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ADDRESSING BIASED SELECTION

The health reform plan addresses biased selection in several ways:

Universal coverage and insurance reform address the
problem of health plans cherry-picking only healthy
risks.

In the short-run, 1limited premium adjustments and
mandatory reinsurance is used to protect health plans
from adverse selection.

Within a couple years after reform, a prospective risk-
adjustment system will be developed. Premiums paid to
health plans will be adjusted to reflect the health
status of the plan’s enrollees.

Universal Coverage and Insurance Reform

Many oi

sys:tem

the risk selection problems that exist in the current
are addressed through assuring universal coverage to

comprehensive benefits and through insurance reforms.

Universal coverage. In the current system, insurers
worry that people with or at high-risk for health
proklems are more 1likely to seek coverage. In the
reformed system, everyone will have health insurance
coverage. People will be unable to wait un:il they have
health problems to choose coverage, so this component of
the acdverse selection problem will disappear.

Uniform comprehensive benefit package. Ir the current
system, insurers worry that less healthy people tend to
choose richer benefits. In the reformed system, everyone
will have the same comprehensive benefits package. There
will be less reason for high-risk or low-risk people to
systematically choose a particular health plan because of
the level of benefits offered.

Guaranteed issue and renewability of coverage. Insurers
use medical undexwriting and a host of other strategies
to discourage enrollment by higher-rigk people. Under a
reformed system, all health plans will be required to
accept any enrollee who applies for coverage. Plans will
not be able to discourage enrollment based on health
status.

Enrollment through alliances. Under the current system,
health plans can influence the composition of their
enrollment through their marketing activities. Under a
reformed system, enrollment will occur through alliances.
Regulations can be used to assure that marketing is not
directed only toward moxe desirable areas. Standard
service areas for integrated health plans could be used



to limit the ability of health plans to avoid higher-cost
areas.

[ Satisfaction and disenrollment surveys. Health plans can
discourage higher-risk enrollees by giving them poor
service or failing to contract with providers that can
address special needs. Under a reformed system,
enrollees can be periodically surveyed to detect problems
with health plan service. Pecple who switch plans can be
surveyed %to determine if they left their former pilan
because of poor service or inadequate access to
specialists. Problems uncovered can be addressed through
alliance contract negotiations or state certification.

Mandatorv Reinsurance

Mandatory reinsurance will be used to protect health plans that
attract a disproportionate share of enrollees with high-cost or
chronic illnesses.

Under a reinsurance approach, health plans share the costs of
treating higher-cost or chronically ill enrollees. If a health
vlan has a high-cost claim or enrollee, the reinsurance system
reimbturses a portion of a health plan’s payments for these cases.
Kealth plans are required to pay premium to the reinsurance fund
for this protection.

Reinsurance systems are being used today in a number of states as
part of their insurance reform efforts. For example, as part of
its community-rating 1law, the State of New Yorx created a
reinsurance pool for high-cost cases. Insurers are reguired to pay
a premium to the reinsurance pool; in exchange they receive lump-
sum or periodic payments from the pool when they have a claim for
one of the cornditions covered by reinsurance.

isk Adijustment to Health Plan Premjums

Short Term Strategy

A short-term strategy to address biased selection will be pursued
that contains both prospective and retrospective components. This
approach was recommended by a panel of experts on risk adjustment

In the short-term, the following measures will be relied upon:

° Demographic adjustments to premiums. Cost weights for
demographic cells (age, sex, etc.) will be developed from
National Medical Expenditure Survey (NMES) and private
insurance data sources.

° Limited health status adjustments. Adjustments may be
made for perceived health status or the presence of



chronic conditions, based on data collected through the
use of health status surveys. NMES and private insurance
data will be used to develop cost weights in the short
term.

[ Retrospective adjustments for high cost cases.
Reinsurance will be used to reimburse health plans for
some of the costs associated with high-cost cases or
diagrnoses. Reinsurance may reimburse a percent of costs
above a reinsurance threshold or may provide specific
payments for identified high cost conditicns, like AIDS
or organ transplantation. Cost weights will be developed
from a private insurance data base (New Ycrk State uses
weights developed from Kaiser data).

° Geographic adjustment. Adjusters will be developed to
adjust for price (and perhaps utilization) wvariations
within health alliance areas. Such adjustors already

exist to some extent for Medicare. Cost weights will be
developed from private insurance and Medicare data.

Medium Term Strategy

within a few (3-5 years) years, health status risk adjustors will
be developed which rely on diagnosis-based measures. The risk
adjustment system will rely on diagnosis and treatmert information
collected through the data and gquality information system
implemented as part of health care reform. Reinsurance may
continue to be used for particularly high-cost cases.

Mental Illness

Given the present state of knowledge, mental illness will need to
be treated differently than other conditions in a risk adjuster
svstem. There is more disagreement about an appropriate patient
classification system than with cthysical illness, and the severity
and resource demands of patients within a diagnostic category
probsbly wvary more than with physical illnesses. In addition,
underservice is a problem for the severely mentally ill, and a
purely prospective payment could exacerbate the problem. A heavy
reliance on reinsurance will be necessary in the short and medium
terms.

Research and Model Systems

Federal research efforts will be necessary to support the
development of model risk adjustment and reinsurance systems that
can be used by states and alliances. The federal government will
increase its support for new research related to the development
and testing of risk adjustment systems for the short and medium
terms. An on-gcing program aimed at improving existing risk
adjustment measures and developing new approaches will be
maintained at the federal level.



Risk-Adjustment Questions and Answers

Q: Researchers and others have been trying to develop a risk-
adjustment system for Medicare for ten years and have not
succeeded. How are you going to develop a system in two years?

Our plan deals with the risk-adjustment problem in two stages.
During the £first couple years after reform, we rely on a
ccmbination of demographic premium adjustments and mandatcry
reinsurance to address biased selection. Demographic adjusters for
age, gender and area are possible with current technology.
Reinsurance is currently being used in a number of states as part
of small group reform. We also will develop limited health status
adjusters, based in survey information collected from health plan
enrollees.

Beginning several years into reform, risk-adjusters will be
developed which rely on diagnosis-based measures. Health plans
will be paid based on the relative health status of the population
they enroll.

The new quality management system is key to our ability to
develop a scphisticated risk-adjustment system. Current efforts to
implement good risk-adjusters have been frustrated ky the lack of
infcrmation about the relative health status of enroliees of health
plans, especially HMOs. Our quality management system captures
diagnosis and treatment infcrmation about each patient encounter,
which will for the first time give us the ability tc evaluate the
relative health status of the enrollees of each health plan.

Q: How did you arrive at this strategy?

During the task force process, we met with the leading experts
in risk-adjustment field. We also met with health plans that are
currently experimenting with or actually using risk-adjustment, for
example to adjust payments to group practices. There was broad
agreement that our approach was appropriate.

Q: Current risk-adjusters explain only a small amount of the
variation of costs for any specific enrollee. Critics question
whether this is enough to protect health plans?

No adjustment system can explain all expected cost variation
at the individual level-- much of the variation in costs is random.
The gozl is to develop adjusters that predict enough variation in
health care costs so that health plans can compete successfully on
the basis of efficiency.

The issue of how much variation in costs can be "explaineé" by
risk adjusters is very complicated. For example, c<ritics claim
that current adjusters based on demographic factors. such as age
and gender, explain only about one percent of variation in expected
costs for an individual. This is true. However, these factors
explein quite a bit of the variation in expected costs across



groups, such as the groups of enrollees in two health plans. Thus,
adjustments for age and gender are very important to assure proper
payment to health plans that get a disproportionate share of older
people or woman of child-b=aring age.

Several promising risk-adjustment approaches are currently
being developed and implemented. They use prior health care use by
individuals to predict their future costs and have the potential to
explain a meaningful percent of the cost variation that can be
explained. The federal government will be conducting and
sponsoring research efforts and demonstrations t¢ develop and
improve these adjusters over the next couple of years.

Q: Until risk adjusters are perfected, won’t health plans have
incentives to avoid higher risk enrollees? EHow will these people
be protected?

While the irncentive may still be there, the insurance reforms
under the prorosal -- such as community rating, enrollment through
alliances, guaranteed renewability -- effectively eliminate the
tools hezlth plans use to cherry-pick.

Q: Critics are concerned that fee-for-service plans suffer from
adverse selection if the risk-adjusters are not good enough. For
example, the fee-for-service plan in the Minnesota public employees
program became financially inviable when managed competition was
put in place there. How will these plans be protected?

We recognize the need to protect fee-for-service plans from
adverses selection. That is why we mandate reinsurance for high-
cost cases. Reinsurance will be required until better risk-
adjusters are developed.



Taxing Health Benefits and the Middle Class

Health care reform must control costs without creating new or hidden taxes on the
middle class. Taxing health benefits is just that —— a new tax on the middle class.

During the last two decades most Americans have seen little or no growth in wages.
Many working Americans have traded higher wages for health insurance.

Under the Clinton health reform plan, comprehensive health insurance will not be
taxed —— now or in the future. Only insurance coverage over and above comprehensive
insurance will be subject to any tax, and this will not apply to anyone now covered by a
collective bargaining agreement for many years.

Other health reform plans would tax all or some of the employer contributions for
basic health insurance, without requiring universal coverage through employer contributions.
This is wrong for several reasons:

— if the cost for employers to provide health insurance goes up, fewer employers
will provide health insurance

- employers who continue to provide insurance would be likely to cut back on
their payrolls in other ways, resulting in a loss of jobs or lower wages

— if basic health benefits are taxed at the individual level, it will increase middle
class taxes by taxing the only portion of their income that has seen any growth
over the past two decades

Taxing health insurance will not bring us health security. It would only result in a
bigger tax burden on the middle class.

We looked at the possibility of taxing health insurance, but concluded that it was
the wrong way to pay for health care reform. According to the Treasury
Department, if our plan taxed all premiums over the average, it would raise
taxes for over 35 million working Americans a year. This tax would raise $86
billion between 1996 and the year 2000. We rejected this idea because we think it
would be wrong to raise taxes on middle class working Americans.

Other plans propose taxing even a greater portion of health insurance benefits.
As Congress reviews these proposals, we think that most will agree that after two
decades with little or no intreases in wages, working Americans should not be
taxed in this way to pay for health care reform.

Taxing health insurance could create incentives for people to pay more and get
less. That is not what health care reform is all about.



























Families and Individuals *
Who Spends and Who Saves Under RefprT

o About two-thirds will pay less.

o A third will pay slightly more.

° Only 5% will pay more than $42/mth more.

* Currently insured
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Who Spends and Who Saves Under the New System

Family and Individual Payments By Income *

Income

less than $20,000
$20,000 - $40,000
$40,000 - $60,000
$60,000 - $80,000
$80,000 - $100,000
$100,000 or more

Average

* For currently insured

Pay Same or Less Pay More
61% 39%
64% 36%
64% 36%
62% 38%
60% 40%
63% 37%
63% 37%
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wWho Spends and Who Saves Under the New System
Family and Individual Payments by Policy Type *

c/680

Policy Type Pay Same or Less Pay More
Singlefl';) kids/work 54% 46%
Single/kids/work 90% 10%
Couple/no kids/1 wrk 81% 19%
Couple/no kids/2 wrk 55% 45%
Parents/kids/1 wrk 86% 14%
Parents/kids/2 wrk 61% 39%
Average 63% 37%

* For currently insured

8C:CT £8/L

12¢L 1OV 202&%

dH/3dSY SHH

900



AEI/Martin Feldstein Briefing

Martin Feldstein held arni AEI briefing last week on the health reform
plan. The briefing was well attended by Republican staff. As reported in the
the thrust of Feldstein's criticism was that the cost of the
plan in 1997 would be $120 billion higher that we say it would be. Michael
Boskin joined Feldstein at this briefing.

The Energy and Commerce staff suspect that a Republican question is
likely to be based on this charge.

Response:

It is interesting that they make these charges without looking
at the assumptions and models used by the Administration.

The numbers have been checked and rechecked by economists
and experts both inside and outside of the government.

We stand by our numbers and will continue to work with
Congress to provide the best possible numbers throughout
consideration of the health reform plan.

[Attached is a copy of the Washington Post story on the AEI briefing.]
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WAYS AND MEANS COMMITTEE
September 24, 1993

DEMOCRATS:

CHAIRMAN DAN ROSTENKOWSKI (D-IL): The delicacy of the situation
of the Chairman of the Ways and Means Committee is clear. In a
September 22 column, David Broder pictures Rostenkowski as
anxious to pass this historic health care legislation, both
because of his own personal problems and because of his treatment
during the repeal of catastrophic.

RECENT DEVELOPMENTS: Following the President's address,
Rostenkowski told the AP ‘that he thought the plan might not solve
all problems but it's a start. "I'll do whatever I can to pass
it." He also told the Chicago Tribune that the tobacco tax is
likely to be 75 cents a pack.

POLITICAL PROFILE

After over three decades in the House, Ways and Means Committee
Chairman Dan Rostenkowski still wields a heavy gavel. He backs
his subcommittee chairmen, allowing them free reign to move key
legislation. However, during the last session, as the debate
over health care reform heated up in the Health Subcommittee,
Rosty refused to let Subcommittee Chairman Stark's bill move
without assurances it could garner the votes necessary to pass
the full Committee. The bill died in Subcommittee. Since 1989,
the Chairman's ability to build coalitions on health care issues
within Committee has diminished.

In 1989, he opposed the Medicare catastrophic coverage repeal,
but outside interests stymied his efforts to save this
legislation. He was particularly upset with the tactics of the
pharmaceutical industry in opposing the legislation. On health
care reform the Chairman :.has: not taken a position, preferring to
keep his options open. In the last Congress, he leaned toward
small group market reform and other incremental reforms. While
this was the case, he also introduce an employer-based,
comprehensive reform initiative that controlled costs by
regulating provider payments. Interestingly, his bill also
addressed the expensive retiree health issue by lowering the
Medicare eligibility age to 60.

HEALTH REFORM ISSUES/PRIORITIES

Chairman Rostenkowski's primary concern in the upcoming health
reform debate will be how the new program is financed and,
relatedly, the jurisdiction his committee receives, rather than
the details of the plan itself. Lately, the Chairman has been
one of the members asking that the Administration is careful to
take the time to ensure the plan is done right. He and his staff
have indicated that they do not believe a mark-up is possible in




























































































