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PROCEEDI NGS

MR. MLLER Good afternoon. I'mTomMlIller, Director
of Health Policy Studies at the Cato Institute. |It's my pleasure
to wel cone you to our forumtoday: The Future of
Enpl oyer- Sponsored Heal th I nsurance.

Enpl oyer- sponsored group health insurance has renai ned
the dom nant formof health insurance in the U S. for many
decades, and that has been primarily due to the tax advantages
t hat exenpt enployer-paid health benefits from workers' taxable
i ncome. The enpl oyer-based system has provided the structural
foundation for maintaining a voluntary, relatively market - based,
set of insurance arrangenents in the private sector. But
enpl oyer-organi zed health insurance faces growing criticismon a
nunber of fronts, nost notably that it hides the true cost of
health care for many consuners and it restricts their choices.
Enpl oyers al so are exam ning many ways to reduce or shed the
adm ni strative burden of managi ng health benefits, as well, and
to elimnate the nmounting risks of expanded liability clainms in
t he courts.

Several recent industry surveys suggest that enpl oyers
may be consi dering conbining two nechani sns, defined

contributions and e-conmmerce, to nove out of the health insurance
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busi ness and help create a nore consuner-driven health care
system The newnew thing in health care mght build on the
recent success of the defined contribution approach to enpl oyers'
pensi on benefits by adopting a simlar nodel for health benefits.

| nstead of guaranteeing paynent for a defined set of
fixed health care benefits, enployers would provide a fixed
dol l ar paynent to their enployees to hel p purchase any particul ar
heal th i nsurance arrangenents on the open narket that they
prefer. E-commerce information platforns and Wb- based health
retailers could accelerate this shift by hel ping consuners
maneuver through a richer variety of choices.

Now, is a major shift to individual consuner-driven
defined contribution health insurance going to happen soon? O
will it sinply becone the | atest passing phase in woul d-be health
care innovation that falls short in practice?

A defined contribution nodel raises a host of policy
i ssues, new questions and possible conplications, relating to tax
treatment, regul ation, insurance underwiting, politics and
transition mechani sns. Sone observers woul d caution that
enpl oyer-based insurance is a case of "can't live with it, can't
l[ive without it."

We have three distinct voices today fromthe health
benefits field to exam ne where enpl oyer -sponsored health

i nsurance may be heading, toward a defined contribution nodel, or

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



di spl aced by an i ndividual insurance nodel, or reinforced by sone
fine-tuning for the future.

Qur first speaker is Gary Ahlquist. He is Senior Vice
Presi dent and Managi ng Partner of Booz-Allen & Hamlton's Health
and I nsurance G oup. He specializes in the strategy driven
transformati on of insurance conpanies, health plans and heal th
provi ders.

Gary has authored several articles in |eading journals,
and he was co-author of an intriguing report earlier this year,
"The Real Consuner Revolution in Health Care."” It predicted a
| arge-scal e conversion of enpl oyee-sponsored health plans to
defined contribution formats, and said that that transformation
IS inevitable.

He received a B.S. from Tufts University and an MBA
fromthe University of Chicago. And he is currently based in
Chi cago, a noted sanctuary for butterfly ballots. Today Gary is
going to survey the market for change in enpl oyer-sponsored
heal th i nsurance and suggest who is going to make the shift,
when, how and why.

Gary Ahl qui st.
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GARY AHLQUI ST,

BOOZ- ALLEN & HAM LTON

MR. AHLQUI ST: Thank you, Tom | wll have you know
that | left no dangling chads, either.

We are into the real mhere of predicting the future.
And those of you who foll ow baseball |ike | do, renenber Yogi
Berra once saying, "Never nake predictions, especially about the
future." So that is about right in this case.

This discussion all has begun in the |last few years
| argely over the dissatisfaction with the current nmanaged-care
system This is roughly a $600 mllion comrercial industry in
the United States, of which none of the stakeholders in that
systemare particularly happy with it and their positionin it.
Consuners, starting with the consunmers and the enpl oyees
t hensel ves -- we read a | ot about this in our work with
corporations -- highlights that they largely are unhappy wth the
restrictiveness of the systemand the process they go through in
interacting wth the system

They have no market signals, in their view, that tell
the systemwhat it is they actually want and allow this highly
internedi ated systemto actually respond to their needs in sone
consuner-driven way. They feel very nuch disenfranchi sed by the

system Yet, while the cost nunbers typically say that an
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enpl oyer pays about 75 percent of health care coverage, that
actually m sses a huge portion of out-of-pocket costs.

The real nunber is that sonething |ike 47.3 percent of
the total health care tab on a per capita basis is paid out of
t he pocket of the enpl oyee, or consuner, today, and 53 percent is
funded by the enployer. So, not only do we have a system whi ch
is not particularly consuner friendly but one which is pretty
expensive. And that nunber, that 47 percent, in dollar figures,
has roughly doubl ed between 1998 and the com ng 2003.

Providers on the other end, the suppliers of the health
care, also are very unhappy with the current system They feel
that their practices have been intervened upon tine and again.
They have built up arm es of checkers to check the checkers, to
see who has got the nunbers right, and they are actually
potentially about to cook their own goose. And that is, for the
| ast 15 years, there has been an inexorable consolidation in the
market. And many of us, ne included, have been predicting, going
back 10 years, that this would have an inpact. And it didn't
have an inpact for a long tine, largely due to the
hyper-fragnentation of that industry.

We are now starting to see it. W see reports of
provi ders, hospitals and doctors, passing on now 40, 50 and 60
percent unit cost increases to the insurers. And the insurers

have very little to say about it because the market positions of
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these folks in certain areas are so strong that they are al nost
cartel-like. That of course is going to fuel further

doubl e-digit cost increases, which will get onto the enployers,
and eventual |y the whole bubble is going to burst. So, while the
provi ders are unhappy and they're consolidating, and they're
passing on price increases, it remains to be seen whether or not

t hat cones back to bite them

The enpl oyers are not particularly happy. They were
for a while on the cost side. Their enployees like it.
Qobviously the health benefits is the key part of attracting and
retaining enpl oyees. But they are nowin the third year of
doubl e-digit price increases. W predict another two or three
years at this rate, which neans their health tab is going to
doubl e in about a six-year period. It is bound to cone back.

On the benefit side, the human resource side, they have
built up large departnents. And they are largely in the
conpl ai nt business. That is what they do. It is not
particularly a val ue-added proposition for a corporation in a
gl obal conpetitive market.

And then, finally, the health plans thenselves feels
i ke everybody's scapegoat. They are the m ddl eman. They are
getting it fromall sides. They are having trouble making a
living, and now their profits | ook better and Wall Street is

treating them better, but they all know that this is
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unsust ai nabl e because the basis on which they are maki ng noney is
merely price increases that they are passing on through, and that
can't last forever.

So we have a system of nmanaged care which grew up
whi ch has had sone benefit, delivered sone one-tine cost savings,
has not been a particularly easy one to |live within, and people
are asking, what's next, and, is there a next? 1In this
consuner-driven market, enployer-based or individual is a
pr obabl e answer.

VWhat are we tal king about? Let's just give a quick
overvi ew of what we nmean by a consuner or defined contribution
market. It has four or five key features. First, there would be
an annual all owance, or voucher, or anount of noney that goes on
behal f of the consumer to allow themto enter the market and
purchase health insurance in pre-tax dollars. This is what we
would like to see it be, not necessarily what it is. W wll
tal k about what it is as we go forward.

Second, that anount of noney woul d sonehow be
ri sk-adjusted to take into account the nedical risk of the
i ndividual. There are various forns we'll talk about |ater that
that m ght take, but that is a feature that we would |like to see.

Third, that this is a long tail not a short tai
product. Today we think of health insurance as an annual, it is

a very short-termkind of thing. W want the financial incentive
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to be long-tailed, potentially, so that you could roll over, not
use it or lose it. Those nonies which you don't consune, not to
spend on things other than health care, but to spend on your
future health care. Potentially, even interest-bearing accounts
which wll give people an incentive, even in the nediumterm to
be nore conservative with respect to their own health care and
actually pay attention to things like lifestyle.

A feature that is wapped around the long tail, or a
part of it, it would also be, what we are seeing is, discussions
around multi-year contracts. Wy buy insurance for a year? W
don't buy life insurance for a year. Wy don't we have
t hree-year, four-year, or five-year contracts, which may take in
sonme inflation but would protect against nedical risks in sone
pr e- determ ned way?

And then, finally, this notion of reinsurance is likely
to beconme an inportant feature. That is, if you incur a
catastrophic event at any point in time, there is sone stop-|oss
coverage, nuch the way in commercial insurance or in auto
i nsurance we protect for the big event but we don't insure
against it on a regular out-of -pocket or a prem umbasis. So
these are sonme of the key features of a defined contribution
appr oach.

There are clearly sone forces that are pushing in this

direction, and there are certainly those of the current system
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whi ch either would be nice to save or barriers to getting there.
On the driving side clearly is the consuner interest. Sone of
this is actually cultural in ny view. The post - Depression,
post-World War 1l generation, generally speaking -- and |'m
generalizing here to make a point -- believed in and trusted
institutions. They worked for them The baby boomers and

gen- Xers generally don't. They want i ndividual solutions,

i ndi vi dual access, Internet, and so on. So this notion of having
an institutional solution versus a personalized one is a cultural
feature that we believe is driving in this direction. Certainly
t he managed care backl ash, peopl e being unhappy with the system
is also driving it.

On the enployer side, they are beginning and will | ook
for alternative solutions to what they currently see. Not that
t hey necessarily want to get out of, in every case, offering this
benefit, but there nust be a better way they can offer the choice
and access for their enployees which, also has sone hope of being
cost effective.

There is the pension precedent. Wiile health care is a
much nore conplicated undertaking than 401(k)'s, the notion that
we have gone fromsonething like, in 1980, about 4 mllion
househol ds who own nmutual funds, today it is sonmething |like 38

mllionto 39 mllion. There were 1,200 nutual funds offered in
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the eighties; and there are now 6,300. Not all of this is driven
by 401(k)'s, but certainly an inportant part of it.

The i nnovation that has come with that, the
segnentati on of the market, defining products and sol utions for
individuals to neet their needs, as opposed to the
one-size-fits-all insurance proposition which we have today --
you take the policy that is offered or you don't, and there is no
choice of really tailoring it to your individual needs -- out of
t he pension precedent we think will be inportant.

And then, finally, on the driving side, is the supply

side stimulus. There is a fair anount of innovation going on now

in the market. Many of these new players -- 1'Il talk about a
fewin a mnute -- are actually in the open market. There is
sonet hing on the order of $300 million to $400 million of venture

capital which has found its way into this niche post the neltdown
in the spring -- hopefully smarter noney than was there before.
And so we expect to see sone success, at |east sone real
experimentation on the supply side, and we will see just howthis
works and how it needs to be adjusted to nake it work.

Surveys have shown, and Booz-Al |l en has done a survey of
the Fortune 100 best enployers to work for, that when we talk to
the benefits folks in those conpanies, 74 percent of themsaid
that they would be interested, likely or very likely, to | ook at

a shift in defined contribution health benefits in the next three
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to five years. KPMG surveyed enpl oyees of Fortune 1000. They
reported 73 percent were interested in having defined health
benefits. And so on.

On the inertia side clearly is the group nodel. Both
froman underwiting and a tax basis, it enjoys advantages.
Underwriting at the pooling | evel obviously is a key feature of
i nsurance. The question for a personalized market is, can you
find ways to create the pooling either through risk adjusting
i ndi vi dual s, which substitutes for a pool, or creating affinity
pool s, either at the enployer or at sone other |level? Tax |aws,
clearly. Actually, it is not an IRS issue, it is a H PA issue --
and we will talk alittle bit about that on the policy side -- is
a barrier to this, although the current new players are not
finding this to be a particularly difficult issue for them

The infrastructure is not ready. This requires a |ot
nore information in the hands of consuners that is easily useable
and digestible. Today it is arcane. It is difficult. It is
conplicated. It doesn't need to be such, but it is. So, until
we have a nmuch better way of accessing information as consuners
and smarter front ends and ways to approach the systemto tailor
it tous, it won't be w despread.

And then, finally, on the infrastructure side, a |ot of
this is going to be driven by the Internet, we believe. GCetting

people online is critical. W all know the nunbers, that 30 or
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40 percent of the country is online. There are a lot of folks in
smal | conpanies, in factories and so on, who don't have access to
the Internet on a regular basis. And so, as that grows, that

will make this easier.

Just a couple of trigger factors to watch for. Because
while we think this will happen, we tend to believe it is going
to be nore like a cresting wave than just a slowy rising tide.
Clearly a recession will, we believe, drive this nuch nore
quickly fromthe current nanaged care, enployer-based, to a nore
defined contribution world. 1In recessions, our clients always
turn fromlooking at the revenue Iine to the cost line for the
first year or so. And they exam ne everything in it, and they
will look at health costs. It will stick out |ike a sore thunb.
And the CEOs will start to ask CFO and the HR head: What are we
going to do about this? What are our options?

Conti nued cost spikes on the health side could, even
wi t hout a recession, cause this to happen.

And, finally, liabilities lawsuits. There is the
potential now, with ERI SA and so on, that enployers as well as
health plans could be naned in |awsuits for hol di ng back
coverage, Ww thhol ding coverage, rationalizing coverage, on behalf
of an enpl oyee or a loved one. And we believe that wll cascade

t hrough the enpl oyer networks. All the human resource people and
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| awyers go to the sane conferences and hear these cases. And so
that could be a trigger to watch for.

The new pl ayers that Tom nentioned: There are four
buckets of new entrants, largely Internet-enabl ed, who are naking
runs at this space. The first are what | would call defined
contribution health plans. They are substitute or options for
the traditional managed care plan. Firns like Definity Health,
Vivius, Health Market, My Health Bank, there are about 10 to 12
of themwho are | ooking to be risk-bearing insurance plans,

I nt ernet-based, individually tailored kinds of choices for
CONSuners.

There are what we mght call aggregators, who will
of fer other people's products through their pipe but pool the
risk and the funds at the front end. And so they will be
ri sk-bearing but not necessarily product manufacturers in this
space.

There are what we would call benefit exchanges, fol ks
who are automating and putting over the Internet the health
benefits val ue proposition that traditionally was paper based,
human driven; firnms |ike Ebenex; Sageo, which is a spin-off from
Hewi tt, the big benefits consultants. These are a couple of
exanpl es.

And then, finally, there are a nunber of e-health

pl ayers who are | ooking at vertical slices in the value chain,
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ei ther making a market in information, making a market in

provi der services and then offering those to insurers, nmaking a
market as a utility for processing transactions and outsourcing,
bei ng an outsourced option for these kinds of players.

And then, finally, on the policy front, the policy
issue can largely be sized up in two words: States and H PA. As
you may know, every State has different regul ati ons around what
t hey define as individual and small group and | arge group, and
they often have mandates that require certain services and
certain regulations for different group sizes. And so different
States are nore anenable, or less at this point, to a change in
the health system And HIPAis fairly unfriendly to an
i ndi vi dual type of approach, because basically it defines things
as group and non-group. And if it is group, it is
t ax- advantaged, and if it is non-group, i.e., individual, it
isn't. Cbviously, when there is about a 40 percent, which is
what it turns out to be, tax incentive, it clearly favors going
into the group nodel

So, in summary, we believe and have gone on record that
within the next -- this was six nonths ago -- two years, we
believe you will see Fortune 500 conpanies entering this new
world and trying it out. W actually believe that was too | ong.
We are now seeing sone of these conpanies actually sign up and

try this. And while they haven't gone public with it yet, we
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expect that in the spring/sumer of next year we will start to
hear nore about them And we will see if it works.

Thank you.

(Appl ause.)

MR. MLLER  Thank you, Gary. That sets up our
di scussion very wel | .

Now we are going to have two slightly different
perspectives. Qur next speaker is Gerry Smedi nghoff, who is
Director of Market Awareness for UniversalCIO That is an
applications service provider, specializing in enterprise
resource planning systens, in Weaton, Illinois.

Gerry, | don't know what that is but it sounds Iike
i ndoor work with no heavy lifting.

MR. SMEDI NGHOFF:  Yes, that about sums it up

MR. MLLER Gerry previously was a consulting actuary
for Watson Watt Worl dwi de, here in Washi ngton, and for
Nati onwi de | nsurance, in Colunbus, Chio. He now speaks
frequently on health care and technol ogy issues. He has
appeared on the nationally syndicated PBS Tel evi sion Program
"Health Week," and he has witten articles for the Washi ngton
Post, the "Las Vegas Review " "Skydiving" and "Contingencies."

As a recovering actuary, Gerry's 12-step programfor
health care reformbegins with urging enployers to get out of the

heal th care business entirely.
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Gerry Snedi nghof f.

GERRY SMEDI NGHOFF,

UNI VERSALCI O

MR. SMEDI NGHOFF:  Thanks, Tom

| have been traveling across the country this year,
maki ng speeches, arguing that U S. enployers should get out of
the health care business. The reason they should do so is that
the health care sector is the only sector of our econony that is
failing, and there is absolutely nothing enployers can do about
it. Wat | amgoing to show you today is why trying to provide
health care, while ignoring or violating the [ aws of econom cs,
is kind of like trying to run an airline while ignoring or
violating the laws of gravity. Because doctors and patients, and
especi ally enpl oyers, are no nore above the | aws of economni cs
than pilots and skydivers are above the laws of gravity.

| want to touch on two thenes briefly in nmy talk here,
and | can sumthemup in two words. They are: segregation and
choice. Segregation, we are all famliar with this. W all can
conpare the city of Berlin the way it is today versus the way it
was 30 years ago when it was segregated with a wall down the

m ddle. And, of course, we can all conpare the United States
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today versus the way it was when it was segregated between whites
and col oreds 50 years ago.

VWhat | want to explain is why the concept of
segregating your earnings through the tax code into these
arbitrary categories, |like health care, housing and education and
retirement savings, and then hiring a police force to restrict or
prohi bit your ability to nove your noney between these categories
is silly and causes a | ot of waste.

The other topic I want to talk about is choice.
Qobviously nore choice is better. W all like to decide what we
want to do for a living, who we should marry, what we should
wear, what we should eat, things like that. Yet, you only have
to go back a couple of hundred years, when many people did not
make t hese deci sions about what to do for a living or who to
marry. And, of course, if you were a slave, you didn't make any
deci si ons.

VWhat we do through the law called ERI SA, or the
Enpl oyee Retirement Income Security Act, is the enployer makes
t hese decisions for you. Technically, it's your noney for your
health care and your retirenment savings, but your enployer is
telling you when, how and where you can spend it.

Now, as far as the defined contribution nodel that Gary
has presented, | can sumup ny reaction to this by quoting Tom

Peters, who, in 1990, summed up the progress of the Anerican

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



19

gual ity novenent during 1980. He said the good news was we had
made a | ot of progress, but the bad news was, 10 years ago, in
1980, Anericans were nmaking | ousy products that custoners didn't
want. And, in 1990, 10 years l|later, we are now naki ng great
products that custoners don't want. And | think it is the sane
thing. That is kind of what defined contribution offers you.
| nstead of having no choice anong a | ousy HMO that you don't
want, defined contribution now gives you a |inmted choice anobng
several |lousy HMO s that you still don't want.

| think that is the primary reason for the crisis in
our health care situation, or our health care econony, today.
The primary mechani smfor delivery of health care, the managed
care/ HVOD nodel , does not exist anywhere else in our econony. The
HMO nodel says that we are going to take this category -- and in
the HMO case it is health care -- and we are going to provide al
products to all people, at all places, at all times, at the
hi ghest quality and at the best price. The HMO nodel has only
been tried twice in the last 20 years by nmgjor U S. conpanies.
Bot h have been di sastrous fail ures.

The first tinme was in the early 1980's, when United
Airlines tried to do this with travel. They had this great idea.
You mght call it a TMO, or a Travel Mai ntenance O gani zation.
They were going to cover the travelers' every need fromdoor to

door, the flight, the hotel, the rental car, the cruise, all the
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way on down. Twenty years |ater, does anybody renenber the nane
of the conpany that United Airlines formed for this travel
mai nt enance organi zati on?

(No response.)

MR. SMEDI NGHOFF: I n speaking across the country, |
find roughly one in a 100 people renenber that Allegis was the
conpany that United Airlines formed to do this. The reason
nobody renenbers it is it lasted, | think, about 18 nonths. The
CEO who cane up with the idea was soon fired.

The other time this HMO concept was tried was when
Sears did the sanme thing with financial services, roughly about
the sane tinme, in the early eighties. They had what was then
consi dered to be the worl d-beater conbination of the D scover
credit card, the Dean Wtter brokerage firm Allstate |Insurance,
Col dwel | Bankers, Hone Mrtgage Lenders, all the way down to the
Craftsman tools and the Kennore appliances that you would buy in
t he store.

The only place today where you will still a renote
resenbl ance to any HMO nodel is the new car deal ership. Wen you
go buy a new car, the salesman will try and convince you to bring
your car back to that sane dealer for all of the service on that
car. But since there is no tax code coercing you or incenting
you to do this, what do we do? W get our oil changed at Jiffy

Lube, we get our nmuffles from M das, we get our batteries from
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Sears, and we get our tires at Goodyear. And, fortunately, the
good news is we don't need to get a referral from M. Goodw ench,
our primary care nmechanic, to go there.

Now, | nentioned segregation and I want to tal k about
the damage that it does in our econony. So | amgoing to refer
you to the first line in the handout here, where |I show you the
typical dollar bill of the wage earner. And inmagine that you are
a business owner, a small business owner. Let's say you have 10
enpl oyees, and you are paying them each about $50,000 a year. |If
you have a good year and you want to reward your enpl oyees for
their efforts, if you decide that you are going to give your
enpl oyees an addi ti onal $5,000 in wages, what is going to happen?

Vell, the first $750 of that $5,000 is going to pay
Soci al Security taxes. The next $1,400, or 28 percent, is going
to pay Federal inconme tax. And the next $350 dollars, or 7
percent, is going to pay State and |local taxes. So the result is
going to be your enployees are going to be left with about half
of the $5,000 that you originally intended to given them

However, if you decide to buy health care for your
enpl oyees, none of these taxes have to be paid. So, if you have
a choice of $2,500 in after-tax income or $5,000 in health care,
for nost people this is an offer they can't refuse. So they

think it is great; | can double nmy noney by buying health care
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i nstead of giving themcash. Wll, what is the effect of
doubl i ng our spending on health care?

To illustrate this, let ne explain how it would work
with any other product or service. Let's assune that the IRS
took over a shopping mall. Let's say the Tyson's Corner Shopping
Mal | here. They close down the mall tonight and they reopen the
mal | tonorrow norning with two new rul es for shopping at Tyson's
Corner. The first rule says that the IRS is going to double the
anount of noney of anybody who wal ks in the mall, and the second
rule is that the IRS is going to confiscate half the amount of
noney of anybody who tries to |eave the mall. So, if you showed
up tomorrow nmorning with $500, the IRS would doubl e that, giving
you a $1, 000.

So, you wal k around Tyson's Corner and you spend, let's
say, you spend $900. When you try to leave the mall, the IRS
woul d confiscate half of the 100, or 50, of what you had left.

So the net result of your shopping trip is that you woul d be able
to get $900 worth of goods with only $450 of what you | eft hone
with. Now, if that was the case, how many people would want to
shop at Tyson's Corner tonorrow?

Well, the reality is so would a | ot of other people.
What' s goi ng to happen once word of this arrangenent gets around?
As people start flooding Tyson's Corner Mall and as the IRS

starts punpi ng nmountains of cash in the mall, what do you think
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is going to happen to the prices of the goods at the IRS nall?
VWhat do you think is going to happen to the cost of the retail
space? Qbviously, if you owned a business, you would want to set
up shop there.

And, finally, what is ultimately going to happen to the
val ue of the subsidy to the IRS mall shoppers at Tyson's Corner?
And before you answer the question, | will give you a hint. What
are the market simlarities of health care to single-fam |y hones
and hi gher education?

Well, the answer is that single-fam |y hones, higher
education and health care are all subsidized by sonme form of tax
exenption. They have all experienced inflation far in excess of
t he consuner price index since Wrld War 11, and they are al
exanples of what |I call Gold s Law of Economics. And | call it
Gold's Law because | nanmed it after an actuary turned econom st
named Jereney Gold, who explained the concept to me, so | am
happy to give himthe credit.

Essentially, what Gold's Law says is that 95 percent of
a legally mandated cost advantage will end up as waste. What
that neans essentially is that by doubling the anount of noney we
have to spend on health care, or by doubling the anpbunt of noney
we give to people in the shopping mall, it doesn't double the
anount of resources. Resources available do not change because

we segregate our noney through the tax code. Essentially, all we
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do by doubling the anobunt of noney is we sinply double the cost

of the goods. And that is what | show here on the second slide

in the handout. Since resources don't change when you nove to a
segregat ed econony, all you do is double the prices.

Well, that is if you get health care through your
enpl oyer and if you get the 50 or 100 percent subsidy through the
tax code. If you don't get the subsidy, when you go into the IRS
mal |, you are able to shop the mall but the IRSis not going to
doubl e your noney when you walk in. So we have essentially
created what | would call a JimCrow health care econony. W
have a privil eged class of people who get the subsidy through
t heir enployer, and then we have a di senfranchi sed cl ass of
peopl e who do not.

And that is what | show on the third slide here, where
t he people who don't get health care through their enployer, they
are allowed into the nmall, but everywhere they | ook the prices
seemtwi ce as high, so they are only able to buy about half as
much.

So, ultimtely, what are the effects of segregating our
tax code? What are the effects of segregating our nonetary
system through that tax code? This is what | show on the | ast
slide here, the effects of segregation.

We have a certain anmount of resources we are willing to

all ocate toward health care. But because we segregate our
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econony, what do we have? W have this privileged class that
gets about twi ce as nmuch as the disenfranchised class. And the
problemwi th health care reformis that we have been | ooking at
not what we can have with respect to health care, but we have
been | ooking at the difference between the privil eged cl ass and
t he di senfranchi sed class. And since nost of us are in the
privileged class, nost of us get our health care through our
enpl oyer, we are saying we don't want to be on the other side of
the fence, we have got to preserve this system

| nstead, we should be |ooking at the entire pie of what
we could have if we got rid of segregation and we got rid of the
police force -- which I call the A4 border guards -- which are
the actuaries, the accountants, the attorneys and the I RS agents,
who either restrict or prohibit the novenment of your nopbney anong
t hese different categories.

The other issue | want to tal k about is choice.
Econom sts broadly define the goods and services that we buy into
two categories. They are either public goods or private goods.
A public good is a good where everybody gets the sane thing in
the same way, like a public road. A private good is a good where
we can all have what we want, individually tailored products and
services. What differentiates the public good versus the private

good is the answer to this question: Can different people
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satisfy their personal preferences sinmnmultaneously wthout any
negati ve consequences?

Now, obviously, with food and clothing, the answer is
yes. W all wore different cloths here today, we ate different
thi ngs for breakfast, and nobody suffered from sonebody el se's
decision. Wth public roads and with traffic | aws, the answer is
obviously no. | can't drive back to the airport this afternoon
and decide | amjust going to ignore all the red lights.

Well, the logic of public choice theory holds that if
everybody gets the sane thing, |like we have in our health care
system where everybody gets the sane health plan that works for
a conpany, and if your input is going to be ignored, for exanple,
if any of you were ever in the Arnmy, you will notice they didn't
ask you what you wanted for dinner every night, you got the sane
sonething on a shingle that everybody else got, and if it doesn't
pay to fight city hall, neaning that even if you are Ross Perot
or Steve Forbes and spending $50 million or $100 mllion can't
get you elected, if all these three things are true, then what
you should do to maxim ze your wealth is choose a stance that is
called rational ignorance. Now, rational ignorance sinply says |
don't know and | don't care. Now, ignorance nay be bliss but it
is not free. And with health care, it can even be deadly.

Now, take a very sinple, mundane category, |ike notor

oil. If you drive into a Jiffy Lube to get your oil changed, the
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first question the person that works there is going to ask you is
sonething |ike, do you want Penzoil 10WB0? Well, nost of us are
rationally ignorant about notor oil. W don't know and we don't
care. Even though we are rationally ignorant, we get a choice of
not or oil.

Let's take a category that's nmuch nore inportant than
motor oil, like the education of your children. Unfortunately
t he education of your children is a public good. You are stuck
with the public schools in your nei ghborhood whether you |ike
themor not. |If you want to nmake a choi ce and go outsi de that
system the cost can be prohibitively expensive. Well, your
health is considered your nost inmportant category. W like to
say, "When you've got your health, you' ve got everything."
Unfortunately, health care is primarily a public good in this
country. It's a good where everybody gets the sane thing in the
same way and the choice is made for you. It is something that
you don't have a choice in.

You will notice that we have our priorities upside
down. The things that are the least inportant in our lives, like
our notor oil, we have the nost choice with respect to; and the
things that are the nost inportant, |ike the education of our
children and our health, we have the |east choice with respect

to.
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Qur health care system or our health care econony,
serves best those who have the |east interest and place the | east
value on their health. Well, what are the business consequences
of rationally ignorant health care? Essentially, what you are
doing if you are an enployer, you are giving your enployees the
conpany credit card, you are sending theminto this health care
shopping mall where the credit card has no spending limt, the
itenms they are buying have no price tags on them and your
enpl oyees are not held accountable for their purchases. Now, how
many busi nesses operate on these principles?

And | bet nost people don't operate their househol d
based on these principles. Yet, these are the principles that we
are operating the entire health care econony, or at |east 90
percent of our health care econony, on. Wat are the public
consequences of this public choice concept of health care?

Renmenber, a public good is where everybody gets the
same thing in the same way. What we are doing, if that is the
case, is wealthier older workers are subsidized at the expense of
poor younger workers. Poor younger workers are not at risk for
the major health care problens. They don't really use the health
care system They have nmuch | ess discretionary income anyway,
and they have got nore pressing basic needs. By nmaking health
care a public good, we are sabotaging the best process of our

econony.
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VWhen you are young, you don't have noney but you need
the things |like an education and you need to buy a car. Wen you
are old, you have a | ot of noney but you really don't need
things, so you are able to |l end noney to younger people to get an
education or to buy a car or buy a house. By neking health care
a public good, we're sabotaging this process and we are reversing
the fl ow of noney, from younger people back to ol der people.

So, what is the road to recovery? Wat we have to do
is we have to repeal ERI SA, or the Enploynent Retirenent |ncone
Security Act. Put these choices back on the individual |evel
where they belong. Wat is nore personal and private than your
heal th care?

We al so need to repeal the Internal Revenue Code and
nmonetary and fiduciary segregation. |In fact, | like to cal
ERI SA segregati on squared. Not only are we segregati ng our noney
into these categories through the Internal Revenue Code, but we
segregate it a second tine by maeking your enployer responsible
for maki ng the decisions for you.

| would Iike to close ny talk by making a plea. M.
President, tear down this wall. Assign ERI SA and the Internal
Revenue Code to the dust bin of history. As Cl enenceau once
said, "Awar is too inportant to be left to the generals.” Wll,
just as war is too inportant to be left to the generals and just

as the education of your children is too inportant to be left to
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t he governnent, your health and your health care are way too
inmportant to be left to your enployer.

Thank you.

(Appl ause.)

MR. M LLER  Thank you, Gerry. | guess you noved
beyond the increnmental change category.

(Laughter.)

MR. MLLER  Qur next speaker is Bill Custer, who is
currently Associate Professor in the Departnment of Risk
Managenent and | nsurance at Georgia State University. And
actually I confirnmed this norning that coincidentally he works on
the sane floor and the sanme building where | spent sone years in
nmy msspent youth as a trial attorney in Atlanta.

He previously was the Director of Research at the
Enpl oyee Benefit Research Institute here in Washington. He was
an Econom st at the American Medi cal Association and an Assi st ant
Prof essor for Economics at Northern Illinois University. Bill
received his Ph.D. in economcs fromthe University of Illinois.

Among the nunerous articles and studies he has witten
on health insurance and enpl oyee benefits there are several that
enphasi ze the value of tax preferences for enpl oyer-based
coverage, the ability of enployer group plans to pool risks, and

the role of enployers as sophisticated purchasers of health care.
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Today, Custer makes his latest, if not his last stand, in defense
of enpl oynent-based heal th insurance.

Bill Custer.

W LLI AM CUSTER

GEORG A STATE UNI VERSI TY

DR. CUSTER  Thank you

My role on this panel obviously is to defend the status
quo if there is such a thing as a status quo in enpl oyee
benefits. The benefits that nost enpl oyees receive today are
much different fromwhat they received 20 years ago and are
likely to be much different 20 years fromnow than they are
today. Sone of Gary's thinking is likely to find its way into
what enployers do. |In fact, this continual change rem nds ne of
a story of a Bedouin tribe on the nove. They are |eaving one
oasis and they go a ways, and there is a small boy on the back of
a canel. He says, "Dad, are we there yet?" H's dad turns around
and says, "Son, we are nonads."

(Laughter.)

DR. CUSTER W are continuing to see change, and that
change is driven both by enpl oyee, enployer and public policy
needs. But there are fundanental characteristics of the

enpl oyer- based systemthat have renmained intact over the |last 50
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years at least, if not before, that are responses to the failures
of the individual health insurance market. The enpl oynent-based
systemis not an accident. It is not driven by the tax code. It
iS a private sector response to market failures in an insurance
mar ket .

We needed to find a way to be able to give the nost
peopl e coverage. W needed to find a way to pool risks. And the
way to do that is through the enployer. And it happens through
t he enpl oyer because people are not neking a single choice.
People are rational. People are risk averse. People are going
to make a deci sion on whether to buy health insurance coverage
based on the price of that coverage and on their own assessnent
of risk.

There is an information problem Insurers cannot
i nexpensively | ook at an individual and determine their risk of
needi ng health services. So, in an individual market, the people
with the greatest demand for that coverage are likely to be the
people with the highest risk. Insurers know that and have to
price accordingly. So the prices are higher.

By allowi ng a pool that cones together for sone reason
ot her than to purchase health insurance, to purchase health
i nsurance, you mtigate that decision. You |lower the cost of
coverage for both the good risks and the bad risks. And that

fundanmental principle has not gone away. The Internet is not
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allowing it to go away. There is not that |level of information
that allows it to go away. The enpl oynent - based system does
t hat .

It is not driven by the tax code. W did sone
estimates that | think that are out there. W showed that if we
repeal the tax code, about 20 mllion Americans woul d | ose
enpl oynent - based coverage. That would be a catastrophic public
policy event if that were to happen. But there are 160 mllion
Aneri cans who presently receive health insurance through their
enployer. So this is not the driver.

This was in fact a public policy response to one of
four factors | want to use to analyze this. That first factor is
that the American people view health care as a right. There is
50 years of public policy which support that proposition. There
is a clear viewthat the individual's purchase of health services
benefits the Nation as a whole. And if that is the case, then
public policy dictates that you would want to expand an
i ndi vidual's purchase of health insurance. Because, left to
their own devices, they are going to buy less than the Nation
woul d want. And that is one of the justifications for the tax
preference. And the tax preference is biased toward purchase of
heal th i nsurance through an enpl oynent-based coverage because

that is the nost efficient way to provide coverage.
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The second factor | want to nention is that information
is costly. Again, the Internet has |owered the cost of
di ssem nating informati on and of collecting information, but not
anal yzi ng, not devel opi ng the expertise. An enployer purchasing
systemnot only has the benefit of risk pooling, but you al so
create econom es of scale in purchasing, which neans that you
create an informed consuner that individuals can't get.

In Gary's discussion of the infrastructure that needs
to be built to have a defined contribution, he said we need
nmeasures that individual consunmers can use to evaluate the
quality of the services they are buying. And it is not there
yet. And what neasures we have are driven and have been driven
by the enployer community, devel oping those neasures. And they
are very, very raw.

Two to five years is a very short tine frame to devel op
actual measures that you and | could use to ook at a health plan
even, let alone to drill down to an individual physician and cone
up with a measure that is fair both to the consuner and to the
provider in a way they can make inforned choices. Wile that
information is costly, it also brings up the econom es of scale
in purchasing. Because information is costly but it is a fixed
price, there are economes of scale in these purchases; which
means that it is cheaper to purchase in bulk, if you |ike, than

i ndi vi dual ly.
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The other thing about this, the third factor, is that
people are risk averse. And they have shown that in their choice
of enpl oyer benefit plans over tine. At the close of Wrld War
Il and the decade follow ng that, there were a nunber of
different conpeting commercial products that individuals or
enpl oyers could buy. And some of those were classic indemity
plans in which, if you had a bad event or a day in a hospital,
you got a flat amount. They conpeted with the plans we know and
use nore often today, which say, if you get sick, we wll pay
sone percentage of your bill until you no | onger need services.

Well, that second type is less risk to the individual
and it swept away the market. Any changes to the
enpl oynent - based system that pass risks on to the individual
enpl oyee are resisted. That was true in the eighties when we saw
health care strikes, because enployers wanted to introduce nore
cost sharing. It is going to be true in any type defined
contribution plan. That is, clearly there is sone negotiation
here, there is sonme defined contribution or risk sharing that
goes on now, but the nore risk you put on an individual, the nore
they are going to resist it.

And the last point is sinply that enployers make
deci sions that best neet their business objectives. They did not
of fer enpl oyee benefits because they think it is a nice thing to

do. They are offering enployee benefits because it reinforces
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their ability to do business. Since it is not a question of,
boy, I'll just get rid of these benefits and I'I| be happy and |
won't have these headaches. You do that and you | ose out in a
conpetitive | abor market. Clearly, in the | abor market we see
now, it is just inpossible.

And, as Gary said, if we have a recession, sone changes
can happen, but enpl oyers have al ways been reluctant to make
maj or changes during recessions because their benefit plan stays
with them when the recession is over. And if they plan to
survive in it, they are going to have a benefit plan that they
need to attract and retain workers during a nore conpetitive
| abor market.

So, given all that, it seens unlikely that you would
have a situation in which you have public policy changes that
woul d create a nore individual market, that are |likely to put
people at risk of losing health insurance coverage.

One of the inplications of expanding the tax preference
to an individual nmarket is that individuals who can signal that
they are good risks may decide that they would no | onger want to
be part of an enployee benefit plan and pull out. Wat happens
in an enpl oyee benefit plan is that these are group deci sions.
People like to say, boy, the enployer is dictating what you want

to do, but the enployer is dictating what you get in hopes that
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you |i ke what you get. They are trying to satisfy the group.
They are group deci sions.

If a part of the group decides that they want to pul
out of the benefit, it beconmes less likely that the enpl oyer
offers the benefit at all. Wwo is nost |likely to go into the
i ndi vi dual market? The better risks. Wi is nore |likely not to
be able to get coverage in an individual market? The worst
risks.

So what happens when you expand the tax preference to
t he individual market is you weaken, on the margin, the
enpl oyer-based system On the margin, | nean on the smaller
firms, the nost vulnerable firns. Sone of those people are going
to begin to drop coverage. And when they drop coverage, sone of
their nenbers are going to be able to get coverage, those people
consi dered good risks; and the ones who don't are going to tend
to be the people at higher risks, the people nost likely to use
health care services, the people who are nost likely to be a
burden on taxpayers through the use of public hospitals, the
people nost |likely to notivate public policy changes.

One of the inplications of what enployers do is the
inmpact it will have on public policy. And as | said, the
Anmerican people think health care is a right. And when the
system we have now is threatened, we get health care as a public

policy issue. And you can just |ook back to the 1992 el ection.
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The second nost inportant reason people voted for President
Cinton was because of health care.

And what was happening in the three years before the
1992 election is the enpl oynment-based system was eroding rapidly.
Bet ween 1989 and 1990, 2 mllion Anmericans | ost enpl oynent-based
coverage. \What happened after he was el ected? That erosion
st opped. The econony recovered. W had health care being
pushed. Inflation slowed.

You can make an argunent, as | have several tines, that
had the Cinton adm nistration noved faster in their first year
t hey coul d have passed conprehensive health care reformin a
programto their liking. Since they didn't, the crisis noved on
and the status quo prevailed. Because there are good reasons to
hang on to the status quo. Myvenent to weaken the
enpl oynment - based systemare likely to create an uncertain public
policy environment and create change.

So, projecting into the future, there are flaws. Had I
been asked to cone up here and spend 15 m nutes describing the
flaws in the enpl oynent-based system | would have had no
problem There are flaws. There are things that need to be
fixed. But it seens unlikely that we can find a voluntary
private market that will work better than the enpl oynent- based

system And changes that retain that private voluntary
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characteristic are going to have to work around the edges and not
try to erode the mddle of the enpl oynent-based system

Thank you.

(Appl ause.)

MR. M LLER  Thank you, Bill

W are going to go to your questions in the audience in
just a nonent. We seemto have a tenporary gridlock here on
these issues. Bill, you have expressed quite strongly why you
feel it's the enployer systemor not much else. But, in general,
| want to ask the other menbers of the panel, as well, are
private health care systens -- people tend to kind of always want
policy to steer us in one direction, their direction, and not
another. In fact, we have got all kinds of different pieces of
the health care systemin a distorted way with different
polici es.

What | would like to ask Gary and CGerry, despite your
stated opinions, is there sone way in the interimto nove to a
l[ittle bit nore of a pluralistic hybrid? Can these other types
of systens be acconmpdated within al so an enpl oyer -based systen?
O is this truly, as we usually kind of reach these stalenmates in
health care policy, it's either ny way, no way, or the highway?
How can this all kind of conme together in a way which we m ght
evol ve toward finding out what people really do want in a choice

envi ronnent ?
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MR. AHLQUIST: | do believe that for some period of
time it is going to be pluralistic before we clear up the system
and have sonething nore unified. | think we are at a crossroads,
however; that it is a very slippery slope fromwhere we are today
to either a nore pluralistic environnent, or in ny view, a
nati onal universal governnent-run health system That's very
different, and | certainly don't think that would be a good
solution. There are others who think it m ght be.

The issue of how do we get to a nore individualized
mar ket has in ny mnd less to do with enployers than it does how
can we find ways to underwite or pool risks regardless of
whet her the enployer is the pool or sonebody else is the pool.
Many of the current new entrants | ook at ways at starting wth
the individual in small group markets, which are difficult to
wite today. But one of the reasons they are difficult to wite
is because they are witten in a group nodel. Al the expenses,
everything that goes with witing a group is applied to an
individual. dearly you can't. |f econonm es are scal ed work,
that is a hard way to go.

They are | ooking at doing it with nuch slimrer costs,
through the Internet, |onger-termcontracts, ways which create
econom es and allow individuals and small groups to be

underwritten that will create a nore pluralistic environment.
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And then we'll nove to the large group market and we'll see where
t hat goes.

MR. MLLER Cerry, you were skeptical of the other
alternatives. You didn't put on the table the idea, though, that
the tax system m ght be | evel ed out and nade nore neutral so that
it wasn't just steering us in the enployer direction. |If we can
stinmul ate demand on the individual side, where they' ve got the
sanme amount of dollars in the mall as the fol ks with enpl oyer
care do, what does that open up in terns of the possibility of an
evol ving health i nsurance system whi ch maybe noves toward an
i ndi vi dual choi ce direction?

MR. SMEDI NGHOFF:  Actual ly, when | spoke | appeared
opposed to the defined contribution concept. But, actually, I
think it is a step in the right direction because it allows
people a little bit nore choice and it jolts them out of the
state of rational ignorance. Now, all of a sudden, they have
sone information and they have a little bit of choice. | am
hoping for, simlar to a Berlin Wall scenario, where, a few days
before the Wll fell down, the East German Governnent started
letting a few people through, and they were stanping their
passports every tinme they went back and forth. Once people found
out about this, everybody showed up at the Wall and the
governnent decided, well, this is stupid; why are we stanping

passports? Wiy don't we just get rid of it?
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| think as nore people rush to the health care gate and

they see that they m ght have a choice available, | think that
would fill the nomentum for a stronger change. Essentially, the
way | look at it, it is like the public school system The

private school has to convince a parent that the education of
their children is so inportant that it is worth spending the
extra noney. And there are a couple of exanples. It is doing
what | call an end-run around the health care system

There is this one group in Washington called Sinple
Care. |In fact, they have a Wb site, call ed SinpleCare.com It
is a group of physicians who get together and say, |ook, we are
going to cut our fees in half if you pay us in cash at the tine
of service. Because we think it is probably worth it to you to
get the service you want right away, and it is definitely worth
it tous if we don't have to deal wth the hassle of the HMO and
managed care or with the delay in paynent. So there is the
end-run concept and then, like I say, it is nonentumin the right
di recti on.

MR MLLER Bill, nost of your discussions in the past
of the enployer systemcontrast that with an individual system
wi t hout kind of an internediate step of, as Gary was suggesting,
other fornms of pooling. |Is private health insurance such that
the only pool you are going to belong to is one you get thrown

into as opposed to the one you dive in on your owmn? Can we find
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ways to figure out what pool works for the preferences of a
particul ar individual consuner?

DR. CUSTER There is a decided tradeoff in costs, as
you m ght inmagine. Wen a pool is created for purposes other
than health insurance, you are going to have a better m x of
risk. And that is what the enpl oynent-based system does. Wen
you are sitting down nmaking that decision "I want to buy health
i nsurance. Wat health insurance should | buy? How much shoul d
| spend?" now you are naking the decision solely on price and
your own risk. And, again, any insurer has to recognize those
differences in that group and price accordingly.

There are, and Gary nentioned as one of his
alternatives, sone neasure of risk adjustnent. Sonebody bears
that risk. Sonmebody has to have that pool. And it is either the
enpl oyer or it's the governnent, | think. 1 don't see how you
can have an individual pool that is going to be |ess expensive.

MR MLLER If any of you in the audi ence have any
guestions, we should have a m crophone for your questions. |If
you will wait until it appears. W are recording this, so if you
could identify yourself.

MR. LISEN. Art Lisen, with the G gna Corporation

M. Ahl quist, you tal ked about risk adjusters, which
think is another way of doing individual underwiting. And we

woul d have to do this presumably on very | arge nunbers of people,
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if not everybody, if we went into an individual system Wuld

you try to reconcile the need to do that and the types of

i nformation one need to have in order to do that with the whole
i ssue of confidentiality and privacy and peopl es’ concern about
the use of various sensitive private information?

MR. AHLQUI ST: Yes, good question and not one that is
solely restricted to this issue. The whole privacy issue in
health care is getting bigger every day, especially with the
| nt er net.

There are two approaches to the underwiting issue at
an individual level that are being | ooked at. One is risk
adjustnent. Let ne just cover the two, and then | will go to the
privacy issue. The information that so far being | ooked at in
pilots tends to be -- and it is done in two ways -- it tends to
be readily available information that is the kind of information
that we would tend to fill out. It's beyond age and sex. It
woul d have sone information about your history in there.

And the way it is being done is that there is an act ual
third party, who has the rater, if you will, so it is transparent
or blind to the enployer and the enployee. |In effect, they just
get a dollar amobunt that is adjusted. Imagine a scale of 1 to
10. And if | ama 52-year-old nmale, who is not in great shape or
whatever, | mght be rated a 7. | get the dollar anount that

goes with the 7. If | ama 22-year-old female and in otherw se
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good health, | mght be rated a 1 or a 2 and get those dollars.
That information is kept confidential in that rating capability,
and the enpl oyer doesn't see and the enpl oyee doesn't see it. At
| east that is one nodel that is being worked.

The ot her nodel which gets around this issue nore
easily is to give everybody the sane anpbunt to go to the market,
$3,500, but then put in the reinsurance or a stop-loss for those
who do incur a high-cost incident in any one period of tine.
Then you don't get into the rating question and privacy
information. Both are being tried in pilots. It is a question
of which way we will go, still to be seen.

MR. M LLER  Anot her question?

MR, VINTON: Mark Vinton, from George WAshi ngton
Uni versity.

Don't you think that one of the differences in cost for
the insurers, for the HMOs, is that if they have a group,
essentially they are held harm ess, they cannot be sued, that is
ERI SA? But if they take individuals, then they are under State
| aw and they can be sued, and that greatly raises their costs.
That is ny first remark as far as differential in costs.

Nunber two, it is still amazes nme to see how the
American public could accept, in the nineties, the nanaged care
system Literally, it remnds nme of Rumania 1955. |If you work

for the steel mll, you go to see the steel mlIl| doctor, and he
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sends you to dinic Nunber 5. Now, if you belong to the party,
to the nonenkl atura, then you still keep a fee-for-service
system and you have the choice of party doctors, the way you
want it, and he sends you to the best hospital in town, which,
generally, is the secret police hospital.

Now, how can we bring the great nasses of people into a
system where they woul d keep sone dignity? Because really there
is a problem For exanple, sonebody today who has a | ousy HMO
hi s enpl oyer chooses, indeed, his neurosurgeon, and he is going
to go to P.G Hospital. But, of course, the other person of the
ot her category will be sent to Johns Hopkins and to the best team
of surgeons. That is really the reality of the present care.

So, how can we bring these enpl oyer-based people, who get really
| ousy insurance, into a better systenf

DR. CUSTER: | would certainly argue that the fact is
that the enpl oyer-based coverage is sone of the best. | think
certainly it is much better than what an individual in an
i ndi vi dual market gets. And your first question, while the tort
costs are significant, they certainly not the reason that the
i ndi vidual market is higher priced than a group narket.

But your prem se is that sonmehow people are trapped in
a systemthat they don't want. And in fact enployers have an
incentive to give their enployees what they want. The offer a

net benefit to attract and to retain workers. And if they are
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giving their enployees the shaft, they m ght as well not have
spent the noney. They are not there trying to provide a benefit
that is not fit for nost of their enpl oyees.

Now, of course, whenever you group purchase you are
trying and match the preferences of a group, you are not going to
mat ch everybody's correctly or accurately. That is an inpossible
task. The incentive for the enployer is to provide a benefit
that the enployees will find attractive. |If they don't, they are
not going to attract enpl oyees.

The other difference is that the enployer goes into the
mar ket and | ooks across managed care plans to do that. And those
managed care plans are conpeting with each other. It is entirely
different fromthe exanple you gave, which is there is one choice
and no other. In fact, there are many choices. And the enpl oyer
is acting as the individual's agent. And, again, the best
enpl oyers will act as good agents and sone of the |esser
enpl oyers will act as less well agents. But, basically, that is
the way the systemworks; and that is the way it should work.

Agai n, you have this problemthat if you don't have
group purchasi ng, everybody's costs are going to be higher, but
t he peopl e who do get coverage m ght get exactly what they want.

I f you have group coverage, you are going to get |ower prices,

and nost of the people are going to get what they want. And the
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ones who don't get exactly what they want are going to get pretty
darn cl ose.

MR MLLER Yes?

MR. PANTOS: M nane is Ceorge Pantos. | amwth the
Self-lnsurance Institute here in Washi ngton.

In the presentations, it would nmake it appear that the
private voluntary enpl oynent-based systemis a honbgenous system
operating in a single fashion; whereas, the fact is, of the
nunber of people covered by private coverage, half of them
roughly are covered by insurance and the other half are covered
by sel f-insurance, which is enployer-provided coverage. The
premi se | think that has been laid down, particularly by the
first two speakers, is that there is no choice and that we need
to provide individual choice. And | would like to ask Dr. Custer
if he could comment on that, because he has touched on it in his
response to the |ast question.

But in the provision of coverage, the nodel isn't al
insurance and HMO s; it is also self-insurance and PPOs. And
there is a wide, wide spectrumof choice available to
participants under that nodel, which | think it would be a
di saster to just throw out in the renedies that have been
prescribed. | would ask Dr. Custer if he could comment a little
bit nmore in depth about the choice that is available today in

getting at the prem se that has been laid out.
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DR. CUSTER: You have done a very good job. | guess
just to reinforce ny |ast response, though, one of the reasons
enpl oyers can self-insure under ERI SA, the assunption is that an
enpl oyee benefit plan is different froma third-party purchase of
i nsurance. Because when you go out and buy insurance as an
i ndi vidual in the marketplace, you have got a third party
arrangenent with another entity. \Wen an enpl oyer provi des you
t hat sane insurance, the enpl oyer has an incentive to do the
right thing. So you needed |ess regulation, a nuch different
regul atory franmework, because the enployers' incentives were
aligned with the enpl oyees' incentives.

But | guess to further elaborate on such a choice,
there is a great deal of choice both at the enpl oyee |evel as
they | ook through the market and for many enpl oyees there is
sonmet hing close to a defined contribution, where they have
choi ces across different styles of health plans and different
types of health plans.

MR SMEDI NGHOFF: Could | conbine the |ast two
guestions? The reason the individual HMO premumis so nmuch nore
expensive is it is sonething that nobody wants. The HMO pl an
requires you to buy pretty much everything that is on the plate.
Whereas if you are a 53-year-old woman whose not her died of
breast cancer, you have very finely honed health care needs and

you can very specifically state them But the nodel of health
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care is that everybody gets the sanme thing in the same way.
Essentially, by law, HMO s are required to offer all these
benefits, fromchiropractor care to in vitro fertilization, or
whatnot. So we have essentially nmade it illegal to exchange

i nformati on between buyers and sellers to tailor the products
i ndi vidual ly.

The perfect exanple here is renting a car through
Hertz. If you are a nmenber of the Hertz Number One C ub, you
exchange information in advance with Hertz so when you fly to
Chi cago they know when you are com ng, they have your driver's
i cense nunber, so they know you can drive, they have your credit
card nunber, so they know you can pay, and they know what car you
want. \Wen you have all this information exchanged in advance,
it is nmuch easier to rent a car. |t takes about 20 seconds
before you can drive out.

If we want to, we can run the car rental industry |ike
we run the health care industry, where there is no exchange of
information. W are all sort of like the blind man in the dark
room | ooking for the black cat that isn't there. W don't
exchange any information. W all just show up at the counter and
we wll all have to wait inline and fill out all the forns every
time we want to rent a car.

MR. MLLER Just to comment on Bill's answer to that

guestion, there is a lot of choice for enployers if they have got
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the noney to select anong the different things in the

mar ket pl ace. But the last tine | saw the nunbers in terns of
choi ce of plan for enployees, even with self-insurance and ot her
variations, you can boost it up to get into the 60-percent range
if you include spousal coverage, but if you screen that out for
variations from HMO coverage, you still get bel ow 50 percent of
all the enployees who are covered by private insurance really
havi ng any alternative beyond basically one HVO pl an or one
single plan. So it is not that rich a variety at the individual
| evel .

A question here, please?

M5. BURNS: | am Mary Burns, and | amwith the
Departnment of Health and Human Servi ces.

The conment | was going to nake earlier was in fact one
you picked up on. And that is there is a lot of choice in the
enpl oyed mar ket because of spousal coverage, as well, in sone
stuff I have been |l ooking at lately. But that is not what | want
to cooment on. | want to say to you guys, if in areally tight
| abor market you still are covering only 68 percent, what is
going to happen? And is defined contribution going to help this
or is it going to hinder it? Because at the outset, or at the
superficial level, it |looks very elitist.

MR. SMEDI NGHOFF: | can address the issue. What we

think is going to happen is sonme formof patient's rights
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| egislation is going to get passed, allow ng enpl oyees to sue
their HMOs. Once that happens, HMOs will have to get liability
coverage; the weaker HMJO s go under. There wll probably also be
| egislation allow ng you to sue your enployer for choosing a bad
health plan. Well, that neans enpl oyers now have to get
liability coverage; the weaker enployers go under. So that just
is going to accelerate the nunber of uninsured. As the nunber of
uni nsured accel erates, our biggest fear is that that is going to
i ncrease the pressure for sonme formof national health care.

MR, AHLQUI ST: The way | envision it, the defined
contribution world would dramatically reduce the ranks of the
uni nsured. The uni nsured popul ati on today, about two-thirds of
t he uni nsured popul ation are eligible to buy insurance but choose
not to because the policies are unaffordable to them That is
elitist. If we could get 30 mlIlion people who want to buy
i nsurance that is bare bones, they are generally healthy folks
who are migrant workers, that is portable, whereby they could
have access to the emergency room which they do statutorily
anyway, but sone sort of coverage that is within the probability
of how they think of the world, that is economc for them |
think that we m ght see nore people go on the insured rolls and
help a lot with that kind of issue, as well as within the insured

ranks, many of whom again, do the averaging.
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| woul d di sagree that nost people get what they want.
| think when you pool you basically serve the average. You hit
the fat part of the curve but you | eave about 40 percent of the
people with sonething that isn't really what they want. And if
there were nore options for those folks, even within the current
offering, I think it would be better.

| would al so agree that the pendul um has swung back.
You have to remenber that 83 percent of enployers offer one
health plan. So, within that health plan, they nay have an HMO
and a PPO, but it not a whole |ot of choice that you currently
have even within the expanded choice that we have today.

MR MLLER  Yes?

AL M LLIKEN. Al MIliken, Washington | ndependent
Witers.

| was curious, when enployers are paying for coverage
now for those outside famly nmenbers, say, for live-in |lovers, or
so on, how do you see that affecting this in the future? And
don't know if you want to say anything, too, about the role of
t he uni nsured and unheal thy people. How are they going to be
affected in the years ahead, do you see? Do you think their
situation is going to be nuch worse?

MR, SMEDI NGHOFF: Well, | can answer that. ldeally, if
we get rid of the Internal Revenue Code, if we get rid of the

segregation, one dollar bill is just as good as another, then al
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these issues, like rights for honosexuals, all of those issues go
away, because there is no difference in the dollar bill. The
reason we have these issues about the cohabitants, whether or not
they can get health care, that is all because we have this
concept of segregation through the nonetary system through the
tax code. If you elimnate that, all those issues evaporate.

DR. CUSTER | disagree. All of those issues cone up
because we finance through insurance. You cannot ignore the
princi ples of insurance, which is that you need to have a risk
pool and you price according to that risk pool. Specifically,
donesti c partner enployee benefits, when they have been offered,
enpl oyers who offer them have strict definitions of who the
donmestic partner is to avoid adverse selection, to avoid people
becom ng a partner sinply because they are sick. But once those
are in place, the costs are very simlar to any other famly.

| would Iike to go back. | missed ny chance to respond
to your question on the uninsured. Because | think we are at a
crisis point. W do have a very tight |abor market. The
enpl oyment - based coverage has been expanding. Any type of
econom ¢ downturn, coupled with increased health care cost
inflation, is going to increase the nunber of uninsured.

And as | said before, one of the things I think wll
happen if you expand the tax code to include individual coverage,

is that on the margin you will also bring up the nunber of
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uni nsured. Because while sone people will be able to buy
i ndi vi dual coverage they couldn't before, they will break up
groups that exist now. And the poorer risks will go on the
mar ket .

The real challenge is, how do you rationalize care to
t he poor risks who are uninsurable? How do you finance that
care?

As | said, health care is a right. W are not going to
| et these people suffer without any set of health services. W
need to deci de what the proper set of health services is and find
a way to fund them Because there has been attenpt after attenpt
after attenpt to subsidize coverage for the uninsured, that is,
to lower the price, whether it is a direct subsidy, or a bare
bones policy, and it does not have a large inpact. W are not
going to get that core of uninsured through subsidies or price.

So you are just going to make rational decisions. |If
it is adollar, and I ama 20-year-old guy, why should | spend a
dollar? | can go buy a beer. And if | buy a beer and wal k out
and get hit by a truck, well, sonmebody is going to take care of
me; and now we have to find a way to finance that care.

MR MLLER  Yes?

MR. LOCKER: Adam Locker, fromthe National Association

of Health Underwiters.
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If | amat a Wb site today and | have a question, and
the one site has a contact phone nunber, | find that nost
operators don't have nore know edge than the bare m nimum \Wo
do you all think these new conpanies with defined contributions
will rely on to help consuners with questions to navigate the
heal th care maze?

MR. AHLQUI ST: |I'msorry you' ve had that experience. |
have had it, too.

| believe that this part is going to take a while: the
infrastructure we tal ked about, the information flows. Today, it
is such a fragmented i nformation system around heal th care that
just getting the pieces together is one challenge. Integrating
the pieces to make them nean sonething is a second; and third is
putting themin terns that consuners can understand. That is the
ultimate goal here.

The ones that are the nmost successful to this date, who
are still early in the gane, appear to be those who are starting
their own information bases rather than trying to integrate
sonebody el se's. Wi ch nmeans they are going to have to start
smal | and grow out. They cannot get big very quickly. Oherw se
they will just mss the mark. And it is going to take a while.
There is no question about it.

MR MLLER We will take two nore brief questions.
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MR. DENNET: | am Paul Dennet, with the American
Benefits Council.

| am hearing at |least three different definitions of
the problemthat we are trying to solve. One is a choice problem
and the other is an uninsured problem | think Gerry, in
particular, seens the nost troubled by the tax policy problens.
And | always get a little worried nyself when | hear about
omi -tools that can solve all problens. And it seens to ne that
if there is a problemof choice in the enpl oyer-based system |
am not sure defined contributions necessarily is the answer.

As was nentioned at the outset, the 401(k) plans
provi de nore choi ce of pension coverage for a | ot of workers.
But it doesn't give nme 63,000 choices; it gives ne about six or
ei ght good choi ces, sponsored by ny enployer. And |I am a happy
puppy with that. So there could be certainly solutions that are
still within the enployer context that solve the choice problem
by dealing with vendors who can help to organi ze the market
better, if enployees in fact demand and really want nore choice
to go work for one enployer versus anot her

But on the uninsured problem if that's the rea
problemthat we are trying to solve, is defined contribution the
right answer there, as well? Oher people have tal ked about, for
exanpl e, opening up the CH P programto | ower-incone adults to

al so get coverage, for people who are near Medicare eligible, to
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open up Medicare, and ot her people have tal ked about openi ng up
t he Federal enploynment program

| am just wondering whether this is the right tool for
each problemthat we see and what the panel thinks. O those
three problens, tax policy, greater choice, and uninsured, the
defined contribution tool is best nmatched to which of those three

obj ecti ves?

MR. AHLQUI ST: | believe the uninsured problem has no
single solution. It is going to require nmultiple prograns, and I
don't think defined contributions is it. | look at the tax issue

as a barrier or an enabler to a better solution. To ne, what
defined contribution does is partly around choice, but it is
actually much nore around nmaking infornmed, incented consuners pay
attention to health care for the long term And | believe,

unl ess we put the dollars closer to their pocket to spend, they
will do what MIton Friedman says: W are all willing to consune
as nmuch as anyone else is willing to spend on us.

And we need to put nore responsibility to us, hard at
that is to do. Defined contribution, first of all, does that.
Beyond that, it says that once you are an informed consunmer you
will begin to demand products and services which neet your needs.
In an albeit pretty conplicated and broken system we believe

unl eashing 200 mllion consuners in this way is about the only
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way we are actually going to really make a dent in that whol e
system and gi ve choice and give better cost and so on

MR. MLLER Last question right here.

DR MCKIRBY: | amDr. MKirby, a retired physician

| have a sinple question for Dr. Custer. \Wien did it
becone a right of the American people to have health care, and
where is it witten that it is a right?

DR CUSTER: | tried to be careful as | said that to
say that the Anerican people viewit as aright. And | think
that if you | ook at public policy since the HIl-Burton Act, in
1948, on, if you |l ook at the presidential canpaign, we have
skyrocketing pharnaceutical prices, we have a crisis there in
pharmaceutical utilization, and the pubic policy response to that
was: How can we pay for nore people to get this? The public
policy reflects what people think. And people think that | am
entitled to sone |evel of health care.

Again, ny exanple is we do not |let people die in the
street. It would be a scandal if sonmebody with appendicitis, who
could be treated, was not, regardless of their financial ability
to pay. And that's the definition of a right.

MR. SMEDI NGHOFF: Let ne just add one comrent. |If you
wll read the Constitution and you read the Bill of R ghts, you
will notice that for all the rights that you have in the

Constitution, nobody else has to |ift a finger. Nobody else is
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required to do anything for your right to speak or your right to
vote. The right to health care, assumng there is one, neans

t hat sonebody else, by law, is forced to provide it. W used to
have that in this country, and we called it slavery. W
abol i shed that in 18-whatever.

DR, CUSTER: Let nme try one nore way to say this,
because | said a "right" to get people's attention. But health
is like education in the sense that we believe, as a society, and
| think I can say this, that we are better off when our citizens
have access to health care services.

MR. MLLER Well, rights or wongs, we will end on
what seens to be a perennial debate. You are all welcone to head
upstairs for lunch, but let's first thank all of our speakers on
t he panel .

(Appl ause.)

(Wher eupon, the Policy Forum was concl uded.)
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