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THE SMALL BUSINESS HEALTH CARE CRISIS:
POSSIBLE SOLUTIONS

WEDNESDAY, FEBRUARY 5, 2003

UNITED STATES SENATE,
COMMITTEE ON SMALL BUSINESS AND ENTREPRENEURSHIP,
Washington, D.C.

The Committee met, pursuant to notice, at 10:05 a.m., in room
SR-428A, Russell Senate Office Building, the Honorable Olympia J.
Snowe, Chairman of the Committee, presiding.

Present: Senators Snowe, Bond, Burns, Bennett, Kerry, Levin,
and Pryor.

Also Present: Senator Talent.

Senator BOND. It is now my pleasure, with mixed emotions but
with high expectations, to turn over the gavel to the new Chair,
Senator Olympia Snowe.

[Applause.]

OPENING STATEMENT OF OLYMPIA J. SNOWE, CHAIR, SENATE
COMMITTEE ON SMALL BUSINESS AND ENTREPRENEUR-
SHIP, AND A UNITED STATES SENATOR FROM MAINE

Chair SNOWE. Thank you. I want to thank my colleague, Senator
Bond, for this pleasant surprise because it truly is a privilege for
me to be able to have this opportunity to Chair the Small Business
Committee here in the United States Senate. I want to thank and
acknowledge Senator Bond’s exemplary leadership that he has pro-
vided on this Committee for many years. I cannot think of a more
stalwart champion of small business.

As T convene my first hearing and begin to work on these issues
and in my discussions with so many of you here in the audience,
I can tell you he has set a high standard and I am looking forward
to working with him on the issues that are affecting small business
in America.

I also want to thank Senator Kerry for his stewardship. He has
been a long-term advocate for small business and I know that he
is going to continue to do everything that he can to enhance small
business as a vital sector of this economy and he will continue his
long-standing commitment to small business. I know he will be
here shortly.

We also have new Members of the Committee that will be here
as well, Senator Coleman, Senator Bayh and Senator Pryor. We are
immensely fortunate to have the benefit of their insights and
knowledge on this Committee, as well.

Finally, before I get started, I also want to welcome Senator Tal-
ent, also from Missouri, a newly elected Member to the United

o))
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States Senate. He is going to participate in this hearing today be-
cause Senator Talent, when he served in the House of Representa-
tives, chaired the Small Business Committee, and also was a lead-
ing proponent of association health plans, as many of you know. So
he will be participating here today and I know that he will be con-
tributing significantly to this issue and others concerning small
business.

Having served on this Committee throughout my tenure in the
Senate, and earlier on its counterpart, I am eager to begin an am-
bitious agenda to address the wide-ranging challenges small busi-
nesses face.

In that light it is no coincidence I focus our very first hearing on
the challenge that is not only a matter of urgency for small busi-
nesses, but is also of dual significance to our nation at a time when
we are both exploring opportunities to help boost the economy and
ways of reducing the stunning number of uninsured in America.

Knowing that small businesses are creating up to 75 percent of
net new jobs in the country, knowing that they contribute 42 per-
cent of all revenues while the SBA only consumes 0.04 percent of
the Federal Budget, can there be any doubt that our investment in
small business, whether in financial assistance, loan guarantees, or
helping to reduce the overall cost burdens, pays tremendous eco-
nomic dividends to America.

At the same time, with a shocking 60 percent of the 41 million
uninsured in this country already either working full-time in small
businesses, or depending on someone who does, we have an obliga-
tion to ensure that more of these individuals can receive insurance
through their employers.

So when the Kaiser 2002 Employer Health Benefit Survey re-
ports that only 61 percent of all small businesses are offering
health benefits and that is down, I might add, from 67 percent just
3 years ago, is there any question that we are headed in exactly
the wrong direction?

This is a crisis and it is even worse in businesses with fewer
than 50 employees. Of those, only 47 percent currently provide
health insurance benefits. The Department of Labor reports that
only 24 percent of small businesses that employ low-wage workers
offer health plans. So this is an emergency.

But there should be no mistake. It is not because small busi-
nesses do not want to provide these benefits. If there is one thing
I have heard time and again in my meetings with small businesses
in Maine and representatives here in Washington, it is that costs
have skyrocketed to the point of being prohibitive. I have heard of
premiums rising 50, 60 and 70 percent.

In the chart behind me, and I think it is illustrative of the prob-
lem that we are facing, two-thirds of all Americans rely on their
employer for health insurance. We cannot afford the disturbing
trends that are indicative in this chart of the kinds of increases
that employers are facing with respect to health care insurance
premiums.

The average cost for health insurance premiums rose 11 percent
from 2000 to 2001 and then 12.7 percent from 2001 to 2002, the
second consecutive year of double-digit increases. As a result, 22
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percent of all firms increased employee deductibles in 2002 and 32
percent told Kaiser they are likely to do so this year.

The problem is all the more acute for small businesses. For those
with fewer than 10 workers, the employer and employees together
paid on average about 8 percent more in premiums than the
amount paid by larger companies. For all firms under 200 employ-
ees, 84 percent indicated to Kaiser that cost was an important fac-
tor in not offering health care.

The result of all this is not hard to predict. Businesses can and
clearly are dropping health benefits. Others struggle onward in
providing coverage but only at the cost of the growth of the busi-
ness or offering a package with higher premiums or a combination
of both. We simply cannot go on in this direction.

I plan to introduce legislation to level the playing field between
large and small businesses through association health plans. We
want to give small businesses the same strength as unions and
large companies to negotiate better rates.

Let there be no doubt, there would be cost savings. Indeed, a
CBO report estimated in 2000 that on average premiums paid by
small firms that purchase health insurance through AHPs could
see, on average, a reduction anywhere from 9 through 25 percent.

Now I realize there is no single answer to this multifaceted prob-
lem and there are those with a divergent view and different ideas
including medical savings accounts, flexible spending arrangements
and tax credits to help defray the cost of accessing health insur-
ance. But I do believe that AHPs would be a major step in the right
direction and I am pleased we will have an opportunity to hear
from a number of individuals who may have differing ideas on how
to approach the problem, but who all have experience, expertise,
and informed opinions on this pressing matter of national concern.

We are privileged this morning to have with us first, Secretary
of Labor Elaine Chao, who has provided strong leadership on the
President’s behalf on this issue, as exemplified by a report the De-
partment of Labor issued on AHP plans, as well as letters she sent
last September to Senate leaders in support of this legislation.

Obviously, this is a critical labor issue as well as a challenge for
small business and I thank her for her steadfast commitment for
being here today and for improving the lives of American workers.

Of course, no one knows better than our second witness, who will
be SBA Administrator Hector Barreto, just how crucial this issue
is for small businesses. I know the health benefit crisis is of tre-
mendous concern to the Administrator and I thank him for his
dedication and for being here today, as well. I am looking forward
to hearing what he will provide in terms of comments on this legis-
lation.

Our third panel includes representatives of the small business
community who believe this issue is so vital to their future that
they have taken time to be here today and to share their views and
experiences. I also want to acknowledge two small business owners
from my State of Maine, Ms. Kathie Leonard and Ms. Anne Valen-
tine, who will help lend a perspective on what this issue means in
our State where 97 percent of the businesses employ fewer than 20
employees.
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For our fourth panel, we will hear from those with a different
perspective on approaching this crisis. I also want to thank them
for contributing their thoughts and for appearing here today as we
begin to proceed on this most vital piece of legislation to enhance
the well-being of small business.

I would now like to turn to my colleague, Senator Bond.

Senator BOND. Madam Chair, I have been implored by my good
friend, formerly of Missouri and now Montana, Senator Burns to
make a short statement. On that condition, I would be happy to
yield to him.

OPENING STATEMENT OF HON. CONRAD BURNS, A UNITED
STATES SENATOR FROM MONTANA

Senator BURNS. I thank my good friend from Missouri for the
statement.

Madam Chair, thank you very much for holding this hearing
today. I am not going to get to stay. We have got an important vote
coming up in the Energy Committee in about 7 minutes or so and
I want to hustle over there.

This is very important and this is an area where there is conflict,
as you well know, where States rights comes into it and everything
that we try to do has far-reaching effects on industry and small
business, on the insurance industry, and of course, our relationship
with the States. So it sounds easy but we know there are a lot of
complications to it.

Thank you for the hearing and I will be looking at the testimony
of the Secretary of Labor and also from the Small Business Admin-
istration. It will be interesting what they have to say. But I will
also read the testimony of the witnesses that you have today.
Thank you for allowing me to make this statement because this is
probably the most important thing that faces small business today.

Thank you very much.

Chair SNOWE. Thank you, Senator Burns.

Senator Bond.

OPENING STATEMENT OF HON. CHRISTOPHER S. BOND,
A UNITED STATES SENATOR FROM MISSOURI

Senator BOND. Thank you, Madam Chair, for giving me the op-
portunity to say a few words.

It is a real pleasure to work with you in your new capacity as
the Chair of the Small Business Committee. You have been a great,
active Member of the Committee. I am grateful that you are taking
the gavel, although it is with mixed emotions that I turn it over
to you. I intend to work very closely with you but I think the Com-
mittee needs the vitality and enthusiasm of some new leadership
and I have some other important pressing items that I have to
work on, as well.

Your statement today and your willingness to call this hearing,
as your first hearing on AHPs, indicates your commitment to this
issue. Your powerful statement is a strong boost for us as we move
forward on the push to get AHPs.

It is a pleasure, also, to see my new colleague from Missouri,
Senator Jim Talent. As a Member of Congress on the House side,
he was a champion of AHP legislation. As the former Chairman of
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the Small Business Committee, obviously he understands these
issues very well. I know he is going to be an active inter-meddler
in the work of this Committee, and we are delighted to have so
many Missourians involved in this effort. He will be a great addi-
tion to this battle because of his passion and commitment.

Chair SNOWE. There is no doubt where Missouri stands on this
issue.

Senator BoND. However, we Missourians join Maine in cham-
pioning AHP legislation.

Other Missouri natives include Senator Burns and Administrator
Barreto. Pardon me for pointing out the fact that we do have a
strong Missouri commitment.

During these tough financial times small business needs as much
capital as possible to continue maintaining, growing, and providing
jobs. I fought a few years ago, with your help and others, to get
100 percent deductibility for proprietorships which will take effect
finally this year.

Runaway health care costs and health insurance are still issues
to be addressed by Congress. In my opinion, the best way, to con-
trol costs in health care is through choice and competition, dis-
tinctly American ideals. These ideals can work in health care to
provide innovation and encourage new ideas.

As many as 24 million individuals, or 60 percent of the 40 mil-
lion uninsured Americans, are employed. That figure is shocking.
That 24 out of 40 million have jobs but do not have health insur-
ance. Many of them who are in the ranks of the “employed but un-
insured” work for small businesses that would like to provide
health insurance but cannot. Others are in the group that have
provided health insurance coverage previously to their employees,
but today’s exploding and spiraling health care costs have driven
many small businesses out of the market.

No one is hit harder by large premium increases than small busi-
ness. We hear about the cost explosion that insurers and health
care providers are imposing on small business. Many small busi-
nesses find it virtually impossible to provide the coverage they
Wlould like to provide and know they should provide to their em-
ployees.

Our office continues to be flooded with calls and letters illus-
trating the dire need of small firms to obtain health insurance,
competitively priced and comparable in quality to the insurance
plans enjoyed by big businesses and unions.

I am convinced that the only solution is to allow small businesses
across the country to pool together, access health insurance, gain
the administrative benefits from larger memberships and get the
bargaining power they need. This should provide small businesses
the same opportunity as other large purchasers of health insur-
ance.

AHPs, or association health plans, should reduce costs through
greater economies of scale, to spread costs and risks, increase
group bargaining power and generate more insurance options. They
are not a new idea. They have been talked about and bandied
about for almost a decade. During that period, what was once
thought to be a manageable problem has become the crisis we have
today.
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Had we passed this AHP legislation, I am convinced we would
not be seeing the problems we see today in small business.

The underlying AHPs principle is simple, the same principle that
makes it cheaper to buy your soda by the case instead of individual
cans. Bulk purchasing is why the large purchasers can get better
rates. It is about time we bring the same Fortune 500 style health
benefits to the nation’s Main St. businesses.

President Bush has said it well: “It makes no sense in America
to isolate small businesses as little health care islands onto them-
selves.”

AHPs simply will mean more coverage, better coverage for em-
ployees, the companies, their families, and their children. It is time
we take control for small businesses. They deserve a chance to
channel these funds to other needs.

I look forward to working with you, Madam Chair, along with
Senators Talent, Burns and the others on this important issue. I
thank all of you for coming here to testify today.

Secretary Chao has been a very vocal, very eloquent spokes-
person for the President’s plans in this area. She is joined by Ad-
ministrator Barreto, whose representation of the small business
community will give AHPs a big push.

I apologize that I have other commitments, but I too will be read-
ing the testimony, and I will be right behind you in the battle to
get the AHP coverage that small businesses need. I thank you.

Chair SNOWE. Thank you, Senator Bond, for being such a leader
on this issue. We appreciate it.

Senator Levin.

Senator LEVIN. I do not have an opening statement but I just
want to reassure Senator Bond that I, too, have deep Missouri
roots. I was a Harry Truman supporter.

[Laughter.]

Senator BOND. Actually, Carl, we are related, cousins-in-law, 1
think. Something like that, by marriage, so he is acceptable. Sen-
ator Pryor is in the Dunlop area, where Missouri done lop over into
Arkansas. So the heartland, Michigan, Arkansas and Missouri, are
well represented.

Chair SNOWE. I am feeling left out here. Senator Pryor, welcome
to the Committee. We are delighted to have you on this Committee.

Senator PRYOR. I am excited to be here. Thank you.

Chair SNOWE. Secretary Chao, thank you as well for being here
today. My colleagues and I would like to extend our best wishes to
your husband, Mitch. We hope that he is successfully recovering
and we thank you for taking the time for being here today. Tell
him we are looking forward to having him back soon.

Secretary CHAO. Thank you very much. Mitch is indeed doing
very well and I am now a great proponent for people taking the
stress test. Thank you.

Madam Chair, I also have a written statement that is lengthier,
and so I would like to submit that for the record and I will make
a little summary of my remarks.

Chair SNOWE. Absolutely. It will be included in the record.
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STATEMENT OF HON. ELAINE L. CHAO, SECRETARY,
U.S. DEPARTMENT OF LABOR

Secretary CHAO. Good morning Chairman Snowe, and other
Members of the Committee. Thank you very much for providing
this opportunity to discuss the President’s agenda for giving Ameri-
cans more access to quality, affordable health care, specifically
through association health plans.

As the Chairwoman noted, more than 41 million Americans lack
health insurance and 85 percent of the uninsured are in working
families. Some of the uninsured are young and have minimal
health problems. They are quite healthy. Other uninsured families
have children and need access to basic care. Some face serious
health issues requiring the most up-to-date and expensive treat-
ment. There is simply no one-size-fits-all solution to all of these dif-
ferent health care needs. That is why the President has proposed
a number of different remedies to the problems of health care costs
and also lack of access.

These proposals, as the Chairperson has noted, include making
medical savings accounts more widely available, medical mal-
practice reform, individual tax credits and association health plans,
also known as AHPs which I am about to discuss today.

In my view, Madam Chair, the Small Business Committee is the
ideal forum to discuss how to expand health care coverage because
employer-provided health insurance pays for the health care of
more Americans than both Medicaid and Medicare combined.

In order to extend health insurance to millions of additional
working families, we need to find ways to encourage more employ-
ers to include health insurance as part of the compensation pack-
age that they offer to their employees. The sector that presents the
ripest opportunities for making a real difference is indeed small
business.

Right now, as you have heard, those who work in smaller firms
with less than 100 employees make up 60 percent of the working
uninsured and the problem is compounded in low-wage industries.
In fact, only 34 percent of small employers in low-wage busi-
nesses—those where the median wage is $9.50 an hour or lower—
are able to offer health insurance to their workers

Many small employers do indeed tell us that they want to pro-
vide health coverage but that, surprisingly, cost is not their only
obstacle. There are legal barriers, market barriers, and the threat
of fraud. All of these hurdles prevent a lot of small employers from
llo(le{ing able to take care of their workers the way that they would
ike.

Association health plans are aimed squarely at filling this cov-
erage gap that exists among small businesses. AHP will break
down many of the barriers that small employers face that currently
discourage them from offering health care insurance or perhaps
make it impossible for them to do so.

As T said, cost is not the only hurdle but it is probably the most
significant. Small company premiums are about 20 to 30 percent
higher than those of large self-insured companies and that is be-
cause small businesses must take on significant administrative
overhead costs when they decide to offer health coverage. They
must bear the cost of insurance company marketing and under-
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writing expenses. Furthermore, State benefit mandates also
present more cost for the small group market.

All of these factors drive up costs for small firms that offer
health insurance to their employees, although many are discour-
aged from offering coverage at all.

Small businesses are also especially vulnerable to insurance
fraud, which drives up the cost for everyone and robs small employ-
ers of the funds that they could otherwise use to pay for stable, re-
liable coverage. Small employers are at constant risk of wasting
scarce resources on insurance scams that collect premiums and de-
fault on their promise to pay claims.

At the Department of Labor, we are engaged in aggressive efforts
to combat pernicious health insurance fraud. Many scams are oper-
ated as multiple employer welfare arrangements. It is important to
point out that not all of these multiple employer welfare arrange-
ments, or MEWASs, are fraudulent, but they have historically been
difficult to regulate due to jurisdictional uncertainly.

Due to our enforcement efforts almost $9 million was recovered
in the last fiscal year alone to help fraud victims cover their unpaid
medical expenses. At the end of fiscal year 2002, the Department
was pursuing 90 civil and 17 criminal investigations of fraudulent
health plans and we are not letting up.

In addition to enforcement, however, we are also providing a lot
of information to employers to help them manage their health
plans. I have recently written to over 80 business association lead-
ers asking them to distribute a Department of Labor publication
entitled “How to Protect Your Employees When Purchasing Health
Insurance”. I also have with me a copy of the publication that the
Department has put together on association health plans to help
small employers know how AHPs could offer their employees af-
fordable quality health plans. These tips are also on our web site
and they offer a lot of tips for small employers.

In addition to our ongoing education efforts, the Department con-
tinues to work in close contact with State insurance departments
and the National Association of Insurance Commissioners to pro-
tect workers and their families.

One important benefit of AHP legislation is that it will give Fed-
eral and State regulators much clearer lines of authority to regu-
late small employer health insurance. But it is also going to break
down legal and market barriers to make it more attractive for
small businesses to offer health insurance to their employees.

Under AHPs, small businesses would enjoy greater bargaining
power, economies of scale, and administrative efficiencies as well as
the benefits of a uniform Federal regulatory structure. To combat
fraud, AHPs would have to meet Federal certification standards
and comply with the Department’s ongoing oversight.

So by grouping small employers together to purchase coverage,
AHPs will be able to act like large employers and offer low-cost
coverage to employees and their families.

AHPs will also give small businesses the benefits, again, of a uni-
form oversight system instead of having to comply with 50 different
regulatory schemes. For AHPs that offer fully insured coverage,
State insurance commissioners will be responsible for the solvency
of the insurance company issuing the policy just as they are re-
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sponsible for insurance policies issued to fully insured group health
plans today. At the same time AHPs would be subject to both Fed-
eral and many State consumer protections.

I see that the red light is on. I ask that my full statement be
placed in the record. I know, Madam Chair, that you are very con-
cerned about this issue, and I commend your leadership in holding
this hearing that talks about a very important issue surrounding
health care, and one that potentially will offer great benefits to the
millions of uninsured.

[The prepared statement of Secretary Chao follows:]
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TESTIMONY OF ELAINE L. CHAO
SECRETARY OF LABOR
BEFORE THE
COMMITTEE ON SMALL BUSINESS AND ENTREPRENEURSHIP
UNITED STATES SENATE

February 5, 2003

Introductory Remarks

Good morning, Chairwoman Snowe, Ranking Member Kerry, and members of the
Committee. Thank you for inviting me to discuss the Administration's initiatives to
expand health insurance coverage, and specifically our support for Association Health

Plans (AHPs) to increase coverage offered by small employers.

More than 41 million Americans lack health insurance, and fully 85 percent of the
uninsured are in working families -- with most working at firms with fewer than 100
employees. In fact, such small firm workers and their families comprise 60 percent of
the working uninsured.! To increase health insurance coverage, the President has
proposed a comprehensive reform agenda that includes tax credits for the purchase of
individual coverage, expansion of the availability of medical savings accounts (MSAs),
greater access to state-based high-risk insurance pools, medical malpractice reform, and

AHPs.

As we all know, a great deal of work needs to be done, and I applaud the leadership of
this committee for focusing on the health care needs of small business employers and

their employees.
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The Uninsured and Small Businesses

Although most working Americans receive health insurance from their employers,
small firms with fewer than 100 employees find it particularly difficult to offer benefits.
Just 49 percent of these small businesses offer insurance, compared with 98 percent of
larger firms with more than 100 employees. The picture is especially troubling at “low-
paying small firms” (defined in a study as firms with fewer than 100 employees where
more than half of the employees earn less than $9.50 per hour) where only 34 percent

offer insurance to their employees. 2

The difficulties that small businesses face in trying to offer quality, affordable health
insurance explain a significant part of America’s uninsurance problem. Small firms
employ 42 percent of all workers. Yet these workers and their families comprise 60

percent of the working uninsured.?

We know that small employers want to offer health insurance to their workers and their
families. Among 600 small businesses responding to a recent survey, less than one-
third currently offer insurance, but about three-fourths said they would be "very” or
"somewhat likely" to participate in an AHP that offered lower prices, more choices, or
less paperwork.* Small business employees also value health insurance. According to
a recent survey, health insurance was ranked as “very important” by 89 percent of small
business employees.5 AHPs can help make coverage a reality for more small

businesses - the challenge we face is how to make AHPs a reality.

While tax credits, MSA expansion and other policies will all help increase coverage,
AHPs are aimed squarely at the gap in coverage among small businesses. In order to

understand why AHPs are part of the solution to expanding coverage, it's important to
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understand the barriers that prevent many small employers from offering coverage

today.

Small Firms Face Numerous Barriers to Coverage

Cost is clearly the biggest barrier for small employers that want to provide health
insurance. For a variety of reasons, insurers typically charge small firms more per
employee than large firms for comparable coverage. Small company premiums are 20
percent to 30 percent higher than those of large self-insured companies with similar
claims per covered employee.¢ Cost drivers include small businesses’” administrative
overhead, insurance company marketing and underwriting expenses, adverse selection,
state regulatory burdens, and vulnerability to insurance fraud. Small firms are likely to
offer less generous benefits and more of their premiums are consumed by

administrative costs.

In addition, small employers’ costs are rising more rapidly than those of larger
employers. Total costs per employee increased by 18.1 percent at firms with 10 to 500

employees in 2002, compared with 11.5 percent at larger firms.”

Employees in small businesses bear the brunt of these cost increases, according to a
recent survey by the Blue Cross Blue Shield Association (BCBSA), the Employee Benefit
Research Institute (EBRI), and the Consumer Health Education Council. Of the
businesses that changed their health benefits, 65 percent increased workers’' copayments
and deductibles, 30 percent raised the percentage of premiums paid by employees, and

29 percent cut back on the package of benefits offered.®
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Employer Expenses: When a small firm decides to offer health insurance, it must
undertake numerous administrative tasks, including identifying available insurance
policies; comparing their prices, benefit packages and other features; assembling plan
descriptions, enrollment materials and other forms; and educating and enrolling its
workforce. Small firms must pay for these activities with typically fewer resources

than large firms, and the cost of these activities for each covered employee is higher.

Insurance Company Expenses: According to the General Accounting Office®, insurers
incur higher costs when providing health care coverage to small employers than to
large employers. Insurers must market and distribute their policies to a very large
number of unconnected employers. They typically must compensate agents for each
small policy sold or renewed. Some costs, such as the cost of collecting detailed medical
histories for purposes of medical underwriting, are layered on each time an employer
changes insurers ~ and smaller employers generally tend to change insurers more

frequently.

Underwriting and Adverse Selection: Under current law, many small employers face
higher premium costs based on insurers’ underwriting practices. In underwriting an
insurance policy, the insurer estimates its cost to insure the employer’s workforce, by
looking at the group’s demographics, past claims experience, and/ or health status and
other factors. Small groups have few participants among whom to spread the risk, and,
as a result, a few unhealthy workers or dependents will skew the claims experience and

may force the employer to pay much higher premiums.

Faced with high premiums and limited budgets, small employers often share the costs
with their employees. In the worst-case scenario, healthy workers will balk at higher

costs and may not accept the offer to purchase insurance, thereby either obtaining
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private individual coverage or joining and increasing the ranks of the uninsured.
When healthy workers give up health insurance, sponsored by a small employer, only
higher-risk individuals remain, leading to a predictable spiral of ever-increasing
premiums and declining coverage as the insured group becomes less and less healthy.

The small-group market is particularly vulnerable to this process.

State Regulatory Burdens: Some state laws further impede small employer coverage.
Because some states have been very aggressive in regulating small-group markets,
many insurance carriers have withdrawn from those markets, leaving employers with
little choice in plan design or cost options. Five or fewer insurers control at least three-
quarters of the small-group market in most states. In some states, insurance for certain
small firms is available only through a state-operated risk pool or from one insurance

carrier.10

Additionally, small employers are sensitive to the cost of state benefit mandates (such
as requiring coverage for hair transplants, or treatment provided by acupuncturists)
that drive up the cost of the small group coverage. Such mandates are responsible for
one of every five small employer decisions not to offer coverage. ' Another study
reported that mandates raise premiums by four to 13 percent, and that up to one-

quarter of uninsured Americans lack insurance because of state mandates.??

Vulnerability to Fraud: Small employers and their employees are often victims of
fraudulent schemes that promise low-cost health coverage. Many of these
arrangements are multiple employer welfare arrangements (MEWAs). MEWAs are
arrangements that provide health benefits to employees of two or more unrelated
employers who are not parties to collective bargaining agreements. MEWAs are

subject to a complex mix of state and federal laws and regulations. While many
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MEW As operate successfully and provide reliable benefits, unscrupulous promoters
have exploited MEWASs' complex regulatory and oversight structure to operate Ponzi
schemes that collect premiums but intentionally default on benefit obligations. Any
new legislation aimed at expanding access to affordable health coverage must protect

against this type of abuse.

Current Anti-Fraud Activities of the Department of Labor

Let me take this opportunity to focus on the Department’s current efforts to combat
health insurance fraud. AHP legislation will help address this serious problem by

providing an attractive, cost-effective alternative to fraudulent health plans.

The Department combats health insurance fraud through both education and
enforcement. By educating small employers, we can alert them to ways they can
protect themselves and their employees from fraudulent health insurance schemes. The
Department also devotes significant resources to enforcement efforts. Our efforts have
been effective in closing down fraudulent health plans and, in some cases, recovering

money for their victims.

Education and Outreach: Through our outreach, education and assistance programs,
the Department’s Employee Benefits Security Administration (EBSA, formerly the
Pension and Welfare Benefits Administration) has made educating small employers a

top priority.

The Department provides guidance to small employers on how they can avoid
purchasing health coverage from fraudulent MEWA operators. In an effort to educate

small businesses about these risks, I recently wrote to over 80 business leaders and
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associations requesting them to distribute and follow simple tips drafted by EBSA,

entitled “How to Protect Your Employees When Purchasing Health Insurance.” These

tips, which are also highlighted on EBSA’s website, offer important warning signs for
small businesses to consider about coverage that is “too good to be true.” Checking
simple information can alert small employers to fraudulent schemes. I encourage
interested small employers and employees to visit the EBSA website at www.ebsa.gov
or call EBSA’s toll-free hotline at 1-866-444-EBSA (1-866-444-3272) for further

information about protecting themselves against fraud.

The Department also has published technical assistance materials for employers and
service providers. Materials include a publication explaining current federal and state
regulation of MEWAs, and guidance on what to do when health coverage offered by a
MEWA is lost. EBSA has also issued numerous advisory opinions to assist state

prosecutors and regulators in the enforcement of state insurance laws against MEWAs.

Enforcement: In addition to education efforts, the Department continues to devote
significant resources to enforce existing health laws and to work with state insurance
departments and the National Association of Insurance Commissioners (NAIC) to
protect workers and their families. In particular, EBSA is actively investigating and
litigating issues connected with abusive MEWAs. The Department’s primary goals are
to shut down such scam artists quickly, to appoint independent plan fiduciaries in

order to protect plan assets, and to recover money for victimized workers.

To combat MEWA fraud and corruption, EBSA has implemented a two-pronged
approach using both its civil and criminal enforcement authorities. Due to our
enforcement efforts, almost $9 million was recovered in FY 2002 alone for innocent

victims to assist them with unpaid medical bills. Most of the criminal MEWA
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investigations have been jointly conducted with other agencies including the
Department’s Office of the Inspector General, the FBI and the United States Postal
Inspection Service. As of September 30, 2002, EBSA was pursuing 90 civil and 17

criminal investigations of fraudulent health plans.

Examples demonstrating the level of fraud perpetrated by unscrupulous MEWA
operators are numerous. In one recent prosecution, the Department obtained court
orders to shut down an abusive MEWA called Employers Mutual, LLC, sixteen related
entities, and the individuals who operate them. Employers Mutual offered health
benefits in all fifty states and the District of Columbia, with over 22,000 individuals
enrolled in its plans. After collecting over $14 million in employer premiums,
Employers Mutual paid less than $3 million in claims. Nearly fifty percent of the
contributions were diverted to the personal accounts of the principals and to pay
administrative expenses. Through our timely enforcement actions, an independent
fiduciary was appointed and the court approved an orderly method of resolving
unpaid medical providers’ claims in order to protect the plan participants from being

pursued by the health providers. Criminal sanctions are also being pursued.

The AHP Solution: Reduced Barriers

Let me now turn back to our proposal to increase small employers’ access to affordable
health insurance through AHPs. In an AHP, the current barriers that face small
businesses would be reduced or eliminated. Small businesses would enjoy greater
bargaining power, economies of scale, administrative efficiencies, and the benefits of a
uniform regulatory structure. Federal certification demonstrating that legitimate and

financially sound sponsors operate AHPs would provide small businesses with the
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assurance that the Department of Labor has determined that the organization offering

coverage is not a “fly-by-night” operation.

An AHP is basically an arrangement where a group of small employers join together
through a bona fide association to purchase or provide health insurance coverage for
their employees. In essence, AHPs would give small employers many of the economic

and legal advantages currently enjoyed by large employers.

Bargaining Power and Economies Of Scale: By grouping small employers together to
purchase coverage, AHPs will be able to act more like large employers and offer lower
cost coverage to employers, employees and their families. If the AHP chooses to
purchase insurance, it will be in a better position to negotiate with insurers regarding
the terms and costs of coverage than a small employer acting individually. AHPs will
also enjoy economies of scale in the administration of plans. They will give insurers a
vehicle to market and distribute policies to many small employers at once. By offering
a well-selected and potentially stable choice of policies to members, AHPs can help slow

small employers’ otherwise costly movements from one insurer to another.

Streamlined Regulation: AHPs will allow small businesses to enjoy the benefits of a
uniform regulatory system. For AHPs that offer fully insured coverage, state insurance
commissioners would be responsible for the solvency of the insurance company issuing
the policy, just as they are responsible for insurance policies issued to group health

plans today.

AHPs that offer self-insured coverage will be subject to a single, effective, national
certification, solvency and oversight process that will be administered by the

Department of Labor. Strict standards would be met to ensure solvency and protect
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consumers and there would be no confusion or uncertainty over whether the states or
the Department of Labor regulate certain aspects of the entity. Fully insured AHPs
would purchase insurance products with solvency standards and consumer protections

regulated by the states.

Pooling Risk: AHPs would help ensure that small employers will not be denied
insurance coverage or priced out of the market due to the health of their employees. As
a member of a bona fide association, even an employer with high claims experience
would be offered the same coverage options as those offered to other employers within
the AHP. Large AHPs can spread the risk of insuring unhealthy groups or individuals

among a larger population of health risks.

Broader Choice of Coverage: Associations will be able to fashion coverage that best
meets their members' needs, even choosing to offer more than one plan. By offering
broader choices, AHPs will encourage healthy small business members to purchase
coverage and pay into the premium pool, which, given the number of uninsured small
business workers and dependents, should exert downward pressure on health care

inflation.

Expected Results of AHP Legislation

Cost Savings and Increased Coverage: Small businesses obtaining insurance through
AHPs could enjoy significant premium reductions. According to the Congressional
Budget Office (CBO),’ the average savings would be at least 9 percent and could be as
much as 25 percent per employer. CBO further estimates that, because insurance will
be more affordable, more small firms will be able to provide coverage to their

employees and families. Even firms that already offer coverage could obtain lower-
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cost coverage through AHPs. As many as 2 million American workers and their
families could obtain health insurance through AHPs. Indeed, CBO's predictions may
be too conservative. A study by the CONSAD Research Corporation foresaw larger
gains, estimating that up to 8.5 million uninsured workers and dependents could gain

coverage from AHP legislation.

Wide Availability and Greater Access: Numerous small business groups are eager to
offer coverage and look forward to enactment of AHP legislation, including
organizations such as the National Federation of Independent Business, United States
Hispanic Chamber of Commerce, Women Impacting Public Policy, and dozens of
groups representing small businesses and professionals. The Small Business Survival
Committee (SBSC), representing nearly 100 existing associations and employer groups,
believes that coverage will increase dramatically. According to the SBSC, “ AHPs will
empower America’s small employers with the tools needed to harness their
entrepreneurial spirit and skills in providing working families with more health
benefits, and more health plan choices, at affordable prices. ” The American Society of
Mechanical Engineers (ASME) looks to AHPs to help make health coverage more
affordable for 19,000 of their members in nine states who have no access to the ASME

group health plan due to the high cost of mandated benefits.

Ensuring That AHPs Keep Their Promises

The Department of Labor has firsthand experience dealing with group health plan
regulation, as well as combating insurance fraud. The Department of Labor currently
administers Employee Retirement Income Security Act (ERISA) protections covering
approximately 2.5 million private, job-based health plans and 131 million workers,

retirees and their families. Of these, 275,000 plans covering 67 million individuals are
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self-insured, and therefore subject exclusively to DOL oversight. In addition, self
insured multiemployer plans (established and operated jointly by a union and two or
more employers) are overseen exclusively by DOL. These plans cover more than 5

million participants, not counting their covered dependents.

Rest assured, I will allocate the resources necessary to effectively carry out our AHP
certification and oversight responsibilities with effective, efficient and timely regulation
and enforcement. Iam confident of our ability to administer the AHP program

successfully.

Certification and Oversight: To ensure that unscrupulous promoters would not
operate AHPs, only bona fide trade or industry associations that have been in operation
for several years will be allowed to sponsor these arrangements. The Department will
examine AHP sponsors and certify them if they meet this standard, as well as certain

solvency and membership requirements.

Safeguards Against Insolvency: An AHP that offers self-insured coverage will be
required to establish premium rates that are adequate to cover claims and maintain
adequate reserves, as determined by a qualified actuary. Self-insured AHPs will also
be required to keep additional funds on hand to cover unexpected losses. There will
also be a funding mechanism in place to ensure that claims can be paid if an AHP

becomes insolvent.

Insurance Market Safeguards: AHP legislation will include provisions to ensure that
AHPs result in stable, reliable markets for health insurance. Spreading risk and costs
across a large group of individuals is fundamental to effective health insurance. In the

past, small group markets have sometimes been vulnerable to practices, such as adverse
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selection or “cherry picking,” that segregate good risks from bad. Such practices can
make insurance unaffordable or unavailable for small firms when employees or their
families become seriously ill. To prevent cherry-picking, AHPs and participating
employers will not be allowed selectively to direct their higher-cost employees to the
individual insurance market. AHPs must offer all available health policy options to all
of the membership’s employers and individuals. Legislation should also limit AHPs’

ability to vary the premiums for their participating employers.

ERISA, HIPAA and Other Laws: Like other group health plans, AHPs will be subject to
the fiduciary requirements of ERISA, which sets high standards of behavior for health
plan sponsors. In particular, the Health Insurance Portability and Accountability Act
(HIPAA) would apply to AHPs. Under HIPAA, group health plans are subject to
portability, pre-existing condition, nondiscrimination, special enrollment, and
renewability provisions. These provisions also will limit the opportunity for cherry-
picking. Other federal health insurance requirements that provide consumer
protections, such as COBRA, DOL’s claims regulation, the Mental Health Parity Act, the
Women's Health and Cancer Rights Act, and the Newborn's and Mother’s Health
Protection Act would apply to AHPs.

Conclusion

Thank you for the opportunity to testify today. Small business employers and
employees are in critical need of new ways to increase health insurance coverage, and
Association Health Plans are a responsive solution to this problem. We at the
Department of Labor stand ready to work with members of Congress and this
Committee to help pass and administer legislation that expands health insurance

coverage for working Americans.
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Chair SNOWE. Thank you. Thank you, Secretary Chao. I thought
your testimony certainly gives credence to the significance of this
issue and how important it is for small businesses and the role that
obviously Department of Labor will play.

I thought the purpose of this hearing would be to sort through
some of the issues, some of the concerns that have been raised with
respect to this legislation. I know there have been concerns raised
about whether or not the Department of Labor will have the suffi-
cient resources and personnel to oversee the requirements of asso-
ciation health plans with respect to the certification process which
you referred to, as well as the solvency standards.

I was wondering if you could share with the Committee, because
this is an essential dimension to the whole issue and I think obvi-
ously one of the primary concerns that has been raised, whether or
not the Department of Labor will be in a position to provide the
kind of oversight that States do currently in regulating these plans:
making sure that a problem is identified before the plan becomes
insolvent, that the reporting is not essentially voluntary but that
you have the strength of the statute to make adjustments in the
event that it is essential with respect to the stop loss or to the sol-
vency requirements.

If you could just share with the Committee some of the ideas
that you have and how the process works currently, because you
oversee 67 million American workers under current plans that are
managed by the Department of Labor in the self-insured plan. I
would appreciate your views on this because obviously it is going
to be one of the central issues that we will have to explore and ad-
dress.

Secretary CHAO. I would be happy to.

First of all, I have absolute confidence that the resources that are
needed, should this become law, would be there. We have a full
commitment to ensuring that association health plans will be ad-
ministered in a way that will ensure the maximum benefits to un-
insured working families and that any steps necessary to prevent
fraud will absolutely be available.

So I am very confident about the resource issue. I think that is
a red herring. This is the President’s proposal. If this does become
law, we will have the requisite resources and if not, we will ask for
it and I am confident that we will receive it.

Chair SNOWE. How does the current process work with those that
you oversee now under the ERISA program?

Secretary CHAO. I mentioned in my statement that the private
sector employer-based, job-based benefits that employees, workers
currently receive far exceeds the amount of people and benefits cov-
ered under Medicaid and Medicare combined. So our country has
a very strong and long-standing history of a job-based employer-
based benefit program.

Americans who receive employer-based health benefits, are pro-
tected under ERISA and ERISA is administered by the Department
of Labor. As you mentioned, 67 million Americans—that is only a
portion. Over 130 million Americans are covered by ERISA health
plans and 67 million are in self-insured plans regulated solely by
the Department of Labor.
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We have a long history of protecting workers under ERISA. In
addition, there have been a number of Federal health care laws
that amended ERISA and gave the Department significant new re-
sponsibilities in recent years. They include, for example, HIPAA,
which talks about portability, nondiscrimination, pre-existing con-
d%tions. We have the infrastructure to ensure that compliance takes
place.

Additional health laws enacted that we are responsible for help-
ing to ensure compliance with are the Mental Health Parity Act of
1996, the Newborns and Mothers Health Protection Act of 1996,
and the Women’s Health and Cancer Rights Act.

So we have the structure and the infrastructure and people al-
ready who have the expertise and the experience in seeing these
health care programs. On top of that we have experience. We are
the primary agency with experience in administering ERISA, which
again oversees employer-based health benefits and other employer-
based benefits at the worksite.

Chair SNOWE. Do you think this legislation would require any
strengthening with respect to the potential for fraud, which is obvi-
ously another concern that has been identified given the previous
experience back in the 1980s, most especially with the multiple em-
ployer welfare associations?

Secretary CHAO. I think fraud has to be attacked on three fronts.
One is clearly education. We, in the Department, are working with
other groups outside of government, as well as State and local gov-
ernments to ensure that employers and employees understand the
problems that they may encounter in purchasing health care. We
want to make sure that they are smart consumers and that they
make wise choices and that they check out the people they are
doing business with when they purchase health care.

So we have launched a major education program to help health
care consumers—the employers and the employees—to know how
to purchase health care. The second prong of that strategy to fight
fraud is enforcement, strong enforcement. We have over 100 cases
pending. We have collected over $9 million dollars in the last year
alone from fraudulent organizations that have used Ponzi schemes
to entice employers to enter into their health care plan. So we have
a very aggressive enforcement effort ongoing and under way to en-
sure that bad actors are rooted out, that they are put out of busi-
ness, that new trustees are instituted, and that we try to recover
as much as we can for those who have lost money through fraudu-
lent schemes.

The third part of the strategy to prevent fraud is to ask for pas-
sage of association health plans, because the third part of the strat-
egy is to make sure that there is a standard Federal regulation
that is easier to understand and easier to administer so that we
can catch some of these fraudulent organizations. Because these or-
ganizations are now preying upon the fears of so many Americans
and they are growing regionally, they exceed the ability of any one
State to catch them. So, in fact, association health plans with Fed-
eral regulatory standards will actually be much more helpful in
fighting these fraudulent organizations.

Chair SNOWE. Thank you.

Senator Levin.
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Senator LEVIN. Thank you, Madam Chair. I would like to make
reference to a letter that I received from Blue Cross-Blue Shield of
Michigan which has some very deep concerns about the AHPs. I
just want to read a part of that letter and I would ask that the let-
ter be made part of the record.

Chair SNOWE. Without objection.

[The letter follows:]
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zm Blue Cross
Blue Shield
. 4 of Michigan

A nonpront COrpOration angd indepenaent KCenses
of the Blue Cross and Bive Shisld Assariation

January 30, 2003

The Honorable Cari Levin

269 Russell Senate Office Bldg.
Washington, DC 20510

VIA FAX: (202) 224-1388

RE: Association Health Plans

Dear Senator Levin:

We would like to share with you our concems about potential federal legislation pertaining
to Association Health Plans (AHPs) that Congress may be asked to consider in the next
few months. While this issue remains of concem to many constifuent groups throughout
the country, it remains an even greater concem to Blue Cross Blue Shield of Michigan and
its 4.5 million customers.

The possibility of Association Health Plans being sponsored by a variety of business and
professional groups could place Michigan in particular in a very difficult position. There are
currently two types of AHPs that can be established. The first, self-funded AHPs, would be
exempt from all state laws and oversight. The second, insured AHPs, would also be able
to offer coverage nationally, just like seif-funded AHPs, but they would be required to
comply with oversight laws in just one state. Because the cument regulatory environment
in Michigan is basically non-existent except for BCBSM, Michigan would become a haven
for AHPs that are trying to circumvent regulatory oversight in other states.

While AHPs have been proposed as 2 good idea for small business, they may actually be
harmful to the small business insurance market. Opponents of AHPs including the
National Govemnors Association, the National Conference of State Legisiatures and the
National Association of Insurance Commissioners, belleve that AHPs will destabllize the
insurance market and could actually lead to higher rates for small businesses that do not
join them. Rather than providing relief to small businesses and expanding access to
dependable insurance coverage, AHP provisions would instead generate greater
opportunities for fraud and abuse to occur at the expense of the general public.
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Asscciation Health Plans
January 28, 2003

This is of particular importance to Michigan as it is one of only a few states that have not
seen some type of regulatory rating reform over the last decade. The passage of some
form of AHP legisiation would increase the cherry-picking and adverse selection that is
prevalent in Michigan. AHPs would weaken the existing insurance pool by allowing small
businesses and individuais to opt for bare bones benefit packages in order to save money,
switching back to BCBSM whenever they were in need of more comprehensive coverage.
As the carrier of last resort, this Is of critical concern for BCBSM who is the only health
care carrier in Michigan who must accept applicants year round, regardiess of health
status. As a result, the healthy will obtain coverage through AHPs while the unheaithy will
obtain coverage through BCBSM thereby destroying the basic concept of insurance
pooling — balancing risk.

While we are actively working with members of the state legisiature to ensure some type of
regulatory reform occurs on the state level that wouid ensure fair and equitable insurance
practices, we encourage you to oppose the AHP legislation that is being proposed.
Enclosed is additional information outlining the detrimental effects this legisiation could
have on Michigan If implemented.

Thank you for your serious consideration and we look forward to discussing this issue with
you.

Sincerely,

Daniel J. Loepp Amy £/Backa
Vice President Manager
Governmental Affairs Federal Relations
Enclosure

cc: Richard Whitmer, President and CEO, Blue Cross Blue Shield of Michigan
Biue Cross Blue Shield Assoclation
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Senator LEVIN. One of the statements that they make in this let-
ter is that the passage of some form of AHP legislation would in-
crease the cherry-picking and adverse selection. AHPs will weaken
the existing insurance pool by allowing small businesses and indi-
viduals to opt for bare bones benefits packages in order to save
money, switching back to Blue Cross-Blue Shield whenever they
were in need of more comprehensive coverage.

As the carrier of last resort, this is a critical concern to us. We
are the only health care carrier in Michigan who must accept appli-
cants year-round regardless of health status. As a result the
healthy will obtain coverage through AHPs while the unhealthy
will obtain coverage through Blue Cross-Blue Shield, thereby de-
stroying the basic concept of insurance pooling, balancing risk.
Could you comment on the cherry-picking problem that AHPs cre-
ate?

Secretary CHAO. The concern that they point out about cherry-
picking is one that I am very cognizant of and we would not want
to see this happen. The whole point of having an association health
plan package would be that we would allow small employers to pool
their risks, to come together and pool their employees together so
that the risk and cost of administering a health care program can
be spread over a large number of people.

We want healthy workers to opt into the system as well. Because
what is happening now is that the health care premiums are get-
ting so high that healthy workers are saying, “I am pretty healthy,
the risk of my having an illness is pretty low. So I am going to take
a chance and I am not going to go and get health care insurance.”
That is not good. That i1s why we want to lower the cost of health
care so that we can encourage more healthy workers to come back
into the system. Cherry-picking would discourage this, would make
it so that it is very costly and we would not want that to happen.

This is still legislation in the works and we want to make sure
that as we go forward that cherry-picking does not occur and that
people are not opting out of a program. We want to make sure that
a larger pool of people would be included because after all, that is
the purpose of the association health plans.

Senator LEVIN. There are lots of ways in which cherry-picking
can occur. One way would be for a pool to be created, for instance,
which would attract mainly the young and healthy workers by hav-
ing very high copays.

Secretary CHAO. We would not want to see that happen either.
As I mentioned, this is a bill that is going forward hopefully, and
so let us work on that. I would want to work with you on that to
make sure that this does not happen because we want to make
sure that everyone is covered and we do not want those who are
less healthy to be isolated.

Senator LEVIN. At a hearing in 1997, the Assistant Secretary of
Labor at that time said that the Department of Labor did not have
the resources to regulate the AHPs. This is one sentence from her
testimony. Based on our investigative experience, we could review
each pension plan once in 170 years. If you include health plans,
once in 300 years. She said that an infrastructure adequate to han-
dle the new responsibilities, replicating the functions of 50 State
insurance commissioners, simply does not exist.
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Now you indicated that you are confident the resources would
exist.

Secretary CHAO. Yes, I am.

Senator LEVIN. We have, of course, in legislation and public
statements, given assurances to all kinds of people over the years
that resources would exist to carry out various programs. We have
a special education commitment, the Federal Government will pick
up 40 percent of the cost of special education, impose mandates,
and we are nowhere near 40 percent. We have done the same thing
now with the Department of Homeland Security. We have got com-
mitments that we have all made that come nowhere close in the
budget request, and other kinds of commitments which are made.

I know your intention there. I do not doubt that. I know you and
I have no doubt about your honesty and sincerity when you make
that statement. But what would the resources be? How many dol-
lars would be required to regulate this program, in your judgment?

Secretary CHAO. First of all, let me emphasize again that the
Employee Benefits Security Administration formerly called PWBA,
Pension Welfare Benefits Administration, has a great deal of expe-
rience in this field already because we do administer ERISA and
we do have the infrastructure with which to ensure compliance
with a lot of the recent health care legislation. So for those who
question the Department on that, I want to set the record straight.

We have begun to take a look at how much resources we need.
We have some figures but I feel that it is a little premature to
specify at this point. But we already do certification. We will need
to beef up our enforcement a little bit.

I am confident that the resources will be made available and
they will be readily obtainable.

Senator LEVIN. My time is up. If you can perhaps supply that to
the Committee for the record when you have an estimate as to the
cost of administering the program.

Secretary CHAO. I can give you an answer to that.

Senator LEVIN. Would you just say hello to Mitch for all of us.

Secretary CHAO. I sure will. Thank you.

Senator LEVIN. Thank you, Madam Chair.

Chair SNOWE. Senator Talent.

Senator TALENT. Thank you, Madam Chair.

I want to thank you for allowing me to be here today. This is a
subject that I have worked on for some time and I do appreciate
your allowing me to sit in.

Madam Secretary, thank you for your support of this. I think it
is very meaningful to people in Missouri, particularly those who
work for small businesses.

Of course, the Department already regulates today, does it not,
all the plans covered under ERISA, the big company plans, the
union plans?

Secretary CHAO. It sure does.

Senator TALENT. There are hundreds and hundreds of those
plans, are there not?

Secretary CHAO. Hundreds of thousands, covering tens of mil-
lions of people.

Senator TALENT. I do not know how many association health
plans would develop but the reserve requirements and the stop loss
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requirements are so great that my sense is that only the largest
trade and professional associations, maybe the Chamber, NFIB, the
Restaurant Association and a few others would be able to do it. So
maybe we are talking about adding another, I do not know, maybe
15 or 20 plans to your regulatory burden. That is what we are talk-
ing about, is it not? I mean, it is hard to estimate.

Secretary CHAO. Yes. First of all, I have to commend the Senator
for your previous work in association health plans and also in the
health care sector overall. I know that you are quite an expert in
this area.

Senator TALENT. Officially, I will agree with you. For the record,
I will agree with you.

[Laughter.]

Secretary CHAO. But you are right that the Department has a
great deal of expertise. ERISA covers provided health benefits, and
is under the Department of Labor. So we do have the experience.
We have the people. They are available.

It may require some additional resources but I am confident, as
I mentioned to the Senator, that we will have those resources.

Senator TALENT. An incremental increase in your regulatory bur-
den, at best. As you say, you are already regulating plans that
cover millions of people. These would be a few more plans. It is
hard to say exactly how many would develop over time but not that
many.

Now the cherry-picking argument, and this keeps coming back
and back. It is like some kind of a monster from fiction. No matter
how many swords you jam in it, it keeps coming back. But let me
just tell you something that I did and do when I am on the stump
talking about this or out in town hall meetings. I want to ask you
if this surprises you.

I will explain association health plans to a group of people, usu-
ally those who are working for a small business, and I say to them
now look, if you had an ongoing medical problem, a chronic prob-
lem, if you were a sick person in the sense that you had diabetes
or kidney disease or something like that, and you had a choice be-
tween working for a very big company or a small company and the
only factor in your mind was health insurance, and knowing noth-
ing else about it, how many of you would want to work for the very
big company?

You know what, Madam Secretary, nobody, when I have asked
that question has ever said, knowing only that and controlling it
in the way that I did, that they wanted to work for the small com-
pany. Does that surprise you?

Secretary CHAO. No, it does not and that points to a big problem.

Senator TALENT. The idea that the healthy people will go into the
association health plans is, I think, exactly the opposite of the re-
ality. It is the folks who have a problem who are now relegated to
a market where health insurance is very expensive and is not very
good, they are the ones who are going to want to go to association
health plans, do you not think?

Secretary CHAO. You are absolutely right.

Senator TALENT. I especially like that Blue Cross is telling a lot
of people that the healthy people will go to the bare bones AHPs
and then if they get sick run back to the tremendously low cost,
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high quality Blue Cross-Blue Shield policies, which certainly is not
the experience that I have had talking to people in small busi-
nesses around the State of Missouri.

Let me ask you one other thing. Does the Department have fig-
ures as to how much of the business in the small group market is
controlled by a few big carriers? Do you have those figures? Pos-
sibly not, because that is State regulated so you may not have that.

Secretary CHAO. I can get that for you, but you can imagine what
the answer is.

Senator TALENT. I would be interested in seeing that because I
think those carriers would probably stand to lose some business if
association health plans were passed. What do you think? Maybe
you do not want to answer that.

Secretary CHAO. I think that certainly is a concern of theirs.

Senator TALENT. I thank you and I see my time is up. Thank
you, Madam Chair.

Chair SNOWE. Thank you.

Senator Pryor.

Senator PRYOR. Thank you, Madam Chair.

Let me say it is an honor to be on your Committee and I look
forward to getting a lot of great things done here.

Thank you, Madam Secretary, for being here today. It is great
to have you here and I know this is an issue that you are very pas-
sionate and very concerned about. As I travel the State of Arkan-
sas, and it does not matter if I am talking to a member of a union
or a small business owner, or a small family farmer, or an officer
in a very large Fortune 500 company, immediately what they want
to talk about is the high cost of health care. It is something that
is growing at a rate that they just cannot keep up with. It is a
very, very serious problem.

As I understand the proposal today, is that what you are trying
to address is the high cost of health care and the access to health
care?

Secretary CHAO. I am.

Senator PRYOR. Let me point out something that I know that the
Members of this Committee are aware of and I know that you are
aware, and I would just like to hear your thoughts on this. That
is last year the Congressional Budget Office studied the AHP legis-
lation that was introduced last year and determined that AHPs
would likely provide health care coverage to about 4.6 million peo-
ple. That sounds good.

However, all but about 330,000 of them are already covered
today. So in other words, this proposal, based on what the CBO is
saying, if I understand their report correctly, does not really ex-
pand health care coverage but will primarily go to members of our
society who are already covered by health care. Is that your under-
standing of that?

Secretary CHAO. No, that is not really true because the spiraling
cost of health care is an issue that we all need to be concerned
about, because it is not static. It increases. So long as health care
costs continue to increase, in fact, more and more people will opt
out because of the high cost of health care.

So the association health plans will contribute to decreasing the
cost of health care, by 13 percent or perhaps as much as 25 percent
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on average. In addition, the number of people covered will increase
as well. So I disagree with those figures.

Senator PRYOR. So what is the flaw in the CBO’s logic or the flaw
in their process?

Secretary CHAO. I think that is a static analysis. Basically, if
health care continues to increase upward there will be those who
will find it increasingly unaffordable. So let us say they are pay-
ing—I was looking for one figure. The average small business has
seen an increase in their health care cost from about 11 percent to
18 percent. It is a magnitude that large.

Senator PRYOR. I hear it every day when I go out. I hear it every
day.

Secretary CHAO. So when health care cost increases that much,
there is going to be a concern obviously with the number of employ-
ers that would be able to offer that to their employees.

Senator PRYOR. The other problem the CBO report points to, and
again, I would like to hear your comment on this, is that you create
a kind of haves and have-nots situation or may exacerbate the
problem that already exists. That is that the AHP legislation
would, in fact, benefit some people. It would allow some people to
get health care they do not already have. It would allow some to
keep it and they might otherwise not be able to.

But also the downside might be that it might make health care
more expensive for about 20 million other Americans that cannot
get into an AHP. Do you have any thoughts on that?

Secretary CHAO. Our aim is to allow the association health plans
to be a real option for a maximum number of Americans. The asso-
ciation health plan is not the only solution to the rising cost of
health care in our country. It is one solution, a very effective solu-
tion I might add as well. But other solutions include medical mal-
practice reform. The high cost of litigation these days is shooting
the cost of health care upward.

Senator PRYOR. It sounds like it is going up about 1 percent be-
cause of that, as I understand it.

Secretary CHAO. There are other components of the program that
we suggest, as well. For example, tax credits, expansion of medical
savings accounts, and association health plans.

Association health plans is not the only solution, but again it is
a very important part of our nation addressing the rising cost of
health care. As for these individuals who may have—let me just
say something else about people who have to purchase individual
insurance. Individual insurance may be available to some, but as
you well know that is the most expensive form of health insurance.
So that is not the most desirable.

Senator PRYOR. One last follow-up on that if I may, Madam
Chair. There is something that Senator Levin alluded to a minute
ago that you said that is not the intent of this and you hope it
would not happen. That is the prospect of very high copays. What
assurance can you give me and what assurance can you give this
Committee that that will not happen?

Secretary CHAO. I think the cost share the employee bears is de-
pendent upon the high cost of health care. Most employers want to
provide health care insurance and benefits for their employees. If
the cost of health care is low, they are going to take up a larger
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portion of it. If the cost of health care increases, they will of eco-
nomic necessity be forced to have their employees take a larger
portion. But that is not the desired route. That is why holding
down the cost of health care is important.

Small companies in particular, have premiums about 20 to 30
percent higher than large self-insured companies with similar
claims per covered employee. So association health plans is a way
to help smaller employers spread their risk and get the cost down
and therefore allow a large number of employers to offer health
care to their employees.

Senator PRYOR. Thank you, Madam Chair.

Chair SNOWE. Thank you. Now, I would like to welcome Senator
Kerry. You missed all the nice things I said about you earlier.

Senator KERRY. I will give you a chance to say them again.

[Laughter.]

Chair SNOWE. You know, the thing that is interesting, Senator
Kerry and I are Chair and Ranking Member of another Com-
mittee—Ocean and Fisheries Subcommittee. So he is going to see
me more than he bargained for.

But it is a delight to work with you, Senator Kerry, on this Com-
mittee and I am looking forward to working with him and your
stewardship of small business. I know you have been a strong pro-
ponent of small-business.

OPENING STATEMENT OF HON. JOHN F. KERRY, A UNITED
STATES SENATOR FROM MASSACHUSETTS

Senator KERRY. Thank you very much.

Madam Chair, thank you very much. It is nice to work with you.
We have had a great tradition here. I thought we were going to end
it for a while with me in the ascendancy, but we have had a great
tradition of flipping back and forth in the Chairs and it has always
been a pretty bipartisan Committee that has worked very effec-
tively. So I look forward to working with you. I really do.

I welcome our new Members. On our side, Senator Pryor. I know
he is not a Member of the Committee but I welcome Senator Tal-
ent. Jim Talent has worked hard on this.

Senator TALENT. Would you just yield for a second, Senator
Kerry?

Senator KERRY. Sure.

Senator TALENT. If I could just say what a pleasure it was, when
I did Chair the Committee in the House, to work with you in all
capacities and with your staff.

I cannot, because of our conference rules, be a Member because
Senator Bond is already on the Committee and does a great job.
But it is just a pleasure to be on the same dias with you.

Senator KERRY. Thank you very much and I look forward to con-
tinuing that relationship and I appreciate your interest in being
here today.

Madam Secretary, thank you for being here today and I join with
our colleagues in wishing Mitch well.

Secretary CHAO. Thank you.

Senator KERRY. We are glad to have you here today.

I did want to take—if I can use my time also as Ranking Mem-
ber—to make my opening as I ask a question or two.
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I disagree with you about what is happening in the marketplace
with respect to “most businesses want to provide insurance.” The
trend appears to be that most businesses in the country are moving
away from defined benefit to defined contribution. It is a reflection
of the effort to push off some of that responsibility and ask employ-
ees to go out into the marketplace and pay more of the burden,
fend for themselves to a certain degree.

Now they are still helpful, it is still critical, they are still the
massive base of our insured in the country. I think any solution to
the current woes of the health care system is going to require
building on the employer-based system to the degree that we can.

This hearing is obviously geared towards figuring out how we do
that in a thoughtful, intelligent way that does not create other dis-
tortions in the marketplace. That is my concern.

More and more workers are telling us how they are being
squeezed downwards. They are being squeezed downwards by the
defined contribution requirements. They get a piece but it is never
enough to keep up with the rate of increase, so they have to kick
in more and more, essentially a pay decrease for them.

Also, the benefits that they were receiving are increasingly being
squeezed.

I think that is the concern that a number of us have about the
AHPs as currently proposed. I am for purchasing pools because you
want to spread the risk. Insurance is inherently based on the no-
tion of spreading risk. You try to figure out how broadly you can
spread it in a way that maximizes the risk assumption and there-
fore minimizes cost, providing insurance geared to serve the group
as a whole.

If you look at the problem of health insurance in America today,
we have 41 million Americans that we know are uninsured. Eighty
percent of them are in households with at least one employed work-
er. Half of these individuals are either self-employed or working for
small businesses that employ 50 or fewer workers. But less than
half of those small businesses now offer insurance, compared with
almost 100 percent of the large employers.

So we have been working, in this Committee, for a number of
years to try to narrow that gap. I recognize that is the purpose of
today’s hearing on AHPs. But these numbers make it clear that if
we could somehow figure out a way to really broaden the risk pool,
we can bring a lot of people into insured status.

It seems to me we ought to set principles up front of what kind
of health insurance we want to offer people and then work from
there. I think one principle is it has to be comprehensive; i.e., you
do not shave down the benefits so much that people are not getting
what really helps them.

Other principles—insurance has got to be affordable, obviously,
and stable. It has got to be there and have some continuity to it
and people have to know they are getting what they paid for.

That is what concerns a lot of us about the Administration’s cur-
rent proposal because there are two major disadvantages to it, I
think, with respect to meeting those principles I just defined.

No. 1, I think AHPs have the potential of placing consumers at
risk because you exempt AHPs from the State patient protections,
the solvency requirements, and oversight. Now I have heard the
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back and forth about how different individuals have a lot of experi-
ence in managing that, but the fact is the marketplace is failing
today even under their management. An awful lot of our fellow
Americans are complaining about the lack of accountability in the
plans that they have.

So you have to build protections into the structure from the be-
ginning and not, I hope, rely on some unknown regulator in a regu-
latory climate that we have not really seen to be particularly effec-
tive in the last year.

Secondly, with respect to the risk pool that I talked about, and
I believe in the marketplace, I want to maximize competition and
I want to maximize private enterprise capacity. But we all know
that there are certain realities that drive the bottom line and de-
termine profit. When you leave spreading risk to the marketplace,
people try to avoid the most egregious payouts. It is a natural tend-
ency. So there is the capacity, absent a structure that really pulls
people in here adequately for AHPs, as proposed, to destabilize the
small group health insurance market which in the end will result
in higher premiums for those in other places.

Now, what do I mean by these concerns? Because the AHPs are
not subject to state consumer protections, including for instance as-
sured access to emergency care or Ob/Gyns, specialists of various
kinds, mental health services, mandatory grievance procedure of
some kind, appeals timelines, certain rights with respect to cloture
in the process of knowing what you do or do not have. All of these
are consumer protections that the States have spent more than a
decade putting in place. I know the National Governors Association
and others are deeply concerned about AHP structure as put for-
ward with respect to these protections.

Secondly, because AHPs are allowed to self-insure and accept in-
surance risk not subject to state solvency requirements, you really
do run the risk that the marketplace tendency to look for max-
imum profit, we have seen countless examples of fly-by-night com-
panies that come along, they gouge people, and then when people’s
need is really there, they are gone. The money has been absconded
with and there is no accountability. I do not think we should start
out empowering entities to take advantage of people in the market-
place in that way.

Further, it is the natural tendency for AHPs to go out and find
the people who are going to be at lowest risk. What is the best
business practice? Do not have heavy payouts. If you are a start-
up entity and you insure a bunch of people with MS or diabetes
or some other problem, you are never going to make a profit. You
are going to be bankrupt before you begin.

So your absolute tendency is to say we have got a bunch of young
people over here working in this high-tech company. Let us grab
them, that is a natural for us. Because their likelihood of getting
sick is not very great. What happens is, as those people are pulled
from the current small group system, you wind up leaving other
people paying higher premiums because you no longer have the
shared risk pool you had before.

Now see, this 1s not me speaking. This is not partisan. The CBO
has estimated that nearly two-thirds of the cost savings AHPs
would offer result from attracting healthier members from the pool
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of existing workers. In CBO’s analysis, 80 percent of workers would
remain in traditional insurance and potentially be worse off if
AHPs are created. That means 20 million employees and depend-
Znts of small employers could experience a rate increase under

HPs.

So I think these are very important issues to work through. I
think a number of witnesses here today are going to share
thoughts about how you can do this, expand the pools, but do it in
a way that hopefully is not going to wind up with some of the
downsides.

There is a philosophical question I want to ask. The Administra-
tion is currently proposing to give States more flexibility in the
Medicaid and SCHIP programs, which a lot of people see as giving
license to governors to squeeze downwards and follow the same
trend that we just talked about because they are all under enor-
mous pressure. They are going to be cutting Medicaid. Nobody
knows how that is going to result. We are hearing stories of chil-
dren who are now going to be withdrawn from the programs. So
you are giving flexibility to the States at the same time that you
are talking about federalizing much of the small group insurance
market. I am wondering what the logic is, why it is desirable to
increase State control for Medicaid and SCHIP while decreasing it
for the small business health insurance?

Secretary CHAO. Medicare and Medicaid, as you know, are ad-
ministered by the Department of Health and Human Services, and
I think those questions are more properly directed to Secretary
Thompson.

Senator KERRY. I am not asking about the Administration, I am
just asking about the contradictory philosophy.

Secretary CHAO. The SCHIP program is also administered by
HHS. I will speak on several of the concerns that you have raised.

First of all, I acknowledge in my prepared statement I submitted
for the record that employees in small businesses do bear the brunt
of cost increases in health care and the issue there is that we all
want to see health care cost decrease. The association health plan
is part of a multi-pronged strategy to do just that.

So I think most employers do want to offer health care benefits
for their employees, they want to see their employees happy, well
taken take care of, healthy. It is good for them. But they are in-
creasingly hard-pressed to do so when the cost of health care is spi-
raling upward so rapidly.

Senator KERRY. We passed a tax credit, as you know, which is
going to take full effect. So we do not yet know whether that, fully
expanded, might be able to empower employers to offer health in-
surance without this downside impact.

Secretary CHAO. Well, the association health plan is one part of
the solution. Other parts can be tax credits, expansion of medical
savings accounts, and others.

The second issue raised, about cherry-picking, we discussed pre-
viously, prior to your arrival, and I share your concern about that.
This is an issue that we are discussing and hopefully it will result
in bills into which we will all have input.

I would be very willing to work with you and others. Several
other of your colleagues have also mentioned concerns about that,
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as well. It is not our intention, I think any of our intentions, to
have a plan that would exclude all but the healthiest.

The third issue about the regulatory regime. The Department
has a great deal of experience in ensuring compliance with ERISA
and also a number of other health care regulations and legislation.
We want the State structure largely to remain in place, which it
will for fully insured AHPs. For self-insured AHPs, they will fall
under a Federal regulatory regime. This clearer delineation of reg-
ulatory authority between State and Federal entities will help re-
duce fraud, such as has plagued NEWA’s.

Senator KERRY. I appreciate the observations you have made. 1
am not sure it really reflects the differential in the approach. I am
also concerned that we keep coming at this with a piecemeal ap-
proach and we have a little band-aid here and a little band-aid
there, and it starts to bleed somewhere else as a consequence.

I look forward to working with you, and I hope we can find a way
to avoid that unintended consequence law from taking hold here
again.

I apologize to you and others for having been late here. We had
the Moscow Treaty and the AIDS bill in the Foreign Relations
Committee and that is why I was not able to be here earlier.

Madam Chair, I would ask that some letters with respect to this
issue from a number of different groups be placed in the record,
each of them major players in the insurance market, and all of
them deeply concerned about the particular course that we are on
at this moment.

Chair SNOWE. Without objection.

[The letters follows:]
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Headquarters: 2001 North Beaureqard Street. 12" Floor, Alexandria, VA 22311-1732+ Phone (703) 684-7722 - Fax (703) 684-5968
Government Affairs Office: 413 East Capitol St, SE, Washington, DC 20003-9997 « Fax (202) §75-8389 - www.nmha.org
J.R. Elpers, MD, Chair of the Board = Michaet M. Faenza, President and CEO

February 4, 2003

The Honorable Chairwoman Olympia J. Snowe
Senate Small Business & Entreprencurship Committee
United States Senate

428A Russell Senate Office Building

Washington, DC 20510

Dear Chairwoman Snowe:

On behalf of the National Mental Health Association (NMHA), I am writing to express our
opposition to legislation that would exempt association health plans (AHPs) from state regulation
and thereby undermine state mental health parity laws and other critical consumer protections.

Established in 1909, NMHA is the nation’s oldest and largest advocacy organization dedicated to
all aspects of mental health and mental illness. Improving access to mental health care is of
primary concern to our organization, but bills to increase the availability of AHPs by exempting
them from state health insurance reforms take the wrong approach and would undercut
significant progress made at the state level to improve coverage of mental health services.

Millions of Americans who have health coverage are denied critical mental health care by
discriminatory limitations on their coverage. Each year, less than a third of adults and even
fewer children receive the mental health services they need. This denial of care makes little
sense as treatment success rates for mental illnesses are often better than those for many physical
illnesses.

Moreover, untreated mental illness costs the American economy at least $79 billion annually in
lost productivity, absenteeism, unemployment and increased health costs. Perhaps most tragic is
the high rate of suicide in this country that undoubtedly results from inadequate mental health
care as mental illness is associated with over 90% of all suicides. Each year over 30,000
Americans die from suicide and almost 650,000 individuals require emergency care for injuries
caused by suicide attempts. Legislation that impairs state laws designed to improve access to
mental health care can only weaken a mental health system that the President’s New Freedom
Commission on Mental Health recently described as being “in shambles.”

To address some of these concerns, President Bush has called on Congress to enact full mental
health parity requirements for group health plans, and Congressional support for such federal
legislation is widespread. But, over 36 states have already passed parity laws for insurance plans
governed by state law and more than 32 states require insurance plans to cover a minimum
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amount of mental health benefits. These laws represent significant steps toward our goal of
improving access to mental health care for all, but this progress would be undermined by
legislation that would exempt AHPs from state consumer protections and replace them with
negligible standards,

Although supporters argue that this AHP legislation would lower the cost of insurance for small
businesses and thus increase coverage, the Congressional Budget Office (CBO) has predicted
that 80% of workers in small firms would face premium increases. Under this proposal, AHPs
would reduce costs by offering pared-down benefit packages excluding coverage of mental
health services or prescription drugs, for example. These low-cost plans would appeal to those
firms with primarily young, healthy employees, but as a result those in need of more
comprehensive benefits would have to pay more for traditional coverage. According to CBO, a
large majority of employees would remain in traditional plans with higher premiums.

CBO estimates that any increase in coverage would be minimal because most of those covered
by AHPs would have been previously covered by traditional plans. Thus the benefit of this
legislation would be small, but the costs would be great because of the weakening of crucial state
laws, such as those that prohibit discriminatory limits on mental health care by state-regulated
plans.

In addition, by undermining state oversight of insurance agreements, this legislation would
expose health care consumers to the fraud and abuse that multiple employer welfare
arrangements (MEW As), similar in structure to AHPs, have committed in the recent past. These
plans left almost 400,000 participants with more than $120 million in unpaid medical bills for
doctors, hospitals and other health care providers in the late 1980’s and early 1990°s.

Consequently, we urge you to oppose legislation that would exempt AHPs from state regulation
such as mental health parity laws and other consumer protections. Thank you for your
consideration of our views.

Sincerely,

~ 55

Michael M. Faenza, MSSW
President and CEO
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February 4, 2003

The Honorable Ranking Member John F. Kerry
Senate Small Business & Entrepreneurship Committee
United States Senate

428A Russell Senate Office Building

Washington, DC 20510

Dear Senator Kerry:

On behalf of the National Mental Health Association (NMHA), T am writing to express our
opposition to legislation that would exempt association health plans (AHPs) from state regulation
and thereby undermine state mental health parity laws and other critical consumer protections.

Established in 1909, NMHA is the nation’s oldest and largest advocacy organization dedicated to
ali aspects of mental health and mental illness. Improving access to mental health care is of
primary concern to our organization, but bills to increase the availability of AHPs by exempting
them from state health insurance reforms take the wrong approach and would undercut
significant progress made at the state level to improve coverage of mental health services.

Millions of Americans who have health coverage are denied critical mental health care by
discriminatory limitations on their coverage. Each year, less than a third of adults and even
fewer children receive the mental health services they need. This denial of care makes little
sense as treatment success rates for mental illnesses are often better than those for many physical
illnesses.

Moreover, untreated mental illness costs the American economy at least $79 billion annually in
lost productivity, absenteeism, unemployment and increased health costs. Perhaps most tragic is
the high rate of suicide in this country that undoubtedly results from inadequate mental health
care as mental illness is associated with over 90% of all suicides. Each year over 30,000
Americans die from suicide and almost 650,000 individuals require emergency care for injuries
caused by suicide attempts. Legislation that impairs state laws designed to improve access to
mental health care can only weaken a mental health system that the President’s New Freedom
Commission on Mental Health recently described as being “in shambles.”

To address some of these concerns, President Bush has called on Congress to enact full mentat
health parity requirements for group health plans, and Congressional support for such federal
legislation is widespread. But, over 36 states have already passed parity laws for insurance plans
governed by state law and more than 32 states require insurance plans to cover a minimum
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amount of mental health benefits. These laws represent significant steps toward our goal of
improving access to mental health care for all, but this progress would be undermined by
legislation that would exempt AHPs from state consumer protections and replace them with
negligible standards.

Although supporters argue that this AHP legislation would lower the cost of insurance for small
businesses and thus increase coverage, the Congressional Budget Office (CBO) has predicted
that 80% of workers in small firms would face premium increases. Under this proposal, AHPs
would reduce costs by offering pared-down benefit packages excluding coverage of mental
health services or prescription drugs, for example. These low-cost plans would appeal to those
firms with primarily young, healthy employees, but as a result those in need of more
comprehensive benefits would have to pay more for traditional coverage. According to CBO, a
large majority of employees would remain in fraditional plans with higher premiums.

CBO estimates that any increase in coverage would be minimal because most of those covered
by AHPs would have been previously covered by traditional plans. Thus the benefit of this
legislation would be small, but the costs would be great because of the weakening of crucial state
laws, such as those that prohibit discriminatory limits on mental health care by state-regulated
plans.

In addition, by undermining state oversight of insurance agreements, this legislation would
expose health care consumers to the fraud and abuse that multiple employer welfare
arrangements (MEW As), similar in structure to AHPs, have committed in the recent past. These
plans left almost 400,000 participants with more than $120 million in unpaid medical bills for
doctors, hospitals and other health care providers in the late 1980s and early 1990’s.

Consequently, we urge you to oppose legislation that would exempt AHPs from state regulation
such as mental health parity laws and other consumer protections. Thank you for your

consideration of our views,

Sincerely,

B

Michael M. Faenza, MSSW
President and CEO
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‘The Honorable Olympia J. Snowe

Chairwoman of The Small Business and Entrepreneurship Committee
U.8. Senate

Russell Senate Office Building, Room 428A

Washington, DC 20510

Dear Chairwoman Snowe,

On behalf of the National Conference of Insurance Legistators (NCOIL), I am writing to
express NCOIL's concern regarding legislation that would exempt Association Health Plans
(AHPs) from state law. This provision would have dire consequences -- undermining state
health reforms, eliminating consumer p fons, and th ing access for many small
employers and consumers -- and should not be enacted.

NCOIL recently readopted an NCOIL Resolwtion on Federal Pr ion of State Laws

i

Regarding Certain Health Insurance Arrangements, reaffirming its position on the issue.

NCOIL is an organization of state legislators whose main area of public policy concem is
insurance legislation and regulation. Many legislators active in NCOIL either chair or are
bers of the i responsible for insurance legislation in their respective state houses
across the country. NCOIL's goal is to help legislators make informed decisions on insurance
issues that affect their constituents.

In recent years, state legislators have actively pursued legislation to protect small
employers and consumers in the health insurance market. We have supported laws that have
expanded coverage to help the uninsured, required important health benefits, established quality
assurance standards, and provided independent, external review processes to help settle
consurer grievances. NCOIL has also endorsed steps to provide strong solvency and fiduciary
standards to ensure that heaith plans provide the benefits they promise.
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Exempting AHPs from state regalation would undermine many of the hard-fought
victories state legisiators have achieved on behalf of small employers and consumers. For
example, state laws create subscriber pools that require healthy subscribers to cross-subsidize the
less healthy. If exempted from state laws, AHPs would be able to “cherry-pick™ the healthiest
firms from these pools by offering them low premiums, but charging firms with older and sicker
waorkers premiums that far exceed what would be allowed under state small employer health
reforms.

This legislation would harm the majority of small ernployers who purchase state-
regulated health insurance. The Congressional Budget Office (CBQO) estimated that 80 percent
of workers in small firms — 20 million employees and their dependents ~ would see premium
increases, and another 10,000 of the sickest people would lose coverage entirely. This would be
a significant step backward in NCOIL's efforts to ensure access to health care coverage.

As well as hindering reform efforts, exempting AHPs from staie regulation would deny
consumers important protections. State-issued solvency requirements ensure that consumers
may have confidence they will receive the services for which they paid. However, the U.S.
Department of Labor, which would regulate self-funded AHPs, has neither the funding nor the
manpower needed to provide the oversight and protections states already guarantee.

States have successfully regulated the insurance market. States have also led the way in
inneovative insurance market reforms to address consumer needs.

NCOIL asks that you oppose efforts to exempt AHPs from state Jaw and regulation,
Should you have any questions or comments, we would be happy to discuss them with you.

Sincerely,

Kkt lisam—

Rep. Kathleen Keenan (VT)
NCOIL President

© 2003 National Conference of Insurance Legislators

M:/NCOIL/ 2003 Documents/ 2003828 doc
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Dear Ranking Member Kerry,

On behalf of the National Confe of § Legisl: (NCOIL), T am writing to
express NCOIL's concemn regarding legislation that would exempt Association Health Plaas
(AHPs) from state law, This provision would have dire consequences -- undermining state
heslth reforms, eliminating p jons, and th ing access for many small
employers and consumers ~ and should not be enacted.

NCOIL recently readopted an NCOIL Resolution on Federal Preemption of State Laws
Regarding Certain Health Insurance Arvangements, reaffirming its position on the issue.

NCOIL is an organization of state legis) whose main area of public policy concern is
legislation and regulation. Many legist active in NCOIL either chair or are
bers of the i ible for i legislation in their respective state houses
across the country. NCOIL's goal is to help legish make infk d decisions on i

issues that affect their constituents.

In recent years, state legislators have actively pursued legislation to protect small
employers and in the health i market. We have supported Jaws that have
expanded coverage to help the uninsured, required important health benefits, established quality
assurance standards, and provided independent, external review processes to help settle
consumer grievances. NCOIL has also endorsed steps to provide strong solvency and fiduciary
standards to ensure that health plans provide the benefits they promise.
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Exempting AHPs from state regulation would wndermine many of the hard-fought
victories state legisiators have achicved on behalf of small employers and consumers. For
example, state laws create subscriber pools that require healthy subscribers to cross-subsidize the
less healthy, If exempted from state laws, AHPs would be able to “cherry-pick” the healthiest
firms from these pools by offering them low premiums, but charging finms with older and sicker
workers premiums that far exceed what would be allowed under state small employer health
reforms, :

This legislation would harm the majority of small employers who purchase state-
regulated health insurance. The Congressional Budget Office (CBQO) estimated that 80 percent
of workers in small firms — 20 million employees and their dependents - would sec premium
increases, and another 10,000 of the sickest peaple wonld lose coverage entirely. This would be
a significant step backward in NCOIL's efforts fo ensure access to health care coverage.

As well as hindering reform efforts, exempting AHPs from state regulation would deny
consumers important protections. State-issued solvency requirements ensuve that consumers
may have confidence they will receive the services for which they paid. However, the U.S.
Department of Labor, which wonld regulate self-funded AHPs, has neither the funding nor the
manpower needed to provide the oversight and protections states already guarantee.

States'have successfully regulated the insurance market. States have also led the way in
innovative insurance matket reforms to address consumer needs.

NCOIL asks that you oppose efforts to exempt AHPs from state law and regulation.
Should you have any questions or comments, we wonld be happy to discuss them with you.

Sincerely,

Rep. Kathleen Keenan (VT)
NCOIL President

@ 2003 Nationa! Conference of Insurance Legislators
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Senator KERRY. Thank you.
Chair SNOWE. Senator Bennett.

OPENING STATEMENT OF HON. ROBERT F. BENNETT,
A UNITED STATES SENATOR FROM UTAH

Senator BENNETT. Thank you, Madam Chair and may I con-
gratulate you on your assumption of the chairmanship of this Com-
mittee, and I look forward to your stewardship with great con-
fidence.

As I listened to this entire conversation I am moved to make an
observation that I think all of us should pay attention to. The em-
plol§{ee bears all of the costs. Let us understand that. This is not
well.

Having been an employer, I can tell you that if the value that
comes from that employee’s service is not sufficient to cover the
cost of all of his so-called benefits, you do not hire him. We have
the fiction in this country that the employee gets what he gets on
his W-2 and that is what you have to cover.

You cannot afford an employee who does not return enough eco-
nomic value to cover both what he gets on the W-2 and what is ac-
crued to him in health care costs and what is accrued to him in
unemployment insurance and what is accrued to him in whatever
other benefits there are. The term benefit is a misleading term. It
is part of the employee’s compensation. If the employee does not
create enough economic value to the company to cover all cost of
his compensation, regardless of how it is disguised, you do not hire
that employee.

So however we divide it up in accounting purposes, let us under-
stand always it is the employee’s money. The employee has earned
it. The employee has generated enough economic value to the com-
pany to cover it. It is the employee who is paying for it.

Senator KERRY. Would my colleague yield for a point? This is an
important point.

Senator BENNETT. Surely.

Senator KERRY. I am glad you are making it. I absolutely agree
with you that the employee earns it one way or the other.

The question is what does the employee know that he or she is
earning? If you have a defined contribution, the employee knows
they are getting say $5,000 or whatever it is. The employee has to
go out on the marketplace or somewhere and fend for themselves
to get the benefits. Often the benefits are less available and/or less
defined or less clear to them.

So in the negotiating process, this is where for a long time that
they had a defined benefit itself. They knew they were getting 80
percent hospital cost, 20 percent contribution, Ob/Gyn services,
emergency. You know what you are getting.

Now of course, it is the value of their service, but the difference
we are fighting for here is the difference of the power of the em-
ployee in the marketplace and the capacity to actually get what
you think you are getting in return for the work you are providing.

I would agree with you in terms of the definition but I think we
have to keep our eye on what we are trying to protect.

Senator BENNETT. This is probably not the place to debate the
issue, but at some point I would like to put on the table the idea
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that the employee should not only understand what he is getting,
the employee should control the money. If, in fact, the employee—
and we tried to do that in the business that I ran—the employee
was in the position to say, “Okay, my benefit package is worth X
number of dollars and I get to decide how those dollars are spent.”
That is a radical idea—that I get to decide how my dollars that I
have earned for this company, that I am getting in a compensation
package, are spent.

At some point where we have more time and the clock is not run-
ning I would like to pursue that because I think it would change
things enormously.

The primary problem with health care, in my view, is that the
consumer of the health care is not the purchaser of the health care.
That means that the provider, be it a doctor, a hospital, a clinic,
a PPO, whatever it might be does not view the patient as the cus-
tomer. The customer is the insurance company or the AHP or the
Government. The customer makes the decisions as to what the pro-
vider will do and will not do and the patient is left out of those
negotiations. The patient is paying for it, but has no economic
power to determine what will happen.

That is the result of the third-party payment system that we are
in. It happens whether the third-party payee is the employer or
whether the third-party payee is the Government, which increas-
ingly it is. Over 40 percent of our health care dollars spent in this
country are controlled by the Government. The Government is the
customer and the provider responds to the demands of the Govern-
ment and the patient, very often, is left out.

I have told this anecdote before but it is true. I will just talk
briefly about the Government and its impact. A woman said to me,

“You know, I am a college graduate, I am a professional woman, I think I
am pretty smart. I handle my mother’s affairs. She is in her 80s. I have finally
figured out how to deal with Medicare. I throw away everything unopened and

at the end of each month I call the Salt Lake Clinic and say how much do I
owe you. It saves me all of the problems.”

She said,

“Any thought that my 85-year-old mother could understand any of these docu-
ments is just ridiculous.”

She said,

“I cannot understand any of them, so I stopped reading them. I just simply
throw away everything unopened from Medicare and then I call the provider
once a month and say how much do I owe you and it just saves me a tremen-
dous amount of time.”

If we have reached that point in the complexity of the third-party
payee system, we are in serious trouble.

Okay, my time is all gone in the debate of this circumstance but
let me just say, Madam Secretary, I have received, as I am sure
others have, but in my case I have received from the State of Utah
a formal letter complaining about AHPs and telling us why they
should be opposed. The legislation to which they refer is at the tail
end of the last Congress and so the legislative numbers are wrong.

Could I give you this and get a formal response from the Depart-
ment of Labor to the objections that they raise, so that we can
place side-by-side an analysis of where these things are?

Secretary CHAO. I will be glad to.
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Senator BENNETT. I will submit that to you.

Thank you for your appearance and for your service here. We
have got to rework our way through this problem and I still feel
the best way to get it done is to find some way to ultimately give
the employee control over the employee’s money that the employee
has earned. With that kind of employee choice, I think market
forces will assert themselves and the whole system will become
more efficient because it is enormously inefficient today.

Thank you.

Chair SNOWE. Thank you, Senator Bennett.

I understand, Senator Talent, you have to leave. Would you like
to make any additional comments?

Senator TALENT. I appreciate it, Madam Chair.

I kind of like that you can make an opening statement when you
are about to leave the hearing. I do appreciate the chance to put
a couple of remarks on the record of that nature.

I do agree with Senator Kerry, I think this is the place to begin
debating these kinds of issues because there are real people who
are really affected by what is going on out there.

When I did a tour on this, I went to Horizon Screenprinting in
Cape Girardeau where their health insurance costs have, I think
they said doubled in the last 3 years. Or Virginia Dooley, who is
a friend of mine, who is a dentist in Booneville and is having trou-
ble keeping a receptionist because she cannot compete on health in-
surance.

I have heard this story over and over again, they cannot compete
with the big companies. The reason is the big companies, because
they have big national pools, have much smaller administrative
costs per employee than the small companies do. Then they have
bigger purchasing power. They can self-insure so they can compete
more effectively in the marketplace. All these efficiencies you get
from having a national pool.

All association health plans will do is empower small
businesspeople to do what big companies are already doing, evi-
dently without destroying the health insurance market because we
all like to have health insurance, do we not?

Now this argument about cherry-picking, the bill that we passed
in the House, and the Chairman and others are going to put to-
gether a bill, it was “must offer must carry”. So to do this, you had
to be an association that existed for 3 years and then you had to
offer health insurance to anybody who joined the association on the
same terms as you offered it to anybody else.

Now common sense tells you, under those circumstances, who
will go to the bigger pool? What small businesses will seek to join
the association health plans? Those that are having trouble buying
it on the small group market because they have sick employees.

So the cherry-picking argument is exactly the opposite of the
truth.

I believe it is small groups with the less healthy employees who
will first seek to join the association health plans. They will be able
to insure them for the same reason that the big companies can,
that Emerson Electric can in St. Louis, and Sprint can in Kansas
City, because they have a big pool to work from.
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Now one other point, Madam Chair, and I do appreciate your
generosity, and maybe it is because we served together for a long
time in the other body.

This CBO report—we had a hearing specifically on the CBO re-
port. The gentleman who did the report admitted in the hearing
that their findings were based on the assumption that association
health plans would offer less generous benefits then are now avail-
able on the small group market, which is clearly not true. It
unravels their whole analysis. All the other studies that have
looked at this have found, as common sense would tell you, that
it would reduce the number of uninsured by millions of people.

I will just close by saying, I should declare my own or at least
familial interest in this. My brother runs a tavern in St. Louis. I
like to talk about it, Madam Chair, and I hope you can come if you
ever come to Missouri. It is called Chuck’s Bar and Grill, and my
brother’s first name is, you will not be surprised to hear, Chuck.

It is a great business and he has a number of great employees
and he cannot offer them health insurance and not because he does
not want to. It’s because of the hassle to him and my sister-in-law,
who run the place, of going out in this market and finding health
insurance, much less the cost, just makes it prohibitive, impossible.

If he could join the Chamber of Commerce or the NFIB or the
National Restaurant Association, they send him the benefits that
are available and he tells his employees, here is how much I can
pay per month, you pick what you want. Would he get health in-
surance for his employees? The answer is yes. That is all that this
bill is about.

I thank you, Madam Chair, again for your generosity.

Chair SNOWE. Thank you. I appreciate your contributions and I
apprelcliate the comments and insight offered by Senator Bennett,
as well.

Just to wrap up, I think obviously there are wide-ranging views
on this subject and I happen to think that it is important to also
look at the legislation that has been introduced. There are specific
requirements and provisions in this legislation to address the issue
of cherry-picking. It would require compliance with the Health In-
surance Portability and Accountability Act that was passed back in
1996, which you mentioned, Secretary Chao, which is very impor-
tant here. That would preclude adverse selection.

We will hear additional panelists here today that perhaps could
offer suggestions on how we can improve upon the language. But
the point is not to do an end run around the current system. No
one 1s suggesting that larger companies and unions who are cur-
rently self-insured and therefore exempt from State mandates and
compliance with State regulation, are offering poor quality health
insurance packages.

In fact, to the contrary. From all the small businesses that I have
talked to, they want to offer the very best policy. They just need
to get the best price, the most affordable price. Because obviously
as a small business the costs are very high. They pay a dispropor-
tionate increase in terms of administrative expenses. They will pay
a higher cost because there are fewer to which to spread the risk.

In my State, our experience is yes, we have state purchasing
pools, except they are so small that they do not offer affordability.
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There are not enough employees in the pool to spread the risk. So
that, in essence, becomes the problem. That is why they have opted
for the idea of association health plans as another avenue as one
of the many solutions to this national problem when it comes to the
uninsured. Something is obviously wrong with the current system.

I did not see, in looking at this issue, and I am new to this issue
in terms of being Chair of the Small Business Committee, small
businesses trying to do an end run around the current system.
They would be more than happy to be able to access health insur-
ance in their particular State. They cannot. It is a question of ac-
cessibility.

So they are saying what else can we do, because we want to pro-
vide this benefit to our most valuable employees? They are what
makes us competitive. Small businesses cannot compete with larger
companies if they are not offering these health benefits. That is the
problem.

So I would hope in the ensuing debate on this issue that we look
at the specifics of the legislation so that we can determine what is
truth and what is false when it comes to charges, counter-charges,
points, counterpoints. Because I have read about this cherry-pick-
ing and the legislation explicitly prohibits this practice because, as
Senator Talent indicated, only bona fide associations in existence
for 3 years for purposes other than for health insurance purposes
will be able to offer AHPs. You cannot deny access to anybody be-
cause of their health status.

So I am really sort of perplexed about some of these arguments
and I am going to have to sift through them. We have claim re-
serves. That is required. That is absolutely a reserve sufficient for
unearned contributions. We have aggregate excess stop-loss re-
quirements, specific excess stop-loss, indemnification insurance,
surplus, minimum 500,000, no greater than 2 million. But the leg-
islation also states additional requirements of allowing additional
reserves and excess surpluses, stop-loss insurance as may be
deemed appropriate by the Secretary, taking into account the rec-
ommendations of the Solvency Standings Working Group by regu-
lation and/or negotiated rule-making.

Now I would hope that as we begin this debate that we can sort
of decide what, in fact, are very good provisions, what needs to be
strengthened. But in the final analysis, we all agree that small
businesses should have access to additional options for health in-
surance that makes it affordable because as this chart behind us
indicates with these rates of increases of premiums disproportion-
ately affecting small businesses, we have a problem. We need to
address that problem. There are many ways of addressing the un-
insured and this happens to be one route towards that process.

So when I hear there is no oversight, that is not true. I hear we
are going to allow fraud because there will not be sufficient regula-
tions to prevent that or oversight to ensure that we can guard
against it. That is not true.

But if there are other ways to improve the language in this legis-
lation, I would tell my additional witnesses I welcome it because
we want to really sort this out and to strengthen the legislation so
that we can move forward.
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Secretary CHAO. Madam Chair, thank you very much for summa-
rizing it so succinctly. We are very committed to pushing forward
association health plans. We want to work with you and your Com-
mittee on any issues or concerns that you may have.

I might just add on a closing note, I do want to emphasize that
there are so many solutions that have been suggested and rec-
ommended that we have seen there is no one-size-fits-all solution.

I think there is one other principle that we need to keep in mind
as we talk about accessing quality and affordable health care, and
that is timely health care benefits.

Chair SNOWE. I could not agree more, Madam Secretary, and I
truly appreciate the time that you have given us here today. I am
looking forward to working with you on this legislative issue.

Again, give our best to Mitch. Thank you.

Secretary CHAO. Thank you very much.

Chair SNOWE. Now I would like to welcome the SBA Adminis-
trator, Hector Barreto. Thank you for being here today.

We appreciate it. Please proceed, and welcome to the Committee.
We appreciate your patience and your willingness to be here to
share your thoughts as a major advocate of small business, and to
lend your perspective on this issue.

STATEMENT OF HON. HECTOR V. BARRETO, ADMINISTRATOR,
U.S. SMALL BUSINESS ADMINISTRATION

Mr. BARRETO. Thank you very much, Madam Chair.

I very much appreciate the opportunity to be here and to talk
about an issue that is so important to small business owners.

I also want to thank Secretary Chao for her contributions to this
discussion, this very important discussion, and identifying ways
that we can increase access to affordable, quality health care for
small businesses.

I would also ask to submit my written testimony for the record
as well.

Chair SNOWE. Without objection, so ordered.

Mr. BARRETO. Small business owners tell me all the time that
this is one of the most important issues that they face, and that
the problem of access to affordable health insurance has grown con-
siderably for them in recent years.

I know you have heard the numbers, devastating double-digit
premium increases each year for small businesses. The steeply ris-
ing cost, added to a long list of other factors, have forced many
small business owners to stop offering insurance coverage all to-
gether. For some, the expense has meant that it has never been an
option.

Is it any wonder that most of America’s uninsured citizens either
work for a small business or are self-employed themselves, or have
a head of household who works for a small business? This impacts
the ability of small businesses to compete for the skilled employees
they need to grow and prosper. The availability and quality of
health care benefits is often a deal breaker for employees when
they are looking for a new job. Without prompt action, this crisis
will only grow.

The urgency of this issue cannot be underestimated, nor can the
opportunity to do something about it be ignored.
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I have been exposed to this issue throughout my life in a very
personal way. I grew up in a small business, I then worked for a
small business. I became a small business owner myself, and fi-
nally I served as the head of a small business association. I have
seen firsthand just how difficult it is for these businesses, which
provide the backbone to our Nation’s economy, to secure the health
care that they and their employees want and need.

As SBA Administrator, I have had the chance to visit with small
business owners all over the country wherever I go. They inevitably
ask me what can they do and what can the folks that represent
them in Washington do to make health care more affordable for
them. My job, as head of the SBA, is to help small business owners
and their employees. My agency is the Government entity they look
to when they are in need, and we are not able to help them when
they ask about this, their greatest concern, the one that impacts
their employees and their families so much.

The SBA ought to be able to give small business owners an an-
swer when they call and ask about health care. That answer ought
to be credible referral to associations they can join to purchase
health insurance at a lower cost. A key answer to the health care
question for small businesses ought to be AHPs.

Madam Chair, when you invited me to speak on this panel, you
asked that I also speak specifically to the impact that high health
care costs have on the Hispanic population. I regretfully report that
the news is not good. Hispanics are now the largest minority group
in the United States and they are also the least insured ethnic
group. Approximately one-third of all Hispanics do not have any in-
surance at all, and another 15 to 20 percent are underinsured. Mil-
lions of Hispanics are self-employed or work for small businesses
which are unable to provide them with the health insurance cov-
erage they need.

I would also report that this is very similar in many other
emerging markets. African-Americans, Asian, women-owned busi-
ness owners face the same problems.

Given the staggering cost faced by all small businesses, President
Bush has placed increased access to affordable health care at the
top of his comprehensive small business agenda. The President
wants to make it easier for small employers to pool together to
offer their employees the same sort of affordable health coverage
options that many large corporations and labor unions can cur-
rently provide. The President knows that this can be achieved
through AHPs.

Removing legal barriers and allowing AHPs to flourish would
bring cost savings to small businesses by reducing daunting admin-
istrative cost and introducing the discounts that come with high
volume purchasing. That common sense approach is backed by
thorough research, including a recent report on AHPs by the De-
partment of Labor, and a study from my Office of Advocacy re-
leased last week.

Ultimately, AHPs will mean the expansion of access to health
benefits for millions of uninsured Americans and more coverage
choices for small firms. Once Congress passes legislation enhancing
AHPs, SBA will be able to connect small business owners with the
best solutions for providing health insurance to their employees,
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while the Department of Labor will implement the necessary pro-
grammatic structure. I look forward to the supporting role that the
SBA will play.

I want to thank Secretary Chao again for the leadership that she
has shown on AHPs. Her commitment to this issue has been admi-
rable and I know that small business owners struggling to make
ends meet are appreciative of her efforts.

I hope that Secretary Chao and I, on behalf of President Bush,
can work closely with you and all Senators this year so that small
businesses and the 57 million Americans who work for them can
gain access to better, more affordable health coverage.

Until we come up with a solution that crosses State lines, I do
not think we can solve this problem. The time to act is now. Con-
tinuing to do nothing to address this crisis is unacceptable.

Thank you, Chair Snowe and Ranking Member Kerry for afford-
ing me the opportunity to speak to you today about this very im-
portant topic and I look forward to answering your questions.

[The prepared statement of Mr. Barreto follows:]
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Statement of Hector V. Barreto
Administrator
U.S. Small Business Administration
Access to Affordable Health Care
Senate Committee on Small Business and Entrepreneurship
February 5, 2003

Good morning, Chairwoman Snowe, Ranking Member Kerry and distinguished
Members of this Committee. Thank you for inviting Secretary Chao and me to discuss with
you how to provide greater access to affordable, quality health care to small businesses.

For many small business owners, this is the most important issue they face. The
problem of access to affordable health insurance has grown in recent years. Without
prompt action, this crisis will only become more acute. According to a recent survey of
small business owners by the National Federation of Independent Business (NFIB), the cost
and availability of affordable health insurance continues to be the biggest problem facing
small businesses. More small business owners cite health insurance (23%) than they do
even taxes (20%) or poor sales (17%) as the chief impediment to their success.

I personally experienced this crunch in my experiences prior to becoming
Administrator of the U.S