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PRIVILEGED AND €ONFIDENTIAL MEMORANDUM

TO: Hillary Rodham Clinton June 30, 1993
FR: Chris Jennings, Steve Edelstein : :
RE: Meeting with Congressman Kasich

cc: . Melanne, Steve, Lorraine, Distribution

Tomorrow you are scheduled to meet with Congressman Kasich, the
ranking Republican of the House Budget Committee. In his call to you earlier
this week, the Congressman requested this private follow-up meeting to the
dinner meeting he hosted for you and ten of his Republican House colleagues
back on June 14th.

BACKGROUND:

Long an advocate of tough measures to control federal spending
(including across the board freezes), Kasich took the lead in crafting the House
Republican alternative to the President's budget. His plan was praised by
some in the media for backing up the usual Republican rhetoric, with specific
cuts, demonstrating how it would be possible to significantly reduce the deficit
without raising taxes. It also received significantly more Republican support
than his previous efforts. '

Kasich is a relative newcomer to the health reform debate. However, as
you know, he released the attached "White Paper on Health Reform." As you
may recall, the report takes a rather stereotypical conservative position on
health reform, such as the use of MediSave Accounts, means-testing Medicare,
increasing Medicare beneflciary copayments, and categorical spending targets
for health entitlements (but not for the private sector). However, it also '
includes a number of suggestions that are consistent with the direction the
Administration has been heading including: Developing incentives for greater
use of competition in the Medicare and Medicaid programs, providing
flexibility/waiver authority to the states, reducing health care fraud, assuring
insurance portability, establishing purchasing groups, and addressing the
medical liability problem.

.- KRasich was very happy with and appreciative of the dinner meeting and
it appears to have gained much good will. Since then, Congressman Kasich,
has been quite complimentary about you, personally, and the Administration's
consultative and outreach process for health reform. He was particularly
pleased with how open you have been to Republican input and your
- commitment to a bipartisan health reform effort and has made a point of
distinguishing it from other Administration initiatives.
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This meeting should allow you the opportunity to cultivate this
important relationship. Kasich, given his reputation as a smart and serious
legislator, can be very helpful with mainstream Republicans. In addition, he
seems to have gained the respect of the media so his supportive comments
about you and the process can have a positive impact externally on public
perception, as well. Even if he ultimately opposes the plan, his positive feeling
toward you and the process may mute his criticism and moderate the :
Republican opposition effort.

Recently, Kasich was widely mentioned as a leading contender for the
seat of Senator Metzenbaum, who announced Tuesday he would not seek
reelection. Kasich decided against running when his friend, Ohio Lt.-Governor
Mike DeWine, joined the race.
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RICHARD E. MAY, ’swr DIR. Put Consumer Back in Health Care Market,
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May 25,1993

(Washington, D.C.) — Successful reform of the nation’s health care syStem will depend on boosting the
control and decision-making power of American consumers, according to an analysis released today by
Republican members of the House Committee on the Budget

The commitiee Republicans’ White Paper on Health Care Reform also partly blames inefficient
government spending for contributing to health care cost inflation, and says that controlling government
health outlays — if done in the proper way — can help ease the upward pressure on costs.

“We don’t pretend that this report contains the silver bullet on health care reform,” said Representative
John R. Kasich, Ranking Republican on the House Budget Commitiee. “We don't presume that our
suggestions can solve every problem in the health care market. But it is clear that unless we restore the
consumer's role in the market, we will face a future of runaway health care costs, or rationing of services,
or both.”

According 1o the report, “The evolution of health care financing in the United States, encouraged by
government tax policy, has increasingly isolated and insulated consumers from financial decisions about
their own health care. . . . The prevailing third-party financing arrangement creates incentives for overuse
of services and, consequently, higher spending — and the market has responded accordingly. Equally
important, the arrangement has deprived consumers of real control over their health care decisions.”

This situation is a fundamental contributor to the rapid upward spiral of health care spending, the report
says. The analysis concludes that unless consumers are restored to their appropriate role in the health care
— the same role they play in other markets — health care reform will fail 1o achieve the twin goals of
controlling spending and providing broad access to prompt, high-quality health care.

“Any successful reform of the health care system must promote the vitality of this relationship.” The paper
notes that the consumer-provider relationship lies at the heart of what are typically called “market-
oriented” approaches to health care reform. The analysis also contends that U.S. health care “suffers not
from a lack of resources, but from inefficient use of the resources available. Health care reform can and
should be financed. out of existing resources.”

[Copies of the White Paper on Health Care Reform are available from the House
Committee on the Budget Republican Staff, 278 Ford House Office Building, Washington,
D.C,, 20515, (202) 226-7270.]
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Introduction |

Of all the genuine problems related to health care in the United States, one stands out as
central 1o the debate over reforming the system: health care spending is high and appears .
to be rising at unsustainable rates.

For individual Americans, the rapid pace of natonal health care spending growth
translates into a variety of personal concems: frustration over their personal heaith care
costs and insurance premiums; a sense that they are receiving less care; concem about the
quality of care they receive; and fear that they might find themselves exposed to
unexpected, and possibly catastrophic, medical costs. It also has sensitized Americans to
the plight of those unable to obtain or afford health insurance coverage.

Various proposals for addressing these problems have been developed over the past
several years. The Clinton Administration is expected to release its reform proposals in
the near future. Still other altematives soon will be offered in Congress. Also proposed
earlier this year was a health care reform plan developed by the House Republican
Leader's Task Force on Health Care.! Legislation defining the “building blocks™ of the
Task Force reform plan currently is being developed.

As a contribution to the Leader’s Task Force, this paper seeks to offer a concise
assessment of the health care reform issue from the perspective of Republicans on the
House Committee on the Budget. The perspective focuses on budgetary considerations,
which will be substantial in any reform strategy. But this analysis also takes into account
the fundamental economic factors of the health care market, especially those that appear
to be driving up spending. The analysis leads to two primary findings:

©  The government’s expanding role in health care financing over the past 30 years
has had an inflationary impact coinciding with — and in all likelihood substantial-
ly contributing to — the rapid growth of health care spending. Therefore, it is
unreasonable o believe that expanding the govenment’s role as a purchaser in the
market can successfully address the true causes (as opposed to the sympioms) of
rising health care costs.



o The ewlution of health care financing in the United States, encouraged by
government tax policy, has increasingly isolated and insulated consumers from
JSinancial decisions about their own health care. This pattern has interfered with one
of the principal relationships on which successful and efficient markets depend — the
relationship between the consumer and the provider. Health insurance in the United
States is not really insurance but is, instead, a costly system of prepaid health care
financed principally by third parties. Prices and levels of service are negotiated
chiefly by those financing the system — govemnment or private-sector insurers — and
health care providers. The consumer — the patient — is a secondary participant.

The prevailing third-party financing arrangement creates incentives for overuse of
services and, consequently, higher spending — and the market has responded
accordingly. Equally important, the arrangement has deprived consumers of real
control over their health care decisions. Therefore, any successful reform of the health
care system must promote the vitality of this relationship. The consumer-provider
relationship lies at the heart of references to “market-based” reforms.

Addressing the two concerns mentioned above will not cure every problem in the United
States’ health care market. The market truly is complex. The system features a variety of
advanced and expensive technologies. The availability of providers and services is not
uniform across the country; people in rural areas tend to have fewer choices of health care
providers than those in urban areas. Some of the most costly medical services occur near
the end of a patient's life, a fact that deepens the gravity of moral and ethical decisions
facing families and physicians at such times. Furthermore, restoring more health care
decision-making to consumers will not prevent some consumers from making unwise or
inefficient decisions. Nor is this discussion intended to suggest that govemment should
have no role at all in health care. Certain problems — such as providing a safety net o
insure the poor and persons with serious health conditions who cannot find affordable
coverage in the market — may demand a government response.

But neither will additional respurces offer the responses necessary. Health care in the
United States suffers not from a lack of resources, but from inefficient use of the
resources available. Health care reform can and shouid be financed out of existing
resources. With that in mind, two essential points should be clear from the analysis below:
that policy-makers should not put government first in secking solutions to the nation's
health care problems; and that true reform must include restoring personal responsibility
and the vitality of the doctor-patient relationship. Any reform attempts that circumvent
these fundamental budgetary and economic factors will fail.

: Backgr_ound and Trends

During the past 25 years, the share of the U.S. economy devoted to health care has more
than doubled, from 6 percent of Gross Domestic Product (GDP) in 1965 o about 12
percent in 1990, This year, spending on health care in the United States will total roughly



$912 billion. That figure is projected to grow to almost $1.7 trillion, or 18 percent of
GDP, by 2000.% Per capita health care spending, in constant 1993 dollars, increased from
$443 in 1965 to $2,879 in 1990. It is expected to be $3,604 in 1993, rising to $4,087 in
1995 and $5,568 in 2000 (all in constant 1993 dollars).

‘The rapid growth of national health spending has coincided with an expanding
government role in health care financing. In 1965, federal, state, and local govemnments
furnished 24.7 percent of the total funds paid for health care. This figure roughly matched
the share of financing by private insurance (24 percent) and was far less than the portion
funded by out-of-pocket payments (45.7 percent). Since then, the public share of national
health spending has grown to more than 42 percent of the total, while the portion assumed
by out-of-pocket and health insurance funding has declined. As shown in Table 1 below,
this trend is expected to continue. ‘
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Table I: Projections of National Health Expenditures to 3000 by Source of Funds.
(By Fiscal Year)

1965 1983 1987 1980 1992 2000
In Blilions of Current Dollars
. Private
Health Insurance : 10 111 155 222 266 499
Out of Pocket 19 81 109 136 153 240
Other 2 8 2 n 3% e
Subtotal : 31 21 386 390 455 800
Public

Federal -] 103 144 195 255 583
Sute and Local 5 M & 91 an 24
10 208 -

Sublotal 148 286 378 832
Tota! , 2 359 494 615 812 1631
Percentage of Total

Private .
Health Insurance 240 311 313 329 320 306
Out of Pocket 487 27 20 2001 184 147
Ouer S5 51 45 46 43 37

Subiotal 53 588 ] s 5471 90

Public )

Fedenl 116 288 291 289 306 357

Sue and Local B2 124 PO 135 J48 153

Sublotal U7 412 42 €4 ¢4 Sio
Total 100 100 10 100 100

Source: Congressional Budget Office.

The growth in national health expenditures is partly a natural phenomenon in a mature
and wealthy economy. “‘As national income rises, people may choose to purchase health
services that improve their quality of life, as well as the basic services that are essential
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to good health,” writes the Congressional Budget Office. “In addition, the governments
of wealthier countries may be able to spend more on public health and research.”
Nevertheless, U.S. health expenditures are growing at a rate that far exceeds normal
expectations and that may be faster than the economy can sustain.

To federal policy-makers, a principal concern about the trend in national health care
spending is its projected impact on the overall federal budget. As shown in Table 2 on
page S, Medicare and Medicaid — the Federal Government’s two dominating health
programs — are expected to grow from $198 billion in FY 1992 to $608 billion in FY
2002. During this period, the share of total federal outlays consumed by these programs
will nearly double, from 14.1 percent to 26.3 percent. By 2002, spending for Medicare
and Medicaid will exceed that for Social Security and will nearly match the total for all
discretionary programs. Put another way, federal health spending will increasingly crowd
out other programs in the competition for federal resources, or will demand substantially
higher deficit spending or tax revenues.

Medicare and Medicaid also are projected to be the largest contributor to future federal
deficit spending. The Congressional Budget Office projects that “under current policy the
federal deficit, after declining in the first half of the 1990s, will swell to more than $500
billion by the year 2002, largely as a result of increased spending for Medicare and
Medicaid.” [Emphasis added.]*

Figure 1: Health Care Expenditures by Source, 1970-2000.
(In Billions of Dollars)
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Source: Statistical Abstract of the United Siates 1992, US. Department of Commerce, Economics snd Statistics
Administration, Bureau of the Census; Congressional Budger Office.
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This projection is confirmed elsewhere. An April 1993 study by the Committee for a
Responsible Federal Budget says, in part: “If govemment were to raise revenues and
reduce non-health care spending ‘enough to balance the budget next year, within a decade
we once again would face $300 billion-per-year deficits, unless we did something 10
restrain the growth in health expenditures.”

CBO also wams about the serious economic drag that would result from this level of
deficit spending in the following passage:

Federal borrowing of this magnitude will significantly affect the economy because it will
cut into private saving that would otherwise have been used for investment here or
sbroad. CBO’s calculations suggest that if federal spending on Medicare and Medicaid
could be held 1o its 1991 share of GDP, output (real GDP) would be about 2.2 percent
higher than the CBO baseline by the year 2002. Incomes (as measured by real gross
nationa! product) could rise even more — by sbout 2.4 percent — hecause serving costs
on debt 1o foreigners would be reduced.*
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Table 2: Projected Distribution of Federal Outlays.

(By Fiscal Year)
1992 1994~ 1996 1998 2000 2002
" I Billions of Current Dollars
All Discretionary 541 $39 554 584 616 650
Social Security 285 319 asi 385 420 459
Medicare and Medicaid 198 259 329 405 495 608
[Medicare] [130] [167] [211} {2591 [316) [389]
Medicaid] . [68) 1921 {118} {146} [179] [219]
All Other Onatlays 378 390 409 465 * 524 595
Toal (indduding deposit insurance,
net interest, and offsetting receipts) 1,402 1,507 1,643 1.839 2,055 2312
In Percentages of Total Outiays
Al Discretionsry 386 358 337 318 300 281
Social Security 203 212 214 209 204 199
Medicare and Medicaid 14.1 172 200 22.0 ul1 263
[Medicars) [9.3] [11.1) [12.8} [14.1} [154) [16.8)
[Medicaid] ’ [4.9] {6.1] 7.2 191 8.7 [95)
All Other Outlays 210 259 49 253 2558 257
Tokal (induding deposit insurance,
net interest, and offsetting receipts) 1000 100.0 100.0 100.0 100.0 100.0

Source: Congressional Budge: Office, The Ecomomic and Budget Owlook: Ax Update, Auvgust 1992; Ecomomic
Implications of Rising Health Care Costs, Ocrober 1992; The Economic and Budget Owlook: Fiscal Years 1994-1998,
January 1993,
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Causes of the Growth in Health Spending

A variety of factors are typically cited as partial explanations for inefficiencies in the
health care market and the special difficulties consumers may have in making market
choices. For example, it is often noted that in seeking health care, Americans tend to
possess far less information about the choices and costs of treatment than they do for
other goods and services. They generally put themselves in the hands of a single medical
provider whose judgments and recommendations they accept. Furthermore, they often do
so in a time of relative urgency — they are generally ill or in pain. In addition,
competition among health care providers is not uniform across the country. People in rural
areas have far fewer choices of medical providers than do those in urban areas. Those
whose medical costs are funded by public health insurance or health maintenance
organizations are often restricted in their choices of providers and services.

But not all of these factors are unique to medical care. People secking automobile repairs
often tum to just one mechanic and are usually much less well-informed than the
mechanic about the repairs that are necessary and the appropriate costs. The consumer
also may consider the need for auto repairs urgent. Yet consumers can exercise decision-
making power in this market, and the market does appear to work more efficiently than
that of health care, despite the similarities.

Three other factors do have a special impact on the health care market and are of
particular interest for federal budgeting. These factors are the expanding role of
government financing; the impact of government tax policy; and — partly as a
consequence of the two — the declining role of consumers in decisions about their own
health care and health care spending. .

1. The Growing Role of Government Financing

As noted above, the public sector has represented an increasing share of health spending
over the past 30 years, largely through the expansion of health care programs such as
Medicare and Medicaid. This trend will continue in the future. One affect of this trend has
been an interference with fundamental market mechanisms that normmally would restrain
spending growth. As the Congressional Budget Office puts it:

Although there is strong justification for government involvement in health care, this
involvemen: may cause markeis to work less well in conventional terms of efficiency.
When the govemnment subsidizes the purchase or becomes the insurer, the budget
constraints on consumers of health care are relaxed snd, as a result, lose some
effectiveness in controlling less-valued spending. Likewise, federal budget constraints for
health care do not operate with the same force as they do in the private sector or in much
of the rest of the public-sector budget”

In other words, government spending on health care is intrinsically less efficient than
private-sector spending. Therefore, overall national health care spending is driven higher
because of the govemment's growing participation in the market. CBO also writes:
*Although these programs [govemment health programs] provide essential — and in some
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cases life-saving — medical care to millions of people, the programs also dull the price
signals from the health care markets, encouraging overuse of services.”®
{

In economic terms, “overuse” translates into higher spending. Considering that
government has assumed an ever-increasing share of health care spending — now totalling
about 42 percent of all national heaith care outlays — it seems clear that government
spending is largely responsible for the overuse of health care services and, therefore, the:
rise in health costs. The govemnment has essentially “*bid up™ the prices of the nation’s
health care services.

- v ——————
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Figure 2: Public versus Private Health Care Spending.
(As Percentages of Total Spending)
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Other cost-drivers in Medicare and Medicaid include the following:

©  Open Checkbooks. Programs sponsored by the govemment tend 1o cover most of
the services beneficiaries receive. This tends to discourage cost-consciousness on the
part of consumers and providers when evaluating discretionary health care choices.
The result is an overuse of government-financed services.

© Increase in Services. Policy-makers have expanded the medical services that will be
financed by the govemnment through both Medicare and Medicaid. In the case of
Medicaid, the expansion of services beyond their original “safety-net” function has
created a disincentive for recipients to leave the program because they then risk being
left with no coverage. ‘



o Rising Prices. Govenment health programs have had to respond to both medical
-inflation and general inflation in the economy. '

o Demographic Changes. The aging of the U.S. population and extended life spans
have increased the number of beneficiaries and the number of years for which their
health care is financed by the government. .

©  Fraud. Fraud in the system cost the Federal Government an estimated $8.58 billion
to $28.6 billion in 1993.°

Nor has the public sector been successful in restraining the growth of its own health
expenditures. CBO notes that federal entitlement programs have tended simply to rise to
meet increasing medical costs. This process clearly has maintained the spiral of rising
health costs generally. When the government has attempted to limit spending 6n health
care programs, it has relied mainly on two instruments: lowering reimbursements 10
hospitals and doctors and placing limits on the expansion of current health care programs.
These efforts have had little, if any, discemible effect in reducing health expenditures. In
1983, Congress passed a new payment system for hospital reimbursement. The prospective
payment system (PPS) designated 470 Diagnosis Related Groups (DRGs) and set flat fees
for each group (with centain cost adjustments). The result was a change in the method of
health care delivery, but no cost reduction. One effect of this change in payment is that
hospital bed occupancy has steadily declined since 1983, but the intensity and volume of
services have increased.

Various budget reconciliation acts have reduced reimbursement rates to doctors and other
providers, but have not produced real savings. In some cases, reimbursement rates are now
100 low 1o cover the cost of providing services to Medicare patients. This forces cost
shifting to private payers, driving up insurance rates. The 1990 Budget Reconciliation Act
limited the expansion of entitlement programs, including Medicare and Medicaid, by
enforcing a pay-as-you-go funding mechanism. Under the procedure, expansions of federal
entitlement programs must be financed either by reductions in other entitlements or
increases in taxes. This has done nothing, however, to limit spending increases in the
programs that already exist.

Nevertheless, various reform proposals seek to expand the role of government, in most
cases to provide insurance coverage to those unable to obtain insurance in the market.
Among the govemnment-oriented proposals are conversion to a Canadian-style “single-
payer” system, and “play-or-pay” schemes that mandate employers to provide group
insurance with an expanded government program to cover those still left unprotected. But
the historical experience with government health programs gives ample reason 10 doubt
that expanding the role of government will be consistent with the goal of slowing the
upward spiral of health care costs.

‘2. Tax Policy

Govemnment tax policy encourages employers to furnish health insurance to employees
through deductibility of employer-paid premiums. The strategy has been effective in



expanding private health insurance to a large portion of the population. But the expansion
has come with an economic price, as described in the following passage by CBO:

[Federal tax policy] has also encouraged inefficiency because of the resulting failure to
confront choices. Favorable 1ax treatment of employer-paid health insurance premiums
reduces the effective price and so increases the amount of health insurance twough a
hidden subsidy. Such tax breaks cause even higher levels of health expenditure at the
expense of tax revenues that would otherwise be collected.!®

The deductibility of premiums has helped promote health insurance arrangements that are
not really insurance but are instead a costly system of prepaid health care (see the
discussion of the consumer’s declining role below). It also has distorted the perceived
value of employer-paid health benefits. According to a study by the National Center for
Policy Analysis, federal tax law makes $1.44 of health benefits equivalent to a dollar of
take-home pay for employees in the 15- percent tax bracket. This occurs becaiise gross
wages of $1.44 would be reduced by 44 cents in taxes. This discrepancy is worse in the
28-percent tax bracket, where $1.97 of health insurance benefits is equivalent to a dollar
of take-home pay.!! It is more valuable to the employee to demand a dollar more in
health coverage than in wages. A March 30, 1993 Medical Benefits article'? revealed the
cost per employee of health benefits increased from $1,724 in 1984 10 $3,968 in 1992 —
a 130.2-percent increase in six years.

Tax deductibility is not available 10 the self-employed, who must pay the full cost of
coverage with funds left over after taxes. Large corporations, meanwhile, bid up the price
of health insurance through the use of the tax incentive, making coverage even more
expensive for smaller businesses.

The structure of tax deductibility also favors the formation of employee-based insurance
pools rather than other possible groupings. Many other kinds of insurance — automobile
insurance, for example — are organized on the basis of regions. This makes possible the
formation of larger and more diverse insurance pools. Such pools mitigate risks to the
insurer, allowing for lower insurance premiums than might otherwise occur.

Tax deductibility also has had a significant impact on federal revenues. It is estimated that
the effective subsidy of health insurance premiums through the tax code will total $69.4
billion in FY 1994, When this amount is added to direct govemment outlays for health
care, the government’s share of health care financing nationally exceeds 51 percent.

It is desirable policy to continue using the tax code to promote the purchase of health
insurance. If so, however, recognizing the economic effects of the current structure may
help redesign the code for greater efficiency or equity. For example, expanding
deductibility to individuals and the self-employed would help correct existing inequities
and would lead to greater market efficiency. Tax deductibility also could be refined to -
encourage more cost-efficient kinds of insurance, such as coverage that protects against
catastrophic costs but leaves consumers with more responsibility for discretionary, non-
emergency, health care decisions.
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3. The Declining Role of Consumers

Government spending and tax policies have contributed to a third, and crucial, problem:
With respect to American health care, the principal market mechanism — the relationship
between the consumer and the provider — has been distorted. Both public and private
health insurance have tended to isolate and insulate consumers from making decisions
about their own medical care — decisions that would require them to measure the benefits
they expect against the prices they are willing to pay.

It is understandable that consumers should want protection from the catastrophic costs that
come from, say, the need for major surgery or long hospital stays. But similar financial
protections have extended to far more routine medical services — an arrangement that
amounts to prepaid health care rather than health “insurance” comparable to other kinds
of insurance. Consequently, the share of health care costs paid by consumers directly out
of pocket declined from 45.7 percent in 1965 to 18.4 percent in 1992 (see Table 1, page
3 and Figure 3, page 11). CBO describes the impact as follows:

Most health payments are msde by a thid party — sn insurance company or s
government program — on & fee-for-service basis, and this reinforces the bias in health
care toward higher spending and away from cost control Neither the patient nor the
doctor is likely to care much about the costs of the treatment at the point of service. Fee-
for-service srrangements with distant third-party reimbursement ensure that patients have
& incentive 1o accept, as well as providers have 10 offer, any treatment that may possibly
have g positive benefit, with little regard for cost

These features may encowrage spending on health care procedures or services that cost
more than the value consumers place on the benefits. The same features may spur the
development and use of new, ofien expensive, medical technologies and drugs even when
their benefits may be small compared with the costs. People who have insurance face &
low out-of-pocket charge for health services at the point of delivery, and as & result go
to doctors more often and have more tests and elaborate treatment than people who are
faced with the full prices. One hypothesis is that cost-increasing technology raises the
demand for health inswrance and, hence, for health care, but the development of cost-
increasing technology is itself encouraged by more extensive insurance. Together, it is
srgued, the two effects produce an upward spiral of health care costs. Because third-party
reimbursement, based on provides charges, dominates the market, competitive pressures
do not encourage the efficient provision of services. Doctors compete for patient Joyalties,
and hospitals competc for physician tefmals but providers do not iend to compete with
one another over fees.”

Once a third-party payer seeks to control costs — typically by limiting the kinds and
amounts of services that will be financed — the patient begins to lose control over health
care services. Negotiations over what services will be provided and at what costs take
place between the provider and the payer; the patient is not & player in the process. This
situation already occurs in many government and privale insurance arrangements.

The most extreme form of third-party payment is a Canadian-style “single-payer’’ system,
in which the govemment is the insurer. Just as in any third-party arrangement, controlling
costs in a single-payer system, negotiations over costs involve the payer and the provider
but not the patient. Because patients do not make the spending decisions involved in their
treatments, they do not control the treatments they receive.
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Figure 3: Percentages of Health Expenditures Paid Out of Pocket.
(As Percentages of Total Spending)

% of totat

Source: The Heartland Insutute, Why We Spend Too Much on Health Care, 1992.

mos—— e ——
— — ——

To control spending, single-payer systems commonly resort to price controls or *global
budgeting.” If they did not take such steps, patients would tend to overuse services
(because they are not paying the bills), leading to higher spending — spending that would
quickly outpace any savings achieved by simplifying or streamlining the system’s
administration. This is why resorting to a so-called “single-payer” system — or to other
strategies that limit the number of insurance providers — cannot accommodate the twin
goals of restraining the growth in spending levels and assuring the patients’ control over
their own health care decisions. . ’

Further limits on patient choices will be the certain result of arbitrary schemes such as
price controls and global health care budgeting. These mechanisms seek to limit the
amount of aggregate health care spending on the surface, withowt addressing the factors
that truly drive costs upward. This inevitably leads to rationing of health care services,
long waiting lines, and limits on advanced, and often life-saving, treatments. Equally
important, it further deprives patients of control over their own health care, because their
treatments are still governed, at least in part, by the price the provider receives for the
service — and that price is determined by someone other than the patient.

The government is an especially strong contributor to this problem. Because it represents
more than 50 percent of the nation’s health care spending, the govemment is a massive
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third-party payer (and one that is, as noted above, intrinsically less efficient than its
private-sector counterpans). Furthermore, the government has no competitors, and
therefore lacks any market incentive to become more efficient. This is another
fundamental reason to doubt that broadly expanding govemment programs can
successfully address the basic causes of rapidly rising national health care costs.

But appropriate altematives to third-party payments — options that can slow the growth
of health care spending and also maintain individuals’ control over their own health care
— involve shifting greater responsibility, and more of the costs, back to consumers. This
probably would require higher deductibles in private and government insurance programs,
especially for price-sensitive routine or non-catastrophic medical services.

To a large degree, this process already is occurring; insurers have for several years looked
to adjustments in deductibles and copayments as methods of containing their own costs.
But American consumers are not likely to welcome an expansion of this approach eagerly
unless they recognize the personal benefits they would receive from it Policy-makers will
need to help consumers understand that only by assuming greater personal responsibility
for their own health care can they achieve the benefits of both restraining the growth in
costs and maintaining control over the services they choose. Altematives that pledge both
benefits without demanding greater consumer responsibility offer a promise that cannot
be fulfilled. '

Additional Concerns for Reform

1. Access to Health Insurance

Although access to health insurance is not a central theme of this analysis, it is an
important and ofien-mentioned concem in the health care debate. But access to insurance
is not distinct from issues of cost. Indeed, it is reasonable to conclude that if effective
mechanisms for controlling costs were developed, the costs of health insurance could be
moderated, making coverage available to a wider population. Hence, gaining control of
rising health care costs can itself contribute to expanding access to insurance. Conversely,
attemnpting to expand insurance coverage without genuinely addressing the cost-drivers
described above will only transfer cost pressures elsewhere, resulting in rationing, slower
improvements in the quality of care, and less control by consumers.

A few additional remarks about access to insurance also are appropriate.

Although a lack of health insurance does not necessarily deprive individuals of health
care — medical ethics and the law require that persons who are without health insurance,
or who are unable to pay for their own services, still receive health care when necessary
— the uninsured can face considerable difficulties over their care. Some hospitals will not
accept them. They are disinclined to seek health maintenance or preventive care, which:
can lead them to more serious health conditions which then require emergency treatments.
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The children of the uninsured often do not receive immunizations and other regular
treatments that are important to their development.

The costs of this uncompensated care are covered partially by Medicare and Medicaid
payments to hospitals. Some costs also are shifted to private health plans. A certain
percentage of every patient’s bill can be directly attributed to the unrecovered cost of such
services. This may not be the most desirable or efficient means of financing uncompensat-
ed care, and it certainly means that such patients have little control over the health care
services they receive.

Second is the number of uninsured Americans. The commonly accepted figure asserts that
about 37 million Americans have no health insurance all the time. But a U.S. Bureau of
the Census report for the most current period for which reliable data are available —
January 1987 through the fourth quarter of 1990 — offers the following breakdown:

o Sixteen million people (plus or minus 1.2 million) were uninsured for the entire year.

©  Nine million (plus or minus 0.9 million) were uninsured for the full 28-month period
of the study.

o Thirty-two million (plus or minus 1.2 million) were not covered by any kind of
insurance on average in any given month.

@ Seventy-nine percent (plus or minus 0.8 perccnt) of all people had continuous health
insurance coverage for all of 1987.

o Fifty percent of the persons without health insurance coverage in the fourth quarter
of 1990 were under the age of 25, a group that accounts for 36 percent of the entire
population. This is also the age group that is just entering the job market and
therefore subject to probationary waiting periods before becoming eligible for full
work fringe benefits such as health insurance.*

The breakdown above is not intended to suggest that the problem of access to health
insurance is unimportant. The intent is simply to show the true contours of the access
issue so that policy reforms can be appropriately designed.

2. Other Factors

Various other factors complicate the problem of medical costs and access to health
insurance. Although they are not the primary focus of this paper, they must be
acknowledged. Among these factors are the following:

o State Mandated Services. States have established mandates that require specific
kinds of benefits in health insurance plans sold within their borders. The well-
intentioned original goal of these mandates was to protect consumers by ensuring that
what they purchased truly was health insurance. But the number of mandates has
tended 1o grow, sometimes requiring coverage that is not critical to entire populations.
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Naturally, the expansion of mandates, by requiring greater coverage, has driven up
premiums for health insurance.

Some employers escape state mandates by insuring themselves. With this approach,
employers® health benefits are covered by the federal Employee Retirement Income
Security Act (ERISA). This approach, however, is possible only for large companies
that can pool sufficient resources to adequately protect their employees.

Malpractice and Defensive Medicine. According to a study by Lewin-VHI Inc. of
Washington D.C., the potential savings from reforming the medical malpractice
system could range from $7.5 billion to $76.2 billion over five years. The savings
would be achieved by discouraging *“defensive medicine,” which Lewin-VHI defines
as “changes in practice carried out by health care providers for the sole purpose of
avoiding malpractice claims.™*

Pre-existing Conditions. Many Americans have difficulty obtaining or keeping health
insurance because of medical conditions that insurers consider too risky. The problem
cannot easily be resolved. Requiring insurers to cover such persons would undoubted-
ly lead to higher premiums for other clients. Alternatively, the govemment could
assurne insurance responsibility for these individuals; but then other consumers would
still finance the insurance through taxes rather than premiums. Public and social
values support providing coverage for such persons. This is an area in which a
govemment response may well be appropriate.

Reform Options

The preceding discussion should make it clear that two basic principles must guide any
successful reform of the U.S. health care system. These principles are the following:

The consumer’s role in health care decision-making must be promoied. Not all
consumers will make the wisest and most efficient choices at all times. But in the
aggregate, the collection of choices freely made by consumers is the best mechanism
for promoting efficiency in the health care economy. Furthermore, the only way to
assure that patients control decisions about their own health care is by restoring their
direct participation in making those choices.

Restraint of government spending on Realth care can itself ease the upward
pressure on mational health costs. The expansion of government financing has
coincided with the accelerated pace of health care cost increases. Govemnment now
finances more than 50 percent of the nation's health care. If govemment financing
is not controlled, it-will continue to fuel the upward spiral of health costs.

But controlling government spending in the proper way also is necessary. Arbitrary
mechanisms, such as price controls and global budgeting, fail to address the
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underlying causes of cost increases. Consequently, they only lead to rationing and to
further limits on the consumer’s control over health care. Government spending
constraints must address the true cost drivers in health care, mainly by promoting the
consumer’s participation in the market.

The following account lists various options that would address reform issues analyzed
in this paper:

1. Promoting the Consumer’s Role

Although private health insurers must be the main players in this process, the Federal
Govemment can legislate specific changes that boost the consumer’s pa.mclpanon. Among
these are the following:

o MediSave Accounts

MediSave accounts would allow individuals to set up health saving accounts with tax
free contributions from either the employer or the individual, or a combination of
both. The individua! would then purchase health insurance with a high deductible,
and hold the balance of deposits in the account to pay for incidental medical
expenses. Any unspent funds would roll over and accrue to individual.

Clearly, a central premise of MediSave is to promote the consumer’s decision-making
role in purchasing health insurance. To the extent that consumers shopped for policies
that best served their needs, a degree of competition and cost-consciousness would
be restored to the market. The strategy also could provide consumers with an
economic incentive to look afier their general health more carefully. Its roll-over
provisions would allow consumers to accumulate savings in their overall health care
spending — savings achieved through preventive care and health maintenance.

The National Center for Policy Analysis has argued that when consumers control
their own health care dollars, as provided under MediSave, their increased cost-
consciousness promotes competition and, therefore, lower prices in insurance
premiums and health care services. The strategy also promotes the vitality of the
doctor-patient relationship and tends to give pabents more control over the services
for which they choose to be insured.

The MediSave strategy is included in the Republican Leader's Task Force Health
Care Reform legislation in the current Congress.'®

©  Tax Deduction for the Self-Employed

This option, also contained in the Leader’s Task Force plan, would make health
insurance premiums paid by the self-employed 100 percent deductible. Policy-makers
may also wish to refine the tax code so that deductibility applies to coverage that
encourages the purchase of real health insurance — which would resiore greater
consumer responsibility in price-sensitive non-catastrophic services — rather than
broad prepaid medical care coverage.'
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Medicare and Medicaid Health Allowance Checks

When an individual goes into the hospital under a public insurance program such as
Medicare, the doctor performs the procedures and the bill is sent to the insurance
providers who administer the Medicare program under the Health Care Financing
Administration (HCFA) in Washington. The bill is paid directly to the hospital and
doctor and a dizzying array of bills and copies of bills are sent to the patient, billing
him or her for various copayments and deductibles. The patient/consumer is basically
at the mercy of the doctor, hospital, and HCFA.

Federal, state, and local government dollars could be re-packaged in such a way so

~ that all senior citizens, poor people, and others deemed eligible for public insurance

could receive money from the government based on their economic need. They also
could receive a 100-percent tax deduction for the amount they would spend out-of-
pocket for health insurance each year up to a national standard for basic health
insurance coverage. In such an arrangement, each person could negotiate and bargain
with a wide array of insurance companies and purchasing organizations to buy the
best kind of health insurance for their own needs. This procedure boost competition
and would restore the consumer's role in choosing health insurance.'®

The principle works in the existing veterans program with the GI Bill. Each veteran
gets.an amount of money to attend any college he or she chooses. It also works in
the VA Housing program, in which veterans can buy a house based on their chonce,
not what the government tells them they have to purcha.sc

Cutting Spending First

The House Republican Budget Committee budget proposal for Fiscal Year 1994 —
described in the 84-page document titled Cutting Spending First — called for $93
billion in Medicare and Medicaid savings over five years. A central feature of these
savings was the expanded use of deductibles and copayments by beneficiaries of these
large health care programs. .

- Such an approach requires that beneficiaries assume more responsibility for their

health care choices. But it maintains their control over those choices, producing
savings in health care spending without sacrificing consumer choices.'”

2. Controlling Government Spending

Slowing the growth of government spending in health care can by itself help slow cost
increases generally by reducing demand. Among potential strategies are the following:

Bringing Competition to Medicare and Medicaid
Costs could be reduced by requiring the use of competitive, market-based systems to

- provide Medicare and Medicaid services. This could be done by integrating the two

systems and then requiring health insurance providers to submit competitive bids for
the right to serve Medicare and Medicaid patients. Competing for the contract for
Medicare and Medicaid would provide a powerful incentive to hospitals, physicians,
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and others to carefully consider the way they do business and take steps to reduce
costs. Requiring providers to compete with one another would provide an incentive
to cut their health care costs.

Income Testing Entitlements

The current Medicare program provides the same level of coverage to all eligible
participants regardless of income: Consequently, even wealthy individuals receive
medical care at the expense of taxpayers.

Government health care costs could be reduced by targeting health care assistance to
the most needy and requiring wealthier persons to assume more of their own costs.
Income testing the Medicare hospital coverage deductible for those with adjusted
gross incomes of $100,000 or more would save $1 billion in the next four years.®

Managed Care for Medicaid

The Arizona Health Care Cost Containment System (AHCCCS, pronounced *“access™)
is run in the fashion of a health maintenance organization (HMO). Every person
enrolled in the program joins a managed care plan, meaning a group of doctors and
hospitals receive a fixed monthly sum for each patient they agree to treat Every
patient has a personal doctor. Patients and doctors are satisfied, and costs per patient
are about S percent lower than in other states where the quality of care often is lower.

Arizona has the only state-wide Medicaid managed care demonstration project under
waiver authority approved by the Secretary of Health and Human Services.
According to the latest evaluation by the Health Care Financing Administration,
AHCCCS has held down costs considerably compared to traditional fee-for-service
Medicaid plans, despite enrollment increases. For the two years examined, FY 1990
and FY 1991, the average per capita cost increased 26 percent in AHCCCS compared
to a 33-percent increase in traditional programs. Over the life of the demonstration
(FY 1983 to FY 1991) the average annual increase in AHCCCS per capita cost was
6.8 percent, compared 10 9.9 percent for a traditional Medicaid program.

States should be encouraged to pursue this option and not discouraged by a lengthy,
tedious waiver application process. The Federal Government should explore broader
application of managed care in the Medicaid program.”

Categorical Spending Targets for Health Entitlements

In the case of Medicare and Medicaid, Congressional failure 10 contain spending over
the past decade has led to a situation in which Medicare is growing 30 percent a year
and Medicaid is growing at 18 percent a year. Categorical targets in these two federal
health programs would force Congress to take action to deal with the underlying cost
drivers in the health system. If no action is taken to reduce spending, reform existing
programs or repeal coverage, the authorization committees would have 1o propose
specific tax increases to finance the spending levels in excess of the targets. If such
tax increases also were rejected, then a categorical sequester would take place only
on the spending categories that exceeded the spending target for that year.
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3.

Cutting Spending First

As mentioned above, the House Republican Budget Committee proposal for FY 1994
recommended $93 billion in Medicare and Medicaid Savings over five years. These
savings could be achieved without any major overhaul of the health care system, and
would ease upward pressure on national health care costs.?

Other Potential Reforms

Various other reforms have been developed to address related problems in the health care
market. Each can make a valuable contribution to reducing costs and improving access
without price controls or other government interferences. Among them are the following:

o

State-Based Reforms

Medicaid, being a shared federal-state program, binds states because the guidelines
are mandated in Washington. To make substantial changes in the way it administers
Medicaid, a state must obtain a waiver from the Health Care Financing Administra-
tion (HCFA), the department that oversees Medicaid and Medicare. This process is
both lengthy and tedious both in obtaining the initial and then in retaining it
Enhanced Medicaid waiver authority would give states more flexibility to manage

~ their health care needs and their budgets.?

Fraud

Although estimates are rough, losses due to health care fraud may range from 3
percent to 10 percent of the nation's total health care bill. This translates to
somewhere between $27 billion and $91 billion being lost annually to schemes
specifically designed to cheat the system. Legislation titled the Health Care Criminal
Offense Act is being developed to specifically target the organized criminal activity
in health care. This legislation will give law enforcement the tools it needs to strip
away the financial motvation for this kind of criminal activity — namely asset sei-
zure and forfeiture.* Such approaches already have proven successful in other areas.

Portability

All Americans should have access to appropriate health care even if they have pre-
existing conditions that deter insurers. The most effective method for reaching this
goal is to place the purchasing power of health insurance with the individual,
preventing cancellation as a part of a group, and policies that guarantee renewal. Pre-
existing condition criteria, waiting periods, and portability issues would diminish with
individual based policies. Pontability is another health care issue addressed in the
Republican Leader's proposed legislation.®

Purchasing Groups

To contain health care cost, pressure must be brought to bear on physicians, hospitals
and other health care providers to lower their cost. Purchasing groups can often bring
greater pressure on providers to be more cost conscious, thereby reaping savings for

participants. Those participants might be individuals, families or small employers.
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These arrangements also make health insurance more accessible to more people. Such
plans already in existence have found lower heaith inflation, lower premiums, and
increased access.

©  Legal Reform

One possibility for easing the problem of malpractice and defensive medicine would
be an arbitration system such as that proposed under the Medical Malpractice Reform
Act of 1993. The Act calls for patients and medical providers to meet in binding
arbitration in contested cases before resorting to the expensive process of lawsuits.

Reducing the risk of lawsuits would allow medical providers to focus on providing
only those procedures that are medically necessary rather than providing a case
history to protect the provider against potential lawsuits. Patients would also receive
more immediate compensation for injuries caused by incompetence or negligence and
a higher percentage of the claim than under current law.

Conclusion

This analysis has sought to focus on aspects of the health care market that lie within the
expertise of the House Commitiee on the Budget. Specifically, the committee has a natural
concen with the effect of rapidly increasing health care expenditures on the federal
budget — and especially on future budget deficits.

‘The analysis has concluded that the rapid growth of government financing of health care

has itself contributed to the rise in health care costs generally. Therefore, controlling
government spending, if done properly, can ease upward pressure on health costs. The
analysis also makes clear that a major problem in the American health care market is that
consumers have been progressively insulated and isolated from their own health care
decisions. The basic relationship between consumers and health providers must be
revitalized if health care reforms are to achieve the twin goals of controlling costs and
maintaining patients’ control over their own care.

This discussion does not suggest that government should have no role at all in health care.
Cenain problems — such as insuring the poor and persons with serious health conditions
who cannot find affordable coverage in the market — may demand a government
response. But neither will additional resources offer the responses necessary. Problems
with health care in the United States derive not from a lack of resources, but from
inefficient use of the resources available. Health care reform can and should be financed
out of existing resources, through greater efficiency in the use of those resources.

With all the above in mind, two fundamental points emerge from this analysis: policy-

makers should not put government first in seeking solutions to the nation’s health care
problems; and true reform must include restoring personal responsibility and the vitality
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of the doctor-patient relationship. Any reform attempts that circumvent these fundamental
budgetary and economic factors will fail.

Budget Committee Republicans strongly recommend that these arguments be taken into
account in any reform strategy, and stand ready to assist the Republican Leader's Task
Force on Health Care in this effort.

-
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Appendix I
Myths and Facts about Health Care

The American public and its leaders seem to have reached similar conclusions on the
major problems facing the health care system — soaring spending and inappropriate
coverage. But just below the surface, this consensus breaks down and confusion abounds.
The following myths and facts may help clarify some of these misunderstandings.

MYTH #1: Thirty-seven million Americans permanently lack health insurance coverage.

FACT: According to a U.S. Bureau of the Census Current Population Report written by
Kathleen Short, for the most current period of time for which reliable data is available,
January 1987 10 the fourth quarter of 1990, the following facts are:

e Sixteen million people (plus or minus 1.2 million were uninsured for the entire year.

©  Nine million people (plus or minus 0.9 million) were uninsured for the full 28-month
period. of the study.

©  Thirty-two million people (plus or minus 1.2 million) were not covered by any kind
of insurance on average in any given month.

©  Seventy-nine percent of all people (plus or minus 0.8 percent) had continuous health
insurance coverage over the entire 1987 year.

o Fifty percent of the persons without health insurance coverage in the fourth quarter
of 1990 were under the age of 25, an age group that accounts for 36 percent of the
entire population. This is also the age group just entering the job market and subject
to probationary waiting periods before becoming eligible for full fringe benefits.

This is not to suggest that the problem of the uninsured is unimportant. Regardless of the
number, the uninsured often can face difficulties with their care. Some hospitals will not
accept them. They are disinclined to seek health maintenance or preventive care, which
can lead them to more serious health conditions which then require emergency treatments.
The children of the uninsured often do not receive immunizations and other regular
treatments that are important to their development. The details above are intended simply
to illuminate the characteristics of the uninsured population.

MYTH #2: Not enough resources are being spent on health care in America.
FACT A: America will spend close to $998 billion, or more than 15 percent of Gross
Domestic Product (GDP) on health care in FY 1994, This represents a per capita expense

of about $3,992. This is more than 25 percent higher than the next industrialized country,
Canada, which spends 11 percent of GDP on health care.
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FACT B: Medicare cost per enrollee for FY 1994 is expected to be more than $5,235.

FACT C: Medicaid cost per recipient for FY 1994 is expectcd{ to be more than $6,461.
The federal share is about $3,615; the state and local matching share is more than $2,884.

MYTH #3: There is not 100-percent access to health care in America today. -

FACT: Individuals who do not have any health insurance or health coverage or are una-
ble to pay currently receive care by law. These costs are covered partially by Medicare
and Medicaid payments to hospitals and cost shifting to private health plans. A percentage
of every patient’s bill can be directly attributed to the unrecovered cost of such services.

This does not mean, however, that the lack of insurance among some Americans, is hot
a problem. Although a lack of health insurance does not necessarily deprive individuals
of health care — medical ethics and the law require that persons who are without health
insurance, or who are unable to pay for their own services, still receive health care when
necessary — the uninsured can face considerable difficulties over their care.

MYTH #4: Poor people receive most of the federal entilement dollars budgeted for
health care.

FACT A: People making more than $30,000 of income received close to 40 percent of
all Medicare dollars, or more than $60 billion, allocated in FY 1993.

FACT B: Less than 42 percent of the Medicaid budget goes directly for health care for
recipients; the bulk of the Medicaid budget goes to hospitals and providers each year in
the form of grants or allowances for construction and other projects.

MYTH #S: Medicare beneficiaries pay the full cost of Medicare through their Part B
(SMI) premiums for physicians services at a cost of $36.60 per month.

FACT A: The federal taxpayer subsidizes 75 percent of the cost of Medicare Part B
through general revenues, or more than $133 billion for FY 1994,

FACT B: When Medicare was passed into law in 1965, half of Part B coverage was paid
by the enrollee through a premium, and half was paid by the government. If the original
ratio were still in place today, $77.6 billion would be saved over the next five years
according to CBO. Part B premiums would be $73.20, rather than $36.60, per month.

FACTC: The market value of a health insurance plan similar to that received by a Medi-
care beneficiary could range from $350 to $700 per month or more in the market.

MYTH #6: Most of the federal entitlement health program money goes toward routine
primary physician health care, disease prevention and wellness.
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FACT: Twenty-eight percent of the Medicare budget is spent on recipients in the last year
of a beneficiary’s life with the majority of it being spent in the last 30 days.

MYTH #7: The eligibility age for Medicare is due 10 g0 up to age 67 when the eligibility
age for Social Security goes up.

FACT A: The eligibility age for Medicare is not scheduled to increase. Social Security
is scheduled to begin to go up in the year 2000 by two month increments per year until
2005 when age 66 will be the retirement age until the year 2016. Then it will go up again
in two month increments per year until the retirement age for Social Security becomes age
67 in the year 2022.

FACT B: If the eligibility age for Medicare were to rise from age 65 to age 67 on Janu-
ary 1, 1994, $77.7 billion would be saved over the next five years according to CBO.

MYTH #8: The cost of medical malpractice in the medical care system is very small,
accounting for less than $1 billion per year.

FACT: According to a study by Lewin-VHI Inc. of Washington D.C., the potential
savings from reforming the medical malpractice system could range from $7.5 billion to
$76.2 billion over five years. The savings would be achieved by discouraging “defensive
medicine,” which Lewin-VHI defines as “changes in practice carried out by health care
providers for the sole purpose of avoiding malpractice claims.”
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Introduction

Of all the gehuine'problems related to health care in the United States, one stands out as
central to the debate over reforming the system: health care spendmg is high and appears
to be rising at unsustainable rates.

For individual Americans, the rapid pace of national health care spending growth
translates into a variety of personal concems: frustration over their personal health care
-costs and insurance premiums; a sense that they are receiving less care; concemn about the
quality of care they receive; and fear that they might find themselves exposed to
unexpected, and possibly catastrophic, medical costs. It also has sensitized Americans to
the plight of those unable to obtain or afford health insurance coverage.

Vanous proposals for addressing these problems have been developed over the past = -

several years. The Clinton Administration is expected to release its reform proposals in
the near future. Still other alternatives soon will be offered in Congress. Also proposed
earlier this year was a health care reform plan developed by the House Republican
Leader’s Task Force on Health Care.! Legislation defining the “bulldmg blocks™ of the
Task Force reform plan currently is being developed.

As a conuibution to the Leader’s Task Force, this paper seeks to offer a concise
assessment of the health care reform issue from the perspective of Republicans -on the
House Commitiee on the Budget. The perspective focuses on budgetary considerations,
which will be substantial in any reform strategy. But this analysis also takes into account
the fundamental economic factors of the health care market, especially those that appear
to be driving up spending. The analysis leads to two primary findings:

O The government’s expanding role in health care financing over the past 30 years
has had an inflationary impact coinciding with — and in all likelihood substantial-
Iy contributing to — the rapid growth of health care spending. Therefore, it is
unreasonable to believe that expanding the government’s role as a purchaser in the
market can successfully address the true causes (as opposed to the symptoms) of
rising health care costs.



$912 billion. That figure is projected to grow to almost $1.7 trillion, or 18 percent of
GDP, by 2000.2 Per capita health care spending, in constant 1993 dollars, increased from
$443 in 1965 to $2,879 in 1990. It is expected to be $3,604 in 1993, rising to $4,087 in
1995 and $5,568 in 2000 (all in constant 1993 dollars).

The rapid growth of national health spending has coincided with an expanding
government role in health care financing. In 1965, federal, state, and local governments -
furnished 24.7 percent of the total funds paid for health care. This figure roughly matched
the share of financing by private insurance (24 percent) and was far less than the portion
funded by out-of-pocket payments (45.7 percent). Since then, the public share of national
health spending has grown to more than 42 percent of the total, while the portion assumed
by out-of-pocket and health insurance funding has declined. As shown in Table 1 below
this trend is expected to continue. .

Table 1: Projections of National Health Expenditures to 2000, by Source of Funds.
(By Fiscal Year) - .
: 1965 1983 1987 1990 1992 2000

In Blillons of Current Dollars

Private . ‘ i
Health Insurance ‘ 10 i 155 - 222 266 499
Out of Pocket ‘ ‘ 19 81 109 136 153 240
Other -2 18 22 31 36 6l

Subtotal 31 21 286 390 455 800
~ Public
Federal : 5 103 144 195 255 583
State and Local . _5 44 _64 9 123 249
Subtotal 10 148 208 286 378 832
Total . 4 359 494 675 832 1,631
Percentage of Total

Private : )

Health Insurance 240 311 313 329 320 306
Out of Pocket . 457 227 220 201 184 147
Other S5 s 45 46 43 37

Subtotal ' 753 588 578 8 547 490

Public S
Federal 116 288 291 289 306 357
State and Local 2 124 130 135 148 153

Subtotal o : 247 412 422 424 454 510

Total ' ' ‘ 100 100 100 100 100 100

Source: Congressional Budget Office.

The growth in national health expenditurcs is partly a natural phenomenon in a mature
and wealthy economy. “As national income rises, people may choose to purchase health
services that improve their quality of life, as well as the basic services that are essential



This projection is confired elsewhere. An April 1993 study by the Committee for a
Responsible Federal Budget says, in part: “If government were to raise revenues and
reduce non-health care spending enough to balance the budget next year, within a decade
we once again would face $300 billion-per-year deficits, unless we did something to
restrain the growth in health expcnditures.”s :

CBO also wams about the serious economic drag that would result from this level of
deficit spending in the following passage:

Federal borrowing of this magnitude will significantly affect the economy because it will
cut into private saving that would otherwise have been used for investment here or
abroad. CBO’s calculations suggest that if federal spending on Medicare and Medicaid
could be held to its 1991 share of GDP, output (real GDP) would be about 2.2 percent
higher than the CBO baseline by the year 2002. Incomes (as measured by real gross
national product) could rise evén more — by about 2.4 percent — because serving costs
on debt to foreigners would be reduced.® - :

Table 2: Projected D;smbutlon of Federal Ontlsys.

(By Fiscal Year) . _

1992 1994 1996 1998 2000 2002
In Bmiqns of Current Dollars

All Discretionary 541 539 554 584 616 650
" Social Security © 285 319 351 385 420 459
Medicare and Medicaid 198 259 329 405 495 608
[Medicare] - (1301 - [167] {211] {2591 316] [389]
[Medicaid] [68] 921 [118] (146} [179] [219]
All Other Outlays - 378 390 409 465 524 595

Total (including deposit insurance, o
net interest, and offsetting receipts) : 1402 1,507 1,643 1,839 2,055 2312

In Pereentages of Total Outlays

All Discretionary 386 358 337 318 300 281

Social Security o 203 212 214 209 204 199
Medicare and Medicaid 141 172 200 220 24.1 263
[Medicare] ‘ (931 (111 (1281 (411 (1541  [16.8]
[Medicaid] {4.9] [6.1] 721 79 8.7 [9.51
All Other Outlays : 270 259 249 253 255 257
Total (including deposit insurance, _
net interest, and offsetting receipts) 1000 1000 1000 1000 1000 1000

Source: Congressional Budget Office, The Economic and Budget Outiook: An Update, August 1992; Economic
- Implications of Rising Health Care Costs, Ociober 1992; The Economic and Budget Owtlook: Fiscal Years 1994-1998,
January 1993,




.“3 .

cases life-saving — medical care to millions of people, the programs also dull the price
signals from the health care markets, encouraging overuse of services.”

In economic terms, “overuse” translates into higher spending. Considering that
government has assumed an ever-increasing share of health care spending — now totalling
about 42 percent of all national health care outlays — it seems clear that government
spending is largely responsible for the overuse of health care services and, therefore, the
rise in health costs. The government has essentially “bid up™ the prices of the nation’s
health care services. - - : : ,

Figure 2: Public versus Private Health Care Spending.
(As Percentages of Total Spending) ’ .
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Source: Statistical Abstract of the United States 1992; Congressional Budget Office

‘Other cost-drivers.in Medicare and Medicaid include the following:

o QOpen Checkbooks. Programs sponsored by the government tend to cover most of

the services beneficiaries rtccive. This tends to discourage cost-consciousness on the
part of consumers .and providers when evaluating discretionary health care choices.
The result is an-overuse of government-financed services. '

o Increase in Services. Policy-makers have expanded the medical services that will be
financed by the government through both Medicare and Medicaid. In the case of
- Medicaid, the expanSiqn of services beyond their original “safety-net” function has
created a disincentive for recipients to leave the program because they then risk being

left with no coverage.



expanding private health insurance to a large portion of the population. But the expansion
has come with an economic price, as described in the following passage by CBO:

[Federal tax policy] has also encouraged inefficiency because of the resulting failure to
confront choices. Favorable tax treatment of employer-paid health insurance premiums
reduces the effective price and so increases the amount of health insurance through a
hidden subsidy. Such tax breaks' cause even higher levels of health expenditure at lhe
expense of tax revenues that would otherwise be collected.!®

The deductibility of premiums has helped promote health insurance arrangements that are’
not really insurance but are instead a costly system of prepaid health care (see the
discussion of the consumer’s declining role below). It also has distorted the perceived
value of employer-paid health benefits. According to a study by the National Center for
Policy Analysis, federal tax law makes $1.44 of health benefits equivalent to a dollar of
take-home pay. for employees in the 15- percent tax bracket. This occurs becaiise gross
wages of $1.44 would be reduced by 44 cents in taxes. This discrepancy is worse in the
28-percent tax bracket, where $1.97 of health insurance benefits is equivalent to a dollar
of take-home pay.!' It is more valuable to the employee to demand a dollar more in
health coverage than in wages. A March 30, 1993 Medical Benefits article' revealed the
cost per employee of health benefits increased from $1,724 in 1984 to $3 968 in 1992 —
a 130.2-percent increase in six years.

Tax deductibility is not avaﬂable to the self-employed who must pay the full cost of
coverage with funds left over after taxes. Large corporations, meanwhile, bid up the price
of health insurance through the use of the tax incentive, making coverage even more
expensive for smaller businesses.

The structure of tax deductibility also favors the formation of employee-based insurance
pools rather than other possible groupings. Many other kinds of insurance — automobile
insurance, for example —— are organized on the basis of regions. This makes possible. the
formation of larger and more diverse insurance pools. Such pools mitigate risks to the
. insurer, allowing for lower insurance premiums than might otherwise occur. ‘

Tax deductibility also has had a significant impact on federal revenues. It is estimated that
the effective subsidy of health insurance premiums through the tax code will total $69.4
billion in FY 1994. When this amount is added to direct government outlays for health -

care, the government’s share of health care financing nationally exceeds 51 percent.

It is desirable policy to continue using the tax code to promote the purchase of health
insurance. If so, however, recognizing the economic effects of the current structure may
help redesign the code for greater efficiency or equity. For example, expanding
deductibility to individuals and the self-employed would help correct existing inequities
and would lead to greater market efficiency. Tax deductibility also could be refined to
encourage more cost-efficient kinds of insurance, such as coverage that protects against
catastrophic costs but leaves consumers with more nespons:bxhty for discretionary, non-
emergency, health care decisions. , :
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Source: The Heartland Institute, Why We Spend Too Much on Health Care, 1992.

To control spending, single-payer systems commonly resort to price controls or “global
budgeting.” If they did not take such steps, patients would tend to overuse services
(because they are not paying the bills), leading to higher spending — spending that would
quickly outpace any savings achieved by simplifying or streamlining the system's
administration. This is why resorting to a so-called “single-payer” system — or to other
strategies that limit the number of insurance providers — cannot accommodate the twin
goals of restraining the growth in spending levels and assuring the patients’ control over
their own health care decisions. .

~Further limits on patient choices will be the certain result of arbitrary schemes such as

price controls and global health care budgeting. These mechanisms seek to limit the
amount of aggregate health care spending on the surface, without addressing the factors
that truly drive costs upward. This inevitably leads to rationing of health care services,
long waiting lines, and limits on advanced, and often life-saving, treatments. Equally
important, it further deprives patients of control over their own health care, because their
treatments are still governed, at least in part, by the price the provider receives for the
service — and that price is determined by someone other than the patient.

- The government is an especially strong contributor to this problem. Because it represents

more than 50 percent of the nation’s health care spending, the government is a massive
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The children of the uninsured often do not receive immunizations and other regular
treatments that are important to their development.

The costs of this uncompensated care are covered partially by Medicare and Medicaid -
payments to hospitals. Some costs also are shifted to private health plans. A certain
percentage of every patient’s bill can be directly attributed to the unrecovered cost of such -
services. This may not be the most desirable or efficient means of financing uncompensat-
ed care, and it certainly means that such patients have httle control over the health care
services they receive. ,

Second is the humber of uninsured Americans. The commonly accepted figure asserts that
about 37 million Americans have no health insurance all the time. But a U.S. Bureau of
the Census report for the most current period for which reliable data are available —
January 1987 through the fourth quarter of 1990 — offers the following breakdown:

. @ Sixteen million people (plus or minus 1.2 million) were uninsured for the entire year.

o - Nine million (plus or minus 0.9 million) were unmsurcd for the full 28 month period
of the study.

] ,Thiny‘two million (plus or minus 1.2 million) were not covered by any kind of
-insurance on average in any given month.

o Seventy-nine percént (plus or minus 0.8 percént) of all people had continuous health
insurance coverage for all of 1987.

o - Fifty percent of the persons without health insurance coverage in the fourth quarter
-of 1990 were under the age of 25, a group that accounts for 36 percent of the entire -
population. This is also the age group that is just entering the job market and

- therefore subject to probationary waiting penods before becoming ehgible for full
work fringe benefits such as health insurance.'

The breakdown above is not inténded- to suggest that the problem of access to health
insurance is unimportant. The intent is simply to show the true contours of the access
issue so that policy reforms can be appropriately designed. '

2. Other Factors

Various other factors éomplicate theproblein of medical costs and access to health
insurance. Although they are not the primary focus of this paper, they must be
acknowledged ‘Among these factors are the following:

o State Mandated Semus. States have established mandatcs that require specific
kinds -of benefits in health insurance plans sold within their borders. The well-

. intentioned original goal of these.mandates was to ‘protect consumers by ensuring that

. what they purchased truly was health insurance. But the number of mandates has
tended to grow, sometimes requiring coverage that is not critical to entire populations.
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underlying causes of cost Vincmases. Consequently, they only lead to rationing and to
further limits on the consumer’s control over health care. Government spending.
constraints must address the true cost drivers in health care, mamly by promoting the
consumer’s participation in the market.

The following account lists various options that would address reform issues analyzed
in this paper:

1. Pronntmg the Consmner’s Role

Although private health insurers must be the main players in this process, the Federal
Government can legislate specific changes that boost the consumer s pammpaﬂon. Among

“these are the following:

MediSave Aecounts‘ ,
MediSave accounts would allow individuals to set up health saving accounts with tax .
free contributions from either the employer or the individual, or a combination of

both. The individual would then purchase health insurance with a high deductible,
and hold the balance of deposits in the account to.pay for incidental medical

_expenses. Any unspent funds would roll over and accrue to individual.

Clearly, a central premise of MediSave is to promote the consumer’s dmlsion-makmg
role in purchasing health i insurance. To the extent that consumers shopped for policies
that best served their needs, a degree of competition and cost-consciousness would

‘be restored to the market. The strategy also could provide consumers with an

economic incentive to look after their general health more carefully. Its roll-over

provisions would allow consumers to accumulate savings in their overall health care

spendmg — savings achleved through preventive care and health maintenance.

The National Center for Pohcy Analysis has argued that when consumers control o

their own health care dollars, as provided under MediSave, -their increased cost-
consciousness promotes competition and, therefore, lower prices in insurance
premiums and health care services. The strategy also promotes the vitality of the
doctor-patient relationship and tends to give patients more control over the servnces
for which they choose to be msured :

The MediSave strategy is included in the Repubhcan Leader s Task Force Health
Care Reform legislation in the current Congress.'¢ )

Tax Deduction for the Self-Employed

This option, also contained in the Leader’s Task Force plan, would make health
insurance premiums paid by the self-employed 100 percent deductible. Policy-makers
may also wish to refine the tax code so that deductibility applies to coverage that
encourages the purchase of real health insurance — which would restore greater
consumer responsibility in pnce-sensmve non-catastrophic services — rather than
broad prepaid medxcal care covetage

15



and others to carefully consider the way they do business and take steps to reduce
costs. Requiring providers to compete with one another would provide an incentive
to cut their health care costs.

Income Testing Enhtlements

The current Medicare program prov:des the same level of coverage to all eligible-
participants regardless of income. Consequently, even wealthy individuals receive
‘medical care at the expense- of taxpayers.

Government health care costs could be reduced by targeting health care assistance to
the most needy and requiring wealthier persons to assume more of their own costs.
Income: testing the Medicare hospital coverage deductible for those with adjusted
gross incomes of $100,000 or more would save $1 billion in the next four years.?

Managed Care for Medicaid

The Arizona Health Care Cost Containment System (AHCCCS, pronounced “access”)
s run in the fashion of a health maintenance organization (HMO). Every person
enrolled in the program joins a managed care plan, meaning a group of doctors and
hospitals receive a fixed monthly sum for each patient they agree to treat. Every
patient has a personal doctor. Patients and doctors are satisfied, and costs per patient
are about 5 percent lower than in other states where the quality of care often is lower.

“Arizona has the only state-wide Medicaid managed care demonstration project under

waiver authority approved by the Secretary of Health and Human Services.
According to the latest evaluation by the Health Care Financing Administration,
AHCCCS has held down costs considerably compared to traditional fee-for-service
Medicaid plans, despite enrollment increases. For the two years examined, FY 1990
and FY 1991, the average per capita cost increased 26 percent in AHCCCS compared
to a 33-percent increase in traditional programs. Over the life of the demonstration
(FY 1983 to FY 1991) the average annual increase in AHCCCS per capita cost was
6.8 percent, compared 10 9.9 percent for a traditional Medicaid program.

States should bc encoumged to pursue this option and not discouraged by a lengthy,
tedious waiver application process. The Federal Govemment should explorc broader
application of managed care in the Medicaid program.?

Categorical Spending Targets for Health Entitlements

In the case of Medicare and Medicaid, Congressional failure to contain spending over
the past decade has led to a'situation in which Medicare is growing 30 percent a year
‘and Medicaid is growing at 18 percent a year. Categorical targets in these two federal
health programs would force Congress to take action to deal with the underlying cost
drivers in the health system. If no action is taken to reduce spending, reform existing
programs or repeal coverage, the authorization committees would have to propose
specific tax increases to finance the spending levels in excess of the targets. If such
tax increases also were rejected, then a categorical sequester would take place only
on the spending categories that exceeded the spending target for that year. ’
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These arrangements also make health insurance more accessible to more people. Such
plans already in existence have found lower health inflation, lower premiums, and
increased access.

o Legal Reform

- One possibility for easing the problem of malpractice and defensive medicine would
be an arbitration system such as that proposed under the Medical Malpractice Reform
Act of 1993. The Act calls for patients and medical providers to meet in binding
arbitration in contested cases before resorting to. the expensive process of lawsuits.

Reducing the risk of lawsuits would allow medical providers to focus on providing
only those procedures that are medically necessary rather than providing a case
history to protect the provider against potential lawsuits. Patients would also receive
more immediate compensation for injuries caused by incompetence or negligence and
a higher percentage of the claim than under current law,

Conclusion

This analysis has sought to focus on aspects of the héalth care market that lie within the
expertise of the House Committee on the Budget. Specifically, the committee has a natural
concern with the effect of rapidly increasing health care expenditures on the federal
budget — and especially on future budget deficits.

The analysis has concluded that the rapid growth of govemment financing of health care
has .itself contributed to the rise in health care costs generally. Therefore, controlling
govemment spending, if done properly, can ease upward pressure on health costs. The
analysis also makes clear that a major problem in the American health care market is that
consumers have been- progressively insulated and isolated from their own health care
decisions. The basic relationship between -consumers and health providers must be
revitalized if health care reforms are to achieve the twin goals of controlling costs and
maintaining panents control over their own care.

This dlscussmn does not suggest that government should have no role at all in health care.

Certain problems — such as insuring the poor and persons with serious health conditions

who cannot find affordable coverage in the market — may demand a government

response. But neither will additional resources offer the responses necessary. Problems
with health care in the United States derive not from a lack of resources, but from

inefficient use of the resources available. Health care reform can and should be financed

out of existing resources, through greater efficiency in the use of those resources.

With all the above in mind, two fundamental points emerge from this analysis: policy-

makers should not put government first in seeking solutions to the nation’s health care
problems; and true reform must include restoring personal responsibility and the vitality
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FACT B: Medicare cost per enrollee for FY 1994 is expected to be more than $5,235.

FACT C: Medicaid cost per recipient for FY 1994 is expected to be more than $6,461. -
The federal share is about $3,615; the state and local matching share is more than $2,884.

MYTH #3: There is not 100-percent access to health care in America today. -

FACT: Individuals who do not have any health insurance or health coverage or are una-
ble to pay currently receive care by law. These costs are covered partially by Medicare
and Medicaid payments to hospitals and cost shifting to private health plans. A percentage
of every patient’s bill can be directly attributed to the unrecovered cost of such services.

This does not mean, however, that the lack of insurance among some Americans, is not
a problem. Although a lack of health insurance does not necessarily deprive individuals
of health care — medical ethics and the law require that persons who are without health
insurance, or who are unable to pay for their own services, still receive health care when
necessary. — the uninsured can face considerable difficulties over their care.

MYTH #4: Poor people receive most of the federal entitlement dollars budgeted for
. health care, . :

FACT A: People making more than $30,000 of income received close to 40 percent of
all Medicare dollars, or more than $60 billion, allocated in FY 1993.

FACT B: Less than 42 percent of the Medicaid budget goes directly for health care for
recipients; the bulk of the Medicaid budget goes to hospitals and providers each year in -
the form of grants or allowances for construction and other projects.

MYTH #5: Medicare beneficiaries pay the full cost of Medicare ﬂiroUgh théir Part B
(SMI) premiums for physicians services at a cost of $36.60 per month.

FACT A: The federal taxpéyer subsidizes 75 percent of the cost of Medicare Part B
through general revenues, or more than $133 billion for FY 1994, ‘

FACT B: When Medicare was passed into law in 1965, half of Part B coverage was paid
by the enrollee through a premium, and half was paid by the govemment. If the original
ratio were still in place today, $77.6 billion would be saved over the next five years
according to CBO. Part B premiums would be $73.20, rather than $36.60, per month.

FACT C: The market value of a health insurance plan similar to that received by a Medi-
care beneficiary could range from $350 to $700 per month or more in the market.

MYTH #6: Most of the federal entitlement health program money goes toward routine
primary physician health care, disease prevention and wellness.
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Put Consumer Back in.Health Care Market,
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(202) 226-7270

Urges Republican Budget Committee Report
' May 25,, 1993

(Washington, D.C.) — Successful reform of the nation’s health care system will depend on boosting the
control and decision-making power of American consumers, according to an analysis released_today hy
Republican members of the House Committee on the Budget. :

The committee Republicans’ White Paper on Health Care Reform also partly blames inefficient
government spending for contributing to health care cost inflation, and says that controlling government
health outlays — if done in the proper way — can help ease the upward pressure on Costs.

“We don't pretend that this report contains the silver bullet on health care reform,” said Representative
John R. Kasich, Ranking Republican on the House Budget Commitiee. “We don’t presume that our
suggestions can solve every problem in the health care market. But it is clear that unless we restore the
consumer’s role in the market, we will face a future of runaway health care costs, or rationing of services,
or both.”

According to the report, “The evolution of health care financing in the United States, encouraged by
government tax policy, has increasingly isolated and insulated consumers from financial decisions about
their own health care. . . . The prevailing third-party financing arrangement creates incentives for overuse
of services and, consequently, higher spending — and the market has responded accordingly. Equally
important, the arrangement has deprived consumers of real control over their health care decisions. wm=

This situation is a fundamental contributor to the rapid upward spiral of health care spending, the report
says. The analysis concludes that unless consumers are restored to their appropriate role in the health care
— the same role they play in other markets — health care reform will fail to achieve the twin goals of
controlling spending and providing broad access to prompt, high-quality health care.

“Any successful reform of the health care system must promote the vitality of this relationship.” The paper
notes that the consumer-provider relationship lies at the heart of what are typically called “market-
oriented” approaches to health care reform. The analysis also contends that U.S. health care “suffers not
from a lack of resources, but from inefficient use of the resources available. Health care reform can and
should be financed out of existing resources.”

[Copies of the White Paper on Health Care Reform are available from the Hou;é BBt
Commitiee on the Budget Republican Staff, 278 Ford House Office Building, Washington,
D.C., 20515, (202) 226-7270.)



