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THE HEALTH OF THE PRIVATE HEALTH
INSURANCE MARKET

TUESDAY, SEPTEMBER 23, 2008

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON HEALTH,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10:16 a.m. in room
1100, Longworth House Office Building; Hon. Fortney Pete Stark,
(Chairman of the Subcommittee), presiding.

[The advisory announcing the hearing follows:]
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FOR IMMEDIATE RELEASE CONTACT: (202) 225-3943
September 16, 2008
HL-30

Hearing on The Health of the Private Health
Insurance Market

House Ways and Means Health Subcommittee Chairman Pete Stark (D—CA) an-
nounced today that the Subcommittee on Health will hold a hearing on problems
in the private health insurance market, with a focus on the need for reforms in the
non-group or individual market. The hearing will take place at 10:00 a.m. on Tues-
day, September 23, 2008, in the main committee hearing room, 1100 Longworth
House Office Building. In view of the limited time available to hear witnesses, oral
testimony at this hearing will be from invited witnesses only. However, any indi-
vidual or organization not scheduled for an oral appearance may submit a written
statement for consideration by the Committee and for inclusion in the printed
record of the hearing.

BACKGROUND:

Over 46 million Americans are uninsured, and many cannot purchase coverage in
the market today because it is too costly or unavailable at any cost because of pre-
existing conditions. While most insured Americans under age 65 obtain health care
through private insurance plans, too many face eroding coverage and high and in-
creasing costs.

About 170 million people purchase insurance coverage through an employer and
16 million through the individual market.! Eight million Federal employees, de-
pendents and retirees also get their coverage through publicly-subsidized private
plans in the Federal employee health benefits program (FEHBP); the average Fed-
eral employee chooses coverage from among 5 to 15 available plans (depending on
the region).2

In general, private plans attempt to control costs by minimizing risks and spend-
ing. Plans try to balance the financial and health care risks of very sick individuals
with healthy individuals. Once people are covered, most plans control costs through
cost-sharing strategies and by limiting coverage of services and providers. Some
plans have used innovative cost control tools such as deployment of health informa-
tion technology, focusing on more effective disease management treatment for people
with chronic illnesses, and creating integrated health care delivery systems.

Rising health care premiums and rising numbers of employers dropping insurance
coverage are a growing concern even for those with adequate coverage today. Fur-
thermore, many small employers and those who try and purchase health care on
their own are experiencing significant problems as they try to obtain coverage. To
avoid adverse selection, individual and small group market insurance products use
a patient’s medical history to screen out those whose pre-existing medical conditions
pose a risk for the risk pool. By refusing to cover people with pre-existing conditions
or excluding all care for any related health problem, most insurers avoid risk at the
onset. In practice, this means that people with even minor illnesses may find their
coverage unaffordable, inadequate, or completely non-existent at any price. For ex-
ample, removal of a small skin lesion could negate any coverage for cancer treat-

1Census data.
2CRS Report for Congress Federal Employees Health Benefits Program: Available Health In-
surance Options, November 26, 2007.
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ment. Simply being a woman of “child bearing age” often results in an insurer ex-
cluding maternity coverage in the small group and individual markets.

In announcing the hearing Chairman Stark said, “As we seek to reform our
health care system, we need to be sure our solutions meet the needs of the
millions of Americans who have coverage today as well as the millions who
are uninsured. While I expect private health insurance will remain part of
any reformed system, the purpose of this hearing is to highlight that major
changes will be necessary to ensure affordable, comprehensive coverage
for everyone.”

FOCUS OF THE HEARING:

This hearing is focused on challenges of the private health insurance market.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear-
ing record must follow the appropriate link on the hearing page of the Committee
website and complete the informational forms. From the Committee homepage,
hitp:/lwaysandmeans.house.gov, select “110th Congress” from the menu entitled,
“Committee Hearings” (hitp://waysandmeans.house.gov/Hearings.asp?congress=18).
Select the hearing for which you would like to submit, and click on the link entitled,
“Click here to provide a submission for the record.” Follow the online instructions,
completing all informational forms and clicking “submit”. Attach your submission as
a Word or WordPerfect document, in compliance with the formatting requirements
listed below, by close of business Tuesday, October 7, 2008. Finally, please note
that due to the change in House mail policy, the U.S. Capitol Police will refuse
sealed-package deliveries to all House Office Buildings. For questions, or if you en-
counter technical problems, please call (202) 225-1721.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As al-
ways, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub-
mitters are advised that the Committee relies on electronic submissions for printing the official
hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons, and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http:/ /waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.
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Chairman STARK. I apologize for the delay. We have just solved
the Wall Street crisis here before we started on the second crisis
for the day.

Thank you for being here, and we are going to talk about
healthcare payment system through the private insurance compa-
nies, whether group or independent policies. And this is a segment
of the payment industry through which most Members of Congress
and our staffs receive their care. As we are trying to lay the
groundwork for possible healthcare reform or healthcare payment
reforms in the years ahead, it’s important that we examine this
very large sector of our payment system. As we do see from the
events of this past week, the case for reasonable regulation, not re-
lying totally on self-regulation or letting people just fend for them-
selves in a complex market, doesn’t seem to be a very good solution
to follow.

Right now, the payment market is failing some 40-odd-million
uninsured for a variety of reasons. The people who are uninsured
are not necessarily there because they don’t want insurance. Many
of them can’t afford it. Many of them can’t find it because of pre-
existing conditions. And we’ll hear from witnesses this morning
about how to deal with that problem.

Even those of us who enjoy a payment plan through large em-
ployers face problems. Premiums are increasing faster than wages.
The employers are shifting some of those costs onto the bene-
ficiaries who hire deductibles and copayments. And we’ll hear
today about issues in dealing with those problems. So I want to
welcome the witnesses and I look forward to the witnesses inform-
ing us as both their definition of the problems we face and how
they suggest that we deal with it.

Mr. Camp.

Mr. CAMP. Well, thank you, Mr. Chairman, and thank you for
convening this hearing on the private health insurance market.
And regardless of what happens in November, comprehensive
healthcare reform should be near the top of our to-do list in 2009.

And T strongly believe that any plan for reforming our Nation’s
healthcare system must include conversations about how to reform
the Tax Code so that every American, not just those who have em-
ployer sponsored health insurance, can benefit. And we must also
look for ways to better utilize the private health insurance market
to expand coverage to the millions of uninsured Americans. In
doing so, we need to ensure that millions of Americans who are eli-
gible for Medicaid and SCHIP, but are not yet enrolled, get the cov-
erage to which they are entitled.

Every uninsured person in this country shares one common char-
acteristic, and that is they receive no assistance under the Federal
Tax Code to help them purchase health insurance in the individual
market. We should use the part of the Tax Code to create personal
healthcare just as the Tax Code created employer-sponsored
healthcare. By equalizing the tax treatment, we can give the mil-
lions of Americans in the individual market the ability to purchase
quality health insurance.

And I hope that my support for equalizing the Tax Code will not
be misconstrued as a desire to move everyone into the private mar-
ket. That is certainly not my intention. If you're lucky enough to
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have employer-sponsored insurance, then you should be able to
keep it. And, certainly, there are benefits of employer-sponsored in-
surance, such as effective risk pooling and administrative savings,
which I know we’ll hear about from our witnesses today.

However, employer-sponsored insurance also tends to shield con-
sumers from the full cost of the care, which encourages over-con-
sumption of health/sick care services. This in turn contributes to
rapid spending growth and higher healthcare costs for everyone.
For those people who have no other choice but to purchase insur-
ance in the individual market, we ought to do something that will
allow them to choose the health insurance that best meets their
needs while receiving financial assistance through the Tax Code.

The generosity of the American taxpayer should not go to em-
ployers alone. It should apply to individuals, small businesses, and
large corporations alike. But in order to make this work we must
study the shortcomings of the private health insurance market, and
I trust we’ll hear about some of those today.

I welcome the opportunity to discuss what reforms might be
needed to make private health insurance more affordable and more
accessible to the uninsured, even if we’re not comfortable with
every suggestion that is put forward. We owe it to our constituents
to have an open discussion about reforming the system, so that ev-
eryone has equal, affordable access to the best healthcare in the
world.

Thank you, Mr. Chairman. I yield back.

Chairman STARK. This morning we will hear from a distin-
guished panel. Dr. Karen Davis, who is President of The Common-
wealth Fund, whose work in the research, funding research in the
delivery of medical care, is well known.

From my part of the world, Mr. Bruce Bodaken, who is Chair-
man and CEO of Blue Shield of California, and has been a pro-
ponent for many years for universal coverage for all Americans.

Dr. Roger Feldman, who is the Blue Cross Professor of Health
Insurance at the University of Minnesota in Minneapolis.

And Ms. Mila Kofman, who is the Superintendent of Insurance
from the state of Maine, the Maine Bureau of Insurance from Au-
gusta.

We welcome you and look forward to you enlightening us in the
order I mentioned your names and ask you to try to heed the 5-
minute warning and that will give Members of the Committee an
opportunity to let you expand on your testimony and your ideas
during the periods of inquiry.

Karen, would you like to proceed?

STATEMENT OF KAREN DAVIS, PH.D., PRESIDENT, THE
COMMONWEALTH FUND, NEW YORK, NEW YORK

Ms. DAVIS. Thank you, Mr. Chairman, Mr. Camp, and Members
of the Committee.

Historically, the U.S. healthcare financing system has been based
on shared, financial responsibility among employers, government
and households. Unfortunately, the rise in healthcare costs this
decade has coincided with an erosion in health insurance coverage
and with rising economic insecurity for American families, caused
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in part by the shifting of greater financial responsibility for cov-
erage and healthcare directly to families.

Americans’ mixed system of private and public health coverage
has its strengths and it’s worth preserving. However, the trend to-
ward increasing the individual’s responsibility for insurance and
healthcare is shifting an unacceptable risk onto families. As a con-
sequence, the number of Americans without adequate protection
from healthcare expenses has been on the rise.

As the Chairman noted, the number of uninsured has increased
20 percent this decade, now at 26 million. The number of under-
insured people has jumped 60 percent over the last 5 years, an esti-
mated 25 million today. Low income adults are hardest hit. Private
markets are simply not working for low income adults. The num-
bers of Americans who faced difficulty paying medical bills and
have accumulated medical debt have also risen substantially.

A recent Commonwealth Fund study found that there are 79 mil-
lion Americans who have difficulty paying medical bills or accumu-
lated medical debt and many of those were insured at the time
those expenses were incurred. Managed care plans have increased
patient cost-sharing or limited benefits. There are no minimum
standards on benefits to prevent people from being under-insured.

Nearly all private insurance in the group market is now some
form of managed care; and, while non-profit integrated delivery
systems often have superior performance on quality and have been
among the leaders in adopting electronic information systems,
many other managed care plans do little more than provide dis-
counted fee-for-service plans.

Coverage for employees of small business is particularly trou-
bling. It’s eroding in terms of the proportion of firms that are offer-
ing any health benefits. It’s eroding in the quality of those benefits.
The rise in deductibles, especially in small firms shifts risks to pa-
tients and those higher deductibles are particularly a burden for
the sickest Americans.

Individual health plans represent the weakest part of the health
insurance market. Such plans are characterized by high adminis-
trative costs, poor benefits, and in most states they exclude poor
health risk. Fortunately, the public programs, Medicare, Medicaid,
and the State Children’s Health Insurance Program, buffer some of
the risk to families by covering the elderly, many of the disabled,
low income children, and some very low income adults.

Ensuring stable, affordable health insurance coverage for all
Americans will require significant increase in the role of govern-
ment to set the rules for the operation of private markets and re-
verse the trend toward shifting greater financial risk to families
who are unable to bear that risk. Steps should include providing
health insurance premium assistance to low income and moderate
income families, strengthening, not weakening employer coverage,
setting national rules for the operation of individual health insur-
ance markets or creating a national insurance connector such as
the one implemented by Massachusetts.

I would also suggest offering a public plan modeled on Medicare
to small businesses and individuals, which our studies estimate
would lower premiums by 30 percent and increase the stability of
insurance coverage. Building on Medicare, Medicaid, and SCHIP to
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cover older adults, the disabled who are in the 2-year waiting pe-
riod for Medicare, and low income adults, as well as children. Pri-
vate insurance markets do not serve these populations well.
Finally, insurance reforms need to be part of a comprehensive
strategy to bring about a high performance healthcare system that
achieves better access, improve quality and greater efficiency.
Thank you.
[The prepared statement of Ms. Davis follows:]

Statement of Karen Davis, Ph.D., President, The Commonwealth Fund, New
York, New York

The U.S. health care financing system is based on shared financial risk. Employ-
ers, federal and state government, and households all share in paying premiums for
health insurance coverage. Such coverage is essential to protect individuals from po-
tentially devastating medical bills and to ensure financial access to care. With rising
health care costs, insurance is all the more important to prevent families’ savings
from being wiped out and to make sure that everyone can get the care they need.

Unfortunately, the rise in health care costs this decade has coincided with an ero-
sion in health insurance coverage and with rising economic insecurity for American
families caused by the shifting of a greater share of financial responsibility for cov-
erage and health care directly to families. American’s mixed system of private and
public health coverage has its strengths and is worth preserving; however, the trend
toward increasing the individual’s responsibility for insurance and health care ex-
penses is shifting an unacceptable level of risk onto families. As a consequence, the
number of Americans without adequate protection from health care expenses has
been on the rise:

e The number of uninsured Americans has jumped almost 20 percent between
1999 and 2007; today there are 45.6 million uninsured.

¢ The number of underinsured—people with inadequate coverage that ensures
neither access to care nor financial protection—has jumped 60 percent between
2003 and 2007, from 16 million to 25 million.

¢ Low-income adults have been hardest hit. Nearly three-fourths (72%) of adults
with incomes below twice the poverty level are uninsured or underinsured. Pri-
vate markets are simply not working for low-income adults.

¢ The numbers of Americans who face difficulty paying medical bills and have ac-
cumulated medical debt have also risen substantially, with middle-income fami-
lies earning less than $60,000 a year being particularly squeezed. In a recent
Commonwealth Fund survey, 79 million Americans reported difficulties paying
medical bills or accumulated medical debt. About 60 percent of those experi-
encing medical bill problems were insured at the time they incurred their ex-
penses.

¢ Managed care plans have increasingly used tiered prescription drug copayments
that limit access to more expensive medications. In addition, most managed
care plans place limits on mental health outpatient visits and inpatient days.

¢ It should be noted that private managed care plans come in many shapes and
sizes. Nonprofit managed care plans that are part of nonprofit integrated deliv-
ery systems—the best-known include Kaiser Permanente, Geisigner Health Sys-
tem, Henry Ford Health System, and Intermountain Health Care—have been
found in Commonwealth Fund—supported case studies to have superior per-
formance on quality and have been among the leaders in adopting electronic in-
formation systems and quality improvement care processes to deliver better re-
sults for patients.

« Coverage for employees of small firms is eroding—both in terms of the propor-
tion of firms offering any health benefits and the quality of those benefits. The
rise in deductibles shifts risk to patients; premiums are shared between employ-
ers and workers and spread equally among all enrollees but patients are fully
responsible for deductible amounts and uncovered services. Higher deductibles
are particularly a burden for the sickest Americans, who have the highest med-
ical expenses; they also undermine their ability to get needed care.

¢ Individual health plans represent the weakest part of the health insurance mar-
ket. Such plans are characterized by high administrative costs and poor bene-
fits, and, in most states, they exclude poor health risks. Because health expend-
itures are so skewed—with 10 percent of people accounting for 64 percent of
health care outlays—health insurers have a strong incentive to avoid covering
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those with health problems, to charge much higher premiums, or to provide
policies with very restrictive benefits.

¢ Fortunately, Medicare, Medicaid, and the State Children’s Health Insurance
Program buffer some of the risk to families by covering the elderly, many of the
disabled, low-income children, and some very-low-income adults. In 1965, Medi-
care and Medicaid were enacted to cover those who were often left uncovered
by private insurance: the elderly and low-income people. Medicare and Medicaid
have low administrative costs. Medicaid expenditures per person are lower than
costs for privately insured children and adults. Moreover, growth in Medicare
spending has been somewhat lower than growth in spending by private insurers
over time. Yet Medicare beneficiaries continue to report good access to health
care services.

Ensuring stable, affordable health insurance coverage for all Americans will re-
quire a significant increase in the role of government to set the rules for the oper-
ation of private markets and reverse the trend toward shifting greater financial risk
to families who are unable to bear that risk. Action is needed to guarantee afford-
able coverage that provides adequate financial protection and ensures that individ-
uals can obtain needed care—the two essential functions of health insurance. Steps
should include:

¢ Providing health insurance premium assistance to low-income and modest-in-
come families who cannot afford family premiums, which now average over
$12,000 even under employer plans.

¢ Strengthening, not weakening, employer coverage.

¢ Setting national rules for the operation of individual health insurance markets
or creating a national insurance connector, such as the one implemented by
Massachusetts, that makes affordable health insurance policies available to
those without access to employer coverage. Structuring insurance choices
through rules governing the operation of private markets, or through a health
insurance exchange or connector, could ensure the availability of quality, afford-
able coverage to a larger number of individuals who are either uninsured or
have inadequate or unstable coverage, or for whom premiums create major fi-
nancial burdens.

* Offering a public plan modeled on Medicare to small businesses and individuals
would lower premiums by 30 percent and increase the stability of insurance cov-
erage.

¢ Building on Medicare, Medicaid, and SCHIP to cover older adults, the disabled
who are in the two-year waiting period for Medicare, and low-income adults, as
well as children. Private insurance markets do not serve these populations well.

Finally, insurance reforms need to be part of a comprehensive strategy to bring
about a high performance health care system that achieves better access, improved
quality, and greater efficiency. This will require fundamental changes in the way
health care providers are paid—changes that help align financial incentives with
these goals and create a more organized health system that takes full advantage
of modern information technology and evidence-based medicine and spreads best
practices. Rather than shifting more financial risk to families, public programs and
private insurers alike need to do more, both independently and in collaboration, to
slow the growth in health care costs and transform the delivery of health care serv-
ices to improve quality and enhance value for the money spent on health care.

SHIFTING HEALTH CARE FINANCIAL RISK TO FAMILIES IS NOT A
SOUND STRATEGY: THE CHANGES NEEDED TO ENSURE AMERI-
CANS’ HEALTH SECURITY

Thank you, Mr. Chairman, for this invitation to testify on private health insur-
ance markets and how they are currently functioning within our nation’s mixed sys-
tem of private and public coverage; the major strengths and weaknesses of this sys-
tem; and how private markets might be strengthened through the establishment of
uniform rules governing the operation of insurance markets, including the benefit
of an insurance connector to structure coverage choices for working families.

Unfortunately, the rise in health care costs this decade has coincided with an ero-
sion of health insurance coverage and with rising economic insecurity for American
families caused by the shifting of a greater share of financial responsibility for in-
surance and health care directly to families. The U.S. private—public insurance sys-
tem has strengths and is worth preserving, but the trend toward increased indi-
vidual responsibility for insurance and health care expenses is shifting an unaccept-
able level of risk to American families—with potentially serious consequences. Ac-
tion is needed to guarantee affordable coverage that provides adequate financial pro-
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tection and ensures that individuals can obtain needed care—the two essential func-
tion of health insurance.

Since most of the difficulties in the private market are experienced by employees
of small businesses and by individuals without access to employer coverage, struc-
turing insurance choices through rules governing the operation of private markets,
or through a health insurance exchange or connector, could ensure the availability
of quality affordable coverage to a larger number of individuals who are either unin-
sured or have inadequate or unstable coverage, or for whom premiums create major
financial burdens.

Rather than shifting more financial risk to families, public programs and private
insurers alike need to do more, both independently and in collaboration, to slow the
growth in health care costs and to transform the delivery of health care services to
improve quality and enhance value for the money spent on health care.

A Broken System: Growing Numbers of Uninsured Americans

Last month, the U.S. Census Bureau released the latest data on the number of
Americans without health insurance. The number of uninsured individuals fell to
45.7 million in 2007, from 47.0 million in 2006.1 While the new figure represents
the first decline since 1999, there are still 7 million more uninsured people now
than at the beginning of the decade. Moreover, the decline of 1.3 million uninsured
people between 2006 and 2007 was entirely attributable to an equal growth in cov-
erage under Medicaid, a shift that highlights the importance of the nation’s safety-
net insurance system. In contrast, employment-based coverage declined slightly,
from 59.7 percent of the population to 59.3 percent.

The major bright spot in the last eight years has been the improved rate of cov-
erage for children, with the proportion of uninsured children declining from 12.5
percent in 1999 to 11.0 percent in 2007. This improvement was a reflection of in-
creased coverage for children under the State Children’s Health Insurance Program
(SCHIP). However, more than 8 million children remain uninsured, a figure that
underscores the need to permanently reauthorize SCHIP and provide adequate
funding to cover all low-income children.

By contrast, the proportion of uninsured adults ages 18 to 64 has increased mark-
edly since 1999, from 17.2 percent to 19.6 percent. The gap between coverage rates
for working-age adults and children has widened in the last eight years—in contrast
with the 1990s, when rates for both rose in concert. The differential experience for
adults, who are not covered by SCHIP, attests to the success of offering states fiscal
incentives to cover low-income children. Extending federal financial assistance to
states to cover low-income adults could have a similar impact in alleviating some
of the most serious health care access problems created by gaps in coverage.

Some states have stepped up to the plate to find ways to cover both children and
adults who are uninsured. Massachusetts, which enacted health reform in April
2006 with the help of a Medicaid waiver, has moved into first place, with the lowest
uninsured rate in the nation in 2007. In that state, 7.9 percent of the population
was uninsured in 2006—2007, compared with 24.8 percent in Texas, the state with
the highest uninsured rate. A recent report from the Massachusetts Commonwealth
Connector indicates that 439,000 residents have obtained coverage under the Mas-
sachusetts health insurance reforms.2

Inadequate Coverage: The Rise of the Underinsured

While numerous indicators point to the continued erosion of our employer-based
system of health insurance coverage, these statistics fail to count the millions more
who experience lapses in their coverage during the year, or the millions of “under-
insured” people whose inadequate coverage ensures neither access nor financial pro-
tection.3 Deterioration in insurance coverage and access to care is not limited to the
uninsured. Even individuals with insurance coverage are increasingly at risk of
being underinsured, defined as deductibles exceeding 5 percent of income, or out-
of-pocket expenses exceeding 5 percent of income for low-income families (10 percent
of income for higher-income families).4

As of 2007, there were an estimated 25 million underinsured adults in the United
States, up 60 percent from 2003. Low-income adults are hardest hit. Nearly three-

1C. DeNavas-Walt, B. Proctor, and J. Smith, Income, Poverty, and Health Insurance Coverage
in the United States: 2007 (U.S. Census Bureau, Aug. 2008).

2J. M. Kingsdale, Executive Director’s Monthly Message, The Massachusetts Commonwealth
Connector, Aug. 25, 2008.

3C. Schoen, S. Collins, J. Kriss and M. M. Doty, “How Many Are Underinsured? Trends
Among U.S. Adults, 2003 and 2007,” Health Affairs Web Exclusive, June 10, 2008, 27(4).

4C. Schoen, S. R. Collins, J. L. Kriss, M. M. Doty, How Many Are Underinsured? Trends
Among U.S. Adults, 2003 and 2007, Health Affairs Web Exclusive, June 10, 2008.
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fourths (72%) of adults with incomes below twice the poverty level are uninsured
or underinsured. Private markets are simply not working for low-income adults.

Only about one-third of working age adults have quality, affordable coverage. Oth-
ers are uninsured at some point during the year, are underinsured, or report prob-
lems obtaining access to needed care or paying medical bills. Together, an estimated
116 million adults fall into one or more of these groups.

Underinsured people—even though they have coverage all year—report access to
care and bill problem experiences similar to the uninsured. Both those who are un-
insured at some point during the year and those who are underinsured report major
difficulties obtaining needed care. Sixty percent of those who are underinsured re-
ported one of four access problems: did not see a doctor when needed medical care,
did not fill a prescription, did not see a specialist when needed, or skipped a medical
test, treatment, or follow-up service. Seventy percent of those uninsured at some
point during the year reported one of these four access problems, contrasted with
29 percent of those who were insured all year and not underinsured.

The economic consequences of being uninsured or underinsured are now well doc-
umented. A recent study by The Commonwealth Fund found that 79 million Ameri-
cans have problems paying medical bills or are paying off accumulated medical
debt.5 About 60 percent of those experiencing medical bill problems were insured
at the time the expenses were incurred. Adults who experienced medical bill prob-
lems face dire financial problems: 29 percent are unable to pay for basic necessities
like food, heat, or rent because of their bills; 39 percent use their savings to pay
bills; and 30 percent take on credit card debt.

These problems are widely reported by those who are uninsured or underinsured.
Sixty percent of adults who are underinsured or uninsured report being unable to
pay medical bills, being contacted by collection agencies for unpaid bills, changing
their way of life to pay medical bills, or having accumulated medical debt.6 In con-
trast, only one-fourth of insured adults reported financial stress related to medical
bills. Medical bill problems and accumulated medical debt were greater when plans
did not include prescription drug or dental coverage and when the deductible ex-
ceeded 5 percent of income.

Managed care plans have increasingly used tiered prescription drug copayments
that limit access to more expensive medications. In addition, most managed care
plans place limits on mental health outpatient visits and inpatient days. These re-
strictions on benefits may not be known by enrollees at the time they choose a plan,
especially those enrollees who have a new health condition, such as cancer, that re-
quires costly drugs.

Underinsured adults also report more problems dealing with their insurance
plans. Nearly two-thirds of underinsured adults report they had expensive medical
bills for services not covered by insurance, the doctor charged more than insurance
would pay and they had to pay the difference, or they had to contact the insurance
company because they did not pay a bill promptly or were denied payment.

Inadequate coverage can also lead to more costly use of emergency rooms, as well
as to hospitalizations that could have been avoided with better primary care. Unin-
sured and underinsured people with chronic conditions, for example, are less likely
to report managing their chronic conditions, more likely to report not filling pre-
scriptions or skipping doses of drugs, and more likely to use emergency rooms and
be hospitalized.”

It should be noted that private managed care plans come in many shapes and
sizes. Nonprofit managed care plans that are part of nonprofit integrated delivery
systems—the best-known include Kaiser Permanente, Geisinger Health System,
Henry Ford Health System, and Intermountain Health Care—have been found in
Commonwealth Fund—supported case studies to have superior performance on
quality and have been among the leaders in adopting electronic information systems
and quality improvement care processes to deliver better results for patients.®

5M. M. Doty, S. R. Collins, S. D. Rustgi, and J. L. Kriss, Seeing Red: The Growing Burden
of Me)zdical Bills and Debt Faced by U.S. Families (New York: The Commonwealth Fund, Aug.
2008).

6S. R. Collins, J. L. Kriss, M. M. Doty, and S. D. Rustgi, Losing Ground: How the Loss of
Adequate Health Insurance is Burdening Working Families: Findings from the Commonwealth
iund Bier)mial Health Insurance Surveys, 2001—2007 (New York: The Commonwealth Fund,

ug. 2008).

78. R. Collins, K. Davis, M. M. Doty, J. L. Kriss, A. L. Holmgren, Gaps in Health Insurance:
an All-American Problem, Findings from the Commonwealth Fund Biennial Health Insurance
Survey (New York: The Commonwealth Fund, Apr. 2006).

8R. A. Paulus, K. Davis, and G. D. Steele, “Continuous Innovation in Health Care: Implica-
tions of the Geisinger Experience,” Health Affairs, Sept./Oct. 2008 27(5):1235—45; A. Shih, K.
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Coverage Eroding in Small Firms

Any American is at risk of losing health insurance coverage, with employees of
small businesses being particularly vulnerable. While 99 percent of firms with 200
or more employees continue to offer health insurance coverage, the corresponding
rate for the smallest firms (those with fewer than 10 employees) is, at 45 percent,
far lower.?® Coverage in such very small firms is down from 57 percent in 2000.
Three of five workers who are uninsured are self-employed or working for a firm
with fewer than 100 employees.

Smaller businesses face many disadvantages because they do not enjoy the econo-
mies of covering large groups with natural pooling of risks. Employees of smaller
businesses, moreover, receive fewer benefits and often face higher premiums. For
the same beneﬁts a firm with more than 1 ,000 employees paid an estimated pre-
mium of $3,134 for single employee coverage, compared with $3,579 for employers
with fewer than 10 employees.’® Small firms also pick up a lower share of the pre-
mium, further increasing costs to workers of small firms relative to those employed
in larger firms.

Driven in part by a philosophy that individual responsibility for insurance and
higher deductibles will slow the growth in health care costs, employer coverage and
policies available in the private individual insurance market have shifted more of
the cost of health care directly to households. Deductibles have risen particularly
sharply in small firms with three to 199 employees—with the mean deductible for
single coverage rising from $210 in 2000 to $667 in 2007. By contrast, for larger
firms, deductibles increased from $157 to $382 over this period. Deductlbles vary
by type of plan, with high-deductible health plans having particularly large
deductibles; health maintenance organization (HMO) plans which are more typically
offered by larger firms, generally have lower deductibles than preferred provider or-
ganization (PPO) plans.

Not surprisingly, therefore, employees of larger firms are more likely to say that
employers do a good job of selecting quality insurance plans. Of employees in firms
with 500 or more employees, 76 percent give employers high marks for selecting
quality plans, compared with 69 percent of workers in firms with fewer than 20 em-
ployees.11

Individual Insurance Market Works Less Well than Employer Coverage

Faced with declining rates of coverage driven by the erosion of employer-spon-
sored coverage, the only recourse for many people is to turn to the individual health
insurance market. However, this is the weakest link in the U.S. health insurance
system. The Commonwealth Fund Biennial Health Insurance Survey found that of
58 million adults under age 65 who sought coverage in the individual insurance
market over a three year period, nine of 10 did not purchase coverage, either be-
cause they were rejected, they were unable to find a plan that met their needs, or
they found the coverage too expensive.12 Serious health problems are also a signifi-
cant barrier to gaining coverage in the non-group market. More than 70 percent of
people with health problems or incomes under 200 percent of the poverty level sur-
veyed by The Commonwealth Fund said that it was very difficult or impossible to
find a plan they could afford.

Although increasing numbers of adults lost access to employer-based coverage
from 2000 to 2006, there has been virtually no change in the number of people cov-
ered by individual-market insurance. Loss of employer coverage has led to higher
levels of uninsured individuals, not to higher levels of individual coverage.13 Those
who are covered by individual health insurance plans are much less satisfied with
their coverage than those covered by employer plans, and they are likely to drop
such coverage if and when more desirable coverage becomes available from employ-

Davis, S. Schoenbaum, A. Gauthier, R. Nuzum, and D. McCarthy, Organizing the U.S. Health
Care Delivery System for High Performance (New York: The Commonwealth Fund, Aug. 2008).

98. R. Collins, C. White, and J. L. Kriss, Whither Employer-Based Health Insurance? The Cur-
rent and Future Role of U.S. Companies in the Provision and Financing of Health Insurance
(New York: The Commonwealth Fund, Sept. 2007).

10J. Gabel, R. McDevitt, L. Gandolfo et al., Generosity and Adjusted Premiums in Job-Based
Insurance: Hawaii Is Up, Wyommg Is Down, Health Affairs, May/June 2006 25(3):832—43.

118, R. Collins, J. L. Kriss, K. Davis, M. M Doty, and A. L. Holmgren, Squeezed: Why Rising
Exposure to Health Care Costs Threatens the Health and Well- -Being of American Families (New
York: The Commonwealth Fund, Sept. 2006).

128, R. Collins, J. L. Kriss, K Davis, M. M Doty, and A. L. Holmgren, Squeezed: Why Rising
Exposure to Health Care Costs Threatens the Health and Well- Being of American Families (New
York: The Commonwealth Fund, Sept. 2006).

13 C. DeNavas-Walt, B. D. Proctor, and J. Smith, Income, Poverty, and Health Insurance Cov-
erage in the United States: 2006 (Washington, D.C.: U.S. Census Bureau, Aug. 2007).
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ers or public programs. Only a third of those with individual coverage rate their cov-
erage as excellent or very good.14

The fundamental problem with the individual insurance market is that insurers
are concerned that only those expecting to have high medical expenses will seek out
coverage. Health expenditures are highly skewed: 10 percent of individuals account
for 64 percent of health care outlays.'® Avoiding those who are sickest results in
substantially greater profits for insurers.

Except in a few states that require insurers to have open enrollment and commu-
nity-rated premiums, insurers typically screen applicants for health risks and ex-
clude high-risk individuals from coverage or charge higher premiums.1¢ By design,
underwriting practices discriminate against the sick and disabled, making coverage
often unavailable at any price, or only at a substantially higher cost than incurred
by healthier individuals. Non-group premiums are 20 percent to 50 percent higher
than employer plan premiums, and more than 40 percent of total premiums are esti-
mated to go toward administration, marketing, sales commissions, underwriting,
and profits.17 Premiums typically climb steeply with age.l® Benefits are often inad-
fzqualtg, and premiums and risk selection practices are difficult for states to regu-
ate.

Those fortunate enough to have employer coverage are much better protected fi-
nancially than those buying in the individual market—both because the employer
pays a share of the premium and because the risks are pooled across the workforce.
Only 18 percent of those with employer coverage pay premiums of $3,000 or more,
compared with 54 percent of those who buy on the individual insurance market.

Public Programs Work

As this Committee knows well, public programs today cover more than one of four
Americans—83 million people—including elderly and disabled adults under Medi-
care; low-income families, the elderly, and the disabled under Medicaid; and low-
income children under the State Children’s Health Insurance Program (SCHIP).
Covering many of the sickest and poorest Americans, these programs have improved
accels{s to health care for people who typically do not fare well in a private insurance
market.

Medicare and Medicaid have much lower administrative costs than private insur-
ance—averaging around 2 percent, compared with 5 to 15 percent for larger employ-
ers, 15 to 25 percent for small employers, and 25 to 40 percent in the individual
market. Medicare and Medicaid expenditures are also comparable or lower than ex-
penditures by private insurance. Medicaid spending on health services for those
without health limitations is lower than for those covered by private insurance.
Medicare expenditures are high because they cover the elderly and disabled—but
the rate of increase over the period 1969 to 2003 has been one percentage point
lower than under private plans for comparable benefits (annual increases of 9.0%
vs. 10.1% for private insurance).

Extending a Medicare-like plan to small businesses and individuals without ac-
cess to employer-sponsored coverage would provide them with a much more afford-
able option.20 Estimated premiums for family coverage under a Medicare-like public
plan (with benefits comparable to the standard Blue Cross Blue Shield option in the
Federal Employees Health Benefits Program) would be $8,424 annually in 2008,

14S. R. Collins, J. L. Kriss, K. Davis, M. M. Doty, and A. L. Holmgren, Squeezed: Why Rising
Exposure to Health Care Costs Threatens the Health and Financial Well-Being of American Fam-
ilies (New York: The Commonwealth Fund, Sept. 2006).

158, H. Zuvekas and J. W. Cohen, “Prescription Drugs and the Changing Concentration of
Health Care Expenditures,” Health Affairs, Jan/Feb 2007 26(1): 249—257.

16N, C Turnbull and N. M. Kane, Insuring the Healthy or Insuring the Sick? The Dilemma
or }f%egulating the Individual Health Insurance Market (New York: The Commonwealth Fund,
Feb. 2005).

17D. Bernard and J. Banthin, Premiums in the Individual Insurance Market for Policyholders
under age 65: 2002 and 2005, Medical Expenditure Panel Survey Statistical Brief #202, Agency
for Health Care Research and Quality, April 2008; M.A. Hall, “The Geography of Health Insur-
ance Regulation,” Health Affairs, March/April 2000:173—184; M. V. Pauly and A. M. Percy,
“Cost and Performance: A Comparison of the Individual and Group Health Insurance Markets,”
Journal of Health Policy, Politics and Law, Feb. 2000 25(1):9—26.

18D, Bernard and J. Banthin, 2008.

19K. Swartz, Reinsuring Health: Why More Middle Class People Are Uninsured and What
Government Can Do (New York: Russell Sage Foundation, 2006).

20C. Schoen, K. Davis, and S.R. Collins, “Building Blocks for Reform: Achieving Universal
Coverage With Private and Public Group Health Insurance,” Health Affairs, May/June 2008
27(3):646—57; G. Claxton, “Health Benefits in 2007: Premium Increases Fall to an Eight-Year
Low, While Offer Rates and Enrollment Remain Stable,” Health Affairs, Sept./Oct. 2007
26(5):1407—16.
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compared with $12,106 in a typical employer private plan. This 30 percent reduction
in premiums would go a long way toward making coverage much more affordable
for small businesses and individuals than available either in the small business in-
surance market or in the individual insurance market.

This premium differential occurs in part because Medicare buys physician and
hospital services at a discount to rates paid by private insurers. Yet, a Medicare
Payment Advisory Commission survey finds that, if anything, Medicare beneficiaries
have a better experience than the privately insured in finding a physician and in
getting an appointment promptly.2t

The Way Forward: Rules Governing Private Markets and Role of Public
Programs

We can no longer afford to ignore the fact that the U.S. is the only industrialized
nation that fails to ensure access to essential health care for all its population. Yet,
the U.S. spends twice per capita what other industrialized nations spend on health
care. Since 2000, the most rapidly rising component of health care outlays has been
the net cost of private health insurance administration.22 The U.S. leads the world
in the proportion of national health expenditures spent on insurance administration,
and the nation could save $102 billion annually if it did as well as the best coun-
tries.23

That expenditure does not buy us satisfaction. Americans are more likely to report
hassles paying medical bills than those of other countries.24 A survey of U.S. adults
found that 28 percent said that spending time on paperwork or disputes related to
medical bills and health insurance in the past two years was a serious problem.25

The growth in insurance administrative cost in the U.S. has coincided with a
major consolidation of the insurance industry. Two-thirds of all managed care en-
rollees are now enrolled in the nation’s 10 largest managed care plans. The largest
three health plans control over 50 percent of the market in all but four states.26
Operating earning margins for major insurers have also increased during this pe-
rio%, as increases in premiums have substantially outstripped increases in medical
outlays.

Massachusetts has shown how organizing an insurance connector, offering choices
of plans, and reviewing premiums for reasonableness as a condition of being in-
cluded in the connector can improve benefits and lower premiums. For example, a
typical uninsured 37-year-old male faced a monthly premium of $335 pre-reform,
compared with $184 post-reform, with a $2,000 deductible instead of a $5,000 de-
ductible pre-reform.2? To provide choices but simplify decision-making, Massachu-
setts has offered three tiers of benefits—labeled gold, silver, and bronze—with actu-
arially equivalent policies within each tier.

Insurance market reforms—including minimum requirements on insurers to cover
everyone, the sick and healthy alike, at the same premium—could ensure the avail-
ability of coverage in all states. By organizing a national insurance connector that
builds on the experience of Massachusetts, we could expand insurance choices to
small businesses and individuals.

The Federal Employees Health Benefits Program is another example of offering
multiple plans. The most popular option is the Blue Cross Blue Shield standard op-
tion plan, which covers 58 percent of all enrollees.28 However, FEHBP does not es-
tablish minimum benefits for all plan offerings. It has offered high-deductible plans
that qualify for health savings accounts; only 30,000 individuals out of the 8 million
covered have elected these plan options.

21 MedPAC Report to the Congress: Medicare Payment Policy, March 2006, p.85.

22K, Davis, C. Schoen, S. Guterman, T. Shih, S. C. Schoenbaum, and I. Weinbaum, Slowing
the Growth of U.S. Health Care Expenditures: What Are the Options? (New York: The Common-
wealth Fund, Jan. 2007).

23 The Commonwealth Fund Commission on a High Performance Health System, Why Not the
Best? Results from the National Scorecard on U.S. Health System Performance, 2008, The Com-
monwealth Fund, July 2008.

24 C. Schoen, R. Osborn, M. M. Doty, M. Bishop, J. Peugh, and N. Murukutla, Toward Higher-
Performance Health Systems: Adults’ Health Care Experiences in Seven Countries, 2007, Health
Affairs Web Exclusive October 31, 2007 26(6):w717—w734

25S. R. Collins, J. L. Kriss, K. Davis, M. M. Doty, and A. L. Holmgren, Squeezed: Why Rising
Exposure to Health Care Costs Threatens the Health and Financial Well-Being of American Fam-
ilies (New York: The Commonwealth Fund, Sept. 2006).

26J. C. Robinson, “Consolidation and the Transformation of Competition in Health Insurance,”
Health Affairs, Nov./Dec. 2004 23(6):11—24.

27 Jon Kingsdale, Executive Director, Commonwealth Health Connector, “Design of Connector
as an Element of NHI,” July 23, 2008

28 Mark Merlis, Personal Communication, September 16, 2008.
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Offering small businesses and individuals without access to employer-sponsored
coverage choice of insurance plans through an insurance connector has advantages
as well as serious pitfalls. Attention needs to be given to how to design a framework
for choice among plans that best achieves the goals of insurance—ensuring access
to essential care and providing financial protection against burdensome medical
bills—in a manner that is equitable and efficient. Structuring choices within such
an insurance connector works best when:

1. A standard benefit adequate is defined and available to all. The benefits should
be adequate to meet the two basic functions of insurance—ensuring access to
essential care and providing financial protection from burdensome medical
bills. A small number of choices of benefit packages can let enrollees pick plans
closer to their needs, but a profusion of benefit packages undermines effective
comparisons and choices. The Massachusetts system of three levels of bene-
fits—gold, silver, and bronze—has much to commend it.

2. Premiums to the enrollee for a standard plan are affordable, regardless of in-
come. Income-related premium assistance—whether sliding-scale premiums or
tax credits set to ensure that no one pays a standard plan premium in excess
of a given threshold of income—is essential to guarantee affordability.

3. Enrollees have and use comparable information on benefits, expected out-of-
pocket costs, adequacy of physician and other provider networks, and pre-
miums across plans to make informed decisions.

4. Marketing practices which mislead or discriminate against the sick are prohib-
ited and strictly enforced.

5. Market rules set the framework for efficiency and equity, including that insur-
ers cover everyone (guaranteed issue and guaranteed renewal) and charge the
same premium regardless of health status of enrollee (community rating or age
bands), and that all individuals obtain health insurance (individual mandate).

6. Premiums are risk-adjusted to ensure that insurers do not have a financial in-
centive to enroll healthier people and enrollees do not have an incentive to
avoid plans with sicker enrollees.

7. Insurers compete on the basis of the added value they bring in fostering qual-
i1iy and efficiency in the delivery of health care services and administration of
claims.

8. Premiums are reasonable and have low administrative overhead; this can be
ensured through negotiation or review of premiums or offer of a competitive
public plan alternative

To ensure stable, affordable health insurance coverage for all Americans will re-
quire a significant increase in the role of government to set the rules for the oper-
ation of private markets and reverse the trend toward shifting greater financial risk
to families who are unable to bear that risk. Action is needed to guarantee afford-
able coverage that provides adequate financial protection and ensures that individ-
uals can obtain needed care—the two essential functions of health insurance. This
should include:

¢ Health insurance premium assistance to low-income and modest-income fami-
lies who cannot afford family premiums, which now average more than $12,000
even under employer plans.

¢ Strengthening, not weakening, employer coverage.

¢ Setting national rules for the operation of individual health insurance markets
or creating a national insurance connector, such as the one in Massachusetts,
that makes affordable health insurance policies available to those without ac-
cess to employer coverage. Structuring insurance choices through rules gov-
erning the operation of private markets, or through a health insurance ex-
change or connector, could ensure the availability of quality, affordable coverage
to a larger number of individuals who are either uninsured or have inadequate
or unstable coverage, or for whom premiums create major financial burdens.

¢ Offering a public plan, modeled on Medicare, to small businesses and individ-
uals would lower premiums by 30 percent and increase the stability of insur-
ance coverage.

¢ Building on Medicare, Medicaid, and SCHIP to cover older adults, the disabled
who are in the two-year waiting period for Medicare, and low-income adults, as
well as children. Private insurance markets do not serve these populations well.

Finally, insurance reforms need to be part of a comprehensive strategy to bring
about a high performance system that achieves better access, improved quality, and
greater efficiency. This will require fundamental changes in the way health care
providers are paid, so that financial incentives for providers are aligned with these
goals, as well as a more organized health care system that takes full advantage of
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modern information technology and evidence-based medicine and spreads best prac-
tices. Rather than shifting more financial risk to families, both public programs and
private insurers need to do more, both independently and in collaboration, to slow
the growth in health care costs and transform the delivery of health care services
to improve quality and enhance value for the money spent on health care.

————

Chairman STARK. Thank you.
Mr. Bodaken.

STATEMENT OF BRUCE BODAKEN, CHAIRMAN AND CEO, BLUE
SHIELD OF CALIFORNIA, SAN FRANCISCO, CALIFORNIA

Mr. BODAKEN. Thank you, Mr. Chairman and Members of the
Subcommittee. Thank you for this opportunity to testify about the
health insurance market.

I am Bruce Bodaken, Chairman and CEO of Blue Shield of Cali-
fornia, a not-for-profit health plan serving 3.4 million Californians.

While more than 200 million Americans have insurance coverage
that gives them access to some of the best medical care in the
world, our system has gaping holes: nearly 47 million uninsured,
rapidly rising costs, and uneven quality. In my view the vast num-
bers of uninsured are root cause of the major problems afflicting
the private, health insurance market. Only by extending coverage
to all Americans can we solve those problems.

Let’s start with an overview of what is and what is not working
in today’s market, which is actually three markets, and it’s already
been mentioned: large group small group, and individual. The large
group market works pretty well. The sizeable number of members
in each group assures a balanced risk of both healthy and less
healthy enrollees. In this market, health insurance works as it is
supposed to. The heavy medical expenses of a few are spread across
a broad population that also includes lots of healthy people with
minimal expense. The result is a reasonable, per enrollee health in-
surance cost.

The small group market works quite differently and not as well.
Under Federal law insurers are prohibited from turning down any
small business that applies for coverage based on the health status
of their employees. For obvious reasons, employer coverage is more
valuable for older and sicker employees, who may not be able to ob-
tain coverage in the individual market.

Since employers are not required to offer coverage and employees
are not required to buy it, those who need it most are dispropor-
tionately represented in the small group insurance pool. As a re-
sult, premiums are much higher than in the large group market
and if every small business provided coverage of course, that very
same 1(l)verall risk would improve and costs would thereby improve
as well.

Balanced risk is an even bigger concern for the individual mar-
ket. Since there is no mandate to purchase insurance which would
guarantee a broad risk pool, California and more than 40 other
states, which allow insurers to deny coverage or impose limits on
the coverage offered to people with pre-existing health conditions.

I can assure you that rejecting an applicant for coverage is not
something I or any of my colleagues are comfortable with, but in
a voluntary market in which people can go in when they're sick
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and go out when they’re not, medical underwriting is the only way
to ensure a balanced risk pool. Without it, premiums would even
be higher, spiraling upward, depriving even more people of cov-
erage.

The only way to put the small group and individual markets on
solid footing is through a universal coverage plan, covering all
Americans, certainly covering all Californians. Since 2002, Blue
Shield has supported a universal coverage plan with these basic
elements. First, require every individual to have coverage and
every business to contribute to their employee’s coverage; provide
subsidies to low income purchases, enroll everyone eligible for
Medicare and SCHIP programs; and require insurers to accept all
applicants, regardless of health status.

The benefits of this approach, which is often referred to as
shared responsibility are it builds off what works. It doesn’t inter-
fere with the current large group market, which functions well, and
it would allow the vast majority of insured Americans to keep what
they have today. It spreads the cost of achieving universal coverage
broadly; and, last but most important, it gets everyone covered.
This will enable the small group and individual markets to func-
tion the way we expect insurance markets to function by spreading
risk across a broad population.

While we don’t have time today to explore the other benefits of
universal coverage, I also believe that having everyone in the sys-
tem is essential to reducing costs and improving the quality of care
in the long term. For Blue Shield, it’s an imperative based on the
mission of our company, but it’s also the right and economic thing
to do to solve the issue of the uninsured.

Again, thank you for inviting me to testify today. Blue Shield of
California is eager to work with you on solutions to the serious
problems facing our current health insurance system.

[The prepared statement of Mr. Bodaken follows:]

Statement of Bruce Bodaken, Chairman & Chief Executive Officer, Blue
Shield of California, San Francisco, California

Mr. Chairman and members of the subcommittee, thank you for this opportunity
to testify about how the health insurance market functions. My company, Blue
Shield of California, is a not-for-profit health plan serving 3.4 million Californians.
Expanding access to health coverage for every Californians is Blue Shield’s mission.
And it is my personal mission as well.

While more than 200 million Americans have insurance coverage that gives them
access to some of the best medical care in the world, our system has gaping holes.

¢ Nearly 46 million are without coverage, and tens of millions more have inad-
equate coverage.

* The cost of medical care is rising beyond the capacity of many Americans to af-
ford coverage or to pay their share of the costs even when they have coverage.
The federal government exacerbates this problem by underpaying hospitals and
doctors for care provided through public programs, which results in cost shifting
onto insured patients.

¢ Too often, Americans receive care that does not follow the best medical evi-
dence, and prevention and wellness are not sufficiently valued.

In my view, any discussion of market reform needs to start with the uninsured.
In addition to being the most glaring failure of our health insurance system, the
vast numbers of uninsured are also a root cause of the major problems afflicting the
private health insurance market. Only by extending coverage to all Americans can
we solve those problems.
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The State of the Market

Let’s start with an overview of what is and is not working in today’s market,
which is actually three separate markets—large group, small group, and individual.

The large group market works pretty well. Groups are rated based on the medical
expenses incurred by their members, but the sizeable number of members in each
group, combined with insurer requirements that a minimum percentage of employ-
ees take up coverage, assures a balanced mix of both healthy and less healthy en-
rollees. In this market, health insurance works as it is supposed to: the heavy med-
ical expenses of a few are spread across a broad population that also includes lots
of healthy people with minimal expenses. The result is reasonable per-enrollee
health insurance costs.

The fact that a very high percentage of large employers continues to offer health
coverage is a testament to the success of this market. Since 1999, offer rates among
employers with more than 200 workers have consistently remained over 98%.1

I do not mean to suggest that costs for large group coverage aren’t high. At nearly
$4,500 per year for a single worker and over $12,000 per year for a family, they
most certainly are.2 But in a country with average per-capita health expenditures
of over $7,000, that’s a comparatively good deal.3 The affordability problems that
large employers increasingly face are not a function of market problems, but rather
of surging medical care costs.

The small group market works quite differently and not as well. Under federal
law, insurers are prohibited from turning down any small business that applies for
coverage based on the health status of their employees. Forty-six states also impose
strict limits on health status rating in the small group market. In California, for
example, the rate charged any small employer can’t be more than 10% lower or
higher than the average rate. Nonetheless, nearly half of all small businesses do not
offer coverage to their workers, usually because they can’t afford it.

For a small employer with a very sick employee—a three-employee print shop
with a cancer-stricken worker, for example—the rules assure that coverage can be
purchased and that the employee’s medical condition will have little impact on the
premium charged to that particular business. However, the average premium
charged in this market must reflect the average medical costs incurred by the em-
ployees of the small businesses that choose to buy coverage.

For obvious reasons, employer coverage is more valuable for older and sicker em-
ployees who may not be able to obtain coverage in the individual market. Since em-
ployers are not required to offer coverage and employees are not required to buy
it, those who need it most are disproportionately represented in the small group in-
surance pool. As a result, premiums are much higher than in the large group mar-
ket. If every small business provided coverage, of course, the overall risk would im-
prove, thereby moderating costs.

Not surprisingly, virtually all the decline in employer-sponsored coverage occurred
in the small-group market. Between 1999 and 2007, the percentage of businesses
with three to eight employees that offered coverage declined from 56% to 45%.

Unbalanced risk is an even bigger concern for the individual market. Since there
is no mandate to purchase insurance, which would guarantee a broad risk pool,
California and more than 40 other states allow insurers to deny coverage or impose
limits on the coverage offered to people with pre-existing health conditions.

I can assure you that rejecting an applicant for coverage is not something I or
any of my colleagues are comfortable doing. But in a voluntary market, medical un-
derwriting is the only way to ensure a balanced risk pool. Without it, premiums
would spiral upward, depriving many more people of coverage.

The high-risk pools that exist in California and many other states help to some
extent to address the fallout from medical underwriting. But segregating the sickest
people into a separate pool and then subsidizing their coverage with tax revenue
or assessments on private insurance is neither efficient nor desirable. In California,
chronic under-funding of the high-risk pool has resulted in high premiums, low ben-
efit maximums, and frequent enrollment waiting lists.

In sum, the large group market works well because each group represents a bal-
anced pool of risks that allows insurance to spread risk across a broad population.
But in the small group and individual markets, individual purchasers don’t by
themselves constitute balanced risk pools, and only through broad participation in
the market can insurance spread the risk as it’s designed to do. Unfortunately, in

1Kaiser Family Foundation and Health Research Educational Trust, Survey of Employer-
Sponsored Health Benefits, 1999-2007.

2KFF/HRET, Survey of Employer Sponsored Health Benefits, 2007

3 CMS, National Health Expenditure Data for 2006
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the current voluntary markets, we don’t get sufficiently broad participation—and
the dynamics currently in place assure that the problem will only get worse.

Fixing the Current Market

The only way to put the small group and individual markets on solid footing is
by covering everyone. It is good economics and frankly, it is the right thing to do.
Blue Shield has been committed to universal coverage for a long time: In 2002, we
proposed a plan we called “universal coverage, universal responsibility” that we con-
tinue to advocate. It consists of these basic elements:

¢ Require every individual to have coverage.

¢ Require employers to provide coverage or make a minimum contribution to-
wards the cost of coverage—“play-or-pay.”

¢ Provide subsidies to low-income purchasers.

¢ Establish regional purchasing pools or insurance exchanges to provide coverage
options to individuals and employees of “pay” employers.

* Make greater efforts to enroll all who are eligible for Medicaid and SCHIP.

¢ Require insurers to accept all applicants regardless of health status and to
eliminate health as a rating factor.

Our proposal closely resembles the coverage expansion legislation enacted in Mas-
sachusetts and the California plan sponsored last year by Governor Arnold
Schwarzenegger and Assembly Speaker Fabian Nunez, which we strongly sup-
ported.

The benefits of this approach, often referred to as “shared responsibility” are:

¢ It builds on what works. It doesn’t interfere with the current large group mar-
ket, which functions well. And it would allow the vast majority of insured Amer-
icans to keep the coverage they have today.

¢ It spreads the cost of achieving universal coverage broadly. We believe that is
the fairest and most practical way to finance coverage expansion.

e Last but most important, it gets everyone covered. And it will enable the small
group and individual markets to function the way we expect insurance markets
to work—Dby spreading risk across a broad population.

While we do not have time today to explore the other benefits of universal cov-
erage, I believe having everyone in the system is essential to reducing costs and im-
proving the quality of care over the long term. I look forward to other opportunities
to discuss those issues.

Blue Shield of California is eager to work with Congress and the new Administra-
tion on solutions to the serious problems facing our current health insurance sys-
tem.

———

Chairman STARK. Thank you.
Dr. Feldman.

STATEMENT OF ROGER FELDMAN, PH.D., BLUE CROSS PRO-
FESSOR OF HEALTH INSURANCE, UNIVERSITY OF MIN-
NESOTA, MINNEAPOLIS, MINNESOTA

Mr. FELDMAN. Mr. Chairman and Members of the Sub-
committee, it is my pleasure to appear before you today to discuss
the private health insurance market in the United States.

As you noted in the advisory for this hearing, most people under
65 obtain their health insurance through the employment of a fam-
ily member. Employer sponsored insurance or ESI has many ad-
vantages, but it also enjoys the tax subsidiary that costs over $200
bill per year.

Today, I'll review the tax treatment of health insurance pre-
miums and the history of the tax exemption for ESI, explain what’s
good about ESI and bad about the tax subsidy, and conclude that
ESI can and should stand on its own without special tax assist-
ance.
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The tax system touches health insurance premiums in four ways.
Premiums paid by employers are exempt from taxation. In addition
some employees can pay their share of the premium with pre-tax
dollars. Self-employed workers enjoy a partial tax exemption. They
can deduct premiums from income taxes, but not from their self-
employment tax. And, finally, individuals who itemize Federal in-
come taxes can deduct premiums and medical expenses that exceed
seven and a half percent of their adjusted gross income.

The tax subsidy for ESI arose almost by accident. During the sec-
ond world war, employers needed more workers, but wages were
controlled. Offering ESI was a way to attract workers. In 1943 a
tax court ruled that employers could provide health insurance with-
out violating the wage controls and in 1954 the IRS code made the
tax exemption permanent. The percentage of Americans covered by
ESI jumped dramatically, but some of that occurred by buying out
or crowding out existing individual insurance coverage.

ESI has many advantages. It’s available to everyone who quali-
fies, usually by working more than a minimum number of hours.
No one is turned-down for coverage, yet protects people from pre-
mium increases due to changes in their own health risk, and it has
low administrative cost compared with individual insurance.

[Chart. Insert not included. Waiting for a response from the com-
mittee.]

Mr. FELDMAN. This graph shows dramatically that the admin-
istrative cost of health insurance decreases as the size of the cov-
ered group increases. Large employers with more than 10,000
workers have by far the lowest administrative cost. While ESI has
many advantages, the tax subsidy that supports it is expensive. It
distorts the choice of where people work. It encourages people to
purchase insurance policies that are too generous, which subsidizes
the% purchase of too much medical care, and the subsidy is grossly
unfair.

In 2006 the tax subsidy cost over $200 billion. The largest part
of the subsidy came from the Federal income tax exemption, but
the exemption from Social Security and Medicare taxes was also
significant. The tax subsidy was worth $1753 for one person and
$3825 for a family. This will affect where people work. Once people
take a job with ESI they can be locked into it. The subsidy reduces
the number of people who go into business for themselves, and un-
equal tax treatment for the self-employed reduces entrepreneurial
survival.

The tax subsidy encourages people to buy more generous cov-
erage which leads to more medical spending. Free care has some
benefits, but the Rand Health Insurance experiment found that it
hgdllittle or no measurable effect on health status for the average
adult.

The last issue here is tax fairness. Families earning more than
$100,000 per year who comprise 14 percent of families in the
United States have 26.7 percent of the benefit of the tax exemp-
tion. On the other hand, families earning less than $50,000 who
comprise the majority of all families in the United States have only
28.4 percent of the tax advantage. In summary, any discussion of
healthcare reform should include a close look at the current tax
treatment of health insurance premiums.
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ESI has many advantages, but these advantages are supported
by an inefficient and unfair tax subsidy. Health economists agree,
virtually unanimously, with these conclusions. I believe that ESI
can and should stand on its own without special tax assistance;
and, if a tax subsidy is offered to ESI, it should be extended equal-
ly to the self-employed and to people who buy insurance that is not
related to work.

Thank you for letting me share these comments with you.

[The prepared statement of Mr. Feldman follows:]

Statement of Roger Feldman, Ph.D., Blue Cross Professor of Health
Insurance, University of Minnesota, Minneapolis, Minnesota

It is my pleasure to appear before you today to discuss the private health insur-
ance market in the United States. As you noted in the Advisory for this hearing,
most people under age 65 in the United States purchase health insurance through
the employment of a family member. This system of ?employer-sponsored insurance’
or ESI provides many advantages to those who are covered. But it is also the bene-
ficiary of a tax subsidy that cost the federal and state governments over $200 billion
in 2006.

In these prepared remarks I will briefly review the tax treatment of health insur-
ance premiums and history of the tax exemption for ESI. This is followed by an ex-
planation of what is good about ESI: no one is turned down for coverage; ESI pro-
tects people from premium increases due to changes in their own health risk; and
it has low administrative costs compared with non-ESI or ?individual’ insurance.
Despite these advantages of ESI, the tax subsidy for ESI is seriously flawed: it is
expensive; it distorts the choices of where people work; it encourages them to pur-
chase insurance policies that are too generous, thereby subsidizing the purchase of
too much medical care; and it is grossly unfair. I conclude that ESI can and should
stand on its own without special tax assistance. If tax assistance is offered to ESI,
it should be offered equally to the self-employed and to people who buy insurance
that is not related to work. These tax policy changes would contribute to our shared
goal of a fair and efficient tax system.

Tax Treatment of Health Insurance

The most significant feature of the tax treatment of health insurance premiums
is that premiums paid by employers are exempt from the federal income tax, state
incomes taxes in 43 states, and Social Security and Medicare taxes.! To picture the
exemption, you might think of a worker who earns $50,000 per year before taxes
and who does not have ESI. That worker’s combined tax bill would be $10,810 if
he or she were representative of other workers at that income level. Now suppose
the worker’s employer offers to contribute 100% of the cost of an ESI policy with
a $10,000 premium and it reduces the worker’s wages to $40,000 to offset its con-
tribution. The worker’s tax bill would fall to $7,780, for a tax saving of $3,030. In
other words, the tax subsidy reduces the cost of insurance for that worker by rough-
ly 30%. On average, the tax exemption reduced the cost of ESI for all covered work-
ers by 35% in 2006.2

In addition to the tax exemption for employer-paid premiums, many employees
can pay their share of the ESI premium with pre-tax dollars through ?Section 125
plans (named for that section of the Internal Revenue Code). There is no national
data on the number of employees who have Section 125 plans, but I think almost
all self-insured firms that bear medical risk without relying on an insurance com-
pany are capable of offering them. Furthermore, some states have required or are
considering a requirement that all employers above a minimum size must offer Sec-
tion 125 plans.

People who are self-employed are subject to the federal income tax as well as a
self-employment tax that is equivalent to Social Security and Medicare taxes. These
people may deduct health insurance premiums for themselves and their families

1For detailed information on the tax treatment of health insurance, see the Henry J. Kaiser
Family Foundation, “Tax Subsidies for Health Insurance: An Issue Brief,” July 28, 2008, avail-
able at http:/www.kff.org/Insurance/7779.cfm, and Leonard E. Burman, “Statement before the
House Committee on the Budget,” October 18, 2007, available at http://www.taxpolicycenter.org/
publications/url.cfm?id=901121. My example of the worker who earns $50,000 is taken from the
first source.

2Thomas M. Selden and Bradley M. Gray, “Tax Subsidies for Employment-Related Health In-
surance: Estimates for 2006,” Health Affairs, 25:6 (November, 2006), pp. 1568-1579.
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from their federal income tax (up to the net profit of their business) but not from
their self-employment tax. Thus, they have a partial tax subsidy compared with
those who have ESI.

Any taxpayer who itemizes federal income tax deductions can deduct premiums
and medical expenses that exceed 7.5% of their adjusted gross income. This is the
only premium tax deduction available to those who do not have ESI or are not self-
employed, and of course it is limited to taxpayers who itemize deductions, have
large bills, and have federal tax liabilities.

History of the ESI Tax Exemption

The linkage of health insurance to employment in the United States arose almost
by accident. During the Second World War there were critical domestic labor short-
ages, but wage controls prevented employers from offering higher wages to attract
employees. Employers found they could circumvent these controls by offering un-
regulated fringe benefits, including health insurance. In 1943, a tax court gave its
blessing to this arrangement. Following the War, the tax code was interpreted as
continuing to favor employer-paid health benefits, but their legal status remained
in limbo until 1954, when the Internal Revenue Code made the tax exemption per-
manent.

The permanent tax exemption for ESI transformed the private health insurance
market in the U.S. An economist recently rediscovered two surveys from 1953 and
1958, before and after the permanent tax exemption was granted.? Respondents to
each survey reported on their health insurance coverage during the prior year. The
percentage of households in the U.S. with ESI jumped from 47% in 1952 to 66%
in 1957, but overall health insurance coverage rose by a smaller amount, from 63%
to 76% of households. Thus, the ESI tax exemption ?crowded out’ 6 percentage
points of the market for individual coverage, which shrank from 16% of households
in 1952 to 10% in 1957. The individual market remains small today, with only about
13.6 million covered lives in 2006 among people under age 65, compared with 157.6
million covered lives in ESI.4

What Is Good About ESI?

As the economic study cited above showed, many people in the United States had
ESI even before it had a tax exemption. The reason is that ESI has many advan-
tages for those who are eligible. The first of these advantages is that no one is de-
nied coverage. Everyone who qualifies for coverage, which is usually based on work-
ing a minimum number of hours and may involve a minimum duration of employ-
ment, will be offered coverage.

In contrast, people who apply for individual coverage may be turned down. We
don’t know how many applicants for individual coverage are turned down nationally,
but several small-scale estimates have been made. In one of these, researchers
posed as hypothetical applicants, asking insurers to consider them for coverage as
if they were real consum