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MINUTES OF THE HOUSE HEALTH AND HUMAN SERVICES COMMITTEE

The meeting was called to order by Chairman Brenda Landwehr at 1:30 P.M. on February 13, 2007 in
Room 526-S of the Capitol.

All members were present.

Committee staff present:
Norman Furse, Revisor’s Office
Melissa Calderwood, Legislative Research
Mary Galligan, Legislative Research
Patti Magathan, Committee Assistant

Conferees appearing before the committee:
Michael Tanner, Director Health & Welfare Studies, CATO Institute

Others Attending:
See Attached List.

The Committee heard a presentation on Health Care Reform from Michael Tanner, Director, Health and
Welfare Studies of the CATO Institute, Washington, DC. In developing health policy it is vital to keep in
mind one pertinent fact: for all its problems, the United States offers the highest quality health care in the
world.

It is important, therefore, that any reform of the health care system, either nationally or here in Kansas, not
destroy those things that make our health care system so effective—individual choice and free markets. You
should avoid the temptation to increase government regulation and control over the state’s health care system.
All national health care systems ration care.

There are clearly problems with the United States and Kansas health care systems that need to be addressed.
There are too many Kansas who lack health insurance, which presents a problem for the state. When an
individual without health insurance becomes sick or injured, he or she still receives medical treatment. Such
treatment is not free, with the cost simply shifted to those with insurance or more often to taxpayers.

States are generally exploring three possible and equally problematic avenues toward achieving universal
coverage.

First is to have the government pay for health care, by leaving the basic system intact while expanding
government subsidies to low-income individuals and other groups by increasing eligibility for entitlement
programs or through Medicaid reforms.

A second approach is to impose a mandate on employers. This involves requiring all employers over a certain
size to either provide their workers with health insurance or pay taxes to a government program that will
insure those workers.

Mandating individuals to have insurance is a third approach but would probably not work. This is a
significant infringement on individual liberty and decision making, not to mention practical difficulties of
enforcement and compliance.

A combination of employer/employee mandated insurance being called the “connector” is an approach
recently developed in Massachusetts. A connector would allow individuals and workers in small companies
to take advantage of the economies of scale in terms or administration and risk pooling. The Connector would
not actually be an insurer but would function as a clearinghouse to match customers with providers and
products.

It is sadly true that the keys to health care reform lie in federal, not state, legislation. Be extremely careful
to make sure that impatience does not push Kansas into taking steps that will ultimately make the problem
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MINUTES OF THE House Health and Human Services Committee at 1:30 P.M. on February 13, 2007 in
Room 526-S of the Capitol.

far worse. (Attachments 1.2 & 3)

Chair Landwehr announced that we wouldn’t work HB2174 today due to some unanswered questions.

Chair Landwehr opened the floor to work HB2009 - Vaccinations by pharmacists to persons of any age., and
HB2097 - Administering of vaccines by pharmacists, pharmacy students and interns to persons age five and
older and announced that we would work both bills together.

Representative Hill explained that HB2009 and HB2097 were very similar. HB2009 eliminated the existing
age requirement from statute, which received substantial objection. For that reason he would recommend
leaving the age requirement as it is in current statute and taking no action on this bill.

Representative Hill also noted that HB2097 added a provision for students who have been trained and had
also attempted to lower the age requirement to 5 years or older. The age reduction had met with substantial
objection. For that reason he would recommend leaving the age requirement as it is in current statute and
motioned to amend HB2097 to change five years to 18 years. Motion carried. Representative Hill then made
a motion, seconded by Representative Morrison, to pass HB2097 favorably as amended. Motion carried.
Representative Hill will carry the bill.

Chair Landwehr then announced that we would work HB2098 - Defining certain terms relating to human
cloning.

Representative Mast moved that this bill be recommended favorable for passage. Motion seconded by

Representative Kiegerl.

Representative Flaharty made a motion to table HB2098. which was seconded by Representative Storm.
Voice vote was unclear so division was called. Vote was Ave 9. Nay 10. Motion failed.

Back on the motion to pass HB2098 favorably. vote was Aye 11 and Nay 9. Motion passed. Following are
Representatives who asked that votes be recorded as opposing the bill. They were Representatives Flaharty,
Storm, Hill, Ward, Garcia, Trimmer, Neighbor, Tietze, and Holland. Representative Mast will carry the bill.

Meeting was adjourned. Next meeting will be Feb. 14 at 1:30.
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TESTIMONY OF

MICHAEL TANNER

DIRECTOR, HEALTH & WELFARE STUDIES
CATO INSTITUTE, WASHINGTON, DC

February 13, 2007

Mr. Chairman:

My name is Michael Tanner and | appreciate the invitation to appear today
and the opportunity to share my perspective on the vital issue of reforming health
care and what Kansas can and cannot do to help resolve this issue.

For the past 13 years | have been director of health & welfare studies for
the Cato Institute in Washington, DC. Before that | served as legislative director
fér the Georgia Public Policy Foundation and as legislative director for health &
welfare with the American Legislative Exchange Council. In all, | have spent
more than 20 years studying the American health care system and am the author
of five books on health care reform, most recently Healthy Competition: What'’s
Holding Back American Health Care and How to Free It.

During my time studying this issue, | have concluded that, in developing
health policy it is vital to keep in mind one pertinent fact: for all its problems, the
United States offers the highest quality health care in the world. Most of the
world’s top doctors, hospitals, and research facilities are located in the United

States. The University of Kansas Hospital, for example, is considered a center of
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excellence in cancer treatment. Eighteen of the last 25 winners of the Nobel
Prize in Medicine either are U.S. citizens or work in this country.” U.S.
companies have developed half of all the major new medicines introduced
worldwide over the past 20 years.? In fact, Americans played a key role in 80
percent of the most important medical advances of the past 30 years.® Nearly
every type of advanced medical technology or procedure is more available in the
United States than in any other country.* By almost any measure, if you are
diagnosed with a serious iliness, the United States is the place you want to be.
That is why tens of thousands of patients from around the world come to this
country every year for treatment.

Of course, I'm aware that, as critics of American health care often point
out, other countries have higher life expectancies and lower infant mortality rates,
but those two indicators are not a good way to measure the quality of a nation’s
health care system. In the United States, very low-birth-weight infants have a
much greater chance of being brought to term with the latest medical
technologies. Some of those Iow-birth-weight babies die soon after birth, which
boosts our infant mortality rate, but in many other Western countries, those high-
risk, low-birth-weight infants are not included when infant mortality is calculated.
And life expectancies are affected by exogenous factors like violent crime,

poverty, obesity, tobacco and drug use, and other issues unrelated to health

! “Nobel Prize in Physiology or Medicine Winners 2006-1901,” The Nobel Prize Internet Archive,
http://almaz.com/nobel/medicine/medicine.html.

2 Pharmaceutical Manufacturers Association, “Facts about the U.S. Pharmaceutical Industry,” 2002.
* Economic Report of the President (Washington: Government Printing Office, 2004), p. 192

* Gerard Anderson et al., “It’s the Prices Stupid: Why the United States Is So Different from Other
Countries,” Health Affairs 22, no. 3 (May/June 2003): 99.



care. In contrast, when you compare the outcome for specific diseases like
cancer or heart diseése, the United States clearly outperforms the rest of the
world.®

Take prostate cancer, for example. Even though American men are more
likely to be diagnosed with prostate cancer than their counterparts in other
countries, wé are less likely to die from the disease. Less than one out of five
American men with prostate cancer will die from it, but 57 percent of British men
and nearly half of French and German men will. Even in Canada, a quarter of
men diagnosed with prostate cancer, die from the disease.

Similar results can be found for other forms of cancer. For instance, just
30 percent of U.S. citizens diagnosed with colon cancer die from it, compared to
fully 74 percent in Britain, 62 percent in New Zealand, 58 percent in France, 57
percent in Germany, 53 percent in Australia, and 36 percent in Canada.
Similarly, less than 25 percent of U.S. women die from breast cancer, but 46
percent of British women, 35 percent of French women, 31 percent of German
women, 28 percent of Canadian women, 28 percent of Australian women, and 46
percent of women from New Zealand die from it.°
| It is important, therefore, that any reform of the health care system, either
nationally or here in Kansas, not destroy those things that make our health care

system so effective—individual choice and free markets. In particular, you

5 Miranda Mugford, “A Comparison of Reported Differences in Definitions of Vital Events and Statistics,”
World Health Statistics Quarterly 36 (1983), cited in Nicholas Eberstadt, The Tyrany of Numbers:

' Measurements & Misrule (Washington: American Enterprise Institute press, 1995), p. 50.

8 Varduhi Petrosyan, and Peter Hussey, Multinational Comparisons of Health Systems Data, 2002 (New
York: The Commonwealth Fund, 2002), pp. 55-62; Gerard Anderson and Peter Hussey, Multinational
Comparisons of Health Data Systems Data, 2000 (New York: The Commonwealth Fund, 2000), pp. 17-18;
Gerard Anderson and Bianca Frogner, Multinational Comparisons of Health Data Systems Data, 2005
(New York: The Commonwealth Fund, 2006).
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should avoid the temptation to increase government regulation and control over
the state’s health care system.

After all, the one common characteristic of all national health care systems
is that they ration care. Sometimes they ration it explicitly, denying certain types
of treatment altogether. More often, they ration more indirectly, imposing global
budgets or other cost constraints that limit the availability of high-tech medical
equipment or imposes long waits on patients seeking treatment. For example,
one million Britons are waiting for admission to National Health Service hospitals
at any given time, and shortages force the NHS to cancel as many as 100,000
operations each year. Roughly 90,000 New Zealanders are facing similar waits.
In Sweden, the wait for heart surgery can be as long as 25 weeks, while the
average wait for hip replacement surgery is more than a year. And, in Canada
more than 800,000 patients are currently on waiting lists for medical procedures.’

Still, there are clearly problems with the US and Kansas health care
systems that need to be addressed. For example, too many Kansans lack health
Jinsurance. Some 300,000 Kansas citizens were uninsured for at least part of
2005, roughly 10.9 percent of the state’s population.8 While this is considerably
less than the national uninsurance rate, it nonetheless represents a problem for
the state for several reasons.

First, while we should be careful about equating insurance coverage with
access to health care and access to better health, we should be concerned about

whether uninsured Kansans are receiving the health care they need. The

" See Michael Cannon and Michael Tanner, Healthy Competition: What’s Holding Back Health Care and
How to Free It (Washington: Cato Institute: 2005), pp. 36-37.
® AARP, State Health Profiles 2006.



academic evidence is quite mixed about whether being uninsured results in
poorer health outcomes. However, there appears to be some evidence that
those without health insurance may delay receiving treatment or receive less
preventive care. Certainly, you have all encountered anecdotal evidence of
hardships encountered by the uninsured. These hardships should not be
discounted.

In addition, we should understand that when an individual without health
insurance becomes sick or injured, he or she still receives medical treatment. In
fact hospitals have a legal requirement to provide care regardless of ability to
pay. Physicians do not face the same legal requirement, but few are willing to
deny treatment because a patient lacks insurance. However, such treatment is
not free. The cost is simply shifted to others, those with insurance, or more
often, taxpayers. Thus, to a large degree individuals without health insurance are
“free-riding” on the rest of us. We should not, however, overstate these costs.
Nationally, the cost of uncompensated care amounts to 3-5 percent of total
health care s-;pending.g This is a problem, to be sure, but not a crisis.

We should also be aware that those most likely to go without health
insurance are the young and relatively healthy. For example, although 18 to 24
year olds are only 10 percent of the U.S. population, they are 21 percent of the
long-term uninsured.' For these young, healthy individuals, going without health

insurance is often a logical decision. However, this becomes a form of adverse

® Greg Scandlen, “The Pitfalls of Mandating Health Insurance,” Council for Affordable Health Insurance’s
Issues & Answers, no. 135 (April 2006).

1 Rob Stewart and Jeffrey Rhoades, “The Long-Term Uninsured,” Research Note, U.S. Census Bureau,
http://aspe hhs.gov/health/long-term-uninsured04/report.pdf.
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selection. Removing the young and healthy from the insurance pool means that
those remaining in the pool will be older and sicker. This results in higher
insurance premiums for those th are insured, at least to the degree that there
are cross subsidies in existing pools. (If everyone's rates are actuarially fair, then
young people’s explicit or implicit premiums do not result in lower or higher
premiums for anyone else.)

| Generally, states are exploring three possible—and equally problematic--
avenues toward achieving universal coverage.

The first is to have the government pay for health care. At its most radical,
- this means embracing a single-payer health care system such as those in
Canada or Europe. However, as | mentioned at the beginning of my remarks,
the one common characteristic of such government-run health care systems is
that they ration care. Indeed, recently the Canadian Supreme Court struck down
a portion of that country’s national health care system, noting that, “Access to a
waiting list is not access to health care...there is unchallenged evidence that in
some serious cases people die as a result of waiting lists for public health
care.”'"

Less radical proposals would leave the basic health care system intact
while expanding government subsidies to low-income individuals and other
groups, by increasing eligibility for Medicaid, SCHIP, and other programs.
Expansion of these subsidies seem particularly popular with state legislatures
since it enables states to maximize their receipt of federal funds, shifting at least

a portion of the cost to out-of-state taxpayers.

1 Chaoulli v. Quebec (Attorney General), 2005 SCC 35, p. 4.



However, while some level of subsidy may indeed be necessary for the
poorest Kansans, the state should proceed cautiOUSly in this regard. Subsidies
are liable to squeeze out unsubsidized coverage, encouraging businesses to
cease offering employer provided plans, shifting the cost of insurance to
‘taxpayers. This crowding-out phenomenon has been readily apparent with both
fhe traditional Medicaid and SCHIP programs. A Robert Wood Johnson
Foundation survey of 22 studies of the relationship between government
insurance programs and private coverage concluded that substitution of
government for private coverage “seems inevitable.”'? Other studies have shown
that when government programs are cut back, private coverage increases."

Even Medicaid reforms that are otherwise appealing should be
approached cautiously. For example, vouchers and health savings accounts
may actually make Medicaid corﬁpared more attractive compared to pri9vate
insurance, increasing the likelihood that employers and individuals will abandon
traditional insurance for the program, especially if Medicaid eligibility is extended
up the income range as part of the reform.

It should be renr-mmbered that health care subsidies to the low-income are
essentially a form of welfare. In fact, Medicaid provides average benefits twice
as valuable as those available under federal cash assistance programs.

Unsurprisingly, studies have found that Medicaid increases dependence and

' Getsur Davidson et al., “Public Program Crowd-Out of Private Coverage: What Are The Issues?”” Robert
Woods Johnson Foundation Research Synthesis Report no. 5, June 2004.

" George Borjas, “Welfare Reform, Labor Supply, and Health Insurance in the Immigrant Population,”
Journal of Health Economics.22 (2003): 956-957.



discourages self-reliance in the same way that other welfare programs do."
Therefore, in reforming Medicaid, states should apply many of the lessons of
welfare reform, imposing eligibility restrictions, work requirements, and other
welfare-reform-style barriers to discourage people from becoming dependent on
the program.

If government is not to pay for universal health insurance, a second
approach considered by many states is to impose a mandate on employers.
Under most designs, such an épproach would require all employers over a
certain size to either provide their workers with health insurance or pay taxes to a
government program that will insure those workers. Attempts to impose such
erﬁployer mandates have generally run afoul of ERISSA and been struck down
by the courts. But that has not prevented states from continuing to try.

The dréwbacks of an employer mandate are obvious. The amount of
compensation each worker receives is a function of his or her productivity. The
employer is indifferent to the makeup of that compensation between wages,
taxes, insurance premiums, or other costs associated with that worker's
employment. Mandating an increase in a worker's compensation (through the
provision of health insurance) increases the worker’'s operating costs without
increasing the worker's productivity. Employers must therefore find ways to
offset the added costs imposed by the mandate. Options include raising prices
(which is unlikely in a competitive market), lowering wages, reducing wage

increases, reducing other health costs (such as drug coverage or retiree health

14 See, for example, Aaron Yelowitz, “Evaluating the Effects of Medicaid on Welfare and Work: Evidence
from the Past Decade,” Employment Policies Institute, December 2000.



benefits), reducing other benefits (such as pensions), instituting layoffs, replacing
workers with automation, reducing hiring, hiring ineligible workers including
undocumented aliens, out-sourcing work overseas, or even moving their
operations out of state or out of the country. In almost all these cases, the net
result will be to hurt the workers that the mandate was designed to help.

If an employer mandate will not work, what about a mandate on
individuals? Recently, there has been a great deal of interest in such an
approach, a legal requirement that every resident of a state obtain adequate
private health insurance coverage. Those who don’t receive such coverage
through their employer or some other group would be required to purchase
individual coverage. Failure to comply would result in some form of penalty,
financial or otherwise. Such a mandate was a key component of last year’s
Massachusetts health reform that has received widespread national attention.

Because, unlike single-payer or employer mandates, an individual
mandate has received substantial support from organizations and individuals
otherwise disposed towards a free market approach to health care reform, |
would like to take a little extra time to explain why | believe that this is a very bad
idea.

It is import to recognize that such a mandate would represent a significant
infringement on individual liberty and decision making. As the Congressional
Budget Office has noted, “The government has never required people to buy any

good or service as a condition of lawful residence in the United States.”® And

' Robert Hartman and Paul van de Water, “The Budgetary Treatment of an Individual Mandate to Buy
Health Insurance,” Congressional Budget Office Memorandum, August 1994,



prior to Massachusetts enactment of an individual mandate last year, neither had
any state. Some have compared an individual health insurance mandate to the
current state mandate for automobile insurance. This is an imperfect analogy,
however. First, it has long been recognized that driving is a privilege, subject to
all manner of regulatory requirements. If one does not like the regulations,
including an insurance mandate, one can choose not to drive. A health
insurance mandate would not generally give people such a choice. Second, the
reason states mandate auto insurance is for the protection of others rather than
oneself. Most states do not mandate you carry insurance for your own injury or
repair costs

Beyond questions of individual liberty, however, there are serious pracﬁcal
questions about an individual mandate.

For example, to enforce a health insurance mandate, some agency of the
Kansas government would need some way to determine whether Kansans are
insured or not and to pentalize those who have not complied with the mandate.
But government'’s record of enforcing insurance mandates has not been an
overwhelming success. For example, 47 states have laws mandating that drivers
purchase automobile liability insurance. Yet, roughly 14.5 percent of drivers in
those states are uninsured.’® Here in Kansas roughly 10 percent of drivers don’t
have the required coverage, barely better than the rate of Kansans without health

insurance. Clearly an automobile insurance mandate, with fines as high as

'% Greg Kelly, “Can Government Force People to Buy Insurance?” Issues & Answers No. 123, Council for
Affordable Health Insurance, March 2004, citing data from the Insurance Research Council.
http://www.cahi.org/cahi_contents/resources/pdf/n123GovernmentMandate.pdf.
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$1,000 has failed to force Kansans to buy insurance. There is no reason to
believe that a health insurance mandate will be more successful.

The most common solution is to require that Kansans submit proof of
insurance when they file their state income taxes. But thousands of Kansans are
either. not currently required to file tax returns or fail to file despite being required
to. Some of these nonfilers are elderly, homeless, the mentally ill, and illegal
aliens. Others will have changed their address, perhaps multiple times. Does
ahyone truly believe that it will be possible to track down every last person in the
state and determine whether or not they have health insurance?

Moreover, only about 30 percent of uninsured Americans have been
uninsured for a full year. In fact nearly 45 percent will regain insurance within
four months." Therefore many Kansans who lack health insurance at some
point throughout the year, will in fact be insured at the time they file their taxes.
Presumably, the “proof of insurance” could include of the length of time that the
person was insured, but that would raise the complexity of compliance
procedures considerably. It would also increase the incentive to lie.

If the government were able to determin_e that someone has not
purchased health insurance, what penalty would apply? ldeas have been
suggested ranging from loss of drivers licenses to direct fines to some sort of tax
penalty. Again, as a practical measure, all these approaches are problematic in
dealing with low-income individuals, people who don't file income taxes,

transients, and others who are likely to be uninsured. It is unrealistic, therefore,

17 Lyle Nelson, “How Many People Lack Health Insurance and for How Long?” Congressional Budget
Office, May 12, 2003.
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to bélieve, that an individual mandate likely to ach‘ieve anything close to universal
coverage or significantly reduce health care costs.

On the other hand, the mandate crosses an important line, accepting the
principle that it is the government’s responsibility to assure that every American
has health insurance. In doing so, it opens the door to further widespread
regulation of the health care industry and political interference in personal health
care decisions. The result will be a slow but steady spiral downward toward a
goverhment—run health care system.

Whatever the initial minimum benefits package consists of, special
interests representing various health care providers and disease constituencies
can certainly be expected to lobby for the inclusion of additional services or
coverage under any mandated benefits package.

Public choice dynamics are such that providers (who would make money
from the increased demand for their services) and disease constituencies (whose
members naturally have an urgent desire for coverage of their iliness or
condition) will always have a strong incentive to lobby lawmakers for inclusion
under any minimum benefits package. The public at large will likely be unaware
of the debate or see resisting the small premium increase caused by any
particular additional benefit as unworthy of a similar effort. It is a simple case of
concentrated benefits and diffuse costs.

As more benefits were added, the cost of the mandate would increase.
That will place legislators in a very difficult position. If they increase subsidies to

keep pace with the rising cost of the mandate, the cost of the program wiill
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explode. On the other hand, if they hold subsidies steady, the increased cost will
be borne by consumers, who would have no choice but to continue purchasing
the ever more expensive insurance. Since the consumers would have little or no
leverage over insurers (they can no longer refuse to buy their products), they can
eventually be expected to turn to the government for relief.

Attempts to scale back benefits would certainly meet political opposition
from powerful constituencies and complaints about “cuts.” The only other
alternative would be for the government to intervene directly by capping
premiums. Insurers unable to charge more for an increasingly expensive product
can be expected to trim costs by cutting back on their reimbursement rates to
hospitals and physicians. The result will ultimately be rationing, the lack of
available health care goods and services.

An individual mandate, therefore, should not be seen in a vacuum. It is
more akin to the first in a series of dominoes. "If you want to go down the road of
an individual mandate, it's necessary to reform the entire health insurance
system to make sure healthy people can get affordable coverage and sick people
are not priced out of the market," says Gail Shearer of Consumers Union.’® By
distorting the health care marketplace, an individual mandate sets in place a
cascading series of additional mandates and regulations resulting, ultimately, in a
government-run health care system.

A second problem with Kansas’ health care system lies in the dysfunction

of its individual and small group insurance markets. Both of these markets are

'* Quoted in Julie Appleby, “Mass. Gov. Romney's Health Care Plan Says Everyone Pays,” USA Today,
July 4, 2005.

/-3



highly regulated in Kansas, as in most other states, making them inefficient and
leading to higher costs. Other states have attempted to solve this problem by
combining the two markets and establishing a single regulatory system with the
expectation that individual and small group insurance would become more
available and affordable. This is the approach that led to the development of
“The Connector” in Massachusetts. Several other states are also considering the
“connector” model, and | understand Kansas to also be looking at this approach.
However, | believe it would be a tremendoﬁs mistake for your state to go down
this road.

As generally conceived, a Conn'ector would allow individuals and workers
in small companies to take advantage of the economies of scale, both in terms of
administration and risk pooling, which are currently enjoyed by large employers.
Multiple employers would be able to pay into the Connector on behalf of a single
employee. And, most importantly, a Connector would allow workers to use pre-
tax dollars to purchase individual insurance. This would make insurance
personal and portable, rather than tying it to an employer, all very desirable
things.

Again, as conéeived, a Connector would not actually be an insurer.
Insurance would still be provided by the private sector. Rather, a Connector
would function as a clearinghouse, a sort of wholesaler or middleman, matching
customers with providers and products. Most promisingly, when offered as an

option under Section 125 plans, it provides a way around the federal tax
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preference for employer-provided insurance. |[f that is all it did, the Connector
would be modestly useful tool.

However, in practice, at least as demonstrated in Massachusetts, the
Connector can quickly devolve into a regulatory body. For example, in
Massachusetts, the Connector has wide-ranging authority to determine what
insurance products it will offer. The connector is authorized to offer a “connector
seal of approval” to_products that provide “high quality and good value.” The
connector itself is left to define what constitutes high quality and a good value,
but significantly, that phrase frequently appears in legislation as justification for
mandated benefits. The connector may choose to sell products that do not
receive its seal of approvél, but they are not required to do so. In addition, the
maximum deductible allowed is $2,700 for an individual and $5,450 for a family.
While this conforms to current federal law, it locks in the status quo at a time
when attempts are being made to change federal Health Savings Account
restrictions. Moreover, individuals choosing a high-deductible policy must
combine it with a Health Savings Account. And policies must be community-
rating and meet other restrictions designed to limit the ability of insurers to
segment the market according to risk.'®

As a result of these Connecto_r-imposed restrictions the price of policies it
will offer has risen dramatically even before the program becomes operational.
Originally estimated by Governor Romney to cost around $250 per month, the

cheapest available policy is now expected to cost more than $380 per month.

¥ Chapter 58 of the Acts of 2006, sections 101 and 76.
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No actual prohibition exists on selling small group or individual insurance outside
the Connector. Howevér, because the subsidies and tax advantages are
available only within the connector, and because of its competitive advantage in
terms of pooling costs and risk, the connector will eventually squeeze out any
outside market. In the end, the connector can be expected to become a
‘monopsony purchaser of health insurance.

In practice, the Connector appears to be a form of managed competition.
Managed competition, \:NhiCh was the centerpiece of the failed 1993 Clinton
health plan, is a scheme under which insurance is provided by the private sector
but within an artificial government designed and controlled marketplace.
Managed competition is meant to spur competition between health plans, yet
competition takes place on a very limited basis. Some limited price competition
is likely to occur, but because plans cannot reduce costs by managing risks or
through benefit design, even that will be marginal. This situation is particularly
problematic since an inability to price according to risk generally causes insurers
to retreat toward the mean. This step results in an overprovision of services to
the healthy and an underprovisién to the sick.

Managed competition is an attempt to be a little bit pregnant on the
question of markets versus government control. Or, as University of Chicago
Law Professor Richard Epstein says, managed competition is “an oxymoron.
One can either have managed health care or competition in health care services.

It is not possible to have both simultaneously.”®

% Richard Epstein, “Unmanageable care,” Reason, May 1993.
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Thé dangers inherent with creating a potential new regulatory body such
as a Connector would appear to substantially outweigh any advantages,
particularly given other options for reforming the individual and small group
insurance markets that | will discuss shortly. However, at the very least, should
ydu decide to create a Connector, it should not only be prohibited from regulating
insurance, it should be specifically required to offer any health insurance product
otherwise approved for sale in the state.

What, then, can Kansas do to improve its health care system? The
unfortunate reality is tﬁat the state’s options are limited because the real villains
and solutions to America’s health care ills lie in Washington, and specifically with
the federal tax code, beyond the reach of state lawmakers. However, there are
some important steps that this state can take that will reduce the cost of health
care énd increase the number of people who are insured, while preserving—and
even improving—the quality of the current system.

First, Kahsés should do what it can to reduce the cost of health insurance.
After all, the number one reason that people give for not purchasing insurance is

t.2' This is particularly true for young and healthy

~ that they cannot afford i
individuals that precisely the people who we should be encouraging to enter the
insurance market before they become older and sicker. Yet, current state

regulations drive up the cost of health insurance and make it a reasonably logical

decision for these young healthy individuals to remain uninsured.

2! “The Uninsured: A Primer, Key Facts About Americans Without Health Insurance,” Kaiser Family
Foundation, December 2003
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For example, Kansas currently has some 37 mandated benefits, putting
Kansas in the worst half of states for the number of mandates. These include
mandates that all insurance policies sold in the state include coverage for
Alzheimer's disease, bone mass measurement, cancer pain medications, dental
anesthesia, diabetes self-management, diabetic supplies, drug abuse treatment,
mammograms, mastectomies and extended mastectomy stays, mental health—
including a requirement for mental health parity, off-label drug use, prostate
screening, well-child care, chiropractors, dentists, nurse anesthesiologists, nurse
practitioners, optometrists, oral surgeons, osteopaths, pain management
specialists, psychologists, pharmacists, physical therapists, physicians
assistants, podiatrists, and social workers.??

These mandates add significantly to the cost of insurance. The
requirement for mental health parity alone adds as much as 10 percent to the
cost of an insurance policy. Many of the other mandates add 1-3 percent each to
insurance costs.?> Clearly, people should be able to purchase coverage for such
conditions and providers if they desire it. But just as clearly, those who wish to
purchase a less inclusive but also less expensive policy should be able to do so.
Repealing such mandates would be one of the most effective steps that Kansas
could take to reduce the cost of health insurance and thereby increase the
number of pebple with insurance.

Of course repealing such mandates will encounter fierce resistance from

special interests and may prove politically difficult. There is therefore a

2 Victoria Craig Bunce, JP Wieske, and Vlasta Prikazky, “Health Insurance Mandates in the States, 2006,”
2(3301111ci1 for Affordable Health Insurance, March 2006.
Ibid.
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potentially easier step that Kansas could take to achieve similar, indeed possibly
more comprehensive, results. The state could amend its insurance laws to allow
the sale of any health insurance plan approved for sale by any state.

Currently health insurance purchasers are essentially stuck with the
regulatory regime of the state in which they reside. Kansas businesses and
individuals are held hostage by Kansas insurance regulation. But if free to
purchase health insurance regulated by states other than their own, customers
could avoid regulations that added unwanted costs. They could, in effect,
‘purchase” another state’s set of regulations by purchasing insurance from an
insurer chartered in that state. If Kansans do not wish to purchase all 37 types of
coverage mandates that your state requires, they could purchase insurance from,
say, Idaho, where there are only 13, or any state whose laws are more closely
aligned with their own preferences.

Not only would such a simple change to your state’s insurénce laws
benefit consumers, reduce costs, and increase the number of people with
insurance, but the same competitive process that drives producers to improve
quality and reduce costs in other products could help produce higher quality
regulations. Kansas would have to compete for the best regulatory environment
in the same way it currently competes with other states for a better tax
environment. |

Secondly, the state should institute a thorough review of how it can reduce

the cost of providing health care. In particular it should look at such issues as



expanding the scope of practice for nonphysician professionals, and removing
barriers to hospital competition.

Third, the state should remove roadblocks to association health plans and

. other mechanisms for allowing small businesses to band together for the
purposes of insurance pooling. The plans currently offered by the Wichita
Independent Business Association, the Topeka Independent Business
association, and the Kansas restaurant and Hospitality Association offer models
for what such plans might look like.

And fourth, the state should continue to do all it can to expénd the use of
consumer-oriented health plans such as Health Savings Account. Here Kansas
should be commended as a leader in removing barriers to HSAs and
encouraging their use by state employees and others. | encourage you to
continue those efforts and to remain vigilant against proposals that would restrict
or limit such plans.

| regret that | have not been able to come here and offer a silver bullet to
fix the problems with Kansas health system. Indeed, some may be disappointed
that so much of my advice is in the form of what not to do. That is because |
believe that in pursuing health care reform, legislators should be guided by the
Hippocratic admonition “First do no harm.”

Itis understandablé that Kansans are frustrated by the inability of
Congress to address the undeniable need for health care reform. Yet it is sadly
true that the keys to health care reform lie in federal, not state, legislation. There

are limited steps that Kansas can take to make the situation better. But, in the
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end, you should be extremely careful to make sure that impatience does not
push you into taking Steps that will ultimately make the problem far worse, hurting
Kansas taxpayers, businesses, health care providers, and perhaps most
importantly patients.

I thank you once again for your time and consideration. | would be happy

to answer any questions.
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Individual Mandates for Health Insurance
Slippery Slope to National Health Care
by Michael Tanner

Executive Summary

Proposals for achieving universal health insur-
ance coverage are once again receiving serious
attention. Among the ideas attracting bipartisan
support is an individual health insurance mandate,
alegal requirement that every American obtain ade-
quate private health insurance coverage. People
who don’t receive such coverage through their
employer or some other group would be required
to purchase their own individual coverage. Those
who failed to do so would be subject to fines or
other penalties.

Proposals for an individual mandate respond
to a legitimate concern about “free riders,” the
uninsured who nonetheless receive treatment
and pass the costs on to taxpayers or individuals

with insurance. In practice, however, an individ-
ual mandate is likely to be unenforceable because
it would involve a costly and complex bureau-
cratic system of tracking, penalties, and subsi-
dies.

More important, an individual mandate
crosses an important line: accepting the princi-
ple that it is the government’s responsibility to
ensure that every American has health insurance.
In doing so, it opens the door to widespread reg-
ulation of the health care industry and political
interference in personal health care decisions.
The result will be a slow but steady spiral down-
ward toward a government-run national health
care system.

Michael Tanner is director of bealth and welfare studies at the Cato Institute and coauthor of Healthy

Competition: What's Holding Back Health Care and How to Free It (2005).
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An individual
mandate, if
federal, would be
an unprecedented
expansion of
government
power.

Introduction

Roughly 46 million Americans are cur-
rently uninsured.' That has sparked a nation-
al debate over how to expand coverage, with
many people setting a goal of “universal cov-
erage,” that is, every American would have
some form of health insurance. Some people
have advocated a single-payer system under
which the government would administer a
taxpayer-financed system. Others have called
for an employer mandate, requiring employ-
ers to provide their workers with insurance.
Both of those approaches have obvious prob-
lems that have prevented them from gaining
much public support.

As a result, a third approach to universal
coverage IS NOw getting serious attention—an
individual mandate, a legal requirement that
every American obtain adequate private health
insurance coverage. People who don’t receive
such coverage through their employer or some
other group would be required to purchase
individual coverage.

Such a mandate, if federal, would be an
unprecedented expansion of government
power. As the Congressional Budget Office
noted in 1994, “The government has never
required people to buy any good or service as
a condition of lawful residence in the United
States.”

Despite that, proposals for an individual
mandate have drawn a surprising degree of
support from conservatives. The Heritage
Foundation has supported such a mandate
for more than a decade.’ Senate Majority
Leader Bill Frist (R‘TN) has expressed gener-
al support for the idea.* Articles favoring an
individual mandate have been featured in the
Weekly Standard® Ron Bailey endorsed the
concept on the libertarian website, Reason.
com.’ Perhaps the latest such proposal comes
from Gov. Mitt Romney of Massachusetts, an
expected Republican candidate for president
in 2008.”

An individual mandate is an attempt to
address real problems in the American health
care system. But there is ample reason to be
skeptical of that approach.

The Case for a Mandate

Some observers have seen an individual
mandate as an achievable step on the road to
universal coverage. Having long equated
insurance coverage with access to health care
and access to better health, they see an indi-
vidual mandate as producing better health
outcomes. They argue, for example, that peo-
ple will receive more preventive care if they are
covered by insurance. In reality, however, the
experience of rationing under national health
insurance schemes in other countries shows
that insurance coverage and access to care are
entirely different things.” Moreover, evidence
that insurance coverage or access leads to bet-
ter health outcomes is uncertain at best.”

Other observers, including economists of
all stripes, have tended to embrace individual
mandates for another reason. When an indi-
vidual without health insurance becomes sick
or injured, he or she still receives medical treat-
ment. In fact, hospitals are legally required to
provide care regardless of ability to pay.
Physicians do not face the same legal require-
ment, but few are willing to deny treatment
because a patient lacks insurance.

However, such treatment is not free. The
cost is simply shifted to others—those with
insurance or, more often, taxpayers. In fact,
uncompensated care costs an estimated
$40.7 billion per year, with 85 percent of that
cost borne by federal, state, and local govern-
ments."” Thus, to a large degree individuals
without health insurance are “free riding” on
the rest of us.

In addition, those most likely to go without
health insurance are the young and relatively
healthy. For example, although 18 to 24 year
olds are only 10 percent of the U.S. popula-
tion, they are 21 percent of the long-term
uninsured." For these young, healthy individ-
uals, going without health insurance is often a
logical decision. However, this becomes a form
of adverse selection. Removing the young and
healthy from the insurance pool means that
those remaining in the pool will be older and
sicker. That results in higher insurance premi-
ums for those who are insured."”



Advocates of a mandate argue that if we
can mandate automobile insurance in order
to protect society from the costs imposed by
uninsured drivers, we should be able to do
the same for health insurance.”

Those are legitimate concerns and cannot be
casually dismissed. But regardless of whether a
mandate solves legitimate problems in theory,
the practical problems of an individual man-
date make it likely to be costly and difficult to
administer. More important, it would likely set
in motion forces that will lead slowly, but
almost inevitably, to a government-run nation-
al health care system.

The Problem of

Enforcement

To enforce a health insurance mandate, gov-
ernment would need some way to determine
whether Americans are insured or not and to
penalize those who have not complied with the
mandate. But governmenc’s record of enforcing
insurance mandates has not been an over-
whelming success. For example, 47 states have
laws mandating that drivers purchase automo-
bile liability insurance. Yet roughly 14.5 percent
of drivers in those states are uninsured." In
some states, such as Texas, the uninsured
mototist rate runs as high as 18 percent. As
many as 25-30 percent of Los Angeles drivers
are uninsured.” By comparison, in the three
states without mandatory auto insurance,
roughly 15 percent of drivers are uninsured.
Thus, it would appear that, despite penalties
that can run from loss of license to fines as high
as $5,000 or even the impounding of vehicles,
millions of American drivers have chosen to
ignore the mandate.'® In fact, millions of
Americans purchase “uninsured motorist” cov-
erage to protect themselves in an accident in
which the other driver is uninsured. It is also
interesting to note that the percentage of driv-
ers uninsured despite a mandate is roughly the
same as the percentage of Americans who don’t
have health insurance."”

The closest example to a health insurance
mandate in the United States is in Hawaii,

which has long had a mandate that all employ-
ers provide their workers with health insurance.
But roughly 10 percent of Hawaiian workers
remain uncovered.'® Even under Canada’s
natonal health care system, the government
has encountered difficulties in ensuring that
everyone is registered or pays required premi-
ums, or both. For example, in British Columbia
alone an estimated 40,000 people slip through
the cracks. As a result, physicians in that
province provide about $5 million to $10 mil-
lion per year in unreimbursed services to people
without insurance.”” Although that is a tiny
amount compared to the cost of treating the
uninsured in the United States, it demonstrates
the difficulties of forcing compliance with an
insurance mandate.

How then will an individual health insur-
ance mandate be enforced? The first problem is
to track who is and is not insured. Here again
the government’s record is unpersuasive. No
federal agency invests as much time, money,
and effort in tracking Americans as does the
Internal Revenue Service. Yet it consistently fails
to track down millions of Americans who fail to
file tax returns. And every 10 years there is a
scandal when the Census Bureau cannot locate
several million citizens.

The most commonly suggested solution is
to require that Americans submit proof of insut-
ance when they file their federal income taxes.
But about 18 million low-income Americans are
not required to file income taxes, mostly because
their incomes are too low.” Another 9 million
Americans who are required to file tax returns
nonetheless fail to do so.” That is potentially 27
million Americans who would not be providing
proof of insurance. To deal with that, the cen-
trist New America Foundation, one of the lead-
ing advocates of an individual mandate, would
mandate that even non-income tax filers sub-
mit their proof of coverage.” But the founda-
tion provides no plan to deal with those who
simply refuse to do so. And, after all, some of the
nonfilers will be elderly, homeless, and mentally
ill. Others will have changed their address, per-
haps multiple times.

Moreover, only about 30 percent of unin-
sured Americans have been uninsured for a
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If the government
were able to
determine that
someone had not
purchased health
insurance, what
penalty would
apply? Ideas have
been suggested
ranging from
loss of drivers’
licenses to direct
fines.

full year. In fact, nearly 45 percent will regain
insurance within four months® Therefore,
many people who lack health insurance at
some point in the year will be insured at the
time they file their taxes. Presumably, the
“proof of insurance” could include the length
of time that the person was insured, but that
would raise the complexity of compliance pro-
cedures considerably. It would also increase
the incentive to lie.

If the government were able to determine
that someone had not purchased health insur-
ance, what penalty would apply? Ideas have
been suggested ranging from loss of drivers’
licenses to direct fines. However, some sort of
tax penalty is the most common approach.

But that is much easier said than done. As
Gene Steuerle of the Urban Institute has
noted, the administrative and enforcement
costs of collecting the penalty would be enor-
mous. The IRS relies largely on voluntary
compliance backed up by a slow and cumber-
some legal process to collect taxes. And it does
not require those with very small amounts of
income to file. Even so, as noted above, mil-
lions of Americans cheat or fail to file. Collect-
ing a penalty for failure to insure would be
much more difficult. “The [IRS] is simply
incapable of going to millions of households,
many of modest means, and collecting signifi-
cant penalties at the end of the year,” Steuerle
warns.”*

Moreover, many of those who fail to com-
ply with the mandate will be low-income
Americans. Nearly one-quarter of those with-
out health insurance today have household
incomes of less than $25,000 per year.zs
Those individuals will almost certainly lack
the resources to pay any penalty, particularly
a lump-sum penalty assessed at year’s end.

As an alternative, therefore, some observers
have suggested that the penalty be withheld in
advance, as part of income tax withholding,
then refunded to individuals who provide
proof of insurance. However, there is an inher-
ent unfairness to an approach that would
impose lower take home pay on Americans
regardless of whether they have health insur-
ance. It would also increase compliance costs

for employers who presumably have to track
how much to withhold on the basis of a work-
er's marital status and number of children. (To
be fair the penalty would have to vary with
family size.) If the penalty was a flat rate rather
than based on income as are other taxes, that
would raise other issues for employers such as
how to handle workers with more than one
job. Should they pay twice?

Moreover, withholding would do nothing
to collect from the unemployed. Yet we know
that one reason many people lack health
insurance for part of a year is that they are
unemployed. Thus, withholding would penal-
ize millions of workers with insurance but
miss millions without.

Therefore Steuerle and others suggest
some form of carrot-and-stick approach,
whereby the penalty would be offset, at least
in part, by some form of advance subsidy.”
However, as discussed below, that has its own
set of difficulties.

Finally, some people suggest that rather
than impose penalties on individuals who
fail to insure themselves, the government
simply insure them by assigning them at ran-
dom to either an insurer or a regional insur-
ance pool (see below). The insurer would
then be responsible for ensuring payment
through normal collection methods. But, as
we've seen, a large number of the uninsured
lack insurance for only a short period of time.
In many cases they would become insured
again during the time it would take to identi-
fy, assign, and process them.

States are likely to have an even harder time
enforcing a mandate, since they lack both a
tracking infrastructure and the ability to
impose large tax penalties. Of course, theoret-
ically states could use their income tax systems
to levy penaldes, but given lower state tax
rates, the penalty would be huge compared to
the amount of taxes otherwise due. That
would make the penalty a difficult proposi-
tion politically.

Governor Romney has suggested that
Massachusetts withhold state income tax
refunds for those without insurance. He
would redirect the refund into an escrow
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account to be held against the individual’s
future health care expenses.” However, for
most people, the withheld refund will almost
certainly be less than the cost of insurance.
The average state tax refund in Massachusetts
last year was $401.%°

In the end, most of the proposed penalties
would likely be either too punitive or effec-
tive against only the minority of uninsured
with moderate or high incomes.

The Complexity of
Subsidies

The number-one reason that people give
for not purchasing insurance is that they can-
not afford it® Therefore, if an individual
mandate for health insurance is going to be
effective, some form of subsidy for low-income
Americans will have to be found. As the New
America Foundation notes, “Making basic
coverage mandatory for individuals necessi-
tates making coverage available and affordable
for all”® That raises three important design
and implementation questions.

Voucher or Tax Credit?

Should the subsidy be in the form of a
voucher payable to the insurer or a tax credit
payable to the individual?

The most commonly suggested form of
subsidy is a tax credit, most likely refundable.
That would take advantage of a system
already set up to make payments to millions
of individuals. However, the strength of the
system is also its weakness. There would be no
way to provide the subsidy to those who did-
't file tax returns. On the other hand, a
voucher payable to insurers would require a
potentially costly new administrative struc-
ture. Simply mailing the voucher to people
who move or without a fixed address poses
the potential for administrative chaos.

Flat Amount or Linked to Income?

Should the subsidy be a flat amount for
all Americans, or should it be linked to
income?

A flat subsidy would be easy to administer
and relatively transparent. It would also be
costly. After all, any subsidy must be large
enough to cover all or most of the cost of
insurance for low-income Americans, other-
wise the mandate will amount to a highly
regressive tax on those least able to pay. The
cost of a health insurance policy for a family
of four today averages more than $10,000 a
year.”! Clearly, low-income individuals would
have difficulty absorbing such costs. Even if
the cost could be reduced by mandating a
more limited package of benefits or shifting
to a high-deductible policy (with or without
an accompanying health savings account),
the burden on low-income workers would be
substantial.**

Once the subsidy became available to indi-
viduals purchasing insurance on their own,
businesses that currently provide their work-
ers with health insurance would either
demand equivalent subsidies or drop their
health coverage altogether, only too happy to
shift the cost of insuring workers to the tax-
payer. That behavior is already clearly visible
with Medicaid.*

That is why proponents of an individual
mandate frequently combine it with an
employer mandate. (The Heritage Foundation
and Governor Romney have resisted that
temptation.) Knowing that an employer man-
date would ultimately result in lower wages or
fewer jobs, proponents generally try to offset
such costs by providing subsidies to employers
as well as individuals. Thus, the federal gov-
ernment ends up indirectly paying a large part
of the cost of health coverage, including cover-
age for people who are currently insured.

If the subsidy is linked to income or oth-
erwise means tested, there are three ways to
do so: 1) projected income for the current
year, 2) last year’s income, and 3) regularly
adjusted weekly or monthly income. Each of
those methods has problems.

Guessing future income is simply an exer-
cise in crystal ball gazing. Relying on past
income provides an accurate starting point
but does not necessarily tell us about an indi-
vidual’s current subsidy need. For example, if
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a person was unemployed last year but finds
a job this year, he would be eligible for a sub-
sidy level that he would no longer need.
Conversely, a person who was employed last
year but lost his job this year would need the
subsidy but might not be eligible.

Most traditional welfare programs deal
with this problem by basing eligibility on
weekly or monthly reporting. That provides
for flexibility in dealing with income fluctua-
tions and changes in circumstance. However,
verification of such frequent reports is costly
and manpower intensive, resulting in poor
monitoring and widespread inaccuracy, not to
mention outright fraud. There is also the
question of who would be responsible for
monitoring eligibility on a short-term basis.
The IRS is not set up to deal with weekly or
monthly income reports. State welfare agen-
cies do so now in the case of Temporary
Assistance to Needy Families, Medicaid, and
similar programs, but those agencies have
nowhere near the manpower or infrastructure
it would take to collect and verify income
information from every household in the state
every week or month. Such a requirement
would quickly bankrupt most states, to say
nothing of the difficulties involved in coordi-
nating the information, once collected, with

the federal subsidizer.

Risk Rated?

Should the subsidies be risk rated or other-
wise take into account the higher insurance
premiums that are charged to families or indi-
viduals with preexisting conditions or other
high-risk factors?

High-risk individuals cost more to insure
than do individuals who are young and
healthy. If their subsidy is not adjusted, they
will face higher out-of-pocket costs, in some
cases, prohibitive ones.

If people receive a higher subsidy simply
because they are paying higher premiums,
there is no burden on either the consumer to
be a wise consumer or on the insurance plan
to be efficient. Without intrusive government
oversight, there is no reasonable way to deter-
mine whether a plan is charging higher premi-

ums because it is insuring families with high-
er risks, because it is inefficient, or simply
because it is attempting to maximize its profit
margin.

However subsidies are ultimately calculat-
ed, they are apt to be expensive for taxpayers.
By some estimates, the initial cost of subsidies
nationally would top $75 billion per year.
The subsidies under Governor Romney’s plan
for Massachusetts would cost between $700
million and $1.2 billion.* To some degree sav-
ings from uncompensated care would offset
those costs. On the other hand, increased cov-
erage would almost certainly lead to increased
usage, driving up overall health care costs and
necessitating increased subsidies.

Mandate Creep

To implement an insurance mandate, leg-
islators and administrators will have to
define what sort of insurance fulfills that
mandate. Not surprisingly, given the early
stage of the debate, most proposals have been
vague about what sort of benefit package
would meet the minimum requirements for
the mandate. But there are a few proposals
that contain enough detail to let us assess
what a mandated package might look like.

For example, the New America Foundation
suggests that the Blue Cross Blue Shield
Standard Benefit offered under the Federal
Employee Health Benefits Program provides a
good model for the minimum benefits pack-
age*

A plan developed by Blue Cross Blue
Shield of California calls for “independent
medical professionals” to develop the mini-
mum benefit package, but specifies that it
should include preventive care, physician ser-
vices, hospital care, and prescription drugs.”

Governor Romney would give people a
choice of plans offered by two government-cre-
ated purchasing pools. Insurers participating
in the pools would be able to offer what the
governor has described as low-cost, no-frills
plans, including plans with high deductibles.®
Governor Romney has estimated that those



plans would cost between $134 and $160 a
month, after taxes, per person, or between
$350 and $500 for a family plan.*® Some of the
cost would be offset by subsidies, on a sliding
scale, so that a single person making $23,925 a
year would pay $18.46 per week for health
insurance.”’ That would still be nearly $1,000
per year, a substantial burden for someone in
that income range.

The Heritage Foundation has taken per-
haps the least prescriptive approach, with a
mandate for catastrophic coverage, defined
essentially as a “stop loss” policy protecting a
family against total health care costs above a
certain level.*!

Whatever the initial minimum benefits pack-
age consists of, special interests representing var-
ious health care providers and disease con-
stituendies can certainly be expected to lobby for
inclusion under any mandated benefits package.
To see this in action, one simply has to look to
state mandates for health insurance benefits.
The number of laws requiring that all insurance
policies sold in a state provide coverage for speci-
fied diseases, conditions, and providets has been
skyrocketing, In the 1960s there were only a
handful of such mandates, but today there are
more than 1,800.% The list includes mandates
for coverage of hair transplants (Connecticut,
Massachusetts, Maryland, Minnesota, Missoui,
New Hampshire, and Oklahoma), massage ther-
apy (Florida, Maryland, New Hampshire, and
Washington), and pastoral counseling (Maine
and North Carolina).*

Or consider Oregon’s attempt to prioritize
Medicaid services. In 1992 Oregon guaranteed
all state residents under the poverty line a basic
level of health care. At the same time, because
funding was limited, the Oregon Health
Services Commission drafted a priority-ranked
list of medical services available to Oregonians.
The state would fund services deemed priority
on the basis of such factors as cost, duration of
a treatment, benefit, improvement in the
patient’s quality of life, and community values.
Services that did not qualify under those erite-
ria would not be funded.* However, political
calculations quickly became part of the ranking
process, with the program a battleground for

interests associated with various disease con-
stituencies and health care spedalties. Groups
battled each other to make sure that their needs
or services were included in the list of covered
services, The list was repeatedly revised to
reflect, not the best medical judgment, but out-
side pressure. The legislature repeatedly inter-
vened. The U.S. Office of Technology Assess-
ment concluded that Oregon’s prioritization
plan “has not operated as the sciendific vessel of
rationing that it was advertised to be. Although
initial rankings were based in large part on
mathematical values, controversies around the
list forced administrators to make political con-
cessions and move medical services ‘by hand’ to
satisfy constituency pressures.”*

And when the Clinton administration pro-
posed a minimum benefits package as part of its
1993 health care reform plan, provider lobbying
groups spent millions of dollars in advertising
calling for the inclusion of specific provider
groups or coverage of specific conditions.

Public choice dynamics is such that
providers (who would make money from the
increased demand for their services) and dis-
ease constituencies (whose members natural-
ly have an urgent desire for coverage of their
illness or condition) will always have a strong
incentive to lobby lawmakers for inclusion in
any minimum benefits package. The public
at large will likely see resisting the small pre-
mium increase caused by any particular addi-
tional benefit as unworthy of a similar effort.
It is a simple case of concentrated benefits
and diffuse costs.

Spiraling Downward toward
National Health Care

Individual mandates cross an important
practical and philosophical line: once we
accept the principle that it is the government’s
responsibility to ensure that every American
has health insurance, we guarantee even more
government involvement with and control
over large portions of our health care system.
Compulsory, government-defined insurance
opens the door to even more widespread regu-
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lation of the health care industry and political
interference in personal health care decisions.
The result will be a slow but steady spiral
downward toward a government-run national
health care system.

To see this in action, one has only to look at
the details of the comprehensive proposals
containing individual mandates. For example,
the New America Foundation would require
insurers to accept all comers without any wait-
ing period for preexisting conditions. The
foundation also embraces community rating
(a prohibition on charging different premi-
ums based on factors such as age, sex, occupa-
tion, or health status) and would prohibit any
risk rating of premiums.*

The New America Foundation also calls for
the creation of “community purchasing pools”
that would provide government-approved
insurance plans to individuals on a collective
basis.” Governor Romney’s plan also calls for
such pools, which were once a key ingredient of
the Clinton health care plan.* (Massachusetts
already has community rating,)

The pools would not actually be insurers.
Insurance would still be provided by the pri-
vate sector. Rather, the pools would function as
clearinghouses, a sort of wholesaler or middle-
man, matching customers with “approved”
providers and products. They would also allow
small businesses and individuals to pool their
resources to take advantage of the economies
of scale available to large group plans.

However, when such pools are combined
with community rating and restrictions on
other types of risk rating, they can act as sig-
nificant barriers to competition in the insur-
ance industry. Since plans participating in
the pools must offer the same package of
core benefits, they can compete on the basis
of services offered only at the margins. Price
competition is also extremely limited since so
many of those purchasing from the pools
have their purchase costs subsidized. And the
inability of insurers to reduce costs by man-
aging risks will act as a further barrier to price
competition.

Ultimately, the pools will squeeze out
insurers outside the pools. That is particularly

likely if insurers outside the pools are prohib-
ited from offering lower premiums, as recom-
mended by the New America Foundation.” In
the end, the pools will become monopsony
purchasers of health insurance, turning insur-
ers into little more than public utilities.

These proposals for regulating the insur-
ance market should not be seen as indepen-
dent from the individual mandate; they are a
direct outgrowth of it. “If you want to go
down the road of an individual mandate, it’s
necessary to reform the entire health insur-
ance system to make sure healthy people can
get affordable coverage and sick people are not
priced out of the market,” says Gail Shearer of
Consumers Union.®® And because the man-
date restricts the ability of the market to disci-
pline itself, increased regulation will be seen as
the only way to meet that goal.

In addition, we have already seen that there
will be enormous special interest pressure to
add benefits to the mandated package. As more
benefits are added, the cost of the mandate will
increase. That will place legislators in a very dif-
ficult position. If they increase subsidies to keep
pace with the rising cost of the mandate, the
cost of the program will explode. On the other
hand, if they hold subsidies steady, the
increased cost will be borne by consumers, who
will have no choice but to continue purchasing
the ever more expensive insurance. Since con-
sumers would have little or no leverage over
insurers (they can no longer refuse to buy their
products), they can eventually be expected to
turn to the only entity that can hold down their
costs—the government. Attempts to scale back
benefits would certainly meet political opposi-
tion from powerful constituencies and com-
plaints about “cuts.” The only other alternative
would be for the government to intervene
directly by capping premiums.

To see this dynamic in action, just look at
the recent Bush administration budget pro-
posals for Medicare. Faced with exploding
program costs as a result of the president’s
prescription drug program, the administra-
tion has reacted, not by cutting back on ben-
efits, but by cutting back on payments to
providers, de facto price controls.”



Insurers unable to charge more for an
increasingly expensive product can be expected
to trim costs by cutting back on their reim-
bursement rates to hospitals and physicians.
The result will ultimately be rationing and a
lack of available health care goods and services.

An individual mandate, therefore, should
not be seen in a vacuum. It is more akin to
the first in a series of dominoes. By distorting
the health care marketplace, an individual
mandate would set in place a cascading series
of additional mandates and regulations
resulting, ultimately, in a government-run
health care system.

Conclusion

There is no easy answer to the free-rider
problem. Human nature being what it is, as
long as we make the decision to help those who
cannot (or will not) pay for their own health
care, we will provide an incentive for people to
take advantage of society’s generosity.
Although universal coverage schemes sound
desirable in theory, in practice none is likely to
reach every American, and all carry significant
price tags, both in terms of dollars and in terms
of unintended consequences for the health
care system as a whole. On the other hand,
being a compassionate society, we are unlikely
to refuse health care to those without insur-
ance (or other resources with which to pay for
it) as punishment for their lack of foresight.

This conundrum, how to provide care to
those who truly need help while discouraging
free riding, must be dealt with whether the deci-
sion to provide for the needy is made by gov-
ernment or civil society (although government
complicates the issue when it mandates that
providers provide uncompensated care thereby
preempting experimentation with ways to dis-
courage free riding). Rather than let one gov-
ernment mandate spawn another (and another,
and another. . . ), the best, although admittedly
imperfect, answer might be to make existing
government mandates more flexible as a way to
encotirage more innovative approaches to deal-
ing with the free-rider problem.

An individual mandate would be an unprece-
dented expansion of government power and
intrusion into the Ametican health care system.
As the CBO puts it:

An individual mandate has two fea-
tures that, in combination, make it
unique. First, it would impose a duty
on individuals as members of society.
Second, it would require people to pur-
chase a specific service that would have to
be heavily regulated by the federal gov-

ernment (emphasis added).””

On a practical level, such a mandate is likely
to prove unenforceable. More important, an
individual mandate will almost certainly lead to
a cascading series of additional mandates and
regulations resulting in a government-run
health care system. However we ultimately deal
with the uninsured and the free-rider problem,
we should bear in mind the Hippocratic Oath:
“First do no harm.” An individual mandate,
then, is cleatly not the way to go.

On a fundamental level we must shift the
health care debate away from its single-mind-
ed focus on expanding coverage to the bigger
question of how to reduce costs and improve
quality. That will require the introduction of
market mechanisms to give consumers more
control over and responsibility for their health
care decisions.

In doing so, we can actually increase cover-
age and reduce the free-rider problem. In par-
ticular, if young, healthy people are able to pur-
chase low-cost catastrophic insurance, they are
more likely to see becoming insured as in their
self-interest. And, to the degree that health care
and health insurance become less expensive,
more low-income people can be brought into
the systemn.

That would be a better, more realistic, and
far less risky approach than individual man-
dates.
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Medicaid’s Unseen Costs
| by Michael F. Cannon

Executive Summary

Medicaid occupies a special place among gov-
ernment programs for the poor. Public support
for Medicaid is broader and deeper than for
other safety net programs because the conse-
quences of inadequate medical care can be much
more immediate and severe than those of a lack
of money or even food.

That may be one reason voters have hereto-
fore accepted the rapidly growing tax burden
Medicaid imposes. Medicaid is now larger than
Medicare (the federal health program for the
elderly and disabled) and is the single largest
item in state budgets, even larger than elemen-
tary and secondary education.

To curb this growing financial burden, states
(led by Tennessee) are dropping hundreds of thou-
sands of eligible individuals from their programs.
‘Congress has resolved to reduce federal Medicaid
spending by nearly 1 percent over the coming five
years and has created a commission to recommend
short-term savings and long-term structural
reformis.

~ Yet Medicaid imposes additional hidden costs.
Like all means-tested government programs,
Medicaid discourages work and charitable effort
among the taxpayers who fund it, while discourag-

ing self-sufficiency and encouraging dependence
among beneficiaries. Medicaid also imposes costs
that stem from overuse of medical care, increasing
costs for private payers, and giving patients poorer-
quality care than they could obtain with private
coverage.

As it did with federal cash assistance, Congress
should: (1) cap federal Medicaid spending, (2)
block grant federal funds to the states, and (3)
allow states full flexibility to define eligibility and
benefits under their Medicaid programs. States
should use that flexibility to target Medicaid assis-
tance to the truly needy, reduce dependence,
reduce crowd-out of private effort, and promote

competitive private markets for medical care and

insurance. That means withdrawing. assistance
from those who are most able to obtain coverage
elsewhere and deregulating health care and health
insurance markets so they can meet that need.
Providing efficient medical care to the poor
without fostering dependence is a delicate bal-
ancing act, and many of the costs incurred by
getting it wrong don’t get a line item in the fed-

eral budget. Reforming Medicaid along the lines
of the 1996 welfare law would allow the states to

strike a better balance for all involved.

Michael F. Cannon is director of health policy studies at the Cato Institute. This study is adapted from bis upcoming 2

book, Healthy Competition: What's Holding Back Health Care, and How to Free It (Cato Institute,

2005), coauthored with Michael D. Tanner.
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A body of
literature
supports the view
that Medicaid
actually
exacerbates the
problems of
poverty and the
lack of affordable

medical care.

Introduction

There is only one difference between a bad
economist and a good one: the bad economist
confines himself to the visible effect; the good
econownist takes into account both the effect
that can be seen and those effects that must be
foreseen.

Frédéric Bastiat
That Which Is Seen, and That Which Is Not
Seen (1850)

Medicaid is the largest means-tested govern-
ment program in the United States. Enacted in
1965, it provides medical care to tens of mil-
lions of low-income Americans. Supporters
praise the program for making essential care
available to those who otherwise could not
afford it. Many argue that millions more
Americans find health insurance unaffordable
and therefore should be brought under
Medicaid’s umbrella. However, a body of litera-
ture supports the opposite view: that Medicaid
actually exacerbates the problems of poverty
and the lack of affordable medical care. Current
public policy debates lack a robust examination
of the unseen costs of Medicaid.

Program Features

Medicaid subsidizes health care for low-
income Americans. The federal government
and state and territorial governments jointly
administer Medicaid—or more precisely, 56
separate Medicaid programs.' Although par-
ticipation is ostensibly voluntary for states,
all states participate.

Each state’s Medicaid program must pro-
vide a federally defined set of benefits to a fed-
erally defined population of eligible individu-
als. States can expand eligibility and benefits
beyond the minimum federal requirements. In
1997 the federal government created the State

: - Children’s Health Insurance Program, which

allows states either to expand their Medicaid
programs to include children in families with

~slightly higher incomes or to enact a parallel
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and more flexible program for such children.

Each state receives federal funds in propor-
tion to what it spends. The more a state
spends on its Medicaid program, the more it
receives from the federal government. The
ratio of federal to state contributions, or
“match,” changes from state to state and is
determined according to a state’s relative
wealth. Relatively high-income states receive a
dollar-for-dollar federal match. Some poorer
states receive as many as three federal dollars
for each dollar they put forward.” On average,
57 percent of Medicaid funding comes
through the federal government, and 43 per-
cent comes through states.

For beneficiaries, Medicaid is an entitle-
ment. As long as an individual meets the eli-
gibility criteria, he or she has a legally
enforceable right to benefits. Medicaid typi-
cally offers services to beneficiaries free of
charge.’ The program primarily serves four
low-income groups: mothers and their chil-
dren, the disabled, the elderly, and those
needing long-term care. In 2004 Medicaid
subsidized health care for more than 50 mil-
lion Americans. They included some 38 mil-
lion low-income children and their parents
and 12 million elderly and disabled benefi-
ciaries. In addition to benefits provided to
those enrolled in the program, Medicaid’s
disproportionate share hospital (DSH) pro-
gram provides added federal funding to hos-
pitals that treat a disproportionate share of
uninsured patients.

Although the vast majority of Medicaid
beneficiaries are low-income children and their
families, the vast majority of Medicaid spending
goes for the elderly and disabled, who use far
more care than their younger counterparts. In_
2002 Medicaid spent $1,475 per covered child,
compared to an average of $11,468 per dis-
abled beneficiary and $12,764 per elderly ben-
eficiary. The elderly and disabled account for
about 70 percent of Medicaid spending.
Medicaid provides supplemental subsidies for
approximately six million Medicare beneficia-
ries, who account for 40 percent of Medicaid
spending. Medicaid finances nearly half of all
nursing home care in the United States.*



Medicaid pays for covered services accord-
ing to fixed prices that are set administrative-
ly. Medicaid payments to providers are typi-
cally lower than those made under Medicare,
which also uses administrative pricing that is
well below payments from private payers.
Providers participate in Medicaid on a volun-
tary basis.

Medicaid Spending

From its inception, Medicaid has imposed a
rapidly growing burden on taxpayers. By its
fifth year of operation, actual Medicaid spend-
ing had reached double the official projections.
That was “primarily because analysts greatly
underestimated the extent to which States
would offer coverage of optional eligibility
groups . . . and optional services. Enrollment
growth also greatly exceeded original expecta-
tions.”*

A number of factors drive growth in
Medicaid spending. Many of those will be dis-
cussed later. A large share of the growth comes
from recent expansions of state Medicaid pro-
grams. Encouraged by federal State Children’s

Figure 1

Health Insurance Program funds and over-
flowing tax coffers, states greatly expanded
optional benefits in the 1990s.° Another
source of spending growth is the rising cost of
medical care. Many observers argue that the
rising cost of private health insurance and the
resulting growth in the number of Americans
without it lead to greater Medicaid enrollment
and spending, Finally, as the population ages
and longevity increases, more Americans are
relying on Medicaid to provide nursing home
and other long-term care.

As the economy slowed in 2001, a drop in
tax revenues left states unable to meet the
commitments they had made. According to
the National Association of State Budget
Officers: “Twenty-three states experienced
Medicaid shortfalls in fiscal 2003 and 18
states anticipated shortfalls in fiscal 2004. The
shortfalls as a percentage of the total Medicaid
program in fiscal 2003 reached as high as 16.4
percent of program costs. The combined
amount of the shortfalls in fiscal 2003 and fis-
cal 2004 totaled nearly $7 billion.””

In response, all 50 states have taken steps to
contain Medicaid spending, including restrict-
Ing access to prescription drugs, freezing pay-
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Medicaid’s most
obvious effect is
the access to
medical care it
 provides its
beneficiaries.
However,
Medicaid imposes
a number of
unseen costs
associated with
anti-poverty
 efforts.

ments to providers, reducing eligibility and
benefits, and increasing patient copaymenl:s.8
All states have reduced provider payments and
access to prescription drugs. Two-thirds of
states have restricted eligibility or benefits. In
particular, Tennessee governor Phil Bredesen
(D) is attempting to cut 323,000 people from
that state’s TennCare program.” Mississippi
has sought to eliminate eligibility for 65,000
Medicaid beneficiaries." Missouri plans to
remove 90,000 beneficiaries from its Medicaid
rolls'' and has gone as far as to sunset its
Medicaid program in 2008."* Half of the states
plan to cover their shortfall by increasing taxes.

Such measures are likely to continue.
Medicaid spending continues to grow faster
than all other state budget items and now
accounts for more than 21 percent of state
spending."” The National Association of
State Budget Officers estimates that total
Medicaid spending reached $309 billion in
2004, surpassing elementary and secondary
education as the largest item in state budgets
(see Figure 1).'* That organization reports,
“Even after a full economic recovery is under-
way for state budgets, increases in Medicaid
costs will far outstrip the growth in state rev-
enues into the future.”®

In its budget for fiscal year 2006, Congress
will grapple with runaway Medicaid costs.
Congressional Republicans have pledged to
reduce Medicaid spending by $10 billion, or

justless than 1 percent, over the next five years.

- Congress also created a Medicaid Advisory

Commission to make recommendations by
September 1, 2005, on how to attain those
short-term savings. That commission is fur-
ther charged with making recommendations
“that ensure the long-term sustainability of

-the program.” Those recommendations are

due by December 31, 2006."

Medicaid’s Unseen Costs

Medicaid’s most obvious effect is the
access to medical care it provides its benefi-
ciaries. However, Medicaid imposes a num-
ber of unseen costs associated with anti-
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poverty efforts generally. For example, it dis-
courages self-help. Medicaid is a means-test-
ed program; if an individual’s income exceeds
a certain amount, that person loses eligibili-
ty. Thus, poor recipients may fail to climb
out of poverty if it would mean losing
Medicaid benefits, which average more than
$6,000 per beneficiary. Likewise, individuals
who are not poor may allow themselves to
fall into poverty to obtain Medicaid subsi-
dies. Finally, the tax burden Medicaid impos-
es on near-poor individuals—which includes
Medicaid’s effect on the cost of private med-
ical care and health insurance—may frustrate
the efforts of those who want to lift them-
selves out of poverty. (The taxes required to
finance Medicaid may also discourage work
on the part of other taxpayers.) Forgone self-
help efforts are an important unseen cost of
Medicaid.

Just as Medicaid’s means-tested subsidies
discourage self-help generally, they discour-
age other efforts to provide medical care to
recipients (and potential recipients). This
effect is typically referred to as “crowd-out” of
other efforts. For instance, eligible individuals
may rely on Medicaid to finance their medical
care rather than take steps (such as mutual
aid or purchasing private health insurance) to
cover their own medical expenses. Likewise, in
most cases, the availability of matching feder-
al funds encourages states to increase medical
assistance to the poor. However, states can use
Medicaid revenue to displace effort they
would otherwise exert themselves. Individuals
who are not poor may reduce charitable
efforts to provide medical care to the needy
because they believe the problem to be taken
care of or because Medicaid’s total tax burden
makes them less able to donate. In those and
other ways, Medicaid crowds out potentially
more efficient ways of targeting resources to
the identified need.

Many of Medicaid’s unseen costs are spe-
cific to in-kind programs. These include
costs that stem from the overuse of medical
care, increasing costs for private payers, and
giving Medicaid patients poorer-quality care
than they could obtain with private coverage.



Behavioral Responses

Many of Medicaid’s unseen costs result
from the ways in which individuals and insti-
tutions respond to the existence of the pro-
gram and the benefits it offers.

Recipients

Medicaid’s most crushing unseen costs
result from its discouraging private efforts to
alleviate poverty and to provide medical care
for actual and potential beneficiaries.
Anyone who meets federal eligibility criteria
(regarding age, income, family structure,
etc.), ora particular state’s broadened criteria,
is entitled to Medicaid benefits. This encour-
ages many people to enroll even when they
could obtain care and coverage elsewhere.

Individuals sometimes respond to means-
tested government programs by failing to take
steps they would otherwise take to alleviate
their own poverty. Because eligibility depends
on one’s income and assets, many beneficia-
ries become or remain eligible by avoiding self-
help—such as striving to earn more or save
more—that would make them ineligible. The
prospect of losing Medicaid benefits can be a
significant deterrent for individuals who
might otherwise enter the workforce or
increase their earnings. University of Kentucky
economist Aaron Yelowitz explains the effect
Medicaid has on the incentive to work:

Until 1987 the income eligibility limit
(the maximum income allowable to
receive benefits) for Aid to Families with
Dependent Children (AFDC) was effec-
- tively the same as the income limit for
Medicaid. This meant that at a prede-
fined level of earnings, both AFDC and
Medicaid benefits were lost. Losing
Medicaid abruptly created a large and
negative “notch” in income realized
from work, totaling several thousand
dollars. Because of this notch problem,
a welfare recipient who increased her
earnings above the income limit would
actually make her family worse off than
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before. The notch contributed to keep-
ing families dependent on welfare and
discouraged the movement of welfare
recipients into the workforce."”

Yelowitz observed that many beneficiaries
would have to double their earnings before
their additional work effort brought their
total income back up to what it had been
before they became ineligible for Medicaid."®

Yelowitz found that this disincentive to
work affected the behavior of Medicaid recipi-
ents. He found that when income limits for
Medicaid eligibility were raised in the late 1980s
and early 1990s, enrollment in Aid for Families
with Dependent Children fell. He posits that
this response came from AFDC recipients who
previously could have found work and who no
longer would lose their Medicaid benefits if
they did so. He estimates that the change in
Medicaid eligibility was responsible for a 6.3
percent decline in AFDC caseloads.”

Since 1996 the link between AFDC (now
Temporary Assistance for Needy Families)
benefits and Medicaid benefits has been bro-
ken, and states have raised Medicaid income
limits. Yelowitz observes, “As states have
expanded eligibility for Medicaid by increas-
ing the income limirt to a higher level . . . the
notch has moved.”?® The sharp reduction in
overall income that used to accompany
increases in earned income has been moder-

< ated by gradual reductions in Medicaid bene-

fits as earned income increases. Such mea-
sures can lower the marginal “tax” rate that
the loss of benefits imposes on additional
earnings. However, they cannot eliminate it.
Moreover, ‘such benefit “phase-outs” lower
that marginal tax rate by applying it to a
broader income range: As a result, Medicaid’s
disincentives to work, ‘earn, and save have
moved up the income scale and now affect

more low-income individuals.

Another form of self-help that Medicaid
discourages is wealth accumulation. There are
two reasons this may happen. Eligible individ-
uals may reduce precautionary savings if they
know their medical expenses will be paid by
government: In addition, the value of an indi-

Because
eligibility
depends on
income and
assets, many
beneficiaries
become eligible
by avoiding
self-help—such as

- striving to earn

more or save
more.



In 1993

Medicaid reduced
asset holdings
among eligible
households by
the equivalent of
$1,600 to $2,000
in today’s dollars.

vidual’s assets is often used to calculate eligibil-
ity; thus some people may reduce or avoid asset
accumulation to become or remain eligible.

Yelowitz and MIT’s Jonathan Gruber
found that Medicaid eligibility was associat-
ed with reduced asset holdings* among
nonelderly households. Rather than accumu-
late assets, recipients shifted income to con-
sumption. Increased consumption does not
jeopardize eligibility, but substituting con-
sumption for asset accumulation (such as
purchasing a car for transportation to work)
decreases the likelihood of escaping poverty.
Yelowitz and Gruber estimate that in 1993
Medicaid reduced asset holdings among eli-
gible households by the equivalent of $1,600
to $2,000 in today’s dollars.*

Asset tests for nonelderly Medicaid benefi-
ciaries are increasingly less common. By 2004,
only five states required household asset tests
when determining children’s eligibility,
although 28 states still required asset tests for
determining parents’ eligibility. Where asset
tests still exist, they likely create even larger dis-
incentives to accumulate wealth now than in
1993 as a result of subsequent expansions of
eligibility and benefits. Large exemptions

‘from asset tests allow significant numbers of

well-to-do  seniors to rely on Medicaid for
nursing home and other long-term care.”*
Asset tests present policymakers with a
tradeoff between undesirable effects. If asset
limits are low, individuals will impoverish
themselves, whether in reality or on paper, to

- become or remain eligible for a subsidy. Thus

low asset limits can lead to both increased
poverty and increased fraud. On the other
hand, raising or eliminating asset limits opens
Medicaid to wealthier individuals. Thus the
gradual elimination of asset tests results in
scarce tax dollars going to less needy benefi-
ciaries. Such expansions in turn increase other
types of crowd-out.

The most-researched way that Medicaid
leads eligible and potentially eligible individ-
uals to alter their behavior is by encouraging
them not to take steps to finance their own
medical expenses. Such steps include engag-
ing in private communal assistance or self-
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help, such as purchasing private health insur-
ance.

Prior to the enactment of Medicaid, many
working-class Americans financed their med-
ical expenses with the help of fraternal orga-
nizations, also known as mutual aid societies.
According to historian David Beito, by 1920
such organizations “dominated the field of
health insurance. They offered two basic vari-
eties of protection: cash payments to com-
pensate for income from working days lost
and the care of a doctor. Some societies . . .
founded tuberculosis sanitariums, specialist
clinics, and hospitals.” Beito writes, “A con-
servative estimate would be that one of three
adult males was a member [of such organiza-
tions] in 1920, including a large segment of
the working class.” Moreover, these organiza-
tions “achieved a formidable presence among
blacks and immigrant groups.”*

Beito focuses on the effect that govern-
ment-provided medical care for the poor had
on mutual aid societies’ efforts to provide med-
ical care to low-income residents of the
Mississippi Delta. “For twenty-five years before
1967,” he writes,

“thousands of low-income blacks in the
Mississippi Delta obtained affordable
hospital care through fraternal societies.
Although there were clear deficiencies,
the quality was reasonably good, espe-
cially given the limited resources. Most
importantly, the Taborian Hospital and
the Friendship Clinic excelled in provid-
ing benefits to patents that were not
easily quantifiable, including personal
attention, comfortable surroundings,
and community pride. Both societies
accomplished these feats with little out-
side help. The Knights and Daughters of
Tabor and the United Order of
Friendship of America forged extensive
networks of mutual aid and self-help for
thousands of low-income blacks.”*®

However, the advent of federal assistance
changed the landscape. “In 1966 the federal
Office of Economic Opportunity (OEO), the



major front-line agency in the War on Poverty,
entered the scene with subsidized health care,”
Beito writes. “The next year witnessed the end
of fraternal hospitalization in the Delta.” At
the time, the leaders of the Knights and
Daughters of Tabor wrote: “Since 90% of our
membership is composed of people who are
classified in the poverty category—they are eli-
gible for free care at the Mound Bayou
Community Hospital. Therefore, we are losing
their membership in the order. This puts the
Order in a declining position in membership
and financial income.” Beito continues: “The
rapid inflow of federal money dampened the
community’s old habits of medical mutual aid
and self-help. According to Dr. Louis Bernard
of Meharry Medical College, ‘The dollars avail-
able from the so-called antipoverty program
ruined the International Order of the Knights
and Daughters of Tabor.”*’

Beito focused mainly on the effects of feder-
al subsidies that created hospitals, not Medicaid
explicitly. However, Medicaid accounts for a
notable share of hospitals’ income and was one
of the changes that occurred during this period,
having been enacted in 1965

In addition, Medicaid encourages employers
of low-income workers not to offer coverage and
encourages low-income workers not to enroll in
private coverage. Researchers at the Robert
Wood Johnson Foundation surveyed 22 leading
studies on whether “free” government coverage
crowds out private coverage and concluded that
such crowd-out “seems inevitable.” More than
half of those studies found that expansions of
public coverage were accompanied by reductions
in private coverage. Some even found that enroll-
ment growth in public programs was complete-
ly offset by reductions in private coverage.”

Medicaid also discourages private insurance
for nursing home and other long-term care
expenses. Jeffrey Brown of the University of
Mlinois at Urbana-Champaign and Amy Finkel-
stein of the National Bureau of Economic
Research found that 60 to 75 percent of the ben-
efits from private long-term care insurance “are
redundant of benefits that Medicaid would oth-
erwise have paid.” They estimate that Medicaid

- by itself discourages 66 percent to 90 percent of
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seniors from purchasing such insurance.*

States

Medicaid also induces responses by states
that increase both the seen and the unseen
costs of the program. Whatever costs
Medicaid imposes grow with the program’s
size and scope. Program attributes that affect
its scope, then, may be considered contribu-
tors to Medicaid’s unseen costs.

Any state can at least double its money by
increasing its Medicaid contribution and
obtaining matching federal funds. Some
states, such as Arkansas, Mississippi, New
Mexico, and West Virginia, can triple their
money. In certain cases, states have even been
able to use federal funds to supplant com-
pletely funds that they would have appropri-
ated themselves.

The federal government’s open-ended
commitment to match state Medicaid spend-
ing alters a state’s incentive to fund Medicaid
relative to other priorities. States receive an
average of $1.30 from Washington for every
dollar they spend. Spending $1 on police buys
$1 of police protection, but spending $1 on
Medicaid buys $2.30 of health care. This
encourages states to expand Medicaid even
beyond what is necessary to assist the truly
needy. According to the Urban Institute,
about one-fifth of adults and children who are
eligible for Medicaid nonetheless obtain pri-
vate coverage.”' The fact that some 20 percent
of those who fall within states’ Medicaid eligi-
bility criteria can obtain private coverage sug-
gests that many who are actually enrolled in

Medicaid would be able to obtain private cov-

erage. That strongly suggests that states have
expanded Medicaid beyond its original pur-
pose of providing medical assistance to the
truly needy.

States have also used numerous account-
ing schemes to secure federal matching
funds, which are then diverted from their
Medicaid programs toward other items.”* For
example, the DSH program was created to
provide additional federal funding to hospi-
tals that treat a large number of uninsured
patients.

Medicaid
encourages
employers of
low-income
workers not to
offer coverage
and encourages
low-income
workers not to
enroll in private
coverage.



Evidence strongly
suggests that
states have
expanded
Medicaid beyond
its original
purpose of
providing
medical
assistance to the
truly needy.

Yet DSH funds do not necessarily increase
overall funding for uncompensated care. In
fact, they often displace existing efforts.
Mark Duggan studied California’s Medicaid
DSH program and found that in 1990 “every
dollar of DSH funds crowds out one dollar of
[local] government subsidies.”** Surveys have
found that as much as one-third of federal
DSH payments were captured by states and
spent on other items.**

As one might expect, when such funds are
diverted from the provision of medical care,
they do little to improve health. According to
Dartmouth economists Katherine Baicker
and Douglas Staiger, “Surprisingly little is
known about whether these public subsidies
have had any impact on patient care, despite
spending of nearly $200 billion during the
1990s on these programs by state and federal
governments.”” Duggan finds that “virtually
none of the billions of dollars received by
these facilities results in improved medical
care quality for the poor”® He concludes
that “health outcomes for low-income indi-
viduals did not improve despite a substantial
increase in public medical spending for the
indigent. . .. If California’s experience is rep-
resentative of the U.S. as a whole, then the
sacial benefit from this $20 billion increase
in public medical spending has been much
smaller than its cost.”’

Medicaid funds diverted from medical
care do not lose all value. Baicker and Staiger
note that those funds “may result in other
benefits to society . . . such as tax abatement
or subsidies of other government pro-
grams.””® However, the convoluted path
those funds take results in unnecessary inef-
ficiency and may do little to achieve
Medicaid’s purpose of improving the health
of the truly needy. -

Taxpayers

Medicaid induces costly responses on the
part of taxpayers who fund the program as
well. Those unseen costs stem from Medicaid’s
tax burden and the resulting effect on taxpay-
ers’ work incentives; its effect on the cost of pri-
vate medical care and health insurance; and its
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effect on charitable activity to provide medical
care to the poor.

Perhaps the easiest donor cost to quantify is
the tax burden imposed by Medicaid. With
Medicaid spending projected at $309 billion,
the program’s per capita cost exceeded $1,000
in 2004.” (That figure does not include hidden
costs of the program, including Medicaid’s
effect on the cost of private medical care.) A tax
burden of this magnitude decreases the
rewards of productive activity.

How the tax burden of Medicaid is dis-
tributed will determine whether (and to what
extent) it creates a disincentive to work for
the poor or for the nonpoor. If the tax burden
is disproportionately imposed on higher-
income earners, high marginal tax rates will
reduce work incentives for those individuals.
Insofar as it is placed on lower-income indi-
viduals, Medicaid will place a significant
obstacle in the way of the poor who would
like to pull themselves out of poverty.

The tax burden that Medicaid places on
low-income earners should not be taken light-
ly. Generally, those with higher incomes pay
for a larger share of Medicaid spending as a
result of their greater consumption and larger
incomes (which are taxed at higher marginal
income tax rates). However, 43 percent of
Medicaid revenues come from state govern-
ments. On average, states rely on general sales
taxes for one-third of general fund revenues.”
Sales and gross receipt taxes account for half
of overall state revenues.*' Sales taxes are wide-
ly considered regressive in that they place a
larger burden on low-income earners relative
to income. In addition, personal income taxes
provide one-third of state revenues and also
place a significant burden on low-income fam-
ilies.*” That observable cost imposes unseen
costs by discouraging and frustrating self-help
among actual and potential Medicaid recipi-
ents, just as the availability of the subsidy does.

As discussed below, Medicaid effectively
increases the cost of privately purchased
medical care and health insurance. Insofar as
Medicaid discourages individuals from
obtaining private health insurance, it dimin-
ishes the ability of private insurers to pool



risk, and thus may further increase the cost
of private health insurance. That in turn
encourages greater Medicaid enrollment and
increases the likelihood that those ineligible
for Medicaid will lack coverage and rely on
emergency rooms and other providers for
uncompensated care.

Finally, Medicaid’s significant tax burden
makes nonrecipients less able—and perhaps
less willing—to provide charitable assistance
to those in need of medical care. Just as
means-tested government subsidies discour-
age self-help by recipients, they discourage
charitable efforts by donors. A study by
Jonathan Gruber and Daniel Hungerman
found that, although churches were “a cru-
cial provider of social services through the
early part of the twentieth century,” church-
es’ charitable activities fell by nearly one-third
as a result of increased relief spending under
the New Deal.** By providing medical care to
50 million Americans at a cost of more than
$1,000 per capita, Medicaid likely crowds out
significant amounts of charitable care, either
because individuals are less able to give
because of Medicaid’s tax burden or because
they believe the problem is taken care of.

Overconsumption of
Medical Care

A number of Medicaid’s unseen costs
result from overuse of medical care by recipi-
ents. The program typically offers services to
beneficiaries free of charge. That encourages

beneficiaries to consume medical care with-

out regard to its cost. A patient in this posi-
tion will keep consuming costly medical care
even though she receives little benefit from it.
Such overuse diverts money from more pro-
ductive uses, such as medical care that would
have benefited someone else.

Overuse can lead to a significant waste of
health resources. The RAND Health Insur-
ance experiment observed use by individuals

for whom health care was made “free” com- -

pared with use by those who faced tradeoffs
between medical care and other items for the
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first few thousand dollars of medical expens-
es. The researchers demonstrated that avail-
ability of “free” medical care encouraged
individuals to consume an average of 43 per-
cent more care but failed to produce measur-
able overall health gains.*

Though Medicaid allows millions of
Americans to consume medical care free of
charge, data on the extent of over-utilization
and its costs are scarce. Nonetheless, the
Medicare program can provide some insight
into the amount of unnecessary care pur-
chased by Medicaid. Medicare subsidizes care
for a similar number of individuals, many of
whom are insensitive to price. Researchers at
Dartmouth College have found that “nearly
20 percent of total Medicare expenditures. . .
appears to provide no benefit in terms of sur-
vival, nor is it likely that this extra spending
improves the quality of life.”* That is a con-
servative estimate of overuse, as it includes
only care that provides no value; it does not
account for care that provides some benefit,
but less benefit than its cost. If overuse in
Medicaid were of the same order of magni-
tude as in Medicare, its cost would be in the
tens of billions of dollars each year.*®

Overuse affects, and is affected by, other
costs of the program. For example, encourag-
ing 50 million 'Americans to consume care
with little regard to cost increases demand
for medical services. That in turn should
result-in higher prices for medical services.
Not only does overuse make medical care
more costly for both public and private pay-
ers, but higher prices for private care make
Medicaid a more attractive option than pri-
vate coverage. Yer rising medical prices are
rarely seen as a consequence of Medicaid’s
effect on demand for medical services.

Price Controls

Medicaid’s administered prices act as
price ‘controls. Medicaid typically pays doc-

‘tors at below=market rates for covered ser-

vices. As an illustration, Medicare’s physician
reimbursement rates are widely considered to

The tax burden
that Medicaid
places on
low-income
earners should
not be taken
lightly.
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be below market-clearing levels. In 1993
Medicare payments for physicians’ services
came to just over 60 percent of the average
rate paid by private insurers; by 2003 that
ratio had risen to just over 80 percent.” Yet
Medicaid pays doctors even less. In 1998 a
doctor who treated a Medicaid patient would
recelve on average 62 percent of what she
would receive for treating a Medicare
patient.**

One unseen cost of Medicaid’s price controls
is common to all price ceilings. Those subjected
to the artificially low price take steps to subvert
the controls. One example is Medicaid-partici-
pating physicians’ greater likelihood to manipu-
late reimbursement rules. Research suggests
that 39 to 50 percent of physicians have manip-
ulated third-party reimbursement rules in order
to obtain coverage for an otherwise uncovered
service or to increase the amount the physician
is paid.* Doctors whose patient base is at least
25 percent Medicaid patients are much more
likely to get around such controls by manipulat-
ing reimbursement rules.”’

Some of the hidden costs imposed by
Medicaid’s price controls are borne by private
payers. One example occurs with Medicaid
payments for prescription drugs. Medicaid’s
drug price controls result in the program pay-
ing about 90 percent of the average price paid
by private purchasers. In addition, Medicaid
holds any increases in payments to the overall
rate - of ‘inflation. Mark Duggan of the
University of Maryland and Fiona Scott
Morton of Yale University find that this effec-
tively increases the price of non-Medicaid pre-
scriptions by 13.3 percent over and above what
they otherwise would be.” Thus, if a regime of
medications costs a private payer $1,000 per
year, over $117 of that cost is effectively a hid-
den tax attributable to Medicaid.

Like overuse, this influences other costs
imposed by Medicaid. Increasing the cost of
private medical care necessarily increases the
cost of private health insurance, which makes
Medicaid a more attractive option for those
who are already eligible or are on the cusp of
eligibility. That is likely to lead to greater

enrollment and dependence.
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Quality

Another unseen cost of Medicaid is the
costs borne by patients who receive lower-
quality care than they would receive from pri-
vate alternatives that they might choose if
Medicaid were not an option. Mutual aid is
one such alternative, as is commercial health
insurance. How does Medicaid compare with
these alternatives in terms of quality?

Choice of Providers

A patient’s choice of providers is one
dimension of health coverage quality. One sut-
vey found the strongest predictor of dissatis-
faction with a health plan, as measured by
unwillingness to recommend the plan to oth-
ers, is lack of choice with respect to providers.*
Lack of choice also influences the quality of
care. Ifa patient is unhappy with the care he or
she is receiving from one physician, the quali-
ty of that care will improve if there are other
options available. The patient is more likely to
find a provider who meets his or her needs,
and providers are more likely to compete with
each other to do so.

Physicians unwilling to accept Medicaid’s
low reimbursement rates as payment in full
must refuse Medicaid patients. As a result,
many doctors do so. As one study notes,
“Physicians in states with the lowest Medicaid
fees were less willing to accept most or all new
Medicaid patients in both 1998 and 2003.”
That significantly restricts Medicaid patients’
choice of providers.

Medicaid patients often see their physician
choices narrow even when payments to physi-
cians rise. From 1998 to 2003 states increased
physician payments by twice the rate of infla-
tion.”* Yet Medicaid patients still saw their
choice of providers drop. The share of doctors
accepting all new Medicaid patients fell from
48.1 percent to 39.4 percent from 1999 to
2002. In contrast, far more doctors accepted
all new private fee-for-service (FES) and pre-
ferred provider organization (PPO) patients,
Medicare patients, non-Medicaid health
maintenance organization (HMO) patients,



Figure 2

Quality of Care: Share of Doctors Accepting All New Patients, by Coverage Type, 2002
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and uninsured, self-pay, and charity patients
(see Figure 2). The share of doctors accepting
no new Medicaid patients increased from 26.4
percent to 30.5 percent over the same period,
vet far fewer doctors refused to see patients
with the other types of coverage (see figure
3).> As Oregon’s Medicaid bureaucracy
acknowledged in 2001, “Having coverage does
not always guarantee access.”’
The limited availability of providers and
- other factors affect Medicaid patients’ ability
to obtain medical care and can leave patients
who might otherwise obtain private coverage
worse off. For example, adults who are eligi-
“ble for Medicaid but have private coverage
have fewer unmet medical needs than eligible
adults who are enrolled in the program.”’
The unseen costs of Medicaid’s poor qual-
ity of care fall hardest on women. Medicaid
subsidizes health care for 1 of 10 American
women, who comprise 71 percent of adult
beneficiaries.*® Women with Medicaid cover-
‘age have more difficulty finding a doctor
than uninsured women and significantly
" more difficulty than women with private cov-
erage. They are twice as likely as women withi
private coverage to have difficulty obtaining

B

care due to a lack of doctors or clinics.”

Does Medicaid Improve Health?

Medicaid provides necessary and often emer-
gent medical care to millions of recipients.
However, a number of studies question whether
the quality of care provided improves health as
much as private alternatives. A 1999 study by the
National Bureau of Economic Research
observed that “relatively little is known about
the effects of Medicaid on health outcomes.”®
The authors note that “[f]lindings from studies
of Medicaid’s effect on infant health are incon-
clusive”®" Although the authors had set out to
quantify the health benefits of Medicaid cover-
age, they found “at best weak support for the
hypothesis that Medicaid improves the health
of low-income children.”® They concluded,
“The proposition that health insurance is the
cure for adverse health outcomes among poor
and near-poor children has not been adequately
demonstrated.” Regarding the creation of the
State Children’s Health Insurance Program,
through which the federal government spent
$24 billion with the stated purpose of improv-
ing the health of low-income children, the
authors commented, “It is remarkable that
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they receive.
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there is so little empirical evidence to support so
large an expenditure.”**

A study by researchers at Stanford University
and the RAND Corporation found that HIV
patients with health coverage are lesslikely to die
prematurely, “but private insurance is more
effective than public coverage. The better out-
comes associated with private insurance are
attributable to the more restrictive prescription
drug policies of Medicaid.” The authors write:

Some private insurers may place limits
on when it [sic] will cover [highly active
anti-retroviral therapy, or HAART], but
Medicaid limits can’ be quite severe,
Many states place limits on how many
prescriptions can be filled per month, -
and since HAART therapy alone aver-
ages 4.8 prescriptions, these can limit
coverage for not only HAART but also
drugs to treat opportunistic infections
associated with advanced disease.
Many of the drugs also required prior
authorization that restricted use to
advanced illness. The result is that pri-
vately insured patients are able to start
treatment earlier in the disease than
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the publicly insured, and the latter
often have no coverage at all.*®

Insofar as beneficiaries (whether HIV patients
or others) substitute Medicaid for private
health coverage, the program may actually
reduce the quality of care they receive—anoth-
er unseen cost of Medicaid.

How to Reduce All
Medicaid Costs,
Seen and Unseen

What can be done to minimize the costs
imposed by Medicaid, both seen and unseen?
One set of options would restructure the pro-
gram. Those options include altering how
the program is financed or the way benefits

" are delivered.

Block Grants

One way to reform Medicaid’s financing
structure would be to “block grant” federal
funding. Under such proposals, the federal
government would no longer offer states an
open-ended “match” of state funds. Instead,



the federal Medicaid contribution would be
independent of each state’s contribution.
This change would eliminate the existing
incentive states face to “double their money”
by expanding Medicaid benefits or eligibility.
As noted earlier, there are strong indications
that Medicaid eligibility has expanded
beyond the truly needy, which has increased
the program’s seen and unseen costs. Block
grants would reduce those costs and encour-
age states to target scarce resources to the
truly needy.

In 1981, 1995, and 2003, proposals to
block grant federal Medicaid funding received
national attention. Each proposal sought to
cap federal funding and give states broader
flexibility to administer their programs.
However, none of them was successful. Block
grant proposals offered by Presidents Reagan
and George W. Bush died in Congress in 1981
and 2003. A Republican block grant proposal
passed Congress in 1995 but was vetoed by
President Clinton.

Health Savings Accounts and Vouchers

Other observers have proposed restruc-
turing the way Medicaid provides benefits.
One such proposal would make use of health
savings accounts (HSAs), while others would
give beneficiaries a voucher to purchase pri-
vate health insurance.

Some governors, such as Florida’s Jeb Bush
and South Carolina’s Mark Sanford, have pro-
posed restructuring Medicaid for some benefi-
ciaries to include HSAs. Instead of an open-
ended promise of health benefits, beneficiaries
would receive money in an HSA to use toward
- copayments and deductibles and could keep
what they didn’t spend. The idea behind HSAs
is to give beneficiaries an incentive to be pru-
dent consumers, and it builds on what seem to
be successful “cash and counseling” programs
in Florida, Arkansas, and New Jersey.””

Medicaid HSAs could be used indepen-
dent of or in tandem with Medicaid vouch-
ers. Giving eligible individuals a voucher that
they could put toward the cost of private
health insurance premiums would provide
beneficiaries much greater choice of cover-
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age, and they could expect a much higher
level of quality. In addition, beneficiaries
would be more careful shoppers if they
shared in the savings.

However, the availability of a more attrac-
tive Medicaid subsidy would not eliminate
the perverse incentives created by the sub-
sidy’s existence. In fact, it could heighten
them. All subsidies increase the incidence of
that which is subsidized and become even
more attractive the more control they grant
the recipient. HSAs and vouchers would give
Medicaid enrollees greater control over their
subsidy, since each operates more like cash
than traditional Medicaid benefits. The very
fact that these reforms would give beneficia-
ries greater control over their subsidy would
lead to a different—and possibly more harm-
ful—mix of seen and unseen costs.

For example, Medicaid HSAs and vouchers
would encourage more eligible individuals to
claim their subsidies. Only about two-thirds of
Medicaid-eligible individuals are actually
enrolled at a given time.*® Moreover, recipients
likely would remain enrolled for longer peri-
ods, whereas now many beneficiaries use
Medicaid for only brief periods. That may have
been part of the reason Florida’s “cash and
counseling” program saw increased outlays in
its first year of operation.*” Altering Medicaid
subsidies to more closely resemble cash thus
could increase the program’s tax burden,
heighten the disincentives to work, exacerbate
its crowd-out effects, and increase dependence.

It is by no means certain that Medicaid
HSAs or vouchers would produce a worse
state of affairs than Medicaid’s existing bene-
fits structure. States should be free to experi-
ment with such approaches and to learn
from each other’s successes and failures.
However, simply changing the structure of
Medicaid’s subsidies is unlikely to reduce the
program’s seen and unseen costs.

Withdrawing Assistance

An option for reducing the costs imposed
by Medicaid that is discussed less often is
withdrawing assistance from those who are

‘best able to obtain medical care and coverage

Altering
Medicaid
subsidies with
HSAs or vouch-
ers could increase
the program’s tax
burden, heighten
the disincentives
to work,
exacerbate its
crowd-out effects,
and increase
dependence.



One reform

that must be
considered is
disenrolling those
beneficiaries
most likely to
land on their feet.

elsewhere. As noted earlier, one-fifth of
Medicaid-eligible individuals are able to
obtain private coverage. Although this could
represent the entire population of those who
are able to obtain private coverage, the litera-
ture on work disincentives, price controls, and
crowd-out suggests it does not. The available
evidence suggests Medicaid encourages indi-
viduals to avoid self-help and mutual help,
makes self-help more difficult for those who
attempt it, and ultimately succeeds in getting
those with other options to become depen-
dent on Medicaid. Thus, one reform that must
be considered is disenrolling those beneficia-
ries most likely to land on their feet. Doing so
would increase work incentives for those indi-
viduals, reduce dependence, make private
health coverage more affordable, and reduce
the tax burden of Medicaid.

States have already begun that process out
of necessity. The federal government should
give states greater flexibility to return
Medicaid to its original mission of providing
a safety net for the truly needy.

Evidence from Welfare Reform
What would be the effects of withdrawing

Medicaid assistance from some recipients?’

The 1996 welfare reform law provides an
instructive lesson. The now-repealed Aid to
Families with Dependent Children cash
assistance program operated like Medicaid in
many ways. Both programs conferred a legal
entitlement to benefits for anyone who mets
the eligibility criteria. Each received funding
from the federal government in the form of
an open-ended “match.” And each was large-

“ly run from Washington, which issued

detailed rules on how states should manage
their programs.

AFDC had been accused of discouraging
work ‘and encouraging dependence. The
1996 welfare reform law sought to minimize
that program’s seen and unseen costs by scal-
ing back federal cash assistance for the poor.
Congress eliminated the federal entitlement
to benefits and put in its place a five-year life-
time limit on benefits plus work require-
ments for many recipients; block-granted
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federal funding; and gave states greater con-
trol over eligibility, benefits, and the use of
federal funds.

Opponents of the 1996 law predicted that
scaling back federal assistance in that way
would be disastrous for the poor. Some pre-
dicted that an additional one million chil-
dren would be thrown into poverty.” Yet
withdrawing assistance produced exactly the
opposite result. Caseloads plummeted and
poverty decreased—often dramatically—for
every racial category and age group, includ-
ing children. Although the poverty rate has
increased somewhat in recent years, it
remained lower in 2003 than at any point in
the 17 years leading up to welfare reform.””

Although the robust economy of the
1990s contributed to those outcomes, its
effect was relatively small. A study by former
Congressional Budget Office director June
O'Neill and Anne Hill indicates that TANF
“accounts for more than half of the decline in
welfare participation and more than 60 per-
cent of the rise in employment among single
mothers,” while “the booming economy of
the late 1990s . . . account]ed] for less than 20
percent of either change.””> Many who
opposed the 1996 law have since admitted
thatit accomplished a large measure of good.

The experience of welfare reform suggests
that means-tested government cash assis-
tance programs impose unseen costs in the
form of dependence and diminished effort,
and that scaling back that assistance pro-
duced positive results. But would the same
hold for Medicaid? A provision of the 1996
welfare reform law suggests that it might.

Evidence Regarding Medicaid

Wholesale Medicaid reform was dropped
from the welfare reform law in 1996. However,
that law contained a little-noticed provision
that eliminated Medicaid eligibility for many
immigrants. Harvard economist George
Borjas studied the outcome of that provision.
He found thar the result of that “draconian”
measure was exactly the opposite of what
many would predict: health coverage among
noncitizen immigrants increased.



After Congress cut off Medicaid benefits
for immigrants, a number of states responded
with programs to preserve coverage for those
affected. Borjas examined the coverage rates
for affected immigrants with the expectation
that “as the Medicaid cutbacks took effect, the
proportion of those immigrants covered by
some type of health insurance should have
declined.” To the contrary, he found that “the
expected decline in health insurance coverage
rates did not materialize. If anything, health
insurance coverage rates actually rose slightly
in this group.” Borjas explained:

The resolution to this conflicting evi-
dence lies in the fact that the affected
immigrants responded to the welfare
cutbacks. The immigrants most likely
to be adversely affected by the new
restrictions significantly increased their
labor supply, thereby raising their prob-
ability of being covered by employer-
sponsored insurance. In fact, this
increase in the probability of coverage
- through employer-sponsored insurance
was large enough to completely offset
the Medicaid cutbacks. The empirical
analysis, therefore, provides strong evi-
dence of a sizable crowd-out effect of
publicly provided health insurance
among immigrants. In an important
| sense, the state programs were unnecessary.
In the absence of these programs, the
- targeted immigrants themselves would
have taken actions to reduce the proba-
bility that they would be left without

health insurance coverage.”

| The robust economy of the late 1990s cannot

explain those results, Borjas argues, because
rstates that offered coverage to people cut
from the Medicaid rolls saw coverage levels
for this group decrease, whereas states that
did not saw coverage levels increase:

The rate of ESI [employer-sponsored
insurance] coverage for non-citizens rose
2.7 percentage points in the more gener-
~ ous states, and by an astounding 11.4
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percentage points in the less generous
states. The descriptive evidence . . . sug-
gests a causal relationship between the

Medicaid cutbacks and the use of ESI
coverage in the targeted populai:iorl.74

Borjas notes that immigrants responded
not just to the Medicaid cuts but to all the
changes in the 1996 law. Nonetheless, a nat-
ural experiment has revealed that Medicaid
cuts produced results consistent with those
of the broader welfare reforms, and exactly
the opposite of what many would predict.
Moreover, if the state programs designed to
protect immigrants from losing coverage
were unnecessary, it follows that so too were
the original Medicaid subsidies.

Borjas’s research demonstrates that Medi-
caid requires taxpayers to pay the health care
bills of some of those who could obtain
health coverage on their own. And it suggests
that withdrawing that assistance need not
decrease—and could instead increase—cover-
age levels.

An Agenda for Medicaid
Reform

America’s experience with welfare reform
provides a model for reducing both the seen
and unseen costs by Medicaid. First, Congress
should stop encouraging Medicaid expansions
by freezing payments to- states at the 2005

-amount, just as welfare reform froze payments

to states at the 1995 amount. According to
Congressional Budget Office figures, freezing
federal Medicaid spending at 2005 levels could
produce $941 billion in savings by 2015, or
enough to erase 96 percent of the cumulative
10-year federal deficit (see Figure 4).”* Second,
Congress should give states maximum flexibil-
ity to use federal funds to meet a few broad
goals, as it did 'with AFDC’s replacement, the
TANF program. Those goals could consist of
the following: -

1. targeting medical assistance to the truly
needy;

When the
welfare reform
law eliminated
Medicaid
eligibility

for many
immigrants,
health coverage
among noncitizen
immigrants
increased.



Congress should
freeze payments
-to states at the
2005 amount and
give states
maximum

- flexibility to use
federal funds to
meet a few broad
; gOalé.

Figure 4
Cumulative Budget Deficit, 2006-2015
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Source: The Budget and Economic Outlook: Fiscal Years 2006 to 2015 (Washington: Congressional Budget
Office, January 2005), p. 56; An Analysis of the President’s Budgetary Proposals for Fiscal Year 2006
(Washington: Congressional Budget Office, March 2005), p. 24; and author’s calculations.

2. reducing dependence;

3. reducing crowd-out of private efforrt,
including charitable care; and

4. promoting competitive private markets
for medical care and insurance.

A necessary first step toward allowing states to
focus resources on the truly needy would be to
eliminate the federal entitlement to Medicaid
benefits—just as Congress eliminated the fed-
eral entitlement to cash assistance under
TANF—and allow each state to determine eli-
gibility and benefits in its own program.

By themselves, these reforms would not
alter a single state’s program. Each state
would have the power to keep operating its
Medicaid program under the same eligibility
and benefits rules as today. States that want
to spend more on their Medicaid programs
would be free to do so. However, states likely
would experiment with ways of providing
efficient care to the truly needy and encour-
aging private charitable care. Today, states
are learning from each other’s efforts at
encouraging work and reducing dependence
through their TANF ‘programs. These
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reforms would allow states to engage in the
same discovery process with Medicaid. As
states learn from each others’ experiences,
they would imitate successful approaches to
reducing Medicaid dependence, health care
costs, and the burden Medicaid imposes on
taxpayers.

The available literature suggests that
returning Medicaid to its intended role as a
safety net for the truly needy would require
removing many beneficiaries from the pro-
gram. That begs the question: whom should
states cut loose? The answer likely will be dif-
ferent for each state. Obviously, states should
focus on those who are most likely to land on
their feet. A prime target would be well-to-do
families who are financially able to purchase
private long-term-care insurance but who
nonetheless use Medicaid to pay for nursing
home and other long-term care. With full
flexibility to define eligibility, states would
no longer be forced to scale back eligibility
for only “optional” beneficiaries. Instead,
each state could decide for itself which indi-
viduals are most deserving of government
assistance.



To make medical care more accessible to
those no longer enrolled in Medicaid, states
should deregulate provider and health insur-
ance markets. States should begin by relaxing
or repealing laws (such as coverage mandates
and pricing restrictions) that increase the cost
of private health insurance. One way to do so
would be to allow individuals and employers
to avoid unwanted regulatory costs by pur-
chasing health insurance across state lines.
States should also relax laws (such as those
that restrict tele-medicine, scope of practice,
and provider mobility) that inhibit the ability
of health care providers to provide affordable
care to underserved communities. For its part,
the federal government can encourage afford-
ability and competition by allowing interstate
commerce in health insurance and making
health savings accounts more widely available
in the private sector.”®

Opponents will argue that individuals
who move from Medicaid to private insur-
ance will end up with less coverage. As noted
earlier, that is less than certain. But how a
person obtains coverage can be just as impor-
tant as how much coverage he or she has.
When someone with private coverage works
hard to increase earnings, society benefits
from the effort and the individual benefits
from the added income. By contrast, some-
one with Medicaid coverage who works hard
and increases earnings often ends up no bet-
ter off, or even worse off. Offering people
Medicaid coverage in lieu of private coverage
conveys that the way to get more is by doing
less: work less, save less, cultivate less self-
reliance. Like other means-tested govern-
ment programs, Medicaid sets a trap for the

poor; that trap should be avoided whenever -

possible.

Conclusion

Medicaid imposes significant costs in addi-
tion to the tax revenue it spends. Medicaid

encourages people to become dependent on -

government; encourages people to behave in
ways that increase the cost of government and

- 17

of medical care, which makes self-reliance
more difficult for others; and encourages
states to induce more people to impose those
costs on their neighbors. Medicaid provides
needed medical care to many Americans, but
often at a lower level of quality than the private
coverage it places beyond their reach. Cost-
containment efforts should focus on all costs
imposed by Medicaid, seen and unseen.

With so many similarities between Medi-
caid and the old AFDC program, Congress
should reform Medicaid along the same lines
as it reformed welfare: end the entitlement to
benefits; eliminate states’ open-ended entitle-
ment to matching federal funds; cap federal
payments to the states; and give states maxi-
mum flexibility to pursue a few broad goals.
The surest way to reduce Medicaid costs—
seen and unseen—is to withdraw assistance
from those who are most able to obtain cov-
erage elsewhere.

Providing efficient medical care to the
poor without fostering dependence is a deli-
cate balancing act, and many of the costs
incurred by getting it wrong don’t get a line
item in the federal budget. Reforming
Medicaid along the lines of the 1996 welfare
law would allow the states to strike a better
balance for all involved.
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