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A PRIMER ON PROGRAM RULES
FOR
FIVE MAJOR FEDERAL PROGRAMS

AFDC
Food Stamps
Medicaid
Section 8 Housing
and
Low-Rent Public Housing

The recent elections
reshaped the political landscape.
Are current federal programs
so hopelessly complex
that large block grants to the states
are the only answer?

Or do these programs just need
a little tinkering
to make them work better?
The facts are inside.
Decide for yourself. . . .

The Policy Exchange
The Institute for Educational Leadership




THE IEL POLICY EXCHANGE

] THE INSTITUTE FOR EDUCATIONAL LEADERSHIP, INC.

January 17, 1994

Melanne Verveer
Deputy Assistant
Office of the First Lady
The White House
Washington, DC 20500

Dear Ms. Verveer:

I am writing to invite you to an IEL Policy Exchange seminar on Friday, February 10,
1995. The topic of this seminar is The Devil Is in the Details: Differing Program Rules
Across AFDC, Food Stamps and Medicaid. The seminar will be from 8:00 to 10:30 a.m.
at the Washington Court Hotel on Capitol Hill. [nvitations are not transferrable.

The issues of conflicting program eligibility and procedures are especially relevant to
the heated policy debate that has already begun in the Congress and across the
country—proposals to "block grant" federal monies to states, to reform the welfare
system, and to transfer current federal responsibilities to the states ("devolution"”). But
few people understand the details of the rules for AFDC, Food Stamps and Medicaid.

The enclosed Primer on Program Rules for Five Major Federal Programs provides the
context for the seminar discussion, which will focus on policy implications of all of
these rules. We urge to look through the Primer before the seminar.

The information in the Primer was developed in response to a bipartisan letter from
nine Senators asking Secretaries Shalala, Espy and Cisneros to issue reports outlining
the differences in program rules under AFDC, Food Stamps, Medicaid, Section 8
Housing and Low-Rent Public Housing. The idea for this letter grew out of an
October 1993 Policy Exchange seminar.

Featured guests at this roundtable discussion will be:
Sarah Shuptrine (President of Sarah Shuptrine and Associates);

Lavinia Limon (Director of the Office of Family Assistance at the
Department of Health and Human Services);
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1] THE IEL POLICY EXCHANGE

| |LJ___] THE INSTITUTE FOR EDUCATIONAL LEADERSHIP, INC.

RESPONSE FORM

BREAKFAST SEMINAR ON

THE DEVIL IS IN THE DETAILS
DIFFERING PROGRAM RULES ACROSS AFDC, FOOD STAMPS & MEDICAID

Friday, February 10, 1995

8:00 a.m. - 10:30 a.m.
Washington Court Hotel (525 New Jersey Avenue, NW)

Name

Invitations are not transferrable

Phone Number: Fax Number:

__Yes, I will participate in both the breakfast and seminar on Friday, February 10.
_ Yes, I will participate in the seminar, but will not be at the breakfast (8:00-8:30 a.m.).
__No, I will not be able to participate.

Please help us make this seminar productive by responding to the following questions.
We will share the responses, but not who said what, at the seminar.

From what you know about AFDC, Food Stamps and Medicaid—and by looking at
the enclosed Primer on Program Rules for Five Major Federal Programs—what do you
think is the most important question or issue for this seminar to address?

—morc—
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How would combining the federal programs you know best into block grants
affect children, families and communities?

There have been many staff changes recently and we know our lists are not
yet up to date. Please help by giving us updated information about your
title, address, phone number, fax number, etc.

___ There are no changes.
____Updated information is below.

Also, please give us the names, titles, offices and (if you can) phone
numbers of other people who should be invited to future seminars.

Please add any other comments or suggestions, including: special dietary
needs or food allergies; or services you require because of a disability.

Please return this Response Form (fax = 202/872-4050)
as soon as you can, but no later than Friday, February 3, 1995.
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THE INTERGOVERNMENTAL/INTERAGENCY
POLICY EXCHANGE

The educational, health, social
services and employment needs of
children and families are
intricately intertwined. The same
child who is at risk of school failure
is frequently also at risk of poor
health. A child who is homeless
has difficulty completing his or her
homework. A child who lives
among drugs and violence at night
is ill-prepared to flourish
academically during the day. A
three-pound baby in neonatal
intensive care today is likely to be a
special education student

Collaboration is like dancing with
tomorrow. uﬂhmhagagywamizgﬁmam

While policy makers are increasingly recognizing these
relationships, the policy landscape does not reflect this recognition. At
the same time that many communities are struggling to make services
more comprehensive and coordinated, state and federal legislative
committees, executive branch agencies, interest groups, and
postsecondary preparatory programs are overwhelmingly organized
by narrow service sectors—education, health, social services, juvenile
justice, labor and so forth.

The Intergovernmental/Interagency Policy Exchange is a
nonpartisan mechanism to help reshape the policy landscape to
reflect the current realities of children, families and communities. Its
aim is to create a forum where policy makers and practitioners can
learn about cross-cutting and cutting-edge ideas so that they can lead
the way to systemic change.

ISy
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MEMORANDUM
To: Distribution

From: Chris Jennings ¢
Jennifer Klein

Date: March 16, 1995

Re:  Jackson Hole's New Proposal and Senator Gregg's Entitlement Reforms

We have received copies of two initiatives that have significant implications relative to health
policy changes. They are attached for your review.

First, Paul Ellwood has released his next edition of health reforms produced by the Jackson
Hole Group. He is planning on referencing it during his testimony to the Labor and Human
Resources Committee this week.

Second, Senator Gregg released his first edition of proposals to achieve hundreds of billions
of dollars in deficit reduction, primarily through Medicare and Medicaid cuts. Over 5 years,
the Medicare program is targeted for a least $100 billion in reductions and the Medicaid
program is targeted for at least $115 billion in reduction.

Senator Gregg suggests that he can achieve the Medicare savings through a specific list of
traditional Medicare cuts that amount to $50-65 billion and through the utilization of a new
Medicare managed care program called "Choice Care." The managed care proposal does not
clarify how it would achieve the $35-45 billion in savings. In the absence of the savings .
being achieved, he suggests a fall-back of non managed care Medicare cuts. However, this
list does not add up to the $100 billion target.

The Medicaid cuts would be achieved through a block grant that caps Federal aggregate
growth at 4%. States would be given complete flexibility to achieve the $115 billion 5 year
number. Gregg suggests that these savings can be achieved through managed care and with
no reduction in coverage or provider reimbursements. As we indicated in our analysis of a
5% cap, there is no evidence that suggests that cuts of this magnitude can be achieved solely
through the use of managed care. In fact, we have received reports that the state of
Wisconsin has called to explicitly reject Senator Gregg's assertion that Wisconsin has
achieved its limited growth rate exclusively through the use of managed care.

We are in the process of analyzing the specific cuts and their implications as well as
preparing some potential talking points to use as a possible response. We will circulate these
as soon as they become available.
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"Responsible Choices" is a living document that will change as the market changes and
in response to suggestions and criticisms. Comments should be directed to the

respective chapter author(s) or to the overall editor, Ellen Wilson, at:

Jackson Hole Group
P.O. Box 350
Teton Village, Wyoming 83025
Phone: 307-733-8781
Fax: 307-739-9312
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INTRODUCTION
Paul M. Ellwood, MD

"Responsible Choices" identifies the actions that the private sector and government
should take to improve the American health system and accelerate and expand the health
care revolution that is already underway. It spreads the benefits of and responsibility for
better quality, lower cost health care with a minimum of prescriptive interference by
government at no overall increase in cost. "Responsible Choices" is not based on
untested economic and social theory. The recommendations are taken directly from
actual clinical and operational experience gained in providing health care and health
insurance to over 100 million Americans. These suggestions refocus the Jackson Hole
Group’s approaches outlined in "The 21st Century American Health System" (1991),
which called for accelerating value-based competition in the health care marketplace and

assured health care for all Americans.

We devised "Responsible Choices" as a set of practical, bold proposals to continue
pushing the public policy process and keep the health care revolution on track. It
identifies where progress can be increased while warning where it can be thwarted. It
does not promise health insurance for everyone since that is an impossible goal without
raising taxes, creating unfunded mandates, or prolonging the deficit. The Jackson Hole
Group has not backed off of its commitment to adequate health protection for everyone
but proposes that once the size of the problem is decreased and understood, we will be

better able to identify and deal with those still left out of the system.

The United States has been rapidly transforming health care by implementing a market-
driven system that works—a unique approach that has resulted in significantly reducing
rate increases for private purchasers and consumers of medical services. This evolution,
turned revolution, which has been underway for at least twenty-five years, is being
driven by corporate purchasers and cost-conscious consumers. It has created an
extraordinary array of health plans aggressively competing with one another on price and

quality. HMO enrollment has grown by 30 percent since "The 21st Century American
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Health System" was written. However, some consumers—such as most Medicare
beneficiaries, individuals with preexisting illnesses, and the employees of small
firms—are not fully benefiting from the health care revolution that is propelling us toward
the twenty-first century. And, despite being the largest single purchaser of health care,
the federal government has been particularly slow in bringing public programs into line

with those in the private sector.

It has taken at least twenty-five years for the new American health system to become
established. As it continues to evolve rapidly, care must be taken not to disrupt its
progress. In the United States, the market works in health care because multiple
purchasers, not just the government, are in a position to introduce bold new methods of
buying health care and because providers and insurers have substantial freedom to
respond with new approaches to organizing and paying for care. "Responsible Choices"

makes proposals to foster this market driven progress and innovation.

Keeping the market working in health care requires the consideration of factors that are
unique to the health sector. When a day in the hospital can cost thousands of dollars,
people need health insurance. But when this is fee-for-service insurance, there are few
incentives for sick individuals and their trusted physicians to try to save money. Those
who are poorly insured or with a high deductible have an incentive to avoid costly
health care but are too vulnerable to shop effectively for medical care based on price
once they become truly sick. Historically, medical care has been a product best '
understood by doctors who were selling it and thus were in a position where they made
both the key clinical and economic decisions for their patients and their practices.
"Responsible Choices" intends to change this by enhancing the responsibility of
consumers with better information and more power to make: choices about their own
lives. As in any industry, genuinely lowering costs means vast increases in productivity.
In this case, change threatens the livelihood of more than 100,000 specialist physicians,
one-half of the country’s hospital beds, and hundreds of health insurers. The likely result

is resistance to competition from these sectors.
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"Responsible Choices" assumes that the combination of revolutionary change, health

insurance, consumer vulnerability, inadequate information, extraordinary oversupply, and

shared responsibility are factors unique to the health sector that cannot be ignored. it

calls for intervention in selected facets of the marketplace to make it function better,

while warning policy-makers that preventing or distorting further expansion of price and

quality competition will disrupt the progress that the market is making.

The U.S. health system has been transformed thus far by adherence to the following

principles:

Health plans and health insurance, including Medicare, should compete on the basis
of price and quality. Health plans that both finance and deliver comprehensive
health care competing on price and quality are pacing the new health market.
Combining health insurance. with health care is perhaps the most important change in
the structure of the health system. It shifts the emphasis from increasing earnings by
subjecting the patient to more services to reducing demand for costly extended
treatment by keeping people well. To effectively lower costs and improve quality,
health plans must carefully select those providing care and match their numbers and
skills to the needs of their consumers. This practice has been criticized for restricting
doctor opportunities and patient choices, but shepherding resources remains as
critical to health care quality and cost as to the management of any enterprise.

Health insurers that offer more provider choices but greater consumer cost sharing

should be given the same equal opportunities to compete.

Consumers can be cost-conscious when selecting health insurance. Consumers can
be motivated to be cost-conscious at the time they select health insurance and will
choose lower cost plans when they are convinced that health care will be readily
available and of good quality. Cost-consciousness at the time of illness is less
predictable and can cause expensive and dangerous delays in seeking care. This is
making limiting premium contributions more powerful than high deductibles in

motivating consumer choice.
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e Group purchasing of health care is essential to spreading risk and reducing costs.
Health care must be purchased by groups large enough to exert real leverage over
competing health plans. Size allows these groups to exploit their knowledge of
health plan performance and, above all, to spread the cost of insurance over both
healthy and unhealthy individuals. “Responsible Choices" requires shared
responsibility by those who are still well for those who are sick. As in any market,
the presence of many powerful buyers and multiple competing sellers has been
shown to be beneficial to consumers and encourages continued innovation and
vigorous price competition. Diminishing the clout of group purchasers or
inadvertently dividing consumers into good and bad risks will destroy the burgeoning

health market.

¢ Information about the quality of care must be available to consumers. For the
health market to function properly, consumers, purchasers, and providers need
understandable and comparable information on the cost and quality of care from
various health plans. The quality of care information currently available to
consumers is still incomplete and is perhaps the weakest link in the health care
revolution. Because reliable and objective information is not available, the
organizations providing the best quality of care are not necessarily attracting the most
consumers. This information gap jeopardizes the entire health revolution. The lack
of comparative information on quality also makes the system vulnerable to .

unsubstantiated criticisms about costs being down because quality is deteriorating.

Without expanding entitlements or mandates, "Responsible Choices" expands the
revolution in health care by asking government to play by the same rules as the private
sector, by increasing the power of consumers, and by minimizing risk selection against
individuals and small employers. The various pieces of "Responsible Choices" can be
implemented as stand alone proposals. However, they will most effectively generate
progress and improvement in the health system if implemented in the designated

incremental manner.

IHG Responsible Choices: Draft, March 8, 1995 4



“Responsible Choices" has five objectives:

1. Align Medicare and Medicaid costs with revenues while expanding choices by
offering public beneficiaries the same cost-conscious choices now available to private
consumers through employers or purchasing groups. Use competition and consumer
choices to limit the per capita growth of Medicare and Medicaid expenditures to

revenue growth.

2. Make the tax benefits of health insurance coverage equitable, while increasing
consumer awareness of cost and quality through a value-based tax credit for health
insurance, health plans, and Medical Savings Accounts.

3. Give individuals and the employees of small firms, regardless of their health status,
the same opportunity to purchase reasonably priced health insurance as large group
purchasers. Insurance reforms mean all forms of health insurance—the self-insured,
sellers of health insurance, health plans, and Medical Savings Accounts—shouid be

subject to the same marketplace rules.

4. Ensure that consumers know what the various health plans offer in terms of benefits,

satisfaction, access, and health outcomes.

5. Set timely realistic targets and measure results as reform proceeds. Manipulating a
trillion-dollar enterprise may require a change in course if cost containment, health
outcomes, consumer satisfaction, and access to health care do not improve as

predicted.
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21st CENTURY MEDICARE
Graham Rich, MD, MBA

As the largest purchaser of health care in the U.S., the federal government is responsible
for the continual growth in Medicare cost by maintaining a dysfunctional payment
methodology and by failing to encourage intensive price competition and cost-
consciousness. Like any other purchaser, it needs to adopt some aggressive management
policies so that all taxpayers, including seniors, can benefit from better quality and

efficiency through competition among Health Plans and value based choices by seniors.

Even with the present underdeveloped system for encouraging enrollment in managed
care, the number of seniors choosing this option increased by 25 percent in one year to
2.3 million at the end of 1994. To enable new seniors to stay in managed care and to
offer more choice for current beneficiaries, we need a better Medicare paymerﬁ
methodology based on competitive bidding, better access to comparative information,
and the option of enrolling in any participating Health Plan. Each senior should be able
to use a sum of money (a voucher or specific contribution which will be referred to in
this paper as a Medigrant) from the federal government to purchase health insurance
from traditional Medicare or competing Health Plans and thus make cost-conscious
decisions. Only then can seniors make responsible choices. This idea was originally
proposed for Medicare in 1970 but got caught up in gridlock. Instead, the private sector

successfully adopted the approach.

Why Update the Medicare Program?

Medicare expenditures were $160 billion, or 2.4 percent of gross domestic product
(GDP), in 1994 and are projected to grow to $460 billion, or four percent of GDP, by
2005 which is obviously an unacceptable prospect. When the private sector faced the
same prospect, and hence a threat to its own competitiveness, it completely changed the

way it bought health care and achieved a projected decline in private sector HMO
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premiums of, on average, 1.2 percent in 1995." In addition, the one million member
California Public Employees Retirement System, by adopting consumer incentives and
price competition among Health Plans, achieved reductions in HMO premiums of 0.4

percent in 1993/4, 0.7 percent in 1994/5 and 5.2 percent for 1995/6.

If Medicare growth can be slowed to six percent per year, the cumulative savings
between 1996 and 2004 will be $401 billion, and annual savings in 2005 will be $129
billion.? Medicare’s traditional indemnity insurance structure and its conflicting role as
purchaser and insurer have a negative impact on Medicare and the rest of the health care
market. The traditional structure cannot be sustained because:

e Cuts in reimbursement cause cost shifting and drive up the cost of care for others.

* Hospitals suffer unpredictable changes in reimbursement rates.

e Physicians try to maintain income by increasing volume.

e Medigap policies that drive up use by covering first dollars become more attractive
when consumer deductibles are increased in an effort to reduce program utilization.
Seniors already spend, on average, $502 (18 percent of their out-of-pocket health
spending) on additional Medigap insurance.?

e The system rewards doctor’s office visits and hospital stays instead of improvements
in the health of seniors.

e Medicare cost problems will only get worse under the current system as managed
care Health Plans, using resources efficiently, force nonparticipating physicians

(perhaps as many as 165,000)* to depend on Medicare to earn a living.

1 - p
Group Health Association of America (GHAA), 1994 HMO Performance Report

g Based on growth projections contained in "The E¢onomic and Budget Outlook: Fiscal Years 1996-2000." Congressional
Budget Ofiice, January 1995.

8 Public Policy Institute, American Association of Retired Persons, "Coming Up Short: Increasing Out-of-Pocket Health
Spending by Older Americans,” 1994.

AWeiner, Jonathan P., DrPH, “Forecasting the Efiects of Health Reform on US Physician Workforce Requirement,” JAMA
July 20, 1994, Vol 272, No. 3.
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- Parallels with the Private Sector

When unsustainable expenditures on health benefits threatened competitiveness,
employers made the transition from traditional health insurance to offering a fixed
payment for health care and a choice of competing managed care plans. As a result,
they have seen a consistent increase in managed care enrollment with a corresponding
reduction in costs. The government could experience the same savings by learning from

enlightened employers and adopting the same strategy.

How Do We Get There?

There are a number of political and programmatic difficulties inherent in making the
transition from a legally prescribed cost reimbursed Medicare indemnity plan with
minimal consumer cost-consciousness to a program where consumers make value based
choices. But, the practical problems in gearing up the private health system to compete
on price and quality to serve seniors are not as great. For example, 74 percent of seniors
live in an area where they have access to a Medicare risk contracting plan and, in 1995,
38 percent of HMOs are planning to develop new Medicare contracts. Early
implementation would bring the greatest savings but would require the most support
from seniors and a substantial managerial effort by the Health Care Financing

Administration (HCFA) to effect the changes.

This proposal relies on competition among Health Plans coupled with a fixed Medigrant
contribution for each senior. It expands the scope of benefits and offers benefici;xries
access to well managed health care. It requires competing Health Plans to offer a more
appropriate set of benefits than the traditional Medicare program, such as the federal
standard HMO package with a prescription drug benefit. As a result, seniors who join
Health Plans would not need to buy Medigap insurance. A Medigrant set at the average
premium charged by the least costly half of the participating plans will give seniors
access to a range of Health Plans.> The option to stay with traditional Medicare would

still be available.

5Corr\pemive bidding to set the government contribution has been recommended by Bryan Dowd et al., in "Issues
Regarding Health Plan Payments Under Medicare and Recommendations for Reform®: The Milbank Quarnerly, vol. 70, no.3, 1992,
423.
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Promoting Consumer Cost-Consciousness

Each senior should be able to choose between traditional Medicare or a range of Health
Plans using a Medigrant. Seniors who choose a more expensive plan would be
responsible for making up the cost difference be it traditional Medicare or a Health Plan.
Those who choose a less expensive option would receive a refund. To ensure full
choice, all participating competitive Health Plans should participate in a coordinated

annual open enrollment.

The_ amount of the Medigrant for each Medicare enrollee who joins a Health Plan could
be initially limited to the amount the government currently spends on traditional
Medicare adjusted downward annually by at least a percentage point each year. |t
should ultimately be based on the average premium of the least costly half of the
competing Health Plans in each market area. This could be calculated using the

previous year’s enrollment to weight premiums.

Moving to Competitively Driven Prices

The current formula for paying Health Plans in Medicare is based on traditional Medicare
costs. Thus the more expensive traditional Medicare actually drives up government
payments to Health Plans. Instead, the reverse should be true with traditional Medicare
being required to compete with Health Plan prices. As long as this perverse linkage
between traditional Medicare and Health Plans is built into Medicare law savings from
competition will elude us. At some point, the program expenditure should become
pegged to competitive Health Plan prices. There are two options for making this
transition. The Fast Track option would require the government to set the same growth
rate, say six percent per annum, for traditional Medicare and Health Plan Medigrants
during a transitional period. The slower, or divided track would temporarily separate the
payment rates and growth rates of traditional Medicare from those of Health Plans.
Under this divided track option the growth rate for traditional Medicare using CBO
projections would be ten percent, on average, while the Medigrant for Health Plans
could be eight percent in the first year, seven percent in the second year, and six percent

in the third year, at which point enrollment should be sufficient to allow competition to

JHG Responsible Choices: Draft, March 8, 1995 9



set prices. Under both options, there ultimately would be a common method for
calculating the amount of money to be spent on traditional Medicare and Health Plan

payments which would be driven by competitive Health Plan premiums.

Transitional Techniques

Traditional Medicare can no longer be considered as a well designed or adequate
insurance policy. It tries to control demand by cost sharing and deductibles. There is a
need for a more comprehensive and appropriate set of benefits which should convince
Medicare beneficiaries that they are not losing out in the transition to 21st century
Medicare. The Health Plans competing for beneficiaries should be required to offer an
improved benefit package which should preferably eliminate the need for Medigap
policies.

Beneficiaries with preexisting illnesses are reluctant to leave the traditional Medicare fee-
for-service program which drives up the costs for this option during the transition.

Under this proposal, a richer set of benefits, lower out-of-pocket costs, and increased
quality accountability should encourage the higher risk beneficiaries to make the switch
to a Health Plan. However, beneficiaries with a higher risk will be attracted to Health
Plans that have a reputation for providing superior care. Therefore, some method for
identifying this uneven spread of risks and compensating for them by shifting Medigrant ~

dollars from plans with better risks will be necesséry.

The availability of Health Plans across the country is uneven and costs are variable
between regions. Medicare is the last frontier for competitive Health Plans that are eager
to provide a service to this large sector of the population and are confident they can
provide better benefits for less. In 1995, the Medicare capitation rate is $467 in San
Francisco and $559 in Los Angeles while the premium for a non-Medicare, non-Medicaid
Kaiser plan is the same for northern and southern California. With the current formula,
HMO rates in some counties factor in excessive use of services and so are too high for
Medicare to realize the potential savings from managed care. In other counties with

lower service use, Medicare rates are too low to encourage HMO participation in the
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and at one percentage point less each ensuing year until the market penetration is great

enough to determine payments.

Competitive Health Plan Prices to Drive Traditional Medicare Payments

Under both options, when more than, say, 30 percent of seniors in a particular market
are enrolled in competing Health Plans and are satisfied with the benefits they are
receiving, then the government’s Medigrant payment for traditional Medicare and Health
Plans should be based on the average of the least expensive half of competing Health
Plan prices. It may be necessary to grant new managerial powers to HCFA to allow
traditional Medicare to adopt Preferred Provider arrangements and other managed care
cost containment developments that have been employed by transitional managed care
plans. This may include the setting of premiums for traditional Medicare or other cost

saving or revenue producing measures.

Ensuring Plan Competition on the Basis of Price and Quality

To enable Medicare beneficiaries to use their Medigrant wisely, the HCFA, or its
designee, should provide information, including quality and price comparisons of
traditional Medicare and Health Plans by market area. Health Plans should price and
offer a standard benefits package. Seniors should be given comparative information on
out-of-pocket costs for care of common conditions, consumer satisfaction data, etc. It
would be particularly valuable if government pursued the same health accountability
methods being used by the private sector (see Health Accountability System sea{on,
page 34). Responsible marketing should be encouraged to ensure that seniors

understand the options.

Stage 1: Fiscal Year 1996

The Secretary of Health and Human Services should establish market areas to calculate
the value of the Medigrant, as counties are too small for stable prices. If Congress elects
to use the fast track option, the Medigrant value for traditional Medicare and Health
Plans would be set at the level of payment for traditional Medicare the first year with an

annual percentage increase of, say, six percent thereafter. If the divided track option is
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chosen, the growth rate for the Health Plan Medigrant would be one percentage point
less than traditional Medicare, as described above. Under both options, legislation
should allow Health Plans that cost less than the Medigrant to give consumers rebates.
A Health Plan that costs more than the Medigrant value should charge seniors the
difference. HCFA should simplify its approval and other regulatory requirements, such
as the 50 percent commercial rule, so that it is less costly for new Health Plans to enter

the Medicare market.

Stage 2: Fiscal Year 1997

HCFA, or its designee, should establish and coordinate an annual open enrollment
period to ensure that each individual can choose among all participating plans.
Medigrant payments should be risk adjusted to allow for the extra risks involved in
enrolling individuals with chronic diseases. All participating Health Plans should be

required to offer at least the new standard benefits package. .

Stage 3: Fiscal Year 1998 and beyond
Under either option, many markets will exceed the 30 percent market penetration when
Medigrant payments to traditional Medicare and Health Plans are determined by the

average of the least expensive half of Health Plan prices.

Stage 4: Fiscal Year 2004

If competitively derived Health Plan prices are growing more rapidly than the economy
or if Medicare prices adjusted for health status are growing faster than private sector
prices, the whole program should be reassessed. It may be necessary to use a different
formula for calculating the government’s contribution, such as paying 100 percent of the
lowest cost high quality plan or using a formula which is closer to the premium of the
lowest cost plan. If employers do not encourage retirees to make a cost-conscious
choice of Medicare Health Plan by giving them a defined contribution, legislative reform
of retiree benefits may be required. The federal government should consider

relinquishing its responsibility for providing indemnity insurance by asking private
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indemnity plans to take over this function, as long as there is no restriction on access to

providers.

Benefits of Medicare Reform

The phased introduction of premium competition, starting with areas of high managed
care enrollments and where Medicare costs have tended to be high, ensures competition
and early savings. Over time, there should be a reduction in regional Medicare price
and utilization variations. Prices in today’s populous high cost areas should come down
first, while utilization and prices may go up in those areas (mainly rural) where seniors
seem to be underserved. Allowing seniors to make the same responsible choices as the
rest of the population will provide greater incentive for plans to improve their cost-
effectiveness while maintaining or imbroving quality. Seniors and the health system as a

whole will benefit from an expansion of choice and an end to the cycle of cost shifting.

ENCOURAGING STATE SOLUTIONS FOR ACUTE MEDICAID
Graham Rich, MD, MBA

The dramatic increase in, and unpredictability of, costs in Medicaid programs is a
persistent challc_enge to state governments. The nation spent $82 billion, or 1.2 percent
of GDP, on Medicaid in 1994; expenditure is projected to increase to $234 billion, or
two percent of GDP, in 2005. States should use the same methods as successful pri'vate
purchasers of health care by offering a choice of managed care plans to encourage
choice and effective price competition for the acute care portion of Medicaid. Although
states are already ahead of Medicare in adopting price competition, they have been

impeded by the federal waiver process and the lack of health plan availability.

The Jackson Hole Group is not certain that the concepts behind "Responsible
Choices"—that medical care volume can be decreased and efficiency
increased—necessarily apply to long term care. In addition, the Medicare health plan

package is likely to be comprehensive enough and offer cost sharing provisions that are
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low enough to allow states to cease supplementing Medicare for acute Medicaid or to
have their contribution be minimal. We do encourage state experimentation with SSI,
particularly if some satisfactory means of risk adjusting the premiums of this population
could be devised. For these reasons, the following recommendations are only for the

acute care portion of Medicare.

Accelerating the Use of Competitive Managed Care for Acute Medicaid

States that received section 1115 waivers from HCFA have introduced innovations
tailored to local needs and preferences. These changes brought variations in eligibility
based on income, categorical requirements, new services, and a choice of managed care
plans. In an effort to protect the Medicaid population from what it views as ill-conceived
or hasty reform, HCFA developed detailed criteria for approval and set goals for
implementation. Because criteria and goals can vary from case to case, the approval
process is-lengthy and cumbersome, causing state dollars to support inefficient and
ineffective financing mechanisms while the application is pending. To stop such waste,
the 104th Congress should grant states the authority to make the transition to managed

care for Medicaid without obtaining waivers.

The Federal Contribution

The federal government should give states per capita grants for the acute Medicaid
program (i.e., the government would provide a fixed amount per eligible beneficiary).
To facilitate state management of the program, the federal government should specify in
advance the rate of growth in the federal share of the capitation rate. If the current GDP
growth rate and inflation remain the same, this could be set at 6.5 percent per year in
1996, six percent in 1997, and five percent in 1998. These ground rules would need to
be reconsidered if managed care premiums began to decline to the same extent that they
are currently declining in the private sector or if there were a drastic change in the
number of people eligible for Medicaid. States should face a maintenance of effort
requirement in determining their contribution based on fiscal capacity. Additionally,
disproportionate share payments to a state should be phased down to a level of around

four percent over a period of five to seven years from the current level of 12.5 percent.
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Medicaid eligibility requirements should be federally determined, but scope of benefits
should be set by the state. States could adopt the benchmark benefits package, as
suggested in the Benchmark Benefits section, page 29.

Minimizing Federal Reporting

Allowing states to define their own solutions puts at risk the comparison of quality, cost,
and coverage information essential to enhance consumer choice and aid policy-making at
the state and national levels. The problem can be overcome if states follow the example
of other purchasers by requiring standardized accountability for quality by the health
plans they use (see A Health Accountability System, page 34, and Health System
Information, page 39) and adopt the benchmark benefits package for state Medicaid

programs (see Benchmark Benefits, page 29).

INCREASING COST-CONSCIOUSNESS:
REFORMING THE TAX TREATMENT OF HEALTH INSURANCE
Alain Enthoven, PhD and Sara Singer, MBA

The internal revenue code excludes employer paid health care and insurance from the
taxable incomes of employees without limit. It also, through Section 125, allows
employees to tax shelter their premium contributions, as well as contributions to medical
spending accounts. The states generally conform. This exclusion will cost the federal
budget $90 billion in 1995. The exclusion provides a powerful incentive for employers
and employees to agree that part of pay will be in the form of health insurance benefits.

This has contributed to the rapid growth and persistence of employment-based coverage.

The exclusion, however, has negative consequences—the most important of which is to
make the additional cost of more costly coverage lower to employees, inducing them to
choose more costly coverage than they would if they were using their own money. To
motivate responsible, price sensitive choice of health plan and to limit the loss of

revenue to the federal government, this provision should be changed.
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risks," with low expected medical costs with "bad risks," with high expected costs. A tax
cap would also give more incentive to become insured to higher tax bracket people who

need it less; less incentive to lower bracket people who need it more.

A Tax Credit

These shortcomings have led people to propose replacing the exclusion with a
refundable tax credit, available only to those who buy coverage meeting certain criteria.®
Again, Section 125 would be repealed. TaxpaYers would be .allowed to reduce their tax
bill by a fixed amount (or by an amount determined by a formula) if they met certain

conditions. Individuals would get cash refunds if the credit exceeded the rest of their tax
bill.

The tax credit approach offers some distinct advantages over the tax cap:

* The tax credit would end job lock by providing portability of the tax subsidy. The
credit would be available to the self-employed, non-employed, and those employed
by an employer that does not provide health insurance. This seems particularly
appropriate since such a credit could help to reduce the burden of adverse selection
in the individual market by giving healthy people a strong incentive to maintain
coverage.

* Both low and high income people would receive the same credit. The tax credit
could also be designed so that the poor could receive more.

* The existence of a tax credit for the non-poor would ease the work disincentive
associated with the reduction of benefits as subsidies for low-income people are
phased out.

* It could be characterized as giving people something in exchange for the abolished
exclusion, as opposed to a tax cap which has been perceived as taking something

away.

SAlain Enthoven, PhD. "A New Proposal to Reform the Tax Treatment of Health Insurance.” Health Affairs. Spring 1984.
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Tax Credit Structure

There are many variations on the tax credit theme that can result in a substantial
improvement in the efficiency and equity of our health care system. Under one version,
Congress would pick a dollar amount that reflects the price of an efficient comprehensive
health plan meeting federal standards in most parts of the country, say $4000 per family.
Next, it would pick a percentage for the credit that would make the whole program a
budget-neutral trade for the exclusion, say 25 percent. A family buying coverage of up

to $4000 could take a tax credit equal to 25 percent of the premium (i.e., up to $1000).

This would give everyone an incentive to buy coverage up to the $4000 amount. Above
that amount, people would be required to use their own money, so they would be cost-
conscious. In another version, Congress would set a fixed dollar credit amount for
individuals, couples, etc. that would be a budget neutral replacement for the exclusion,
say $750 per family per year.” The whole credit would be available to anyone buying

coverage meeting federal standards.

Both proposals would require that, to qualify for the credit, the coverage purchased
would meet federal standards of adequacy. Both would require people to pay more for
more expensive coverage. Under appropriate conditions (see below), both could be
recommended by the Jackson Hole Group as a means of increasing consumer

cost-consciousness, reducing tax losses, and lowering the rate of medical inflation.

A switch to the tax credit approach risks creating other problems. The
employment-linked tax exclusion is an important part of the "glue" that holds insurance
purchasing groups together. Converting to a tax credit direct to individuals would
weaken the glue and could threaten the employment-based group purchasing system
because good risks might demand their employer contributions in cash and seek better
rates elsewhere. Pooling of health risks within groups might be destroyed, although

some employers might resist this, preferring to keep their risk pool together and their

7 . 3 1
This credit would be slightly less than in the first example because people buying coverage for less than $4000 would
forego some of the tax credit.
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average costs per employee down by refusing to turn employer contributions into cash.
Individuals not covered through employment groups (including those who successfdlly
took their cash out of the group) would face a market beset by the pathologies that we
observe today in the market for individual and small group coverage. To make this
market work well, institutions need to be created for small employers and individuals
that perform the functions now performed by large employers and purchasing groups
(see Insurance Reforms and Group Purchasing section, page 23, for recommendations for

reforming the small group and individual market.).

A Tax Credit Linked to Group Purchasing

The tax credit should be structured so as not to dismantle the group purchasing based
system. Standards governing the use of a credit would be necessary. For example, if
your employer offers coverage, the credit should be available only if you buy insurance
through your employer. Employers might be mandated to offer, but not necessarily pay
for, several coverage options and could do this by contracting with a voluntary, certified
purchasing group. If you are self-employed, non-employed, or employed by an
employer that does not offer health care coverage, you should be able to use the credit
independently in the individual market, or through a voluntary certified purchasing group
that would agree to take all comers within the market in which the purchasing group
chose to participate (e.g., groups size 5-50 or 1-100) and to abide by the rules

established for the rest of the insurance market.

Stage 1: A Tax Credit for the Self-Employed and Individuals in 1995

Since there is mounting urgency to reinstate the 25 percent tax deduction for the

self-employed, this opportunity should be used to shift from tax exemption to a tax credit

for this group. Tax policy changes should start with a tax credit program for the

self-employed, non-employed, and employed whose employers do not pay for coverage

to go into effect in 1995. This is attractive for the following reasons:

e A tax credit would give this group a greater tax subsidy than they received under the
limited tax deduction. A tax credit would give these people tax-subsidized health

benefits while making them price-sensitive. It would eliminate the tax code
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problems because the $3000 deductible would continue to be attractive to the healthy
and wealthy. Risk selection should be monitored and an appropriate remedy employed

if a problem occurs.

Tax-Favored MSAs with Catastrophic Coverage Could Damage the Market

Recently, we have seen great enthusiasm for the combination of insurance coverage with
high annual deductibles (e.g., $3000, called "catastrophic coverage") and tax-favored
MSAs to encourage people to set aside the money needed to pay for care below the
deductible. The idea is that if consumers were using their own money to pay their own
bills, they would be much more cost-conscious in their use of care. If they could have

tax-favored MSAs, they would be much more likely to accept high deductibles.

Unfortu.nately, catastrophic coverage would do little to moderate cost growth in the long
run. Health care spending is concentrated on a few people with expenses that exceed
$3000. For them and their families the additional cost of more care is zero.

Catastrophic coverage would also increase costs due to lack of preventive services and

early detection and treatment. For example, a recent study of acute appendicitis patients

in California found that patients covered under indemnity insurance were 20 percent

more likely than those in prepaid (first-dollar) plans to develop ruptured appendices.®

The important opportunity for savings is not in deterring primary care, but in motivating >
doctors to provide high cost care only when it is appropriate and to do that efficiently.

Catastrophic coverage has no impact on provider incentives.

Some of the enthusiasm for catastrophic coverage comes from the segment of the
insurance industry that would like to give indemnity insurance a better chance to survive
in competition with managed care. But, managed care organizations would easily be
able to develop products to compete with catastrophic insurance, taking advantage of

their superior ability to control the costs of high cost cases.

8Bfaverman, Paula et al., "Insurance-Related Differences in the Risk of Ruptured Appendix,” New England Joumnal of
Medicine, August 18, 1994.
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effect. Small groups are unable to spread risks, to achieve economies of scale, to benefit

from competition, and usually to offer multiple plans. As a result, the small group and

individual market is characterized by:

* High premiums with steep increases or denial of coverage (especially for individuals
or small groups with individuals who get sick): small and mid-sized businesses faced
an average increase of 14 percent over the last twelve months. Over the last three
years, it totaled about 57 percent.’

* High administrative costs: a carrier’s administrative expense, by one estimate,
reaches 40 percent of claims in groups of one to four, compared with less than five
percent for groups of more than 10,000."

* Segmentation of the market by risk (i.e., health status).

* A growing number of uninsured or partially insured workers.

* A very imperfect market: no opportunity for people to examine all the alternatives
with good information on price and quality, make and execute a choice (i.e.,
comparative shopping is costly and difficult); market segmentation and risk selection
by health plans through non-standard benefits packages and non-standard rating
categories.

Small employers and individuals need a purchasing infrastructure capable of putting the

same pressure to bear on the market as large employers. The recommendations that

follow encourage the formation of buying groups that would improve access to, and
affordability of, coverage in the small group and individual insurance market. A stable
insurance market, however, depends on the contributions of a broader populatic;n of
healthy individuals to pay for the costs incurred by sick members of the risk pool. As
long as insurance remains voluntary, you need some mechanisms or incentives to ensure
that risk is spread sufficiently. We propose the following:

* Group purchasers should be prohibited from selecting members on the basis of health
status or past claims experience.

* Receipt of the proposed tax credit (see page 18) should be linked to purchasmg

through a group for employees of firms of two or more.

9Anhur Andersen, " Survey of Small and Mid-Sized Businesses: Trends for 1994."

‘OCongressional Research Service, "Private Health Insurance: Options for Reform,” September 20,1990.
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additional costs of adverse selection—but at the same time suggest that carriers serving
the individual market be required to community rate and not be permitted to select on
the basis of risk. This may, however, lead to a situation where the premiums of
individuals are excessive. If that becomes the case, it may be necessary to implement a
broad based tax or make adjustments among market segments to spread the costs of

adverse selection more fairly.

National Standards

A prerequisite to effective group purchasing is a set of uniform market rules or standards.
Despite current efforts to give states more power in developing local policy solutions in
areas like welfare, there are several reasons why health system standards need to be
national. First, health care markets do not adhere to state boundaries, making it
impossible for states to structure rules that apply consistently across markets. Second,
the preponderance of large multi-state employers reinforces the need for a federal
framework. Moreover, with the rapid change in the delivery of medical services and the
proliferation of varying levels of risk-bearing arrangements, state regulations designed to
monitor traditional insurance carriers are outdated. Enforcing uniform federal standards,
however, would be a logical extension of the state’s traditional role as insurance
regulator. Finally, and perhaps most importantly, national standards are needed—in the
current system where there is tremendous variation in the regulation of health benefits
from state to state and between the state regulated insurance market and federal
regulation of self-funded plans—to uniformly shift the basis of competition from risk

avoidance to the delivery of cost-effective high quality care.

Insurance Reforms

National standards should begin with enacting those insurance reforms at the federal
level that have already been implemented in most states—e.g., guaranteed issue of all
products, guaranteed renewal, portability, limitations of preexisting condition exclusions,
and limited rating restrictions (not community rating) [see Table 1, Proposed Insurance
Reforms, page 27]. In doing so, ‘the most blatant forms of risk selection would be

eliminated while providing greater uniformity to the system and the necessary
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Table 1

Proposed Insurance Reforms

Guaranteed Issue of All Products - Health plans would be required to accept all
individuals and their dependents, and all groups that apply for coverage. Health plans
could not deny coverage based on health status. This would apply to all products sold
in the marketplace by health plans.

Guaranteed Renewal - Health plans would be prohibited from terminating or
otherwise failing to renew coverage for groups or individuals except under certain
conditions - e.g. nonpayment, fraud, etc.

Limit on Preexisting Condition Exclusions - Health plans could not exclude coverage
of treatment for a preexisting condition for more than six months from date of plan
enroliment. A condition is preexisting if it was treated or diagnosed in the 6 months
prior to the date of enrollment.

Continuity of Coverage - Health plans would be prohibited from applying preexisting
conditions restrictions to applicants with continuous coverage (defined as coverage
with lapses no greater than three months)

Limited Rating Restrictions - Health plans would be subject to limited rating
restrictions, including age, family composition, and geography, to ensure that coverage
is not denied through price.

* General language for the above taken from 6-28-94 Chairman’s Mark of the Health Security Act, Senate Finance Committee.
e e e ey

preconditions for the formation of purchasing groups. These reforms are designed to
prevent health plans from discriminating on the basis of health status and claims _
experience—a widely accepted principle—and should apply to all health plans regardless
of risk-bearing arrangements, whether it is a traditional insurance carrier, a health plan,
or an ERISA self-funded plan (see Table 2, ERISA reforms, page 28). Guaranteed issue,
for example, would not mean that a self-insured plan would have to take anyone who
wanted to join. They would, however, not be able to deny coverage to a sick employee
or family member based on their health status. Portability and continuity of coverage
provisions are particularly important because they not only reward those already in the
system by improving access to coverage, but also foster a more competitive market by

allowing people to change plans more easily—an essential component to any functioning
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marketplace. As a result, health plans are less able to predict the health status of their

enrollee population and must therefore rely on spreading risk.

Clearly, insurance reforms are limited in what they can achieve. Applied uniformly,
however, insurance reforms serve as a critical step in shifting competition among health
plans from risk avoidance to risk management. In addition to insurance reforms, all
health plans, including ERISA plans, should adhere to uniform quality reporting standards
adopted by the health industry (see Health Accountability Foundation section page 36).

e T ORGSO T e i e R S e e e — e
Table 2
ERISA Reforms

* ERISA plans should have to allow employee family members the option of
purchasing coverage through the plan. However, employers should in no way be
required to pay for such coverage.

* ERISA plans should have to abide by marketplace rules relating to portability.

* ERISA health plans should be subject to the uniform quality reporting standards
developed by the health care industry to allow employees to assess the coverage
they receive.

* ERISA plans should be subject to solvency standards that ensure an appropriate
level of capital reserves.

* States should be prohibited from taxing ERISA plans to finance efforts to expand
coverage. Doing so would penalize those employers already providing coverage
for their employees. '

Certifying Voluntary Purchasing Groups and Enforcing Standards

To ensure compliance with national standards or market rules, the states should have the
responsibility of enforcing those standards through the accreditation of voluntary,
Certified Purchasing Groups (CPGs). Many existing purchasing groups already comply
with similar standards and could easily receive state accreditation as a voluntary CPG. If
multi-employer arrangements are afforded ERISA protection, as some have proposed, the

federal government should enforce compliance of uniform standards. The one
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overarching condition imposed on all purchasing groups would be accepting all who are
eligible and wish to purchase from the group. Eligibility criteria would be left to the
purchasing group as long as they precluded any discrimination on the basis of health
status.

PRIVATE SECTOR INITIATIVES

"Responsible Choices" assigns two important initiatives to the private sector. The first
initiative is the introduction and maintenance of a benchmark benefits package which
will serve as a reference benefits standard for comparative purposes. The second
initiative is the establishment of a new health accountability system which will focus on
the provision of understandable quality information to consumers, based upon plan
performance and health outcomes. Each function is described in some detail in the two
sections which follow. The two proposed private sector groups, the Benchmark Benefits
Group and the Health Accountability Foundation, could function under a single umbrella
organization, funded primarily by user fees. Specific proposals for implementation are

addressed on page 37.

THE FIRST INITIATIVE—BENCHMARK BENEFITS
Nancy Ashbach, MD, MBA

The Need for Fair Disclosure and Comparability

Health plans, consumers, pharmaceutical manufacturers, physicians, legislators, the

courts, and others have struggled in the past with benefit plan offerings. In particular:

* Consumers have been unclear about the criteria for inclusion of specific benefits in
their health plans. This has led to suspicion that managed care plans are motivated

to skimp on needed care.
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* Consumers have had difficulty comparing health plan offerings with differing benefits.

* Physicians and others have been unclear as to the benefit and technology review
processes in health plans, leading them to view the process as secretive and
unscientific.

* Health plans have been hampered in their ability to deny coverage for specific
interventions clearly and concisely and to support such decisions with cogent
reasons.

* Pharmaceutical and technology manufacturers have suspected that such decisions are
based upon cost alone and that their products are not receiving a fair and open
hearing by health plan policy-makers.

* The courts and legislators have received conflicting advice from interest groups.

It is for these reasons that a benchmark benefits package is needed. This product should
be a voluntary, real, and valid offering of all health plans, but need not and should not
be the only offering. Plans can and should be able to offer packages both richer and
leaner to respond to the needs of purchasers. Many plans have had lengthy experience
with the federal HMO benefits package, and we recommend that until the process for
revising and improving upon it is in place, it serve as the initial benchmark package. A
specific benefits package with a high level of detail will be developed as quickly as
possible to deal with the ambiguity and lack of specificity inherent in the use of the
federal HMO benefits package.

The process of defining and maintaining the benchmark benefits package should be
open, fair, understandable, and for information purposes only. The criteria for additions
and deletions should be available and the process should be clear so that coverage
decisions by the health plan would be protected from unreasonable challenge.
Physicians, drug manufacturers, consumers, purchasers, health plans, and others who
might wish to influence the process of coverage inclusion and exclusion would therefore
be able to do so. In addition, the public would be assured of appropriate care being
provided and of coverage for expensive therapies not being denied solely because of

cost. There should be no opportunity for collusion between health plans for the
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An open, clear, fair, and scientific process to include or exclude specific technologies in
the benchmark benefits package will benefit all parties. Since technology assessment is
currently done in several different organizations, expertise would be available from the

private market. This would mean purchasing technology assessment expertise from

organizations such as ECRI (Emergency Care Research Institute) or the Blue Cross/Blue

Shield Technology Evaluation Committee or networking current expertise. A principle of

the new organization would be to utilize expertise currently available in the private

market in the most effective way.

Additionally, individual coverage decisions on the part of health plans often require an
independent evaluation and recommendation, which plans could implement on a
voluntary basis. Such individual evaluations would be carried out by experts in the
appropriate field of medicine and would be free of vested interests to deny coverage
based on cost considerations. Independent expert reviews would support removal of
coverage decisions from the legal system, where judges and jurors often rule in favor of

coverage if there is uncertainty or urgency.

An Independent Approach

A new, independent organization, the Benchmark Benefits Group (BBG), should be
formed to address these needs in the health system. The BBG's proposed functions are
outlined in Table 3. It would be private and not-for-profit, although government
collaboration would be possible in key areas, such as clinical trials, Medicare, ahd
Medicaid. Representatives could come from purchasers, consumers, managed care
organizations, self-funded employers, academic medical centers, physicians, and the
government. Funding for the organization would come primarily from user fees—that is,
per capita assessments of the participants and users of the organization’s efforts. Special

projects funding could come from foundation grants.
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THE SECOND INITIATIVE—A HEALTH ACCOUNTABILITY SYSTEM
Sarah Purdy, MD

A New Quality Accountability System for a New Health Care System

The expectation that consumers would be able to choose among competing health plans,

on the basis of comparable quality and cost information, has not been realized. This

failure is partly due to information about the quality of health care not being as easily
available, understood, or compared, as information about costs. Consumers have been
inhibited from assuming responsibility for their own health care choices by inadequate
information that does not facilitate side-by-side comparison of health plans or encourage
participation in decisions about health care and treatment. To evaluate the impact of
health care on the population, it is necessary to measure the result, or outcome, of the
interaction between individuals and health plans—to hold health plans accountable. At
present, there is a health care quality measurement industry that uses different definitions
of quality and differing methodologies to measure quality. While these initiatives are
admirable and more extensive than any previously undertaken, there is pressure from the

purchasing community to move forward at a more rapid pace. Therefore, we propose a

new health accountability system which would not rely solely on the traditional systems

of quality assurance that fail to disclose health outcomes or assure consumers of
receiving excellent care by choosing a specific plan. The principles and assumptions

upon which the new health accountability system is based are: .

e Comparable, reliable, valid quality accountability data must be available to
consumers.

* A move toward outcome based accountability data is feasible.

e Purchasers, consumers, and providers may have different information needs. Quality
improvement activities should result from internal use of quality data.

* A clear distinction should be made between defining measurement and disclosure
requirements and verifying that requirements are observed. Organizations that define
data disclosure requirements, and those that audit data, should be independent of
each other, with neither being subject to undue influence by the provider or

insurance communities.
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* Providers, health plans, and researchers create the capability for choices to be made
on cost and quality, but group purchasers and individual consumers should have
input on the requirements of the system.

* The same data on quality should be demanded by, and be available to, both private
and public sector purchasers.

¢ Uniform data disclosure requirements could lead to the formation of regional and

national data bases, which would inform providers, purchasers, and policy-makers.

These principles raise several potentially controversial issues. First, the intention of the
system is to compare health plans, not individual providers. Second, there is debate on
how to compare the results of care provided by different health plans when the health
and demographic characteristics of the populations they serve are not comparable. The
issues of severity adjustrr'lent, or case m'ix, and demographic variation require continuing
refinement. Third, the system would require health plans to collect additional
information about quality and use some form of standardized record keeping. By
cooperating with this, plans would potentially be putting themselves in a position of
being unfavorably compared with competitors. Finally, the degree to which consumers
want and understand information about quality of health care is still uncertain.
However, those whose lives are impacted by health care—paiients and those who
represent their interests—must have the dominant input into the quality accountability

system.

The health accountability system would also require group purchasers, whether public or
private, to provide valid, comparable information to consumers. To achieve this, and
avoid further increase in the number of data sets requested by purchasers, collaboration

is needed within the health industry.

What Would a Health Accountability System Look Like?
Table 4 outlines the proposed system, which suggests collaborative efforts to address two
areas: the research, design, and evaluation of health accountability measures, and the

selection and endorsement of uniform data disclosure requirements.
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*
Table 4
Elements of a Health Accountability System

1. Accountability Measures Clearinghouse
Clearinghouse function, to collate and disseminate information about measures,
methodology, and previous experience. Identify areas that need further research.

2. Health Accountability Foundation
Select and endorse uniform data disclosure requirements. Purchaser and consumer
dominated board, permanent executive staff, input from other players.

3. Auditing of Health Plan Data Disclosure
Verification that data has been collected, analyzed, and interpreted in a reliable
and valid manner.

4. Selection of Health Plans by Group Purchasers and Consumers
On the basis of uniform, comparable data disclosed by plans.

5. Quality Improvement
Assist health plans to be proactive in the improvement of quality and to respond to
the results of the measurement process.

T s e e e T

Health Accountability Foundation

A Health Accountability Foundation (HAF) should be established as an independent
collaborative body between the private and public sectors. Its responsibilities would
include setting quality accountability goals and selecting and endorsing uniform
measures of health plan accountability. These measures and the agreed methodology by
which they are collected would then form the core of all health plan reporting activity.
Care must be taken to ensure that standardization does not quash innovation, and that
evolution of the core measures is assured as information capabilities improve. It is
important to consider the clinical implications for plans and providers, and to build
incentives and feedback mechanisms for quality improvement activities to result from the
internal use of quality data. Standard setting should not be isolated from the
implementation of quality improvement activities. The experience of the health plans
and the accrediting bodies will be vital to ensuring a link between the foundation and

clinical practice.
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meeting will define and adopt a set of initial health plan benefit and accountability

requirements.

Once sufficient support is generated for the new organization, a board of directors
should be chosen and an executive director selected. The new organization should
move quickly to begin work on its primary goals. The proposed benchmark benefits
should be available by July 1996. The goals of the Health Accountability Foundation
will be more difficult to accomplish due to the lack of uniformity of quality data in the
health system today but even if a single meaningful measure is chosen, the expansion of

goals can proceed from that starting point.
The other elements of the proposed health accountability system are as follows:

Accountability Measures Clearinghouse

Many groups and individuals have developed considerable expertise in devising and

implementing health plan performance measures. Currently, no organization documents

all of these efforts and evaluates them, or assists others-with questions of methodology or

implementation. A collaborative approach would achieve economies of scale, resulting

in more funding for such projects, greater availability of information, and a reduction in

the duplication of effort. It is proposed that a scientific assembly be formed that serves

two main functions: ; : .

* To act as a clearinghouse for the collation and exchange of information about quality
accountability measures and methodology.

* To call attention to the need for research, development, and continual evaluation and

improvement of performance measures.

The clearinghouse is not meant to engage in research. It should be a private/public
partnership, perhaps set up to collaborate with an existing organization, such as the
Agency for Health Care Policy and Research (AHCPR) or a consortium of government
and private research institutions. Funding would come from foundation grants and

government agencies.
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inability to evaluate the effects of undocumented improvements that were under way and
differences in inflation rates from community to community. While in some areas
premiums are reported as declining, these figures do not show if there is a corresponding
increase in copayments. In order for policy-makers to address the problems of attaining
broader coverage while containing the cost of health care, they must have data about the
numbers and characteristics of the insured and uninsured and the cost of different
delivery systems. Though multiple sources of health care data are available, one of the

major obstacles is how to access, analyze, and compare this disparate information.

Why Are the Current Data Inadequate?

* Multiple data sets are not comparable or accessible from one source: For example,
information about coverage and utilization of services is collected in the annual
National Health Interview Survey (NHIS), but it does not provide information about
household income or costs.

e Data regarding costs and coverage is not timely: e.g., the information from the NHIS
takes twelve months to process. The National Medical Expenditures Survey is
completed only once every ten years.

* The validity and accuracy of some sources of health data has been questioned; e.g.,
the medical care component of the consumer price index (CPl) does not measure
costs borne by third-party payers, hence it reflects price to the consumer, not true
overall cost. In fact, the CPl is a poor measure of medical cost to the consumer.

* Data are not available in useful formats: e.g., it would be very helpful to have data

sorted by state to deal with issues such as Medicaid reform.

The problems associated with the existing data sets and with setting up an alternative
system are acknowledged by federal agencies'' and at the state level. We have set out
some basic principles for the development of a coordinated system in the following

sections.

2 Physician Payment Review Commission, Annual Report, 1994,

JHG Responsible Choices: Draft, March 8, 1995 40






between capitated systems and fee-for-service systems. It will be the responsibility of a
federal entity (see page 43) to define appropriate standards to integrate information from

the two payment systems.

Coverage: Information will be required from health plans and self-insured groups with
respect to numbers of enrollees (including dependents) and member demographics.
Timely information on enrollment and disenrollment will be needed. Information will be
required both on the insured population and on the uninsured population. The basic
questions to be answered in this context are: "Who is covered?" "Is their coverage
adequate?" and "Who is not covered and why?" Surveys, using demographically
representative subsamples, should be conducted at least annually with the resulting data
forwarded to the responsible federal agency. These surveys should incorporate questions
regarding coverage status—including an accurate assessment of why an individual or
family does not have coverage; the cost of coverage—including premium amount and
health plan provider, deductible and copayment amounts, and out-of-pocket expenses for
the most recent one-week period; type of coverage—i.e., fee-for-service, managed care,
Medicare, and Medicaid; and the family’s source of coverage (employer, purchasing
group, individual, other group plan, etc.). Data on the characteristics of both groups,
such as employment or lack thereof, income, and demographics, should be collected.
Information should also include an employer’s size and industry classification. Data on ~
the various health plans offered to an individual would also be helpful. Care should be
taken to ensure that data on the Medicaid eligible population is incorporated in ?any

survey.

There are two possible methods for conducting surveys:

* The ideal means to collect this information would utilize a national sample size of
50,000 to 80,000 households and result in national average data. Difficulties

associated with this method are the expense and inability to analyze data with respect

to localized market areas. In order to eliminate the possibility of duplication, unique
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Target Goals:

e Health data system should be functioning by the end of 1996.

e Data on costs of health services should be available quarterly.

. Data on coverage should be available annually, and within the first three months of

the following year.

CONCLUSION

"Responsible Choices" recognizes that the health care market is moving rapidly toward
reform and offers proposals to foster this restructuring. Private purchasers are driving the
market and causing health plans to compete on price and quality. However, not all
purchasers are exerting this force on the market. As the largest purchaser of health care
in the U.S., the federal government has tremendous potential to drive improvement in
the market which it has not yet exercised. Small groups and individuals have limited
access to group purchasing arrangements that pool risk, provide choice, and achieve
administrative savings that would enable them to be active, value purchasers of health

care.

This demonstrates that market mechanisms alone are not solvihg all of the problems.
"Responsible Choices" depends on the willingness of government and the private sector
to work together to improve the American health system. Federal involvement is
necessary to bring public programs into line with the private sector, increase consumer
cost-consciousness, establish a fair market, promote group purchasing that offers the
small group and individual market access to reasonably priced health coverage, and
provide information. "Responsible Choices" recommends a tax credit as the means for
bringing structure to the market. Without the tax credit device, bringing order to the

health care market will be much more complicated and require considerable regulation.

For its part, the private sector must be willing to be more accountable. Benchmark

benefits and quality reporting are the first steps that the private sector should take to
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voluntarily hold itself accountable. Implementing these policies would bring
comparability to the market and provide information enabling consumers to make
informed decisions and drive competition. [f the private sector cannot follow through, it
may be necessary to link these proposals to the tax credit by requiring health plans to
price and offer the benchmark benefits package and report on quality in order to receive

tax credit eligibility for their plan.

"Responsible Choices" does not address the issue of achieving universal coverage but
recognizes that other primary problems must be solved first, such as building a better
mari<etp|ace so consumers and purchasers can make informed decisions. Other
important issues, such as malpractice and antitrust, are not taken up directly since they
are being actively addressed by others and dealt with in the market. These proposals are
the necessary incremental steps forward in containing costs and fostering effective public
and private purchasing. With these reforms in place, there will be more data and the
capability to effectively and efficiently deal with those left out of the system. The
elements of this proposal can be put in place rapidly and will accelerate the reforms

already taking place in the market.
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A.

1. Health Care

Medicare --

The Medicare system must be reformed and its service delivery improved. Our nation's scniors deserve to have this important
program placed upon sound financial footing, and they deserve better health care than the current system provides. The
Mcdicare Trustees project that the Medicare Trust Fund will go bankrupt in 2001. Our parent's and grandparent's McJicare
benelits should not continue to be subject to such a fiscal crisis. Medicare's linancial troubles are worsencd by the fact that the
program opcrates under a terribly outdated structure. Designed for medicine as it was practiced in the 1960's, Mcdicare has not
adapted well to thirty years of medical advancements. While private sector health care costs fell last year, Medicare coslts rosc
by 10.5 percent. Accordingly. appropriate Medicare reform can both contain the rate of Medicare spending to sustainable
levels, and improve the delivery of health care services to our nation's seniors.

Thesc options propose that Medicare savings accrue from two levels of improvements and restructuring reforms, providing
nearly $100 billion in S-year savings. This would result in Medicare growth of roughly 7.5 percent, as opposed to the current
10.5 percent growth rate. A 7.5 percent growth rate corresponds to an additional $990 billion in Medicare spending over the
next five years, rather than the $1.1 trillion that would be spent if no changes were made.

» Level One: Prevent Insolvency: First, because the current fee-for-service Medicare system would be fully preserved

for seniors who choose to remain in that system, it would be improved where needed to increase fairness and maintain
solvency. These policy improvements would be balanced between physicians, hospitals and benefit recipicnts. and
would achieve $50-65 billion in savings. Such adjustments could include:

-- Establish llome llealth Coinsurance at 20% -- $19.7 billion (over 5 years)
-- Establish Lab Coinsurance at 20% -- $6.1 billion
-- Income-relate Part B premium -- $10.0 billion
-- Extend HI tax to all state and local workers -- $7.6 billion
-- Implement Physician Payment Review Commission Recommendations -- $10.0
-- Reduce Hospital Inflation Update by 1.5% -- $10.2 billion
Total 5-Year Savings from Options List: $64 billion [LIST TENTATIVE]
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Level Two; Chojce Care; Second. seniors would be provided a "Choice Care" option. This new Medicare approach
would result in $35-45 billion in 5-ycar savings. Choice Care would expand insurance choices and options, take
advantage of private market forces. and provide a non-coercive and completely voluntary incentive for seniors to move out
of the antiquated fee-for-service culture. A briefdescription of Choice Care lollows.

Choice Care -- Briel Description

The "Choice Care" plan offers a way to redesign and improve the Medicare system for our nation's seniors, by increasing their
mcdical insurance choices and health care opportunities.

Choice Care will make available to all seniors a new and completely voluntary system that delivers medical care in a
modem fashion, instead of under the antiquated fee-for-service system. It will be provided in addition to the present

options available to seniors. pgt in licu of those options.

Within Medicare, Choice Care will establish monetary incentives for seniors to move away from the costly fee-for-service
system which is filled with inefficiencies and considerable fraud and abuse. It will allow for such change to occur slowly
and naturally, as seniors realize the benefits and choices of the new, more open, system.

Choice Care will establish within the Medicare system the same types of private sector incentives that prompted private
sector medical costs to decrease last year. This private sector drop occurred even while Medicare costs grew by 10.5
percent.

Choice Care will further respond to the Medicare Trustees' wamning of the impending insolvency of Medicare, and their
call for Congressional action to preserve Medicare for our nation's seniors.

Under Choice Care, seniors each year would receive a "Choice Check," which would be equal to a regional capitated amouint.
With their Choice Checks, during an annual open season, seniors could choose from a wide range of health care insurance options,
under a system much like that available to federal employces. The seniors would be offered a broad array of insurance choices,
including the provision of additional benelits (e.g., vision care or prescription drug coverage) or the payment of the Part 3
premium.
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. If the plan a senior chooses costs less than the Choice Check, the senior could keep 75 percent of the dilTerence. If the
selected plan costs more. the scnior could use his or her own money to pay the extra amount. Current Medicare benefits
would be offered, and the present Medicare system would remain intact for those seniors who choose to remain in fec for
scrvice carc.

" The Clinton health carc reform plan projected $207 billion in savings under Medicare from forcing all seniors into a
managed carc system with per capita spending limits. Choice Care docs not share the Clinton plan's cocrcive aspects, and
only budgets $35-45 billion in savings over S years. It is likely that Choice Care will be positively received by scniors.

and that even more savings will accruc.

In addition, a "Look Back" mecchanisim would enforce the budgeted Choice Care savings, by imposing an automatic schedule of
Mcdicarc adjustments if nccessary.

. These Look Back adjustments would parallel those used in the past budget packages, but would be analogous (o a
scquester and held in abeyance pending the operation of the Choice Carc system.

. Under the Look Back mechanism. each year HCF A would review the opcration of the Choice Care system afler the open
scason, and determine how much savings the system will achieve for that year. If that amount falls below the savings
planned for upon enactment, then HHICFA will implement the schedule of adjustments, on a pro rata basis, to the extent
necessary (o make up the difference in planned savings.

. The Look Back adjustments would be imposed only as a last resort, but their potential imposition would give providers an
incentive to make the Choice Carc system work. Savings of $35-45 billion would be budgeted, based upon the expected
7.5 percent rate of Medicare growth. Such Look Back adjustments could include:

-- Freezing Prospective Payment System -- Impose moratorium on new Long Term Carc
rates -- $6.6 billion hospitals -- $0.3 billion
-- Reduce Hospital inpatient capital 10% -- $4.4 billion -- Extend Medicare Secondary Payor policy - $3.0 billion
-+ Reduce Hospital indirect medical education Total 5-Ycar Savings from Options List: 520.3 billion
adjustment, elc. -- $5.0 billion [LIST TENTATIVE -- due to scquester they should be
-- Reduce Outpatient capital -- $1.0 billion percentage reductions, ele. so levels can be adjusted)
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Choice Care will essentially expand upon, and make available to all seniors, the current Medicare HMO option. This limited
IHMO option has ofTered considerable additional benefits to seniors, and over 3 million seniors have already chosen (o enroll
within HMO plans. Over 150 Mcdicare 1HMO risk plans currently exist. Under the present HMO option, if the carriers can
deliver Medicare services for less than the capitated amount, additional benefits must be offered. Under this system:

-- 131 plans offer routine physical benelits
-- 34 plans ofTer health ceucation benefits
-- 47 plans offer ool carc benefits

-- 7 plans offer lens benefits

-- 5 plans ofler hearing aid benefits

-- 116 plans ofler immunization benelits
-- 05 plans olfer prescription drug hencfits

-- 121 plans offer cye care benelits
-- 100 plans ofTer car exam benelits
-- 48 plans olTer dental benelits

Plainly, the results under the curient 1HIMO option prove that a Choice Care system is viable.  Providing seniors with the choice of
receiving additional benelits as under current law, or a cash back award, or a combination of both, would greatly expand their
health care options and provide a strong incentive for millions more to move out of the antiquated and costly fee-for-service

syslcii.
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Dollars in Billions

Medicare Spending
1996-2000

[

1997 1998 1999
Fiscal Year

Projected %-Year Savings = $100 Billion

Current Policy -- 10.5% Growth
' [ Balanced Budget Plan
| [l Spending Freeze (1995 Level — O% Growth)

2000
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B.

Medicaid --

I hese options recommend that Congress work with the Governors to implement a new Medicaid system, under which the funding
would be provided on a block grant basis and at capilated amounts necessary o achieve a 4 percent rate of growth. This growth
ratc would achieve $115 billion in savings from 1996-2000. Even with these savings, $505 billion in additional Medicand
spending would occur over the next five vears, in contrast to the $620 billion in new spending that would occur if no relforms were
made. In return for receiving a slower-than-projected growth in federal Medicaid dollars, states would be given great flexibility to
design Medicaid systems free of federal mandates.

As with Medicare, Medicaid was designed in the 1960's and has become increasingly ineflicient. The Medicaid systeni can be
restructured to simultaneously contain costs and improve service. The current Medicaid system is so riddled with federal
mandates and complex requirements. that states in the past have actively sought to take financial advantage of system "loopholes”
for non-medical purposes. Further. a majority of states are already seeking Mecdicaid waivers to get out of the crushing mandates
imposed by the current structure. However well-intended, the old system no longer works. FFor the dollars being spent. the
recipients and the nation deserve much belter results. It's time that the federal government allowed the states true flexibility to

design modem systems to deliver better Medicaid services.

:ven belter results can be achieved than are budgeted under this reccommendation. For example, Wisconsin moved its Medicaid
program into a capitated managed carc system, and the state’s Medicaid costs fell dramatically. For several years now,
Wisconsin's Medicaid growth was 1/3 to 1/2 below the national rate. Wisconsin's Medicaid costs now grow at only two percent
per year and continue (o decline. This dramatic drop in Wisconsin's Medicaid costs occurred without any reduction in coverage or
provider reimbursements. Tennessec's Medicaid managed care program has also reduced program cost growth dramatically (less
than 0.2 percent last year). Other successful managed care initiatives have been established in Massachuselts and Michigan.
Given the flexibility, several states have already proven that spending growth can be slowed while better services are provided.

[Recent Johns Hopkins Study = significant cost savings in Medicaid not inconsistent with better quality health carc|
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C. Baseline Savings --

The President’s budget contained Office of Management and Budget (OMDB) Mcdicare and Medicaid assumptions that difTer
rather dramatically from those used by the Congressional Budget Officc (CBO). Wihile the reasons behind these difTerent
assumptions were not completely explained. the result was an OMB baseline that contained more than $70 billion less in five ycar
Medicare and Medicaid spending (sce Table below). Becausc accepting the OMB3's assumptions could be viewed as a “baseline
game,” these options do not count on these savings to achieve its overall $385 billion target.

(Dollars in Billions) 1996 1997 1998 1999 2000 _S-Ycar 'l'o(al_
Medicare/Medicaid Spending -- OMB Assumptions | 270.8 296.5 323.1 352.6 385.7
Medicare/Medicaid Spending -- CBO Assumptions | 275.9 305.2 335.8 370.9 407.7
5.1 8.7 12.7 18.3 22.0 70.2

Difference Between OMB and CBO

These options propose that the Republican budget consider utilizing the President's health care assumptions. In the health care
arcna, where responsible proposals must be put [orth and debated, reform elTorts should not be disadvantaged simply by insisting
on a set of assumptions that make long-term spending projections $70 billion higher, and that therelore make necessary reductions
appear deeper. Medicare and Medicaid reform clforts should not have to sustain political attacks based upon inflated numbers

The President's health care assumptions result in a lower Medicare and Medicaid baseline, and therefore would lessen the amount
of savings that would be achieved by the previously discussed Medicare and Mcdicaid proposals. Because the baseline path is
lower, however, not as much would nced to be saved to obtain a balanced budget. Thus, at Icast $20 billion in additional
"savings" should accrue [rom using the President’s assumptions.
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2. Welfare Reform

A. Block Grants --

] I he problems with our current wellare system., and the need for significant reform, are well-known and will not be repeated here
I'hesc options recommend continuing to work with the Governors and the Ilouse on the block granting of federal welfare
programs. During thesc discussions. the Congress should insist upon reform that slows the rate of growth of these entitlement
accounts by at Icast $40 billion over the next five years. Proposals alrcady made by the Governors would achicve these resulls
While pursing a block grant approach will incvitably be labelled as mean-spirited or lacking in compassion, there is certainly no
compassion in allowing the present systeni to continue without significant reform. A block grant approach, which allows local
tailoring and state experimentation can only result in better results for those the welfare programs are meant to serve

B. SSI Reform --

. Welfare reform cannot be pursued without also reforming the Supplemental Security Income (SSI) system. The growtn in this
entitlement program, which provides assistance to the elderly, blind and disabled poor, has exploded over the last several years
SSl is the largest, and [astest-growing. cash benefit welfare program in the nation, and it is being administered by the Social
Sccurity Administration (SSA). Its growth will continue to skyrocket over the next five years, and into the next century, unless
cost containment action is taken soon. In 1985 SSI cost $7 billion; today it costs $19 billion; and it will cost $40 billion in 2000

without reform.

. Dcep structural problems cause SSI's fiscal woes and, like other welfare programs, SSI must be fundamentally reformed. The
disability portion of SSI has undergonc considerable regulatory and court-ordered expansions, and it now provides benefits so
liberally that it operates at cross-purposes with the basic work ethic and the Americans with Disabilities Act (many SSI recipients
could sue employers that refused to hire them). Furthermore, SSI status means automatic eligibility for other federal programs,
including Mcdicaid, Food Stamps, and housing assistance. Welfare recipients therefore often prefer to receive SSI, and find ways
to make themselves eligible, often using SSI as an "escape hatch” when they lose eligibility under other programs. In addition,
many slates aggressively place their wellare recipients onto SSI, to remove them from state rolls and put them on the iederal dole.
These practices should not be allowed to continue. particularly when other welfare accounts are consolidated and funded on a

block grant basis.
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SSI eligibility has exploded in recent ycars due to liberal expansion of its disability coverage well beyond what was originally
intended. Itis now far too casy to be deemed "disabled," which subjects SSI to considerable abuse. Currently, three-quarters of
SSI recipients are those deemed disabled. Drug addicts, alcoholics, and those with mental "impairments” (such as those who have
troublc performing in a "compelitive work environment” and children who do not act in an "age appropriate manner”) can now
qualify for SSI disability. This allows thosc who engage in socially dysfunctional behavior, or who simply have a bad work cthic,
to reecive large monthly cash paviments.

Other SSI problems derive from SSA administration. SSA's monitoring of program requirements has become virtually non-
existent. SSA presently devotes its resources to quicker enrollment, and ignores Iegal mandates to conduct disenrolliment reviews
Thus. while SSA reviewed 436.000 cascs in 1983 and terminated 182,000 of them, the agency reviewed less than 50,000 in 1993
and terminated less than 5.000. SSA now annually adds 100 times more people to SSI rolls than those it tenninates. | arthermore.
although SSA initially detérmines that sixty-eight percent of mental impainnent cases have expected or possible improvement
within three ycars, the average beneliciary remains on the rolls for 15 years. Less than | percent of drug addicts and alcoholics.
who are given cash benefits, return to work. Disability altomeys say that an SSA dcenial of disability eligibility has become
practically impossible for the agency to defend on appeal.

These options recommend significant restructuring of SSI, to at least limit SSI's growth to a rate of 7 percent. This growth rate
would still be well above inflation. and would result in about $22 billion in five year savings. Achieving this result could occur
simply by retuming eligibility rules to their original construction. SSI should stop providing cash benefits to drug addicts,
alcoholics and those with behavioral or cinotional "disabilities” that are easy subjects of fraud and abuse. Thesc improvements
will result in $17 billion in five-ycar savings. Also, an additional $5 billion in savings could result from requiring thosc receiving
SSI disability benelits to reafTirm their disability status after an appropriate period of time, particularly for those whosc disabilitics
were classified as subject to improvement when initially declared SSI eligible. The indefinite continuation of SSI beneflits runs
counter o recent progressive advancements within the disability area, and should not be allowed to continuc.
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C. EITC Reform --

° The Earned Income Tax Credit (EITC) program possesses many characteristics of the SSI program. It is a worthwhile program
that has unfortunately grown out of control. Like the SSI program, the EI'TC will result in significant long-terin fiscal
hemorrhaging unless action is taken (o contain it soon. The program contains rampant fraud and abuse, which the IRS has
awkwardly tricd to restrain this ycar. Congress can no longer afTord ta lct the glowing rhetoric surrounding this program
immunize it from needed reform. but rather must admit that the EI'TC has serious problems. We must also act to improve the
program, better target its benefits. and thus restrain its unsustainable rate of growth.

. These options propose accepting the ’resident’s plan to count interest and dividend income while computing EI'TC eligibihity.
There is no reason that the definition of the "working poor" should include those who are investment rich. These options further
propose lo end the indexation of the EITC cligibility formula. The basic credit amount is still scheduled to undergo a significant
cxpansion under provisions in the 1993 budget act, and a further expansion through eligibility indexation is unaflordable and
unwarranted. Finally, the options propose that the EITC should no longer be available for undocumented workers. ‘These changes
to the EITC program would result in $27 billion in savings during the 1996-2000 period.
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A,

B

3. Retirement Accounts

COLA Equity --

I'he retirement programs of the federal government are different than other entitiement programs because they reflect the
obligations of the federal government as an employer, not mercly as a benefit provider. Still, the civil service and military
retirement accounts represent a significant portion of entitlement spending, and aspects of the programs can be reformed

When the federal retirement system was established, no cost of living adjustiments (COLAs) were contemplated. Instituted in
the 1970s, COLAs have become a large entitlement cost driver. The CBO has estimated that over the next five ycars,
entitlement spending will grow by $221 billion due to COLAs alone. We can no longer afford to provide unlimited COI.As

First, Congressional pensions should be limited to equal the pensions provided to all other federal employees. Sccond. the
options recommend that COLAs continuc o be provided to all federal retirees, but only up to a maximum dollar amount T he
maximum COLA amount that any pension beneficiary could receive would equal the maximum COLA amount that a Social
Sccurity beneficiary could reccive in any given year. In other words, a retired Congressman or scnior exccutive branch official
with a $100,000 pension would not rececive a COLA on the full pension amount, but only up to the amount received by the
maximum Social Sccurily bencfliciary. This change would result in savings of $9 billion over the next five years.

. COLA Contributions -- [TENTATIVE]

The federal pension system consists of two seclors -- current employecs, who are contributing toward their retirement pensions
while working, and retirees, who are receiving the pensions. Under current law, CSRS workers contribute 28 percent to their
cventual pensions, while the federal government contributes 72 percent. Under FERS, the ratio is 26 percent to 74 percent
The employces’ contribution used to be much larger, until COLAs were cnacted. Since their inception, the federal government

has bormne the full cost of COL. As.

These options propose that, il the [ederal government is to provide COLAs to its retirees, then federal workers should
contribute toward at Icast a portion of their cost while employed. This proposal would have both CSRS and FERS employecs
contribute an additional 2 percent of their salaries to the pension program to help partially defray the federal government's cost
of providing COLAs. This would result in $8 billion of savings during 1996 - 2000.
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4. Other Entitlement Programs
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4. Other/Miscellaneous Entitlement Accounts

A recent GAO report identificd over 435 mandatory spending accounts in existence during Fiscal Yecar 1993. Only 18 of these
programs cost more than $10 billion. and only 41 cost more than $1 billion.

The programs labelled "miscetlancous™ here consist of all those not encompassed under previously discussed entitlerment
categories. They include some popular programs, such as the agriculture, veterans, and unemployment compensation programs,
as well as many programs that are virtually unknown except to those who benefit from them.

Without reform. these miscellancous cntitlement accounts will spend $350 billion over the next five years. These options
recommend reducing that total by $55 billion, resulting in $295 billion of new miscellancous spending [rom 1996-2000. The

savings can be achicved as follows:

A.

D.

Agriculture Programs -- Significant savings can and should be achieved [rom the agriculture programs. Abscnt reform,
the federal government will spend $42 billion on fanm price supports over the next five years. These options recommend
accepting the proposals made by Scnator Lugar in testimony before the Senate Budget Committee, in which he proposcd
reducing deficiency payments by lowering target prices by 3 percent, and eliminating the export enhancement program.
These changes would result in $15 billion in five-year savings.

Veterans Programs -- The federal government will spend $110 billion on veterans programs in 1996-2000. While carce
must be taken when reforming the accounts that serve those who have served our country, extending several OBRA-93
provisions. and halting compensation for future non-service-connected disabilities, will save nearly $4 billion.

Unemployment Compensation -- Unreforimed 1996-2000 unemployment compensation spending will total $128 billion.
Imposing a uniform two-weck waiting period on unemployment benefits will result in $7 billion in savings.

Othier Programs -- For the remaining 300-plus miscellanecous entitlement accounts, these options propose that these
programs be subject to a strict review in light of current budget realities. Programs that have achicved their purpose or are
no longer affordable should be repealed; programs that are still worthwhile, but can be improved, should be reformed; and
only those programs that work well and justify their costs should be maintained. An options list that achieves the
recommended $30 billion in savings [rom these miscellaneous accounts directly [ollows.
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Reform Options -- Miscellaneous Entitlement Accounts

Program Reform S-Year Savings
* Agriculture

- Reduce deficiency payment by lowing target prices hy 3 pereent $11.45 billion

- Eliminate Export Enhancement Program $3.40 Total: $15 bitlion
e Velcrans

- No comp. for future non-service related disahihinies $1.09

- No double comp. for future disabilities $0.15

- Extend OBRA 93 provisions $1.92

- Restare Gl bill education funding ratio tv 9: 1 $0.35 Total: $4 Wilhon
* Otlicrs

- Unemploy ment Compensation -- imposc uniforin 2 week wahing peinnd $725

- Sell Power Marketing Associations $1.96

- Initiate Hydropower leasing $0.05

- l.ease National Petroleum Reserves $0.62

- l.ease ANWR for oil drilling $2 60

- National Park Service user/entrance fees 30.32

- CORP: Regulatory program peimit fee $0.05

- Mining royalty $0.05

- Terminaie unneeded RTC employees $0.78

- Implement pay cap at banking agencies $0.54

- HUD: Loosen restrictions of multifamily property dispasttion 30.43

- Relinance Sec. 235 morigages $0.05

- SBA: 4 proposed fees $0.13

- NOAA: Sanctuary and Areo chart $0.03

- Tonnage duty increase $0.50

- Railroad inspection fees $0.17

- Eliminate in-school interest subsidies for grad./prof. students $1.70

- Eliminate 6-month grace period for grad./prol. students $1.60

- Raise student loan origination fce to S percent $1.50

- Include farm and home equity in determining lnancial need $0.40

- Other education, training and social service $1.50

- Terminate cash benefit portion of Trade Adjusiment Assistance $0.96

- Penalty for early redemption of savings bonds $0.24

- Auclion landing/takeolf slots at 4 major airports $1.50

« Increase FCC user fees 10 cover full cost of licensing $0.58

- Terminale Nood insurance subsidy on preform structures $2.65

- Eliminate markel promotion program $1.37

- End judicial auto fund $0.46

- Terminate public telecommunications & facilities program $0.09

- [Lhminate public funding of presidential conventiuns $0.08

- I:nd information infrastructure grants $0.06 Total: $30 hilhon
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5. Prospective Reforms
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S. Prospective Reforms

In 1963, entitlement spending plus interest payments totalled 30 percent of federal spending. Today, entitlements and interest
account for 62 percent of all federal spending. Lelt unreformed, centitlement and interest payments will comprise 72 percent of all
federal spending ten years [rom now. and entitlement spending alone will exceed total federal revenues in 2030

Just as the growth of entitlement spending drives the continued growth ol the federal budget delicit, unavoidable demographic
trends will eventually drive an explosion in entitlement spending. The baby boom generation continues to advance toward
retirement age. and Americans continue to live longer and longer. As a consequence:

w the life expectancy ol those born in 1935 is 61 years, while it is 76 years [or those born today;

» the share of Americans over 65 will grow from 14 percent today, to 20 percent by 2025;

®» the number of Americans over 65 will grow from 24 million today, to 48 million in 2030; and

» the number of working Americans available to support each retiree's benefits will [all from 5:1 today to 3:1 in 2025.

Because the federal government's retirement programs operale on a cash basis, with current workers supporting current retirees,
we cannol sustain the present programs in the face of such demographic trends. The reforms proposed in this package thus lar
will not solve the long-term problems that result from the aging of the baby boom generation. These options therefore
recommend that those programs benefitlling the nation's retirees should undergo additional change. While these additional
changes will result in no S5-year budget savings, they are extremely important as a matler of fiscal responsibility.

It would be unfair to make significant structural changes to the federal govemment's retirement programs and have those changes
take effect immediately. First, we should not significantly alter the retirement system of those who arc presently retired, or closc
lo retirement, because they made long-term plans on the basis ol the current structure. Second, we should allow present
employees enough time to plan sufficiently for their own retirements. For both reasons, these options recommend that we
undertake a series of stmuctural reforms on a prospective basis -- to allow as much time as possible for people to adjust, and to not
treat unfairly those who no longer have the time to adjust.

The prospective nature of these recommendations does not mean that they can be postponed. Rather, they should be cnacted as
soon as possible, both to allow the fcderal government time to plan for incvitable demographic trends, and to allow the public
time to plan around the changes that must be made. Changes like these will have to be made. We should not wait until it
becomes impossible to ensure that they occur in a fair manner. A listing of the recommended prospective changes immediately

[ollows.
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Recommended Options for Prospective Reform

[:nd accrual ol Congressional pensions afler |2 years of service |a pension term limit|

Increase Medicare's retirement age requircments to match the increases occurring under Social Security.
Raise federal Civil Service full benefit retirement age to 60, clfective 1/1/2005.

Provide no lederal pension (Civil Service or Military) COLAs to those under 62, clTective 1/1/2005.
Adjust CSRS and FERS benelit formula from "high three” to "high five"” pay, clfective 1/1/2005.
liminate government match on TSP contributions for [4th and] Sth percentile.

Others??
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0. Consumer Price Index Accuracy

Over the years, Congress has cstablished automatic increases within many programs to prevent the erosion of a program’s
purposcs duce to the effecis of intlation. Social Security and federal recipients receive such cost of living adjustments (COLAs),
for example, and the break points of the federal income tax rate brackets arc indexed as well. The Congressional Budget Office
cstimated in January 1995 that COLAs alone will result in over $220 billion in federal spending over the next five ycars

I'he automatic indexation of most programs occurs with reference to increases in the Consumer Price Index (CPl), which is
calculated by the Burcau of Labor Statistics (BLLS). Most economists agree that the CPI overstates inflation, due to the way the
mcasure is calculated and adjusted by BLS. The result is that COLA beneficiaries receive more than the true increase in cost of
living would warrant. Their bencfits are not only being protected against the corrosive eflects of inflation, but they arc also being
over-paid.

The amount of CPI's overstatement is quite significant. The Congressional Budget OfTice has estimated that CPI, which was 2.6
percent in 1994, was overstated by 0.2 to 0.8 points. CBO further estimates thata 0.5 point reduction in CPI would result in $64
billion of budget savings over 5 vears. as COLA overpayments are halted. IF'ederal Reserve Board Chairman Alan Greenspan
estimates that CPl is overstated by 0.5 to 1.5 points. Chairman Greenspan estimates that up to $150 billion would be saved over 5

ycars if BLS calculated C?1 accurately.

The BLS is well-aware of CPI's overstatement of inflation, but basically refuses to correct it. BLS states that it will undertake any
corrections in 1998, when a ten-year periodic revision is scheduled to occur. The BLS provides several reasons to support its
four-year delay, but we cannot afford the agency's continued intransigence. While the BLS is principally worried about the
measure's credibility, and legitimately so, at this point the measure completely lacks credibiiity to begin with. Any BLS
corrective action would restore CP’l credibility, not undermine it.

These options recommend that the BLS act immediately to correct the overstatement of CPI, and calls upon the President to make
sure this correction occurs swillly. Congress should be extremely wary of enacting a legislative change to the CPI. However,
knowledge of a significant CP’I overstatement, coupled with BLS non-action, will soon make continued Congressional silence a
breach of its fiduciary responsibility to the nation.
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6. Consumer Price Index Accuracy
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Options for Entitlement Reform
5-Year Savings Target: $385 Billion; 5-Year Savings Recomnmended: $475-495 Billion

Entitlement Category 1996-2000 | S-Year Summary of Proposals®
($$ in Billions) Spending Savings
1. Health Care 1,820 255-275
A Medicare 1,200
- lmprovements/Adjustments : 65-75 Line-itemn improvements and adjustments to prevent insolvency.
- Choice Care 35-45 Give seniors option of purchasing insurance (e.g., managed care plan) with capitaed

payments. Incentive to join through receipt of cash-back or additional benefits if choice costs
less than capitated amount. "Look Back" provision (o enforce savings.

B. Medicaid 620 115 Block grant, declining to 4% growth (work with Governors' recommendations).
C. Baseline Differences 20 Accept part of Administration's health care baseline assumptions ($70 billion less than CBO).
2. Welfare 600 89
A. Block Grants 320 40 Block grants (work with Governors' recommendations).
B SSIreforms 160 22 Deny benefits to drug abusers, alcohiolics, and recently expanded categorics of “disabled”
(i.e.. re-devote program (o truly disabled); require periodic reaffimmation of disabled status.
C. EITC refornms 120 27 Accept Administration’s investinent income inclusion, eliminate indexing of benefit thresholds.

and end benefit for undocumented workers.

J. Retirement 415 17
-- Congressional Pensions - Limit Congressional pensions to equal those given (o all other lederal einployces, plus:
A. COLA Equity 9 Limit all COLAs to maximum Social Security COLA amount.
B. COLA Contributions 8 Reform employee contributions to begin partial offset of COLA costs.
4. Others/Miscellancous 350 50
A Agnriculture 15 Reduce deficiency payments & repeal Export Enhancement Program.
B. Veterans 5 Extend OBRA-93 provisions; plus other small adjustments.
C. Other 30 Strict review and reforin/repeal of 350+ other entitlement programs.
S. Prospective Reforins 0 Policy adjustments to improve 20-30 year window, where entitlement growth truly explodes
6. CPI Accuracy 64 The Federal Reserve Board estimates CPI is overstated by 0.5 to 1.5 percentage points, CBO
pegs the overstatement at 0.2 - 0.8. Calculating accurately saves $64 billion.
Totals $3,200 $475-495 | Range depends upon Health Care numbers.

* ixpanded details of these proposals appear in the attached appendices Prepared by the Office of Senator Judd Gregg - 3/11/95
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Options Goal:

5-Year Savings of $385 Billion
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Options Goal

The Working Group on Entitlement Reform was asked by Senate Majority Leader Bob Dole and Senate Budget Committee
Chairman Pete Domenict to develop reforin proposals in non-Social Security entitlement accounts that would achieve $385 billion
in savings over the next five years (1996-2000). These savings would place the federal budget on a glide-path toward balance in

the year 2002.

Under these recommendations, which achicve the requested savings, non-Social Security entitlement accounts would still result in
$2.82 trillion in spending from 1996 to 2000. Without reform, over $3.2 trillion would be spent. Annual spending on these
programs would incrcase from $511 billion in 1995 to $600 billion in 2000.

While overall entitlement spending continucs to grow under this balanced budget plan, a dramatic reduction does occur in onc
mandatory spending account -- interest on the public debt. Due to lower annual deficits under these recommendations. over $172
billion in interest payments would be saved between now and 2002. The savings on this dead-weight account would accrue even
more swiflly once balance is achieved.

IFurther, former Congressional Budget Office director Robert Reischauer testified before the Senate Budget Commiittee this ycar
that if Congress acted to balance the budget by the year 2002, an additional $140 billion in 7-year interest payments would be
saved due to the | percent drop in interest rates that could be expected to result. The savings to be achieved undcr these options
do not include this additional $140 billion.
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Total Government Spending: 1996 - 2000

(Dollars in Trillions)

Total 5-Year Spending = $9.36 Trillion
| | R=Recommended Savings ($385 Blilion) ‘
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Deficit Reduction Required for Balanced Budget by 2002

(Dollars in Billions)

1996 1997 1998 1999 2000 S Year | 2001 2002 Grand
Total Total

Current Baseline Deficit® 195 215 214 228 242 233 239
Defense Discretionary - SR N [ - . ---
Non-Defense Discretionary | -12 -24 -36 -40 -46 -164 -46 -46 -256
Social Security --- --- .- --- --- --- --- --- ---
Non-Soc. Sec. Entitlements | -24 .51 -80 111 119 || 27 -136 648 |
Total Policy Changes -36 75 -116 -157 -165 -549 -173 -182 -904
Interest on Debt -1 -5 -11 -21 -32 -70 -44 -58 -172
Total Deficit Reduction -37 -80 -127 -178 -197 -619 =217 -240 -1,076
Resulting Deficits 158 135 87 S0 45 16 -1

* = Assumes Clinton's 1995 defense request and a continued freeze on discretionary spending aflter 1998
Source: CBO & SBC Majority Stall
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Billions of Dollars
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