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COMMITTEE ON EDUCATION AND LABOR _
U.S. HOUSE OF REPRESENTATIVES -

WASHINGTON. DC 20515

October 14, 1987

Mr. Joseph E. Ross, Director
Congressional Research Service
Library of Congress
Washington, D. C. 20540

Dear Mr. Ross:

Public and private institutions now provide health insurance
to the majority of the nation's population. In general, most
employed working-age persons and their dependents are covered
through employer-provided insurance. The elderly and disabled are
covered by the Federal government's Medicare program and about
two-fifths of the poor receive insurance through the
Federal/State Medicaid program. However, a sizeable minority
(estimates run as high as 37 million) have no health insurance
even though most of these are employed. Furthermore, some 10
million people in poverty are not covered by Medicaid and have no
health insurance.

Various means to extend health insurance coverage to those
who do not have it have been proposed In the past, and although
some improvements have been made, the largest part of the problem
still remains. This Committee is Interested in further efforts
to extend coverage to those who do not now have it, and we are
writing to you to solicit the assistance of the Congressional
Research Service in analyzing options for doing so.

In particular, the Committee is interested In options for
extending minimum health benefits to those who do not have health
insurance as part of compensation for employment. This might be
by providing incentives to employers, by mandating coverage, or
some other means. In addition, the Committee is interested in
options for providing insurance to those who are either
unemployed, are uninsurable through current practices, or who are
poor and yet do not qualify for Medicaid.

(V)
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Mr. Joseph E. Ross October 14, 1987

We recognize this to be a difficult task and are in need ofhigh quality analysis to assist us. Accordingly, we arerequesting the OHS to provide the Congress with analysis on thecosts of the various options for mandating health Insurance, onindividuals, on businesses, and on other public and privateinstitutions. In addition, we request that the analysis includeconsideration of some of the administrative issues associatedwith options for extending health insurance to those who do nothave it.

We thank you for your support.

4X 4r '.
Austin Murphy
Chairman
Subcommittee on Labor
Standards

Sincely /

wkns

William L. Clay
Chairman
Subcommittee on Labor-
Management Relations
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SUBCOMMITTEE ON HEALTH AND THE ENVIRONMENT

2415 RAYBLURN HOUSE OFFICE BUILDING
WASHINGTON. DC 20515

Pa5, 0021 225-21

March 30, 1988

Mr. Joseph Ross, Director
Congressional Research Service
Library of Congress
Washington, D.C. 20540

Dear Mr. Ross:

I understand the Congressional Research Service is prepared to
undertake a major study related to health insurance and the uninsured
population in the U.S.: Who is Uncovered, what role private health
insurance can play in providing coverage to the uninsured, options for
extending that health insurance coverage, and the effects of a program
to achieve this end.

I am aware that the Committee on Education and Labor has worked
with you on the design and plan for the study. With their agreement, I
would like to request that you also consider the Committee on Energy and
Commerce as a requester of the study, include us in the study
development, and provide us with your results.

My staff has already discussed the study plan in some detail with
Royal Shipp and Janet Kline. We look forward to continuing to work with
them as the study progresses. I believe it will provide great
assistance to the Committee in its consideration of the Minimum Health
Benefits bill, and will make an important contribution to our long-term
understanding of and solution to the problem of the uninsured.

With every good wish, I am,

Sincerely,

HENRY A. Waxman
Chairman, Subcommittee on
Health and the Environment

HAW:kna
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October 21, 1987:

Joseph E. Ross
Director
Congressional Research Service
Library of Congress
Washington, DC 20540

Dear Mr. Ross:

Public and private institutions now provide health
insurance to the majority of the Nation's population. Most
employed persons and their dependents are covered through
employer-sponsored insurance plans. Persons age 65 and older
and disabled persons are covered by the Federal Government's
Medicare program, and about two-fifths of the poor receive
insurance through the Federal/State Medicaid program.
Unfortunately, a sizeable minority (estimates run as high as 37
million) have no health insurance. While most of these are
connected to the workforce, many are retirees under age 65 or
others who have no current workforce connection. Ten million
of those not covered live in poverty, but are ineligible for
Medicaid.

Various means to extend health insurance coverage to those
who do not have it have been proposed in the past, and although
some improvements have been made, the largest part of the
problem still remains. This Committee is interested in further
efforts to extend coverage to those who do not now have it, and
we are writing to you to solicit the assistance of the
Congressional Research Service in analyzing options for doing
so.

In particular, the Committee is Interested in options for
extending minimum health benefits to those who do not have
health benefits as part of compensation for employement. This
might be by providing incentives to employers, by mandating
coverage, or some other means. In addition, the Committtee is
interested in options for providing insurance to those who are
either unemployed, are uninsurable through current practices, or
who are poor and yet do not qualify for Medicaid.
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Joseph E. Ross
October 21, 1987
Page 2

We recognize this to be a difficult task and are In need
of high quality analysis to assist us. Accordingly, we are
requesting the Congressional Research Service to provide the
Congress with analysis on the costs or the various options for
mandating health insurance, on individuals, on businesses, and
on other public and private Institutions. In addition, we
request that the analysis include consideration of some of the
administrative issues associated with options for extending
health insurance to those who do not have it.

We thank you for your support.

Sincerely,

HJJOHZNKELCHER
anking Hem er Chairman
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Congressional Research Service
The Library of Congress

Washington, D.C 20540 LETTER OF SUBMITTAL

October 24, 1988

Honorable Augustus F. Hawkins
Chairman, Committee on Education and Labor
U. S. House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman:

This report, '"Costs and Effects of Extending Health Insurance Cover-
age," completes the Congressional Research Service's (CRS) study of health in-
surance for the uninsured, responding to your request of October 14, 1987, and
to that of the Senate Special Committee on Aging of October 21, 1987. The
House Committee on Energy and Commerce later joined in requesting the study.

Upon receipt of your letters, a team of CRS analysts began meeting
and, in consultation with members of committee staffs, developed a plan for a
comprehensive study. Our objective was to produce a study that would help the
requesting committees, and the entire Congress, understand the issues raised by
the various approaches for insuring the uninsured, if the Congress decides to
take such action.

The first report of the study, "Health Insurance and the Uninsured:
Background Data and Analysis," was released on June 9, 1988. The second re-
port, "Insuring the Uninsured: Options and Analysis," submitted concurrently
with this one, provides a comprehensive analysis of both public and private
options for expanding health insurance coverage.

This third report, completing the study, estimates and analyzes pre-
mium costs of employer-based health insurance using an actuarial model devel-
oped as part of the project. The study then defines four illustrative plans
for extending health insurance, and analyzes the effects of implementing them
on (1) the number and characteristics of persons affected, (2) out-of-pocket
expenditures for health care, (3) health care utilization, (4) employers, (5)
health insurance companies, and (6) the fiscal condition of the Federal and
State governments.

We hope this report will be of use to your Committee and to the Con-
gress as you consider options for insuring the uninsured.

seph E.Ross
Iirector



PREFACE

This. report is. the third of a three-part study by the Congression-
al Research Service (CRS) on the issues of extending health insur-
ance to people who lack it. The study was initially requested by the
House Committee on Education and Labor and the Senate'Special
Committee on Aging. Subsequently, the Subcommittee- on Health
and the Environment of the House Committee on Energy and Com-
merce wrote to CRS expressing interest in the study and asked to
be included as a sponsor.

A CRS team was formed to carry out this health insurance
study. The team, which began meeting in the fall of 1987, devel-
oped a work plan, a detailed outline, and an analytic framework
for the study. After meeting with committee staff requesters, the
work on the study began, producing first a report titled "Health In-
surance and the Uninsured: Background Data and Analysis," re-
leased on June 9, 1988.. The first report provides background infor-
mation, data, and analysis on: (1) the health insurance business, (2)
government regulation of health insurance, (3) the number and
characteristics of the uninsured, (4) exposure to health care out-of-
pocket costs by people who have insurance, and. (5) a comparison of
the utilization and financing of health care services between the in-
sured and the uninsured.

The second report, submitted concurrently with this one, is titled
"Insuring the Uninsured: Options and Analysis." This report dis-
cusses a comprehensive range of both public and private options for
providing health insurance and making it more readily available to
those who lack it, including both public and private options. The
report discusses the theory and practice of health insurance, in-
cluding the issue of adverse selection, the problems of small em-
ployers, and underwriting practices of insurers to deal with these
problems. The concept of "actuarial equivalence" is developed and.
analyzed. The report goes on to identify and analyze various possi-
ble means of increasing health insurance through public programs,
private employer mandates, and tax incentives. A final section of
the report discusses ways to change current health insurance insti-
tutions to encourage the market to make insurance more widely
available at a cost employers can afford by setting up "pooling" ar-
rangements whereby small companies could join together to enjoy
some of the insurance benefits of larger employers.

This third report, "Costs and Effects of Extending Health Insur-
ance Coverage," concentrates its analysis mainly on employer-
based health insurance. An actuarial model was developed with as-
sistance from Hay/Huggins Company, Inc., under contract with
CRS. The model provides estimates of the level and sensitivity of
health insurance premiums for the insured and the uninsured pop-
ulations. This report also analyzes the effects of four illustrative
plans for extending health insurance on (1) the number and charac-

(xi)
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teristics of persons affected, (2) out-of-pocket expenditures for
health care, (3) changes in overall health care expenditures, (4) the
health insurance industry, (5) private sector employers, and (6) the
fiscal condition of Federal and State governments. Estimates meas-
uring these effects were provided through a computer-based micro-
simulation model developed by Lewin/ICF under contract with
CRS.

The CRS team formed to carry out the analysis consisted of the
following analysts: Vicki Freedman, Beth Fuchs, Janet Kline,
Janet Lundy, Mark Merlis, Michael O'Grady, Dennis Snook, and
Jim Storey. Linda LeGrande provided a draft of a section on em-
ployer effects. P. Royal Shipp was the project manager.

Under contract with CRS, Edwin Hustead, Michael Carter, Larry
Bobbitt, J. Alan Lauer, and Mark Schafer of Hay/Huggins Compa-
ny, Inc., worked with the team to develop the health insurance pre-
mium model, to provide actuarial and other technical assistance,
and to prepare data and written text on health insurance adminis-
trative costs and the effects of an employer mandate on the health
insurance business. CRS also contracted with Lewin/ICF for esti-
mates of the effects of extending health insurance through employ-
er-based mandates and the expansion of Medicaid. Joseph A. An-
derson, David L. Kennell, and John Sheils, using the Lewin/ICF
Health Benefits Simulation Model, provided these estimates and a
draft of appendix B.

The team worked together over the past year, agreeing on the
Study's concept and structure. The entire team also reviewed, com-
mented on, and discussed drafts of the report. Michael O'Grady di-
rected the development of the CRS Health Insurance Premium
Model used for the analysis in chapter 2. He also wrote parts of
this chapter and appendix A. Janet Lundy analyzed health insur-
ance premium data from the model and wrote major sections of the
chapter. Vicki Freedman and Dennis Snook contributed to the
model's development and wrote parts of chapter 2. Jim Storey di-
rected the analysis of chapter 3 and wrote most of the text. In addi-
tion, Vicki Freedman, Beth Fuchs, Janet Kline, Linda LeGrande,
Mark Merlis, and Michael O'Grady contributed to the analysis.
Freedman and LeGrande also wrote sections of the chapter. Grover
McDonald typed the drafts of the report and provided other sup-
port to the project.

The report was reviewed by the following outside experts who
provided helpful comments:

Gerard F. Anderson, The Johns Hopkins Medical Institutions
Jim Cantwell, General Accounting Office
Jill Eden, Office of Technology Assessment
Lynn Etheredge, Consolidated Consulting Group
Kevin Haugh, Health Insurance Association of America
Stanley B. Jones, Consolidated Consulting Group
Mary Nell Lehnhard and Diana Jost, Blue Cross and Blue

Shield Association
Stephen Long and Jack Rogers, Congressional Budget Office
John Luehrs, National Governors' Association
Patricia Neuman, The Johns Hopkins Medical Institutions
H. Michael Schiffer, CIGNA Corporation
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In addition, the Task Force on National Health Insurance Issuesof the American Academy of Actuaries reviewed and suggested im-provements in the model and the methodology for estimatinghealth insurance premium costs. The model and other analysis inthe report have benefited from comments received from theseexpert reviewers.
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CHAPTER 1.-INTRODUCTION
This report analyzes the cost of health insurance and the effectsof proposals to extend coverage. The analysis concentrates on em-ployer-based health insurance, and costs of such plans are analyzedusing data from an actuarial model. The effects of extending healthinsurance to the uninsured are studied by specifying four illustra-tive plans (three employer-based, and one Medicaid expansion) andestimating their impacts on the number and characteristics of per-sons affected, out-of-pocket expenditures for health care, healthcare utilization, health insurance companies, employers, and Feder-al and State governments.
The companion report, "Insuring the Uninsured: Options andAnalysis," submitted concurrently with this one, examines a com-prehensive range of possible ways to make health insurance morereadily available to those who do not have it. It describes variousoptions, identifies how current practices could be modified to bringcoverage to more people, and discusses the difficult technical andpolitical issues that would have to be resolved in implementing anyof these options.
This report's study of the costs and effects of extending healthinsurance coverage required narrowing the range of possible op-tions to issues of extending employer-based health insurance (and,to a lesser extent, extension of Medicaid). Employer-based healthinsurance was selected for additional detailed and quantitativeanalysis because it is by far the predominant source of health in-surance coverage in the United States, with five out of six peopleunder age 65 currently covered by employer-based health insur-ance. In addition, congressional committees requesting this Con-gressional Research Service study specifically asked for analysis ofemployer-based coverage. Finally, the analysis of costs and effectsof extending employer-based coverage could help to provide an ana-lytic framework for considering other options for expanding health

insurance.
As is generally required for quantitative analysis, this reportmakes assumptions about many issues. For example, chapter 3 ex-amines four different approaches to extending health insurancecoverage. In order to show their effects, the provisions of the specif-ic plans had to be spelled out in detail. Plan provisions were chosenfor analytic purposes; none represents a recommendation. Assump-tions also were made about utilization behavior of newly insuredpersons and other similar effects of extended coverage. These as-sumptions are made explicit in the course of the analysis.The report required analytic decisions about issues characterizedby considerable political controversy and technical difficulty. Inparticular, the report's assumptions and decisions consistentlyshow the costs and effects of extending coverage to the maximumnumber of uninsured. This display is done for analytic reasons: to

(1)
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help clarify the choices that arise in extending health insurance to
the uninsured. The assumptions-made here indicate the kinds of
issues that would have to be resolved in legislative proposals for ex-
tending coverage.

For example, the report assumes that all employers would have
to offer coverage to all their employees who work at least 10 hours
per week, and that all such employees would have to accept.cover-
age. This approach implies that the problems of the-health insur-
ance market for small employers and the high premiums that
would be required of employees who only work part time could be
surmounted. (The issues of small employers and part-time-workers
are discussed in chapter 3 below, and in chapter 6 of report
number 2 in this series, "Insuring the Uninsured: Options and
Analysis.")

Another important assumption is the year selected for the esti-
mation of costs and effects. The costs and effects of specified alter-
native approaches are compared for a particular year, calendar
year 1986. These 1986 estimates can be considered to be the full-
year effects without regard to implementation issues. The report
does not project costs and effects for a future year, although that
would be necessary for specific -legislative proposals. The specific
year chosen is less important for this analysis than is the compari-
son of costs and effects of different approaches within the same
time frame.

Picking a specific year for the analysis is necessary, and 1986
was chosen because the most recent trend data from the Current
Population Survey on the numbers and characteristics of the in-
sured and the uninsured are for that year. This choice disregards
current health care inflation as an issue and concentrates the anal-
ysis on the comparison of alternative approaches. The report recog-
nizes, however, that estimates of costs and effects are extremely
sensitive to health care price inflation. For example, the annual
premium for a typical employer-sponsored health insurance plan in
1986 was $936 for a single worker, while the comparable premium
value for 1988 would be $1,184, nearly 27 percent higher.

In general, the purpose of the report is to enhance understanding
of health insurance issues, particularly as they affect the unin-
sured population, and to provide an analytic framework for consid-
ering specific proposals for extending coverage.

The report consists of three chapters, this introduction and two
analytic chapters. Chapter 2 analyzes the design and cost of health
insurance using data from the CRS Health Insurance Premium
Model, developed for this study. The analysis in chapter 3 empha-
sizes the effects of illustrative plans for extending health insurance
coverage to the uninsured. Data from a micro-simulation model are
used to show various effects.

Explanations of the two models are presented in chapters 2 and
3, with more detailed information provided in appendices A and B.
These descriptions point up basic differences in the two types of
models. Their analytic purposes are different, and so are the data
they use. As a consequence, estimates of the number of persons
who would be affected by mandatory employer-based coverage are
somewhat different in the two chapters. The differences occur for
two reasons:
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* The estimated number of persons affected by extending em-
ployer-based coverage in chapter 2 are from the March 1987
Current Population Survey (CPS) that includes questions of
health insurance coverage during calendar year 1986. The
micro-simulation model used to provide estimates in chapter 3
relies on survey data from 1980 which it then projects forward
in time ("ages") to reflect the health insurance characteristics
of the population in 1986. The 1980 data are aged to match
known 1986 data for the total population, the number of work-
ers, and other facts known about the 1986 population. While
the aging will approximate 1986 data on health insurance cov-
erage, it does not provide an exact match.

* The two analyses are based on three minor differences in their
definitions of who would and who would not be covered by
mandated employer-based coverage:
-In chapter 2, students age 19 to 22 who were the dependents

of workers were assumed to receive coverage through their
parents or spouses. In chapter 3, these working students
were assumed to receive coverage from their own work.

-In chapter 2, if workers indicated that they worked 10 or
more hours per week but indicated that they received no pay
for their work, they were assumed not to be covered by
health insurance. Chapter 3 assumed such workers would be
covered.

-In chapter 2, covered workers age 19 and over are assumed
to receive coverage through their own work; in chapter 3,
the cut-off age is 18 and over.

These differences in the methodology and assumptions between
chapters 2 and 3 lead to slightly different estimates for the number
of persons (insured and uninsured) who would be affected by man-
dated coverage.

PREMIUM COSTS OF HEALTH INSURANCE

Chapter 2 discusses the premium costs of health insurance. The
analysis begins by developing and presenting actuarial data on pre-
miums for employer-based health insurance plans. The baseline for
this analysis consists of estimated average premium costs for
people covered by employer-based health insurance in 1986.

Data for the analysis come from an actuarial model developed by
the Congressional Research Service, in conjunction with the actuar-
ial firm of Hay/Huggins Company, Inc. This mathematical comput-
er model estimates premiums for combinations of benefits and dif-
ferent target populations. (Appendix A describes the model.) The
inputs to the model are benefit specifications and population char-
acteristics of the group to be covered by the benefits; the outputs
are estimated premiums.

The model and methodology allow for analysis of variations in
plan costs along a number of dimensions:

* Variation due to benefit package design. The model estimates
what different benefits might cost and how sensitive premium
amounts are to variations in different benefit levels;

* Variation in the population being covered. The model esti-
mates how premium amounts might vary with the infusion
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into the plan of new people with different population charac-
teristics;
Variation in administrative costs as a percentage of claim
costs. The model analyzes the influence of firm size and pool-
ing mechanisms on administrative costs.

The actuarial model also helps to demonstrate how a particular
benefit package can be tailored to a particular population while
maintaining a constant premium level; i.e., it illustrates one possi-
ble form of "actuarial equivalence."

Using data from the model, three types of analysis are per-
formed. First, the costs of the provisions of health insurance plans
are analyzed. A "typical" health insurance plan is developed, based
on data from the 896 medium to large company plans covering 25
million workers and dependents in the Hay/Huggins Benefits
Report (HHBR). Then the average premium cost for this typical
plan is estimated. This average is called a "standard" premium to
distinguish it from a "group-specific" cost that would be appropri-
ate for a set of specific individuals who constitute a "group" for
health insurance purposes.

The standard premium for the typical plan is then used as a
basis for showing the estimated cost effects of varying different
plan provisions. For example, the annual standard premium for
the typical employer-based plan in 1986 is estimated at $936 for an
individual worker (not including dependent coverage). This typical
plan has a $100 deductible that the employee would have to pay
before the plan would pay for any covered services except for inpa-
tient hospital coverage. If the deductible were increased to $200
(holding other plan provisions constant), the premium would be
$903, a reduction of $33. On the other hand, if the deductible re-
quirement were eliminated, the premium would increase to $1,000,
a $64 increase to the standard premium. This type of analysis of
premium costs is shown for a variety of plan provisions, including
deductibles and coinsurance and types of services covered.

The second part of the analysis demonstrates the effects on pre-
miums of changing the population characteristics. Actuarial* esti-
mates of premium costs vary by age, sex, geographic location, and
income. The standard premium for the typical plan discussed above
($936 for an individual in 1986) is based on- average population
characteristics for persons in the HHBR plans that are assumed to
be representative of the entire population covered by employer-
based plans. Coverage of specific groups within the total population
whose characteristics vary from the group covered by the typical
plan, including the population currently without health insurance,
would require model adjustments that account for population char-
acteristics of the specific group.to be covered. For example, while
the standard premium for an individual in the typical plan in 1986
is $936, the premium cost for a male under age 25 would be $468;
for a female between ages 55 and 59, the premium cost would be
$1,451. This type of sensitivity analysis is conducted for different
age, sex, geographic location, and income characteristics of people
covered by the typical plan.

The report views premiums as consisting of two components:
costs of paying claims and costs of plan administration. For pur-
poses of the analysis to this point, the total premium cost (claims
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costs plus administrative costs) has been assumed to include an ad-
ministrative cost of 8 percent of claims costs. However, administra-
tive costs vary substantially by size of firm. For example, adminis-
trative costs as a percent of claims average 5.5 percent for firms
with 1,000 or more employees, but range from 25 to 40 percent of
claims costs for firms with under 50 employees. The report ana-
lyzes the effects of firm size on administrative costs and estimates
the effects on administrative costs of different types of "pooling"
arrangements.

Population characteristics of the 37 million people without
health insurance in 1986 differ substantially from those with em-
ployer-based coverage. As demonstrated in report number 1 in this
series, "Health Insurance and the Uninsured: Background Data
and Analysis," the uninsured are younger than the insured, poorer,
more likely to work part time or not at all (although nearly half
work full time or are in a family with a full-time worker), and
more likely to work for a small company. Eight out of ten of the
uninsured population (approximately 31 million employees and de-
pendents) are in families with some attachment to the workforce.
An employer-based mandate covering workers who work 10 or
more hours a week and their dependents would cover most of
them. In addition, about 23 million insured persons do not partici-
pate in an employer-based plan but are covered by other health in-
surance. The total of the uninsured who would be covered by man-
dated employer-based insurance, plus those now insured but not
through employer-based coverage, who would be included in an em-
ployer mandate, are termed the "potentially insured." The charac-
teristics of these 54 million "potentially insured" persons differ
from those of the employer-based insured population. Accordingly,
the report estimates the effects of extending employer-based cover-
age to the potentially insured, taking into account the important
differences in population characteristics, attachment to the work-
force, and size of employer.

Using this approach, it is possible to estimate the effects on pre-
miums of differences in a group's demographic makeup. For exam-
ple, premium costs for the potentially insured population, com-
pared to the standard population, would be 10.4 percent less be-
cause of family size differences and 8.1 percent less because of
family earnings differences. On the other hand, premium costs for
the potentially insured would be 4.4 percent higher because of age
and sex differences from the standard population and would be 11.1
percent larger because of differences in employer size. The addition
of specific pooling arrangements for small employers could reduce
the additional premium cost of covering the potentially insured due
to difference in employer size from 11.1 to 3.7 percent. Geographic
differences between the potentially insured and the standard in-
sured population would have virtually no effect on premium costs.

It must be emphasized that these premium adjustments are the
result of the specifications of the particular policy option chosen
for illustration. Use of the 10-hour a week threshold for coverage
results in coverage of many older, semi-retired workers. Under this
option, the coverage of many of these workers would then shift
from Medicare or retiree health plans to insurance through their
current employer. A policy option that did not change the insur-
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ance source for so many older workers would result in lower premi-
ums for the potentially insured group.

Chapter 2 concludes by considering the possibility that the typi-
cal plan for the standard population may not be well suited to the
particular characteristics of the uninsured population. In particu-
lar, as noted, people who lack health insurance are relatively
young and poor. Thus, the deductible and coinsurance features of
the typical plan might be sufficiently high to keep the younger and
poorer uninsured population from seeking health care, even if in-
surance were provided. Accordingly, an example is developed that
shows the increase in premium costs for the typical plan if deducti-
ble and coinsurance requirements were eliminated. Then the exam-
ple demonstrates how benefits could be eliminated or reduced to
reduce the overall premium cost to the level of the typical plan for
the standard population. In effect, this is a demonstration of the
concept of "actuarial equivalence" developed in the companion
report, "Insuring the Uninsured: Options and Analysis." For exam-
ple, eliminating all plan cost-sharing provisions would increase the
premium cost from $936 to $1,097, an increase of $161. This premi-
um could be reduced to the initial level of $936 by decreasing cov-
ered hospital days to 45; by eliminating mental health, skilled
nursing and extended care facility, and prescription drug coverage;
and by introducing a $65 hospital deductible.

This illustration of actuarial equivalence-focuses on the idea of a
health insurance plan tailored to the uninsured. However, the
basis for the adjustments is the premium for the standard popula-
tion, including the administrative cost of 8 percent of claims cost.
The premium could easily be adjusted to reflect the characteristics
of a different covered population. The premium for the standard
population is used in this analysis to make the data more consist-
ent with the earlier sections of chapter 2. In addition, considering
the uninsured population to constitute a single group with un-
pooled small employer (or group) plans is useful for analytic pur-
poses, but specific legislative proposals probably would not isolate
the total uninsured population as a single group for the purpose of
extending coverage.

EFFECTS OF EXTENDING COVERAGE

Chapter 3 assesses the effects of extending health insurance on
the number and characteristics of those newly insured and those
who remain without health insurance, on out-of-pocket expendi-
tures, on health care providers, businesses, insurers and govern-
ments. The chapter uses four illustrative plans and a micro-simula-
tion model developed by Lewin/ICF to provide quantitative data on
the effects of implementing these plans.

The simulation model estimates the effects of changes in eligibil-
ity, coverage, and benefits provisions of public and private health
plans on households and total health benefit payments from vari-
ous sources. For each of the illustrative plans analyzed in this
chapter, the model is used to estimate changes- in out-of-pocket
health care expenditures and changes in household. premium pay--
ments. The model is used to estimate the impact of these illustra-
tive plans on selected demographic groups. and. the aggregate
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impact of these proposals on total payments by public and privateinsurers.
The Lewin/ICF simulation model is based on national surveys

that provide data on medical care expenditures and utilization.
These surveys provide detailed information on demographic andeconomic characteristics, sources of health care coverage, number
and types of health care contacts, and charges by source of pay-ment. These data are updated (that is, "aged") from 1980 to 1986 toreflect changes in population, real incomes and other economic con-ditions, health care utilization, the average lengths of hospital stay,
and health care expenditures.

Three of the illustrative plans are employer-based plans; thefourth is an expansion of Medicaid. Analysis is shown for each ofthe four plans separately and for a combination of an employer-
based plan and Medicaid. These illustrative plans are designed toshow the effects of covering the maximum possible number of theuninsured through employer-based plans, including most part-time
workers.

The three employer-based plans are termed the "typical," "tai-lored" and "catastrophic" plans. The typical plan contains provi-
sions that are representative of plans currently offered by medium
and large U.S. employers. The tailored plan is designed to cover
more preventive services than the typical plan, requires smaller de-
ductibles and coinsurance payments, but costs less overall by offer-ing less hospitalization coverage. The catastrophic plan would reim-
burse all covered expenditures above a deductible, the deductible
being related to income and family size.

If a mandate required all employees working at least 10 hours
per week and their dependents to be covered by employer-based
plans, any of the three illustrative employer plans would reduce
the number of uninsured from 37 million to 6 million. In addition,
a requirement to upgrade existing employer plans offering cover-
age of less value than a newly mandated plan would result in im-proved coverage for many others (43 million for the typical plan, 24million for the tailored plan, 22 million for the catastrophic plan).The 6 million who would remain uninsured tend to be older,poorer, and heavier users of health care than are those who wouldgain coverage, as the non-working population has more people withlow incomes or serious health conditions than the working popula-
tion.

Medicaid expansion to all poor people would have a very differ-ent effect. The reduction in the number of uninsured would bemuch smaller, with 29 million remaining uncovered. However, the
newly covered population would include the uninsured with thelowest incomes and above-average health care utilization. Combin-
ing the Medicaid expansion with the tailored employer plan would
close the insurance coverage gap from both ends of the income dis-tribution and leave only 4 million still uninsured.

The illustrative plans would increase national health care ex-penditures by varying amounts. If they had been in effect in 1986,the report estimates that increases in medical expenditures wouldhave ranged from $4.1 billion for the Medicaid expansion and $4.4billion for the catastrophic plan to $12.8 billion for the tailoredplan and $14.6 billion for the typical plan. The employer plans
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would have reduced the 1986 cost of public programs by $3.7 billion
to $7.6 billion, since private plans are primary payers for non-re-
tired persons with dual coverage. The typical and tailored plans
would also have reduced household out-of-pocket expenditures for
plan cost sharing overall by estimated sums of $4.0 billion and $2.6
billion, respectively. However, many individuals would have paid
more than under current law because higher premium payments
could outweigh any savings from reimbursement of expenditures
by insurance. The catastrophic plan would have reduced household
spending by only $0.6 billion.

The Medicaid expansion would have increased the program's
1986 spending by $13.3 billion. However, it would have reduced
spending under other government programs by $2.0 billion and re-
duced household spending for health care by $5.6 billion. Virtually
no individuals would have spent more under the Medicaid expan-
sion than they did in 1986.

Increased health care expenditures mean greater consumption of
health care services. However, the estimated utilization increases
for the illustrative plans would be minor compared to current utili-
zation levels. The typical plan would produce no more than a 5 per-
cent increase in hospital inpatient days, which could be absorbed
by excess hospital capacity in most areas. Spot shortages of certain
health professionals in areas with large numbers of newly insured
persons and little excess capacity could be a problem.

Estimated physician visits would increase by no more than 3 per-
cent, which most areas could readily absorb. However, in rural and
inner city areas with large numbers of low-income people relative
to the physician supply, increases in physician charges might occur
unless and until the supply of physicians responded to increased
demand for services from the newly insured.

Extending insurance coverage would reduce substantially, but
not eliminate, uncompensated care. The remaining uninsured
would be more likely to experience hospital stays than would those
with new coverage. Also, the cost-sharing amounts required under
the plans might not be collectible from low-income enrollees.

The costs of employer-sponsored health plans would rise under
the three mandatory employer illustrative plans. If they had been
in effect in 1986, the typical plan would have increased employer
costs by an estimated $32.5 billion, the tailored plan by $28.2 bil-
lion, and the catastrophic plan by $9.1 billion. Firms not now offer-
ing health coverage, mostly small firms, would bear the bulk of the
increased costs. Some large firms would experience net savings,
mainly due to an assumption that employed persons now covered
as dependents under employer plans would be required to accept
coverage through their own employers under the mandated plan.

Economic theory suggests that many firms bearing higher labor
costs would try to offset them over time by reducing employee com-
pensation, in this case, wages. Downward pressure on wage in-
creases would be likely, with some loss of jobs possible at or near
the statutory minimum wage where wage savings are not feasible.
Studies predict that effects on employment would be small, howev-
er. A minority of firms might be able to pass the cost increases
through to their customers in the form of higher prices.
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Mandated health benefits would affect the market for health in-surance, the nature of the effect depending on the type of risk pool-ing that might be introduced. If small employers were required toobtain insurance through a pooling arrangement, the marketshares for the different types of insurers would be changed. If poolswere restricted to particular regions, large insurers and the Bluescould have an advantage. If employees were allowed to choose in-surers through the pool, small insurers and HMOs would farebetter.
Mandating employer coverage would result in modest reductionsin the Federal budget deficit ($0.1 billion to $2.4 billion), as savingsin Medicare, Medicaid and other programs would be largely offsetby reduced revenue collections. Reduced revenue would result fromtaxable wages growing more slowly than would otherwise have oc-curred and nontaxable health benefits growing faster.
Medicaid expansion would increase government spending sub-stantially, by $5.8 billion for the Federal Government and $5.5 bil-lion for the States.



CHAPTER 2.-DESIGN AND COST OF HEALTH INSURANCE

I. INTRODUCTION

Health insurance premiums consist of two components: claims
costs and administrative costs. The amount of the premium neces-
sary to pay claims costs primarily depends on: (1) the specific provi-
sions of the health insurance plan, and (2) the geographic and de-
mographic characteristics of the group of persons covered by the
plan. Administrative costs fall into such categories as claims ad-
ministration, risk and profit charge, and commissions.1 These costs
are sensitive to the number of persons grouped together to be cov-
ered by a plan, usually determined by firm size or by any pooling
mechanism. This chapter analyzes the premiums of health insur-
ance plans and shows how they are affected by changes in the plan
benefits offered and by modifications in the characteristics of the
covered group.

The chapter does not analyze specific proposals but instead dem-
onstrates a general methodology by which specific proposals can be
analyzed. The chapter develops a framework for measuring and as-
sessing the relative differences caused by changing health plan pro-
visions or covered group characteristics. This framework demon-
strates a capability for estimating the premium for extending
health insurance to an uninsured population.

The methodology used for the analysis is explained briefly below.
A more complete account of the methodology can be found in ap-
pendix A.

A. METHODOLOGY FOR ANALYZING PLAN PREMIUMS

The framework for estimating the premium cost of health insur-
ance plans includes the elements discussed below.
1. The CRS Health Insurance Premium Model

CRS and Hay/Huggins Company, Inc., developed a computer-
based actuarial model that projects annual health plan premiums
for combinations of insurance provisions as applied to 25 million
persons covered by 896 health insurance plans. These plans arethose sponsored by medium- and large-size firms included in the
Hay/Huggins Benefits Report (HHBR). The model uses techniques
similar to the rate-setting procedures used by insurance compa-
nies.2

The analysis in this chapter measures the cost of changes in plan
provisions, using as a baseline the provisions of a "typical" plan.

'See chapter 2 in report number 2 in this series, "Insuring the Uninsured: Options and Anal-
ysis."

2sSee chapter 2 in report number 2 in this series, "Insuring the Uninsured: Options and Anal-ysis.,

(11)
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The typical plan is built from the provisions most frequently re-
ported by the HHBR firms. The typical plan's provisions are de-
scribed in section II.A.3.

2. Standard Premiums and Group-Specific Premiums
This chapter demonstrates how health insurance premiums are

affected by changes to health plan provisions and by circumstances
specific to a particular group of covered persons, such as geograph-
ic location or average age. In order to accomplish these two strains
of analysis, a distinction is drawn between two types of premiums:
standard premiums and group-specific premiums.

a. Standard premiums
Standard premiums are defined as premiums for a health insur-

ance plan covering a population consisting of all persons currently
insured through employer-based plans. In section II.A of this chap-
ter, these standard premiums are used to compare the effects of
changes in the typical plan's provisions while the population cov-
ered by the plan is held constant. (The population of persons cov-
ered through employer-based plans is referred to throughout this
chapter as the "currently insured.")

b. Group-specific premiums
Group-specific premiums are developed in order to indicate how

the cost of a plan, initially priced for the population covered by em-
ployer-based plans, might be affected by changes in the characteris-
tics of the covered group. These factors include demographic char-
acteristics, geographic factors, and the number of people in the
group. Group-specific premiums are used to compare the effects on
premiums of changes in a specific covered population while plan
provisions are held constant.

3. Basis for Population Adjustments
Data from the Current Population Survey (CPS) for 1986 were

used to provide a demographic and income profile of the population
covered by employer-based plans.3 It was assumed that the stand-
ard premium for these 140 million persons would be the same as
for the 25 million covered by HHBR plansl4 -

In section III of this chapter, group-specific premiums are esti-
mated for the "potentially insured" populations The potentially
insured population includes persons who would become newly in-
sured under an employer-based- mandate, either because they do
not now have insurance, or because they have insurance but not
through the employer. The illustrative employer-based mandates
discussed in chapter 3 of this report would increase the- number
covered by employer-based plans by 31.4 million employees and. de-

' The March 1987 Current Population Survey, conducted by the Bureau of the Census, U.S.
Department of Commerce, provides data for calendar year 1986.

*See appendix A for a further discussion of this assumption.
Persons referred to in this chapter as "potentially insured" include workers employed for

ten or more hours a week and their dependents who are not now covered by employer-based
insurance. (Chapter 3 explains this assumption and the issues it raises.) Most employed persons
who are currently insured as dependents would become covered through their own employment
as a result of the mandate. It is assumed that the latter group has no effect on the population
adjustments since they are simply changing status within the currently insured group.
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pendents who do not now have insurance and 22.7 million employ-
ees and dependents who have nonemployment-based insurance.6

The characteristics of the potentially insured population were
also drawn from the 1986 CPS. Group-specific premiums were esti-
mated based on differences between the characteristics of employee
groups in the HHBR and the employees and dependents who would
become newly insured under employer-based plans. Adjustments
were made for differences in geographic location, age, sex, family
size and composition, income, and firm size.

4. Additional Assumptions

The following assumptions were used to simplify analysis.

a. Utilization of health services by the newly insured
The analysis assumes that, after an initial period of utilization

adjustment, newly insured individuals will use health care services
in the same manner as currently insured persons with the same
demographic characteristics. Premiums shown are annual costs
after an adjustment period has been completed.

b. Data shown for 1986

For ease of understanding, the data presented in this report are
mainly for 1986. As mentioned above, the demographic profile used
in this chapter is based on data compiled for the year 1986. Fur-
thermore, the broader economic analysis in chapter 3 uses data, for
simulation purposes, that were adjusted to 1986. Upward pressure
on the price and utilization of health services would make the 1986
premium estimates approximately 27 percent higher if shown for
1988.7

c. Administrative costs
Based on the average administrative costs for plans surveyed in

the HHBR, the premium for the typical plan includes 8 percent of
claims costs to account for administrative costs. However, as noted
in section II.B, the administrative costs of underwriting a plan for
small employers could be substantially higher. A demonstration of
the effects of firm size and pooling arrangements on administrative
costs is provided in section III.B.

B. FORMAT OF THE CHAPTER

This chapter demonstrates the model used to estimate annual
premiums for employer-based health insurance plans. Considerable
variation is shown in the specifications of the plans and the popula-
tions covered, and the effect on premiums of these changes is esti-
mated. After this introduction, section II.A demonstrates the effect
on annual premiums of benefit and cost-sharing changes within the

I These numbers differ somewhat from similar estimates presented in chapter 3. See p. 5
above for an explanation of why the estimates differ.

7For example, premium amounts for the typical employer-based plan in 1986 would be $936
for an individual and $2,466 for a family. Using the 27 percent increase factor, premiums for the
typical plan in 1988 would be $1,184 for an individual and $3,119 for a family. The 27 percent
rate of increase is based on an 11 percent increase in premiums experienced by firms in the
Hay/ Huggins Benefits Surveys from 1986 to 1987 and an expected increase of 14 percent from
1987 to 1988.

90-757 0 - 89 - 2
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"typical" plan offered by large- and medium-sized employers. This
is followed in section II.B by an analysis of the effect that certain
demographic or other factors representative of the employed in-
sured population could have on health insurance premiums. Sec-
tion III.B shows demographic, geographic, and income differences
between the insured and potentially insured populations and how
these differences affect premiums. The chapter concludes in section
III.C by illustrating some ways in which health plan benefits can
be modified to provide a plan potentially better suited to the low-
income uninsured population.

II. HEALTH INSURANCE PLAN PREMIUMS FOR EMPLOYER-BASED PLANS

This section of the chapter identifies two major sources of varia-
tion in premiums. The first section reviews the ways in which ben-
efit design affects health plan premiums. The second section ex-
plores the effects on premiums of the demographic profile of the
covered population. In addition, the effect of firm size on adminis-
trative costs is explained.

A. HOW BENEFIT DESIGN AFFECTS HEALTH PLAN PREMIUMS

1. Introduction
The purpose of this subsection is to illustrate how the benefit

design of a healthl-plan affects its cost, or premium. A health plan's
benefit design includes the types of health care services covered by
the plan, the extent of the plan's payment for those services (in-
cluding any limits on those payments or on the quantity of health
care services covered), any payment amounts required of the plan
participants (i.e., cost-sharing amounts), and any cost containment
features. The focus of this analysis will be on conventional plan
design, i.e., that found in traditional indemnity or service benefit
plans. A discussion of alternative delivery systems can be found at
the end of subsection A.

The discussion begins with a general description of the benefit
design features of health plans and their effects on health plan
costs. The "typical" employer-based plan used as a baseline for the
analysis in this report is then described. The components of a
health plan's benefit design are examined in detail to illustrate the
effect on premiums of varying these components. Information is
provided on cost containment features included in health plans and
their impact on premiums. Finally, issues related to coverage
under alternative health care delivery systems such as health
maintenance organizations (HMOs) and preferred provider organi-
zations (PPOs) are discussed.
2. General Description of Health Benefit Design Features and Their

Effect on Health Plan Premiums
The design of a health plan's benefits includes several features

that define the benefits and help to determine what the benefits
will cost. Therefore, these features must be taken into account
when determining the premium necessary to pay for the benefits.
These benefit features include:

* the health care services that are covered,
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* the determination of the amount of the medical expense eligi-
ble for payment (i.e., the "eligible expense determination"),

* maximum limits on the dollar amount or on the units of serv-
ice (for example, days of care or physician visits),

* cost-sharing amounts (i.e., any deductibles, coinsurance, or co-
payments) that the enrollee will be required to pay out-of-
pocket for services covered by the health plan, and

* cost containment features.

a. Services covered
The benefits covered by the health plans of medium and large.

employers are generally the same: hospital services,.surgical serv-
ices, physician visits, X-ray and laboratory tests, prescription drugs,
and mental health care. Dental care and vision care, if covered, are
usually covered under separate, plans. What varies more from plan
to plan than the types of services covered are the reimbursement
levels for each service (as determined by the eligible expenses, any
limits on the payment amount, and any cost sharing required of
the insureds) and the cost-containment features.

Before the mid-1970s, the trend in employer health plan coverage
was to expand the types of services covered and the proportion of
the full bill for the services that the plan would pay. In recent
years, however, rising health care costs, increases in the availabil-
ity and utilization of health care services, and changes in medical
technology have all contributed to increases in health plan premi-
um costs. As a result, employers and insurers have had incentives
to contain the costs of the covered benefits.

One way of controlling health plan costs is to eliminate certain
covered benefits. However, this approach generally has not been
taken since the benefits offered have become accepted as those "re-
quired" for adequate coverage and.because it is-unpopular to elimi-
nate a benefit once it has been offered: Instead, attempts to control
costs have focused on limiting the plan's liability for payment of
covered services and controlling the utilization of covered services
by the insured population.

b. Eligible expense determination
The methods for determining the extent to which a medical ex-

pense is eligible for payment have been designed by most health
plans to exert some control over plan costs by setting limits on the
amount of a health care provider s charges or costs that will be re-
imbursed. For example, hospital bills are usually paid by commer-
cial insurers as a percentage of the hospital's average charge for a
semiprivate hospital room. (Hospital ancillary services are usually
paid as a percentage of the reasonable charge.) Blue Cross and Blue
Shield Plans generally limit payments to hospitals by negotiating
contracts with participating providers under which the provider
agrees to accept the Blue Plan's payment as payment in full for
services provided.

A plan may pay physicians according to a method known as
"reasonable and customary" (R&C). Services determined to be
medically necessary are paid according to the physician's actual
charge for a particular service, limited by a maximum determined
as a percentage of the average charge for that service by physi-



16

cians in the same geographic area. Surgeons' fees are sometimes
paid according to a fee schedule, where the plan establishes maxi-
mum payment amounts in each geographic area for each surgical
procedure. In these two examples, the payment standards or maxi-
mums are determined according to the average charges for medical
services in a particular geographic area, with the health plan thus
limiting the amounts it will pay to high-cost providers. Blue Cross
and Blue Shield Plans generally limit payments to physicians by
negotiating contracts under which the physician agrees to accept
the Blue Plan's payment as full payment for covered services.

There are other approaches that health plans use to limit the
amounts they will pay to providers for medical care services ren-
dered to those covered by the plan. For example, under Preferred
Provider Organization (PPO) arrangements, a health plan contracts
with certain hospitals and/or physicians who will provide services
to those covered by the plan at discounted rates. The health plan
either requires its enrollees to use those "preferred" providers or
encourages them to do so by requiring enrollees to pay lower cost-
sharing amounts if they use the preferred providers than would
otherwise be required.

Some large health plans have established alternative hospital
payment methods that attempt to control the amounts paid forthese expensive services. For example, the Medicare program,
many Medicaid programs, and certain Blue Cross Plans pay hospi-
tals on the basis of fixed, prospectively determined rates according
to the diagnosis of the patient. Health plans may also use volume
purchasing for items such as prescription drugs and medical appli-
ances to lower their payments for these items. By guaranteeing a
certain volume of business from its enrollees, a health plan may be
in a position to negotiate lower charges from the suppliers of these
items.

c. Limits on services or total payments
Other health plan methods of controlling costs include setting

limits on the units of service (e.g., visits or days of care) covered by
the plan, or on the maximum dollar amount paid by the plan per
service, per year, or over the insured's lifetime. For example, a
plan's mental health coverage may limit payment for inpatient
mental health care to 30 days per year and limit outpatient mental
health care to a maximum number of visits per year (perhaps 50),
with an annual maximum payment of $1,000 per year.

d. Enrollee cost sharing
In recent years, health plans have extended their use of enrollee

cost sharing, including deductibles and coinsurance, in an attempt
to reduce plan costs. A deductible is a specific dollar amount, com-
monly $100 to $200, that must be paid by the insured before the
health plan will begin paying benefits. Typically, employer plans
require the insured to pay a yearly overall plan deductible (also
called a "major medical" deductible) prior to plan payment for all
covered services except hospital services. In this report, coinsur-
ance is a specified percentage of each bill for a covered medical
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service that the insured must pay, commonly 20 percent.8 The coin-
surance is applied to the remaining covered expenses after any de-
ductible has been met by the insured.

Many plans include as a benefit a yearly limit (commonly $1,000
to $2,000) on the amount of cost sharing (coinsurance and some-
times deductibles) that the insured must pay. After that limit is
reached, the plan pays 100 percent of any additional expenses for
health services covered by the plan.

Arguments exist both for and against the use of enrollee cost
sharing. Clearly, cost sharing reduces premium costs because the
health plan pays a smaller proportion (less than 100 percent) of the
cost of covered health care services. Proponents for cost sharing
maintain that requiring enrollees to contribute to the payment of
their medical expenses makes them more sensitive to their utiliza-
tion of medical care, potentially reducing utilization and, thus,
health plan costs.

Opponents of the use of enrollee cost sharing argue that it does
not reduce utilization since it is physicians, not the patients paying
the cost-sharing amounts, who make most decisions about the use
of health care services. In addition, it is argued that any reductions
in utilization because of cost-sharing requirements are not neces-
sarily desirable, since people may be discouraged from seeking
needed medical care.

Studies such as the Rand Health Insurance Experiment (HIE)
have found that cost sharing can lead to lower utilization and
lower health plan costs. The HIE found that per capita expenses
for enrollees in a plan with a 95-percent coinsurance rate (i.e., the
percentage paid by the plan) for outpatient services were 28 per-
cent lower than expenses for those in a plan with no out-of-pocket
costs.9

Employer health plans have increased their use of cost sharing
in recent years as a means of controlling health plan costs. In 1980,
65 percent of employer plans in the HHBR paid for hospital and
surgery services at 100 percent of R&C; by 1987, only 30 percent of
HHBR plans paid for these services at 100 percent.

The use of deductibles has also increased. In 1980, only 19 per-
cent of HHBR plans applied the overall plan deductible to hospital
expenses; in 1987, the proportion more than doubled to 44 percent.
In 1980, 34 percent of HHBR plans applied the overall plan deduct-
ible to surgical expenses; in 1987, the proportion had risen to 57
percent. Also, the proportion of plans requiring a separate deducti-
ble for hospital services (in addition to an overall plan deductible
for other covered expenses) has doubled from 5 percent in 1980 to
10 percent in 1987.

However, in spite of the increased use of deductibles, fixed-dollar
deductible amounts (e.g., $100) represent a declining percentage of
covered expenses since the cost of health care services continues to

8 Insurance plans define "coinsurance" as the portion of the covered expenses paid by the in-
surer. For instance, "80 percent coinsurance" means that the insurer will pay 80 percent of the
expenses and the insured will pay the other 20 percent. This report will use the more familiar
concept of coinsurance as that portion paid by the insured. Thus, "20 percent coinsurance" will
mean that 20 percent of the expense will be paid by the insured.

9 Manning, Willard G., et al. Health Insurance and the Demand for Medical Care: Evidence
from a Randomized Experiment. American Economic Review. June 1987. p. 251-277.
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rise. Thus, the value of a fixed deductible as a cost-saving device
decreases over time. Enrollee coinsurance amounts do not repre-
sent the same problem since they are a fixed percentage (e.g., 20
percent) of the bills for covered services.

e. Cost-containment features
In addition to enrollee cost-sharing requirements, other features

included in many health plans are also designed to control premi-
um costs. A discussion of these features and their impact on health
plan costs can be found below in part 5.
3. The Typical Plan Used in This Analysis

To assist in this discussion of the impact of health benefits design
on health plan costs, the Congressional Research Service (CRS) has
identified the specific benefits of a "typical" health plan offered by
a medium- or large-size employer. The typical plan requires an
overall plan deductible of $100 which applies to all services except
inpatient hospital services, reimburses at 80 percent of R&C for all
services except hospital and mental health care, and has an annual
limit of $1,000 per person on enrollee out-of-pocket cost-sharing
amounts for covered services. The typical plan includes coverage
for the following benefits: hospital care; certain alternatives to hos-
pital care such as skilled nursing care in an extended care facility,
or home health care; surgical services; non-surgical physician serv-
ices; X-ray and laboratory tests; prescription drugs; and mental
health care (inpatient and outpatient). Table 2.1 shows the benefits
of the typical employer health plan used in the analysis in this
report.

The typical health plan used in this analysis does not include
certain benefits, either because only a small percentage of employ-
ers offer such benefits (e.g., vision care), or because they are gener-
ally covered through a separate plan (e.g., dental benefits).

Using the CRS Health Insurance Premium Model, the 1986 cost
of the benefits covered by the typical plan (including 8 percent of
claims costs for administrative expenses) was $936 per year for cov-
erage of an individual and $2,466 for coverage of a family.

TABLE 2.1.-Typical Employer Health Plan Benefits

Benefit Plan provision

1. General plan design
Overall plan deductible $100 per person for all benefits except

hospital services (maximum of $300
per family)

Overall plan coinsurance: (Applies 80% of reasonable and customary
to many of the services listed charge
below)

Annual out-of-pocket limit $1,000 per person (maximum of $3,000
per family); counts only 20% coin-
surance for non-mental health care
toward the limit

Lifetime maximum None
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TABLE 2.1.-Typical Employer Health Plan Benefits-Continued

Benefit Plan provision

2. Hospital services
Inpatient 100% of semiprivate room charge,

with 365-day per stay maximum
Outpatient 100% of reasonable and customary

charge

3. Hospitalization alternatives: Extended 80% of reasonable and customary
care facility, home health care charge

4. Surgical services 80% of reasonable and customary
charge

5. Physician services (non-surgical): Of- 80% of reasonable and customary
fice, inhospital, and home visits charge

6. X-ray and laboratory tests 80% of reasonable and customary
charge

7. Prescription drugs 80% of reasonable and customary
charge

8. Mental health services
Inpatient 100% of semiprivate room charge,

with annual 30-day maximum
Outpatient 50% of reasonable and customary

charge, with annual 50-visit maxi-
mum

Part 4 below describes the major variations in benefit design fea-
tures found in HHBR employer health plans and the specific bene-
fits in the typical plan used in this analysis. Using the benefits in
the typical plan as a constant, the benefits are varied to indicate
what the annual typical plan premium for an individual would be
for each variation. In this fashion, the effect of different benefit
features on the annual premium for an individual (or for a family)
can be examined.

4. Detailed Description of Plan Benefits and Their Effect on the
Plan Premium

a. General plan design
(1) General description. Most health insurance plans are catego-

rized as either "basic plus supplemental major medical" or "com-
prehensive major medical." This distinction has become more con-
fusing than helpful over the years. However, it is useful to define
these terms since they often arise in the description of health in-
surance plans.

Basic coverage originally meant the type of expense that was
fully paid for by the insurer without any coinsurance or deductible.
The most common type of basic coverage was for hospital services
and physician services provided in a hospital setting.

Major medical insurance was designed to cover expenses, such as
physician office visits and prescription drugs, that were not covered
as basic expenses. Major medical coverage is generally character-
ized by the enrollee payment of a deductible and coinsurance, a
high ceiling on the total amount payable by the -plan, and a limit
on cost-sharing expenditures by enrollees. Since basic and major
medical insurance plans were usually combined as one package, al-
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though often offered by two different insurers, the package became
known as "basic plus supplemental major medical."

Comprehensive major medical insurance originally subjected all
covered expenses, including hospital-related expenses, to a common
deductible and coinsurance. A typical design would be for the en-
rollee to pay 20 percent of all covered expenses after paying a $100
deductible.

Deductibles and coinsurance have been added to the basic cover-
age of many plans, and hospital and surgery are now covered in
full by many comprehensive plans. Therefore, while the terms are
still used, there is frequently little distinction between them. It is
easiest to focus on individual plan features to understand the
nature of a plan's coverage. This report uses the terms "overall
plan deductible" and "overall plan coinsurance" to refer to the
major medical features of health plans.

(2) Overall plan deductible. As mentioned earlier, many plans use
deductibles to help control plan cost. Most employer plans in the
HHBR require enrollee payment of an overall plan deductible of
$100 to $200 before the plan will pay for any covered services
except for hospital coverage. Less than half (44 percent) of the
HHBR plans subject hospital coverage to the overall plan deducti-
ble.

Of HHBR plans with an overall plan deductible that is a fixed
dollar amount, 46 percent have a deductible of $100, 19 percent use
$150, and 19 percent use $200. The lower the deductible, the more
likely that the HHBR plan covers hospital and surgical expenses at
100 percent. Thus, 40 percent of plans with a $100 overall deducti-
ble pay hospital and surgery bills at 100 percent, while only 22 per-
cent of plans with a $200 overall deductible do so.

The typical plan used in this analysis requires enrollee payment
of the overall plan deductible before the plan will pay for any cov-
ered services, except for hospital care. The application of the de-
ductible to hospitalization alternatives such as extended care and
home health care is implicit because most plans will not cover such
an alternative unless there has been a hospital stay immediately
prior to its use. Since a hospital stay typically results in at least
$100 of associated physician charges, the overall plan deductible
has usually already been satisfied prior to the use of the hospital
alternative.

TABLE 2.2.-Impact of Overall Plan Deductible on Premium

Annual Annual premium change
Overall plan deductible premium per from $100 deductible

individual Dollars Percent

$0 ....................................... $1,000 +64 +6.8
50 ....................................... 961 +25 +2.7
100 (typical plan) ....................................... 936 - -
150 ....................................... 919 -17 -1.8
200 ....................................... 903 -33 -3.5
300 ....................................... 883 - 53 -5.7
400 ....................................... 873 -63 -6.7
500 ....................................... 862 -74 -7.9

Source: CRS Health Insurance Premium Model.
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Table 2.2 illustrates the impact of varying the overall plan de-
ductible on the annual cost of the typical plan, which is $936 for
coverage of an individual in 1986. The incremental savings from
the overall plan deductible decrease as the deductible is raised. For
instance, the premium is $25 less if the deductible is changed from
$50 to $100, but decreases by only $11 if the deductible is changed
from $400 to $500. This relationship occurs because the majority of
enrollees have bills of $50 or more, while fewer have bills of $400
or more.

The typical plan used in this analysis does not require payment
of the overall plan deductible before the plan pays for hospital
services. If the $100 overall plan deductible were also applied to
hospital services, the typical plan premium would decrease $2
(-0.2 percent), to $934.

If the $100 overall plan deductible were not applied in the typical
plan to either hospital or surgical services (only to physician, X-ray
and laboratory tests, and prescription drugs), the typical plan pre-
mium would increase by $1 (+0.1 percent), to $937.

(3) Overall plan coinsurance. Employer plans generally pay for
covered services, excluding hospital care and mental health care, at
a specified percentage of the actual charge, limited by what is
known as the "reasonable and customary" (R&C) charge. R&C is
defined by each insurer as a maximum percentile of the charges
for a particular service made by health care providers in a certain
geographic area. If a provider's charge for services covered by the
plan exceeds the R&C limit, for payment purposes it is reduced to
that limit. (Any amounts in excess of the limit are the responsibil-
ity of the enrollee.) The plan then pays a percentage of the R&C
charge, usually 80 to 100 percent; any remaining portion to be paid
by the enrollee is the coinsurance amount.

After payment of the overall plan deductible, the typical plan
used in this analysis pays for the following services at 80 percent of
R&C: physician services (office, inhospital, and home visits); X-ray
and laboratory tests; and prescription drugs. (These services are de-
scribed in more detail in items e through g, below.) The typical
plan counts enrollee coinsurance amounts (the remaining 20 per-
cent of the R&C charge) toward the plan's out-of-pocket maximum,
as described in part 4, below. The effect on the plan premium of
varying the 80 percent R&C payment percentage for these services
is shown in table 2.3.

TABLE 2.3.-Impact of Overall Plan R&C Percentage on Premium

Annual Annual premiumchange from 80%
Overall plan R&C percentage premium reimbursement

individual Dollars Percent

100 percent.............................................................................. $983 +47 +5.0
90 .......... 960 +24 +2.6
80 (typical plan)...................................................................... 936 - -
70 .......... 912 -24 -2.6

Source: COS Health Insurance Premium Model.
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(4) Annual maximum out-of-pocket limit. Most employer health
plans (83 percent of HHBR plans) place an annual maximum on
out-of-pocket payments by enrollees (i.e., deductibles and coinsur-
ance) for services covered by the plan. Once that limit is exceeded,
the plan pays for the full cost (100 percent) of subsequent covered
expenses. The most common out-of-pocket limit for an individual is
$1,000 (29 percent of HHBR plans with an individual limit). Most
limits are in the $500 to $2,000 range, but a few are as high as
$5,000.

Slightly more than half of the HHBR plans (51 percent) consider
only the 20 percent enrollee coinsurance payments for non-mental
health care in determining whether the limit has been reached.
Most plans do not count any of the mental health out-of-pocket
amounts (such as coinsurance for outpatient care, or amounts
above maximum limits on inpatient days or outpatient visits)
toward the limit. Slightly less than half (49 percent) of HHBR
plans count the overall plan deductible toward the out-of-pocket
limit.

The following two tables show the effect of the out-of-pocket limit
and its variations on the premium cost of the typical plan. The typ-
ical plan includes a $1,000 annual limit on out-of-pocket expenses,
counting only the 20 percent coinsurance for non-mental health
care toward the limit.

Table 2.4 shows that the typical plan would cost $7 less (-0.7
percent) if the plan had no maximum out-of-pocket limit. The cost
of including an out-of-pocket limit in a plan is small because few
enrollees have out-of-pocket expenses that exceed the limit. For ex-
ample, for the typical plan (which has an out-of-pocket limit of
$1,000, an overall plan deductible of $100, and 20 percent enrollee
coinsurance on non-hospital costs), the enrollee must have a medi-
cal bill for covered expenses of $5,100 to reach the $1,000 out-of-
pocket limit (assuming that the deductible does not count toward
the limit). If the deductible were to count toward the limit, the
medical bill would have to be $4,600 to reach the out-of-pocket
limit.

TABLE 
2 .4.-Impact of Annual Maximum Out-of-Pocket Limit on Premium

Annual Annual premium
reduction if no out-of-Out-of-pocket limit premium pocket limit

individual Dollars Percent

Yes (typical plan)................................................................... $936--
No .......................................... 929 -7 -0.7

Source: CRS Health Insurance Premium Model.

Table 2.5 shows the impact on premium cost of variations in the
maximum out-of-pocket limit.
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TABLE 2.5.-Impact of Amount of Out-of-Pocket Limit on Premium

Annua Annual premium
OootmA al change if no out-of-Out-of-pocket limit premium pocket limit

individual Dollars Percent

$500 .......................................... $944 +8 +0.9
1,000 (typical plan)................................................................. 936 - -
1,500 ........................................... 934 -2 -0.2
2,000 .......................................... 933 -3 -0.3
2,500 .......................................... 931 -5 -0.5

Source: CRS Health Insurance Premium Model.

The cost of the out-of-pocket limit will vary only slightly depend-
ing on which enrollee cost-sharing amounts are counted in deter-
mining whether the limit has been reached. (See table 2.6.) The
typical plan used in this analysis does not count the overall plan.
deductible toward the out-of-pocket limit. If the $100 overall plan
deductible (which in the typical plan applies to all services except
hospital services) were to count toward the limit, the annual premi-
um would increase by $1, from $936 to $937. If the typical plan had
a $100 overall plan deductible that applied to all services including
hospital care, the annual premium would be almost the same ($934)
if the deductible counted toward the out-of-pocket limit. If the typi-
cal plan had a separate $100 hospital deductible (in addition to the
$100 overall plan deductible that applies to all other services), the
premium ($926) would be $3 higher ($929) if both deductibles count-
ed toward the out-of-pocket limit.

TABLE 2.6.-tmnpact of Counting Deductible(s) Toward Out-of-Pocket Limit

Annual premium per
individual

Deductibles ~~~~~~~~Deductiblels) countDeductibles toward $1,000 out-of-
pocket limit?

No Yes

$100 overall plan deductible (applies to all but hospital serv-
ices) . $936 $937

$100 overall plan deductible (applies to all services including
hospital). 2 934 2 934

$100 overall plan deductible (applies to all but hospital serv-
ices), and a $100 separate hospital deductible. 3 926 4 929

'Typical plan.
2The numbers appear the same because of rounding. Actual numbers are $933.58 in the "No" column and

$934.37 in the "Yes' column.
Neither deductible counts toward the limit.
Both deductibles count toward the limit.

Source: CRS Health Insurance Premium Model.

If out-of-pocket payments for mental health services were count-
ed toward the limit, the premium for the typical plan would in-
crease as follows: outpatient mental health coinsurance, +$13 (or
1.4 percent); inpatient mental health amounts above the maximum
day limit, +$24 (or 2.6 percent); outpatient mental health amounts
above the maximum visit limit, +$1 (or 0.1 percent).

(5) Lifetime maximum. Many plans (73 percent of HHBR plans)
place a limit on the amount they will reimburse of any insured's
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medical expenses over a lifetime. Approximately 60 percent of
plans with a lifetime limit have a limit of $1 million or more,
which has no effect on premiums since few enrollees will ever
reach the maximum. Only about 20 percent of plans with a lifetime
limit have a limit of less than $500,000.

b. Hospital benefits
Hospital benefits generally provide coverage for inpatient hospi-

tal room and board costs (room, meals, and services provided rou-
tinely to all patients, such as general nursing services); any special
care expenses (such as intensive care); other inpatient hospital
services such as drugs, operating and recovery rooms, X-ray, labo-
ratory and pathological services; and certain services in an outpa-
tient department of a hospital. The average cost of these benefits
varies depending on the type, amount, and maximum duration
(number of hospital days) of the benefit as covered by the health
plan.

(1) Hospital deductible. The percentage of plans that require a
deductible before paying for hospital expenses has increased dra-
matically in recent years. According to the 1980 HHBR, 24 percent
of employer health plans subjected claims for inpatient hospital
services to a deductible; in 1987, that percentage increased to 55
percent. In 1987, 44 percent of plans required the insured to pay
the overall plan deductible (usually between $100 and $200, toward
which the bills for many different kinds of medical benefits are ap-
plied) before the plan paid for hospital benefits. In 10 percent of
plans, there was a separate hospital deductible, usually under $200.

The typical employer health plan used in this analysis applies
neither the overall plan deductible nor a separate hospital deducti-
ble to hospital services. As discussed in part 4.a.(2), applying the
overall plan deductible to hospital services would decrease the typi-
cal plan's premium to $934, or by $2 (-0.2 percent). If a separate
hospital deductible were required, the premium for the typical plan
would decrease as shown in table 2.7. Since about 12 percent of en-
rollees will be admitted to a hospital each year, the savings per $50
increase in the separate hospital deductible would be about $6 (i.e.,
12 percent of $50).

TABLE 2 .7.-Impact of Separate-Inpatient Hospital Deductible on Premium

Annual Annual premium
reduction from $0Separate hospital deductible premium deductible

individual Dollars Percent

$0 (typical plan)...................................................................... -$936-
50 ......................................... 931 -5 -0.5
100 ......................................... 926 -10 -1.1
150 ......................................... 922 -14 -1.5200 ......................................... 918 -18 -1.9
300 .......................................... 907 -29 -3.1400 ......................................... 897 -39 -4.2
500 ......................................... 887 -49 -5.2

Source: CRS Health Insurance Premium Model.
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(2) Hospital reimbursement percentage. Commercial insurers of
medium to large employer plans generally pay for hospital room
and board charges at a percentage (usually 80 to 100 percent) of the
hospital's semiprivate room rate. Blue Cross/Blue Shield plans gen-
erally pay the full negotiated cost of most hospital services in
member hospitals; in nonmember hospitals, they pay a portion of
the semiprivate room rate, plus ancillary costs. A little over half of
the HHBR plans reimburse at 100 percent; almost 40 percent reim-
burse at 80 percent. Less than one percent of plans reimburse at
less than 80 percent.

The typical plan used in this analysis pays for hospital bills at
100 percent of the hospital's semiprivate room rate. Hospital inten-
sive care, other hospital non-room and board services, and outpa-
tient hospital care (both routine and emergency) are covered at 100
percent of the R&C charge. Reducing the reimbursement percent-
age would lower the typical plan's premium as shown in table 2.8.
About one-half of the total premium cost pays for hospital ex-
penses, so each 10 percent decrease in reimbursement level could
reduce the premium by about 5 percent.

Although table 2.8 examines declining reimbursement percent-
ages, it is important to note that enrollees would not necessarily
pay all the hospital amounts not paid for by the health plan be-
cause the model assumes that any enrollee-paid amounts would
count toward the plan's out-of-pocket limit. Once this limit is
reached, the plan would pay 100 percent of subsequent covered
medical services, including hospital services.

TABLE 2.8.-Impact of Hospital Reimbursement Percentage on Premium

Annual Annual premium
reduction from 100%

Hospital reimbursement percentage premium reimbursement
pe~r

individual Dollars Percent

100% (typical plan)................................................................ -$936-
90 .......................................... 892 -44 -4.7
80 .......................................... 843 -93 -9.9
70 .......................................... 793 -143 -15.3

Source: CRS Health Insurance Premium Model.

Forty percent of HHBR plans have a maximum limit on the
number of hospital days that are covered by the plan per hospital
stay. Approximately half of the plans with limits have a maximum
of 365 days, which is practically equivalent to no limit since seldom
would a hospital stay exceed 365 days. About 30 percent of HHBR
plans with limits have a maximum of 120 days; only 5 percent have
a maximum of less than 70 days.

Table 2.9 shows the reduction in plan premium using different
hospital day maximums. The table shows that, until the maximum
number of days per stay is limited to 30 or less, the reduction in
the maximum would not have a large impact on the premium. This
relationship occurs because few hospital stays exceed 30 days. (The
nationwide average length of hospital stay is approximately 6
days.)
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TABLE 
2 .9.-Impact on Premium of Maximum Number of Hospital Days Per Stay

Annual Annual premium
Maximum number of days per stay premium reduction from 365 days

individual Dollars Percent

365 days (typical plan).......................................................... 
-$936-

270 ......................................... . 933 -3 -0.3180 ......................................... 930 -6 -0.690 ......................................... 921 -15 -1.660 ......................................... 913 -23 -2.530 . 893 -43 -4.615 .......................................... 853 -83 -8.9
Source: CRS Health Insurance Premium Model.

c. Hospitalization alternatives
A number of health care services are available to treat individ-

uals outside of the hospital setting, including skilled nursing care
in an extended care facility and home health care. The cost ofthese services is generally believed to be offset, at least in part, by
the savings achieved by treating patients in a less costly setting
than the inpatient hospital setting.

(1) Extended care facility. Coverage for treatment in an extended
care facility (also known as a skilled nursing facility) provides re-
imbursement for medical care expenses incurred when an individ-
ual requires ongoing active medical and skilled nursing care. Topreclude coverage of custodial care, health plans limit care in an
extended care facility in a number of ways: by requiring a period ofhospitalization prior to care in the extended care facility, by deter-
mining that the patient needs skilled nursing care on a daily basis,
or by requiring that the patient receive care in a Medicare-ap-
proved facility.

The proportion of HHBR plans offering extended care facility
coverage has been steadily increasing from 67 percent in 1982, to
79 percent in 1984, to 90 percent in 1987. Usually HHBR plans paya percentage of R&C for such services: 62 percent of plans pay lessthan 100 percent of R&', 28 percent pay 100 percent of R&C, andthe remaining 10 percent do not cover extended care facility serv-
ices. Any coinsurance required of enrollees is generally counted
toward the plan's out-of-pocket limit. Most HHBR plans have somelimit on the maximum amount of extended care covered, either
through the overall plan maximum (which is commonly $1 million,
in effect no limit at all), through a maximum number of days (typi-
cally 60 or 120), or, less commonly, through a dollar limit per day.

The typical plan used in this analysis provides coverage for carein an extended care facility (ECF) or a skilled nursing facility
(SNF) at 80 percent of R&C, with the 20 percent enrollee coinsur-
ance counting toward the plan's $1,000 out-of-pocket limit. A de-ductible is required but is not applied in practice because the plan
does not cover ECF/SNF services unless there has been a prior hos-
pital stay, an event that typically results in physician costs suffi-cient to meet the $100 overall plan deductible. The ECF/SNF bene-fit is often paid at 100 percent because the enrollee has met the
plan's out-of-pocket limit as a result of the hospital stay.
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As can be seen in table 2.10, the savings from eliminating the
ECF/SNF benefit are minimal (the premium decreases $5, or -0.5
percent). This small effect is due in part to the cost of the benefit
being reduced by savings from potentially shorter hospital stays.

TABLE 2.10.-Impact of Extended Care/Skilled Nursing Facility Coverage on
Premium

Annual Annual premium
reduction if no ECF/

ECF/SNF coverage premium SNF coverage

individual Dollars Percent

Yes (typical plan)................................................................... 936 - -
No .......................................... 931 - 5 -0.5

Source: CRS Health Insurance Premium Model.

(2) Home health care. Home health care benefits pay for a variety
of types of skilled care (such as physical, occupational or speech
therapy, and services of a registered nurse) provided in the pa-
tient's home. Eighty-six percent of HHBR plans cover home health
services, typically providing 80 percent reimbursement. The enroll-
ee out-of-pocket amounts generally count toward the plan's out-of-
pocket maximum. The typical plan in this analysis covers home
health services at 80 percent of R&C and counts the 20 percent en-
rollee share toward the $1,000 out-of-pocket plan maximum. A de-
ductible is required but is not applied in practice because the plan
does not cover home health services unless there has been a prior
hospital stay, an event that typically results in physician costs suf-
ficient to meet the $100 overall plan deductible.

Table 2.11 shows that eliminating home health coverage from
the typical plan would actually increase the premium ($7, or +0.7
percent) since the cost of the benefit would be much less than the
cost of the hospital care it would potentially replace.

TABLE 2.11.-Impact of Home Health Care Coverage on Premium

Annual Annual premium
Annual increase if no health

Home health care coverage premium coveragejper
individual Dollars Percent

Yes (typical plan)................................................................... -$936-
No .......................................... 943 -7 -0.7

Source: CRS Health Insurance Premium Model.

d. Surgical benefits
Surgical benefits include coverage of surgical procedures, both in

the hospital and on an outpatient basis. Ninety-four percent of
HHBR plans pay for surgical coverage as a percentage of R&C.
Slightly over half of these plans (53 percent) pay at 80 percent of
R&C; 36 percent pay at 100 percent of R&C. To encourage surgery
in the generally less costly outpatient setting, 35 percent of HHBR
plans pay a larger R&C percentage for outpatient surgery than for
inpatient surgery (generally 100 percent, as opposed to 80 percent).
Six percent of HHBR plans pay according to a fee schedule which
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establishes the maximum plan payment for each type of surgical
procedure.

In recent years, an increasing proportion of plans require pay-
ment of the overall plan deductible before the plan will pay for sur-
gical benefits. In 1980, 34 percent of HHBR plans required the de-
ductible payment, while in 1987 that percentage had risen to 57
percent. Most HHBR plans requiring a deductible pay at 80 per-
cent of R&C; the 43 percent of plans that require no deductible
generally pay at 100 percent of R&C.

The typical plan used in this analysis applies the overall plan de-
ductible to surgical services. Table 2.2 above shows the impact on
the typical plan premium of varying the amount of the overall
plan deductible. The effect on the typical plan's premium of not ap-
plying the overall plan deductible to surgical services would be to
increase the premium $1, or +0.1 percent. (The overall deductible
would continue to apply to physician services, X-ray and laboratory
tests, and prescription drugs.)

The typical plan pays for all surgical services at 80 percent of
R&C. The impact on the plan premium of varying the percentage
of R&C for surgery charges is shown in table 2.12. However, enroll-
ees would not necessarily pay all the covered surgical charges left
unpaid by the health plan because the model assumes that enroll-
ee-paid amounts would count toward the plan's $1,000 out-of-pocket
limit. Once this limit were reached, the plan would pay 100 percent
of subsequent covered medical costs.

TABLE 
2 .12 .- Impact of Surgery R&C Percentage on Premium

Annual AAnnual premiumnnal change from 80%
Surgery R&C percentage premium reimbursement

individual Dollars Percent

100 percent.............................................................................. $957 +21 +2.2
90 ........................................... 946 +10 +1.1
80 (typical plan)...................................................................... 936 - -
70 .......................................... 926 -10 -1.1

Source: CRS Health Insurance Premium Model.

e. Physician services (non-surgical)
Non-surgical physician benefits include coverage of physician

medical care in the physician's office, in an inhospital setting, and
at home. Most (85 percent) HHBR plans subject claims for physi-
cian office or home visits to the overall plan deductible, 11 percent
require no deductible, and 4 percent have a separate deductible.
Almost all plans (98 percent) pay for physician office visits as a
percentage of R&C. Eighty-four percent of plans requiring a de-
ductible pay for office visits at 80 percent of R&C; of plans requir-ing no deductible, 81 percent pay for office visits at 100 percent of
R&C.

Physician visits to patients in hospitals are paid by most HHBR
plans (92 percent) as a percentage of R&C. Sixty-seven percent of
these plans subject inhospital physician visit claims to the overall
plan deductible, and most of these (83 percent) pay for such visits
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at 80 percent of R&C. Of the 33 percent of plans that require nodeductible, 85 percent pay for such visits at 100 percent of R&C.In the typical plan used in this analysis, physician services aresubject to enrollee payment of the overall plan deductible and thenare paid at the overall plan coinsurance rate of 80 percent of R&C.The percentage paid by the enrollee counts toward the plan's$1,000 out-of-pocket maximum; once the maximum is reached, theplan pays 100 percent for additional covered services.
If the overall plan deductible did not apply to physician servicesand the other services to which it applies in the typical plan, thetypical plan's premium would increase $64, or +6.8 percent. Theimpact on the typical plan premium of varying the amount of theoverall plan deductible for all the services to which it applies (in-cluding physician services) is shown in table 2.2. The premiumeffect of varying the amount of the percent of R&C paid by the typ-ical plan for physician services (together with other medical serv-ices) is shown in table 2.3.

f X-ray and laboratory tests
Employer plans generally cover diagnostic X-rays and laboratoryexaminations provided in a doctor's office, in an independent labo-ratory, or in a hospital outpatient department. Almost all (99 per-cent) of the HHBR plans pay for such services as a percentage ofR&C. A little over half (58 percent) of these plans require paymentof a deductible (usually the overall plan deductible), after whichmost plans (79 percent) reimburse at 80 percent of R&C. The re-maining 42 percent of plans that pay R&C require no deductible,and most (94 percent) of these plans pay at 100 percent of R&C. Asmall proportion (13 percent) of HHBR plans have a yearly maxi-mum on coverage for X-ray and laboratory tests, usually between$100 and $200 dollars.

In the typical plan used in this analysis, X-ray and laboratorytests are subject to enrollee payment of the overall plan deductibleand then are paid at the overall plan coinsurance rate of 80 per-cent of R&C. The percentage paid by the enrollee counts towardthe plan's $1,000 out-of-pocket maximum; once the maximum isreached, the plan pays 100 percent for additional covered services.The impact on the typical plan premium of varying the amount ofthe overall plan deductible for all the services to which it applies(including X-ray and laboratory tests) is shown in table 2.2. Thepremium effect of varying the amount of the R&C percentage paidby the typical plan for such tests (together with other medical serv-ices) is shown in table 2.3.
g. Prescription drug coverage

Prescription drug benefits pay the cost of covered outpatientdrugs obtained with a prescription (drugs received in the inpatienthospital setting are paid for as a hospital benefit). Most (80 percent)of the HHBR plans provide prescription drug coverage subject tothe overall plan deductible, with the plan paying 80 percent of thebill.
Twelve percent of the HHBR plans have a separate prescriptiondrug plan with a separate premium. These separate plans usuallyrequire a copayment of from $1 to $3 per prescription; very few of
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such plans (3 percent) require an annual deductible; 8 percent of
such plans require neither a copayment nor a deductible; and 8
percent of such plans require coinsurance payments.

In the typical plan used in this analysis, prescription drugs are
subject to enrollee payment of the overall plan deductible and then
are paid at the overall plan coinsurance rate of 80 percent of R&C.
The percentage paid by the enrollee counts towards the plan's
$1,000 out-of-pocket maximum; once the maximum is reached, the
plan pays 100 percent for additional covered services.

The impact on the typical plan premium of varying the amount
of the overall plan deductible for all the services to which it applies
(including prescription drugs) is shown in table 2.2. The premium
effect of varying the amount of the percent of R&C paid by the typ-
ical plan for prescription drugs (together with other medical serv-
ices) is shown in table 2.3.

Table 2.13 shows the premium cost for the typical plan if it had
separate prescription drug coverage with a $2 copayment per pre-
scription (+$9, or +1.0 percent), or no prescription drug coverage
(-$31, or -3.3 percent). A separate prescription drug plan costs
more than drug coverage that is part of a major medical plan be-
cause separate prescription drug plans generally do not require en-
rollees to pay deductibles or coinsurance, only copayment amounts
(typically $2 per prescription).

TABLE 2.13.-Impact of Prescription Drug Coverage on Premium

Annual premium
Annual reduction if no

Prescription drug coverage premium prescription drug
per coverage

individual
Dollars Percent

Separate plan ($2 copay)...................................................... $945 +9 +1.0
Typical plan (ded/coins) ........................................... 936 - -

No coverage............................................................................ 905 - 31 - 3.3

Source: CRS Health Insurance Premium Model.

h. Mental health care
Plans usually apply various special limits to inpatient and outpa-

tient mental health care to limit coverage to short-term non-custo-
dial care.

(1) Inpatient mental health care. Just over half of the HHBR
plans reimburse for general (non-mental health) hospital services
at 100 percent of the average semiprivate hospital room rate. Most
of these plans also pay for inpatient mental health services at 100
percent, with a little over half of these plans applying a different
annual maximum number of days from other hospital stays, and a
little less than half applying the same day maximums. The most
common maximum is- 30 days, with other plans applying 60 or 120
days.

The typical plan used in this analysis covers inpatient mental
health care at 100 percent of the semiprivate room charge, with a
30-day maximum number of days per stay. Table 2.14 shows the re-
duction in the typical plan premium if the mental health inpatient
reimbursement percentage were decreased from 100 to 50 percent.
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TABLE 

2 .14 .- Impact of Reimbursement Percentage for Inpatient Mental Health on
Premium

Annual Annual premiumInpatient mental health reimbursement percentage premium reduction from 100%per
individual Dollars Percent

100% (typical plan)................................................................ $93690 .......................................... 933 -3 -0.380 .......................................... 930 -6 -0.65 ........................................... 927 -9 -1.050 ............................................ 919 -17 -1.8
Source: CRS Health Insurance Premium Model.

Table 2.15 shows the impact on the annual plan premium of vari-ations in the maximum number of inpatient mental health dayscovered per year.

TABLE 
2 .15.-Impact of Annual Maximum Number of Inpatient Mental Health Days

on Premium

Annual Annual premiumMaximum number of inpatient mental health days per year premium change from 30 daysper
individual Dollars Percent

365 days .......................................... $960 +24 +2.6120............................................................................................ 957 +21 + 2.290 .......................................... 953 +17 +1.860 .......................................... 948 +12 +1.330 (typical plan)...................................................................... 936- -15 .......................................... 926 -10 -1.10 (no coverage)........................................................................ 902 -34 -3.6
Source: COS Health Insurance Premium Model.

(2) Outpatient mental health care. Most (approximately 95 per-cent) of 841 HHBR respondents provide some level of outpatientmental health coverage. Most (85 percent) of these require paymentof the overall plan deductible, after which the majority of plans (70percent) pay 50 percent of the R&C charge, 18 percent pay from 71to 89 percent of R&C, and 7 percent pay from 90 to 100 percent ofR&C.
Health care plans use a variety of other limits on outpatientmental health care. Approximately 30 percent of HHBR plansplace a limit on the maximum number of outpatient mental healthvisits covered in a year (typically 50 visits). About 40 percent limitthe total amount that the plan will pay for expenses in a year(typically $750 to $1,000). About 35 percent limit the provider'scharges per visit. Many plans combine one or more of these limits.The typical plan in this analysis combines the 50 percent coin-surance with an annual 50-visit limit. The effect of these two provi-sions is to limit the total mental health outpatient benefit to about$2,000 a year, a level similar to other typical limit combinations.Table 2.16 shows the increase in the annual premium that wouldresult from increasing the R&C percentage paid by the typical planfrom 50 percent to 100 percent. Eliminating the coverage would de-crease the premium $6, or -0.6 percent. In addition, the differencebetween no coverage of outpatient mental health and coverage of
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50 percent reimbursement of all mental health care is a $7 in-
crease (+0.7 percent) in the annual premium.

TABLE 2.16.-Impact of R&C Percentage for Outpatient Mental Health on Premium

Annual Annual premium

Outpatient mental health R&C percentage premium change from 50% R&Cper
individual Dollars Percent

No coverage ......... ................................. $930 -6 -0.6
50% (typical plan).................................................................. -936-
80 ........................................... 943 +7 +0.7
90 ........................................... 945 +9 +1.0
100 .......................................... 949 +13 +1.4

Source: CRS Health Insurance Premium Model.

i. Well-baby care
Forty-seven percent of HHBR plans include coverage for "well-

baby care," which means coverage of routine office visits and im-
munizations for children. Well-baby care is usually covered at 80
percent of R&C, subject to the overall plan deductible.

The typical plan used in this analysis does not include coverage
for well- baby care. If such coverage were included, it would be a
benefit under family coverage, not coverage for an individual, and
therefore only the premium for family coverage would be affected.
If well-baby coverage were included in the typical plan at a pay-
ment rate of C0 percent of R&C, the annual premium for family
coverage would increase from $2,465 to $2,492, a $27 increase (+1.1
percent).

j. Summary of health plan benefits
This discussion has illustrated, through use of the CRS Health

Insurance Premium Model, the impact of various health plan bene-
fits on the premium of a typical medium to large employer health
plan. Variations in the following features appear to have the most
significant impact (i.e., more than 1 percent) on the typical plan
premium amounts for an individual enrollee. These features are
summarized in table 2.17.

(1) Overall plan deductible. The typical plan includes a $100 de-
ductible that applies to all services except hospital care. The typi-
cal plan premium would increase by 3 percent if the overall plan
deductible were lowered to $50 and by 7 percent if the overall plan
deductible were eliminated. The typical plan premium would de-
crease by 2 percent if the deductible were increased to $150 and by
8 percent if the deductible were increased to $500.

(2) Overall plan coinsurance. The typical plan pays 80 percent of
R&C charges for a number of covered services, including physician
services, X-ray and laboratory tests, and prescription drugs. The 20
percent coinsurance paid by enrollees counts toward the plan's
$1,000 limit on out-of-pocket costs. Increasing the plan's R&C per-
centage to 100 percent would increase the typical plan's premium
by 5 percent; decreasing the percentage to 70 percent would de-
crease the premium by 3 percent.
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(3) Separate inpatient hospital deductible. The typical plan does
not apply a separate hospital deductible to hospital services. The
typical plan premium would decrease by 1 percent if there were a
$100 deductible, and by 5 percent if there were a $500 deductible.

(4) Hospital reimbursement percentage. The typical plan pays 100
percent of the semiprivate room charge for hospital services. The
typical plan premium would decrease by 5 percent if the payment
percentage were lowered to 90 percent, by 10 percent at 80 percent,and by 15 percent at 70 percent reimbursement.

(5) Maximum number of hospital days per stay. The typical plan
covers 365 days of hospital care per stay. The typical plan premium
would decrease by 1 percent if the number of covered days were
decreased to 180, by 5 percent if covered days were decreased to 30,
and by 9 percent if covered days were decreased to 15.

(6) Surgical R&C percentage. The typical plan pays 80 percent of
R&C charges for surgical services. The typical plan premium would
increase by 2 percent if coverage were at 100 percent of R&C and
would decrease by 1 percent if coverage were at 70 percent of R&C.

(7) Prescription drugs. The typical plan covers outpatient pre-
scription drugs. The typical plan premium would decrease by 3 per-
cent if prescription drugs were not covered and would increase by 1
percent if covered through a separate prescription drug plan with a
$2 per prescription copayment.

(8) Inpatient mental health. The typical plan covers inpatient
mental health services at 100 percent of the average semiprivate
room rate, with an annual limit of 30 days. Decreasing the reim-
bursement level to 80 percent would decrease the typical plan pre-
mium by 1 percent; decreasing it to 50 percent would decrease the
premium by 2 percent. Changing the annual number of days cov-
ered would change the premium as follows: 365 days, +3 percent;
90 days, + 2 percent; 60 days, +1 percent; 15 days, -1 percent; no
coverage, -4 percent.

Table 2.17 displays summary information about the effects of
these selected features on the typical plan premium.

TABLE 2.17.-Effect of Selected I Benefit Features on Typical Plan Premium

Range of
premium

Benefit feature benefit Range of benefit variation change from

premium (in
percent)

Overall plan deductible .............. $100 ....... $0 to $500 ................. +7 to -8
Overall plan coinsurance ........... 80 percent ....... 100 to 70 percent ........... +5 to -3
Separate hospital deductible ..... $0....................... $0 to $500 ................. 0 to -5
Hospital reimbursement per- 100 percent ....... 100 to 70 percent ........... 0 to -15centage.
Maximum number of hospital 365 days ....... 365 to 15 days ................. 0 to -9days per stay.
Surgery R&C percentage ............ 80 percent ...... 100 to 70 percent ........... +2 to -1
Prescription drugs ....................... Yes ...... Separate/Yes/No .......... +1 to -3Inpatient mental health:

R&C percentage ....................... 100 percent ...... 100 to 50 percent ........... 0 to -2
Days per year ....................... 30 days ...... 365 to 0 ................. . +3 to -4

These features have been selected because they affect the premium for the typical plan by more than Ipercent.

Source: CRS Health Insurance Premium Model.
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5. Cost Containment Features
This discussion focuses on the various features included in health

plans to control the cost of the plan. This discussion does not in-
clude cost containment mechanisms that have become generally ac-
cepted as standard features of most health insurance plans, such as
claims review (the systematic examination of claims prior to plan
payment) or coordination of benefits (the process by which insurers
avoid duplicate payment for losses when an insured is covered
under more than one policy for the same benefits): This discussion
groups cost containment features into the following six categories:
alternative financing arrangements, premium cost sharing, enroll-
ee cost sharing, alternatives to. hospitalization, managed care, and
health promotion.

Where possible, the estimated cost savings (in terms of percent of
premium) that could result from including various cost contain-
ment features in a health plan are indicated. These estimated sav-
ings are the typical percentages that major insurance companies
apply when pricing health insurance plans for medium- and large
employers. They are not necessarily the same savings. estimates as
those resulting-from research that. may have been conducted on the
cost containment features. The cost containment features discussed
are summarized in table 2.18.

The discussion on cost containment features in this part of the
report focuses on features added- to conventional (indemnity and
service benefit) plans. Part 6 includes a discussion of alternatives to
conventional health plans, such as HMOs and PPOs, and their
impact on health plan costs.

a. Alternative financing arrangements -
Prior to the 1970s, most employer health plans were fully in-

sured, meaning the employer paid premiums to an insurance carri-
er who paid employee health claims. Employers might change in-
surance carriers to lower their costs or avoid an unusually high
rate. If the change was due to a carrier's increasing premiums to
recoup a catastrophic loss (defined as a claim unlikely-to recur on a
regular basis), a new insurance carrier could produce a real savings
for the employer. However, if a carrier artificially lowered a rate
during a competitive bidding process, savings would be short-lived
because future rate increases would erase any savings.

In response to rising health care costs and resulting demands
from employers for lower premium costs, insurers began offering a
number of approaches to health plan financing.

(1) Premium delay or drag. Carriers offer delays of 30 to 90 days
on premium payment. Insurers estimate that employers can. save
0.5 to 1.0 percent on improved investment return under this ar-
rangement since they can invest and receive a return on the funds
that would otherwise have- been spent on premiums during the
delay period.

(2) Retrospective rate -analysis. Employers pay a premium dis-
counted by 5 to 15 percent throughout the plan year. However, if
premiums are insufficient to cover claims, reserves, and expenses,
an additional premium is due following the close of the plan year.
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This approach can save employers from 0.2 to 0.5 percent in im-
proved investment return.

(3) Minimum premium plans. Under this approach, large employ-
ers (with generally at least 500 employees covered by the health
plan) pay a small premium to a carrier to cover only the adminis-
trative expenses of processing claims and pooling charges for pay-
ment of very large claims; the employer holds money in reserve topay for the actual claims amounts. The employer can save approxi-
mately 1.8 percent in lower State premium taxes and 0.5 percent
on increased investment return.

(4) Self-funded plans. Large employers can also completely insure
themselves by funding all claims costs, usually purchasing adminis-
trative services for the actual processing of claims from a carrier.
Savings typically are 2 percent on State premium taxes, 0.5 to 1percent on increased investment earnings, and 0.5 to 1 percent on
lower administrative expenses. In addition, there could be a reduc-
tion of up to 2 percent on claims costs if a self-funded plan elimi-
nates benefits that otherwise would have been required under a
State mandate. (ERISA exempts self-funded plans from State man-
dated health benefit laws.)

During the mid-1970s, it became apparent that alternative fi-nancing alone was not sufficient to contain costs,. and employers
and carriers turned to other methods.

b. Premium cost sharing
Premium cost sharing seeks to lower the employer's overall cost

of financing health care through two techniques, premium cost
shifting and decreased participation.

(1) Premium cost shifting. Premium cost shifting requires em-
ployees to pay a portion (or a higher portion) of the premium fortheir own coverage and/or any dependents. Through cost shifting,
the overall cost of coverage is not lowered; however, the employer's
costs are reduced. In 1975, 62 percent of HHBR companies paid the
full premium cost of employee coverage, and 36 percent paid the
full cost for dependents, compared to 57 percent and 32 percent, re-
spectively, in 1987.

(2) Decreased participation resulting from cost shifting In addi-
tion to saving the employer the amount of premium shifted to the
employees, cost shifting usually produces an additional saving tothe employer due to decreased participation in the health plan. If
employees have to pay some portion of the health coverage for de-
pendents, some may decide to drop the coverage, especially if theirdependents have coverage elsewhere (generally through the
spouse's employment). Decreased participation can reduce the cost
to the employer of family coverage by up to 20 percent in the short-
term. While requiring employee contributions may decrease par-ticipation in one plan, it may increase participation in another
plan if spouses switch plans to escape employee premium contribu-
tions. However, if the practice of employee-paid dependent cover-
age becomes widespread, cost shifting between employee planswould be minimized.
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c. Enrollee cost sharing
As discussed above, employers have increasingly required enroll-

ees to pay a portion of their covered health care bills in order to
reduce utilization and health plan costs. Increasing the plan de-
ductible from $100 to $150 can typically save a plan about 2 per-
cent; extending deductibles and 20 percent coinsurance to hospital
and surgical benefits (and including a $1,000 limit on enrollee cost-
sharing amounts) can save a plan up to 8 percent.

d. Alternatives to hospitalization
To encourage less costly alternatives to hospitalization, health

plans sometimes provide financial incentives when services are pro-
vided in the following alternative settings:

* A nursing home for skilled nursing care in a non-hospital envi-
ronment;

* Home health care for continued services while recuperating at
home;

* Hospice services for care of terminally ill patients;
* Birthing centers for childbirth in a more home-like environ-

ment;
* Urgent care centers for use as an alternative to hospital emer-

gency rooms; and
* Ambulatory care centers for outpatient surgical procedures.
Thirty-five percent of HHBR plans reimburse outpatient surgery

at a higher rate than inpatient surgery. A small but increasing
number of plans pay for alternative facilities at 100 percent, while
paying less than 100 percent for hospital coverage. For example, if
hospitalization is paid by the health plan at less than 100 percent;
such alternative services would be paid at 100 percent to encourage
their use. Because these hospital alternatives are less costly, plan
costs are reduced. It is difficult to quantify the savings from alter-
native services; insurers estimate savings of from 1 to 4 percent.

e. Managed care
"Managed care" is a term used to describe features of a health

care system which seek to limit or control enrollees' use of covered
services. The most common form of managed care system is the
HMO. In the last five years, several managed care approaches have
become prevalent in conventional health plans. If services received
are not approved or do not follow procedures outlined -by the plan,
the insurer may deny reimbursement for those services.

(1) Hospital pre-certification. Hospital pre-certification, used for
both cost and quality control, involves advance review by the
health plan of the appropriateness of a planned non-emergency
hospitalization, the hospital length of stay, and the course and
quantity of treatment. In 1987, 57 percent of HHBR plans required
hospital pre-certification, compared with only 27 percent in 1985.

The difference between physician-requested hospital days and ap-
proved/ utilized days can be quantified as a savings. Such savings
are reported to be around 1.5 percent after administrative expenses
and any "replacement" expenses (for example, home health care)
are deducted.
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(2) Second surgical opinion. To prevent unnecessary surgery frombeing performed, 54 percent of HHBR plans require (and pay for) asecond opinion from a consulting physician or surgeon concerningthe need for surgery which another surgeon has recommended. Ifthe second opinion is not obtained, most plans reduce the amountof the benefit paid by the plan. While many studies of cost savingsfrom requiring second surgical opinions have produced positive re-sults, critics point out that such studies do not track postponed sur-gery that may occur in the future. Consequently, savings fromsecond surgical opinion programs appear to be minimal (less than 1percent).
(3) Case management. Case management is a recently developedtechnique designed to reduce the cost of very high claims for suchconditions as spinal cord injuries, certain psychiatric conditions,cardiac conditions, and cancer. The health plan assigns a case man-ager to identify ways of removing impediments to the individual'sdischarge from the hospital to an extended care facility or to thehome by recommending, for example, specific treatment courses ormodifications to the home. I Forty-five percent of HHBR plans re-ported using case management in 1987. Insurers estimate that aplan using case management can realize a 2 to 5 percent saving(after deducting administrative costs).

f Health promotion
Health promotion is a fairly recent development in employer costcontainment efforts. Health promotion attempts to lower cost bylowering the need for services. Seventy-eight percent of employersuse some form of health promotion programs, such as smoking ces-sation, substance abuse, weight reduction, and stress managementprograms. Intuitively, it makes sense that health promotion wouldlower medical costs. However, it is difficult to quantify such sav-ings because it is hard to hold all other variables constant whenstudying the impact of such programs. In addition, their effectsmay be long-term and not apparent in a single year. Generally,savings estimates range from 1 to 5 percent.

g. Summary of cost containment features
Table 2.18 provides a list of health plan cost containment ap-proaches and the estimated percent of premium savings used by in-surers for these approaches. It should be noted that many of thesemeasures overlap. For example, use of case management is feasibleonly if the plan covers home health or other hospital alternatives.For this reason, the projected saving for each cost containment fea-ture should not be summed to arrive at a total potential savingsamount.

10 This form of "case management," involving intervention for a few high-cost (generally hos-pitalized) patients, is different from activities, also known as "case management," that involveongoing management of the medical and social services required by a defined client population.
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TABLE 2.18.-Common Insurer Savings Estimates From Cost Containment
Approaches

Percent of Common
HHBR insurer

Cost containment approach plans estimates
pas of savings

using (percent)

Alternative financing
Cash flow features............................................................................... 28 1
Minimum premium............................................................................. 22 3
Self funding........................................................................................... 44 3-5

Premium cost sharing............................................................................. 59 1-20

Enrollee cost sharing
Deductible increase/extension ................................................... 80 2
Coinsurance increase/extension ................................................... 43 2-10

Alternative facilities
Covered.................................................................................................. 90 1
Paid at higher percent than hospital ............................................... 39 1-4

Managed care
Hospital pre-certification ................................................... 57 1-2
Second surgical opinion required...................................................... 54 <1
Case management................................................................................ 4 5 2-5

Health promotion.................................................................................... 78 1-5

Note.-Savings from these various approaches are not additive.
Source: Hay/Huggins Company, Inc.

6. Alternative Delivery Systems
As health care costs continued to spiral, employers and insurers

began investigating alternatives to traditional approaches of deliv-
ering medical services, and the marketplace responded with a pro-
liferation of new systems. These systems, including HMOs and
PPOs, can be offered by an employer as an alternative to a conven-
tional (i.e., indemnity or service benefit) health plan or, less com-
monly, can be offered alone.

a. Health maintenance organizations (HMO)
An HMO is an arrangement in which comprehensive services are

provided in exchange for a prepaid (monthly) per capita fee. Medi-
cal services are provided with little or no participant cost sharing.
Sixty-eight percent of 790 HHBR survey respondents offered one or
more HMO options in 1987, 29 percent did not offer HMOs, and 3
percent offered HMOs only.

The HMO participants must use health care providers designated
by the HMO, and the HMO primary physician generally acts as a
"gatekeeper" in controlling unnecessary medical utilization be-
cause the plan covers only those services referred by the primary
physician. The primary physician's decisions may be subject to
HMO review, or the physician may be given financial incentives to
limit referral services. HMOs may also emphasize preventive care
by covering routine physical exams and visits and "well child"
care. The gatekeeper and prevention concepts in theory permit the
HMO to provide services on a cost-effective basis. Gatekeeping can
eliminate unnecessary services, and preventive care can eliminate
some higher cost services by preventing major illness.
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HMOs have been shown in controlled studies to reduce the use ofservices compared to equally comprehensive indemnity plans. How-ever, few indemnity plans are as comprehensive as HMOs. More-over, some have questioned whether HMOs achieve savings for theemployer when enrollees are offered both an HMO and an indem-nity plan in a "dual choice" program. First, most employers are re-quired by law to make the same premium contribution to an HMOas to a conventional plan. Everything else being equal, then, HMOswould be a neutral cost factor to the employer.
Second, HMOs are believed to attract younger, healthier employ-ees who are more receptive to the HMO approach and who are lesslikely to have longstanding relationships with a primary physician.The younger, healthier employees choosing an employer's HMOcoverage may leave a competing employer-offered conventionalplan with a higher percentage of less healthy persons who usemore services and drive up the cost of the conventional plan. Theadditional cost is borne by the employer (and by the employees whoremain in the conventional plan, depending on the premium cost-sharing arrangement). If the employer's contribution to the conven-tional plan increases, the employer's contributions to the HMOmust rise as well.

b. Preferred provider organizations (PPO)
A recent development is the PPO. This term applies to a varietyof arrangements in which health care providers contract (directlyor through an intermediary) with employers to offer services at re-duced rates. Enrollees have an incentive to use the "preferred pro-viders" because they generally are required to pay lower cost-shar-ing amounts for such services. This arrangement differs from anHMO as employees are free to utilize nonpreferred providers andhave a portion of their claims paid. In 1987, 16 percent of 662HHBR respondents offered PPO arrangements.
Premium savings from the use of PPOs range from 2 to 10 per-cent. If the PPO covers all services including hospital services, thenthe overall savings could be 5 to 10 percent. If the PPO covers onlyphysician services, then the overall plan cost savings might be only2 to 4 percent. Since PPOs are usually integrated into a conven-tional plan, employers do not face the same potential disadvantageof the HMO option (i.e., lower-cost employees selecting the option,thus driving up the cost of the indemnity plan).

c. Multiple choice and hybrid arrangements
Employers may offer employees a multiple choice of a conven-tional indemnity plan, a PPO, or an HMO when they enroll in theemployer's health plan or during a periodic open enrollmentperiod. If an employee chooses the indemnity plan, the employee'schoice of providers is not limited, and payment for services is madesubject to a deductible and coinsurance. If the employee choosesthe HMO and receives care from the HMO provider, the benefitwill be fully covered or covered with a modest copayment; if theemployee receives care from a provider not associated with theHMO, payment is not made. If an employee chooses the PPO andreceives services from a participating provider, the benefit is usual-ly covered in full or covered with modest coinsurance; if the em-
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ployee chooses to go to a nonpreferred provider, payment is made
under the indemnity plan, subject to a deductible and coinsurance.

Several major insurance carriers have introduced a hybrid or
"bundled" approach where the employee's choice of provider deter-
mines the HMO or indemnity payment approach. If, for a particu-
lar service, the employee chooses an HMO provider, the benefit is
fully covered or covered with a modest copayment. If the employee
chooses a provider not associated with the HMO, the payment is
covered under the indemnity plan subject to a deductible and coin-
surance.

Under this bundled approach, known as an "open access" plan,
the employee has the flexibility to choose providers, and thus the
type of financing, at the point of service, rather than being locked
into one type of plan and its associated providers. It is hoped that
employees will be attracted to the HMO providers, giving the HMO
the opportunity to manage their overall care and to potentially
reduce plan costs.

B. POPULATION CHARACTERISTICS AFFECTING PREMIUMS IN EMPLOYER-
BASED PLANS

1. Introduction
The claims costs that make up health plan premiums are not

only affected by plan provisions as demonstrated above, but also
vary with the demographic composition and geographic location of
the covered population. For example, two otherwise similar groups
covered by identical plans, but who live in different regions of the
country, will have different premiums because of regional vari-
ations in health care prices and medical practice patterns.

This section focuses on demographic and geographic factors and
their effects on health plan premiums. Five factors affecting claims
costs are examined: age and sex, family structure and size, region,
urban/rural location, and income. In addition, two factors affecting
administrative costs are examined: firm size and pooling mecha-
nisms."1 The following subsections demonstrate how group-specific
premiums vary with changes in each factor. Health plan premiums
are estimated by modifying the standard premium for an individ-
ual covered by the typical employer-sponsored plan analyzed in
this chapter. 12

2. Factors Affecting Claims Costs

a. Variation by age and sex
Health plan premiums increase with age; the older a person gets,

the greater the incidence and severity of illness a person faces. Per-
sons over the age of 60 can expect group-specific premiums of twice
the national average. In addition, there is variation in premiums

'' Other factors such as occupation may also affect premiums but are not considered here to
minimize complexity.

12"The CRS health insurance model uses 1986 data from the Current Population Survey (CPS)
and values health plan premiums in 1986 dollars. The standard premiums for the typical plan
($936 for an individual and $2,466 for a family) represent weighted averages adjusted for age
and sex, family size and structure, region, urban vs. rural location, income, and firm size. The
model adjusts the standard cost of the typical plan based on factors used in underwriting by
major insurance companies.
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by sex. As shown in table 2.19, females have higher health carepremiums than males until age 55. The difference in premiums formales and females is greatest during childbearing years; from age30 to 39, average annual premiums for women exceed costs for menof the same age by over 60 percent.

TABLE 2 .19 .-Variation in Average Annual Plan Premiums for the Typical Plan, by
Age and Sex, 1986

Age Male Female

Under 25 .................................................. $468 $70225 to 29 .................................................. 515 74930 to 34 .................................................. 515 84235 to 39 .................................................. 608 98340 to44 ................................................... 749 1,030
45 to 49 .................................................. 983 1,07650 to 54 .................................................. 1,217 1,31055 to 59 .................................................... 1,451 1,45160 to 64 ................................................... 1,872 1,872

Note.-Premium adjustments by age and sex are based on underwriting practices of major insurancecompanies.
Source: CRS Health Insurance Premium Model.

b. Variation by family structure and size
Health plan premiums are also affected by family size and struc-ture. The CRS Health Insurance Premium Model can produce typi-cal plan estimates for persons with various family sizes and struc-tures, up to a family size of eight.
The average annual premium for a typical individual covered bythe typical plan is $936. The premium for a married couple wouldbe slightly more than twice the premium for an individual, or$1,947, because a woman is more likely to be brought into a planunder spousal coverage, and women have higher claims costs thanmen on average.' 3

Children (under the age of 18) average 70 percent of the plan costof adults because they use substantially fewer hospital and surgicalservices. Thus, while the premium for an average childless couplewould be $1,947, a typical couple with one child would have an av-erage annual premium of $2,621.
c. Variation by region

Premiums for individuals covered by the typical plan were calcu-lated for the nine Census regions: New England, Mid-Atlantic, EastNorth Central, West North Central, South Atlantic, East SouthCentral, West South Central, Mountain, and Pacific regions. 14

'3 If the plan had a coordination of benefits provision, the plan cost would be reduced by 2.5percent to $1,900.
14 The States in each region are: New England: Connecticut, Maine, Massachusetts, NewHampshire, Rhode Island, Vermont. Mid Atlantic: New Jersey, New York, Pennsylvania. EastNorth Central: Illinois, Indiana, Michigan, Ohio, Wisconsin. West North Central Iowa, Kansas,Minnesota, Missouri, Nebraska, North Dakota, South Dakota. South Atlantic: Delaware, Districtof Columbia, Florida, Georgia, Maryland, North Carolina, South Carolina, Virginia, West Vir-ginia. East South Central: Alabama, Kentucky, Mississippi, Tennessee. West South Central: Ar-kansas, Louisiana, Oklahoma, Texas. Mountain: Arizona, Colorado, Idaho, Montana, Nevada,New Mexico, Utah, Wyoming. Pacific: Alaska, California, Hawaii, Oregon, Washington.
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These area-specific premiums have been adjusted to reflect the dis-
tribution of the population in rural and urban areas within the
region.

As chart 2.1 shows, the average annual premium for an individ-
ual ranges from a low of $795 in the East South Central region to a
high of $1,154 in the Pacific region, a 45 percent difference. This
variation in premiums reflects differences in health care costs,
medical treatment practices, and utilization throughout the coun-
try.

d. Variation by group location

Health care premiums in general are higher in urban areas than
in rural areas. The CRS Health Insurance Premium Model is de-
signed to account for these premium variations. As chart 2.2 shows,
the average annual premium for individuals covered by the typical
plan in urban areas is consistently higher than the.cost for individ-
uals in rural areas. The average annual premium for individuals in
urban areas ($976); is 18 percent higher than the $827 premium in
rural areas.

e. Variation by family income

In general, if insured by a plan with cost-sharing requirements,
low-income persons use fewer health care services than higher-
income persons. This is because cost-sharing requirements are
more likely to deter low-income persons from obtaining services. 15
On the other hand, high-income persons generally have sufficient
financial resources to pay out-of-pocket costs for medical care.

'5 For a discussion of the use of services by low-income insured and uninsured persons see:
Davis, Karen, and Diane Rowland, "Uninsured and Underserved: Inequities in Health Care in
the United States," Milbarik Memorial Fund Quarterly, v. 61, no. 2, 1983. p. 149-150.



Chart 2.1
Typical Plan Premiums for Single Insured

Individuals, by Region, 1986
Region
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Chart 2.2
Typical Plan Premiums for Single Insured

Individuals, by Region and
Urban/Rural Location, 1986
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The average annual family income of persons in the standard
population in 1986 was $25,000. However, if a group had an aver-
age family income of less than $15,000 per year, the average
annual plan cost for the typical plan would be 10 percent lower
than for those in the standard population, or $842. (See table 2.20.)
On the other hand, persons in families earning $50,000 or more per
year could on average be expected to have an annual plan cost of
$1,076-15 percent higher than for the standard population.

TABLE 2.20.-Variation in Average Annual Plan Premiums For the Typical Plan, by
Family Income, 1986

Average
annual

Average family income premium
for the

typical plan

$14,999 or less .$842
15,000-19,999 .889
20,000-29,999 .936
30,000-39,999 .983
40,000-49,999. 1,030
50,000 or more .1,076

Note.-Premium adjustments by income are based on underwriting practices of major insurance companies.
Source: CRS Health Insurance Premium Model.

8. Factors Affecting Administrative Costs
The premiums presented above included administrative costs of 8

percent of claims costs. However, administrative costs can be ex-
pected to vary with the size of the group covered by a plan. 16

The size of the group depends in part on any pooling mechanism
incorporated in the health insurance plan. If firms are expected to
obtain coverage as separate groups, and no pooling mechanism is
set up or available to enlarge the covered group, then firm size re-
mains a factor to be considered in estimating administrative costs.
However, if a pooling arrangement were incorporated in the plan,
firm size might be less significant in determining administrative
costs than would be the specifics of the pooling arrangement.

Administrative costs vary by the number of employees covered
by a plan. (See table 2.21.) For the smallest plans, administrative
expenses are around 40 percent of claims. The administrative ex-
penses for the largest plans are 5.5 percent of claims.

Three-fourths of the expenses for the smallest plans are for gen-
eral administrative expenses, risk and profit charges, and commis-
sions. Many of the administrative and commission expenses are
fixed dollar amounts, while others drop sharply as a percentage of
claims as the number of employees increases. Insurers reduce the
risk and profit charges as a plan grows because there is less likeli-
hood of unexpected losses and because insurers are more likely to
compete for large plan business. The commission scale for brokers
includes a large element of fixed dollar costs. For the largest plans,
these three categories are less than 2 percent of claims;

16 See chapter 2 in report number 2 of this series, "Insuring the Uninsured: Options and
Analysis."

90-757 0 - 89 - 3
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TABLE 2.21.-Insurance Company Administrative Expense Breakdown for
Conventional Funding

(Expressed as a Percent of Incurred Claims)

Number of employees - Claims General Interest Rd Com- Premi- TotalNumber ofemployees admin. admin. credit and mi urnoTotal
profit misostaxes

1 to 4 ................... 9.3 12.5 -1.5 8.5 8.4 2.8 40.0
5 to 9 ................... 8.6 11.2 -1.5 8.0 6.0 2.7 35.0
10 to 19 ................... 7.2 9.2 -1.5 7.5 5.0 2.6 30.0
20 to 49 .......... ......... 6.3 7.6 -1.5 6.8 3.3 2.5 25.0
50 to 99 .......... ......... 4.3 4.8 -1.5 6.0 2.0 2.4 18.0
100 to 499 ................... 4.1 4.0 -1.5 5.5 1.6 2.3 16.0
500 to 2,499 ................... 3.9 3.2 -1.5 3.5 0.7 2.2 12.0
2,500 to 9,999 ................... 3.8 1.4 -1.5 1.8 0.3 2.2 8.0
10,000 or more ................... 3.0 0.7 -1.5 1.1 0.1 2.1 5.5

Note.-Adjustments by firm size are based on underwriting practices of major insurance companies.
Source: Hay/Huggins Company, Inc.

Claims administration charges have some economies of scale
since most claims for a large plan are processed in a similar
manner. However, since each claim has to be examined and a sepa-
rate payment made, claims administration charges (as a percentage
of incurred claims) do not fall below 3 percent for even the largest
plans. Charges range up to about 9 percent for the smallest plans.

Interest credit is about the same for all plan sizes because the
proportion of claims held in reserve is about the same. The small
variation in State premium taxes as a percent of claims occurs be-
cause the taxes are charged on total premiums (claims plus other
expenses).

Table 2.21 shows the range of administrative expenses for a con-
ventionally insured plan. Medium and large employers are able to
pursue other approaches that further reduce the administrative
charges. A minimum funding approach would lower the adminis-
trative charges by 2 percent. Self funding would lower the adminis-
trative charges by 3 percent. In either approach, most of the addi-
tional savings are achieved through reductions in premium taxes.

In addition, expenses will vary by the type of insuring organiza-
tion, and some plans will not be subject to premium taxes. Howev-
er, the general tendency for expenses per enrollee to decrease rap-
idly as the size of the employer grows applies to all types of insur-
ance arrangements.

III. PREMIUM ISSUES IN COVERING THE POTENTIALLY INSURED

A. INTRODUCTION

In the previous section, the effects of changes in plan provisions
on the standard premium for the employed insured were shown,
and the effects on group-specific premiums of changes in the size
and characteristics of the covered group were also demonstrated.
This section examines the possible effect of an employer mandate
on the premiums for employer-based insurance. The effect is cre-
ated by differences between the characteristics of individuals cur-
rently insured through such plans and those that would become in-
sured through an employer under a mandate. The individuals who
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would become insured are referred to here as the "potentially in-
sured."

1. Potentially Insured Population 17

For purposes of this analysis, an illustrative population is used to
demonstrate the effects of population characteristics on health plan
premiums. The characteristics of the entire uninsured population,
or any subgroup of the uninsured population, could be used to
adjust standard premiums.

The illustrative population used in this analysis is the population
that would receive coverage as a result of an employer-based man-
date extended to all employers, and to all employees working 10 or
more hours per week.' 8 Also included in the demographic profile
are dependents who would receive coverage as a result of a man-
date.19 To distinguish the illustrative population from the standard
population (consisting of all persons currently covered through em-
ployer-based coverage), this population is referred to as the poten-
tially insured population.

The potentially insured population differs from the entire unin-
sured population with respect to income, age and sex, and family
structure. These differences would result in premiums for the po-
tentially insured population that would be higher than those for
the entire uninsured population, though lower than premiums for
the currently insured population. For a further discussion of the
characteristics of the potentially insured population, see appendix
A.

2. Premium Adjustments for the Potentially Insured
The baseline unit of analysis- in this chapter is the premium for

the typical plan, which is based on the benefits and premiums of
the typical HHBR employer -plan. Demographic differences be-
tween the currently insured and the potentially insured popula-
tions would cause the premium for the typical plan to be different
for a group composed primarily of potentially insured individuals.

For example, the potentially insured population has a greater
percentage of persons age 60 and over than the currently insured
population, and therefore is more likely to have higher than aver-
age claims costs.

On the other hand, the potentially insured have lower average
incomes than the insured population, a factor leading to lower pre-
miums. As noted earlier, cost-sharing features may deter utiliza-
tion by low-income enrollees. In addition, lower premiums are asso-
ciated with the family size and structure of the potentially insured
population.

Finally, many potentially insured are employed in small firms
that traditionally must pay more for health insurance coverage be-
cause of higher administrative costs associated with the coverage of
small groups. The size of an administrative charge adjustment

" For a definition of the potentially insured, see footnote 5, p. 12 above.
'S See chapter 3 for a discussion of how the number of potentially insured that would be cov-

ered by an employer mandate varies with the hours-of-work eligibility cut-off point.
19 If dependents report that they attend college, it was assumed that they remain covered as

dependents up to age 22.
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could be limited by offering the plan as part of a pooling mecha-
nism.

These factors can be analyzed separately to examine the influ-
ence that each might have on a specific plan that extended cover-
age to persons who are currently uninsured. Such analysis does not
imply that proposals to expand insurance coverage would treat the
potentially insured as a group. In fact, proposals for extending
health insurance could be developed that would cause new groups
to be formed, including some, but not all, potentially insured indi-
viduals.

The estimated effects on plan premiums of different demograph-
ic, income, and employer size factors are indicative of the magni-
tude of each potential effect, but are not an estimate of the premi-
ums for the uninsured as a group. The summary section below dis-
cusses the relative importance, on average, of the various factors af-
fecting plan premiums. More precise measurement of any particu-
lar effect depends on the specific method of grouping the uninsured
to extend health insurance coverage to them.

Finally, for consistency in the presentation, and for ease in
making general comparisons across the various sections of the
chapter, administrative costs for most of the analysis are assumed
at 8 percent of annual claims costs. This should not be taken as an
estimate of the expected administrative costs of coverage for the
uninsured because the uninsured disproportionately work for small
firms, and administrative costs vary greatly by employer size. As
noted above, additional amounts added to the claims cost by pri-
vate insurance companies for administrative costs are highly de-
pendent on the number of persons in the insured group. Section
III.B contains an illustration of how firm size and pooling mecha-
nisms affect administrative costs and, thus, total plan premiums. A
range of the potential for reduction in administrative costs due to
particular pooling approaches is included in that discussion.

B. CHARACTERISTICS OF THE POTENTIALLY INSURED AND EFFECTS ON
PREMIUMS

1. Introduction

The number of persons grouped together and the characteristics
of persons in the group will vary depending on the specifications of
a health plan proposal. In turn, estimates of average annual plan
premiums will vary depending on the number of persons grouped
together and the characteristics of those persons.

This section analyzes the characteristics of the potentially in-
sured population and how their characteristics would affect health
plan premiums for a group they comprise. In this analysis, the
characteristics of the standard population are varied, while the
provisions of the typical plan are held constant. In this way, the
CRS Health Insurance Premium Model can be used to generate
premiums for a group with characteristics likely to be found among
potentially insured persons.

2. Premium Adjustments for Characteristics
The characteristics of the potentially insured differ from those of

the currently insured population in a variety of ways that affect
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plan premiums. Some demographic differences would tend to lower
health insurance premiums for groups comprised mainly of poten-
tially insured persons, and some would increase premiums. Premi-
ums would be upwardly adjusted to account for the age and sex
and firm size characteristics of the potentially insured, and would
be decreased to account for the fact that they are more likely to be
low-income and single.

In total, these factors suggest that holding the provisions of the
typical plan constant and varying the profile of the standard popu-
lation to match the potentially insured population would lower pre-
miums. Overall, the average annual plan premium of $936 for the
standard population would be approximately 5 percent lower ($892)
for the profile of the potentially insured population, assuming no
pooling mechanism is incorporated in an employer-based proposal.
The effect of each of these factors is explored below.

a. Adjustments for age and sex
Age and sex adjustments for the potentially insured population

would cause premiums for this group to be 4.4 percent higher than
the premiums estimated for the currently insured. Premiums
would be higher because of a greater concentration of persons over
age 60 in the potentially insured population. Persons age 60 and
over can expect premiums that average twice the premium for the
standard population.

The currently insured are distributed relatively uniformly by age
group. However, the potentially insured have a disproportionate
number in both the youngest and oldest age groups (25 percent are
age 18 to 25; 13 percent are over ge 60). Those in the youngest
group reduce the premium, but this reduction is more than offset
by the very high cost for individuals over age 60.

Table 2.22 shows that 13 percent of the potentially insured, com-
pared to 7 percent of the currently insured, are age 60 and over. It
must be emphasized that the number of older persons covered (and
the resulting premium adjustments) are due to the particular
policy option chosen for illustration. Use of the 10-hour per week
threshold for coverage results in coverage of many older, semi-re-
tired workers. Many of these would shift from Medicare or retiree
health plans to insurance through their current employer. A policy
option that did not change the insurance source for so many older
workers would result in lower premiums for the potentially insured
group.

b. Adjustments for family size and structure

The currently insured and the potentially insured differ more
with respect to family structure than family size. In general, the
potentially insured are more likely to be in single adult families.
As table 2.23 shows, 44 percent of the potentially insured are in
families with one adult, compared to 23 percent of the currently in-
sured. In addition, 24 percent of the potentially insured are single
adults with no children, compared to 15 percent of the currently
insured. As discussed above, premiums are slightly more than
twice as much for a two-parent family as for a single-adult family,
and single adults with no children would have the lowest premi-
ums of all family sizes. Overall, family size and structure would
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cause premiums for this group to be 10.4 percent lower than the
standard premium estimated for the currently insured population.

TABLE 2.22.-Age and Sex Distribution of the Currently Insured and Potentially
Insured Populations, 1986

Percent of currently Percent of potentially
Age group insured insured

Male Female Male Female

18-24 ...................................... 7 7 13' 12
25-29 ...................................... 7 8 8 6
30-34 ...................................... 8 8 6 5
35-39 ...................................... 7 7 4 4
40-44 ...................................... 6 6 4 4
45-49 ....................................... 5 5 3 3
50-54 ...................................... 4 4 3 3
55-59 ....................................... 4 3 3 7
60 and over ...................................... 4 3 8 5

Note.-Potentially insured are people who would be covered by a mandated employer-based plan under
assumptions in this report. Currently insured are those currently covered under employer-based plans.

Source: CRS tabulations of data from the March 1987 Current Population Survey.

TABLE 2.23.-Family Size and Structure of the Currently Insured and Potentially
Insured, 1986

One adult Two adults

Percent of Percent of
Number of Number of

children Currently Potentially children Currently Potentially
insured insured insured insured

0 15 24 0 18 16
1 4 8 1 17 11
2 3 7 2 25 13
3+ 1 5 3+ 17 15

Note.-Potentially insured are people who would be covered by mandated employer-based plans under
assumptions in this report. Currently insured are those currently covered by employer-based plans.

Source: CRS tabulations of data from the March 1987 Current Population Survey.

c. Adjustments for plan location
Table 2.24 compares the distribution of the potentially insured

and currently insured populations by region and urban/rural loca-
tion. The potentially insured are found in greater concentrations in
regions with above average premiums. For example, 17 percent of
the potentially insured population resides in the Pacific region (the
region with the highest average premiums), compared to 14 percent
of the currently insured.

However, the potentially insured are also more likely to be found
in rural areas. About 42 percent of the potentially insured, com-
pared to 36 percent of the currently insured, reside in rural areas.
As previously explained, premiums in urban areas, holding popula-
tion characteristics constant, are 18 percent higher than in rural
areas.
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TABLE 2.24.-Distribution of Currently Insured and Potentially Insured by Region,
1986

Percent of

Region/Standard premium Currently Potentially

insured insured

New England/$854 .................................................. 6 4
Mid-Atlantic/991 ................................................. 16 12
East North Central/864 ................................................. 18 14
West North Central/799 .................................................. 7 8
South Atlantic/860 ................................................. 17 17
East South Central/795 .................................................. 6 7
West South Central/901 ................................................. 11 14
Mountain/900 .................................................. 5 7
Pacific/1,154 ................................................. 14 17

Note.-Potentially insured are people who could be covered by mandated employer-based plans under
assumptions of this report. Currently insured are those currently covered under employer-based plans.

Source: CRS tabulations of data from the March 1987 Current Population Survey and the CRS Health
Insurance Premium Model.

Thus, the effects of the two aspects of location, region and urban
vs. rural, are offsetting. These two factors result in premiums ad-
justed for the location of the potentially insured that would be on
average less than 1 percent lower than premiums for the standard
population.

d. Adjustments for family income
As chart 2.3 shows, the potentially insured have lower incomes

on average than the currently insured population. Nearly half of
the potentially insured are in families with less than $14,999 of
annual income, compared to 10 percent of the insured popula-
tion.2 0

If a plan has cost sharing requirements, health care utilization
can be expected to increase as income increases, holding other fac-
tors constant. Thus, typical plan premiums for low-income families
could be expected to be lower than for the standard population.
Based on the income distribution of the potentially insured popula-
tion, premiums for the typical plan would be about 8.1 percent
lower than for the standard population.21

e. Adjustments for firm size by pooling arrangement
The potentially insured are more likely to be attached to the

labor force through smaller than average firms. Because adminis-
trative charges for small firms range from 25 to 40 percent of
claims, the effect of administrative costs on premiums for the po-
tentially insured would probably be greater than the 8 percent av-
erage used for most of this analysis. If no pooling arrangement
were included in the proposal, premiums could be expected to be 11
percent higher for the potentially insured than for the currently
insured. At the other extreme, if a mandatory pooling arrangement
were incorporated in an employer-based plan, premiums would be

20 Family income amounts include income from all persons in an insurance unit. Unrelated
household members and children over the age of 18 living with parent(s) are considered separate
insurance units. (Persons between the ages of 18 and 22 living with parent(s) who reported at-
tending college are included as part of the parent(s)' insurance unit.)

2 If, however, a plan does not require cost sharing by enrollees, income will not have as great
an influence on premiums.
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expected to average only about 4 percent more for the potentially
insured than for the currently insured. A voluntary pooling mecha-
nism would most likely result in an increase in premiums for the
potentially insured of between 4 and 11 percent. An explanation of
the effects of voluntary and mandatory pooling arrangements on
administrative expenses is provided below.



Chart 2.3
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Under a restrictive mandatory pooling arrangement, the admin-
istrative expense for a very small group would drop substantially
from 40 to 15 percent of premium. However, the reduction in ex-
pense for a medium-sized firm would only be 4 to 6 percent of pre-
mium, and there would be little, if any, reduction in expenses for
the largest groups. Since the potentially insured population is
spread among all employer sizes, the average reduction would be
much smaller than the 25 percent of premium reduction for the
smallest employers.

(1) Voluntary pooling. The arrangement that would have the
least impact on current administrative costs would be to rely on
the marketplace as much as possible. The only pool would be a vol-
untary pool for employers who would be permitted to install plans
that were actuarially equivalent to the mandate. Table 2.25 shows
administrative costs that might be expected under this arrange-
ment.

Claims and general administrative expenses would be reduced
only slightly from their current level. There would be some uni-
formity in the design of plans, but most of the large differences in
administrative costs between large and small employers would con-
tinue. Insurers would still have to deal directly with employers to
sell the policy, bill and receive premiums, and receive and process
claims. In the current environment, insurers are concerned that
the small employer seeking insurance may be a bad risk or that it
may be difficult to collect premiums. The insurers would still incur
losses because of the inability to collect some premiums. There
would be little change in the commissions charged the small em-
ployers because of the need to sell and service the accounts.

TABLE 
2 .2 5 .-Insurance Company Administrative Expense Breakdown for Least

Restrictive Mandate

(Expressed as a Percent of Incurred Claims)

Number of employees Claims General Interest Rnid Com- um Totaladmin. admin. credit profit missions taxes

1 to 4 .................... 8.0 10.0 -1.5 7.0 8.4 2.7 34.6
5 to 9 .................... 7.0 9.0 -1.5 7.0 6.0 2.6 30.1
10 to 19 ........... ......... 6.0 8.0 -1.5 7.0 5.0 2.5 27.0
20 to 49 .................... 5.0 7.0 -1.5 6.8 3.3 2.5 23.1
50 to 99 ........... ......... 4.3 4.8 -1.5 6.0 2.0 2.4 18.0
100 to 499 .................... 4.1 4.0 -1.5 5.5 1.6 2.3 16.0
500 to 2,499 .................... 3.9 3.2 -1.5 3.5 0.7 2.2 12.0
2,500 to 9,999 .................... 3.8 1.4 -1.5 1.8 0.3 2.2 8.0
10,000 or more .................... 3.0 0.7 -1.5 1.1 0.1 2.1 5.5

Note.-Adjustments by firm size are based on underwriting practices of major insurance companies.
Source: Hay/Huggins Company, Inc.

With this least restrictive mandate/pooling arrangement, total
administrative charges should decline to around 35 percent of
claims for firms with less than five employees, would be reduced a
few percentage points for firms with 5 to 49 employees, and would
remain current levels for larger firms. The assumption is that
under voluntary pooling, claims and general administrative
charges would be no greater than 8 and 10 percent, respectively;
risk and profit charges would not exceed 7 percent of claims costs.
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(2) Mandatory pooling. Substantially lower administrative costs
would occur under a more restrictive pooling arrangement, espe-
cially for small employers. The possible administrative costs under
one such arrangement are shown on table 2.26. Under this ar-
rangement, all firms of less than 100 employees would have to par-
ticipate in the pool, larger employers could participate, and the
mandate would permit only one plan. As a result, the claims. proc-
essor would not have to determine the formula for payment. All
premium and claims activities would be standardized- and would
not involve brokers or multiple insurers. Therefore, there would be
no need for specialized billing and claims processing services. The
pool intermediary would set up a fund to guarantee premiums so
the risk charge could be cut substantially. Collection of premiums
would be more likely since there would be legal requirements for
premium payment. There would be no commissions since the trans-
actions would be directly between the pool and employer.

TABLE 2.26.-Insurance Company Administrative Cost Breakdown for Restricted
Pool/Single Plan

(Expressed as a Percent of Incurred Claims)

Number of employees Claims General Interest Rask com Preni- TotalNumber of employees admin. admiin. credit ad missions um otaprofittae

1 to 4 ................... 5.0 6.0 -1.5 3.0 0.0 2.3 14.8
5 to 9 ................... 5.0 6.0 -1.5 3.0 0.0 2.3 14.8
10 to 19 ................... 5.0 5.5 -1.5 3.0 0.0 2.3 14.3
20 to 49 ................... 4.5 5.0 -1.5 3.0 0.0 2.3 13.3
50 to 99 ................... 4.0 4.8 -1.5 3.0 0.0 2.2 12.5
100 to 499 ................... 4.0 4.0 -1.5 3.0 0.0 2.2 11.7
500 to 2,499 ................... 3.9 3.2 -1.5 3.0 0.0 2.2 10.8
2,500 to 9,999 ................... 3.8 1.4 -1.5 1.8 0.0 2.2 7.7
10,000 or more ................... 3.0 0.7 -1.5 1.1 0.0 2.1 5.4

Note.-Adjustments by firm size are based on underwriting practices of major insurance companies.
Source: Hay/Huggins Company, Inc.

Even under this most restrictive pooling arrangement, the total
administrative charges would be substantially higher for the small-
er firms than for the larger firms. The much higher percentage is
needed to support the assistance that the pool or insurer must pro-
vide the employer. For instance, the 0.7 percent for general admin-
istration cost for a firm of only 10,000 employees would generate
over $70,000 in income to pay general administrative expenses.
This $70,000 would provide considerable qssistance to an employer
who was already very familiar with the provisions and coverage of
the health plan. However, only $120 would be set aside to cover the
administrative expenses of a two-person group. This $120 would be
sufficient to cover only two or three contacts between the insurer
or the pool and the employer.

f Summary
The total effect of all adjustment factors on premiums for the po-

tentially insured, assuming the plan had no pooling mechanism, is
a premium approximately 5 percent lower than the premium for
the standard population. The typical plan, which would have a pre-
mium of $936 for the currently insured employer-based population,
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would have a premium of $892 for a group with a profile compara-
ble to that of the potentially insured population. If a mandatory
pooling mechanism were incorporated in an employer-based propos-
al, premiums for a group of potentially insured persons would be
$833, or 11 percent lower than premiums for the standard popula-
tion.

Chart 2.4 shows the relative effects of each adjustment factor on
premiums for the potentially insured. The age and sex composition
of the population, along with the firm size distribution, would
cause the premiums to rise as much as 15 percent if no pooling ar-
rangement were included. However, the income and family size
characteristics of the potentially insured population would more
than offset these adjustments; income and family size would ac-
count for a 19 percent decrease in premiums. Location, including
region and urban/rural distribution, would have little effect on
premiums for the potentially insured population.

C. DIFFERENT BENEFITS FOR THE POTENTIALLY INSURED POPULATION

Differences between the potentially insured and the currently in-
sured populations suggest that the typical plan offered by medium
and large employers (with coverage of a broad range of benefits,
catastrophic coverage protecting against large expenditures, and
employee cost-sharing for lesser expenditures) might not be as well
suited for the potentially insured population as would certain alter-
natives. Since the potentially insured have lower average family in-
comes than the currently insured, a health insurance plan that re-
quires the enrollee to pay deductibles and coinsurance could result
in out-of-pocket expenditures that are large relative to family
income.
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The following section demonstrates the design of benefit pack-
ages tailored to the lower-income uninsured population. The analy-
sis begins with the typical plan, the standard population, and as-
sumes administrative costs at 8 percent of claims costs. The annual
individual premium would be $936 in 1986. Then the cost-sharing
provisions of the typical plan are eliminated. Without these cost-
sharing requirements, the plan's premium would increase by $161
to $1,097. Benefits can then be modified until the premium is re-
duced to a level actuarially equivalent to the typical plan for the
standard population.

As discussed above, the premium for potentially insured persons,
if these constituted a group, would vary depending on the specific
characteristics of the population covered by a plan. In particular,
younger, single, and low- income workers would be expected to
have lower than average claims costs. Location of the group would
also affect claims costs, and smaller firms would pay higher admin-
istrative costs, the amount depending on the pooling arrangement
incorporated in the plan. While the population characteristics of
the uninsured population would produce lower premiums than the
standard population, it would be difficult to construct a mandated
employer-based plan that would treat the entire uninsured popula-
tion as a single group. Accordingly, the following discussion meas-
ures the effect of benefit modifications for the standard population.

1. Elimination of Cost-Sharing Provisions

a. Cost-sharing requirements in the typical plan
The typical plan provided by medium and large employers re-

quires enrollees to pay part of the cost of medical services through
deductible and coinsurance provisions. The typical plan requires a
$100 deductible on all care except hospital care and a 20 percent
enrollee coinsurance payment for surgical care, physician visits, X-
ray and laboratory tests, prescription drugs, and hospitalization al-
ternatives.

Since the uninsured population has lower average income than
the insured population, these cost-sharing requirements could
amount to relatively high out-of-pocket expenditures in relation to
income. For example, consider a hypothetical health insurance
claim for a caesarean delivery. The average total charges in 1985
were $5,700 for maternity care and delivery.2 2 About $4,200 of this
amount was for hospital inpatient expenses, which would be cov-
ered in full under the typical plan with no deductible or coinsur-
ance payment. The remaining expenses for physician inpatient
care, surgical procedures and outpatient care would be subject to
the overall deductible of $100 and 20 percent coinsurance for the
remaining amount. In this case, an enrollee's out-of-pocket ex-
penses for such a procedure would total $380.

Thus, a family earning $10,000 per year would pay about 4 per-
cent of annual income for this one medical episode. (This income

22 Charges were derived from the 1980 National Medical Care Utilization and Expenditure
Survey and the 1986 Health Insurance Association of America's survey of maternity charges.
See The Alan Guttmacher Institute. The Financing of Maternity Care in the United States.
1987. p. 100.
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level, above the poverty line for a two- or three-person family,
would disqualify the family for Medicaid in all States.)

b. Effects on premium of eliminating cost-sharing provisions
Modifying the typical plan by eliminating all cost sharing (deduc-

tibles and coinsurance) would increase the average annual premi-
um. For an individual, premiums would increase from $936 to
$1,097 for two reasons. First, costs to the insurer for each covered
service would increase because the plan would now pay 100 percent
of all covered expenses. Second, claims costs might increase if en-
rollees used more, and more costly, services, since they would no
longer have an incentive to limit use of health care services or seek
out less expensive forms of treatment.

2. Further Modification of the Benefit Package for the Potentially
Insured

a. Introduction

The typical plan provided by medium and large employers in-
cludes a comprehensive array of services. Hospital care is covered
in full for 365 days per stay, and alternatives to hospital care such
as skilled nursing and extended care facilities are covered in full.
Other covered benefits include services of physicians and other
medical professionals, prescription drugs, surgical care, laboratory
tests, and inpatient and outpatient mental health care.

The premium for the modified typical plan, which increased from
$936 to $1,097 when cost-sharing provisions were removed, could be
reduced to $936 again by modifying other provisions of the plan.
Numerous options would have equivalent financial impact. For ex-
ample, either introducing a separate $300 inpatient hospital de-
ductible or reducing the number of covered hospital days from 365
to 50 would cause the typical plan premium to drop by approxi-
mately $30.

In this case, the benefits may be "actuarially equivalent", but
they would have different effects on the potentially insured popula-
tion. Because many of the potentially insured have relatively low
incomes, a $300 inpatient hospital deductible could constitute a
barrier to the use of health care services. On the other hand, if an
employer had a workforce consisting of relatively young employees,
this group would be less likely to be hospitalized for long periods of
time and therefore might be less likely to use a 365-day hospital
benefit. Though the modifications in this case would be actuarially
equivalent, they would not be equivalent when extended to two dis-
tinct populations.

b. Example of benefit modifications

The following analysis demonstrates the differential effect of
modifying and eliminating benefits upon the premium of a modi-
fied typical plan with no cost-sharing provisions. Table 2.27 shows
the decrease in premium from $1,097 to $936 after six modifica-
tions in the plan. First, the number of covered hospital days is re-
duced from 365 to 45, reducing the premium to $1,078. Next, the
premium would drop to $992 by eliminating the following benefits
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from the plan: inpatient and outpatient mental health care, skilled
nursing facility and extended care, and prescription drug coverage.

To reduce the premium further without modifying "front-end"
benefits such as physician services, X-rays and laboratory tests, a
small hospital deductible could be introduced. A $65 deductible on
hospital stays would decrease the premium to $936.

TABLE 2.27.-Effect on Annual Premium of Benefit Modifications and Demonstration
of Actuarial Equivalence, 1986

Resulting Premium
Benefit modification premium change due

(cumulative) modification

Original typical plan premium......................................................... $936 $0
Eliminate all cost-sharing provisions ............................................... 1,097 + 161
Decrease 365 hospital days to 45 hospital days ............... .............. 1,078 -19
Eliminate inpatient mental health.................................................. 1,044 -34
Eliminate outpatient mental health ................................................ 1,025 -19
Eliminate skilled nursing facility and extended care ................... 1,023 -2
Eliminate prescription drug provision ............................................ 992 -31
Introduce $65 hospital deductible..................................................... 936 -56

Source: CPS Health Insurance Premium Model.

IV. SUMMARY

This chapter analyzes premium costs of health insurance. The
chapter begins by developing and presenting actuarial data on pre-
miums for employer-based health insurance plans. The baseline for
this analysis consists of estimated average premiums for people
covered by employer-based health insurance in 1986.

Data for the analysis come from an actuarial model developed by
the Congressional Research Service in conjunction with Hay/Hug-
gins Company, Inc. This mathematical computer model produces
estimated premiums for various combinations of benefits and dif-
ferent target populations. (Appendix A describes the model.) The
inputs to the model are benefit specifications and population char-
acteristics of the group to be covered by the benefits; the outputs
are estimated premiums. The model and methodology allow for
analysis of the following variations in plan premiums:

* Different benefit package design. The model estimates what dif-
ferent benefits might cost and how sensitive premium amounts
are to variations in benefit levels.

* Different populations being covered. The model estimates how
premiums would vary with the infusion of new people with dif-
ferent population characteristics into the plan.

* Different administrative costs as a percent of claim costs. The
model analyzes the influence of firm size and pooling mecha-
nisms.

The actuarial model also helps to demonstrate how the benefits
in a health insurance plan can be "tailored" to a particular popula-
tion while maintaining a constant premium level; i.e., it illustrates
one possible form of "actuarial equivalence."

Using data from the model, three types of analysis are per-
formed. First, the costs of the provisions of health insurance plans
are analyzed. To do this, a "typical" health insurance plan is devel-
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oped, based on data from the 896 medium to large company planscovering 25 million workers and dependents in the 1987 Hay/Hug-gins Benefits Report (HHBR). Then the average premium cost forthis typical plan is estimated. This average is called a "standard"premium to distinguish it from a "group-specific" cost that wouldreflect the population characteristics of specific individuals to becovered as a "group" by a health insurance plan.
The second part of the analysis demonstrates the effects on pre-miums of changing the population characteristics. Actuarial esti-mates of premium costs vary by age, sex, geographic location, andincome. The standard premium for the typical plan ($936 for indi-vidual coverage in 1986) is based on average population characteris-tics for persons in the HHBR plans that are assumed to be repre-sentative of the entire population covered by employer-based plans.Coverage of specific groups within the total population that varyfrom the group covered by the typical plan or consideration of thecosts of covering the population currently without health insurancewould require adjustments to the typical plan premium that takeinto account the population characteristics of the specific group tobe covered.
Premiums consist of claims costs and the costs of plan adminis-tration. For purposes of the analyses to this point, the analysts ofplan variation for the standard population assumed that the totalpremium (claims costs plus administrative costs) included adminis-trative costs of 8 percent of claims costs. However, administrative

costs vary substantially by size of firm. For example, administra-tive costs as a percent of claims average 5.5 percent for firms with1,000 or more employees, while the ratio ranges from 25 to 40 per-cent of claims costs for firms of under 50 employees. This chapteranalyzes the effects of firm size on administrative costs, and esti-mates the effects on administrative costs of different types of "pool-ing" arrangements.
Population characteristics of the 37 million people withouthealth insurance in 1986 differ substantially from those with em-ployer-based coverage. In particular, the uninsured (in comparisonto the insured) are younger, poorer, more likely to work part timeor not at all (although nearly half work full time or are in a familywith a full-time worker), and more likely to work for a small com-pany. Eight out of ten of the uninsured population (approximately31 million employees and dependents) have some attachment to theworkforce. An employer-based mandate covering workers who work10 or more hours a week, and their dependents, would cover mostof the uninsured. In addition, about 23 million persons are not cov-ered by employer-based plans but are covered through other publicor private health insurance. The total of those who would be cov-ered by an employer mandate, including the uninsured plus thosenow insured but not through employer-based coverage, are called"potentially insured." The characteristics of these 54 million "po-tentially insured" persons differ from those of the employer-basedcoverage to the potentially insured, taking into account these im-portant differences in population characteristics, attachment to theworkforce, and size of employer.
It must be emphasized that these premium adjustments reflectthe specifications of the particular policy option chosen for illustra-
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tion. Use of the 10-hour a week threshold for coverage results in
coverage of many older, semi-retired workers. Under this option,
the coverage of many of these workers would then shift from Medi-
care or retiree health plans to insurance through their current em-
ployer. A policy option that did not change the insurance source
for so many older workers would result in lower premiums for the
potentially insured group.

Chapter 2 concludes by considering the possibility that the typi-
cal plan for the standard population may not be well suited to the
particular characteristics of the uninsured population. In particu-
lar, people who lack health insurance are relatively young and
poor. Thus, the deductible and coinsurance features of the typical
plan might be sufficiently high to keep the younger and poorer un-
insured population from seeking health care, even if insurance
were provided. Accordingly, an example is developed that shows
the increase in premium costs for the typical plan if deductible and
coinsurance requirements were eliminated. Then the example dem-
onstrates how benefits could be eliminated or reduced to reduce the
overall premium cost to the level of the typical plan for the stand-
ard population. In effect, this is a demonstration of the concept of
''actuarial equivalence."

This illustration of actuarial equivalence focuses on the idea of a
health insurance plan tailored to the uninsured. However, the
basis for the adjustments is the premium for the standard popula-
tion, including administrative costs that are 8 percent of claims
costs. The premium could easily be adjusted to reflect the charac-
teristics of a different covered population. The premium for the
standard population is used in this analysis to make the data more
consistent with the earlier sections of chapter 2. In addition, con-
sidering the uninsured population to constitute a single health in-
surance "group" with unpooled small employer plans is useful for
analytic purposes, but specific legislative proposals would be un-
likely to isolate the total uninsured population as a single group
for the purpose of extending coverage.



CHAPTER 3.-EFFECTS OF EXTENDING HEALTH
INSURANCE COVERAGE

I. INTRODUCTION

This chapter presents the potential effects of four different ap-proaches for extending health insurance to the uninsured. The dis-cussion of the likely effects of these plans is structured around thekey parties involved in health care delivery:
* Individuals, both insured and uninsured;
* Health care service providers;
* Employers;
* Insurers; and
* Federal and State governments.

The first section reviews the specific illustrative plans studied andkey assumptions made in the analysis. Subsequent sections analyzethe illustrative plans.

A. ILLUSTRATIVE PLANS

The alternatives were selected to illustrate the policy outcomesthat could be expected under different approaches to extension ofhealth insurance coverage. Hence, the term "illustrative plan" isused to convey the idea that each alternative should be viewed asillustrating an approach to coverage extension rather than defininga preferred solution. The policy alternatives chosen for analysis inthis chapter are not intended to be representative of any existinglegislative proposals. The plans' details have not been subject tothe considerations of political compromise or administrative practi-cality that development of a legislative proposal would entail, and,in fact, some features were selected to facilitate the analysis.
Four illustrative plans for extension of health insurance cover-age are analyzed. Three of the plans would be mandatory offerings

by employers:
* A plan that is typical of current private-sector group plans;
* A plan tailored to the perceived health care needs of the cur-

rently uninsured population; and
* A plan that reimburses all covered expenditures after a sizable

deductible and copayment are met (a "catastrophic only" plan).
The fourth plan studied would expand coverage under State Medic-aid programs. The discussion which follows will refer to these fourplans with the abbreviated titles of the "typical," "tailored," "cata-strophic," and "Medicaid expansion" plans. The Medicaid expan-sion plan is analyzed both alone and in conjunction with the tai-lored employer plan.

(63)
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1. Rationale for Plans Selected

Three employer plans were chosen to cover a wide range of possi-
bilities for expanding health coverage through employer offerings.
The Medicaid expansion plan was included to illustrate the effects
of extending coverage to population groups that cannot be reached
through an employer-based approach.

The objectives behind the design of the three employer plans are
as follows:

Typical plan-This plan includes the features most often
found in existing plans of large- and medium-sized U.S.
employers. Thus, this plan would provide the eligible unin-
sured with coverage similar to what many currently in-
sured employees receive. This plan is the most expensive
of the three.

Tailored plan-Provisions of this plan were chosen to
meet two goals. First, the plan was designed to be signifi-
cantly less costly to employers than the typical plan.
Second, it was designed with the fact in mind that the un-
insured are a relatively young, lower-income population.2 3

Thus, the plan would place more emphasis on preventive
care than the typical plan and have lower deductibles and
co-insurance. To meet these cost and benefit objectives,
this plan was to be designed with less coverage for long
hospital stays and with no catastrophic expenditure cap.

Catastrophic plan-This plan is designed to deal solely
with the circumstances of individuals whose medical ex-
penditures are quite large relative to their incomes. A de-
ductible related to income and family size would have to
be met before benefit eligibility would begin. This plan's
cost would be significantly less than that of the two more
comprehensive plans.

The Medicaid expansion approach would fill in the gaps that an
employer mandate approach would leave. By offering coverage to
everyone with income below the official poverty level, this plan
would reach the neediest of those left without coverage by an em-
ployer mandate-i.e., the unemployed, early retirees, marginally
employed persons, and the family members of these individuals.

2. Plan Coverage
The analysis of alternative employer-mandate approaches as-

sumes that the plans would cover virtually all employed people and
their dependents.2 4 It was assumed that these plans would apply
across all industries to employers of all sizes, including self-em-
ployed individuals. An employer currently offering insurance
would be required to upgrade the firm's plan if it had a lower actu-
arial value 25 than the mandated plan.

23 In 1986, nearly three-fourths of the uninsured were under age 35; only half of the insured

were under 35. Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Sim-
ulation Model.

24 Dependents include spouses and children age 18 and under.
25 For a discussion of actuarial equivalence among plans, see CRS Report "Insuring the Unin-

sured: Options and Analysis."



65

Employers subject to the mandate would have to cover all em-ployees working at least 10 hours a week after a 30-day waitingperiod. Employer contributions for premiums would be reduced forpart-time employees working less than 30 hours per week on a prorata basis, as explained below in subsection 4. The illustrative
plans were designed this way to: (1) cover as many employees (anddependents) as possible; and (2) avoid setting the minimum hours
threshold at a level that might tempt employers to avoid extending
coverage by reducing the hours of part-timers. Phasing down theemployer premium contribution prevents the health benefit frombecoming an excessive share of total compensation for those work-ing a small number of hours. However, the disadvantage of this ap-proach is that persons working near the 10-hour cutoff would have
to pay a substantial part of the premium.

The Medicaid expansion plan would apply to Medicaid programs
in all States. Medicaid eligibility would be extended to include allindividuals and families with incomes below the federally deter-mined poverty level and assets below certain limits.2 6 This new
coverage would apply without regard to family composition, age, or
disability.

3. Plan Benefits
Benefits covered by the three mandated employer plans areshown in table 3.1. The typical plan provides comprehensive cover-age of medically necessary services and a catastrophic limit on out-of-pocket expenses, but it does not cover preventive services such aswell-baby care or screening tests for such conditions as hyperten-

sion and diabetes (unless ordered by a physician). The tailored plandoes cover such preventive services but has a limit on inpatient
days, no catastrophic protection, and no mental health coverage.
The catastrophic plan covers most of the services covered by thetypical plan, the main exception being mental health services.
None of the plans would cover vision or dental care.27 All threeplans would incorporate managed care features to eliminate unnec-
essary surgery and hospital stays.28

The expanded Medicaid program would provide benefits that ap-proximate the required national minimum standard for the current
program, excluding long-term care. The expanded program would
add one optional service, prescription drugs, now offered in all buttwo States. These services would be covered:

* Inpatient hospital care (14 days per admission);
* Outpatient hospital services;
* Inpatient and outpatient physician services;
* Lab work and tests ordered by a physician;
* Prescription drugs;
* Prenatal care;
* Family planning; and

26 In 1986, this annual income level was $11,200 for a family of four.
27 Large firms usually offer dental coverage, but it is often provided through a separate plan,not the health insurance plan.
28 Although the tailored plan would not generally cover services in alternate care facilities, ithas been assumed that such services could be utilized as needed to achieve the cost-reductionobjective of managed care programs.
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* Screening and diagnosis for children (including dental, well-
child care, and optical services).

TABLE 3.1.-Benefits Under Mandatory Employer Illustrative Plans

Is benefit provided under:
Benefit

Typical plan Tailored plan Catastrophic plan

Hospital inpatient
Hospital outpatient
Alternate care facility'
Surgical
Physician inpatient
Physician outpatient
Drugs
Mental health inpatient
Mental health

outpatient
Prenatal care
Well baby care

Dental care
Vision care
Screening/diagnosis for

hypertension, diabetes

Catastrophic limit

Lifetime benefit
maximum

Case management

Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes; max. 30 days
Yes; max. 50

visits
Yes
No

No
No
No, unless

ordered by
physician

Yes; $1000/indiv.,
$3000/fam.

No

Yes

Yes; max. 14 days
Yes
No
Yes
Yes
Yes
Yes
No
No

Yes
Yes; up to 1 yr.

old
No
No
Yes

No

No

Yes

Yes
Yes
Yes
Yes
Yes
Yes
Yes
No
No

No
No

No
No
No

Yes; related to
income & fam.
size

No

Yes

l Such facilities include skilled nursing facilities, home health-
facilities.

care, surgicenters, and extenoen care

4. Costs and Cost Sharing

a. Premiums.
The estimated annual premiums per enrollee in 1986 dollars are

shown below in table 3.2 for each plan. Estimates are shown based
on the demographics- of the population currently insured through
employer-based insurance.2 9

TABLE 3.2.-Premiums for the Four Illustrative Plans for the Currently Insured -
Population, 1986

Self only familyPlan

Typical....................................................................................................... $93 6 $2,466
Tailored ............................................................... ..................................... 834 2,196

Catastrophic.~~~~~~~~~~~~~~~~~~~~.. 499 1,602Catastrophic ........................................................ :................................... . 667 . . 9 ........ 1,772
Medicaid expansion................................................................................. 667 1,772

Source: CRS Health Insurance Premium Model.

29 These premium cost estimates were prepared by CRS using the actuarial cost model de-
scribed in chapter 2. Estimates for the insured population are based on the characteristics of
persons covered by the large- and medium-size employer plans included in the Hay/Huggin3

Benefits Survey. Premium estimates include 8-percent of claims costs for the administrative
costs and profits of insurers.

care, surgicenters, and extended care
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These actuarial estimates were used to guide the simulations ofthe illustrative plans to assure that the results would be consistentwith the CRS Health Insurance Premium Model.
Premium costs would be allocated between employer and employ-ee for the employer plans according to the provisions of each illus-trative plan. This allocation and provisions of the mandated em-ployer plans for deductibles, coinsurance, and copayments areshown in table 3.3. Medicaid costs would be borne by Federal andState governments according to the current formula matching ar-rangement.

TABLE 
3 .3.-Cost-Sharing Provisions of the Mandatory Employer Rlustrative Plans

Employee share of cost underPlan provision
Typical plan Tailored plan Catastrophic plan

Premium contribution
for: I

Employee 0 percent 20 percent 0 percentDependents 33 percent 25 percent 0 percentDeductible $100; 3 per fam. $50; 3 per fam. Income-related 2
(no ded. for
hosp'n)

Employee coinsurance
and copayments for:

Inpatient care 0 percent 0 percent 10 percent on
first $5000
after
deductible, 0
percent
thereafterAlternate care facility 0 percent 0 percent DoPhysician (mcl. 20 percent 0 percent Dosurgery)

Outpatient 20 percent $2 /prescription Doprescription drugs
Mental health inpatient 0 percent (3) (3)Mental health 50 percent (3) (3)

outpatient

'Employee shares of premium costs shown here are for persons working 30 or more hours per week.Those working less than 30 hours would receive an employer contribution to the premium cost equal to theemployer contribution for full-time workers times the ratio of a part-time worker's hours per week to 30hours.
'The catastrophic plan deductible is explained in subsection b.'Benefit not available under this plan.

The typical plan would require no employee sharing in premiumcost except for dependent coverage. The tailored plan would re-quire an employee contribution for both employee and dependentcoverage. Since the catastrophic plan would benefit only a minorityof enrollees in any one year, and since it is designed to be highlyprogressive by income level, there would be no employee sharing inits premium cost.
Employer contributions for premiums would be prorated forthose working less than 30 hours a week. For example, under thetypical plan the employer would pay 100 percent of an employee'spremium for those working 30 or more hours. A 20-hour employeewould receive an employer contribution to the premium equal tothe full-time rate (100 percent) times 20 hours divided by 30 hours,or 66.7 percent of the premium. This approach would be generousin its coverage of part-time workers and would make it difficult for
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employers to avoid covering part-timers by reducing their hours..
However, it would place a sizable share of the premium cost on
part-timers who work relatively few hours.

Table 3.4 exemplifies how annual premium cost would be shared
for workers covered by the typical and tailored plans, using the
self-only premium estimates presented above for the insured popu-
lation.

TABLE 3.4.-Premium Cost Sharing for the Typical and Tailored Plans, by Hours Per
Week, 1986

Typical plan Tailored plan
Hours/week

Employer Employee Employer Employee

40 .......................... $936 $0 $667 $167
30 ........................... 936 0 667 167
20 .......................... 624 312 556 278
10 .......................... 312 624 278 556

Source: CRS Health Insurance Premium Model.

b. Deductibles and coinsurance.
The typical plan would have a $100 deductible and 20-percent co-

insurance for outpatient services and surgery. The tailored plan, on
the other hand, would have only a copayment on prescription
drugs and a small $50 deductible. Cost sharing in this plan would
be limited in order to promote the use of services among the cur-
rently uninsured, many of whom have low wages.

The catastrophic plan would combine two approaches to cata-
strophic coverage. First, employers already offering group health
insurance would be required to include a catastrophic provision-
with an annual out-of-pocket limit no higher than $3,000. Most
plans already have limits below this level and would not be affect-
ed.30 For others, a $3,000 limit is an inexpensive feature. Second,
employers not already offering group health plans would have to
provide their employees (and dependents) coverage under a new na-
tional catastrophic income-tested plan. Persons eligible for, but not
participating in, existing employer plans would also fall under. this
new income-tested plan. Its deductibles and coinsurance would be
complicated since they would depend on family size and income.
The relationship to income is important because the amount of
medical expenses that constitutes a "catastrophe" varies with
income level.

Reimbursement for covered expenditures would not begin until
the catastrophic deductible had been met. For regular employer
plans, this deductible would be the lesser of $3,000 or the deducti-,
ble selected by the employer.

For the income-related plan, the deductible would equal one-
fourth of total income less personal exemptions 31 for families with
total income no greater than- $75,000. (Total income would be ad-
justed gross income, or AGI, plus any investment income or trans-

30 According to the 1987 Hay/Huggins Benefits Report, 83 percent of surveyed plans have cat-
astrophic expenditure limits. The most common limit used is $1,000.

'1 Personal exemptions would equal their value under Federal income tax law.
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fer payments excluded from AGI in Federal tax law.) For families
with total income above $75,000, the deductible would be computed
as above for the first $75,000 of total income but would be in-
creased by 35 percent of any income above $75,000.

For example, a family of four with total income of $20,000 would
have a deductible of $3,100 (assuming personal exemptions are
$1,900 each).32 The deductible would be $0 whenever the formula
produces a negative number. If an eligible employee's out-of-pocket
family health care expenditures exceed the income-related deducti-
ble, they would be required to pay coinsurance of 10 percent on the
first $5,000 of covered expenditures in excess of the deductible.
Thus, maximum yearly out-of-pocket liability for covered expenses
under the income-related plan would equal the deductible plus
$500.33 Table 3.5 gives examples of maximum liability.

The only cost sharing in the Medicaid expansion plan by newly
covered Medicaid enrollees would be in the 24 States that currently
charge small copayments to Medicaid beneficiaries for certain serv-
ices. These copayments are mostly in the range of $1 to $5. The
services to which copayments apply differ from State to State but
are most commonly prescription drugs.
5. Plan Coordination

For individuals covered by both an employer plan and a public
program, the employer plan would pay first, for both employees
and dependents, with Medicare being secondary payer and Medic-
aid payer of last resort, as under current law. Thus, some medical
expenses now paid by public programs would be absorbed by ex-
panded employer coverage. Benefits under the expanded Medicaid
plan would be secondary to all other plans including Medicare, but
Medicaid would pay before programs that are funded entirely by
State or local governments. In analyzing a combination of the tai-
lored plan with the Medicaid expansion, it was assumed that Med-
icaid would pay the employee's share of premiums for those jointly
eligible for both plans.

The employer-mandate plans would require employees to enroll
in plans of their employers. Some of these employees already have
health coverage as dependents on other family members' employer
plans. These employees would still have to accept the new employ-
er coverage but could retain the dependent coverage as secondary
coverage if that were desirable.

32 Deductible = 0.25 x (20,000 - (4)x(1,900)) = 0.25 x (20,000 - 7,600) = 0.25 x 12,400 -
3,100.

33 The relationship between out-of-pocket expenditures and income for a family with annual
income below $75,000 would be as follows:

If expenses were to exceed the deductible by less than $5,000, the out-of-pocket amount
would rise by 22.5 cents per additional dollar of income;

If expenses were to exceed the deductible by $5,000 or more, the out-of-pocket amount
would rise by 25 cents per additional dollar of income;

If expenses were to meet the above condition and also exceed 7.5 percent of AGI, the out-
of-pocket amount would increase by (0.225 + 0.075t)/(1 + t) per additional dollar, where t is
the marginal tax rate. This last result would occur because of the income tax deductibility
of medical expenditures when such expenditures exceed 7.5 percent of AGI.
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TABLE 3.5.-Maximum Out-of-Pocket Liability under the Income-Related
Catastrophic Plan

Number of personal Maximum annual out-of-pocket liability for total income of
exemptions $10,000 $15,000 $20,000 $30,000 $50,000 $100,000

1. .......... $2,525 $3,775 $5,025 $7,525 $12,525 $27,025
2. .......... 2,050 3,300 4,550 7,050 12,050 26,550
3. .......... 1,575 2,825 4,075 6,575 11,575 26,075
4. .......... 1,100 2,350 3,600 6,100 11,100 25,600
5. .......... 625 1,875 3,125 5,625 10,625 25,125
6. .......... 500 1,400 2,650 5,150 10,150 24,650
7. .......... 500 925 2,175 4,675 9,675 ' 24,175
8. .......... 500 500 1,700 4,200 9,200 23,700

Note.-The value of the personal exemption used in these computations was $1,900. The effect of income
tax deductibility when medical expenses exceed 7.5 percent of total income is not taken into account in these
calculations.

6. Insurance Arrangements of the Illustrative Plans
The typical and tailored plans would rely on employers' dealings

with insurers in the marketplace to extend coverage to uninsured
employees and their dependents. Problems of plan availability
could be diminished by establishing State or regional insurance
pools for small employers.3 4 The analysis of the illustrative plans
which follows assumes such pooling arrangements would be estab-
lished.

The catastrophic plan would also rely on the employer-insurer re-
lationship to provide insurance against excessively large out-of-
pocket health care expenditures. For the income-testing necessary
in this plan, insurers could contract with State Medicaid programs
to obtain these eligibility determinations. Alternatively, insurers
could do the income tests themselves. Since Medicaid agencies al-
ready determine eligibility based on need, it would probably be ad-
vantageous for insurers to contract out this function.

The Medicaid expansion plan would require States to extend
Medicaid eligibility to a new population not now covered using cur-
rent Medicaid administrative arrangements. This new population
of eligibles would include nondisabled, low-income people who are
either single, married with no children, or in families with two par-
ents present.

B. ASSUMPTIONS UNDERLYING ANALYSIS

1. General Design of Study
This analysis of four illustrative plans was undertaken by simu-

lating the effects of each plan on a data base representative of the
U.S. population.35 This data base contains socioeconomic informa-
tion and medical expenditure and utilization data for each of the
individuals in the sample. The simulations were conducted by the
Lewin/ICF Division of Health and Sciences Research Corporation

34 This subject is discussed in report number 2 of this series, "Insuring the Uninsured: Op-
tions and Analysis," chapter 7.

's The data base used is the 1980 National Medical Care Utilization and Expenditures Survey
INMCUES) conducted by the U.S. Department of Health and Human Services. Additional data
elements were introduced into the analysis from the 1977 National Medical' Care Expenditures
Survey (NMCES), the March 1983 Current Population Survey (CPS), and the March 1987 CPS.
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under a contract with the Congressional Research Service usingthe Health Benefits Simulation Model. The 1980 NMCUES was"aged" forward to 1986 by adjusting the individual records so thataggregate totals of key data items in the modified data basematched known 1986 totals. Thus, it presents estimates of whatwould have happened to coverage, benefits and costs if the four il-lustrative plans had been in effect in 1986. The analysis presentedin the following sections is for calendar year 1986. This year waschosen primarily because much of the analysis done elsewhere onmandated health insurance proposals and on the uninsured popula-tion has used the March 1987 Current Population Survey (CPS)data for calendar year 1986.
A number of key assumptions were made in undertaking thisanalysis of illustrative plans. These assumptions are important toan understanding of the estimates presented in this chapter. Theymostly involve the behavior of the various parties in response to aparticular type of expansion in health insurance coverage. Theseassumptions deal with:
* Whether newly covered individuals would accept the coverage

offered and pay the necessary premiums and cost sharingamounts;
* How newly covered individuals would change their utilization

of health care services;
* How employers would react to the mandating of a nationalstandard for health insurance coverage; and
* Numerous technical issues of policy simulation and data analy-sis. The assumptions are discussed below.

2. Acceptance of Coverage
It is assumed that newly covered individuals would be requiredto accept coverage for themselves and any eligible dependents. Re-search indicates that 5.3 percent of employees offered employer-sponsored health insurance in 1977 declined it, and 1.3 percent ofemployees who were uninsured for a full year had declined avail-able group insurance.36 These figures would likely be higher if cov-erage were extended to the uninsured population on a voluntarybasis, particularly among part-time employees who would have topay a sizable share of premiums. Of employees who do currentlyparticipate in an employer health plan, 3 percent of their spousesand 8 percent of their children under age 18 have no health cover-age.37 Since the purpose of this study is to determine the potentialeffects of a particular approach in covering the uninsured popula-tion, the plans are assumed to be mandatory for both employer andemployee, including coverage of dependents not covered throughtheir own employment.
Employees would be required to accept their own employers' cov-erage, whether or not they already have coverage as dependentsthrough the employers of family members. It is assumed that em-

36 Monheit, Alan C., et al. The Employed Uninsured and the Role of Public Policy. Inquiry,winter 1985. p. 354.
3 U.S. Congress. House. Health Insurance and the Uninsured: Background Data and Analy-sis. House Education and Labor Committee Serial No. 100-Z; House Energy and CommerceCommittee Serial No. 100-X; Senate Special Committee on Aging Serial No. 100-I. Washington,U.S. Govt. Print. Off., May 1988. p. 101.
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ployees who fall into this category would retain the dependent cov-
erage as secondary coverage, since such coverage would often be su-
perior to that of the mandated plan.

3. Utilization of Services
Extension of health insurance to the currently uninsured would

be expected to affect this group's utilization of health care services.
In this analysis, it has been assumed that utilization patterns of
the newly insured would eventually follow that of like individuals
who already have employer-provided insurance. To estimate utiliza-
tion changes, utilization by type of service was determined for the
insured group by sex, age group, income level, and health status.
Each newly insured individual was assumed to change his/her uti-
lization rates to an extent that average rates for the already in-
sured and the newly insured would be the same for each socioeco-
nomic category. Any transitional behavior that might occur (e.g.,
having a much higher utilization rate in the first year to obtain
care for past, untreated problems) was ignored. Thus, the estimated
utilization rates represent behavior that might be expected after
such a transition period.

Utilization rates would be expected to differ among health plans
depending on each plan's benefits and cost-sharing. However, the
methodology used in this project to estimate increased utilization
generally could not be refined to make such distinctions. (One ex-
ception that was modeled is whether a plan covers a broad catego-
ry of service such as mental health care.) Individuals in existing
health plans who would obtain better coverage as a result of a
mandated plan would be likely to increase utilization, but the
methodology used could not provide estimates for this effect.

4. Employer Reactions to Mandate of National Standards
The mandating of a national standard for employer health insur-

ance coverage could affect employers' decisions regarding their
health plans and other aspects of employee compensation. Many
employers have plans that may exceed the standard to be set by a
mandated plan. In this analysis, it was assumed that such employ-
ers would leave their current plans unchanged. 3 8 Other employers
currently offer health plans that are inadequate relative to the
mandated plan. It was assumed that these employers would comply
with a requirement that such plans be upgraded to achieve actuar-
ial equivalence with the mandated plan.

The potential reactions of employers to the added costs of a man-
date are discussed in section IV of this chapter. However, the anal-
ysis of impacts on individuals in section II does not reflect potential
reactions by employers that might affect the employment or com-
pensation of workers.

5. Other Assumptions
Many other technical assumptions were necessary to estimate

the effects of the illustrative plans. These assumptions are de-
scribed in appendix B to this report.

38 Experience with regulation of employee pension plans has shown that employers seldom
revise plan benefits downward to minimum required levels.
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II. EFFECTS ON INDIVIDUALS
This section describes the potential effects of the illustrativeplans on individuals. First, the characteristics of those newly cov-ered and those left uninsured are discussed. Second, the impacteach plan would have on individual and family expenditures forhealth care is analyzed. Finally, estimates of changes in individ-uals' utilization of health care services are presented.3 9

A. EXTENSION OF COVERAGE

1. The Mandated Employer Plans

a. Changes in coverage status.
The eligibility rules assumed for the three mandated employerplans are identical. Thus, each plan would extend coverage to thesame group of people. Estimated changes in coverage status for thethree plans are summarized in table 3.6.

TABLE 3 .6.-Changes in Health Insurance Coverage Under Illustrative Plans, 1986
(Millions of individuals)

Coverage status under plan
Under existing Under new coverage
employer planIllustrative plan and current Total No with change Employwinsurance status change ley co

Plan covered Em- pendent
tin- as plye pnet asproved depend- depend-ents eat

Typical:
Insured ..................... 202.1 108.8 42.6 0.8 18.4 10.7 20.8Uninsured ..................... 37.4 6.0 - 1.8 17.8 11.7

Total ..................... 239.5 114.8 42.6 2.6 36.2 22.4 20.8
Tailored:

Insured ..................... 202.1 128.7 22.8 0.8 18.4 10.7 20.8Uninsured ..................... 37.4 6.0 - 1.8 17.8 11.7
Total ..................... 239.5 134.7 22.8 2.6 36.2 22.4 20.8

Catastrophic:
Insured ..................... 202.1 129.8 21.7 0.8 18.4 10.7 20.8Uninsured ..................... 37.4 6.0 - 1.8 17.8 11.7 -

Total ..................... 239.5 135.8 21.7 2.6 36.2 22.4 20.8
Medicaid:

Insured ..................... 202.1 199.0 ' 3.1 - -Uninsured-............................. 37.4 28.9 - - 3.8 4.7
Total ..................... 239.5 227.9 3.1 0.0 3.8 4.7 0.0

Combined:
Insured ..................... 202.1 125.5 2 25.9 0.8 18.4 10.7 20.8Uninsured ..................... 37.4 3.9 - 1.8 2 19.2 3 12.5 -

Total ..................... 239.5 129.4 25.9 2.6 37.6 23.2 20.8
This group with plan improvement includes 3.1 million people who would have the cost-sharing underexisting health plans reimbursed by the Medicaid program.'This group includes 1.4 million who would be newly covered by Medicaid.'This group includes 0.8 million who would be newly covered by Medicaid.Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

39 Aggregate changes in utilization are discussed in section III of this chapter.
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Of the 37.4 million uninsured, these plans would leave only 6.0
million still uninsured. The 31.3 million who would gain insurance
(see the "Uninsured" rows of table 3.6) would do so as follows: 17.8
million would be covered as employees under new plans; 11.7 mil-
lion would be covered as their dependents; and 1.8 million are un-
insured dependents who would be covered by existing plans.

The "Insured" rows of table 3.6 show the new situation for the
202.1 million who already have health insurance. About one in four
would be covered by new employer plans as follows: 18.4 million
would be covered as employees who would drop their prior cover-
age (mostly individual policies); 10.7 million would be covered as
the dependents of these employees; and 20.8 million, who are now
covered as dependents on existing employer plans, would be cov-
ered as employees by the new plan.

A small number of those already insured (0.8 million) would gain
insurance as dependents under existing plans. The remaining in-
sured would be split between those whose status would not change
and those who would see their benefits under existing plans im-
proved. The number with improved benefits is greatest for the typi-
cal plan (42.6 million). The tailored and catastrophic plans would
improve existing plans for 22.8 million and 21.7 million persons, re-
spectively.

To summarize, nearly 80 million people would be covered by new
employer plans, of whom 57 million would be covered as employees.
However, only 18 million of these employees would be from the un-
insured population, the other 39 million being transferees from ex-
isting group and individual plans.

Each of the three plans would leave 6.0 million people still unin-
sured. To reduce this number further would require relaxation of
one or more of three eligibility rules. Employees would have to be
covered: (1) with less than 10 hours of work per week; (2) with less
than five weeks of work during the year; and/or (3) if under age 18
and a dependent in an adult's household. However, only one-fourth
of the 6.0 million still uninsured could possibly be reached by these
measures.

This analysis assumes that all covered individuals participate in
a health plan. If it is assumed that part-timers with few hours of
work would not participate heavily, or that their participation
would not be required, then there would be fewer people covered
by these illustrative plans. For example, the number of newly in-
sured would decline by 5.4 percent if coverage were extended only
to those working at least 20 hours instead of 10 hours; a 30-hour
threshold would reduce the newly insured by 15.7 percent. Requir-
ing coverage only above 30 hours would leave 10.9 million unin-
sured instead of the 6.0 million reported above.
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b. The newly insured population.
Each of the three employer plans would reduce the uninsuredpopulation from 37.4 million to 6.0 million, creating a newly in-sured population of 31.3 million. The demographic characteristics

of this newly insured group are shown in table 3.7; economic char-acteristics are given in table 3.8.
The newly insured would be relatively young, 44 percent of thegroup being children of newly covered employees. One-third of thenewly insured would be under age 18, and over half would beunder age 25. Males would comprise 51.3 percent of the newly in-sured. Over one-third would reside in the South, compared to only13 percent in the Northeast.

TABLE 3 .7.-Demographic Characteristics of the Newly Insured and the Remaining
Uninsured Under the Mandatory Employer Illustrative Plans, 1986

(In thousands)

Currently Newly Remaining Percent-uninsured insured uninsured age
Population characteristic 

reduc-
Number Per- Number Per- Number Per- tion inTot cent cent unin-cent cen~~~ sured

Total......................37,390 100.0 31,345 100.0 6,045 100.0 83.8
By age:

Under 18 .12,211
18-24. 8,103
25-34 .7,056
35 -4. 3,300
45-54. 3,194
55-64 .3,194
65 and over .332

By race:
White ........ ................ 31,253
Non-white ........... ............. 6,137

By sex:
Male ........................ 18,978
Female............................................. 18,413

By region:
Northeast ........................ 5,060
North Central ........................ 7,801
South................................................ 14,023
West ....... ................. 10,506

By relationship:
Family head ................. ....... 7,488
Spouse.............................................. 5,876
Child ........ ................ 16,202
Other relative ........................ 1,481
Unrelated ........................ 6,344

32.7
21.7
18.9
8.8
8.5
8.5
0.9

10,289
7,188
6,389
3,015
2,534
1,893

36

32.8
22.9
20.4
9.6
8.1
6.0
0.1

1,922
915
667
285
660

1,301
296

31.8
15.1
11.0
4.7

10.9
21.5

4.9

83.6 26,713 85.2 4,540 75.1
16.4 4,633 14.8 1,504 24.9

50.8 16,085 51.3 2,893 47.9
49.2 15,262 48.7 3,151 52.1

13.5 3,989
20.9 6,766
37.5 11,529
28.1 9,061

20.0
15.7
43.3

4.0
17.0

6,418
5,221

13,912
815

4,979

12.7 1,071
21.6 1,035
36.8 2,494
28.9 1,445

20.5
16.7
44.4

2.6
15.9

1,070
655

2,290
666

1,365
Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

17.7
17.1
41.3
23.9

17.7
10.8
37.9
11.0
22.6

84.3
88.7
90.5
91.4
79.3
59.3
10.8

85.5
75.5

84.8
82.9

78.8
86.7
82.2
86.2

85.7
88.9
85.9
55.0
78.5
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The newly insured would be- concentrated in the lower-income
brackets, with 58 percent in families with incomes of less than
$20,000. Nevertheless, this group would be largely made up of
people residing in families with heads that work full-time all year
(60 percent).

TABLE 3.8.-Economic Characteristics of the Newly Insured and the Remaining

Uninsured Under the Mandatory Employer Illustrative Plans, 1986

(In thousands)

Currently Newly Remaining Percent-
uninsured insured uninsured age

Population characteristic reduction

Number Per- Nbe Per Number Per- In
cent cent rent sured-

Total ........................ 37,390 100.0 31,345 100.0 6,045 100.0 83.8

By work status of family head
and/or spouse:

Full-time/full-year ................. 19,607 52.4 18,893 60.3 714 11.8 96.4
Less than full-time/full-

year ........................ 12,328 33.0 11,529 36.8 799 13.2 93.5
No work ........................ 5,456 14.6 923 2.9 4,533 75.0 16.9

By family income:
Under $10,000 ........................ 12,557 33.6 9,197 29.3 3,360 55.6 73.2
$10,000-$14,999 ......................... 6,250 16.7 5,151 16.4 1,099 18.2 82.4

$15,000-$19,999 ........................ 4,301 11.5 3,936 12.6 365 6.0 91.5
$20,000-$29,999 ......................... 5,722 15.3 5,207 16.6 515 8.5 91.0
$30,000-$39,999 ........................ 3,350 9.0 3,072 9.8 278 4.6 91.7
$40,000-$49,999 ........................ 1,893 5.1 1,781 5.7 112 1.9 94.1
$50,000 and over ........................ 3,317 8.9 3,001 9.6 316 5.2 90.5

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

c. The remaining uninsured.

Tables 3.7 and 3.8 also show the extent to which the illustrative
employer mandates. would reduce the uninsured by population
characteristic. The proportionate reduction in the uninsured is
greater for whites, males, and the prime working ages (25 to 44),
reflecting the greater workforce attachment of these groups. Re-
gionally, the Northeast would see the least reduction in its unin-
sured population.

The reduction in the uninsured is greatest proportionally for the
higher income classes and lowest for those with incomes below
$10,000. Again, this result reflects relative attachment to the labor
force by income class. The uninsured in families with members
working full-time all year would be reduced by 96 percent, reflect-
ing the fact that a small number of employed persons would not be
covered due to their limited work hours.

Six million would still remain uninsured if one of the three em-
ployer plans were implemented. (See tables 3.7 and 3.8.) This group
would be older than the newly insured, with more than one-third
being age 45 or older. About one-fifth would be in the 55-64 age
group, an age range with many early retirees. About 300,000 of the
remaining uninsured would be age 65 or older but left uncovered
by both the employer mandate and Federal programs. The remain-
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ing uninsured would be over half female (52.1 percent), and 41 per-
cent would reside in the South.

The remaining uninsured would be primarily a low-income
group, with three-quarters in families with incomes below $15,000.
Three-quarters would belong to families with no members in the
workforce.

2. The Medicaid Expansion Plan

a. Changes in coverage status.
By extending the Medicaid program to everyone in families with

income below the federally defined poverty level and assets below
certain eligibility limits, the uninsured population would be re-
duced from 37.4 million to 28.9 million (table 3.9). Thus, 8.4 million
persons would be added to the Medicaid program,4 0 whose partici-
pants numbered 32.7 million in 1986. These additional 8.4 million
people are estimated participants who would actually seek health
care services reimbursable by Medicaid. The number of eligibles,
which would be a larger figure, is not used in the analysis since it
is known that Medicaid participation is well below the number of
eligibles in the current program.

b. The newly insured population.
The demographic characteristics of the 8.4 million assumed to be

newly covered by the illustrative Medicaid expansion are shown in
table 3.9. Their economic characteristics are shown in table 3.10.
Compared to those currently uninsured, the Medicaid expansion
would bring coverage to a group that is somewhat younger (58 per-
cent under age 25 instead of 54 percent), more likely to be non-
white (21 percent instead of 16 percent), and more likely to live in
the South (46 percent rather than 38 percent). The breakdown of
the new Medicaid participants by sex is almost identical to that for
the currently uninsured.

The economic characteristics of the new Medicaid participants
show them to be far different from the currently uninsured popula-
tion due to the means test used to determine eligibility. Only 18
percent of the new participants would be in families with members
working full-time all year, compared to 52 percent for those now
uninsured. Over three-fourths of the new participants would be in
families with incomes below $10,000, an income group that includes
only one-third of the currently uninsured.

40 This newly covered group may include some persons who have recently attained coverage
through legislation taking effect in 1987 and subsequent years.

90-757 0 - 89 - 4
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TABLE 3.9.-Demographic Characteristics of the Newly Insured and the Remaining
Uninsured Under the Medicaid Expansion Illustrative Plan, 1986

(In thousands)

Population characteristic

Currently
uninsured

Number cent

Newly
insured

Number Per-
cent

Remaining
uninsured

Number Per-cent

Percent-
age

reduc-
tion in
unin-
s>,,ed

Total .......................... 37,390

By age:
Under 18 .......................... 12,211
18-24 .......................... 8,103
25-34 .......................... 7,056
35-44 .......................... 3,300
45-54 .......................... 3,194
55-64 .......................... 3,194
65 and over .......................... 332

By race:
White............................................... 31,253
Non-white .......... ................ 6,137

By sex:
Male .......................... 18,978
Female ............................................. 18,413

By region:
Northeast .......................... 5,060
North Central .......................... 7,801
South................................................ 14,023
West .......................... 10,506

By relationship:
Family head ................ .......... 7,488
Spouse.............................................. 5,876
Child ...... .................... 16,202
Other relative .......................... 1,481
Unrelated .......................... 6,344

100.0 8,445 100.0 28,945 100.0

32.7
21.7
18.9

8.8
8.5
8.5
0.9

2,853
2,064
1,485

489
777
761

15

33.8
24.4
17.6

5.8
9.2
9.0
0.2

9,358
6,039
5,571
2,811
2,417
2,433

317

83.6 6,646 78.7 24,607
16.4 1,799 21.3 4,338

50.8 4,280 50.7 14,698
49.2 4,166 49.3 14,247

13.5 1,190 14.1 3,870
20.9 1,617 19.1 6,184
37.5 3,869 45.8 10,154
28.1 1,770 21.0 8,736

20.0
15.7
43.3
4.0

17.0

1,607
1,155
3,315

340
2,030

19.0
13.7
39.3

4.0
24.0

5,881
4,721

12,887
1,141
4,314

17.0bai sp p e f r R ui g h L w IC H lh e ft S m a o 14.Source: Tabulations prepared for CBS using the Lewin/ICF Health Benefits Simulation Model.

c. The remaining uninsured.
Those who would remain uninsured after a Medicaid expansion

are also depicted in tables 3.9 and 3.10. Since this group would be
equal to three-fourths of the uninsured population prior to the
Medicaid expansion, its characteristics are similar to the full
group's. However, some subgroups would have their uninsured
numbers reduced more substantially than others. For example, the
uninsured with below-poverty incomes would be cut by 53 percent;
the uninsured in families with no one working full-time all year
would be decreased by more than one-third; the number of unin-
sured non-whites would be reduced by 29 percent; and the number
of uninsured in the South would be reduced by 28 percent.

22.6

23.4
25.5
21.0
14.8
24.3
23.8

4.5

21.3
29.3

22.6
22.6

23.5
20.7
27.6
16.8

21.5
19.7
20.5
23.0
32.0

32.3
20.9
19.2

9.7
8.4
8.4
1.1

85.0
15.0

50.8
49.2

13.4
21.4
35.1
30.2

20.3
16.3
44.5

3.9
14.9
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TABLE 3.10.-Economic Characteristics of the Newly Insured and the Remaining
Uninsured Under the Medicaid Expansion Illustrative Plan, 1986

(In thousands)

Currently Newly Remaining Percent-
uninsured insured uninsured age

Population characteristic reduc-
Number Per- Number Per- Number Per- ton

cent ~~~cent cent sured

Total .................... 37,390 100.0 8,445 100.0 28,945 100.0 22.6

By work status of family head
and/or spouse:

Full-time/full-year .................... 19,607 52.4 1,546 18.3 18,061 62.4 7.9
Less than full-time/full-year ... 12,328 33.0 5,052 59.8 7,276 25.1 41.0
No work ........................ 5,456 14.6 1,848 21.9 3,608 12.5 33.9

By family income:
Under $10,000 ........................ 12,557 33.6 6,600 78.2 5,957 20.6 52.6
$10,000-$14,999 ........................ 6,250 16.7 1,024 12.1 5,226 18.1 16.4
$15,000-$19,999 ........................ 4,301 11.5 353 4.2 3,948 13.6 8.2
$20,000-$29,999 ........................ 5,722 15.3 468 5.5 5,254 18.2 8.2
$30,000-$39,999 ........................ 3,350 9.0 0 0.0 3,350 11.6 0.0
$40,000-$49,999 ........................ 1,893 5.1 0 0.0 1,893 6.5 0.0
$50,000 and over ........................ 3,317 8.9 0 0.0 3,317 11.5 0.0

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

2. Combination of Medicaid Expansion and the Tailored Plan

a. Changes in coverage status.
The combination of the Medicaid expansion and the tailored plan

would leave only 3.9 million uninsured, a 90-percent reduction in
the uninsured population. The numbers newly eligible for an em-
ployer plan would be the same as reported above for the tailored
plan. There would be 3.1 million people already covered by employ-
er plans who would- attain Medicaid eligibility as well and have
some or all of their cost sharing under the employer plans reim-
bursed by Medicaid.

b. The newly insured population.
Tables 3.11 and 3.12 show the characteristics of those newly in-

sured under the combination approach. Since all but one-tenth of
the uninsured would be covered, the characteristics of the newly
insured reflect that of the currently uninsured population. One ex-
ception is work status, with only 8 percent of the newly insured
living in families with no member working compared to 15 percent
of the currently uninsured.
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TABLE 3.11.-Demographic Characteristics of the Newly Insured and the Remaining
Uninsured Under the Combined Medicaid Expansion and Tailored Illustrative
Plans, 1986

(In thousands)

Currently Newly Remaining Percent-
uninsured insured uninsured age

Population characteristic reduc-
Number Per- mbe Pr- Number Per- tioniflcent cent cent sured

Total ......................... 37,390 100.0 33,486 100.0 3,904 100.0 89.6
By age:

Under 18 .......................... 12,211 32.7 11,013 32.9 1,198 30.7 90.2
18-24 .......................... 8,103 21.7 7,485 22.4 618 15.8 93.6
25-34 .......................... 7,056 18.9 6,647 19.9 409 10.5 94.2
35-44 .......................... 3,300 8.8 3,167 9.5 133 3.4 96.0
45-54 .3,194 8.5 2,822 8.4 372 9.5 88.4
55-64 .3,194 8.5 2,300 6.9 894 22.9 72.0
65 and over 332 ......................... 0.9 52 0.2 280 7.2 15.7

By race:
White............................................... 31,253 83.6 28,184 84.2 3,069 78.6 90.2
Non-white ......................... 6,137 16.4 5,302 15.8 835 21.4 86.4

By sex:
Male .18,978 50.8 17,187 51.3 1,791 45.9 90.6
Female............................................. 18,413 49.2 16,300 48.7 2,113 54.1 88.5

By region:
Northeast ......................... 5,060 13.5 4,385 13.1 675 17.3 86.7
North Central ......................... 7,801 20.9 7,134 21.3 667 17.1 91.4
South................................................ 14,023 37.5 12,551 37.5 1,472 37.7 89.5
West ... . . .. 10,506 28.1 9,415 28.1 1,091 27.9 89.6

By relationship:
Family head . 7,488 20.0 6,751 20.2 737 18.9 90.2
Spouse............................................ 5,876 15.7 5,494 16.4 382 9.8 93.5
Child .16,202.... 16,202 43.3 14,697 43.9 1,505 38.6 90.7
Other relative . 1,481 4.0 1,017 3.0 464 11.9 68.7
Unrelated ....................... 6,344 17.0 5,528 16.5 816 20.9 87.1

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

c. The remaining uninsured.
Those remaining uninsured under the combined approach are

significantly older than the currently uninsured. (Thirty percent
are age 55 or older.) This group also tends to be more female, more
non-white, and more low-income than the currently uninsured pop-
ulation. Of the remaining uninsured, 31 percent would be under
age 18.
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TABLE 3.12.-Economic Characteristics of the Newly Insured and the Remaining
Uninsured Under the Combined Medicaid Expansion and Tailored Illustrative
Plans, 1986

(In thousands)

Currently Newly Remaining Percent-
uninsured insured uninsured age

Population characteristic reduc-

Number Per- Number Per- Number Per- unin
cent cent cent sunied

Total .......................... 37,390 100.0 33,486 100.0 3,904 100.0 89.6

By work status of family head
and/or spouse:

Full-time/full-year .................... 19,607 52.4 18,946 56.6 661 16.9 96.6
Less than full-time/full-year... 12,328 33.0 11,866 35.4 462 11.8 96.3
No work .5,456 14.6 2,675 8.0 2,781 71.2 49.0

By family income:
Under $10,000 ......................... 12,557 33.6 11,046 33.0 1,511 38.7 88.0
$10,000-$14,999 ......................... 6,250 16.7 5,392 16.1 858 22.0 86.3
$15,000-$19,999 .4,301 11.5 3,953 11.8 348 8.9 91.9
$20,000-$29,999 ......................... 5,722 15.3 5,241 15.7 481 12.3 91.6
$30,000-$39,999 .......................... 3,350 9.0 3,072 9.2 278 7.1 91.7
$40,000-$49,999 ......................... 1,893 5.1 1,781 5.3 112 2.9 94.1
$50,000 and over ......................... 3,317 8.9 3,001 9.0 316 8.1 90.5

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

B. IMPACT ON HEALTH CARE EXPENDITURES

1. Aggregate Changes by Payment Source
Each of the illustrative plans would affect national health care

expenditures and cause significant shifts in the sources of payment
for health care. Each plan would reduce the amounts that individ-
uals must spend for health care. These estimated effects of the
plans, had they been in effect in 1986, are summarized in table
3.13.

Each plan would have increased 1986 national health care ex-
penditures, the typical plan having the largest effect ($14.6 billion,
or 4.6 percent) of the employer mandates. The Medicaid expansion
would have increased national expenditures by $4.1 billion (1.3 per-
cent). These net increases are far less than the increased expendi-
tures to be borne by employer plans, in the case of the mandates,
or by governments in the case of a Medicaid expansion. This result
is because the people newly covered by employers or by a Medicaid
expansion would include individuals who would shift from another
type of coverage. For instance, under the typical plan employers
would have had to provide coverage to 61.2 million additional
people, of whom only 31.3 million do not now have insurance.
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TABLE 3.13.-Change in Health Care Expenditures by Payment Source Under
Illustrative Plans, 1986

(In billions of dollars)

Health Change in health care expenditures ' under:
care

Payment source expendi- Cata Medic-tures,' TY icaI Tailored Ca aid -
current plan plan atrop bined

law plan esan- plan

Total .316.2 14.6 12.8 4.4 4.1 14.7
Household out-of-pocket 86.7 -4.0 -2.6 -0.6 -5.6 -7.6
Employer group insurance . 92.1 32.5 28.2 9.1 0.0 28.2
Individual insurance .12.8 -5.0 -5.0 0.0 -1.1 -5.8
Other private sources .11.2 -1.2 -1.1 -0.5 -0.5 -1.6
Medicare.......................................... 69.4 -2.3 -2.1 -1.0 0.0 -2.1
Medicaid...................................... 25.2 -2.0 -1.6 -1.1 13.3 7.3
Other government payments 18.7 -3.3 -3.1 -1.6 -2.0 -3.8

'These figures exclude expenditures for long-term care.

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

Individuals would have realized savings from their health care
expenditures in 1986 under each plan, according to these estimates.
These reductions range up to $7.6 billion (8.8 percent of the 1986
level of household health care expenditures) for the combination
plan. (Increased expenditures for employer plans under the man-
dates are discussed in section IV of this chapter. Fiscal impacts on
public programs are discussed in section VI.)
2. Changes in Average Family's Health Care Costs

The average family had health care costs of $1,248 in 1986.4 1
(See tables 3.14 and 3.15.) Premium payments accounted for $408,
with out-of-pocket spending for health care services (including cost
sharing amounts and amounts for uncovered services) making up
the remaining $840. Average costs were higher ($1,298) for families
with heads who worked full-time all year, reflecting their greater
propensity to have health insurance and, therefore, to pay premi-
ums. The average cost for families with heads working less than
full-time all year long was $1,096.

41 The average family cost data discussed here are averages for all families regardless of in-
surance status. Thus, the figures understate the changes in costs that would be expected for
families most affected by mandated coverage.



83

TABLE 3.14.-Change in Average Family Cost for Health Care Under the Mandatory
Employer Illustrative Plans, by Family Characteristics 1 (1986)

Current law Typical plan Tailored plan Catastrophic plan

Family Avr Aver- Aver- Aver- Aver- Aver- Aver- Aver-
Characteristic age age Total age Total re age Total age age Total

Total ... .Pae- age Pre- $84mium mium injuPre- OXu

Total ....... $408 $840 $1,248 $344 $801 $1,145 $401 $815 $1,216 $465 $835 $1,300

By age of head:
Under 18 ............ 220 932 1,152
18-24 ............ 206 565 772
25-34 ............ 332 635 966
35-44 ............ 466 948 1,413
45-54 ............ 440 975 1,415
55-64 ............ 471 1,064 1,535
65 and over . 514 924 1,438

By race:
White ............ 420 867 1,287
Non-white .......... 321 650 971

By marital
status:
Married ............ 556 1,057 1,613
Single-male . 165 391 556
Single-female ..... 229 609 838

By region:
Northeast ........... 352 881 1,233
North Central 409 782 1,192
South ............ 474 910 1,384
West ............ 375 778 1,153

By income:
Under $10,000 ... 237 609 846
$10,000-

$14,999 ............ 390 875 1,265
$15,000-

$19,999 ............ 422 761 1,183
$20,000-

$29,999 ............ 453 938 1,391
$30,000-

$39,999 ............ 464 845 1,309
$40,000-

$49,999 ............ 440 801 1,241
$50,000 and

over ............ 525 1,085 1,611

221 928 1,150 230 927 1,158
166 549 715 238 544 782
266 573 839 323 613 936
371 929 1,300 437 933 1,369
357 944 1,301 449 955 1,404
349 995 1,344 423 1,025 1,448
513 892 1,405 521 888 1,409

224 933 1,157
248 572 819
396 619 1,016
535 942 1,477
522 982 1,505
524 1,067 1,591
545 909 1,454

351 827 1,178 409 844 1,253 477 863 1,340
293 612 904 342 605 948 376 630 1,006

472 1,010 1,482 540 1,021 1,560 641 1,060 1,701
82 386 468 151 447 598 169 384 553

174 571 745 220 573 793 233 587 821

282 857 1,139 351 873 1,224
339 756 1,095 391 769 1,159
395 843 1,238 458 881 1,339
342 746 1,088 386 731 1,117

265 568 833 280

375 791 1,166 404

358 717 1,075 396

370 887 1,265 433

353 815 1,169 434

345 793 1,138 423

600 880

776 1,180

721 1,117

895 1,329

807 1,241

391 876 1,267
463 788 1,250
541 890 1,432
439 779 1,217

275 578 853

461 845 1,306

482 759 1,241

517 936 1,453

519 867 1,386

803 1,226 493 806 1,299

385 1,063 1,448 487 1,102 1,589 592 1,094 1,687

lData pertain to all families, whether or not covered by a plan.
Out-of-pocket health care expenditures.

Source: Tabulations prepared for CRS using the Lewin/lCF Health Benefits Simulation Model.

The typical plan would reduce both elements of this average ex-
penditure substantially, to estimated amounts of $344 and $801, re-
spectively, for an average (1986) yearly saving of $103. (It should be
noted that this out-of-pocket amount of $801 assumes that newly
covered families would utilize more health care services than they
would while uninsured.) The average family's savings would be
larger for families with older heads, for whites, for married cou-
ples, for residents of the South, and for those in the middle- and
upper-income brackets. Families headed by full-time workers would
save more ($153) on average than would those headed by part-time
or part-year workers ($63) because of the higher share of premium
costs part-timers would have to pay.
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TABLE 3.15.-Change in Average Family Cost for Health Care Under the Medicaid
Expansion Illustrative Plans, by Family Characteristics l (1986)

Current law Medicaid expansion Combination of
Medicaid expansion and

tailored plan
Family Characteristic Aver- Aver- Aver- Aver-

Prm-age Toi age -Toa Aver- Aver-age. Total Premi- Oa¶,e. pal age tal
um umn Prei age Tota

um

Total ............ $408 $840 $1,248 $390 $786 $1,177 $376 $767 $1,143
By age of head:

Under 18 .................. 220 932 1,152 72 756 827 58 752 810
18-24 .................. 206 565 772 191 490 682 212 471 683
25-34 .................. 332 635 966 326 589 915 303 582 885
35-44 .................. 466 940 1,413 458 905 1,363 421 892 1,312
45-54 .................. 440 975 1,415 427 926 1,352 431 912 1,344
55-64 .................. 471 1,064 1,535 448 1,006 1,454 395 982 1,377
65 and over .................. 514 924 1,438 474 864 1,338 483 820 1,304

By race:
White .................. 420 867 1,287 404 820 1,224 387 801 1,188
Non-white .................. 321 650 971 291 543 833 296 520 816

By marital status:
Married .................. 556 1,057 1,613 542 1,013 1,555 521 984 1,506
Single-male .................. 165 391 556 150 359 508 131 403 534
Single-female .................. 229 609 838 201 536 736 187 508 695

By region:
Northeast .................. 352 881 1,233 340 841 1,181 335 839 1,173
North Central ................. 409 782 1,192 395 745 1,140 368 724 1,092
South .................. 474 910 1,384 444 818 1,262 421 803 1,224
West .................. 375 778 1,153 364 743 1,106 367 701 1,068

By income:
Under $10,000 ................ 237 609 846 172 413 585 190 426 616
$10,000-$14,999 .............. 390 875 1,265 374 827 1,201 380 730 1,110
$15,000-$19,999 .............. 422 761 1,183 419 736 1,155 390 704 1,094
$20,000-$29,999 .............. 453 938 1,391 448 927 1,375 428 884 1,312
$30,000-$39,999 .............. 464 845 1,309 462 843 1,305 431 802 1,233
$40,000-$49,999 .............. 440 801 1,241 439 800 1,239 422 802 1,224
$50,000 and over ............ 525 1,085 1,611 524 1,084 1,608 486 1,099 1,585

I Data pertain to all families, whether or not covered by a plan.
2 Out-of-pocket health care expenditures.

Source: Tabulations prepared for CRS using the Lewin/1CF Health Benefits Simulation Model.

The tailored plan would reduce the average family's 1986 ex-
penditures to an estimated sum of $1,216 ($401 for premiums and
$815 for out-of-pocket expenditures). Reductions below current law
would be smaller than for the typical plan because full-time em-
ployees would have to pay part of the premiums for their own cov-
erage under the tailored plan and because covered services would
be more limited under that plan. Groups with low coverage rates
under current policy would tend to have somewhat higher costs
under the tailored plan than currently, because the greater ex-
penditures for the premiums they would have to pay and the as-
sumed increases in use of health care services would outweigh
their reduced out-of-pocket costs for each service used. These
groups would include families with heads under age 25, those with
incomes below $10,000, and those headed by single males. Families
headed by full-time workers would pay $24 less in average annual
premiums, while other families with working heads would pay $33
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more. However, the latter group would have more substantial out-
of-pocket savings ($71 compared to $17), leaving little difference in
terms of change in average health care costs.

If no increase in the utilization of health care services were as-
sumed for the catastrophic plan, the average family's (1986) ex-
penditures would rise slightly compared to current law. Premiums
would rise by an average of $37 due to premiums required of part-
time employees and the addition of a catastrophic limit in some ex-
isting employer plans. Out-of-pocket expenditures would fall by an
average of $19, as few families would breach the catastrophic ex-
penditure limits to receive benefits in any one year. However, be-
cause of the redistributional nature of the income-tested cata-
strophic plan, the lowest income class (under $10,000) would have a
net saving in average total family expenditures of $19.

Assuming that utilization would increase in response to the cata-
strophic plan, the average family's expenditures would rise by $51
per year. Premiums would increase by $57 because employees who
work from 10 to 30 hours would be required to pay part of the pre-
mium and employee premiums for existing plans would not be re-
duced as in the other mandates. Out-of-pocket expenditures would
fall by an average of $6 per year, reflecting the fact that few fami-
lies would reach the catastrophic limits. The savings for these few
families would be significant. It is estimated that a total of 346,000
families with the highest out-of-pocket expenditures would see an
average reduction of $1,671 in those expenditures.

Since there would be no premium charges to Medicaid partici-
pants and very small copayments required, the cost to the average
family would be substantially less under the Medicaid expansion.
The average family's premium would fall by $18, and the average
out-of-pocket figure would decline by $54, for a total saving of $71 a
year. For certain subgroups, the average saving would be quite sub-
stantial: $325 for families headed by someone under age 18; $138
for non-whites; $102 for families headed by unmarried women; $122
for families residing in the South; and $261 for families with in-
comes below $10,000.

The average family would achieve savings in health care costs of
$105 a year under the combination plan. Savings would be even
larger for families headed by persons under age 18 ($342), non-
whites ($155), single females ($143), and those making less than
$10,000 ($230).

3. Distribution of Family Gains and Losses

The distribution of families by whether they would spend less or
more on health care services under the mandatory employer plans
is shown in table 3.16.42 The typical plan produces more families
that would spend less, the tailored plans would leave a somewhat
greater number of families spending more, and the catastrophic
plan would leave many more families with higher expenditures.

42 Some employees might receive lower wages over time if employers offset their added health
insurance costs by reducing other forms of compensation. (See discussion in section IV of this
chapter.) This possibility has not been factored into this analysis of family gains and-losses.



86

Under the typical plan, it is estimated that 28.6 percent of fami-
lies would spend at least $20 less than before, while 17.6 percent
would spend at least $20 more. This plan would produce the great-
est ratio of winners to losers among families with higher incomes,
heads who are single, and heads who are older. However, about 70
percent of families in the lowest income brackets would experience
little change (less than $20 either way) in their health care expend-
itures. Of families with heads under age 18, 85 percent would expe-
rience little change. These groups are less affected by the employer
mandate approach.

TABLE 3.16.-Distribution of Families by Size of Change in Health Care Cost Under
Mandatory Employer Illustrative Plans, 1986, by Family Characteristics

(Percent of families)

Typical plan Tailored plan Catastrophic plan

gamilycharaceristi Co~tCost Cost cost Cost CostFamily characteristic lower higher Little lower higher Little lower higher Little
1by2A >by change by byi change by2 by change

Total (percent) . 28.6 17.6 53.8 21.5 29.7 48.8 1.3 21.6 77.1
By income:

Under $10,000 ................ 13.2
$10,000-$14,999 .............. 29.1
$15,000-$19,999 .............. 29.4
$20,000-$29,999 .............. 32.9
$30,000-$39,999 .............. 34.6
$40,000-$49,999 .............. 28.7
$50,000 and over ............ 38.9

By percent of poverty:
Under 100 ................... 11.3
100-149 ........... ........ 19.8
150-199 ......... ......... 27.7
200-299 ......... ......... 29.1
300 and over .................. 35.6

By marital status:
Married .................. 30.0
Single-male ................... 33.0
Single-female .................. 26.9

By age of head:
Under 18 ................... 5.6
18-24 ........ ........... 28.8
25-34 ....... ........... 33.6
35-44 .................. 31.8
45-54 .................. 33.2
55-64 .................. 35.6
65 and over .................. 12.3

By health care
expenditures:
$0 ................... 20.7
$1-$249 ................... 26.9
$250-$499 .................. 28.2
$500-$999 ................... 30.6
$1,000-$1,499 .................. 27.6
$1,500-$1,999 .................. 33.0
$2,000-$4,999 .................. 30.2
$5,000-$9,999 .................. 29.5
$10,000 and over ............ 22.3

16.5
14.2
13.7
17.1
16.2
18.2
24.1

19.9
20.6
18.5
15.5
16.8

70.3
56.7
56.9
50.0
49.2
53.1
37.0

68.8
59.6
53.8
55.4
47.6

10.3
22.9
22.0
23.3
27.8
19.2
29.8

9.1
17.0
24.7
21.9
25.6

23.4
20.6
20.1
29.9
31.3
37.8
42.0

26.2
27.1
26.8
28.3
32.1

66.3
56.5
57.9
46.8
40.9
43.0
28.2

64.7
55.9
48.5
49.8
42.3

23.0 47.0 24.5 38.1 37.4
9.5 57.5 22.9 21.3 55.8
6.1 67.0 16.2 11.8 72.0

9.2
26.3
18.1
23.4
23.8
11.2
6.3

8.1
16.8
19.2
17.9
17.1
18.2
19.5
18.3
13.3

85.2
44.9
48.3
44.8
43.0
53.2
81.4

71.2
56.3
52.6
51.5
55.3
48.8
50.3
52.2
64.4

3.4
20.1
25.0
24.8
25.0
25.4
10.8

14.9
18.2
21.2
24.0
20.8
26.4
23.1
21.7
16.3

10.6
42.3
30.4
36.6
43.0
25.4

8.5

33.5
31.5
28.5
27.1
29.7
29.1
31.0
30.1
28.1

86.0
37.6
44.6
38.6
32.0
49.2
80.7

51.6
50.3
50.3
48.9
49.5
44.5
45.9
48.2
55.6

4.2
1.9
0.9
0.5
0.1
0.1
0.0

5.8
2.3
1.0
0.7
0.1

14.1
18.9
17.4
21.8
22.5
22.1
33.0

17.3
22.7
23.4
21.3
22.4

81.7
79.2
81.7
77.7
77.4
76.8
67.0

76.9
75.0
75.6
78.0
77.5

1.2 31.4 67.4
0.7 6.0 93.3
1.9 4.6 93.5

0.0
2.5
1.4
0.8
1.2
1.4
1.2

0.0
0.3
0.1
1.3
0.8
0.4
1.6
2.9
4.5

5.3
26.0
21.4
28.1
31.2
18.7
9.4

7.7
14.0
19.9
21.3
21.9
26.3
27.0
24.4
17.6

94.7
71.5
77.2
71.1
68.6
79.9
89.4

92.3
85.7
80.0
77.4
77.3
73.3
71.4
72.7
77.9

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.
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The tailored plan would require an estimated 21.5 percent of
families to pay more for medical care and 29.7 percent to pay less.
More families would be worse off than under the typical plan due
to the greater premium cost sharing required. One difference in
these results compared to the typical plan is that middle-income
families would do relatively better under the tailored plan than
would others. About two-thirds of the lowest-income families would
experience little change, as would 86 percent of families with heads
under age 18.

Because the catastrophic plan is more redistributive and benefits
few families, it would cause many more families (20.5 percent) to
spend more on health care than to spend less (1.6 percent). When
increased spending for higher utilization is taken into account,
these figures become even more one-sided (21.6 percent spending
more, 1.3 percent spending less). Although this plan would be
needs-based, more families in poverty would see their spending in-
crease rather than decrease. The reason is that families in existing
employer plans that would be required to add catastrophic cover-
age would have to pay premiums, as would those under the income-
tested plan who work less than 30 hours per week.

The same breakdown is shown for the Medicaid expansion in
table 3.17. Virtually no one would have higher health costs under
this approach, whereas 10 percent of families would experience siz-
able reductions in their health costs. The number of families saving
at least $20 a year would amount to nearly half the families in pov-
erty and 61 percent of those with heads under age 18. One in six
families headed by unmarried women would also realize substan-
tial cost savings.

TABLE 3.17.-Distribution of Families by Size of Change in Health Care Cost Under

the Medicaid Expansion Illustrative Plans, 1986, by Family Characteristics

Percent of families)

Medicaid expansion Medicaid expansion plus tailored
plan

Family characteristic Cost Cost Little Cost Cost Little

lower by higher hange lower by higher change
> $20 by > $20 changeb >$2

Total (percent) .............. 10.2 0.1 89.7 30.7 26.3 43.0

By income:
Under $10,000 ..................... 33.4 0.4 65.1 41.0 11.6 47.4
$10,000-$14,999 ..................... 8.5 0.0 91.5 29.7 18.1 52.2
$15,000-$19,999 ..................... 5.0 0.0 95.0 27.2 18.4 54.4
$20,000-$29,999 ..................... 3.7 0.0 96.3 26.6 29.1 44.3
$30,000-$39,999 ..................... 1.6 0.0 98.4 29.6 31.0 39.4
$40,000-$49,999 ..................... 0.6 0.0 99.4 19.7 37.5 42.8
$50,000 and over ................... 1.4 0.0 98.6 30.7 41.6 27.7

By percent of poverty:
Under 100 ..................... 47.0 0.4 52.6 51.5 9.3 39.2
100-149 ..................... 14.4 0.4 85.2 27.1 23.3 49.3
150-199 ..................... 5.1 0.0 94.9 30.0 24.7 45.3
200-299 ...................... 3.5 0.0 96.5 25.0 27.7 47.3
300 and over ...................... 1.6 0.0 98.4 27.3 31.8 40.9

By marital status:
Married ............. ........ 6.0 (I) 94.0 29.4 36.0 34.6
Single-male ..................... 12.4 0.4 87.2 35.3 14.9 49.8
Single-female ...................... 16.7 0.1 83.2 31.2 8.5 60.3



88

TABLE 3.17.-Distribution of Families by Size of Change in Health Care Cost Under
the Medicaid Expansion Illustrative Plans, 1986, by Family Characteristics-
Continued

(Percent of families)

Medicaid expansion Medicaid expansion plus tailored
plan

Family characteristic Cost Cost
lower by, higher Ltl ot Cs tl

> $20 by > $20 change lower by higher cag> $20 by > $20 change

By age of head:
Under 18 ..................... 61.4 0.0 38.6 64.7 10.6 24.7
18-24 ..................... 15.0 0.0 85.0 33.3 33.1 33.6
25-34 ...................... 8.3 0.1 91.6 33.3 25.A4 41.3
35-44 ..................... 7.2 0.0 92.8 31.4 34.7 33.9
45-54 ..................... 7.7 0.3 92.0 30.8 40.5 28.7
55-64 ..................... 11.1 0.2 88.7 34.3 23.3 42.4
65 and over ..................... 12.5 (1) 87.5 22.0 8.2 69.8

By health care expendi-
tures:
$0 ..................... 5.8 0.0 94.2 19.5 25.7 54.8
$1-$249 ...................... 13.0 0.2 86.8 29.9 24.0 46.1
$250-$499 ..................... 13.1 0.2 86.7 33.3 24.8 41.9
$500-$999 ..................... 11.7 0.0 88.3 33.8 24.0 42.2
$1,000-$1,499 ...................... 8.5 0.0 91.5 28.7 27.6 43.7
$1,500-$1,999 ..................... 9.7 0.0 90.3 34.8 27.0 38.2
$2,000-$4,999 ...................... 8.7 0.2 91.1 30.6 28.8 40.6
$5,000-$9,999 ..................... 8.4 0.1 91.5 29.8 27.0 43.2
Over $10,000 ..................... 9.7 0.1 90.2 26.1 26.9 47.0
Less than 0.05 percent.

Source: Tabulations prepared for CRS using the Lewin/1CF Health Benefits Simulation Model.

Under the combination plan, 31 percent of families are estimated
to have significant reductions in their health care costs, and 26 per-
cent to have significant increases. However, gainers exceed losers
by large margins among those with below-poverty incomes (52 per-
cent versus 9 percent), those headed by unmarried individuals, and
those with heads under age 18.

C. IMPACT ON UTILIZATION OF HEALTH CARE SERVICES

Estimates of increased utilization of health care services under
the mandatory employer illustrative plans are shown in table 3.18.
These estimates result from assuming that a newly insured individ-
ual will behave in the same way as an individual who is already
insured and is similar in regard to sex, age, income, and health
status.

A comparison of the "newly insured" columns for each plan with
the "not insured" column under current law shows the effect of
each plan on utilization. Utilization of services would be higher for
the newly insured with one exception-average length of hospital
stays. This figure is either lower or the same for the newly insured
as for the currently uninsured because the newly insured, most of
whom are employed, are generally healthier than are those who
would remain uninsured under the mandatory employer plans. The
remaining uninsured would have lower utilization rates than the
newly insured for services that tend to be elective, such as physi-
cian office visits. However, a relatively uncontrollable factor such
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as length of hospital stay would be longer for the remaining unin-
sured, many of whom would be in this category because they are
physically unable to work, a condition that would raise their utili-
zation rates. Utilization is estimated to increase most under the
typical plan, and to increase more under the tailored than the cata-
strophic plan, reflecting the relationship among the three plans in
terms of breadth of services covered.

TABLE 3.18.-Estimated Health Care Utilization Under the Mandatory Employer
Illustrative Plans, 1986

Current law Typical plan Tailored plan Catastrophic plan

Utilization meazure Not Al- Newly Nat Al- Newly No Al- Newly NotUtilization measure In- ready in ready in inot ready in- in-
nin--i- n i n

aured aured iun-en auredaure i sured aural -n- sured sured
orsured sred ured

Physician visits per
person .......- :.. 3.30 1.91 3.31 2.45 2.31 3.31 2.40 2.30 3.30 2.04 2.11

Percent with
physician visits 68.7 52.1 68.7 58.9 49.1 68.7 58.8 49.1 68.7 57.2 51.7

Hospital stays per
person .. -,,,..,.... 0.16 0.09 0.16 0.12 0.18 0.16 0.11 0.18 0.16 0.08 0.12

Average length of
hospital stay (days) .... 6.83 6.14 6.83 6.09 7.42 6.83 6.14 7.40 6.83 5.25 6.67

Hospital outpatient
visits per person ......... 0.66 0.50 0.67 0.62 0.96 0.67 0.60 0.96 0.67 0.41 0.66

Emergency room
visits per person . 0.27 0.23 0.27 0.37 0.23 0.27 0.37 0.23 0.27 0.30 0.26

Percent with drug
expenses ..... ,.,.,,,. 65.7 48.7 65.7 56.9 48.2 65.7 56.4 48.2 65.7 53.4 50.1

Source: Tabulations prepared for CRS using the Lewin/lCF Health Benefits Simulation Model.

Table 3.19 shows the increased utilization estimated for the Med-
icaid expansion. The figures for the newly insured lag far behind
the figures for the population already insured for physician visits
and drug prescriptions but are comparable for hospital utilization
and exceed the insured figures for outpatient and emergency room
visits. This outcome is because the Medicaid population is poorer
than the general population and includes many people with poorer
than average health status.

Combining the Medicaid expansion with the tailored plan leaves
an uninsured population that is apparently much less healthy than
the currently uninsured. When the utilization estimates for the
two groups are compared, the remaining uninsured under the com-
bination plan would make greater use of physician visits, hospital
stays, outpatient visits, emergency visits and drug prescriptions.
Those remaining uninsured would include persons who are dis-
abled but not eligible for either Medicare or a former employer's
plan.

Increased health care utilization by newly covered individuals
would have implications for the provision of health care. The po-
tential effects of the illustrative plans on health care providers are
discussed in the following section.
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TABLE 3.19.-Estimated Health Care Utilization Under the Medicaid Expansion
Illustrative Plans, 1986

Current law Medicaid expansion Medicaid expansion plus
tailored plan

Utilization measure In- Not reAld n- Not AlNsun- in- redy n- n Nwly NotAlsured in in- re- ady Nwl Ntsrdsured sun d ured in- in- In-sured sured S ~~~sured sured sm-red

Physician visits per
person ................. 3.30 1.91 3.30 2.18 2.03 3.31 2.47 2.54

Percent with
physician visits ........... 68.7 52.1 68.7 52.2 53.7 68.7 59.0 49.7

Hospital stays per
person ................. 0.16 0.09 0.16 0.15 0.08 0.16 0.11 0.20

Average length of
hospital stay (days) .... 6.83 6.14 6.83 6.76 6.17 6.83 6.13 7.48

Hospital outpatient
visits per person ......... 0.66 0.50 0.66 0.88 0.47 0.67 0.64 1.14

Emergency room
visits per person ......... 0.27 0.23 0.27 0.48 0.21 0.27 0.39 0.38

Percent with drug
expenses ................. 65.7 48.7 65.7 53.6 49.9 65.7 56.7 52.1

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

III. AGGREGATE EFFECTS ON HEALTH CARE UTILIZATION AND HEALTH
CARE PROVIDERS

A. INTRODUCTION

In general, health insurance coverage can affect an individual's
use of medical care services in two ways. First, health insurance
reduces the amount the individual must pay to purchase health
care services. If other things (e.g., the individual's income, prices of
other goods and services) remain the same, then most persons
facing reduced prices for health services might be expected to pur-
chase a larger quantity of services. The extent to which the use of
health care services would increase depends on: (1) the perceived
need for health care services by the newly insured population; (2)
the characteristics of the newly insured population; and (3) the spe-
cific benefits covered by the plan and the cost-sharing provisions
associated with each benefit.

In addition to altering the behavior of health care consumers,
health insurance can increase utilization by affecting the behavior
of medical care providers. When providers are guaranteed payment
through an insurance mechanism, they may feel less constrained in
the provision and ordering of medical services. The extent to which
the provision of medical services would be altered depends on: (1)
the willingness of providers to deliver services; (2) the available ca-
pacity of the health care system; (3) the specific payment mecha-
nism incorporated in the health insurance plan; and (4) other con-
straints imposed by the plan, such as peer review or precertifica-
tion.

Previous studies have shown that health insurance coverage af-
fects the extent to which medical care services are used. For exam-
ple, Davis and Reynolds cite increases in the number of medical
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contacts made by the poor and the elderly after the implementa-
tion of the Medicaid and Medicare programs.4 3

Other studies indicate that the extent of utilization of health
care services is sensitive to the specific cost-sharing provisions of a
health insurance plan. The Rand health insurance experiment of
the 1970s examined the relationship among health insurance cover-
age, use of health care services, and effects on health status. The
Rand experiment focused on the use of medical care services by
persons under plans with different cost-sharing requirements. In
general, the study found that the use of medical care services is
lower with higher enrollee cost sharing and lowest for persons with
no health insurance coverage. The series of studies resulting from
the Rand experiment, along with subsequent research by other an-
alysts, offer a basis for understanding how uninsured persons may
change their utilization of medical services if given health insur-
ance.4 4

This section reviews the likely aggregate changes in the use of
health care services and the resulting effects that increasing insur-
ance coverage of the population would have on the price and
supply of health care services. Estimates of changes in the use of
hospital and physician care under each of the illustrative plans are
provided along with a discussion of the potential effects these
changes might have on health care providers.

B. CHANGES IN UTILIZATION

The Lewin/ICF Health Benefits Simulation Model assumed that
newly insured persons would increase their use of hospital and
physician services to the levels of comparable persons already in-
sured. Responses were simulated for the changes in utilization of
newly insured persons who, according to the simulations, were part
of the 37 million uninsured in 1986 and would be covered by the
illustrative plans.

The estimates consider the services included in the specified il-
lustrative plan and the population that would be covered by it. For
example, the tailored and the typical plans would cover the same
uninsured individuals (31 million persons), but the tailored plan

43 Davis, Karen, and Roger Reynolds. The Impact of Medicare and Medicaid on Access to Med-
ical Care. Chapter 10 in: The Role of Health Insurance in the Health Services Sector. Ed., Rich-
ard N. Rosett. National Bureau of Economic Research, New York, 1976.

44 The Rand Health Insurance Experiment (HIE) ran from Nov. 1974 through Jan. 1982. Ap-
proximately 8,000 people between the ages of 14 and 61, belonging to 2,700 families from 6 geo-
graphic sites, were assigned to 14 different fee-for-service insurance plans or to an HMO. Con-
trol groups were also established. The sites were chosen to represent the four census regions,
and to reflect a range of city sizes, consumer waiting times for medical care services, and physi-
cian-to-population ratios. Families were enrolled in plans for 3- to 5-year periods to determine if
the response to the plan changed over time.

Plans covered virtually all medical services. No premium was charged for any plan. Cost-shar-
ing levels among the fee-for-service plans varied by required enrollee coinsurance and by out-of-
pocket limits. Enrollee coinsurance rates were 0 (the "free" plan, with no out-of-pocket ex-
penses), 25 percent, 50 percent, and 95 percent. Upper limits on annual out-of-pocket expenses
were 5 percent, 10 percent, or 15 percent of annual family income up to a maximum of $1,000.
In addition, an "individual deductible" plan required a 95-percent coinsurance payment for out-
patient services (with individual and family annual out-of-pocket limits) and free inpatient care.
The HMO plan provided a range of benefits identical to the "free" fee-for-service plan. For fur-
ther discussion of the design of the HIE, including sample, variables, covariates, statistical
methods, and empirical results, see Manning, Willard G., Joseph P. Newhouse, Naihua Duan, et
al. Health Insurance and the Demand for Medical Care: Evidence from a Randomized Experi-
ment. American Economic Review, June 1987: 251-277.
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would not cover any inpatient mental health care services. Thus,
the utilization responses for the two plans would differ slightly.
The Medicaid expansion, however, would cover a smaller popula-
tion (8.5 million persons) than the employer-based approaches;
therefore, lower aggregate changes in utilization would be associat-
ed with the Medicaid option.

This section shows estimates of changes in utilization of health
care services rather than changes in demand for health care serv-
ices. Demand is a theoretical concept, based on incidence of dis-
eases and conditions, and not easily measured. Utilization is the
end result of a patient's seeking out health care services, the pro-
vider's recommendation of appropriate services, and the provider's
willingness to provide services.
1. Model Assumptions

Simplifying assumptions about the nature of the change in the
use of medical services by the newly insured population were nec-
essary to produce model estimates. While necessary for this analy-
sis, these assumptions mask complex utilization responses to
changes in health insurance coverage. Assumptions are: (1) newly
insured persons would use health care services at the same rates as
currently insured persons with the same demographic characteris-
tics; (2) health care providers would deliver services to the newly
insured at the same rate that they deliver services to the currently
insured population; and 3) there would be no unusual initial effects
of extending coverage to the uninsured. The limitations of these as-
sumptions are discussed below.

Assumption (1). The use of services by the newly insured would
adjust to match the use of services by insured persons with similar
demographic characteristics. Researchers have documented differ-
ences in the rates of health care utilization by the insured and un-
insured, even after accounting for variations in age and income.
For example, the uninsured have about half as many physician
visits as the insured and about two-thirds as many days in the hos-
pital.4 5 The analysis in this chapter assumes that the newly in-
sured would, over time, change their utilization of health care serv-
ices to match the utilization of services of insured- persons of the
same sex, age, health status, and income. This assumption may not
capture short-run differences between the insured and uninsured.
For example, uninsured persons would be more likely than insured
persons to see a physician in a hospital outpatient center or emer-
gency room but less likely than the insured to see a physician in
an office setting. (See table 3.20.) In the short run, newly insured
persons might continue to use emergency and outpatient services
because they do not have a regular source of care.46

45 For a discussion of the differences in use of health care services by the insured and unin-sured in 1986, see report number 1 in this series, Health Insurance and the Uninsured: Back-ground Data and Analysis. Chapter 6: in U.S. Congress. House. Committee on Education andLabor and Committee on Energy and Commerce. Committee Print. Washington, U.S. Govt.Print. Off., May 1988.
40 According to the National Medical Care Expenditures Survey, 22 percent of the uninsuredcompared to 13 percent of the insured reported no regular source of care in 1977. Short, PamelaFarley, Gail Lee Cafferata and Marc Berk. Outpatient Use of Hospitals by the Poor and Unin-sured. National Center for Health Services Research. Paper presented at the Annual Meetings

/ Continued
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TABLE 3 .20.-Average Number of Reported Physician Outpatient and Emergency
Room Visits and Percentage of Total Visits, 1986

Insured Uninsured
Place of visit

Number Percent Number Percent

Physician ..................................... 3.30 78 1.91 72
Outpatient.................................................................... .66 16 .50 19
Emergency room ..................................... .27 6 .23 9

Total..................................................................... 4.23 100 2.64 100

Source: Tabulations prepared for CRS by Lewin/ICF from the 1986 Health Interview Survey.

Moreover, differences in the availability of health care providers
may continue differences in utilization between the newly insured
and the previously insured for a while. For example, areas with a
high percentage of uninsured persons may have only one hospital
or a limited number of physicians. Even if health insurance were
provided to persons in such areas, their use of health care services
might not rise to match the use by insured persons of the same sex,
age, income, and health status because they do not have the same
proximity to health care services.

Over time, the differences would be expected to disappear. But in
the meantime, differences in utilization between the insured and
the uninsured might persist, and the estimates presented may over-
state the utilization of health care services by newly insured per-
sons during this interim period.

Assumption (2). Health care providers would deliver services to
the newly insured at the same rate as they do for the currently in-
sured. The estimated changes in utilization assume that, over time,
health care providers could fully absorb the increase in demand
generated by the newly insured at least at the same rate as for the
currently insured. This approach assumes away short-run problems
of spot shortages of personnel or facilities that might occur in spe-
cific areas of the country. During the time that providers could not
meet the demand for services completely, the health care estimates
reported in this section overstate the utilization response.

Assumption (3). An initial transition period has ended, and utili-
zation of health care services by the newly insured has stabilized.
Research findings suggest an initial surge in the use of medical
care services after the extension of health insurance to a previous-
ly uninsured population. For example, an analysis of hospital ad-
mission rates and lengths of stay showed that, shortly after the im-
plementation of Medicare in 1966, the use of hospital care by the
newly insured elderly population increased rapidly, tapering off by
1969.47 Likewise, researchers have documented an "initial surge"
of utilization of health care by persons receiving coverage under a

of the American Public Health Association, Nov. 1985. Updated, Dec. 18, 1986. A more recent
survey conducted in 1986 by the Robert Wood Johnson Foundation found that 31 percent of theuninsured compared to 16 percent of the insured reported no regular source of health care. TheRobert Wood Johnson Foundation. Special Report. Access to Health Care in the United States:
Results of a 1986 Survey.

47 Pettengill, Julian. Trends in Hospital Use by the Aged. Social Security Bulletin (July 1972).
p. 3-14.
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prepaid plan arrangement.4 8 This short-term effect has been attrib-
uted at least in part to the uninsured's propensity to postpone med-
ical care diagnosis and treatment.4 9 Thus, pent-up demand could
cause a surge of utilization if health insurance were extended to
the uninsured. But the size of any surge is uncertain because newly
insured persons might adjust to the new access to medical care
slowly. The analysis in this section assumes that such a transition
period would have ended and that the newly insured would use
services in the same patterns as previously insured persons of the
same sex, age, health status, and income.

2. Factors Not Modeled
The Lewin/ICF Health Benefits Simulation Model does not take

account of two additional factors that might affect the utilization
response of the newly insured population. First, the amount and
type of health care services used by the newly insured were not ad-
justed to reflect the specific cost-sharing provisions in the illustra-
tive health insurance plans. Similarly, estimates were not adjusted
to reflect specific payment mechanisms or cost-containment provi-
sions of a particular insurance plan. Implicitly, the model assumes
that the cost-sharing provisions, payment mechanisms and specific
cost-containment provisions of alternative illustrative plans would
have the same effect, on average, on the newly insured as similar
mechanisms in health insurance plans covering those who are cur-
rently insured. The potential influences of these features on the
utilization estimates provided in this section are discussed below.

a. Cost-sharingprovisions.
Research findings suggest that enrollees' use of health care serv-

ices increases with more generous insurance coverage. For exam-
ple, results from the Rand experiment show that enrollees with no
cost-sharing requirements had total health care expenses that were
18 percent greater than those of enrollees who had to pay 25 per-
cent of health care expenses out-of-pocket. 50 In general, coinsur-
ance provisions appear to influence the likelihood of a person's
seeking services rather than the intensity of treatment once serv-
ices have begun.

Cost-sharing provisions also might affect the type of services pro-
vided. For example, the Rand experiment suggests that, given two
plans that are identical except for the coinsurance requirement for
outpatient and emergency room care, enrollees will use more out-
patient and emergency room care under the plan with lower coin-

4" Baloff and Griffith studied patient records from a health maintenance organization in Mis-
souri and found that, for 3 to 3½2 years, the "newly insured" had higher than average rates of
physician visits, and, for 1 to 11/2 years, higher than average rates of laboratory tests. After
these initial periods, a newly insured person s utilization rates resembled those of other enroll-
ees. See Baloff, Nicholas and Mary Jane Griffith. Policy Implications of Startup Utilization by
Enrollees in Prepaid Group Plans. Health Services Research, v. 19(1), Apr. 1 1984. p. 23-40.

4 Wilensky, Walden and Kasper have documented the uninsured's tendency to postpone care.
These researchers found that persons with insurance only part of the year have an average of
3.2 physician visits when not insured but an average of 5.0 physician visits when insured. See
Wilensky, Gail, Daniel Walden and Judith Kasper. The Uninsured and Their Use of Health
Services. Paper presented at the annual meeting of the American Statistical Association, Aug.
1981.

50 Manning, Willard G., Joseph P. Newhouse, Naihua Duan, et al. Health Insurance and the
Demand for Medical Care: Evidence From A Randomized Experiment. American Economic
Review, June 1987. p. 251.
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surance requirements. Some of the difference may be attributed to
the substitution of outpatient care for inpatient hospital care. Ex-
penditures for emergency services under a plan with no cost shar-
ing were about 16 percent greater than under a plan requiring 25-
percent enrollee coinsurance. 51

Other research findings indicate that outpatient care may be
substituted for inpatient care, depending on the availability and
price of inpatient care.52 Similarly, a health insurance plan with
no cost-sharing requirements for physician visits may induce the
newly insured to substitute physician visits for outpatient or inpa-
tient care.

However, these substitutions can be made only if necessary tech-
nology is available. For example, if a plan pays 100 percent of out-
patient care but only 80 percent of inpatient care, a patient may
use outpatient services for cataract surgery, thereby saving on out-
of-pocket costs as well as total health care expenditures. However,
the same patient may not have the option of using outpatient serv-
ices, for example, for a hip fracture or a delivery. The magnitude of
these shifts is difficult to estimate and depends principally on med-
ical care technology and on the price and availability of other
sources of care in a particular area.

The Lewin/ICF Health Benefits Simulation Model assumes cost-
sharing provisions currently in plans provided by medium- and
large-size firms. In general, lower than estimated utilization could
be expected for services with higher than average cost-sharing re-
quirements; similarly, utilization could be higher than estimated
for services requiring below-average cost sharing by enrollees.

b. Payment mechanisms and cost-containment provisions.
Research findings also suggest that some portion of the increase

in physician services resulting from improved insurance coverage
might be physician-induced.53 That is, if a traditional fee-for-serv-
ice insurance plan were extended to the uninsured population,
some increase in utilization might result from physicians being ag-
gressive in recommending additional medical care.

The incentives for physicians to recommend additional services
could be limited, however, by specific provisions incorporated in a
health insurance plan. For example, if physicians were paid a capi-
tation rate (a predetermined per-person fee regardless of services

Some of the difference may be attributed to the substitution of outpatient care for inpatient
hospital care. O'Grady, Kevin, Willard Manning, Joseph Newhouse and Robert Brook. The
Impact of Cost Sharing on Emergency Department Use. New England Journal of Medicine, Aug.22, 198~5. p. 484-490.

52 Davis, Karen and Louise Russell. Davis and Russell report that the demand for hospital
outpatient care is responsive to outpatient price and also to inpatient occupancy rates and the
price of inpatient care. The Substitution of Hospital Care for Inpatient Care. The Review of Eco-
nomics and Statistics, v. LIV, no. 2, May 1972. p. 109-120. Gold, Marsha. Gold shows that for
every 1-percent reduction in price for outpatient services, there is approximately a 1-percent in-
crease in outpatient demand, and that the demand for outpatient care increases as the cost of
inpatient care rises. The Demand for Hospital Inpatient Services. Health Services Research, v.19(3, Aug. 1984: 412-583.

53 See Wilensky, Gail and Louis Rossiter. The Relative Importance of Physician-Induced
Demand in the Demand for Medical Care. Milbank Memorial Fund Quarterly, v. 61(2), 1983. p.
252-277. Wilensky and Rossiter examined the extent to which physician visits are physician- or
patient-initiated and found in 1977 that 43 percent of visits were physician-initiated and the re-
maining 57 percent were patient-initiated. The researchers examined changes in physician visits
with decreased enrollee copayments and found that most of the additional visits were physician-
initiated.
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provided), they might be more likely to discourage unnecessary or
excessive use of medical care.

Similarly, hospital charges and average lengths of stay could be
affected by the mechanism through which hospital stays are fi-
nanced. Payment systems such as Medicare's prospective payment
system, under which hospitals are paid predetermined rates for
each case, provide incentives to minimize unnecessary inpatient
days.

Cost-containment provisions, such as second surgical opinions,
case management, and precertification, also may limit the condi-
tions under which providers can admit patients to a hospital and
affect the lengths of patient stay. Thus, cost-containment measures
may limit the extent of provider-induced utilization.

Provider-induced utilization is indirectly accounted for in the
Lewin/ICF Health Benefits Simulation Model, which assumes that
new plans would incorporate payment methods and cost-contain-
ment provisions in the same patterns as existing plans. That is, the
number of newly insured persons covered by HMOs and indemnity
plans is assumed to be proportional to existing patterns, and those
plans are assumed to incorporate cost-containment methods at the
same rate as existing plans. The analysis presented here does not
take into account the possibility that a plan extended to the unin-
sured would include cost-containment measures and payment
mechanisms that are more stringent than similar features of cur-
rent plans. If a new plan were more stringent, the estimates pro-
vided would overstate the increase in utilization.

C. CHANGES IN HOSPITAL CARE

The Lewin/ICF Health Benefits Simulation Model was used to
estimate the changes in health care utilization that would occur if
health insurance were extended to specified groups of the unin-
sured. This section discusses estimates of increases in hospital inpa-
tient days and hospital outpatient and emergency room visits.

First, the effects of mandated health insurance on the utilization
of hospital care and average national occupancy rates are present-
ed. A following section discusses the potential effects of changes in
hospital care utilization on uncompensated care and on the price
of, and access to, hospital care services.

1. Inpatient Hospital Days

a. Aggregate estimates.
In 1986, the U.S. population used 238 million inpatient hospital

days.54 As shown in table 3.21, under the typical plan, inpatient
days would increase to 249 million, and under the tailored plan, to
247 million.5 5 The catastrophic plan would result in 241 million in-
patient days.

54 Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.
66 The 2-million day difference in estimates can be attributed to coverage for inpatient mental

health care under the typical plan. This benefit is not covered under the tailored plan but is
covered for 50 percent of expenses up to 30 days under the typical plan.
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TABLE 
3 .2 1.-Inpatient Hospital Days by Plan, 1986

Number Total number of Increase in inpatient
of inpatient days (in days

Plan type persons millions)
covered

(in 1986 With (in (Pretcovered Watn~~h millions) (Percent)
millions) baseline plan milos

Typical........................................................ 31 238 249 11 4Tailored...................................................... 31 238 247 9 4Catastrophic............................................... 31 238 241 3 1Medicaid..................................................... 8 238 241 3 1Combination.............................................. 33 238 248 10 4
Source: Tabulations prepared for CRS using Lewin/ICF Health Benefits Simulation Model.

Under the Medicaid expansion plan, estimated hospital days
would increase to 241 million inpatient days in 1986. Hospital stays
under Medicaid expansion would be slightly higher per person
than under the employer-based plans because of the higher hospi-
talization rate of the population that would be covered under such
a plan. However, the Medicaid expansion would affect only 8 mil-
lion persons, compared to 31 million in an employer-based plan,
and the total number of additional inpatient hospital days would
be lower under this Medicaid expansion than under the typical or
tailored plan.

If health insurance were extended to 33 million currently uncov-
ered persons through a combination of the tailored plan and Medic-
aid expansion, inpatient days would increase to 248 million.

b. Analysis of available capacity.
Ideally, the effects of estimated increases in hospital utilization

would be assessed at the local level based in part on measures of
hospital capacity available in each community. Available capacity
refers to hospital beds and services not currently in use and not an-
ticipated to be used within the near future.

In theory, available capacity can be measured by determining an
occupancy standard" for each hospital and subtracting from thatrate the actual average operating occupancy rate. Occupancy

standards are targeted occupancy levels and can be based on anumber of factors such as hospital size, average community utiliza-
tion, and variation in use of hospital services. However, although a
number of standards have been suggested, there is little agreement
as to what constitutes an appropriate occupancy standard.56 Fur-
ther, while aggregate numbers can be estimated, it is difficult to
estimate the number of persons in a given community who would
become insured if employers were required to provide health insur-
ance, the Medicaid program were expanded, or some combination
of plans were extended to the uninsured.

Community hospitals in the United States are currently operat-
ing at an average occupancy rate of 64 percent.57 In general, hospi-

II A discussion of the basis for determining appropriate occupancy levels can be found in Mac-Stravic, Robin. Occupancy Standards: What Are Appropriate Occupancy Levels? Hospitals, Sept.16, 1982. p. 93-98.
57 An occupancy rate is the ratio of a hospital's average daily number of patients, excludingnewborns, to the average number of beds. In the American Hospital Association's 1986 Annual

Continued
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tal administrators could not maintain 100-percent occupancy be-
cause they might have to turn away patients in an emergency situ-
ation; on the other hand, unfilled beds can represent a cost to hos-
pitals because they have fixed costs, such as maintenance, heat,
light, and power.58

In 1978 an occupancy standard was adopted by the Federal Gov-
ernment as part of the National Guidelines for Health Planning.
The guidelines recommended an 80-percent average annual occu-
pancy rate for medically necessary hospital care for all non-Federal
short-stay hospital beds. Lower occupancy rates were recommended
for hospitals in rural areas because rural hospitals have a lower
absolute number of unfilled beds to accommodate fluctuations in
demand. 59

Data. tabulated for CRS using the Lewin/ICF Health Benefits
Simulation Model and 1986 hospital occupancy rates reported by
the American Hospital Association suggest that increases in inpa-
tient hospital-days resulting from expansion of insurance coverage
would have a minimal impact on average national occupancy rates.
As shown in table 3.22, average occupancy rates could be expected
to increase from 2 to 5.percent, depending on the specific plan and
the population covered.

The typical and tailored plans would increase estimated national
average occupancy- rates to about 67 percent, while the catastrophic
and Medicaid plans would increase rates to 65 percent. Under a
combination tailored and Medicaid expansion plan,. average occu-
pancy rates could be expected to rise to approximately. 67 percent.
Although it appears that the existing hospital system has an aver-
age occupancy rate low enough to, absorb the aggregate increase- in
use of hospital services, spot shortages- could occur in localities in
which hospitals are currently operating at or near full capacity.

TABLE 3.22.-Expected Occupancy Rates by Plan Type, 1986

1986 Expected Increase
Plan type baselie occupancy in

(psernent rate occupancy
(ecn) (percent) (percent)

Typical.................................................................................... 64 67 5
Tailored.:6................................................................................. 64 675
Catastrophic........................................................................... 6 5 2
Medicaid................................................................................. 64 65 2
Combination.......................................................................... 6 7 5

Source: 1986 baseline occupancy rates from 1986 American Hospital Association Annual Survey data.published in Hospital Statistics, 1987 Edition. Expected occupancy rates estimated based on tabulations
prepared for CRS using the Lewin/ICF Health Benefite Simulation Model.

Survey of registered hospitals, over 6,300 hospitals were surveyed with a response rate of 91
percent. Data in this section pertain to non-Federal short-term community hospitals included in
this survey. Community hospitals include all non-Federal general and special hospitals with
short-term services (average stay of less than 30 days) available to the public.

5s Pauly, Mark, and Peter Wilson. Hospital Output Forecasts and the Cost'of Empty Hospital
Beds. Health Services Research, v. 21, no. 3. Aug. 1986. p. 403-428. Pauly and Wilson estimated
the cost of empty hospital beds in the State of Michigan. They-concluded that the cost of empty
beds in small and medium hospitals is low and not sufficient to allow for substantial cost sav-
ings from partial debedding programs.

59 Code of Federal Regulations. Public Health, 42. Parts 61 to 399. Subchapter K-Health
Planning and Resources Development, Section 121.202. p. 160-161.



99

c. Local effects.
Whether the hospital system could absorb additional inpatient

days is a local issue. Although available capacity statistics are
maintained by the American Hospital Association for registered
hospitals, reliable estimates of the number of uninsured in local
areas are not available. Therefore, a local level analysis of the abil-
ity of hospitals to absorb increased demand for hospital care is not
possible.

The ability of different localities to absorb increased utilization
would vary greatly. This ability would depend on three factors: the
number of newly insured in a community; the available capacity
(e.g., the applicable occupancy standard minus the current average
occupancy rate) in the hospital system; and the availability of pro-
fessional staff to serve the population.

Hospitals operating near capacity, such as inner city hospitals, or
hospitals with very few beds or very low occupancy standards, such
as rural hospitals in sparsely populated areas, may have few avail-
able beds. Such hospitals may have difficulty serving newly insured
individuals living nearby.

Finally, while the number of empty hospital beds is an important
indicator of a hospital's available capacity, shortages in health pro-
fessionals such as nurses, laboratory technicians or therapists
might also constrain the hospital's ability to meet increased utiliza-
tion of services by newly insured persons, particularly in some
rural areas.60 Hospitals would have to adjust to such shortages by
increasing wages and/or shifting responsibilities to other health
professionals.

2. Emergency Room and Hospital Outpatient Visits
Expected increases in outpatient and emergency room visits

would be less than in hospital inpatient days because, compared to
the insured, the uninsured tend to use outpatient and emergency
room services relatively more than hospital inpatient services. If,
as the simulations assume, the newly insured visit outpatient and
emergency room facilities at the same rate as the insured popula-
tion, total visits would increase, but by less than inpatient care.

a. Aggregate estimates.
There were 153 million outpatient and 64 million emergency

room visits in 1986, according to estimates from the Lewin/ICF
Health Benefits Simulation Model. Under each of the illustrative
plans, minor increases in the number of emergency room and hos-
pital outpatient visits could be expected. (See table 3.23.) The typi-
cal and tailored plans would result in a 5-percent increase in outpa-
tient and a 6-percent increase in emergency room visits. The cata-
strophic plan would result in a 2-percent increase in both types of
visits, and the Medicaid expansion would result in a 3-percent in-
crease in both emergency room and outpatient visits. A combina-

60 A 1986 survey sponsored by the American Hospital Association found that about 83 percent
of hospitals in the United States had vacancies for registered nurses. In general, hospitals in
rural areas had more vacancies than those in urban areas. Overall, the nurse vacancy rate in
hospitals increased from 6.5 percent in 1985 to 13.6 percent in 1986. American Organization ofNurse Executives. Report of the 1986 Hospital Nursing Supply Survey. Dec. 1986.
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tion tailored plan and Medicaid expansion would result in the
greatest increase in both types of care, with a 7-percent increase in
outpatient visits and a 9-percent increase in emergency room visits.

TABLE 3.23.-Emergency Room and Hospital Outpatient Visits by Plan Type, 1986

Emergency room Hospital Outpatient

1986 Total 1986 Total
Baseline number Percent Baseline number Percent

(in of visits increase (n Of visita increase
mil~linon.) (in in visits (ins) (in in visits

milos millions) millions millions)

Typical ..................... 64 68 6 153 161 5
Tailored ..................... 64 68 6 153 161 5
Catastrophic ..................... 64 65 2 153 156 2
Medicaid ..................... 64 66 3 153 157 3
Combination ..................... 64 70 9 153 163 7

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

Emergency and outpatient use would increase relatively more for
the Medicaid expansion than for a mandated employer plan. The
8.4 million people added under the Medicaid option would increase
use of both types of service by 3 percent, while the 31.3 million
people added under an employer mandate would increase use by 5
to 6 percent. Individuals covered by Medicaid are among the heavi-
est users of outpatient and emergency room services. 6 '

b. Effect of simulation assumptions on estimates.
The methodology used to estimate these effects on utilization

changes is unable to take into account the distinct cost-sharing pro-
visions of the illustrative plans and, therefore, ignores differential
effects on utilization of coinsurance requirements for outpatient
and emergency room care. Based on research on the effects of coin-
surance provisions on utilization, it seems likely that outpatient
and emergency room visits would be higher under the tailored plan
than under the typical plan because such services are covered at
100 percent under the tailored plan but at only 80 percent under
the typical plan.

Estimates for the Medicaid expansion may be somewhat under-
stated because persons newly covered were assumed to have the
same utilization as insured persons with the same income, sex, age,
and health status. However, persons currently eligible for Medicaid
are more likely to use outpatient and emergency room care than
other insured poor persons. If Medicaid policies contribute to this
pattern of utilization (for example, because of low reimbursement
rates for office-based physician services), it can be assumed that
persons given insurance under a Medicaid expansion would use
services like Medicaid enrollees.

On the other hand, if the characteristics of Medicaid enrollees
are driving their distinct patterns of utilization, it could be expect-

61 Short, Pamela Farley, Gail Lee Cafferata and Marc L. Berk. Outpatient Use of Hospitals by
the Poor and Uninsured. National Center for Health Services Research. Presented at the
Annual Meetings of the American Public Health Association, Nov. 1985. Updated Dec. 16, 1986,
table 1. p. 18. In 1977, over 12 percent of persons covered by Medicaid saw a physician in an
outpatient department or emergency room, compared to 10 percent of persons without insurance
and 5 percent of those insured by another source.
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ed that persons given Medicaid coverage under an expansion will
use services as do similar persons with other types of health insur-
ance. In this case, estimates of the number of outpatient and emer-
gency room visits might be somewhat overstated.

c. Existing utilization and expected increases.
The estimates of total outpatient and emergency room visits sug-

gest increases of about 2 to 6 percent in outpatient visits and 2 to 9
percent in emergency room visits. These estimates would vary by
geographic region, location and type of hospital. The time it would
take providers to absorb the increased demand in a specified area
would depend on the number of newly insured and the availability
of emergency care, outpatient facilities, and staff in the area.
3. Effects on Hospitals

Although the increases in inpatient, outpatient and emergency
room care Would not be large compared to the existing base of
health care services provided, the larger number of covered hospi-
tal services generally could affect hospitals in three basic ways: un-
compensated care costs could be reduced, cost shifting could be re-
duced, and sites of care could be shifted for some newly insured
persons.

a. Reduced uncompensated care.
Many persons who would be newly insured already receive sub-

stantial amounts of hospital care for which the hospital is not paid.
Extending health insurance to these persons may decrease uncom-
pensated care by hospitals that currently subsidize care for the un-
insured.62 As discussed below, however, the uncompensated care
burden could be decreased as much as 60 percent by extending
health insurance under any of the illustrative plans.

(1) Existing amount. According to the American Hospital Asso-
ciation, in 1986 hospitals incurred $6.96 billion in unsponsored care
costs-that is, charity care plus bad debts minus any State and
local government subsidies received by hospitals. Though unin-
sured care and unsponsored care are not identical, about 70 per-
cent of unsponsored care can be attributed to uninsured patients.6 3

(2) Estimated changes. The decrease in the uncompensated hospi-
tal care burden would likely be limited for two reasons. First, none
of the illustrative plans would cover the entire population; all
would leave uninsured a population that uses hospital services at
extremely high rates, such as uninsured disabled persons. Second,
to the extent that the newly insured population would be covered
by a plan with substantial cost-sharing provisions, these out-of-

62 Uncompensated care is not defined uniformly among hospitals. In this section, uncompen-
sated care refers to both "bad debts," for which payment is expected but not received, and
"charity care," for which no payment is expected.

6 According to a study conducted at the University of Florida on hospital care for the poor,patients classified as "self-pay" or "no-charge" accounted for approximately 70 percent of Flori-
da hospitals' unpaid charges in 1985. Center for Health Policy Research. State University of
Florida Study of Indigent Care. Analytic Report, v. 2, 1986. p. 271. Similarly, Bazzoli estimated,
based on a national survey of hospitals, that 68 percent of hospitals' bad debts in 1982 were due
to uninsured patients. Bazzoli, Gloria. Health Care for the Indigent. Overview of Critical Issues.Health Services Research, v. 21, no. 3, Aug. 1986. p. 379.
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pocket costs for increased amounts of hospital services might go
unpaid and contribute to the uncompensated care burden.

Under any of the employer-provided illustrative plans, persons
not attached to the workforce remain uninsured. This group of ap-
proximately 6 million persons uses hospital care at above-average
rates. For example, the remaining uninsured population is hospi-
talized at a rate of 183 hospital stays per 100,000 persons, compared
to 153 per 100,000 for the total population. In addition, 11 percent
of the population which would remain uninsured use hospital serv-
ices for thirty or more days, compared to only 5 percent of the total
population. The remaining uninsured would also be heavy users of
outpatient facilities; this group has on average 956 outpatient visits
per 100,000 persons, compared to 667 per 100,000 for the total popu-
lation.

In addition, uncompensated care costs might be incurred from
unpaid out-of-pocket expenses for insured patients. For example,
the tailored plan would have a $50 deductible applied to all serv-
ices, including hospital services, and a 14-day inpatient limit; like-
wise, the catastrophic plan would not begin to cover services until
out-of-pocket expenses had reached a designated percentage of
income. Insured persons who did not pay cost-sharing amounts for
which they were liable would contribute to the uncompensated
care burden.

Assuming all insured persons have all hospital days paid for, in
1986 there were 21 million uninsured hospital days. Under the typi-
cal plan, this number would be reduced to 8 million days-a 62-per-
cent reduction in uninsured hospital days. Assuming these unin-
sured days accounted for roughly 70 percent of uncompensated care
in 1986, a 62-percent reduction in uninsured days could result in a
reduction of $3 billion in uncompensated care costs to hospitals.

The tailored plan could be expected to provide smaller decreases
in unsponsored care than the typical plan because of the 14-day
hospital limit. Approximately 9 percent of hospital stays for newly
insured persons would be expected to exceed the 14-day limit. Since
the newly insured population is generally low-income (two-thirds
are in families with incomes less than twice the poverty level), it is
reasonable to assume that care furnished after the hospital limit
would be either charity or bad debt care.

The catastrophic plan would be expected to decrease uncompen-
sated hospital care by a lower amount than the typical plan be-
cause of the extensive cost-sharing provisions in the catastrophic
plan. Although the Medicaid expansion would cover persons using
above-average amounts of uncompensated hospital care, the expan-
sion would cover only 8 million persons. Thus, this approach would
also have a smaller impact on hospitals' uncompensated care
burden.

If these amounts are considered increases in hospital revenues,
decreases in uncompensated care costs could be considered substan-
tial by hospital administrators. Hospitals that experience decreases
in their uncompensated care costs have several choices. They can:
(1) consider the payments to be increased revenues and use them
for expenses not associated with charity or bad debt care; (2) use
payments to finance care for the remaining uninsured population;
or (3) reduce prices for other paying patients.
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b. Potential price changes.
If hospitals were to take the third course of action, what changes

in the price of hospital care could be expected? Presently, the costs
for nonpaying patients are either charged to paying patients or ab-
sorbed by the hospital. The extent to which this cost-shifting occurs
is not clear. The American Hospital Association estimated in 1986
that private payers were charged at least a 10-percent surcharge
for hospital services.64 This surcharge might decrease as a result of
a decrease in the total uncompensated care burden.

In theory, since the base of paying patients would be larger, costs
per patient would be lower after a health insurance expansion.
That is, costs for the previously uninsured could be shifted back to
those patients or to their insurers. In doing so, costs to patients
that previously subsidized care for the uninsured might be lowered.

The extent to which costs would be lowered for the currently in-
sured population would be a direct function of the extent of cost
shifting that presently occurs and the amount of previously uncom-
pensated care that is reimbursed as a result of coverage expansion.
At the same time, much of the decrease in costs to the currently
insured population might be offset by corresponding increases in
costs stemming from an increase in demand for hospital care.

In some cases, however, newly insured patients might continue
to shift costs to other privately insured patients. For example, Med-
icaid payments in some States might be below actual cost. If so,
new Medicaid payments would not serve as a source of subsidy for
non-Medicaid patients, and cost-shifting would be necessary to sub-
sidize the cost of care for Medicaid patients.

c. Patient shifts.
The burden of uncompensated care has been distributed uneven-

ly across hospital types, with public hospitals providing a larger
portion of uncompensated care in relation to total patient charges.
Hospitals in the South and in urban areas and teaching hospitals
have had disproportionate shares of uncompensated care. 65 These
hospitals would be expected to benefit the most from the extension
of health insurance to the uninsured population. However, newly
insured persons might have access to facilities that would not
accept them when they were uninsured. The revenues for these pa-
tients would not necessarily go to the facilities currently providing
charity care. Instead, these facilities, such as public hospitals in
inner cities, might continue to treat the uninsured while their
newly insured clients went elsewhere. Whether this shifting of pa-
tient populations would occur is not certain. The newly insured
might continue to use the facilities they had always used because
of location or for other non-financial reasons.

64 This rate is the estimated ratio of unsponsored care costs to the costs associated with pri-
vate paying patients. See Cost and Compassion: Recommendations for Avoiding a Crisis in Care
for the Medically Indigent. American Hospital Association. 1987. p. 6 and 52.

6S Sulvetta, Margaret, and Katherine Swartz. The Uninsured and Uncompensated Care. Na-
tional Health Policy Forum, June 1986. p. 25-41.
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D. CHANGES IN PHYSICIAN CARE

The Lewin/ICF Health Benefits Simulation Model was also used
to show the effects on physician visits of extending health insur-
ance to the uninsured through the illustrative plans. This section
presents aggregate estimates of the increase in- physician visits
under each plan and a discussion of the ability of the existing phy-
sician supply to absorb such increases. Variation at the local level
is examined along with the potential effects on physician fees and
access to physician care.

1. Aggregate Estimates
There were an estimated 739 million physician visits in the

United States in 1986. About 81 percent of these visits were for di-
agnosis and treatment. The remaining visits were for pre- and post-
natal care, general checkups and other services.

As shown in table 3.24, it is estimated that, if the typical plan
were extended to the uninsured, physician visits would increase by
20 million to 759 million visits. Under the tailored plan, the total
number of visits would be 757 million, an increase of 18 million.66

TABLE 3.24.-Expected Physician Visits by Plan Type, 1986

1986 Total Increase Percent
Plan type baseline physician in viits increase in

(millions) (millions) (millions) visits

Typical................................................................. 739 759 20 3
Tailored............................................................... 739 757 18 2
Catastrophic........................................................ 739 745 6 1
Medicaid.............................................................. 739 745 6 1
Combination....................................................... 739 761 22 3

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

The Medicaid expansion plan would result in only 6 million addi-
tional visits. (The increase in aggregate visits is smaller because
fewer persons are newly insured under the Medicaid expansion
option.) Under the catastrophic option, physician visits would in-
crease by 1 percent to 745 million visits. Under a combination of
Medicaid expansion and the tailored plan, the total number of phy-
sician visits would increase by 3 percent to 761 million visits.
2. Effect of Simulation Assumption on Estimates

The methodology used to estimate these effects cannot account
for differences in the coinsurance and deductible requirements
among the plans. For doctor visits, the typical plan would require
20-percent coinsurance for all visits, including surgical procedures.
Since the tailored plan would not require enrollee coinsurance for
physician visits, it could be expected that the actual number of ad-
ditional visits under the tailored plan would be somewhat larger
than the estimated 18 million. Findings from the Rand experiment

b6 The two million difference can be attributed primarily to the absence of coverage for
mental health care in the tailored plan.
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indicate that the number of physician visits varies with coinsur-
ance requirements.6 7

In addition to coinsurance provisions, the differing plan deducti-
bles would also affect utilization of physician services. The deducti-
ble under the tailored plan is only $50 for all care, while the de-
ductible for the typical plan is $100, applied to surgical and physi-
cian services. Based on studies of the effects of deductibles on utili-
zation, utilization under the tailored plan might be somewhat
higher than the expected 18 million additional visits.68

8. Existing Supply of Physicians and Capacity to Absorb Increases
in Utilization

The estimated increases in physician visits represent roughly a 3-
percent increase above existing levels of utilization. Analysts dis-
agree whether there will be a "surplus" of physicians over the next
15 years, but projections of increases in the number of physicians
suggest that this increase in utilization could be absorbed by the
current supply of actively practicing physicians.

Unlike hospitals (for which the bed supply has been declining),
the supply of physicians has been increasing and continues to grow.
According to the Graduate Medical Education National Advisory
Committee (GMENAC), the ratio of physicians to 100,000 persons is
expected to increase by over one-third, from 171 in 1978 to 233 by
the year 2000.69 This estimate is based on projections of future
demand for health care services as indicated by expected incidence
of health care diseases and conditions.

According to American Medical Association (AMA) projections,
the supply of active physicians will grow by approximately 10,400
each year between 1986 and 1990. For most specialty areas, growth
in supply will exceed growth in utilization expected due to changes
in the Nation's demographic and economic composition. However,
utilization increases for general/family practice, general surgery,
surgical subspecialties, and psychiatry are expected to exceed the
growth in the supply of practicing physicians in these specialties.70

Other analysts assert that there will be changes in medical prac-
tice and the demand for medical care between now and the year
2000. Swartz, Sloan and Mendelson discuss the likelihood that per
capita demand for physician services will increase substantially

67 Findings from the Rand study show that enrollees had an average of 4.55 visits under a
plan requiring no enrollee coinsurance, 3.33 visits under a plan with 25-percent enrollee coinsur-
ance, and 3.03 visits under a plan that required 50-percent coinsurance. These figures exclude
visits for radiology, anesthesiology or pathology services. Manning, Willard G., Joseph P. New-
house, Naihua Duan, et al. Health Insurance and the Demand for Medical Care: Evidence From
a Randomized Experiment. American Economic Review, June 1987. p. 259.

68 Newhouse, Joseph, John Rolph, Bryant Mori, and Maureen Murphy. An Estimate of the
Impact of Deductibles on the Demand for Medical Care Services. Rand Corporation. R-1661-
HEW. Oct. 1978.

69 GMENAC, a 1977 commission charged by the Secretary of HEW to determine the Nation's
need for physician services and how to meet those needs, projected an increase by the year 2000
to 643,000 physicians, or 243 per 100,000. This assumption was modified in 1986 to 630,000 physi-
cians, or 233 per 100,000. See Tarlov, Alan. GMENAC Revisited. How Many Doctors Do We
Need? A Policy Agenda for the United States in the 1990s Based on the Tenth Private Sector
Conference, Durham: Duke University Press, 1985. p. 13-18.

70 American Medical Association. Physician Supply and Utilization by Specialty: Trends and
Projections. AMA Center for Health Policy Research, 1988. Tables 4.6 and 8.2.
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over the next 15 years and that physicians will be increasingly in-
volved in administrative activities.7 '

Given expected increases in the number of physicians over the
next few decades, increased demand from extending health insur-
ance to the uninsured could likely be absorbed because the magni-
tude of the expected increase is small compared to total visits. This
generalization may not hold for individual localities.

4. Local Effects
Aggregate data is of limited use in assessing whether areas with

physician shortages could be expected to absorb utilization in-
creases. Because reliable estimates of.the number of uninsured in
each area are not available, a quantitative local level analysis is
not possible. However, a framework for assessing whether or not a
specific area could absorb an increase in utilization, which includes
possible effects on physician fees and access to physician care, is
provided below.

Variation in the ability of physicians to absorb increased demand
for services depends on three factors: the number of newly insured
in an area, the ratio of active physicians to the population in the
area, and the extent to which physicians would be encouraged to
locate in areas where access to physician care is limited. In the
short run, physician. prices may be affected in areas where physi-
cian supply is limited; in the long run, physician supply may adjust
to meet increases in utilization.

The ratio of physicians to the population would be expected to be
adequate to accommodate the expected increase in utilization for
most local areas. In these areas, modest changes in practice pat-
terns could be expected. For example, physicians, could increase
working hours or decrease the length of visit per patient in order
to increase the quantity of visits supplied.

However, researchers have identified two types of localities with
limited physician supply: (1) inner city poverty areas have a de-
creasing number of office-based physicians; 72 and. (2) persons living
in sparsely populated rural areas have limited access to specialized
categories of physician care. Sparsely settled areas traditionally
have been unattractive for physicians, .partly because the pool of
patients is relatively small.7 3

In the long run, new physicians would possibly be attracted to
locate practices in areas where the ratio of physicians to the local
population is low if a sufficient number of newly insured persons
lived in those areas. However, other factors affect physician loca-
tion decisions.

7 lThis analysis takes into account the changing nature of health insurance and is based on
projected demand for health care (as opposed to the need-based GMENAC model). Specifically, it
assumes that alternative medical plans, health maintenance organizations, and preferred pro-
vider organizations will provide health care to nearly half of the U.S. population by the year
2000. See Schwartz, William B., Frank Sloan, and Daniel Mendelson. Why There Will Be Little
or No Physician Surplus Between Now and the Year 2000. New England Journal of Medicine, v.
318, no. 14, Apr. 7, 1988. p. 892-897.

72Kindig, David, Hormoz Movassaghi, Nancy Dunham, Daniel Zwick, and Charles Taylor.
Trends in Physician Availability in 10 Urban Areas from 1963 to 1980. Inquiry. Summer 1987. p.
136-146.

7 3Williams, Albert, William Schwartz, Joseph Newhouse, and Bruce Bennett. How Many
Miles to the Doctor? New England Journal of Medicine, Oct. 20, 1983. p. 958-963.
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In general, behavioral studies have found that physician location
decisions depend on a combination of individual preferences for aparticular lifestyle and systematic constraints of the health care
delivery system. Lifestyle preferences include the preference to
obtain certain fees or a targeted annual salary, to live near family
or friends, or to work in an area where the availability of associ-
ates will allow for vacation time. Systematic constraints of the de-
livery system include the availability of suitable surgery or office
space and related specialized diagnostic and therapeutic facilities.
(In general, rural areas with limited numbers of physicians tend to
have less specialized facilities.)

In some rural areas where populations are declining, the exten-
sion of health insurance to the uninsured may not serve as suffi-
cient incentive for new physicians to locate there. Likewise, the
benefits of locating a practice in an area where demand for services
has increased may not outweigh the lifestyle considerations associ-
ated with urban poverty areas.

If a relatively large number of newly insured individuals reside
in areas where the physician supply is limited, and if new physi-
cians would not choose to locate in those areas, access to care for
the insured and uninsured alike might continue to be limited.

IV. EFFECTS ON EMPLOYERS

Plans that would expand health insurance coverage through re-
quirements on employers raise a fundamental concern about how
employers would be affected financially. How employers might
react to mandated health benefits raises yet another major issue-
how those reactions might affect the U.S. economy. This section ad-
dresses these issues in the context of the illustrative plans de-
scribed above. First, the characteristics of the employers that
would be most affected by a mandate are presented. Second, esti-
mates of the costs that a mandate would add to employer payrolls
are discussed. Third, the possible reactions of employers are ex-
plored. Finally, the implications of these reactions for the economy
as a whole are considered.

A. CHARACTERISTICS OF EMPLOYERS WITH NO HEALTH PLANS

If legislation were enacted that mandates employer provision of
a specified health benefit package, employers that do not currently
offer health insurance would be required to do so. Some employers
already offering health coverage would have to improve their plans
to the level of the mandated package and extend coverage to some
part-time employees who are not currently eligible. The illustrative
plans also assume that employers would have to cover all nonwork-
ing dependents of their employees. However, many of these em-
ployers with existing plans would experience offsetting savings,
since currently covered dependents who work elsewhere would
have to obtain coverage from their own employers. Also, expanded
insurance coverage would reduce uncompensated care and thereby
reduce the indirect costs that current plans pay to make up for the
revenue shortfalls of providers who treat the uninsured.

The primary impact of a mandate would be on firms not now of-
fering plans. The majority of these employers would be small busi-
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nesses organized as sole proprietorships or partnerships. These
firms are more likely to be relatively new (in existence fewer than
10 years), to employ part-time or seasonal, low-wage earners, and to
be nonunion. These firms are more likely to be in selected service-
sector industries, such as personal services, entertainment and
retail trade, and in such goods-producing industries as agriculture
and construction. Finally, rural employers would be affected to a
greater degree than urban employers, and employers in sections of
the South and West would be affected more than those in other re-
gions. The characteristics of firms with no health plans are de-
scribed below.

1. Firm Size
Employers not providing health insurance for employees are

more likely to be small firms. According to the 1986 Small Business
Administration (SBA) Health Benefits Survey,74 more than half of
firms with fewer than 10 employees and about one-fourth of firms
with 10 to 24 employees did not offer health insurance.7 5 (See table
3.25.)

Of the firms not offering health insurance, 92 percent employed
fewer than 25 workers, and 7 percent had 10 to 24 employees.

TABLE 3.25.-Percent of Firms Not Offering Health Insurance By Firm Size, 1986

Number of employees Percent of firms

1-9 . 54
10-24 ................................................ 22
25-99 ................................................ 8
100-499 ................................................ 2
500 ± ................................................ 0
All firms ...................................................... 44

Source: SBA Survey, 1987, table 111-64, p. III-12.

In addition, small firms are less likely to provide family' coverage.
for employees' dependents. (See table 3.26.) Fifty-two percent of
covered workers in small firms (24 employees or less) were not pro-
vided with dependent coverage, compared to 46 percent of covered
workers in firms with 25 to 499 employees and 36 percent of cov-
ered workers in firms of 500 or more employees.

74 This survey was conducted for the Small Business Administration by ICF, Inc. Responses
were received from 846 employers, about 20 percent of the survey sample.

75 Of the 3.7 million U.S. employers, 2.8 million have less than 10 employees and 0.5 million
have 10-24 employees. Source: U.S. Small Business Administration Health Benefits Data Base,
1986.
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TABLE 3.26.-Dependent Coverage Provided to Employees by Firm Size, 1986

Percent of
covered

Number of employees in firm employees

dependent
coverage

1-24 .................................................... 52
25-99 .................................................... 46
100-499 .................................................... 46
500 or more .................................................... 36
All firms .................................................... 41

Source: U.S. Small Business Administration. The State of Small Business. Table 4.10, 1987. p. 164.

2. Legal Status of Firm
As shown in table 3.27, sole proprietors and small subchapter S

corporations (partnerships with less than 25 employees) 76 are less
likely than corporations to offer health insurance to employees.
Sole proprietorships include unincorporated, one-owner businesses,
farms, and professional practices.

TABLE 3.27.-Percent of Firms Not Offering Health Insurance By Legal Status, 1986

Percent of firms by legal status

Number of employees Sole ~~~~~~Subchap-Number of employees S.......... prolei -Corpora- ter S
propn- tion corpora-

etorship tion

1-9 ............. 71 30 69
10-24 .70 18 15
25-99 .56 4 12
100-499 .16 0 0
500 or more .0 0 7
All firms .71 23 51

Source: U.S. Small Business Administration. The State of Small Business, Table 4.3, 1987. p. 148.

According to SBA, about 1.6 million of the 10 million business
owners in the U.S. are uninsured. Of these uninsured owners, 1.2
million are sole proprietors of their own unincorporated businesses.

3. Age of Firm
Newer firms are less likely to offer health insurance coverage.

As shown in table 3.28, nearly two-thirds of very small firms (with
1 to 9 employees) that had been established for 10 years or less did
not offer health insurance, compared to half of the older firms of
the same size.

76 Under the Internal Revenue Code, subchapter S corporations receive identical tax treat-
ment as incorporated firms with respect to tax deductions for health insurance premiums. Such
corporations can deduct 100 percent of the premium as a business expense. Unincorporated
firms are allowed only a 25-percent deduction, which will expire Dec. 31, 1989 unless extended
by Congress.

90-757 0 - 89 - 5
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TABLE 3.28.-Percent of Firms Not Offering Health Insurance By Age of Firm and
Firm Size, 1986

Percent of firms by age
Number of employees 10 years or More than

less 10 years

1-9 .................................................. 62 49
10-24 ................................................. 36 18
25-99 .................................................. 4 10
100-499 .................................................. 6 - 1
500 + ................................................. 0 0

Source: SBA, The State of Small Business, 1987, table 4.3, p. 148.

A recent survey by the National Rural Electric Cooperative Asso-
ciation of small rural employers indicates similar patterns of non-
coverage among relatively young firms.77 Though the survey found
that small rural employers offer health insurance less frequently
than the national average, almost 60 percent of small rural firms
less than two years old did not offer health insurance in 1988, com-
pared to less than one-third of well-established firms 20 or more
years old or more. (See table 3.29.)

TABLE 3.29.-Percent of Small Rural Firms Not Offering Health Insurance By Age of
Firm, 1988 1

Age of firm (years) Percent of firms

2 or less ................................................ 60
3-5 ..... . . ............. 55
6-10 . 52
11-20 .. : : . 36
More than 20 ................................................ 31
All firms .... ; 44

The survey sample included employers with 60 or fewer employees.

Source: National Rural Electric Cooperative Association (NRECA) Survey of Health Insurance Coverage inSmaller Firms: Evidence and Policy Implications, Apr. 1988 Report to NRECA.

4. Industry of Firm
The proportion of employers not providing health insurance

varies widely by industry. As table 3.30 indicates, persons in agri-
culture, personal services, entertainment, retail trade, business and
repair services, and construction are the least likely to receive cov-
erage through their own jobs.

77 National Rural Electric Cooperative Association. Health Coverage in Smaller Firms: Evi-
dence and Policy Implications. June 1988.
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TABLE 3.30.-Percent of Workers Not Obtaining Health Insurance From Their Own
Jobs by Major Industry, 1986

Percent of
Major industry ~~~~~~workers with noMajor industry . health insurance

from own job

Agriculture, forestry, and fisheries............................................................... 82
Personal services, including household........................................................ '79
Entertainment and recreation services ........................................................ 69
Retail trade........................................................................................................ 64
Business and repair services ..................... 56
Construction...................................................................................................... 52
Professional and related services ........................................................ 40
Finance, insurance and real estate............................................................... 33
Wholesale trade ....................................................... 32
Manufacturing, nondurable goods................................................................. 27
Transportation, communications and public utilities ................................ 24
Public administration ............... ........................................ 23
Mining................................................................................................................ 20
Manufacturing, durable goods ............................. .......................... 17

Source: Table prepared by CRS based on data from Mar. 1987 CPS.

Closely related to the type of industry are other compensation-
related factors. According to SBA, industries that typically employ
low-wage, seasonal or part-time workers are less likely to offer
health insurance, as are the least unionized industries.

In addition, some businesses do not offer health insurance be-
cause they have been deemed ineligible by insurance carriers. Busi-
nesses may be considered ineligible if they engage in hazardous ac-
tivities, or if they are likely to employ persons who may be consid-
ered high risks. Firms that are likely to change insurance carriers
frequently, or that-have high rates of employee turnover or busi-
ness failures, may also be ineligible to purchase health insurance
for their employees. However, such exclusion practices by insur-
ance companies are not uniform; firms rejected by one carrier may
be able to receive coverage from another insurer.

5. Firm Location
A final factor associated with whether an employer provides

health insurance is firm location. Employers in rural parts of the
country are less likely than those in urban centers to provide
health insurance. Regional differences have also been observed.

Table 3.31 shows that 22 percent of urban employees have no
health insurance from their own jobs, compared to 28 percent of
employees in rural areas. Employers in the South and West are
less likely to provide health insurance than are those in other re-
gions.7 8

7a A recent survey of small rural firms (with less than 60 employees) concluded that coverage
patterns among these firms differ from national estimates. According to the survey, 44 percent
of such employers did not offer health coverage in 1988. See National Rural Electric Cooperative
Association. Health Coverage in Smaller Firms: Evidence and Policy Implications. June 1988.
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TABLE 3.31.-Percent of Full-time Employees Not Receiving Health Insurance From
Own Employer By Region and Rural/Urban Location, 1986

Percent of full-time
employees not receiving

Region health insurance from own
employer

Rural Urban

Northeast:
New England ........... . .24................................ 21
Mid-Atlantic ........... . .21................................ 19

Midwest:
East North Central ............................................... 25 20
West North Central ............................................... 36 20

South:
South Atlantic ........... . .26................................ 24
East South Central ............................................... 31 22
West South Central ............. .................................. 36 24

West:
Mountain........................................................................................... 33 23
Pacific................................................................................................ 29 26

All Regions ............................................... 28 22
Source: CRS analysis of March 1987 CPS.

B. FIRMS AFFECTED BY ILLUSTRATIVE PLANS

The analysis of the three mandatory employer illustrative plans
provides estimates of expanded coverage by firm size. Table 3.32
shows the distribution of the newly insured by firm size for each
plan. The mandatory employer plans would increase by 83 percent
the number of insured employees in firms with less than 25 em-
ployees. A one-third increase would occur for firms with 25 to 99
employees. The impact would be far less for larger firms, falling to
a 14-percent increase for firms with over 1,000 employees. This last
figure may seem surprisingly high since the lack of employer-pro-
vided insurance is often regarded as a small-firm phenomenon.
However, the illustrative plans specified in this analysis would
extend coverage to most part-time employees, many of whom lack
coverage in even the largest firms. Furthermore, some covered em-
ployees do not now participate due to cost considerations and other
coverage they might have. Thus, firms of all types could be affected
by a mandate.
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TABLE 3.32.-Distribution of Newly Insured Employees by Firm Size Under the
Mandatory Employer Illustrative Plans, 1986

(In millions)

Employees Uninsured
currently Employees employees newly

Firm size (number of employees) insured through currently insured by
on uninsured mandatory

employment employer plan

Total........................................................ 68.6 19.6 19.0

Under 25 ............................... 10.0 8.6 8.3
25-99 ............................... 8.8 3.0 3.0
100-499 ............................... 11.0 2.3 2.2
500-999 ............................... 4.7 0.8 0.8
1,000 and over ............................... 34.2 4.9 4.7

Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

The illustrative plan analysis also shows that many firms al-
ready offering health insurance would have to upgrade their plans
to meet the standard adopted for a mandatory employer offering.
While there are no data available on the need for upgrading by
firm size, it is likely that firms in all size categories would be af-
fected. The illustrative plan analysis found that necessary improve-
ments in existing plans would affect 30 percent of individuals cov-
ered by employer plans if upgrading to the typical plan standard
were required. The other two employer plans would require less
upgrading, but 16 percent of currently insured individuals would be
affected under the tailored plan and 15 percent under the cata-
strophic plan. In addition, if non-covered dependents with no em-
ployer coverage were required to be enrolled by all employers, ex-
isting plans would see their enrollments increase by 1.9 percent.

C. IMPACT OF MANDATED HEALTH INSURANCE ON EMPLOYER COSTS

The mandatory employer illustrative plans would increase costs
for employers by: (1) requiring a plan if none were currently of-
fered; (2) requiring improvement in a current plan to meet the
mandated standard; (3) covering classes of employees that may now
be ineligible for a current plan, such as part-time employees; (4) ex-
tending coverage to uncovered dependents of employees now under
current plans; and (5) covering employees who are already eligible
but have declined to participate.

On the other hand, some employers would experience cost reduc-
tions due to: (1) covered dependents who are employed being re-
quired to accept coverage from their own employers; (2) reductions
in the need for private payers to subsidize uncompensated care;
and (3) certain insured, such as retirees who work in post-retire-
ment jobs, gaining coverage under a plan mandated on the new
employer.

The net effect of these several factors is to increase costs to em-
ployers. (See table 3.33.) Estimated (1986) benefit payments from
employer plans would rise by $32.4 billion for the typical plan,
$28.0 billion for the tailored plan, and $9.1 billion for the cata-
strophic plan. (Current-law payments for 1986 totalled $92.2 bil-
lion.) To obtain the net cost to employers, an 8-percent factor was
added to cover the administrative costs and profits of insurers, and
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increased premium charges to employees were subtracted. Thus,
net pre-tax increases in employer costs are $33.0 billion for the typ-
ical plan, $22.3 billion for the tailored plan, and $3.9 billion for the
catastrophic plan.

As indicated later in this section, it is possible that firms with
added health benefit costs would try to offset them over time,
mainly by reducing other forms of employee compensation. In the
absence of any such offsets, these added costs could be partially
offset by tax savings. With the exception of sole proprietors, em-
ployee health insurance costs were deductible from taxable income
in computing 1986 Federal income taxes on businesses. The esti-
mated tax savings shown in table 3.33 are the maximum savings
possible in 1986 if all eligible expenses were deducted and all the
businesses had net income against which the deductions could be
applied. Using these estimates, the net costs to employers would be
reduced to $18.7 billion for the typical plan, $12.7 billion for the
tailored plan, and $2.2 billion for the catastrophic plan.

D. POSSIBLE EMPLOYER REACTIONS TO MANDATED HEALTH INSURANCE

Given the additional compensation costs employers would have
to bear under the mandated plans, how would employers react?
The answer to this question is crucial in determining what the ef-
fects of a mandate would be on labor, businesses, consumers, and
the economy in general. The following discussion presents what is
known from prior research about what employers' options are and
which would be the most likely to be exercised.

TABLE 3.33.-Net Cost of Mandated Health Benefits To Employers Under Illustrative
Plans, 1986

(In billions of dollars)

Illustrative plan

Typical Tailored Cata-

Increased benefit payments by employer plans .............. 32.4 28.0 9.1
Administrative costs and profits (8 percent of benefit

costs)...........2......................................................................... 2.6 2.2 0.7

Total, increased costs of employer plans .......................... 35.0 30.2 9.8
Less increased employee premium payments ................. 2.0 7.9 5.9

Net before-tax cost increase to employers .......... .... 33.0 22.3 3.9
Less savings in Federal income taxes 1 2. .................... 14.3 9.6 1.7

Net after-tax cost increase to employers .......................... 18.7 12.7 2.2

' Tax savings would partially offset the added costs to employers for health insurance. If employers chose
to offset the added costs by reducing other forms of compensation, then these estimated tax savings would
not apply.

I While most businesses could deduct employee health insurance expenses in computing taxable income,
sole proprietors could not deduct the cost of their own health insurance as a business expense in 1986. There
were 1.2 million uninsured proprietors in 1984 according to the U.S. Small Business Administration. This
number would equal 6.1 percent of uninsured employees in 1986. The estimated tax savings assume that 93.9
percent (100-6.1) of net costs would be deductible, and the applicable marginal tax rate would be the U.S.
corporate rate of 46 percent. Firms with no profits in 1986 would have to carry these deductions forward to
subsequent years to realize any tax savings.

Source: Tabulations prepared for CRS using the Lewin/lCF Health Benefits Simulation Model.
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1. Role of Employers in Benefit Provision
Employers have contributed to the provision of mandated bene-

fits such as Social Security for over 50 years. From a mere 0.2 per-
cent of total employee compensation in 1929, employer payments
for social insurance benefits rose rapidly following enactment of
Depression-era legislation. (See chart 3.1.) Employer contributions
have more than doubled since then, reaching 8.5 percent of total
employee compensation in 1987.79

Currently, fringe benefits make up more than one-fourth of em-
ployee compensation, with mandated benefits being the largest
component. 80 The U.S. Bureau of Labor Statistics calculated'that
employer costs for legally required benefits 81 were 8.8 percent of
total private-sector compensation in March 1988.82 (See chart 3.2.)
Using different definitions, samples, and time periods, the U.S.
Chamber of Commerce came to a similar conclusion: in 1986, legal-
ly required payments from employers totalled 8.9 percent of their
payroll costs.83

For every hour that an employee works, employers contribute
$1.22 on average toward mandated benefits. Such benefits account
for almost half of all noncash employee benefits (i.e., all fringe ben-
efits minus paid leave and supplemental pay). These legally re-
quired benefits cost employers about 12 percent above their pay-
ments for employees' wages and salaries. 84

Private industry employers paid about 70 cents per hour worked
(5 percent of total compensation costs) in March 1988 as health in-
surance benefits.8 5 Nearly one-fifth of all benefit costs incurred by
employers were due to health insurance provision, according to the
U.S. Bureau of Labor Statistics. The Chamber of Commerce survey
produced a somewhat higher estimate: 85 cents per hour worked
(6.7 percent of employer payroll costs) went toward health insur-
ance premiums. 86

7 This total includes payments for Federal social insurance funds (i.e., Old-age, Survivors,
Disability, and Hospital Insurance; Unemployment Insurance; Federal Employee Retirement;
Railroad Retirement; veterans' life insurance; workers' compensation; and military medical in-
surance) as well as State and local social insurance funds (i.e., State and local employee retire-
ment; temporary disability insurance; workers' compensation).

80 Employee compensation is defined as wages and salaries (i.e., straight-time pay, production
bonuses, incentive and commission earnings, cost-of-living adjustments) and fringe benefits.
Fringe benefits include paid leave (e.g., for vacations, sickness, holidays), supplemental pay (e.g.,
for overtime, holiday and weekend work, shift differentials, nonproduction bonuses, lump-sum
payments), insurance (e.g., life, health, sickness, and accident), retirement and savings plans, le-
gally required payments (e.g., Social Security, Railroad Retirement and Unemployment Insur-
ance, workers' compensation, Federal and State unemployment insurance), and other benefits
(e.g., severance pay, merchandise discounts).

8' Benefits required by law include Social Security, Medicare, unemployment compensation,
and workers' compensation.

82 Daily Labor Report. Employment Costs Average $13.79 Per Hour in March; Benefits Com-
prise Bigger Share. June 17, 1988. p. B-4.

8a U.S. Chamber of Commerce. Employee Benefits 1986. Washington, 1987. p. 10.
S4 Daily Labor Report. Employment Costs Average $13.79 Per Hour in March; Benefits Com-

prise Bigger Share. June 17, 1988. p. B-6.
8 Unpublished U.S. Bureau of Labor Statistics data. Health insurance costs relate to employ-

er payments for current employees, not retirees or other former employees. In addition to hospi-
tal, surgical, medical and major medical insurance, dental and vision care are included.

88 U.S. Chamber of Commerce. Employee Benefits 1986. Washington, 1987. p. 11-12. These fig-
ures reflect employer-paid premiums for hospital, surgical, medical, and major medical insur-
ance as well as dental insurance.
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CHART 3. 1

Employer Contributions for Social
Insurance as a Percent of Employees'

Compensation, 1929-1987
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CHART 3.2

PRIVATE SECTOR EMPLOYER COSTS FOR
EMPLOYEE BENEFITS, MARCH 1988
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Fringe benefit costs at firms with no health plans are lower than
the figures cited above for all private firms. There are no dollar es-
timates of how much benefits are worth at these firms, but it is
known that firms with less than ten employees, fewer than half of
which have health plans, are less likely than the average firm to
offer any particular benefit.8 7 For example, only 52 percent of
these smallest firms offer paid vacations, only one-third offer paid
sick leave, and only 1 in 10 have a pension plan. Thus, a require-
ment to offer a health plan would impose a substantial cost on
these small firms, but for many of them this cost would be added to
a lower base of fringe benefit costs than would be true of large
firms that already offer a full range of benefits.
2. Economic Theory of Employer Responses to Mandate

If the Government were to expand its role in the fringe benefit
area by mandating that employers offer health insurance to work-
ers and their dependents, employers' labor costs could initially in-
crease.88

There are various ways in which employers might respond to an
increase in the health insurance component of their labor costs:

* Raise prices, thereby passing the additional cost on to custom-
ers.

* Reduce other labor costs, either by reducing compensation or
employment, thereby passing the added cost on to employees.

* Do nothing, allowing profits to fall, thereby passing the added
cost on to shareholders through depressed dividends and stock
prices.

* Circumvent the mandate by taking full advantage of any ex-
emptions allowed, thereby denying employees health benefits
and circumventing the intent of Congress.

The primary financial goal of firms is to maximize profits.89 There-
fore, it is likely that employers would respond to an externally im-
posed cost increase such as mandated health benefits.

Employers would be unlikely to raise product prices if they are
selling in a competitive market where sales might be lost to rival
firms. Reluctance to raise prices would be reinforced if some firms
(e.g., very small businesses) were exempt from a mandated benefit
law, because the exemptions would confer a cost advantage. Of
course, the ability of firms to raise prices varies among industries
and markets. Firms with large market shares or unique products
that give them some control over prices are generally large firms
that already offer health insurance. Nonetheless, it is likely that
some firms affected by a health insurance mandate could raise
prices to some degree. An example might be a restaurant or retail
establishment that has a commanding position in a local market

87 U.S. Small Business Administration. The State of Small Business. Washington, 1987. Table
4.1. p. 137.

88 The fourth plan analyzed for this study, the Medicaid expansion plan, would not directly
increase labor costs since Medicaid is a State-run program funded by the general revenues of
Federal and State governments. However, a Medicaid expansion might mean increased taxes
and/or public borrowing, which could indirectly affect employers, either by reducing after-tax
profits or by constraining funds available for private investment.

89 Non-profit firms would likely react much the same way as for-profit firms. That, is, they
could raise the fees or prices that they charge their members or clients and/or reduce the
amount of staff salaries and benefits.
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where there is little short-run likelihood that new competitors will
enter. Another example would be in situations where all firms
competing in a particular market were affected similarly by the
benefit mandate and experienced equivalent cost increases simulta-
neously. These firms could presumably all pass their costs through
in price increases to customers.

If firms were to raise prices to offset a mandated payroll cost in-
crease, their employees might ultimately bear the burden of that
action. In markets where consumers are quite sensitive to price
changes, they would buy less of a product after its price had in-
creased. With reduced product demand, the firm would eventually
have to cut output and employment. Thus, a firm's attempt to shift
the cost of mandated health insurance forward to its customers
could ultimately affect its workforce.

Circumventing the mandate would be possible to the extent that
exemptions were permitted in legislation or that enforcement pen-
alties were ineffective. In the three mandatory employer illustra-
tive plans, the only significant exemption is that for employees
working less than 10 hours a week. To the extent feasible, firms
might reduce part-timers' hours below this minimum. Employers
could also reduce their costs by reducing hours of full-time employ-
ees to less than 30. Such actions could create workforce inefficien-
cies that would offset the financial benefit of avoiding the mandate.

Thus, except for a minority of firms that could raise prices and/
or reduce work hours, the most likely employer response to man-
dated health insurance would be to shift the added costs back to
the workforce. There are a number of ways in which such a shift
might be accomplished:

e Cut back some other component of employee compensation
(e.g., wages or discretionary benefits);

* Reduce current employment; or
* Hold down the rate of future increases in compensation and/or

jobs.
Some of these actions are more feasible than others. During the
term of a collective bargaining agreement, for example, a firm
cannot cut labor costs immediately. Similarly, a firm cannot reduce
the earnings of workers paid at the legislated minimum wage. Job
cutbacks might not be possible in the short run if a firm wants to
maintain its current level of production.

Most firms probably would try to take one or both of the follow-
ing actions:

* Keep future wage or discretionary benefit increases below
what they might have been in the absence of mandated health
benefits; and/or

e Keep job growth, either for all groups or for particular groups,
below what it might have been in the absence of mandated
health benefits.

If firms responded by reducing compensation over time, then the
overall dollar value of compensation for workers eventually might
be no greater than before enactment of health insurance legisla-
tion. Employers would pay for higher health insurance costs by re-
ducing future employee compensation increases. Because of the
new benefit, other forms of employee compensation would be lower
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than they otherwise might have been, and this difference would be
reallocated to cover employers' health insurance costs. Of course,
some employees would still gain by being able to drop expensive in-
dividual health plan coverage. Others would gain due to having an
above-average utilization of health care.

If firms responded by eliminating jobs over time, some workers
would be worse off with a health insurance mandate. By raising
the cost of labor relative to capital, the mandated benefit might
make it feasible for firms to reduce employment by using tech-
niques that would otherwise be too expensive. The degree to which
capital can be substituted for labor depends on the nature of a
worker's job and the characteristics of a firm's production process,
but such opportunities exist widely in industries that are not al-
ready heavily automated.

The mandating of health insurance would make some groups
within the labor force relatively more expensive to hire, inducing
firms to employ fewer such workers. For example, if employers
want to offset higher health insurance costs by reducing wages,
they would have the least leeway to do so among low-paid or mini-
mum-wage employees. That is, employers could not cut the wages
of employees working at the minimum wage and could cut only
slightly the wages of those working just above that floor. Thus,
lower-paid employees would become relatively more expensive than
higher-paid employees, whose wages could be reduced to compen-
sate for the new benefit's cost. Moreover, employee health premi-
ums currently do not vary with wages and, hence, are higher as a
percent of compensation for low-wage compared to high-wage em-
ployees.90 Thus, if present practice were followed, mandated cover-
age would increase the cost of employing low-wage workers to a
greater degree than high-wage workers. Consequently, employers
might cut back the employment of low-wage workers through lay-
offs, attrition, or alteration of future hiring patterns.

The illustrative plans would make part-timers who work 30 or
more hours a week relatively expensive compared to other part-
time workers and to full-time workers. Part-timers working at least
30 hours would be entitled to the same benefit coverage as full-
timers (those working 40 hours per week) under the three mandato-
ry employer illustrative plans, thereby raising their hourly com-
pensation relative to that of full-timers. Employers might react by
reducing their hours to fewer than 30 and hiring additional part
time workers or by increasing their hours to 40 and hiring fewer
part-time workers. Part-timers who work somewhat longer than
the floor of 10 hours would be relatively more expensive to employ
than ineligible part-timers working 9 hours or less. Firms might
avoid the mandate for these workers by cutting back their hours,
although avoidance schemes might create inefficiencies that would
outweigh the savings in benefit costs.

Other types of workers (e.g., women of childbearing age, older
workers, workers with families) also might experience unintended
consequences if employers were required to offer health insurance.
The elevated health care costs of these workers are of no concern

90 In the catastrophic illustrative plan, costs would vary inversely with a worker's family
income.
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to an employer that does not provide health coverage or that em-
ploys individuals who are covered under the policies of family
members who work elsewhere. Since health costs for women of
childbearing age or workers age 55 to 64 are above average, requir-
ing each employer to offer health insurance for all employees
might dissuade firms from hiring these high-cost workers.

Whether or not high-cost workers would be put at a disadvantage
by a mandated health policy would depend on how insurance is
made available to small firms. If insurance were offered to these
firms through a risk-pooling mechanism, then the firm's cost would
not be directly tied to the type of employee hired. Similarly, if in-
surance could be offered using a community-rated basis for setting
premium cost, then there would be no direct link between a single
firm's workforce composition and the plan's cost to the firm. Only
if the new plan were offered on an experience-rated or individually
underwritten basis would this concern be warranted.
3. Evidence on Likelihood of Employer Actions

Research on existing laws that have increased labor costs pro-
vides some insight into how employers might react if health bene-
fits were mandated. However, such research findings are limited.

The effects of minimum wage legislation have been studied and
give some basis for understanding the effects of nmandating an in-
crease in the compensation package. Studies done in the 1940s and
1950s concluded that the law had no adverse employment effect
since employment often increased after the minimum wage rose.9"
This simple before-and-after comparison is inappropriate, however.
The relevant question, which was asked in subsequent studies, is
whether the employment level following an increase in the mini-
mum wage was as high as it would have been had the minimum
wage remained unchanged. That is, the minimum wage might
affect job opportunities (i.e., jobs that could have been created)
without causing actual job losses.

Some research on the minimum wage indicates that teenage em-
ployment opportunities are adversely affected by minimum wage
hikes. 92 Other research suggests that the magnitude of the effect
might be sensitive to the size of the youth labor force during the
period being analyzed.9 3

Little can be said with confidence about the employment effect of
the minimum wage on adults, however.9 4 About 97 percent of the
workers who would be covered by mandated health insurance bene-
fits are adults. A recent study found that a 10-percent increase in
the minimum wage should have a negligible effect on adult work-
ers but could be expected to result in a 0.6 percent loss in teenage
job opportunities. 95

91 Ehrenberg, Ronald G., and Robert S. Smith. Modern Labor Economics: Theory and Public
Policy. Third Edition, 1988. p. 81-82.

92 Brown, Charles, with Curtis Gilroy and Andrew Kohan. The Effect of the Minimum Wage
on Employment and Unemployment. Journal of Economic Literature, v. XX. June 1982. p. 524.

9S Luskin, David. Time-Series Studies of Teenage Employment: What Do They Show? Paper
presented at the 1984 Meetings of the Western Economic Association. June 1984.

94 Brown, Charles, with Curtis Gilroy and Andrew Kohan. The Effect of the Minimum Wage
on Employment and Unemployment. Journal of Economic Literature, v. XX. June 1982. p. 524.

9 Wellington, Alison J. Effects of the Minimum Wage on the Employment Status of Youths:
An Update. Presented at the Demography Seminar at the University of Michigan. Mar. 22,
1988.
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Empirical studies of other labor market regulations do not prove
helpful. Few analyses of occupational safety and health legislation,
for example, have examined its employment effects.96 Evidence is
mixed on the employment consequences of pension regulation.9 7

Studies of the effects of an increase in the payroll tax to fund the
Social Security and Unemployment Insurance programs agree that
some portion of the employers' share of the tax is paid for by work-
ers. However, the extent to which this effect is evidenced by damp-
ened wage growth rather than slowed employment growth has yet
to be conclusively determined.9 8

Some evidence suggesting possible employer reactions may be
drawn from responses to recent increases in health insurance pre-
miums. Many firms have reacted to sharply rising premiums by
seeking offsetting health plan savings through benefit reductions
and utilization control measures. One study found that 79 percent
of firms with health plans have taken measures to reduce health
plan costs in recent years. 99 Thus, firms presented with involun-
tary increases in their health benefit costs have sought to offset
that growth in benefit costs. Of course, firms that would be offering
plans for the first time would not have this recourse for offsetting
savings and would have to reduce other forms of compensation.

To summarize, economic theory of how firms behave suggests
that firms would try to pass through the added costs of mandated
health benefits. A minority of firms would offset these costs by
price increases, while the majority of employers would find savings
through reductions in employee compensation over several years.
The group most vulnerable to job loss from this process would be
workers in jobs at or near the minimum wage, since their compen-
sation cannot be reduced except by reductions in hours worked.
Almost all employers should be able to offset most or all of the
costs of mandated benefits. Those unable to do so would realize
smaller profits or larger losses. Firms in this situation, with little
working capital and bad prospects for future business, could be
forced to close.

Research on how past mandatory increases in employee compen-
sation have affected employers is limited mainly to research on the
impact of the minimum wage. That research is inconclusive but
does show that job loss may occur for groups with limited human
capital and job skills such as teenagers. Employers have responded
to recent increases in the cost of health insurance with efforts to
reduce benefit costs.

E. ECONOMIC IMPLICATIONS OF EMPLOYERS' REACTIONS

The imposition of additional benefit costs on certain employers,
and the reactions of those employers, could potentially affect the
economy:

96 Mitchell, Olivia S. The Labor Market Impact of Federal Regulation: OSHA, ERISA, EEO,
and Minimum Wage. National Bureau of Economic Research, Cambridge, Mass. Jan. 1982.
(Working Paper No. 844) p. 10; Employee Benefit Research Institute. Government Mandating of
Employee Benefits. Washington, 1987. p. 11.

97 Mitchell, The Labor Market Impact of Federal Regulation, p.16; Employee Benefit Research
Institute. Government Mandating of Employee Benefits. p. 21.

9 Employee Benefit Research Institute. Government Mandating of Employee Benefits. p. 18.
9 ICF, Inc. Health Care Coverage and Costs in Small and Large Businesses. Prepared for the

U.S. Small Business Administration. Washington. Apr. 15,1987. p. V-2.
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* Prices and employment might be affected;
* There could be an impact on competition among firms, both

internationally and domestically;
* The productivity of firms could be affected; and
* Employment discrimination could be heightened.

Ultimately, economic growth could be slowed as a result. This sec-
tion assesses the probable economic effects of a requirement that
all employers offer group health insurance.

The following discussion relies heavily on several economic stud-
ies completed within the past 2 years.100 Most of these studies
focus on the proposed Minimum Health Benefits for All Workers
Act introduced in the 100th Congress by Senator Edward Kennedy
(S. 1265) and Representative Henry Waxman (H.R. 2508). However,
the findings are relevant to other possible proposals for mandatory
employer health benefits, including the illustrative plans analyzed
in this report.

1. Employee Compensation
There is a consensus among the economic studies that most em-

ployers will try to offset the net after-tax cost of a new health in-
surance offering by reducing employee compensation. This pre-
sumption is based on the economic theory of firm behavior.

In testimony on S.1265/H.R. 2508, the Congressional Budget
Office (CBO) estimated that it would take firms from 1 to 3 years to
lower wages below what they would have been to offset the costs of
that proposal. Thus, the period of time allowed to phase in a man-
dated health plan would determine the extent to which firms could
minimize the cost impact of a mandate with this strategy.

However, some firms would find it impossible to offset their
added costs in full using these approaches because wages would be
inflexible for some of the affected jobs. Some jobs would be subject
to union contracts, although few union jobs would be affected since
most union members already have group health coverage. Some of
the affected jobs would be at the statutory minimum wage. One
study found that about half of the working uninsured earned
hourly wages of less than 125 percent of the minimum hourly

'°° These studies are described in the following documents:
Danzon, Patricia M., and Sloan, Frank A. Covering the Uninsured: How Much Would It Cost.

LDI Policy Discussion Paper No. 9. Leonard Davis Institute of Health Economics, University of
Pennsylvania. Dec. 1986.

Robert R. Nathan Associates, Inc. The Private and Public Sector Costs of Proposed Mandated
Health Benefit Insurance for All Workers. Prepared for the National Foundation for the Study
of Employment Policy. Jan. 1988.

U.S. Congress. Senate. Committee on Labor and Human Resources. Minimum Health Benefits
for All Workers Act of 1988. Report 100-376, Part I. Washington, U.S. Gov't. Print. Off., May 25,
1988.

--- Hearings on the Minimum Health Benefits for All Workers Act of 1988. Report 100-
376, Part 11. Washington, U.S. Gov't. Print. Off., Nov. 4,1987.

U.S. Congress. House. Subcommittee on Health and Environment. Hearings on the Minimum
Health Benefits for All Workers Act of 1988. Washington, U.S. Gov't. Print. Off., Apr. 14-15,
1988.

The Congressional hearings cited above include testimony by:
F. Gerard Adams, Wharton Econometrics.
Karen Davis, Professor, Johns Hopkins University.
Nancy M. Gordon, Assistant Director for Human Resources and

Community Development, Congressional Budget Office.
Edward M. Gramlich, Acting Director, Congressional Budget Office.
Jack A. Meyer, President, New Directions for Policy.
Thomas G. Moore, President's Council of Economic Advisers.
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wage.' 00 To the extent that wage inflexibility would limit offsets to
the costs of a mandate, some disemployment would be likely.

2. Employment
Economic studies have agreed that some short-term disemploy-

ment could occur if employers were required to offer health insur-
ance. This effect would be seen for jobs at or near the minimum
wage as employers tried to offset the added cost of offering health
coverage.

In testimony on S. 1265/H.R. 2508, CBO estimated such legisla-
tion would have the effect of raising compensation for minimum
wage employees by 12 to 15 percent, which could result in the
elimination of about 100,000 jobs, or 2 percent of all jobs paying the
minimum wage or less. Testimony by Karen Davis estimated a loss
of 100,000 to 120,000 jobs, which would add 0.1 percentage points to
the unemployment rate in an economy with over 100 million jobs.
A macroeconomic analysis by Gerard Adams called the legislation's
likely impact on employment too small to measure.

Karen Davis also pointed out that, to the extent that mandated
benefits would result in increased utilization of health care serv-
ices, there would be increased employment in the health care
sector. However, the analysis in section III of this chapter shows
that utilization increases would be modest and could be handled by
existing resources in most areas. Any job increases that did occur
would offset at least part of the loss of low-wage jobs for the econo-
my as a whole; however, opportunity for direct transfer into these
new jobs by people laid off due to mandated benefits would be -lim-
ited since some of the new health-sector jobs would have substan-
tial skill requirements.

3. Prices
Mandated health benefits could trigger price increases for two

reasons: (1) some employers might attempt to pass through to con-
sumers a part of their increased benefit costs; and (2) increases in
health care utilization by the newly insured could worsen the infla-
tion in physician and hospital fees.

Economic studies of S. 1265/H.R. 2508 generally agree that some
inflationary pressure on consumer prices would be likely, since it
would not be possible in every instance for employers to offset
higher benefit costs through reductions in wage growth and work-
force size. However, mitigating against an inflationary effect would
be the tendency for the mostly small firms subject to a mandate to
be concentrated in highly competitive, price-sensitive industries. It
would be difficult for most of these firms to raise prices significant-
ly. An exception might be found in industries where- virtually all
employers would be affected by a mandate. In such a situation,
almost all of the competing firms would have incurred the same
cost increase and could raise prices accordingly without losing
ground to competitors.

The Adams study attempted to quantify the effect of S. 1265 on
prices and concluded that a price increase of 0.1 percentage points

'0° Employee Benefit Research Institute. A Profile of the Nonelderly Population without
Health Insurance. EBRI Issue Brief No. 66. Washington, May 1987.
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would be expected. In an economy that normally experiences con-
sumer price increases of 4 to 5 percent annually, such an impact
would go unnoticed.

The available economic analyses have also concluded that health
care prices would not be affected significantly by S. 1265/H.R. 2508.
The reason is that the net addition to health care expenditures
would be small relative to current national spending. Studies by
Davis, Adams, Danzon/Sloan and CBO all agree that net new
spending for health care would range from $5 billion to $10 billion
annually under a plan such as S. 1265/H.R. 2508. Estimates for the
three mandatory employer illustrative plans show added health
care expenditures ranging up to $14.6 billion depending on the
plan.'0 2 New expenditures in that range would increase current
health care spending by no more than 1 to 3 percent. The Nathan
study estimated a gross cost for S. 1265/H.R. 2508 that would be
about $10 billion higher than the CBO and Davis estimates, but,
even if this additional cost were added to the net CBO estimate,
the increase in national health expenditures would still be only
about 4 percent. (Additional discussion of effects on health care
prices may be found in section III of this chapter.)

4. Productivity
There is no quantitative research linking mandated health bene-

fits with changes in labor productivity. Arguments can be made
that both positive and negative effects could result.

On the negative side, Moore points out that a mandated health
plan would reduce flexibility with respect to hours worked, thereby
making the use of labor resources by management more rigid and
reducing productivity. This problem would arise from the establish-
ment of an hours threshold for benefit eligibility. An employer that
could employ labor below that threshold-10 hours in the plans
studied here-would be reluctant to allow such workers to work in-
creased hours, even though consumer demand and the production
process might otherwise require it. Another negative factor cited
by Nathan is that affected firms would have to devote additional
resources to benefit plan administration.

The Nathan study cites several possible positive effects of a man-
date on productivity: greater financial security for workers, greater
job satisfaction, and more job mobility, since a job move would no
longer endanger health insurance coverage. Also, a mandated rise
in labor cost could spur capital investment to achieve new efficien-
cies in production.

One important question in regard to health insurance and pro-
ductivity is whether insurance would promote improved health
among workers. Research indicates that the uninsured do postpone
seeking treatment compared to the insured, even when in poor
health. One study found that 20 percent of the uninsured who had
serious medical problems did not see a medical doctor during a

102 The net addition to health care expenditures would be $14.6 billion for the typical plan,
$12.8 billion for the tailored plan, and $4.4 billion for the catastrophic plan. The typical and
tailored plans would add more new health spending than would S. 1265/H.R. 2508 due to broad-
er coverage of part-time workers and, for the typical plan, more extensive benefits.
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year.103 However, studies of the Rand health insurance experi-
ment 104 and of Medicaid eligibles 105 show that acquisition of in-
surance directly affected health status only in narrow circum-
stances. In the Rand experiment, this link was shown for low-
income people who were high medical risks. In Medicaid, the pro-
gram of early, periodic screening, diagnosis and treatment of chil-
dren was shown to improve health status. For most health prob-
lems that affect work performance, the length of time from onset
to morbidity or mortality is so great that a short-term event such
as change in insured status would be unlikely to have an impact
immediate enough to measure over short time periods.

5. Economic Growth
A government policy that could result in price increases and re-

duced wage growth might be expected to have a negative effect on
national economic growth. Moore highlighted this possibility in his
testimony on S. 1265. However, the only quantitative analysis (by
Adams) indicates that a mandate like that proposed in S. 1265
would have a negligible effect on Gross National Product. The
small effect would be due to the assumption made by Adams and
others that virtually all of the added employer benefit cost would
eventually be absorbed by employees through reduced wages. These
employees would not be made worse off by this cost shifting, since
the total dollar value of their compensation would not have
changed. Only the composition of their compensation would be dif-
ferent.

6. Competition Among Firms
Mandated health benefits would add to labor costs of firms with

no health coverage and reduce labor costs of many firms with
health plans, assuming employed dependents insured as family
members by current plans are forced to acquire coverage based on
their own employment. Thus, there would be the potential for a
significant impact on the competition among firms for market
share. A firm forced to offer health coverage would have its cost
advantage eliminated if that firm competes with firms that already
offer health coverage.

The effect on competition would be seen most clearly in the serv-
ice sector, especially in retail trades, where coverage of employees
under S. 1265 would rise by 180 percent according to the Nathan
study. For example, a local clothing store that had to extend health
benefits would lose an advantage it now has relative to the nearby
outlet of a major department store that already offers health bene-
fits. Closing this gap in labor costs would presumably be translated
into pricing policies, resulting in more business for the department
store and less for the clothing store unless the local store were suc-

103 Freeman, Howard E., Robert J. Blendon, Linda H. Aiken, Seymour Sudman, Connie F.
Mullinix, and Christopher R. Corey. Americans Report on Their Access to Care. Health Affairs,
v. 6(1). Spring 1987. p. 14.

104 Brook, Robert H., John E. Ware, William H. Rogers, et al. Does Free Care Improve Adults'
Health: Results from a Randomized Controlled Trial. New England Journal of Medicine, v.
309(23). Dec. 8,1983. p. 1426-34.

105 Bazzoli, Gloria J. Health Care for the Indigent: Overview of Critical Issues. Health Serv-
ices Research, v. 21(3). Aug. 1986. p. 367.
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cessful in offsetting its cost increase through wage reductions. The
Nathan study speculates that some firms might be forced to go out
of business if the shift in competitive advantage were extremely ad-
verse.

The impact on competition would be less noticeable in other in-
dustries, the least potential for an effect being in manufacturing,
where the mandate in S. 1265 would increase coverage by only 30
percent. The impact would also vary by region, with the greatest
effects likely in the South and Southwest and the least in the
Northeast and the Pacific Coast.

Moore points out that one effect in regard to competition would
be to reduce the ability of small firms to compete with large firms.
He fears that a benefit mandate would retard entrepreneurship. In
some situations this small vs. large firm concern might be mitigat-
ed by the fact that many large firms with health plans would still
be affected by a mandate. For example, 76 percent of large firms
would be affected by mandatory inclusion of part-time workers
under S. 1265. However, large firms in total would experience net
savings in health costs, mainly due to the requirement that em-
ployed dependents covered by large firms accept their own employ-
ers coverage.

7. International Competitiveness
Both the Nathan study and the Moore testimony indicate that

U.S. firms would be hurt in international competition if labor costs
were to rise due to mandated health benefits. However, Davis
points out that the preponderance of the impact of a mandate
would be on firms in services and the retail trades, sectors with rel-
atively little involvement in international trade. Services account
for only five percent of all U.S. exports. Thus, Davis states that any
harm to international competitiveness of U.S. firms would be limit-
ed in scope.

The Nathan study suggests that the effects could be broadened if
affected firms pass some of their increased costs on to other U.S.
firms with which they deal. For example, a wholesaler with no
international business may be a supplier to a manufacturer with
extensive involvement in international trade. If the manufacturer
were to incur higher input costs due to higher labor costs passed
through by the supplier, the manufacturer's international situation
could be harmed. Such pass throughs of cost increases should be
minimal if affected firms manage to offset health benefit costs with
wage reductions, however.

The primary firms directly involved in international trade are
the largest corporations. These firms could experience savings in
their health benefit costs, in which case their competitive positions
internationally should be improved.
8. Employment Discrimination

When health insurance is added to the compensation package of
a workforce, it has a differential effect on the cost of labor by labor
subgroup. First, the lower-paid employee would receive a higher
percentage increase in total compensation than would the higher-
paid employee, making the lower-paid employee relatively more
costly than before. Second, in an experience-rated firm, an older
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employee could drive up the premium more than a younger em-
ployee; similarly, within a given age group, women may be more
expensive to the group than men. Thus, to the extent that firms
have to bear additional labor costs as a result of a health benefit
mandate, they would have incentives to minimize health costs by
reducing the extent to which they employ workers at low wages,
older workers, and female workers.

Estimates of the newly insured under the mandatory employer
illustrative plans show that they would be primarily a young group
(with 76 percent under age 35). Only 14 percent would be 45 or
older, and only 6 percent would be 55 or older. However, 49 percent
of the newly insured would be women.

As mentioned earlier, concerns about this kind of situation would
be eliminated if risk-pooling were adopted for small firms or if
these firms could acquire health benefit plans at costs determined
by community-rating rather than experience-rating.

V. EFFECTS ON HEALTH CARE INSURERS

A. THE CURRENT MARKET FOR HEALTH INSURANCE

In 1986, an estimated $99 billion was spent on employer group
health insurance in the United States. If all employers were re-
quired to provide a typical health insurance plan, it is estimated
that this total would rise to $135 billion. (The increase would be
less for the tailored plan-to $130 billion.) 106 If the process of
mandating were not to favor any one segment of the private group
insurance market, it is possible that each participant in that
market would receive a share of the increase in insurance spending
proportional to current market share. However, as explained
below, pooling arrangements and regulations may favor certain
segments of the insurance industry over others.

This section considers the effects that various mandated ap-
proaches might have on the market share of the resultant increase
in spending on health insurance obtained through the employer.

The current market is allocated among four types of insurance
arrangements. In 1986, about nine-tenths of expenditures for em-
ployee health care was split among Blue Cross/Blue Shield organi-
zations (the Blues), commercial insurance companies, and employer
self-insurance arrangements. The remaining tenth was paid in dues
to HMOs. Table 3.34 shows the allocation of 1986 expenditures.

The major impact of any mandated coverage would be on the em-
ployer-provided group health insurance market. However, there
would be a sharp reduction in insurance premiums for coverage
bought by individuals since employees, and dependents of employ-
ees who now buy insurance on their own, might drop or scale down
their individual policies. About $13 billion in premiums was paid
for non-group private insurance in 1986.

106 Data are from tabulations prepared for CBS using the Lewin/ICF Health Benefits Simula-
tion Model. Expenditures on employer group health insurance are the total of (1) direct employ-
er contributions and (2) the employee share of the premium. Therefore, the totals in this section
are somewhat larger than the direct employer group insurance premium in table 3.13.
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When health insurance is added to the compensation package of

TABLE 3.34.-Expenditures for Employer Group Health Insurance, 1986

(Billions of dollars)

Segment of Market

Group insurance
Blue Cross/Blue Shield ........................................................... 32
Large insurers ............................................................ 15
Small insurers.......................................................................................................... 12
HMOs ........................................................... 11

Total, all insurers............................................................................................. 70
Self insurance......................................................................................................... 29

Total, group market......................................................................................... 99
Individual insurance .......................................................... 13

Total, group and individual insurance market .......................................... 112

Source: Total from Lewin/ICF analysis for CRS. Breakdown by Hay/Huggins based on Interstudy Edge,
GHAA Study of HMO Industry Trends, the Argus Health Chart.

The distribution of the employer health insurance premium by
type of insurer was made by Hay/Huggins based on four data com-
pilations on the market share held by each segment of insurers.
These were the Interstudy Edge, Fall 1987, Group Health Associa-
tion of America's 1987 Study of HMO Industry Trends, the 1986
Argus Health Chart, and the 1986-87 Source Book of Health Insur-
ance Data.

B. EFFECTS OF ALTERNATIVE APPROACHES TO THE MARKET

The three illustrative mandated employer approaches described
earlier in this chapter would increase the amount spent on employ-
er-provided group health insurance by estimated sums ranging
from $10 billion to $36 billion. It is unlikely that the increase in
the employer-provided insurance payments would be distributed
among the various segments of the insurance market in the same
proportion as the current $99 billion in insurance premiums. The
characteristics and purchasing patterns of the employers who
would be most affected by the mandate differ from those of the cur-
rent market. Furthermore, the type of pooling arrangement would
tend to favor certain parts of the market over others.

Since most of the expanded market would be for small-employer
group plans, the introduction of a mandate, with or without a pool-
ing arrangement, would have little effect on total employer pay-
ments for self insurance. However, self-insurance expenditures
would increase to cover any benefit improvements that might be
required for existing programs and to cover employee categories
(such as part-timers) that are not now covered in some large
groups.

The individual insurance market of $13 billion would decline by
about one-third to $8 billion since employees would have little need
to continue individual coverage. Coupled with a $36 billion increase
in group health insurance, the $112 billion private health insur-
ance market would increase to $143 billion.

The type of mandate would influence the share of the expanded
market captured by each category of insurer. If the mandated plan
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were similar in design to current health insurance plans, and the
pooling arrangement did not interrupt the usual insurance ap-
proaches, the expansion would flow proportionately to insurers who
operate in the current market. The Medicaid expansion option
would not affect the private insurance market. The catastrophic
approach would tend to favor the larger insurers, who could effec-
tively underwrite high-risk pools. However, smaller insurers could
participate in the market if they were to join together -or use a
larger insurer for "reinsurance." 107 The share of the increased
market falling to HMOs would depend on the structure of the pool-
ing arrangements. HMOs currently have a very small share of the
small-employer market for several reasons. First, HMOs tend to
concentrate their marketing efforts among the larger firms.
Second, HMOs have stricter underwriting rules. Finally, they do
not like to participate in situations in which employees do not have
a choice. If, for instance, an HMO were to offer insurance to a
group of 10 employees, and 4 of the 10 were to select the HMO, it
might be difficult or impossible for the employer to purchase tradi-
tional insurance for the other 6 employees. As a result, those 6 em-
ployees would be forced into the HMO. This outcome would be a
serious problem if some of the employees lived outside the area
served by the HMO.

If there were no pooling arrangements, it is unlikely that HMOs
would pick up a proportionate share of the expanded market since
that expansion would be largely among small employers. Also, if
pools were to be limited to a few insurers who covered the entire
pool area, only the largest HMOs could form joint ventures that
would be permitted to participate in the pooL

There is one approach to pooling under which HMOs would seek,
and probably capture, a significant share of the expanded market.
This approach would be to permit participation in a pool by any
qualified HMO and to enable individuals to use the combined em-
ployer/employee contribution to purchase membership in any
qualified HMO. The HMO would then treat the pool itself as one
large group from which members could freely join the HMO as an
alternative. The HMO could target its marketing to the large
pooled group, avoid the barrier to selection that could occur by
dealing, directly with small employers, and be assured that all em-
ployees would be able to choose traditional insurance instead of the
HMO.

C. EFFECT OF POOLING ARRANGEMENT

It is unlikely that mandated health insurance would be practical
without some form of pooling arrangement. The form of pooling
could range from voluntary pools that would cover only those who
could not purchase insurance at standard rates to forced pooling of
all employers below a certain size. The voluntary approach would
have little impact on the shares in the expanded market, but
forced pooling could affect not only the distribution of the new ex-
penditures but also the shares of current insurance.

107 Alternative approaches to risk pooling are discussed in report number 2 in this series, In-
suring the Uninsured: Options and Analysis. Chapter 7.
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The effect of pooling on the insurance market would also depend
on the number of insurers permitted to participate in the pool and
the requirements to be a participating insurer. If the pools were
limited to 10 to 15 of the most competitive insurers, those insurers
would obviously capture a greater market share. At the other ex-
treme, if the pools were to be designed to accept participation from
any qualified insurer, there might not be much disruption in the
marketplace.

Blue Cross/Blue Shield organizations would probably join togeth-
er in whatever form was needed to participate in each pool. Large
insurers should be able to qualify for any pool arrangements since
they already operate in most States. Small insurers would have to
either band together or be left out of some or all of the pools.

If pools were limited to large organizations operating in every
State in the region served by the pool, HMOs would capture little
if any of the expanded coverage. However, if all small employers
were forced to participate in the pool, but employees were free to
use employer contributions to pay HMO fees, the HMOs could cap-
ture a significant part of the market.

The effect of pooling would also depend on the geographic area
covered by the pool. A national pool or large regional pools would
tend to favor insurers who operate throughout the region or the
nation.

Table 3.35 compares the distribution of current expenditures for
private health insurance to those under three pooling approaches
for the typical plan.108 Tables 3.36 and 3.37 repeat this comparison
for the tailored and catastrophic plans.

The first pooling approach would be to establish "voluntary"
pools that would accept any employer group but not force anyone
to join the pool. This type of pool would attract only the high-risk
groups and would probably have to be subsidized. Since the large
majority of new insurance would be purchased directly from insur-
ers, the increase in market share would be equally spread among
these insurers. The market would be concentrated among small
employers; thus, there would be little increase in HMO or self-in-
surance expenditures.

The second type of pooling arrangement would be to establish re-
gional restricted pools. All employers below a specified size would
be required to participate in the pool, and a limited number of in-
surers who operated throughout the region would be selected to
provide the insurance. Most of the new business would go to the
large insurers and the Blues, since these are the only organizations
that could operate in these pools. In fact, small insurers would lose
current business to the extent that their clients were forced into
the pools. Tables 3.35, 3.36, and 3.37 assume that HMOs would con-
tinue to be able to offer optional coverage to all groups and that
employers who self-insure would be exempt from the pool.

The third type of pooling arrangement would permit any insurer
to participate, and the employees could use the employer money to

108 The type of pooling arrangement might be expected to affect the amount of total spendingfor group insurance. However, the policy simulations from which these data are drawn did notvary pooling arrangement in arriving at spending estimates. Thus, these tables portray howpooling might affect the distribution of spending by market sector, but the total market sizedoes not vary by arrangement.



132

pay HMO fees directly. In this case, all insurance providers would
share equally in the new premiums.

TABLE 3.35.-Estimated Expenditures for Private Health Insurance Under Typical
Plan, 1986

(Billions of dollars)

Current Type of pool
Segment of market arrange- Regional Employee

ments Voluntary restricted choice

Group insurance
Blue Cross/Blue Shield ................................ 32 50 57 48
Large insurers................................................ 15 24 27 23
Small insurers................................................ 12 19 9 18
HMOs .. 11 11 11 15

Total, all insurers ........................... 70 104 104 104
Self insurance ................................ 29 31 31 31

Total, group market ............................... 99 135 135 135
Individual insurance ......................................... 13 8 8 8

Total, group and individual insur-
ance market ................................ 112 143 143 143

Source: Total from Lewin/ICF analysis for CRS. Breakdown by Hay/Huggins based on Interstudy Edge,
GHAA Study of HMO Industry Trends, the Argus Health Chart, and the HIAA Source Book.

TABLE 3.36.-Estimated Expenditures for Private Health Insurance Under Tailored
Plan, 1986

(Billions of dollars)

Current Type of pool
Segment of market arrange- Regional Employee

ments Voluntary restricted choice

Group insurance
Blue Cross/Blue Shield ................................ 32 48 54 47
Large insurers................................................ 15 22 25 21
Small insurers................................................ 12 18 9 17
HMOs ...................................... 11 11 11 14

Total, all insurers ................................ 70 99 99 99
Self insurance................................................. 29 31 31 31

Total, group market ............................... 99 130 130 130
Individual insurance......................................... 13 8 8 8

Total, group and individual insur-
ance market ................................ 112 138 138 138

Source: Total from Lewin/ICF analysis for CRS. Breakdown by Hay/Huggins based on Interstudy Edge,
GHAA Study of HMO Industry Trends, the Argus Health Chart, and the HIAA Source Book.
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TABLE 3.37.-Estimated Expenditures for Private Health Insurance Under
Catastrophic Plan, 1986

(Billions of dollars)

Current Type of pool
Segment of market arrange- Reinal Employee

Segmentofmatents Voluntary restricted choice

Group insurance
Blue Cross/Blue Shield .32 37 40 36
Large insurers ................................. 15 17 18 17
Small insurers................................................ 12 13 9 13
HMOs .................................. 11 11 11 12

Total, all insurers ................................. 70 78 78 78
Self insurance ................................................. 29 31 31 31

Total, group market ............................... 99 109 109 109
Individual insurance......................................... 13 13 13 13

Total, group and individual insur-
ance market ................................. 112 122 122 122

Source: Total from Lewin/ICF analysis for CRS. Breakdown by Hay/Huggins based on Interstudy Edge,
GHAA Study of HMO Industry Trends, the Argus Health Chart, and the HIAA Source Book.

VI. FISCAL EFFECTS ON GOVERNMENTS

The mandatory employer illustrative plans would reduce the ex-
penditures of public health care financing systems by extending
private coverage to some individuals who now rely on public pro-
grams. These plans would tend to lower tax revenues as well, as-
suming that employers pass on most of the added costs of new cov-
erage to employees. 109 Employees would then have greater health
benefits, which are not taxable, and lower wages, which are tax-
able.ll0 Thus, employees would pay less in income and payroll
taxes than they would in the absence of a mandated benefit.

The Medicaid expansion would increase public expenditures for
Medicaid substantially. There would be little effect on revenues
under this approach. Thus, while the net fiscal effect on govern-
ments is shown below to be basically neutral under the mandatory
employer illustrative plans, using Medicaid as the vehicle for ex-
panding coverage would significantly increase government spend-
ing.

The following discussion presents estimates of fiscal effects for
calendar year 1986 using the data from the policy simulations of
the four illustrative plans. (See tables 3.38 and 3.39.) Expenditure
effects were taken directly from those simulations. Revenue effects
were derived using the methodology and assumptions developed by
the Congressional Budget Office (CBO) for its analysis of S. 1265
and H.R. 2508.1 l'

109 If employers did not pass on the added costs, then employer taxes would decline as shown
earlier in table 3.33. In section VI it is assumed that added costs are passed on, leaving employ-
er tax liability unchanged.

I The earlier analysis of individual effects (section II) did not consider the reductions in
wages that might occur over time as employers offset the added costs of mandated health bene-
fits.

"I' CBO's revenue estimates for S. 1265 and H.R. 2508 are described in the following publica-
tions:

Continued
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A. FEDERAL GOVERNMENT

1. Medicare

The Medicare program, which covers almost all of the aged and
certain permanently disabled individuals, would see its expendi-
tures reduced under the mandatory employer plans. These plans,
being the primary payers for employees under existing benefit co-
ordination rules, would absorb some of the costs for persons who
would be eligible for both a new mandatory plan and Medicare. Es-
timated savings would range from $1.0 billion under the cata-
strophic plan to $2.3 billion under the typical plan. Savings at
these levels would amount to a reduction in annual Medicare
spending of 1.4 to 3.3 percent.

TABLE 3 .38.-Impacts of Illustrative Plans on Government Program Expenditures,
1986

(In billions of dollars)

Change in spending under:
Expendi-

tsures Medicaid
Government program us Typical Tailored Cata- Medicaid expan-

lurwen plan plan atrophic expan- sion plus
law ~~~~~~plan sion tailored

Medicare ..................... 69.4 -2.3 -2.1 -1.0 0.0 -2.1
Medicaid ..... :.25.2 -2.0 -1.6 -1.1 +13.3 +7.3
Other (VA, CHAMPUS) ......... 18.7 -3.3 -3.1 -1.6 -2.0 -3.8

Total ..................... 113.3 -7.6 -6.8 -3.7 +11.3 +1.4
(Federal) ..................... (102.1) (-6.7) (-6.1) (-3.2) (+5.8) (-1.7)
(State/local) .. . (11.2) (-0.9) (-0.7) (-0.5) (+5.5) (+3.1)

' Costs of institutionalized beneficiaries were not included in this analysis. With these beneficiariesincluded, 1986 expenditures were $76.0 billion for Medicare and $43.6 billion for Medicaid.
Source: Tabulations prepared for CRS using the Lewin/ICF Health Benefits Simulation Model.

TABLE 
3 .3 9 .-Impacts of Illustrative Plans on Government Budget Deficit, 1986

(In billions of dollars)

Talrd Cats- Medic- MedicaidTyia alored Ca aeiddc expansion
Ty ical aa trophic ai lusnio

lan plan plan esion tailored
sin plan

Federal:
Spending changes .- 6.7 -6.1 -3.2 +5.8 -1.7
Revenue changes .- 6.6 -4.5 -0.8 0.0 -4.8
Net effect on budget deficit .- 0.1 -1.6 -2.4 +5.8 +3.1

State/local:
Spending changes .- 0.9 -0.7 -0.5 +5.5 +3.1
Revenue changes .- 0.9 -0.6 -0.1 0.0 -0.6
Net effect on budget deficit .0.0 -0.1 -0.4 +5.5 +3.7

Source: CRS estimates based on tabulations prepared for CRS using the Lewin/ICF Health Benefits
Simulation Moedl.

U.S. Congress. House. Committee on Labor and Human Resources. Hearings on the MinimumHealth Benefits for All Workers Act of 1988. Report No. 100 376, Part 11. Washington, U.S.
Gov't. Print. Off., Nov. 4, 1987.

U.S. Congress. House. Subcom. on Health and Environment. Hearings on the Minimum
Health Benefits for All Workers Act of 1988. Washington, U.S. Gov't. Print. Off., Apr. 14-15,
1988.
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2. Medicaid
The mandated employer illustrative plans would also result in

savings to the Medicaid program due to employer plans being pri-
mary payers for persons eligible for both an employer plan and
Medicaid. Estimated savings range from $1.1 billion under the cata-
strophic plan to $2.0 billion under the typical plan. These savings
would reduce current Medicaid spending by 4.4 to 7.9 percent.
Since Medicaid is funded by both Federal and State governments,
these savings would be split between the two levels of government.
The Federal share of Medicaid for FY 1986 was 53.5 percent. How-
ever, based on the geographic distribution of the persons newly in-
sured under the employer plans, the Federal share of savings is es-
timated to be 57 percent.

The Medicaid expansion would result in a $13.3 billion increase
in Medicaid spending, a 52.8-percent increase over the current pro-
gram level for non-institutional care. This increase would be
shared by Federal and State governments. The estimated Federal
share based on the geographic distribution of those who would be
newly covered by Medicaid is 59 percent.

3. Other Federal Programs
Other Federal programs also provide health care benefits, spend-

ing $18.7 billion in 1986. The largest of these programs are the Vet-
erans Administration medical care system and the CHAMPUS pro-
gram of health insurance for military dependents. Each of the il-
lustrative plans would reduce the cost of these programs substan-
tially by extending coverage to persons now benefitting from them.
Estimated savings would range from $1.6 billion under the cata-
strophic plan to $3.3 billion under the typical plan, or 8.6 to 17.6
percent of current spending. The Medicaid expansion would yield
savings of $2.0 billion for these programs.

In addition, direct medical services using Federal funds are fur-
nished by numerous Public Health Service grant programs, includ-
ing direct grants to community and migrant- health centers, block
grants to States, such as those for maternal and child health serv-
ices, and the Indian Health Service. Many people presently served
by these programs, either at no charge or under an income-based
sliding-fee scale, would receive insurance coverage under one or
more of the illustrative plans, especially the Medicaid expansion.
As a result, it might be possible to reduce funding for some of these
programs. Alternatively, given stable funding levels, the programs
could concentrate their services on the population remaining unin-
sured. These effects cannot be estimated with available data.

4. Revenues
The impact on Federal revenue shown in table 3.39 reflects an

assumption that the increased cost of mandated health benefits to
employers is offset by reduced wages. Thus, the primary tax effect
is the conversion of taxable wage income into nontaxable health
benefits, thereby reducing the Federal individual income tax and
the employee payroll tax for Social Security and Medicare. These
estimates are based on the estimated 1988 revenue effects of S.
1265/H.R. 2508 presented in testimony by the Congressional
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Budget Office. Adjustments were made to CBO's methodology to re-
flect the higher income tax rates and lower payroll tax rates in
effect in 1986.

The estimated Federal revenue loss associated with the typical
plan would be $6.6 billion. Lost revenue under the tailored plan
would be $4.5 billion ($4.8 billion if combined with Medicaid expan-
sion). Lost revenue under the catastrophic plan would be only $0.8
billion.

B. STATE AND LOCAL GOVERNMENTS

1. Medicaid
As indicated above, Medicaid spending would be reduced if em-

ployer benefits were mandated. The State share of savings would
be 43 percent of total program savings, and would range from $0.5
billion to $0.9 billion for the plans analyzed.

The large increase in spending ($13.3 billion) estimated for the
Medicaid expansion would fall partially on State governments.
States would bear 41 percent of this added cost, increasing their
current spending by $5.5 billion (21.8 percent).
2. Other State/Local Programs

In addition to the Medicaid program, many States operate pro-
grams for low-income or medically indigent persons who do not
qualify for Medicaid coverage. In some States, these programs pro-
vide benefits as comprehensive as those furnished by the Medicaid
program. In other States, benefits are much more limited. States
may operate the programs directly, or the programs may be admin-
istered and partially or wholly funded at the county level. A survey
by the Health Care Financing Administration found that, in 1985,
29 States offered "State only" medical assistance programs, so
called because they are operated without Federal funding. The pro-
grams served 1.3 million persons at a cost of $1.0 billion.' 2

Any of the illustrative plans would produce some savings for
these State-funded programs. Because data on State-funded medical
assistance programs are very limited, this report does not attempt
to quantify the potential impacts on these programs of expanded
private or Medicaid coverage. The Medicaid expansion would be
more likely to reduce State-only expenditures, as most of the pro-
grams target low-income persons. The effects of the employer-based
options are less certain. Some of the State programs (under such
names as "general assistance" or "home relief") are aimed chiefly
at disabled persons who are unable to meet the disability standards
for the Federal Supplemental Security Income (SSI) program. Be-
cause these persons are unlikely to be working, expansion of em-
ployer coverage would have little impact on State programs of this
kind.

Finally, both State and local governments finance indigent care
in public hospitals, clinics, and other settings. An increase in the
insured population might reduce the necessity for government sub-

112 Health Care Financing Administration. Analysis of State Medicaid Program Characteris-
tics, 1986. Baltimore, MD. 1987. p. 134. The figures cited in this report differ from the published
data, which accidentally included among "State only" programs figures for Michigan's federally
funded Medicaid program.
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sidy of care in these facilities. The extent of the reductions cannot
be estimated from the data used for this report because govern-
ment subsidies generally contribute to the total budget of an insti-
tution and cannot be allocated to the care of individual patients. As
was noted in section III.C.3 of this chapter, estimates of uncompen-
sated care are generally net of public subsidies. The estimated $3
billion in reduced uncompensated care cited in that section may
partially overlap with the potential reduction in direct subsidies to
facilities.

3. Revenues
State and local governments would lose revenue under the man-

datory employer plans for the same reason stated above with re-
spect to Federal revenue. The estimates shown in table 3.39 are
based on the relative proportion of State and local individual
income tax revenue to Federal individual income tax revenue for
the most recent year available.

The estimated revenue loss for State and local governments
would be $0.9 billion for the typical plan, $0.6 billion for the tai-
lored plan, and $0.1 billion for the catastrophic plan.

C. OVERALL BUDGET EFFECTS

The net effect of the illustrative plans on government budgets is
shown in table 3.39. The employer plans would reduce the Federal
budget deficit since savings in spending would exceed revenue
losses. This effect is small for the typical plan ($0.1 billion) but
larger for the tailored and catastrophic plans ($1.6 billion and $2.4
billion, respectively).

Medicaid expansion would add to Federal budget deficits since
there would be a substantial spending increase. Standing alone,
Medicaid expansion would add $5.8 billion to the Federal deficit; in
combination with the tailored plan, this impact would be only $3.1
billion.

The employer plans would add to State and local budget surplus-
es (or reduce deficits), but by small amounts. The effect of the typi-
cal plan would be negligible; the tailored and catastrophic plans
would add $0.1 billion and $0.4 billion to State/local surpluses, re-
spectively.

Medicaid expansion wold add substantially to State spending,
thereby reducing State/local budget surpluses (or increasing defi-
cits). The estimated additional impact of $5.5 billion would be re-
duced to $3.7 billion if Medicaid expansion were combined with the
tailored plan.

VII. SUMMARY

Chapter 3 analyzes the effects an extension of health insurance
coverage would have on individuals, health care providers, employ-
ers, insurers, and governments. To provide a framework for the
analysis, four illustrative plans for expansion of health coverage
are studied. Three of the plans would require employers to offer
health insurance to their employees and dependents. The fourth
plan would expand the Medicaid program to cover all individuals
and families with incomes below the Federal poverty level. The
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Medicaid expansion is analyzed both by itself and in conjunction
with the tailored plan.

The three employer plans are termed the "typical", "tailored"
and "catastrophic" plans. The typical plan contains provisions that
are representative of plans currently offered by large U.S. employ-
ers. The tailored plan is designed to cover more preventive services
than the typical plan, require smaller deductibles and co-insurance
payments, but cost less overall by offering less hospitalization cov-
erage. The catastrophic plan would reimburse all covered expendi-
tures above a deductible, the deductible being related to income
and family size.

If all employees working at least 10 hours per week, and their
dependents, were covered, the employer plans would reduce the
number of uninsured from 37.4 million to 6.0 million. In addition, a
requirement that existing employer plans offering coverage of less
value than a newly mandated plan be upgraded would result in im-
proved coverage for many others (43 million for the typical plan, 24
million for the tailored plan, 22 million for the catastrophic plan).

The 6.0 million who would remain uninsured tend to be older,
poorer, and heavier users of health care than are those who would
gain coverage, reflecting the fact that the working population in-
cludes fewer people with low incomes or serious health conditions
compared to the non-working population.

Medicaid expansion to all poor people would have a very differ-
ent effect. The reduction in the number of uninsured would be
smaller, with 28.9 million remaining uncovered. However, the
newly covered population would include the uninsured with the
lowest incomes and above-average health care utilization. Combin-
ing the Medicaid expansion with the tailored employer plan would
attack the insurance coverage gap from both ends of the spectrum
and leave only 3.9 million still uninsured.

The illustrative plans would increase national health care ex-
penditures by varying amounts. Estimates of the increases range
from $4.1 billion for the Medicaid expansion and $4.4 billion for the
catastrophic plan to $12.8 billion for the tailored plan and $14.6 bil-
lion for the typical plan. The employer plans would reduce the cost
of public programs by an estimated $3.7 billion to $7.6 billion, since
private plans are primary payers for persons with dual coverage.
The typical and tailored plans would also reduce household out-of-
pocket expenditures overall, by $4.0 billion and $2.6 billion respec-
tively, although many individuals would pay more than under cur-
rent law because higher premium payments would outweigh sav-
ings from reimbursement of expenditures by insurance. The cata-
strophic plan would reduce household spending by only $0.6 billion.

The Medicaid expansion would increase that program's spending
by $13.3 billion. However, it would reduce spending under other
government programs by $2.0 billion and reduce household spend-
ing by $5.6 billion. Virtually no one would spend more under the
Medicaid expansion than under current law.

Increased health care expenditures mean greater consumption of
health care services. However, the estimated utilization increases
for the illustrative plans would be minor compared to current utili-
zation levels. The typical plan would produce no more than a 5-per-
cent increase in hospital inpatient days, which could be absorbed
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by excess capacity in most areas. Spot shortages of certain health
professionals in areas with large numbers of uninsured and little
excess capacity could be a problem.

Extending insurance coverage would reduce, but not eliminate,
uncompensated care. The remaining uninsured would be more
likely to experience hospital stays than would those with new cov-
erage. Also, the cost sharing required under the plans would gener-
ate uncompensated care by low-income enrollees.

Estimated physician visits would increase by no more than 3 per-
cent, which most areas could readily absorb. However, in rural and
inner city areas where there are large numbers of low-income
people relative to the physician supply, price increases would be
likely unless and until the supply of physicians responded to in-
creased demand for service from the newly insured.

Projected costs of employer-sponsored health plans would rise
under the three mandatory employer illustrative plans, by $32.5
billion under the typical plan, $28.2 billion under the tailored plan,
and $9.1 billion for the catastrophic plan. Firms not now offering
health coverage, mostly small firms, would bear the bulk of the in-
creased costs. Some large firms would experience net savings,
mainly due to an assumption that employed persons now covered
as dependents under employer plans would be required to accept
coverage through their own employers under the mandated plan.

Economic theory suggests that firms bearing higher labor costs
would try to offset them over time by reducing employee compensa-
tion, in this case, wages. Downward pressure on wage increases
would be likely, with some loss of jobs possible at or near the statu-
tory minimum wage where wage savings are not feasible. Studies
have estimated that effects on employment would be small, howev-
er. A minority of firms might be able to pass the cost increases
through to their customers in the form of higher prices.

Mandated health benefits would affect the market for health in-
surance, the nature of the effects depending on the type of risk
pooling that might be introduced. If small employers were required
to obtain insurance through a pooling arrangement, the market
shares for the different types of insurers would be changed. If pools
were restricted to particular regions, large insurers and the Blues
could have an advantage. If employees were allowed to choose in-
surers through the pool, small insurers and HMOs would fare
better.

Mandating employer coverage would result in modest reductions
in the Federal budget deficit ($0.1 billion to $2.4 billion), as savings
in Medicare, Medicaid and other programs would be largely offset
by reduced revenue collections. Revenue would fall because taxable
wages would grow more slowly than otherwise, and nontaxable
benefits would grow faster than otherwise.

Medicaid expansion would increase government spending sub-
stantially, by $5.8 billion for the Federal Government and $5.5 for
the States.



APPENDIX A.-THE CONGRESSIONAL RESEARCH SERVICE
HEALTH INSURANCE PREMIUM MODEL

I. INTRODUCTION

The Congressional Research Service (CRS), in conjunction with
Hay/Huggins Company, Inc. (a private actuarial consulting firm),
developed a model of health insurance premiums for this project.
The underlying purpose in developing a model of health insurance
premiums was to enable CRS to estimate health insurance premi-
ums for different types of benefits and for different groups in the
population.

The CRS model has two major components allowing the analysis
of changes in both the nature of the insurance offerings and the
population being covered. The first component estimates a stand-
ard premium, using methods similar to those employed by actuar-
ies and insurance underwriters in analyzing the premium for a
particular set of benefits. The first step is to assume that a stand-
ard population is being covered. For purposes of this report, the
"standard population" comprises employees and their dependents
who receive employer-based health insurance.

The second component of the model applies the demographic ad-
justments necessary to estimate insurance premiums for the par-
ticular populations being insured. Since the standard premium
from the first component of the model is based upon a specific pop-
ulation, it is necessary to adjust the premium to take into account
demographic and other differences between the standard popula-
tion and the population being analyzed.

II. STANDARD PREMIUM ESTIMATES

The first component of the model estimates the premium neces-
sary to provide health insurance to a standard population given a
particular set of plan provisions. This model uses the same method-
ology employed by actuaries and underwriters in developing rate
books that insurance companies use to set premiums. Based upon
insurance company experience, actuaries have estimated the effects
of certain variations in plan provisions. For example, raising a plan
deductible from $100 to $150 might drop the cost of the premium
by $17. Offering "well baby" coverage might increase the premium
by $27.

These adjustments vary somewhat from insurance company to
insurance company. The model attempts to provide a more generic
version of this process by comparing the adjustments from three
major insurance companies. Differences among the three compa-
nies were averaged or blended to produce more representative re-
sults. This methodology was then applied to health insurance plans
from 896 medium to large firms that are included in the Hay/Hug-
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gins data base.' 13 This data base covers approximately 25 million
people who receive health insurance through these 896 employers.
The methodology was tested and refined in order to ensure that it
could accurately estimate the actual premiums for these 896 em-
ployers.

III. OVERVIEW OF THE MODEL

The model is based on the Hay/Huggins Benefit Value Compari-
son (BVC) model for the analysis of health benefits costs. It was de-
veloped by Hay/Huggins in 1966 and has been modified each year
to replicate the cost of current employer-based health insurance
programs. The updating includes increasing the cost of each provi-
sion of the plans and extending the model to include new features
being added to health care plans. The model elements that esti-
mate costs of different provisions are also annually reviewed and
validated against national health care cost and utilization norms.

The model's premium estimates are also compared to the actual
benefits design and premiums of employers included in the annual
Hay/Huggins Benefits Survey (HHBS) to determine if the BVC re-
sults accurately reflected the overall cost of the health insurance
plans in the United States. The HHBS includes the results of the
Hay/Huggins annual survey of the benefits of medium and large
firms in the United States. As noted, the 1987 survey includes ben-
efits information on 896 plans covering approximately 25 million
persons.

The original BVC was derived by actuaries and benefits consult-
ants experienced in setting the rates for health insurance plans. A
primary resource used was a set of rate manuals from major insur-
ance companies. The rate manuals were reviewed to determine the
relative cost of each part of the benefits package and the incremen-
tal cost of modifications to the part of the package.

Since the BVC is based on a standard population of insured em-
ployees, its cost estimates will differ from the actual costs for a spe-
cific employer because of demographic, economic and financial fac-
tors that apply to individual companies.

The BVC model's health insurance component is composed of the
following major sections:

* Hospital costs
* Surgery costs
* Inpatient physician costs
* Outpatient physician costs
* X-ray and laboratory costs
* Inpatient psychiatric costs
* Outpatient psychiatric costs
* Prescription drug costs
* Dental costs
* Vision costs
* Emergency/accident costs
* Extension of coverage to retirees
* Share of cost paid by the employee

The Hay/Huggins Company, Inc. data base is described in the first report in this series,
Health Insurance and the Uninsured: Background Data and Analysis," pp. 33-67, 161-168.
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A. CONGRESSIONAL RESEARCH SERVICE HEALTH INSURANCE PREMIUM
MODEL

As the first step in modifying the BVC to meet CRS needs, Hay/
Huggins' mainframe BVC model was reproduced as a Personal
Computer (PC) model using the computer language PASCAL. The
PC model was validated by running health plans through both the
PC model and the mainframe and determining that the results
were identical.

Next, modifications were introduced to enable CRS to analyze as-
pects of potential mandated employer health plans. The section of
the BVC model that determines the cost of extending health insur-
ance benefits to retirees was removed since the current CRS project
focuses on extending health insurance coverage to the working pop-
ulation. The factors used in the model were refined to estimate the
cost of plan variations that were not measured in the BVC model
but might be part of a mandated proposal. For instance, the BVC
includes a discrete table of adjustments that vary the plan deducti-
ble by units of $25, but the CRS adaptation includes a continuous
function that permits analysis of any deductible amount.

Each section of the model produces a cost for an unlimited bene-
fit. That cost is then adjusted for variations specific to the benefit
plan. For example, annual premiums for fully covered inpatient
hospital benefits were $815 for individual coverage. If the employer
plan limits the coverage to 90 days, limits outpatient psychiatric
payments to 80 percent of a maximum 45 days, and applies a de-
ductible of $100, the premium would be reduced to $742.

The model allows for the direct specification of 34 different plan
provisions which were identified by CRS and Hay/Huggins as those
most likely to be varied or altered during Congressional delibera-
tion. These provisions and their effects on plan premiums were
analyzed in the first half of chapter 2. Behind these 34 provisions
lie about 200 more detailed provisions that are "hardwired" into
the model; that is, their effects on plan premiums are set and are
difficult to alter. For example, the model directly allows for a
dental plan to be included, either as part of the main health insur-
ance plan or as a separate plan. The characteristics of a generic
dental plan are "hardwired" into the model. If it became necessary,
these more detailed provisions could be altered, (e.g., to include
orthodontics). This design allows for ease of specification when
changing the most common aspects of a health insurance plan. At
the same time, the model can analyze almost any combination of
health plan provisions by altering the underlying detailed provi-
sions.

The final model modification to the BVC was to introduce demo-
graphics for the uninsured population into the CRS model to
enable estimation of the effect of mandated plans and possible pool-
ing arrangements on the uninsured as well as the insured popula-
tion. These demographic adjustments were applied for age, sex, ge-
ographic location, income and number and type of dependents. The
CRS model produces the following results for each analysis:

* The premium for the typical employer plan for individual cov-
erage.
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* The premium for the typical employer plan for family cover-
age.

* The average premium for employees who are not, but could be,
covered through an employer's plan.

* The average premium for uninsured dependents who are not,
but could be, covered through an employee's plan.

* The average premium for mandated coverage if plans are not
pooled.

* The average premium for mandated coverage if there is a pool.

B. SAMPLE MODEL RESULTS

This report includes the model results for the "typical" and "tai-
lored" plans defined by CRS. The typical plan is based on a review
of the typical provisions for medium and large employers in the
United States as reported in the HHBR. The tailored plan empha-
sizes first-dollar coverage and limits coverage for catastrophic costs.
The following would have been the annual premiums in 1986, in-
cluding 8 percent of claims for administrative costs:

Individual Individualand Family

Typical plan ........ $936 $2,466
Tailored plan .... .... $834 $2,196

IV. THE POPULATIONS BEING ANALYZED

As stated above, the first part of the model assumes a standard
population of workers and their dependents receiving health insur-
ance coverage through their employers. The premium estimated for
the standard population may require adjustments if the group tar-
geted for coverage differs demographically and geographically from
the standard population. The demographics of the standard popula-
tion and specific sub-populations (e.g., those below poverty not cur-
rently receiving Medicaid) are estimated from the Census Bureau's
Current Population Survey (CPS).1 14 The most recent CPS data
available for this study were from the March 1987 survey which
provides information on health insurance statistics and other popu-
lation and income characteristics for calendar year 1986. Availabil-
ity of CPS data for 1986 is the primary reason the health insurance
premiums displayed in this study are for 1986. The March 1988
CPS data covering 1987 have subsequently been released and this
more recent data will be incorporated 'into the model for future
analyses.

114For use in this study, families surveyed by the Census Bureau were restructured into
health insurance units. This technique follows earlier work done by the Congressional Budget
Office. The basic reason for restructuring the file is to exclude family members who would not
be covered under a standard employer-based health insurance plan (e.g., parents of the worker,
children 22 and older). Family members who would not normally be covered by the family's pri-
mary insurance plan were restructured into their own insurance units. For example, a family
with two parents and four children, where two of the children were over 21, would be counted as
three insurance units-one for the worker, spouse, and dependents under age 22, and one for
each of the older children.
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As mentioned earlier, the model was benchmarked against the
experiences of 896 medium to large firms with health plans cover-
ing about 25 million employees and dependents. Since the CPS esti-
mated that about 138.5 million people were covered by employer-
based health insurance in 1986, data from the HHBR were ana-
lyzed to determine the extent to which the 25 million represented
by the HHBR are comparable to the 138.5 million estimated by the
CPS. The HHBR includes few small firms. As chapter 2 of this
report indicates, the size of a firm influences the administrative
costs included in the premium. These costs, shown as a percentage
of claims costs, are analyzed in chapter 2 and the additional costs
associated with insuring a population from smaller firms are dis-
cussed in detail. But even if the administrative costs are estimated
and accounted for properly, a judgment must be reached concern-
ing the extent to which people who work for smaller firms have
systematically different demographic and other characteristics that
would affect how their health insurance would be underwritten.
Are people in smaller firms more likely to be younger or older?
Are they more likely to be women? In other words, are their demo-
graphic features different enough that the 25 million in the Hay
data base are not representative of the 138.5 million with employ-
er-based coverage in the nation as a whole?

The question cannot be answered directly because the HHBR
does not include demographic data on the employees and depend-
ents included in the survey. The question can be answered indirect-
ly by using the underwriting factors Hay/ Huggins uses to estimate
the premiums of employers in the data base. For example, age and
sex factors are designed so that when the factors of all the differ-
ent age and sex categories are weighted by the proportion of the
population found in each category, they sum to 1.00. The same
logic holds for other characteristics, including region of the coun-
try, urban vs. rural, and income. By applying the weights from the
Hay/Huggins BVC to the population characteristics of the 138.5
million persons covered by employer-based plans in 1986, demo-
graphic and other population differences between the 25 million in
the HHBR and the national total of 138.5 million were measured.
Demographic and other population characteristics of the two popu-
lations were found to be within 6 percent of each other. Because
the actuarial underwriting factors represent less exact estimates of
demographic and other population characteristics than is true for
the Current Population Survey, the judgment was made that at-
tempting to reduce this difference to less than 4 percent would not
signify greater accuracy in the estimates. Based on this validation,
it is assumed that the characteristics of the two populations are ef-
fectively the same for purposes of this analysis.

A. THE STANDARD POPULATION

The standard (or currently insured) population comprises people
who receive their health insurance coverage through their employ-
er or through the employer of their parents or spouse. When con-
sidering how this population might be affected by a mandated em-
ployer-based or other federally-sponsored health insurance cover-
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age, it is important to think of this population as three distinct
sub-populations.

First is the group of workers whose jobs provide coverage for
themselves and their dependents. They tend to have strong attach-
ments to the labor force. They are more likely to be male than
female and more likely to be older than younger.

The second sub-population consists of people who are in the labor
force but receive health insurance coverage through their spouse's
or parent's employer. The model and the illustrative plans ana-
lyzed in this report assume that, under a mandate, these people
would be covered instead by their own employer. As the second
report ("Insuring the Uninsured: Options and Analysis") in this
series indicates, this is only one of a variety of possible policies for
this group. Although these people probably would not represent
considerable net additional costs, they would represent a sizeable
shift in health insurance costs from certain employers to others.

The third sub-population is comprised of dependents of the work-
ers in the first two sub-populations. They are not workers, but they
receive employer-based health coverage through the employment of
a spouse or parent. Under a mandate that would require each
worker in a family to be covered by his/her own employer, decision
rules would have to be established on how to divide the dependents
between the different policies of the covered workers. For example,
a family with two working parents and four dependent nonworking
children may be covered currently under the father's employer-
based policy. The model and the illustrative plans assume that
under mandated employer-based coverage, the mother would pick
up coverage from her own employer. The father's employer might
argue that some of the children should also be covered by the
mother's employer. State insurance commissioners commonly deal
with these coordination of benefits questions, and a number of dif-
ferent decision rules are in use at the State level. Policy options for
dependent coverage are discussed in the second report in this
series, "Insuring the Uninsured: Options and Analysis."

In summary, the standard population is composed of these three
sub-populations. For most of the analysis in this report, it is not
necessary to consider the three sub-populations separately. In the
analysis of an actual legislative proposal, however, the distinctions
between these three sub-populations would become important.

B. THE POTENTIALLY INSURED POPULATION

Under different proposals, different people fall into the category
of potentially insured. Throughout most of this analysis, the poten-
tially insured are those who are at least 18-years-old 115 and work-
ing at least 10 hours per week. There are two sub-populations of
the potentially insured.

The first sub-population is uninsured workers. These are people
who meet the age criterion and have an attachment to the labor
force but are currently receiving no coverage through their employ-

I5 Flexibility in the model has been emphasized for people under age 22. Those under 18 who
do not live with their parents and who work 10 or more hours per week have been included as
workers who would be covered. People between 18 and 22 who are in school and are the depend-
ents of workers are included as dependents but not as workers.
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er. From the CPS data, it is not clear what percentage of these
workers have been offered health insurance and declined it. Given
that most employers who provide health insurance fully cover the
premium cost for their employees (if not for dependents), the per-
centage who turn down coverage is probably low.

The second sub-population is uninsured dependents of workers.
These people are not in the labor force but are dependents of some-
one who is employed. Two groups make up this sub-population: (1)
the uninsured dependents of uninsured workers, and (2) the unin-
sured dependents of insured workers. Some employers cover only
their workers and do not offer family coverage. More common is
the situation where the employer pays the full premium cost for
the worker but requires the worker to pay a sizeable percentage of
the premium for family coverage. This distinction between the two
groups that make up this sub-population of uninsured dependents
does not affect the overall cost of providing insurance coverage but
does determine who will pay for it.

For this analysis, the most important distinction is between the
population currently covered and the population potentially cov-
ered. Based on 1986 CPS data, 138.5 million workers were insured
by an employer in 1986; an additional 53.7 million would be added
to employer-based coverage if there had been a mandate in 1986. In
1986 the total population was estimated at 238.6 million. Thus, 46.4
million people would have been unaffected by any mandate. Of this
46.4 million, 39 million (84 percent) already have some sort of
health insurance coverage. However, 7.4 million people would still
be without health insurance coverage, even with an employer man-
date. I 6

V. DEMOGRAPHIC ADJUSTMENTS

To adjust standard premiums for differences in the demographics
between the standard population and the potentially insured, a
number of key demographic factors were identified for both the
standard population and the potentially insured group.

A. AGE AND SEX

While there is little difference in premiums between the sexes
during childhood, the potential for pregnancy and maternity care
in adulthood increases claims costs for women as much as 50 per-
cent above costs for men of a comparable age. These differences
become minimal and eventually disappear in later life.

Health insurance for older people tends to be more expensive
than for younger persons. The greatest cost difference is among
men; those men over age 60 have premiums as much as four times
the costs for men ages 18 to 25.

The standard and the potentially insured populations were com-
pared and analyzed by age and sex distribution. The two popula-
tions differ little by sex. The standard population is almost exactly

I I 6The number of potentially insured and those who would remain not covered by an employ-
er mandate shown here and in chapter 2 differ slightly from the estimates developed for chapter
3. Chapter 1 of this report explains why the numbers are different.
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50/50, while the potentially insured population is 52 percent male
and 48 percent female.

However, the two populations differ substantially by age. As
chart A-1 illustrates, the standard population has an age distribu-
tion that gently slopes downward as age increases. The potentially
insured population, in contrast, is distributed somewhat bimodally;
there are relatively more young adults and older people in the po-
tentially insured population, compared to the standard population.
While the relative bulge of younger adults is more pronounced, the
greater cost associated with insuring older people more than offsets
the lower cost associated with insuring younger people and results
in a net increase in premiums for the potentially insured popula-
tion of about 4.4 percent over the standard population.

B. REGION AND URBAN/RURAL DIFFERENCES

Costs associated with health care vary by region, as well as be-
tween urban and rural areas. The estimated cost of millions of ad-
ditional insured can be greatly affected by where those people are
located. The costs associated with insuring additional workers and
their dependents in the rural South are much lower than if the
same people were located in the urban North. For purposes of this
analysis, however, the key question is whether or not the potential-
ly insured are distributed in ways that are significantly different
from the currently insured. For the most part, they are not. There
are slight differences which tend to offset each other. The overall
effect of difference in region and urbanity of the two populations
results in a reduction of premium costs for the potentially insured
of 0.1 percent.



Chart A-1

Age Distributions of the Currently and
Potentially Insured Populations - 1986.
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C. THE NUMBER AND TYPE OF DEPENDENTS

The number and type of dependents are important in estimating
health insurance costs. Costs are affected both by overall family
size and by the mix of adults and children within the family. The
effect of family size is straightforward; the more dependents a
worker has, the more expensive it will be for an employer to insure
them.

The potentially insured population differs from the standard pop-
ulation in both of the ways discussed above. The average family
size is smaller among the potentially insured population. The per-
centage of single individuals is much higher, 24.0 percent compared
to 14.6 percent. In addition, the potentially insured in families are
more likely to be in one-adult families. The net effect of these
family size and composition differences is to reduce the estimated
premiums for the potentially insured by 10.4 percent. This estimate
assumes that there would be provisions to coordinate benefits when
more than one member of a family is employed. Without coordina-
tion of benefits, these differences would reduce estimated premi-
ums by 10.6 percent.

VI. INCOME

Family income potentially affects the use of health services by
insured persons and may make people with higher incomes more
expensive to insure. First, deductibles and coinsurance are stronger
deterrents to the use of services by lower-income people. Second,
lower-income people, either due to location or price sensitivity,
tend to use lower-priced providers."17 A third factor, offsetting the
first two somewhat, is that lower-income people are often in poorer
health.
I Overall, the potentially insured population has lower incomes
than the standard population. For example, about 10 percent of the
standard population have incomes under $15,000, compared to
about 50 percent of the potentially insured population. The effect is
to reduce estimated premiums for the potentially insured by about
8.1 percent.

VII. SUMMARY
The CRS Health Insurance Premium Model (1) provides a meth-

odology for estimating the premiums of illustrative employer-based
health insurance plans, and (2) links the estimates to specific demo-
graphic adjustments necessary to calculate premiums for specific
groups that differ from the standard population. The model reflects
the practices of the insurance industry without overly representing
any particular insurer's specific practice.

1 7As noted in the introduction to this report, the purpose of the actuarial model and the
analysis in chapter 2 is based on underwriting practices and factors and is designed to estimate
premium levels and relationships. Interactions of the factors discussed in this section represent
the logic of the underwriters and actuaries questioned, not an independent data analysis.



APPENDIX B.-DOCUMENTATION OF ANALYSIS OF ILLUS-
TRATIVE PLANS FOR EXTENSION OF HEALTH INSUR-
ANCE TO THE UNINSURED 118

INTRODUCTION

This study estimated the impact of selected proposals to expand
health insurance coverage by mandating that all employers provide
health insurance to their employees and by expanding Medicaid
eligibility. The study analyzed five policy proposals:

* Tailored Plan-The tailored plan would require all employers
to provide a minimum level of health benefits to all employees
working 10 or more hours per week. The minimum required
insurance benefits would cover most preventive care and the
first 14 days of hospital care but would not cover mental
health care. The tailored plan would be less comprehensive
than the plans typically offered by current employers.

* Typical Plan-The typical plan would also require all employ-
ers to provide a minimum standard of health benefits coverage
to employees working 10 or more hours per week. The typical
plan is more comprehensive than the tailored plan in that it
would cover mental health care and an unlimited number of
hospital days.

* Catastrophic Plan-The catastrophic plan would require all
employers to provide all workers with a plan that covers
health charges over a catastrophic deductible amount. The de-
ductible amount would increase with family income and de-
crease with family size.

* Medicaid Expansion-The Medicaid expansion proposal would
make all persons with incomes below the poverty level eligible
for the minimum level of coverage provided under Medicaid.

* Combined Policy-The combined policy is composed of the tai-
lored plan together with the Medicaid expansion.

The impact of these policies was simulated using the Lewin/ICF
Health Benefits Simulation Model (HBSM). The model was used to
develop estimates of the impact of these proposals on the number
of persons lacking health insurance, household out-of-pocket health
care expenses, and family health insurance premium payments.
The impact these policies would have on the amounts paid for
health care by various types of public and private insurers (e.g.,
Medicare, employer group plans, individual plans) was also. esti-
mated. These estimates reflect the increase in health care utiliza-
tion which would occur as coverage is extended to those who do not
now have insurance.

"8 Prepared by Lewin/ICF for the Congressional Research Service (CRS).
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This appendix describes the HBSM, the methodologies used to
simulate each of the proposed policies, and the methodology used to
simulate utilization changes under these policies.

A. THE HEALTH BENEFITS SIMULATION MODEL

The HBSM estimates the impact of changes in the eligibility,
coverage, and benefits provisions of public and private health plans
on households and total health benefit payments from various
sources. For each of the proposals analyzed in this study, the model
was used to estimate changes in household out-of-pocket health
care expenditures and changes in household premium payments.
The model estimated the impact of these policy alternatives on se-
lected demographic groups and the aggregate impact of these pro-
posals on total payments by public and private insurers.
1. Data Base

The HBSM is based on the 1980 National Medical Care Utiliza-
tion and Expenditure Survey (NMCUES). The NMCUES provides
detailed information on demographic and economic characteristics,
sources of health care coverage, number and types of health care
contacts during 1980, and charges by source of payment for each
health care contact during that year for a sample of about 17,000
persons (6,000 households).

The data were adjusted ("aged") to reflect changes in population,
real incomes and other economic conditions, health care utilization,
the average length of hospital stays, and health care expenditures
between 1980 and 1986. Health care expenditures were adjusted to
reflect U.S. Health Care Financing Administration (HCFA) esti-
mates of health expenditures by type of service and source of pay-
ment in 1986.119

2. Aging Procedure

The Health Benefits Simulation Model was used to "age" the
1980 National Medical Care Utilization and Expenditures Survey
data to 1986. These aged 1986 NMCUES data represent the base
case simulation in this study.

a. Income aging.
The first step in the aging process was to adjust the 1980 incomes

reported by persons in the NMCUES survey to 1986 levels. Income
from wages, interest, dividends, and self-employment were adjusted
by the average growth in wages between 1980 and 1986. Incomes
from pensions and social insurance programs, such as Social Secu-
rity and Unemployment Insurance, were also increased by the
wage index, because benefits from these programs are generally
tied to prior earnings. Public assistance benefits were increased by
the consumer price index (CPI-U).

b. Population adjustment.
The second step was to adjust the sample weights of each individ-

ual in the NMCUES file to reflect changes in the size and the age

" 9 These HCFA estimates are known as the National Health Accounts.
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and sex composition of the population between 1980 and 1986. In
this step, the NMCUES data were also adjusted to reflect health
insurance coverage levels and income distributions in 1986. This
adjustment was done by changing the NMCUES sample weights so
that, in the aggregate, the NMCUES data replicate the distribution
of persons by age, sex, health insurance coverage status, and family
income reported in the March 1987 Current Population Survey
(CPS). 1 20

c. Utilization adjustments.
The NMCUES data were also adjusted to reflect changes in

health care utilization rates between 1980 and 1986 by further ad-
justing the NMCUES sample weights so that the NMCUES data
replicate average inpatient hospital, outpatient and emergency
room hospital, physician, dentist, and prescription drug utilization
rates for 1986. (See table B-1.) The sample weights were adjusted in
an iterative fashion so that the data simultaneously replicate the
utilization rates shown in table B-1 and maintain the distribution
of persons by age, sex, income, and health coverage status reported
in the March 1987 CPS.

The utilization rates for 1986 shown in table B-1 were estimated
by applying trends in utilization between 1980 and 1986 to the uti-
lization rates reported in the 1980 NMCUES data (also shown in
table B-1). Trends in utilization of physicians and hospital services
were estimated from National Health Interview Survey (HIS) data
for 1980 through 1986. Trends in hospital outpatient utilization for
the 1980-1986 period were estimated from American Hospital Asso-
ciation data.

Utilization of prescription drug and other health services was as-
sumed to remain unchanged between 1980 and 1986 within each
age, sex, income, and health coverage status group. Thus, the
change in utilization for the drug and other health service catego-
ries shown in table B-1 can be attributed entirely to changes in the
socioeconomic composition of the population.

d. Health expenditures.
In the final step, the expenditures reported by individuals in the

1980 NMCUES data were adjusted to replicate estimates of total
health care expenditures by type of service and source of payment
for the civilian non-institutionalized population in 1986. The basis
of these expenditure estimates was the National Health Accounts
(NHA) data for 1986 developed by HCFA.

The NHA data show total health expenditures by source of pay-
ment and type of service for the entire U.S. population. These data
were adjusted to represent total expenditures for the civilian non-
institutionalized population based on. a Lewin/ICF analysis of the
health care expenditures for the institutionalized and the military
populations. The resulting estimates of total expenditures for the
civilian non-institutionalized population are presented in table B-
2.121

"O The March 1987 CPS includes coverage and income information for calendar year 1986.
21 NHA drug data were adjusted so that they included only prescription drug expenditures.

This change was made because the NMCUES data exclude information on nonprescription
drugs.
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TABLE B-1.-Selected Utilization Rates by Age for 1980 and Estimated Utilization
Rates for 1986

Under age 65 Age 65 and olderUtilization measure
1980 1986 1980 1986

Physicians visits:
Visits per 1000 persons I .................................. 2,748.07 2,720.93 5,338.73 5,356.10
Percent of persons with visits I ....................... 64.63 63.77 77.56 80.94
Percent of visits by type 2

a. Diagnosis and treatment .......................... 79.18 79.46 89.34 89.26
b. Prenatal and postnatal care .................... 4.81 4.18 0.00 0.00
c. General check up ................................... 9.11 9.11 5.93 6.08
d. Other services............................................. 6.93 7.29 4.73 4.66

Dental visits per 1000 persons 2 .......................... 1,423.71 1,472.44 1,005.00 1,180.66
Percent of persons with visits 2 .......................... 46.19 47.98 33.08 37.26
Hospital stays per 1000 persons 3 ....................... 150.28 117.68 385.49 340.85
Average length of hospital stay 4 ....................... 6.76 6.04 11.25 8.60
Outpatient and emergency room visits

Visits per 1000 persons 5 .................................. 824.03 843.93 1,132.73 1,217.01
Percent with drug expenses 2 ..................... 60.66 60.40 79.36 79.88
Percent with other services 2 .............................. 37.36 38.46 51.06 52.20

NMCUES rate adjusted to 1986 by change in utilization reported in the NHIS data for 1980 and 1986.Percent distribution estimated from reweighting of NMCUES by age, sex, income, and insured status.
NMCUES rate adjusted to 1986 levels using change in utilization reported in the NHIS data for 1980through 1986.

4 Average length of stay for persons under 65 was estimated based upon the trend in average length ofstay for non-elderly reported in the NHIS data for 1980 through 1986. The average length of stay for persons
age 65 or older is the average length of stay for Medicare patients.

I Based on a 7.7-percent increase in outpatient visits observed in the American Hospital Association data.
Source: Lewin/ICF analysis of the 1980 National Medical Care Utilization and Expenditures Survey

(NMCUES) data.

TABLE B-2.-Health Expenditures by Type of Service and Source of Payment for the
Civilian Non-Institutionalized Population in 1986

(Amounts in millions)

Total Out of insurance private Medicare Medicaid Other

Hospital inp.. 120,013.7 10,403.8 44,555.0 3,433.7 41,129.8 11,595.8 8,895.7
Physician

svcs ........ 88,507.0 25,509.0 34,019.6 3,680.1 18,493.2 3,840.6 2,964.6
Dentist svcs ... 29,765.5 18,847.7 8,382.3 1,334.6 92.5 522.0 586.4
Other prof

svcs ........ 13,904.8 5,949.9 3,287.4 340.5 2,015.9 1,463.8 847.3
Drugs &

med
supplies ...... 20,579.3 14,913.2 2,507.9 410.5 289.4 1,865.9 592.5

Eyeglasses ..... 7,976.2 5,393.1 645.9 300.4 1,407.0 99.0 130.8
Nursing

home care.. 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other

health
care ........ 6,505.9 900.4 942.0 254.7 1,014.5 2,655.8 738.6

Hosp ER/
outpatient... 24,808.2 4,299.3 9,143.6 1,435.2 3,985.7 2,330.4 3,714.0

Total ....... 312,060.1 86,216.2 103,483.4 11,189.7 68,427.9 24,273.2 18,469.8

Source: Lewin/ICF estimates using National Health Accounts data.

e. Trends in Employer Plan Catastrophic Cap
Recent surveys of employer health plans conducted by the U.S.

Department of Labor (DoL) indicate that the percentage of employ-
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ers with health plans that have a cap on out-of-pocket expenses in-
creased from about 27 percent in 1980 to about 80 percent in 1986.
To reflect this trend, about 53 percent of all persons covered by em-
ployer health plans were selected to be in a plan with a $3,000 cap.
Employer plan payments and household out-of-pocket payments
were then adjusted for these persons in cases where out-of-pocket
expenditures were greater than this amount.

3. Imputation of Health Insurance Premium Payments

The public use version of the NMCUES data does not report
family out-of-pocket payments for health insurance premiums. Sep-
arate procedures were used to impute premium payments. Premi-
um payments were imputed only to NMCUES families who report-
ed that they paid premiums for health insurance out-of-pocket.

The aged NMCUES data were statistically matched with a
sample of employer health insurance plans developed by Lewin/
ICF for the U.S. Small Business Administration (SBA). In this sta-
tistical matching process, each individual in the NMCUES who re-
ported that he or she had health insurance coverage at his or her
place of employment was assigned one of the 640 plans in the
Lewin/ICF health plan data base, which is in the same firm size
and industry group reported by the individual. Other plan charac-
teristics were also controlled for performing this match, including
whether or not an employee contribution is required. These plan
data provide information on employer plan premiums and the
amount paid by the employee. The Lewin/ICF SBA data base also
includes information on health plan eligibility rules, covered serv-
ices, cost-sharing provisions, and employer costs.122

Premium payment amounts for persons with individual insur-
ance coverage were imputed to each family in the NMCUES data
based on health insurance premium payment data reported for
families in the 1977 National Medical Care Expenditures Survey
(NMCES). Individual and family characteristics and whether or not
dependents were covered under the plan were controlled for imput-
ing health insurance premiums. The family premium payment was
allocated equally over all family members covered under an indi-
vidual plan.

4. Actuarial Valuation of Employer Plans
Some mandatory employer health insurance proposals would re-

quire that employers provide a package of health benefits with an
actuarial value that meets or exceeds a minimum actuarial value
specified in the legislation. The number of persons affected by
these requirements was estimated using the health plan data from
the Lewin/ICF health plan data base, which were statistically
matched to individuals in the NMCUES who are covered by an em-
ployer plan. The actuarial value of the insurance benefits provided
by each of the employer plans in the Lewin/ICF data base (de-
scribed above) was estimated using an actuarial valuation model
developed by Hay/Huggins Associates. These data were then used

122 The sample was drawn from the Dun & Bradstreet UtS. Enterprise and Establishment Mi-
crodata file (USEEM). The sample was stratified by industry (seven groups) and firm size (five
groups) to obtain estimates for these firm size and industry groups.
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to estimate the number of persons who are in plans which provide
benefits below the minimum actuarial value required under the
mandatory insurance proposal. These data also permit one to esti-
mate the number of employers affected and the increase in employ-
er costs that would be required to bring all employer plans up to
the mandated standard.

5. Imputation of Firm Size
The NMCUES data do not report the size of the firm for which

employed persons are working. This information was imputed to
the NMCUES data based on the distribution of workers by firm
size reported in the Pension Supplement to the May 1983 Current
Population Survey (CPS). Industry of employment, age, sex, and
health coverage status were controlled when imputing firm size to
the NMCUES data. (Industry, age, sex, and health coverage status
are reported in both the May 1983 CPS and the NMCUES data.)

B. UTILIZATION RESPONSE SIMULATIONS

This study examined proposals to extend health insurance cover-
age to many who currently lack insurance. As uninsured individ-
uals become covered by a health plan, their utilization of health
care services can be expected to increase. The HBSM simulates this
utilization response.

This section explains how changes in utilization were modeled
for the newly insured, first discussing assumptions concerning how
the newly insured will adjust their utilization, and then explaining
how these changes in utilization are simulated in HBSM.
1. Utilization Response Assumptions

Although there is likely to be a utilization response by the newly
insured, it is unclear how large the response will be and what
types of health care will be affected. This analysis assumes that,
among the newly insured, the level of utilization for all types of
services covered under the new plan will increase so that, on aver-
age, it matches the level of utilization for persons in similar age,
sex, income, and health status groups who previously had insur-
ance.

This approach involves two major assumptions. First, it is as-
sumed that utilization for the newly insured would increase only
for those services covered under the mandatory insurance plan.
This assumption implies that the newly insured would use none of
the expenditures they save on covered services to consume addi-
tional health services that are not covered under the plan. For ex-
ample, if a plan excludes dental care, there were no increases in
utilization of dental services by the newly insured, even though
many newly insured persons might use the money they save on
covered health expenditures for additional care not covered under
the plan.

A second key assumption is that health care utilization rates for
the newly insured will increase to the level of the previously in-
sured within selected age, sex, income, and health status groups.
As previously uninsured individuals become insured, it is assumed
that their rates of utilization for each type of service will increase
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to the level of the previously insured in the same age, sex, income,
and health status group (controlled for a total of 67 socioeconomic
groups).123 The following categories of health care utilization are
adjusted:

* Percent with physicians visits;
* Physicians visits per 1,000;
* Percent with hospital stays;
* Hospital stays per 1,000;
* Hospital days per stay;
* Percent with outpatient visits;
* Outpatient visits per 1,000;
* Percent with drug expenses;
* Drug episodes per 1,000;
* Percent with emergency room visits;
* Emergency room visits per 1,000;
* Percent with other expenses; and
* Other expense episodes per 1,000.
The utilization adjustments were controlled for age, sex, income,

and self-reported health status because these are important deter-
minants of health care utilization. Sample size limitations preclud-
ed controls for other variables such as race and region. Also, be-
cause the sample of persons reporting themselves to be in fair or
poor health was small, it was not possible to control for sex or
income within those health status groups.

Controls could have been applied for additional variables using
multivariate analyses of the NMCUES data for each of the 13 utili-
zation measures listed above. Regression equations could have been
used to estimate a utilization response for each newly insured indi-
vidual based on his/her socioeconomic characteristics. This ap-
proach was beyond the scope of this study.

2. Imputation Methodology
The Health Benefits Simulation Model randomly selects newly

insured individuals to change their utilization based upon the as-
sumed changes in group-specific rates of utilization. The model
then imputes to these individuals medical expense episodes so that
rates of utilization among the newly insured reflect the assumed
change in utilization. This process is performed separately for each
newly insured individual.

The procedure for imputing medical expense episodes was exe-
cuted in three steps. First, for those newly insured who reported
medical treatments prior to becoming insured, the number of medi-
cal episodes they experience was increased. Second, the number of
persons in the newly insured population who have medical treat-
ments was increased, and the number of health care episodes they
experience once becoming insured was imputed. Third, the imputa-
tion process was constrained to impute only services covered by the
mandatory plan.

Step 1: Adjust reported utilization. The first step was to adjust
the number of medical episodes reported in NMCUES for the sub-

123 The model could also use alternate assumptions on the percentage change in utilization
for the newly insured derived from other sources. One such source may be Rand Corporation
research on the impact of insurance on utilization.
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group of the newly insured who had reported health expenditures.
For example, for those who saw a physician, physician visits per
1,000 males age 18 to 29 in excellent health with less than $10,000
in family income were 1,794.59 for the insured and 1,585.06 for the
uninsured. It was assumed that, among the newly insured, the
number of visits per 1,000 persons with visits in this age/sex/
income/health status group would increase to the level reported by
the insured (1,794.59).

This increase was achieved by selecting physician visits reported
previously by the newly insured and duplicating these visits. In
this example, about 13.2 percent of all physician visits originally
reported by individuals who become newly insured will appear
twice for these individuals (1794.59/1585.06 = 1.132). Visits report-
ed by newly insured individuals were duplicated rather than modi-
fied by the "hotdecking" procedure (discussed below in step 2) be-
cause the process of duplicating reported visits assures that the
types of treatments and charges imputed to an individual are con-
sistent with their reported health conditions.

This process of selecting episodes reported by the newly insured
to be duplicated is repeated separately for each of the following
types of health care:

* Physician visits;
* Outpatient visits;
* Hospital visits;
* Emergency room visits;
* Drug purchases; and
* Other health care episodes.
In this step, the lengths of stay for hospital visits originally re-

ported by the newly insured were increased so that the average
length of stay for the newly insured rises to the level of the previ-
ously insured. For example, the average length of stay for males
under age 18 in excellent health with over $30,000 in family
income who had hospital stays was 4.11 -for the insured and 3.54 for
the uninsured. In this analysis, 57 percent of hospital stays origi-
nally reported by the newly insured in this age/sex/income/health
status group were selected to be assigned an additional day (4.11 -3.54 = 0.57). Total charges for the hospital stay would be increased
by the amount of the average charge per day for that hospital stay.
This procedure increases the average length of stay for the newly
insured to that of the previously insured.

Step 2: Increase the number with medical episodes. In the second
step, the number of newly insured persons reporting one or more
medical episodes was increased. For example, the percentage of
males under age 18 in excellent health with family incomes of less
than $10,000 who saw a physician was 50.96 percent for the insured
and 45.04 percent for the uninsured. In this study, it was assumed
that the percentage of the newly insured in this age/sex/income/
health status group with physician visits would increase to the
level reported by the insured.

Newly insured individuals who did not originally report physi-
cian visits were selected to be assigned physician visits. In this ex-
ample, 10.8 percent of newly insured males under age 18 in excel-
lent health with income of less than $10,000 who did not originally
report physician visits were selected to be assigned physician visits
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[(50.96 - 45.04)/(100 - 45.04)] = 0.1077. This procedure increases the
percentage of newly insured persons in this group with physician
visits to the level reported by the insured.

Newly insured persons who previously had no physician visits
and who are selected to have physician visits were assigned physi-
cian visits using the "hotdecking" technique. In hotdecking, each
newly insured individual selected to be assigned physician visits is
randomly matched with an insured person in the same age/sex/
income/health status group who reported physician visits. The
newly insured person is assumed to have physician visits identical
in number, type, and cost to those reported by the insured person
to whom he/she is matched. This hotdecking procedure increases
the number of visits per 1,000 persons for the newly insured to the
level of the previously insured within each age/sex/income/health
status group.

This hotdecking process for the newly insured was repeated sepa-
rately for each of the following types of health care:

* Physician visits;
* Outpatient visits;
* Hospital visits;
* Emergency room visits;
* Drug purchases; and
* Other health care episodes.
Step 3: Limit imputations to covered services only. The final step

was to refine the imputations to eliminate imputed visits that are
not covered under the mandatory health plan. For example, if the
plan does not cover well-baby care, all physician visits for this type
of care were eliminated from the imputed episodes. Similarly, phy-
sician, drug, and hospital stays for psychiatric care were eliminated
from the imputed episodes in cases where the mandatory plan does
not cover psychiatric care. Due to this elimination process, the sim-
ulated average utilization rates of the newly insured do not always
duplicate the average utilization rates for the insured within a
given age/ sex/income/health status group.

3. Summary
After utilization was adjusted, the model calculated the amount

of expenditures covered by the proposed plan. The procedures and
assumptions used to develop these estimates are discussed separate-
ly in the following sections for each of the policy proposals simulat-
ed in this study. In general, the utilization response methodology
was the same as described above for all newly insured persons
under each policy.

C. SIMULATION OF THE TAILORED PLAN

The tailored employer illustrative plan would require all employ-
ers to provide coverage to all employees working 10 or more hours
per week. The plan emphasizes "front-end" rather than catastroph-
ic expenditures and favors primary and preventive care services.
This section describes the provisions of this plan and explains the
assumptions used in modeling each provision.
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1. Population Coverage
All employers would be required to provide health insurance cov-

erage. All employees age 18 or older working at least 10 hours per
week would be eligible, as well as employees under age 18 who are
heads of families. Coverage would be mandatory for all eligible em-
ployees and their dependents after a waiting period of 30 days. If
they are covered under another employer plan, it is assumed that
coverage was retained as secondary coverage.

Assumptions
Coverage under the tailored plan is provided to all non-covered

workers who are working 10, or more hours per week. To approxi-
mate the 30-day waiting period, persons who worked less than 5
weeks during the year are not covered. The following assumptions
were also made:

* Non-working children and non-working spouses of newly cov-
ered workers will be covered under the tailored plan. Depend-
ents covered under another employer plan would retain cover-
age under the plan.

* Coverage under individual plans would be dropped by all per-
sons newly insured under the tailored plan.

* Non-covered dependents of workers currently insured by an
employer plan (i.e., dependents of covered workers who did not
elect family coverage) would be extended coverage under the
tailored plan and would be required to take the coverage.

* Employed dependents who previously were covered by another
family member's plan would be required to take their own em-
ployer's plan as primary coverage.

2. Covered Services
The tailored plan would cover the following services:
* Inpatient hospital days (up to 14 per year);
* Inpatient physician services;
* Outpatient hospital care under the direction of a physician, in-

cluding ambulatory surgical centers;
* Laboratory and x-ray services ordered by a physician;
* Prenatal care;
* Well-baby care up to one year of age;
* Prescription drugs;
* Family planning;
* Hypertension screening and treatment; and
* Diabetes control.
No coverage is provided for mental and nervous conditions or

dental care.

Assumptions
Coverage under the tailored plan was determined for the health

care episodes of newly covered persons using the condition and
type of service data reported in NMCUES. All treatments which
are attributed to dental care or mental and nervous conditions
were excluded from covered services. The following assumptions
were also made:
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* All inpatient hospital stays except those attributed to mental
or nervous disorders are covered. The 14 day per year limit
will be applied on a per-person basis rather than a per-family
basis.

* All outpatient visits are covered.
* All prescription drug expenditures are covered unless they are

attributed to a mental or nervous condition.
* All physician visits in and out of the hospital are covered

under the plan except "general checkups." Physician visits for
check-ups are not covered unless these visits are attributed to
children under the age of one (assumed to be well-baby care
treatments).

* All laboratory tests and x-rays are assumed to have been or-
dered by a physician and therefore covered under the plan.

* Well-baby care up to 1 year of age is covered.
* Family planning, hypertension treatment, and diabetes control

services are included in the NMCUES health care data but
cannot be distinguished from other services. These services
were covered in the simulations only if they are part of a
health care episode which meets the covered service assump-
tions described above.

3. Covered Charges
The tailored plan would cover all charges attributed to the cov-

ered services described above up to a "reasonable and customary"
amount. Private insurance plans typically set the reasonable and
customary amount at the 80th percentile of charges for each type
of service.

Assumptions
NMCUES provides the total charge for each medical care episode

but does not include reasonable and customary charge information.
It was assumed that the full amount of all hospital charges are
within the usual and customary charge amount. It was assumed
that, for 80 percent of all other covered services, the total charge is
within the reasonable and customary limit and the full amount is
covered. For the remaining 20 percent of charges, only 80 percent
would be covered and the beneficiary must pay the remaining 20
percent. Therefore, even in a plan with no cost sharing, the benefi-
ciary may have out-of-pocket expenses under the plan.
4. Cost Sharing

The tailored plan would have a $50 deductible in 1988 ($46.75 in
1986 dollars).124 The full amount of covered charges over the de-
ductible for hospital, surgical, inpatient and outpatient physician
care up to the reasonable and customary amount would be reim-
bursed under this plan. There would be a maximum of three $50
deductibles per family. A copayment of $2 in 1988 ($1.87 in 1986
dollars) would be placed on prescription drugs.

124 From the perspective of insurers, a $50 deductible in 1988 would be equivalent to a $34
deductible in 1986 dollars, given the change in health care prices between 1986 and 1988 (be-
cause insurers are paying for charges that exceed $50). In terms of household payments, it
would correspond to $46.75 in 1986 dollars.
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Assumptions

These deductible and copayment provisions were applied within
the model using the following assumptions:

* The $50 deductible ($46.75 in 1986 dollars) is applied to the
first $50 of covered charges per year rather than the first $50
of each individual charge;

* The deductible is applied to the first $50 of each individual's
covered charges rather than the first $50 of family charges;

* There is a maximum of three deductibles per family; and
* The $2 deductible on covered drug expenses will be applied to

each prescription drug purchase in the NMCUES data.

5. Premiums for Tailored Plan

The employer will pay 80 percent of premium costs for employ-
ees working 30 or more hours per week and 75 percent for their
dependents. The employer contribution for an employee working 10
to 29 hours would be the product of the contribution for a full-time
employee times the ratio of hours worked to 30. Employer contribu-
tions apply only for the time period that an employee is actually
working during the year.

Assumptions
Premium payments for persons who are newly covered under the

tailored plan were estimated using HBSM. Premiums were estimat-
ed by dividing the total amount of charges simulated to be paid by
the plan over the number of person-months of coverage.12 5 Premi-
um amounts were estimated separately for covered workers and
their dependents. Premium payments were not estimated by age,
sex, or any other set of variables, because plan premiums are gen-
erally a set amount per employee and/or dependent and do not
vary by demographic group.

A surcharge was added to premiums for net costs of insurance
and profit. This surcharge, usually referred to as retention, was as-
sumed to be eight percent, which is approximately the average rate
of retention for private insurers. The family premium payment was
then calculated for each individual covered by the plan using the
formula described above.

In cases where a person's individual coverage is dropped once
he/she becomes insured under the tailored plan, his/her premium
payment for individual coverage is set to zero.

6. Impact on Current Employer Plans

The employer must provide a plan with an actuarial value at
least as great as the tailored plan but could provide one or more
plans of greater actuarial value as well. It was assumed that com-
panies would not cut back their existing health benefit plans.

Assumptions
It was assumed that each employer who does not offer a plan

with an actuarial value equal to or greater than the tailored plan

125 Person-months are the total number of months persons are covered by a plan. For exam-
ple, a person who worked 5 months during the year and became covered under the plan would
account for 5 person-months of coverage.
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will offer a plan with equal value if he/she has no plan, or will
modify his/her existing plan to achieve an actuarial value equal to
or greater than the tailored plan. As described above in section A,
each individual in NMCUES covered by an employer plan was sta-
tistically matched to an actual health plan in the Lewin/ICF
health plan data base. The actuarial value of these plans was esti-
mated using a health plan evaluation model developed by Hay/
Huggins Associates. If an individual was currently assigned to a
plan with a net actuarial value smaller than the tailored plan, the
plan was modified as follows: 126

* The amount of the total plan premium cost paid by the em-
ployer was increased until the employer premium payment
was equal to the net actuarial value of the tailored plan to the
employee (this would equal 80 percent of the actuarial value of
the tailored plan mandated benefits to employees working 30
or more hours per week) or until the employer is paying 100
percent of the costs.

* If, after this adjustment, the plan premium paid by the em-
ployer is still less than the net actuarial value of the tailored
plan, the proportion of the individual's health expenditures
paid by the plan was increased by the ratio of the value of the
tailored plan to the actuarial value of employer-paid health
plan premiums (calculated in the prior step). Premiums under
the plan were adjusted by the same ratio.

7. Other Provisions
The tailored plan would include certain administrative practices

which could affect plan costs but cannot be simulated in HBSM.
These are:

* Precertification for elective hospitalization;
* Case management for expensive treatments;
* Mandatory second opinion for selected surgical procedures;
e No preexisting condition clauses; and
o 30-day waiting period before becoming eligible for coverage.

8. Utilization Response
Among those who become newly insured under the tailored plan,

it was assumed that utilization of services covered under the plan
increased to the levels reported by currently insured persons with
similar characteristics. The methodology used is described in detail
above in section B. A utilization response was simulated only for
those who were not covered by any public or private plan prior to
the tailored plan. It was assumed that utilization will not increase
among the currently insured, even though cost sharing is liberal-
ized for many employer plans under this proposal.

D. SIMULATION OF THE TYPICAL PLAN

The typical employer illustrative plan would require all employ-
ers to provide coverage to all employees working 10 or more hours
per week. The plan is a comprehensive plan that typifies the cur-

126 Net actuarial value refers to the actuarial value of the plan's benefits multiplied by the
proportion of the plan premium cost paid by the employer.
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rent offerings of the large- and medium-size employers found in the
Hay/Huggins Benefits Survey. This section describes the provisions
of this plan and explains the assumptions used in modeling each
provision.

1. Population Coverage
All employers would be required to provide health insurance cov-

erage. All employees age 18 or older working at least 10 hours per
week would be eligible, as well as those employees under age 18
who are heads of families. Coverage would be mandatory for all
employees and their dependents after a waiting period of 30 days.
If they are covered under another employer plan, it was assumed
that coverage would be retained as secondary coverage.

Assumptions
It was assumed that coverage under the typical plan is extended

to all non-covered workers who are working 10 or more hours per
week. To approximate the 30-day waiting period, it was assumed
that persons who worked less than 5 weeks during the year are not
covered. The following assumptions were also made:

* Children and spouses of newly covered workers, who do not
themselves qualify for coverage as employees, will be covered
under the typical plan. Dependents covered under another em-
ployer plan would retain coverage under the plan.

* Coverage under individual plans would be dropped by all per-
sons newly insured under the typical plan.

* Non-covered dependents of workers currently insured by an
employer plan (i.e., dependents of covered workers who did not
elect family coverage) would be extended coverage under the
typical plan and would be required to take the coverage.

* Employed dependents who previously were covered by another
family member's plan would be required to take their own em-
ployer's plan as primary coverage.

2. Covered Services
The typical plan would cover the following services:
* Inpatient hospital days (no limit);
* Inpatient care in alternative care facilities (e.g., SNFs);
* Inpatient physician services;
* Outpatient hospital care under the direction of a physician, in-

cluding ambulatory surgical centers;
* Laboratory and x-ray services ordered by a physician;
* Prenatal care;
* Prescription drugs;
* Psychiatric inpatient care (limit of 30 days);
* Psychiatric outpatient care (limit of 50 visits).
No coverage is provided for dental care.

Assumptions
Coverage of the health care episodes for newly covered persons

under the typical plan was determined using the condition and
type of service data reported in NMCUES. All treatments which
are attributed to dental care were excluded. The following assump-
tions were also made:
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* All inpatient hospital stays are covered. The 30 day per year
limit on mental health care was applied on a per-person basis
rather than a per-family basis.

* All outpatient visits are covered. The 50-visit limit on mental
health care was applied on a per-person basis.

* All prescription drug expenditures are covered.
* All physician visits in and out of the hospital are covered

under the plan except "general checkups."
* Well baby care is not covered.
* All laboratory tests and x-rays are assumed to have been or-

dered by a physician and therefore covered under the plan.
3. Covered Charges

The typical plan would cover all charges attributed to the cov-
ered services described above up to a "reasonable and customary"
amount. Private insurance plans typically set the reasonable and
customary amount at the 80th percentile of charges for each type
of service.

Assumptions
NMCUES provides the total charge for each medical care episode

but does not include reasonable and customary charge information.
It was assumed that all inpatient hospital charges are within the
reasonable and customary limit. It was assumed that, for 80 per-
cent of all other covered services, the total charge is within the rea-
sonable and customary limit and the full amount is covered. For
the remaining charges, it was assumed that only 80 percent is cov-
ered and the beneficiary must pay the remaining 20 percent.
Therefore, even in a plan with no cost sharing, the beneficiary may
have out-of-pocket expenses under the plan.

4. Cost Sharing
The typical plan would have a $100 deductible for outpatient

care, including surgical and physician care, in 1988 ($93.50 in 1986
dollars).' 27 There would be no deductible for inpatient care. The
plan would reimburse 100 percent of covered charges for inpatient
hospital and mental health care, 80 percent of inpatient and outpa-
tient surgery up to the reasonable and customary amount, 80 per-
cent of inpatient and outpatient physician care up to the reasona-
ble and customary amount, and 50 percent of outpatient mental
health care up to the reasonable and customary amount.

The plan also places a limit on out-of-pocket expenditures for
covered services of $1,000 per person and $3,000 per family.

Assumptions
These deductible and copayment provisions were applied within

the model using the following assumptions:

127 From the perspective of insurers, a $100 deductible in 1988 would be equivalent to a $68
deductible in 1986 dollars, given the change in health care prices between 1986 and 1988 (be-
cause insurers are paying for charges that exceed $100). In terms of household payments, it
would correspond to $93.50 in 1986 dollars.
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* The $100 deductible ($93.50 in 1986 dollars) is applied to the
first $100 of covered charges per year rather than the first
$100 of each individual charge;

* The deductible is applied to the first $100 of each individual's
covered charges, with a family limit of $300; and

* The coinsurance amounts are applied on an episode-by-episode
basis.

The cap on out-of-pocket expenditures was assumed to apply only
to covered charges for covered services. Therefore, the out-of-pocket
expenses to which the cap is applied are defined to include only the
coinsurance and deductible amounts for covered services. The out-
of-pocket charges to which the cap applies exclude charges for non-
covered services, such as charges for mental health care in. excess
of the inpatient day and outpatient visit limits.

The cap on out-of-pocket expenses was applied to individuals at
the point where out-of-pocket costs exceed the $1,000 limit ($935 in
1986 dollars) or the point where family out-of-pocket charges
exceed $3,000 ($2,805 in 1986 dollars). Thus,.the family cap .may be
invoked without any one family member exceeding the individual*
cap.

5. Premiums for Typical Plan
The employer will pay 100 percent of premium costs for employ-

ees working 30 or more hours per week and 66.67 percent for de-
pendents. T.ie employer contribution for an employee working 10
to 29 hours would be the contribution for a full-time employee mul-
tiplied by the ratio of hours worked to 30. Employer contributions
apply only for the time period that an employee is actually work-
ing during the year.

Assumptions
Premium payments for persons who are newly covered under the

typical plan were estimated using the HBSM. These premiums
were estimated by dividing the total amount of charges simulated
to be paid by the plan over the number of person-months of cover-
age.128 Premium amounts were estimated separately for covered
workers and their dependents. Premium payments were not esti-
mated by age, sex, or any other set of variables because plan pre-
miums are generally a set amount per employee and/or dependent
and do not vary by demographic group.

A surcharge was added to premiums for administration and
profit. This surcharge, generally termed. retention, was assumed to
be 8 percent, which is approximately the average retention rate for
private insurers. The family premium payment was then calculat-
ed for each individual covered by the plan using the formula de-
scribed above.

In cases where a person's individual coverage is dropped after
he/she becomes insured under the typical plan, his/her premium
payment for individual coverage is set to zero.

128 Person-months are the total number of months persons are covered by a plan. For exam-
ple, a person who worked 5 months during the year and became covered under the plan would
account for 5 person-months of coverage.
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6. Impact on Current Employer Plans
The employer must provide a plan with an actuarial value at

least as great as the typical plan but could provide one or more
plans of greater actuarial value as well. It was assumed that com-
panies would not cut back their existing health benefit plans.

Assumptions

It was assumed that each employer who does not offer a plan
with an actuarial value equal to or greater than the typical plan
will offer a plan with equal value if he/she has no plan or will
modify his/her existing plan to achieve an actuarial value equal to
the typical plan. As described above in section A, each individual
in NMCUES covered by an employer plan was statistically
matched to an actual health plan in the Lewin/ICF health plan
data base. The actuarial value of these plans was estimated using a
model developed by Hay/Huggins. If an individual was assigned to
a plan that has a net actuarial value smaller than the typical plan,
the plan was modified as follows: 129

* The amount of the total plan premium cost paid by the em-
ployer was increased until the employer premium payment
was equal to the net actuarial value of the typical plan to the
employee (this would equal 80 percent of the actuarial value of
the typical plan mandated benefits to employees working 30 or
more hours per week), or until the employer was paying 100
percent of the costs.

* If after this adjustment the employer was paying 100 percent
of the costs and the plan premium paid by the employer was
still less than the net actuarial value of the typical plan, the
proportion of the individual's health expenditures paid by the
plan was increased by the ratio of the value of the typical plan
to the value of employer-paid health plan premiums (calculat-
ed in the prior step). Premiums under the plan would be ad-
justed by the same ratio.

7. Other Provisions

The typical plan would include certain administrative practices
that could affect plan costs but cannot be simulated in HBSM.
These are:

* Precertification for elective hospitalization;
* Case management for expensive treatments;
* Mandatory second opinion for selected surgical procedures; and
* No preexisting condition clauses.

8. Utilization Response

It was assumed that, among those who become newly insured
under the typical plan, utilization of services covered under the
plan will increase to the levels reported by currently insured per-
sons with similar characteristics. The methodology used to model
this utilization response is described above in section B of this ap-
pendix. A utilization response was simulated only for those who

129 Net actuarial value refers to the actuarial value of the plan's benefits multiplied by the
proportion of the plan premium cost paid by the employer.



168

were not covered by any public or private plan prior to the typical
plan. It was assumed that utilization does not increase among the
currently insured, even though cost sharing is liberalized for many
employer plans under the typical plan.

E. SIMULATION OF THE CATASTROPHIC PLAN

The catastrophic employer illustrative plan would require all em-
ployers to provide insurance against catastrophic health care ex-
penditures to all employees working 10 or more hours per week.
The degree of protection would depend on family size and income.
All employers without a health plan would have to provide a cata-
strophic plan. Existing employer plans would have to add cata-
strophic protection if there is no such feature in the current plan.

This section describes the provisions of this plan and explains
the assumptions used in modeling each provision.

1. Population Coverage
All employers would be required to provide catastrophic health

insurance coverage. All employees age 18 or older working at least
10 hours per week would be eligible, as well as those employees
under age 18 who are heads of families. Coverage would be manda-
tory for all employees and their dependents after a waiting period
of 30 days. If they are covered under another employer plan, it
would be assumed that coverage would be retained.

Assumptions
It was assumed that coverage under the catastrophic plan is pro-

vided to all workers who work 10 or more hours per week. To ap-
proximate the 30-day waiting period, it was assumed that persons
who worked less than 5 weeks during the year are not covered by
the mandatory catastrophic plan. The following assumptions were
also made:

* Children and spouses of newly covered workers, who do not
themselves qualify for coverage as employees, will be covered
under the catastrophic plan of the worker. Dependents covered
under another employer plan would retain coverage under the
plan.

* Coverage under individual plans would be supplemented by the
catastrophic plan for all persons newly insured under the cata-
strophic plan.

* Non-covered dependents of a worker currently insured by an
employer plan (i.e., dependents of covered workers who do not
elect family coverage) would be extended coverage under the
catastrophic provision of the worker's plan (the lesser of the
existing limit on out-of-pocket expenses or $3,000 per person
and $9,000 per family).

2. Covered Services
The catastrophic plan would cover the following services:
* Inpatient hospital days (no limit);
* Inpatient care in alternative care facilities (e.g., SNFs);
* Inpatient physician services;
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* Outpatient hospital care under the direction of a physician, in-
cluding ambulatory surgical centers;

* Laboratory and x-ray services ordered by a physician; and
* Prescription drugs.
No coverage is provided for psychiatric care or dental care:

Assumptions
Coverage of the health care episodes for newly covered persons

under the catastrophic plan was determined by using the condition
and type of service data reported in NMCUES. All treatments
which are attributed to mental and nervous care and dental care
were excluded. The following assumptions were also made:

* All inpatient hospital stays unrelated to mental and nervous
conditions are covered.

* All outpatient visits unrelated to mental and nervous condi-
tions are covered.

* All prescription drug expenditures unrelated to mental and
nervous conditions are covered.

* All physician visits in and out of the hospital are covered
under the plan except "general checkups" and those related to
mental and nervous conditions.

* Well-baby care is not covered.
* All laboratory- tests and x-rays are assumed to have been or-

dered by a physician and therefore covered under the plan.
3. Covered Charges

The catastrophic plan would cover all charges attributed to the
covered services described above up to a "reasonable and custom-
ary" amount. Private insurance plans typically set the reasonable
and customary amount at the 80th percentile of charges for each
type of service.

Assumptions
It was assumed that all inpatient hospital charges are within the

usual and customary limit. It was assumed that, for 80 percent of
all other covered services, the total charge exceeding the cap is
within the reasonable and customary limit and the full amount is
covered. For the remaining charges, it was assumed that only 80
percent is covered and the beneficiary must pay the remaining 20
percent. Therefore, the beneficiary may have out-of-pocket ex-
penses exceeding the cap under the plan.
4. Cost Sharing

The catastrophic plan would have a deductible for all covered
services. The plan would reimburse 90 percent of all covered
charges for the first $5,000 of charges over the deductible amount
and 100 percent of any additional covered charges. The plan also
places a limit on out-of-pocket expenditures for covered services in
existing employer plans of the lesser of the existing limit or $3,000
per person and $9,000 per family.

Deductibles. Reimbursement for covered expenditures would not
begin until the catastrophic deductible had been met. For existing
employer plans, this deductible is the lesser of $3,000 or the deduct-
ible selected by the employer.
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For the new catastrophic plan, each family's deductible would be
determined by the family's income level. The income-related de-
ductible would apply to the family income. The deductible would be
computed as follows for families with total income of $75,000 or
less:

Deductible = 0.25 * (AGI + transfer payments + tax
free interest income- personal exemptions), where AGI is
adjusted gross income for the Federal income tax, transfer
payments are such amounts that are not includible in
AGI, and personal exemptions are the value of a family's
personal exemptions under the Federal income tax.

For units with total income greater than $75,000:
Deductible = (0.25 * (75,000 - personal exemptions)) +

(0.35 * (total income - 75,000)).
Thus, for example, a family of four with total income of $20,000

would have a deductible of $3,100 (assuming personal exemptions
are $1,900 each). The deductible is set to $0 if the formula produces
a negative number. Income is measured using the previous calen-
dar year's income.

Co-payments. Once an eligible employee's family would have met
the income-related deductible, they would be required to make a
co-payment of 10 percent on the first $5,000 of covered expendi-
tures in excess of the deductible. Thus, maximum out-of-pocket li-
ability for covered expenses under the income-related catastrophic
plan would equal the deductible plus $500 (i.e., 10 percent of
$5,000). The following table gives examples of maximum liability
assuming personal exemptions are worth $1,900.

Number of personal Maximum out-of-pocket liability for total income of:
exemptions $10,000 $15,000 $20,000 $30,000 $50,000 $100,000

1. .................... $2,525 $3,775 $5,025 $7,525 $12,525 $27,025
2. .................... 2,050 3,300 4,550 7,050 12,050 26,550
3. ................... 1,575 2,825 4,075 6,575 11,575 26,075
4. .................... 1,100 2,350 3,600 6,100 11,100 25,600
5. .................... 625 1,875 3,125 5,625 10,625 25,125
6. ................... 500 1,400 2,650 5,150 10,150 24,650
7. ................... 500 925 2,175 4,675 9,675 24,175
8. .................... 500 500 1,700 4,200 9,200 23,700

The relationship between out-of-pocket expenditures and income
for a family with annual income below $75,000 is as follows:

* If expenses exceed the deductible by less than $5,000, the out-
of-pocket amount rises 22.5 cents per additional dollar of
income;

* If expenses exceed the deductible by $5,000 or more, the out-of-
pocket amount rises by 25 cents per additional dollar of
income;

* If expenses meet the above condition and also exceed 7.5 per-
cent of AGI, the out-of-pocket amount increases per additional
dollar of income according to the formula (0.225 + 0.075t)/(1 +
t), where t is the marginal tax rate.

This last result is due to the tax deductibility of medical expendi-
tures greater than 7.5 percent of AGI.



171

Assumptions
These deductible and copayment provisions were applied within

the model using the following assumptions:
* The deductible was applied to the total covered charges in-

curred in a year rather than to each individual charge;
* The deductible was applied on a per-family basis rather than

on a per-individual basis; and
* The coinsurance amounts were applied to the charges incurred

subsequent to satisfaction of the family deductible.
The cap on out-of-pocket expenditures was applied only to cov-

ered charges for covered services. The out-of-pocket charges to
which the cap applies exclude charges for non-covered services,
such as charges for mental health care or dental care, and charges
exceeding the "usual and customary" amount.

The cap on out-of-pocket expenses was applied at the point where
family out-of-pocket charges exceed the deductible calculated for
that family.

5. Premiums for the Catastrophic Plan
The employer will pay 100 percent of premium costs for employ-

ees working 30 or more hours per week and 100 percent for their
dependents. The employer contribution for an employee working 10
to 29 hours would be the contribution for a full-time employee mul-
tiplied by the ratio of hours worked to 30. Employer contributions
apply only for the time period that an employee is actually work-
ing during the year.

In existing plans that must add a catastrophic plan, the premium
for the catastrophic plan will be divided between employer and em-
ployee in the same manner as for the new catastrophic plan.

Assumptions
Premium payments were estimated for persons who are newly

covered under the catastrophic plan. These premiums were esti-
mated by dividing the total amount of charges simulated to be paid
by the plan over the number of person-months of coverage. Premi-
um amounts were estimated separately for covered workers and
their dependents. Premium payments were not estimated by age,
sex, or any other set of variables because plan premiums are gener-
ally a set amount per employee and/or dependent and do not vary
by demographic group.

A surcharge for administration and profit was added to these
premium amounts. This surcharge, generally termed retention, was
assumed to be eight percent, which is the average rate of retention
for employer plans. The family premium payment was then calcu-
lated for each individual covered by the plan using the formula de-
scribed above.

6. Impact on Current Employer Plans
If the employer does not already provide a plan with a limit on

out-of-pocket health care expenditures, the employer must either
add a catastrophic provision to an existing plan or offer the pro-
posed catastrophic plan. It was assumed that companies would not
cut back their existing health benefit plans.
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Assumptions
It was assumed. that each employer with an existing plan that

does not have a catastrophic cap on out-of-pocket expenses will
modify the plan to add a catastrophic provision with a deductible of
$3,000 per person and $9,000 per family. All other employers will
offer the proposed catastrophic plan.

7. Other Provisions
The catastrophic plan would include certain administrative prac-

tices that could affect plan costs but cannot be simulated in HBSM.
These are:

* Precertification for elective hospitalization;
* Case management for expensive treatments;
* Mandatory second opinion for selected surgical procedures; and
* No preexisting condition clauses.

8. Utilization Response
A utilization response to the catastrophic plan was simulated. In-

dividuals in families with total out-of-pocket expenditures greater
than or equal to the catastrophic deductible for their income and
family size were subject to a utilization response. The utilization
response for these individuals was simulated as described in section
B of this appendix.

The utilization response tended to be highest among low-income
families and tapered off as income increased because the deductible
is at or near zero for most low-income families and increases with
income.

F. SIMULATION OF MEDICAID EXPANSION PLAN

The Medicaid expansion plan would require all states to extend
Medicaid coverage to all persons in families with incomes below
the poverty line. The plan emphasizes "front-end" rather than cat-
astrophic expenditures and favors primary and preventive care
services. This section describes the provisions of this plan and ex-
plains the assumptions used in modeling each of these provisions.

1. Population Coverage
All persons with family incomes below 100 percent of the Federal

poverty level would be eligible for coverage. This rule differs from
current law where income eligibility limits are often significantly
below the poverty threshold and eligibility is limited to the elderly,
disabled, and families with dependent children. Families would be
ineligible if their assets exceeded the asset eligibility threshold.
The asset limit would be equal to the current Federal minimum
standard plus $1,700. This limit is $3,400 for single individuals and
$4,250 for families of two or more. The expansion of eligibility
standards would be mandatory for all States.

Assumptions
Eligibility was modeled on a monthly basis, which permitted

changes in Medicaid eligibility to be modeled during the year as
each individual's employment status changed. It was assumed that
individuals retain their health coverage from all public and private
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plans except individual coverage. It was assumed that all persons
with individual insurance drop their coverage during the portion of
the year that they are covered by Medicaid.

Family assets, which are not reported in NMCUES, were esti-
mated from reported interest and dividend income by dividing this
reported income by an assumed average rate of return on invest-
ment income of 6 percent.

2. Enrollment
Based on the current experience of the Medicaid program, it can

be anticipated that not all eligible individuals will elect to partici-
pate in Medicaid. For example, various studies have found that up
to 50 percent of those eligible for cash assistance under the SSI and
AFDC programs do not participate in these programs. Because par-
ticipants in these cash assistance programs are categorically eligi-
ble for Medicaid, a substantial portion of those eligible for Medic-
aid are not enrolled.

Explanations for non-participation in these programs range from
a lack of information about the program to a perceived stigma at-
tached to participating in public assistance programs. Whatever
the reason, full enrollment should not be expected for all those eli-
gible for the Medicaid expansion program.

Assumptions
It was assumed that enrollment will not increase among those

who are currently eligible. There is little reason to assume that
non-participating eligible individuals will choose to enroll simply
because the eligibility limit is increased.

Because the NMCUES data do not identify persons who are eligi-
ble but not enrolled in the Medicaid program, the number of non-
enrolled eligibles under current law was estimated. In this study,
eligible non-enrollees included all persons who are not enrolled in
Medicaid and who had incomes below the weighted average Medic-
aid income eligibility threshold for States included in the census
region in which they are living. (NMCUES does not provide the
State identifiers required to simulate eligibility on a State-by-State
basis.)

It was assumed that eligible non-enrollees under current law will
remain non-enrolled under the new program. The following as-
sumptions were used in simulating the eligible non-enrolled popu-
lation under current law:

* All AFDC and SSI participants under current law are assumed
to be enrolled in Medicaid, even if they did not report so in the
survey, because AFDC and SSI participants are categorically
eligible for Medicaid. This assumption is reflected in all HBSM
simulations performed in this study.

* The non-enrolled eligibles included only those who meet the
SSI or AFDC family structure requirements under current law.
For SSI, this group included elderly individuals and elderly
couples. For AFDC, this group included only families with de-
pendent children.

* For persons in dependent children families, the weighted aver-
age income eligibility threshold was based upon the AFDC ben-
efit standard in States without a medically needy program and
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the Medicaid eligibility standard in States that do have a medi-
cally needy program. For elderly families, the threshold was a
weighted average of the SSI benefit standards within the
census region.

Among the newly eligible, it was assumed that families enroll in
the program in all cases where one or more family members used
services covered under the Medicaid program.

3. Participation
. In this analysis, enrollees who utilize health care services paid

by Medicaid are defined to be participants.

Assumptions
It is assumed that all covered services for individuals selected to

enroll in the program will be subject to Medicaid reimbursement.
Thus, it was assumed that all enrollees who have services covered
by Medicaid participate in the program.

4. Covered Services
The Medicaid plan would cover the following services:
* Inpatient hospital days (up to 14 per year);
* Inpatient physician services;
* Outpatient hospital care under the direction of a physician, in-

cluding ambulatory surgical centers;
* Laboratory and x-ray services ordered by a physician;
* Prenatal care;
* Well-child care up to 18 years of age;
* Prescription drugs;
* Family planning;
* Hypertension screening and treatment;
* Diabetes control; and
* Dental care.

No coverage is provided for mental conditions. States could en-
hance the package at their option, so long as the newly covered in-
dividuals do not receive a broader benefit package than existing
beneficiaries.

Assumptions
All States are assumed to adopt the minimum benefit package

for persons newly covered under the plan. Coverage of the health
care episodes for newly covered persons covered under the Medic-
aid plan was estimated using the condition and type of service data
reported in NMCUES. All treatments attributed to mental and
nervous conditions were excluded. The following assumptions were
also made:

* All inpatient hospital stays except those attributed to mental
or nervous disorders are covered. The 14 day per year limit
will be applied on a per-person basis rather than a per-family
basis.

* All outpatient visits except those attributed to mental or nerv-
ous disorders are covered.

* All prescription drug expenditures are covered unless they are
attributed to a-mental or nervous condition.
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* All physician visits in and out of the hospital are covered
under the plan except "general checkups." Physician visits for
checkups are not covered unless these visits are attributed to
children under the age of 18 (assumed to be well-child care
treatments).

* All laboratory tests and x-rays are assumed to have been or-
dered by a physician and therefore covered under the plan.

* Family planning, hypertension treatment, and diabetes control
services are included in the NMCUES health care data but
cannot be distinguished from other services. These services will
be covered in the simulations only if they are part of a health
care episode that meets the covered service assumptions de-
scribed above.

5. Covered Charges
The Medicaid expansion plan would cover all charges attributed

to the covered services described above. Coverage would be second-
ary to other insurance available to the beneficiary, including Medi-
care, but not to plans that are wholly State-funded, such as general
assistance or State medically indigent programs.

Assumptions
It was assumed that the full charge for covered services is cov-

ered by Medicaid. A "usual and customary" charge amount was
not simulated.

Medicaidbwas assumed to be secondary payer to other insurers
including private plans, Medicare, workers' compensation, and
CHAMPUS. Services provided by company or union clinics were as-
sumed to continue being covered by those organizations. It was as-
sumed that Medicaid will cover costs which under current law are
paid out-of-pocket, paid by philanthropy, or paid by State and local
general assistance and medically indigent programs.
6. Cost Sharing

States would be permitted to impose the nominal cost-sharing re-
quirements included in their current Medicaid plans.

Assumptions
It was assumed that all States waive the right to impose cost-

sharing, and the full amount of all covered charges will be paid by
Medicaid for the newly eligible population. This assumption is re-
quired by the lack of State identifiers in the NMCUES data.
7. Plan Premiums

There will be no premium payment required for participants in
the Medicaid program. As under current law, States will have the
option of paying the Medicare part B premium for all Medicaid
participants who are also covered by Medicare. Nearly all States
have elected this option.

Assumptions
It was assumed that no premium will be paid by newly eligible

individuals under the Medicaid program. Premiums for employer
coverage were assumed to remain unchanged for covered workers
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eligible for the Medicaid program. It was assumed that individual
premium payments are terminated during periods when individ-
uals are covered by Medicaid, which is consistent with the assump-
tion that individual coverage will terminate for individuals during
periods covered by Medicaid. For all persons selected to enroll in
the Medicaid program who are also Medicare participants, it was
assumed that Medicaid pays their Medicare part B premiums
during the months of the year that they are simulated to be en-
rolled in Medicaid. Some families with part-year employment will
be eligible only during the months they are not working.

8. Utilization Response
Among those who are selected to become newly enrolled in Med-

icaid, it was assumed that utilization of services covered under the
program will increase to the levels reported by similar persons who
are currently insured. This utilization response was modeled as de-
scribed above in section B of this appendix. A utilization response
was simulated only for those-who were not covered by any public
or private plan prior to the Medicaid expansion. Because the model
does not currently simulate utilization responses for dental care,
utilization of dental services was assumed to remain unchanged
from the base case simulation.

G. SIMULATION OF THE TAILORED PLAN AND THE MEDICAID EXPANSION

PLAN COMBINED

This simulation modeled the combined impact of implementing
both a private and a public sector health plan. The private sector
plan was the tailored plan described above in section C of this ap-
pendix. The public sector plan was the Medicaid expansion plan de-
scribed above in section F.

The methodology used to simulate the tailored plan was identical
to the methodology used in the prior simulation.of the tailored
plan. The methodology used to simulate the Medicaid expansion.
plan was identical to that used in the prior simulation of the Med-
icaid expansion plan, with the following modifications:

* Medicaid will be secondary payer to the tailored plan;
* Medicaid will pay the employee share of employer plan premi-

ums for all workers eligible for Medicaid;
* Because Medicaid will pay the employee share of the premium,

it was assumed that all workers eligible for Medicaid will
enroll in the Medicaid plan if their employer requires an em-
ployee contribution for health insurance premiums.

Other than these modifications, methods used to model the tai-
lored and Medicaid expansion plans were.identical to those used in
prior simulations of these policies.
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