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ealth care reform is at the top of the nation’s domestic policy

agenda, and numerous reform hills have been introduced in

Congress. Each reform proposal takes a somewhat different ap-

proach to containing costs and providing insurance coverage to
more people.

A key concern in the debate on health reform is how individual reform
proposals might affect future national health spending. Congress and
others have looked to a variety of individuals and organizations (for ex-
ample, the Congressional Budget Office, the Administration, and pri-
vate consulting firms) for estimates of how different reforms could affect
future national health expenditures. The key assumptions and methods
that underlie the estimates published by these groups are not aways ob-
vious to people who may wish to understand or question them, including
the analysts' clients,

This OTA report looks behind the published estimates to examine
analysts' approaches to estimating future national health expenditures.
In particular, the report appraises the analysts estimates of the potential
effects of four provisions that may be key to modeling aternative re-
forms (government cost controls, managed competition and increased
HMO enrollment, coverage for uninsured people, and administrative
streamlining). The report compares assumptions in these areas to evi-
dence from available research. The report also draws policy implications
for congressional consideration.

The request for this report came from the members of the Technology
Assessment Board (see inside front cover) and Senator Ted Stevens.

Numerous individuals, including an advisory panel chaired by Joseph
Newhouse, assisted OTA in the development of this report. OTA grate-
fully acknowledges the contribution of each of these individuals. As
with all OTA reports, the final responsibility for the content of the report
rests with OTA.
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| mplications

ealth care reform is at the top of the nation domestic

policy agenda. With nationa health expenditures contin-

uing to grow faster than inflation and with an estimated

37 to 38 million Americans without health insurance,
Members of Congress and others have proposed a wide variety of
approaches to reform the delivery and financing of health care. A
key concern in the ensuing debate is how various proposals would
affect national health expenditures. **

As shown in figures 1-1 and 1-2, in the absence of reform, na-
tional health expenditures, now estimated at over $900 hillion
(approximately 14 percent of gross domestic product (GDP)),
have been projected to continue to climb to $1.7 trillion (approxi-
mately 18 percent of GDP) by the year 2000. To estimate what
impact the different proposals would have on nationa health ex-
penditures, Congress and others have looked to quantitative anal-
yses. Such analyses have been performed by the federal
government (e. g., the Congressional Budget Office, the General
Accounting Office, and the Clinton Administration), by private
consulting firms. and by individual academics. Table 1-1 depicts
changes in national health expenditures projected under health re -

' The Department of ticalthand Human Serv Ices defines national health expenditures
as the nation’s total private and public spending. for adefined but broad set of health ser-
~ces and supplies, and the med ical research and construction of medical facilities
associated with providing those health services and supplies.

2 Public policy makers are also concerned about the impact of alternative reforms on
the federalbudgetand the budgetdeficit. OTAw 1 examine analy sts” approaches to esti-
mating tederal budgetimpacts in a forthcoming background paper (1 92).

Summary
and
Policy




2 | Understanding Estimates of National Health Expenditures Under Health Reform

FIGURE 1-1: National Health Expenditures,
Nominal and Real Dollars, 1960-2000

2000 Billions of dollars

Actual Projected

-&- Nominal dollars

-0~ Real dollars (1990)
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1,200

800

400 -

1960 65 70 75 80 85 90 952000

SOURCE " Office of Technology Assessment, 1994. based on data from
Letsch, Lazenby, Levit et al. (86), and Burner, Waldo, and McKusick
(17). Full citations are at the end of the report

form in the currently available analyses known to
the Office of Technology Assessment (OTA).3

A 1993 OTA study entitled An Inconsistent
Picture reviewed the quantitative estimates of
several impacts of various health reform propos-
als. The study found considerable variation in es-
timates of changes in national health expenditures
for proposals that appeared to encompass similar
policies (190). The study identified several poten-
tial reasons for the differences, including the fact
that analyses appeared to be built on different key
assumptions.*

The present study was requested by the
Technology Assessment Board and Senator Ted
Stevens as afollowup to OTA’s 1993 study. The
report addresses the following questions:

How do different analysts come to their esti-
mates of national health expenditures under re-
forms? What assumptions and methods do they
use to produce estimates?

Does the available empirical evidence support
analysts' assumptions? Is there evidence that
can resolve differences between assumptions
made by different analysts?

* How much uncertainty surrounds analysts' es-
timates of the effects of particular policy
changes and of future national health expendi-
tures?’

What are the strengths and weaknesses of the
models and estimates of national health expen-
ditures?

= How much information about assumptions and
methods should analysts provide to readers
with varying interests and levels of expertise?

This report is intended to provide Congress and
policy makers with guidance on the various pre-
dictions of nationa health expenditures under a-
ternative health reform proposals. It is important
to note that this report has a limited focus. The re-
port was not intended to address the full array of
concerns that policy makers may have about spe-
cific policies to reform the hedth care system.
Critical issues such as the potential impacts of var-
ious proposed policy changes on individuals
health status, or on the economic efficiency of the
health system, are not addressed in this report.°

3Some estimates of national health expenditures became available too late for consideration in this report (¢.g.. KPMG Peat Mat-wick (79);
KPMG Peat MarWick (80); U.S. Congress, CBO ( 174)).

4 Analyses are defined in this report as the processes used to analyze the impact of health reform proposals on national heath expenditures
(seebox | -1). Analysts arethose individuals or entities that perform analyses in order to come up with an estimate of national health expendi-
tures under reform. Assumptions,broadly defined, are suppositions that something 1s true. Estimates are approximate calculations, or numerical
values obtained from a statistical sample or economic model (in thisreport, the term estimate is used most often to refer to the outcome of simula-
tions of national health expenditures).

*In this report, asin a recent reproof the National Research Council, the term uncerraintyis used as “an umbrella term for the quantification
of the differences between a model estimates and the truth” (20). No particular statistical definition of uncertainty should be inferred.

6 Analysts have notincorporated assumptions about economic efficiency and health status effects in their quantitative estimates. However,

analysts may attempt to bring these impacts to readers’ attention in a qualitative sense (e.g., Lewin-VHI (89); CBO ( 172)).



FIGURE 1-2: National Health Expenditures as a

Percent of GDP, 1960-2000
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Similarly. estimates of distributive impacts of the
reforms, and the impact on federal, state and local
government’s budgets are not addressed. Finally,
the report does not come to conclusions about the
advantages and disadvantages of specific pro-
posed policy changes or make recommendations.

As summarized in table 1-2, OTA examined 16
analyses of reform proposals by eight groups of
analysts. This report does not examine and evalu-
ate analyses of proposals in their entirety. Rather,
the report examines how particular key policies
were estimated in available analyses. OTA’s key
findings are summarized below, first concerning
general approaches to estimation and the overall
levels of uncertainty in the available estimates,
and then for the analyses of specific proposed
policy changes. Following the summary of key
findings. the chapter discusses the implications of
these findings for policy makers.

SUMMARY OF KEY FINDINGS

The findings of this report can be summarized
both generally and specifically. The next section

Chapter 1 Summary and Policy Implications | 3

presents answers to the five questions addressed
by this report in general terms; the section follow-
ing presents OTA'S specific findings on the esti-
mates of the proposed policy changes selected for
more intensive analysis in this report.

1 General Findings

How do different anal ysts come to their estimates
of national health expenditures under reforms?
What assumtions do they make in order to pro-
duce estimates?

A striking feature of the structure of the U.S.
health care system is its complexity. Since it
would be impossible to describe al features of the
health care system in detail, analysts abstract from
the vast complexities of the real-world and devel-
op rather ssimple models that attempt to capture the
"essentials’ of the processes that determine health
care expenditures (box 1-1).

Health reform proposals typically contain nu-
merous general and specific policies, intended to
change the health system, that analysts might take
into account in estimating the overall effect of a
particular proposal on national health expendi-
tures.

Y

To estimate what impact different proposals would have on
national health expenditure.s Congress and others have
looked to quantitatve analyses

34vIS VIO



4 | Understanding Estimates of National Health Expenditures Under Health Reform

) M UOISIBA QYD
- . _ 7 . | | e ovo ‘uejd 19hed-9)buig
, Buueys-1s0o
juagied JINOYIIM UOISIBA
7 | sse 080 089 ‘ueid saked-sjbuis
, Buueys-isoo
! 7 juaned Ylm UOISIaA
? | Zv - 080 089 ‘ued Jeked-ajbuis
, | uoisian umg ‘ueid
e N R _ —_38 | s1a6poy pue 6uo7  uoppedwoo pabeuew
66- - 5 z _ pONSILISSad-1HST
9ve 1G- z AONSIWNGO-1H]T
_ . (965 "Y'H) 2661 J0 OV
s 12 ve 0v G AP 3 Nan . uonnadwon pabeuew
. _ gl5-|2ee- 90- 8lZ | 12 R o IHA-UIMa.
| , ! w i UOHEASIUILPY |
. . . | Lo | ‘ i
, .l 665~ | 8ve- 6SL | €L _j6LL Lb (3 LD, elzszs 'S10098 WH)
0Gl- 1 0LL- ' G/- | Qp- oe-| 1 0y 2z £l 3 nan 19v 1UN%2< uleoH
i | )(20sS "H'H) 2661 J0 OV
, ,“ uuIojay pue Juswuie)
o . ) 9-] wy-| €2 ' 2 | €. L |3 u 08D | -U09 1509 aue) YyeaH
: W ﬁ ﬂ {6165 "H'H)
ﬁ i 2661 JO VY uuojay
o - z |y o ! a3 g Om_ow yiesH aaisusyasdwo)
o{16v ")
£661 40 10y Qunodeg
° [9-  62- v | Sg 65 09 | _ e |3 B 082 Wilesy ueouawy
h! s(0021 "H'H)
i ! £661 J0 v Qunoss
e oee Lo ze 45 3 3 080 UlleaH ueouswy

| 6661 8661 L66F 9661 G661 | ¥66L €661 266l 66 oSishjeuy qlesodoid

i

$00Cc €00 2002 100C 0002

1

p{suol(|iq $) waoyai sopun mw;:m_ucwaxw yieay _m:o_wmc\c_ abueyo pajoaloid

=0NY) SNJEIS By} JO UONBNUNUOY 0} SAIR[DY
sjesodo.id wiojoy UBaH Japun sainyipuadx3 yiesH jeuoien ul sebueyn peyosloid Sesheuy snouep i1~ 31gvL




TABLE 1-1: Various Analyses’ Projected Changes in National Health Expenditures Under Health Reform Proposals

Relative to Continuation of the Status Quo=

Projected char 3e in national health expenditures un
1995 1996 | 1997

Proposai® Analysis® 1991 1992 1993 1994
Single—payer plan, "Grumbach et al -18
Grumbach et al.
version
Single-payer plan, Lewin-VHI"* 314
fLewin—VHl version
| Single—payer plan  Woolhandler and - 1
Woolhandler and ° Himmelstein
lHimmelstein version
' Universal Health Care  CBO E

‘Act of 1991 (H.R.1300)"

20

t

4

1998 1999

der reform ($ billions)d
2000 1‘2001 2002 2003 2004

—_

o,

!
|
I
i

27

-63

-104

KEY E - year the proposal was assumed to be enacted If notspecified, itis the same year as the year of the first estimate

“ National health expenditures comprise the nations total spending both private and pubtic, for a defined but broad set of health services and supplies, and the research activities and construction of
medical facilties associated with the provision of those health services and supplies (83) Changes in national health expenditures are often referred to as savings or cost increases It 1s Important to
understand what these terms mean Savings or cost Increases are measures of changes in national health expenditures relative to projections of a continuation of the status quo (i e , baseline spending)

Projections of continuations of the status quo are themselves dependent on a host of assumptions andnputs about the past the presenf and thefuture absent major policy Changes m the health sector
Such projections may be reasonable in the sense that they are based on the Informed judgment observations and data available to analysts As most analysts wili acknowledge both the baseline

projections and the reform projections Include a host of Inherent uncertainties (89 164 172)

P T his column Includes both specific legislative proposals ar?d more general conceptual proposals

‘Full citations for the analyses are listed n appendix B
“ Current dollars unless otherwise noted

“Bill numbers are for 103d Congress

'Bul numbers are for 102d Congress

9 ESRI conducted two analyses of this proposal The optimistic analysis was designed to ger'crate a relatively large estimate of savings whiie the pessimist ¢ analysis was designed to generate a

smaller estmate of savings
SOURCE Office of Technology Assessment 1994
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6 | Understanding Estimates of National Health Expenditures Under Health Reform

The first simplification analysts make is to deter-
mine which aspects of health reform proposals
may have some effect on national health expendi-
tures. OTA inferred from the available documen-
tation that estimates of the effects of four policies
are among the most important factors considered
in the analyses of national health expenditures un-
der reform:

1. applying government cost controls,

2. encouraging managed competition and in-
creased health maintenance organization
(HMO) enrollment,

3. providing insurance coverage, and

4, administrative changes.

To estimate how each of these four policies will
affect national health expenditures, analyses use
other simplifying assumptions. Typicaly, esti-
mates of each of the four policies are based on two
or three key assumptions that allow analysts to
make quantitative predictions about how the poli-
cies will influence national health expenditures
under reform. in comparison to the status quo.

These assumptions include suppositions about
how individuals will respond to specific incen-
tives provided by the reform proposals. For exam-
ple, how much individuals’ use of health care will
increase when they are insured; how much their
use of health care will decrease when they have to
pay more for services out-of-pocket; and whether
they will join HMOS if HMO prices decrease rela-
tive to traditional fee-for-service plans. They aso
include assumptions about the effects of using dif-
ferent organizational structures to supply or fi-
nance health care services, and assumptions about
how effective selected government cost controls
will be given providers* responses to regulations
of health care prices or expenditures.

Each chapter in this report describes the differ-
ent assumptions and methods that various ana-
lysts used to estimate the impact of these four key
policies on national health expenditures. Some of
the critical assumptions are summarized in box 1-2.

Does the available evidence support analysts
assumptions? |s there evidence that can help re-
solve differences between assumptions made by
different analysts?

The ultimate test of whether a given approach
to simulating the impact of health reform is accu-
rate is whether the prediction actually occurred.
For a number of reasons, including the fact that the
health reform proposals being modeled have nev-
er been implemented in their entirety, thistype of
evaluation is impossible. Another approach to un-
derstanding and evaluating particular models is to
examine their assumptions.

OTA compared analysts assumptions with ev-
idence from available empirical research (box
1-1). The intent of this comparison was to find
whether the empirical evidence supports the spe-
cific assumptions and whether evidence could be
used to settle contradictions between different as-
sumptions made by different analysts.

It is difficult to make a general statement about
whether the research literature supports analysts
assumptions. 'Research exists on many of the as-
sumptions examined, athough the quality and
guantity of research varies across different as-
sumptions and issues. In some cases, there is di-
rect evidence on behavioral responses to specific
policy changes or on the effect of different orga-
nizational structures. In other cases, research evi-
dence indicates how individuals will respond
generally or how organizational structures may in-
fluence health care costs, but there is contradicto-
ry evidence as to the size of the effect. Finaly, for
some areas there has been no research and no in-
dication of how to model the impact of a particular
policy. In general, the research evidence leaves
many questions unanswered.

Even when research evidence does exigt, it is
not always clear how it should be interpreted.
There is aways the question of whether the results
found will apply to the reforms being considered.
For example, some people have argued that the

"Each chapter in the report desceribes the strengths and limitations of the research literature. and how it compares to particular assumptions.



Proposal

TABLE 1-2: Analyses of the Impact of Health Reform Proposals on National Health Expenditures Reviewed in This Report

Analyses?

Applying
government cost
controls
(chapter 2)

Encouraging
managed
competition
(chapter 3)

Providing universal
coverage to
uninsured people
(chapter 4)

Reducing
administrative costs
(chapter 5)

American Health Security Act of 1993 (H. R 1200/S. 491)°
Comprehensive Health Reform Act of 1992 (H R.5919)¢

Health Care Cost Containment and Reform Act
of 1992 (H.R.5502)¢
Health Security Act (H R 3600/S. 1757)b

Health Security Act (H.R. 3600/S. 1757)b, Lewin-VHI
scenario without government cost controls

Managed Competition Act of 1992 (H.R.5936)¢

Managed competition plan, Starr version

National health plan, full savings scenario

National health plan, administrative savings scenario
Single-payer plan, CBO version with patient cost-sharing
Single-payer plan, CBO version without patient
cost-sharing

Single-payer plan, GAO version

Single-payer plan, Grumbach et al. version

Single-payer plan, Lewin-VHI version

Single-payer plan, Woolhandler and Himmeilstein version

Universal Health Care Act of 1991 (HR. 1300)°¢

CcBO

CBO
CBO

Clinton Administration
Lewin-VHI

CBO

CBO

Clinton Administration
Lewin-VHI
Lewin-VHI

CBO
ESRI

CBO

CBO

CcBO
Clinton Administration
Lewin-VHI

CBO

Sheils et al.

CBO
CBO

CBO

CBO
CBO
CBO

CBO
Clinton Administration
Lewin-VHI

CBO

ESRI
ESRI

CBO

GAO

Grumbach et al.
Lewin-VHId
Wool handler and
Himmelstein
CcBO

KEY CBO = U S Congress, Congressional Budget Off Ice, GAO = U S General Accounting Off Ice, ESRI= Economic and Social Research Institute

af i citations for the analyses are in appendix B
bgjll numbers are for 103d Congress

€Bill numbers are for 102d Congress

dAnalysis Was conducted by Lewin-ICF The company was acquired and expanded in 1992 For purposes of this report all Lewin analyses are identified as Lewin-VH|

SOURCE Off Ice of Technology Assessment, 1994
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BOX 1-1: Analysts’ Process of Coming to Estimates and OTA's Use of Empirical Research Literature

Analyses

The analyses of national health expenditures that OTA reviewed generally take a similar two-step ap-
proach. First, factors and policies that would change the level of national health care expenditures are identi-
fied. As shown below, these factors are used to determine the level of health expenditures under reform in the
first full year of implementation.

Baseline national health expenditures

(i.e., national health expenditures assuming

no major policy changes) $__
Plus additions (e.g., expenditures expected for

new programs, expanded benefits) -
Less subtractions (e.g., savings expected from enroliment

in managed care plans or reduced administrative costs)
Product: estimated future national health expenditures

under reform s

Table 1-3 provides an example of how one analytic group estimated the change in national health expendi-
tures under the Health Security Act

Second, analysts consider factors that mightinfluence national health expenditures in subsequent years. !

To estimate national health expenditures in future years under the reform proposals, analysts may again
consider whether the proposal will result in new expenditures, and then add these to baseline national heaith
expenditures. Similarly, they may consider whether the proposal will result in new savings and then subtract
these from baseline national health expenditures. Alternatively, analysts may assume that after the first year
of implementation, expenditures will grow at a given rate (e.g., some proportion of expenditures will grow at
the rate set under a new regime of government cost controls). Analysts make different assumptions about the
timing in which additional expenditures will be incurred or savings achieved. For example, some analysts
make the simplifying assumption that the effect of all policies will be immediate, while others phase in the ef-
fect of particular policies, such as expanding coverage to uninsured people.

Factors that frequently have been assumed to affect national health expenditures are administrative costs,
the costs of insuring uninsured people, health maintenance organization enroliment, managed competition,
and government cost controls.

Economic models are by their nature simplified analytical frameworks for depicting particular economic
phenomena (68). Models duplicate some—but not all---characteristics of the phenomena being modeled
(68). Even so, the approach described above can be a difficult, time-consuming task that takes into account
numerous aspects of health care delivery and financing. Models or simulations of the effects of complex
health reform proposals on national health expenditures are typically based on a combination of new data
analysis, reviews of published literature, consultations with experts, and analysts' accumulated general
knowledge of the health care system. Analysts rarely document in detail the sources of their assumptions
about how facets of the health care system will respond to new national policies.

'In calculating the impact of reform proposals on rational health expenditures, analyses typically on ly consider factors that would
rave a relatively short-term effect on national heaith expenditures (i.e., in the 5 or so years subsequent to the proposal's full imple-
nentation). Potential second- or third-order effects that might have an impact in decades (e.g.. increases (or decreases) in expendi-
ures due to improved health and longer life spans of Americans, increases (or decreases) in the development of expensive technolo-
Jies) are typically not considered
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BOX 1-1: Analysts’ Process of Coming to Estimates and OTA's Use of Empirical Research Literature

(cont'd.)

Empirical research literature
OTA compared the assumptions made in analyses of the impact of health reform proposals on national
health expendnures with the findings of studies from the empirical research literature. The empirical research

rimarily ag nl iblished studies on to
art St O

nt to policy areas. For
imariy as 1€ Gies On ST

! vant tc policy areas. For
chapter on government cost controls, OTA searched for and examined studies on the government cost con-
trol mechanisms that appeared in proposals and that were the focus of analyses. These included studies of
the impact on spending of price controls such as fee schedules and all-payer hospital rate-setting systems,
foreign government-imposed or negotiated spending limits for nations as a whole. and foreign government-
imposed or negotiated expenditure limits in various health sectors (e.g., hospitals, physician spending) OTA
began with literature reviews of these topics and examined more critically the methods and findings of key
studies.2 OTA reiied primarily on pubiished research studies because they are more fikely to have been con-
ducted according to professional standards and to have been subjected to scientific peer review. In contrast,
unreviewed written and oral reports of results of policy changes (e .g.. changes in premium prices, simple re-
ports of changes in national health expenditures of foreign countries) would require new and possibly exten-
sive analysis of plausible alternative explanations for observed effects. Although OTA considered reports
from the field of potential effects that have not yet been studied scientifically, an extensive analysis of all such
data was beyond the scope of this report. The policy implications section of this chapter suggests that further
attention might be paid to a research agenda that could inform policymakers and analysts on a more timely basis.
As noted in the main text, not all policy areas were replete with informative published literature (e.g., pre-
mium caps, managed competition, costs of covering uninsured people, administrative costs). Others (e.g.,
certain government cost controls) had extensive bodies of literature, although the quality and relevance to
contemporary proposals varied considerably. Each chapter in this report provides a review of available litera-
ture and supplies references to the literature reviewed by OTA. Full bibliographic citations to the literature
cited are found at the end of this report.

2 n addition, as part of OTA's standard assessment process, authors of key reviews and studies and other knowledgeabie ex-
perts were asked to review OTAs interpretation of their findings for accuracy Responsibility for OTAs interpretatiors remain with OTA
staff, however.

SOURCE: Office of Technology Assessment, 1994

evidence on other countries’ experience with gov-
ernment cost controls is not indicative of what
would occur in the United States. Moreover, the
research evidence rarely provides clear-cut an-
swers. Measures of program success, standards of
comparison, the sophistication of the anaysis,
and the time period of the study will al influence
the conclusions drawn.

When research does not exist it is not clear
whether analysts should base their estimates on
judgment as to the possible effect of a proposed
policy change, or assume no effect.

Despite these difficulties, overall, OTA found
that very few of the analysesit reviewed used as-
sumptions that were completely contrary to the re-
sults of available empirical research, especialy in
terms of the direction of an effect. In addition,
when the analyses OTA reviewed supplied ration-
alesfor analytical choices, most of the rationales
met standards of reasonableness, based on the evi-
dence. However, in many cases, the evidence
could also support alternative assumptions about
the size of the effect (e.g.. how many people will
join HMOS).
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BOX 1-2: Selected Critical Assumptions in Estimates of Policy Changes

As noted in the text, one or two key assumptions typically underlie analysts’ estimates of the effects of pro-
posed policy changes. The following lists briefly the types of areas in which analysts make key assumptions.
The list is organized by proposed policy change.

Fach ﬁhnntnr in this report contains a summary of :mnl\/n:fc snecific ne:um,phnne (e.q., how much are

caus Sa sur S SpTUINL Qoouw STy

HMQOs estimated to save relative to fee-for-service plans? How effective are specific government cost con-
trols?). These details iliustrate the sometimes wide divergence in assumptions used by different anaiysts in
analyses of identical or similar proposals.

Effects of Applying Government Cost Controls (chapter 2)
s Share of national health expenditures falling under the growth rate expenditure limits
s Effectiveness of growth rate expenditure limits

AQQI lmnhnnc ﬂl ur‘hnn nffnnfn/‘anncc rﬂflan m:a\/ H’)I‘Il lﬂﬂ :aceumnnnnc aboit na\/monf mechanisms acn-
WIS iy < 234 TS GRUUL UG TSI THICUTIQN S S, GV

ministrative systems, and the presence and adequacy of penalties for cost overruns.

Effects of Managed Competition and HMO Enroliment (chapter 3)

= Savings from HMOs relative to traditional fee-for-service plans

s Number of people who would enroll in HMOs

= Change in the growth rate of national health expenditures due to health plan competition

Effects of Providing Coverage to Uninsured People (chapter 4)

= Baseline spending on uninsured people

= Patient cost-sharing requirements’

» Likely utilization patterns by previously uninsured people once insured

» Extrapolation of current trends only versus adjustment for benetfit provisions of the reform legislation

f AvnanAitoirag A tny nagt.chiftinAa that ara ranavarad
I CAPCI Yarures gue o COst-Si |||u|13 tnat are recovered

Effects of Administrative Changes (chapter 5)

* Provider and insurer administrative overhead under the current system

= Provider and insurer administrative overhead under a system similar to the one proposed

s  Fffects of nnnllnn to nurchase insurance {P g. , health alliances, health nlnn nnrr‘haqmn [ele]e)

vvvvvvvvv [SA 8 0L O puiihdot Ihauidlice Wwes, ypuichids!

neratives)
operatives)

1 patient cost-sharing is sometimes specified in proposed legislation, but sometimes an assumption is made about what patient
cost-sharing is likely to be

SOURCE: Office of Technology Assessment, 1994

|

How much uncertainty surrounds analysts es-
timates of the effects of particular policy changes
and of estimates of future national health expendi-
tures?

Many analysts have emphasized that their esti-
mates of future national health expenditures are
highly uncertain, and thus are unlikely to repre-
sent an accurate prediction of what the United
States can expect to spend on health care under
various reform proposals (e.g., CBO (172),

Lewin-VHI (89)). However, analysts rarely quan-
tify the degree of uncertainty of their estimates.
Moreover, OTA did not have access to the models
or complete anaytic frameworks used to estimate
national health expenditures, and was only able to
perform limited sensitivity analyses.

While OTA cannot draw bands of uncertainty
around estimates of national health expenditures
under reform proposals, OTA did find that as-
sumptions used in particular analyses could be
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BOX 1-3: Implications of Uncertainty in the Estimates of National Health Expenditures

Under Health Reform

What difference does uncertainty in the four policy areas OTA reviewed make to projections of nationat
health expenditures? Analysts are increasingly acknowledging that their analyses contain high levels of un-
certainty (e.g., Lewin-VHI (89); U.S. Congress, CBO (172)). However, while they warn about uncertainty, ana-
lysts typically do not provide information about the level of uncertainty in their overall estimates, nor about the
uncertainty of particular assumptions (e.g., the effectiveness of particular government cost control mecha-
nisms or the ability of health maintenance organizations to control costs). Typically, analysts do not report
how their projections of national health expenditures could change as a result of changing particular assump-
tions by, for example, publishing "sensitivity analyses.”

Because OTA found a wide range of plausible assumptions, OTA analyzed how changing certain assump-
tions could affect projections of national health expenditures under reform. The following examples show that
substituting certain plausible alternative assumptions may have important effects.
= Changing a single assumption in the Congressional Budget Office’s (CBO's) analysis reverses the inter-

pretation of which bill—the American Health Security Act (H.R. 1200) or the Health Security Act ( H.R.

3600/S. 1757)—would leave national health expenditures higher in 1998. The prevailing interpretation of

CBO's analysis is that the American Health Security Act would increase national health expenditures more

than would the Health Security Act in the initial years following enactment. In its analysis of the American

Health Security Act, CBO's “best guess” assumption was that the spending limits of the act would be only

“75-percenteffective” (CBO (170)). Using this assumption, CBO estimated that 1998 national healthexpen-

ditures under the American Health Security Act would be $1,429 billion, or $18 billion more than the figure

projected for the Health Security Act. Under an alternative assumption that the spending limits would be
“100-percent effective,” CBO estimated that 1998 national health expenditures under the American Health
Security Act would be $1,372 billion, or $39 billion fess than the figure for the Health Security Act (CBO
(172)). The difference between an assumption of 75 or 100 percent effectiveness is $57 billion, or approxi-
mately 4 percent of national health expenditures in 1998, according to CBO's baseline.
= Varying assumptions about administrative costs in the General Accounting Office's (GAO's) analysis of a
generic Canadian-style single-payer systemwould change GAO's conclusionthataCanadian-style system
would have decreased national health expenditures in 1991 (relative to baseline) (178), to the conclusion
that it would have increased national health expenditures in that year (relative to baseline).

= Lewin-VHI performed two sets of estimates of the Health Security Act (H.R. 3600/S. 1757), one with the pre-
mium limits and one without (table 1-3). In the estimate that did not take into consideration the premium
caps, Lewin-VHI assumed that expenditures for individuals enrolled in health maintenance organizations
would be approximately 3 percent less than expenditures for individuals enrolled in fee-for-service plans.

Changing Lewin-VHI's assumptions to assumptions made by CBO about managed care savings (i.€., that

group- and staff-model HMOs save 15 percent over traditional fee-for-service plans and individual practice

associations offer no savings) would change Lewin-VHI's estimates of savings from managed care under

the Health Security Act (without government cost controls) from $14.9 billionto $48.8 billionin 1998. Thisis a

difference of $33.6 billion or approximately 2 percent of national health expenditures.

SOURCE: Office of Technology Assessment, 1994.

replaced with equally plausible assumptions, thus  trols could change how two proposals with gov-
changing the estimates (box 1-3). In one case,  ernment cost controls were ranked in terms of
OTA noted that plausible changes in assumptions  their effects on national health expenditures. The
about the effectiveness of government cost con-  different assumptions lead to estimates of national
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health expenditures that differed by $57 hillion,
equal to approximately 4 percent of baseline na-
tional health expenditures. In another case, OTA
found that altering an assumption could produce
opposite conclusions about whether a proposal
would increase or decrease national health expen-
ditures.

These analyses suggest that it maybe important
to examine the assumptions and uncertainty that
underlie analyses, particularly if they are exten-
sively used in the development or evaluation of
policies. Quantifying the levels of uncertainty
may provide more of a basis for understanding the
strengths and limitations of models and empirical
estimates of national health expenditures, and
their potential role in policy anaysis (20).

It is also important to note that quantifying the
degree of uncertainty raises other questions. How
much uncertainty is too much? How much uncer-
tainty is substantial and how much is relatively
minor? |s a range of uncertainty of $50 billion
large? Isa range of 4 percent of national health ex-
penditures large? The answers to these questions
will depend on the context in which they are con-
sidered and the ways that the estimates are used.

What are the strengths and weaknesses of the
models and estimates of national health expendi-
tures ?

The process of estimating the quantitative im-
pact of health reform proposals can be an impor-
tant and informative part of policy analysis,
particularly if it is described in a manner accessi-
ble to nontechnical audiences. Some research and
data do exist that maybe useful for understanding
the impact of different policies, even if the re-
search provides imprecise answers. Documenta-
tion of attempts to use research, data, and
judgment to model reform proposals may high-
light for policy makers what analysts believe are
the key determinants of national health expendi-
tures, what effects seem relatively well known,
and where knowledge is weakest. A complete de-
scription of analysts' rationales for particular esti-
mates (e.g., their basis in theory, research, or
experience) may be as informative, or more infor-
mative, as the estimates themselves.

A weakness of models and the way in which
their results are sometimes reported may be that
they can shift the focus from important policy
guestions to a discussion of the “numbers.”
Whether a model is “good” or “bad” maybe less
important than the underlying issue of what poli-
cies can limit the growth in national health expen-
ditures and meet other important policy
objectives.

Another potential drawback of estimates that
are provided in the absence of meaningful qualifi-
cations as to their degree of uncertainty is that they
may lead policymakers and others to a false sense
of optimism regarding analysts' ability to accu-
rately predict the impact of health reform. If poli-
cymakers rely extensively on quantitative
estimates without knowing the levels of uncer-
tainty surrounding the estimates or their basis,
they could draw misleading conclusions.

How much information about assumptions and
methods should analysts provide to readers with
varying interests and levels of expertise?

By examining the assumptions and methods
analysts use to estimate effects of selected key po-
licies, and attempting to determine the implica-
tions of uncertainty about the effects of the
policies, OTA was able to come to some general
conclusions about the overall process of estimat-
ing national health expenditures under reform.
OTA found that analysts published reports vary
considerably in the level and types of information
they provide, and that this variation can have im-
plications for potential users of the reports.

For example, OTA found that analysts may not
provide information about the steps of the analy-
ses (i.e., the key algorithms) or about the sources
of their assumptions for analyses of particular pro-
posals (see table 1-3 for a partial exception). Some
analysts provide a general description of their
methods in separate reports. However, readers
may find it difficult to locate and reconcile written
information about analysts' general beliefs and in-
formation sources with analyses of particular pro-
posals. Analysts vary in their willingness to
provide additional information other than what
they publish. To their credit, analysts try to use
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TABLE 1-3: Lewin-VHI's Detailed Estimate of NHE in 1998 ($ 1998 billions)

Changes in
spending
Total health spending (Includes administration)® $1.3950
Changes in health services utilization
Increase in uttilzation due to expanded coverage $640
Utilzation Increase for previously uninsured’ 416
Expanded coverage for those already insured 54
Long-term care utilization 116
Public health activities (including WIC) 54
Impact of managed care’ (14.9)
Net change in utilization 49.1
Change in administrative cost
Insurer administration (Includes administration for newly (48)
insured) *
Provider administrative savings' 19
Federal operations
Program administration’ 17
Medical education” 13
Veterans hospitals’ 17
State alliance 89
All lance administration 5.0
Guarantee fund reserve accumulation 39
Net change in administrative COStS 6.9
Change in provider reimbursement
Net change in provider reimbursement 32.5
Uncompensated care savings 232
Increased reimbursement for Medicaid recipients 457
Reduction in cost shift (36 4)
Net change in spending with spending cap
Preempt reimbursement windfall (325)
Impact of spending cap (56.6)
Medicare spending limits (131)
All lance premium caps (47 3)
Medicaid (net of offsets)’ 38
Net change in national health spending
Net change (0.6)

(continued)
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TABLE 1-3: Lewin-VHI's Detailed Estimate of NHE in 1998 (S 1998 billions) (cont'd.)

KEY NHE = national health expenditures; WIC = Special Supplemental Food Program for Women, Infants and Children
‘Includes spending for acute care, spending for long-term care, public health, research, and construction

b Assumes that utilization of health services by previously uninsured persons will rise to levels reported by insured Per-
sons with similar age, sex, income, and health status characteristics

C Assumes that utilizatlon of newly covered health services for insured persons whose coverage is upgraded (prescrip-
tion drugs, etc ) will rise to the levels reported by persons who have such coverage

d Assumes that competing health planswill affect utilizahion in ways comparable to HMO plans Estimates are based on
age- and sex-adjusted comparison of hospital utilization for HMO enrollees compared with those enrolled in fee-for-
service plans The higher physician utilization is due largely to coverage for preventive care and substantially lower
levels of patient cost-sharing

e These estimates are largely based upon administrative cost data provided by Hay/Huggins as presented in: U. S. Con-
gress, Congressional Research Service, “Cost and Effects of Extending Health Insurance Coverage, " Library of Con-
gress, October 1988 Reflects increased cost of covering uninsured persons

'Assumes that provider claims processing expenses and claims adjudication expenses are reduced in proportion to
the reduction in insurer claims processing costs We assume that providers return half of these savings to consumers in
the form of reduced charges.

9 Based on administration estimates.

"Includes total funding for academic health centers under the program less reductions in current Medicare funding for
medical education (direct and indirect amounts)

'Under a universal coverage program, hospitals and physicians will receive payments for care formerly provided as
uncompensated care Much of this increase in reimbursement will be passed-on to consumers in the form of lower
charges through the negotiation process

I Includes Medicaid savings under budget cap offset by changes in adminlstrative costs, payment lags, and reserves

SOURCE Reprinted with permission from Lewin-VHI, December 1993 (89) Full citation is in appendix B

new information to guide their assumptions, but
refinements relevant to particular analyses may
not be reflected in previously published back-
ground papers. As a result, nonexpert readers may
find it hard to understand analysts decisionmak-
ing processes, where the potential sources of un-
certainty are, and how the uncertainties might
affect overall estimates of national health expen-
ditures.

Fuller descriptions of the methods used to esti-
mate the impact of reform proposals maybe infor-
mative to policy makers. Analysts disagree,
however, about policymakers' and other clients
needs and desires for this kind of information, and
there are legitimate questions about how compre-
hensive and detailed analysts' reports should be.
Given the complexity of the health system and the
variation in interests, different readers will want
answers to different questions. In addition, ana-
lysts often face time pressures that may limit their
ability to provide full written documentation.
These issues are touched upon further under
“Policy Implications’ later in this chapter.

| Findings for Specific Policy Areas

Each of the following summaries first reviews the
concept and proposals in question, then summa-
rizes analysts' assumptions about the effects of the
concept, and finally compares analysts assump-
tions with the available empirical evidence.

Effects of Applying Government Cost
Controls (chapter 2)

Government cost controls are measures by which
federal, state, or local governments impose or he-
gotiate direct limits on: prices of health insurance;
prices of particular health services (e.g., physi-
cians fees); overall expenditures related to a par-
ticular health care sector (e.g., hospitals); or
overal outlays related to a particular source of
funding (e.g., federa, state, or loca government).
The aim of government cost controlsis to reduce
the level or rate of growth either in overall national
health expenditures, in expenditures of specific
payers (e.g., government), or in expenditures for



specific sectors of the health care system (e.g.,
hospitals).

In addition to making provisions for specific
government cost control mechanisms, some pro-
posals would specify in statute specific limits on
the growth of expenditures for specific funding
sources.’

To model proposals with government cost con-
trols, analysts first determine what proportion of
national health expenditures would be subject to
regulation. Next they project that amount at the
growth rate limit specified in the proposed statute
or at some higher rate, depending on analysts as-
sumptions about the actual effectiveness of the
controls.

All of the analyses of proposals that include
provisions for government cost controls that OTA
reviewed (see table 1 -2) assumed that the controls
would reduce the growth rate in health care expen-
ditures, though not always to levels specified in
legidation.

Empirical evidence from the United States and
other countries suggests that government cost
controls have decreased the rate of spending for
the particular categories or components of health
services to which they were applied. Often studies
only examine a short time period, and government
controls are constantly changing, making it diffi-
cult to pinpoint their effect. Moreover, people
have questioned whether evidence from particular
states or countries is indicative of what could hap-
pen under the proposed reforms. Finally, neither
the models nor the empirical evidence directly ad-
dress the political feasibility of various controls.
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The empirical evidence suggests that the effec-
tiveness of government cost controls will depend
on the mechanisms used. However, the empirical
evidence may not provide straightforward an-
swers to the question of whether specific types of
government cost controls can reduce rates of
spending to those specified in some of the current
proposals (a question that is at the heart of "ef-
fectiveness ratings” for expenditure limits).’
There may be no way to use empirical evidence to
determine exactly at what rate health care expen-
ditures will grow under any complex set of gov-
ernment cost controls, even if a target rate is
specified in legidation.

Effects of Encouraging Managed

Competition and HMO Enrollment

(chapter 3)

Managed competition has been defined as a “pur-
chasing strategy to obtain maximum value for
consumers and employers, using rules for com-
petition derived from macroeconomic principles’
(31 ). Advocates argue that managed competition
can reduce health expenditures by restructuring
the market for health care. Under managed com-
petition “a sponsor” (either an employer, gover-
nment entity, or purchasing cooperative), acting on
behalf of alarge group of subscribers, structures
and adjusts the market to overcome attempts by
insurers to avoid price competition” (31). Other
elements of managed competition, such as limit-
ing employer contributions to the cost of the low-
est priced plan available and standardized
benefits, aim to increase consumers' sensitivity to

*For example, by 1999, the Health Care Cost Containment and Reform Act of 1993(H.R. 200) would limit growth in dmost all persona]
health expenditures to no more than gross domestic product growth. Personal health expenditures are expenditures that include al services and
products purchased that are associated with individual health care, such as hospital services, physician services, drugs, and nursing home care.
Personal health expenditures account for about 88 percent of national health expenditures (86). This category of national health expenditures
excludes expenditures for government public health activities, research and construction, and administrative costs, which together account for
the remaining 12 percent of national health expenditures. By 1999, the Health Security Act (H.R.3600/S. 1757) would limit growth in regional
health alliance premiums to consumer price index (CPI) growth. No proposa places a limit on all of national health expenditures. For example,
according to Clinton Administration officials, the Health Security Act’s limit on private premiums in the regional aliances would apply to about
one-third of national health expenditures ( 155). GDP growth and CPI growth are indicators of genera economic growth and inflation.

9 Effectiveness ratings are analysts' judgments of the extent to which a proposal ‘s package of government cost control mechanisms wilibe

effective in meeting the proposal target rate of growth. Analysts differ in whether and how they apply effectiveness ratings.
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the price of health insurance and to encourage
more active shopping for health plans.”In re-
sponse to the greater price competition, health
plans are expected to reduce costs, typicaly by
“managing” care (asin HMOs)." Although there
is general agreement on the broad outlines of man-
aged competition, various managed competition
proposals would establish different regulations
and entities aimed at restructuring the market for
health insurance and headlth care.

A key premise of the relevant analyses re-
viewed in thisreport is that HMOS have lower pre-
miums than fee-for-service plans and, as a result,
managed competition will increase the pace of en-
rollment in HMOS and reduce national health ex-
penditures. To calculate savings from managed
competition, analysts multiply the number of
people expected to switch to HMO plans from fee-
for-service plans by their estimate of the differ-
ence in the covered expenditures between HMO
and fee-for-service plans. Andysts make different
assumptions about how much HMOS can reduce
the level of expenditures compared with fee-for-
service plans, and analysts' estimates of average
savings range from 3 to 15 percent.

Analyses have come to differing conclusions
about whether all of the savings will come from
HMO enroliment (a “one-time” effect), or wheth-
er competition between plans will result in addi-
tiona reductions in the growth rate in health care
expenditures. One analysis OTA reviewed as-
sumed no savings beyond a “one-time” effect due
to HMO enrollment, the other assumed an addi-
tiona 1 to 2 percent decrease in the rate of growth
of health care expenditures.

Empirical evidence indicates that HMOS may
reduce enrollees covered health expenditures rel-
ative to traditional fee-for-service plans, but there
are a number of obstacles to estimating the magni-
tude of savings. Similarly, although research sug-
gests that consumers are responsive to the price of
health insurance, HMO enrollment will depend on
the behavior of employers, health plans, and, per-
haps, purchasing cooperatives, as well as consum-
ers. Thus, although there is empirica evidence on
the critical components of the models of managed
competition—HMO enrollment and HMO sav-
ings—the evidence suggests it is difficult to de-
velop exact savings estimates.

Very few empirical studies have examined the
long-term effect of HMOS or managed competi-
tion and whether they can reduce the growth rate
of health expenditures. Early studies found little
difference in the rate of growth of expenditures be-
tween HMOS and fee-for-service plans. There are
a few examples of programs that incorporate
many of the features of managed competition pro-
posals but almost no published research on those
experiences. Limited observations from state and
federal employee insurance programs suffer from
methodological problems and are subject to dif-
ferent interpretations of what actually caused or
prevented the programs from having an impact on
health expenditures. How analysts should inter-
pret the existing research and whether they should
score savings in the absence of definitive evidence
is a contentious issue.

10 The term health plan has no standard definition, and different insurer organizations and health reform proposals define it differently. The
term health p/an was coined, in part, because the term health insurance p/an does not indicate that many plans both provide insurance, that is
they finance care through premiums collected from employers and individuals, and are involved in the delivery of care (e.g., through utilization
management, by hiring providers, and/or by providing a setting). Thus, the term health plan is more general than the term health insurance plan
and includes a wide spectrum of private health care financing and delivery arrangements, ranging from traditional fee-for-service plans to tradi-

tional health maintenance organizations.

11Managed care s a general term applied to a range of initiatives from organized health care delivery systems (e.g., staff-model HMOs) to

features of health care plans (e.g., preadmission certification programs, utilization review programs) that attempt to control or coordinate enroll-
ees’ use of (and thus to control the cost of) services. In most analyses, estimates of HMO savings refer to HMOs that are staff-or group-model

HMOs or IPAs.



Effects of Providing Coverage

to Uninsured People (chapter 4)

An estimated 37 to 38 million people in the United
States lack access to regular third-party sources of
payment for health services (e.g., private insur-
ance, Medicaid, Medicare), and virtualy all
health reform proposals seek to address this prob-
lem. This report focused on analyses of proposals
that would provide universal coverage.

In analyses of the effects of extending insur-
ance to uninsured people on national health ex-
penditures, the estimated increase in expenditures
associated with covering uninsured people is typi-
cally calculated as the amount projected to be
spent on insured people less the amount projected
to be spent on similar uninsured people (if they
were to remain uninsured). Analyses may differ
substantially in how they estimate both amounts
and analysts' quantitative estimates of the cost of
covering uninsured people under reform are often
unspecified in analyses. These differences make it
difficult to compare analysts estimates with each
other. Differences center around four factors:
where and how in the analysis cost-shifting for
currently uncompensated care is dealt with; the
use of different baseline levels of spending by
uninsured people; * whether or not patient cost-
sharing is assumed; and whether or not the reform
benefit package is assumed.

Empirical evidence, though imperfect, sug-
gests that analyses are correct in assuming that ex-
panding coverage to currently uninsured people
would increase national health expenditures. The
range in the magnitudes of the increase and the to-
tal cost from available research is relatively nar-
row, but may be difficult to interpret and may not
be relevant to determining what additional expen-
ditures would be incurred under health reform.

Effects of Administrative Changes

Under Reform (chapter 5)

Analysts usualy define administrative costs to in-
clude private insurance load (the difference be-
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tween premiums and claims paid, including
profit), provider (hospital and physician) over-
head, and the costs of operating public programs.
Specific definitions within these categories may
differ, however. Provider overhead, for example,
can be viewed narrowl y as just billing expenses or
viewed broadly as al expenses associated with ac-
tivities not directly related to patient care.

Almost all proposas aim to reduce administra-
tive costs. The two most prominent policies aimed
at reducing administrative costs are single-payer
tax-financed systems, and reforms to the private
insurance market (e.g., pooled purchasing of in-
surance and limiting of underwriting).

To calculate administrative savings under a
single-payer system, most analysts assume that
current administrative costs (i.e., insurer and pro-
vider overhead) would fall to the levels of single-
payer systems (i.e., Canada or Medicare). All the
analyses OTA reviewed estimated that adminis-
trative costs would be reduced substantially under
a single-payer insurance system; however, the
range of estimatesis broad. Analysts use varying
approaches to estimate administrative costs under
reforms to the private insurance market. Proposals
that retain the current private insurance market but
change the way insurance is provided (e.g., create
insurance purchasing pools) are typicaly esti-
mated to result in relatively small changesin ad-
ministrative costs.

The empirical evidence suggests that the analy-
ses are correct in predicting that administrative
costs could be reduced under a single-payer sys-
tem and that relatively small changesin adminis-
trative costs would result from reforms to the
private insurance market. The Medicare program
and the Canadian national health insurance pro-
gram have much lower insurer overhead than pri-
vate insurance companies in the United States,
suggesting that a single-payer system might be
less expensive than the current multipayer system
in terms of insurer administrative costs. Health
care providers might reduce their overhead ex-

12 Basclines are Projections of expenditures assuming no reform (e.g., assuming the continuation of current policies).
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penses if they dealt only with a single payer.
Quantifying specific savings is difficult, however,
and researchers’ estimates of administrative costs
have varied. Moreover, it is unclear whether ad-
ministrative functions under a single-payer sys-
tem in the United States would differ from those in
Canada or under Medicare.

Studies have documented a difference in the
size of administrative costs between small and
large firms suggesting the opportunity for savings
under proposals that would reform the private in-
surance market. However, no studies have yet
documented whether buying insurance through
purchasing pools lowers administrative costs to
small firms. Moreover, it may be that potential
savings would be offset, at least in part, by the new
administrative costs associated with running the
purchasing pools. The size of the offset will de-
pend on the functions performed by the purchas-
ing pools.

POLICY IMPLICATIONS

B Understanding and
Communicating Uncertainty

Throughout the course of this assessment, OTA
became increasingly aware of the importance of
communicating information on the level of uncer-
tainty in the analyses. Without information on the
degree of uncertainty, policy makers may make
decisions on the presumption that the estimates
are reasonably accurate when, in fact, they maybe
highly uncertain (20). For example, an analysis
may indicate that one proposal would save $17
billion more than another when the estimates are
really too imprecise to make this determination.

Given the hazards of ignoring uncertainty in the
estimates, it seems crucia for analysts to develop
better methods to express the accuracy of their es-
timates of the impact of health reform on national
health expenditures. A variety of approaches is
available to describe and explore the uncertainty
in simulation estimates, and new methods contin-
ue to be developed (20). This section will briefly
describe two approaches, sensitivity analysis and
detailed documentation.

Sensitivity Analysis

Sensitivity analyses are carried out by estimating
al or part of the analysis using aternative as-
sumptions or specifications. By running various
analyses using equally plausible assumptions,
analysts can roughly quantify the range of uncer-
tainty surrounding their predictions.

In this assessment, OTA identified some of the
key assumptions used in analyses and attempted
to indicate their likely range. Analysts can use this
information as the foundation of sensitivity analy-
ses. For example, analyses of managed competi-
tion could be estimated by using alternative
assumptions about savings from HMQOS. Similar-
ly, analyses of single-payer systems could be run
using different assumptions about provider over-
head expenses. There are undoubtedly other key
assumptions that could be used in sensitivity anal-
YSES.

Trying to quantify the degree of uncertainty in
the estimates of the impact of health reform may
not be easy, particularly in the case of relatively
complex proposals and analytical models (20).
Moreover, making severa predictions based on
different assumptions, rather than one “best
guess’ estimate, would require a substantial in-
vestment of time and resources. Finally, many of
the analytic organizations that OTA spoke with
suggested that busy policy makers want asingle
number rather than arange, even if the number is
just a“best guess.”

Given the obstacles and the perceived lack of
interest, many analysts have suggested that the
motivation for estimating the degree of uncertain-
ty, or arange of the probable impact, would have
to come from their clients, including Congress.

Documentation

The documentation accompanying many recent
estimates of national health expenditures indi-
cates that the estimates presented are “uncertain.”
Although this serves as a warning to potentia us-
ers, it does not indicate how uncertain the esti-
mates are.



The foundations of the estimates and their de-
gree of uncertainty might be better appreciated if
users have access to documentation that details
how the estimates were derived and the judgments
and empirical evidence on which they are based.
For example, analysts could be encouraged to in-
dicate how they determined the effectiveness of
government cost controls, whether the determinat-
ion was based on empirical research or judgment,
and the reasons why the determination of effec-
tiveness might be uncertain. Some analyses pres-
ent some of this information, but the presentation
is selective, uneven, and may be too abbreviated
to be useful to nonexperts.

Since there are many ways to express methods
and estimates, analysts would require guidance
from their clients on the degree of detail and style
of presentation that would be most useful. For ex-
ample, Congress could require federal entities to
publish relatively standardized documentation
explaining their analytical approaches and to pub-
lish sensitivity analyses.

Congress has more leverage over the federal
entities that produce projections (e.g., the Con-
gressional Budget Office, the General Accounting
Office, and executive branch agencies) than it
does over private consulting firms, private indi-
viduals, and state and local governments. Al-
though Congress may encourage federal agencies
to do a better job of describing the uncertainty sur-
rounding their estimates, estimates will still be
produced by nonfederal agencies and used to ar-
gue the merits of particular reform proposals. By
requiring certain standards in the public estimates,
however, Congress could have a basis for ques-
tioning, challenging, or even dismissing estimates
from private sources that are not well documented
or supported.

B Improving the Estimation Process

Although this document is not meant to discuss in
detail steps that might improve analyses of health
reform proposals, two obvious approaches are
greater collaboration between analytic organiza-
tions and the larger research community, and en-
hanced research and data collection.
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Collaboration Between Analytic
Organizations and the Larger
Research Community

Currently there is little opportunity for outside
groups to verify or replicate estimates produced
by other agencies. Creating such an opportunity
may engender more checks and balances of the es-
timates. Moreover, encouraging greater commu-
nication between the relatively few organizations
analyzing health reform costs and the larger re-
search community may help to increase under-
standing of the strengths and weaknesses of the
estimates. Of course, this approach may put the
analytic organizations under more pressure from
those with political interests. It may also be diffi-
cult given the time pressures that accompany most
of the analyses.

Research and Data Collection

Trying to quantify the precise effect of complex
reforms on the health care system—uwhich repre-
sents one-seventh of the nation’s economy—is a
daunting task. In this report OTA reviews the em-
pirical evidence available for making such predic-
tions. Not surprisingly, the available empirical
evidence leaves many questions unanswered.
Thus, estimates of the impact of proposed health
reforms on national health expenditures have been
based, to a some extent, on subjective judgment.
Additional research on policies to reduce health
care expenditures and to expand insurance cover-
age would strengthen the foundation on which
predictions could be based. Although the results
of additional research may not be available in time
for current efforts to reform the heath care sys-
tem, health financing and delivery are likely to re-
main policy issues for years to come.

ORGANIZATION OF THIS REPORT

This report reviews and critiques assumptions and
inputs underlying various predictions about the
direction and magnitude of the effects on national
health expenditures of four general policies: ap-
plying government cost controls (chapter 2); en-
couraging managed competition (chapter 3);
providing coverage to uninsured people (chapter
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4); and administrative changes (chapter 5). All of
the chapters are organized in parallel fashion.
First, the chapters outline the policy reviewed.
Second, they describe the various methods used to
estimate the effect of the policy. Each chapter
summarizes in table format the key assumptions

analysts appear to use. Third, they review the em-
pirical literature on the impact of the particular
policy, evaluate whether the assumptions about
the policies correspond with empirical evidence,
and discuss the attendant uncertainty. The fina
section of each chapter summarizes the findings.



Applying

Government

ecent health reform proposals rely on a number of ap-

proaches to constrain health expenditures. Oneisto ap-

ply government cost controls. 'Government cost

controls are measures by which federal, state, or local
governments play a director indirect role in financing and paying
the facilities and providers through which health care services are
delivered. Government cost controls include limits on average
price of health insurance, (i.e., premiums), prices of particular
categories of health services (e.g., physicians fees), overall ex-
penditures for a particular health care category or facility (e.g.,
hospitals), or overall outlays for a particular source of funding
(e.g., national, state, or local government budgets).

This chapter begins with a brief description of the key govern-
ment cost-containment strategies in selected health reform pro-
posals (see box 2-1).It examines analysts assumptions about
the effectiveness of government cost control strategies because
alternative assumptions can result in wide variation in the esti-
mates of “savings’ that can be achieved by adopting a particular
reform plan. The analyses of proposals reviewed in this chapter
are summarized in table 2-1. Analysts key assumptions are sum-
marized in table 2-2. The chapter also reviews the empirica evi-
dence on the effectiveness of key government cost-control

I Other approaches include increasing consumer cost-sharing, promoting managed
competition, and instituting tax incentives, Managed competition is discussed in chapter
3.

“The chapter does not examine all of the health reform proposals introduced in Con-
gress in the current or past legislative sessions, nor does it examine al projections of na-
tional health expenditures (N HE) for those proposals.

cost
Controls

121
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BOX 2-1: Key Government Cost-Control Strategies

Listed first are the kinds of limits found in current proposals that have such limits. Then, the box lists the
mechanisms designed to achieve the goals.

Limits on spending overall or by specific payers, which in current proposals include the following:

= An overall national spending limit, affecting aimost all aspects of spending (H.R. 200)

= National limit on Medicare spending (H.R. 200)

» National limit on non-Medicare spending (H.R. 200)

« State budgets developed by states and approved by the federal government with a set federal contribution
as a percentage of the state budget (H.R. 1200/S. 491)

Price controls on private health insurance premiums, which include:

» Region-by-region initial year caps on regional alliance health insurance premiums (H.R. 3600/S. 1757)

= Regional alliance premium growth rate caps (i.e., caps on the growth rate for private health insurance pre-
miums), region by region (H.R. 3600/S. 1757)

= Insurance premium schedules for public coverage (e.g., Medicaid) plans (H.R. 3600/S. 1757)

Other cost control mechanisms:
Negotiated prospective spending limits for operating expenses for hospitals, nursing homes, and other
institutional- or facility-based care (H, R. 1200/S, 491)
Negotiated prospective expenditure limits (or risk-adjusted per-enrollee cavitation payments) for new
Comprehensive Health Service Organizations (CHSOs)(H.R. 1200/S. 491)
Prospective limits on overall spending by fee-for-service plans (optional) (H.R. 3600/S, 1757)

» Fee schedules for services provided by physicians, hospitals, and other professionals in fee-for-service
plans and potentially for some prescription drugs (H.R. 3600/S. 1757)

* Maximum payment rates for each class of non-Medicare health services, generally set using Medicare pay-
ment methods (staff- and group-model HMOS would be exempt) (H.R. 200)
Maximum payment rates for Medicare health services, reduced as needed to conform to the national Medi-
care budget (H.R. 200)
State-established payment programs that would exempt providers in the state from the federally set maxi-
mum payment rates, if overall expenditures remained within the maximum payment rates (H.R. 200)
Negotiated prospective fee schedules for physician and other professional services, able to be adjusted by
states (H. R. 1200/S. 491)

* Negotiated prescription drug prices (H.R. 1200/S. 491)

SOURCE. Office of Technology Assessment, 1994

strategies."The chapter addresses the following .Can any savings be attributed to government

guestions about the evidence and analysts' con- cost-controls and, if so, is it possible to quanti-
clusions about government cost-control strate- fy the savings resulting from a particular set of
gies: government cost controls?

‘The chapter does not review the evidence on the effectiveness of government attempts to control utilization directly (e.g., by utilization
review programs) or indirectly (e.g., by limiting health care technology or capacity, such as in certificate-of-need programs). These types of
controls play a relatively unimportant role in recent health reform legislation and are not modeled in NHE estimates.



= |s there empirical evidence to support assigning
particular effectiveness ratingsto a set of gov-
ernment cost-control strategies?

The final section provides conclusions and
policy implications relevant to modeling gover-
nment cost-control strategies.

KEY GOVERNMENT COST-CONTROL
STRATEGIES

The proposals relevant to this chapter vary in the
extent to which they use explicit limits and sup-
porting mechanisms, in the proportion of national
health expenditures (NHE) to which the mecha-
nisms apply, and in other specifics (e.g., permissi-
ble growth rates for budgets or premiums). For
example, premium limits under the Health Securi-
ty Act (H.R. 3600/S. 1757) would apply to about a
third of NHE according to the Clinton Adminis-
tration (155). The amount of NHE that is subject
to limits is an important factor in estimating the ef-
fect of government cost-controls on national
health expenditures.

As background for understanding the kinds of
assumptions that analysts make, this section pro-
vides an overview of selected key government
cost-control mechanisms in the proposals that fea-
ture the controls:”

» the Health Security Act (H.R. 3600/S. 1757),

= the American Health Security Act of 1993
(H.R. 1200/S. 491), and

= the Health Care Cost Containment and Reform
Act of 1993 (H.R. 200).

B Health Security Act (H.R. 3600/S. 1757)

The Health Security Act proposes to constrain the
growth of health expenditures for the standard
benefit package through numerous mechanisms,”
including premium growth limits (see table 2-3).
Premium limits are considered to be “backstop”

‘Bills are from 103d Congress.
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mechanisms for constraining the growth of expen-
ditures.

Under the act, a National Health Board (NHB)
would set the initial-year premium limits for re-
giona health aliances (H.R. 3600/S. 1757, sec-
tion 6002). The initial-year premium limits would
form the basis for health plan premium bids.
Weighted-average regional alliance premiums
would then be allowed to grow no faster than the
rate of the projected increase in the consumer price
index (CPI) plus 1.5 percent for 1996, the CPI plus
1.0 percent for 1997, the CPI plus 0.5 percent for
1998, and the CPI plus O percent for 1999 and
2000. For the year 2001 and beyond, the average
regional aliance premiums would be alowed to
increase no faster than the rate of change in the
CPI, plus the average change in real gross domes-
tic product (GDP) per capita unless Congress ap-
proved another rate. These limits on premium
growth would come into effect only when regional
aliance premiums exceed the target rate.

The Health Security Act has severa mecha
nisms to ensure that regiona alliance premiums
for the standard benefit package would be no
greater, on average, than the levels determined by
the National Health Board and the growth rates
prescribed in the legislation. These include penal-
ties on health plans that in effect would reduce ex-
cessive premiums to the Ilimits on a
dollar-for-dollar basis. In addition, fee schedules
for fee-for-service plans and the fee-for-service
component of other types of health plans, as well
as options for States or regional alliances to im-
pose prospective budgets on fee-for-service plans,
are intended to help keep premiums within the
legidlated limits. The Health Security Act would
also limit the rate of increase in corporate alliance
premiums. Corporate alliances would be termi-
nated if they experienced increases in premiums
above the targeted amount.

*This act also has provisions intended to constrain expenditure growth by increasing competition among plans, as discussed in chapter 3.



TABLE 2-1: Analyses of the Impact of Health Reform Proposals on National Health Expenditures Reviewed in This Report E

Analyses’ S

nalyses %

Applying Encouraging Providing universal 7.

government cost managed coverage to Reducing §

controls competition uninsured people administrative costs (=]

Proposal (chapter 2) (chapter 3) (chapter 4) (chapter 5) 8

m

American Health Security Act of 1993 (H R. 1200/S, 491 CBO CBO CBO %
Comprehensive Health Reform Act of 1992 (HR. 5919)° CBO 3
Health Care Cost Containment and Reform Act of 1992 CBO CBO CBO a
(HR. 5502)° S
Health Security Act (H.R. 3600/S. 1757)b CBO CBO CBO CBO nz,
Clinton Administration Clinton Administration Clinton Administration ~ Clinton  Administration 5

Lewin-VHI Lewin-VHI Lewin-VHI Lewin-VHI 3

Health Security Act (H. R. 3600/S. 1757),b Lewin-VHI Lewin-VHI E
scenario without government cost controls 8
Managed Competition Act of 1992 (H. R. 5936)° CBO CBO CBO ':'-:
ESRI >I":I

Managed competition plan, Starr version Sheils et al. '8
National health plan, full savings scenario ESRI 3_
National health plan, administrative savings scenario ESRI ;é
Single-payer plan, CBO version with patient cost-sharing CBO 2
Single-payer plan, CBO version without patient CBO CBO ‘==
cost-sharing 3
Single-payer plan, GAO version GAO ;
Single-payer plan, Grumbach et al. version Grumbach et al. ;3;
Single-payer plan, Lewin-VHI version Lewin-VHI* 5
Single-payer plan, Woolhandler and Himmelstein version Wool handler and ‘3
Himmelstein =4

Universal Health Care Act of 1991 (H.R. 1300)° CBO CBO CBO 3

KEY CBO = U.S. Congress, Congressional Budget Office, GAO = U S General Accounting Office, ESRI = Economic and Social Research institute

aFull Citations for the analyses are in appendix B
bBIll numbers are for 103d Congress

CBill numbers are for 102d Congress.

dAnalysis was conducted b, Lewin-ICF The company was acquired and expanded in 1992 For purposes of this report all Lewin analyses are identified as LewlIn-VHI

SOURCE Office of Technology Assessment, 1994



TABLE 2-2:

Key Assumptions and Criteria for Judging Effectiveness of Expenditure Limits for Selected Health Care Reform Proposals

“Effectiveness

Criteria for effectiveness ratings

rating” for Criteria for rating Criteria for rating
Design of expenditure limits as effective limits as ineffective
Proposal Analysis*® expenditure limit limit in meeting target in meeting target
American Health CBO National and state 75% A single payment mechanism States would not be penalized for
Security Act of budgets A uniform system of reporting by all health failing to stay within their ap-
1993 (H.R. 1200/ care providers. proved budgets.
s. 491) Prospective budgets for hospitals and nurs-
ing homes
Prohibition of balance billing for covered
services.
Strong incentives for states to keep spend-
ing within their share of the national budget
since they would have to fund any excess
spending beyond the federal share of ap-
proved state budgets.
Health Care Cost CBO National health Medicare HCFA collects most of the data necessary to The absence of prospective

Containment and
Reform Act of
1992 (H.R. 5502)

budget, divided
into a Medicare
category and a
non-Medicare
category of ex-
penditures

category 75%

set rates and track spending relative to the
budgeted amounts, so that expenditure
limits enforced by rate-setting could be
reasonably but not totally effective in con-
trolling Medicare spending.

HCFA has considerable experience in setting
payment rates and estimating the re-
sponses of providers.

budgets for hospitals, nursing
homes, and other institutional
providers of health care.

No provision for continually ad-
justing payment rates for nonin-
stitutional providers (e. g., physi-
cians) to assure that the expen-
diture limits were not exceeded,
nor a mechanism to recover any
excess spending that might
occur

(continued)
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“Effectiveness
rating” for
Desig,of expenditure
Proposai Analysisa  expenditure limit limit

— e ——— e -

Non-Medicare
category 25%

Heaith Security CBO Premium limits for 100%
Act (H.R. 3600/s. regional alliance
1757) expenditures

Clinton Premium limits for 100%
Administration regional alliance
expenditures

Proposals (cont'd.)

Criteria for rating
limits as ineffective
In meetin, target

Criteria for rating
limits as effective
in meetin target

e T T e e ee—

Not discussed, Participation in the nationai health
Claims network would be volun-
tary.

The data needed to determine
compliance with expenditure
limits would be incomplete and
would not be available in a time-
ly fashion.

The calculation of the states’ op-
tion to operat,their own Sys-
tems would be very difficult to
make and Specific data on
states would not exist in Usable
form for at least several years,

The bill would exempt federally
Qualified HMQs from fate-set-
ting, including som,types of
HMQs that have not been
show,to be cost-effective.

Little discussion,

Not documented
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TABLE 2-2: Key Assumptions and Criteria for Judging Effectiveness of Expenditure Limits for Selected Health Care Reform Proposals (cont'd.)

Criteria for effectiveness ratings

“Effectiveness

rating” for Criteria for rating Criteria for rating
Design of expenditure limits as effective limits as ineffective
Proposal Analysis® expenditure limit limit _in meeting target in meeting target
Lewin-VHI Premium limits for 85% The bill is specific and “specified adequately Health alliance premiums would
regional alliance the means by which cost controls will be grow at higher rates than al-
expenditures implemented. ™ lowed under the act due to the

advancing age of the baby
boom population.
Health alliances would experi-
ence losses in excess of the
premium limits due to plan

failures.

Universal Health CBO National budget 75% A single payment mechanism. Physicians and other institutional
Care Act of 1991 A uniform system of reporting by all health providers would continue to be
(H.R. 1300) care providers. paid on a fee-for-service basis,
Prospective budgets for hospitals and nurs- with no prompt feedback mech-

ing homes. anisms to assure that increases

Prohibition of balance billing for covered in the volume of services would

services. not offset restrictions on fees.

a Full citations for analyses are in appendix B
bCBO analyzed this bill but did not analyze H R 200, which is Identically named and was Introduced in the 103d Congress.
cJ. F. Shells, Jan. 21, 1994 (143) Full citation 1s at the end of the report

KEY CBO = U S Congress, Congressional Budget Off Ice, HCFA = Department of Health and Human Services, Health Care Financing Administration, HMO = health maintenance organization
SOURCE Off Ice of Technology Assessment, 1994
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TABLE 2-3: Approaches to Government Cost Controls in the Health Security Act (H.R. 3600/S. 1757)

Government cost controls Characteristics of controls Details of controls
Expenditure limits Initial-year regional alliance A NHB would establish per capita regional health alliance premium limits for the standard
premium limits benefit package for the initial year of the plan implementation. A fine would be imposed

on each health plan whose accepted bid caused the regional health alliance to exceed its
premium limit and on providers receiving payment from the health plan.

Regional alliance premium Growth in health alliance premiums would be limited through national and regional inflation

growth limits factors. On average, allowable premium increases above CPI would be reduced over
subsequent years such that by 1999, average premium growth would equal CPI growth.
For the year 2000 and beyond, the average national premium would be allowed to in-
crease at the rate of change in the CPI plus the average rate of change in real per capita
GDP unless Congress approves another rate. If a health alliance’s actual weighted-aver-
age accepted premium exceeds’ its premium limit in a given year, the inflation factor
would be reduced for the following 2 years to recover excess spending. Corporate al-
liances would have to adopt similar methodologies to determine their premiums.

Price controls Schedules for fee-for-service Health alliances would negotiate with providers to establish a fee schedule for the fee-for-
services service component of all health plans and for fee-for-service health plans. States could
adopt a statewide fee schedule or permit providers to negotiate collectively with a health

alliance. Balance billing would be prohibited.

Medicare program Payment rates to providers for Medicare services would be lower than under current law. In
addition, the new Medicare pharmaceutical benefit involves strict price controls, includ-
ing the right of the Secretary of DHHS to negotiate special prices for new outpatient pre-
scription drugs deemed to be overpriced or to exclude them from coverage. The Secre-
tary would also appoint an advisory council on breakthrough drugs that would examine
the reasonableness of the price of new drugs that represent a breakthrough or significant
advance over existing therapies.

Medicaid program Federal payments to regional health alliances for Medicaid beneficiaries would be lower
than under current law.

Optional payment methods State single-payer option States could choose to opt out of the health alliance system and establish a single-payer
system of health care financing, under which states would pay all health care providers
directly. The NHB would also establish premium limits for single-payer states. If per capi-
ta spending for the standard benefit package in those states exceeded the limits, those
states would be required to reduce payments to providers correspondingly.

Prospective budgets for fee-for- States would have the authority to impose prospective budgets on fee-for-service health
service health plans plans offered through regional health alliances.

*Fee-for-service component refers to the consumer’s option to seek services from providers outside of his or her health plan’s network These providers would be paid according to the fee schedule
established by the state or regional alliance
KEY: CPI = consumer price index; DHHS = Department of Health and Human Services, GDP = gross domestic product, NHB = National Health Board

SOURCE. Off Ice of Technology Assessment, 1994
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I American Health Security Act of 1993
(H.R. 1200/S, 491)

The American Health Security Act would estab-
lish a state-based single-payer system of nationa
health insurance similar to the Canadian system
(171). The national health insurance system
would replace most current public and private
health insurance,’and provide universal coverage
to al citizens and legal residents. Besides its tax-
based financing mechanism and universal cover-
age, the American Health Security Act includes a
national/state budgeting system for the national
health insurance program that could grow no fast-
er than the percentage increase in GDP for the pre-
vious year, plus population growth. The act also
contains several category-specific cost-control
strategies (e.g., on prescription drugs, hospitals,
nursing homes) (see table 2-4).

I Health Care Cost Containment and
Reform Act of 1993 (H.R. 200)

The Health Care Cost Containment and Reform
Act of 1993 (H.R. 200) would expand the Medic-
aid program, retain the existing Medicare pro-
gram, and encourage managed competition in the
private health insurance market, al operating un-
der a national limit on expenditures (table 2-5).
The nationa health budget would be divided into
a Medicare category and a non-Medicare category
of expenditures. The national health budget would
not apply to all sources of national health expendi-
tures. For example, expenditures for health ser-
vices by the Department of Veterans' Affairs, the
Department of Defense, and the Indian Health
Service would be excluded from the national
health budget.

H.R. 200 is similar to an identically named act
introduced in the 102d Congress (H.R. 5502).°
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Both have two key government cost-containment
features:

.A limit on health expenditures, covering most
public and private health spending, would be
applied to services covered by Medicare and to
services not attributable to Medicare. Expendi-
tures for each category would be required to
grow no faster than the rate of growth GDP by
1999.

.Payment rates for each category of personal
health services would be set at levels calculated
to keep health expenditures within the national
health budget. Rates would be set separately for
Medicare and for non-Medicare health spend-
ing (168).

In addition, the 1992 act provided for Medicaid
payment rates to be raised gradually to 90 percent
of Medicare rates (168). Other key government
cost-containment features of the Health Care Cost
Containment and Reform Act of 1993 are listed in
table 2-5.

§ Summary

Proposals often include more than one govern-
ment cost-control mechanism. Proposals may
also set agrowth target or limit in legislation, al-
though none of the proposals applies such a target
or limit to NHE in the aggregate. As described be-
low, analysts often examine the array of cost-con-
trol mechanisms and other aspects of a particular
proposal and come to a globa judgment about the
effectiveness of the cost-control provisions in
meeting a particular limit on health care expendi-
tures.

ANALYSES OF REFORM PROPOSALS

Several analyses—by the Clinton Administra-
tion, CBO, and Lewin-VHI—incorporate as-

*The Department of Veterans Affairs’ system and the Indian Health Service (in the Department of Health and Human Services {DHHS})

would remain.

7CBO noted that the American Health Security Act defines the | imit on the growth of health expenditures in two different ways. The alterna-
tive definition would limit the growth of health spending to the rate of increase in GDP for the previous year ( 171 ).

8 CBO analyzed the bill H.R. 5502 from the 103d Congress, but did not analyze H.R. 200.



TABLE 2-4: Approaches to Government Cost Controls in the American Health Security Act of 1993 (H.R. 1200/S. 491)

Government cost controls Characteristics of controls

Details of controls

Expenditure limits National and state budgets for the na-
tional health insurance program, lim-
ited to growth of GDP in previous

year plus population growth.

Prospective budgets Institutional and facility-based care

(e.g., hospitals and nursing homes).

Comprehensive health service
organization.

Price controls Independent health care practitioners

(e.g., physicians).

Pharmaceuticals,

Optional payment methods Community-based primary health
services.

Other facility-based services (e.g.,
hospice care, outpatient services,
home-, school-, and community-
based services).

The national budget would be allocated to states, with the federal contribution to
states set between 81 and 91 percent of approved state budget amounts, averag-
ing 86 percent. States develop budgets broken down by function and categories of
services. States are responsible for funding the other 14 percent of budgets, as
well as any additional spending in excess of approved state budgets

Negotiated prospective budgets to pay for operating expenses for institutional and
facility-based care, including hospital services and nursing facility services. Budg-
ets include payments for outpatient care and non-facility-based care furnished by
the facility. Budgets can be amended before, during, or after the year if there i1s a
substantial change in any of the factors relevant to budget approval.

CHSOS would be paid either through a prospective budget or through a basic risk-
adjusted cavitation payment for each of its enrollees.

Negotiated prospective fee schedules for physicians and other professional ser-
vices, designed to provide Incentives for practitioners to choose primary care
medicine over medical specialization, States are allowed to adjust fees depending
on whether expenditures under the fee schedule will exceed the state budgeted
amount with respect to such expenditures.

A Security Standards Board could determine or negotiate prescription drug prices
with the pharmaceutical industry.

Payments would be based on a prospective budget, on a basic primary care cavita-
tion amount for each enrollee, or on a fee schedule.

Payments would be based on a prospective budget, cavitation for each enrollee, a
fee schedule, or other payment method.

KEY: CHSO = Comprehensive Health Service Orgaanization, GDP = gross domestic product

SOURCE Office of Technology Assessment, 1994
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Government cost controls Characteristics of controls

TABLE 2-5: Approaches to Government Cost Controls in the Health Care Cost Containment and Reform Act of 1993 (H.R. 200)

Details of controls

National health budget, by 1999
required to grow at the average
annual percentage Increase in
GDP during the five-year period
ending with the second previous
year.

Expenditure limits

Price controls Non-Medicare payment rates (for
services not subject to state pro-
vider payment systems or pro-
vided by staff- or group- model
HMOS).

Medicare payment rates

Optional payment methods Staff- and group-model HMOS

State provider payment systems

The national health budget would be divided into a Medicare category and a non-Medi-
care category of expenditures, each required to grow at the average rate of GDP by
1999, the Medicare and non-Medicare categories would be allocated to separate
“classes” of health services (e g., inpatient hospital services, outpatient hospital ser-
vices, physician services, and mental health services).

Maximum payment rates would be set for each class of health service for non-Medicare
services at levels estimated not to exceed the share of the non-Medicare budget for
the relevant class. Rates would generally be set using Medicare methods (e g , DRGs
for Inpatient hospital services, Providers would not be allowed to charge more than the
maximum payment rates.

Rates under the Medicare program would be based on existing provisions of Medicare
law and reduced as needed to assure that payments to providers conform to the Medi-
care budget

Services provided by group- or staff-model HMOS would be exempt from the maximum
payment rates. These HMO models could negotiate rates with hospitals and physicians
directly.

States could establish payment programs for hospital and/or physician services, or for all
services. The maximum payment rates established by the Secretary of DHHS would not
apply to providers m states with approved programs Expenditures for services cov-
ered under the state payment system should not be more than what expenditures
would be if the maximum payment rates applied in the State

KEY DRG - diagnosls-related group, DHHS = Department of Health and Human Services, GDP = gross domestic product, HMO health maintenance organization

SOURCE Office of Technology Assessment, 1994
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32 | Understanding Estimates of National Health Expenditures Under Health Reform

sumptions about key government cost-control
mechanisms into their estimates of NHE for the
proposals described above. Analysts have aso es-
timated NHE for previous proposals with similar
cost-control provisions (the Universal Health
Care Act of 1991 and the Health Care Cost Con-
tainment and Reform Act of 1992, both
introduced in the 102d Congress).

I Analyses of the Health Security Act

To estimate the effect of the Health Security Act
premium limits on changes in NHE, analysts gen-
erally consider:’

= The share of NHE that would be subject to the
health alliance premium growth limits in 1995,
the year before the premium growth limits
would become effective. This assumption is
based on estimated costs of the standard benefit
package and the number of people estimated to
be served by health aliances. Analysts must es-
timate initial-year premiums for those health
services covered under the standard benefit
package. The Health Security Act does not
specify what the initial-year premiums must or
should be, but it provides aformulafor calcu-
lating premiums (section 6002)."

= The effectiveness of the various cost-contain-
ment provisions for limiting premium growth
rates to those specified in the legislation. The
assumed growth rates are applied to the portion
of NHE subject to the premium growth limits.

Clinton Administration’s Analysis of the
Health Security Act

Premium levels

According to Administration officials, the aver-
age premium in the regional aliances for a single
person would be $1,932 in 1994 (32,135). Aver-
age premiums in the regional alliances would be
$3,865 for a couple, $3,894 for a one-adult family
with children, and $4,361 for a two-adult family
with children (1 35). Rivlin and colleagues note
that premium estimates could change slightly as
economic forecasts and National Health Accounts
baselines are updated (135). The Administration
estimates are lower than comparable premium es-
timates by CBO and Lewin-VHI. ™*

Premium growth rates

The Health Security Act specifies the maximum
rate of growth in the cost of the per capita regional
alliance premium targets. In 1994 and 1995, costs
would grow at a rate fair] y consistent with private
health insurance. Growth would be at the rate of
change in the CPI plus 1.5 percent in 1996, CPI
plus 1 percent in 1997, CPI plus 0.5 percent in
1998, and CPI in 1999 and 2000.

The Administration’s analysis assumes that the
premium growth limits would be 100 percent ‘eff-
ective’ (i.e., that increases in the portion of NHE
covered under the premium growth limits would
equal the rate of growth set out in the legislative
language from 1996-2000) (see table 2-2)."

9 Analysts also estimate how changes m the government payment formulae for Medicaid and Medicare would influence NHE. This part of
the analysisis not reviewed in this chapter.

101nI[lal. year premium estimates, therefore, partially determine whether analysts estimate that health expenditures in the first few years of
the plan will be higher or lower than projections of NHE under the current system (i.e., baseline spending). As noted above, the premium limits
apply only to aportionof national health expenditures. In addition the premium limits do not apply to Medicare or Medicaid expenditures. They
also would not apply to such categories of spending as research and construction, some government administrative expenses, or government
public health activities. For example, Lewin-VHI estimated that expenditures under the regional health aliances would account for approxi-
mately 33 percent of NHE in 1998 (89).

11 Thischapter does not explore the underlying assumptions and data used by the different analysts that have caused differencesin initial-
year premium estimates.

121n ameeting with office of Technology Assessment (OTA) staff, Administration officials stated that the regional alliance premiums,
assuming the limits, would account for approximately one third ($321 billion) of NHE in 1994(155).

13 The Administration has stated that all Administration analyses assume that the act’s premium limits will be 100 percent effective (200).



Lewin-VHI's Analysis of the
Health Security Act

Premium levels

Lewin-VHI's premium estimates for 1998 are
about 15.4 percent higher, on average, than com-
parable Clinton Administration estimates (145).
For individuals, Lewin-VHI estimated that a pre-
mium of $2,732 would be required to cover the
costs of the standard benefit package in 1998. The
comparable Administration average premium, ac-
cording to Lewin-VHI, would be $2,336 (143).14

Premium growth rates

Although it is not entirely clear from the docu-
mentation, Lewin-VHI estimated that savings
achieved through the aliance premium growth
limits would not equal the full difference between
projected health spending growth rates under the
current system and the growth rates specified in
the act ( 143). Lewin-VHI did not assume that pre-
mium growth limits would be fully effective be-
cause, according to Lewin-VHI, two “loopholes”
in the proposa would alow alliance premiums to
increase above the limits.

First, Lewin-VHI concluded that the act would
permit alliances to adjust premium growth rate
limits for “material changes in the demographic
composition” of the covered population. *Lewin -
VHI assumed that the advancing age of the baby
boom population would cause alliance premiums
to increase at higher rates than envisioned by the
act (by about 0.6 percent per year) (143).

Second, Lewin-VHI assumed that the health al-
liances would experience losses in excess of the
premium growth limits due to plan failures. Le-
win-VHI approximated that the addition to pre-
mium levels in each year from this loss would
equal the guarantee fund reserve premium assess-
ments of 1 percent a year. These two adjustments
to premiums resulted in Lewin-VHI's implicit as-
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sumption that the growth limits would be about 85
percent effective (143).

Lewin-VHI did not specifically discuss how
prospective budgets or fee schedules for fee-for-
service plans might affect the likelihood of meet-
ing the regional dliance premium limits (see
tables 2-2 and 2-3). In general, Lewin-VHI as-
sumed that the law would be implemented and en-
forced as long as it was technically feasible to do
so ( 144). Lewin-VHI has decided that it is not the
role of analysts to make adjustments on the basis
of political feasibility (i.e., pressure on Congress
to change or overturn the premium limits); rather,
analysts should try to evaluate the impact of the
legidlation as written (1 43).

CBO’S Analysis of the Health Security Act

CBO has produced several documents that, taken
as awhole, illustrate its general approach for esti-
mating NHE under health reform proposals with
expenditure limits and supporting mechanisms.
CBO'S approach involves assigning an effective-
ness rating to the specific legislated expenditure
limit in the bill using analysts' judgments and an
array of criteria. It then projects health spending
for the share of NHE subject to the limit at the
growth rate implied by the limit in combination
with its effectiveness rating. However, there is no
one place in which CBO describes an overall set of
criteriathat it uses for assigning an effectiveness
rating to a particular set of cost containment mech-
anisms (box 2-2).

Premium levels

CBO estimated that the national average premium
for the standard benefit package for a single per-
son would be $2,100 in 1994 (172). Its premium
estimate is 15 percent higher than the Administra-
tion’s for 1994, and virtually identical to Lewin-
VHI'S estimate for 1998 (1 72).

141 ew in. VHI calculated the Administration’s | 998 premium by adjusting the Administration’s1 994 average premium estimate forward to

1998 ( 143).

15 According to John Sheils, the legislation s not clear whether this allowance, as we]] as others, mustb¢ a neutral adjustment 2mong all

health alliances. Discussions between Lewin-VHI and the Clinton Administration about the legislative language did notresolve the issue ( 143).
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BOX 2-2: CBO's Method and Criteria for Rating the Effectiveness of Expenditure Limits

The CBO's use of effectiveness ratings is regarded as a conceptual advance in estimating procedures.
However, some policymakers have expressed concernthat CBO's (and others') methods and criteria for rating
the effectiveness of their proposals may be difficult to decipher. As a result, CBO (and others) may appear to
use differing metheds and criteria to rate the effectiveness of apparently similar policies intended to change

national health expenditures (NHE) under reform. This box reports the general method and criteria that CBO
has reported using to “score” different proposais with expenditure limits that apply to a large portion of NHE.

CBO's General Method
In testimony in 1993 and elsewhere, CBO has described its general method for assigning an effectiveness
rating to expenditure limits contained in legisiative proposals (130,205):
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VIOt Wi CAGIIIITICO U IV P VPV IUr v TOOP ULV, 1) UIT SuiniyCrivy vi

fied enforcement mechanisms, and 3) the administrative structure of the controls (see discussion of criteria

below).

* Second, based onits best judgment, CBO assigns an “effectiveness rating” to the expenditure limit
based on the set of cost control mechanisms contained in the proposal and related administrative
and other criteria (see below).

Inessence, CBO makes an assumption about the likelihood that the package of cost-containment levers i
the proposal will succeed in reducing the share of health expenditures subject to the expenditure limit to the
level and/or growth rate specified in the legislation. According to CBO, “[b]ecause the choice of an effective-
ness rating is difficult and imprecise,” CBO limits effectiveness ratings to 100 percent (fully effective), 75 per-
cent, 50 percent, 25 percent, and 0 percent (completely ineffective).

* Third, CBO estimates savings from the expenditure limits. Savings are equal to:

a. the difference between:

1. CBO's projected growth rate for the relevant expenditures under health reform without the limit and
2. CBO's assumed growth rate for the reievant portion of NHE under heaith reform with the legisiated
expenditure limit applied; which is

b. muttiplied by the effectiveness rating.

CBO then projects the portion of NHE subject to the expenditure limit forward by its assumed growth rate.
» Fourth, CBO estimates the growth rate for the portions of NHE not subject to the expendlture limit,

applies that growth rate tothe relevant portion(s) of NHE, and aggregates the separate categories of NHE to

arrive at its total estimate of NHE under a given health reform proposal.’

CBO's Criteria for Assigning Effectiveness Ratings to Expenditure Limits
As noted above, in order to arrive at a particular effectiveness rating for the portion of NHE subject to the
expenditurelimitinaproposal, CBO applies certain criteria. The ways inwhich CBO applies specific criteriaare
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portance or weights for each supporting criterion are not fixed, and “the process is judgmental” (133). Further,
CBO has acknowiedged that the effectiveness ratings stemming from the criteria it uses are “crude.” CBO
takes these criteria into consideration in an attempt to “rationalize the process" but notes that any weights it
assigns to the criteria are based on CBO's analysts’ judgments. CBO stresses further that the effectiveness
ratings obtained in part through the use of these criteria are “imprecise and subjective” (133). Finally, CBO
considers all provisions of a reform proposal in their entirety (131).

The following section presents briefly some of the criteria CBO has provided as general criteria or has used
in different analyses to rate the effectiveness of expenditure limits.
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BOX 2-2: CBO’s Method and Criteria for Rating the Effectiveness of Expenditure Limits (cont'd.)

General criteria or beliefs. In response to a previous draft of this OTA report, CBO said that “The gener-
al criteria CBO considers are listed on pp. 11-12 of the July 1993 paper [168], and the specific criteria
considered important are discussed for each bill with an expenditure limit as part of CBO's cost estimate”

I1’1Q\ 2 anua\/or CRO's July 1993 paper does not list * monor::l criteria” per se. Pa!hor the paper notes

vever, CBO's July 1993 paper does 1 eral criteria notes
what CBO “believes” are factors that will increase "the likelihood of success” of limits on expenditures, as
follows:

Based on its assessment of the evidence of the effectiveness of limits on expenditures as they have been applied
in the United States and in other countries, CBO believes that the likelihood of success increases with uniform
payment levels and centralized claims processing, restrictions on the ability to purchase health care outside the
regulated system, and global budgeting for hospitals and other institutions. In addition, a continuously adjusting
mechanism for paying physicians. as has been used in Germany and in some Canadian provinces, and budget-
ing or rate setting that applies to all providers and services would be most effective in enforcing the limits. A good
data system with uniform reporting by all providers to allow quick feedback would also be an important compo-
nent of an effective strategy for limiting health expenditures (168).

In July 1993 document, CBO alsc notes that "To be effective, . . . legislation would have to include specific
details on the mechanisms for setting, monitoring, and enforcing the limits. . . In the absence of specific in-
formation thatwould be usedto enforce expenditure limits, itwould not be possible to estimate the impact of the
limits included in legislative proposals.” (168).

Specific criteria. In analyses of specific proposals and elsewhere in CBO's published works, CBO has re-

ferred to the following specific criteria that would enhance the effectiveness of statutory expenditure limits.
CBOQoftenrefersto specific criteria guite briefly, referring people with additional guestions about the derivation
and meaning of the criteria to previous CBO publications. OTA searched for, and found, other apparent ex-
planations of some of CBO's criteriain various of CBO documents. These apparent explanations are includedin
footnotes accompanying the various criteria.
Scope of current NHE covered by expenditure limits (128,162)3
« The difference between the prescribed expenditure limit and projected spending assuming current law
(162)4
» An all-payer system or uniform payment levels (130)°
+  Asingle-payer system (130)6
Experience by the rate-setting authority in setting payment rates and estimating provider responses (168)7
. Stringency of penalties (162)8
«  Penalties regarding quantity (volume), as well as price (162)%
Mechanisms or penalties to recover excess spending that might occur under an expenditure cap or target
(130,162,171)10
Concurrent introduction of other cost control measures (162)"
Global budgeting for hospitals and other institutions (130,160)'2
« Required, rather than voluntary, changes in provider behavior (129)'3
Involvement of providers in the process of setting and monitoring expenditure caps (162)14
Prohibition of balance billing (171) 2
.+ Acomplete, timely, usable, and uniform data and utilization monitoring system (130,162,168)'6
«  Required, rather than voluntary, participation in a national health claims network (168)'7
Exemption of HMOs from rate-setting'8

(continued)
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BOX 2-2: CBO's Method and Criteria for Rating the Effectiveness of Expenditure Limits (cont'd.)

'itis not always clear, however, how CBO estimates growth rates for portions of NHE not subject to an expenditure limit. CBO may
project expenditures for health services not subject to the limit based on projected growth rates of those categories ot spending under
current law, or its projections may depend on reforms to those categories of spending contained in the health reform proposal.

2CBO's July 1993 paper was a compilation and comparison of estimates of four bills introduced in the 102d Congress.

3*Limits applied to one segment of the market, one geographic area, or one type of heaith service couid reduce spending for the
affected group or service. But they would have less effect on national health expenditures because gf substitutions among services
and other compensating adjustments within the system” (162). “Policies that extend to all consumers, payers, and providers general-
ly produce a greater impact on national health spending” (128).

4"[A] method [for establishing expenditure limits] that set an expenditure cap that was only slightly less than projected spending
would probably not provide sutficient incentives to change the behavior ot providers” (162).

5*[GJovernment reguiation could set maximum prices for physician services that all payers would have tofollow. . Under suchan
all-payer system, providers could increase volume to offset some, but probably not all, of their lost revenue. Administrative costs
would decline somewhat . . . Inaddition, the authority that determines prices would also control their rate of increase. (f the legislation
included rules that would limit the growth in prices to less than the projected rate, then price controls in all all-payer system could
generate lower national health expenditures than would otherwise occur” (130).

8“Price controls carried out through a single-payer system could also reduce reimbursements and sharply cut administrative
costs for insurers and providers” (130).

T*Expenditure limits enforced by rate setting could be reasonably but not totally effective in controlling Medicare spending [under
H.R.5502]. The Health Care Financing Administration collects most of the data necessary to set rates and track spending relative to
the budgeted amounts. It also has considerable experience in setting payment rates and estimating the responses of providers”
(168)

8"Theimpaciof expenonure limits on national heaith spending wouid aiso be determined by . . . the stringency of the penaities that
would be imposed if spending exceeded the limits that had been established” (162). )

9*[P]enalties for exceeding the allowed expenditure levels would need to address both the price and the quantity ot services
provided” (162).

10"To achieve the level of health spending specified by an expenditure cap or target wot idrequire that, if the goal were exceeded

achieveltt g spec ure cap would requir e goal were exceeded
in one period, offsetting adjustments would be made in subsequent periods” (162). “A continuously adjusting payback mechanism
for physicians, as has been used in Germany and in some Canadian provinces, . . . would be effective in enforcing the [expenditure]
limits” (130). Under H.R. 1200, “[n]o penalties would apply, however, if a state failed to live within the budget, and some states may
therefore opt to spend more on heaith care services than the budget provides. As a result, the expenditure limit is unlikely to be fully
effective in controlling the growth of national health expenditures” (171).

1“The potential etfectiveness of expenditure limits would depend on the choice ot cost control mechanisms that would be
introduced into the health care system. Those mechanisms could include price controls, utilization review and management, in-
creased cost-sharing for consumers, changes in the tax treatment of employment-based heaith insurance, greater efficiency in the
administration of public and private health insurance, and assessment of the value and appropriateness of new technologies before
their adoption” (162).

12“CBO believes the likelihood of success [of expenditure limits] increases with . . . giobal budgeting for hospitals and other insti-
tutions” (130). “Global budgeting for hospitals’ operating costs and expenditure caps for overall spending or specific types of spend-
ing will imit the level and rate of growth of health care spending, if they are strictly applied. if a specified amount of money is allocated,
and no other source of funding is available, then the health care system is constrained to cost only that amount” (160).

13"Proposals that encourage, rather than require, changes in the behavior of providers, insurers, or
include strong incentives or penalties, have little effect [on cost containment]” (129).

14 Other countnes that have used expenditure limits as part of a national heaith policy have involved providers in the process of
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setting and monitoring expenditure caps. . . . That approach [used in Germany] might be more effective in achieving behavioral
changes that would control costs than a policy that involved providers only minimally” (162).

'5*H R. 1200 contains many of the elements that, CBO has concluded, would make its expenditure limit reasonably likely to
succeed. . . . [Bly prohibiting participating providers for billing [patients] for covered services, it makes it unlikely that people would
purchase health care outs:de the regulated system” (171).

Consume
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BOX 2-2: CBO's Method and Criteria for Rating the Effectiveness of Expenditure Limits (cont'd.)

16A good data system with uniform reporting by all providers to allow quick feedback would also be an important component of
an effective strategy for imiting expenditures” (130). "in both an all-payer and a single-payer system, legislation that included provi-
sions for uniform monitoring of providers’ patterns of care would have an even greater impact than price controls aione” (130). “[T]he
availability of timely data to monitor performance under the expenditure controis” could increase the effectiveness of expenditure
imits (162). {T]he data neededto determine compliance with ihe expenditure iimits would be incompiete and wouid not be avaiiabie in

a timely tashion. States would be permitled to operate their own systems as long as the growth n health care spending did not

aommmA At F A b s e A A s i Tt TG e LA e e b e a4 e
exceed wndl it wOulu Nave beEN UNUet e imdxXimnurrirates. 1115 Laibuldaiion wouia pe very Uit Uit lomdre, dard speciic udia Ol sidies
would not exist in usable form for at least several years" (168)

17"Tha imite an non-Medicare snending lunder H R 55021 ara likely to be subiact to much areatar leakane and 1o he far lass
ine mits on non-Megicare spending [under i.n. 03U are iixely 10 De subjeCt 10 much greater ieakage anC 1¢ De far 1ess

effective {than the Medicare spend:ng limits] Participation in the national health claims network would be voluntary...” (168).
18"The imits on non-Medicare spending [in H.R. 5502] are likely to be subject to much greater leakage and to be far less effective

[than the Medicare spending limits] The bill exempts federally qualified HMOs from rate setting. Federally qualified HMOs are

more broadly defined than group- or staff-model HMOs and include organizational forms that have not been shown to be cost-effec-

tive" (168)

SOURCE: Oftice of Technology Assessment, 1994

Premium growth rates

For the purposes of making its estimates, CBO as-
sumed that “the proposed methods for constrain-
ing the rate of growth of premiums for the
standard benefit package would be complete] y ef-
fective” (1 72). With little accompanying discus-
sion about its rationale, CBO assumed that the
portion of NHE subject to the premium growth
limits would increase at the legislated growth
rates over the period 1996-2004, and that the
mechanisms for limiting growth of premiums
would be implemented as intended. *

CBO acknowledged that the premium growth
limit “could have unintended consegquences for
the health care system that would affect its overall
acceptability, and, hence, the sustainability of the
limits,” and that “[t]he fact that limits on the rate
of growth of premiums might begin to bite at dif-
ferent times and in different ways in each of the
various alliances raises the issue of the political
sustainability of those limits’ ( 172).

In addition, CBO discussed at length the diffi-
culty agencies would have in developing the expe-

rience and the administrative and data systems
needed to undertake their assigned tasks in the
time frame envisioned by the Health Securit y Act.
For example, CBO stated that “[t]he Administra-
tion’s proposal would depend critically on timely
information, much of which has never been col-
lected. Notwithstanding the ongoing and rapid de-
velopment of information technology in the
health care industry, it is uncertain whether the
data essentia for decisionmaking would be avail-
able in a timely fashion. If they were not or if im-
portant information was of poor quality, the
functioning of the system could be compro-
mised.” (172)

CBO nevertheless assumed in its NHE calcula-
tions “that the limits on the rate of growth of pre-
miums would be sustained even though they are
likely to create immense pressure and consider-
abletension” ( 172).

Because CBO has used similar criteria to as-
sign less than 100 percent effectiveness ratings to
expenditure limitsin other health reform propos-
als, its 100 percent effectiveness rating for the pre-

16 OTA assumes that CBO used the default inflation factor defined in the legislationto estimate premium growth beyond the year 2000.

CBO included an additionalincrease of 5 percent m 2001 to cover the expansion of dental and mental health benefits scheduled in that year

172).
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mium growth limits may be perceived as an
inconsistent application of its criteria (see table
2-2). However, the consistency with which CBO
rates different legislative proposalsis difficult to
judge because its method for assigning effective-
ness ratings is somewhat unclear.

B Analyses of the American Health
Security Act of 1993 and the Universal
Health Care Act of 1991

CBO’S Analysis of the American Health
Security Act of 1993

CBO provided estimates of NHE under both
House and Senate versions of the American
Health Security Act (H.R. 1200/S. 491)
(170,171 )."*To estimate the impact of the na-
tiona budget limit on NHE, CBO:

m Estimated the amount of NHE that would be
subject to the national/state budget limit in
1996, the year before the new program would
take effect.

« Added the estimated amount of additional
health services that would be demanded under
the new program in the absence of the national/
state budget limit on alarge portion of NHE,
and subtracted estimated administrative sav-
ings.

» Estimated NHE for 1997 through 2003 by proj-
ecting out the expenditures subject to the na-
tional/state budget limits based on the growth
limits specified in the bill and CBO'S assump-
tions about their likely effectiveness (17 1) (see
box 2-2). *

CBO assumed that the limit on the growth of
the national/state health budget would be only 75
percent effective (i.e., the act’s cost-containment
mechanisms would produce 75 percent of the
maximum savings possible from the prescribed
expenditure limit) .20 In arriving at that figure,
CBO concluded that the American Health Securi-
ty Act contains many of the elements that “would
make its global expenditure limit reasonably like-
ly to succeed” (171) (see table 2-2). However,
CBO concluded that the expenditure limit would
not be 100 percent effective because a state would
not be penalized if it failed to live within its budg-
et. States might therefore choose to spend more on
covered health care services than provided under
the national health budget (171).

CBO did not document whether or how it took
into account all of the government cost-control
mechanisms contained in the American Health
Security Act. For example, CBO did not explain
how payment rates for health care practitioners
(e.g., physicians and dentists) based on negotiated

17 The bill’s sponsors provided an estimate Of NHE under the plan ($1 .47 trillion by the year 2000, representing an estimated savings Of $203
billion, compared with projected spending under the current system). Moreover, they estimate that the plan would save money compared with
the current system in each year over the period 1995-2000 (193). However, the sponsors did not provide documentation that would permit
observers to deduce how assumptions about government cost controls were derived.

18 CBO estimated that the Senate version Of the American Health Security Act (S.491 ), with a 75-percent effectiveness rating for the nation-
a budget limit, would increase spending by an additional $4 billion by the year 2000 (see table 1-I in chapter 1), for atotal NHE estimate of
$1.62 trillion.

19 CBO estimated that enactment Of H.R. 1200 (the House version of the legislation) would raise NHE over the period 1996 through 1999

above projected baseline spending, but the proposal would reduce spending by about 6 percent below the projected baseline by 2003. CBO
estimated that the bill would initially raise NHE primarily as aresult of the cost of providing additional services due to expanded insurance
coverage. Over the longer run, however, the limit on the growth of the national health budget—assumed by CBO to be 75 percent effective—
would reduce the rate of growth of spending on covered services below the projected NHE baseline growth rate ( 17 | ). The same CBO method-
ology and estimates apply to the Senate version of the American Health Security Act, except that CBO estimated that enactment of the Senate
version would reduce NHE by about 5 percent by 2003, as a result of lower cost-sharing requirements for patients in S. 491 and differences in
dental benefits between the two bills (1 70).

20 The estimated maximum potential savings from the expenditure limits equals the full difference between CBO’s projected NHE growth

rate under the act in the absence of the national/state limits and the estimated growth rate in NHE after applying the expenditure limits in the
legislation (i.e., GDP growth in the previous year plus population growth).



fee schedules might have influenced its effective-
ness rating (see table 2-3). In addition, CBO did
not incorporate the potential response of providers
to mechanisms such as fee schedules for physi-
cians and prospective budgets for hospitalsin its
cost estimates of unconstrained demand for these
services (203).”

CBO explicitly stated that it assumed that the
open-ended nature of state budget shares would
likely cause 25 percent of the potential savings
from a fully effective limit to go unrealized. How-
ever, it seems equally plausible to assume that ex-
cess state spending would cause 50 percent of
potential savings to go unrealized if states face
strong political pressure to fund more services.
Alternatively, since states must fund any excess
spending from their own revenues they would
have a strong incentive to stay within their share of
the national health budget, Therefore, it also
seems plausible to assume that the nationa budget
limits might be 100 percent effective. CBO ac-
knowledges these plausible alternatives at the
same time that it gives its best guess of “75 percent
effective .

According to CBO, “because the United States
has no experience with a program like the one en-
visioned in [the American Health Security Act],
the assumption about the effectiveness of the
spending limit in the bill is highly uncertain”
(17 1). CBO therefore provided five aternate esti-
mates of NHE for the legislation based on its five
possible effectiveness ratings for expenditure lim-
its.

CBO'’ S range of NHE estimates demonstrates
that its alternative assumptions about effective-
ness substantially affect its projections of savings.
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If the limits on NHE are assumed to be fully (100
percent) effective, CBO estimated sayings over
projected baseline spending of $257 hillion in
2003-$143 billion more than if the expenditures
limits are assumed to be only 75 percent effec-
tive.””If the expenditure limits turned out to be
only 50 percent effective, the American Health
Security Act would not lead to any savings in the
year 2003, but rather would increase NHE by $42
billion, according to CBO.

CBO’S Analysis of the
Universal Health Care Act of 1991

CBO used the same approach and very similar as-
sumptions to project NHE under the Universal
Health Care Act of 1991, introduced in the 102d
Congress as H.R. 1300, that it used to analyze the
American Health Security Act. Both acts propose
a single-payer system. The two proposals aso
contain almost identical growth limits on alarge
portion of NHE and cost-control mechanisms for
specific categories of health spending.

One important difference between the Ameri-
can Health Security Act and the Universal Health
Care Act appears to be the states' role in adminis-
tering and funding the system. Both bills would
establish annual national and state budgets for
covered health services and various other compo-
nents of NHE.” The Universal Health Care Act
appears to leave funding at the national level, al-
though states could administer their own pro-
grams. Under the American Health Security Act,
the federal government would transfer the major-
ity of funding for state budgets to states, which
would be responsible for funding the other portion

2ICBO did incorporate such behavioral responses in its estimates of potential single-payer and all-payer systems contained in its document
CBO Single-Payer and All-Payer Health Insurance Systems Using Medicare’s Payment Rates April 1993. However, the systems modeled were
based onMedicare payment rates and did not include expenditure limits that applied to a large portion of NHE. In addition, CBO only estimated
the immediate effects under those systems and did not estimate growth rates in NHE over a longer period.

22 CBO estimates cited here are based on the bill’s higher expenditure growth limit of GDP growth plus population growth.
23CBO’s estimate of House version of the American Security Act (H.R.1200).

24 For example, the national budget would include funding for capital-related items for hospital and nursing facilities and for dir@ medical

education expenses.
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of their budgets and for making all provider pay-
ments.

CBO assigned a 75 percent effectiveness rating
to the national budget growth limits in both the
Universal Health Care Act and the American
Health Security Act, and it lists many of the same
criteria in support of both effectiveness ratings but
different rationales for the less-than-100-percent
rating (see table 2-2). Without the possibility of
states spending beyond the federally set budget
under the Universal Health Care Act, one might
have expected CBO to have concluded that the na-
tional health budget limits would be 100 percent
effective. However, CBO asserted that the nation-
a budget limit was unlikely to be completely ef-
fective because “[physicians and other
non-institutional providers would continue to be
paid on a fee-for-service basis, and the hill fails to
provide any prompt feedback mechanism to as-
sure that increases in the volume of services would
not offset fee restrictions on their price” (168).

It is not clear from CBO'S documents whether
the above criterion also influenced its 75 percent
effectiveness rating for the national budget limits
in the American Health Security Act. It is also not
clear whether it should have been a factor. The
Universal Health Care Act specified that pay-
ments for physicians and the services of other pro-
fessionals would be based on a fee schedule using
a national relative value scale consistent with the
national health budget (Universal Hedlth Care Act
of 1991, section 2123 (a) and (b)). Similarly, the
American Health Security Act states that health
care practitioners would be paid through nego-
tiated prospective fee schedules, designed to pro-
vide incentives for practitioners to choose primary
care medicine over medical specialization, and
that states could adjust the payment schedule
amounts to meet their budgets (American Health
Security Act of 1993, section612 (a) and (b)).”

The wording in the two acts seems too ambiguous
to determine whether the payment method for
physicians (and other independent practitioners)
was intended to be the same under both acts. Spe-
cifically, it is not clear whether the American
Health Security Act includes provisions for a
prompt feedback mechanism to assure that in-
creases in the volume of services would not offset
fee restrictions for physicians, or whether the Uni-
versal Health Care Act precludes such a mecha-
nism-—the rationale CBO gave for not assigning a
100 percent effectiveness rating to the Universal
Health Care Act.

The above comparison of CBO'S effectiveness
rating criteria for the two acts demonstrates some
important points about CBO’'S method for assign-
ing effectiveness ratings to health reform propos-
alsthat contain limits on alarge portion of NHE:

.It may not be clear to people outside of CBO
what factors cause a proposal expenditure
limits to be rated more or less effective by
CBO.

.Because of some ambiguities in legislation,
CBO (and other analysts) must make assump-
tions about how to interpret the legislation and
make subsequent assumptions about how to in-
corporate such interpretations into effective-
ness ratings.

= Two different criteria for “ineffectiveness’
were given the same weight, perhaps because
of the restricted range of intermediate ratings
CBO uses. However, it is not obvious that the
two factors would be equal in causing higher
spending growth than stipulated in the two acts.
This problem is not necessarily a defect in
CBO'S approach. It arises from the complexity
of estimating the impact of major reforms on
the current U.S. health system, and the difficul-
ty of assigning a precise effectiveness rating to
expenditure limits.

25 This wording applies . the House version of the bill, H.R. 1200. The Senate version, S. 491, is more clear about the inclusion Of volume

feedback provisions.



§ CBO'S Analysis of the Health Care Cost
Containment and Reform Act of 1992

To date, no organization has provided estimates of
NHE under the Health Care Cost Containment
and Reform Act of 1993 (H.R. 200). CBO did,
however, estimate NHE under the Health Care
Cost Containment and Reform Act of 1992 (H.R.
5502 in the 102d Congress), which was very simi-
lar. However, CBO emphasized that its estimate of
H.R. 5502 does not apply to H.R. 200 (168). Al-
though CBO had not yet completed an assessment
of H.R. 200, it expected “that its expenditure lim-
itswill be more effective than those in H.R. 5502"
(130).

To estimate the impact of the national expendi-
ture limit on NHE under either of the two acts,
analysts typically would:

n Estimate the amount of baseline NHE that
would be subject to the national budget limits
and the share of those expenditures determined
to be Medicare and non-Medicare expendi-
tures.

- Estimate changes in NHE from projected base-
line spending due to changes in health insur-
ance coverage, administrative costs, and other
provisions of the legislation.

» Make assumption about the growth rate to be
applied to Medicare and non-Medicare expen-
ditures based in part on the legislated national
budget limits, and in part on assumptions about
the ability of the cost-containment mechanisms
in the legidation to support the stipulated
growth rates for each of the above spending
categories. The assumed growth rates for each
spending category are then used to project fu-
ture health expenditures for those spending
categories.

CBO'S anaysis of NHE under H.R. 5502 con-
cluded that the limit on Medicare-related spend-
ing would be 75 percent effective, but that the
limit on non-Medicare spending would be only 25
percent effective (168). According to CBO,
“[e]xpenditure limits enforced by rate setting
could be reasonably but not totally effective in
controlling Medicare spending” (168).
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CBO'S stated reasons for assigning a relatively
higher effectiveness rating to the Medicare limit
focus on Medicare's data-collection capabilities
and rate-setting experience (see table 2-2). CBO
also asserted that “the history of cost-control ef-
forts both in this country and abroad strongly sug-
gests that setting payment rates is not sufficient
for achieving full control over health expendi-
tures’ (168). Table 2-2 also lists CBO' S criteriafor
not assigning a 100 percent rating to the Medicare
expenditure limits.

CBO assumed, for several reasons, that “[t]he
limits on non-Medicare spending are likely to be
subject to much greater leakage and to be far less
effective” than the Medicare spending limit. Most
of the reasons have to do with administrative and
data-collection difficulties that would be encoun-
tered in enforcing the limits on non-Medicare ex-
penditures (see table 2-2).

CBO’S approach to formulating assumptions
about separate growth rates for Medicare and non-
Medicare expenditures illustrates its broad selec-
tion of criteria for developing effectiveness
ratings for expenditure limits. The factors CBO
considered most important include not only the
payment methods or cost-containment mecha
nisms, but also the data-collection and administra-
tive support systems available for setting,
monitoring, and enforcing the limits. These con-
siderations seem intuitively reasonable, but diffi-
cult to apply in a precise quantitative fashion.

§ Summary

Several health reform proposals include limits on
how much at least a portion of NHE would be al-
lowed to grow. To estimate how these proposals
would affect NHE, anaysts make assumptions
about the likelihood that the legislated limits actu-
aly would be achieved, based on the strength of
the proposed cost-containment mechanisms.
Generalizing about analysts' assumptions un-
derlying effectiveness ratings is difficult because
proposals may have different types and levels of
limits and different mechanisms to support pro-
posed limits on expenditures. However, some
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mechanisms are similar across proposals, and
OTA’s comparison of analyses suggests that there
are some inconsistencies in effectiveness ratings
across analysts for the same proposal, as well as
inconsistencies in effectiveness ratings by the
same analysts for similar proposals and mecha-
nisms. Some inconsistencies are to be expected
since analysts acknowledge that their effective-
ness ratings are based on their best judgment at the
time they perform an analysis. However, the pau-
city of documentation of criteria in specific analy-
ses makes it difficult to judge the actual extent of
the inconsistencies, the reasonableness of some
judgments, and the meaning of many of the rat-
ings. Different analysts have judged different pro-
posals sets of government cost controls to be 25,
75, 85, and 100 percent effective in meeting vari-
ous proposed statutory limits on spending (table
2-2).

REVIEW OF THE EVIDENCE

Reductions in health spending growth can be
achieved only by decreasing growth in the volume
of services, reducing growth in the price or aver-
age payment per unit of service, or both (8).
Instead of allowing markets to determine the a-
location of funds to health services, governments
can regulate the amount of funds flowing to the
health care system (e.g., expenditure limits such
as federal or state health budgets for single-payer
systems), to health plans (i.e. premium limits), or
to different categories of health care services (i.e.,
physician or hospital payment controls such as
prospective fixed budgets or fee schedules).

This section reviews empirical evidence from
experiences of the United States and other coun-
tries with government controls for limiting
growth in health spending. The empirical litera-
ture is reviewed to answer whether:

.aparticular growth rate for health expenditures
can be reliably assigned to a set of cost-contain-
ment mechanisms; and

.the evidence supports assumptions that particu-
lar government cost-containment mechanisms
would reduce growth in health spending
compared with the current system.

Research literature on expenditure limits, pre-
mium limits, and provider (hospital and physi-
cian) payment controls is reviewed. In general, the
review in this chapter relies on a combination of
previous reviews of literature on these topics, and
selected key studies.

In combination, boxes 2-3 and 2-4 provide a
framework for evaluating the evidence on govern-
ment cost controls. The boxes also explain that
studies of the effects of government cost controls
may be difficult to interpret. The studies are not
conducted using experimental designs and vary in
methodological rigor.

As described in box 2-4 there are many ways to
measure the effects of particular interventions. In
reviewing the evidence, this chapter focuses on
the broadest possible measures of expenditures.
For example, if astudy reports results in terms of
total hospital expenditures and expenditures per
patient day, the former result will be emphasized.
Moreover, the review emphasizes the effects of in-
terventions on expenditures by users and payers,
rather than costs that providers incur in providing
the service. Finally, the review highlights how in-
terventions affected the growth rate of health ex-
penditures by examining growth rates before and
after the intervention. In some cases, the review
presents results of comparisons of the growth
rates of expenditures in areas that had the inter-
vention to other areasthat did not.

1 Evidence on Expenditure Limits

Applied to Large Sources of Funding
L egislated expenditure limits that apply to desig-
nated sources of health funding (e.g., the federa
government, state governments, private insur-
ance) specify a desired goal for the future rate of
increase for that portion of NHE.

The United States has had little experience with
setting health expenditure limits that apply to des-
ignated sources of funding for large shares of NHE
and designing mechanisms to meet those limits.
For example, the U.S. Medicare and Medicaid
programs are “entitlement” programs; they do not
receive a specific appropriation for a fiscal year,
and until recently neither program had explicit
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BOX 2-3: Standards of Evidence

Interpretations of studies on the effectiveness of policy instruments, such as government cost controls,
are often complicated by a problem of causality. Many studies on international and U.S. government cost
controls provide observational evidence on the effectiveness of government controls, correlating general

natterns or trends in agaregate health expenditure
Pauerns of trends In aggregailc neain exXpenarure

country's health care system. However, observational studies often do not take into account important as-
pects about each country's or region’s economic, social, legal, demographic, and political systems that
might significantly affect the level or growth of health spending. Each country also has a set of unique
features that interact with each other and that may contribute to spending patterns observed for a particu-
lar category of health care spending

For example, a study may find that the introduction of a new payment method for hospital services is
associated with a reduction in the growth of hospitai expenditures. However, expenditures on hospital ser-
vices are affected by many factors, such as economy-wide or hospital price inflation, the demand for med-
ical care, and the introduction of new medical technologies. Observational studies generally are not able to
sort out the separate effects of these different factors and therefore may provide limited evidence about the
impact of specific cost-containment mechanisms or a combination of mechanisms on expenditure pat-
terns. Observational studies without sufficient controls for plausible alternative causes of increases and
decreases in expenditures are commonly more useful for generating hypotheses about possible spending
effects of different mechanisms than for providing strong evidence about actual spending.effects.

A more rigorous method of assessing various government interventions is to analyze the effects of shift-
Ing to a particular government intervention (e.g., from per diem reimbursement for hospital services to pro-

spective bl |dno'|nn\ while controlling fo
pective Cg
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ata with narticular cost-containmen
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thr oug iah statistical t er-hmnnne other factors that simultaneous |/

It
may have affected spending trends or panems, Such studies (i.e., multivariate econometric analyses) gen-
erally provide stronger evidence about the actual impact of government cost controls than do uncontrolled
observational studies. The multivariate econometric studies are not, however, tantamount to the random-
ized. controlled clinical trials often used to test the effectiveness of medical interventions.” Econometric
analyses do not control for the influence of different factors on the variable of interest during the interven-
tion, but must try to account for the effects of important determinants using archival data. The validity and

comparability of multivariate economic analyses may depend in large part on

tical methods they use (71).

" Randomized, controlled trials “control for” different factors of interest by randomly assigning study targets (e g . individual pa-
tients) to either one or more "experimental” interventions (which are the interventions of interest. such as drug dosages) or one or more
“controlconditions” (e g.. no treatment or standard treatment). Random assignment prevents selection effects and may be better able
to control for unobserved differences between the “expenmental” and “control” group than can econometric analys:s. In addition, ina

randomized controlied i”d\ cares taken not o contaminate ithe expenmenld\ or control con d tionsg ULA””Q 1”8 leUy Lfdsb over (;‘T
fects)

SOURCE Off Ice of Technology Assessment 1994
- - .
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BOX 2-4: Measures of the “Effectiveness” of Government Cost Controls

In some studies and in most popular accounts, government cost controls are often described as “suc-

cesses” or “failures” without much attention to how these terms are defined. Yet any evaluation of govern-
ment cost controls depends greatly on how success and failure are defined. The following lists several

metrics for n\mlnmmn the effectiveness of aovernment cost controls: 1

cvaludl 1€ CheLiivenitss OF Yover COSL GUY

Regulatory interventions can be evaluated in terms of their success in slowing the growth rate in spend-
ing after the implementation of the government interventions (a longitudinal study) or in terms of their
success in producing lower levels of expenditures compared with other regions or institutions without
the government cost control (a cross-sectional study). For example, the success of prospective hospi-

LOUSL LU LUao~obkl =1uQ 2ULLESS Uopet

tal budgets might be evaluated by measuring the change in spending growth rates from the previous
trend in a single country before and after the policy change, or by examining the difference in expendi-
ture levels between a country th es prospective budgets to fund hospital services and a country
that funds hospital services through other payment methods.

According to the General Accounting Office (GAO) (176), determining the effectiveness of a govern-
ment intervention requires a comparison of actual spending growth under the cost control with spending
growth that would have occurred without the intervention. However, in some cases, it may be difficult to

estimate what spending growth would have been without the government intervention.

Definitions of success or failure are also sometimes based on the magnitude of the change in spending
after a shift to a new government cost control or on the magnitude of the difference in spending be-
tween two regions or institutions that use different cost control strategies. Sometimes it is left to the
author’s or reviewer's discretion to decide whether the magnitude of the change represents a success or
failure of the government intervention. Other times, the shift to greater government intervention is deter-
mined to be effective if it had a statistically significant impact on health spending levels or trends.

The effectiveness of a government cost control can also be assessed in terms of its success or failure
in achieving a target fevel or growth rate of expenditures set by a particular entity, typically a govern-
ment. An objective determination of whether or not a mechanism is successful by this standard de-
pends on knowledge of the target

The effectiveness of a cost-containment strategy can also be assessed in terms of its impact on differ-
ent components of health spending {(e.g., the prices of services or the volume of services). For exam-
ple, even though the use of prospective per-diem rates to pay for hospital services would be expected

to affect charges for a day of inpatient care, if hospitals increase the number of inpatient days, total
hospital costs or charges would not be fully controlied. In this example, the per-diem rate-setting strat-

egy would be considered successful if hospital charges per day fell after implementation of the new
method of funding hospital inpatient services, but might be evaluated as unsuccessful if effectiveness
of the payment method were measured in terms of its effect on total hospital expenditures. Similarly,
government cost-containment strategies aimed at reducing expenditures for a specific category of ser-

vices (p g. hosnital or nh\/mm:m services) or for specific payers (n g Medicare or Medicaid) may be
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successful for constraining category- or payer-specific expenditures but would not be evaluated as

effective for controiling broader measures of heaith expenditures, such as NHE, if cost-shifting to other
categories of services or payers occurs.




Chapter 2 Applying Government Cost Controls | 45

BOX 2-4: Measures of the “Effectiveness”. of Government Cost Control$ (cont'd.)

= Another fairly common metric of the success or failure of a specific government intervention, especially
for government cost controls aimed at specific categories of services or specific payers, is a compari-
son of the trend in expenditures for those categories of services, or by those payers, as a share of NHE
NHE after implementation of a new government cost-containment strategy, the strategy might be eva-
luated as successful. However, there are problems with using ratios to assess the effectiveness of gov-
ernment cost controls because changes in the denominator of the ratic also affect trends in the ratio.
For example, the reason that hospital expenditures might have dechned as a share of NHE may be
more attributable to large increases in spending on other categories cf health services than to a decline
in the growth rate for hospital expenditures.

» The same type of difficuity exists for assessing the effectiveness of government cost controls in terms
of NHE-to-GDP ratios, another common metric for assessing whether a country’s health care system
has been more or less successful in controiling national heaith spending. First, itis not always clear that
the country wanted to constrain the rate of growth in expenditures to the rate of growth in GDP. Second,
one country may have a lower growth rate in its NHE-to-GDP ratio than another because the first coun-
try's growth in GDP was higher than the second country's over the period studied. However, bcth coun-
tries may have had similar NHE growth rates over the period.

' Government cost controls can also be evaluated on the basis of criteria other than their ability to constrain outlays tor health
services. The success of a government intervention can also be measured .n terms of its effect on the quality ot services, access to
services, queuing for health services, the etficient production or ailocation of health services, the solvency of heaith care providers or
health plans, or other effects. Since this report concentrates cn how analysts have estimated heaith expenditures or outlays under
A e b b e e e s e o b o
uinerent neain reyurtn proposdls, 1his Criapler CONNmes 1S mnedsure OF QOVeriiment COLI-LONIT Sengliveness [ enetts o nedinrn ex-

penditures

SOURCE: Office of Technology Assessment, 1994

limits on any program expenditures .26 In contrast,
other countries are perceived as having explicit
limits on government or combination public-pri-
vate sector spending and international experience
might provide some evidence of whether an ex-
plicitly legislated expenditure growth limit, set by
apolitical entity, can be achieved. However, there
are several reasons why international experience
cannot directly answer the question of whether ex-
penditure limits for a large portion of NHE will be
met.

Although some countries link the rate of
growth of NHE to macroeconomic variables (e.g.,
the general inflation rate, growth in GDP, or
growth in wages and salaries), they have not done
so through explicit legislated 1 in-tits.

Germany is often used as an example of a coun-
try that has legislated expenditure limits for a large
portion of its NHE. However, until 1993, Germa-
ny established annual targets or goals for expen-
ditures for most categories of health services
covered under its federal insurance system. Un-

26 [t wasn 't until passage of the Omnibus Reconciliation Act of 1989 (OBRA 89) that the federal governmient included a mechanism to

adjust Medicare physician payment fee updates based onhow annual increases in actual expenditures compared to previously determined per-
formance standard rates of increase ( 122). The implementation of this expenditure limit is relatively recent (see below). and it applies only to

physician payment m the Medicare program.
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like limits, as defined in this report, the targets
were nonbinding on the negotiations between
sickness funds (Germany’s quasi-public “insur-
ance” companies) and health care providers.” Be-
cause Germany’s overall expenditure targets only
represented a desired goal, its experience provides
little evidence of whether proposals with stronger
government cost controls are more or less likely to
achieve legislated spending limits.

Another reason international comparisons do
not provide much evidence on expenditure limits
is that proposals to reform the U.S. health care
system that include government cost controls and
limits do not exactly mirror the system of any par-
ticular country. For example, although many of
the cost-containment elements in the American
Health Security Act (H.R. 1200/S. 491) are simi-
lar to those in the Canadian system, the average
share of federal funding for state health expendi-
tures in the act is markedly higher than the average
share of federal funding for provincial health
spending in Canada.” The larger federal share in
the American Health Security Act might constrain
state health expenditures more effectively than
has been the case in the Canadian provinces (even
though both the act and Canada tie the federal
share to the growth in GDP).

Thus, the experience of other countries does
not provide a clear-cut answer to the question of
how quickly or slowly health expenditures would
grow given alegislated growth rate for some share
of NHE. Most countries do not have explic it legis-
lated limits similar to those specified in the pro-
posals. Moreover, differences  between
cost-containment mechanisms in health care sys-
tems of other countries and those proposed in
health reform proposals might limit the lessons
that could be learned from other country experi-
ences with legislated limits.

Some information on the United States experi-
ence with expenditure limits affecting large health
systems and multiple payers may become avail-
able if the state expenditure limit provisions of the
State of Minnesota' s 1993 MinnesotaCare health
reform legislation are implemented. Minnesota-
Care 1993 created limits on total health care
spending for the state.”

B Evidence on Premium Limits

As discussed above, the Health Security Act
would limit the growth of health alliance
weighted-average premiums for the standard
benefit package of health services defined in the

27 Between 1977 and 1993, Germany operated under broad federal guidelines set by a national committee designed to reduce spending
growth for dlifferent categories of health services (e.g., hospital and physician services). The purpose was to stabilize payroll tax rates, which
finance the magjority of health expenditures (45,180), During the annual bargaining sessions, the regional German Sickness funds and providers
(e.g., individual hospitals or regional associations of physicians) might agree on a greater or smaller increase than contained in the guidelines
for that category (43). The expenditure targets, as well as the category-specific cost controls (see below), in the German health system may have
contributed substantially to Germany’s ability to hold health expenditure growth rates fairly close to the rate of GDP growth (180). However,
average payroll tax rates have not remained constant, increasi ng from approximately 8.2 percent in 1970 to 13.4 percent in 1993 (139). Because
Germany has not achieved its recent spending targets, the government initiated a 3-year emergency measure in 1993 to stabilize and equalize
sickness fund payroll contribution rates. The temporary emergency measure imposes mandatory global limits on spending for physician, hospi-
tal, and dental services, and for prescription drugs. The limits are to closely track revenue growth of the sickness funds (180). Data are not yet
available to evaluate the effectiveness of Germany's more binding expenditure limits.

28 The federal/provincial financing scheme in Canada ties increases in federal financial support for provincial health plansto increases in

GDP (45). This scheme is similar to the federal/state financing scheme proposed in the American Health Security Act, in which the federal
government’s financial support to the states also would grow at the rate of GDP. However, the Canadian federal government financed only about
22 percent of provincial health care budgets through transfer payments in 1991 (60), while under the act the federal government would finance
86 percent of approved state health care budgets on average.

29 State officials estimated that the limit and other features of the MinnesotaCare reforms would yield a total of $7 billion in savings by 1997

(19).



act. Strictly enforced premium limits such as
those in the Health Security Act are designed to ef-
fectively limit regional and corporate alliance ex-
penditures, while giving health plans flexibility to
determine how best to achieve the spending goals.

No direct empirical evidenceis available from
the United States or other countries to assess
whether limits on premiums can constrain in-
creases in health expenditures, or whether pre-
mium limits can be sustained over the long term.
No country has tried to control the amount of
money spent on health care by directly controlling
the growth of premiums (66).

Some have suggested that health insurance pre-
mium regulation by state insurance commissions
could provide some evidence about sustainability
of the premium limits. In particular, state experi-
ence with premium regulation might illustrate
how the political system works when insurance
companies or health plans either become insol-
vent or threaten to go out of business when regu-
lated rates are considered too strict to cover costs.
Such experiences might also provide evidence
about the effects on health insurance coverage and
access to health services when plans withdraw
from the market, issues that could be important for
judging the political feasibility of premium lim-
its.*However, empirical evidence about states’
ability to enforce premium limits would not defin-
itively answer the question of whether the Health
Security Act premium limits are technically or
politically feasible. States do not have the same
enforcement powers or mechanisms as those pro-
vided under the Health Security Act.

In the future, empirical evidence on the effec-
tiveness of premium limits may be provided as a
result of Washington State's recent health reform
legidation. In April 1993, Washington passed leg-
islation that is similar in some respects to the
Health Security Act in that it includes near-univer-
sal coverage, managed competition, and premium
limits (23). The premium limit is a phased reduc-
tion in the maximum premium a certified health
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plan may charge for a community-rated uniform
benefit package. The premium growth rate will be
restrained while the plan is being phased in until
increases in premiums equal growth in state per
capita persona income, and premiums will be re-
strained in the future by the rate of growth of per-
sonal income (23). While neither the design of
Washington’s premium limits nor the incentives
for health plans to meet the limits are entirely the
same as under the Health Security Act, the two
may be similar enough to provide some useful em-
pirical evidence about the economic conse-
guences of a system that attempts to restrain
health expenditures by limiting premiums.

No empirical evidence is available, either from
the United States or other countries, to directly as-
sess the effectiveness of controlling the flow of
funds for health services specifically through pre-
mium limits.

I Evidence on Provider Payment Controls

The above two sections have concluded that there
has been little direct experience with expenditure
limits applied to comparable systems of govern-
ment cost controls to assess analysts assumptions
about the effectiveness of expenditure limits.
Similarly, there has been little direct experience
with premium limits to assess the various assump-
tions about their potential effectiveness for con-
trolling spending on health care services.
However, this does not mean that there is no evi-
dence about the effectiveness of government cost
controls for constraining health care spending.
Many countries, including the United States, have
used government regulations to limit outlays for
certain categories of health services. The extent to
which the available evidence is applicable to con-
temporary national reform proposalsis often un-
clear, however. Furthermore, the fact that many
states and governments of other countries contin-
ue to refine their approaches to regulatory cost
controls suggests that no system is perfect. The

30 To OTA's knowledge,analystsdonotnow quantitatively rate proposals in terms of their political feasibility.
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next section examines the effectiveness of some
government controls on payments for hospital and
physician services. Outlays for these two catego-
ries of services together account for approximate-
ly 50 to 60 percent of NHE in most developed
countries (120).

Hospital Payment Controls

The amount of money available to fund hospital
services can be controlled in a number of ways, ei-
ther less comprehensively through price controls
alone or more comprehensively through controls
over the total amount of revenues hospitals re-
ceive for their services. *Different variations of
price and revenue controls have been used in this
country and abroad. For example, programs in the
United States and other countries have prospec-
tively established prices for inpatient hospital ad-
missions (e.g., prices based on diagnosis-related
groups), for a day of inpatient care (e.g., per diem
rates), and for individual hospital services. Under
these forms of price controls, an individual hospi-
tal’s total revenues are not limited. That is because
the number and coding of admissions, the number
of inpatient days, and the number of hospital ser-
vices provided are still variable under each of
these controls respectively.

To limit total revenues, price controls have
been combined with budgets that prospectively
fix the total amount of revenues an individual hos-
pital receives. For example, in Germany, a pro-
spective lump sum daily rate is calculated after
determining a prospective yearly budget for indi-
vidual hospitals. To arrive at the daily rate, the
budget is divided by the projected number of inpa-
tient days. This per diem rate then functions as the
payment unit of most third-party payers (85).

New budgets are often based largely on ap-
proved budgets from the previous year, with al-
lowable adjustments depending on a variety of
factors. These can include new programs or ser-
vices, anticipated wage settlements, projections
of economy-wide inflation, changes in bed capac-
ity, and changes in the size and composition of the
population.

This section reviews empirical evidence about
the effects of various forms of hospital payment
controls on expenditures and costs.” Evidence
from the United States is reviewed first, followed
by evidence from other countries. U.S.-based evi-
dence includes that from the Economic Stabiliza-
tion Program of the early 1970s, the Medicare
Prospective Payment System introduced gradual-
ly between 1984 and 1987, various state mandato-
ry hospital rate-setting programs introduced at
different times, and Rochester’s Hospital Exper-
imental Payments Program of 1980 to 1987. For-
eign evidence includes studies of various types of
hospital payment controls in Canada, France, Ger-
many, and the Netherlands.

Empirical evidence from the United States

Economic Sabilization Program (ESP). IMP was
a broad-based system of wage and price controls
designed to deal with inflation perceived to stem
from increases in wages and other input costs (44).
ESP was introduced in several phases. In phase |
(August 1971), President Nixon imposed a 90-day
freeze on al wages and prices, including pricesin
the hospital industry (25,44). Phase |1 controls,
introduced late in 1971, consisted of specific
inflation targets for each major sector of the econ-
omy. However, regulations specific to hospitals
were not issued until December 1972 (25). ESP

31 Price controls are defined as government involvement in determining the level or growth minput prim (resource COsts) or output prices
(charges) for medical services, including fee schedules and fee updates for physician services and per diem, per case, or per service rate-setting

for hospital services.

32In th,context of health care, expenditures are typically defined as monies spent on the acquisitionof health care coverage and/or services.

in contrast, costs are defined asexpenses incurred in theprovision of services or goods. Hospital expenditures w (mid refer to those funds spent

by some individua or entity to acquire hospital services.



controls were lifted in April 1974 (44). The De-
cember 1972 regulations imposed a ceiling of 6
percent on price increases for institutional health
care providers, including hospitals, and required
all price increases to be “ cost-justified” (25).

Although the literature indicates that ESP was
able to moderate hospital cost inflation, reviewers
note that the fact that hospital cost inflation had al-
ready started to decline when ESP was introduced
complicates the eval uation of the program effect
(44).

Uncontrolled studies of the effects of ESP
found that the rate of growth of hospital room and
board costs declined by 50 percent during ESP
(25,44, 152).33 Similarly, rates of increase in costs
per adjusted patient day and costs per adjusted
admission declined by 25 percent (25,44,152).
However, multivariate econometric analyses
found annual reductionsin the rate of increasein
total hospital costs and expenditures per admis-
sion to be much smaller, ranging between O and 3
percent, according to a 1981 review by Steinwald
and Sloan (1 52).

Once the controls under ESP were lifted, hospi-
tal cost inflation returned to its former level, sug-
gesting that ESP had some effect. The CPI for
hospital service charges rose from 4.6 percent
when ESP controls were in effect to 14.6 percent
immediately after controls were lifted (44). Simi-

Chapter 2 Applying Government Cost Controls | 49

larly, after ESP was discontinued, Medicare hos-
pital expenditures increased at an even faster rate
then they had prior to the imposition of controls
(25).

Medicare Prospective Payment System. In
1983, Congress enacted the Medicare Prospective
Payment System (PPS) to control inpatient hospi-
tal expenditures for Medicare beneficiaries and to
reduce rates of increase in overall hospital cost
inflation (4,22,25,44).* The fundamental charac-
teristic of PPS is a fixed payment per case admis-
sion, determined in advance by the federal
government. The payment covers al inpatient
hospital services furnished during a Medicare
beneficiary’s stay in a hospital (4).”

Under PPS, hospitals are rewarded through sur-
pluses when their costs of providing care for a par-
ticular diagnosis-related group (DRG) falls below
the Medicare payment level. Hospitals with high-
er costs than the adjusted national average must
bear the penalty of a loss. This section focuses on
the evidence regarding the effects of PPS on
Medicare expenditures, total NHE, and cost-shift-
ing to other third-party payers. Because of con-
cerns about spillover of expenditures to other
health care settings, Medicare outpatient and total
expenditures as well as inpatient hospital expendi-
tures are also examined.

33 The reviews of ESP by Davis and colleagues, Gold and colleagues, and Steinwald and Sloan were based primarily on four or five empiri -

cal studies.

34'S,,..] other federal programs to reduce Medicare hospital cost inflation were tried before the PPS program was adopted (112).

35 The fixed payment per case is based on the patient’s diagnosis; patients are classified into a diagnosis-related group (DRG). DRG prices
reflect in part the average cost experience of all hospitals in the United States for the particular DRG, rather than the hospital “s own cost of
treating a patient classified into that DRG (4). The actual DRG payment to an individual hospital is adjusted for several characteristics particular

to the hospital and for differencesin local wages (112).
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A number of problems exist for evaluating the
effectiveness of the PPS program, including data
limitations and the prevailing use of a simplistic
research design (pre/post studies) (22,188).36

This OTA review relies heavily on previous re-
views and analyses by Coulam and Gaumer, Gold
and colleagues, and the Prospective Payment As-
sessment Commission (ProPAC) (22,44,127).
ProPAC reports regularly on the impact of PPS as
part of its congressionally mandated mission
(e.g., ProPAC (127)).

Coulam and Gaumer's 1991 review of studies
of the first 3 or 4 years of PPS concluded that the
main purpose of PPS—to control the growth of
total and inpatient Medicare benefit costs (expen-
ditures) without increasing costs to beneficia-
ries-appeared to have been accomplished (22).
Coulam and Gaumer noted a clear reduction in
historic rates of growth in total Medicare spend-
ing (hospital and nonhospital, federal and benefi-
ciary™), from an adjusted average annual growth
rate of 6.9 percent between 1980 and 1984, to only
4.0 percent annually from 1984 through 1987.**

Coulam and Gaumer attributed these early reduc-
tions in total Medicare expenditures to historical-
ly low growth rates in spending for Medicare
inpatient hospital benefits, citing as an example a
4.6 percent inflation-adjusted increase in inpatient
hospital benefit payments in fiscal year 1986(51).

More recently, ProPAC observed that total
Medicare expenditures per enrollee declined after
PPS was implemented in 1984, from a growth rate
of 6.9 percent between 1980 and 1983, to average
annua rates of growth of 3.0 percent between
1983 and 1987 and 4.0 percent between 1987 and
1992 (127) (figure 2-1).*The Commission sug-
gests that the decline was attributable primarily to
inflation-adjusted per-enrollee spending on inpa-
tient care, as shown in figure 2-2. The Commis-
sion’s figures also show, however, that the decline
in the growth rate observed in the phase-in period
of PPS (1983 to 1987) was not entirely maintained
between full implementation and 1992 (1987 to
1992), although it was lower than in the pre-PPS
period (figure 2-1). Growth in Medicare expendi-

~ As of the date of Coulam and Churner’s review (199 | ), the bulk of the published literature on PPS effects was based mainly on the first
3or 4 years of PPS experience, generally allowing only for evaluations of the initia effects of the program (22). The pre/post design of most
of the available empirical studies does not control for other factors that may have influenced trends in hospital spending. The widespread adop-
tion of medical technologies that can be used on an outpatient basis, widespread implementation of managed-care programs in the private sec-
tor, and liberalization of home care, nursing home care, and hospital benefits for Medicare in the early 1980s all could independently have
caused Medicare or total inpatient hospital expenditures or costs to decline (22). An additional problem with analyzing the cost-containment
effects of PPS isthat DRG rates were set too highin the first yearof the program. Because of the generosity of payment ratesin the first year
of PPS, hospitals may have had fewer pressures to reduce costs in the early years. After the first year of PPS, very restrictive updates to DRG
rates were made to reduce initial hospital windfalls (22). Finally, the PPS system was phased in over several yearsto alow hospitals time to
adjust their behavior. The actua phase-in to full national DRG rates was not completed until November 1987 (11 2). Given the gradual phase-in
and initially high DRG rates, it is striking that hospital costs declined during the early years of PPS.

37 Inthe national health accounts, premiums paid by Medicare beneficiaries for supplementary medical insurance (Medicare Part B) are
counted as Medicare program expenditures, not as individual out-of-pocket expenditures.

38 Coulam and Gaumer cited studies by Long and Welch (93) and Guterman and colleagues (51) in support of this conclusion. The studies
adjusted for inflation, changes in Medicare enroliment, and changes in the mix of Medicare beneficiaries (22).

39 This comparison should be somewhat tempered by the fact that PPS began to be phased in during 1984; however, inclusion Of the growth
rate for 1984 would tend to dampen the growth rate for the 1980-84 period.

40 The Commission adjusted its figures for growth in the number of Medicare enrollees.

41 Coulam and Gaumer ‘s report of estimates Of total Medicare growth rates in the 1980-87 period are not totally comparable to those Of the

Commission because. Coulam and Gaumer present estimates for the periods 1980 to 1984 and 1984 to 1987. Nevertheless, the direction of
results is similar in the two reports.



FIGURE 2-1: Average Annual Change in Total

Health Care Expenditures Per Capita and in
Medicare Expenditures Per Enrollee, 1980-92
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SOURCE: Prospective Payment Assessment Commussion (127),
based on data from Department of Health and Human Services, Health
Care Financing Administration. Office of the Actuary. The full citation 1s
at the end of the report

tures remains somewhat greater than general
inflation, but lower than overall growth in NHE.42

According to one study reviewed by Coulam
and Gaumer, a 10 percent increase in outpatient
visits in the very early years of PPS was attribut-
able to PPS (54). In contrast, ProPAC could not
conclude that PPS was the cause of observed
growth in Medicare noninpatient spending fol-
lowing PPS, although the data were suggestive
(4). Rapid technological changes favoring outpa-
tient treatment, as well as policy changes favoring
other nonhospital treatments (e.g., nursing
homes, home health) (22) may also be contribut-
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ing to the growth in Medicare expenditures for
nonhospital services (4).

PPS could affect total and hospital-related
health expenditures in several ways. Because
Medicare hospital spending accounts for 11 per-
cent of persona health expenditures (86), making
Medicare the largest single source of inpatient
hospital payments, PPS’'S success in this sector
could have had a dampening effect on total per-
sona hedth expenditures and NHE. However,
PPS could also stimulate hospitals to increase
their prices to other payers to compensate for

FIGURE 2-2: Inflation—-Adjusted Average Annual

Change in Medicare Inpatient and Other Medicare
Expenditures Per Enrollee, 1980-92
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42 General inflation w as approximately 3.0 percentin 1992 using the CPI ( 195). Using the GDPimplic it price deflator (pereent change from

the preceding year), inflation was approximately 2.7 percent in 1992 (201).
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losses of Medicare revenues (i.e., cost-shifting),
resulting in no overall change in growth in
NHE.* Coulam and Gaumer's 1991 review and
ProPAC’s June 1993 report provide some data
relevant to evaluating PPS'S impact in these
terms.

According to Coulam and Gaumer, there had
been little containment of overall growthin U.S.
health care expenditures in the very early years of
PPS (the period they examined), but also little
evidence of hospitals cost-shifting between
payers (22).°

ProPAC found some decline in the growth rate
of national (Medicare and non-Medicare) health
care expenditures (adjusted for population size)
during the implementation of PPS in 1984
through 1987 (relative to 1980 to 1983) (figure
2-1). However, the Commission aso found that
the growth rate of nationa health care expendi-
tures increased relative to the 1980-83 period from
1987 through 1992 (figure 2-1) (127).

In contrast to Coulam and Gaumer, ProPAC
found evidence of cost-shifting between payers.
Through 1991, hospitals had been able to generate
gains from private insurers (as a group) that nearly
mirrored hospitals' total losses from Medicare,
Medicaid, and uncompensated care (127). Ac-
cording to the Commission, in 1991 the Medicare
program covered 88 percent of the cost of treating
its patient load (inpatient and outpatient), down
from 94 percent just 3 years earlier; in contrast,
hospitals obtained payments from privately in-

sured patients covering almost 130 percent of
their costs.

In summary, reviewers of the literature on
PPS'S impact on expenditures (Coulam and
Gaumer, ProPAC, and Gold and colleagues) all
came to conclusions similar to ProPAC’s of June
1993. That is, to date, PPS had been effective in
reducing growth in Medicare expenditures (espe-
cialy inpatient expenditures). However, “to beef-
fective in controlling overall health care
expenditures, the set of cost containment strate-
gies used must be comprehensive in terms of the
types of services or providers covered, the payers
included, and the control of both price and vol-
ume” (127).

Sate mandatory hospital rate-setting pro-
grams. Since the early 1970s, several States have
adopted diverse forms of hospital mandatory, reg-
ulatory rate-setting programs, in some cases cov-
ering only some third-party payers and in others
covering al payers (Maryland, New Jersey, Mas-
sachusetts, and New York) (25).“A very large
volume of literature has attempted to evaluate the
effects of these hospital rate-setting programs. Al-
though a great majority of the studies have sug-
gested that the programs can be effective in
taming the growth of state hospital spending (44),
it may be difficult to draw unambiguous conclu-
sions for the purposes of assessing the impact of a
particular reform proposal.

43 Coulam and Gaumer stress that measuring cost-shifting is difficult. According to Coulamand Gaumer, “price differences by payer are
not, ipso facto, ViAENCE of cost shifting [but are] consistent with profit-maximizing price discrimination by hospitals that have some degree of
monopoly power” (22). “Moreover,” according to Coulam and Gaumer, “ profit-maximizing hospitals will not cost shift when a payer with
monopsony power demands lower prices, because prices to other payers will already have been set at their profit-maximizing level. ” However,
these authors note that “hospitals might not maximize profits; in that event, cost-shifting can occur.” Further, there would have to be a systematic
relationship between the stated cause and effect (e.g., between decreases in Medicare payment and increases in prices paid by third parties) (22).

44 Coulamand Gaumer did not cite specific evidence on this point. However, NHE had grown at least faster than inflation for decades before
the Coulam and Gaumer review in 1991.

45 According o, Coulam and Gaumer, Morrisey and Sloan found evidence of cost-shifting for Urban hospitals but found that rural hospitals
lowered their prices to other payers following PPS (11 4). Three other studies failed to find evidence of cost-shifting, according to Coulam and
Gaumer (53,116,215).

46 Generally, the concept of state-level regulation of hospital rates involves an external authority (usualy the state or a State agency but
occasionally a private entity such as Blue Cross) that monitors each hospita’s rates (25).



Many of the studies failed to account for the
complexity and diversity of the state programs
and may have overstated or understated the effect
of rate regulation. Combining all rate-setting pro-
gramsinto a single category does not account for
the many different characteristics of the various
state programs. Different factors may help explain
differences in effects on hospital expenditures
across states. These different characteristics may
include whether the unit of payment under rate
regulation is per service, per diem, per case, or
with a fixed budget or volume adjustment; and
whether the payment rates are determined by a
state-level formula or by reviewing hospital or de-
partmental level costs and budgets; and political
factors.

Some early studies (1 3, 110a, 196) of state hos-
pital rate-setting programs simply compared hos-
pital expenditures across states. All of these
earlier studies found that the growth of hospital
spending per day, per admission and, to alesser
degree, per capita, was less in States with manda-
tory hospital rate-setting programs than in states
without such regulation. However, these early ob-
servational studies were questioned because they
failed to isolate the effects of rate regulation from
other factors that might have affected hospital ex-
penditures (30).

Later studies attempted to statistically control
for different aspects of states hospital regulatory
schemes as well as coexisting regulatory efforts.
For example, in a 1983 multivariate analysis that
statistically controlled for both the specific regu-
latory nature of the state hospital rate-setting pro-
grams as well as other coexisting regulatory
programs, Sloan found lower hospital costs per
admission and costs per patient day in states with
mature mandatory hospital rate-setting programs,
than in states without rate-setting programs ( 150).
He aso found no change in profit margins, sug-
gesting that expenditures were also lower.

It is plausible that a self-selection process is at
work under which states with high hospital cost
inflation are more likely to adopt regulatory pro-
grams than those with low hospital cost growth.
Two studies have attempted to statistically ac-
count for this effect (29,82). One study found a
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modest but measurable effect of rate regulation on
hospital cost inflation after controlling for histori-
cally high cost inflation (29), and another study
found that mature hospital rate-setting programs
were associated with lower per capita hospital ex-
penditures (82).

Other studies have examined the effect of state
hospital rate-setting programs by examining the
rate of growth of hospital costs per discharge be-
fore and after the program was implemented.
Thorpe and Phel ps studied the impact of hospital
rate-setting in New York State in 1983 (1 56). They
found that the al-payer rate-setting program re-
duced real inpatient cost per discharge (i.e., from 7
percent in the period 1980 and 1982, to 4 percent
in the period 1982 and 1985).

Gold and colleagues concluded that "mandato-
ry State rate setting for all or most payers of care
has been successful in restraining hospital spend-
ing” (44). However, Gold and colleagues also cau-
tioned that:

The outstanding issue is whether this approach

is feasible on other States and whether it would

create the same effect. Rate setting States are

atypical, and only a few States have seriously
tried to implement broad-based mandatory ap-

proaches (44).

Only Maryland maintains all-payer hospital rate-
setting today (although other states maintain less
comprehensive forms of rate-setting).

Some have questioned whether hospital rate
regulation slows the growth of a state's total
spending for both hospital services and other cate-
gories of health services. For example, Mitchell
argued that the effectiveness of hospital rate-set-
ting programs should be measured by their effects
on per capita total health expenditures, not just
hospital expenditures (11 1). However, the avail-
able evidence is not able to provide a clear verdict
on the issue. A Lanning, Morrisey, and Ohsfeldt
study that found lower per-capita hospital expen-
ditures in states with mandatory hospital rate-set-
ting programs also found lower per capita
non hospital expenditures (82), but few other stud-
ies provide a direct measurement of the effect of
hospital rate-setting programs on total nonhospi-
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tal expenditures. Severa studies examining the
impact of state hospital rate-setting programs on
physician expenditures have presented a mixed
picture as to whether the level and growth of phy-
sician expenditures is affected by hospital rate-
setting programs (6,1 11,1 15).

In order to use the findings of these studies to
estimate the effects of similar cost control provi-
sions in reform proposals, it would be important to
understand the features that contribute to suc-
cesses and failures in states that have used hospital
rate-setting (44,82, 150).

Rochester’s Hospital Experimental Payments
(HEP) Program. The United States has had only
limited experience in using budgets to pay for hos-
pital services. The main U.S. experience comes
from the voluntary Health Care Financing Admin-
istration (HCFA) demonstration project called the
Hospital Experimental Payments (HEP) program
in Rochester, New Y ork. Between 1980 and 1987,
government representatives, insurers, and provid-
ers in the Rochester area worked together to man-
age community-wide hospital revenues and to
improve the solvency of area hospitals through the
HEP program ( 179). In addition to cost control,
another goal of the program was assuring the fi-
nancial viability of area hospitals, some of which
were in jeopardy in the late 1970s ( 14).

The main features of the HEP program were a
community-wide prospective revenue cap on in-
patient and outpatient hospital services. Blue
Cross Blue Shield of New York State, and HCFA
provided hospitals with an annual budget. All hos-
pitals agreed voluntarily to operate under the com-
munity-wide revenue cap. Hospital revenues were
limited to costs in a base year (the year 1978) and
updated by an annual inflation factor. Cost in-
creases above the cap were not funded but individ-
ual hospitals could retain surpluses. Capital
investment (including medical technology) deci-
sions were made by the hospitals as a group and
financed from a common capital fund (14,179).
HEP was administered by the Rochester Area
Hospitals Corporation, a nonprofit corporation
comprising area hospitals and the University of
Rochester School of Medicine and Dentistry
(179),

FIGURE 2-3: Hospital Expenditures per U.S.

Medicare Recipient by Place of Residence (Age,
Sex, and Wage Adjusted), 1974-82
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Both Block and colleagues and the General Ac-
counting Office (GAO) found lower growth rates
in expenditures or costs. However, confidence in
some of their findings is limited by aspects of their
study designs (e.g., use of unadjusted data in some
comparisons).

Block and colleagues compared Rochester
Medicare hospital expenditures post-HEP (1980
to 1982), controlling for age, sex, and wages, with
Medicare hospital expenditures in Boston, Min-
nesota/St. Paul and nationally, and found that the
other locales Medicare hospital payments in-
creased more sharply than Rochester’s Medicare
hospital payments (figure 2-3). Similarly, a GAO
report of Medicare hospital expenditures for a
longer period of time (1980 to 1987) found that
Medicare payments to Rochester hospitals rose at
an annual rate of 7 percent, compared with 12.6
percent for the nation as awhole (179).

Similarly, GAO’s comparison of Rochester’s,
New York State's, and the nation’s total (Medicare
and non-Medicare) hospital costs for 1980 to
1987, after adjusting for inflation and population
growth, found that real hospital costs per capita



for Rochester hospitals grew at an annual rate of
2.1 percent, compared with 4 percent in New Y ork
State” and 4 percent nationally ( 179).

As with ESP, the effectiveness of HEP is fur-
ther suggested by the increase in hospital costs per
capita observed after HEP was terminated. Be-
tween 1987—when budgeting under HEP en-
ded—and 1990, Rochester hospitals experienced
real annua growth of 7.3 percent in costs per capi-
ta, compared with 6.1 percent in New Y ork State
and 4.9 percent in the nation (179).”

Accordingly, Rochester’'s experiment with vol-
untary community-wide hospital budgeting under
HEP appears to have been successful for
constraining hospital costs. However, GAO con-
jectured that HEP' s savings to the entire Roches-
ter health system may be limited since the
program did not address the growing segment of
health care costs incurred outside of hospitals.
OTA isaware of no studies of HEP's effects on to-
tal health spending in Rochester.

GAO noted that key participants in Rochester’s
health care system emphasized that no single fac-
tor was responsible for the community’s perfor-
mance and Rochester's experience may not be
transferable to other states or to the Nation, for
several reasons ( 14,179). Rochester has a long
history of community-based health care planning
and cooperation. Unlike other states, for example,
New York has continued to require hospitals to
obtain approval for many capital investments
through a certificate-of-need process. Finally,
Rochester has continued to establish most insur-
ance premiums based on community-rating prin-
ciples, a situation made possible because Blue
Cross Blue Shield and one large health mainte-
nance organization (HMO) have dominated the
health insurance market in Rochester.
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Summary. In summary, some limited U.S. ex-
perience in setting hospital payment rates has
demonstrated that government (or combination
government and private sector) cost controls can
reduce the rate of growth in hospital expenditures
while they are in effect. Average annual growth
rates for hospital expenditures of 4.6 percent (44),
4 percent (22, 127)), 3 percent (127), and 7 percent
(179) have been reported for various programs
and different payers at various times; al have been
lower than national averages at the time of the
comparisons. None of the programs has been easy
to implement, however, and only PPS for Medi-
care and the State of Maryland’s al-payer pro-
gram survive in their entirety.

Empirical evidence from

international experience

International experience may provide evidence as
to the effects of different types of regulated hospi-
tal payment. During the 1980s, several countries
shifted from a retrospective budgeting process, or
from price controls, to various forms of prospec-
tive budgets.” The shift occurred in part because
countries experienced continued growth in hospi-
tal expenditures, suggesting that previous con-
trols were not considered strong enough and that
countries that use government cost controls con-
tinue to modify and revise those controls.

While the shift from retrospective payment or
looser controls such as price controls to prospec-
tive budgeting for hospitals may provide insight
into this approach to controlling hospital expendi-
tures, the empirical evidence on the impact of pro-
spective budgets is limited. In a review of the
available literature on prospective budgeting in
the Organisation for Economic Co-operation and
Development (OECD) countries, Wolfe and Mo-

47 New York State »Perated under an all-payer hospital rate-setting system for part of this period.

48 According 1o GAQ hospital budgeting under HEP ended for several reasons. HCFA had implemented its PPS system. AlthoughRoches-
ter could have requested permission to continue the experiment, area hospitals recognized that they could make more money under PPS than
under HEP budgeting. Moreover, one area hospital had already withdrawn from HEP in 1987.

49 Progpective DUAgets are overalllimits on the funds 1o pay for a specific category of health care services, fixed in advance of the payment

period, regardless of where the funds originate.
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ran concluded in 1993 that “ during the course of
this work, it quickly became clear that the litera-
tureislargely descriptive, and presents little evi-
dence of rigorous empirical assessment of the
effects of the [prospective] budgeting schemes
employed in comparison to other aternatives’
(21 1).” According to Wolfe and Moran, one of
the main reasons is that “[prospective] budgeting
schemes are typically employed as elements of a
country’s overall approach to financing health
benefits and controlling expenditures and are not
generaly structured as experiments that would
permit . . . evaluation” (211).

OTA's review of the empirica literature on the
effectiveness of prospective hospital budgeting in
other countries focuses on several of the OECD
countries for which some empirical evidence is
available: Canada, France, Germany, and the
Netherlands.

Hospital payment in Canada. Canada' s meth-
od of paying hospitals has undergone a number of
changes over the years. Beginning in 1961, fund-
ing of hospitals was characterized either by “line-
by-line” budgeting or per diem reimbursement
(20). Under the former, individua institutions ne-
gotiated specific budgetary line items with pro-
vincial Ministries of Health, with the overall
budgetary allocations being the aggregation of the
line items. Per diem reimbursement involved ret-
rospective adjustments to hospital operating
budgets according to patient loads, which left
Ministries of Health with a large open-ended line
in their budgets.

The old line-by-line budgeting approach has
largely disappeared (10). The move away from
this approach to prospective, aggregate budgeting
began in the late 1960s. Under this system funding
for the next year was based on a series of mechani-
cal adjustments to previous expenditures. Specia
provisions were made for new programs, unantici-
pated and justifiable volume increases, or other
unforeseen circumstances. However, during the

1970s, cost overruns were often picked up by the
Ministries of Health. Only in the more fiscally
constrained late 1980s and the 1990s have the
Ministries of Health become more forceful in de-
veloping institutional expectations that budgets
are not a starting point, but a binding constraint.

There has been surprisingly little analysis of
the effect of prospective budgeting in Canada. Ac-
cording to Barer, the growth rate of hospital ex-
penditures mirrors the shift to prospective budgets
and stronger enforcement of those budgets. Hos-
pital expenditures increased by 10 percent per an-
num during the 1960s, declining sharply to just
under 6 percent in the 1970s, and declining further
to 4.6 percent in the 1980s (al figures in inflation-
adjusted terms) (10). However, these figures may
mask a substantial amount of variation among
provinces.

In a 1983 study, Detsky and colleagues
compared hospital expendituresin Ontario under
a system of prospective budgeting to hospital ex-
penditures in the United States (26). The authors
found that for the period 1968-80 the cumulative
increase in inflation-adjusted total hospital expen-
ditures in Ontario was 86 percent, compared with
130 percent in the United States.” The authors
caution that their results are only suggestive and
that “[a] full statistical analysis of differences be-
tween the United States and Ontario would re-
guire examination of other variables that affect
costs’ (such as demographic characteristics and
the use of price and wage controls in the United
States between 1971 and 1974 and in Canada be-
tween 1976 and 1978). Moreover, cross-country
comparisons fail to control for other potentially
important factors such as cultural differences and
different forms of government.

Hospital payment in France. Beginning in
1984, the French government replaced its fixed
per diem payment system for hospital services
with expenditure targets for total public hospital

50 Wolfe and Moran (210) list almost 80 publications they found that were relevant 10 their study.

51 Detsky and colleagues defined hospital expenditures as total gross operating revenues.



spending ( 176). In the French system, budgets are
negotiated separately for each public hospital.
About t we-thirds of all hospital bedsin France are
in public hospitas ( 176).52

To enhance compliance with the category-wide
spending targets, each public hospital negotiates
its proposed budget with the predominant sick-
ness fund in its region and with the national gov-
ernment ( 176). Sickness funds are organizations
that administer national health insurance. The ne-
gotiated budget covers operating costs as well as
debt service for construction and high-cost medi-
cal equipment ( 176). Hospitals are paid in month-
ly installments, divided among France's sickness
funds according to their share of total patient days
in each hospital (211).

Not al individual public hospital budgets in-
crease at the category-wide target growth rate
(176). Some are alowed to grow more and others
less ( 176). However, the government is able to use
its influence with negotiating parties to restrain
the growth of aggregate hospital spending ( 176),
Although some additional funds exist to supple-
ment individual hospitals' budgets under excep-
tional situations, unlike Canada's hospitals,
publicly owned hospitals in France cannot supple-
ment their budgets through collect ion of fees from
privately insured patients (211). Therefore,
France' s budgets for public hospitals represent a
more binding constraint on the hospitals' total
revenues.

GAO conducted a multivariate econometric
analysis of the effects of changes in payment
methods for hospitals in France, and also
compared the effects of the French changes to the

32 Private hospitals in France are il paid per diemrates (2 1 1).
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effects of Germany’s hospital payment system
(176).%

GAO’'s econometric analysis found that the
change in payment systems reduced growth in
hospital expenditures by a statistically significant
amount, even after statistically controlling for the
effect of GDP growth.” Moreover, GAO esti-
mated that the spending targets and prospective
budgets reduced France's 1987 level of inflation-
adjusted inpatient hospital care spending (both
public and private) by about 9 percent below what
would have been spent had price controls alone
(i.e., per diem reimbursement) remained in place
over the period 1984 to 1987.

However, GAQ's analysis of the French system
was based on only a few years of data for the new
payment system; therefore, its results should be
interpreted with caution .55

Hospital payment in Germany. Beginning in
1986, Germany shifted from regulating hospital
expenditures through price controls aone (i.e.,
prospective per diem payments) to per diem pay-
ments combined with "flexible” prospective
budgets for individual hospitals and aggregate
spending targets for hospital spending (85,1 76).
Germany required all hospitals to adopt flexible
prospective budgets, based on expected occupan-
cy rates for the following year (45). Hospitals
were compensated for days of care exceeding the
annua projection, but at a reduced rate (211).
Flexible budgets were coordinated with existing
nonbinding targets for annual hospital spending
determined by Germany’s national health com-
mittee, Concerted Action in Health Care (1 76).

$31n GAO's regression €quations. anominal total health variable expenditures was the dependent variable. Independent variables included

the government cost controbin effect, the country's national income and population, and a measure of resources in the particular health care
sector (.9., the number of practicing phy sicians for Germany physician payment equation and the number of inpatient medical care beds for

France's and Germany ‘s hospital payment equations) ( 176).

54 Grow thin GDp had an independent, positiv e effecton growth in public hospital expenditures, as expected.

55 French hospital spending targets: were mn effect for only 3 full years at the time 0f GAO's anal ysis.
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However, according to GAO, the new system did
not include an enforcement mechanism ( 176). The
overal hospital spending targets served only as
informal guidelines during individual hospital
budget negotiations between hospitals and re-
gional sickness funds ( 176).”

GAOQO’s econometric analysis of Germany’s
change in hospital payment systems found no sta-
tistical evidence that the combination of aggregate
hospital spending targets and flexible budgets was
more effective at limiting hospital spending in-
creases than the previous price controls (per diem
rates) used alone. However, since GAO's finding
was based on very limited data, it should be
viewed with caution.

Based on the different results for France and
Germany, GAO concluded that stringent enforce-
ment with formal mechanisms to ensure com-
pliance could make budget controls more
effective ( 176). It hypothesized that the French
government’s participation in each hospita’s
budget negotiations encourages observance of the
targets. As stated earlier, the German targets were
guidelines that lack an enforcement mechanism to
reconcile actual spending with the targets ( 176).

Even if inpatient spending were constrained
through prospective budgets and technology plan-
ning in Germany, the possibility of shifting ser-
vices to other clinical settings where spending is

unconstrained or only partially constrained may
make hospital budgeting in Germany less effec-
tive for restraining national health expenditures.
German physicians have been alowed to buy
high-technology medical equipment for their pri-
vate offices, allowing hospitals to shift some inpa-
tient care to outpatient care in physicians offices
(2)." However, as discussed under physician pay-
ment controls, Germany appears to have had suc-
cess in placing controls on spending for
physicians’ services.

Hospital payment in the Netherlands .58 The
system of hospital payment in the Netherlands un-
derwent various changes in the 1980s. The most
radical change took place in 1983, when the tradi-
tional system of per-service reimbursement was
replaced by a system of prospective budgeting
that covered amost al of a given hospital expen-
ditures.”™®

Under the new “historical” budgeting system
introduced in 1983, when expenditures exceeded
a hospital’s budget limit, the hospital was held fi-
nancially responsible for the deficit. On the other
hand, if a hospital spent less than its budget, it
could add the surplus to its reserves. Retrospec-
tive budget adjustments to solve financial prob-
lems of individual hospitals were no longer
expected. ” The primary goals of the new pay-

56 Beginning in January 1993 the German government initiated a 3-year emergency measure that imposes mandatory limits on spending for

physician, hospital, and dental services, and for prescription drugs. The new limits are more closely linked to revenue growth of the sickness

funds (180).

S7Hospitals can contractip use ex pensive medical equipment in doctors' private offices (2).

58 The description ,f the hospital payment system in the Netherlands is taken from two articles by Maarse and colleagues (96,97).

59 Interest and depredation remained fully reimbursed on aretrospective basis, and fee-for-service charges by medical specialists were not

included in the hospital budget.

60 Prior to 1983 hospitals were reimbursed for each medical activity (output), with inpatient per diem charges as the most important source

of revenue. Budgetary deficits of hospitals could be solved by retrospective temporary increasesin inpatient per diem charges.
61Prospective hospitatbudgets are negotiated with the Netherlands’ sickness funds and private insurers (211).
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ment system were to curb the rapid growth of hos-
pital expenditures, promote efficient production
of hospital services, and increase the autonomy of
hospital management.”

Based on observationa studies of hospital ex-
penditures in the Netherlands over the period
1976-89, Maarse and colleagues found that
growth in inflation-adjusted hospital expendi-
tures increased between 1976 and 1981, stabi-
lized, and then became negative after 1983 (96,97)
(see figure 2-4). From 1984 to 1986, actua hospi-
tal expenditures remained below the allowed
budget limits (see figure 2-5). In real terms,
growth was negative (-0.4 percent) during the pe-
riod 1986-89 (not shown in figure).

The trend in hospital admissions over the peri-
od supports the finding that costs were contained
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by “historical” budgeting (96). The average length
of stay was aready declining before the adoption
of budgeting and continued to decline after 1983
(96).7

As for ambulatory care, expenditures had al-
ready been rising and the shift to hospital budget-
ing does not appear to have accelerated that trend,
despite the intentions of the government (figure
2-6) (96).

Based on the trends in hospital spending before
and after introduction of hospital budgeting and
on the basis of actual expenditures compared with
allowed budget limits-two measures of the ef-
fectiveness of government cost controls-the in-
dications are that “historical” hospital budgeting
in the Netherlands controlled hospital spending

FIGURE 2-5: Hospital Expenditures in the
Netherlands, 1983-86
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62 Another major revision of the budgeting SyStem t, place in1988 when the Netherlands shifted from a system of “historical” budgeting

o one ot “1 unctional ” budgeting. Historical budgeting had frozen certain inequities and inetficiencies in place (97). The purpose of functional

budgeting was to have hospitals get the same budget when performing equal tasks. Functional budgeting 1s considerably more complicated
than historical budgeting, using aformula that takes into account the size of the populationin ahospital ‘s catchmentarea, ahospital's capacity
(including specialty units ). a hospital's predictions of their productivity in the coming year. and additionalagreements for strew high-ct)st treat-
ments (€. g., cardiac surgery and renal dialy sis). While historical budgeting operated as a negativ e incentiy ¢ with i espectto admissions, func-
tional budgeting may stimulate hospitals to increase the number of admissions (97).

6 4 Howes er trends 1n length of stay rey ersed somewhat after the Netherlands™ transition trom historical to functional budgeting (96,97).
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FIGURE 2-6: Index of Ambulatory Care in the
Netherlands, 1976-85 (1976 = 100)

SOURCE Reprinted with permission from Maarse, 1989 (96) Full cita-
tionis at the end of the report

more successfully than the previous system of
open-ended funding. Maarse, however, pointed
out that the observational studies by him and his
colleagues lead only to a provisional conclusion
because many factors that may have affected hos-
pital spending were not controlled for through sta-
tistical techniques.

Summary. In summary, during the 1980s sever-
a countries moved from less comprehensive con-
trols on hospital prices or budgets (i.e.,
line-by-line budgeting in Canada, per diem pay-
ment in France, Germany, and Netherlands) to
more comprehensive and stricter systems of hos-
pital budgeting. Limited research on these
changes suggest that most countries appear to
have been successful in reducing the rate of
growth in hospital expenditures relative to pre-
vious trends. However, successful and unsuccess-
ful countries continue to experiment with
additional measures to either reduce expenditures
further (e.g., Germany (180)) or to make their sys-

tems more equitable across hospitals (e.g., Neth-
erlands (97)).

Evidence on Physician Payment Controls

A variety of payment methods have also been used
in this country and abroad to regulate spending on
physicians services. The United States has had
only limited experience with using fee schedules
to control spending on physicians services; other
countries have used fee schedules combined with
spending targets (goals) or spending caps (limits).
The main problem with trying to constrain health
expenditures with price-based strategies (such as
fee schedules) is that they target only one aspect of
health expenditures—prices. Increases in the
quantity of services delivered can therefore dilute
some of the cost-containment potential from price
controls.

Volume may not be constrained under price
controls for two reasons. First, when payment
rates are reduced below current rates, or when the
growth in payment rates is constrained below
what it might have been without price restraints,
providers may be able to increase the volume of
services to offset potential income losses (1 37).
However, even if provider volume offsets occur, it
does not mean price controls are totally ineffec-
tive. Price controls would be completely ineffec-
tive only if volume offsets were sufficiently large
to fully negate price reductions.”

The second reason volume might increase
without direct controls such as utilization review
is that patients needs and wishes for services may
cause an independent increase in the use of health
services. It is difficult to separate consumer de-
mand from physician-induced demand in empiri-
cal studies. Overall, however, fee controls alone
might temporarily reduce expenditures, but long-
er-term spending control may not be achieved if
volume growth partially or completely counter-
acts the effects of pricerestraints.

64[tisalso arguedthat providers can also make up for potential losses in revenues in other ways. For example, physicians may increase

income by recoding patient short-term visits that receive alower fee to intermediate visits that receive a higher fee.



Concerns about potential increases in volume
have stimulated some countries to limit physician
payment, for example, by combining price con-
trols with more comprehensive expenditure tar-
gets or limits. Under physicians' expenditure
targets, governments generally fund a portion of
excess hillings above the predetermined target. In
contrast, under expenditure limits, providers can-
not expect to receive any additional monies above
the predetermined limit.

Future health outlays under expenditure limits
or targets depend in part on allowed increases in
revenue under the limit or target from year to year.
If allowed increases accommodate increased costs
from the previous period because of higher input
prices, higher utilization, higher service intensity,
or newly established services or technology, ex-
penditure caps or targets may not constrain out-
lays for physicians services any more effectively
than fee controls alone.

Empirical evidence from the United States

Economic Sabilization Program (ESP). Under
the Economic Stabilization Program (ESP) (be-
tween 1972 and 1974), noninstitutional health
care providers were allowed aggregate weighted-
average price increases of 2.5 percent, if justified
by cost increases (44, 137). Voluntary compliance
was assumed, with enforcement limited to cases
in which patients complained of increases that ex-
ceeded the limits (44).

Research on ESP'S effect on physician spend-
ing appears to be more limited than that on hospi-
tal spending, perhaps because controls were less
complex or demanding on physicians (44). A par-
ticular shortcoming of the available research is
that it tends to focus on Medicare and Medicaid,
perhaps because those databases were readily
available. For example, using econometric analy-
sis, researchers at the Urban Institute investigated
the effects of ESP on Medicare and Medicaid phy-
sician payments in California. They found that
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controls limited Medicare fees to around the ESP
target of 2.5 percent per year, but that the quantity
and complexity of services supplied to California
Medicare patients increased, causing physician
incomes to rise more under the controls than when
they were lifted (11, 44).*Once controls were
lifted, Medicare unit prices increased and volume
dropped (44).

The Urban Institute investigators found that
ESP had little or no impact on California's Medic-
aid program expenditures, presumably because
Medicaid fees were controlled effectively prior to
the introduction of ESP (11).

Thus, the ESP price controls do not appear to
have reduced either Medicare or Medicaid expen-
ditures for physician services. The Urban Institute
concluded that “simply limiting average fee
growth by itself may not effectively limit undesir-
able growth in expenditures on physicians' ser-
vices, at least over a short time period” (11).

Medicare fee schedule for physician services.
In response to growth in Medicare physician pay-
ments, and to address perceived payment inequi-
ties between expensive, high-technology services
and basic services, Congress included a reform of
the methods by which Medicare pays for physi-
cian services in the Omnibus Budget Reconcilia-
tion Act of 1989 (44,11 2). The payment reforms
were designed to be budget-neutral in the initial
year of implementation of the program (i.e.,
Medicare physician expenditures under the new
system would match what they would have been
under the previous system) (44). The 1989 Medi-
care physic i an payment reforms consisted of three
parts:

. The Medicare Fee Schedule (MFS), effective
January 1, 1992. MFS is based on a relative
value scale (RVS) that established national uni-
form relative values for different physician ser-
vices based on physician work, practice
expenses, and the cost of professional liability
insurance (11 2,123). The overall payment level

65 The authors raised the Possibility that the results could partly reflect the substitution of Medicare patients for private patients while price

controls were in effect (44).
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under MFS is determined through a conversion

factor that trandates the relative value units for

individual physician services established under

RVS into actual dollar payments (123). The

transition to MFS is scheduled to be fully

phased in by 1996 (123).
= VVolume performance standards (VPS), estab-

lished as a mechanism to update physician fees

(123). VPS sets an expenditure target for physi-

cian expenditures that are used 2 years later to

update fees under the MFS to levels consistent
with the target (44). Future payment rate up-
dates are based in part on the comparison of ac-

tual expenditure increases with the target (123).

If actual Medicare physician expenditures in-

crease faster than the target, the rate at which

the Medicare program raises physician fees is

reduced. Alternatively, if spending grows at a

rate below the target, fee increases are en-

hanced. Thus, VPS adjusts rates of increasein
fees, rather than directly controlling expendi-
tures (67). The program was implemented in

1990, and the first year that fee updates were

subject to the limits was 1992. Theoretically

the national Medicare physician expenditure
targets provide weak incentives for individual
physicians to modify their behavior because
physicians are not likely to believe that their in-
dividual responses will have much effect on
whether aggregate Medicare physician expen-
ditures rise above or remain below the VPS

(67).
= Limits on the ability of physicians to hill pa-

tients above Medicare's fees (123).

Research on the effects of the Medicare physi-
cian payment reforms is limited because the pro-
gram has not yet been fully implemented (44). Itis
still too early to determine conclusively whether
the reforms will constrain spending for physician
services (44).

The most recent data from Physician Payment
Review Commission (PPRC) show that in 1990
and 199 1—the 2 years after VPS was implement-
ed but before the VPS fee updates and the MFS
when into effect—actual growth in Medicare phy -

sician expenditures was higher that the VPS tar-
gets ( 10.6 percent actua growth versus the VPS of
9.1 percent in 1990, and 8.6 percent actual growth
versus the VPS of 7.3 percent in 1991) (124). In
contrast, for 1992 and 1993—years in which VPS
fee updates and the MFS affected Medicare physi-
cian fees—actual growth in Medicare physician
expenditures fell substantially short of the VPS
targets (3 percent actual growth versus a 10 per-
cent VPS target in 1993) (124). According to
PPRC, a substantial portion of the difference be-
tween the 1992 VPS target and actual expenditure
growth in that year was due to alower rate of in-
crease in the volume of services than anticipated
in setting the target, as well as a decline in the aver-
age Medicare fees over the period 1991-92 (65).

Medicare payments for physician services have
also been growing more slowly in recent years un-
der the VPS program than in previous years.
Growth in Medicare expenditures for all physi-
cian services was 3.3 percent lower in 1991 (final
data) and 5.9 percent lower in 1992 (preliminary
data) compared with historical trend growth rates
over the period 1986-89 ( 123).

PPRC cautions, however, that the recent trends
in Medicare physician expenditures, as well as
trends in volume growth rates that largely deter-
mine the patterns in physician expenditures, do
not yet lead to any firm conclusions about the ef-
fectiveness of VPS for controlling Medicare out-
lays for physicians' services or volume growth. A
host of possible explanations account for the re-
cent lower volume growth rates. These explana-
tions include a possible return to the long-run
trend of declining rates of increase in volume tem-
porarily interrupted by relatively large volume in-
creases in response to payment rate reductions
legislated in 1987, 1989, and 1990and anticipated
fee adjustments under MFS; Medicare beneficiary
access problems; general trends in medical prac-
tice to reduce the volume of services; and physi-
cian response to the VPS incentives (124).
PPRC’ S analyses did not allow them to directly
confirm or reject any of these possibilities for ex-
plaining recent trends in physician expenditures



(124). PPRC concluded that the absence of an ap-
propriate comparison group and the effects of oth-
er policy changes that have occurred since
implementation of VPS make it impossible to
draw any definitive conclusions about the effec-
tiveness of VPS for controlling Medicare physi-
cians' expenditures or volume growth (123).

Empirical evidence from
international experiences
Physician payment in Canada. Since 1971, by
which time all provinces had adopted the Federal
Medical Care Act covering physicians services,
every province has reimbursed physicians accord-
ing to province-wide uniform, binding fee sched-
ules established by direct bargaining between
professional physician associations and their re-
spective provincial Ministries of Health (11).
Canada’ s experience with fee schedules provides
useful information on the effectiveness of both
long-term and broadly based price controls.”
Based on an observational study of Canadian
and U.S. physician fees and expenditures for the
period 1971-85, Barer and colleagues found that
since 1971 physicians' feesin al provinces have
risen less rapidly than genera inflation in Canada
(i.e., the CPI), and in some provinces and/or peri-
ods have lagged well behind genera inflation
(1 1). Thisisin marked contrast not only to the
U.S. pattern of consistent increases in inflation-
adjusted physician fees, but to Canada’s experi-
ence before 1971. Inflation-adjusted physician
fees in Canada fell by 15.9 percent between 1971
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and 1985, whilerising 15.6 percent in the United
States. Over the period 1960 to 1971, when Cana-
dian physicians set their own fees, inflation-ad-
justed physician fees in Canada rose by 6.3
percent (11 ).

The Canadian experience with physician pay-
ment controls also illustrates some of the mea-
surement issues described in box 2-4. One's
conclusions about its effects in controlling physi-
cian expenditures can depend upon the measure
used. For example, Barer and colleagues found in-
creasing divergence between the United States
and Canada in aggregate physician expenditures
between 1971 and 1985 using physician expendi-
tures as a percentage of GDP as the measure (11).
In contrast, using a different measure (inflation-
adjusted physician expenditures per capita,
derived from the OECD datafiles), OTA found
that the divergence between Canada and the
United States remained quite stable between 1971
and 1985 (figure 2-7).”

Nevertheless, both Barer's and OTA'’s analyses
show that Canada’ s physician expenditures have
consistently remained below those of the United
States (figure 2-7). The OTA analysis of OECD
data suggests that, recently, Canada appears to
have been more successful than the United States
in reducing the average growth rate in physician
expenditures per capita (figure 2-7).

However, the firmness and comprehensiveness
with which fee and volume controls have been ap-
plied have varied across provinces and over time
within Canadian provinces and studies have

66 Syme haveargued that price controls in the United States have had limited success because they have been applied only over short peri-

ods, or havenot applied to al payers.

67 The U.S.-Canada difference found by Barer and colleagues could have been the result of variations in the GDP (the denominator) or
physician expenditures (the numerator). In addition, differences between Barer and colleagues’ analysis and OTA’s based on OECD data could
be attributable in part to differences in physician expenditure data cited by Barer and colleagues and the data in the most current OECD datafiles

(1 20).
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FIGURE 2-7: Physician Expenditures Per Capita for Canada and the United States, 1960-91

(Inflation-adjusted per capita dollars; 1985=100)
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KEY FMCA = Federal Medical Care Act (Canada).
a If Canadian per capita physician expenditure data were converted to U S dollars, the Canadian figures would be lower. On average, one would

divide the Canadian dollars by 1.23 in order to adjust for purchasing power parity, OTA did not make such a change, because such an adjustment
would introduce a distortion into the Canadian trend The point of the figure is to show that the rate of Increase in total physician expenditures has
been different in Canada and the United States, particularly since 1986

SOURCE Organisation for Economic Co-operation and Development, 1993 (120) Full citation is at the end of the report.

general practitioners and income targets for spe-
cialists that began to take full effect in 1981 (69).

shown differences in the growth of physician ex-
penditures across the provinces (1 1,69,90).68 For

example, Hughes and colleagues’ examination of
data for Quebec, Ontario, and British Columbia
for 1975 and 1987 found that Quebec had the low-
est percentage increase (24.4 percent) in inflation-
adjusted physician expenditures per capita
between 1975 and 1987. Hughes suggested that,
despite a rapid rise in the Quebec physician-to-
population ratio, physician expenditures in Que-
bec were able to be kept in check in the later years
of his analysis as a result of two factors: 1) holding
the fee schedule considerably behind inflation un-
til 1983, and to inflation in the period 1983-87;
and 2) a unique system of quarterly billing caps for

Hughes's comparison of total and per capita
physician expenditures (both adjusted for infla-
tion) in Quebec with those of British Columbia
and Ontario®led him to conclude that fee sched-
ules were only successful when the provincia
governments “ could exercise the political will to
respond to accelerated utilization with aggressive
fee reductions, utilization controls, or both” (69).
According to Hughes, Quebec was most success-
ful in exercising such political will.

Physician payment in Germany. Physician pay-
ment in Germany has been subject to different

68 Generally, the provincial governments use one of three ways to recoup expenditures above a stated expenditure target: reduce next Year's

fee increase, temporarily reduce fees for a set period, or discount current fees to counteract the anticipated size of the volume increase for the
year (11,69,90). Until last year only a few provinces used caps.

69 Hughes found that, in British Columbia, total and per capita physician expenditures rose rapidly until 1983, but were stabilized thereafter
by not allowing fee increases to KEEP up with inflation. Between 1985 and 1987, for example, British Columbia used expenditure limits that
triggered temporary fee reductions whenever the limits were exceeded. In contrast, in Ontario, the provincial government and the medical
association (negotiating on behalf of physicians in the province) had not been able to come to agreement on utilization and expenditure controls
between 1982 and 1987. Hughes found that Ontario showed the most dramatic increases in total and per capita physician expenditures as conse-
quence of more generous increases in inflation-adjusted fees (69). Three measures of percentage change in physician expenditures between
1975 and 1987 showed Ontario to experience higher growth than the United States in the same period (69).



kinds of government intervention. In 1977-78,
Germany switched from paying physicians for
ambulatory services” on the basis of fee controls
only, to a system of fee controls combined with
aggregate regional physician expenditure targets.
Then, in 1985-86, Germany switched from a sys-
tem of aggregate spending targets to fee controls
combined with regional physician expenditure
caps (209)."

Sharp increases in the mandated health insur-
ance payments through payroll deductions from
workers' and retirees’ pay or monthly pensions
triggered an additional round of German health
care reforms in 1993 (180).72 Under the 1993 re-
forms, which are scheduled to be in effect for a
3-year period, total spending by sickness funds for
office-based physician services will not be per-
mitted to grow faster than sickness fund revenues
(180).73' 74 These approaches are described in
more detail below, asis the research on the effects
of the 1977-78 and 1985-86 policy changes.

The 1977-78 policy was based on fee schedules
combined with aggregate physician expenditure
targets for each region in Germany. These targets
were based on spending in the previous year, an-
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ticipated changes in service volume, and changes
in the wage base of sickness funds ( 180). When
physician billings exceeded the target, sickness
fund expenditures in the following year was to be
reduced.

In 1985-86 the method for paying ambulatory
physicians in Germany was again altered. The
method established can be understood by examin-
ing the main aspects of the process that determines
the amount of health care dollars allocated each
year for physician services (43,70,1 41 ,209). The
national health committee (Concerted Action in
Health Care) develops annual guidelines for how
much physician expenditures should increase. Re-
gional sickness fund associations then negotiate
with regional physician associations to determine
the expenditure cap (i.e., aggregate budget) for
physician services in that region, based on the rec-
ommendations of the national health committee.
Then the sickness fund association and the physi-
cian association negotiate physician fees, based
ont he projected volume of services for t he coming
year, such that the aggregate budget will not be ex-
ceeded.”

70 Ambulatory sery I€€S are pro 1& _inphysicians” offices and do notinclude physicians services provided in a hospital. In Germany,
office-based physicians are ordinarily notallow ed to provide inpatient hospital w-vices, and hospital-based physicians are generally not al-
lowed to provide ambulatory care ( 141).

71 This system of physician paymentisnotnewto Germany, where it was the prevailing system in Germany from193210 the mid-1960s.
The 1986 expenditure caps were to be temporary, intended to keep spending under control during a period of other health reforms (43).

72 The budget to of ffice-based physic 1ans beg inning in 1993 follows a pattern similar to that produced v oluntarily through pastnegot: -
ations; the details of the arrangements are reviewed in GAO's July 1993 report ( 180). The difference, however, is that the increase inphysician
expend] ures fromyear o year 1snow strictly limited by the German gov ernment, albeit on atemporary (3-year) hal Is,

73 Sickness fund rev enues depend (m both the payroll tax rate and the wage level.

74 Imposition of the gy ~nuen-Se€Ps Was accompan ied b,several structural health care reforms designedto further reduce excess uti -
lization as well asrigiditicsin the current system ( 180). These would address demographic changes, trends in major discases, and the introduc-
tion of new medical technologies (1W). Reforms specific to the physician sector include establishing procedures toidenti fy and impose firm
cialsanctions on physicians who exceed standards for drug prescribing, and procedures to align the supply of physicians and dentists withtfixed
physician-to-population ratios for each geographic area (- 180).

75 The regjonal sickness funds collect payroll taxes and tum the budgeted amount over to the regional physician association. The phy sician
association distributes the budget to individual doctors on the basis of each doctor’s billings, according to the fee schedule. Phy sicrans are paid
at the negotiated fee dun ngthe first quarter. 1f the group of physicians subject to the regional budget delivers more services, or more costly
services (i. e, services with higher fees), causing total physician expenditures to exceed the first quarter’s share of the annual budget. fees are
reduced during the second quarter. Similar adjustments are made during the third and fourth quarters, so that the regional physician assx | &
tion'sbudgetismet at the end of the year. | f the group of physicians delivers fewer services than expected, actual fees w Il be higher than nego-
tiated rates. In this w ay, the aggregate budget acts as a binding expenditure cap for physician services.
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In summary, since the late 1970s, Germany has
seen a progression from fee controls combined
with regional expenditure targets, to fee controls
combined with regional expenditure caps, to fee
controls combined with national expenditure
caps. The 1993 reforms were intended to be tem-
porary, and the German advisory board is to sug-
gest aternative reforms by the end of 1994 (180).

Several studies have assessed the reforms of
1977-78, and, more tentatively, the 1985-86 re-
forms, and reported somewhat conflicting results
(43,72,176,180). For example, a 1991 study by
GAO indicated that the tougher budget controls
on physician spending introduced in 1977-78,
plus one year's experience with the 1985-86 ex-
penditure caps, together helped reduce inflation-
adjusted spending on physician services by as
much as 17 percent between 1977 and 1987,
compared with what expenditures were projected
to be under the previous price controls ( 176,1 80).

GAO also compared the effectiveness of the
regional expenditure targets (introduced in
1977-78) to the regional expenditure caps
(introduced in 1985-86).” GAO reported that
caps appeared to be more effective than targets in
decreasing the rate of growth,”athough other
concomitant policy changes, and the short period
of time for which GAO had data on the caps
(1986-87) made it difficult for GAO to conclude
that the caps alone caused the relatively greater de-

cline in growth rates beginning in 1986 (176).
Further, GAO's analysis produced some apparent-
ly counterintuitive results.”

Subsequent OECD data on physician expendi-
ture growth rates do not clearly show whether ex-
penditure caps checked the rate of growth more
effectively than expenditure targets (120).”

Summary. In the United States, there has been
less experience with regulation of physician ex-
penditures than of hospital expenditures and it
may be difficult to draw conclusions from the U.S.
experience. There was little research on the impact
of the Economic Stabilization Program on physi-
cian expenditures but the work that was done sug-
gested that it had little effect. In 1989, Medicare
began to implement significant changesin Medi-
care physician payment, intended, in part, to con-
trol future expenditure growth by regulating both
fees and volume. It is too early to tell how these
controls have influenced physician expenditures
although future studies should be informative.
Other countries have had more experience with
controls on physician expenditures than has been
the case in the United States. Some research on the
experiences of Germany and Canada suggests that
these controls have been effective in constraining
spending on physician services.

All of the physician payment regulations re-
viewed evolved from a focus on physician fees to

76 GAQ asserts that allowable spending was not reduced when spending exceeded the target ( 180). However, another expert, William Glas-
er, asserted that when the expenditure targets were in effect, the federal government and the sickness funds imposed relatively small annual
increases in expenditures on the physicians' associations (43). The associations in turn administered claims with member physicians such that
expenditure targets resembled the later, more strict expenditure caps. For example, in many regions, the sickness funds and physician associa-
tions agreed that if unpredicted increases in utilization and service intensity exceeded expenditure targets, the associations would pay dis-
counted fees during the final months of the year (43).

77 Spending for physicianservices showed 2 percent annual growth between 1985-86 and 1987, compared with 7 percent average annual
growth from 1977-78 1o 1985-86 (176).

78 For example, GAQ's results for the effects Of targets and caps on physician spending in Germany indicate thatincreases in the Population
led to a decrease in physician expenditures, which would not generally be expected. A more important counterintuitive result was their finding
that their ““point estimates indicate that with caps in place, increases in national income led to decreases in physician care spending rather than to

the moderation in spending increases that would be expected.” (176). GAO explained these findings as short-term effects of the caps and con-
cluded that they would probably not continue ( 176).

79 OECD dataindicate that the rate of growth between 1986 and 1990 (years of regional expenditure CaS) was 5.6 percent, or only slightly

lower than the annual growth rate in physician expenditures between 1978 and 1985 (5.8 percent) when expenditure targets were in effect ( 120).
Mor