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MR. WILLIAM C. WELLER: I am senior actuary with Health Insurance Association of
America. We are going to discuss the reverse of the Society's motto in that we will
be talking about our impressions even though the facts are not out yet. The panel
members have been involved to a fair extent in reviewing health care reform because
of the positions that they are in: looking at what's been reported, what can be
inferred and what can be discerned based upon requests that have come from the
task force to various bodies. Because things are probably changing even now as we
speak, there will be no prepared remarks. Instead, we are going to have a free
wheeling discussion. We picked out four topics to focus on: (1) managed competi-
tion, (2) universal coverage versus universal access, (3) taxes, funding and budgets,
(4) benefits: what's going to be included, excluded, how is that going to be decided?

We have three panelists; the first is Harry Sutton. Harry graduated from Williams
College and went on to the University of Michigan where he got an M.A. degree. He
spent 25 years with Prudential. After Prudential, he was with the consulting firms of
George Stennis and Towers Perrin for 16 years, and is now with R. W. Morey. Harry
specializes in health care analysis, actuarial rating practices for government, prepaid
health plans and insurance companies. He is currently in charge of the actuarial
functions at R. W. Morey, Inc. For the past 20 years, he has been involved in
developing the regulatory framework for the operation of HMOs which are going to
be very critical in the future. He also has been very involved, from the Academy
point of view, in all of the health-related matters, and he has been involved in
developing the Academy's responses when the task forces ask for specific
information.

The second panelist is Charles Huntington. Chadie is director of the Washington
office of the American Academy of Family Physicians. He has a master's in Public
Health from George Washington University and is working on his dissertation for a
doctorate in public health from the University of Michigan. Prior to joining the
Academy, he practiced as a physician's assistant in a rural, underserved area in
upstate New York.

* Mr. Hansen, not a member of the sponsoring organizations, is General Counsel
of the Group Health Association of America in Washington, District of
Columbia.

t Mr. Huntington, not a member of the sponsoring organizations, is Director of
the American Academy of Family Physicians in Washington, District of
Columbia.
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The third panelist is Erting Hansen, general counsel of the Group Health Association of
America, the Washington, D.C.-based trade association for organized prepaid health
care systems. Mr. Hansen graduated from Hamilton Collage in New York, and
obtained his law degree from Syracuse University in 1973. He then worked for
several years with the Health Law Center of Aspen Systems Corporation,a specialty
publishingfirm in Rockville,Maryland, where he served as editorof the HMO Law
Manual, spent a year with the U.S. CivilServiceCommission,and in 1977 joined
Group Health Associationof America (GHAA) as associatelegislativecounsel. He
assumed the position of General Counsel in 1979.

Each of the panelists will outlinethe subjectsthat I have mentioned. There will be
some discussionamong the panelists,and then we hope that the audiencewill raise
questionsor make comments. I am goingto ask Edingto start by givingus a little bit
of input on managed competition.

MR. ERLINGHANSEN: This is a rareopportunityfor me to get a few words in ahead
of HarrySutton. I have had a previousdealingwith the Society; I helped preparea
study note on HMOs and managedcare a few years ago and for anyonewho has
had the opportunity to use that study note, I hereby make a publicapology,and I will
try to do a much better job on this topic of managed competition.

Managed competition is a totally academic concept, untried in the real world. It
involves a restructuring of the marketplace so that health plans can compete on the
basis of service, price and quality rather than on risk selection. It establishes incen-
tives for purchasers to buy the most cost-effective coverage. This concept is closely
identified with Professor Alin Enthoven of Stanford and the Jackson Hole Group.
Professor Enthoven used the term in the title of a 1986 article published in the Health
Care Financing Review. He says he got the idea from a structured competition
proposal made in the early 1970s during the Nixon administration. That was Nixon's
CHIP proposal - the comprehensive health insurance plan proposal.

The author of that proposal was Scott Fleming, a lawyer who was on loan to the
government from the Kaiser Foundation Health Ran. Scott was working with the
government to help develop and then implement the HMO Act which was signed by
President Nixon in 1973, and which was part of the overall CHIP proposal at that
time. We have the HMO Act, but it has taken 20 years to get the rest of the
structure.

I think along the read to managed competition, Enthoventried the term "ragulated
competition" which is arguablymore accurateat describingthis concept, but he
rejectedthe term accordingto columnist, BillSatire,because it had a "nasty govern-
ment sound" to it. Perhapshe was correctbecausemanaged competition, as
envisionedby the Clinton administration,will requireCongressto enact a broad range
of new federal legislationaffecting states, insurancecompanies, health plans, em-
ployers, employees, providers,the uninsuredand, somewhere along the way, you
actuariesas well.

This managedcompetition programstarts with a NationalHealth Board. There are
absolutely no specifics about the NationalHealth Board, but I assume that it will be
entrusted to decide everythingthat the administrationand the Congresscannot agree
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on, which ought to be a lot. So under managed competition, health care services
would largely be offered through health plans referred to by Enthoven as accountable
health plans (AHPs), a new acronym, the full definition of which remains mostly
unspecified. However, all will offer a national standard benefits package, the details
of which are very undecided. There have been some suggestions that it will look like
the federal HMO Act basic benefits package. All these health plans will use commu-
nity rating. They will not be allowed to use preexisting condition exclusions or
waiting pedods. So they may look a lot like today's HMOs, but they may also be
PPOsas the administration is suggesting that they want to preserve traditional
freedom of choice health insurance as well.

Health plans would offer their services to employers in two ways. One way would
be indirectly through regional purchasing pools described by Enthoven as health
insurance purchasing co-ops or corporations (HIPCs), which are now called health
alliances by the administration. These alliances would be set up by the states to
decide how many co-ops there should be and how they should be run. Second, large
employers {there is no definition of large - is it over 500, 1,000, or 10,000 employ-
ees?) will be able to deal directly with health plans and possibly retain current
self-insured arrangements.

Under managed competition, why would employers play? The answer is that reform
legislation will undoubtedly require employers to offer coverage to employees and to
pay a significant portion of the cost. It is said that there will be some cost sharing by
employees. Professor Enthoven envisioned tax caps as a mechanism for encouraging
consumers to choose the most cost-effective health plans, but the administration
apparently rejected tax caps for all but the richest benefit plans if there is flexibility to
offer other than the national standard benefit package. The administration favors
global budgeting as their incentive mechanism to be implemented on a state-by-state
basis, and as a way of achieving savings under health care reform. Now Professor
Enthoven says that global budgets are absolute anathema to managed competition,
but others, economist Uve Reinhardt among them, suggest that managed competition
and global budgets go together like a hand and glove. The price and cost controls
have been also put forward as necessary interim measures to curb inflation until the
savings of managed competition kick in, perhaps f'we to ten years down the road.

There are additional major issues with managed competition. What do we do with
people who don't receive coverage through employment, Medicaid, Medicare, etc.?
How do we deal with rural, intercity and other medically underserved areas where
competition does not exist, much less structured or managed competition? How do
we pay for all the new entrants getting coverage, the 37 million uninsured - that
large number long touted? A national sales or value-added tax may be how we pay
for the new coverage. Finally, Greg Herrle has said that managed competition will not
reduce health care costs. So the question that I ask myself and you and the other
panelists is, why are we doing this, where is the real reform in managed competition?

MR. HARRY L. SUTTON, JR.: The fear is that if we merely provide blanket coverage
to everybody who is uninsured, cost will absolutely go out of control. Therefore, it is
presumed that HMOs or managed care plans will have some control of their average
price because they negotiate with providers. The health plans are presumed to be
even better with the providers and controlling costs, plus they also will provide internal
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utilizationcontrol and quality outcomes. These organizationsas competitors really will
not exist very well except in bigmetropolitanareaswhere they exist now. You could
budgst by sayingthis is going to be the cap'_ationfor every health plan in those
areas. The HIPC may set some kind of limit on the budget for a metropolitan area,
even though the largeemployers may escaperate controls. Now largeemployers
may have to pay taxes if their cost of health benefit plans is higherthan the basis
cost of the health plan in the HIPC. They don't have to use the HIPC, but they might
want to if their healthcare cost is a lot higherthan the artificialcost in the HIPC.
Also, managed care, in the long run, will be of better quality. In the beginning,setting
up health plansand getting them functional (allwith the same benefit plan),and
measuringoutcomes from data studiesto comparemedical managementcapabilities
will be expensive. It is hoped to ultimately reduce the cost of medicalcare.

I think the variouselements in Washingtonhave said it will take quite a few years to
get all these set up and in place. HIPCscannot be set up in every metropolitanarea
or in other areas of every other state overnight. Therefore, there is going to be a lot
of fudge time untilwe learn how to beth negotiatewith providersand manage care
properly. So it is just going to take a longtime to do it. Part of the panicover major
financingneedsthat we will talk about later isthat the government has recognized
that there will be no savingsin the beginning. We are revolutionizingthe whole
system of marketing,particularly to smalleremployers, individuals,and unemployed
people - probablymoving Medicaid in as well. The plannersare probablyafraid to
touch Medicare at all, but they willhave to come into Medicare.

Prepaidhealth plansoffer more for the buck; they are fatter plans,but essentiallythey
can control the medicaldelivery side, althoughthey can't necessarilycompletely
control the demand of the patient. To the extent you can control costs through the
delivery side, they shouldbe capable of doing so.

MR. CHARLES G. HUNTINGTON: First of all, there is some suggestionthat managed
competition may in fac_control cost. The CaliforniaPublicEmployeesRetirement
System health plan embodiesmany of, if not all, the elements of managed competi-
tion and has had some positive experience in controllingcosts over the last two years.
However, clearlythat is not enoughexperienceon which to base a lot of confidence
about managed competition. That is why most proponentsof health system reform
are lookingto other means of controllingcosts. The one most talked about is the use
of global budgets. Globalbudgets are not completelycontrary to the theory of man-
aged competition,and even Al Enthovenhas acknowledgedthat. What is anathema
to managed competition is pricesetting. One can respondto a blown budget in
many other ways besides fixing prices, and many of those would be consistent with
the managed competition model.

MR. WELLER: It seems to me that two assumptionswere made by those that
developed managed competitionand they said that there was going to be some
savings. First,the accountable health plans were going to compete with the same
benefits on the basisof price and quality. The price was essentiallygoing to be
taxable in excess of the lowest cost plan inthe area so that employerswould be
looking for that plan and employees would be more interested in the price of the
various affordable health care plans. That does not appearto be part of the Clinton
administrationpackageat this point in time, and I think that fact is goingto have a
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decidedeffect on the usefulnessof the accountable health plans to reallycontrol
costs. If the employeesdo not see a great deal of differencein their paychecks or
their April 15 tax forms, their involvement will be nonexistent. So I think that is one
thing that managed competition assumed but will not be able to actually produce if
the plan goes forward as it appears to be moving.

Second, the HIPCwas supposed to essentially do two things. One is obtain dis-
counts because they would have a larger number of people. Obviously, the question
is, do providers give discounts based upon reducing their profit, or do they give
discounts based upon trying to cost shift from other areas. I think part of the
concern with managed competition as being untried is that if you eliminate all of the
areas where providers can have a payor of last resort to meet a profitability goal, just
what discounts do you receive.

The other area is administrative expense. There are clearly higher administrative
expenses in offering insurance to small groups than to large groups and to individuals
versus groups. The assumption was that if the HIPC did all of this administrative
work on a large basis, they would be able to do it cheaper than the insurance
companies who are in the small group market. I think that is probably a fallacy
because the largest difference between the expenses in the large group market and
the small group market come from areas which will still be needed. One is the level
of assistance that an agent or broker or somebody provides to the employer in
deciding what plan they are going to choose. I do not see a lot of HIPCs providing
that kind of assistance. The second thing is the degree to which the employer is
doing the administrative work on a monthly basis in terms of maintaining enrollment,
etc. Again, that is going to be done by HIPCs, and I don't know that they are going
to be any more efficient than the average insurance company or HMO that is trying
to maintain enrollment. So for several key areas in which savings is expected, I am
not sure it is going to be obtained.

MR. HANSEN: I think that a lot of political realities are intruding into this process, and
President Clinton was noted during his term as Governor of Arkansas for accom-
modating many interested parties, special interest groups if you will, in forging
solutions. We already have seen that President Clinton still puts on his Governor
Clinton cap in suggesting that the states should have a lot of flexibility beyond just
regulating HIPCs. Perhaps joining HIPCs with a single payor system is the answer.
For those who think that the Canadian approach is off the table - not so fast. Also,
as Bill WeUerpoints out, the interest groups are very powerful and concerned with
those administrative expenses. Bill was mentioning the agents and brokers. I noticed
a couple of weeks ago in Maryland that there was a proposal as part of their health
care reform to have HIPCs and for the legislation to specifically prohibit agents and
brokers from being involved in that. One of the HMO participants in that process
said, "1 came out looking like Swiss cheese after the agents and brokers got in-
volved." So there are many questions and many interested parties, and it is doubtful
that managed competition will ultimately look like anything that AI Enthoven had in
mind.

MR. WELLER: I agree that the name provides a lot of cover for federal or state
regulation. If this was presented as a federally run program, adding a lot of regula-
tion, people would be a lot less interested in having their health insurance be a
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modified Medicaid program. The use of the words "managed competition" allows
them to appear to be continuing in a framework even when it is being changed
dramatically.

MR. JAMES N. ROBERTS: I think the methods of how managed competition would
attempt to control cost are numerous. I think you have hit on the broker and agent
commission which is clearly one area for potential savings, and it depends on how
strong that interest group is in maintaining their current role in distribution of the
product. If that were to be overcome and product was essentially distributed through
a simplified catalog, a la the FederalEmployees Health Plan or some other system,
then that would be one source of savings. The other concept seems to be that the
marketplace views health insurance as confusing and complex, and the less sophisti-
cated the buyer, the more the product is sold through relationships and other means.
So if that process can be replaced with a very simplified product and turned into a
commodity so that the price becomes more dominant, that will force providers of the
product to compete on a more clearly price-driven basis than they already have.
There is some potential cost savings there. I think those are the intents. Whether
they are resolved to accomplish these and whether the original road map can be
followed through to the political process seems to be the big question. If the original
concepts are followed through to their conclusion without tremendous amounts of
compromise, there is some potential savings or incremental savings. That is my
opinion.

FROM THE FLOOR: In the discussion of managed competition, I have not heard
much in terms of the expected competition that is going on as sort of a quiet
revolution. Maybe it isn't so quiet with Physician Hospital Organizations (PHOs) and
network development. The discounts that are occurring to eliminate a lot of the
waste and unnecessary expense from both the hospital and the physician community
is the area of competition that I see managed competition addressing. I wonder if
people on the panel could talk about the explosion of PHOs and what is happening in
terms of local development of managed competition among these networks and how
it will ultimately feed into the national programs.

MR. SUTTON: HIPCs essentially have a monopoly in a local market. They do not
necessarily contract with all the providers, and some of the hospitals and doctors are
going to be left out of the system. Therefore, I see a state of panic, particularly with
hospitals that are not quite mainstream, or trying to protect their market. If they don't
participate in an HMO or PPO or something, I think it will be a course for their
disaster. One alternative is creating a PHO.

Back in the 1970s when all the little HMOs were formed, there were probably several
hundred that could never even get past a feasibility study phase. Now you look at
hospitals whose only object is to preserve a segment of their local population. They
are going to build a risk plan around their medical staff. They often have no manage-
ment and may have no capital.

In Minnesota, we have Integrated Service Networks (ISNs), which we are now
rebuilding based on our HMO statute as a form of HMO, including low-capital
requirements.
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Cleady, some of the providers are afraid of being frozen out of this market for a major
segment of the population. I think most of these will go down in flames because
they won't be able to manage. If they come in with a competitive price, they may
go bankrupt, so you will need a whole new layer of regulation. In 1986, before the
current prosperity phase of the HMO business, approximately 75% of the HMOs lost
money nationwide. There have been a number of insolvencies, mergers and rescues.
I see us having a big influx of these new kinds of organizations, which are merely a
hospital and a bunch of doctors trying to preserve a segment of the market to try to
get into an HIPC with a contract. They are not likely to be very good or long lasting
competition.

MR. HUNTINGTON: I don't have a lot to add to what Harry said. The realization
that managed competition is based on a managed care model, and that managed care
controls cost primarily by constraining supply is slowly making its way through the
provider community. Right now what we are witnessing is the combination of either
denial or panic depending upon whether that realization has occurred. Clearly a
managed competition model will prove to be extremely disruptive surely for providers
and perhaps also for patients.

MR. HOBSON D. CARROLL: I heard severalof the panelistsdiscussthings like the
networks or HIPCswill be able to negotiate discounts from providersand get these
savings. I have been a proponentfor some time now of what is referredto as the all-
payor system. I think providersshouldbe able to set whatever rate they want to
charge, but all comers have to pay that rate, I firmly believe that if you do not have
that in the system, you are certainly not going to have the rest of the free enterprise
system be able to work. I also think you are not going to get savings because you
will not be able to pin down the service, the quality, or the utilization control aspects
if you cannot pin down the savings. The reason I think it should be there is because,
if society has deemed that we are going to have universal coverage or provision of
medical care as a right at some basic level, then that means that the usual way of
doing business has got to go out the window. Cost shifting is and has been one of
the biggest bugaboos, and you only get rid of it by going to this all-payors system.
Networks and HMOs, and to a large extent the prepaid plans, get credit for saving all
this money, and all they did was shift cost because the provider just jacked it up on
the other side. That is not a legitimate means of bringing savings to society as a
whole.

MR. WELLER: An all-payor system for hospitals exists in Maryland. It is the only all-
payor system left in the countw for hospital purposes. I can tell you that there is still
cost shifting going on. The shifting is going from inside the all-payor rate to separate
bills for every other service; in essence you pay more but the hospital rate is the same
for everybody.

It is nice to avoid cost shifting. There are certain levels at which it should not be
allowed. But, I cannot imagine that the federal government with all the things that
they want to do in this, is going to agree to pick up the portion of Medicare cost that
is not being paid by the Medicare system at this time.

MR. SUTTON: I don't necesserily agree that people shouldn't charge different prices
depending on the volume of patients they bring in or other factors. However, I do
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think the system will constrain that. You cannot have a monopoly and negotiate
20% discounts below cost from everybody because everyone will go bankrupt. VVith
HIPCs, the providers cannot discount below cost and there probably is going to be an
evening out of the payment because they will know they cannot discount because
there is too big a share of the market for them to cut the price and cost shift. They
will toughen up in controlling internal costs. In our area, they have toughened up their
negotiating already because 60% of the population is in two or three HMOs.

MR. HANSEN: Just a thought connecting the last comment with the previous topic
of the PHOs: If HIPCs have to compete on the basis of quality and they must create
a greater identity between the health plan and the providers, then in all likelihood
health plans will over time look more and more like group and staff model HMOs.
Over time that would address the cost-shifting problem.

MR. SUTTON: I might just add something on Enthoven's theory. He believes
eventually the market should split into three or four pieces with no overlap of provid-
ers. In other words, the market would pay all of the income of a certain subset of
providers, and the large employers would divide their patients up into these organiza-
tions in a similar way. So you would not have cost shifting because a subset of the
population is 100% enrolled in one of these and they have to manage their health
costs including the compensation to their subset of providers.

MR. WELLER: He has the Medicare population in his theory as well.

MR. ROBERT E. CIRKIEL: I have a question about or at least an approach to man-
aged competition that I wanted to break into three pieces and get your comments on.
First, managed competition was supposed to succeed in bringing down cost by
addressing four areas: administrative cost, malpractice, defensive medicine, patient
malpractice and unnecessary surgery. So the first question is, do you believe that
there is a bona fide opportunity with managed competition to control those costs?
Second, as I understand the current system with group health delivery, if an employer
is insured, the insurance company is taking the risk, but if an employer is self-insured,
the employer is taking the risk. Wrth national health reform, it seems to me that the
providers will be the ones taking the financial risk, and that managed competition will
essentially bring down cost by bringing down the provider's compensation. If large
employers or any groups are allowed to opt out and go on their own, isn't there a
natural antiselection going on and if so, doesn't the whole thing break down?

MR. SUTTON: You've asked a lot of questions. The answer to the last one is yes,
and most of the rules propose that to get into an HIPCvoluntarily you have to have a
risk evaluation, and if you are a substandard group, you would pay a higher rate in
the HIPC than their community rate in order to prevent the borderline antiselection.
Now whether that is a solution, I don't know. I do think prepaid health plans change
the utilization patterns. Administrative costs might go down. Erling might speak to
malpractice, but based on my experience in malpractice, there is no knowledge that
malpractice rates are lower for prepaid group practice plans although many of the big
groups self-insure a big chunk of it. The American propensity to sue for any per-
ceived unfortunate outcome is not limited to fee-for-service. Now there have been

some intimations that a big corporation like Kaiser may have lower malpractice costs,
particularly since they have no bills. One of the reasons why people sue is that some
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accident happens and they see a $50,000 bill, so they are sure something was
wrong. If you are in Kaiser, you don't get a bill so you don't know if anything was
wrong or not. Some people thought because prepaid group practice is closer to the
long standing patients it would lower malpractice rates, but I don't think that's true.
You really have to change the whole malpractice system separately from that. If the
providers are tied up and being limited in their fees, and other income sources,
whether it is capitation or whatever, if they cut comers, malpractice might even be
worse.

MR. HANSEN: I don't think the malpractice issue or defensive medicine is in any
way a source of savings in this system. These items as expenses in the managed
care industry are running somewhere fairly constantly over the years between 1-2%
of expense, so I suppose that if you are looking at a trillion dollars, 1-2% is a big
number, but as a percentage it is very small. V_frchregard to the question of squeez-
ing out unnecessary surgery, probably diagnostic-related groups (DRGs)ten years ago
did as much to reform the propensity for unnecessary surgery as competition, and I
wonder how much fluff there really is left in that area.

Probably the biggest problem is the compensation to providers themselves. They
expect high salaries because of the loans they take to get through medical school and
the perception that there is something special about tinkering with the human body as
opposed to a V-8 engine. I do not think we will be able to do much with health care
expense until there's some change in that perception and expectation.

MR. HUNTINGTON: As much as we complain about malpractice, I would not wish
to oversell the savings that could be gained from tort reform. Clearly there are
differences in utilization rates between the fee-for-service sector and the managed
care sector even though the malpracticeclimate is the same for both. So I suspect it
is the financial incentivesthat the providersface that has a lot more to do with
utilizationdifferencesthan defensivemedicine,althoughit is likelythat some form of
tort reform or altemative dispute resolutionrecommendationswill be includedwith the
President's plan. The surgery rates havecome down for a variety of reasons.
However, there has been an astronomicalincreasein diagnosticand treatment
procedureswhich has explained a lot of the increasein healthcare cost. Managed
cafe's abilityto make utilizationmore appropriateto eliminate unnecessary care is
certainly the basisfor creating incentivesfor managed care within the managed
competition model. The glory daysof $1 millionsalariesfor subspecialistsare
perhapsgone. However, the actual net incomeof physiciansand other providers
does not make up a huge hunk of the healthcare bill. The 75-80% of the expendi-
tures controlledby physiciansis the problem. Once again, the changein the financial
incentivesmoving towards capitation ismuch more likely to resultin significantcost
savingsthan constrainingthe income of providerseven though we certainly all expect
that will happen.

MR. WELLER: The secondarea is the subjectof universalcoverageversusuniversal
access. I hopeyou understandthe differencebetween those two. I have asked
Charlieto start off and describethis area of health reform.

MR. HUNTINGTON: I am sure you wouldall agreethat achievinguniversal access in
this country means getting health care costsundercontrol,and it has become fairly
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widely accepted that no matter what your vision of health system reform might be,
controlling costs means enhancingthe system of pdmary care that is available in this
country. Certainly every developed country that has brought health care costs under
control has a much better developed system of primary care. Primary care is that
part of the health care system that serves as the entry point for care, and more
importantly that appropriately manages the care be it primary or of a more intensive
nature.

Being uninsured in this country does not mean that you cannot get health care
services. Truly the utilizationis less, but still there is a lot of health care services
providedto those who lack health care insurance. The services they obtainthough
aredifferent from those availableto and used by those who have insurance. What is
primarilylackingis access to primary care-financialaccess. The uninsuredtend not to
go to a physician and very often leave health care problems unattended until the point
where care is absolutelyrequired. Then they tend to go to emergency rooms rather
than primary care physicians'offices. Their conditionsat that time require treatment
that is much more costly and intensivethan they might have needed if they sought
care eadier. Providingeveryonein this country with an insurancecard will clearly
overwhelm this country's current and totally inadequateprimarycare capacity. The
Americanhealth care system is characterized by a severespecialty and geo-graphic
maldistribution. In this country, probably70-75% of the physicians are in
subspecialties.

In addition, the culturaldiversity of this countryis not reflectedin the health care
system, and very often access in terms of culturalappropriatenessis blocked. Finally,
there are special populationsin this country such as migrant farm workers who are
liableto continueto experiencesevereaccess problemseven though they might have
an insurancecard. Gettingprovidersinto areas that are currentlyunderservedwhich
aretypically rural and nonintercityareas is not simplya matter of moving bodiesfrom
one placeto another. We simplyhave the wrong capacityand having been moved, it
will not provide the right kindof access.

Three parts of what we understandto be the President'sdevelopinghealth system
reform proposaladdress these problems. The first is a revisionto establishsome sort
of work force planningprocess that would presumablyassessthe needs for health
care providersand establishsome goals for getting from our current situationto one
that more closely approximatesneed, and then direct trainingresourcesaccordingly.
In this country, we do not have any sort of formal process for establishingwhat kind
of health care providerwork force we need. Basically,the medical training enterprise
has been left to determine what the output will be, and that has clearly shown its
proclivityto sort of recreate itself.

The second recommendation that we expect is some sort of program to develop
capacity in underserved areas,particularlyin ruralareas. Rightnow, it is unlikelythat
a healthplan that has insuredindividualsin many ruralareas would be able to find
sufficientproviderswith whom to contract and be able to meet whatever standards
for access are developed. Developingthat kindof infrastructureis probably beyond
what is envisionedto be includedin the capitation rate that a plan might get.

308



WHAT WILL THE FEDS DO TO HEALTH CARE?

Additionally, it is thought that managed competition would have trouble working in
areas characterized by a lack of capacity. If you will picture communities on a
continuum between high- and low-populationdensity, in high-densityareas in cities
and their suburbs,one can envisioncompetitionoccurringbetween providersas well
as between plans. As one gets into communities that have perhapsa barely ade-
quate supplyof providers,there is obviouslynot goingto be any competitionbetween
providersunlessnew ones are broughtin. However, if those providerscan contract
with more than one plan, there still couldbe competition on the basisof the referral
arrangementsand perhapson the basisof pricebetween different plansseeking to
sign up individualsin those areas. Then as you move into reallylow-population
density areas,frontierareaswhere planswould have troublemeeting access stan-
dards, it is easy to envisionthat planswould be reluctantto cover anyone there, and
certainlythey would not be able to achieve any economiesof scale.

One proposalthat is being floated to addressthat problem is to identifyareas of
extreme shortage and perhaps give a plan an exclusivefranchisefor that area and
provide, through a separate fundingstream, some monies to developinfrastructure.
Once the providercapacity is developed inthese areas, it probablywould no longer be
necessary to have an exclusivefranchiseand different planscould againcontract for
the same providersand compete on the basisof other things than the local providers.

Finally, there are likely to be some specificprograms or a process for identifying and
serving particularpopulationsthat remain underserved. The most common example is
the migrant populationbecause they tend to move across faidy predictablemigratory
pathways to provideservicesto the agriculturalcommunity. It may be possibleto
create a specialprogram that addressestheir needs. Perhapsthey would have their
own HIPCor some other program, but it is a speciallyrecognizedpopulationto be
dealt with somewhat outside of the normal system. All of this must be fleshed out.
It is assumed that plans will be reluctant to go into areas where the population
density is low and where provider supply is inadequate, but I am not sure that is
entirely a safe assumption. Do any of you or the other panelists have any experience
with plans moving into rural or underserved areas?

MR. HANSEN: We have had some experience at least among some of the member
companies of GHAA. Minnesota has something called a hub-and-spoke approach to
providing care to rural areas. A health plan can offer some very tangible and wel-
come incentives to rural providers such as occasional replacement coverage when
they want to go on vacation or just need some time off. There could be some
rotation. Obviously, the health plan also offers a backup network of secondary and
tertiary health care resources. This seems to be working reasonably well in
Minnesota.

MR. SUTTON: If we have universal health insurance out in the more rural areas there

will still be major difficulties attracting physicians. It is a common feeling that where
the doctor's spouse wants to go is where the doctor goes. If the spouse does not
want to move out into the boondocks, the doctor will not go. One of the major
problems is that the bulk of the patients in rural areas are either on Medicaid or
Medicare. The reimbursement levels are so low doctors don't think they can make a
living there. Again we have the question of whether a single payor - paying the
same fees for allpatients (Medicare, Medicaid and so on) - might solve that problem,
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but it's probably more likely that you are going to have to put a physician on salary.
If he knows he can get paid and he does not have to worry about collecting money
or worry about a lot of people having no insurance in his rural area, the financial
aspect would look a lot better.

Blue Cross in Minnesota has a statewide PPO, but the rural hospitals will not give it a
discount on anything because it is the only provider there - why would they? This
PPO is on the verge of bankruptcy anyway. WRh universal health care (which will
cause the total utilization to go up), and a guarantee of payment in some form
(perhaps putting your outpost physician on a salary), it will be a lot easier to attract a
physician to rural areas within a network. At least he won't think he is going to
starve to death. Of course, that is not the only reason they might be reluctant to
move to rural areas.

MR. HUNTINGTON: Most of the physicians who are in rural areasare in primary
care. More are in family practice which is in great contrast to the physicians in the
general population and certainly to the physicians in urban areas. As a whole, rural
physicians tend to make tess money than urban physicians, and yet practice costs are
just as high. Family physicians in rural areas actually make more money than family
physiciansin urban areas. In part, that is because they see a lot more patients, and
they also work a lot more hours, We still have some trouble getting physicians to
work in rural areas, so cleady the consideration is not just financial. A lot of the
hesitation has to do with professional isolation. Medical education is a cultural
process, and that culture is not supported in rural areas. Physicians tend to want to
talk to each other, have access to referrals, to consultants, and to be able to feel like
they are practicing high-quality, contemporary medicine no matter what the setting.
That is very difficult in a rural community. The formation of networks, which is
occurring rather rapidly, has been occurring for some time and this formation may
help to address those needs and improve recruitment and retention in rural areas. I
am not sure the networks will develop as quickly or as extensively as they need to
without some sort of capital fund to assist that infrastructure.

MR. WELLER: v_r_hregard to universal coverage and universal access, HIAA moved
from an access point of view, which guaranteed access to issue, to a new vision
statement with a universal coverage position stating that there should be an employer
mandate and that every individual should have coverage. When this part of the vision
statement was presented to some focus groups, the comments that we got back
were that cradle-to-grave health care is a basic right of every U.S. citizen, and the
public generally supports an employer mandate. I think the suggestion that it will cost
jobs, particularly by the small employers, has not been sold to the public. The public
thinks the government should support and subsidize the health care cost of those at
low incomes. They also suggest that the health care industry in which many of us
practice is a significant part of the problem. They do not like some of the things that
we do, they want portability, they want to eliminate any preexisting condition
exclusions, and they want no risk of cancellation of coverage once they have had it.
Of course, they probably would like to see no rate increases in the future either. I
think that President Clinton was correct when he said we are candidates to be

pictured as a significant villain in this whole situation. That does not mean that we
are, but the charge sticks.
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One of the major problems that we ran into in small-group reform was that, as the
rules were presented and developed in various states, the timing of various aspects
frequently did not fit together very well: the reinsurance pool, the development of a
standard benefit package and other key aspects. We had to go back to the state and
say, look, you need to change the time frames for a lot of this. I see the same thing
potentially developing as we try to move to universal coverage. They are talking
about the smart card. Everybody is going to have a card yet they also are saying
that we are probably going to have to transition the uninsured into coverage. I think
that there could be a major problem in terms of the timing of those two items.

MR. WESLEY S. CARVER: If part of the reform package is employer-mandated
coverage, and if in fact some contribution is even required of employers for that
coverage, what would the panel see as the role, if any, for individual health
insurance?

MR. SU'I-I'ON: Under the managed competition system, they propose mandated
coverage for all employers with the employer paying somewhere between 50-100%
of the premium. Most small business associations are fighting both of these. This
essentially only covers full-time employees, 30 hours a week or more. If you have
part-time employees, you do not have to provide insurance, but you have to pay a
tax (the play-or-pay approach), such as 8% of employee's gross income which is
relatively low. The other funding mechanism seeks out state or federal funds through
some other tax source which we are going to talk about next.

Individuals are supposed to be mandated into coverage as well. They will apply to
the HIPC as an individual or family and, based on filing a statement of their income,
will receive a subsidy from the state and financed by some kind of a tax source. If
your income is only $15,000 and you have a family of four, the state might pay two-
thirds of the premium and you would pay one-third of the premium; it is similar to the
Minnesota bill. So there is much subsidy needed and the cost of the subsidy is going
to depend on the richness of the benefits and the prices.

It would be possible, but they are not talking about it yet, to avoid an employer
mandate and to eliminate the small employer completely; this is one of my views, not
necessarily Hillary Clinton's. You could have a mandate that even/individual purchase
coverage through the HIPC and leave the employer out of it, but you are probably
going to have to raise revenue by taxing all employers. Of course, 30-50% of the
very small employers already have some kind of coverage. So you would be taxing
them, but it would be the same amount they are already paying for coverage; it might
be 5-6% of their payroll. I don't think that has been settled yet.

Small-employer associations are really fighting the mandate. They claim two to three
life employers could not possibly afford it. I don't know who will win. They are
leaning heavily towards mandating for employers, and they are talking 50-100% of
the premium, with subsidies for small employers with low-income employees.

MR. HANSEN: Generally the subsidy would apply to only the first couple of years of
an employers' existence.

311



RECORD, VOLUME 19

MR. SUTTON: A number of states have tried subsidy programs and by in large, they
have not worked.

MR. HANSEN: But it has not been a mandate either.

MR. SUTTON: No, the programs had no mandate.

MR. WELLER: The third subject is taxes, funding and budgets. How are we going to
pay for all of this?

MR. SUTTON: This is the most interesting subject. There is a trial balloon in
Washington everyday to address where money can be raised. They have proposed
at various times some 20 different methods of raising money to pay for the unin-
sured. I will discuss the taxes and then discuss the budgets and how many total
dollars we aretalking about.

Enthoven's proposal requires taxing the employee on the excess value of the employ-
er's contributions. I have talked to him personally because I feel you should tax the
total employer contribution. If you have a mandated benefit, it will level the playing
field, and it also would be very progressive as a form of taxation because the high-
income people would pay a lot more in taxes than the low-income people. If you
were to tax employees the total value of employer contributions, it would produce
some $50-70 billion of tax revenue, and it would be very progressive.

However, even though they floated balloons about taxing some contributions, the
union influence in Washington was adamantly opposed. Now they say they might
require a tax on the $5 a year for a hearing aid for the United Auto Workers (UAVV).
Essentially they have pulled that approach off the table, but it will be back again.

Another revenue enhancement, which is similar to the Minnesota system involves
taxing providers. In other words, taxing hospitals' and physicians' gross revenues
(assuming conflict with ERISA does not overturn it), will be used to finance universal
health coverage in Minnesota. One political problem with this is the tax is being
passed on to the employers that are already paying for coverage, and indirectly,
particularly with the large employers, it is a way of getting around the ERISApreemp-
tion for self-insured plans; you are taxing them. Currently self-insured plans escape
most state taxes. So taxing the providers and adding it to the billsthat the large
self-insuredemployerspay is one way of taxingthem for part of the cost. Indirectly,
this would alsobe taxing the health plans andthe HIPCs so there is a circularflow.

There is a really interestingtax proposalbased on the notion that if we had universal
coverage, cost shiftingwould be eliminated. So there is the concept of taxing the
savings that the employer will get becausewith universalcoverage, he no longer is
paying for the 26% cost shiftingdue to Medicare and Medicaid underpayment.
Therefore, the employer is presumedto have a huge savingsbecausecost shifting is
eliminated and the government will "recapture" it, it is calledan excess profitstax.

Another source of taxes is the play or pay approach. If you have part-time employ-
ees that are working 15-20 hoursa week the employer does not have to provide
coveragebut he must pay a tax. That tax would produce some revenue. Likewise,
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individuals who are going to come into the HIPC and get universal coverage, assum-
ing you can find them and force them into it, would have to pay some kind of a
premium or equivalent of a tax to support the system.

The most popular tax is a sin tax because nobody argues much against it except the
cigarette companies, the liquor companies, and the Iobbiers for blue collar workers. A
$2 tax per pack of cigarettes is proposed. This has the big cigarette companies in a
down spin. Proposals could greatly increase taxes on beer and alcohol. The results
were very disappointing the last time they raised cigarette taxes at the federal level.
The IRS projected it would get $14 billion of revenue if the sales stayed up, but they
only got $11 billion of revenue which means when they raised the tax, the utilization
of cigarettes dropped so they didn't reach the projected revenue. Also, if you tax
these items enough, people won't buy them or they'll smuggle them into the country
or buy them in Canada and hide them in the trunk of their car when they come
across the border, The proposal that was floated most recently is the value-added
tax (VAT), and it could produce hundreds of billions of dollars at the drop of a hat.
We have a $5.5 trillion economy, and they would tax commodities at various levels
of production.

They have the negative effect of adding the tax amount to the inflation rate. It also
affects the supplies of hospitals and doctors, furniture, etc. If half of GNP at 5.5
trillion was taxable, a 1% tax would produce $27.5 billion without the expense of
trying to collect it. It also would take a number of years to set up the system of
taxing each layer of manufacturing. Half of the manufacturing is done in Taiwan or
Korea or somewhere else. I don't know how they are going to tax that. It is viewed
as regressive and a lot of people are negative.

The administration has proposed short-term savings by reducing Medicare and
Medicaid costs. (If we froze Medicare reimbursement rates for hospitals, physicians
and other providers, it would save about $10 billion a year, which is a drop in the
bucket.) The extra total budget for universal coverage and reform is estimated at
$30-90 billion, mostly to cover the uninsured who need their premiums subsidized.

If we have a national benefit plan, it is almost certainly going to include prescription
drugs in some form. Then you would have a Medicare program that does not have
prescription drugs and a national health program which does, and that will be
intolerable politically. You will see the American Association of Retired Persons
(AARP), et al, camped on the doorstep of Congress getting prescription drugs covered
by Medicare. I estimate that alone would cost $25-50 billion a year depending on the
level of co-payment, the deductible or phase-in. I have checked with the Health Care
Finance Administration (HCFA), and they are estimating $25 billion would be added to
the $30-90 billion.

One other effect in the market results from many small businesses having sizable
deductibles and coinsurance. If employers have to change to a rich benefit plan - the
benefit plan described by Ira Magaziner is somewhere near the 85th percentile, which
means it's slightly higher than UAW or similar to the HMO Act -- employer costs and
utilization will rise sharply. A large segment of the population will have their benefit
plans increased to a basic level that has been set by Congress. Rates for existing
benefits may go up 25-30% for those who have individual coverage. Those with a
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$1,000 deductible might have to switch to a $100 deductible, and the premium
might double even if the new coverage is offered through an HIPC. It is not clear
whether you could keep your old policy in force, and I am not sure whether the
carder would want to let it stay in force.

So a possible scenario to me would be an increase of $125 billion, and then I double
it for conservatism. Even then I am usually too low.

Another thing that is going to effect the budget, and it would effect the states
dramatically, is if you put Medicaid into the HIPC. Most states are trying to get
HMOs to cover their Medicaid members because they think the costs can be con-
trolled. The costs now are based on paying many providers 50% of prevailing fees.
They want to believe they can convert it to prepaid care for the same average cost
they are paying now. Well, maybe HMOs can do something about controlling
utilization, but they are not necessarily miracle workers. If you put Medicaid into
private programs, all the big discounts will be lost. The HMOs or affordable health
plans will pay the providers the discounted fees per the contract network and those
costs may go up. The state or federal government would be paying the premium to
the HIPC because the Medicaid recipients are either unemployed, disabled or whatever
and they are very costly. Although Aid to Families with Dependent Children (AFDC)_
has a young population, the cost is very high. The government predicts that $25-50
billion might be added to the cost of this program to switch all Medicaid into it.

We are not talking about peanuts for a budget in my opinion. Taxing cigarettes and
liquor won't do it. A VAT or payroll tax is the only solution to come up with real big
chunks of money. I would prefer taxing the employer contributions and then throw-
ing those taxes back into the system, state by state. Let states come up with their
own health plans. It is very difficult to get anyone to agree to pay a tax on health
insurance premiums. I would be willing to pay, but a lot of individuals aren't. For
me, the point of it is to lower the expectations for unlimited access and demand for
health services. By knowing how much you or your employer are paying for health
care, you might buy something a little cheaper. I don't know if that would work
immediately, but I think it would over time. Can you think of anything else that
would increase the cost to the system or am I too conservative?

MR. WELLER: I tend to agree. I was very surprised that there appears to be much
more acceptance in Washington of a valued-added tax than the approach of taxes on
employer contributions for a health benefit plan above a certain level. One of the
problems that they are going to have is if there is no relationship in terms of the
employee's cost and the cost of the benefit package. Only the providers will be
lobbying in Washington. They will make sure they have full coverage of their benefits
whether it is for podiatrists, breast implants, etc. They are going to be making sure
that they are covered. There is not going to be any organized or public objection. I
also wonder if it had been President Bush who suggested a value-added tax if there
would have been tremendous cries from the Democratic Congress about the unfair-
ness of it because it clearly is a regressive tax. Lower-income people spend more of
their money than upper-income people do on the kinds of things that the value-added
tax applies to.
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The one way to control this is by Washington offering a very large package of
benefits and then setting a very low global budget. After setting the very low global
budget, the federal government tells each state what their budget is and then the
state has to convey how much we are going to pay per service or how we are going
to spread the cost. The poor governors, as opposed to Washington, Clinton, or Con-
gress, have to deal with the anger and the problems. This year there has been an
incredible explosion of bills in the state legislatures which I attribute to a desire to get
ahead of Congress and to be able to opt out of the ultimate federal system. I don't
think the states need to worry about that, I think that the federal government will be
very happy to pass all of the responsibility for global budgets down to the states. If a
state has a global budget, would there be enormous pressures on the HMOs or the
affordable health care groups in that state to keep all of the care within the etete
thereby killing the center-of-excellence-type of programs that essentially go to the
most cost-efficient place? Because centers of excellence essentially move some of
the state budget out of the state, I would think that the hospitals and providers in the
state might have a real objection. Therefore instead of seeking the best quality of
care, we end up making sure it is the best quality within the state.

MR. HANSEN: That is a good question. I think that is probably a concern, and I
don't know how to square it with the more recent suggestions from the health care
reform task force which wants to allow traditional freedom-of-choice plans through
the HIPCs. If the consumer is going to have the traditional freedom of choice, then it
is going to make it very difficult to keep the dollars in the state. It just points out
once again the number of issues that have yet to be resolved. I think the connota-
tions for quality are very significant.

MR. HUNTINGTON: I suspect the issue of border crossing is going to be dealt with
largely by constraining patient choice. A resident of a state functioning under a global
budget will find that their choice of providers even within, but certainly out,de, the
state is going to be limited to those that agree to whatever price, be it capitation or
fee-for-service, the plans within that state impose. Again, this is not something I
think is well recognized by the public, but the polls seem to indicate some willingness
to secrifice choice to get costs under control.

MR. SUTTON: Our business runsa transplant network around the United States.
We view our businessas nationaleven though our HMOs are local. We have seen
signsof what Billwas alludingto. Forexample, in Ohio, if you want a heart trans-
plant and you are covered by Medicaid, you have to get it in Ohio because the state
is controllingexpenditureof Medicaid moniesand it will then go to a state or univer-
sity hospital. That has caused a problem: the hospitalrefusesto discountand you
can go to Chicago and get it done at half the price, but then the state won't pay for
it. There are a couple of incidentslikethat where the states have been trying to be
protective of their own universityand high-tech medicalprocedurecenters. I hope
they won't do that; New York state has these lump-sumpayments for bone marrow
transplantsundertheir new small group reform, it is a perfect reasonto send bone
marrow transplant recipientsto Mayo where they can get it for lessthan the lump-
sum payment in New York State, and it includesairfare too. So I really think we
need to pushfor a globalmedical economy.
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Here's an interesting point about the University of Minnesota Medical Center which is
financed by the state. It is in much disarray now on the medical side because of
huge salaries being reported. The head of surgery, one of the dominant U.S. trans-
plant surgeons, was being fired from his administrativepost. He is still a surgeon, but
he is not runningthe survey department. There may well be a feelingthat the state
will want to contain it all inside,but half of Minnesota's Mayo Clinicpatients come
from more than 500 miles away. If we are going to be islandizedor insulatedin
trying to capture allof our health delivery in one state, then your big medical centers
are going to die. There is no way Mayo Cliniccould do well if it just treated patients
from Minnesota.

MR. HUNTINGTON: I have one additionalcomment about the taxation of employer
provided health benefits. Certainly the value of that sort of tax, be it for all benefits or
excess benefits, is not lost on the Clintonadministration. The administrationis
beckingaway from that. It representsmore of a politicalcompromisethan a philo-
sophicalchange of heart. Given that the cost-containingincentivesof managed
competition will take about five to ten years to be effective, chancesare the adminis-
tration will be willing to sacrificethat in the initialyears in order to get the proposal
passed. Undoubtedlyyou will see this beingconsideredagain in a year or two.

MR. SU'I-I'ON: Just one final comment from me on the budget. I thinkthe adminis-
tration recognizesthat cost could run away dependingon how they sat this thing up.
The government is seriouslyconsideringa price freeze on physicianfees, Medicare
fees, hospital DRG's, hospitalpricingandpremium rates. They are not talking about
just a short freeze likeyou had back in 1971 but a permanentfreeze where no carder
can raisetheir rates by more than a specifiedindex, or an equivalentto average wage
increases- something that nobody has ever been ableto live with yet. Employers
have tried to keep the benefits constant as a percentage of payroll. They are talking
seriouslyabout this option becauseif costs are out of controland coverage is
guaranteedto everybody, the federal budget is going to skyrocket. It is an emer-
gency provision,but it may just completelydisruptthe whole marketplace,especially
carderswhether they are an HMO or whatever. The faulty assumptionis that the
carriersknow how to influencethe providersto get the pricesdown if necessary, but
they cannot raisetheir rates. Now that might be true of an HMO that has salaried
physicians. It's a littlebit more simple there. But what about a smallinsurance
company who doesn't even know who its providersare?

MR. WELLER: An article inthe New York Times April 13 issuediscusseda fairly
generouspackage in which somewhere between 10-20% of individualsmight end up
getting less coverage than what they have now. It listed what would be included;
you can see how complete a packagethey are talking about: mental health care,
occupationaltherapy, physicaltherapy, hearing,vision,dental servicesfor children,
long-termcare for elderly, (isn't that a wonderful one), and treatment for drug abuse.
These are thingsthat are going to be in the standard benefit packagethat employers
would have to provideand employeeswould have to pay 20% of. I question
whether employees are goingto agree to pay 20% of those costs.

MR. J. MARTIN DICKLER: I'd liketo discussmanaged competition. I do not have a
lot of faith that it is going to control cost, but that is another subject. My question is
more practical. As an insurancecompany, we have to learnto live with whatever
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emerges for the four or five years that managed competition is in effect. I am
concerned about the term "capitation." Are you talking about capitating physicians
only or capitating hospitals and possibly other vendors? In other words, what is the
insurance risk that would remain with an insurance company under the HIPCs?

MR. SUTTON: The insuring organization would be capitated or paid a premium. That
would not vary based upon who enrolled. It would be up to the insurance company
to decide how much it could lay off on the providers. If you were smart, you would
capitate your hospitals or sat up a pool that they all live within; then capitate your
physicians whether you have an individual practice association (IPA) or medical
groups. In California and Minnesota, most physicians practice in groups, and they are
used to taking a capitation often including referrals. So the assumption is that the
accountable health plan will lay off the risk and control the providers. Now there is
nothing illegal about the carder taking the risk if it is a carder taking the premium and
paying fee for service underneath, as long as they think they can live within the
premium. But the premium is going to have to be competitive. The assumption is
that whether you have a staff model or group practice or IPA, you are going to lay off
the risk to a large extent because it is generally hard to guess who is going to enroll.

MR. WELLER: There also is talk about risk adjustors to deal with differences in enroll-
ments, but that is another topic.

317




