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Critics of the way health care is financed in the United States often ask why it is the
only highly developed country whose government has not established a universal
health care system.?

The question is generally posed rhetorically with the intention of ending debate. It
suggests that the U.S. can and should adopt health care financing structures similar
to those of other prosperous countries.

This paper will treat this as a genuine question and as a point of departure for de-
bate, rather than its terminus. It will seek to inform that debate by examining the
provenance, evolution, advantages and limitations of the leading source of cover-
age in the United States: employer-sponsored insurance (ESI). It will then exam-
ine some of the implications for health care financing and delivery were the U.S.
government to supplant employers as the financer of medical care for most work-
ers and their families. It will use the “Medicare For All Act” introduced by Senator
Bernie Sanders (I-VT) as the point of comparison between a government-financed
system that would replace the current one, using 2016 as the reference year.’

The paper is not intended as a cost estimate or predictive model but rather as a way
to identify and, in a more general sense, to quantify the implications of replacing
ESI with government financing.

The Evolution of ESI

The evolution of financing and delivering medical care in the United States and

its reliance on ESI has often been described as an “accident of history.”* In fact,
while it is true that the U.S. government, unlike the governments of other highly
developed countries, did not specifically devise or rationalize a system for financ-
ing medical care, the hybrid of public-private financing evolved through a series of



decisions deliberately taken by government, employers, private insurers, providers,
labor unions and consumers.

Failure of Efforts to Establish National Health Insurance

The first thread in the U.S. medical financing tapestry involves a long-standing
policy of not centrally financing the provision of medical care. Despite more than
a century of effort—efforts that once again have gained prominence—federal poli-
cymakers have repeatedly rejected national health insurance proposals.

Advocacy for national health insurance has been traced back to the early twentieth
century.® Progressive activists called for the creation of what they called “sickness
insurance,” programs to compensate workers for loss of income due to illness, ben-
efits similar to those provided by voluntary mutual aid programs that had sprung
up in Europe and the U.S. during the late nineteenth century.® As hospitals began
to evolve from refuges for the poor and those with contagious diseases into places
of healing, the concept was broadened to include medical benefits.

The American Association for Labor Legislation is generally credited with advanc-
ing the first proposal for government-financed health insurance. In 1915, it laid
out model state legislation that would provide workers with sick pay for up to 26
weeks, coverage of hospital and physician care, maternity benefits and a $50 burial
benefit.” The program, estimated to cost four percent of wages, was to be financed
with contributions from workers, employers and state governments.® Between
1915 and 1920, 16 bills were introduced in various state legislatures. No state
established a program.’

The New Deal offered advocates a fresh opportunity to push for what was at that
point called “national health insurance” President Roosevelt's Committee on Eco-
nomic Security was charged with making recommendations for establishing pro-
grams to protect families from financial distress linked to age, illness and disability.
Included in its mandate was to recommend a government program of medical
care to insure “against misfortunes which cannot be wholly eliminated from this
man-made world of ours” But the committee’s final report contained no such
recommendations, instead promising a subsequent report on government medical
insurance. President Roosevelt quashed that report after its authors concluded
that the program would necessitate a doubling of the payroll deduction required
by the creation of Social Security."

Proposals for national health insurance emerged again during the 1940s. This
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time advocates sought to establish a federally administered program, financed by
payroll taxes, a proposal more akin to Social Security than to the state-adminis-
tered programs that were a feature of earlier proposals.’> Despite the urging of the
Truman Administration, Congress declined to act. The Carter and Clinton admin-
istrations subsequently floated proposals to create universal, government-financed
health insurance. All were unsuccessful.

In every case, opposition from segments of the health care industry helped doom
these efforts. But it is also the case that Congress over this same timeframe vastly
expanded government financing of medical care, as will be discussed below. One
key difference between the successful efforts of the Johnson and Obama admin-
istrations and the series of failed proposals is that Medicare, Medicaid and the
Affordable Care Act did not seek to replace ESI with public coverage, but rather
affected it at most tangentially.

Emergence and Growth of Private Employment-Based Insurance

The rise and durability of private health insurance, with its close links to the em-
ployer setting, is a second evolutionary factor that distinguished the U.S. system
from its European counterparts. Robust programs of private health insurance
generally did not develop in Europe; they did in the U.S.

As in Europe, voluntary employee welfare arrangements had their antecedents in
the nineteenth century. Statutory health insurance, first proposed during the 1880s
by Otto Von Bismarck, took decades to develop throughout Europe, reaching full
maturity only after World War II."?

The U.S. moved in a different direction. During the late nineteenth and early twen-
tieth centuries, some labor unions and a handful of employers established what
were called sick benefit programs.'* As efforts to create government-sponsored
coverage faltered in the early decades of the twentieth century, private arrange-
ments began to emerge. The first Blue Cross plan, established in 1929, presented a
unique approach that wedded employers, workers and hospitals in prepaid hospital
care arrangements."

At the time, employer-sponsored coverage was relatively rare. An estimated 1.2
million employees and a similar number of dependents participated in ESI in
1930.' But the Blue Cross model of voluntary non-profit, group hospitalization
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coverage mushroomed during the Great Depression and the Second World War.
By 1935, there were 15 Blue Cross plans in 11 states.'” A decade later, 19 million
people were enrolled in 80 Blue Cross plans.'®

During this same period, Blue Shield plans covering physician services also ap-
peared, along with physician group plans and other privately financed arrange-
ments. Despite their many differences, these plans all predominantly emerged
within the employer setting.

These arrangements multiplied because they worked. Employment-based groups
of reasonable size offered risk pools that generally were broadly representative of
their respective communities. Employment-based pools were in some respects
ready-made for spreading medical risk, obviating the need for government to
create pools at the state or federal level. By the time of the Second World War, the
development of workplace-based private insurance was a distinguishing feature of
health coverage in the United States.

The persistent growth in private health insurance coverage, which continued into
the ensuing decades, was in part attributable to a decision of the National War La-
bor Board, which ruled that fringe benefits did not violate the federal wage freeze.”
ESI thus provided companies with a means to compete for scarce labor. The Rev-
enue Act of 1954 sealed this arrangement by codifying the treatment of employer
contributions to health insurance premiums as not subject to income and payroll
taxation.”® Employer-sponsored health insurance became a tax-preferred form of
compensation that remains widespread and popular more than 70 years after the
government lifted wage controls.

Labor unions also helped fuel the growth of ESI. The Taft-Hartley Act, which
became law in 1947, allowed collective bargaining over “conditions of employ-
ment”*" The National Labor Relations Board ruled that health insurance benefits
fell within this definition. The Supreme Court upheld the NLRB ruling in 1949.%
Throughout the late 1940s and early 1950s, unions successfully negotiated (often as
the result of strikes) the establishment and expansion of health benefits.”* Between
1950 and 1965, health benefits tripled as a percentage of employee compensation.*

ESI thus became a firmly established source of health insurance in the U.S. at about
the same time as government-financed plans came to prominence in other devel-

8

W= GALEN

| INSTITUTE




v

GALEN

C|INSTITUTE

oped countries. ESI's growth in the U.S. is attributable to a variety of factors, some
involving government, but many the work of private actors, including hospitals,
employers and labor unions. Its growth and popularity were in that sense inten-
tional, not accidental.

The Growth of Public Insurance for Defined Populations

The final important trend in the evolution of U.S. health care financing is the
growth of public programs for defined populations. This public policy strand
preceded the other two. Government-backed health care for veterans is among its
leading examples. The Department of Veterans Affairs traces the origins of gov-
ernment aid to veterans to 1636, when the Plymouth Colony waged war against
the Pequot Indians.*® The federal government established the first medical facility
for veterans in 1811. By the time Congress created the Veterans Bureau in 1921,
medical care for veterans was a well-established federal priority. The new bureau
undertook the construction of a network of federal hospitals.”” That network has
grown over the decades. Congress has approved a $50 billion budget for the Veter-
ans Health Administration for fiscal year 2019.%

The real growth of government-financed medical coverage for specified popu-

lations began in the mid-1960s with the creation of Medicare and Medicaid. In

some ways, this was a byproduct of the evolution of ESI during the post-World

War II period. Since health insurance coverage was primarily linked to the work-

place, advocates of government-financed medical care proposed public coverage Table 1 - Percentage of
Tl Personal Health Care

for those whose attachment to the labor force was attenuated by age, disability and Expenditures Financed

poverty. by Federal and State
Governments

Financing of these programs resembles those in other developed countries in that 1960 | 24.3%

they tax workers and corporations to cover the costs of medical services. The 1970 | 38.1%

U.S. programs, however, are not universal, but targeted to specific populations.”
Spending on these programs has grown rapidly, particularly with the creation of
Medicare and Medicaid in the mid-1960s. The result, shown in Table 1, is that

1980 | 44.8%
1990 | 44.2%

federal and state governments now finance the majority of personal health care 2000 | 47.9%
expenditures. 2010 | 52.0%

20161 52.5%
The government share of health spending doubled between 1960 and 2000. By Source: CMS, National Health Expendi-

2008, government had eclipsed the private sector as the dominant financer of per- ~ fres 2016 Table 6.

sonal health care expenditures.” The percentage of medical care financed by the



federal government is projected to continue growing. The Centers for Medicare
and Medicaid Services projects that federal and state governments will pay for
56.4 percent of personal health care expenditures in 2026.*

This increase can be ascribed to numerous factors. First, the creation of Medi-
care, combined with the aging of the population, has led to massive growth in that
program. In 1970, Medicare spending constituted 0.7 percent of GDP*? In 2016, it
had nearly quintupled as a share of the economy to 3.3 percent.** With the pro-
gram growing at an estimated 10,000 people per day, government sources forecast
that it will consume 4.5 percent of GDP by 2026.3*

Medicaid spending, too, has grown more than fivefold, from 0.5 percent of GDP in
1970 to 2.7 percent in 2016.* Unlike Medicare, Medicaid spending is not a prod-
uct of change in the composition of the population but in changes to the program
itself. Beginning in the 1980s, Congress has expanded eligibility standards, adding
tens of millions of people to the rolls. In 1970, 14 million people, representing

less than seven percent of the population, participated in Medicaid.*® By 2016, an
estimated 91.4 million people, representing nearly 29 percent of the U.S. popula-
tion, were enrolled in either Medicaid or the related CHIP program at some point
during the year.®” The creation of new programs under the Affordable Care Act
(ACA) and the Balanced Budget Act of 1997 contributed to this growth.?®

The result is that federal and state governments finance more than half of personal
health expenditures and will continue to do so for the foreseeable future even in
the absence of further public policy changes.




The Current State of ESI

Although the government now finances the bulk of medical spending, ESI remains
a source of insurance coverage for the majority of the population. In 2016, 173.1
million people had employer-sponsored health insurance.*® Table 2 shows the
breakdown in the number of workers in firms that offer coverage, the percentage of
employees eligible for such coverage and the percentage of eligible employees who
enrolled in that coverage in 2016.

Table 2 - Offer and Participation Rates of ESI, 2016
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Percentage of workers in firms that offer coverage to at least some employees 89%
Percentage of workers in offering firms who are eligible to enroll in ESI 79%
Percentage of eligible workers in offering firms who enrolled in ESI 79%
Percentage of workers in offering firms who have ESI 62%
Percentage of workers in all firms who have ESI 55%

Kaiser Family Foundation, Employer Health Benefits Annual Survey, 2016, Exhibits 3.1 and 3.2

The table shows that, while access to ESI is broad, it is far from universal. There
are several reasons for this, some involving decisions by employers and others due
to choices made by workers themselves. Structural changes in the labor force also
have contributed to the decline in the percentage of Americans with ESI.

The vast majority of workers—89 percent according to the Kaiser survey—worked
for companies that sponsored health insurance coverage in 2016. An estimated

79 percent of those employees were eligible to enroll in their firm’s plan. Compa-
nies may make certain employees, part-time workers for example, ineligible for
coverage and they may not allow new employees to join their plans until they have
completed a waiting period.

Among employees in offering firms who were eligible for ESI in 2016, 79 percent
enrolled. Some may have chosen to remain uninsured despite exposure to tax pen-
alties on the uninsured.* Others may have had other sources of coverage, through
a working spouse, for example, a parent (in the case of those under 26), or through
a public program like Medicare. In all, 62 percent of those working for employers
that sponsor coverage enrolled in that coverage in 2016.

The percentage of workers in all firms—including those that offered coverage and
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those that did not—enrolled in ESI was 55 percent in 2016. That figure has re-
mained relatively stable over the past five years but is significantly lower than the
65 percent figure in 2001.*

Many critics of ESI have faulted its lack of universality and noted the secular
decline in the percentage of the population enrolled in such coverage. There are a
number of reasons for this. First, ESI, unlike government-financed systems out-
side the U.S., was for many years voluntary both for companies and employees.
The ACA instituted mandates on both, enforced by tax penalties.

Firms with fewer than 50 full-time equivalent workers are exempt from the em-
ployer mandate. The establishment of individual and employer mandates may
have affected coverage at the margins, but the percentage of workers enrolled in
ESI was largely unchanged by those mandates.

The likelihood that a firm offers coverage depends to a great extent on its size, as it
did before the mandate took effect. The Kaiser survey found that nearly all firms
with at least 200 workers in 2016 offered ESI.*> Among firms with 50-199 work-
ers, 91 percent offered coverage. That figure dropped to 80 percent for companies
with 25-49 employees, 61 percent for those that employed 10-24, and 46 percent of
companies with fewer than 10 workers.

In general, it appears that larger firms, which are subject to the mandate, sponsored
health insurance coverage before the government required them to do so, while

a fairly substantial percentage of smaller firms, which are generally exempt from
the mandate, did not offer coverage to their employees. The employer mandate, in
short, has not appreciably affected the practice of firms with respect to ESI. Partic-
ipation rates are largely the same as they were under a purely voluntary system.

Gauging the effectiveness of the individual mandate is a more difficult undertak-
ing. There undoubtedly are some people who have enrolled in health insurance
coverage solely to avoid the tax penalty on the uninsured. How many is a matter of
considerable uncertainty. The Congressional Budget Office has repeatedly reduced
its estimate of the coverage effects of the mandate.*® Beginning in January 2019,
the government no longer will levy a tax penalty on the uninsured. That change in
policy may improve our understanding of the mandate’s coverage effects.
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Structural changes in the labor force also may help explain the decline in ESI
coverage. Assessing the effects of such changes is beyond this paper’s scope, but
they might include declines in the manufacturing sector, lower rates of labor union
membership, temporary and part-time employment, increasing health care costs
and a secular decline in workforce participation, most pronounced among males of
prime working age.*

Despite the decline in the percentage of the population with ESI, job-based health
coverage remains widespread. As a consequence, ESI offers considerable benefits
to the government. Premiums for those with ESI totaled nearly $991.3 billion in
2016.* Of that amount, 73 percent was contributed by employers and 27 percent
by workers.* Government does not tax health benefits. If it treated ESI the same
as it does wages, federal income and payroll tax revenues would increase.”” The
Treasury Department estimates that, absent the tax exclusion, federal revenues
would have been $348 billion higher in fiscal year 2016.%

By not taxing ESI, the government leveraged nearly $1 trillion in private health
insurance spending at a net cost to the federal budget of less than $350 billion.*°

A very rough estimate of the benefit to the government in 2016 can be derived

by subtracting the amount of federal revenue lost to the exclusion ($348 billion)
from the total amount of ESI premiums ($991.3 billion), yielding $643.3 billion.
That is a rough estimate of the net cost of supplanting ESI with direct government
financing in 2016.%° To finance that sum through payroll taxes in 2016 would have
required raising the OASDI tax by 9.6 percentage points, from 12.4 percent to 22.0
percent of taxable payroll.”!

This is not to suggest that the government would increase payroll taxes if it were
to eliminate ESI. Congress might choose other means of offsetting costs and to at
least partially finance the program through borrowing. Nor is this intended as a
comprehensive estimate of the costs of replacing ESI with a government-funded
system. Such an estimate would have to take into account a number of factors,
some of which are discussed later in the paper — potential administrative savings,
lower reimbursements for medical goods and services and increased consump-
tion of such goods and services among them. Rather, it is an effort to illustrate
the amount of private health insurance spending that the government leverages
through the exclusion.>
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That leverage, as we have seen, was not the sole reason that ESI became so wide-
spread. Other developments in the marketplace and in government policy clearly
contributed to its broad dissemination. The tax exclusion, however, undeniably
serves as a powerful incentive to most employers to maintain health benefits plans
for their workers.

The tax exclusion for ESI can be viewed as an efficient way for the government to
increase health insurance coverage.>® Instead of taxing workers and corporations
and directly financing their medical care, the U.S. government exempts ESI from
taxation, leveraging $2.85 in health insurance spending for every $1 in federal
revenue losses.>*

This efficiency takes on more importance in light of the fact that workers bear a
large portion of the cost of financing public programs, including Medicare and
Medicaid. The federal costs of those programs totaled $944.1 billion in 2016.>
This money came from a variety of sources. Workers paid $253.5 billion in payroll
taxes in 2016 to finance Part A of Medicare.®® Since 89 percent of workers were in
firms that offered ESI, one can allocate roughly $225.6 billion of the costs of pro-
viding hospital benefits to Medicare beneficiaries to these workers.

The bulk of federal health care spending is financed by general revenues and gov-
ernment borrowing. Workers in firms offering ESI supply the lion’s share of these
revenues. They finance their own care at a relatively modest cost to the federal
government, and their income and payroll taxes contribute a substantial portion of
the money that the federal government uses to provide medical benefits to others.

Workers in firms that offer ESI provide a potential third benefit to government

by paying higher rates for medical care than do public programs. These higher
payment rates may provide an often-overlooked benefit to public programs by
supporting a supply of doctors and hospitals required to meet the medical care
demands of those with both public and private insurance. Reducing these rates to
Medicare levels could potentially have adverse consequences.
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Table 3 compares private insurance reimbursement rates for hospitals and doctors
with those paid by Medicare and Medicaid.

Table 3 — Medicare, Medicaid and Commercial Rates for Hospital and Physician Services, 2016

Medicare Medicaid Commercial
Hospital* 1.00 1.01 1.67
Physician** 1.00 0.72 1.33

* AHA, 2018 Chartbook, Table 4-4. ** Medicare and Commercial figures are from MedPAC, March 2018, p. 115. Medicaid figures are from Kaiser
https://www.kff.org/medicaid/state-indicator/medicaid-to-medicare-fee-index/?current Timeframe=0&sortModel=%7B%22colld%22:%22Loca-
tion%22,%22s01t%22:%22asc%22%7D

The table sets Medicare hospital and physician payments as the index rate, assign-
ing it a value of 1.00. Medicaid and commercial payment rates are then assigned

a value relative to average Medicare rates. Hospital rates are derived from the
American Hospital Association’s “Chartbook” Physician rates come from two
sources. The Medicare Payment Advisory Committee (MedPAC), an advisory arm
of Congress, supplied average physician payments for Medicare and private insur-
ers. The physician payment rates for Medicaid relative to Medicare were compiled
by the Kaiser Family Foundation.

The first and most obvious observation from the table is that private insurers—a
market that is dominated by ESI—on average pay hospitals and doctors far more
than do Medicare and Medicaid. Medicare and Medicaid pay roughly comparable
rates for hospital care (1.00 and 1.01 respectively), while private insurers pay rates
that average 67 percent more than does Medicare.

The numbers are a bit more complicated for physician payments. As with hospital
payments, Medicare physician reimbursement rates are substantially lower than
commercial rates, but substantially higher than for Medicaid.

These rate differentials are essential to evaluating proposals to supplant ESI with
government financing. The Medicare For All bill, as will be discussed below,
proposes to apply Medicare hospital and physician rates universally. This would
have an uncertain effect on hospitals, which run consistently negative margins on
Medicare patients.>” This trend of running negative margins on Medicare patients
has persisted over time. Moreover, current law would dampen the rate of growth
in hospital payments in future years, a pattern that Medicare trustees warn could
have ominous consequences.*®
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Private insurers also compensate doctors at higher rates than do Medicare and
Medicaid. Paying Medicare rates to all physicians would result in lower overall
compensation for their services, although that effect would to some extent be miti-
gated by raising Medicaid rates to Medicare levels.

ESI evolved as the dominant source of health coverage in the U.S. through a series
of decisions by government authorities, employers, labor unions and consumers.

It is not the system an economist might have designed or a panel of experts might
have proposed. Notwithstanding its shortcomings, ESI provides societal bene-

fits that its critics rarely take into account. ESI pays rates that are far in excess of
those paid by public programs and may therefore be helping sustain the supply of
physicians and hospitals, its participants provide the bulk of financing for public
programs through income and payroll taxes, and they fund their own coverage at a
steeply discounted cost to the federal government.*
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Medicare For All Act and ESI

Key provisions of the Medicare for All bill

Efforts to remake the U.S. health care system in the image of its European counter-
parts have persisted for more than a century. The leading current proposal is the
Medicare For All Act, authored by Senator Bernie Sanders (I-VT).®® As its name
implies, the measure would enroll all U.S. residents in a federally-funded health
care program called the “Universal Medicare Program” (UMP). The bill would:

13

Replace all private health insurance (including ESI) and most public health insurance—in-
cluding Medicare (sec. 901(a)), most of Medicaid (sec. 901(a)(3)), the Children’s Health
Insurance Program, the ACA and other government programs—with a single govern-
ment-financed system that would cover “every individual who is a resident of the United
States” (sec. 102).

Cover a broad range of services, including hospital, physician, prescription drugs, mental
health, rehabilitation and habilitation, dental and vision care (sec. 201(a)).%

Eliminate cost-sharing, including deductibles, coinsurance and balance billing, for most
covered services (sec. 202(a)).*?

Require providers to enter into a participating agreement with the Secretary in order to be
eligible for reimbursement under the program (secs. 301-302).

Reimburse providers in accordance with a fee schedule that appears to be similar to that of
Medicare (sec. 611).

Direct the HHS Secretary to establish national practice guidelines (sec. 501). In cases
where such national guidelines are in place, payments may only be made if services “have
been provided in accordance with such guidelines” (sec. 203(c)).®

Direct the HHS Secretary to negotiate drug prices with manufacturers and establish a
formulary for prescription drugs that would “promote the use of generic medications to
the greatest extent possible” (sec. 614).

Prohibit employers and insurers from covering any item or service covered by UMP (secs.
107 and 801).

Permit individuals to privately contract with physicians and hospitals to pay privately for
services that would otherwise be covered under the program (sec. 303(a)). Such contracts,
however, require the provider to attest that he or she will not bill the program for any cov-
ered service provided to any beneficiary for a period of one year (sec. 303(c)).

Require the HHS Secretary to “establish a national health budget, which specifies the total
expenditures to be made for covered health care services under this Act” (sec. 601(a)(1)).
The budget would include allocations for covered health services, quality assessment,
health professional education, administrative costs, innovation, capital expenditures and
public health (sec. 601(a)(2)).*
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In sum, the bill proposes to ban ESI and private health insurance, expand the range
of benefits that Medicare and ESI typically cover, and generally make care free

at the point of service to all U.S. residents, all of which would require substantial
increases in federal spending.®

Costs of the Medicare for All bill

Supplanting private health insurance spending with additional government spend-
ing on health care is, of course, the bill's central purpose. The magnitude of those
spending increases and the extent to which they can be offset are matters of con-
siderable controversy, and one into which this paper does not seek to wade. In-
dependent analyses that have been produced to date put the net federal spending
increases over the program’s first decade of full implementation in the range of
$24.7 trillion to $29.1 trillion.®® Supporters of the measure believe these costs to be
overstated.®’

Although there is disagreement over its net federal costs, the bill's advocates and
critics generally agree on the major factors that would affect those costs, as sum-
marized in Table 4.

Table 4 — Major Factors Affecting the Costs of Medicare For All

Factors that would increase spending ~ Factors that would offset spending

Replace PHI with government financing (sec. 107) Eliminate most existing government programs (sec.
901)

Provide universal coverage (sec. 102) Reduce administrative costs®®

Eliminate most cost-sharing (sec. 202) Reduce payments for medical goods and services
(sec. 611)

Expand benefits (sec. 201) Establish a national health budget (sec. 601)

Eliminate tax exclusion for ESI (sec. 701(b)(1))

Recoup most state Medicaid spending®

In general, the bill would increase federal spending by putting nearly all personal
health expenditures on the federal budget. It also would likely increase consump-
tion by replacing private health insurance (including ESI) with a government pro-
gram that finances a broader range of benefits than are generally financed under
existing public and private programs,” eliminating cost-sharing for those benefits
and covering virtually everyone in the country. It would offset these costs largely

14




by eliminating most existing government programs, setting payments for medical
goods and services at Medicare rates, reducing administrative costs, and elimi-
nating private health insurance and, consequently, the revenue effects of the tax
exclusion. It also would establish a national health budget, although the bill does
not specify whether or how the government would enforce that budget.

Estimating the net costs to the federal government of these and other factors is be-
yond the scope of this paper.”* Instead, it seeks to identify factors that policymak-

ers should consider as they contemplate supplanting ESI with government funding.

15

INSTITUTE




8

GALEN

INSTITUTE

Replacing ESI with government financing — Policy considerations

Substituting government spending for private spending

The first factor has to do with the substitution of federal spending for private
spending.”? Federal revenues were $348 billion less in 2016, as we have seen, than
they would have been had health benefits been subject to income and payroll
taxation. Assuming employers converted 100 percent of health benefits to taxable
wages, the government would recoup this entire sum. Spending on ESI health
insurance premiums totaled $991 billion in 2016, leaving a gap of over $643 billion
in health spending currently financed through employers. While other factors
might affect this number in both directions, it is difficult to see how the other
provisions of the bill would generate sufficient savings to close this gap. Substitut-
ing federal financing for ESI at least to some degree would seem to entail “buying
out the base”—requiring taxpayers to finance goods and services to which millions
already have access without government assistance.

Potential administrative savings

Second, substituting government financing for ESI would reduce administrative
spending, as Table 5 illustrates.

Table 5 - Potential Administrative Savings Of Shifting ESI Enrollees to M4A

Admin Costs Enrollees Admin per ESI Enrollees Adl.nin
Enrollee Savings
PHI| $129.6B 216.2Mp> $599
Medicare® $9.2B 56.8M $162
Admin Savings $457 173.0M¢ 75.2B
“NHE, Table 20. ®Census, Table 1. <2017 HI Trustees, Table I.B.1
dINHE, Table 21

CMS estimates the administrative costs of private health insurance in 2016 at
$129.6 billion. Dividing that figure by the Census estimate of 216.2 million enroll-
ees in private health insurance yields an average administrative cost per enrollee of
$599. CMS actuaries report 2016 Medicare administrative spending of $9.2 billion
for 56.8 million beneficiaries. That computes to per-capita administrative costs

of $162, or $457 less than for private health insurance. Multiplying that figure by
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the estimated 173.0 million ESI enrollees suggests that spending on administrative
costs for ESI enrollees would have been $75.2 billion less in 2016 had the govern-
ment financed their health insurance.

Once again, this is not intended as a point estimate of administrative savings, but
rather to illustrate that such savings are likely and potentially substantial.”

Reimbursement of hospital and physician services

Shifting people with ESI to a federally financed program that pays Medicare rates
also holds the potential for savings. Unlike with administrative costs, these sav-
ings come with greater potential for adverse consequences. Table 6 shows 2016
payments to hospitals by private insurers, Medicare and Medicaid and what those
payments would have been—holding utilization constant—if all hospitals had been
paid at Medicare rates.
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Table 6 -- 2016 Payments to Hospitals
PHI Medicare Medicaid Total
Current Law $426.7 $267.5 $189.8 $884.0
M4A $255.5 $267.5 $187.9 $710.9
Change -$171.9 $0 -$1.9 -$173.1
Source: NHE, Table 7 and MedPAC

Using the ratios presented in Table 3, this table compares hospital financing in
2016 with what it would have been had Medicare rates applied to Medicare and
private health insurance (including ESI). Assuming that utilization remained un-
changed, hospitals would have received a total of $173.1 billion less in 2016 from
the three major sources of revenue had Medicare reimbursement rates applied.

One might argue that hospitals could absorb a 40 percent reduction in payments
on behalf of privately insured patients through greater efficiencies. It is also worth
considering, however, that the rates paid by private insurers—predominantly
through ESI—may be helping preserve access to medical care for those enrolled in
public programs. As noted above, hospitals have consistently run negative mar-
gins on their Medicare patients. That margin in 2016 was -9.6%. Since Medicaid
payments are only slightly higher than Medicare (and a smaller source of funds), it
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is likely that the combined Medicare-Medicaid margins are very close to that neg-
ative margin. Putting all Americans on the Medicare payment scale would worsen
those margins by sharply reducing reimbursement rates for services provided to
those who currently have private insurance.

Other countries are able to sustain a socially acceptable supply of hospital care
through publicly-financed systems.” But with a handful of exceptions, most coun-
tries with publicly-financed systems finance public hospitals to provide care for
the bulk their citizenry.”” Only 15% of U.S. hospitals are public, which is quite low
compared to most countries with publicly-financed systems.

Moreover, most countries with government-financed systems permit the sale of
private insurance to supplement public coverage. Voluntary health insurance
can be sponsored by employers and often provides access to private hospitals and
increased amenities at public hospitals, including private rooms and shorter wait
times for non-emergency services. The Medicare for All Act would prohibit such
private financing.”

It is unclear how an infrastructure that consists predominantly of private, not-for-
profit hospitals and relies to a great extent on higher reimbursement levels from
private insurers would adapt to large and abrupt payment reductions.

Physician payments would also have been lower in 2016 under Medicare reim-
bursement rates, as Table 7 shows.
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Table 7 -- 2016 PHI, Medicare and Medicaid Payments to Physicians
PHI Medicare Medicaid Total
Current Law $239.8 $139.3 $40.0 $419.1
M4A $180.3 $139.3 $55.6 $375.2
Change -$59.5 $0 +$15.6 -$43.9
Source: NHE, Table 9 and MedPAC

Once again using the ratios presented in Table 3, this table shows that, assuming
no change in utilization, physician payments would have been $43.9 billion lower
had the Medicare fee schedule applied to Medicare, Medicaid and PHI. Reduc-
tions in physician payments would be relatively less than for hospitals, in part
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because Medicaid physician reimbursement rates would rise. Physicians would
have collected $59.5 billion less in fees in 2016 had Medicare rates applied to pri-
vately insured patients. The overall reduction, net of the Medicaid adjustment, was
-$43.9 billion, or -10.5 percent.

Reductions of this size also would have an uncertain effect on access to care, par-
ticularly since the expansion of coverage to additional people and the elimination
of cost-sharing can be expected to induce greater demand for services.

It is difficult to sort through the potential implications of universal reductions in
hospital and physician reimbursement rates in an environment with multiple pub-
lic and private payors. Theoretically, there is a spectrum of possibilities. Medicare
could be thought of as paying “correct” rates and private payors overpaying for ser-
vices. If that were true, then the disruptions caused by abruptly reducing payments
would be temporary, though no doubt troubling. But if Medicare rates are “too
low;” those consequences could be more enduring and severe.

Matters are almost certainly more complex, with Medicare theoretically “under-
paying” for some services and private insurers “overpaying” for others. Govern-
ment can, and no doubt will, adjust rates, but the current system Medicare uses for
setting those rates, which the Medicare For All bill would retain, was not designed
to reimburse providers at levels that create equilibrium between supply and de-
mand for the nation as a whole.”” Nor is it easy to imagine a government-adminis-
tered methodology that would.

In short, the Medicare For All Act would put upward pressure on demand through
virtually universal coverage, expanded benefits and the elimination of most
cost-sharing, while applying downward pressure on supply by establishing univer-
sal reimbursement rates for doctors and hospitals that are significantly lower on
average than rates now paid by private insurers.”® Policymakers should take care to
examine the potential effects of these cross-pressures on access to quality medical
care.
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Global health care budget

One way that other governments attempt to deal with this mismatch between
supply and demand is to impose limits on the amount of medical care government
will finance.”

The Sanders bill makes a gesture in this direction. Section 601 requires the HHS
Secretary to establish a national health budget that “specifies the total expenditures
to be made for covered health care services under this Act” The bill does not,
however, provide a mechanism for the Secretary to enforce compliance with the
budget.

Elsewhere the bill provides that the government will, with certain exceptions, only
pay for services that comport with “national practice guidelines” developed by the
Secretary.®® As with the national health budget, the effect of this limitation is not
well articulated, although some savings would conceivably accrue from govern-
ment’s refusal to pay for covered services that are not provided in accordance with
federally established practice guidelines.®

The House counterpart to the Sanders bill is much more descriptive and clear.®
Congress would annually appropriate an amount for total health care spending.®
The HHS Secretary would appoint a Director to enforce that budget.* The Direc-
tor, in turn, would oversee 15 regional administrators, who would make disburse-
ments to providers on a monthly basis in accordance with the congressionally
established annual budget.*

The assumption behind both variants is that Congress and a federal agency can
allocate medical goods and services more efficiently than our current mix of public
and private payors. This, along with administrative efficiencies, government-estab-
lished reimbursement rates and other provisions, will assure that proper amounts
are paid for all medically appropriate care. The current system, by contrast, is
suspected of wasteful outlays on unnecessary care and overtreatment.*

It may be that empowering Congress to set a national budget and conscripting
HHS to enforce that budget will reduce health care spending and avoid supply
shortages. The Director and a cohort of regional administrators may be assumed
to possess keen negotiating skills coinciding with their plenary authority over
health spending. They may substantially reduce inefficiencies, assuring that re-
sources are more perfectly aligned with medical needs.
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There is also reason for lawmakers to question these assumptions. Increasing
efficiency and aligning reimbursement with value have been the preoccupation

of public and private payors for decades. Private insurers and employers who
sponsor coverage for their workers have fairly obvious incentives to avoid paying
for unnecessary care. They have devised any number of programs, approaches
and strategies, not only to root out waste, but also to incentivize employees to stay
healthy. Employers have been especially active and innovative in this respect.®’
One can argue that these ongoing efforts have produced only marginal efficiencies,
but it is quite another thing to suggest that efficiency would improve if the govern-
ment were to eliminate these private efforts entirely.

That is especially true given the track record of government initiatives to enhance
value. Public payors have pursued a panoply of proposals to improve efficiencies
over a period of decades. These include scores of Medicare demonstration projects
and payment reforms around myriad ideas for enhancing value. Programmatic
changes have ranged from prospective payment systems to competitive bidding to
bundled payments to accountable care organizations.

None of these has had much impact on Medicare spending, and none has diverted
the program from the path to insolvency.*® Much of that spending, as mentioned
above, is due to increases in the number of enrollees. But spending also has ris-
en on a per-capita basis, despite reductions in reimbursement rates and efforts to
control the volume of services.

Medicare pays doctors far less, on average, than do commercial payers, as dis-
cussed above. Per capita Part B expenditures have nonetheless risen persistently.
Congress clamped down on physician reimbursement when it enacted Medicare’s
Resource-Based Relative Value Scale (RBRVS) in 1989.% Under this system, the
government assigns relative values to roughly 10,000 procedures, taking into ac-
count physician work, practice expenses and medical malpractice liability associat-
ed with each procedure.” The notion was that Medicare should reimburse physi-
cians according to objective criteria that measure the resource costs of providing
medical services.

When that failed to arrest spending growth, they overlaid the RBRVS system with

a sustainable growth rate (SGR) modifier.”® Under SGR, if total Medicare physi-
cian expenditures rose above specified levels in any year, the HHS Secretary would
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be required to make across-the-board cuts in Medicare physician reimbursements
in the subsequent year. RBRVS clamped down on the unit cost of services; SGR
attempted to adjust those rates downward to account for increased volume.

Adopted by Congress in 1997, SGR would have required cuts in Medicare reim-
bursement for physician services beginning in the early 2000s, something lawmak-
ers were loath to do. So they repeatedly voted to prevent these cuts from taking
effect. According to a March 2015 report by the Congressional Research Service,
Congress on 17 separate occasions between 2003 and April 2014 enacted legisla-
tion to override scheduled reductions in Medicare physician payments.*

With enactment of the Medicare Access and CHIP Reauthorization Act (MACRA)
in 2015, Congress replaced the SGR system with one that presumably will pay doc-
tors based on the “value” their services provide rather than on the volume of those
services.”

According to analyses and projections prepared by the CMS Actuary, per-capita
Medicare Part B spending has risen—and will continue to rise—inexorably despite
these reforms. In 1990, before implementation of the RBRVS system, Medicare
Part B expenditures per beneficiary averaged $1,355.* By 2000, after enactment
of both the RBRVS system and the SGR modifier, per-capita spending had nearly
doubled to $2,496. A decade later, it had nearly doubled again to $4,907. By 2020,
when the MACRA reforms will have reached full flower, actuaries project per-cap-
ita spending to reach $6,862, more than five times the rate that prevailed before
three generations of physician payment reforms. Over that period, Medicare Part
B per-capita spending outpaced medical inflation (to which the Medicare program
itself greatly contributed) by more than 50 percent.”

Nor have larger and more expansive reforms shown much promise. The Af-
fordable Care Act introduced the concept of the Accountable Care Organization
(ACO), a group of medical providers willing to be held accountable for the quality,
cost and overall care of the Medicare beneficiaries within its purview. ACO pro-
ponents predicted that the program would transform the delivery of medical care,
introducing efficiencies never before seen in U.S. health care.

Under the ACO shared savings demonstration program, the government devises a
bespoke budget for each participating entity to provide medical care to a subset of
Medicare beneficiaries. Entities that come in under budget share the savings with
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the federal government, which would continue to bear the burden of cost over-
runs.

Pioneer ACOs, by contrast, entered into a two-sided risk arrangement, sharing
in any savings but also going at risk for any Medicare spending in excess of the
benchmark. In that sense, they would function under arrangements similar to
those envisioned under a system of global budgets.

The results have been less than transformative. Only 32 organizations signed up to
become Pioneer ACOs.*® By the end of the second performance year (2013), nine

of those organizations had dropped out of the program.”” Ultimately, only nine of
the original Pioneer ACOs remained in the program through 2016, with just seven
achieving Medicare savings.”® Aggregate savings totaled $61 million against a $3.4
billion benchmark, a margin of 1.8 percent.*”

Seven of those Pioneer ACOs transitioned into “Next Generation Accountable
Care Organizations,” which CMS defines as “groups of doctors, hospitals and other
health care providers and suppliers who come together voluntarily to provide
coordinated, high-quality of care at lower costs to their original Medicare patients.”
Those entities generated negligible savings. The 18 active programs covering
477,197 patients in the first year reduced Medicare spending by only 1.1 percent.'®

Although very few entities have agreed to accept the risk of something akin to
global budgets, even these self-selected health systems were unable to achieve ap-
preciable Medicare savings.

Other ACO models have produced even more disappointing results. Advanced
Payment Accountable Care Organizations, a group of 36 physician-based organi-
zations, received up-front payments to invest in resources to improve care deliv-
ery. An evaluation of the program over its first three years (2012-2014) found no
statistically significant savings in 2012 and 2013, a statistically significant increase
in spending in 2014, and no statistically distinguishable differences in medical care
quality.'®!

None of this inspires confidence in the ability of the government to improve the

efficiency of health care delivery. Through more than half a century, successive
waves of reform that policymakers hoped would extract greater value from the
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health care system have fallen short. Congress and a succession of administrations
have lacked the means and, at times, the political will to control federal health care
spending.

It is certainly possible that this time will be different. Perhaps government has
heretofore not had sufficient authority to make health care financing more efficient.
Perhaps conferring on a small group of public employees plenary control over $4
trillion in annual spending will produce a system that functions with something
approximating perfect efficiency. To achieve this, policymakers have first to devise
a budget allocating the resources necessary to provide medical care to all Ameri-
cans—not so much as to subsidize inefficiency but not so little as to create shortag-
es—distribute that money correctly and muster the political will not to exceed its
budget.

This is, of course, a theoretical possibility. But there is ample reason for caution,
given government’s long and undistinguished track record in this area.
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Conclusion

Answering the question of why the U.S. has not adopted a centrally financed uni-
versal health care system similar to those of other developed countries is neither
simple nor straightforward. The short answer is that the American system evolved
very differently, with the path diverging most sharply in the aftermath of the
Second World War. Its private health insurance market became viable and robust,
fueled in part by the spread of ESI which, in turn, benefited from government
decisions to treat health benefits differently from wage compensation and to allow
collective bargaining over such benefits. That pattern was not replicated in other
developed countries.

Nor is it clear what the effects of shifting to a government-financed system would
have on patients. This paper has raised some important considerations of such a
policy change on ESI. Specifically, it finds that substituting government financing
for ESI would:

1. Place fiscal burdens on taxpayers that the private sector now voluntarily bears.
In other developed countries, the government taxes workers to finance pub-
lic spending on their health benefits. The U.S. exempts employer-sponsored
health benefits from taxation, leveraging private spending on health benefits.
Putting this private spending, along with the costs of richer coverage, on the
government’s ledger would have profound fiscal consequences.

2. Require workers with ESI to pay more to finance care for others. Estimates
of the cost of establishing a new system vary, but all forecast a major increase
in federal spending, which would to a large extent be borne by workers and
employers.

3. Eliminate the higher reimbursement rates that private insurers typically pay
for medical care. It may be that hospitals, physicians and other providers will
be able to perform more efficiently and meet the increased demand for ser-
vices that the Medicare for All Act would induce. It also is possible that a new
system could not sustain the level of access to quality care that Americans now
enjoy.

ESI has legions of critics on the Right and Left. Conservatives lament, among
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other things, that it insulates consumers from the true cost of health insurance
and, more importantly, from the true cost of care. They also note the inequity

of tax preferences for ESI that do not extend to the individual purchase of health
insurance and to out-of-pocket spending on medical care. And while ESI advo-
cates view it is a valuable tool to attract and retain employees, many conservatives
believe that tying health coverage to a job creates economic distortions and ham-
pers worker mobility.

Those on the Left complain that ESI, even in combination with public programs
like Medicare and Medicaid, has not achieved universal coverage, that the tax ex-
clusion is regressive and of little value to people of modest means, and that admin-
istrative costs (especially profits), waste and unnecessary services make coverage
and care more expensive and less accessible than if government alone paid for all
medical care.

Both sets of critics cite the high cost and inefficiencies of the U.S. health care sys-
tem, although they offer very different remedies. The Right would address these
problems through market forces; the Left by putting the government in charge of
allocating medical goods and services.'**

It may very well be that the health care financing systems in other countries are
superior to ours. Coverage is virtually universal in other highly developed nations,
per-capita costs are lower and, at least by some measures (e.g., life expectancy at
birth), outcomes are better. But even if we were to concede that point, it does not
follow that adopting a government-financed system similar to those used by other
countries would produce similar results in the United States.

Replacing our admittedly inelegant health care financing system with single payer
is not like swapping U.S. customary units for metric measurements. It could have
profound and unforeseeable consequences on the capacity of doctors, hospitals
and other providers to deliver quality care. Displacements, even if temporary, car-
ry potentially grave consequences.

Planting a new financing system requires uprooting another, one that has grown,
adapted and evolved over decades. Policymakers should carefully weigh the risks
of scuttling an employer-based system that provides health security to the majority
of Americans and that largely finances public programs that provide coverage to
others.
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UMP would have covered the entire $124.4 billion. There are several caveats. First, dental benefits are not defined in the bill. It
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if the health care provider providing the service exercised appropriate professional discretion to deviate from the guideline in a man-
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creases to the January 2018 CPI-U (medical) reported by the St. Louis Fed yields 523,029. That figure is 3.35 times the January 1990
rate. Medicare Part B per-capita expenditures, meanwhile, increased by a factor of 5.06 over that same period, outstripping medical
inflation by 51 percent. The St. Louis Fed data through January 2018 can be found at: https://fred.stlouisfed.org/series/CPIMEDSL
The CMS Actuary'’s estimates of CPI-U (medical) for 2019 and 2020 are at 2017 Report of the Boards of Trustees of the Federal
Hospital Insurance and Federal Supplementary Medical Insurance Trust Funds, July 2017, Table V.B2, p. 179. https://www.
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