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THE FEDERAL EMPLOYEES HEALTH
BENEFITS PROGRAM AS A MODEL FOR
MEDICARE REFORM

SATURDAY, MAY 22, 1999

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON THE CIVIL SERVICE,
COMMITTEE ON GOVERNMENT REFORM,
Sanford, FL.

The subcommittee met, pursuant to notice, at 9:20 a.m., at San-
ford City Hall, 300 North Park Avenue, Sanford, FL, Hon. Joe
Scarborough (chairman of the subcommittee) presiding.

Present: Representatives Scarborough and Mica.

Staff present: John Cardarelli, clerk; and Ned Lynch, senior re-
search director.

Mr. SCARBOROUGH. We call this committee meeting to order.

Good morning, and welcome to this field hearing of the Com-
mittee on Government Reform’s Civil Service Subcommittee. Today,
the subcommittee is going to hear from people concerned about the
ways in which Americans will pay for the future costs of health
care. Since it was established in 1965, Medicare has provided the
primary means of insuring proper medical treatment for Americans
over 65 years old. Like many Federal programs—Social Security,
Medicaid, and Federal retirement benefits among them—Medicare
has operated on a “pay-as-you-go” basis from the start. And, like
each of those programs, the costs of past commitments are now
coming home to roost.

Medicare’s problems result from many of our genuine achieve-
ments in the medical treatment and improved lifestyles of our peo-
ple. For multiple reasons, including important advances in medi-
cine, people live longer. When Medicare was established in 1965,
the lifespan of the average American was barely over 70 years old.
Today, people who reach 65 can often look forward to an additional
20 years of life. We have not, however, been especially effective in
planning for both the private and the public challenges facing us
if we are to provide for our needs in those additional years.

The money coming into Medicare will no longer pay the full cost
of health care that Medicare provides, while medical care costs con-
tinue to outpace inflation. In fiscal year 2000, President Clinton’s
budget forecasts that Medicare payroll taxes and premiums will fall
$92 billion short of the expenses that they are intended to cover.
By 2010, Medicare’s receipts are projected to be $261 billion less
than our anticipated expenses. Without effective corrective actions,
the program will be insolvent.
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In response to Medicare’s deteriorating finances, Congress cre-
ated a Bipartisan Commission on the Future of Medicare in the
Balanced Budget Agreement of 1997. The Bipartisan Commission
was charged with assessing the problems that we face and recom-
mending solutions to extend the solvency of Medicare for the com-
ing years. It was co-chaired by Senator John Breaux, a Louisiana
Democrat, and Representative Bill Thomas, a Republican from
California. After reviewing the Medicare program’s financial and
operational challenges, the Commission looked to the Federal Em-
ployees Health Benefits Program as a model of reform.

The Bipartisan Commission did not issue formal recommenda-
tions; 10 of the 17 commissioners agreed on an approach modeled
after the Federal Employees Health Benefits Program, but the
Commission’s rules required 11 votes to issue recommendations.
The Commission’s majority reported its findings, however, and
those findings will be the basis of both congressional and public
discussion as we develop the laws and policies necessary to provide
more secure health care for senior citizens. The Bipartisan Com-
mission recognized that the current course of increasing deficits is
unsustainable, and the majority identified sound principles that
should guide Congress in shaping Medicare’s future.

The majority concluded that the Federal Employees Health Bene-
fits Program provided the most attractive model of reform avail-
able, and it was the most attractive because it relies heavily on
market forces to develop responses to needs for health care serv-
ices. Federal employees have an open enrollment season each year
that enables them to choose from a variety of options to meet their
health care needs. People seeking more extensive and expensive
treatment options pay higher premiums, but all Federal employees’
health insurance premiums are supported by a Federal payment.
As a result of the Bipartisan Commission’s report, some form of
“premium support” is the emerging foundation of Medicare’s future.

This approach is a marked departure from the Government’s pre-
vious efforts to administer Medicare. So far, Medicare has estab-
lished a history of command and control medicine. One witness
today is going to report that this system has produced 111,000
pages of regulations while angering and threatening doctors and
jeopardizing important health care services. As a result, Medicare
has become a morass for both patients and providers. This welter
of complex and confusing regulations has saddled doctors and hos-
pitals with bureaucratic burdens that impede, rather than improve,
health care for seniors. They have also added to the nightmares of
our oldest and frailest citizens as they seek essential medical treat-
ment.

The reforms outlined by the Commission majority seem to offer
a promising alternative to the bureaucratic burden. We are going
to learn more about those reforms today and the Commissioners’
thinking on the issues. We invite you to join us in carefully exam-
ining different approaches to addressing Medicare’s financial prob-
lems and providing a brighter future for Americans seeking health
care in their senior years.

And now, I'd like to ask Congressman John Mica, who was the
chairman of this committee last year, if he would, to please give
us an opening statement.



3

Mr. MicA. First of all, Mr. Chairman, I want to welcome you to
the 7th Congressional District of Florida. You're here in the heart
of my district, and I appreciate your holding this hearing today,
conducting it, and also giving an opportunity for our community
and local hospitals, health care individuals, Federal retiree groups
and Federal employee groups to hear a little bit more about pro-
posals from the National Bipartisan Commission on the Future of
Medicare and also how the Federal Employees Health Benefits Pro-
gram can serve as a model for future reform measures that are
being considered.

I have always been impressed with the Federal Employees
Health Benefits Program. When I chaired Civil Service I was in-
credibly impressed with the fact that we have less than 200 em-
ployees administering a program that serves 9 million people—over
4.2 million Federal employees and retirees and nearly 5 million de-
pendents—and doing so in a very cost-effective manner.

The heart of the Federal Employees Health Benefits Program,
however, is based on competition and the ability to fairly compete,
the ability to have a certain set of benefits prescribed and then al-
lowing many vendors and health care providers to compete in an
open and fair system, a very basic principle that has served us well
for nearly four decades in providing health care benefits to our
Federal employees and Federal retirees and their dependents. I
think it’s great to look at that as a model. I think that we do need
to also be concerned about some of the problems that we’ve had,
particularly of late, with the program, and that is that we have ex-
perienced some substantial increase in costs. But our previous
hearings have revealed, in fact, that many of the costs are brought
about by additional Federal mandates, additional Federal require-
ments, and additional Federal regulations where the Federal Gov-
ernment and the Congress, sometimes very well intended, has im-
posed additional requirements of the providers.

Not to say that we do not have problems that need to be ad-
dressed. For example, one of the greatest areas of costs, increased
costs, not only to FEHBP but to health care, is prescription drugs.
We've also had the experience of having imposed patients’ bill of
rights on the program by Executive order and have seen also that
it has increased costs without providing any specific medical ben-
efit.

So I think we need to use this as a model to look at the suc-
cesses, the failures, and the problems of the system and adopt the
good parts as we look for an alternative to Medicare, which is so
important. I say that and repeat that as we continue to provide
Medicare and many folks may want to participate in Medicare, but
look at alternatives that can take pressure off of the system and
provide an alternative, here’s an alternative that’s based on com-
petition, based on experience, and based on a record of success.

So I salute you and the subcommittee in reviewing our good
model and our good points and also the problem areas of FEHBP
as we search for a model to provide good access and quality care
to those who've worked so hard for this country to make it a suc-
cess, our retirees and others who are taken into account by our
Medicare program. I'm pleased that we are doing this hearing and,
again, in my district.



So I thank you.

And one final note, Mr. Chairman, possibly later depending on
your time and ability to hear requests, we have a statement from
our National Association of Retired Federal Employees. Some of
our NARFE folks I introduced you to are here today and I'd like
to ask unanimous consent that their statement be made a part of
the record.

Mr. SCARBOROUGH. Well, I'm not going to object. Without objec-
tion it’ll be entered into the record. Certainly that and all this im-
portant testimony will be part of our record.

I thank you, Mr. Chairman, for your statements today.

I'd like to ask our witnesses if they would to please stand up and
take the oath. If you could raise your right hands.

[Witnesses sworn.]

Mr. SCARBOROUGH. Please have a seat.

Today we're very pleased to have as witnesses Mr. Jeffrey
Lemieux, who is staff economist for the Bipartisan Commission. He
had previously worked in the Congressional Budget Office as
health care policy analyst. He’s going to be providing a discussion
of the Bipartisan Commission’s findings and discuss their majority
position.

We also have with us today Ms. Grace-Marie Arnett, of the Galen
Institute in Alexandria, VA. It’s a research organization. Ms.
Arnett has followed the health care issue as a journalist and as a
policy analyst and she’s written about the Bipartisan Commission’s
recommendations for several newspapers.

Our third panelist this morning is Ms. Becky Cherney, president
of the Central Florida Health Care Coalition. She was recently rec-
ognized as central Florida’s business woman of the year by the Or-
lando Business Journal and has been a tireless advocate of con-
sumers in the health care industry.

I thank all three of you for showing up today to testify. If you
would like to start, Mr. Lemieux.

STATEMENTS OF JEFFREY LEMIEUX, STAFF ECONOMIST, BI-
PARTISAN COMMISSION ON THE FUTURE OF MEDICARE;
GRACE-MARIE ARNETT, PRESIDENT, THE GALEN INSTITUTE;
AND BECKY CHERNEY, PRESIDENT, CENTRAL FLORIDA
HEALTH CARE COALITION

Mr. LEMIEUX. Thank you. Thank you, Mr. Chairman, can you
hear me OK with this mic?

Mr. SCARBOROUGH. Sure can.

Mr. LEMIEUX. I very much appreciate the opportunity to come
down and meet you and talk to you about this issue. We on the
Medicare Commission worked very hard and furiously to get an
agreement and came very close. I think even though the formal re-
port was not issued by the Commission, the plans that resulted are
very powerful and very helpful. I want to spend a few seconds talk-
ing about the basics of the Medicare Commission plan. Then my
statement goes into a fair amount of detail which I don’t intend to
talk about, but you can use as a reference if you wish. Instead of
going through those details I'd like to talk about how the Commis-
sion evolved its position over the last 4 or 5 months. And I'll be
happy to answer any questions you have.
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The goal of the Breaux/Thomas Commission was to create a new
Medicare that was new and modern and flexible. This program has
been in place now for 30 years and it still, in some respects, seems
30 years old and in need of updating.

The Breaux/Thomas plan for beneficiaries has the impact of of-
fering more reasonably priced drug coverage. It has the possibility
of reducing the need for supplemental coverage. And it holds out
the promise for lower premiums for the government and, of course,
by extension, the taxpayer. It would aid the budget, we think. And
it would gradually reduce the need, we think, for Federal micro-
management of Medicare.

For health plans this system is designed to create more stability
and less business risk in their operation so that they can cover
Medicare beneficiaries with more of a sense of assurance that
they’ll be operating in a stable, fair, and competitive system. It
might make a tougher competition for some of them, but we think
it’ll be fairer and more attractive.

And finally, for hospitals and health providers the hope is that
this approach would lead to a less heavy-handed system of cost
control than has been used in the past, lurching between cost con-
trol measures that can be quite difficult for providers to face.

The proposal would minimize the disruption to current bene-
ficiaries. It’s designed to remake Medicare, under new incentives,
to be more competitive and more market-oriented, but at the same
time, not to disrupt the current program. Now, what that means
is that beneficiaries who are currently in the Medicare fee-for-serv-
ice program or who are currently in a Medicare HMO, when this
new system is implemented they shouldn’t notice much of a dif-
ference. What that also means is that this proposal doesn’t try to
go through and rectify every Medicare problem or answer every
question in Medicare all at once. This is a broad conceptual pro-
posal that’s intending to get Medicare right, not for the next year
or the next 2 years or the next 5 years, but for the next decade or
the next two decades or the next three decades. And as a result
there will still be a great need for congressional oversight, for pub-
lic input, and for continuing evolution of the program.

The Medicare Commission decided to take Medicare and move to
a new entity to control the operations of all health plans. They call
that the Medicare board, for lack of a better term. The Medicare
board would control the competition between the fee-for-service
plan, which would still be run by the Government, and all the pri-
vate plans. They had many objectives with this Medicare board.
They wanted it to create a fair competition. They wanted to reduce
conflicts of interest. And they wanted to create stability. I'm going
to tell you how we got there.

When we started in the Commission we broke up into two
groups, one to study incremental reforms of Medicare, mainly by
changes to the payment rates and changes to the compensation we
give to health plans, and another task force to study more radical
restructuring proposals.

We quickly decided that the first task force on incremental re-
forms didn’t have much momentum or support. Nobody wanted to
just say, well, let’s reduce hospital payments, fees, a little bit. They
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wanted something that was more long-term and more lasting. Few
commissioners supported the incremental approach.

On the other hand, few commissioners supported a more radical
restructuring, like a voucher plan or a defined contribution plan.
“Defined contribution” is the term in Medicare for the Government
deciding how much it’s going to make available for Medicare and
growing that by some index like CPI or GDP or something. And
that was quickly rejected also as being probably too far-reaching
and too risky.

They settled on a premium support proposal like FEHBP as an
alternative between incremental tinkering with payments and of
broader radical restructuring. The premium support proposal al-
lows us to continue on Medicare in its current setup but also
changes the incentives quite a bit. And here’s how that works.

Under Medicare now, everybody has to pay a Part B premium,
it’s about $500 a year now. It’s expected to go up to about $700
over the next several years. Nobody has a choice about that. I take
that back. Most people don’t have a choice about that. Almost ev-
erybody pays the Part B premium.

We took a look at the FEHBP formula, which instead says, if you
choose an expensive plan you pay more than average and if you
choose an inexpensive plan you pay less, and thought that that was
a good start. Further looking at FEHBP, the commissioners and
the majority decided that a powerful Medicare board would be a
good thing to regulate the operations of the competition to make
sure it was fair, to make sure that there wasn’t risk segmentation,
to make sure that there wasn’t unfair competition or benefit pack-
ages that were designed not to help people with their medical
needs, but rather, to attract the healthiest beneficiaries. And with
a powerful Medicare board the commissioners decided that they
could update the FEHBP premium formula to be more generous to
beneficiaries.

So what they said was for a premium that’s about average the
beneficiary premium would be about what it is now under Part B.
If it’s for a premium higher than average they would have to pay
the full difference. For a premium lower than average based on a
schedule their entire premium could be phased out all the way
down to zero.

Now, most people don’t see their Part B premium now. It’s in
their Social Security check. They might not be too aware of it. But
$500 to $700 a year is a significant amount of money, and the
economists and others who studied this felt as though that would
provide an incentive for people to be quite careful about the plans
they select each year. And it would also provide an incentive for
the government-run fee-for-service plan to be very careful with its
costs, because beneficiaries would be more aware of how uncon-
trolled cost growth would be costing them and preventing them an
opportunity.

After we settled on the competitive aspects, which are pretty
widely agreed among commissioners, including beyond the 10 who
voted for the plan, the next tough question was prescription drugs.
There were several intentions there. The first thing was we wanted
to get prescription drug coverage for low income beneficiaries just
as soon as possible. And the plan includes a full subsidy for pre-



7

scription drug coverage for beneficiaries under 135 percent of pov-
erty, which is a threshold that’s used for some other reasons in
Medicare.

The second way we wanted to get prescription drug coverage to
beneficiaries is by requiring all plans to have a high option includ-
ing prescription drugs. And that includes the government-run plan,
the fee-for-service plan.

The third thing that was very important to the commissioners
was limiting the expense and not creating a new very expensive en-
titlement and not substituting too much for the drug spending that
people currently undertake privately. And I think that they in-
tended to create a start on a drug benefit here, they intended to
fund it for the poor and at least make it a fair deal for everyone
else and make it available for everyone else.

In the final days of the Commission, when we were negotiating
with the administration, there were some other items that aren’t
in the plan itself. We considered a high income premium; high in-
come beneficiaries would have to pay an extra premium, and the
intention of that was to provide additional financing for subsidies
for high option plans to make high option plans a little bit cheaper.
So in addition to just being fairly priced, to try and make them bet-
ter than fairly priced with government subsidy. We couldn’t get an
agreement on that, and that was dropped out of the final plan.

Let me just say that as economists and policy analysts we are
very pleased by the progress here and we’re also pleased by the
focus. I mean, we always focus on Medicare’s financial crises.
That’s helpful, I guess, politically, to force Members of Congress
and the public to address the issue. But what’s more important is
trying to create a better Medicare taxpayers, future beneficiaries
and current beneficiaries. This program could use that second look,
and we think that the Breaux/Thomas plan provides a good start-
ing point.

I'll be happy to answer your questions.

[The prepared statement of Mr. Lemieux follows:]
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Hearing on FEHBP and Medicare Reform

Testimony of Jeff Lemieux
Senior Economist
Progressive Policy Institute

United States House of Representatives
Committee on Government Reform and Oversight
Subcommittee on Civil Service

Saturday, May 22, 1999
Introduction

Thank you for this opportunity to testify on the Medicare Commission’s efforts to use the
Federal Employees Health Benefits Program (FEHBP) as a model for Medicare reform.
This presentation includes a brief overview, a more detailed explanation of the proposal
advanced by Senator Breaux and Representative Thomas, a discussion of some of the issues
that divided the Medicare Commission, and a commentary that argues for a step-by-step
process for Medicare reform using the Medicare Commission’s work as a guide.

Summary-The Breaux/Thomas Proposal for Medicare Reform

The federal employees’ health system has been successful in controlling the growth of
enrollees’ premiums and taxpayers’ obligations. It has also successfully balanced
innovation and standardization in health benefits. Each year, federal employees choose
from a wide variety of plans, ranging from fee-for-service plans to HMOs to everything in
between. They receive clear comparative information about the available plans. If they
choose expensive plans, they pay more. Inexpensive plans have lower premiums both for
the enrollee and the government.

Senator John Breaux (D-La.) and Representative Bill Thomas (R-Ca.), the co-
chairmen of the National Bipartisan Commission on the Future of Medicare, propose to use
the Federal Employees Health Benefits Program (FEHBP) system as a model for the future
of Medicare. On the 17-member Commission, the proposal received 10 yes votes-all from
members of Congress and Congressional appointees. That was one shortof the eleven-vote
supermajority needed for a formal recommendation and report.

The intention of the Breaux/Thomas proposal is to get the basic design of the
Medicare program right, not for the next year or two, but for the coming decades. Itis a
broad conceptual proposal that does not prescribe every specific rule inadvance. All plans
serving Medicare beneficiaries, including the traditional fee-for-service plan, would
compete under the supervision of a new entity, dubbed the Medicare Board. The Board
would have some latitude to adapt Medicare to changing times, and the proposal would
allow the Health Care Financing Administration (HCFA) additional flexibility in operating
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the traditional fee-for-service plan.

The proposal is designed to encourage all types of plans-national, regional, or local,
HMO, fee-for-service, or everything in between, and public or private~to serve Medicare
beneficiaries. Recognizing that the plans of the future may be different from those
available now, the proposal envisions a fair and even-handed system, called premium
support, under which all types of plans could compete.

The premium support system in the Breaux/Thomas proposal is based on these
principles:

4 fair competition between the government-run fee-for-service plan and
private plans

> minimal disruption for current beneficiaries in either the fee-for-service plan
or private plans

» fair competiticn between local, regional, and national plans

4 real opportunities for national and other wide-area plans to enter the
Medicare market

> enhanced stability in the service areas and benefits of private plans

4 a competitive fee-for-service plan

The Breaux/Thomas plan would create a viable prescription drug benefit in
Medicare, fully subsidized for the poor, and available to all beneficiaries. The drug benefit
proposal would:

L2 ensure drug coverage for beneficiaries up to 135 percent of poverty,

> allow more reasonably priced drug coverage for all beneficiaries via high
option and Medigap plans, and

4 limit the substitution of government-paid benefits for privately-paid benefits.

The goal of the Breaux/Thomas plan is to create a more flexible and modern
Medicare program. For beneficiaries it offers more reasonably-priced drug coverage, a
reduced need for supplemental coverage, and the promise of lower premiums. For the
government (and by extension, the taxpayer) itwould aid thebudgetand gradually reduce
the need for federal micromanagement. For health plans, it offers greater stability and a
more businesslike atmosphere, with fairer, but tougher, competition. For hospitals and
heaith providers, it would bring a less heavy handed approach to cost control than has
been used in the past.

The proposal would minimize disruption tocurrentbeneficiaries even asitremakes
Medicare and its incentives. That means that beneficiaries remaining in the fee-for-service
system or in a current Medicare HMO would not notice a dramatic change when the
proposal was implemented. That also means that the proposal does not attempt to answer
every question or rectify every perceived inequity in Medicare. Important operational
questions would be left to future Boards and the political and oversight responsibilities of
future Congresses would certainly not disappear.

2
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Exhibit 1 summarizes the proposal and compares it with current Medicare law.! The
following sections highlight the key elements of the proposal and discuss some issues of
concern to Commissioners.

Proposal Basics

Premiums. The Breaux/Thomas proposal would change the Medicare entitlement from
the government paying 100 percent of Part A (mostly hospital care) and 75 percent of Part
B (mostly outpatient and physician services) to the government paying 88 percent of a
combined Medicare. The 88 percent figure approximates the government's share of overall
program costs under cusrent law when the new system would be implemented? The
combined Medicare spending would grow at the average rate of growth in the premiums
of plans beneficiaries chose, including the traditional Medicare fee-for-service plan and
private plans. By contrast, current Medicare spending is based only on the fee-for-service
program.

Each year, beneficiaries would have significant financial incentives to choose
efficient plans. On average, beneficiaries would pay 12 percent of the premium for a
standard plan. But beneficiaries choosing costlier-than-average plans would pay the full
extra cost themselves and beneficiaries choosing plans with premiums less than 85 percent
of the average would pay no premium at all.’ Currently, all beneficiaries must pay atleast
the Part B premium. (This year, 25 percent of Part B is equal to about $500. When the
transfer of home health spending from Part A to Part B under current law is completed, the
Part B premium will be about $700 annually.)

Exhibit2 shows an example of a Breaux/Thomas premium supportschedule. Inthe
example, the average premium for standard benefits is about $5,700. Therefore, a
beneficiary would pay an annual premium of about $700 (12 percent) for a plan priced at
the national average.

Benefits. Parts A and B would be combined, but Medicare’s standard benefits would not
change. The current Part A per-admission hospital deductible (currently $768) and the
annual Part B deductible of $100 would be replaced by a combined annual deductible of
$400. Coinsurance of ten percent would be charged for home health and laboratory
services. No coinsurance would be charged for inpatient hospital stays and preventive
care?

The standard benefits specified in law would consist of all services covered under
the existing Medicare statute. -As under current law, private plans could establish their
own rules on exactly how the benefits would be provided. Board approval would be
required for all benefit design offerings and changes.

Every plan (including the fee-for-service plan) would offer a high option that would
include Medicare's standard benefits plus drug coverage®. Drug benefits would be fully
subsidized for beneficiaries under 135 percent of poverty.

The minimum drug benefit for high option plans would be based on standards and
examples setby the Board. In the fee-for-service plan, HCFA would contract with or enter
joint marketing arrangements with private insurers offering prescription drug benefits.
That would create a public/private high option plan or plans, with HCFA providing

3
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coverage for the standard benefits and its private partner(s) providing coverage for drugs.
HCFA'’s share of the premium in a public/private high option plan would simply be the
premium for its standard option plan. In the longer run, the proposal allows HCFA to
contract more completely with private plans for its standard benefits as well, although no
transition steps or timetables are specified and HCFA is not necessarily required to pursue
that option.

Competition. Under current law HCFA runs the fee-for-service plan and controls the
terms of competition between that plan and private plans. Under the Breaux/Thomas
proposal, the Board would administer the competitive environment. HCFA's role in
Medicare would be focused on administering the fee-for-service plan, and the fee-for-
service plan would be treated as any other plan by the Board.

Asunder current law, the fee-for-service plan would seta national premium and its
enrollees would pay one flat amount, regardless of where they live or move. The fee-for-
service plan’s large enrollment guarantees that its premium would be very close to the
national average when the premium support system was implemented. Therefore, inboth
method and amount, the initial fee-for-service premium under the Breaux/Thomas
proposal would be similar to the Part B premium under current law.

Payments toall plans would be adjusted for the demographics, risk, and geographic
location of their enrollees. The payment adjustments are needed to ensure that plans
serving more or less expensive enrollees are paid fairly, and that in their premiums reflect
real value differences. The geographic adjustments would allow fair competition between
local and national or wide-area plans.® If early versions of the risk adjuster would
otherwise fail to prevent excessive premium differences between high and standard option
plans, the Board’s actuaries could require that differences in premiums reflect the
difference in value of benefits offered for private plans with multiple benefit options.

Under current law, HCFA sets reimbursement rates for private plans by county.
Private plans decide whether or not to offer Medicare options at that rate. If the rate is
insufficient, they may collect an additional premium from beneficiaries. Because many
hesitate to charge additional premiums, plans sometimes adjust to changes in costs or
HCFA reimbursements by changing their service areas or benefits.

The premium support system in Medicare would provide a more stable
environment to ensure plan participation. Rather than adjusting to administratively-set
reimbursements, they would set their own combination of benefits and premiums through
negotiations with the Board. All enrollee premiums would be collected by the Board,
freeing plans from collection costs. Although Medicare law now allows private plans other
than HMOs, its reimbursements and regulations focus on local areas. PPOs and other types
of plans that often serve wider areas are unlikely to proliferate in Medicare under those
rules. Like the Federal Employees Health Benefits program, the premium support system
propesed by Senator Breaux and Representative Thomas is designed to encourage the full
variety of plans to serve Medicare beneficiaries.

The proposal envisions that Congress would prevent payment rates in the fee-for-
service plan from increasing to levels that would make its premium uncompetitive with
private plans. It would allow HCFA to manage its payments and contracts in areas where
its rates were uncompetitive.
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Trust Fund. The Breaux/Thomas plan would create a combined Medicare trust fund that
would include all three sources of funds: payroll taxes, premiums, and general revenue
contributions. Withoutfurther Congressional action, general revenue contributions would
be allowed to grow only as fast as program spending if they otherwise would exceed 40
percent of Medicare’s finances.

Other Items. The proposal would gradually raise the normal age of Medicare eligibility
from 65 to 67. Policies to soften the blow for affected beneficiaries could include adding
a new category of eligibility based on need and instituting a voluntary buy-in.” Direct
subsidies for teaching hospital would be carved out of Medicare; that funding would be
placed elsewhere in the budget.

The proposal would significantly remake the Medigap market to conform with the
combined Medicare program, to require Medigap coverage or prescription drugs, and to
allow varying degrees of coverage of Medicare coinsurance and deductibles. Although the
proposal does not address it, the transition policy to a remade Medigap market would be
very important, especially with respect to the newly-required prescription drug coverage.

Items Left on the Table. One item considered by the Commission, but not included in the
Breaux/Thomas proposal, was anincome-related premium. For implementation reasons,
the income related premium would have been retrospective, handled by or in conjunction
with the income tax system. Although that sort of extra premium would have a negligible
impact on beneficiaries' health care consumption, it was proposed for fairness reasons and
for the savings it would bring.

Alsoconsidered in the waning days of the Commission were extra subsidies forhigh
option plans. Those subsidies could have been included in the final premium schedule.
An extra subsidy of 10 or 15 percent of the average additional cost of high option plans
would have provided an additional incentive for beneficiaries to choose high option plans
without greatly affecting the market for employment-based supplemental coverage or too
greatly exposing the government to the fast-growing costs of prescription drugs.

Key Issues in the Medicare Commission

Premiums in Fee-For-Service and Private Plans. Some Commissioners expressed concern
that if HCFA and Congress could not control the cost of the fee-for-service plan,
beneficiaries in that plan could have higher premiums than under current law. That
concern is valid since the premium support system would put the fee-for-service plan in
direct competition with private plans. Although the average enrollee premium would be
pegged at 12 percent of standard option premiums under the proposal, there is no
guarantee that the fee-for-service premium will remain at 12 percent. Over time, if its
premium grew faster than those of private plans, its enrollees would pay more. That in
turn, would putconsiderable pressure onboth HCFA and Congress to keep its costs inline.

Over the next 25 years under current law, however, Medicare Part B premiums are
expected to rise to about 14 percent of overall Medicare costs (see Exhibit 3). The baby
boom generation will enter Medicare in large numbers beginning in about 2010. In their
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first 10 or 15 years on Medicare, the baby boomers will be heavy users of Part B
(outpatient) services, driving up Part B costs relative to Part A and raising the percentage
of overall program costs that the Part B premium represents.

Pegging the premium at 12 percent, therefore, will lower average beneficiary
premiums compared with currentlaw. Whether or not the fee-for-service premium would
be higher under premium support than under current law will depend on how well the
fee-for-service plan can control its costs.® In any case, because the fee-for-service plan will
hold a large market share for some time to come, premium changes relative to current law
would probably be very gradual. Thatshould give HCFA or Congress ample time tobring
fee-for-service payments in to line with those or private plans if fee-for-service premiums
would otherwise grow too fast.

Prescription Drugs. Some Commissioners decried the absence of large government
subsidies for prescription drug coverage. The Breaux/Thomas plan would create a viable
prescription drug benefit in Medicare, fully subsidized for the poor, and available to all
beneficiaries.

The proposal would explicitly subsidize drug coverage for the poor. In the short
run, that coverage would be provided through the Medicaid program. When the premium
support system was implemented, the coverage would be provided through special
subsidies for high option plans in Medicare. The new drug subsidies would probably
increase the participation in subsidies available under current law (for premiums and cost
sharing). Ultimately, all such subsidies could be combined into a generous premium
support schedule for low-income beneficiaries.

The Breaux/Thomas proposal does not explicitly subsidize drug coverage for those
above 135 percent of poverty. The Board would have the power, through risk adjustment
and negotiation with plans, to ensure that plans' high option offerings would be available
at a fair price. Therefore, additional subsidies would not be necessary to prevent risk
selection from driving up the cost of high option plans. Furthermore, large additional
subsidies could spur employers to drop retiree wrap-around coverage, which often
includes drug benefits. Although employer coverage for retirees will probably continue
to weaken, the Breaux/Thomas proposal would not accelerate that trend.

Financing. Since most Commissioners agreed that the merger of Parts A and B of Medicare
was desirable, the financing question boiled down to how best to create a combined
Medicare trust fund. (The Commission did not address the more fundamental question
of whether or not trust fund financing should be used for Medicare.)

Trust funds for entitlement programs are created more for political than economic
reasons. Economically, trust funds have little meaning. The entitlement alone determines
the government spending obligation, and dedicating certain revenues to that obligation
does not change the overall federal budget surplus or deficit. Furthermore, all Medicare
trust funds, current and proposed, are cash-flow funds. Their balances would not be
sufficient to pay benefits for much more than a year if their revenues ceased.

Politically, however, trust funds can send very important signals. A dedicated
source of revenue can reassure or comfort future beneficiaries. Dedicated revenues make
the program seem permanent-a social or generational contract. Trust funds can also add
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an important discipline against unrestrained program spending. The impending
insolvency of a fund signals the public and Congress that action must be taken.

For reassurance, trust funds work politically only if beneficiaries believe that the
government would not "spend” the "fund" on something else. For discipline, a trust fund
can only work if the consequences of the fund's insolvency seem serious. Whether or not
benefits would be paid without disruption must be murky enough that politicians and
beneficiaries alike think that insolvency should be avoided.

Currently, the Medicare Part A fund emphasizes discipline as muchas reassurance.
Its dedicated revenue is mostly from payroll taxes, which are not expected to rise as fast
as Medicare spending in Part A. The Part A fund is expected to go broke soon after the
baby boomers begin to retire. The Part B fund is mostly a comfort fund. Its sources of
revenue are splitbetweenbeneficiary premiums (25 percent) and general federal revenues
{75 percent). Since neither the premiums nor the general revenue contributions are limited,
both will rise indefinitely to match Fart B spending. The Part B fund cannot go broke.

The Breaux/Thomas plan is more of a reassurance fund than that current Part A
fund, sinceit would allow general reverwe contributions to grow at the same rate as overall
program costs, even after the 40 percent cap was reached. But it would impose more fiscal
discipline than the current Part B fund because, combined with payroll taxes and
beneficiary premiums, the combined fund could still run out of money.

All of the policies in the Breaux/Thomas plan would probably reduce the growth
of Medicare spending by about 1 percent a year-enough to squeeze another 4 or 5 years
out of a combined trust fund without additional taxes, premiums, or spending restraints.

The estimates are highly uncertain, however, and they are far from vital to the
Medicare financing debate. The question of the degree of fiscal discipline in a combined
Medicare trust fund should be answered politically-it is not fundamentally a economicor
estimating issue.

Estimates. The staff estimates of the Medicare Commission’s plan were based on the
assumption that spending in the unrestrained fee-for-service program (which would
determine Medicare spending under current law) would grow faster than the blend of fee-
for-service and private plan premiums that would determine Medicare spending under
premium support.’ Therefore the premium support plan would slow the growth of
Medicare spending. The estimated savings were roughly in line with those used by CBO
during the debate on health reform proposals thatwould have spurred competitionamong
health plans. Exhibit 4 shows the short-term cost estimate I prepared for the Medicare
Commission.

The estimates used CB(Y's projection for the growth of private health insurance
premiums as a guide to the likely growth of premiums for private plans under a premium
support system for Medicare. CBO assumes that competition among health plans, and
careful purchasing by the employers who arrange most private health insurance, will help
hold the growth of private premiums to a slower rate than that seen prior to the early
1990s. A premium support system in Medicare would create a competitive purchasing
environment similar to that expected in the market for private insurance for workers.

Inall probability, the fee-for-service plan will continue to hold a large market share
under premium support. In the absence of restraints in the fee-for-service plan, therefore,
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savings from the premium support system would accrue slowly. A modest sustained
reduction in the growth of Medicare spending, however, can compound to significant
savings for the program in the long-run.

HCFA's estimates of the premium support plan, which started from a more
optimistic (lower) baseline for fee-for-service and a more pessimistic (higher) baseline for
the growth of private premiums, showed less savings than the staff estimates in the long
run® Based on more aggressive assumptions about beneficiary switching behavior,
however, HCFA estimated that the shorter-run savings would be higher than those
estimated by the staff.

Some Commissioners argued that the estimates were too optimistic about Medicare
savings. In a sense they were disagreeing with other Commissioners who argued that the
premium support system would drive fee-for-service premiums above those of private
plans. The two effects-Medicare savings and the performance of the fee-for-service
plan-are directly linked. If private premiums fell below that of the unrestrained fee-for-
service plan under premium support, Medicare outlays would be reduced compared to
current law. If the fee-for-service plan found new ways to keep its costs in line with those
of private plans, then everybody would win. That, ultimately, is the goal of premium
support.

But even if the premium support system did not work to slow the growth of
Medicare spending and there were no savings, beneficiaries would be no worse off. The
fee-for-service system would still be in place, and its premiums would be no higher than
they would otherwise have been.

Perspective

The primary motivation for Medicare reform should be the search for value, not the crisis
in Medicare’s finances. For significant reforms to work, both political parties and most
people, working and retired, taxpayers and beneficiaries, must understand that the reforms
are valuable to them. Although economists preach against the undue hope for free
lunches, efficiency gains that would offer the hope for both better benefits and lower
premium and tax burdens are probably possible in Medicare. Efficiency gains in Medicare
could free up national resources for any number of important purposes.

The premium support system proposed by Senator Breaux and Representative
Thomas has the potential to unlock efficiencies in the fee-for-service plan as well as in
private plans. Fee-for-service beneficiaries in a competitive system, seeing the connection
between cost control and lower premiums, could prod HCFA to work more carefully to
control costs. Pressure from direct competition could aid HCFA's management, and
management successes would help build the political trust necessary for HCFA to gain
more and more flexibility from a skeptical Congress.

The Breaux/Thomas proposal can be viewed as a blueprint for a series of reforms.
The first steps should be moving the oversight of Medicare's private plans from HCFA to
the newly-created Board and launching the prescription drug subsidies for low-income
beneficiaries. The Board should then work with Congress and the Administration to
transition from the current system to premium support. That work would include
performing detailed studies of alternative bidding and payment adjustment techniques and
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building the logistical capability to run a premium support system. In anticipation of
greater administrative flexibility and responsibility, HCFA should begin searching for
high-option partners and reporting its plans for a more businessiike management of the
fee-for-service plan to Congress in detail. The specific legislative authority for the changes
could proceed in stages.

" The challenge for the Board would be to raise the comfort level of current and future
beneficiaries, HCFA and the Administration, Congress, health plans, and health providers
as the new system takes shape. Medicare is too important to reform in any but the most
careful ways; to meet the challenge, the preparations must be rigorous.

For further information about the Progressive Policy Institute or PPI publications, please
call or write:
Progressive Policy Institute
600 Pennsylvannia Ave., S.E.
Suite 400
Washington, DC 20003
Telephone: 202/546-0007
Fax: 202/544-5002

E-mail: info@dicppi.org
WWW: htip://www.dlcppi.org
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Endnotes

1

10.

Because the proposal contains few details, this paper is at best an interpretation, not a
definitive explanation.

Based on current projections, all of Part A and 75 percent of Part B would equal 88
percent of Parts A and B combined if the home health transfer (enacted in 1997) was
completed. If the projections changed prior to impl tation, the percentage could
change as well.

In areas where only the government-run fee-for-service plan operated, the beneficiary
obligation would be limited to the lower of 12 percent of the fee-for-service premium or

hied

12 percent of the national weig] age p

Although their final proposal does not mention it, I believe the authors' intention was to
eliminate the current-law limitation on the number of hospital days covered by
Medicare.

Private plans in Medicare generally have out-of-pocket maximum projections (stop-loss)
for covered services. That would be a requirement for high option plans under the
proposal.

To minimize disruption to current HMO enrollees, the level and type of geographic
adjustments initially would be similar to those anticipated under current law. For
illustrative purposes, the Commission used a 50-50 blend of historical fee-for-service
payments and an input price index. That was meant to approximate the level of
geographic adjustment in current law when provisions of the Balanced Budget Act of
1997 are fully implemented. Geographic adjustment for high option plans could differ
from those used for standard option coverage.

Although the buy-in was intended to be budget neutral, a budget neutral buy-in policy
may be impossible to devise. The cost estimates attached to the Medicare Commission's
proposals did not include the cost of a buy-in.

My simulations of fee-for-service and private premiums for the Medicare Commission
showed that with modest cost control in fee-for-service, premiums remained lower than
under current law. With no cost control, however, fee-for-service premiums would
exceed those expected under current law by 2020.

Staff and other estimates are available on the Medicare Commission's web site:
medicare.commission.gov .

For its estimates, HCFA's uses a baseline for Medicare spending that assumes the
growth of fee-for-service spending will slow in the future, even absent changes in
Medicare law. The Commission used two current-law baselines for fee-for-service
spending in Medicare: one more optimistic like HCFA's' and one that did not assume
the growth of fee-for-service spending would slow in the years ahead. HCFA's baseline
for private insurance assumes a growth rate of about 3 percentage points above the
growth of nominal GDP. The Commission used CBO's baseline, which assumed a
growth rate of one percentage point above GDP. That baseline was adjusted
proportionately to be consistent with either baseline for fee-for-service spending.
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Exhibit 2.
Premium Support Schedule
Annual Premium as a Enroliee
" Premium Percent of the Enrollee Share
(in dollars) National Avg. Share (in percent)
4500 79% 0 0%
4600 81% 0 0%
4700 82% 0 0%
4800 84% 0 0%
4900 86% 78 2%
5000 88% 156 3%
5100 89% 234 5%
5200 91% 312 6%
5300 93% 390 7%
5400 95% 468 9%
5500 96% 546 10%
5600 98% 624 11%
5700 100% 702 12%
5800 102% 802 14%
5900 104% 902 15%
6000 105% 1002 17%
6100 107% 1102 18%
6200 109% 1202 19%

Note: In this example, the National Weighted Average Premium
is about $5700
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Exhibit 3.

Average Beneficiary Premiums
(As a Percent of Medicare Spending)

Current Law

X

P —

Breaux/Thomas
Proposal (12%)

Percent of Medicare Spending
3

EICTIE T U S U 006 W U S0 0 T T T G 00 I O 0 T O 0 T O T U O N

1970 1975 1980 1985 1960 1995 2000 2005 2010 2015 2020 225 2030

Note: Part B premium under current law vs. 12 percent of national average under the Breaux/Thomas
proposal.
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Mr. SCARBOROUGH. Thank you for your testimony.

Ms. Arnett.

Ms. ARNETT. Thank you very much. How’s this? Can you hear
this OK? Hold it closer? Good.

Thank you, Mr. Chairman, Mr. Mica, for inviting me to testify
before your committee today.

My name is Grace-Marie Arnett; as you've said, I am president
of the Galen Institute. We focus on promoting a more informed
public debate over individual freedom, consumer choice, competi-
tion, and diversity in the health sector.

The Galen Institute also facilitates the work of the Consensus
Group, which is composed of about 20 other health policy analysts,
who have been meeting together since 1993 to promote public edu-
cation about free-market health reform ideas. We have a couple of
principles that we have developed on Medicare reform as part of
a longer statement, but basically we believe that the reform of the
Medicare system should expand private sector options for bene-
ficiaries. They should be able to either elect to participate in cur-
rent Medicare or to purchase health coverage or medical services
of their choice in the private competitive health sector.

We also believe that Medicare benefits should be defined in
terms of a dollar amount, rather than in terms of an open entitle-
ment to covered services.

We hope that these principles also might be useful in guiding the
congressional debate as well.

This morning I would like today to do two things: First, to do a
brief overview of why Medicare needs to be reformed, not only be-
cause of the future insolvency of the program, but also because of
restrictions being placed on today’s beneficiaries. And then I would
also like to talk about FEHBP as a model for Medicare reform.

In 1998, as you all know very well, Medicare spent $214 billion
to provide health services for 39 million beneficiaries. The bi-par-
tisan Medicare Commission was created because virtually every-
body in the policy community, economists and anyone who studies
Medicare, realizes that the current system is unsustainable as 77
million baby-boomers start to hit eligibility for Medicare.

The tax burden on today’s college students, if nothing is done to
change Medicare, would triple from the current 5 percent of gross
domestic product to 14 percent by the time they would retire.

As you mentioned in your statement, Mr. Chairman, Dr. Robert
Waller, who is the former head of the Mayo Clinic Foundation,
which runs the Mayo Clinics, had his staff count the number of
pages of rules, government rules, that his facilities must comply
with in order to treat Medicare patients. They counted 111,000
pages of Medicare rules and regulations. That’s three times more
pages than in the Federal tax system. It’s impossible for any physi-
cian or even an organization like the Mayo Clinic to know what is
in those regulations. It’s certainly impossible for any physician to
try to treat a Medicare patient and not fear they’re running afoul
of Medicare rules.

I'd like to offer a few examples of why Medicare is a bad deal
for today’s beneficiaries. Two years ago there was an article in the
Washington Post which reveals where a centralized, government-
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run health care program can lead. The lead of the news article—
this is not a commentary, it’s a news article—said,

People in hospice programs are not dying fast enough to satisfy Federal Govern-
ment auditors. Washington is conducting special reviews of hospice records and call-
ing for repayment of money spent under Medicare for people who live beyond the
expected 6 months that they had enrolled for hospice care. This get-tough policy is
part of the government’s Operation Restore Trust, a special program designed to
combat waste, fraud, and abuse in Medicare.

Apparently Federal auditors believe that Medicare patients who
are living too long represent waste, fraud, and abuse.

The waste, fraud, and abuse regulations, however, are having a
serious impact on today’s beneficiaries. Let me tell you a little bit
about a couple of doctors in Idaho trying to comply with these
111,000 pages of rules.

Dr. Kenneth Krell found himself targeted by Federal auditors
who came in and looked at 15 of his Medicare patient’s records.
And they found that Dr. Krell had overcharged Medicare by $2,355.
This was primarily a dispute over whether or not what he had
done either was medically necessary, according to the Government,
or whether or not he had coded it properly. The Federal agents
then multiplied that number by the number of Medicare patients
that Dr. Krell had seen in the whole year and charged him with
a bill of $81,390 as a fine.

He protested loudly, and apparently the Federal Government did
back down.

Three other doctors in nearby Idaho Falls were also the subject
of an audit, and they were told that the next time if they did not
do a better job of complying with Medicare rules, which they’re try-
ing very hard to comply with, that they would then be subject to
$10,000 fines for each one of their miscodings. They dropped Medi-
care patients altogether. Now patients in Idaho Falls have to drive
45 minutes to Pocatello to see a doctor.

Other doctors in Idaho—and I think Idaho is particularly worri-
some because there are not a lot of options, it’s a rural State—
other doctors are really considering dropping Medicare patients al-
together.

Section 4507 has also been of great interest to a lot of patients
because this provision prohibits individuals from privately con-
tracting from doctors if they’re on Medicare to receive medical serv-
ices. That’s been a big dispute. It’s really an example of what hap-
pens in government-run systems.

And finally, privacy intrusions. The Health Care Financing Ad-
ministration, as you know, is currently considering a rule that
would force 9,000 home health agencies to begin collecting very
sensitive data on their patients to make sure they are, in fact,
qualified for home health care. Everything from their daily habits
to their feelings of a sense of failure, thoughts of suicide, whether
they use excessive profanity. The home health agents are to write
these questions and answers down without necessarily consulting
with the patients. Then these answers become part of the patients’
permanent records, which are accessible to other government agen-
cies. These are the kinds of things, as you well know, that result
when doctors and hospitals and patients are subject to the Medi-
care regulatory system.
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This is the reason, I believe, that anyone who’s studied this pro-
gram in-depth winds up saying we’ve got to change this. This is not
sustainable. We’ve got to wind up with a better system. And the
system that Chairman Breaux and Congressman Thomas of Cali-
fornia, in consultation with the expertise of Jeff Lemieux, the Con-
sensus Group, John Hoff, and others, have come up with.

The plan that they developed is a solution that would put more
control in the hands of beneficiaries and less in the hands of bu-
reaucrats. Traditional Medicare patients receiving financial assist-
ance that they could use to purchase their own health coverage in
the private market is a much better solution. The premium support
model would move away from the current crushing system of price
controls, regulatory bottlenecks, and restrictions on coverage, to
give seniors much more choice in making their own health care ar-
rangements.

And the Federal Employees Health Benefits model really is a
proven model, and your committee deserves a lot of credit for con-
tinuing to operate a hands-off approach to really let competition
work in this sector. I will not go into the details again of the plan,
certainly Jeff Lemieux can present it much better than I, and my
testimony does describe this in detail.

I would like to enter into the record a statement that I read, ac-
tually after I'd produced my testimony, by Walt Francis, who used
to run the Federal Employees Health Benefits Program, who talks
a lot about the details on how you could transform Medicare into
a Federal Employees Health Benefits model. He said, I think inter-
estingly, in his statement that if Medicare as it’s currently con-
structed were offered as one of the options in the FEHBP today,
to nearly 10 million beneficiaries, it would have no clients, because
there are so many gaps in coverage, it’s so expensive, and it puts
people through so many unnecessary hoops. If it were competing
with other private sector plan’s customers, it would wind up not
having any.

Mr. SCARBOROUGH. Without objection we will put that statement
in the record.

[The information referred to follows:]
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The Federal Employees Health Benefits Program as a Model for
Medicare Reform
Walton Francis

The purpose of this analysis is to examine the Federal
Employees Health Benefits Program (FEHBP) as a potential model for
Medicare reform. 1Is the program a good model, a bad model, or
irrelevant? What Medicare problems might it solve, exacerbate, or
leave unchanged?

These questions are relevant for three reasons. First, it is
widely agreed that Medicare is both an antiquated and inadequate
insurance program, and likely to become insolvent in about a
decade. Second, the FEHBP is widely recognized as a program which
has not only performed well but also avoided many difficulties by
relying substantially on competitive choice among private sector
health insurance plans rather than legislative and bureaucratic
fiat for its evolution, design and workings. Third, the bipartisan
Medicare Commission appointed by the President and the Congress is
actively considering a “premium support” reform option proposed by
co-chair Senator John Breaux that is explicitly “patterned after
the Federal Employees Health Benefits Program ... that provides
health insurance for nine million federal employees, retirees, and
dependentg” (National Bipartisan Commissionl999b). Of course, this
is not a new idea. The first Medicare proposal modeled
substantially after the FEHBP came from Alain Enthoven (Enthoven
1980) . Professor Enthoven’s proposal, which was remarkably similar
to that now proposed by Senator Breaux, had an even catchier title,
“"Freedom-of- Choice”, referring to the proposal’s empowerment of
beneficiaries to choose plans with lower premiums or better
benefits, or both. More recently, Stuart Butler and Robert Moffit
of the Heritage Foundation made a similar proposal (Butler 1995),
as did the American Medical Association (AMA 1995).

The analysis proceeds as follows. First, it describes the
workings of the FEHBP in some detail. Second, it provides
information on overall FEHBP performance, particularly compared to
Medicare. Third, it provides suggestions for design features of
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the FEHBP that should be considered, or avoided, in reforming
Medicare. For example, plan by plan flexibility in benefit design
has been crucial to FEHBP success. Variations in benefits among
plans provide a crucial dimension ({(along with cost competition and
service quality) both in meeting short term consumer needs and in
providing long term dynamic reforms. Freezing benefits in a “one
gize fits all” design that can only be changed by the political
process is one of Medicare’s greatest weaknesses. This flexibility
has come at some cost in risk selection, but there are features
that could be added to the FEHBP that would reduce undesirable risk
selection. (As I argue belcow, having consumers pay extra for
better benefits and sorting themselves into plans that provide
particular benefits is in most respects a desirable form of risk
selection.)

What the FEHBP model alone cannot do is provide a rescue from
the seemingly inexorable dynamics of more Americans turning age 65,
increasing longevity among the elderly, and technology-driven
medical care costs that seemed destined to increase in perpetuity
faster than the overall price level. The FEHBP model depends on
and cannot perform better than the underlying wmedical care market.
Of course, it can influence that market to perform better and save
a great deal of money in the process. But if the underlying costs
continue to grow exponentially, then no reform model can deliver a
complete solution to the long term problem.
In this analysis the term “beneficiary” is generally used to

describe a Medicare enrollee, consistent with long-standing usage.

“Traditional Medicare” is used to describe the current fee-for-

service program.

Rhetoric and Reality. In the past and present debate over Medicare
reform there are deeply held positions that resonate to varying
degrees for or against the idea of using the FEHBP as a model. For
example, five years ago one opponent was quoted as saying that
allotting a lump sum to each Medicare beneficiary and having them
negotiate with insurance companies would be “throwing people to the
wolves” (Firman 1995). 1In the rhetorical debate, “defined benefit”
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is seen as generous and preserving guarantees, “defined
contribution” as a mean-spirited attempt to increase the cost
burden on the elderly over time, “vouchers” as a symbol of
unconstrained competition, etc. Presumably Senator Breaux uses the
term “premium support” to describe his plan as a way to avoid some
of this baggage. ©Of course, no terminology can avoid the
underlying reality that someone has to pay for the ever-burgeoning
cost of Medicare.

As discussed in detail in various sections below, the FEHBP
model is essentially neutral in the context of this debate. It is
compatible with benefit reductions and increases in beneficiary
premiums and cost sharing, or with benefit increases and reduced
beneficiary premiums and costs. ' For example, the model provides
one way to introduce prescription drug coverage into Medicare. Who
bears the primary burden of that benefit increase is a function of
premium design and payment sharing. The FEHBP model also provides
a way to modify cost sharing by beneficiaries in a relatively
painless and gradual way. Specific design choices would determine
whether on balance the reformed program would be relatively more or
iess generous to each of the various parties involved--payroll
taxpayers, income taxpayers, beneficiaries, private sector pension
plansg, States (as Medicaid payers of premiums and deductibles for
low-income elderly), and providers.

The essential point is that the FEHBP model involves a
potential opportunity to reduce the costsg to all affected
interests, IF it succeeds in improved cogt reduction over time.
Thus, it is potentially a “win-win” approach from the perspective
of all participants.

The FEHBP--How it Works
Background. The FEHBP is unique among government health insurance
programs in relying primarily on the private market for almost all
of its functions, including many “policy” decisions on benefits
design and coverage. This is because it is an accidental program.
During World War II, private employer health insurance grew
rapidly because the government’s wage control program exempted
health insurance from its strictures. But the Federal government
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itself eschewed using this loophole for its own employees, and a
range of insurance plans sponsored by unions and employee
associations grew up to £ill this void. By 1958 the Executive
Branch decided to act, and initially proposed a system undexr which
the Federal government would determine benefits and payments in a
single fee-for-service plan that all or most employees would join.

This proposal was modeled after large employer practices of the
time. However, unions and employees did not want to abandon their
own plans, and the Congress responded. A compromise was reached
under which existing plans would be “grandfathered” and compete
with two “government-wide” plans in an annual Open Season (Anderson
1971) . New HMO. entrants would be allowed--a prescient decision--but
new fee-for-sexrvice entrants would not be allowed. (In 1980, the
Congress enacted a time-limited opportunity for new fee-for-service
plans affiliated with unions or employee organizations to join. Of
the half dozen that accepted this offer, only one survives today.)}

To allow multiple plans to co-exist, the annual Open Season

had to be invented to allow employees to switch from plan to plan
and, in a deliberately planned invitation to zrisk selection, from
“high” to “low” (now called “standard”) options within the same
plan. For Open Season to offer a real choice among plans, pre-
existing condition exclusions are banned. In the FEHBP, any
employee or annuitant, no matter how ill, may join any plan. It is
Open Season competition which forces plans to respond to consumer
preferences for benefits, service, and economy.

The Mechanics of the Program. There are about 300 health insurance
plans that participate in the FEHBP. Most of these are HMOs that
cover self-defined geographic areas (e.g., southern California,
eastern Ohic, metro DC). In 1999, every Federal employee or
annuitant can choose from about a dozen fee-for-service/PPO plan
options and most c¢an choose from almost two dozen options,
depending on the number of local HMOs. For example, there are 11
HMOs serving the DC metro area, 10 serving New York City, and 10
serving Los Angeles. In contrast, there are no participating HMOs
serving Alaska or Wyoming, and only one serving Montana or South
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Dakota (Francis 1998).

Choices include nationwide plans sponsored by Blue Cross/Blue
Shield and by unions and employee associations, such as the
American Postal Workers Union (APWU), Mail Handlers, and the
Government Employees Hospital Association (GEHA); and almost 300
HMOs, such as the Aetna US HealthCare and Kaiser plans. The
nationwide plans are all nominally fee-for-service, but in fact
virtually all of them have evolved into preferred provider (PPO)
plans over the last decade. Employees are free to join most union
and association plans, regardless of their agency and whether they
are General Schedule or Postal employees. At most they must pay
annual dues, which are generally near $30. However, some plans
restrict enrollment. For example, the SAMBA plan is open only to
FBI and other law enforcement agents, and the CIA, Foreign Service,
and Secret Service plans are similarly restricted. There are
almost 3 million covered employees and over 1 1/2 million covered
annuitants, for a total of 4 1/2 million contracts. .Taking into
account dependents, there are some 9 million covered lives.

Employees are free to switch plans during the annual Open
Season, scheduled from November 9 to December 14 in 1998 and .in a
similar period each year. They are also free to switch among plans
at certain other times -- for instance, if they marry or move out
of an HMO’s service area.

Many employees and annuitants are enrolled in plans that are
much more expensive than average. In each Open Season almost all of
these persons will be able to reduce premium costs while
maintaining or even improving benefits. However, most of these do
not change plang, and overall only 5 per cent of enrollees switch
plans in most open seasons.

Implementation. The Office of Personnel Management (OPM) sets
financial, administfativé, and benefit terms and conditions for

- every plan participating in the program. Most of these standards
are informal and subject to negotiation. For example, its annual
“call letter” in 1997 OPM asked insurance companies to expand
mental health benefits consistent with recent legislation and to go
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even further to achieve full parity with physical health benefits.
Most plans improved benefits, but none promised unfettered parity.
After negotiation in the summer, insurance companies and OPM agree
each year on contracts setting forth both benefits and premium
costs.

The mechanics of enrollment are handled by hundreds of
government personnel offices for active employees, and by OPM
directly for annuitants. New hires and employees or annuitants who
change plans fill out a 8imple one page form. Agency payroll
computers and OPM’s retirement computer are programmed to deduct
the correct amount for each plan. Payments for both employee and
government share are transferred electronically to OPM for payment
to plans. Annuitant procedures are handled almost entirely by
mail, but OPM maintaing an “8007 number for annuitants, provides a
comprehensive World Wide Web site for all (www.opm.gov/insure), and
publishes an annual Guide for employees (OPM, 1998)

The program relies on a number of strong mechanisms to protect
enrollees: clear and complete descriptionsg of benefits and
limitations, Open Season, use of plans that are available in the
open market and not limited to Federal enrollees, and an
independent appeal process.

OPM Role. The Office of Personnel Management operates in a
fiduciary capacity in administering the program. Its antenna focus
on a wide range of issues including: status of the trust funds,
status of government and plan reserves, trends in the health care
market that affect either plans or enrollees, effectgs of plans’
benefit decisions on future premiums, and, for each plan:
financial viability, overall actuarial value, general benefit
structure, specific benefits of special concern, general
competence, clarity of brochures, and appeal procedures and their
adequacy. )

While there are some matters, such as brochure design, on
~ which OPM insists plans meet specific standards, in general OPM
operates in a management “by exception” role. If a plan is not
doing something drastically wrong, OPM‘s role is passive and
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accepting. Plans are presumed to understand that their decisions
on premium, benefits, and services affect their ability to attract
enrollees, and that their competitive position is at risk. OPM is,
in essence, a referee with limited responsibility.

OPM administers the program with approximately 150 government
employees, compared to the many times larger numbers involved in
managing comparable functions in Medicare, TriCare/Champus, and
Medicaid (counting State employees). Interestingly, almost half of
the OPM effort is devoted to processing appeals of plan coverage
decisions, rather than overall policy setting and direct
administration. This, of course, is largely made possible by the
decentralization of decision-making to plans and enrollees.

Premiums. The total premium for each plan for a given calendar year
ig calculated from the estimated costs for that year, as forecast
by the plan and reviewed and agreed by the government in. the
preceding summer. There are no controls or limits on this estimate,
except various reasonableness standards. For community rated
plans, the government asks that the plan give the government the
best group rate available to any employer. All the fee-for-service
plans, and some HMOs, are experience rated. Experience rating
covers about two thirds of all enrollees.

The government pays a set amount toward the total premium of
each participating plan, based on a percentage of the weighted
average premium for all plans estimated for the ensuing plan year.

As a consequence, as costs rise or fall, the government
contribution rises proportionally. For calendar 1999 the maximum
government contribution amount is about $1870 annually for a self
only enrollment, and $4170 for a family of any size. The enrollee
pays the rest. Under standard economic theory regarding employee
compensation, of course,.the enrollee pays the entire amount. The
“government share” is a fiction with one practical effect: the
government share is paid in tax free dollars and the enrollee share
in before tax dollars.

More precisely, for General Schedule (GS) employees and
retirees, the government pays 75 per cent of the total premium cost
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up to a maximum contribution at the amounts above. Thus, a plan
with a total premium cost of $2400 for self only would have a
government contribution of $1800, and the enrollee would pay $600.
For a plan with a total premium cost of $3600, the government
would pay $1870 and the enrollee would pay $1730. ({The great
majority of Federal employees are General Schedule or come under
that rate. However, Postal Serxrvice and FDIC employees get more
favorable cost sharing, and some eligibles such as former employees
must pay the entire premium.)

The premium contribution is calculated as a percentage of the
average premium for all plans. Thus, the $1870 maximum contribution
reflects a program-wide average premium of about $2600 for a self
enrollment.

Enrollee share of premiums varies widely. In 1999, the GS
employee share of the annual premium ranges from about $500 to over
$3,000 for individuals, and from about $1,000 to over $6,000 for
families. What explains these vast premium differences?

First, plans vary in the kinds of enrollees they attract. The
plans with smaller coinsurance and deductibles or larger provider
networks tend to attract families who expect higher expenses. These
plans face higher costs that have to be made up by higher preﬁiums.
Premiums reflecting these higher costs exceed the value of the
benefits compared to plans that attract lower risk enrollees
(Merlis 1999). Risk selection has been substantial in some
fee-for-service plans, as discussed below. However, it has
generally not led to a “death gpiral” and some plans have
maintained their enrollment at substantial levels despite having
premiums significantly higher than other competing plans with
similar benefits. For example, the Blue Cross High Option plan,
traditionally viewed as the “Cadillac plan” in the system, had
enrollment of about 90 thousand persons (mostly aged) in 1998
compared to 13% thousand five years earlier. During these years
the premium cost to these enrollees was $1000 or more higher than
the premium for the almost equal benefits in the Standard Option,
which has many younger enrollees.

Second, plans differ in the benefits they offer. Variations
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include coverage of different expenses, coinsurance, and
deductibles. Some deductibles apply to all services. Others apply
only to hospital or prescription drug costs. Some plans have three
deductibles. Some of these benefit variations have a major effect
on the value of a plan's benefits and some do not. For example, the
lifetime maximum payment in some plans has no little real effect as
long as employees are allowed to switch plans every year.
Deductiblesg have an almost dollar for dollar effect on plan
premium. By and large, benefits are very similar on an actuarial
basis. For example, the worst HMO in the DC area reimburses about

88 percent of medical and dental costs; the best about 95 percent.

For national fee-for-service/PPO plans, the range is about 74
percent to 88 percent {Francis, 1999). Excluding the two outliers

in each group, the range is under 10 percent.

Third, plans vary in how well they manage health care costs. A
well run HMO may be able’to reduce the frequency and length of
hospital stays by 25 percent or more compared to traditional fee-
for-service insurance. Plans vary in their effectiveness in
bargaining with providers. And cost sharing creates incentives to
reduce waste. Large deductibles discourage unnecessary visits,
while 100 percent reimbursement encourages overuse of ~“free'’
services. Also, plans with deductibles achieve a saving because the
time and trouble to file claims for expenses just a little bit
above the deductible may discourage enrollees from applying for
them. Reflecting both risk selection and plan management, fee-for-
service plans have a self only total premium for 1999 averaging
about $2720; in contrast HMOs average only about $2330, a $400
difference (Francis, 1999). The total cost difference is even
greater, since most HMOs have no deductibles.

Last, the government's formula for the share of the total
premium it will pay magnifies the percentage differences in what
enrollees pay. The enrollee pays all of the cost of any premium
_ amount above the government's share. This employee share is far
higher for the more expensive plans. For example, in 1999 the total
premium cost of the Blue Cross High Option for self-only is about
$3,530. The government pays the maximum contribution of about
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$1,870 for GS employees and enrollees pay the extra $1,660. In
contrast, under the Blue Cross Standard Option enrollees pay only
about $720 after the government contribution.

Thus, enrollees pay modestly for insurance from a well run
plan, but pay more for a plan's inefficiencies, its unusually
generous benefits, or its large share of high risk enrcllees. The
ability to switch among plans gives enrollees a major tool for
obtaining the best deal. Some of the difference reflects more
intensively managed care in HMOs; some of it reflects relative age
of enrollees (Merlis, 1999). According to unpublished OPM data,
the average age of enrollees in HMOs is about 45 years; in fee-for-
service/ PPO plans about § to 9 years older (Thorpe, 1999
forthcoming) .

Premium Management. Each year's government premium contribution is
determined by the bids of all participating plans for that same
year. OPM generally accepts these bids. After all, each plan must
decide on the optimal bid taking into account not only its costs
and potential profits, but also its price in competition with other
plans’ likely bids. And OPM requires that each plan’s premium.
either reflect the actual experience of covered enrollees adjusted
for expected changes or, in the case of most HMOs, reflect the best
“community” price that the plan offers any employer. However, a
number of factors influence OPM decisions to intervene selectively
in benefit and premium proposals from the plans.

First, if there is a question of financial viability of a plan
(a not infrequent issue), OPM has an interest in assuring that the
plan remains solvent at least for the contract year. In some
cases, this has led the plan to propose, and OPM to accept,
premiums that are not actuarily “fair” but that assure solvency
until the plan exits the system.

Second, OPM has an interest in keeping premiums low, both on
behalf of enrollees (a fiduciary goal) and on behalf of the Federal
budget. For example, since the Blue Cross Standard Option plan
accounts for about 40 per cent of total enrollment, its bid
accounts for 40 per cent of the weighted average in determining the

10
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overall premium for the current year. If Blue Cross adds a $10
item to its benefit package, then to a first approximation this
will have about a $13 million dollar effect on next year’s
government contribution ($10 X 4.5 million enrollees X 42 percent X
72 percent). A $10 benefit reduction will save an equal amount. In
contrast, the decision of an HMO with 1,000 enrollees to add a $1¢
item is inconsequential. As a result, OPM has a strong incentive
to *meddle” in benefit decisions for the larger plans, despite the
fact that enrollees pay all marginal costs once the government
contribution is set. Moreover, “fairness” virtually forces OPM to
treat plans equally in what it allows, encourages, or prohibits.

Third, OPM has an interest in promoting good benefits for its
employees. In the past, a number of fee-for-service plans had
grossly inadequate prescription drug coverage. Over time, OPM has
pressured the less adequate plans to improve coverage. This has
premium implications and, hence, budgetary implications for both
the Federal government and enrcllee wallets. OPM isg thus in the
position of trading off competing objectives--frugality and
beneficence.

Another implication of the FEHBP methodology arises from the
‘fact that as plan costs change for existing benefit packages,- there
is a dollar-for-dollar effect on govermment costs. If Blue Cross
and every othexr plan keeps its existing benefit package intact, but
its payments to providers rise by 5 percent, then next year’s total
premium, government contribution, and employee share will all rise
by 5 per cent. Thus, each year’s premiums, and allocation of
costs, is driven by the health insurance market. 1In this respect,
OPM is a passive price taker--getting the best deal that it can,
but like any other purchaser accepting the dictates of a more or
less competitive market.

Benefits. All plans must offer a solid core of comparable benefits.
In contractual bargaining, OPM seeks to limit variations in the
- actuarial value of plans. But on the margin, benefits are not
identical among the plans. For example, most fee-for-service plans
have a deductible of several hundred dollars. Most HMOs have no

11
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deductible at all. ' Thus, a given employee premium for most HMOs is
a considerably better dollar buy than the same premium for a fee-
for-service plan. There are numerous other benefit differences.
For example, only some plans provide mail order prescription drugs,
chiropractic coverage, or dental coverage. Almost all fee-for-
service plans now vary benefits depending on whether preferred
providers are used.

The statute governing the FEHBP contains only one paragraph on
benefits, which simply states that plans must cover hospital and
medical costs (prescription drugs are not mentioned). Health
policy analysts accustomed to hundreds and hundreds of statutory
and regulatory pages exhaustively describing the minutia of
Medicare benefits are often perplexed. What assures that each plan
will in fact cover major types of benefits adequately and without
significant loopholes? There are several answers. First and
foremost, the plans themselves do not operate in a vacuum. They
are ongoing businesses in an environment in which health insurance
plans typically cover (for example) hospital costs without
significant exceptions or loopholes. They are subject to OPM
stewardship. And they are subject to market pressures. A plan
which significantly departed from the kinds of benefits expected by
enrollees and available in other plans would rapidly lose
enrollment. Short run gains from benefit loopholes or reductions
are possible due to the inertia of some enrollees, but over time
the plan could not survive.

Interestingly, FEHBP benefits have significantly improved over
time. From 1983 to 1992, estimated out of pocket costs for self
only enrollees in HMO plans went from 22 percent to 12 percent of
total medical and dental cost, and in fee-for-service plans from 33
percent to 22 percent (Francis 1993a and 1993b). Since then,
benefits have improved even further, particularly for enrollees
willing to use preferred providers. For example, in 1992 the Blue
Cross Standard Option, then as now the largest plan in the program,
required enrollees to pay for outpatient care 25 percent of usual,
customary and reasonable charges after a $250 deductible. In 1999,
a reformed Blue Cross Plan requires enrollees to pay only $12 after

12
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a $200 deductible, no matter how high the usual charge, provided
that they use preferred providers. Taking into account inflation,
this is a substantial benefit improvement. (However, enrollees who
do not use preferred providers can in some cases pay half or more
of the provider’'s charge). HMO benefits have improved less because
they were so good to start.

A crucial aspect of benefit variation is that it allows plans
to experiment, and evolve over time. Thus, in designing
prescription drug benefits plans are free to use almost any
combination of a wide range of policy instruments to hold down
costs while meeting the market test of consumer acceptance. These
include whether or not to have a drug deductible, how high the
deductible, whether to use coinsurance or copayment, rate of
coinsurance or amount of copayment, whether to use a formulary that
reimburses more for drugs the plan believes to be more cost-
effective, whether and how much additional copayment to charge for
name brand drugs, how wide a range of pharmacies to designate as
preferred providers, whether or not to use mail order, and how much
financial incentive to provide to use mail order. These benefit
structures change over time in each plan as the prescription drug
market evolves, as consumer expectations change, and as experience
accumulates.

Similar but fewer variables are used for hospital, medical,
and other experiences. For example, each plan decides whether or
not to charge a separate hospital deductible, how high is the
deductible, and whether to waive the deductible for admission after
an accident. Some plans charge coinsurance for hospital stays,
some do not.

The setting of these deductibles and coinsurance rates is
tied, in turn, to decisions on where to set the catastrophic stop-
loss limit. Where the catastrophic limit is low, the plan is more
likely to be willing to impose charges on hospital visits, because
the enrollees’ cost exposure is limited.

Reimbursement. Nothing in the FEHBP law or regulations prescribes
any particular method of reimbursement. Historically, HMOs have
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tended to use capitated approaches to both inpatient and outpatient
care, and they continue to do so. Fee-for-service plans used to
rely primarily on “usual, customary, and reasonable” methodologies,
and in some cases on surgi-schedules and other fee schedules that
were not negotiated with physicians or providers (i.e., the plan
would pay $500 towards a particular procedure, and the patient
would pay the remainder of the bill, however high). Today, fee-
for-service plans rely primarily on negotiated fee schedules with
providers and physicians, similar to those used by HMOs. Both
historically and at present, there has been no uniformity across
plans in any of these payment methods. Plans simply cut the best
deals they could, in the context of the health cére marketplace as
it existed each year. Both fostering and relying on the growth in
capitation and discounting in the private market, the FEHBP has
evolved with the managed care revolution of the 1990s.

Provider Access. The FEHBP has no requirements as to the terms and
conditions each plan sets for deciding which providers to allow to
participate at all, or to reimburse, and at what rate.
Historically, the Blue Cross plang have paid better for
“participating” providers who agree to accept a fixed rate set at a
lower level than many would otherwise charge. More recently, it
" has added “preferred” providers who accept an even lower rate
(about one-half of physicians, hospitals, and pharmacies are
“preferred” under Blue Cross). Meanwhile, reimbursement to the few
providers who are neither preferred nor participating has been
reduced and relies on a parsimonious fee schedule (borrowed, as it
happens, from Medicare). HMOs, of course, have historically used
several models, including employee providers, affiliated group
practices, and individual practice associations. The numbers and
kinds of arrangements are almost as diverse as the number of plans.
Point-of-gervice or “opt-out” arrangements have been encouraged by
.OPM in recent years, but fewer than one in ten HMOs have adopted
these.
Decisions on provider access are obviously inextricably
connected with reimbursement decisions, and also with benefit
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design decisions. For example, the decision on whether to use mail
order pharmacies, and if so with what preference structure, has
been of intense concern to both providers and patients,
particularly those elderly accustomed to a Medicare cooxdination
benefit allowing 100 percent coverage of drugs at local pharmacies.

Several years ago, the decision of Blue Cross to add a
preferential mail order benefit created great controversy. In
'fact, the State of Maryland went so far as to enact a statute to
prohibit discounts for using mail order drugs. This statute has no
effect on the FEHBP Blue Cross plan, since this plan is exempted
from state regulation by OPM, but forced the Kaiser plan
headquartered in Maryland to end reduced copayments for its mail
order program (OPM requires HMOs to meet state mandates in the
state in which they are headquartered).

Geography . Almost all the fee-for-service plans operate
nationally, with a single premium. The HMOs all operate locally,
typically covering a metropolitan area, but sometimes a gubstantial
number of counties or an entire State. The statute does not allow
any geographic distinctions in premiums. Thus, the government
contribution is the same everywhere, in both “high cost” and “low
cost” areas. This seems odd to those who believe that there are
large differences in health care costs by geographic area. In
fact, it is arguably a major strength. When FEHBP premiums are
averaged across all plans in a service area, it turns out that
there is no major difference in the cost of providing HMO care
among most parts of the country (Schmid 1995). What differences
there are may reflect the strengths and weaknesses of those plans
that are relatively dominant in particular areas (e.g., Harvard in
the Boston area, Group Health Coop in the Seattle area) as well as
competitive pressures (premiums are somewhat lower than average in
major cities with many HMOs, such as New York, Chicago, and DC).
Ag a consequence, geographic distortions of consumer decigions are
relatively attenuated, and arise largely because the fee-for-
service plans are not allowed to vary premiums by gecgraphic area
{Thorpe 1999 forthcoming). As a result, the FEHBP has avoided the
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major geographic distortions that have plagued the Medicare program
and dominated the “distributive politics” of Medicare (Vliadek 1999)

Costs. The essential mechanism used by the FEHBP to control cosgts
is market competition. The program, while large in its entirety,
is not large enough in market share to rely on monopsony power in
most of the United States. Furthermore, cost controls (e.g.,
procedure by procedure limits on payments, as used in Medicare),
would be antithetical to the nature of the program. If, for
example, a particular method were prescribed by payment for
prescription drugs, then most of the flexibility in benefit
decision and evolution of benefits would be taken away.

There are both short and long run implications of relying on
market forces. The long run is addressed below in comparing
performance to Medicare. As to the short run, there is dramatic
evidence of the effects of a competitive season. Each fall, OFM
publishes the enrollment-weighted
average premium for the forthcoming year, using the assumption that
enrollment remains the same. During the Open Season, enrollees
change plang, some selecting more expensive plans but on balance
switching to relatively lower cost plans. The results show almost
a 1 percent saving on average during each Open Season:

[Year Before Open Season|Open Season Result |Difference
1994 3.0% . 12.7% -.3%
19385 -3.4 -3.9 -.5
1996 .4 ~.2 “.6
1997 2.4 3.1 +.7
1998 8.5 5.4 -3.1
Average 2.2 1.4 ~.8
_Source: OFM enrollment and premium data (Francis 1999). A similar calculation

using a slightly different methodology appears in National Bipartisan Commission
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1999a.

In earlier years, when insurance costs were rising much
faster, Open Season savings were even larger. In theory, such
effects might reflect risk selection rather than real savings, with
migration each year tending to raise premiums in the next. 1In
fact, risk selection effects are minimal, as shown by inspection of
migration patterns and the long term analysis below. Also,
savings from plan switching behavior might be much larger if the
underlying premium formulas provided greater rewards to enrollees.

In practice, the government usually recoups 75 percent of the
premium difference when a lower priced plan is selected,
particularly for self enrollments. (This issue is analyzed in
detail in Thorpe, 1999 forthcoming). Also, plan switching behavior
is attenuated because about one-third of enrollees are annuitants,
and most of these on Medicare. Special Medicare wraparound
benefits allow enrollees who have both Parts A and B and who select
ore of geveral reasonably priced fee-for-service plans {but not
HMOsg) to have 100 percent coverage for all medical expenses,
including prescription drugs, with no preferred provider
restrictions of any kind. Thus, these enrollees are largely
insulated from the cost-benefit calculus faced by employees.

Comparative Medicare and FEHBP Performance

Over time, the FEHBP, viewed as an insurance package, has
dramatically outperformed Medicare. Overall program costs,
benefits to enrollees, administrative costs, and complexity have
all been visibly superior. Risk selection is more problematic.

Cost Performance. As to program costs, the program consistently
surpasses Medicare. Using simple 10 year rolling averages to
éompare, the program’s rate of increase in average benefits paid
per enrcllee is around 1 percentage points less than Medicare,
depending on the comparison period selected:
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Sources: The Green Book, United States Budget and OPM and HHS enrcllment data
{Francis 1999). The National Bipartisan Commission has made a similar
calculation which differs in periods selected and perhaps in methodolegy
{National 1999%a} The Commission’s calculation also shows the FEMBP outperforming
private sector employers, but not outperforming the most similar competitive
program, operated by the State of California for its employees.

The earlier calculation, covering the period 1886 through
1995, reflects years when Medicare had just implemented the
prospective payment system for hospitals. Medicare was, according
to the Congressional Budget Office and the Prospective Payment
Assessment Commission, paying hospitals well below actual cost, and
shifting hospital costs onto private sector plans, including those
in the FEHBP (see Francis, 1993a). Also, both plans and OPM
overestimated future cost increases in the early 1990s and raised
premiums too high (excesé revenues went into trust fund reserves).

The later calculation, covering the period 1990 through 199%
estimated, reflects years during which the FEHBP ra&ically shifted
towards managed care, with HMO enrcllment reaching 40 percent for
employees, and preferred provider enrollment rising from near zero
to almeost all remaining employees {(but not annuitants on Medicare) .

During all these years three major trends have affected
results, one favoring the FEHBP and two favoring Medicare. First,
the number of expensive Federal annuitants over age 65 who do not
have Medicare coverage has been falling significantly as the oldest
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cohort of retirees dies (Medicare did not cover Federal employees
until 1983). Second, FEHBP plans have significantly improved
benefits, while Medicare. has not. Third, the Federal work force
has aged substantially, probably by several years on average.
Despite the adverse effect of the latter trends on cost
containment, the FEHBP has overcome Medicare’s monopsonistic
advantage and greatly reduced the rate of cost increase.

Clearly, some of this better performance reflects one-time
savings accruing from the conversion to managed care. If, as some
believe, managed care has reached the limit of possible savings,
then the difference between the two programs would be expected to
narrow over time. If, however, managed care plans continue to
realize additional savings through improved service delivery (e.g.,
large case management), efficiency (e.g., switching to generic
drugs), and payment policies they select, programs like the FEHBP
may have a semi-permanent and increasing cost advantage over
relatively unfettered fee-for-service medicine as practiced in
Medicare.

Benefit Performance. As to benefits, it is hardly fair to make the
comparison. Traditional Medicare remains a relic of insurance
design vintage 1960, with an artificial distinction between in- and
out-patient care, an antiqu