
--------------------

V_.~_O~+06.L94 09: 39 "'202 401 7321 HHS ASPE/HP 
~001l005 

DEPARTlVlENTOF HEALTH AND HUMAN SERVICES~::"~""·',:·' 
, ASSISTANT SECRETARY ·FOR PLANNING AND EVALUATION 

. OFFICE OF fIEALTH POLICY 

".1: 

PHONE: (202) 690-6870 FAX: (202) 401-7321 


Date: 

To! 

Phone: (202) 690- ____ Phone: 
(202) 690-6870 

"",-.2 CCIp
FAX: (202) 401-7321 Fax: ili"""" ~ --~ 

;" 

Number of Pages (Including Cover): ~_.::>__ 

Comments: 



I/') 

0 
0 
" 
0 
N ANAL.YSiS OF REG 
0 

~ CONSTRAINED 

~ Split FamiJles FoRo 
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z 	 AFDCOnly SSI Only
.1.1 
!>i: Alliance Per Change from Total Per % To1aJ. Per 

Firmsize Capita CB08ase Premiums Capita Change Premiums Capita 

Non-Cesh Only 

% Total 
Change Premiums 

82,200 $2.200 $2,200 

All $2,.200 100.0% $101,571 $2,288 104.0% $107,283 $2,237 101.7% 3105,850 
0...0 5000::z::t- 12,291 104.1% $80,743 $2,393 108.8% $94,448 $2,332 108.0% $93,015 
"

1000 	 12,359 107.2% $81,289 ·82.473 112.4% $86,994 $2,403 109.2% $85.561~ 
til 
...: 500 	 52,391 108.7% $78,079 $2,510 114.1% $93.784 $2,436 110.7% $82,35' 
til 
::z:: 100 	 $2,506 113.9% $69,352 52,643 120.1% $75.058 $2.554 116.1% $73.625::z:: 
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AFDCOnly 	 SSI Only Non·cash Onlyo ~ 
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Alliance Par Change from Total Per % Total Per .- % Total 

o E 
N ~ F"nmsize Capita C80 8ase PnH"niums Capita Change Premiums Capita Change Premiums 

u.. 

m . $2,200 $2,200 $2,200 
~I ~ 100.0% $2,223 101.0% $87,541 $2,213 $87,571':': if, All 	 $2.200 $88.196 '00.6% 
~ .....
o 5000 	 $2,247 102.1% $68,937 $2.277 103.5% $88.283 $2,263 102.9% $88,313 

~ '" 82,267 103.0% $58,393 $2,303 104.7'% $57,739 $2.286. 100.9% $51.769~I s: 1000 
~ '1 500 	 $2,249 102.2% 851,244 $2.288 104.0% $52,_ $2,289 100.2% $52.619 

12,31' 105.0% $40.347 $2,361 107.3% $41.693 $2,336 106.2% $41,723 
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~ CONSTRAINED 

Split Famifies Foil 

1 AOULT & KIDS 

·AFDComy SS'Only Non-Cash Onl~ 

Allanee P... % Total Per % Total Per % Total 

Firms,m Capl1a Change Premiums Capita Change Premiums CapHa Change Premiums 

".412 $1,412 $1,412 

All $'.435 t01.6% $42,446 $1,497 106.0% $32,743 $1,476 104.5% $38,549
c...) 
~- SOOO $1,479 104.7% $37,586 $1.574 111.5% $27,864 '1.538 t08.9% $31,669 
t;:J 

.c... 1000 $1,510 108.9% $34,791 $1,636 115.9% $25.oaa $1,595 112.2% $28,993 
u:l
..: 500 $1,525 108.0% $33,885 $1,fJI11 118.0% $23,003 $1,608 • l3.go.(, $27,787 
u:l 100 $',568 111,0% $30,721 $1.768 125.2% $21,019 . $1,879 118.9% $24.824ffi 



It) 
0 

0 

" ..,. 
0 ANALVSIS OF REG 

0 
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SpUt Families Folio 
-~--",- -. 	 -----_. 

SINGLE 

, 	 AFOC & Sst All 
j 

e AAiance Per % To'aI Per % Total 


Firmsize Capita Change Premiums Capita Change Premiums 

$2,200 	 $2,200 

All $2.288 104.0% $108,097 $2,321 105.5% $113,163 

~;:l 5000 $2,392 100.7% $95,200 $2.427 104.6% $100,329
'=1

1000 	 $2,470 112.00£> $87,799 $2,507 108.0% $92.875'ff 
"

ell 500 $2,507 114.0% $84,589 $2.544 109.6% $89,665
-< 

ell 100 $2,638 119.9% . $75,862 $2,873 115.2% $80,900
= = 

COUPLE 
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NO: 
<")0 
t--..o: 
..... \J 	 AFOC & SSI AU 
~::I: 

Per % Tota' Per $ Totat~ E: Alliance 
Capfta Change Premwms Capita Cl\ange Premiums~.~ Flrmme 

m 12,200 	 82,200 
~ 	 " 

~ 	in All $2,223 tOl.,% "187,6'30 $2,235 101.6% $89,096 
CD 	 ..-t .., 
o 	 5QOO $2,2" 103.5% $60.372 82.292 104.2% $69,837 .., m1000 $2.302 104.7% $57,828 $2.320 105.SO~ $S9,294 
..,. 	 ..-t 

~I I 500 	 $2.287 104.0% $52,619 $2,307 t04.9% 154,144co 	 M 
~I 	 ~ 100 82,360 "107.3% $41.783 $2.384 1.08.4% $43,248
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1 ADULT & KIOS 
--- .. ...-----, -,'" ., .------ . ---_. ----_.-~ 

AFDC & 8m All 

ABiance Per % Total Pet' % Total 

Firmsize Capita - Change Premiums: Capita Change Premiums 


$1,412 _ $1,412 

All $1,497 108.0% $44,879- $1,536 1<l8.8% $51.114
c.,:::J

=::- 5000 $1,560 109.8% $39,998 $1,589 112.5% $46,235"
If - 1000 $1,588 112.4% $37,223 $1,825 115.1% $43,458
II:) 

-< 500 _ $1,805 - 113.7% $36,117 $1.842 118.3% $42,353 

$ 
II:) 

100 $1.658 117.4'% $33,154 $1,891 119.8% $39,390 

2 ADULTS & KIDS
I

.., ~~ 
1'-0: 

..... ~ AFOC & SSI All 
°I..,. 

Alliance Per % Total '--"Per % Total 
"'!: Firmsize Capita Change Premiums Capita Change Premiums00 
"'IX 
~u. 

(J\ $1,286 $1,288 

;;::: All ",306 101.6% "46,828 $1,341· 104.2% $157,165
If) _ 

;,; .... 5000 $1,346 104.7% $115,9n $1,388 107.9% $126,315 
0__ 

"it 1000 ",375 106.9% $98,704 $1,423 110.6% '$109,043 
'" 

"" ~ eGO $1,3912 108.2% $91,088 $1,443 112.2% $101,427 
~ ~ tOO $1,451 112.8% $72,376 : $1,511 117.5% $82,714 
~ t ~ . SOURCE: HCFA, 
:> .~ 
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Employer Premium PaymentS 
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, 

2000 
ITOTAL 
All Firms Baseline 

Reform 

Currently Offering Baseline 
Reform 

324.023 
304.072 

324.023 
270.156 

Less than 10 
All Firms Baseline 

Reform 

Currently Offering Baseline 
, Reform 

19,830 
22,856 

19,830 
' 14,050 

10 -15 
All Firms Baseline 

), Reform 

Currently Offering Baseline 
Reform 

t 

18.799 
24,254 , 

18.799 
14825 

25-99 
All Firms Baseline 

Reform 

Currently Offering Baseline 
Reform 

34.798 
36,908 

34,798 
31,534 

100 - 499' 
All Firms· Baseline 

Reform 

Currently Offering Baseline 
Reform 

52,843 
47.069 

52,843 
44.336 

SOO - 999 
All Firms Baseline 

Reform 

Currently Offering Baseline 
Reform 

23,962 
19,865 

23,962 
I18,983 

1,000 - 4,999 
All Firms Baseline 

'; Reform 

Currently Offering Baseline 
Reform 

t 

91.513 
77,601 

91.513 
74,766 

5,000 + In Regional Alliance 
All Firms Baseline 

Reform 

Currently Offering Baseline 
Reform 

28,935 
25,687 

28,935 
24339 i 

5,000 + In Corporate Alliance 
All Firms Baseline 

Reform 

Currently Offering Baseline 
Reform 

53,342 
49,833 

53,342 
47,328 
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NOTE FOR DAVID NEXON 

1. 	Total Premium Payments, 1996-2000 under the Ken~edy Mark 

=$1.72 Trillion 


2. Of'this, federal government pays 22% ($376 Billion), households 
pay 16% .( $275 BilliQ,n) an~ employers pay 62% ($1. 07 Trillion). : 

'3. State MOE payments 1996-2000 total $64 Billion 

4. State and federal capitation payments between 96-00 total $2~5 
Billion. 

ESTIMATES ARE PRELIMINARY AND NOT OFFICIAL 

, !. 

OPTIONAL FORM 99 (7-90) 

FAX TRANSMITTAL 
o From 

Phone # 

Fax * 
NSN 7540_01.317_7368 5099-101 GENERAL SERVICES ADMINISTRATION 

i, 
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MEMORANDUM FOR JEAN HEARN & SCOTT HARRISON 

FROM: JOCELYN GUYER & JANE HORVATH 

DATE: ·JUNE 7, 1994 


SUBJ: REVISIONS TO OPTION 11 


After learning from Jocelyn's conversation with Jean 


yesterday afternoon, that ~BO will assume that States will 

I 
I 

increase their spending to some extent as a result of an enhanced 
, 	 I 

Ilong 	term match, we are concerned that option 11 will be far too 
I

expensive. Accordingly, please disregard the option 11 that w~ 


sent you yesterday and use as a substitute the following: 


Option 1.1 


o 	 Ca.lculate a "basel! FMA.P using total taxable resources and! 


poverty rather than per capita income. Change the . 


multiplier to obtain budget neutrality. 


o 	 Add ten percentage points to this base FMAP 

o Impose a floor on the FMAP of 60% and a ceilik
\ 
g of 83%. 


a I~ the event ~hat a.fState somehow ends up with a lower F~P 

I 

as a result of these changes, it should be given the option
I 

of using its regular FMA.P or the enhanced home and community
I 

based FMAP. 


Options 1 and 11. are still the two top priorities. 


I, 	. 
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NOTE TO DAVID NEXON 

1. Year 2000 

total premiums == $510 Billion 

households :: $100 

employers = $290 


federal :: $120 

i2. Corporate Assessment+ i 
I$43.6 Billion between 1996-2000;of'this $41 Billion comes from 
:firms over 1000. 

3. OTHER 2 requests to follow shortly. ' 

," ., . 

", 

i. 
.. 



__,,_,.96/07194.. 14: 4(l 'a202 401 7321 HHS ASPE/HP 
,f 

DEPARTMENT OF HEALTH AND HUMAN SERVICES~:~~': :,,;,:1 ' 
ASSISTANT SECRETARY,FOR PLANNING AND EVALUATION I 

OFFICE OF aEALTH POLICY 

i~00l!008 

I 
I 
I 

-'. J; 

PHONE: (202) 690-6870 FAX: (202) 401-7321 


Date: ~05 ~UVVl'~ 
From: \( QJ.A. --r-; To: t fl..All ~j ~ C.{t:.,Q ~.b 

... .. 

Phone: (202) 690- Phone: 
(202) 690-6870 

FAX: (202) 401-7321 Fax: 
"' 

Number of Pages (Including Cover): b. 

Comments: 

, . 



__-..:...Q.6/07/94 .. 14: 49 "5'202 401 7321 HHS ASPE/HP '141 0021008 
1 

I. 

I.PRELIMINARY, NOT OFFICIAL ESTIMATES 
i 
! 

Options for Cost Sharing with Lower Premiums. 

1. 	 Subsidize low-income people without access to low-:,cost sharing plan to HSA low-cost 
sharing level. Example: the poor pay $10 physician visit copay; no hospital deductible I 

This assumes that low-income individuals (less than 150% poverty) will pay the . 
I 

copayments that are specified in the Health Security Act (e.g., $10 copay for physician .1. 

visit). Since the average cost sharing for the high-cost plan is increased with the decrease 
in the premium cost, there is more cost-sharing covered by the federal government 
through the subsidy. 

2. 	 Subsidize low-income people without access to low-cost sharing plan to new low-cost 
sharing plan levels. Example: at premiums 15% lower than HSA, the poor pay $20 
phy~i~ian visit copay; $~OO hospiial deductible, \,' 

This assumes that low-income individuals will pay the copayments for the low-cost sharing 
plan with the lower premium. Since both the low-and high-cost sharing plans are 10% to: 
15% lower, there is no ,change in the difference between the average cost sharing in the : 
high- and low-cost plans. Thus, the federal subsidy dollars do not change, 

3. 	 Additional subsidies for low:income people. Example: at premiums 15% lower than 
HSA, the poor less than 100% of poverty pay $8 physician visit copay; $160 hospital 
deductible 

Subsidize low-income people for their low-cost plan cost sharing. The individual or famlly 
with income less than 100% of poverty would pay 40% of the cost-sharing; the individu'al 
or family with income between 100% and 160% of poverty would pay 80% of the cost-: 
sharing; and those between 160% and 200% of poverty would receive a subsidy that is ; 
phased down so the individual or family pays from 80% to 100% of cost sharing. Thes~ 
estimates are in addition to the cost ofbuying low-income people without access to lowt 
cost sharing plan to the low-cost sharing plan levels. 	 : 

'. it, I. 



'Federal Subsidies with Lower Premiums 

Assuming HSA ,Cost Sharing Subsidies 

,.. 
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Federal Subsidies with Lower Premiums 

Cost Shpring at Low-Cost Plan .Level 
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3. 	 . Cost Sharing Subsidies: Additional cost of subsidizing the low-cost plan's cost 
sharing for low-income people. 

Estimates of the effects of additional cost sharing subsidies were initially calculated for the 
.Senate ~abor and Human Resources mark, and were subsequently modified for different 
specifications. The Kenriedy estimates were calculated by multiplying the total premiums 
by three factors. 

The first factor is the percent of the total premiums that represents the cost of moving to a 
Kennedy cost-sharing waiver subsidy for persons under 200% of poverty. For those in 
HMOs, this factor is 1.S%, split into .78% for those less than 100% of poverty, and 
0.72% for those between 100 and 200% of poverty. This was based on the tabulations of 
the CPS by income band, with cost-sharing waivers estimates based on average expense 
levels. Because a change in the specifications called for the 40% of cost sharing subsidy 
to apply to the FFS cost sharing rather than the HMO cost sharing for those above 1S0% 
of poverty without access to a low-cost plan, two changes were made to the original 
estimates. First, the 0.72% increase in costs associated with the HMO subsidy was 
reduced since the subsidy now applied to only those with access to an HMO. Second, a 
factor accounting for the cost of moving to the new Kennedy subsidy for those in FFS 
plans was calculated to be 1 % for the population less than 200% of poverty in FFS plans. : 
Since it is estimated that IS% of low-income people do not have access to a low-cost 
plan, it is assumed that portion of those without access who have incomes between IS0%: 
and 200% of poverty is 4% (.IS * 0.2S) of those under 200% of poverty. . 

Th~ s~cond factor is thJ:ratio of the new HMO cost sharing to the old HMO cost sharing· 
with a change in premiums. For the Kennedy mark, this factor was 1.78 . 

. These Kennedy estimates were used as the base for calculating additional specifications , 
under different plans. For Senate~Finance, the goal was to estimate the cost of the 
subsidies for premiums 10% to IS% below HSA, with the low-income paying 40% of 
cost sharing if they are below 100% of poverty, 80% for those between 100% and 160% 
of poverty, and phased into 100% for those at 200% of poverty. 

The Kennedy estimates were modified in three ways to conform to these specifications. 
First, the ratio of the new HMO cost sharing to the old HMO cost sharing was changed. ; 
For premiums 10% lower than HSA, the factor is 2.S4 and for premiums IS% lower than 
HSA, the factor is 3.3S. Second, the different levels of subsidies were accounted for by' 
multiplying the ratio of the new level to the Kennedy level (e.g., for those less than 100% 
of poverty: 60% 180% federal payments). Third, different income brackets and the 
phase-down for those between 160% and 200% of poverty were factored in, using 
assumptions about equal distribution of the population across income brackets and a linear 
phase-down in the subsidies. . . 

. . ~ 	 , . 
" . 



ISSUES REGARDING HIGH COST PlAN PAYMENT ADJUSTMENT 

1. 	 Size of adjustment required (assuming no second order revenue effects) 

2. 	 EffeCt of policy changes on the size of the adjustment required (that is, how rules of 
thumb change with changes in subsidies and benefits -- Question: What model are; 
the current rules of thumb based on?) 

3. 	 Discussion of second order revenue effects 

4. 	 Size of the remaining hole from revenue effects of no cost containment 

5. 	 Handling of self-insured/experience rated plans 

6. 	 issues in a voluntary market (with no experience rating below a certain size of 
employer) 

7.' 	 Workability of allowing target premium to grow at a higher rate 
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DRAF'.f DRAF'l' DRAF'l' DRAlCl" 

(XQaicaid and Medicare) ana we need to propose it" fight for it 
and, perhaps, suffer for it or it will never happen. 

Time is of the essence. Aa I sse it, we must: 

May - Develop a hi-partisan consensus, 70 votes, minimum. 

June - Mark-ups in Senate and Houseeommittees 

July - Floor action and conference 
(GOP requires advance agreement in principle) 

August - President siqns the bill 

One final point on politics. Demqc:cats need leadershfp. 
Moderate Republicar~s have put their cards on the table in both t'he 
Chafee bill and the ManaqeaCompetition Act. There are many
members of good will on both sides of the aisle that will supp~rt 
a bill that growB from the center. I believe it will be a program 
that we oan all be proud of. 

We need a stronqlv bipartisan .bill. 'Ihe support of one party
1s not enough to get a credible package to the American people.
But, even mere importantly, we need health refor.m that will stick. 
If the support is too thin, it will be easy for those who will 
:r:esist changinq their behavior in response to reform (i. e. , 
insurers, some physicians, etc.) to press for repeal. We can't. 
afford nor do we want anot."'ar.C.Ata.trQPh!-.c.. ~a.t;allt~oph."J 
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Comparison of Clinton and Alternative Proposal 
(dollars in billions) 

FY 95  991 FY 2000  4 . 

ClintOD 1/1/96 eff, 58% ded. $250fl88 52.5 101.1 

Alternative 111198 eff, 50% ded. $415 20.2 74.4 

AIlerDativel/1f98 eff, 45% ded. $500 18.4 67.5 

to - Year 

153.5 

94.6 I 

85;81 
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. Comparison of Clinton and Alternative Proposal 
(dollars in billions) 

Fiscal Year I 1995 I 19961 1997 11998 I 1999 5-year-

Clinton 0.0 7.0 14.2 IS.I 16.2 52.5 
1/1/98 effect date -7.0 -14.2 -3.8 0.0 -25.0 

$500 (45%) r/. $288 (58~) in 98 -2.5 -3.6 . , -6.1 
5 DF in 98 r/t $5.35 

30% Coinsurance 

-{), 1 
-1.2 

.:..0.1 
-1.7 

Total Revised 
I 

0.0 0.0 0.0 7.6 10.8 

Fiscal Year 2004 

Clinwn 17.4 18.4 19.9 21.8 23.6 
III f98 effect date 0.0 0.0 0.0 0.0 0.0 

$500(45%) rlt $288 (58%) in 98 -3.8 -4.0 -4.4 -4.8 -5.2 
5 DF in 98 r/t $5.35 -0.1 -().2 -0.2 -().2 -0.2 

I=

~ 
~'" 

l£) 
30% Coinsurance -1.8 -1.9 -2.1 -2.3 -2.5 

lr) 

- Total Revised 11.6 12.3 13.3 14.6 15.8 
CT) 

cr, 

=

-0.2 
-2.9 

18.4 

5-year 

101.1 
0.0 

-22:2 
-().9 

-10.5 

6-year 
.' ..~ 69.9 

-25.0 

-9.9 

-0.4 
-4.7 

30.0 

10-year 

153.5 

-25.0 

-28.3 

-1.1 


-13.4 

I 

67.51 85.8 
I 
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Comparison of Clinton and AherrwJh'e Proposal 
(dollars in billioos) 

Fiscal Year 

Clinton 
1/1198 effect date 

$415 (50%) r/t $288 (58%) in 98 
5 DF in 98 rlt $5.35 

30% Coinsurance 

Total Revised 

Fiscal Year 

Clinton 
111/98 effect date 

$415 (50%) tit $288 (58%) in 98 
5 DF in 98 rlt $S.35 

""

30% Coinsurance 

..., LC:' 	

Tooll Revised 

""" 
en=. 
l-

c::> 

I 
0.0 7.0 14.2 l5.1 16.2! 

I 

-7.0 	 -14.2 -3.8 0.0; 
-1.6 -2.3 
-0.1 -0.2· 
-1.3 -1.9 

I 

0.0 0.0 	 0.0 8.3 11.91 

I 2000 I 2(0) I 2002 I 2003 I 2004 


17.4 18.4 19.9 21.8 ·23.6 
0.0 0.0 0:0 0.0 0.0 

-2.4 -2.6 -2.8 -3.1 -3.3 
-0.2 -0.2 -0.2 -0.2 -0.2. 
-2.0 -2.1 -2.3 -2.S -2.7 

12.8 l3.5 14.6 16.1 17.4 

52.5 
-25.0 
-3.9 
-0.3 
-3.2 

20.21 

5-year 

101.1 
0.0 

-14.1 
-1.0 

-11.6 

74.4 

69.9 
-25.0 
-6.3 
-0.4 
-5.1 

33.0 

IO-year 

153.5 
-25.0 
-18.0 

-1.2 
-14.7 

94.6 
. 



COUNCIL OF ECONOMIC ADVISERS 


Memorandum 


TO: Chris Jennings 
FROM: Pam Short 
SUBJECT: Individual Mandate as the Basis for Universal Coverage 
DATE: July 15, 1994 

If desperate times warrant desperate measures, is there any point in coming back to an 
individual mandate? There is more hope of making it palatable to both sides than anything 
else that's on the table. I believe that we could design the incentives to produce an 
individual mandate with more (voluntary) employer participation than we have now. 

As I understand it, the bi-partisan Centrist group in Senate Finance had moved to an 
individual mandate before things kind of fell apart ... 

cc. 	 Laura Tyson 
Joe Stiglitz 
Ira Magaziner 
Gene Sperling 



AnvANTAGES AND bISADV ANTAGES OF THE STATE FLEXIBILITY APPROACH ,. " \ . . 

ADVANTAGES 
/' 


" 


• 'd~fers states the option to tinite administrative and fiscal responsibility rather than 
, givi~g fisca~ responsibility to the federal government "and administr~tive responsibility'
, " 'I, " 

to the states., I " , '. " ' , 

, ., Allows ,maximum flexibility to tailor state systems-- including,financing -- to 
state circumstances. 

\ , 

'. Provides incentives for states to implement cost containment, and flexibility t~ 

, states hi devising methods to do so. 


DISADVANTAGES 

• The degree, of financial protection for low income persons may vary across statesi1 

.' Encourages state vs. state and state vs~ federal disputes ()Ver the level of initial . 
. . premium targets and maintenance of effort payments, since these affect the amount of 

money each state canreceive for subsidies. \ ' ' 

• Large employers will be strongly opposed to allowing states to pre-empt ERISA 
. and impose state specific requirements on multi-'-state employers. 

, ~ .' ", 

. ~. 

/ 

',.~ ,.. 
.' 

, , 

, ,1 Some states may adopt relatively 'regressive financing systmes: This CQuid be' ' 
"minimized by a requirement ,that the federal govei-:rtmentapporve state' financing" " .. 
arrangements. However, in practice, unless the federal go~ernment engaged in comprehensive 
. reviews of entire state tax systems, the actual protection afforded to low income persons 

. would still, varyacro~s states. 
I'. 
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Q: 

A: : 

Q: 

A: 

SENT By:tntergovernmental Affs: 6-27-94 4:17PM The White House~ 6.7431;# , 

Q: at dDes the Administration think ofSenator Chtijee'l plant 

A: bere is a great deal of activity in the Senate Finance CommIttee right now, and that's very 
encourag' g. I'd like to think we're seeing good-faith efforts to craft a plan that can answer the concerns of 
some me bers, but at the same time meet the Presid;nt's bottomline goal of universal coverage. Senator 
Chllfee ha repeatedly said he's for health care refonn, and he's for universal coverage. His knowledge and 
experlenc has placed him at the center 0 activity in the Finance Committee. He has been a critical to the 
negotiatio s. But if in the end his pian d es not contain universal coverage, it won't be a plan we can 
support. 

Q: ut does his plan achieve unlvl! al coveragt? Ifnot, isn't It close enough? 

A: e Pregident has said time and ime again that his bottom line is guaranteed private insurance for 
every Am rican. The Finance Committe is still working on this .- the proposal that came out last week 
moves us the right direction, but there' work yet to be done. Our bottom line hasn't chilnged. 

y1 Because without universe. coverage it's the middle class that gets hardest hit. We think 
health refi rID has to be about helping mi dIe class working people, not leaving them out in the cold. 

'ltat 14.'111 the Adminsll'iltlon ac epl IlS universal coverage? 91% 9$% . 

e don't think it's useful to get to a numbers game. Universal means universal·· it means 
private insurance for every A eriCan. 

'hat should we be dolllg to 111 ke s.ure Senator Chafee getl the message on universal 

ell, the White House isn't allo ed to suggest that outside groups lobby the Congress. The best I 
taft !la.y is that WhHl makes denlocracy is i ork is' when individual oitizens rise up and tell their elected 
leaders w at they need, what policies wi help make their lives better. That's why I'm so heartened you're 
here in shington today. 



t:. JVI tlAtH.;iU t:.LJ UN I 11.' MAY 4, 1994. 10:00 A.M . 
. ~. 

AN ~ALYSIS OF 

THE MANAGED CO:MPETITION Acr 


'EMBARGOED UNTIL 

MAY 4, 1994, 10:00 A.M. 


\ 

" • J .:; " , 

The Congress of the United States 
,Congressional Budget Office "' : ,-:;' : . 

• ~,.,. ".' • !.~. 

.. .' 



- -

'<: t··-r:: 
t.'EMBARGOED UNTIL 

~. 

I . ~MAY 4, 1994, 10:00 A.M. 

NOTES 

Numbers in the text arid tables of thisrepon may not add to totals because of 

rounding. 


Cover. photo by The Stock. S~. Inc:.lMediChrome.. 


J. 

,·r_.,. 

" ~. 

~. 

Y·: .• 

. . 

.; ;'r~'iU{l~:t)~f;~ i\ p~;,;I':."i,L .... . 

'~:.' ',rh:EMBARGOEL'hUNTIL 
. . - -'" ". ."." -- - -. 



I 

I .'I . • 'Preface 


I, 
. ' 

I 
I 
~ 

'I 
I 

T 
he co, ngressional Budget ~ffice (CBO) has prepared this analysis of the Managed 

Competition Act of 1993 in response to several Congressional requests. The 

report summarizes the main provisions of the proposal. examines how they relate 


to !.he key features necessary to achieve the full potential of the managed competition 

approach. and estimates the proposal's' effects on national health expenditures and the 

federaJ budgeL The report also examines the proposal's impact on the economy and other 
 I 

considerations affecting its design, and implementation . 

i 
Many staff members in sevenU of CBO's divisions contributed to the analysis 

contained in this reporL Paul Van de Water coordinated the analysis and the preparation !. 

of the reporL Linda Bilheimer w~ responsible for the Summary and Chapter S, Paul Van 
de Water for Chapteis I and 3. Leonard Bunnan and Sandra Ouistensen for Chapter 2. 
and Douglas Hamilton for Chapter 4.' , 

In !.he Budget Analysis Divi~ion, under the supervision of C.G. Nuckols. Paul Van 
de Waler, and Charles Seagrave. contributors were Paul Cullinan. Alan Fairbank. Scott 
Harrison. lean Hearne. Lori Housman. Lisa Layma.n. Jeffrey Lemieux. Patrick Purcell. and 
Connie Takata. In the Health and Human Resources Division. under the supervision of i 
Nancy Gordon and Linda Bilheimer. contributors were B.K. Atrostic. Carol Frost. Carla I 

Pedone. Constance Rhind. Mu.tTaly Ross. and Cori UcceJJo •., In the Macroeconomic i 
Analysis Division. under the supervision of Robert Dennis and Douglas Hamilton., ! 
Douglas Elmendorf made important contributions. In the Tax Analysis Division., under l 
the supervision of Rosemary Marcuss. contributors were David Weiner and Roberton I 

Williams. Gail Del BaIzo. CBO's General Counsel, also contributed. ' 

CBO would like to acknowledge the significant contribution of the staff of the Joint 
,Committee on Taxation. particul~ly Bernard Schmitt, Ron Jeremias. Thomas Koerner. 
Pamela Moomau, Michael Udell, Laura Wheeler. and Judy Xanthopoulos. Michael 
O'Grady of the Congressional Research Service also provided invaluable assistance. 

, 
. Paul L. Houts supervised the editing and production of the report. Major portions ! 

were edjted by Paul L. Houts. Sherry Snyder. and Leah Mazade. Jeanne Burke, Sharon i 
Corbin·Jallow. Dorothy Kornegay, and Unda Lewis assisted in the typing. Christian I 
Spoor provided editorial assistance during production. With the assistance of Martina ' 
Wojak·Piotrow, Kathryn Quattrone prepared the study for fmal publication. 

" ,

Robert D. Reischauer 
Director 

April 1994 
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Summary 


be Managed Competition Act of 1993 en
.......,,,,,..., to slow the growth of health care 

_ .~_ and expand access to health insurance 
~.gm4:nulg competitive forces in health care 

.and providing people with better access to 
coverage. It would' restructure health 

markets. provide people with strong in
purchase health insurance prudently, and 

. health insurance for low-income people. 

proposal would make health' insurance 
to. all but would not establish universal 
.. Individuals would not have to obtain 

• they did not choose to do so, and em
;;;;iil'"";,,.......1.A only have to offer-not pay for...:cov

. workers. Even without individual or I 
maJ[J(1aItcs. the number of unirisured people 

significantly under the proposal.' . 

vehicle for reorganizing the health 
~~__..... would be regional health plan 
't't"t1onrv~tiiv,.~ (HPPes). Through them. 

..f':fl,..",n finDs (geoerallYJhose with 100 
mnlloVl~l and individuals with DO attach

-=~O~...&·· force would purchase coverage. 
:would. however, be essen

~~~.~.J.~~·Tbc .aPPC would offer' ~ 
fai(>iCi'oof accountable health plans (AHPs). 

. pro!ide a standard benefit package. 
to meet strict requirements re

H....~ eorollJ~erlt. limits on exclusionS for 

and modified community 


each AHP's premiums to vary only 

. type of enrollment (individual.indi

~~~)~~ individual and one child. and 
family). 

rlIlI1s with more than 100 employees would 
, also have to offer their employees the oppo~ty to 

purchase coverage from an AHP. They could ac
complish this either by. self-insuring-that is, setting 
up their own AHPs-or by purchasing coverage 
from an AHP offered in the non-HPPC marketplace. 
They could not participate in a HPPC. ~owever. 
unless they were located in states thal took advan
tage of the option to raise the maximum size of 
fmns that must participate in a HPPC~ . 

The proposal would make changes ~ the tax 
code, some'of wh,ich would promote more wide
spread insurance coverage while others would dis
courage the purchase of generous policies. Premi
ums paid to AHPs would be tax deductible up to 
the "reference premium"-tbat·is. the premium for 
the lowest-cost plan offen:;d through the HPPC that 
covered at least a specified proportion of eligible 
~Uees. The deduction would encourage people 
to purchase health insurance: under current law. the 
self-employed and people purchasing individual 

. policies generally do not .qualify f()r tax. ~bsidies. 


. Because premiums in excess of. the .ref~ pre- . 

mium would not be deductible, employers would be
, . , 

encouraged to limit their contributions for health 
instirance premiums. and consumers motivated to. 
select lower-cost health plans. . 

UndCr the' proposal. the Medicaid'i"program 
. would end, and a broad system of federal subsidies . 

would enable low-income people to purchase acute 
. Care CQverage from AHPs.States would' assume 

responsibility for the lopg-term care component of 
. Medicaid. with most of them benefiting from the 

.... new. division of responsibilities with the' federal 
government. 
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Subsidies (or premiums and cost sharing would 
be available for everyone with income below 200 
percent of the !lpoverty level. (the only exceptions 
would be Medicare beneficiaries for whom subsidies 
would mirror current Medicaid benefits for dually 

, eligible enrollees and "qualified Medicare beneficia
ries. ") Those at or below I00 percent of the pov
erty level would be fully subsidized for the refer
ence premium; The premium subsidies would be 
phased out between 100 percent and 200 percent of 
the poverty le'vel. By contrast, the subsidies for 
cost sharing would be the same throughout the 
entire income range up to 200 percent of the pov
erty level; no one in this group would have to pay 
more than noniinal cost-sharing amounts. Individu
als with, income below 100 percent of the pdverty 
level would also be eligible to receive a package of 
wraparound benefits-additional benefits that would 
not be, part of the standard benefit package. 

Spending on the subsidies would be limited to 
the amounts genemted by proposed reductions in 
current health care prograrns~ revenue changes, and 
prefunding of retiree health benefits for the Postal 
Service. Low-income participants would not be . 
required to pay more if insufficient funds were 
available to fund the subsidies ful1y; rather. AHPs 

. would have to absorb the shortfalls. 

A new federal agency, the Health Care Stan
dards Commission, would oversee the health: care 


.• system and design the uniform benefit package. It. 

would establish. broad principles and standards, for 


. the system and':would also undertake sUch day-to

daY.activities as'determining eUgi~ility for subsidies 

and registering AHPs. The commission's responsi


,bilities would ~ far-reaching and· would generally 

transcend those,; of state and local governments in 

the health care arena. 


:,Managed, Competition 

. ' ..' The managed c~mp.ctiti,?n approach, .which proVides 
," the basis for this proposal, remains largely untried. 

Advocates of the approach believe it has the poten
.- tial to slow the 'rate of growth of health spending. 

- . but estimates of: the magnitude of such effects are 
'highly speculative. When the Congressional Budget 

Office (CBO) examined this issue in a 1993 study. 
it concluded tCW the capacitY of any particular 
managed competition proposal to control costs 
would depend on the degree to which it included 
the following eight features: 

'0 	 Regional purchasing cooperatives that would 
oversee a restructured health insurance market: 

o 	 Universal access to health insurance with com
munity rating of premiums and liriuted restric
tions on coverage; 

o 	'Universal health insurance coverage; 

o 	 A standard package of' benefits for all health 
plans; 

o 	 Comparative information on the price and the 
quality of all health plans; 

o 	 Health plans with almost no overlap in their 
networks of providers; 

o 	 ,Effedive mechanisms to adjust the premiums 
pi.id to health plans for the health risks of their 
enroflees; and 

o 	 Umits on the amount of health insurance premi
ums that people could shelter from taxes set at 
the cost of the least expensive plan. ' 

'Ibe Managed Competition Act includes all or part 
of seVCD of these fearures. It would not. 'however. 

,require univCtSal coverage. even though the number 
.. of uninsured people would certainly fall. Whether 
-- an effective risk-adjustD1eilt mechanism could be 
. 'develoPed is uncenain.: but thatprobiem besets 

,many health care proposals-not this ,one alone. The 
:;:proposal would also be in· clOser accord with the 

·.·:i1eight conditionS if all of thepopuJation had to pur
.~:: Chase ,health irisurance through HPPCs' and if 

, HPPCs were given more power to· negotiate ~ih 
. health plans. : '". " 

~ .. ;~.~. ,i): . 

. '-'.' " CBO believes that,the proposal _incorporates the . 
keY attributes of managed competition sufficiently 

-- :	Well that-over time-significant ~.~vings would 
result from both the more competitive mar:ket envi~ 
ronment and the enrollment of more people in effec
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tively managed plans. The magnitude of these 
savings, however, remains largely a matter of specu
lation.Presumably, the effect on the growth rate of 
national health expenditures (NHE) would depend 
on the benefits included in the standard package, 
The more comprehensive the package, the larger the 
proportion of NHE that would be under the man
aged competition system and. hence, subject to its 

. cost-reducing incentives. For the purpose of its cost 
estimates, CBO assumed that increasing enrollment 
in effectively managed plans would slow the growth 
in costs of AHPs by 0.6 percentage point per year 
for the first five years. In addition, competitive 
forces would dampen the rate of growth of costs of 
AHPs by increasing amounts over the projection 
period, thereby reducing ;the annual rate of growth . 
by 1 percentage point after 2004. 

Financial Impact of 

the Proposal 


As with other proposals to restructure the health 

care system fundamentally, estimates of the effects 

of this proposal on national he31th expenditures and 

on the federal budget are highly uncertain. In addi

tion to the· lack of evidence about the effects of 

managed competition per se, the proposal leaves 

many important details-such as the standard benefit 

package-unspeCified. . 


In preparing its cost estimates, therefore, CBO 
had to make a number of assumptions about the 
effectiveness of managed competition and the un

. specified dimensions of the proposal. The estimates 
are extremely sensitive to these assumptions, the 
most important of which relate to the standard. bene
fit· package.. In general, a more comprehensive 
benefit package would result in a higher premium, 
which would-in tum-translate into higher budget
.ary costs and national health expenditures. Al
though a more limited benefit package would have a 
lower premium, it would probably ~ve little effect 
on the number .of people with insurance. More 
limited standard benefits would. however, raise the 
after-tax costs of insurance-for people who currently 
have more comprehensive policies, many of whom 
would probably purchase supplementary coverage 
out of after-tax income. As a result. they would 

, 
. I 

probably become more prudent purchasers of health 
insurance. 

Because of the uncertainty rega.rding·~ benefit 
package. CBO estimated the financial effects of the 
proposal under two illustrative alternativeS. The 
flI'St is the comprehensi ve benefit package proposed 
in the Administration's Health Security Act--.The 
~ond is a benefit package costing 20 ~rce~lt less 
than the flI'St; it would have limited hospital cover
a8eand ~uk(not cover prescription drugs, dental 
cale. menw Jiealth, and preventive services. CBO 
~~fonttfICn~g reasons, neithc:r altema
uv~-.1YoUlO oe- feiSil5Ic WIthout further ~ents 
to the propoSil. . . --=---=------ . 


Under the more comprehensive alternative, the 
number of uninsured , <,._ most• ' 

40 percent in 1996 (f m 39 million to 24 million), 
with leSs than 10 percent of the· popu anon, remain
ing uninsured thereafter. National health expendi
tUres would rise above CBO's baseline icitially-. 
reflecting the increase in the number of.~ple with 

. insuranc::e-but would fall below the baseline once 
the effects of managed competition, more enroll
ment in managed· care, and cuts in the ¥edi 
program began to be felt By 2004. NHE would 
$30 billion ·(or about IY.a percent) below ~ base 
line. 

Under this alternative, spending on subsidies 
would far exceed' the funds designated for them; 
between l~, the average annual shon· 
fall would ~f the subsidies for 
premiums for non-Medicare enrollees.__Although the 
ptoposal would uire th lans to absOrb shon·' 
it m su sldies. shonfalls of that rna uJd 
ca~ turmoil in HP~ts. To avoid that 
posSibility, the subsidies would have to ~close to 
or fully funded. Consequently. some other features 
of the proposal would have to change if ODC,wisbed 
to rriiiiltain a comprehensive benefit pacbgco- Pos
sible options include reducing the generosity of the . 

csuos1dies or augmenting the pool of ~avail.: 
.~. lUrid the subsidies by cutting other pro'. . ~ . ~ raising taxes. or allOWlDg the budg;t deficit 

to~ 
I 

Under the less comprehensive benefit package. 
the number of uninsured people would be iabout the 
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same as under the first alternative. As before, na
tional health: expenditures would rise in the early 
years-but by, less than under the comprehensive 
alternative--and then fall below CBO's baseline. 

Even though the premium would be 20 percent 
lower under . the second alternative. the resources 
available under the proposal would be insufficient to 
fund the premium subsidies fully. Rather than cut, 
baCk the already Spanan benefit package further. 
'CBO chose' to modify the proposal's subsidy 
scheme to pennit fuIl funding of the subsidies with
out exceeding the funds available in the subsidy 
pool. For the purposes of this iHustration. CBO 
assumed that ,the cost.~haring subsidies for people 
with income between 100 percent and 200 percent 

dollar under the proposal. In addition. the worker's( 
wage would DC lower than it would be if the em
ployer did not contribute because employers shift 
the costs of such contributions back onto workers 
through reduced cash wages. 

These effects would be particularly pronounced 
for workers. with employment-based insurance and 
income close to the poverty level; they could' earn 
considerably more if their employers 00 longer paid 
for coverage and subsidies would pay for most of 

Ciheir health insurance.· By contrast, higher-income 
workers, who would not be e~igible for· subsidies. 

\V would probably prefer that their employers pay for 
~ '\'I...o...insurance ra~er than pay them higher cash wages in 

. - 9rdcr to avoid the payroll taxes they. would pay on 
, of the povertY level ~ould be dropped. With that CSS~higher wages. 

additional aSsumption, the subsidies would be 
funded in full·or nearly so after 1997. 

" 

Effects of'the Proposal 

on the Economy 


. By ensuring that people could purchase health insur
ance at COOllllunity rates regardless of their health 
status, the proposed restructuring of the health in
surance market would improve certain aspects of 
labor markets. For example. it would assure work
ers who have health insurance througb their jobs, 

...•. that they could continue to obtain coverage if they 
changed jobs 'or left the labor force. Insofar as 

. some workerS ,hesitate to change jobs because. of the 
" possibility of losing their health insUrance. the pr0b

lem of "job 19Ck" would be reduced. Moreover. 
some workers' might choose to fetire early if they 

'. knew they could still obtain health ~ce. 
, , 

The subsidies for premiums and cost sharing 
", would greatly :reduce the number of.people \Vithout 
. coverage and would be very beneficial for low

income workers. But such workers would receive 
". the full benefit' of the proposed subsi?y system only 

if their employerS did not pay for insurance and, 
consequently, ,low-income workers would: have 
incentives to 'Vor~ for employers that did. not pay 
for insurance.' If the employer of a low-wage 

.'. worker contributed some amount toward insurance 
coverage. the subsidy would be reduced dollar for 

'~7 
0 p. A less desirable consequence of the proposed 

system of subsidies· is that it could discourage some 
people with incomes between 100. percent and 200 
percent of the poverty level from working more. 
People with income in the range in which the subsi
dies were phased out would have to pay more for 
health insurance as their income rose. Some work
ers in this income range already face high effective 
marginal tax rates .because of the phaseout of the 
earned income tax credit and the payment of income 
and payroll taxes. The phaseout of the subsidies for· 
premiums would impose an additional margioallevy 
on workers of IS percentage points to 30 percentage 

, points. depending on their family type and the com
prehensiveness of the benefit package. 

Low';income families would also lose valuable 
benefits abruptly if their income rose to the point at 
which they lost eligibility for cost-sharing subsidies. 
(That income level would be 200 percent of poverty 
under the proposal as written. or 100 percent of 
poverty under CBO's second alternative with lim
ited bCnefits.) Since there would be no graduated 
phaseout of those subsidies. a large ·cliff' effect 
would result: below the income cutoff,people 
would have full cost-sharing benefits-worth an 
average of approximately $1,400 for a family of 
four in 1995-and above that inCome level they 
would not have any. A similar ·cliff' would occur 
when people's income reached 100 percent of the 
poverty level and they lost their eligibility for wrap
around benefits. The amount they would lose 
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would depend on the benefits covered by the. stan-· 
dard benefit package-t.be more generous the COver
age .the less would be included in the wraparound 
benefits. Thus, under the comprehensive benefit 
package, the wraparound benefits would be worth 
an average of $600 for a family of four in 1995; 
under ihe less generous a1temati ve, they would be 
worth S2.9CX>. 

The problem of high effective marginal tax rates 
for people affected by the phaseout of subsidies is 
not unique to this proposal. Unfortunately, a1terna~ 
tive solutions-such as reducing subsidies or phasing 
them out over a wider income range-would gener-, 
ate other problems. Smaller subsidies would require 
low-income people to pay a higher percentage of 
their health can: costs; a slower phaseout. would 
increase federal subsidy payments and C3.use work
ers at higher income levels to face disincentives for 
additional WOIL 

How Shortfalls in Payments 
. Would Affect AHPs and 
Insurance Markets 

Certain features of the proposal might produce unin
te~ consequences, lengthen the time needed for 
implementation, or liinit the effectiveness of the 
proposal. Some of those features could be modified 
quite easily. ModifYing others might prove more 
difficulL 

One particularly problematic feature of the 
proposal is the large shortfalls that could face 
AHPs. If the funding designated for subsidies was 
insufficient to pay them in full, the federal govern
ment would reduce the proportion of the premium 

·subsidies it paid and the. AHPs would have to ab
sorb the difference.· They could not requirC low-
income enrollees to pay more. ' 

Shortfalls in premiums paid to health plans 
could also ocCur with full. funding of the federal 
subsidies because the. 'maxim!Jffi federal subsidy 
could not exceed the reference premium for the 
liPPe. Low-income '·enrollees who chose AHPs 
with premiums higher than that amount would have 

to pay only a pOrtion of. the difference; the plans 
would have to absorb the shortfall. Some plans 
might also experience shortfalls in subsidieS for CO$l 

sharing because tJioSe 'payments would nbt be re
lated to the actual use of services by a plan's low
inCOme enrollees. 

To ensure that shortfalls in payments Jould DO( 

disproportionately, affect AHPs enrolling large num
bers of low-income people. the pro~. would 
establish an interplan reconciliation, process, for low
income assistance. The' scheme would require all 
AHPs, including self-insured plans. to participa,te in 
a nationwide system to distribute' shortfal~ in pre
miumsand cost sharing equitably among health 
plans. This procesS would be extremely' compli
cated; its feasibility is doubtful. Yet. without an 
effective mechanism, premiums in the HPPc could 
be highly unstable. ' 

Instability of premiums would be a consequence 
of both the uncertainty plans would face in setting 
premiums and their probable responses ~o shortfalls. 
Although health plans could adapt to some uncer
tainties. as they do. today. the proposed app~ch for 
shifting shortfalls in payments to plans would reo 
quire them· to deal concurrently with many un
known, interdependent variables in determiJling their 
premiums. As a: result. the process would be excep-· 
tionally difficu1L Moreover. there would be 00 

guarantee that the uncertainties would lessen over 
. time. 

i 

AHPs could respond to shortfalls in paYments in 
various ways. But the responses and their impacts 
would generally be greater within HPPCs than out· 
side them because low-income people would consti
tute a much higher proportion of the HPPC popula
tion. In the short term. AHPs might lower pay
ments to providers or reduce the quantity or quality 
of the services they provided. In the longer term
when AMPs bad the opportunity to do,'so-they 
would almost certainly raise their premiu.rqs. Plans 
facing strortg competitive pressures might withdraw 

. I 

from the market altogether. ,
i . 

I 

.Because enrollment in AHPs would be vohin
tary, some people whose premiums were not heavily 
subsidized might· drop their insurance coverage if 
premiums rose significantly. Healthy people who 
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felt the least need for' coverage would be the most· 

likely to withdraw in those circumstances. The loss 
of healthier peOple would cause the average risk 
level of enrollees in the HPPC to rise., placing fw'
ther upward pressure on premipz:ns. AD upward 
spiral of premiums in the HPPC might ~ult 

In the absertce of an effective .distribution, pro
cess, extremely! high shortfalls in payments could 

. rapidly unde~e insurance marlcets.. For example.' 
under the comprehensive benefit package assumed 
in CBO's flI'St·alternative. the shortfall~ in premium 
subsidies would be So large that the HPPC system 
might collapse ~.AHPs tW1 to absorb them. 

Conclusion 

The Managed Competition Act would significantly 
reduce the. number of. people lacking health insur
ance, but-bec4luse key elements of the proPosal are 
unspecified-its .effects on the budget. the CCOD()my, 
and . health insurance markets are uncenain. Al
though several features of the proposal as written 

might impair its effectiveness or prov~ difficult to " 

implement.. the, majority of them could ~ly be 
addressed quite easily through' minor modifications. 

More controversial are' those clcmcots of the 
propOsal that both reflect its underlYing philosophy 
and might also limit its feasibility. For example. 
allowing enrollment in AHPs to' be voluntary and 

. restricting the size of fums that cOuld participate in 
. the HPPC would have the potential to produce 
unstable premiumS-especially if the federal subsi

. dies were not fully funded. Moreover, without 
additional revenues or spending cuts, deficit neutral
ity would be difficult to, reconcile with a compre
hensive benefit. package: and full funding of the 
subSidies. 

Such problems present difficult choices and 

trade-offs. The most immediate question., however, 

concerns the issues that should be resolved now as 

part of the proposal versus those that should be left 

to the Health Care Standards Commission. other 

government agencies, or the Congress to decide in 

the future. 


.~ : .' 
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Chapter One 

Overview of the 

Managed Competition .. Act 


T 
he Managed Competition Act of 1993 seeks 
to slow the growth of health costs and ex
pand health insurancecovetage by adopting 

the managed competition approach to health care , 
fmancing.1 This approach. which was developed by 
a group of expens in bealth policy 'lcno,wn as the 
Jackson Hole Group, emphasizes motivating con
sumers, itisurers, and providers to be more cost
conscious, and it tries to imbue the health care 

• system with the efficiency, flexibility, and innova

tion of competitive mark:ets, without the undesirable 

outcomes of the present system. It leaves much 


" decisiQllmaking decent:ralized. Managed competi
"-lion' alSo pursues expanded access to health insur

ance coverage, partly because that is an objective in 
its own right and partly beause shrinking the pool 
ofunirisured people would enhance the effectiveness 
of other changes designed to contain costs}l 

The Managed Competition Act would regulate 
the health insurance mark:et to make insurance more 
available and affordable, but it would not require 
either employers or individuals to purchase insur
ance. Various incentives would encourage health 
care providers. insurers, and consumers to focus 
more on the cost and quality of care; the govern-

I. H.R. 3m wu inIroduccd by CoD~ Tim Cooper IDd has 
,57 c:u:rrat cospoascn. It. similar ~ bU1, S. 1579. wu iIItro
duccd by Sawcr JoM Bn:au.r. IDd bas dIreoe cospoason. 'For an 
malyds of III arlia' vcnioa 01 the bU1, see "Estinwcs of Health 
C.ve Proposals from tbc 1O'hd CoDpcss..· CDO PIper (July 
1993). 0Iapc.cr $. ." - ' 

• 
2. "'Sec CoDgressioGa1 BUdget Office. MaNJled ~. tIIId lIS ' 

, PDtnlli4J gj RedMce H«JbI& Sp.mJin, (May 1993). 

ment, though. would not limit insurance premiums, 
, . 

reimbursement rates, or total spending fo~ health. 

, , I 

The proposal would create a system of man
, aged competition consisting of a federal Health Care 
Standards Commission, regional health plan pur
chasing cooperatives (HPPCs), and a large nenber 
of accountable, health plans (AHPs). It w~ld repeal 
Medicaid and establish a new federal program that 
would help low-income people purchase health 
insurance coverage from an accountable health plan. 
Other provisions are designed to improve access to 
health care in rural and other underserved areas, 
expand preventive health programs. establish uni
form standards for malpractice claims. and simplify 
the administration of health insurance, For the most 
part. the system of managed competition created by 
the proposal would not affect the Medicare program 
or private medigap health insurance policies. 

I 

Managed Competition, 

Managed competition is intended' to: encourage 
health insurers and health care providers: to compete • 
by offering high-quality, low-cost care:and not by 
risk selecting-that is. by attempting tol cover only 
the healthiest individuals.· Under the .proposal. a 
Health Care Standards Commission would oversee 
the health insurance market and establish astandard ' ' 
benefit package and other· criteria for accountable " 
health plans. Olanges in the tax code would 
strongly encourage the use of accoun~le health ,'. 
plans.' Regional health plan ,purchasing cooperatives" ' 
would allow individuals and small groups to pur-
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chase health insurance on much the same tenns' as 
large groups. F/J1l1S, ould be required to offer 
health insurance to the' employees but would not 
be requ~ to pay for iL People eligible for Medi
care would continue to receive health l:>enefits 
through that program and would not panicipate in 
accountable health plans. 

V\\~ lOO?; 

Health Care Standards Commission 
: ' "\ . 

A new federal Health Care Standards COmInission 
would be. created to oversee the system of managed 
compeuu,on. The. commission would specify a 
unifonn ; Set of health insurance benefits. and the 
commission' s recommenda,tions would go into effect 
unless overtUrned by a joint resolution of the Con
gress. These recommendations would supersede 
state laws requiring insurers to cover specific health 
care serVices. The commission would establish 
unifonn cost-sharing requirements for all health 
plans. but no cost sharing would be allowed for 
clinical preventive health services. The commission 
would set these cost-sharing requirements to ensure 
that the use of health care services by the currently 
insured would not increase. It would also establish 
standardS for reporting prices. health outcomes. and ' 
measures of consumer satisfaction. Plans that met 
thecom:mission's standards would be registered as 
accountable health plans. 

The, commission would also playa substantial 
role in; the ongoing operation of the health' care 
system. It would detennine the eligibility of low
income families for subsidies, distribute subsidies to 

health plans on behalf of eligible families. ensure 
that any shortfalls in subsidies for premiums were 

, ,,- shared equitably among AHPs, set up a methodol
ogy for: allocating risks among health plans within 
each ~PC.'coordinate the payment of premiums to 
health plans when employees resided outside their 

" employer's HPPC area. provide for the auditing of 
health plans, monitor the reinsurance market for 
health plans, ensure that enrOllees were protected 

,,' against the pote~tial insolvency of their health plan, 
establish standards for a national health data system. 
and condU&t various analyses of health care expen
dituresand use. 'By 1991, the, commission would 

, also submit to the Congress recommendations for 
achieving universal health insurance coverage, in-

eluding one regarding an individual mandate 
purchase health insurance., , 

Accountable Health Plans 

Accountable health plans would provide hea: 
coverage in a variety of ways. Some, such 
health maintenance organizations, might offer hea: 
insurance and health care as a single product. 01 
ers might provide indemnity insurance benefi 
AHPs would be of two types-closed and ope 

. Closed plans generally would be limited to emplc 
ees of finns employing more than 100 people, p 
ticipants in plans established under a collecti 
bargaining agreement prior to September 1993, a 
students enrolled in a university or college. Clm 
plans would be required to offer health insurance 
all members of the relevant group and would not 
offered through a health plan purchasing coope 

,tive. Open plans would be required to accept 
eligible applicants and would be available 0' 

through aHPPC. 

~ 
AHPs ,would be prohibited fro basing prel 

ums on a person's health status or previous clai 
but could differentiate amon~I!ii1r81~~~~ 
The Health Care Standards Commission wo 
establish premium classes based on type of eor 
ment and age. The proposal provides for four ty 
of enrollment-individual, individual and SPOl 

individual and one child, and' individual and fam 
the age groups would be established by the comr. 
sion. In general. each open AHP would establi! 
standard premium for its plan . in each HPPC 

. which it was offered. The premium charged 
'each class would equal the standard premium ml 
plied by a premium class factor, which the corm 
sion would determine. Oosed AHPs would ; 
establish a standard premium, but they could t 
premiums only on type of enrollment and C( 

disregard the adjustment for age. Oosed A 
would also be allowed, butnot required, to estat 
common premiums for two or more HPPC area: 

,An accountable. health plan could offer il 
benefits than the standard package, but these il 

. would have to be offered and priced separately j 
the unifonn benefit package. ,No AHP or c 

. insurer could offer benefits that duplicated tho~ 
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the standard package or reduce cost sharing below 
the uniform amounts established by the commi~sion. 

Accountable health plans would face ext~nsive 
requirements for reporting information~ which would 
have to be collected and transmined to the Health 
Care Standards Coriunission or the local HPPC in 
standardized formats. PlanS would have to provide 
infonnation on their preventive health activities, 
outcomes of treaunents, and consumer satisfaction. 
Moreover. plans would be wed for failing tocom
ply with tl)ese requirements and would be prohibited \ 

,from paying providers who failed to report the 
required information. AHPs would also have to pay 
several taJtes and assessments, including taJtes on 
premiums to finance graduate medical education and 
assessme~ts to equalize the burden of any sh~rtfalls 
in subsidies for premiums for low-income families. 

All open AHPsthat are health maintenance 
organizati~ns (HMOs) would have to become Medi
care risk C7ontractors--that is. if Medicare beneficia~ 
ries chose to enroll, the plans would have to provide 
services for a predetennined periodic payment from 
Medicare and would not be reimbursed separately 
for each service provided. All other AHPs (includ
ing closed plans) would be required to make com
pensating payments if the Health Care Standards 

'Commission found that" Medicare risk contracting 
put open HMO plans at a disadvantage. 

Changes in the taJt code would strongly encour
age the use of accountable health pians. The pro

. posal would limit the tax deductibility of health 
insurance spending to the "reference premium rate." 
which .is the lowest premium for the individual's 
premium class charged by an open AHP enrolling a 
Significant percentage of eligible individuals in the 
local HPPC. A 3S percent excise taJt would, be 
imposed on employers' payments for health insur
ance or a self-.insured plan above the reference 
premium. as well as on all payments to plans that 
were not AHPS.' Individuals (both employed and 
self-employed) could take an income taJt deduction 

3. 	 H.R. 3222 and S. 1S79'woold set the excise tu OLe al 34 percent.. 
the top tu OLe on eorpome income in efred when the bills wen: 
dnftcd. The sponson haye told CBO that they inll:nd the excise 
tu OLe to cqu.aJ the' CUITtIIl top corporate tu nIC. which was 
noised to 35 pmxnl in the Omnibus Budget Reconc;iliation Act of 
1993. . 	 . , 

for premiums paid to an accountable hehlth plan. 
but the individual and the employer could together 
deduct no more th'Vl..the reference premium. Unlike 

. the present deduction for medical expenses. the pro
posed deduction for premiums would be available to 
all individual taxpayers. even if they did not itemize 
their deductions or their medical expenses did not 
exceed 7.5 percent of adjusted gross inco~e. 

Health Plan Purchasing Coopetatives 

Each state would set 'up health plan purchasing co
operatives through which individuals and small 
businesses would have access to health. insUrance 
coverage. Except for those individuals working for 
businesses with more than 100 employees. everyone 
would generally be required to purch~ their ac
countable health plan through the HPPC to receive a 
taJt deduction. States would have the flexibility to 

'1 make larger firms participate in the HPPC, as long 
~':).as no more than half of the employees in the state 

would be eligible to purchase insurance through 
HPPCs. Each HPPC would cover an exclusive geo
graphic area-an entire state, a portion ofa state, or 
an interstate region. Once a year, a HPPC would 
offer each eligible individual the option of enrolling 
in anyone of the open AHPs available in its area. ' 
This open enrollment period would have to last at 
least 30 days. During this period. the H:PPC would 
provide standard.i.zed infonnation on each open plan. 
including data on price. quality of care, and con
sumer satisfaction. The HPPC could 2;lso' collect 
and disseminate information on the qual~ty of care 
provided by closed AHPs in its area; if the HPPC 
did not do so. the Health care Standards COmmis
sion would perform this"tasL " ! 

The HPPC' would collect alI prerruums from. 
individual purchasers and small. businesses and 
distribute them to the open AHPs~· Small busmesses 
would have to' enter into' an a.8rCCment with the , 
local HPPC. furnish the appropriate HPPC with the 
name and address of each employee. and provide 
for the payroll deduction of an individual's pre-' 
mium; employers would not be required to enroll 
their employees in a plan or contribute I to the cost 
of coverage. Using a procedure to be established by 
the Health Care Standards Commission. the HPPC 
would pay relatively more to open AHPs that en-
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rolled high~risk individuals and less to AHPs with 
low-risk enrollees. The proposal provides for no 
adjustment of risks among HPPCs or' between open 
and closed· AHPs. The expenses of the HPPC 
would be fmanced by a surcharge on premiums for 
insurance bOught through the HPPC .. HPPCs would 
be prohibited from any actions that affected. premi
ums the reimbursement of providers. or the perf or. . 
mance of AHPs. 

Like small fums. large fums (in general. those 
with more:than 100 employees) would be req~i~ 
to provide an accountable h~th plan in which their 
employees ,could enroll and to provide for the pay
roll deduction of premiums. Unlike small busi~ 
nesseSj large fJ.l'nls could not offer a plan through 
the local HPPC. but rather would have to contract 
directly with' a plan offered' outside the HPPC or 

. establish a self-insured plan.. Insurers offering 
AHPs in the non-HPPC marketplace would not be 
required to charge large fmns the same rate charged 
enrollees in the HPPC or the same rate charged 
. employees of other large fInns. Thus. the cost of 
the least expensive AHP available to a' large fInn 
might exceed the reference premium. In such situa
tions. employers would be'required to contribute to 
their emplpyees' coverage. They would have to pay 
the difference between the lowest available premium 
and the ~ference premium to ensure that their em- . 
ployees could obtain coverage at no more than the 
reference ..rate. 

BeCause people would always have access to 
health insurance coverage, either through the local 
HPPC or :their employer, the proposal would repeal 

. the ~ed COBRA requirement for continuation 
coverage. Currently,. the Consolidated Omni~us 
Budget ~econciliation Ac:t of 1985 (COBRA)re
quires that employers providing health insurance 
and with~O or more employees mu'st allow partici
pants and other benefIciaries to purchase continuing 
coverage: foral least 18 months after coverage 
would otherwise cease-for example. because of job 
loss, death, or divorce. . 

Assistance to Low
Inco~e People 

, 
The Mariaged Competition Act would repeal Medic
aid and' establish a new program to assist many .../ 

more low-income people with the costs of he:a1tb 
care. 'The f~~ra1 government would provide subsi
dies .for health insurance premiums. cost-sharing re
quirements, and certain benefIts conunonly covered 
under Medicaid that were not part of the standard 
benefit package~ Medicare beneficiaries would be 
eligible for s,imilar subsidies. TIle Health Care 
Standards Commission would be responsible fOI 
taking applications for low-income assistance, veri· 
fying the infonnation provided, computing the 
amount of assistance. and distributing subsidies te 
health plans on behalf of eligible families. The 
subsidies and other budgetary costs would be fi 
naticed by repealing Medicaid. limiting the deduct 
ibility of health insUrance expenses for employen 
reducing certain payments under Medicare. an! 
making other changes in taxes and spending. 

. Subsidies for Premiums 
and Cost Sharing 

For people not eligible for Medicare, the subsidy ( 
their premium would be based on the referenc 
premium--the premium for the least expensive AH 
enrolling a significant number of people in tl 
HPPC. In general. those with adjusted gross' U 
come up to 100 percent of. the poverty level (ClJ 
justed for the state's cost of living) would be elif 
ble for a federal subsidy equal to the refereJll 
premium. The subsidy would be phased out f 
people with incomes between 100 percent and 21 
percent of the state.;adjusted poverty level. Reci 
ients of Aid to Families with Dependent Children 
Supplemental Security Income would be deemed 
be poor for the purpose of computing subsidies. 
employer's payments for health insurance on beh 
of an individual would reduce the amOUnt of 1 

federal subsidy dollar for dollar. Medicare bene 
ciaries with income below 120 percent of the p< 
eriy level would receive a full subsidy of their p 
mium for Medicare's Supplementary Medical Ins 
ance-currently $493 a year. 

Low-income people who chose to enroU 
AHPs charging more than the reference premi 

would receive a reduction in their premi~ but! 
reduction would be absorbed by other participant: 


.' the plan and not financed by the government. F 

pie with incomes up to 110 percent of poVt 

would pay 'only 10 percent of the difference . 

tween their plan's premium and the reference I 
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This 'reduction in premiums would be 
"out for' people with incomes between 110 
and 200 percent of poverty. 

non-Medicare enrol~ees with income below 
:Derc:e:Ol of the poverty level would be required 
, " only nominal cost-sharing a:nounts. as cur

'defined for the Medicaid program. He.a.lth 
would be reimbursed by the federal govern

'(or these cost-sharing subsidies based on the 
and type of low-income people in the plan. 

, the amount of services they used. Medicare, 
with income below 100 percent of 

would' be exempt from all cost-sharing 
In this casCo Medicare would pay 

the full amount allowed. and the Hospital 
Trust Fund would receive an appropria

'pay for. the subsidies. ' 

individuals with family income below 100 
•of poverty, a Wraparound benefit would 

ceriain items commonly covered under Med
including prescription drugs. eyeglasses. and 

aids. Specifically excluded would be long
, services and services included 'in the 
benefit package. Because prescription 

most likely be covered in the starl(iard 
pac:nge, the prescription drug coverage in 

'-_)~v of wraparound benefits would primarily 
Medicare beneficiaries. 

, 
would no longer be responsible for cover
care for the fonner Medicaid population. 

"""'..........;.1 however, assume full responsibility for 
,care~ This trade would provide substan
relief to most states. Moreover, states in 

!!!!I~~'...,':-,' federal spending on long-term care 
's~te's share of Medicaid would receive' 

1fII~.·e&:ral financial assistance, which,would 
'over four years. 

in taxes and spending would fl
: assistance to low-income ~ple. the 
deductibilit~ of health insurance premiums 

:eulIDlc.ve.l~S and 'the 'self-employed. and other 
associated with program expansions. 

The proposal would cap the deductibility of health 
insurance expenses for employers. reduce Payments 
to providers under Medicare, phase out Medicare's 
disproponionate sh1re payments to hospitals, in
aease Medicare premiums for upper:-income benefi
ciaries, require the Postal Service to prefund its 
retiree health benefits, and repeal M¢icaid. 

The proposal is intended to produce no increase 
in the federal budget deficiL If Ute saYings fell 
short of covering the new federal costs, the proposal 
would scale back: the amount of premium ~sistance 

'provided to low-income people not eligible for 
Medicare. U ndec those circumstances, AHPs could 

, not increase the premiums charged lo.;v-income 
people but would have to absorb the shortfall in 
federal payn;lents by increasing premiums,! reducing 
payments to providers, or other means. , Alterna
tively, the He3Jth Care Standards Commis~ion could 
tailor the standard benefit package to fit the avail
able funding" additional spending cuts lcould be 
made, or additional revenues provided. 

To ensure that AHPs enrolling large numbers of 
lQw-income people were not dispro¢.rtionately 
burdened by any shortfall in federal subsidies of 
premiums, the Health Care Standards Co~ssion 

, would' establish ~ system to ensure ,the :equitable 
distributio~ of the shortfall among health plans. 
This same reconciliation process would also be used 
to equalize reductions in premiwns and cost sharing. 

Other Provisions 

The proposal also contains proVlS10ns tflating to 
health care services in underserved areas; graduate 
medical education, preventive health serviCes, medi
cal malpractice. and. administrative simplification. 

The proposal would improve access. to health 
care in rural and other underserved areas ,by allow- .' 
ing HPPCs to require AHPs in the HPPC to serve , 
such areas, promoting the development o( AHPs in',' ,': 
rural areas, authorizing additional funds for migrant 
and community health centers, and establishing a' 
new system of Medicare payments for niraI emer-' 

'gency access care hospitals. ' 
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Title m of the bill would alter the system "of 
federal funding for ~edical education. It would 
establish a iNational Medical Education Fund, to be . 
fmanced by a levy of 1 percent on the premiums of 
aU AHPsand by payments from Medicare. The 

· Health" Care Standards Commission woul<! approve 
programs for training medical residents and would 
pay each approved prograIn out of the fund. The 

· current medical education payments under Medicare 
", would be~pealed. The proposal would also in

"crease funding for training midlevel practitioners.. , 
the National Health Service Corps, and area health 
education centers. 

Title IV wquld expand preventive health ser- . 
vices. It would increase authorizations for several 

· public health programs, including immunization 
against vac;:cine-preventable diseases, prevention of 
lead poisOning. prevention of breast and cervical 
cancer, health information and heal,th promotion. 
and the PrCventive Health Services Block .GranL It 
would als-;> expand Medicare to cover sc~ning for 
colon and: breast cancer, vaccination against influ· 

, 
H 

.,~ .' .' . 

• ". . ." "'k' 
enza and tetanus~phtheria. and well~ld carCf~ 
disabled chi1~n eligible' for Medi~ The.addi 
tional preventive services provided under Medicaii 
would be financed by an increase in the premiun 
paid by Medicare beneficiaries for Supplementar: 
Medical Insurance. 

Title V would establish unifonnfederal star' 
dards for malpractice claims, including Umitin 
claims for noneconomic damages and reducing Ion 
statutes of limitations. It would also . authori2 
grailts to states to develop systems of resolvip 
malpractice disputes ?ther than through coun pn 
ceedings and to develop medical practice guideline 

Title VI would attempt to reduce the administr. 
tive costs of health insurance. Initially. the Heal" 
Care Standards Commission would establish gOa 
for standardizing Claims forms and electronic tran 
mission of data. If" the goals were not met. tl 
commission would set standards and tequiremer. 
for health plans. 

,
" . 

. .:: .' 

." 

. - ~:. 
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, Chapter Two 

The Proposal's Adherence to the Key Features 

.of the Managed· Competition Approach' 


. 	 ! 

T 
he managed competition approach see~ to 
improve access to health insurance and to 
restrain the growth of health care costS by 

making consumers, insurers, and providers more 
conscious of cost. Such an approach would create 
purchasing cooperatives to improve access to afford
able insurance for individuals and small groups. It 
would also increase insurers' incentives to compete 
on the basis of price and quality instead of by 
avoiding high-risk enrollees. The extent to which 
any managed competition proposal could achieve 
the full potential of this approach depends. in large 
measure, on the degree to which the proposal incor
poratesthe following eight key features. I 

o 	 Regional health plan purchasing cooperatives 
(HPPCs) would oversee a restructured insurance 
market. with the objective of fostering competi
tion among insurers on the· basis of price. and 
quality instead of by seeking to exclude high
risk enrollees. 

o 	 Access to insurance would be universal and on 
an essentially equal basis, accomplished by 
open-enrollment periods, community-rated pre
miums. <!Jld limited restrictions on coverage, to 
avoid current insurance practices that have made 
insurance unavailable to many individuals and 
small groups. (Under community rati'ng, premi
ums vary only by type of enrollment and some
times by the age or sex of the enrollee.) 

.."'.,' 

• 
. ,. " I. . 1bes.e featlllCS wen: identified and diSClWed in grutcr deWl in 

" Congressional Budget Office. MQMI~d C~/i/jOtl GIld Its Po
. ~~IIIi4J 10 R~m.u H~tl/I" S~ruijfl& (May 1993). ' ,. 

"':'," 

o 	 Insurance coverage would.be ~niversal,: to avoid 
the shifting of costs for the uninsUred to insured' 

I, 
groups. 

o 	 All plans would offer a standard benefit pack
age. to minimize nonprice differences so that 
consumers could more easily compare plans 
based on price. 

o 	 The HPPCs would provide comparable informa
tion on both price and the quality of ~ under 
each health plan, to facilitate competition based 
on those two factors. 

o 	 Health plans would have substantially' ronover
lapping networks of affiliated pro'1ders, to. 
facilitate each plan's abUity to induce providers 
to adopt more cost-effective practice patterns. 

I 

o 	 Payments from HPPCs to health plans would be 
adjusted for risk (while maintaining community

. rated premiums for enrollees). to reduce plans' 
incentives to seek lower-cost enrollees rather 
than lower-cost means of providing high-quality· 

, care. 

o 	 .The amount of tax-sheltered health ~urance· 
premiums would be . limited to the, level of the' 
least expenSive plan offered through the HPPC 
in each region. to ma1ce consumers rOOfC con
scious of costs. 

.":,,': nus chapter discusses the, extent; to' ~hicb the ' .." 
' ..• ·.· .. M~aged .Competition Act incorporates: each of.' 

. . these. key features. In brief, the proposal lacks one 
(tile assurance of universal coverage). but if has pan 
or' all of the other seven. The chapter ~oncludes 
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, . 
with a description of the Congressional Budget 
Office's (taO's) assumptions rega.t:ding the degree 
to which the growth of health care costs would be 
restrained:hy the managed competition features of 
the proposa1. \ 

For the most part, the ,discussion in this chapter 
assumes that the standard benefit package 'would be ' 
comprehellSive, covering most health care, needs. If. 
instead, the standard package was so limited, that 
many ~ple purchased supplementary insurance. 
then a substantial portion of health care spending 
would 'take place outside the system of managed 
competition. Consequently, the effects of manage.d 
competitiqn would also be limited, and many of the 
problems ,:e.vident in the insurance market now 
would be present in the market for supplementary 
insurance: ' " ' , ' 

Regional Health Plan 

Purch,asing Cooperatives 


Conceptually, regional health plan purchasing coop
, eratives ate a key element to the success of man-

I 

aged competition. HPPCs are intended to integrate 
the market for health insurance sold to individuals 
and smalfemployers, which is currently segmented 
by, risk. ;, By organizing the demand side of the 
market and enforcing open access to health insur
ance, the :HPPC 'wouid create countervailing power 
for purchasers, in their relationships with insurers. 
In addition, the HPPC would restructure competition' 
within in~urance markets by providing clearer infor-

Under this proposal. however. the role of 11 
HPPC would be more limited than might be necc 
sary to achieve fully the objectives of manage 
competition. A significant proportion of the inson: 
population in each state would be outside tl 
authority of the HPPC because large employe 
could not obtain insurance through it The propos 
defInes a large employer as one with more than 1 ( 
employees. but it would allow states to raise th 
threshold as long as no more than half of all eli 
ployees in me state would then be eligible to obta: 
insurance rhrough a HPPC. Because the HPPC 
pool of insured people would exclude those in pial 
offered by large employers, it would be smaller at 

higher in risk than a pool that included all AHPs : 
the region. 

Even for HPPC-sponsored hea1th plans, tl 
HPPC would not be permitted to bargain or othe 
wise influence plans' premiums or the rates paid i 
providers. In addition, the HPPC would have r 
authority to approve or disapprove health pIal 
seeking to offer insurance in the region--:-this autho 
ity would reside, instead. in the new federal Heal: 

,Care Standards Commission. 

Universal-Access to 
Insurance 

The proposal would ensure universal access : 
health insurance" and it would provide subsidies : 
low-income people to help them pay ,the costs i 

that insurance. All HPPC-sponsored AHPs woO: 
::/' ,'." mation about the differences among insurers' net-,luive to hold open-enrollment periods and.chall 

,.:;works of providers, reducing incentives for insurers 
to engage in non price competition based on enroll
ing low-risk members, and increasing incentives for 

·'·~:~.:insurers' to feduce' premiums by; delivering high
",,~ qualitycak to their' enrollees in more cost-effective 

ways. " 

The proposal would establish a single HPPC in 
I .; • 

each region to coordinate all offerings by account
,', :,: able health'planS '(AHPs) to j.ndividuals and small 
.',--:., 'employerS. "The HPPC would provide infomiation, 

--',' i:- on each plan's price and quality ofeate: it would 
"~~ ': ?,~ also coll~t premiums from enrollees and make risk
~>, '-:!~h adjusted payments to the plans. 

", community-rated preniiums. , Jllans~uld not del 
. coverage on the basis, of health status. and the 

.. ' .,; could restrict coverage for Preexisting, conditiol 
"';~;::only for the fIrst,six monthsofa,oew policy. 

- - 'l..- '. ~ .'. ~~ -•• ~ 

,The proposal would, not". however,guaraltll ' 
universal coverage. In the absence ofa requi.reine 
for such coverage, people who anticipated relative 
high· cOsts for health care ,would- be more likely 
purchase insurance than people who eXpeCted rei 
tively low costs. With a portion of the. populati( 

;,.;~ remaining uninsured. per capita insurance costS ~ 
the- insured population would' be 'higher, compan 
with uni'versal cov'erage, for two"reasons. firSt. tl 
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average level of risk among those who purchased 
coverage would be higher than the. level among 
those who did Ilot Second, when unmsured people 
required care, providers would probably shift any 
uncompensated costs for thai care to the insured 
population through higher charg~s that would be 
reflected in higher insurance prerruums. 

Standard Benefit Packages 

and Comparative 

Information 


In addition to the tax cap discussed in a laler sec
tion. two other features of the proposal would en
courage price consciousness in health insurance and 
health care markets. First, all AHPs (both the open 
plans offered through the HPPC and' the closed 
plans offered by large employers) would have to 
offer a standard benefit package. which would facil
itate meaningful price comparisons. among plans, 
because the product would be uniform. Second, the 
HPPC would be required to compile comparable 
infonnation--not only about price. but also about 
quality of care-fo~all its AHPs to help ~purchasers 
balance quality against costs. when choosmg a plan. 

Both open and closed AHPs would have to meet 
similar requirements with regard to the standard 
benefit package, which would include a standard 

, cost-sharing requirement. The proposal's provision 
for a standard benefit package would override cur
rent laws in some states that require insurers to. 
cover specific services~ 

Plans could offer benefits beyond the s,tandard' 
package subject to two conditions: the extra bene
fits could not reduce 'cost-sharing requirements on 
the standard benefits, and the extra benefits would 
have to be offefed and priced separately from the 
standard package. Anyone eligible to purchase 
insurance through the HPPC could purchase an open . 
AHP's supplemental policy, whether or not they 

purchased that plan's standard policy. The latter 

condition would help to, ensure that insurers' supple

. mental benefits would not become a means ,for their 

achieving favorable risk selection in their standard 

health plans. 

Nonbverlapping' Netwo~~ 
of Providers 

To realize fully the potential savings from .managed 
competition, insurers would have to compete vigor
ously with respect to price and quality. of care. 
Effective competition would probably require that 
insurers have nonoverlapping networks of providers. 
If, instead. most providers were afflliated ,with sev
eral insurance networks, price differences among the 
plans would mostly reflect differences in ,discounts 
that the plans had negotiated. Providers' incentives 
to adopt the cost-effective patterns of !treatment 
encouraged by anyone of the networks they served 
would be weakened in direct proportion to the per
centage of their patients whose insurers wc;:re associ
ated with other networks. 

The proposal would override laws ~t in some 
states require managed care plans to enroll all pro
viders in the service area who wish to: serve the 
plan's membership; Thus, the proposai would per
mit insurets to fonn nonoveriapping networks of 
affiliated providers, but to what exte~t in.surers 
would actually do so is unclear. Competitive pres
sures might be sufficient to induce insurers to de
. velop such networks, but the incentives would be 
even stronger if insurers were held accountable' for 
the quality of care provided under their plans. 

Effective accountability for the quality of care 
provided under their health. plans would substan
tially change the incentives insurers no~ face. It 
would encourage much closer scrutiny 'of the pro
viders they enrolled and closer involve~ent in the 
day-to-daY practice of those providers. 'A degree of 
accountability would be achieved through the disci
pline of a market in which consumers were well in
fonned about differences in the quality of care 
provided thrOugh each network; under the proposal 
the HPPC would provide such infonnation to indi
vidual consumers and small employerS. AnOther, 
morc certain way to achieve accountability. would 
be to hold insurers liable. along with their affiliated 
providers, under current standards for :maJpractice, 
but the proposal has no· such provision . 

I 
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premiums to the cost of the least expensive pI. 

Risk-Adjusted. Payments available ao-.each enrollee. Because the additiOD 
cost of purchasing a more expensive plan would n 

to Health Plans be subsidized through the tax system, consume 

In any system that required open enrollment with 
community-rated premiums but that had no mecha
nism to neutralize the financial effects of risk selec
tionthe 'main factor detennining profitability for 
ins~rswould be how successfully they could 
attract relatively healthy enrollees. Under the man· 
aged competition approach. even if the benefi~ pack
age was Uniform and enrollment in plans was con
trolled by the HPPCs. plans might nevertheless find 
ways to achieve favorable risk selection. For exam
ple•. plans might target their marketing to more . 
active (anld presumably healthier) people, or they 
might limit the number of affiliated physicians in· 
strategic specialties. Plans with limited access to 

.. cardiologl~ts, for instance, would be unlikely to 
attract nuiny people with heart disease.1 Without 
compensating payments, plans that enrolled a rela
tively large proportion of high-cost members might 
be unable to compete because of the characteristics 
of their membership, even if they provided care 
very efficiently. 

In principle, the proposal would establish a 
system of payments to compensate plans for differ
ences in risk, but no accurate mechanism currently 
exists to calculate such payments. Also unclear is 
how quickly risk-adjustment mechanisms could be 
developed or how accurate they would have to be to 
eliminate incentives for plans to compete based on 
risk selection rather than price and quality. What is 
certain is that without a mechanism that was -good 
.enough:effi~ient plans would not necessarily be 
rewarded appropriately. . 

LimitS on the Amount 
of Ta~·Sheltered 
Insurance Premiums 

I ~ 

One of the key elements of managed competition is 
limiting the amount of tax-sheltered health insurance 

• 

2. 	 Soc J.P. Newhouse. ·Patient.s at Rid:: Health Reronn and Risk 
AdjustmeQ~· H~alth Alfain. vol. 13. no. 1 (Spring (I) 19(4). 

would be more conscious of the cost of heal 
insurance. This awareness, in tum, would make i 
surers more conscious of the costs they incurred 
provide benefits. 

Under the proposal, only premiums for pIa 
that met the requirements established by the Heal 
Care Standards Commission-accountable heal 
plans--would be deductible, and for these plans t: 
tax preference would be limited. The propo! 
would cap the currently unlimited tax subsidy f 

. employment-based health insurance by imposing. 
excise· tax on employers' contributions that we 
above the premium for the lowest-cost plan in t 
HPPC--the reference premium. (If a.'1 emplo)' 
contributed less than the amount of the referen 
premium, the difference between the reference pI 
mium-or the actual premium. if less-and t 
employer's contribution could be deducted frc' 
taxable income by the worker:) The proposal WOIJ 
also allow self-employed people and individl 
enrollees to deduct premium' payments, up to t 

amount' of the reference premium, from their i 
come. That provision would expand the tax subsi! 
for these people because most' premiums paid 1 
individuals do not qualify for tax subsidies uno 
current law.3 

The Effect' of the Current 

Unlimited Tax Subsidy on 

Spending for Health Care 


Health care costs are high in part because hea] 
insurance premiums are subsidized through the t 
code. Employers' contributions toward the cost 
employees' health insurance are not taxable COl 

pensation. Unlike cash wages. they are not subje 
to 'income or Social Security payroll taxes .. A5 
result. saving a dollar's worth 'of employment-bas 

. . 3. For self-employed people and other individual ~ im . 
.&I'ICIi: pmniwns up 10 lbe cap would bC: I deductible Cltpe.ase 
ioc:ome WI. purposes but noc (or c.ak:ulating IWNity UDder 
Social SccvriIY payroll WI.. . 
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health insurance gains the typical employee in 1994 
only 74 cents in take-home pay.' 

The tax subsidy for employment-based health 
insurance has encouraged employers to sponsor 
health insurance coverage for' their employees. 
About 75 percent of workers and their families are 
covered by such insurance: But the subsidy has 
also discour:aged workers and employers from seek
ing less expensive forms of health insurance be
cause the tax subsidy is unlimited. Because the 
subsidy is more valuable for comprehensive heahh \ 
insurance with few controls on costs than for more 

. economical health insurance coverage. employers 

exert less pressure on insurers to control costs than 

they otherwise would. ' 


The subsidy adds to health spending in two 
ways. Fmt. people tend to buy more of anything, 
including insurance, when its price is reduced. 
Second. ~e additional spending on insurance indi
rectly translates into additional spending on health 
care. People with health insurance pay little or 
none of the cost of care when they get sick; instead. 
insurance pays the cost for them. As a result. they 
and their d~tors have little incentive to pay atten

. tion to the costs of diagnostic and U'eaunent options. 

The Effect of the Tax Cap 

in the Proposal, 


Limiting the tax subsidy by imposing a. tax c,a,p of 
some' form would' encOurage employees and em
ployers to choose more, cost-effective health insur- , 
ance. One type of cap would require employees to 
include in their taxable income the portion of their 
employer's payments for health insurance premiums 
that exceeds the cost of the lowest-cosi plan avail
able to theme-the cap amounl Another option 
would prohibit employers from claiming as a busi
ness income tax deduction any' health insurance 
payments in excess of the cap amount. A third op
tion, which is the approach taken in the proposal. 
would apply an excise tax to employers' contribu

. ' 
4. Sec Congressional Budget OffIOe. 1M Ta;c TretllrfU'N 0/ Emplo:... 

IIVrtt·84Jed HeDltlt lrullroru::e (Marth 1994). 

tions in excess of the cap. (Like other excise taxes, 
the 35 percent excise tax in this proposal would be 
a deductible business expense.) 

Effect OD Employers'. Contributions for Health , 
Insurance. Under.the proposed tax cap, an em
ployer that contributed more than the amount of the 
reference premium would have to pay a 35 percent 

. excise tax' on the excess contribution. That tax 
would be passed on to employees in the; form of 
lower cash wages. Thus, employees would ulti
mately pay the tax even if the employer :chose to 
contribute more than the cap amount. If; instead. I 

the employer limited its contribution to th6 amount 
of the cap. employees could select a more ixpensive 
plan, but they would pay the additional crist out of 
after-tax, rather than pretax, income. In other 
words, if the excise tax caused employers to limit 
their contributions to the reference premium, the tax 

, would have the same effect as a limit on the amount 
of health insurance premiums that could be ex
cluded from employees' taxable income. ' 

The excise tax would create a strong :incentive 
for employers to limit their contributions to the ref
erence premium, but the cap in the propoSal would 
constrain the choices of, some employers ;and their 
employees more than others. For small employers, 
who would have to obtain coverage through the 
HPPC, the cap would:""by definition-equal the cost 
of the lowest-cost AHP available to their employees. 
Thus, any additional' expenditures for health insur
ance would either be subject to an excise tax, if the 
employer paid the additional premium. Qr income 
and payroll taxes, if the employee paid il: 

Because a large employer-generally,· one· with 
more than 100 employees--that wanted' to pay for 
insurance for its employees would be required to 
purchaSe insurance outside the HPPC, the' premium 
for its lowest-cost plan would not necessarily equal 
the reference premium. Plans sponsored by em
ployers whose workers were less healthy than the 
average participant in the .HPPC areas in which the 
fmn operated would typically cost more than the 
,reference premium. Those employers 'would be 
least likely to pay more than the premium for the 
least expensive plan available to them. M~reover, if 
they limited their contributions to the cap amount. 
emp~oyees who wanted health insurance would have 
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to pay the amount in excess of the' reference pre- , employees who chose the low-cost plan betu 
mium out of after-tax wages. empl0:t~ who preferred the high-cost plan 

still pay the ex~ premiums out of after-tax in 
,But some other large fIrms would be' less con

strained by the cap in the proposal. Their premi urn Over the long run, firms would be likely 1 

for a plan that covered the standard benefits would more . than the cap, amount for their emph 
be less than the reference premium because their health insurance only if almost all employees li 
workers would be healthier than average.s These that they wanted a health insurance plan with 
fInDS would still ,have a strong incentive to limit mium that exceeded the cap. Those emp1 
their, contribution to the cap, but that contribution would pay less for their insurance if their em) 
might pay for basic insurance that ~ost more than . paid the 35 percent excise tax and passed on ( 
the reference premiwn or for supplemental health, , in the form of lower wages than if they had 1 

insurance policies offered through an AHP. Thus, the extra premiums out of after-tax wages.' 
the ~p would constrain the behavior of those large less comprehensive the standard benefit packai 
fmn.S less than the behavior of smallfi~ under the more likely it would be that employees would 
proposal.' on additional health benefIts. . Thus, more 

wouldelect to offer health insurance that exc 

J 
,:, The adjusunent of employers' contributions to the refere.nce premium (and would thus inCI 

the cap levels might take several years. Over the excise tax) under a limited standard benefit pa 
short run, employers might continue ,to m~e contri than under a more comprehensive one. 

,I, butions that exceeded the reference premium
d 	 becauSe of mUltiyear labor contractS, for example.' Effect of a Tax Cap on the Choice of Heall' 

But over time, most would have a strong incentive surance Plans. An example illustrates how 
to Ji.qlit their contributions to the amount of the cap cap. such as the one in the proposal, would Pl ' 
and increase employees' wages. An employer who a stronger incentive than exists at present to 
contIjbuted more than the cap would have to pay low-cost health insurance. Suppose· that the 
excise taxes on its excess contributions for all em cost' health insurance plan in an area costs ~ . 
ploy~s-even for those employees who,would have' for family coverage and, that the high-cost . 
been satisfied with a plan that could be purchased plan costs $5,000. Under current law, if th> 
for the reference premium. ,Thus~ the employer ployer is willing to contribute the entire pn: 
would be paying a tax (Plus the additional premi (in exchange .for paying lower cash wages). 
ums) to provide a benefit that was valuable only to dollar of health insurance costs the employee 
some employees. By limiting contributions to, the 'tar of cash wages minus the income and p 
amount of the cap, the employer could make' taxes that would be paid on those wages. A 

. ployee subject to a marginal tax rate of 30 p 
. who was Covered by the low-cost health inst 

S. The propou1 would abo,allow larJe employers dw maincaiDCd I plan for $4,000 would save $1.200 in taxes 
doted AHP 10 dec:t 10 _ simplifte:d rules roc c:omputiD, the pared with receiving the $4,000 in cash wage 
ferc:rence' premium. For example, III employu with younger·than. 

Tab~e 2-1).9. "If the employee was covered 1 lvenae employees would M¥C I hi,ber Wt Cap il it eled.ed 10 use 

a "com.mUDity rare" re{en:ac:e premium rather than one blued on, 

!be ICC compositioa of its ....n fon::e. lbal electioo mipu IUOW 


me employa' IOIYOid Ihe excise tu. oc 10 offer aclditioaal beaJt.h 

bcftefiu wilhout excecdin& me tu. cap. 


I.' 8ccau:se!he niduc:tion.Us WIICS UI result o(!he ~ tI 
6. Some selt·insured firms might also be able 10 c:i.n.:umveDt !he "PI ' reduce employees' iDc:omc and payroll Wt liability. !he. 

by ~ imuruce costs as company ovabead oc by 
taX rate oa !he exOeu premiums paid by me ~ 

artificially realJoi::ariD& costs from CIUerprisc:s with low ~ ranee from 20 pen::ent to lSperccnt for employees ..nih 
costs 10 those with hip costs. ,For I discussioo of !his bsuc. see inc:ome. Those raI.CS 111: lower dwl me e:ombiDccl iDCI
Ch.tpcc16 o( Coopasional Budge. OffICe. 1M Ta:r T'~nl 0/ payroU taX DIeS (or IDOSl employees. so employccs whO I 
~.Ba.ud Ht4IsA IMlIlJIICl. I moce expensive healthil1Slll'a!lCe pllll would rather hi 

employer pay (or it-Illd pay the exciie taX-<hIII recci¥c I 
7. The proposal provides Ilt:mpormy exceptioa from the excise Wt tiona! compensatioa as t&Uble waees.

(Cc health insurIIIcc c:omribulions made by employers as pan o( I 

collective bargaining agreemeat n.lificd belen: the date of enact· . , 
 9. The 30 pct'CCUt taX DIe 'COCTCSponds. roughly 10 !he c: 
men! of the propoW. oc JanlW)' 1.1998. whichever is ea.rI.icr. ' , income IIId payroll t.u rites (bod! the employer and e 
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Table 2-1. 

Employees' Incentive to Purchase More expensive Health Insurance Under 

Present .....w. a Tax Cap, and No Tax exclusion (In dolla,..) ....... 


Low-Cost High-Cost . 
I 
I 

Insurance Plan Insurance Plan ~ 
Amount AmcM.Int Cost of 

Before Excluded ~er· Before Excluded After HiQh-Cost 
Tax from Tax Tax Tax from Tax Tax Plan After 
Cost Taxes Savings Cosr Cost . Taxes Savings" Cost ,Taxes, 

Present Law 
(Full exclusion) 4,000 4,000 1.200 

, 
2.800 5,000 5,000 1,500 3,500 700 

Tax Cap of $4,000 4,000 4,000 1.200 2.800 5,000 4.000 1,200 3,800 ! 1,000 

No Tax 
Exclusion 4.000 o o 4,000 5.000 o o 5,000 1.000 

SOURCE: Congressional Budget OffICe. 

a. Based on a rnargiMllaX rate of 30 percent 

high-cost plan for $5,000, the tax savings from the 
exclusion would increase to $1.500. Thus, the addi:
tional cost of the more expensive plan after taxes is 
only $700. When the additional services or reduced 
cost sharing in the more expensive plan arc worth 
more than $700. under CUJTent law anemploycc 
would choose the more expensive plan. even though 
the additional premiums cost $1,000 before consid
ering the tax savings. ' 

Suppose that under the proposal the employer 
chose to conuibute only $4.000. The cost to the 
employee of the low-cost health insurance plan 
would not change because the employer's conuibu
tion would continue to be fully excluded from taxa
tion; If the employee paid the additional $1.000 in 
premiums fo~ the high-cost health insurance, the tax 
savings would not change because of the cap. As a 
reSult. the after-taX cost of insurance would increase 
from $2.800 to $3,800. The additional cost would· 
be the same as if no tax exclusion had existed at all 
(see Table 2-1), Thus, if the cap was in place, the 
employee would choose the more' expensive plan . 

• 
shares) (oc a wpayer in \he IS per<:Cnt income w tncket. Noce 
thaI eventually \he im.mcdiale Avings in payroU WC$ an: OrrKt in 
pan by lower Social Seauit)' benefits IlwI would be paid i( aU 
compenAtion had been in the (oem of wages. 

only if it was worth its full additional cost For 
example. if the additional services covered under the. 
high--cost plan were worth only $850 to the em
ploycc. the cheaper plan would be chosen under the 
tax cap. But. under present law. the employee . 
would chooSe the more expensive plan. ' 

Assumed Effects of the ; 
Proposal on the Growth, 
of Health Care Costs 

. I 

H the standard benefit package was a comprehen
sive one, the Managed Competition Act would put 
in place. to some degree. all of the features impor
tant to the success of managed corDpetition except ' .. 
universal coverage, but it would be unlikely to real- .... 
izc the full potential of that approach to.Containing 
health care costs. Its potential would be eDhanced if 
the HPPCs had more power to negotiate, With MIPs' ". 
and if everyone purchased hea.tth .insunincethrough : 

'. 

..•. 
these cooperatives (which would mean that an effee-> •. 
tive tax cap would apply to them all). Achieving 
the full potential of managed competiti~n" w~uld 
also depend on developing an adequatemechanistri 
for adjusting payments to plans to compenSate for' 
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risk seleCtion; this problem. however, is one that 
would ~ect all managed competition proposals. 

CBOassurnes that the proposal would restrain 
the growth of health care costs through' twO main 
avenues.': FIrst, the incentives created by the man
aged Competition environment would accelerate the 
shift in insurance enrollment th~t· is already under 
way toward effectively managed plans. CBO as
'sumes th,at this effect would slow the growth in 
costs of AHPs. by 0.6 percentage point per year for 
the ftrst five years, compared with the 'fate of 
growth that would result under current law. Be
cause of this effect, national health expenditures by 
the year 2000 would be about I percent. 19wer than 
they would be otherwise.. 

Second, CBO assumes that the compeuUve 
pressures: fostered by the proposal would cause all 
insurerslo intensify their efforts to ,control costs. 
How suCcessful they would be, and the resulting 
effect on.the growth of overall health care spending, 
are uncertain. There are no credible estimates of 
the potential savings under managed competition. 
largely ~use this approach is untried. Although 
some' features of managed competition exist in 
California. Minnesota. Wisconsin,' and' perhaps a 
few other. states in whic~ large purchasing coopera

'" 
tives have been fonned in recent years, the bl'Oa( 
context i~'\\'hich. these cooperatives operate diff, 
from the environment that would exist under cum 
managed competition proposals. For the cost ~ 
mates provided iri the next chapter, CBO assun 
that the competitive pressures created by the p 
posal would dampen the rate of growth of costs 

.. AHPs by increasing amounts over a 10-year peril 
until the restraint amounted to a I percentage-po 
reduction in the rate of growth of these costs 
each year after 2004,' 

These assumptions are used for both of I 

alternatives examined in the next chapter-one b~ 
on a comprehensive standard benefit package a 
one based on a more limited package, Growth 
national health exPenditures would be more cC 
strained under the comprehensive package tl: 
under the limited one, though, because a lat] 
portion of that spending would flow through I 

managed competition system if the package v 
comprehensive. Thus, in 2004 the estimated rate 
growth in national health expenditures would be . 
percent under the alternative with a. compreheos: 
standard benefit package. 7,8 percent under ; 
alternative with a more limited package, and : 
percent under current law. However, a great deal 
uncertainty surrounds these estimates . 

• ' 't 

• 
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Chapter "I'hree 

Financial Impact of the Proposal 


'he Managed Competition Act aims to slow 

T the grpwth of national health expenditures 
and increase the number of people with 

health insurance. In the Congressional Budget 
Office's (CBO's) estimation, the proposal would 
lead to a slight increase in national health expendi
tures in the near tenn but would reduce health 
spending 'in the long run. Under the proposal, more 
than 15 million additional people would be covered 
by health insurance, and the, number' of uninsured 
would fall to less than '10 percent of the popUlation. 

The Managed Competition Act' would achieve 
these outcomes by fundamenlaIly transfonning the 
nation's health insurance markets and its health care 
delivery system. The ef!:'ectsof these changes, 
however. are difficult to predict. Like the estimates 
of other proposals for comprehensive refonn. such 
as the Administration's proposal pr the single"payer 
plans. CBO's estimates of the effectS,of the'Man
aged Competition Act are unavoidably uncertain. I 
Despite their lack of precision, however, estimates 
of the effect of. different approaches' to health re
fOIm pro.vide useful' comparative information on 
their relative costs or savings. I 

CBO's estimates of the effects of the Managed 
: Competition Act cn nation3.I health expenditures and 

the federal budget usC 'CBO's baselirie projections 
as their starting point. The' Economic and, Budget 
OUllook: Fiscal Years 1995-1999 .(January, 1994) 

I. ' CBO has released esti~teS 'Of the CO$U of the AdJ'iUttisualion's 
, "proposal (H..R. 36(0)aand twO single.payer plans (H.R. 1200 and 

S. 491) and wiD SOOQ be providing estirrwes f~ other peftding 
,," 	 proposals. See CongressionaJ Budget OffICe. All ANJIytis of ,~ 

Adminisrration:JH~au" frt>pOsaJ (February 1994). 

i 
describes CBO's current economic assumptions and 
baseline budget projections. A CBO Memorandum, 
"Projections of National Health Expendinires: 1993 
Update" (October 1993), sets out CBO's baseline 
'projections, of national health expenditures. 

Determining the Stand~r~ 
Benefit Package 

The Managed Competition Act poses a m;ajor prob
lem for estimation because it does not specify one 
of the most crucial elementS of the new system-the" 
standard benefit package that would be offered by 
accountable health plans (AHPs). Over the 10 years 
covered by CBO's estimate. a more comprehensive 
package would add to budgcwy costs and national 
health expenditures. With a comprebensive standard 
benefit package. people would have little need to 
purchase supplementary health ilisilrance' CQverage, 
but the demand for such supplementary' coverage 
could be Considerable if the . s~dard ~kage was 
very limited. ' , , ' , " 

Under the proposal, the Health ,Care Standai-ds 
COmmission would spCcify ,. tlieStancbrd ' benefit 
package.:,This package wouid' gamte'effect Wltess 
disapproved by a joint resoJution oftbe cO~gress, 
which would have to be signed by: the. President. 
The commission could change tJ:te benefit package 
annually under the same ~' ' ':, '",~.~.~.~': " 

~:'~~.:~!" . ..~> ~ ~ 

" One, can only speculateabout'Uie'Comprdie~-,' 

'. sivenessof the benefit package that 'the eoriunission ";' 

'migbt choose. ' As a politiCalJy appOinted bOdy,· the' , 
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commission would be subject to many pressures. 
including' the need to obtain Congressiooal and 
Presidential approval for its recommendations. It 
might -find it difficult to limit the services that 
would be covered under the standard package. If 
so. the benefitS could be fairly comprehensive-for 
example. Somewhat more generous than the average 
of existing private health insurance policies-and the 
package would be relatively costly. Alternatively, 
the cominission could try to design a benefit pack
age whose cost did not exceed the savings generated 
by the proposal. Such a limited package, however, 
wouldberifar less comprehensive than the benefits 
now enjoyed by the vast majority of people with 
health insurance. 

Because of the uncertainty regarding .the benefit 
package, CBO has estimated the financial' impacts 

,of the proposal using two illustrative' altematives-a 

comprehensive benefit package, which is identical to 

that proposed by the Administration, and a limited 

benefit p~kage, which is 20 percent less costly. 

For differing reasons, however, neither of these two 

alternatives is likely to be workable without further 

adjustmen~ to the proposaL 


Alternative 1: A Comprehensive 

Benefit Package 


The first benefit package-a relatively comprehen
sive one-would cover the same services in the first 
year as the package specified in the Administra
tion's health proposal. This package is rotigbly 5 
percent more generous than the average private 
health insUrance plan, but a bit less' generous than 
the average plan provided by large fums. 

;i 
:( 

' 
The eXplicit limits on the growth of health in

, surance p~miums included in the Administration's 
'proposal but absent in the Managed Competition 
Act Compijcate the comparison of the benefit pack. 
ages in the two proposals after the fmt YeM'. Ulti
mately, the Administration's proposal would limit 
the growth C?f premiums to roughly the rate of 
growth of! the eConomy. The rate of growth of " 
premiums ,under' the Managed Competition Act., 

. 	which woufdtely primarily on 'market forces to ' 
conStrain 'costs, would be higher. Whether the 
Administration's proposal could actually provide the 

same level of health benefits and services as tl: 
Managed @ompetition Act·with a much lower leVI 
of spending is not clear. To some extent, tl: 
Administration' s proposal might constrain costs b 
reduCing inefficiencies or limiting payments 
providers of health care. But it is also possible th; 

the Administration's proposal would result in 
lower amount or quality of health care services tfu 
the Managed Competition Act, even if the benef 
packages in the two proposals were nominally tl: 
same. 

Under the comprehensive alternative. the subs 
dies and other costs to the federal govemmel 
would far exceed the savings generated by the pn 
posal. Because the proposal would largely precluc 
increases in the deficit. other steps would have to t 
taken to make up the, shortfalL H the Congress di 

, not adopt additional spending cuts or tax increase 
the commission would be required to reduce tl: 
premium subsidies provided' to accountable heal I 
plans for low-income participants. In that cas 
A.HPs would have to accept the reduced subsidies I 
full payment and would have to fmd ways to de 
with'the shortfall. As Chapter 5 descn"bes in detai 
however. CBO believes ,that the uncertainty at 

instability inherent, in this" process could seriousl 
"', 	 compromise the orderly functioning of the mark, 

for accountable health plans. 

Alternative 2: A Limited 

Ben'efit Package ' 


~dlEi1~IUS3'trati~~ ;~~;e.is~m;ka:o. 

pe_tes: c:pens'c than the compr:hensh~-:I'tWI'h1-1l'1"iugbly ar~. balance the' savmgs 
costs of the proposal, Q.ver its fmt five years 
operation. Equating the costs and savings each ye 
would require annual changes' in the benefit pacl 
age, both up and down" and would create seri01 
administrative problems for consumers, health plan 
and health plan purchasing cooperatives (HPpQ 
The benefit package that could be obtaine:d for th 
lower premium would be less generouS than that ei 

joyed by 90 percent of people with private heal 
insurance coverage. Such a benefit package wou 
not cover mental health services, prescription drug 
preventive health services. or dental care and wou 

, '".' 
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severely limit coverage of hospitalization., In addi,;. 

tion, CBO has assumed that this alternative would 

not provide cost-sharing subsidies to people" with 

incomes above 100 percent of the poveny level. 


'- The second alternative is as problematic' as the 

flJ'St, although for differentrcasons. First. the 

limited benefit package assumed by CBO may nO,t 

be consistent with the proposal's requirement that, 


, the benefit package cover all medically appn;>priate 
treatments and a full range of preventive and diag
nostic services. Second. in order to make the pro- , 
posaJ fit within the available funds, CBO has elimi- " 
nated the cost-sharing subsidies th'at the proposal 
specified for persons with incomes between the 
poveny level and twice the poveny level. 

Under the limited alternative"those with income 
,below 100 percent of poveny would continue to 
have rather generous coverage: the wraparound 
benefit would cover the excluded servic~s. and they 
would be required to pay only nominal cost sh:uing. , 
Those with incomes not far above the poverty level, 
however, would have less comprehensive benefits 
and would have to pay significant amounts of cost 
sharing from after-tax income. Under the proposal, 

, they could not obtain supplementary policies that 
covered this cost sharing. Among upper-income 
people. supplementary 'inSurance c~)Vering the ex
cluded services and bought with after-tax dollars 
could become widespread. Thus, under this, alterna
tive, health insurance' coverage would proba~ly be 
more liniited for middle-income people than for the 
rich or poor. 

Estimating Health Insurance ' 
Premiums, 

A second critical element in assessing the impact of 
the Managed Competition Act is estimating the 
premiums that would be charged for accountable 
health plans inside and, outside the; HPPCs. This 
Section describes how CBO estimated the, initial 

, ievel of premiums for the comprehensive benefit 
package and their iubsequent rate of growth. The 
premiumS for the limited benefit package were 
assumed to be 20 percent lower across the board. 

Initial Level of Premiums 
j 

,	The, premiums to be paid to health ins~ce plans 
and the extent of ohea1th insurance coverage under 
the proposal must be estimated join~y_ For a given 
set of benefits, the level of the premium. net of any 
government subsidy or employer contrib~tion, af
fects the number of people who buy ~ce, and 
the number of people who buy insurance affects the 
premium. 

The estimate proceeds in three steps: :calculate 

the 'amount of health spending under the proposal 

for people who would be eligible to participate in 

the HPPC and for those who would have to pur

chase their AHPthrough their employer, estimate 

the proportion of people in various demographic 

categories who would decide to purchaSe health 

insurance, and compute the average premiUins inside 

and outside the HPPC based on the amount of 

health spending for those who would ~hoose to 

participate in the program. 


TIle estirnale of premiumS relies o,n demo
graphic and income data from the March 1993 
Current Population Survey (CPS) and data on the 
use of health care services from the 1987, National 
Medical Expenditure Survey_ The population was 
SUbdivided into, categories based on the: proposed 
premium classes (individual, individual and spouse, 
individual and one child, and individual ana family), 
CWTCnt insurance coverage (employer-Sponsored 
insurance, individually purchased insurance, Medic
aid, or no insurance), level of income, size of the 
primary worker's fInD, and whether or not the em
ployer now contributes, to the cost of P1surance. 
The data on use of health C8re.services were used to 
allocate' national hc3Ith expenditures among each 

, category of people. The expenditure figures were 
boosted to reflect the higher use of services ex
pected for those becoming newly insured, ,the gener
osity of the comprehensive benefit package, and an 
increase in rates of payment for services previously 
paid by Medicaid. 

All people who currently receive caSh welfare' 
benefits, purchase individual health insurance,' or 
work for larg~ employers that pro'\'ide he;aIth insur
ance 'were assumed to purchase health ~ insurance 
coverage under the new system. As discussed in' 
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Chapter 4, however, enacting the proposal i"s likely 
to cauSe some employers to reduce their contribu
tions t6 their employees' health insurance arid allow 
the government to assume the cos~ of covering their 
low-income workers. The estimate as'sumes that 10 
percent of workers with employer-sponsoredinsur
ance in small firms would lose their employer's 
contrib,ution and. that half of these workers' would 
still decide to purchase insurance. In addition. for 
worke~ with incomes below the poverty level. the 
average payment by contributing employers was 
assum~ to fall from about 85 percent of, the cost 
initially to about 75 percent over,IO years., since 
some employers would cease making contributions 
for low-income workers. For the rest of the popula
tion-priinarily the uninsured and Medicaid recipi
ents who do not receive cash welfare benefits-the 
decision to purchase or not purchase health .insur
ance ,,!,as assumed to hinge on its netprice.1,The 
participation rates for low-income people, who 
would,see large reductions in the net price of insur
ance; was assumed to depend on the ratio of 'price 
to household income.) 

The 'estimated average premiums in 1994 for the 
comprehensive benefit package for th'e four types of ' 
policies s~ified in the proposal are as follows: 

,Inside' Outside 
HPPC HPPC 

Individ~ S2,500 S2.345 
Individual and Spouse S5~OOO $4.690 
Individual and One auld' S3,976 , S3,560 
indiVidual and Family $6,796 $6.153 

; 
" 

Basel'oo' data on the distribution of insurance pre
miumS; the estimate assumes that ihe reference pre
mium~the premium for the least expen~ive plan iil 

'the' HPPC with substantial enrollment--would be 90 
I 

perceqt of the premium of the average plan. 

2. 	 Cobgressioaal Budget Offic:e, -aebavkn.J Assumptions for Esti
matiag \he Effccu ,of Health Care Proposals. r' CBO Memorandum 
(Novcmb~t 1~3)~pp:4-S.' 

3~ 	 l...cWin-lCF. 'lDc~ ·Iasurance, Coverage aDd Health, Expenditures 
Uodct ihe Bush, aDd Oiatoa Health Refonn Pans· (October......... 	 ".' '.', 

1992). p. 12. 

The premiums inside'the HPecs would eX! 

those outside the HPPCs by about 10 percent 
cause or....differences in the use of health care 
viCes by the insured population. In particular, 
HPPCs would cover most current recipients of ~ 
icaid as well as many early retirees, both, of w 
are relatively heavy users of health care. Cong 
man Jim Cooper has informed CBO that he int 
to modify his proposal by placing disabled Med 
'beneficiaries in a separate risk pool. This ch 
could reduce the difference in premiums be~ 
planS in HPPCs and those outside by as mll' 
one-half. 

Although the comprehensive benefit packaj 
the Managed Competition Act is assumed to b 
same as the standard package in the Admin: 
tion's proposal. the cost of the package would, 
fer. For example, the 1994 premium for as 
person would be 'an estimated $2,100 undel 

, Administration's proposal and almost $2.400 f( 
AHPs (both inside and outside HPPCs)unde 
Managed Competition Act. ' About SSO of thi! 
ference stems from treatment of Medicaid bene 
ries, whose costs would be largely excluded 
the premium calculation for the Administral 
plan. , The generous cost-sharing subsidies"':~ 
would increase the use of health care seMC{ 

, low-income enrollees-and the assumed incre2 
Medicaid's payment rates add another $100 t 
premium for-the Managed Competition Act 

, remaining difference is largely attributable t( 
, verse selection: the Administration's proposal \ 
, ,require universal participation, but low-:risk in< 
, uals could opt to go without insurance unci( 

Managed Competition, ACL 

Rate of GroWth of Premiums 

The estimate assumes that the proposal would 
the rate of groWth of health expenditures and 1 

insurance premiums for two reasons. Fus 
proposal would encourage, more people to eru 
health maintenance organizations (HMOs). Sc 
the, competitive Pressures created by managed 
petition would cause all insurers to intensify 

, efforts to control costs . 
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Because group- or staff-model HMOs can! pro
vide health care more efficiently than other organi
zationaJ forms. they would probably be the lowest 
bidderS in. most HPPC areas. Thus. the proposal, 
would increase the difference in effective p'rices 
between fee-for-service plans and HMOs be(;ause 
people would have to pay the higher cost of fee-for
service plans out of after-tax rather than befo~-ta:x 
income. Based on the experience of Ca1if~rrtia.., 
Minnesota. and Wisconsin-states whose health 
insurance programs for public employees empody 
aspects of managed competition-:-CBOassume~ .that \ 
three-quaiters of the non poor. urban popul~tion 

would ultimately choose ijMOs instead of inore 
expensive fee-for-service plans. Based on its re:view 
of the available evidence, CBO finds that the ,most 
effective HMOs reduce the use of health care' ser~ 

, 	 , , 
vices by about 9 percent compared with the fee-for~ 

'o~ '~service sector and that the average reduction is 
j. ~'\t',\about 4 pe~nt." All in all, the estimate ass~mes 

'(\! \}VJ)~that the shift to managed care would slow the 
~'\:~ growth in costs for private health plans by 0.6' per
~,f\. centage point per year for the flI'St five years of the 

proposal. This assumption presumes that HMOs 
would find some way to cope with the difficulties 
created for them by the cost-sharing requirements 
and the limited benefit package (see Chapter S~. 

As detailed in Chapter 2, the proposal incorpo
, rates, to some degree, all of the features impOrtant 

to the success of managed competition in control
ling health care costs, except universal health insur
ance coverage. Because managed competition 'is an 
untried concept, however, no data exist that ~ould 
allow one to estimate' its effect on the growth of 
health expenditures. In the absence of any dati, this 
estimate assumes that the system of managed rom
petition established by the proposal would dalnpen 
the rate of growth of private he~th :insurance ,costs 
by an amount reaching I percentage point a' year 
after 2004. The same assumption about the effect'· 
of managed competition is used for both altema
tives--the comprehensive and the limited bC:nefit 
packages--although managed competition wou~d af- . 
fect a smaller share of health spehqing if the.!stan
dUd package was limited in its scope. 

I 
. I 

• 

.c. I 	
Congt'CSsion.a.\ Budget Offi<:e. "Effects of Managed CarC: Ail' 
UpdIIlC: CBO Memorandum (Mardi 1994). . "i 

How the 'Proposal Would , 
Affect Health Insurance: Ji'P~\(\ 
Coverage and National ,.i~ 0~~ 
Health Expenditures !\O ~~ 

l
TIle Managed Competition Act would e courage ' 
more people to obtain health insurance erage . by 
subsidizing its purchase. People with v . low in
come~ would receive' direct government ~ubsidles. 
and people with higher incomes would be' allowed 
to deduct the cost of health insurance ~m their 
taxable income. At flI'St, the expansion of health 
insurance coverage would increase the detnand for 
health Care services and would add , to:I national 
health expenditures. In the longer run, ho~ever. the 
system of managed competition would slow the 
growth of health spending and bring national health 
expenditures below the baseline level. i 

r 
I 

The estimates of health insurance coverage and 

national health expenditures assume that' the pre~ 


mium assistance specified in the proposal is fully 

funded.. either through additional spending ,cuts, tax 

increases, or borrowing. Failure to fund the subsi~ , 

dies could result man upward spiral of health insur- . 

ance premiums. declines in health insurance cover

age. and, potentially, the collapse of the HPPCsys-


I 

tern (sec Chapter S). 	 ! 

Health Insurance Coverage 

The low-income assistance and tax subsidies con
tained in the proposal would induce 1 g nilllion of 
the uninsured in 1996 to purchase health insurance. 
More than 2 million people who would be eligible 
for· Medicaid under current law, however. would 
have their health insurance only panly subsidized 
and would choose not to obtain coverage. Another 
1 million people now cove~ by stnall eptployers 
would drop coverage after their employer ceased to 
connibute to the cost of their plan. TIlenei increase 
in health insurance coverage would be IS million. 
people (see Table 3-1). Most of the inCrease in' ." 

.coverage-II million people-would occur! for peo- , . 
'pie in poor families, whose purchase of ~urance 
would be fully subsidized., 
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'Ik proposal would leave 24 million people' 
Uninsuied. About 4 million poor people are as

.	~,not to participate in the prograin despite the 
availability of a full subsidy-a rate similar to that 
for other public benefit programs. In' addition. the 
cost of insurance would continue to deter some 16 .' 
millio~ people with family incomes between 100 . 

. perceq~ and 300 percent of the poverty: level from 
participating. For nonelderly people with incomes 
over 3,00 percent of poverty, the rate of coverage 
would;exceed 96 percent .In all. the proportion of . 

the population without coverage would drop ::1 
an estinrated IS percent in 1995 to 9 perccm 
1996 and remain roughly tile same thereafter. 

Insurance coverage would be similar with 
the comprehensive and the limite4 benefit packJ 
Although 'the premiums for the limited pac 
would be 20 percent lower than for the compn: 
sivc::,package, the benefits would be 20 percent 
and'the effective price of insurance would be 
changed. ' 

Table ,3-1. " 	 . , 
• Health Insurance Coverage Under the Managed Competition Act (By calendar year. In millions 0' pe;

: . r. .: , . 

•1 

,f 
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Table 3--2. . 

ProJections of National Health expenditures Under the Managed Competition Act 

(By calendar year, In billions of dollars) . ...... 


\ 

1996 1997 1998 1999 2000 2001 2002 2003 2004 

Baseline 

Total 1.163 1.263 1,372 1,488 1,613 1,748 1,894 2,052 2,220 

Alternative 1: ComprehensIve Benefit Package 

Total 1,196 1.288 1,392 1,495 1,610 1,7SO 1,888 2,035 2,190 

Change from Baseline 33 25 20 7 -3 2 -6 -17 -30 

Alternative 2: Limited Benefit Package 

Total 

Change from Baseline 

1.178 

15 

1,271 

8 

1,375 

4 

1,480 

..a 

1.597 

-16 

1,726 

-23 

1.865 

-30 

2.01 3 

-39 
I 
I 

2,171 

-SO 

SOURCE: Congressional Budget Office. 


NOTE: The estimates assume full funding of I!'le subsidies. 


National Health Expenditures 

. The proposal would make health insurance available. 
to a much larger group than is currently coverec:i. 
which would initially increase national health ex
penditures. The estimate assumes that the newly 
insured would increase their use of covered health 

, 	 services by 57 percent.' It also assumes that the'. 
comprehensive benefit package would initially be 

f. 	 about 5 percent more expensive than the average 
benefit of privately insured people in the baseline. 

I 
t 
r In 1996, the increase in national health expenditures 

would amount t~ some S30 billion for the compre
hensive benefit package and half that amount for the 

I 
<
J limited benefit package (see Table 3-2). 

f 
I The . institution of managed competition, the
i shift. to HMOs, and the cuts in Medicare would 

.• slow the growth of health spending and would even
• 

S•.. CBO. -Behavionl ASSwnpUoas: p. 21. 

I 

I 

tually bring national health expeiutitures: below the' 
baseline. With the comprehensive benefit package, 
CBO projects that total spending on health in 2004 
would be S30 billion below what it would be if cur
rent policies and trends continued. . With Ithe limited 
benefit package, health spending in 2004 W9uld be 
S50 billion-or 2 percent-below the baseline:. 

How the Proposal Would 

'Affect the Budget ..... 


'. " ,.:.' • > :' ,: • ~" '.: ," ." -I ,": .,. 

The Managed Competition Act would create a pr0
gram of federal subsidies to help low-incOme people 

. purchase health insurance and meet its cost-'sharing. 
requirements. It would alSo allow tax~yers to de- ... 
duet in full sPending for health ~p:rcau~· \ 

'. (up to the reference premium rate) from:inCome for' ... 
. tax purpoSes. TheSe new federa.l Costs would be fi.; 
Danced primarily by repealing Medicaid 8nd achiev~ .., 
ing savings in Medicare. In. addition. ?y' rCducing' 
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Table~. . 

estimated Budgetary Effects of the Managed Competition Act (Bfbscal year, In'bllllona of dollars) 


. SOURCES: CongressIonal Budg8t O\'fioe; Jdnt Convnittee on Taxation. . 

NOTES: 	The figu;'s In the table Include ~ In authottzations of appropri8lionsand .n Social ~thatWoddnot be coUnted I 
as-you-go sooring under the Budget Enforcement AI::t of 1990. The table excludes the effects of sections 1~1 and 1422 
ntlate to n.r;aJ emergency acceu care hospitals. . , . " .' . 

~ .. 
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( . 
the growth of health spending, the propOsal would 
reduce spending by employers for health insurance. 
raise earnings or other taxable income by a similar 
amount, and increase co,llection of income and pay
roll taxes" With the limited benefit package. the 
savings in the proposal would nearly equal its costs 
in the early years, and the savings would ex.ceed the 
,costs in 1999 and beyond. With the comptehensive 
benefit package. however, the savings would fall far 
short of covering the costs. and the proposal would ' 
require scaling back premium subsidies for the non
Medicare population by amounts ranging up' to 45 
percent. 

" 
Budget;3ry Treatment 

The Managed Competition Act raises no knotty is
sues of budgetary treatment or classification. Un
like the Administration's health proposal. the Man
aged Co~petition Act would create no universal. 
federal entitlement to health insurance. Participation 
would be: voluntary. Also. unlike, the health alli
ances in' the Administration's plan. the HPPCs 
would have no authority to aSsess mandatory premi
ums. Therefore. although the HPPCs would be es
tablishedunder the terms of a fedefaI s~tute;they 
would not exercise Sovereign power. and their trans
actions should not be included in the accounts of 
the federal govemrnenL The budget would include. 
however, the taxes and spending items that would 
flow through the Treasury-for example. premium 
and cost-sharing assistance. federal administrative 
costs. and the changes to existing programs. De
pending on how the system was structured, the re
distribution of shortfalls in subsidies might also be 
considered a federal activity. . 

Subsidies" 

By far the largest cost of the proposal would be the 
premium and cost-sharing assistance for low-income 
people. Under the proposal. nonelderly persons 
with incomes up to. 200 percent of the poverty level 

, would beeligibJe for both types of subsidy.· For 
Medicare ,~neficiaries. the premium assistance 
would extend to 120 percent of poverty, and cost
sharing subsidies would be provided to those with 
incomes below 100 percent of the poverty level. 

CBO based its estimate of subsidies for nOl...... . 
elderly people on the March 1993 Current Popul 
tion Survey. Using data from the CPS and the rule 
specified in the proposal. CBO assigDed people 1 

insurance units and categorized these units accon 
ing to their premium class, demographic characteri 
tics, and income bracket. The estimated amount c 
premium assistance for each category of unit cL 
pends on the reference premium for the class •. ti 
number of units,' their average 'income, and ti. 
estimated rate of purchase of health insurancr 
Cost-sharing subsidies were assumed to equal 2 
percent, of the premium for the standard benet 
package-a figure derived from tbC 1987 Nation. 
Medical Expenditure Survey. Thewraparoun 
benefit was assumed to cost 9 percent of the star 
dard premium. The estimated premium and cos' 
sharing assistance for Medicare beneficiaries aJ 

based on data for 1990 from the. Health Care F 
nancing Administration's Continuous Medica: 
History Sample. 

, With the comprehensive benefit package, pre 
mium assistance would total S 101 billion in fisc< 

. year 1997 -the first fuji year of the proposal-an 
$175 billion in 2004 (seeTable 3-3). Cost-shann 
assistance (including both cost-sharing subsidies an 
the wraparound benefit) would grow from S56 bil 
lion to $ 102 billion over the same period. Over 6 
percent of families. insured through HPPCs an 
about 20 percent of families insured through othc 
AHPs. would receive some subsidy. 

Premium assistance would be about 20 perce[ 
smaller with the limited benefit package than wit 
the comprehensive one, but cost-sharing assistanc 
would. be about the same. To make ~e propo~ 
roughly deficit neutral, the estimate eliminates cost 
sharing subsidies for people with incomes above th 
poverty level. The additional, cost of the wrap 
around benefit for people in poveny, howeveJ 
would'useup the Savings generated by this change 
so the total amount of cost-sharing assistance woull 
be roughly the same' for the two alternatives. 

Other Outlays 

The federal government would incur significan 
administrative costs to determine eligibility fo 
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premium and cost-sharing assistance and to o~~rsee 
the AHPs and HPPCs. In its fmt yeM of full oper
ation. the Health Care Standards Commission would 
obligate almost SIO billion and have outlays of 
more than. S8 billion; Processing applications for 
subsidies would require S8.6 billion. assuming 43 
.million applications for assistance at a cost of S200 
per application. By comparison. it currently costs 
about $160 to process an elderly person's claim for 
Supplemental Security Income and $620 to process 
an application for Aid to Families with Dependent 
Children. The commission's other activities,' pri- \ 
manly oversight of the health plans and HPPCs. 
would cost another $ I billion. 

Repeal of Medicaid would provide most of the 
funding for the proposal, totaling SI21 billion in 

1997 andS2S0 billion in 2004. In addition, the 

proposal would cut Medicare spending. primarily by 

slowing the growth of payments to hospitals' and 


. physicians. phasing out payments to disproportion

ate share hospitals, and changing the method of 

paying for medical education. CBO's estimates of 

the savings from these changes are consistent' with 

the baseline projections of spending for the affected 

items. 

The proposal would also make several smaller 
changes in federal spending. It would establish a 
temporary program of assistance for states that 
spend a very large share of their Medicaid funds on 
long-term care, create a new system for financing 
medical education. require the Postal Service to' 
prefund health benefits for retirees. and expand 
several public health programs. 

Revenues 

The Joint Committee on Taxation (Jen has esti
mated the irripact of the provisions of the proposal 
that would affect income and payrol.l taxes. The 
major revenue-losing item is allowing full deduct
ibility of health insurance. premiums (up to the 
reference premium rate) from income for tax pur
poses. The revenue -loss would reach S25 billion in 
2004 with the comprehensive benefit package, but 
only S 14 billion '"with the limited benefit package 
because the maximum allowable deduction would 
be less. 

I 

For the comprehensive benefit packagF. CBO 
and leI' assume that firms would largely avoid 
paying the 35 pe~nt excise tax .on excess health 
insurance premiums by limiting their contributions 
to the reference premiwn amount and ~g the 
excess to wod::ersprimarily in the fOnIl; of higher 
wages. Federal revenues would then rise because 
more compensation would be subject to both per
sonal income and payroll taxation. If the commis
sion adopted the limited benefit package. ~ tax cap 
would be lower. but many employees would: want to 
obtain supplementary health insurance covehlge. In 
this case. as explained in Chapter 2, workers could 
fmd it advantageous to have their employe~ pay for 
their supplementary policy-and pay the excise tax
rather than to receive that portion of their compen- . 
sation as taxable earnings. Not all employers would 
take this tack, however. and the increase in income 
and payroll taxes would be slightly higher as a 
resultof the lower tax cap. . 

Two other provisions of the proposal would also 
increase federal revenues. High-income in~viduals 
would be subject to an increase in· their premiums 
for Medicare's Supplementary Medical msurance. 
Also, each accountable health plan would be subject 
to an assessment of 1 percent of gross ,prem.iwn 
receipts to finance medical residency training. ' .. 

, 

Shortfall· in Subsidies 

The proposal would create a process to scale back 
premium assistance for low-income ~ple not 
receiving Medicare if the proposed savings failed to f' 

cover the additional costs. With the comRrehensive \ 
benefit package, the shortfall in subsidies would 
amount to about S35 billion a year ovef the fmt 
five years. The required reduction in' premium. 
assistance for the non-Medicare population would 

. I 

range from almost 45 percent in 1996 to 23 percent 
in 2000. With the limited benefit package, the 
shortfall would amount to 15 percent in 1996, 10 
percent in 1997, and little or nothing therea.rtCr •. 

Despite the provision for limiting the amount of 
premium assistance. the proposal would add slightly" 
to the deficit in the first few years, largely because _ 
the formula for computing the shortfall excludes'.' 
federal administrative costs. With the limited bene-
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fit package, the proposal would reduce the deficit in 
later years. The proposal could also reduce the 
deficit with the· comprehensive benefit. but only 
because after 1999 it would not permit all the 
spending reductions to be counted against the cost 
of the subsidies. It would limit the growth of the 
countable savings in spending to the rate of growth 

I 

, ~ 


I 
,~ 

of gross domestic product. even though the a.ctu! 

savings woOfd increase at a more rapid rate. H aJ 
the savings were made available 10 fund the Subsi 
dies. there would be no net deficit reduction. I.D( 

the shortfall in· funding the subsidies would b 
smaller. 
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Chapter Four 

The Econoinic Effects of 

. the Managed C'ompetitic)i1 Act 


L 
ike the current system. the Managed Com
petition Act of 1993 would not require that 
employers purchase insurance for their 

employees. nor would it mandate that individuals 
purchase insurance on their own. Nevertheless. the 
proposal would affect the economy because of the 
changes it would make to the cost-effectiveness and 
affordability of the nation's heaJth insurance system. 
Since most people currently receive insurance 
through their employer. changes in the financing of 
that insurance. would inevitably affect the nation' s 
job market 

The Effect of Insurance 
Reforms on the Labor 
Market 

The proposal would significantly alter the nation's 
insurance markets in several ways that would affect 

. the functioning of labor markets. Health insurance 
considerations would be less likely to lock workers 
into their current jobs. As a result, workers would 
be more likely tQ choose the jobs in which they 
would be the most' productive and from which they 
would derive the most satisfaction. 

People Would No Longer Have 

to Work Just fot the Insurance 


•
Given the high cost of care in the current system, 
timely and complete access to modem medicine 
depends in large part on having insurance. People 

without insurance typically receive roughly one
third less health care than fully insured ~ple who 
are otherwise similar. I. Moreover. many families 
can afford insurance only by having someone in the 
family work at a company that offers it : Over the 
past decade. soaring premiums have made individ
ual policies for nonworkers prohibitively expensive. 
especially for those with significant health : problems 
or risk factors.2 As a result, some people: have had 
to work just because they need insuranCe. ' 

The proposal would change' this situation by 
guaranteeing universal access to insurance coverage. 
Because fear of bc:coming uninsured would no lon
ger be a significant factor in decisions abbut work. 
some people would stop worldng. Some older 
workers. for instance, might seek an early retire
ment; others might choose to devote mote of their 

. energies to raising their families. ' 

Fewer People Would Be Locked 

into Their Jobs ' 


The proposal would' 8.Iso reduce a related problem 
with the current system: job lOck. ·~ity. some . , 
people may be reluctant to leave the S¥ety of a 
large corporation to work in aSman cOmpany, stan 
a small business. or even change jobs because they

• • _" 1 . 

1. Coap;ssiooal BudJet ofrace. -sebavion.l ~ (ot Esti
awiDi the: Ell'cc:u 0( Hcallh Care Propouls.. CBO Memcn.odum 

. (November 1993)• 

2. The majoritY o( the 1ILIiDs~ Wort run time If rUllU 1.ha! do DOt 

otrer insu.r:anoe: sec Coa~siocW Budget Offace. EcOitCftlk: Impli· 
a:uionsof Risin, H«:o/.de ~ vms (October 1m':' 
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fear losing their health ~surance or being dC'rued 
coverage for a preexisting health condition .. 

The. proposal would reduce these concerns. 
Insurance would always be available at a reasonable 
price because all workers would be able to purchase 
·coverage at: no more than the reference pr'emium
that is. the cost of the least expensive plan: in their 
area with more than a minimum number of enroll
ees. Moreoyer, the proposal would prohibit insurers 
from denying insurance to people with preexisting 
conditions,aJthough health plans would be permit
ted to excJude coverage (except for services to 
newborns and pregnant women) of most preexisting 
conditions for six months after enrollment. Those 
features oL;the proposal would reduce .dislortions 
created by the current health system in the decisions 
of workers about where to work. 

The quantitative importance of job lock, how
ever, in reducing economic efficiency in the current 
system is unclear. Public opinion surveys suggest 
that 10 percent to 30.percent of people feel locked 
into their current jobs because they fear losing 
he3.Ith i.ti&urance.' But statistical· studies of the ex
tent to which this fear actuaJly reduces job mobility 
have reache9 mixed conclusions.· Overall. the evi
dence suggests that job lock probably hinders the 
operation of the labor market to some degree, but 
the magnitu.de of that effect is uncertain. 

Benefits of Subsidies to 
.Low~Iricome People 

The proposal would significantly improve the well
being ofthe' poor and near-poor by SUbsidizing their 
purchase of health insurance. It would significantly 

'\' , 

3. 	 Erik ErkbOOn, -Health Bcocfits Fou!Id to Deter SwilC:tla ia Jobs.' 
1M N~ Yori: TlIftls. Scp<ernber 26. 1991. p. 1: ChrisIopber 
Coole. L..Iboc L.ett.ct: TM Wall Strut JOIlmal. JUDe 1!S. 1993. 
p. AI. 	 ',. 

... 	 oOOgluHoltt.EaIcin. "Job-Loc:k:: All·lmpcdimetlt to Labor 
Mobilityr,Jeromt' Uvy £COtWmics ltUtitwt of &ltd Colu,e Pub
lic Policy 81ft/. vol 10 (1993): B!'igine Madrian. employment· 
Based Health lnsunDcc. LCd Job Mobility: Is 11w::re Evideoce of 
.JobL.ockr.WorliDg hPc:r 4476 (National BUI'UU of Economic , 
~ Cambridge. Mtn.• Septtmber 1993). 

.' 

Table 4-1. 

Projected Poverty Guidelines. U.S. Average. 

by Family Type. 1995 (In dollars) 


Number of .100 Percent 200 Percent 

Family Members" of P~rty of Poverty 


1 7,520 15.040 
2 10.080 20,160 
3 12,640 25,280 
4 15.200 30,400 
5 17,760 35,520 
6 20,320 40,640 
7 22,880 45,760 
~ 25,440 50,880 

SOURCE: .Congressiooal Budoet Office. 


NOTE: . The U.S. averaoe excludes Hawaii and AIa.ska. 


a. Indudes adults. 

b. For famirlG$ with more than eight membeC$. the poverty level 
Increa.ses by $2.560 for each additional member. 

reduce the number of poor people who were unin
sured and could slightly reduce the tendency of the 
current system to . lock people into welfare. 

Factors That Would Reduce 
the Average Cost of Insurance 
for, Low-Income People 

The proposal would provide free insurance to every
one whose family income was below lhe poverty 
level and who chose a health plan that cost no more 
than the reference plan.$ . Subsidies would also be 
available to people under 65 with family incomes 
between 100 percent and 200 percent of poverty, 
although they would be phased out over this income 
range (see Table 4-1 for poverty levels). In addi
tion, families with incomes less than 2C)() percent of 
the poverty level would receive assistance in paying 
the cost-sharing requirements of their health plan. 

. . . 
5. 	 In addition. those with iOCQltleS below 200 pc:n:enl 0( ~ 

would be able to purclau: plms ttw were I'OCX'e up:nsi\"C! tb.I.D 
. the n:Ca-ence pL1.n (oc only a (rxtioa of the a.dditioc.al cost. 

http:a.dditioc.al
http:L.ett.ct
http:magnitu.de
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, . 	 Those with incomes below poverty would aJso re-' 
ccive help in purchasing certain seryiccs and items 
that were not covered by the standard benefit' pack
age-the so-called wraparound benefits. 

A considerable fraction of the population would 
be eligible for some subsidy. For example. in 1993 
roughly 46 mimon people under 65 had family: in
comes below poverty, and 84 million people-~almost 
40 percent of the nonaged population-had in~omes 
below 200 percent of poverty. 

The proposal could make insurance somewhat 
more affordable in other ways--and not just for peo
ple with low incomes. The health plan purchasing 
cooperatives (HPPCs) would redu~e administrative 
costs of insurance available to small employers and 
individuals, by creating large insurance pools. and 
several features of the plan would strengthen com

petition in the health 'can:: 'Sector" and ieducc the 
growth of premiums. For the poorest families, how
ever. the subsidia,...would be the most important fac
tor iri, reducing the cost of their insuran~ 

Effect on Insurance Coverage 

Combined with other cost-saving features of the 
proposal. the subsidies for low-incom~ families 
would significantly reduce the number of uninsured 
poor people (see Table 4-2). The Co~gressional 
Budget Office (CBO) estimates that, if the proposal 
were enacted. the total number of uninsured at all , 

, income 'levels would decline by IS nrlillon-or aJ
most 40 percent-by 1996. Most of ~ reduction 
would be among uninsured people with incomes 
below the poverty line: their nwnber would drop by 
11 million. 

Table 4-2. 

The EHect of the Managed Competition Act on the Number of Uninsured, 

by Income Category. 1996 (In millions of people) , 


Income Category Under Current Decrease in the 
(As a percentage of the poverty level) Policy Under MeA Number of Uninsured 

Under 100 Percent 15 4 11 

100 Percent to 150 Percent, 7 6 

150 Percent to 200 Percent 5 4 

200 Percent to 300 Percent 6 6 : 1 

300 Percent to 400 Percent 3 2 ;a 

400 Percent to 500 Percent 1 ' 1 , i a 
l : 

" ~1~--~--~~~500 Percent and Above ' 

---========-2-4 ~ ~ 
Total 

# "". SOURCE: Congressional B~get 'Otfte8. 	
; , 

•NOTE: MeA:", Mana~ed Competition Act 011993. 	 !, 
.~.. 

a. Less than 500.000. 
, .. 
--------------~--------~--------------~----------~-----,~-----
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, By contraSt. the number of uninsured between 
100 perCent and, 200 percent of poveny would, de
cline much less because the cost of insurance for 
many of these people. e~en after subsidies. would 
still amount to a significant expenditure. (For ex

\ 	 ample. the premium costs~ net of subsidies and tax 
benefits;, for the comprehensive' benefit package, 
would be about: Sl.l oa. or about 9 per,cent of in
come. fc)r a four-person family with income equal to' 
ISO percent of the 'poveny threshold.) In lolaI. the 
proposal' would leave some 24 million without in-' 
surance' in 1996~, Reducing the generosity of the 
benefit package. as discussed in' Chapter J. would 
have liu~e effect on the number,,-and distribUlion-,..()f 
uninsured people., 

" 

Effect'on 'Welfare Beneficiaries 
, 	 . 

'The subsidies ,in the proposal would also reduce an 
incentive in the current system for beneficiaries of 
Aid to Families with Dependent Children (AFDC) 

. to rem::lin on welfare: Under current rules. when a 
, welfare beneficiary goes to work and earns inco~e 

above certain thresholds. thebeneficiary'loses eligi
bility both for cash assistance and for Medicaid.6 

, 

(Children of w.orking mothers. however. remain eli
gible 'for Medicaid coverage in families with higher· 
incomes. even if the mother loses eligibility for her 
own coverage.) Unless such workers find employ
ment :It a firm that offers insurance. they ,lose some 
access to affordable health benefits., Moreover. 
even if their firm offers insurance. employers pass 
the cost ~f that insurance to workers in the form of 
lower wages. In both cases. welfare beneficiaries 
lose the value of free insurance if they take a job. 

Under the proposal. by contrast. welfare benefi
ciaries would not risk losing insurance 'coverage if 
they workl!d. They would be able to earn up [0 loa 
percent of the poveny level--<ons.iderably higher 
than'the income thresholds for AFDC beneficiaries-
and still .have free insurance with nominal cost 
sharing. 

6.· 	 Different Lh.resholds ipply fOf' AFOC.eligibility and Medicaid 
cli(!:ibiliiy. ,,'Aedicajd covcnge mal' Ix majnt.'line~t for I tnnsuion , 
pcnod of up 10 12 mont.hs 1fICr sumng won:, Pregnant ....omen 
C:IJl rcui'n Medinid covcngc al higher IncolTlC levels. 

Empirical evidence suggests that. under CUI 

rules. APDc and Medicaid have discouraged par 
pation in the labor force, but the evidence is 
directly applicable to the propos.al. Neverthel 
the'responses found in the literature suggest that 
Managed Competition Act coUld slightly inen 

, the participation of AFDC beneficiaries in the ~ 
forceJ ' 

Incentives Inherent in 

the Subsidy System 


The subsidy scheme in the Managed Competil 
" Act is designed to encourage low-income people 
obtain health insurance. . However, it would en 
cenain other incentives and disincentives that co 
affect employers' wi1li~gness to pay for tl 
employees' insurance arid th~ work effon of cen 
low-income people. 

TbeSubsidy System and Employe,rs 
'Health Insurance Contributions 

Under, the propos.al, employer-paid health insuraJ . 
for low-income workers would be costly to fm 

,but would have little or no value to poor WOrkl 

nus situation would occur because the subsidies 
premiums for low-income workers would be 
duced dollar for dollar by the amount that d. 
employers contributed to the workers' health ins 
ance. 

Thus, excluding other considerations. neither' 
employer nor its low-income employees would : 
any advantage in having the employer pay for' 
health insUrance of its low-income workers. If '. 
employer paid none of 'the premium, the iosuraJ 
would be free for workers' whose incomes were 
or below the poveny level. By C9ntrast, if 1 

employer paid some or all of the premium. the co 
would be· shifted back onto the workers in the fo 
of reduced wages: The loss of the subsidy COl 

, cost each poor worker thousands of dollars. I' 
'cause of this. AFDC beneficiaries and: other 10 
income workers eligible for subsidies would havl 
strong incentive to work for employers that did I 
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contribule 'to insurance and instead paid higher' 
wages. 

TIlls incentive could create a number of re
spOnses among low-income ,work~rs and finns. 
First. firms could "outsource" or con!J4ct out their 
low-income jobs. By outsourcing these jobs to 
companies that did not pay for insurance. firms 
could reduce their labor costs and the affected 
workers would become eligible to receive full subsi
dies. Second. companies that currently pay for 
insurance could stop paying for it. thereby allowing 
low-income workers to claim federal subsidies. The 
net cost of insurance for higher-income workers in 
these firms would increase, howev~r. because their 
insurance premiums, would no longer be excluded 
from the payroll tax. Thus. some high-income 
workers might seek employment elsewhere. 

Both of these respOnses would be costly and 
disruptive to employers and, employees. Some 
workers would have to find new employers. and 
some firms would have to reorganize their produc
tion. This reshuffling would reduce the effi,ciency 
of the economy because labor would be allocated 
panly with regard to the availability of subsidies. 
and not solely with regard to efficiency and produc
tivity. 

A third respOnse is that companies could expand 
their use of certain types of "cafeteria" plans. In 
cafeteria plans. each employee chooses the desired 
mix of cash wages and certain fringe benefits (such 
as health insurance, life insuranc~. and dependent 
care assistance programs), subject to some restric
tions. If a low-income worker did not want the 
employer to pay for insurance. the worker could 
receive higher wages or a more generous package of 
other benefits instead. High-income workers would 
still have the option of having the employer pay for 
their insurance. . 

Under the prOpOsal. every firm~ven those that 
did not pay any of the premium-would have to 
offer insurance to its workers and would be required 
to set up a payroll deduction scheme for them. 
Given this requirement. the additional administrative 
cost of establishiQg a cafeteria plan could be small 
relative to those in the current system. 

However. three factors would limit $e inlerest 
of some employers in establishing a cafeteria plan. 
rlfSt and foremOst. companies with morC than 100 
employees could face adverse seJection j'f some of 
their healthiest employees decided DOt to take the 
insurance. As some healthy workers dropped out of 
the insurance pool, the company's insura.nce premi
urns, would rise. causing more people to withdraw 
from the pool.' Second, some companies might 
face resistance to establishing a cafeteria plan if it 
caused a redistribution of wage incorrte among 
single and family workers. (Such a redistribution 
could occur. for instance, if flmlS curreritly reduce 
each worker's wages by the average cost of insur
ance for both single workers and those with fami
lies, instead of reducing each worker's w~ges by the 
actual cost of insurance.) TIUrd, some flmlS might 
be concerned that their cafeleria plans would not 
meet certain legal provisions that prohibit discrimi
nation in favor of highly compensated and certain 
"key" employees, such as officers of thel company. ' 
For example. cafeteria plans cannot provide more 
than 25 percent of their qualified ~efits to key 
employees. Although these provisions ,might not 
influence decisions in a large number of flmlS. they 
could affect some firms' decisions about; setting up 
cafeteria plans. 

All of those behavioral responses ,would in
crease the cost of the subsidy program to :the federal 
government because they would expand ~e pool of 
people who would receive subsidies. But the use of 
cafeteria plans would probably be the leaSt costly to 
economic efficiency. Cafeleria plans would allow 
workers and finns to adjust 'to the propokr without 
inducing an inefficient reshuffling of workers 
among fums in an effort to fmd employers that pro
vided a better mix of benefits. 

Work Disincentives of 
the Subsidy Scheme 

Although the subsidies would reduce the average 
cost of insurance for low-income people and im

7. 	 Advcne $election would DO( affect dcc::i.sXlcs 10 csublish • ca{eu:. 

ria plan roc firms with 100 or r_ employecs. These compmia 
would pw'Ch.uc iruunnc:c t.hrou,h !he HPPC .'It C:OlMIUaity-nled 
pn::miums. ....hich would be ucalT~ by Ihcir employea', deci. 
sions to Ukc insunncc u, a rriolc benefit. 
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prove their circumstances as a result. the subsidy 
system w9uld also discourage 'certain low-income 

, people frotn working more hours or, in some cases, 
from working at all. This work disincentive would 
arise from phasing out the subsidies as family in
come rose' between 100 percent and 200 percent of 
the povertY guidelines. Workers who eained more 
money wif:bin ,this income range would have to pay 
more for health insurance. thereby cutting into the 
incre~ irl'their take-home wage. In essence. phas~ 
ing out the subsidies would implicitly tax their 
income from work. ' ' , 

Once a family's income (net of premium) 
reached 200, percent or more of, poverty. the pro
posal would not affect decisions about work. And 
lower·income famiJies··with incomes below the, 
poverty level-would not be affected by the phase· 
out either.; But for families with incomes between 

';1· 	 • 
100 perce~t and 200 percent of poverty, the Impact 
couJdbe rather large. 

Families in this income range already pay--and 
will continue to pay under current law--relatively 

. high marginal tax rates on their earnings. For ex.~ 
ample. in '1995. some workers in this range will 
have to give up more thaI) 45 cents in federal taxes 
for each additional dollar of compensation. This 
large bite ief1~ts the 15 percent federal income tax 

'r.lte. the 15.3 percent federal payroll tax. and the 
phaseout of the earned income tax credit (EITC).' 
For a hus&and and wife with two' children. the 
phaseout of the EITC will impose about a 20 per
cent tax on 1995 earned incomes between' $11.290 
and 526.69.1. In addition. many of these workers 
pay state aAd local income taxes and some receive 
food stamp, benefits that are phased out as income 
rises. Both' of these factors increase their marginal 
tax rates even more. 

I' 

The proposal would further increase the implicit 
marginal tax on the incomes of those families earn
ing between 100 percenl and 200 percent of pov
erty. Alth,Dugh estimating the precise effects re

" 
" 
" 

" 

8. 	 Although the employer legl.lly pays IW( or the (eden.! payroll lU. 
economic' an1iYSIS IndicalCs Wt employen ~hift these COSlS 10 

worten' in 'the (onn of lower wages. For this ru.son. the employ. 
er's s~ is counted IS al..U on the employee. Sec Congrcuion.aJ 
Budgel Office. EconomIC im.piicauotU of Riwlf Heaith Care 
COIU, 

quires d~t.aiIt:9 info~ation .that is oot available, . 
simple example can lliustrate the ecooomic effect 
of the proposal in broad brush. Consider a hypo 
thetical, two-parent family with two children, witl 
one member of the family work::ing 35 hours pe 
week for total annual compensation of $24,000 (SCI 
Table 4-3). For such a family, the least expensivl 
health plan would cost about $6.650 in 1995, as 

,suming the comprehensive benefit package de 
scribed in Olapter 3. 

If the worker worked an additional' five hour. 
per week. his or her total annual compensatiOI 

, would increase by $3,429. But federal payroll tal 

would take an additional $487, and federal incom( 
taxes (before the EITC) would claim another S332 
The family would lose $644 of benefits from the 
earned income tax credit and S968 in low-incom( 
subsidies for health insurance. ('The example as. 
sumes that the employer does not pay for insur. 
ance). 

The net increase in the family's income froIT 
five hours more work per week wouJd be only S99t 
per year assuming the premiums 'associated. with the . 
comprehensive benefit package; federal taxes ane 
increased insurance premiums would claim about 7C 
percent of the worker's added compensation. In 
other words. the marginal return from working the 
additional hours would be only about 30 percent 01 
the increase in gross compensation-an estimate thai 
does not even include the' additional costs of state 

'and local income lUes. 

The marginal lU on work would be smaller if 
the premiums used in the example were those asso
ciated with the limited benefit R3Ckagedescribed in 
Chapter 3 (see Table:: 4-4). In that case. 'the value of 
the full subsidy would be lower and the phaseout 
rate would be smaller. Nevertheless. the marginal 
tax on work would still be high-about 67 percenL. 

Phaseout rates would vary among workers in 
, 'different types of families because the maximum 

subsidy and poverty level would depend on family 
size (see Figures 4-1 and 4-2). Nevertheless, the 
phaseout of these subsidies would impose hefty 
marginal levies on workers from all types of fami
lies over certain income ranges. The Managed 
Competition Act would increase the implicit mar· 
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ginal tax as much as 20 percentage points on .the 
incomes of single workers. 2S percentage points on 
headS' of. households. and 30 percentage points on 
married workers if the premiums were those assOCi
ated with the comprehensive benefit pacbge. 
Under the premiums of the limited benefit packllge. 
the marginal levies would increase from about 15 
percentage points to 2S percentage points. 

Besides·the phaseout of subsidies for premiums. 
the loss of assistance for cost sharing would occur 
abruptly when a family's income hit 200 percent of , 
poverty and it became ineligible for this assistance. 
For example, in 1995 a married couple with two 
children would lose cost-sharing subsidies worth 
about S1,400 under the comprehensive' benefit pack
age when its income rose from $30,399 to $30,400. 
which would be 200 percent of the poverty guide
line for a family of four. ' 

Another "cliff" would occur at 100 percent of 
poverty. where workers would lose subsidies for the 
wraparound benefits. Assuming the comprehensive 
benefit package. the loss of wraparound benefits 
would cost such a family $600 in 1995 at this cliff. 
Under the limited benefit package, CBO assumes 

. that workers would not only lose the wraparound 
benefits at poverty. but also assistance for cost 
sharing. Under this less generous package, the 
combined loss of both benefits. would be huge
amounting to $2,900 for such a family in 1995. (As 
discussed in Chapter 3, the wraparound benefits 
would be worth much more under the limited bene
fit package than under the comprehensive one.) 
These estimates reflect the average amount of assis
tance for cost sharing and wraparound benefits. But 

. high health costs are extremely concentrated among 
certain families. As a result, the majority of eligible 
families would receive levels of assistance that were 
less than average. Still. even for the median family, 
the loss of assistance for' cost sharing and wrap
around benefits would probably result in a sigruti
cant cliff at certain income levels. 

Faced with these incentives, some low-income 
workers could decide that earning additional income 
by working longer hoUrs was not worth the trouble. 
These incentives amid also discourage them from 

moonlighting at a second job or working hamer at 
their existing job in order to secure a raise or a 
promotion. 4t..... 

Workers could respond in ways .that: would 
reduce these high marginal levies on wore they 
could become uninsured, for instance. (The pro
posal would not mandate insurance.) Certainly. 
becoming uninsured would increase take-home pay 
and might reduce the disincentive to work, but it 
would not eliminate iL As long as workers value 
health insurance, they would lose a valued, benefit 
(insurance) if they earned more than the lpoverty 
level and took. this option. Thus, the sbbsidies 
would improve the wel1-being of the poor' by ex
panding insurance coverage, but the phaseout of the 
subsidies would reduce the marginal return frOm 
working and thereby discourage additional work 
efforL 

The incentives created by the subsidy' system 
would also lead some workers to drop ou~ of the 
labor force or liot enter in the fU'St place. Although 
most workers' decisions about participating in the 
labor force are generally not sensitive to changes in 
net ·returns, one' group is relatively responsi~e: 

second workers in households in which one person 
is already employe.ct. These so-c3lled secondary 
workers are more respOnsive to changes iri net re
turns from work because they can rely on their 
spouse's income. They will participate in the labor 
market when the net returns from work exceed their 
costs of working, including the value of ihe time 
that would otherwise be available for leisure or, 
other activities. 

The proposal would reduce the willingness of 
secondary workers ,in some low-income' households 
to take a job. If the family's income was ,between 
100 percent and 200 percent of the pOverty level 
and the second worker's income did not taise the 
family's income beyond the 200 percent levd. the 

I 

reward from· the second worker's efforts 'fould be 
only about 30 percent of the gross compensation if 
the premiums were those for the comprehensive 
benefit package, and only slightly higher. if the 
lower premiums for the limited benefit! package 
were charged. (Again, this assumes that . the 
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Table 4-3~, 
Take-Home Pay for Additional Hours of Work: 	 ......., 

A Comp~henslve Standard Benefit Package Under the Managed CompetitJon Act 

'I 35·Hour 4O-Hour 

" 
Work Week Work Week Chang. 

In Dollars 

Compensation 24,000 
" 

minus 
Employer's Share of Payroll Tax 1,706 

equals'; 
Base Wage 22.294 

minus, 
Net Insura,nee Cost (After subsidy) 2.157 

equals 
Adjusted Gross Income 20.137 

minus i 

Personal Exemptions and Standard Deduction 16,550 
equals 

Taxable Income 3.587 

Federal TaX Before Cred,il 538 
.. minus ' 

Earned Income Tax Credit 889 
equals 

Net Federal Income Tax ·351 
plus 

Employee's Share of Payroll Tax 1.706 
equals; , , 

Total Feder,al Tax Paid Directly byEmployee 
.: 

1.355 

Net Income After Tax and Insurance 18,783 

As a Percentage of Additional Wages 

Net Income.f~om Working Five Additional Hours n.s. 
, ~~ '.'~; :';';'. ',":. '. 

. Marginal 4,vy on Wages from Working 
FIVe Additional Hours n.s. 

27,429 

1,949 

25,479 

3.126 

22.354 

16,550 

5,804 

871 

245 

626 

1.949 

2.575 

19.n9 

n.s. 

n.s. 

3,429 

244 

3.185 

968 

2.,217 

0 

2.217 

332 

-644 

976 

244 

1,220 

996 

, " 

..·.29 

71 

. SOURCE:Congressionill Budget OffICe. 

NOTE: Table assumes a hypoltleticallWo-parenl two-dllld family in 1995: n..a. • no( appIi<::abIe. 
. , . .... 	 .. 

a. 	 Assumes tM1 empioyers pay nothlOQ for insurance and that the fami~ choOses the least expensive health plan. wtlid;.Wou6d COst $6;6-4, 
before subsidies. '. . 
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Table 4-4. 
Take-Home Pay for AddItional Hours of Work: 
A Umited Standard Benefit Package Under the Managed Competition Act ....... 


3S-Hour 4O-Hour 
Work Week Work Week €hange 

Compensation 
minus 

Employer's Share of Payroll Tax 
equals 

Base Wage 
minus 

Net Insurance Cost (After subsidy)
equals 

Adjusted Gross Income 
minus 

Personal Exemptions and S~andard Deduction 
equals 

Taxable Income 

Federal Tax Before Credit 
minus 

Eamed Income Tax Credit 
equals 

Net Federal Income Tax 
plus 

Employee's Share o,f Payroll Tax 
.. equals 

Total Federal Tax Paid Directly by Employee 

Net Income After Tax and Insurance 

In Dollars 

24,000 

1.706 

22.294 

1.838 

20,457 

16,550 

3,907 

586 

889 

·303 . 

1.706 

1,403 

19,054 

As a Percentage of Addlttonai Wages 

Net Income .trom Working Five Additional Hours 

Marginal Levy on Wages from Wonting 
FIVe Additional Hours 

n.a. 

n.s. 

27,429 ; 3,429 

1,949 244 

25,479 : 3.185 
I 

2.662 	 , ' 825 

22.817 ' 2.360 

16,550 0 

6.267 	 2,360 

940 3S4 

245 -644 

695 998 

1,949 244 

·2.644 1,242 

20,173 	 1,118 

n.a. 	 33 

n.a. 	 67 

SOURCE: Con9res.siooal Budget OtflCe. _ 


NOTE: Table assumes a hypothetical two-parenl. two-<:hild family in 1995; 0.&•• not appIic:ab'e. 


a. 	 Assumes tnal emp.loyers pay nolhing for ins,urance and !hal the famity dlooses the INst eq:>ensMJ Malth plan. which would cost SS.313 . 
before subsidies. . , '. . . 

. . '. .' ~ '. '.';':,' 

. ':' .. 
:,;. , 

. EMBARGOED UNTIL· 
MAY 4,;1.~.94, 10:00 A.M. 

. ., 



'EMBARGOED UNTIL 

MAY 4, 1994, 10:00 A.M. 
, ' 

36 AN ANALYSlS OF 1lffi ~AGED .coMPETITION ACT April 199 

Flgure 4-11. , , ' 
Effective Marginal Tax Rates on Compensation In 1995: A Comprehensive 
Standard ,Benefit Packa~eUnder the Managed Competition Act 
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Agure.4-2. 

Effectlve.Marglnal Tax Rates on Compensation In 1995: A Umlted 

Standard Benefit Package Under the Managed Competition Act ....... 
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worker's ~mployer does not pay for insurance'.) In 

either case, the returns from work would be low, 

and the second mer's net i(1come might not be 

enough even to cover the costs of transportation and 


. child care: Moreover. by going [0 work, the second 

earner would lose time that could be· spent on 

homemaking, childrearing, or other pursuits. 

Of course, the work disincentive would be 
smaller if \he second worke(s income increased the 
family's income well above 200 percent of poverty. 
Moreover, if the primary worker earned 200 percent 
or more of the poverty level. the phaseout of the 
subsidies iwould have no effect on . the second 
earner's decision to take a job. 

Inheren't Trade·OfTs in 

Designing Subsidies 


The work disincentives under the Managed Compe-
I 

tition Act are an inherent element in all health plans 
th:lt target subsidies toward low-income people be
cause those. ben~fits must be phased out as income
rises. Although changing the design of the subsidy 
system could reduce the marginal levy on the in
come of low-income people. doing so would intro
duce other problems. 

! 

One way to reduce the subsidy phaseout rate 
would be to provide a smaller subsidy to people 
earning income :It (or below) .the poverty level. 

With a smaller subsidy to start-$Omething-less ilia ........~ . .. . 

100 percent of the prenuum-Iess of It wOuld ha-v 
to be taken away as income rose. But this chang . 
would make it more difficult for lOw-income pebpJ 
to afford insurance and would undercut one of th 
major goals of the proposal.. In addition. such 
change would do Jess to reduce Medicaid wlock. 
As long as Medicaid offered free care--but peepJ 
who worked had to pay for a significant fraction 0 

their care--welfare beneficiaries would face $Om 
incentive to stay out of the job market 

A second way to reduce the marginal leV' 
would be to phase out the subsidies over a b~ 
income range-in other words, to raise the inCoffil 
threshold at which subsidies were terminated to 
say, two and one-half or three times the pove"! 
level. This approach. however, would dramaticalh 
raise the .overall cost of the subsidies. since it woul~ 
greatly increase the number of eligible families. 

Moreover. these additional subsidies would hav( 
LO be financed-and that fmancing could also disto['l 
decisions about work. Inevitably, such a poliCl 
would spread the work disincentives to a largo 
fraction of the population than would be true undet 
the proposal. Thus, although a slower phaseoul 
would significantly improve the work incentives (01 
people earning between 100 and 200 percent ,01 
poverty. it would increase the work disincentives fOI 
others. The net effect of these changes on eco
nomic efficiency is uncertain. 

• 
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Chapter Five 

Other Considerations 


T 
he Managed Competition Act of 1993 pro

. poses to resUllcture the health care system 
using market reforms. competitive forces. 

and subsidies for low-income families to expand 
health care coverage and slow the rate of growth of 
health spe.nding. Changes in the tax system would 
make people with employment-based coverage more 
sensitive to its price. as well as provide incentives 
for uninsured people to. purchase coverage. The 
proposal would not require people to obtain health· 
insurance. but under it the number of uninsured 
people would drop significantly. 

To strengthen the demand side of the insurance 
marketplace. employees of small flmls and people· 
without ties to the labor foree would purchase . 
health care coverage through regional health plan 
purchasing cooperatives (HPPCs).which would 
offer a. choice of accountable health plans (AHPs). 
All AHPs would provide coverage for a standard . 
package of benefits that would be specified by a 
federal Health .Care Standards Commission. Conse
quently, purchasers would base their.choices on . 
price, quality, and convenience. Within the HPPC. 
a modified form of community ~ting would prevail 
that would ensure that a plan's premiums would 
vary only by 'type of enrollment (individual, individ
ual and spouse. individual and one child, and indi
vidual and family) and the age of the principal 
enrollee. All people, regardless of their aquarial 
risk status. would be assured that th:y could obtain 
coverage. 

All employers ;vould have to offer their employ
ees health insurance coverage through an AHP. but 
'they would be under no obligation to contribute to 
the cost of that coverage. Small employers could 

meet this requirement onJy by contracting with a 
HPPC. Large employers would have more flexibil-, 
ity; they could self-insure by establishing an AHP 
for their employees or purchase coverage in the 
marketplace from an insurance carrier; offering 
AHPs, but they would be prohibited from' purchas
iDg coverage through ~e HPPC. Large employers 
would, however, have to ensure that their etnployees 
were at no ,financial disadvantage from 1>eing out

, I 

side the HPPC; g~nerally,one of the plans that they 
offered would have to provide coverage at a cost to 
their employees, thal was no higher than the refer
en~ premium Jor their area (thal is, the· premium 
for the lowest-cost plan in the HPPC that enrolled a 
specified proponiOD of the eligible popula~on). 

i 

. The proposal would lerminate the :Medicaid 
program and, provide federal subsidies: to low
income families to enable them to purchase health 
care coverage from plans of their choice, either 
. through the HPPC or, in the case of lo\.v-income 
families with a worker employed by a· l~e fum. 
from their employer. The subsidy progcim would 
not be open ended; federal expenditures forsubsi
dies would be limited to the savings and ~ increased 
receipts generated by the proposal. Although the 
federal liability for subsidies would be crffectiveJy 
capped. the Congressional Budget Offi~ (CBO) 
believes that if the shortfall in subsidies: was sub
stantial. the mechanism for limiting tije feder3.J 
subsidies would seriously disrupt the· insurance 
marketplace and could render it unworkable. 

i 
Even with subsidies for low-income P!:ople. this . 

. voluntary system of health 'care coverage would still 
leave a significant number of people \.tninsured. 
Although premiums would be commu~ity rated. 

, I 
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they might: still represent a c'onsiderablebite out of 
the budgets of those low~ and moderate-income 
families who were eligible for. at most. a partial 
subsidy. Ne.venheless. proponents of the managed 
competition approach believe that the market system 
should be given an opportimity to work before 
mandates on individuals are considered. 

, , , 

As with other proposals that would fundamen
tally restructure the health care system. estimates of 
the cost and other consequences of the Managed 
Competition Act are highly uncertain. One reason 
for this is' that managed competition remains a 
largely untried system. and there is 'little analytical 
evidence to indicate how effective it might be. 
Alth()ugh a few large purchasers of health insurance 
have implemented components of the, . managed 
competition' approach. and voluntary purchasing, 
cooperatives exist in some markets. these experi
ments offci litue insight because they' operate in a 
larger envitanment that is unmanaged. The ramifi
cations of ~e proposal are also uncertain because 
imponant fearures--inciuding the standard benefit 
package an~ many oPerational details-are not sped- . 
fied and would be left for the Health Care S:tandards 
Commissio~, the Congress, or later reg~lations to 
resolve. 

p 
L 

In preparing its' cost estimates •. therefore, CBO 
had to make a number of assumptions about both 
the effectiveness of managed competition and the 
unspecified ,dimensions of the proposal. Several of 
the underJying assumptions were difficult to develop 
and. together with other uncertainties about the 
proposal.· gaye rise to fundamental questions about 
how the system would actually work. This chapter 
discusses seyeral of these' issues. 

Determining Eligibility 
for Subsidies 

As described in Chapter t, the M:J.tlaged Compe~i
tion Act would eStablish a complex system of subsi
dies that wo61d be a challenge for the Health Care 
Standards COll,lmission to administer and for benefi
ciaries to cdpe with. Subsidies .for premiums and , ' 
cost sharing;:would be available for: non-Medicare 
enrollees with family income below 200 percent of ' ' 

the poverty level. Medicare beneficiaries with in...... ~ " 

come below 120 percent of the poverty level would 
be eligible for. premium subsidies: those with in
come below 100 percent of poverty would also be 
eligible for cost-sharing subsidies. People with 
income below the poverty level would also be enti
ued to federally flnanced wraparound benefits
services that are DOW covered by Medicaid but 
would not be included in the standard benefit pack
age promulgated by the corrunission. All those 
receiving Aid to Families with Dependent Children 
(AFDC) or Supplemental, Security Income' (SST) 
would be eligible for fuji premium and cost-sharing 
subsidies as ...leU 'as the wraparound benefits, regard
less of whether their family income was below the 
poverty line. Although. in principle. the eligibility 
criteria are straightforward, several questions arise 
about the . feasibility and possible consequences of 
the system for establishing eligibility. 

State-Adjusted Measures of Poverty 

The propo~ does not adopt the usual approach to 
means-tested programs. which is to employ a na
tional poverty standard. Rather, it would use state- ' 
specific measures in an attempt to adjust the eligi
bility criteria for the wide variations in the cost of 
living across the country. The goal of this approach 
is to' target subsidies more effectively toward the 
neediest people. Although this goal has obvious 
appeal, it Is not clear whether it could be accom
plished. Cost-of-living indices for stales do not 
exist. and the Departments of Labor and Commerce 
wo~ld have, to undertake a major statistical effort to 
generate reliable indices. Consequently, CBOwas 

. unable to take such adjustments i~to account in its 
cost estimates. 

Even 'if reliable indices' could be developed. 
using Stale-specific m~ of poverty could create' 
considerable confusion in the many multlstale urban 
markets in which eligibility for a subsidy would· 
vary according to the jurisdiction ~'which one lived 
(assuming that eligibility was based on one's state 
of residence rather than place of employment). The 

, . variation in eligibility criteria could. cause low
income families to cluster in certain border jurisdic
tions. In addition, the corrunission's job would be 
made more difficult if it had to calculate subsidies 
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. based.on· more than ~O sep"ara.te poverty le~els:. In 
the end. switching to state-specific measures might 
result in only modest improvements in the I.aIg~ting 
of subsidies. because variation in the cost of living 
within states could be as great as that between 
states. 

The Eligibility Process and Access· 

to Care 


With the exception of AFDC .and SSI beneficiaries. ~ 
who would automatically be eligible for subsidies. 
low-income peoP.le might find the process of obtain
ing subsidies rather daunting. They ~ould have to 
apply to a federal agency-the Health Care Stan
dards Commission--submilting proper infonnation 
about their family circumstances. income. employer. 
a,nd the AHP in which they were enrolled or wished 
to en~11. Those receiving subsidies would have to 

. . reapply for them each y~ in O!:tober to be eligible 
for subsidies for the following year. if their in~ome 
fell during the y~.they could apply for larger 

. ".s~bsidies at quarterly intervals. If they failed to file 
an annual income reconciliation statement in April. 
they would lose their. eligibility for fu~re subsidies. 

How.accessible wOlild this system of subsidies 
be to low-income people. particularly. those with 
limited education. complex family circums~ce$. 
unstable income. and a high degree of residential 
mobility? The proposal provides some assistance 
for . local organizations to help people .applY for 
subsidies. but the appropriation" for these activities 
would be small. State and local governments would 
have no explicit role in thisprocess~ although they 
probably would· facilitate enrollment in order to 
avoid costs they would otherwise incur for uncom
pensated care. If adequate outreach and assistance 
were not 'provided. many low-income fa.rn,ilies might 
remain uninsured and not seek to enroll in health 
plans until they needed medical care. Yet many of 
these uninsured people might find that they' could 
not enroll in AHPs· at the particular time they 
needed care beca~se. unlike enrollment in the Med
icaid program. which is year-round. enrolIment in 
AHPs 'Would be restricted to an annual 3O-day open
enrollment period. "- (Special enrollment periods 

. woutdbe available for people who experienced 
changes in family or employment staIUS.) . 

Thus. although the proposal would allow many 
low-income families to purchase health ~ce in 
a systematic or planned way. it would alsO remove 
the ready--or "as .nceded"-access. to covekge that 
Medicaid affords to eligible populationS. This 
change could leave the providers of last reson that 
serve the low-income population-hospital emer-· 
gency rooms, 9utpatient departments, and public 
clinics-in difficult circumstances. Some could expe
rience an increase in uncompensated care. i 

The Potential for Overpaying 
Subsidies 

The methods that the proposal specifies for deter
mining eligibility for subsidies and distributing 
subsidies to AHPs also raise the possibility that 
subsidies might be misdirected or.overp.lud. The 
Health Care Standards Commission woul~ establish 
the eligibility of individuals and then sendl premium 
and cost-sharing subsidies directly to thc;ir chosen 
plan. Thus. AHPs enrolling low-incon:.e people 
would receive subsidy payments from the federal 
government with· relatively little ongoing federal 
monitoring of the process. Verification :would be 
performed for only a sample of those: receiving 
subsidies. 

The proposal specifies an annual process for 
reconciling the premium subsidies by comparing 
actual with expected income using data from the tax 
system. although many of those eligible; for subsi
dies would not be required to me tax. returns and 
would therefore have to me a separate in~ome state
ment with the commission. There would be no 
reconciliation for the cost-sharing subsidies or' the 
wraparound benefits for low-income people. Appar
ently. AHPs would have no liability for repaying 
any excess subsidy payments that they: might re
ceive. i 

Because of the constant movement Oif people in 
and out of HPPC areas, their changing e~gibility for 
subsidies. and the fact that some people would 
probably be dropped from health plans:if they" did 
nOI pay their share of 'the premium.- it would be 
difficult for the commission to avoid riUsdirecting 
some subsidy payments. To minimize the extent of 
that problem. it would need to track the' enrollment 
and disenrollment records of low-income indi~idu-
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, als :md their eligibility for subsidies very closely-
probably on a quarterly basis. The commission' 
would also have to make the subsidy payments that 
frequently: ',the probability oLoverpayment' would 
increase considerably if subsidies were paid annu
ally or even semiannually .. 

The Consequences of 

Shortfalls in Payments for, 

Low-Income Enrollees 

The complex subsidy, mechanism that wQuld be 
created by the Managed Competition Act and the 
controls that would be established to ensure that the 
subsidies did not add to the federal deficit could 
present AHPs with shortfalls in payments for low
income enrollees and considerable amounts of uno. 
certainty that could undermine the effective func
tioning of the HPPC marketplace. 

Shortfalls in premiums for low-income enrollees 
. could arise from the limits that the proposal would 

place on' .fe.deral subsidies.· The annual amount 
available for subsidies would be limited to'the sum 
of :my additional revenues generated by the tax 
ch:mges in the proposal and the savings from elimi
nating the Medicaid program. reducing spending for 
Medicare. a.t:ld ·prefunding retiree health Denefits. in 
the Postal S'~rvice. This pool of resources would 
fin:mceprerruum and, cost-sharing subsidies. wrap
around benefits for low-income' people. transition 

. assist:mce for the states (between 1995 and 1998) as 
they took over the long-term. care. portion of the 
Medicaid program. and other grants and expendi
tures included in the proposal. 

" The preriUum subsidies for non,-Medicare enroll
. ees. however. would be paid only after all of the 
other required payments had been made: hence. 
these subsidies would bear the brunt of any short-· . 
fall. If the available funding was insufficient. AHPs 
would have;to accept reduced pr~mi~ms for their 
low-income :e"!9I1ees. Moreover. ··even with full 
funding of the subsidies. some AHPs could ex peri..;. 
ence shortf:lJls in premiums and cost-sharing pay
ments for low-income enrollees. . 

If shonf3.Ils in payments for low-income enroll
ees occurrep--for whatever reason-~AHPs would 

probably have to raise their premiums for all' enroll 
ees. Although the proposal includes provisions tf 

distribute the burden of premium and cost-sharint 
shortfalls across all health plans (including closec 
AHPs) and across HPPCs, it would be extrcmeb 
difficult to develop and implement 'an a.ccu:rate an~ 
effective distribution mechanism. Consequently,' thi 
approach to subsidizing the he:aIth care coverage' 0 

low-income people-which is an explicit form 0 

cost shifting-could introduce considerable uncer 
tainty and instability into HPPC markets. More 
over, if shortfalls were substantial. the. amount 0 

cost shifting that would be necessary· to cover then 
might be untenable. . 

Shortfalls in Premiums 

In 	 general. AHPs enrolling low-income peepl. 
would experience shonfalls in premiums if federa 

. I 	 subsidies were riot fully funded. In that case 
AHPs would be required to cut their premiums fo 
low.,.income people and absorb the difference them 
selves. (seethe appendix). Because -any subsid: 
would be inversely related toa fapilly's'income
reaching uro for those at 200 percent of the PQv 
erty level-the corresponding premiwn shortfal 
would decline as income rose above poverty. Evel. 
if the unspecified mechanism for distributing th, 
shortfalls among health plans worked perfectl~ 

AHPs would have to raise premiums for all enroll 
ees to cover the ayerage systemwide shortfall.' I 
the distribution mechanism was not perfect. AHP 
would have to raise' their premiums by differenti2 
amounts to cover their particular shonialls. Tb.2 
response ~d change AHP premium ranking 
within a HPPC. possibly changing which AHP wa . 
the reference plan (the lowest-<:ast plan ·enrolling 
specified proportion of the eligible enrollees). 

The only' siruation in which an AHP J;Dight DC 

experience a moniall with partial fundii:lg of feden 
subsidies would be if a low·income person rcceivo 
an employer's contribution for the. entire prcmiwr 
Although the proposal is sile'nt.on,what would hap 

, pen if an employer contributed more than the maxi 
mum premium that an AHP coUld charge a low 

. income person, it would be illogical to ask a plan t

. accept a iower payment in those circumstances. l 
general, however. the primary beneficiary of em 
ployers' contributions would be the federal govern 
ment; which would reduce its premium subsid, 
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accordingly. Given- that employees "pay" for their 
employers' contributions to health insurance through 
lower wages, .every dollar from an employer that 
substituted for a federal subsidy dollar would make 
low-income workers worse off. 

. Even with full funding o( the subsidies, AHPs 
with premiums higher than the reference premium 
would have to lower them for low-income enrollees._ 
The amount of the reduction would be a function of 
the family's income and the degree to whic~ a 
plan's premium exceeded the reference premium. , 
For example. a poor family participating in a 

·higher-cost plan would be required to pay only 10 
percent of the difference between the reference 
premium and the plan's actual premium. ~ere 
would be no federal subsidy to cover this shonfall 
because the maximum subsidy could nOt exceed the 
reference premium.. If, in addition. the federal 
subsidies were only partially funded. the plan would 
face a higher p~mium reduction-reflecting both 
effects. 

It is not at all clear how many low-income 
families would choose· to enroll in· plans that 
charged more than the .reference premium. Much 
would depend on the distribution of premiums 
among AHPs in the HPPC area. the availability and 
accessibility of plans that cost no more . than. the 
reference premium. the perceived quality of care in 
such plans. total out-of-pocket premium costs •. and 
the additional out-of-pocket premium costs associ
ated with the higher-cost phms .. Families with in
come around the poveny level, particularly tftose 
with health problems. might find the higher;.cost 
plans an attractive option because at that level of 
income they would be required to pay little ol:lt of 
pocket to enroll. By contrast. families with income 
in the declining-subsidy range might be discouraged 
from purchasi.ng any insurance (either at the level of 
the reference premium or higher) because of the 
substantial individual obligation they would fac;:e. 

Shortfalls in Cost-Sharing Subsidies 

All AHPs would be required to lower cost-sharing 
amounts to "nomirt.l.1" levels for non-Medicare bene
ficiaries with income less than 200 percent of the 
poveny leveL . Under the proposal. plans would 

0llIER CONSIDERAnONS <43 
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rtcciYe cost-sharing subsidies th.a.t would notl be tied 
to the actual health ca.re expenditures of th6ir low
income enrollees. 13:!~er, the cost-sharing subsidies 
would be lump-sum payments that would vary only 
by the type of enrollment and the age of the princi
pal enrollee. ; 

I 

These payments would be uniform nationwide 
and consequently could vary widely as a percentage 

of total costs in different markets. Some plans 

could gain and others lose under such an kange

ment. depending on the utilization pattemsof their 

enrollees. Moreover. there is no guarantee that 


. reductions in cost sharing would be fully subsidized 

in the aggregate, since the Health Care Standards 

Commission would allocate the annual funds for 

cost sharing in advance based on estimates that 

could be far off the mark. especially in the initial 

years of implementation. . 

The Interplan Reconciliation Process . . 

I 

To ensure that AHPs enrolling large numbers of 
low-income people would not be dispropoqionately 
affecte9 by shortfalls in subsidies or premiums. all 
AHPs-including self-insured f.ums-would be re
quired to participate in a nationwide system that 
would distribute reductions· in premiums and cost 
sharing equitably among plans. Developing a na
tional transfer system involving the thouSands of 
AHPs in the country would be an extrem~ly diffi
cult task. and whether it could be implemented 
effectively is doubtful. 

The proposal does not spell out the Principles 
on which the transfers would be based. Would, for 
example. plans with higher premiums ~ entitled to 
receive larger interplan transfer amounts forsubsi
diled enroJlees than plans with lower prdniums in 
markets with the same reference premiu~? Cer.
tainly, the shortfalls in premiums would be greater 
for the higher-cost plans. but requiring other plans . 
to contribute more in consequence raises the possi
bility that unsubsidized enrollees in low.:cost health 
plans would have to pay higher premiunis to help 
subsidize low-income enrollees in higher-eost plans. 

A further complexity for the transfer 'system is 
that reference premiums could vary greatly among 
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HPPCs. rdl~ting differences in input costs. practice 
patterns, qu~ity of care., competitiveness' of the 
marketplace: and the efficiency with which health 
care was delivered. Because federal subsidies in 
any HPPC area, would be tied to the reference pre
mium. plans: in markets with high reference premi
ums would;receive larger subsidies than pJans in 
markets with low reference premiums. Questions 
would inevitably arise about whether such discrep
ancies could be justified or whether they were un- . 
fair to health plans in highly competitive markets, , 

Concepfual questions such as these are difficult 
,to address and would be politically charged, They 
;llso evoke, concerns about equity among individu
,also plans. cmd geographic areas and may not be 
appropriate issues for.an appointed commission to 
resolve. ' 

The Effects of Shortfalls on 

Insurance Markets 


~ ~ 
. 	 i 

The proposafs complex subsidy mechanisms would 
, .introduce agQO<i deal of uncenainty and instability 

into HPPC: and non-HPPC insurance markets. 
, AHPs would have to estimate their' potential shon

falls under' a: number of circumstances in order to 
set their pretniums. These calculations would be 

,extremely complex because each plan's expected 
shortfall would be related to a number of factors 
that would ~ difficult to predict. including: 

o 	 ,The federal premium subsidy percentage for the 
year; , " 

, 'J 
i 

o 	 The rela~onship of the plan's premium to the 
reference premium and to the premiums of other 
plans in ,the market; 

o 	 The num;ber of low-income families who might 
enroll in',the plan by type of enrollment, age of 
principal: enrollee. and, family income as a per
centage of the poveny level: ' 

'. 
o 	 The amount to be received for cost-sharing 

subsidieS -relative to the use of services by eli
gible eru:pllees: 

o 	 The effectiveness of the mech2nism for adjust
ing premfums for risk ",:,ithin the HPPC; and 

o 	 The amount that the plan might receive through 
the interplan reconciliation process. 

The estimating procesS wouJd have to be a 
dynamic one because a plan's anticipated shortfall 
would be related to the level of its premium. A 

,higher premium would probably change the ~Iation
ship of the plan's premium to the reference pre~ 
mium, which would itself depend on the final deci
sions made by aU the' plans. 'A higher premium 
would also cause some enrollees to drop their co v

, erage or switch plans. Those that dropped coverage 
might be healthier than average,' causing the average 
level of risk of the plan's enrollees to rise and plac
ing further pressure on premiums. Thus, when 
setting premiums, plans would find themselves 

'dealing with many', unknown and interdependent 

variables. ' 


Determining premiums would not become less 
, ,complex or more certain over time. "The federal 
, subsidy percentage could vary from year to year. 

the reference premium in the HPPC would probably 
, 	change annually. ~ might the plan or plans offering 

that rate; and considerable numbers' of people-par~ 
ticularly low-income' people-could . switch plans 
each year to minimize their out-of-pocket premium 
payments. In shon. the premiums of health plans in 
HPPCs with a high percentage of low-income en
rollees could be unstable l3Jld unpredictable. 

In the abSence of an effective 'distribution pro
cess. AHPs might respond· in a variety of ways to 
shortfalls in payments. ,1be responses' and their 
impacts would generally be greater withfu the HPPC 
than outside it because low-income people would 
constitute a much ·higher proportion of the HPPC 
population. Once a plan had set its premiums for 
the year, it presumably could not change them untii 
the following year. Consequently, if the projection 
of the ~honfall in payments for low-income enroll
ees on which the premium was based turned out to . 
be too low. a plan could not adjust its premiums to 
compensate in the short run. Small shonfalls would 
probably pose little problem. Large shortfalls. how
ever. might produce various interim responses. such 
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'as lowering payments to prov.iders and reducing the 
quality or quantity of are provided. .' 

In the longer term. plans faced with significant 
reductions in payments would almost certainly raise 
their premiums; some might even withdraw from 
the market. If people chose to drop their coverage 
when premiums rose. the consequences woul~ not 
be confined to the plans immediately affected. 
Because enrollment in AHPs would be voluntary, 
some healthier people might drop out of the HPPC 
market altogether rather than just switch plans. This 
response would cause the average risk level. of a.U 
enrollees in 'the HPPC to rise. potentially re~ulting 
in an upward spiral of premiums in the HPPC. 
Very large shortfalls in premiums could cause the 
HPPC system to collapse entirely because the 
amount that AHPs would have to pass on in higher 
premiums would be unacceptable. CBO believes 
that to avoid such consequences. the subsidies 
would have to bC close to or fully funded. 

The Tension Between 

Covered Benefits and the' 

Proposed System of Subsidies' 


CBO's analysis suggests that it would not ~ possi
ble to implement the proposed system of subsidies 
in conjunction with a relatively generous benefit 
package. full funding of the federal subsidi.:s. and 
no increase in the federal budget deficit. The avail
able funding for the proposed subsidy pool would 
be insufficient. 

If the commission established a standard pack
age of benefits that was similar to that required by 
the Administration's proposal--which is .about 5 
percent more generous than the average employer
sponsored pJan-:the annual shortfalls for premium 
subsidies for the non-Medicare population would 
average over 30 percent between 1996 and 2000. Jf 
such shortfalls were reflected in reduced premium 
subsidies. they could well jeopardize the orderly 
functioning of insurance markets. If so. policy

" 	 makers would have only three ways to respond. 
First. they could fund the subsidies by allowing the 
deficit to increase. Second. they could approve 

additional speqdjng cuts 'and tax inc:reasbs to aug
'ment the poor of resources available 'to fund me 
subsidies. Finalb', they could ~e bacf the pm
gram either by changing the standard benefit pack
age to reduce premiums or by trimming the gener
osity of the subsi~ies. . ,: 

This third approach, which may appear to be the 
obvious response, could be problematic; it provides 
a good illustration of the problems and difficulties 
that one encounters when modifications ai-e made in 
co~prehensive health proposals. Often. ad hoc 
adjustments designed to reduce costs ill one area 
interact with other components to raise Costs else
where in the proposal. For example, if the com
mission increased the cost-sharing requirements for 
the standard benefit package in an effort to reduce 
premiums and. hence, premium subsidieS. it would 
find that net federal costs would be reduced little 
because there would be a concomitant increase in 
the spending for the cost-sharing subsidies that are 
paid for people with income below 200' percent of 
poverty.. Altematively. if the commissi~n tried to 
reduce premiums by narrowing the range of services 
covered in the' standard benefit package, it would 
soon discover that much of the saving's achieved 
from lower premium and cost-sharing subsidies was 
offset by increased federal costs for the wraparoUnd. 
benefits available to people below the poverty level. 
Thus. under the proposal. lowering federal subsidy 
costs by reducing premiums is. at best. i "two steps 
forward. one step back" process. 

, 
In formulating an alternative that petnutted full 

funding of subsidies from the pool of resources 
generated by the proposal, CBO found that it had to 
alter the proposal's subsidy structure in' addition to 
scaling back premiums by limiting the benefit pack
age. This route was taken because CBO cOncluded. . 
after discussions with health insurance actuaries 
that the level of premiums consistent! with full; 
funding the subsidies using lhe pool of resourceS 
specified in the proposal would be inSufficient to 
purchase what most would regard as a minimally 
adequate package of benefits. Accordingly. lhe 
premium constraint was achieved with ai fairly Spar-, 
tan benefit package and the elimination :of the cost
sharing subsidies called for in the propdsal for pe0

ple with income between 100 percent and 200 per
cent of the poveny level. . 

EMBARGOED UNTIL 
MAY 4, 1994, 10:00 A.M. 

I • 
'~ _______~'_'_N' ""' __ __ ."~N_____ •• ~.~ ~_' 



EMBARGOED UNTIL 

MAY 4 1994 10:00 A.M. 


, 1 , • t 

46 	AN ANALYSIS OF 1ltE M.1J;-I'AGED COMPEITIlONACf Ap:il19S 

There 'would be many ramifications for, the 
health care system and the people it serVes if cov
ered benefits and subsidies were reduced to this 
degree. ,More peopJe·-mostly in income ranges 
between roo percent an'd 200 percent of the poverty' 
JeveJ--might purchase health insurance in response 
to lower premiums. But some others. might be 
discouraged from purchasing because the benefit 
package ~ould be lean and they would have no 
cost-sharing assistance. (People with income below 
poverty would not be affected at all because they 
would maJce up in, wraparound benefits what they 
lost in standard coverage.) Others who could afford 
to do so, would probably purchase supplementary 
insurance for benefits not covered by the standard 
package: they would generally have to pay for addi- . 
tional coverage out of after·tax income. which' 
would enhance their cost-consciousness. The result
ing health tare system might provide quite compre
hensive coverage for both poor and relatively well
to-do families. and rather'meager benefits for those 
with mOde'rate income. 

Effects of the Proposal on 
-
Employers and Employees In 

Certain Firms 

Although employers would only be required to 
offer--not to pay for--health insurance coverage for 
their employees. many could 'hnd their circum
stances altered considerably under this proposal and 
not always! for the better. Ultimately. however. 
those faced,: with higher costs for health care would 
pass them on to their employees through lower 
wages. 

Depending on the standard benefit package 
specified by: the Health Care Standards Commission. 
some smal( flll1ls that currently offer health insur-' 

~ 	 . 
ance to the# employees might face considerably 
higher prerruums under the proposed system. If the 
benefit package resembled CSO's more comprehen
sive option.: voluntary participation and community 
rating in th'e HPPC could cause premiums to be 
significantly -higher for those firms that currently 
have healthy employees and low. experience-rated 
premiums. i'They would also lend to be higher for 

flll1lS who~. current' ,benefits were less generol: 
than those in the standard benefit package. B 
con~t. with a less com~ensive benefit packagl 

,ex.pe~ence.ra~. flll1lS ~th beal~y employ~ 
nught face 'slnlllar or higher prenuums for l~ 
generous coverage than they currently have. Mon 
over. if AHPs in the HPPC experienced significa.r 
shortfalls in premiums and subsidies for low-incom 
people, all small fums might face increases in pn 
miums the next year. To the extent that hea1thic 
workers chose to drop their coverage in the face c 
rising p'remiums. adverse risk selection in the HPP< 
pool would become more severe. 

Some large employers-who would have tl 
obtain their plans outside the HPPC-might ats< 

'consider themselves to be "losers" under the pro 
posed system in the short run. In partiCUlar. thas. 
that did not intend to pay for their employees 
health care coverage might. nonetheless, fllld them 
selves involuntarily ~ntributing to such coverage 
This situation could ocCur because some large fum 
might not be able to obtain insurance. coverage iI 
the non·HPPC market for a price equal to or belov 
the reference preniium although they would ~ 
required to offer their employees a plan that was m 
more expensive than that, amount I 

The fums most likely to be confronting thi: 
problem would be those just slightly larger than the 
size cutoff for mandatory participation in the HPPC 
(generally 100 employees) that did not contribute t< 
the cost of their employees' coverage. With man) 
workers in these rums choosing coverage through • 
spouse who worked for a firm that contributed te 
employees' insurance costs, the flnn's actual insur. 
ance {X>01 could 

. 

be well under 100. 
. 

Such fmru 
, ' 	might face relatively high premiums if they haC 

even a few participants in their plan with hea1tl: 
problems. Thus, although in' theory rums woulc 
only be required to offer, not to pay for, coverage. 
some fums might have to make some contribution 
to satisfy the requirement. that the premium be no 
higher than the reference premium in the HPPC. In 

I. 	 This provisioa. wtUcb woold teaen1Jy apply (0(' Cich rypc: ~ 
cnroUmcru and ace P'OUp o( the ~ enrollee.. woo.ld be 
modified (Of clos.ed AHPs t!w dcct.ed 10 lHC commwtilY ~n, 
IICTOU t)'PC"l o( e:vollment 0(' HPPC In11. 
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the end. those payments would be passed on to 
workers in the form of lower wages. 

Under the circumstances just described. an ineq
uitable anomaly would occur. Although the firm 
would be contracting to obtain 'the cheapest possible 
AHP for its workers. the workers would have to pay 
taxes on a portion of their contributions for health 
insurance. This situation. which would never face 
an ,individual who chose the cheapest available plan, 
in a HPPC. would arise because the tax-ex.empt 
amount of premiums paid by both the employer and 
enrollee could not exceed the HPPC's referen~e pre
mium. 

Effect of Cost-Sharing 
'Provisions and Alternative 
Benefit Packages on AHPs of 
Different Types 

Advocates' of the managed competition approach 

assume that one of the consequences of a' more 

competitive marketplace would be that more people 

would enroll in health maintenance organizations 

(HMOs). Some of the' provisions of the proposal 

would have major consequences for HMOs' and 

might affect in unforeseen ways their ability to 

compete. 


Cost-Sharing Provisions 

The basic tenet of the' managed competition ap
, proach is that all health plans should offer a stan

dard benefit package. Opinions differ. however. on 

whether that package should encompass standard

iud cost-sharing amounts. Advocates for standard

izing cost sharing, which is the approach adopted in 

the proposal. maintain that such standardization is 

necessary if consumers are to be able to compare 

premiums among plans and make informed choices.! 


•2. 	 'The propoW &C'I\UJly n:quirn uniform COtt Jlwing (ex III types 
o( plans. with OIlC Cltception. NetwoO: plans would be required 10 ; 
Implement higher levels o( cOSt stu.nng than the sand.ud &/tIOUnU 

(Of OUI-o(·lIClwoO: use. 

" 
Other observers, however, conlOJd 'that even 


under managed ~mpetition, (Wo cost-sharing op

,tions-one lower arid one higher-shouJd be permit
ted. Their reasoning is that cost sharing plays very, 
different roles in plans of different types. , Effective 
health maintenance organizations. for example. typi-' 
cally have low,cost sharing and limit their patients' 
use of services through C3!Cful managem,ent. Fee
for-service plans. in contrast., rely on higher cost 
sharing to control utilization, imposing much less 
restrictive'management on patients. Conshmers un
derstand the alternatives they face when ~electing a 
particular type of plan: lower out-of-pocl;et spend
iog and more restrictions on choice in HM:Os versus 
higher out-of-pocket spending and fewer restrictions 
on choice in fee-for-service plans. : 

Given the different functions of cost sharing in 
di~erent kinds of plans, proposals that would stan
dardize cost sharing across all plans could I have very 
disruptive effects on the health care system. at least 
for the flfSt few years. If, for example, the standard 
benefit. package required cost-sharing. amounts for 
all plans that were similar to those charged by 
HMOs today, fee-for-service plans might experience 
large increases in use of services. TIle only way for 
them to compensate for that increased use would be 
to increase their premiums significan~y, which 
could eventually drive them out of the market. 

, 
I 

Conversely, if the standardized cOst-sharing 
amounts reflected current fee-for-service patterns, 
HMOs could find themselves ata competitive disad
vantage, since low cost sharing is the major attrac
tion of HMOs' for many of their enrollees. Al
though HMOs could probably lower their, premiums 
in those circumstances, their ability to do so might 
be limited by the additional administrative costs 
imposed by the new cost-sharing provisions. More
over, it is unclear how consumers would respond to 
HMOs with lower premiums and higher' cost shu- , 
iog. As a result, the overall effects df the pro.. 
PQSal's cost-sharing provisions on the matket shares 
of HMOs and fee-for-service plans are~certain, 

" 	 , 
i 

In both of the situations just descnbec1. competi
tive forces would c:irive those p"!ans that could not 
survive out of the market, but the transition to a 
new market structure could be difficult: for health 
plans. providers. and patients alike. To ~void some 
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of the potentially disruptive consequences of stan
dardized cost sharing. t1Je proposal includes a re
quirement that cost shari~g be set so that utili~tion 
rates would not change from their current average 
level. . '.: ';} 

'I· 

, Although the appeal of that idea is understand
able. how the .cost-sharing requirements would be." 
detenninedin practice and what their effects would . 
be are unclear. Because the majority of the insured 
population is still in fee~for-service plans. however. 
the resulting; cost-sharing provisions would probably 
be closer to those of current fee-for-service plans 
than to those of HM'Os. Thus. although all types of 
plans would have to adjust ,to the new cost-sharing 
structure. the consequences might .. be more far

. reaching for HMOs.' The extent to whi,ch they 
could regain their competitive positi<;>n through 
lower premiums would depend on the form that the 
ad9itional cost sharing took. the effects on adminis- . 
trative costs. and the response of consumers to the . 
new payment requirements. There appears to be no 
guarantee that the proposal's provision of a constant 
rate of utilization would ensure a smooth tiansition 

, to a new marketslrUcrure. 

Alternative Benefit Packages 

. Another important characteristic of HMOs is their 
relatively comprehensive benefits. which generally 
emphasize preventive health care. A meager stan
dard benefit package could. therefore. timit the 
effective fun~tioning of HMOs. The impact would 
depend on the particular benefits that were or were 
not covered and the extent to which people pur
chased supplementary policies for uncovere9 bene
fits. 

From an'i RMO' s perspective. the most serious 
deficit in coverage would probably result from 
limits on prdventive health services. Although the 
less comprehensive package used in CBO's cost 
estimate doe~ not' include coverage of those ser
vices. the corpmissi~n would face' tremendous pres
sure to include them. To cover preventive health 
care and not' allow the subsidies to rise. however, 

. would require- even stiffer reductions elsewhere that 
could erode' the typical HMO benefit package in ' 
other ways. 

Role of the Health Care 

Standards Commission 


The proposal would create a new federal agency. 

the Health Care Standards Commission. whicl: 

would have major responsibilities for almost evel) 

component of the health care system. eclipsing the 


, role of the . states and in some cases that of othel 

federal agencies. As described in Chapter 1. those 

responsibilities would be exceptionally broad. rang. 

ing from setting national program standards to im. 

plementing nationwide subsidy programs. Could 2 


single centralized federal agency perfonn all of the 

diverse functions of the commission effectively. and . 
could an appointed body withstand the many politi
cal pressures the commission would face? . 

The tasks that might be fi~ng responsibilities 
for a single centralized agency are those that relate 
to the design and establishment of the proposed new 
health care sYS,tem. Examples include specifying 
Ute benefit package (including the. cost-:sharing 
requirements). developing the factors for adjt!~~:'ig 
premiums for risk. setting standards for AHP~ .......d 
HPPCs. establiShing information standards. and 
detennining annual federal expenditures for pre
mium and cost-sharing subsidies.' . 

Yet the decisions made iri some of those areas 
would affect the furore' viability of the health can: 
system and could be highly controversial and politi. 
cally sensitive. Designing the benefit package is an 
important case in' point. Under the proposal, the 
commission would basically be faced with a 
Hobson's choice. It would be told the'm3ximum 
amount that would be available for subsidies and 
could design a benefit pack;age that was consistent 
with that amount. But to ensure full funding of the 
subsidies, the benefit package would have to be sO 
lean that it would probably be unaCceptable to many 
people. Because the commission would have to ob-

J. Two IIddition.a.I (ederal boards rapoasibk 10 die c:ommissioc:I 
would usist in scme 0( those aCtivities. Tbe BeoefI.tS, Evalu.t· 

. tioru. and 0auI Su.ndatcb Board 'NOUId provide advice 00 benefits.. 
infomwioo sunduds. and the evaluation of health an: savic:c:s.. 

. Tbe Hea.llh Pbn StI.IIdards Board wouks adVise the commiuioo 00 

su.nda.rth (Of AHPl and HPPCs. 
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tUn CongreSsional and Presidential approval for.its 
reconunendations•. limiting the benefit package 
might· be, exuez:nely difficult' If, it adopted a 
generous benefit package, howeVer, the sl!'bsidy 
shortfall could cause major disruptions to the heaJth 
care system. 

The commission would also have major respon
sibilities for the day-to-aay operations of the heaJ,1h 
care system-activities that it might be less capable 
of undertaking. The commission' s functions would 
include monitoring the HPPCs and the reinsurance' 
market for health plans. determining the eligibility 
of low-income families for premium and cost-shar
ing subsidies. distributing those subsidies to heaJlh 
plans. and developing and implementing the system 
of transfer paymentsarnong HPPCs to ensure that 
premium and cost-sharing adjustments for low. 
income families were distributed equitably. The 
commission would also be required to register and 
oversee all AHPs in the country. including the plans 
of self-insured firms. (State certification would not 
,be a requirement for registration. which raises the 
poSSibility that plans would not have to be licensed 
in the states in which they operated.) 

In addition. the conunission would have to 
ensure that states had established satisfactory protec
tions regarding solvency for enrollees in insured 
health plans and would itself have to establish sol
vency protections for enrollees in other plans. To 
be appropriately responsive to needs and problems 
at the loc8J. level. a federal agency performing these 

. functions would probably need to have regional. 
state. and local offices across the country. The 
proposal. however. makes no e,;plicit provisions for 
such a structure. 

Conclusion 
........ 


Several features of'the Managed CompetitIon Act 
that might othef":Vise '.produce unintended conse
quences. lengthen the time needed for implementa
tion. or limit the effectiveness of the approach could 

. be modified quite simply. One could, for ekaniple. 
allow two alternative cost-sharing SbUctW:es for 
AHPs. use a single poverty standard nationwide to 
set the eligibility criteria for subsidies, and allow 
low-income people to establish their eligibility for 
subsidies at local offices (possibly using local 
offices of the Social Security Administra~on. or 
state and local welfare agencies). 

Changing other aspects of the, propoSal that 
might affect its feasibility could prove more;contro
versial because some of them are inherent elements 
of the underlying philosophy of the approach. As 
described in this chapter. for example. allowing 
voluntary enrollment in AHPs and pennitting only 
those fmus with no more than 100 employees to 
participate in the HPPC would have the potential to 
produce unstable premiums, especially if; federal 
subsidies were not fully funded. Moreover •. without 
additional revenues or spending cuts. deficit neutral
ity wouid be difficult to reconcile with a crompre
hensive benefit package and full funding', of the 
subsidies. ' 

These prob1erns present difficult choices and 
trade-offs. The most iriunediate question, h~wever• 
concerns the issues that should' be resolved: now as 
part of the proposal versus those that should be left 
to the commission. other government agencies. or 
the Congress to decide in the future. 

• 
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Appendix . 

lllustrative Effects of Shortfalls' iri

Federal Subsidies and Premiums 


Under the Managed Competition Act 


T 
he examples in this appendix illustrate sev
eral important characteristics .of the Man
aged Competition Act's premium subsidy . ' 

system. First. if the federal subsidies were not fully 
fun~ed. premium shortfalls could be substantial for 
accountable health plans (AHPs) charging the refer
ence premium as well as for higher-cost plans. 
Second. AHPs charging more' than the reference 
premium could experience significant. shortf~lls if 
they attracted large numbers of low-income enroll
ees-regardless of whether the subsidies were fully 
funded. Third. poor families would . face rather 
small out-of-pocket costs if they chose to enroll in 
higher-cost plans. Finally. the cost of insurance 
could be substantial for those with income between, 
100 percent and 200 percent of the poverty level-
the income range in which the subsidies would be 
phased out. 

The effects of a shortfall in federal subsidies are 
illustrated in Table A-I for an AHP charging the 
reference premium (assumed to be S2.300 fo~ an 
indi vidual). Case I, the simplest situation, assumes 
that the subsi~es are fully funded and that individu
als receive no contributions from employers. Be
cauSe the plan charges the reference premium. it is 
allowed to charge low-income people the;: full 
amount. Individuals with income up to 100 percent 
of the poverty level receive full subsidies. For 
individuals with income above the pOverty level. the 
subsidy falls I percentage point for every percent
age point that their income exceeds the poverty 
level. reaching zero at 200 percent of the poverty 
level. 

[n Case 2. which assumes a federal subsidy 
percentage of only 70 percent. the amount that plans 
can charge all low-income people drops~ with the 
reduction being proportional to the amount of the 
original federal subsidy. In other wonfs. the reduc
tion in the total premium paid to the plan is 30 
percent of the full subsidy at each level of income. 
The enrollee's payment remains ~e same, and the 
plan absorbs the' shortfall. . 

Cases 3 and 4 show the effects of contributions 
from employers, which are assumed to ~ &0 per
cent of the reference premium. In both eases. the 
federal subsidy drops dramatically. In Case. 3, 
which assumes that the subsidies are fully funded. 
the subsidy becomes zero for individuals with in
come at 120 percent of the poverty Je~el. With 
partial funding of the subsidies. the supsidy be
comes zero at a lower level of income. In the' par
ticular example shown in Case 4, which assumes a 
federal subsidy 'perceIltagC:o[. 70~ percent and an 
employer's contribution' of ~ 8OPefCeDi:of~thc:'refer

i::~.pret:m4 ~:~~;tf~~~~~

( . :,.r."",,,,<'..t;P"~""'~-''''J p

all of an employer's conm~~~~=~~~shon. 
fall in premiums is red~_ for·lo~~enrol1- . 
ees up to the income leveI':at\yIUch -ttAi'-conmbu
tion equals the premium~"p~ ~~~~;;which 
is at 133 percent of the povertr. ~Id lQ this 

example.) .. ~. -. ~~~,.,;l~i~S:~-:';' 
, Under ~e pro~"p~~-~f'~¥?~ than 

the reference premium would '~!.~';'~~~~~ their. 
premiums for low-income, pc:opl~X:..:~~,~ess . of 

.. '''' ...••".: ...J'.'''.40:;:'~~;.::,~.--;.: 
. .":·..w:'.' ... .;.. .,;.· 
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Table A-1.' , 
Shortfalls In Federal Subsidies for an AHP Charging the Reference p~lum (In dollars) 

:! 

100 120 . .... '150 .' .~ 

Actual Premium 
Premium AHP Could Charge 
Employer's Payment 
Federal Subsidy Payment 
Enrollee's PCiyment 

. Premium Shortfall 

Actual Premium 
Premium At ..fp Could Charge 
EmpJoyer'sPayment 
Federal Subsidy Payment 
Enrollee's Payment 
Premium Shortfall 

Actual Premium 
Premium AHP Could Charge 
employer'S Payment 

. Federal Subsidy Payment. 
. Enrollee's Payment 
Premium Shortfall 

Actual' Premium' 
Premium AHp Could Charge 
Employer's Payment 
Federal Subsidy Payment 
Enrollee's Payment, 
Premium'ShOitfail 

Case 1: Federal Subsidy Percentage = 100 

Employer's Contribution =0 


2.300 2,300 
2.300 2,300 

o o 
2.300 1,840 

o 460 
o o 

Case 2: 'Federal Subsidy Percentage = 70 

Employer's Contribution =0 


2.300 2,300 
1.610 1,748 

o '0 
1,610 1,288 ' 
--....:..Q ~ 

690 552 

Case 3: Federal Subsidy Percentage a: 100 
Employer's Contribution = 0.8 x 2.,300 :c 1,840 

2,300 '·2,300 
2.300 , 2,300 
1,840 1,840 

460 o 
__0 460 

o o 
Case 4: Federal Subsidy Percentage =70 

Employer's'Contribution::: 0.8 x 2.,300 :: 1,840 

2,300 2,300 . 
1,610 1,748 
1,840- 1,840

'0 0 
__0 . --.Q 

460- 460

2,300 
2,300 

o 
1,,150 
1,150 

o 

2,300 
1.955 

o 
805 

1,150 
345 

2,300 

2,300 


, 1,840 

o 

460 
o 

2,300 
1,955 
1,840 

o 
.J1§. 

345 

2.300 
2,300 

o 
575 

1,725 
o 

2,300 
2,128 

o 
403. 

1.725 
173 

2,300 
2,300 
1,840 

0' 
460 

o 

2,300 
2,128 
1,840 

o 
'. 288 
',173 

SOURCE: ¢on:oressional Budoet Office. 


NoTES: ~. refentneepremil..m is assumed to be $2.300 for • single individual. 

" 

AHP. ~e h6aJth plan. 

~~ does not address tM situation in which an employer's contrbutioc'l Is oreater than the amount that theAHPIs aJowed II: 
cnarge.. ,:ln"Ihis eXarrtple. C80 a..uurn.s that !he employer pays. and the plan can keep. the lIt'flPIoYer'a full c:cntribution. 

I '. . • ., , • 
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whether the subsidies were fully funded.' The ef
fects of this provision are shown in Table A-2 for a 
plan charging S2.S00 for an individual policy With a 
reference premium of S2.300~ In ,CaSe 1. ~hich 
assumes full funding of the subsidies;' the shortfall 
in ptemi'u'mS reflects only the consequences of the 
plan's premium being above the reference premium. 

In Case 2., the premiwti shortfalls are the' result of 
the combined effects of a 10 percent federal subsidy 
and the plan's premium being above theI reference 
premium. Consequently, in this example. which 
assumes no contributions from employcrs,!thc short
falls inCase 2 a.rc:: morc,than four times ~ large as 
the shortfalls in Case I. ' . , 

, , , 

I 
I 

i 
i 
I 
I 

Table A-2.. , ' , I 
Shortfalls In Premiums and Federal Subsidies for an AHP Charging More Than the Reference Premium 

Payment (By income, as a percentage of the poverty, level) 

ActuaJ Premium 
Premium AHP Could Charge 
Employer's Payment 
Federal Subsidy Payment 
Enrollee's Payment 
Premium Shortfall, 

Actual Premium 
Premium AHPCould Charge 
Employer's Payment 
Federal Subsidy ,Payment 
Enrollee's Payment 
Premium Shortfall 

Case 1: Fed~ral Subsidy Percentage = 100 

Employer's Contribution = 0 


2,500: 2.500 
I 

2,320 	 2,340 
0; 	 o 

2,300: 1.840 
500~~ 

180 i 	 1.60 

Case 2: Federal Subsidy Percentage = 70 

Employer's Contribution III 0 


2.500 2.500 
1,630: 1,788 

0" 	 o 
1.619 	 1,288 
~i 	 500 

87:0' 712 

2.500 
2.400 

0 
1,150 
1.250 

100 

2,500 
2.055 

o 
805 

1.250 
445, 

2.500 
I 2.450- : 

0 
575 

1,875 
50 

2:,500 
2,278 

o 
403 

1,675 
223 

! . 

SOURCE: Congressional Budget Offioe. 


NOTES: The reference premium is assumed to be $2.300 for asingle incfMdual: the actual premiun Is assumed to be S2.5OO. 

I 	 :;: ..' 

AHP - aCcountable hoaJth plan . 
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