings or income to the federal government
of $38 billion to $61 billion per year.
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Health Care Reform: Prevention is Essential

As Congress develops legislation to ensure that all Americans have access to quality health care,
it is critical that Congress include a strong prevention title. Preventing illness is the best way to
promote health and hold down costs. The preventive approach must become the default—from
breastfeeding the young to physical activity among the old. Indeed, considering the soaring costs
of medical care, funding expanded coverage (or even maintaining current levels of coverage)
will be impossible without making a comprehensive effort to prevent illnesses and, in some
cases, treat them more economically.

While “prevention” covers everything from immunizations to seat-belt usage, this memorandum
focuses on neglected diet-related means of preventing chronic diseases; treating them in a more
economical, yet still effective manner; and generating revenues that could help pay for
prevention activities and expanded health-care coverage. The measures discussed are “high-
leverage,” because they offer a significant health or revenue benefit at little or no net cost to
government.

I. Generating New Revenues to Fund Health Care

A. Raise Excise Taxes on Alcoholic Beverages

Congress has long considered it appropriate to tax alcoholic beverages, which are responsible for
widespread and severe health problems: about 85,000 deaths' and $185 billion in societal costs
annually.2 For the first 120 years or so of our nation’s existence, taxes on alcoholic beverages
were the major source of revenues. The federal government (and every state) still taxes alcoholic
beverages, but now those revenues account for less than 0.4 percent of total revenues’ (down by
half from the percentage in 1992). The federal government currently receives about $9 billion
annually from alcohol excise taxes.

The tax rates on alcoholic beverages have been raised only twice since 1951, most recently in
1991. Since then, inflation has robbed the Treasury of more than one-third the value of the
taxes—and, year by year, alcoholic beverages have become relatively cheaper.

To compensate society for the costs of alcohol abuse and alcoholism and to marginally reduce
problem drinking, Congress should raise taxes on alcoholic beverages and tax the alcohol in all
products equally. For instance, boosting the tax on distilled spirits by 50 percent to $20.25 per
proof gallon and boosting the beer and wine rates to that level would generate $12 billion in new
revenues annually. (Other scenarios would yield smaller revenues: adjusting for inflation since
1991 would generate about $5 billion; adding five cents per drink would generate about $6
billion; raising the liquor tax from $13.50 to $16 per proof gallon and equalizing beer and wine
tax rates would generate about $7.5 billion.) Congress should include an annual inflation
adjustment to prevent the inexorable erosion of tax revenues by inflation.

Raising alcohol taxes would marginally reduce alcohol consumption and problem drinking. The
highest tax increase suggested above would reduce consumption by several percent. That would
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lead to less drinking, less harm associated with problem drinking, and cost savings for our
health-care system.

Some parties (usually industry) express concern about the regressivity of alcohol taxes, but the
actual problem is much exaggerated. In fact, compared to upper-income consumers, lower-
income families buy much less alcoholic beverages. People in the lowest quintile of incomes
consume only 8 percent of alcoholic beverages; those in the top quintile consume 38 percent.*
Overall, only 1 percent of Americans’ total expenditures are for alcohol, regardless of income.’

Most people would be little affected by higher alcohol taxes. More than one-third of adults do
not drink at all, and half of all drinkers drink sparingly.® For instance, using the highest-increase
scenario discussed above, half of all beer drinkers would pay less than $10 per year—under three
cents a day—in new taxes.” Because alcohol consumption is heavily concentrated among the top
20 percent of drinkers who consume 85 percent of all the alcohol, most of the tax increases
would be paid by those who drink excessively.® Using some of the revenues for alcoholism
treatment, prevention, and public education would further reduce the toll of alcohol problems
and would probably disproportionately benefit low-income problem drinkers. Opinion polls
show that a strong majority of Americans supports alcohol tax increases, particularly when the
revenue supports alcohol prevention and treatment programs.”

Raising alcohol excise taxes is well-justified, painless for the vast majority of consumers, and
good for public health.

Recommendation:

Congress should raise taxes on alcoholic beverages and tax the alcohol in all products
equally. Boosting the tax on liquor by 50 percent (from $13.50 to $20.25 per proof gallon)
and equalizing the beer and wine rates would increase revenues by $12 billion annually, or
$120 billion over 10 years. The tax rates should be indexed for future inflation.

B. Tax Seoft Drinks
More than two-thirds of Americans are overweight or obese.!’ While many factors promote
weight gain, soft drinks are the only food or beverage that has been shown to increase the risk of
overweight and obesity, which, in turn, increase the risk of diabetes, stroke, and many other
health problems.

Soft drinks are nutritionally worthless, but add a lot of calories to the diet. Several scientific
studies have shown that soft drinks are directly related to weight gain, partly because beverages
are more conducive to weight gain than solid foods.'"'*'"* And countless studies have shown
that excess weight is a prime risk factor for type 2 diabetss, heart attacks, strokes, cancer (colon,
breast, and others), sleep apnea, and many other problems. Frequent consumption of soft drinks
also contributes to osteoporosis, tooth decay, and dental erosion.'

Americans spend $90 billion a year on medical expenditures related to obesity, of which half is
paid with Medicare and Medicaid dollars."”  While obesity should be addressed through a wide
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variety of actions, one action would be for governments to levy a tax on soft drinks to recoup
some of those expenses. The revenues could help fund health care, but also should be used to
support programs to promote healthy diets and exercise. Besides providing revenues, depending
on the rate, a tax might marginally affect consumption and slow the obesity epidemic.

Beverage companies market more than 14 billion gallons of calorie-laden soft drinks annuaily.'®
That is equivalent to about 506 12-oz. servings per year, or 1.4 servings per day, for every man,
woman, and child. Those figures include non-diet carbonated sodas, energy drinks, sports
drinks, fruit drinks, and ready-to-drink teas.

Many state governments have recognized that soft drinks do not deserve to be treated, for tax
purposes, like ordinary foods. States as diverse as Arkansas and California, New York and West
Virginia, along with others plus the City of Chicago, have imposed special excise or sales taxes
on soft drinks to generate revenues. Those taxes are too small to reduce consumption, but
collectively they generate over a billion dollars a year in revenues.

A federal excise tax on soft drinks would not prohibit people from buying sugary beverages.
And people could avoid the tax by switching to diet sodas, tap or bottled water, seltzer, or low-
fat milk, and benefiting their health in the process.

A federal tax of one cent per 12-ounces would raise about $1.5 billion annually. A tax of one
cent per ounce, as suggested recently by New York City Health Commissioner Tom Frieden and
Yale obesity expert Kelly Brownell, would raise about $17 billion per year.' 7

Lower-income consumers would be especially affected by a sofi-drink tax. However, they
would be especially helped by any health-care or prevention programs funded by the taxes and
by the health benefits from drinking less soda.

Recommendation:

Congress should impose an excise tax on non-diet soft drinks, both carbenated and non-
carbonated. A tax of one cent per 12-ounce can would raise about $1.5 billion annually; a
tax of one cent per ounce would raise about $17 billion per year, reduce consumption, and
slow rising rates of obesity.

I1. Reducing Health-Care Costs by Preventing Cardiovascular
Disease

A. Get Artificial Trans Fat out of Foods

Artificial trans fat is a potent, and totally unnecessary, cause of heart disease and also appears to
contribute to diabetes and obesity. Trans fat is produced when an oil is “partially hydrogenated”
to make it more solid, like traditional margarine or shortening.
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In 2006, Harvard School of Public Health researchers estimated that each year trans fat was
causing 72,000 to 228,000 heart a.tta(:ks,Ig including roughly 50,000 fatal ones."? Fortunately,
because of several factors—food labeling, local and state (including California and New York
City) laws phasing out artificial trans fat from restaurants, litigation, and massive publicity—the
toll is probably two-thirds smaller today. The remaining trans fat may be causing “only” about
15,000 to 25,000 deaths annually.

The FDA rejected the Center for Science in the Public Interest’s 2004 petition to require
restaurants to disclose the presence of trans fat in their foods and has not responded to a second
2004 petition asking that partially hydrogenated oils no longer be considered Generally
Recognized As Safe (GRAS), but regulated as food additives and severely restricted in foods.
Because of that inactivity, it is time for Congress to protect the public’s health.

Recommendation:

Congress should pass legislation to largely eliminate the partially hydrogenated oil — and
artificial trans fat — from our food supply. That would save abeut 15,000 te 25,000 lives
and $2 billion annuaily.

B. Reduce Sodium Levels in Packaged and Restaurant Foods.

Salt—-sodium chloride—is arguably the most harmful ingredient in our food supply. While a
small amount of sodium is necessary for health, the large amount in the typical diet is a major
cause of high blood pressure (hypertension), heart attacks, and strokes.

Sodium reduction is especially important for the 65 million American adults who have high
blood pressure™ and the 45 million who have pre-hypertension.”’ Ultimately, about 90 percent
of Americans develop hypertension.”® African Americans experience a 60 percent greater rate of
hypertension and a 40 percent higher rate of stroke deaths than the general population.”

The government’s Dietary Guidelines for Americans states that people with hypertension, people
who are middle-aged or older, and African Americans should consume no more 1,500
milligrams (mg) of sodium daily.zd Those groups account for about 70 percent of the
population.” Other adults should consume no more than 2,300 mg of sodium (about a teaspoon
of salt). Unfortunately, the average adult consumes about 4,000 mg per day, or twice the
recommended level > Only about 10 percent of that comes from the salt shaker, and about the
same percentage occurs natural!yA27 Three-quarters of all sodium comes from the salt (and other
sodium-containing additives) in processed and restaurant foods.

The extraordinary importance of lowering sodium consumption was highlighted in a 2004 paper
coauthored by the Director of the National Heart, Lung, and Blood Institute (NHLBI) and two
colleagues.*® They estimated that reducing the sodium content of packaged and restaurant foods
by 50 percent would prevent about 150,000 deaths due to cardiovascular disease per year.

Reducing sodium consumption also would save billions of dollars in medical costs, A
preliminary RAND Corp. study estimates that reducing sodium consumption by 1,100 mg per
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day (about one-fourth of average intake) would reduce medical costs by $18 billion per year. A
reduction of 1,900 mg per day was estimated to reduce costs by $26 billion per year. About half
of those savings would accrue to the federal government.

Consuming less sodium is one of the single most important—and feasible—ways to prevent
cardiovascular disease. Indeed, the United Kingdom has made salt reduction a top priority and is
both educating consumers about excessive salt intake and pressuring the food and restaurant
industries to lower sodium levels to specified targets. The first interim survey found about a

9 percent reduction in sodium intake (the five-year goal is 33 percent). The U.S. government
should be at least as aggressive in protecting the public’s health as the U.K. government.

Recommendation:

Congress should pass legislation to require the Secretary of Health and Human Services to
develop and implement a plan to reduce the sedium content of the American diet over the
next 10 years to the levels, and by means of strategies, recommended by the Institute of
Medicine and other authorities.

I11. Reducing Medical Costs through Lifestyle Treatment of Heart
Disease

The medical and surgical treatment of chronic diseases is a major cause of high health-care costs.
In some cases, though, equal or better patient outcomes result from relatively inexpensive
modification of lifestyle, particularly diet and exercise. Much greater use of lifestyle treatments
would save the federal government several tens of billions of dolars annually.

According to the American Heart Association, each year more than one million angioplasties are
performed at an average cost of about $50,000 each, and almost half a million coronary artery
bypass grafts are performed at an average cost of about $100,000 each.”’ The total annual cost
of just those two procedures is about $100 billion—much of which is avoidable.

Studies have demonstrated that intensive diet-lifestyle counseling of patients with heart disease
can often alleviate the need for costly angioplasties and coronary artery bypass procedures.”
From the heart patient’s perspective, lifestyle therapy is far more benign than bypass surgery:
nutritious meals and invigorating walks substitute for general anesthesia, major invasive surgery,
possible brain damage from the heart-lung machine, and a two percent chance of dying on the
operating table. Surgery provides relief from chest pain (angina), but little, if any, increase in
life expectancy. In contrast to angioplasties and bypasses, a diet-lifestyle approach reverses the
underlying atherosclerosis in the entire circulatory system-—without side effects and at low cost.

Lifestyle interventions provide tremendous savings to the health-care system. One study with
health-insurance providers found that the average savings in the mid-1990s from lifestyle
intervention was $29,500,>' or $49,000 when adjusted to 2009 dollars.™? Because of such proven
savings, Medicare now provides reimbursement for lifestyle interventions. The same diet-
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lifestyle approach can also often treat hypertension and diabetes, two other costly medical
conditions that predispose to cardiovascular disease and premature death.

Inadequate reimbursement is a major barrier to wider use of intensive lifestyle treatment. The
Centers for Medicare & Medicaid Services (CMS) (as well as a few private insurers) offers
reimbursement for lifestyle interventions, but the rates (on the order of $30 per hour or less>) are
far too low to encourage doctors to prescribe and hospitals to encourage such interventions.
Surgical and medical approaches are simply far more remunerative to the medical system.

Another barrier is that many doctors are not sufficiently familiar with lifestyle interventions to
discuss them with patients. Medical schools and residency programs have simply failed to teach
that fundamental part of human medicine, and probably won’t without legislative action to
normalize lifestyle interventions.

To overcome one of those barriers, Washington State is sponsoring a demonstration project to
encourage patients to make “genuinely informed, preference-based treatment decisions.”™* An
alternative approach proposed in a bill in the California Assembly would require physicians to
inform their patients of the option of intensive lifestyle therapy for heart disease or diabetes,
“including a description of the potential risks, consequences, and benefits of this treatment
relative to other medical treatment options.”

We estimate that if only half of the patients scheduled for surgery opted instead for (but did not
always succeed with) lifestyle treatment, the savings would amount to $43 billion per year.
About half of those savings, or $21 billion, would accrue to the federal government. Substantial
savings also could be obtained from using lifestyle interventions fo treat diabetes, hypertension,
and other conditions. Private insurers and their policyholders also would benefit from offering
patients treatment through relatively inexpensive, but effective, lifestyle changes.

Recommendation:

To reap the cost-savings from lifestyle interventions, health-reform legislation should
include measures to overcome several existing obstacles:

B Congress should set higher reimbursement rates. Even large increases would still
save CMS substantial amounts of money per patient.

B Congress could require that (a) doctors seeking reimbursement throngh Medicare
and Medicaid for treatment of beart disease and specified other illnesses provide
patients with objective information about lifestyle interventions, and (b) hospitals at
which heart surgeries are done frequently establish and promote programs for
intensive lifestyle treatment.

B To hold down non-governmental medical costs, Congress should require all heaith
insurers to provide adequate reimbursement for lifestyle-change programs and
require physicians to provide patients with object information about that approach.
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