WHY A PuBLIC PLAN WILL ENCOURAGE
UNFAIR COST SHIFTING

Christopher J. Conover, PhD, Research Scholar, Center for Health Policy,
Sanford School of Public Policy, Duke University
September 2, 2009

roponents of a public health insurance plan concede that Medicare and Medicaid

pay much lower rates to providers than private insurers. For example, on average,

hospitals are paid 9% below the costs of care by Medicare and 15% under costs by
Medicaid. Similarly, Medicare pays physicians 22% less than they are paid by private
insurers, while Medicaid pays 47% less. Yet public plan enthusiasts do not view
Medicare's pricing power as a problem; instead, it is part of their publicly stated rationale
for a public plan: to leverage purchasing power on behalf of members to get the best rates
and lower premium costs.* In fact, the House Tri-Committee bill explicitly ties provider
payment rates to Medicare levels for the first three years and allows for nationally
negotiated rates thereafter. While Senate bills do not legislate where to set rates relative
to Medicare, there are likely to be strong political pressures to keep payment rates under
new public plan as close to Medicare rates as possible.

However, while experts disagree on the amount, most evidence suggests that for hospitals
and pharmaceuticals, at least some portion of the sizable discounts obtained by public
plans such as Medicare and Medicaid are passed along to private health insurers. While
some experts have suggested that there is no cost shifting of Medicare underpayments (or
negligible amounts), the available evidence does not entirely resolve the issue. This claim
contrasts with more than a half dozen empirical studies suggesting hospitals recover at
least 28 cents of every dollar of Medicare underpayments in the form of higher prices for
private patients (and a more typical figure may be closer to 40 cents). Similarly, there is
good evidence that for every dollar saved by Medicaid due to mandatory price rebates,
the savings are more than made up by increased prices for private patients. But by
lowering its own costs at the expense of private plans, a public plan will amplify its
competitive advantage unfairly.

By the very nature of the politics required to sustain it, a public plan also is likely to keep
its true costs hidden by subtly shifting burdens onto its own members. These are not
hypothetical concerns. They are based on decades of actual experience with the largest
public plan ever run by the U.S. government: Medicare. Medicare has grown
increasingly stingy over time, with the consequence that the financial burden imposed on
Medicare beneficiaries by medical expenses relative to their income has grown in the past
and is projected to rise dramatically in the decades ahead. Within 75 vyears, the
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premiums, deductibles and copayments that seniors will have to pay for their Medicare
benefits will absorb 97% of the average Social Security check; for the average 85-year-
old, the share will have risen to 117%. This reinforces the view that the federal
government should focus its energies on fixing the public plans it already manages rather
than taking on the responsibility of a new public plan.

Here’s the evidence to support those conclusions.

COST SHIFTING OF MEDICAL COSTS

WHAT IS COST SHIFTING?

It is undisputed that private patients pay more than public patients for hospital and
physician services. But this could simply reflect price discrimination: in general, any
firm with some monopoly power will be more profitable if it charges different prices to
different sets of purchasers that reflect differences in their willingness to pay. Such price
discrimination is common in the service industry;? for example, airlines charge higher
ticket prices to business passengers (who may have less flexibility in choosing when to
fly) but generally offer much lower prices to passengers with greater flexibility and less
"need" to fly (e.g., could substitute driving or forego flying altogether). Consequently,
differences in payment rates across different types of health plans do not prove per se that
costs have been shifted from one class of payers to another. So long as each payer covers
at least the marginal cost of services provided to them (e.g., the extra gas used to fly the
last passenger induced by a huge price discount to fill an airline’s last empty seat), there
is no economic loss that “needs” to be made up through higher revenues from other
payers.

What matters is whether “underpayments” by public payers induce a compensating
increase in prices charged to private patients--a phenomenon termed "dynamic"” cost-
shifting.®> The strength of the evidence about the existence and magnitude of such cost-
shifting varies by type of medical service, as assessed below. The weight of the
evidence (mostly related to Medicare) suggests that public plans impose at least some
degree of cost-shifting. However, such dynamic cost shifting evidently "does not
completely counterbalance losses associated with charging one group less than another.™
Moreover, the ability to cost shift is considerably reduced as the extent of competition
among providers increases. Thus, the degree of cost-shifting will depend on local market
conditions, but even under the most advantageous circumstances, providers are not able
to fully recover whatever revenue losses they experience from public plan
underpayments.

Note, however, even if one concluded there were no such cost shifting for any type of
medical service, these payment differentials may adversely affect access to care for
public plan patients.” There also is some evidence that quality of hospital care varies by
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the generosity of payments.® In short, sizable public plan payment differentials would be
problematic even if cost shifting is a mythical beast.

HOSPITAL COST SHIFTING

PuBLIC PLAN UNDERPAYMENTS

In 2006, Medicaid paid hospitals 14.7% below the estimated costs of care for Medicaid
patients; similarly, Medicare in 2007 paid on average only 91.4 percent of the actual cost
of hospital care for its patients.” Careful empirical work has established that average per
diem hospital costs do not vary significantly across Medicare, Medicaid and private
patients;® therefore, these large payment differences cannot be explained by differences in
the costs of providing their care.

Nevertheless, from Medicare's perspective, the latter figure exaggerates its degree of
underpayment since not all hospital costs are recognized by Medicare.® Yet even using
Medicare's more restrictive definition of costs, the Medicare margin in 2007 was -
3.7%.% However, this figure arguably understates the underpayment since it includes not
only direct reimbursement on behalf of Medicare patients, but also Medicare payments to
hospitals intended to cover the costs of graduate medical education (GME), bad debts and
disproportionate share (DSH) payments intended to help cover uncompensated costs from
non-Medicare patients. If such payments de facto are being used simply to cover the
actual costs of hospital care for Medicare patients rather than for the stated purposes, then
the Medicare program is circumventing the intent of policymakers. For hospitals not
receiving any GME or DSH payments, the total Medicare margin was -16%," so the
inclusion of such payments can mask the true extent of underpayment substantially; in
2006, across all hospitals, such non-patient Medicare revenues amounted to 5.1% of
Medicare patient revenues.*? Without such revenues, the 2007 Medicare margin would
have been -9.3%, implying that Medicare paid 7.5% below average costs.*

AVERAGE VERSUS MARGINAL COSTS

However, the foregoing figures are based on average costs. But so long as they have
sufficient patients to cover their fixed costs, hospitals will not lose money on additional
patients so long as payments exceed the marginal cost of their care. For emergency room
care, the lowest reported estimate'® of marginal costs using monthly data from six
Michigan hospitals shows them equal to only 42% of average costs.”®> An earlier study
using U.S. cross-sectional data for 1981 found this ratio to be 61%.° The first figure can
be viewed as an estimate of very short-run marginal costs (i.e., based on changes in
monthly ER visits), whereas the second can be viewed as an estimate of long-run
marginal costs. However, an update of the latter study (improved with the inclusion of
additional regulatory variables) estimated the ratio of long-run marginal costs to average
costs was 82% for ER visits and 92% for other outpatient hospital visits.!” The long-run
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ratios arguably are most relevant for purposes of determining the appropriate level of
Medicare reimbursement.®

For inpatient care, early estimates of short run marginal costs, using time series data,
pegged them at 40 to 75% of average costs.*® But the reimbursement levels that hospitals
will need in the long run to both serve each category of patients and survive must equal
or exceed long-run marginal costs, i.e. allowing for hospitals to adjust the number of beds
to attain an optimal size in light of prices paid by each payer. Various estimates of long-
run marginal costs range from 58 to 105% of average costs.?> Moreover, many hospital
cost studies have not accounted for the fact that hospitals face uncertain demand and
hence deliberately maintain excess capacity to avoid having to turn away patients. A
study of U.S. hospitals showed that marginal costs that take demand uncertainty into
account are 31% higher than estimates that do not.”* In short, properly estimated long-run
marginal costs for hospitals may not be that much below the observed level of short-run
average costs. Thus, measuring “underpayment” relative to average costs will not
appreciably distort the picture of whether public plans pay their fair share of costs.

The only study to measure this directly is an analysis using California data from 1994,
showing that reimbursement for Medicare patients was 7% below long run marginal costs
if it was assumed that there was no excess bed capacity, while Medicaid reimbursement
was 2% below such costs.?? However, when long run marginal costs were projected
assuming an “optimal” occupancy rate is 80% (rather than the 50.3% observed),
Medicare reimbursement was found to be 35% higher than long run marginal costs, while
Medicaid payments were 14% higher.?® In short, public plans underpaid hospitals relative
to their actual long-run marginal costs, but “overpaid” relative to the hypothetical costs
that would be observed if hospitals eliminated excess beds. It is not clear how the figures
just cited would change using more recent data (California’s hospital occupancy rate is
now 68%2%) or how well these findings can be generalized to other states (California’s
cost per inpatient day is one third higher than the national average®).

TRENDS IN PuBLIC PLAN UNDERPAYMENT

One thing is for certain: even using Medicare's own figures, Medicare reimbursement has
tightened steadily over the past decade:

e For inpatient hospital care, the Medicare margin plummeted from +18% in 1997
to -3.7% by 2007.%

e The total margin for Medicare patients (inclusive of all forms of inpatient and
outpatient care) declined from +11.9% in 1997 to -5.9% by 2007?" and is
projected to hit -6.9% in 2009.%

PuBLIC PLAN BARGAINING LEVERAGE

Why do hospitals accept such low payment from public plans? As a practical matter,
they have little choice: across all hospitals, in 2009 Medicare will account for 28.6% of
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hospital revenues and Medicaid will account for 17.6%.”° But "in many markets
Medicare and Medicaid comprise over 65 percent of the payments to hospitals."° But
with these two programs alone accounting for nearly half of hospital revenues, no other
private payer comes close to being able to dictate prices in this fashion except perhaps in
very rare and isolated circumstances. Thus, despite the sharp decline in Medicare margins
since 1997, virtually all hospitals in the U.S. continue to participate in Medicare.**

EVIDENCE RELATED TO HOSPITAL COST SHIFTING

PASSIVE COST SHIFTING

If hospitals made sizable profits, they hypothetically could absorb losses related to public
plan patients. But the average hospital's operating margin for all patients averaged only
3.8% in 2006.*> Nationally, from 1980 to 2003, average total hospital margins ranged
from 4-6%.% Thus many facilities would have difficulty absorbing unreimbursed costs
related to public patients exclusively through lower profits. Instead, de facto, the average
hospital is able to cover its losses on public plan patients from the surpluses earned on
paying patients. As an example, in 2007, hospital payments for the care of privately
insured people were equal to about 132% of their actual costs of care.** This is the
functional equivalent of a hidden sales tax of 32%.

Of course, such a wide gap between private payments and the costs of their care reflects
hospital market power that arguably would be exercised even if there were no “need” to
cost shift due to Medicare and Medicaid. But whether cost shifting is “passive” (using
surplus revenues from private patients that arise “automatically” from setting prices at
profit-maximizing levels) or “dynamic” (using unexercised market power to set prices for
private patients higher than they would be otherwise to recover some or all of losses due
to public patient underpayments), it is worth asking how much of the surplus revenues
produced by this 32% differential implicitly are used to cover public plan
underpayments?

The actuarial firm Milliman has calculated that in 2006, if Medicare and Medicaid cost-
shifting had been eliminated, privately insured hospital payments could have been
reduced by 18%.% These are still sizable “hidden taxes,” but this calculation also
assumes that hospitals face a zero-sum situation in which there is a dollar-for-dollar
transfer of public plan “underpayments” to higher costs paid by privately insured
patients. Is this really what happens?

Dynamic cost shifting is possible only where hospitals have sufficient market power to
raise prices to private payers, and have not have been fully exercising that power.
Conventional models of hospital behavior imply that in theory, profit-maximizing
hospitals should never engage in dynamic cost shifting: that is, if hospitals already have
set their prices for private patients at levels that maximize profits, any attempt to raise
them further in response to reductions in public patient revenues will decrease rather than

Page 5



Why a Public Plan Will Encourage Unfair Cost Shifting

increase their private patient revenues. This is as true for hospitals that are monopolists as
it is for hospitals in highly competitive markets.®® In theory, hospitals may hold
unexercised market power over private patients, but it is difficult to account for why a
hospital would do this since even nonprofit hospitals theoretically should seek to
maximize their revenues in pursuit of whatever mission they have adopted.®” However, at
least one model of hospital behavior when they have a local monopoly shows that “under
plausible assumptions, the Medicare / Medicaid reimbursement policy does lead to higher
private-sector hospital charges, even when the government pays the full (average or
marginal) cost of hospital services.”® Likewise, plausible reasons have been advanced
for why both nonprofit and for-profit hospitals may have a motivation not to fully exploit
their pricing power.* Thus, the existence and extent of dynamic cost shifting cannot be
resolved by theory, but instead based on empirical evidence.

EVIDENCE FOR DYNAMIC COST SHIFTING
Efforts to detect and measure dynamic cost shifting in hospitals span two decades:

e Two early studies (using data that preceded adoption of Medicare’s prospective
payment system in the early 1980’s) showed that at least half of government plan
hospital payment shortfalls are cost-shifted;40

e However, two other studies using data from the same period showed that hospital
cost-shifting was much more limited, though not entirely absent;**

e An analysis of California hospitals using data from 1983-1991 (a time of
increasingly intense price competition) showed that for each 1% reduction in
Medicare prices, prices to private patients rose from 0.17% to 0.586% depending
on whether the hospital was for-profit and the degree of competition in the local
area.*” Based on the relative share of Medicare and private patients, these figures
imply that hospitals were able to recover anywhere from 28 to 97 cents of each
dollar of Medicare price reductions.”* Reductions in Medicaid prices generally
showed smaller amounts of cost shifting (and in some cases, no significant change
in private patient prices at all). Surprisingly, the authors found no significant
change in cost shifting behavior over time, even though the hospital market had
grown much more competitive by the end of the study period.**

e An analysis of California hospitals three time intervals from early 1980s to the
early 1990s also found that hospitals did practice dynamic cost shifting, but that
their ability to shift costs decreased over time.*

e An analysis conducted in late 1995 found that 40% of hospital payment shortfalls
in pub4lgc programs were passed-on to private-payers in the form of higher
prices;

e A study using California data from 1993-2001 found that a 1% relative decrease
in the average Medicare price was associated with a 0.17% increase in the
corresponding price paid by privately insured patients; similarly, a 1% relative
reduction in the average Medicaid price was associated with a 0.04% increase for
private patients.*” These figures imply that hospitals recovered roughly 28 cents
of each dollar of Medicare underpayment and about 15 cents of each dollar of
Medicaid underpayment.”® Since the study was conducted in the one of the most
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competitive markets in the nation, these estimates should be viewed as lower
bound measures of the likely size of the cost shift for the nation as a whole.

o Nationally, average annual aggregate hospital payment-to-cost ratios for private
payers have varied inversely with the payment-to-cost ratio for Medicare patients
over the period 1981-2005: the former increases as the latter decreases.*
Likewise, at the state level, there is a strong positive correlation between the size
of the aggregate burden of underpayments from Medicare, Medicaid and
uncompensated care (measured as a percent of hospital costs) and the private
payer payment-to-cost ratio.”® Both patterns are consistent with dynamic cost
shifting even though neither definitively proves it.

In summary, a number of studies have demonstrated the existence of dynamic cost
shifting. While they differ on the share of public plan underpayments that are recovered
through higher prices for private patient, they are consistent in showing that it is less than
100%. Since all these studies measure public plan shortfalls relative to average costs, it
is conceivable that hospitals cost shift only in instances that Medicare or Medicaid
payments fall below short- or long-run marginal costs. There generally was a consensus
from these studies that a hospital's ability to cost shift would be much more constrained
in markets where there was a lot of hospital and/or health plan competition.

In modeling the impact of health reform efforts, the Lewin Group® has concluded from
the foregoing evidence that “payments under private insurance are inflated by the cost of
covering uncompensated care and payment shortfalls under public health coverage
programs.” But the Lewin analysts also concede: “Not all of the shortfalls in payments
are shifted to private insurers. The literature indicates that only about 40 percent of
uncompensated care and payment shortfalls are passed-on as higher prices for the
privately insured. The remainder (60 percent) appears to be absorbed through reductions
in costs and net income.”®* Thus, the Lewin Health Benefits Simulation Model (which
has been used to estimate the cost of various House and Senate reform bills for
committees working on these proposals®™) assumes that 40 cents of every dollar of
Medicare/Medicaid underpayment (reimbursement less than average costs) is shifted to
patients with private insurance.

EVIDENCE AGAINST DYNAMIC COST SHIFTING

The Medicare Payment Advisory Commission (MedPAC) has studied Medicare cost
shifting carefully. It has concluded that high-performing hospitals (having low costs
coupled with high quality) have costs that are 11% below average. In such facilities, the
median Medicare margin was 0.5% in 2007 (compared to -7.4% for all other hospitals>*),
leading MedPAC to conclude that “Medicare payments are still adequate for efficiently
run hospitals.”® Since only 12% of hospitals were characterized as “relatively efficient”
in 2004-2006 by MedPAC’s criteria, one might view these figures as indicating that
Medicare payments are by design adequate only for a small minority of hospitals.
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MedPAC further determined that "hospitals under financial pressure tend to control their
costs, which makes it more likely that they profit from Medicare patients."® In such
hospitals (where median non-Medicare patient margins are -2.4%, inclusive of uninsured,
Medicaid and privately insured patients), median Medicare margins are +4.2%.°’
Conversely, MedPAC found "that Medicare margins are lowest in the hospitals with
abundant resources." Hospital in this group had a median private patient margin of
13.5%, but a median Medicare margin of -13.5%. MedPAC has inferred from these
findings "it appears that hospitals are raising prices when they have the market power to
do s0." *® In this view, the low Medicare margins are the result of high costs (induced by
generous private payer reimbursement) rather than Medicare “underpayment.” Had these
facilities held their costs per discharge to the same level as hospitals under financial
pressure (i.e., 10.3% lower), their Medicare margins would have been -0.1% (author's
calculation). MedPAC has concluded that "while causation may flow in both directions to
a degree, the data suggest that the primary reason Medicare margins are inversely related
to private-payer profits is that high non-Medicare profits are followed by high hospital
costs.">®

Unfortunately, the picture painted by MedPAC is muddied by counting GME and DSH
payments as part of hospital revenue from Medicare. MedPAC concedes that compared
to the actual impact that medical residents have on the costs of care for Medicare patients,
it is paying teaching hospitals double the amount that can be empirically justified,
steering $3 billion in extra payments to the 30 percent of hospitals who qualify for
them.®® This is part of the reason that politically favored teaching hospitals have a 1.1%
Medicare margin, whereas non-teaching hospitals had a -9.3% margin.®* The DSH
payments are intended to cover uncompensated costs for hospitals that serve a
significantly disproportionate number of low-income patients; by law, these DSH
payments to individual DSH hospitals are not higher than their actual uncompensated
costs.®? While DSH payments originally were justified because Medicare costs appeared
higher in facilities with a high percentage of Medicaid patients, it was subsequently
determined by 1990 that this no longer was true.®® Thus, such payments are not intended
to cover care for Medicare patients at all, so including them as a source of Medicare
revenue distorts the picture of how much hospitals actually have available to cover
Medicare patient costs.

Unfortunately, there is no way of telling from the figures provided by MedPAC how this
picture would have changed if these payments were excluded from the analysis. If GME
and DSH payments constitute 5.1% of revenues in efficiently run hospitals (as they do in
facilities overall), then even MedPAC’s figures imply that Medicare underpays relative to
average costs by 4.6% for the median hospital. This deficit may be even larger for
efficiently run hospitals whose costs are above the median for such facilities, but the
MedPAC estimates provide no indication of how average costs are distributed around this
median. Hence, there is no way of estimating how many “efficiently run” hospitals might
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nevertheless be experiencing sizable Medicare underpayments exceeding, for example,
10% of costs.

PHYSICIAN COST SHIFTING

PuBLIC PLAN UNDERPAYMENTS

In 2007, Medicare paid doctors 22% less than rates paid by private insurers for the same
services.®* In the same year, Medicaid paid physicians 60% of their average rates, while
private insurers paid 114% of average rates (making Medicaid rates 47% below private
rates overall).”> But the generosity of Medicaid physician payments varies substantially
across states. A study of 21 states showed that in 2003, average physician fees under
Medicaid were as low as 36% of Medicare fees in New York but as high as 100% of
Medicare fees in North Carolina.®

For a typical physician, 55% of Medicare fee payments under its original physician fee
schedule were designed to cover the physician’s time, with the remainder to cover
practice expenses (non-physician clinical labor, medical supplies, medical equipment,
administrative labor, office supplies and other) and expenses for professional liability
insurance.®” Medicare subsequently has moved to a resource-based method of calculating
practice expenses, so the exact share of fees allocated to physician time vs. all other
practice costs has changed. But more importantly, actual practice expenses have risen
nearly five times as rapidly as Medicare payments between 1991 and 2007, reflecting
the growing stringency of Medicare physician payments. Thus, the implicit share of
Medicare fees used to cover all other practice expenses is far higher than the 45%
originally intended and apparently exceeds 100% for many physicians. A 2008 survey of
practicing physicians in the U.S. found that 65% said Medicaid reimbursement is less
than their cost of providing care, 36% reported that Medicare reimbursement falls below
their costs for care and 14% said that SCHIP payments fall below costs.®

PuBLIC PLAN BARGAINING LEVERAGE

On average, Medicare accounts for 20% of physician and clinical services revenue, while
Medicaid/SCHIP account for 7%.” But these percentages vary widely depending both on
a physician’s specialty and mix of patients. For example, primary care physicians rely on
Medicare and Medicaid for 40% of their revenue,” and in "many markets" Medicare and
Medicaid payments account for "more than 80 percent™ of revenues in some physician
specialties.”” As noted earlier, the DOJ recognizes that where a health plan accounts for
more than 30% of a physician’s practice revenue, the health insurer can have monopsony
power to the detriment of patients.” If a new public plan is permitted to link its fees to
Medicare rates, this would give it bargaining leverage unavailable to any private plan.
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EVIDENCE RELATED TO PHYSICIAN COST SHIFTING

PASSIVE COST SHIFTING

The actuarial firm Milliman has calculated that if Medicare and Medicaid cost shifting
had been eliminated, privately insured physician payments in 2006 could have been
reduced by 12%;"* (recall the equivalent figure for hospitals was 18%). Thus, the “need”
to cost shift due to lower payment rates by public plans appears to be lower among
physicians than hospitals, but this does not answer the question of whether physicians
actually engage in dynamic cost shifting.

Theoretical models of physician behavior have been driven by the empirical observation
that they do not set their fees at the maximum level possible.” It has been suggested that
rather than maximizing income, physicians instead seek a target income or focus on their
incomes relative to their peers; at least one study has found empirical support for this
hypothesis.”®  Whether they seek a target income or relative income, there are
circumstances under which reductions in administered prices for public patients may
induce physicians to raise fees for other patients.’’

While their high market shares clearly give Medicare and Medicaid plans the market
power to command deep discounts for many physicians, the empirical question is
whether some or all of this underpayment to physicians is shifted to private insurers, a
question that has been much less studied than in the case of hospitals:

A 2008 survey of physicians found that in response to a hypothetical 10% reduction in
Medicare fees, 25% reported they would seek other sources of revenue; 24% said they
would reduce their number of Medicare patients and 14% said they would stop seeing
Medicare patients altogether.”® Presumably, if physicians had the power to fully shift the
entire cost of Medicare fee reductions onto private patients, none would see the need to
reduce the amount of care provided to Medicare patients.

Preliminary findings from a study of physician pricing using 1989-1990 data from 76
geographic areas in 32 states showed that for each one percent reduction in physician
payments under public programs, private sector prices generally increased by 0.1 to 0.3
percent, depending on procedure.”® However, more careful analysis and modeling by
these researchers ultimately concluded that there was no evidence of cost-shifting in
response to Medicare fee reductions that for some procedures exceeded 30 percent.®

Likewise, a study focused only on coronary-artery bypass grafts in two states found no
significant increase in private physician fees for various types of CABG procedures in the
aftermath of reductions in Medicare payments for them.®

Note that this study did find that physicians doing CABG procedures responded to a
reduction in Medicare payments with an increase in the volume of such surgeries to
privately insured patients,® a finding also found for many (but not all) procedures in the
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32-state study.®® However, such a response is quite different from cost shifting, which is
raising prices without a commensurate increase in the quantity or quality of services
provided.

Despite the paucity of evidence regarding physician cost shifting, the Lewin model
described earlier, assumes that 40% of physician underpayments are shifted to private
patients.®*

PHARMACEUTICAL COST SHIFTING

One of the driving motivations behind a public plan is the opportunity to use it to bargain
directly for drug prices, as is done in Canada, Britain and many other national health
systems.® Proponents argue that because of direct bargaining, drug prices are 58%
cheaper under the Veterans Health Administration (VHA) than under Part D and that
branded drugs are 60% more expensive in the U.S. compared to Canada.®®

It is undeniable that drug prices under six public programs, including Medicaid and
VHA, are 36-59% below the average wholesale price of those drugs.®” But we also have
known for more than a decade that the Medicaid discounts enacted in 1990, for example,
"succeeded in lowering drug costs to Medicaid but resulted in higher prices to other drug
purchasers,"®--a finding confirmed by the Congressional Budget Office.’® That is,
because Medicaid discounts are tied to prices paid in the private market, drug
manufacturers have an incentive to increase the latter. The most recent study to examine
this carefully showed that "the average price of a non-Medicaid prescription would have
been 13.3 percent lower in 2002 in the absence of Medicaid’s pricing rule."®® The same
authors found that every 10% increase in Medicaid market share was associated with a 7-
10% increase in the price of a prescription.

These deep discounts have by law now been extended to virtually all public programs
except Medicare. Given the extraordinary fiscal pressures Medicare will face in the next
decade, it may be only a matter of time before the expediency of short-term Medicare
savings outweighs concerns about any adverse long-term impacts on longevity.** But if a
new public program’s hospital and physician payments already are linked to Medicare (as
proposed in the House Tri-Committee bill®%), it seems likely that prescription drug price
discounts also would be extended to the new public program too, in which case the
aforementioned cost shifting would increase in amount. While the exact number who
might end up on a public plan is unknown,* 59 million individuals currently are covered
through Medicaid.** Thus, if a public plan given access to the Medicaid drug discount
covered 30 million new members (as projected by CBO for the year 2019%) this would
imply a 35 to 50% increase in drug prices for privately insured individuals.
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PRIVATE INSURER COST SHIFTING

CURRENT COST SHIFTING FROM MEDICARE AND MEDICAID

Milliman calculates that for a typical family of four with private insurance, the current
cost shift by hospitals and physicians attributable to Medicare and Medicaid amounted to
about $1,800 in higher premium and out-of-pocket costs in 2007.%° This increased their
health care spending (inclusive of premiums and cost-sharing for all services, not just
hospital and physician care) by 10.7%. If cost shifting as a share of Medicare and
Medicaid payments for hospitals and physicians remained unchanged in 2009 and the
additional increase in private patient costs attributable to Medicaid prescription drug
discounts is added, this total would increase to about $2,600 or 13.9% of spending.®” This
is the equivalent of a hidden excise tax of 13.9% on health services used to finance
services for Medicare and Medicaid recipients (above and beyond the explicit taxes and
premiums used to pay for these public programs). Put a different way, these two public
programs together cost providers 15.8% more than they were paid for services, leaving
the difference either to be cost shifted or absorbed.

The Milliman analysis implicitly assumes that 100% of Medicare and Medicaid
underpayments are shifted to private patients in the Milliman analysis. But if, the
evidence suggests, the actual hospital cost shift is only 40% and there is no cost shifting
by physicians, the total cost shift per family figure would be reduced to just over $1,000
or 5.6% of their medical spending.*®

PROJECTED COST SHIFTING FROM A NEW PUBLIC PLAN

Taking into account cost-shifting from all sources, what would the net impact on private
insurers be from a new public plan? The House Tri-Committee bill explicitly ties
provider payment rates to Medicare levels for the first three years (with an additional 5%
bonus paid to those accepting Medicare and public plan patients as well as pediatricians
and other providers that don’t typically participate in Medicare). In subsequent years, the
Secretary may establish a process for setting rates. The House Energy and Commerce
Committee version includes a provision requiring the public health insurance option to
negotiate rates with providers so that the rates are not lower than Medicare rates and not

higher than the average rates paid by other qualified health benefit plan offering entities.
99

The Senate HELP Committee bill permits the public plan to negotiate rates with
providers, but does not explicitly tie payment rates to Medicare. But for the same reasons
Medicare payments to hospitals and physicians have grown steadily more stringent over
time, it can be expected that there would be strong political pressures for the public plan
to keep payment levels as close to Medicare levels as possible. The firestorm of protest
that has erupted among the elderly in the face of perceptions that health reform will be
financed through cuts in Medicare illustrates the political risks of having a new public
plan that is visibly more generous than Medicare. This will be especially true if continued
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reductions in Medicare fees relative to private payers results in growing access problems
for Medicare beneficiaries.

Using their 40% cost shift assumption for hospital and physician underpayments, the
Lewin Group estimates that had the mid-July House plan been in place in 2010, it would
result in an additional cost shift from the public plan to private plans amounting to 9.7%
of private plan premiums, or about $650 annually per private policyholder.'® This likely
overstates cost shifting by physicians for reasons noted earlier, but excludes any cost
shifting related to pharmaceutical discounts. There is not sufficient detail in the Lewin
figures to make an exact adjustment, but if the overall distribution of cost shifting by
service for a new public plan is roughly similar to the 2009 levels estimated from
Milliman above, then correcting the Lewin figures to reflect more realistic levels of cost
shifting would approximately cut their estimates in half.’™*

MEMBER BURDEN-SHIFTING

MEDICARE'S STINGY COVERAGE

But Medicare is an equal opportunity offender when it comes to dumping costs on others.
It even shortchanges its own members through notable gaps in coverage less common in
private plans:

o For example, Medicare has no upper limit on out-of-pocket spending; in contrast,
only 26% of health plans offered by small firms and 18% offered by large firms
provide no maximum limit on family out-of-pocket spending.'%?

e A recent analysis of Medicare's gaps in coverage concluded that Medicare
coverage was 13% less valuable than the median private plan offered by large
employers and 10% less valuable than the most popular plan chosen by federal
employees.'®

Because Medicare covered only 51% of the average medical expenses for members not in
nursing homes (2005),'%* more than 90% of these non-institutionalized beneficiaries rely
on some form of supplemental health coverage.® All told, they rely on private
supplemental plans to cover 21% of their spending, which is more than two-fifths of the
share of costs covered by Medicare.'%

But it gets worse: Medicare has been providing its members with coverage that has gotten
less generous over time, i.e., covering a shrinking share of its members' health
spending.’®” This has resulted in a higher burden borne by families in the form of higher
out-of-pocket spending and premiums for supplemental coverage. This burden is
projected to get substantially worse in the decades ahead:**®

Including the costs of both Part B and Part D, the average cost of SMI premiums and cost
sharing for Part B and Part D were estimated to absorb about 27 percent of Social
Security benefits in 2007.1% Yet by 2078, these same out-of-pocket health expenses for a
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typical 65-year-old Medicare beneficiary will absorb 97% of the average Social Security
check; for the average 85-year-old, the share will have risen to 117%.%

Whatever happened to coverage you could count on? Is there any good reason to think a
new public plan would be different? These trends reinforce the view that the federal
government should focus its energies on fixing the public plans it already manages rather
than taking on the responsibility of a new public plan.

EMPLOYER MANDATE

One other form of cost shifting worth mentioning relates to the hidden costs imposed by
an employer mandate. Both the House bill and Senate Health, Education, Labor and
Pensions committee plan impose a penalty on employers who do not offer coverage.*
The Senate Finance committee bill may require employers to pay a "free rider" penalty if
their workers purchase coverage through the exchange.'*> However, such employer
mandates are "a political expedient that conceals who actually pays for the required
benefit. Economists generally agree that employee benefits ultimately are paid for by the
employee. A worker’s total compensation depends on his or her productivity to the firm,
regardless of the split between wages and benefits. When an insurance mandate is
imposed on all employers, the added cost of labor is covered through a combination of
lower wages or other benefits or reduced employment. According to one study, 83—100
percent of the cost of coverage is shifted to employees through reduced wages."***

An employer mandate is not an intrinsic feature of a public plan. Nevertheless it
perpetuates a lack of transparency about financing health care that historically has led to
so much wasteful spending. For example, the current tax exclusion cost taxpayers more
than $250 billion in lost revenues in 2008,"* but most workers have no idea their
employer-based coverage is subsidized, much less how they personally benefit (the
average worker receives a subsidy of 35%°). By encouraging employees to have more
comprehensive health coverage than is necessary, the tax subsidy spawns overutilization
of health services that actually makes everyone worse off than if the subsidy did not even
exist. It has been estimated that without this tax exclusion, average premiums for group
health insurance would be 45 percent lower.''® Thus, to the degree that a public plan is
bankrolled by giving employees or the public the illusion that the lion's share of premium
costs is being paid by employers, it likewise will dissipate the economic discipline that
might otherwise arise were increases in the generosity of coverage paid more directly in
the form of higher taxes or higher premiums. Thus, the risks of a public plan over-
promising and then underpaying for more generous benefits are much greater with an
employer mandate than without it.

Page

14



Why a Public Plan Will Encourage Unfair Cost Shifting

CONCLUSIONS

The House Tri-Committee bill explicitly ties provider payment rates to Medicare levels
for the first three years and allows for nationally negotiated rates thereafter. While Senate
bills do not legislate where to set rates relative to Medicare, there are likely to be strong
political pressures to keep payment rates under new public plan as close to Medicare rates
as possible.

However, while experts disagree on the amount, most evidence suggests that for hospitals
and pharmaceuticals, at least some portion of the sizable discounts obtained by public
plans such as Medicare and Medicaid are passed along to private health insurers. While
some experts have suggested that there is no cost shifting of Medicare underpayments (or
negligible amounts), the available evidence does not entirely resolve the issue. This claim
contrasts with more than a half dozen empirical studies suggesting hospitals recover at
least 28 cents of every dollar of Medicare underpayments in the form of higher prices for
private patients (and a more typical figure may be closer to 40 cents). Similarly, there is
good evidence that for every dollar saved by Medicaid due to mandatory price rebates,
the savings are more than made up by increased prices for private patients. But by
lowering its own costs at the expense of private plans, a public plan will amplify its
competitive advantage unfairly.

By the very nature of the politics required to sustain it, a public plan also is likely to keep
its true costs hidden by subtly shifting burdens onto its own members. These are not
hypothetical concerns. They are based on decades of actual experience with the largest
public plan ever run by the U.S. government: Medicare. Medicare has grown
increasingly stingy over time, with the consequence that the financial burden imposed on
Medicare beneficiaries by medical expenses relative to their income has grown in the past
and is projected to rise dramatically in the decades ahead. This reinforces the view that
the federal government should focus its energies on fixing the public plans it already
manages rather than taking on the responsibility of a new public plan.

Next Installment: Why a Public Plan Will Have an Unfair Advantage
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