MEDICARE-LIKE PLAN IN COMPETITION WITH PRIVATE INSURANCE 

           This is my last email on the recent two-volume report on the cost of various health care reform proposals published by the Congressional Budget Office on December 18. In previous emails I noted that the CBO says prevention, disease management, “medical homes,” and electronic medical records will not or are very unlikely to cut costs.

In this email I look at the CBO’s treatment of the idea of having a Medicare-like program compete with insurance companies for customers under age 65. For the sake of discussion, I’ll refer to the public program as Medicare. (Some advocates of the public-private-plan-choice notion specify Medicare as their model, others don’t.) This notion that giving Americans a choice between Medicare and private insurers will lower costs is central to the mainstream Democratic proposal at the federal level. The original proponent of this public-private-plan-choice idea is Jacob Hacker. The group most prominently associated with this idea is Health Care for America Now (HCAN). Hacker explicitly refers to Medicare as his model.

In order to give Americans this public-private-plan choice, Hacker and HCAN propose to give all Americans below a certain income vouchers that we would use to buy health insurance. We could use our voucher to buy insurance from a private plan, or Medicare. Hacker and HCAN do not come right out and assert that Medicare premiums will be so low that Medicare will drive private plans off the market, but they imply that is one possible outcome. (Obviously, if that were to happen, we would arrive at a single-payer system without ever having to require it by legislation.) What Hacker and HCAN state explicitly is that 

(a) Medicare will be huge (they claim it will seize a large share of the non-elderly market right out of the gate), 

(b) like the existing Medicare program it will have very low overhead costs, and 

(c) these two advantages – large size and low overhead costs – will permit the new Medicare program to keep its premiums below those of private plans, and this in turn will force private plans to lower their premiums, and costs will drop throughout the entire health care system. 

The main question I and other single-payer advocates have about the Hacker-HCAN proposal is whether Medicare will indeed have large size in all the cities and regions in which it attempts to operate (presumably it will have to operate in the entire country), and whether Medicare can keep its overhead costs low once it is inserted into the multiple-payer jungle.

            CBO’s comments on this public-private-plan-choice proposal were general, which is not surprising because Hacker et al. have offered few details on how the plan would work. CBO did not include a public-private-plan-choice proposal among the 115 “options” they examined in detail, which means CBO made no estimate of dollar savings for this idea.

Here is CBO’s opening remark on this proposal in Key Issues in Analyzing Major Health Insurance Proposals: “Depending on its design, a Medicare-based option could be less expensive than comparable private health plans—at least in many parts of the country—but it might also attract relatively unhealthy enrollees, which could drive up its premiums or federal costs” (pp. 91-92). CBO did not offer a definitive opinion on the question of whether a Medicare for the non-elderly would attract a disproportionate share of the sick (a problem called “adverse selection”). It merely took note of the issues that would have to be settled in order for adverse selection not to swamp the Medicare program. CBO noted that the adverse selection problem might be solved by a process referred to as “risk adjustment” -- adjusting the premiums charged by Medicare and all private plans up or down depending on how healthy their enrollees were. CBO noted that this process would raise the administrative costs of the US health care system. Elsewhere in this report, CBO noted that risk adjustment is extremely crude (it adjusts for no more than 10 to 15 percent of the variation in medical costs).Here is what CBO said:

“That effect [the problem of adverse selection on Medicare’ premiums] could be attenuated if the premium for the government-run plan was adjusted so that it did not reflect the relative (and presumably higher) risk of its enrollees. Covering the difference between the plan’s expected costs and those premium payments, however, would either generate federal costs or require some mechanism to recoup the difference from competing plans. …. Even then, adverse selection into a Medicare-based plan could occur because Medicare currently provides broad access to doctors and hospitals and makes limited use of the benefit-management techniques commonly employed by private health plans—features that would make Medicare relatively attractive to people with health problems. The impact on the premium for a Medicare-based option would depend on how effectively any risk-adjustment mechanism could offset that impact.” (p. 94)

CBO did not attempt to address the problem of whether and how a Medicare for the non-elderly will acquire large size.

            CBO went on to review a number of other issues that will affect whether the Medicare-like program would ultimately have lower costs, and therefore lower premiums, than private plans, including these:

         Whether Medicare would be required to offer worse or better coverage than private plans; 

         Whether Medicare overhead costs will be lower than private plan overhead once the Medicare plan is no longer a single-payer but is merely one insurer among many competing for customers;

         Whether Medicare will be able to pay lower rates to doctors and hospitals and still get docs and hospitals to accept its enrollees.

The question of whether Medicare’s benefits will be better or worse than the private sector’s needs no further comment. It’s obvious that if the Medicare program is required to offer richer benefits than the private plans, the Medicare premiums will be higher. (Hacker proposes that all insurers in his scheme be required to offer the same minimum level of benefits.)

CBO’s comments on the overhead (administrative) cost issue are completely consistent with what we know about this issue. At the beginning of its comments on overhead costs, CBO noted that Medicare’s overhead costs are lower than those of private plans. I quote these remarks below. Note that in these remarks CBO says Medicare’s overhead is 1.5% of expenditures, not 3% or “less than 5%” nor any other number. You’ll see that CBO says “large employers’ plans” allocate about 7% of total expenditures to administration. That means that large employers who self-insure are paying out about 7%. The overhead of insurance companies is far higher, around 20%. Here is the quote:

“The share of costs in the fee-for-service Medicare program that are devoted to administration (about 1.5 percent) is lower than the share observed for large employers’ plans, whose administrative costs average about 7 percent of premiums…. To some extent, those differences reflect both the characteristics of the Medicare population and the unique features of the program. Differences in current administrative costs between Medicare and private insurers partly reflect differences in the tasks that each performs. Medicare has little need to advertise or seek out enrollees because eligible individuals are usually enrolled by default on the basis of Social Security records, which determine their eligibility. By contrast, private health plans need to establish and solidify their market presence and must compete with each other for enrollees and for employers as clients, generating costs for advertising, marketing, and sales. Further, Medicare does not employ many of the cost-management techniques used in the private sector, such as conducting utilization reviews or requiring prior administrative authorization for tests or procedures…. Another source of the difference in administrative costs between private insurers and Medicare is that private insurers retain profits. Those profits, which represent about 4 percent or 5 percent of the insurers’ premium revenues on average, constitute a return on investment

for the companies’ owners or shareholders.” (p 93)

            CBO went on to state the obvious: Medicare’s overhead costs will probably not remain low if it is forced to compete with private plans. 

            With regard to the last bullet above (the issue of whether Medicare could pay lower rates to providers), CBO noted that if Medicare is indeed large vis a vis private plans, it might well be able to extract lower rates from clinics and hospitals. However, CBO offered no opinion on whether Medicare would be so large in all markets that it could force providers to accept fees below those paid by private insurers. CBO noted that if Medicare might not have the size advantage necessary to force providers to accept lower fees, and that if it insisted on paying lower rates, its enrollees might discover they could not find doctors and hospitals in their areas who would take them.

            In short, CBO has exactly the same questions about the Hacker-HCAN proposal that single-payer advocates have. I would love to be able to support the Hacker-HCAN proposal. Nothing would please me more than to see a Medicare-like plan whup the rear ends of private plans by the very capitalistic forces apologists for the insurance industry claim to be so impressed with. But until HCAN and Democrats who support the Hacker proposal answer the questions CBO has raised, single-payer advocates should oppose the idea of having a public plan compete with private plans. Disaster may await this plan. Instead of the public plan driving the private plans to be more efficient or off the market, the reverse might happen. The private plans, using their anti-social tactics (driving sicker patients to the public plan, rationing, and denying payment to doctors) might well destroy the public plan. 

Again, the CBO report is available at:
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