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Good morning. I would like to thank Chairman Baucus, Ranking Member Grassley and the committee for inviting
me here today. I am honored to testify before a committee recognized for its hard work and for its bipartisan
cooperation. Each of us testifying today will provide you with a different story, a diverse perspective and I expect
one, common conclusion—small businesses are being crushed by the burden of the increasing cost of health care.

1 am here today in two capacities, as a small business owner and as a past Chair of the National Small Business
Association and so have two parts to my testimony. The first is an overview of the challenges I have faced in
providing affordable, quality health insurance to my employees; the second to briefly describe NSBA’s position
and policy recommendations for reform. I am not an authority on health insurance but I have had a lot of
experience as a consumer, and participated in developing NSBA’s policy recommendations.

Before I get into my health insurance adventures, it is important that we understand how broad this issue is, and
why dealing with the problems facing small business are important. According to data from the U.S. Census and
Small Business Administration Office of Advocacy, there are approximately 70 million people in the U.S. who
work for or run a small business - that is more than half of the private U.S. workforce. For the past 15 years, small
business has created on average 93.5 percent of all net new jobs—resulting in an average of 4,000 new jobs
EVERY day. The small-business community’s role in creating jobs and stimulating economic growth cannot be
underestimated or made merely into a talking point. Neither can the extreme time and financial drain the current
health care system poses for small-business owners.

In nationwide surveys, small-business owners consistently rank health care among their top concerns. According to
the recently-released NSBA Survey of Small and Mid-Sized Business, only 38 percent of respondents—nearly 90
percent of whom employ less than 19 workers—offer their employees health insurance. That is down 3 percent
from one year ago, down 11 percent from 2000, and down 29 percent from 1995. Despite the low-rate of offering
health insurance, 69 percent of respondents rated health insurance as the top benefit they WANT to offer.

The cost of health care disproportionately hurts the smallest businesses, with only 25 percent of companies with
fewer than 5 employees offering health insurance to their employees. Furthermore, the Kaiser Family Foundation
estimates that 60 percent of small businesses shop for a new health insurance plan every year, but of those, less
than half actually make any changes. These statistics tell us one very important, and far too bleak fact: small
businesses have very few viable options. Unfortunately, that is where I find myself today.

Experience of Phoenix Products, Inc,

From the day we started our company, providing affordable, comprehensive health insurance has been a primary
priority. My partner was a cancer survivor who had a variety of chronic health problems that were the result of the
severity of his illness and the extreme measures taken to battle it. For over 30 years I have had to confront the
challenge of finding suitable health insurance plans during which period the health insurance landscape has
changed dramatically.

During that time we moved through a progression of coverage options; going from 100 percent, company paid
indemnity plans with low deductibles through Preferred Provider Organizations (PPOs), to an HMO plan with a
Point of Service option to high deductible coverage. In our discussion this morning I will focus on changes over the
last few years.

My company also has gone through substantial changes, growing from a youthful start-up into a fairly large, small
business with nearly 100 employees. Today, due to fundamental changes in the size of our core market and fierce
foreign competition we are a much smatler and mature organization.

Phoenix Products is now 31 years old, and our employee group has gotten older with the company. Today our
“average” employee is over 52 years old and has been with the company nearly 16 years. As the group has aged,
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our health expenses have grown significantly and we have had to dramatically change the benefit structure of our
plans to offset rising costs.

As recently as 2003 we still could afford to provide a plan with a $250/8500 deductible which included a $15 co-
pay for office visits and modest co-pays for prescription drugs. The monthly premium for this plan was 3218 fora
single employee and ranged up to $677 for full family coverage. But our group was shrinking, growing older and
consuming more health care. At the same time, the cost of health care was increasingly rapidly, out of step with the
rate of cost increases in other market segments. So my plan demographics and the dynamic increase in cost for
health care were working against my group.

By moving away from what was a pre-paid health care plan that covered almost everything to an insurance plan
that protects our employees from catastrophic events we have been able to control the premium increases which
have grown by only about 10 percent from 2003 to 2007. Last year alone we avoided a 22 percent increase by
moving to a very high deductible level. We were forced to pay a little more to cover much less.

Today we have a plan with a $3,000 deductible for a single employee and $5,900 for a family. The insurance
company does not pay a thing until that deductible is met. Prescription drugs and office visits are treated like any
other medical expense and are included in the same deductible limits. However, our company self-insures a part of
the deductible so the actual exposure is limited to $1,750/$3,500 per employee.

Following our renewal last year I learned that we had a covered participant who had been diagnosed with
Gaucher’s disease, a very rare enzyme deficiency. While not immediately life threatening its long term effects can
be devastating. Treatment consists of bi-weekly enzyme replacement therapy. Because the condition is so rare the
cost of the drug is extremely high. As a result we have had extremely high utilization this last year and our renewal
rates reflect that.

Our 2008 renewal rates are 35 percent above last year; the maximum allowed under Ohio insurance regulations,
Quotes from other carriers were two to two-and-a-half times higher than our current rates. At this point we have
exhausted all of the plan design options that could minimize our increase. Neither the company nor our employees
are in a position to absorb an increase of almost $40,000 in premiums.

The company pays a variable percentage of the premium based on the employee coverage, but in total we bear over
80 percent of the total cost. The increase in the cost of our health insurance has affected our employees over the
last few years. The employee contributions have grown with the premiums. Wage rates have been frozen since
2001, though we do make occasional lump sum distributions of profits as conditions permit. The market is brutal
so let me emphasize the word “occasional. **

We have not yet figured out exactly what we are going to do about this renewal, We provide life insurance plus
short-term and long-term disability coverage at the company’s expense. Qur average employee is now eligible for
four weeks of paid vacation in addition to nine paid holidays. We are a family-run business and our employees are
part of our family. As much as I do not want to resort to reducing some of these benefits, there are few other viable
alternatives to offset the cost of health insurance.

QOur situation has been aggravated because we have a single case that has such a dramatic effect on the total group.
But last year, before this case emerged, we were confronted with a 22 percent increase that we averted by
substantially increasing the deductible and self-insuring part of that risk. Despite countless hours working to
redesign our plan to ensure its affordability, the rapid inflation in health care costs and our aging group are catching
up with us.

As this committee rightly focuses on how to help small businesses afford health insurance, I urge you not to lose
sight of the indirect costs our health care system imposes upon entrepreneurs. Often overlooked in the policy
discussion is the time required to create and sustain a health insurance group plan. There are plan policies,
procedures and documents that must be created and maintained, along with filing requirements for larger plans.
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Annual shopping for new carriers or the evaluation of other plan design options also consume countless hours. In
most small companies this means that the owner or other key employees are devoting their limited time to this
effort. I can not begin to describe the exasperation and frustration that I experience trying to select the best plan
option while lacking basic information about the actual utilization of the plan benefits; this information being
“protected” under the HIPAA confidentiality shroud or otherwise unavailable. Each hour I spend struggling to find
a way to continue offering health insurance to my employees is an hour NOT spent working to hire more
employees.

Our group has experienced many challenges over the years and we have been fortunate to be able to find ways to
continue providing our employees with a quality insurance plan that was affordable. But now we are squeezed
between our group’s demographics, the huge expense of a single case and the explosive increase in health care
costs. After 31 years we may have finally found the limit of our ability to provide this benefit to our employees.

Broad Reform Proposal

My story is not unique. Small businesses are nearing a cliff, and we cannot continue down this path that creates
such a significant competitive disadvantage globally and among larger businesses in our industry. When I was
Chair of NSBA in 2004, the small-business community had been experiencing year-after-year double-digit
increases in the cost of health insurance, and we decided it was time to come to the table with more than our
horror-stories and criticisms. We spent a year working with myriad business owners, insurers and consumers, and
crafted a proposal for reform that would fix not only our dilemma, but address the overall failures of the U.S.
health care system.

While the need for reform is clearly urgent, and while there are a number of more short-term reforms that can
improve on the system, what small businesses deserve is broad, comprehensive reform that will not only address
the symptoms of a failing health care system, but cure the underlying iliness plaguing the entire system.

The Realities of the Insurance Market

Implicit in the concept of insurance is that those who use it are subsidized by those who do not. In most arenas,
voluntary insurance is most efficient since the actions of those outside the insurance pool do not directly affect
those within it. If the home of someone without fire insurance burns down, those who are insured are not expected
to finance a new house. But such is not the case in the health arena, where the costs of treating uninsured are split
and shifted onto those with insurance in the form of increased costs. Moreover, individuals® ability to assess their
own risk is somewhat unique regarding health insurance. People have a good sense of their own health, and
healthier individuals are less likely to purchase insurance until they perceive they need it. As insurance becomes
more expensive, this proclivity is further increased (which, of course, further decreases the likelihood of the
healthy purchasing insurance).

Small businesses must function within the insurance markets created by their states. States have developed rules on
rating and underwriting that attempt to establish the subsidies between the healthy and the sick. Most states require
insurers operating in the small group market to take all comers and limit their ability to set rates based on health
status and other factors. However, there is extensive variability among the states on these rules. Some states allow
great latitude on rates, thereby limiting the cross-subsidies, but this makes insurance much more affordable for the
relatively young and healthy. Other states severely limit rate variation, which often helps keep costs in check for
many older, sicker workers, but drives up average premiums and puts insurance out of financial reach for many.
These tight rating rules (known as “community rating” or “modified community rating”) also can cause some
insurers to leave certain markets they deem to be unprofitable. Problems in those states are then compounded by a
Tack of competitive pressures.

It is important to note the interplay between the small group and individual insurance markets, particularly in some
states. In general, insurers in the individual market are not required to take all comers (at feast not those not
“continually insured”) for all services and are allowed much greater discretion to underwrite and rate policies based
on health history and a series of other factors. Individuals also can see their rates skyrocket if they get sick, usually
to a much greater degree than in the smali group market. In other words, there is far less of a cross subsidy in the
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individual market than the small group market. That means that relatively young and healthy individuals can get
much cheaper insurance in the individual market (at least initially) than they can get through an employer—
particularly in states that have community rating in the small group market. In many of our smallest companies
(under 10 employees but especially under five), it makes financial sense to increase wages to allow for the
purchase of individual coverage. If the workforce becomes sicker, it may make sense to convert to the now-more-
reasonably-priced small group market. This dynamic (and others) means that the “moribidity” of the under-ten
market is much higher than the group market as a whole. Naturally, insurers often will seek ways to avoid serving
an undue share of this market.

So long as we have in place a voluntary system of insurance, where individuals and businesses—at any given point
in time—can choose whether or not to purchase insurance, this quest for the insurance rating “golden mean” will
continue. While there has been endless debate about what the right set of rating rules should be, it is imperative that
there be only one set of rules. Insurance markets where different players operate under different sets of rules are
doomed to failure. Even in the interplay between the group and individual markets—which are different markets—
we see the consequences of different rules. When two sets of rules operate within the same market, the self-
interested gamesmanship that occurs among both insurers and consumers ultimately leads to dysfunction and
paralysis.

Solution Principles

Any solution to the problem should abide by the following, most important principle - primum non nocere: first, do
no harm. Often, legislation passed has hidden, unintended consequences that can create a larger problem than the
bill initially sought to fix. Lawmakers must use a keen eye when considering any solution, no matter how
incremental or sweeping, to ensure that the fix doesn’t unearth an even bigger problem.

The second principle when discussing a health care fix for small business is to understand the real problems smail
businesses face. The biggest problem small businesses face is cost and competitiveness. Health insurance in the
United States has transformed from a “fringe benefit” to a central component of compensation. The realities of the
small group market make it much more difficult for a small firm to secure quality, affordable insurance than it is
for a large business. The ebb and flow of workforce in a large company can be compensated for in their insurance
pool simply due to the large number of workers. Whereas in a small business, that natural shift in workers can lead
to extraordinary fluctuations in health premiums. Given these costs and general level of instability in the insurance
market, the ability for a small business to effectively compete for good workers against large companies is
exponentially more difficuit. ’

There exists another competitiveness issue, and that is a global one. The U.S. boasts a unique entrepreneurial spirit
and has been a leader in technological advances. A great deal of that innovation and creation comes from smail
businesses. According to the U.S. Small Business Administration’s Office of Advocacy, small firms represented 40
percent of the highly-innovative firms in 2002, a 21 percent increase in just two years. Unfortunately, health
insurance costs can serve as the deciding factor whether or not an individual will opt to continue with his or her
business. A report released earlier this week by that same Office of Advocacy states that the presence of the health
insurance deduction decreases the rate of exit from entrepreneurship for seif-employed individuals by 10.8 percent
for single filers, and 64.9 percent for married filers. What this tells us is that we are losing potential new advances
and innovations due to the cost of health insurance, which holds serious implications to our overall global
competitiveness.

The third principle is equity and common sense. While competitiveness does touch on faimess between large and
small companies, equity in our mind is a different animal altogether. Any health care solution ought to provide the
same benefits to a business owner as they do an employee. Tax benefits should be extended fairly to whichever
party is paying for the health insurance, be it employers or individuals. Continually providing tax benefits to
companies and employment and not individuals perpetuates the current system where employers are practically
forced into providing insurance to their employees.
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NSBA’s Comprehensive Solution

In attempting to create positive health care reform for small businesses, one quickly bumps up against the reality
that small business problems cannot be solved in isolation from the rest of the system. Since small businesses
purchase insurance as part of a larger pool with shared costs, the decisions of others directly affect what a small
business must pay and the terms on which insurance is available to them. It has become clear to NSBA that—to
bring meaningful affordability, access, and equity in health care to small businesses and their employees-—a broad
reform of the health care system is necessary. This reform must reduce health care costs while improving quality,
bring about a fair sharing of health care costs, and focus on the empowerment and responsibility of individual
health care consumers.

There is no hope of correcting these inequities until the U.S. has something close to universal participation of all
individuals in some form of health care coverage. NSBA’s plan for ensuring that all Americans have health
coverage can be simply summarized: 1) require everyone to have coverage; 2) reform the insurance system so no
one can be denied coverage and so costs are fairly spread; and 3) institute a system of subsidies, based upon family
income, so that everyone can afford coverage.

Individual Responsibility
Small employers who purchase insurance face significantly higher premiums from at least two sources that have

nothing to do with the underlying cost of health care. The first is the cost of “uncompensated care.” These are the
expenses health care providers incur for providing care to individuals without coverage; these costs get divided-up
and passed on as increased costs to those who have insurance.

Second is the fact that millions of relatively healthy Americans choose not to purchase insurance (at least until they
get older or sicker). Almost four million individuals aged 18-34 making more than $50,000 per year are uninsured.
The absence of these relatively-healthy individuals from the insurance pool means that premiums are higher for the
rest of the pool than they would be otherwise. Moving these two groups of individuals onto the insurance rolls
would bring consequential premium reductions to current small business premiums.

Of course, the decision to require individuals to carry insurance coverage would mean that there must be some
definition of the insurance package that would satisfy this requirement. Such a package must be truly basic. The
required basic package should include only necessary benefits and should recognize the need for higher deductibles
for those able to afford them. The shape of the package would help return a greater share of health insurance to its
role as a financial backstop, rather than a reimbursement mechanism for all expenses. More robust consumer
behavior will surely follow.

Incumbent on any requirement to obtain coverage is the need to ensure that appropriate coverage is available to all.
A coverage requirement would make insurers less risk averse, making broader insurance reform possible.
Insurance standards should limit the ability of insurance companies to charge radically different prices to different
populations and should eliminate the ability of insurers to deny or price coverage based upon health conditions, in
both the group and individual markets. Further, individuals and families would receive federal financial assistance
for health premiums, based upon income. The subsidies would be borne by society-at-large, rather than in the
arbitrary way that cost-shifting currently allocates these expenses for those without insurance.

Finally, it should be clear that coverage could come from any source. Employer-based insurance, individual
insurance, or an existing public program all would be acceptable means of demonstrating coverage. More and more
health care policy leaders are realizing the need for universal coverage through individual responsibility and a
requirement on each person to have health insurance.

Reshaping Incentives
There currently is an open-ended tax exclusion for employer-provided health coverage for both the employer and

employee. This tax status has made health insurance preferable to other forms of compensation, leading many
Americans to be “over-insured.” This over-insurance Ieads to a lack of consumer behavior, increased utilization of
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Chairman Baucus, Ranking Member Grassley, and esteemed Senators, it is a distinct
honor to appear before this distinguished committee as it begins the monumental
undertaking of reforming our health care system. My name is Mark A. Hall, and I am a
Professor of Law and Public Health at Wake Forest University, where [ specialize in
health care finance and regulation.

My testimony addresses problems in the structure and functioning of private health
insurance markets. I have studied these markets for almost two decades, starting with a
Fellowship at the Health Insurance Association of America in 1991, and continuing
through fifteen years of empirical studies with insurers, agents, employers, and
regulators.

Health policy analysts are fond of invoking medical metaphors, and I too cannot resist.
Some might say that the private health insurance market is crippled, severely wounded or
on life support. I am not quite that gloomy, but no one can deny that the market is far
from a picture of rosy health. Some parts are functional, other parts are in steady decline
from chronic ailments, and yet others are fairly stable but show ominous precursors of
acute illness. T will describe these critical indicators and diagnose the underlying
conditions that afflict different parts of the market organism.

The Numbers

Since 2000, insurance premiums have doubled, increasing four times faster than earnings
or general inflation (Figure 2). Today, the average cost of family coverage is over
$12,000 a year, which is about one-quarter of median household income. Single
coverage averages about $4500 a year, which is almost half the income of someone at the
federal poverty line.

These averages reflect employer-based coverage. For individual insurance, the industry
reports average rates that are about half these amounts (32600 single coverage and $5800
family), but this is for coverage that tends to be much less generous and more difficult to
obtain than employer-based insurance.

Premium increases are driving people out of the insurance market. Since 2000, both the
percentage of employers offering coverage and the percentage of people covered by
employers have dropped more than five points, to around 60 percent (Figure 3 and
Exhibit 1). This decline in employer coverage has not been accompanied by any increase
in individual coverage. Therefore, the portion of the non-Medicare population covered
by private insurance has slipped from about 3/4 to about 2/3 in the past six years.

These disturbing declines have occurred despite strenuous efforts to shore up the
market’s erosion through legislation. For instance, federal reforms expand tax benefits
for purchasing insurance {HSAs) and restrict insurers’ from rejecting group applicants
(HIPAA). These laws have been vitally important. Without them, conditions would only
have worsened much more than they have. But, we must keep in mind that it will take
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considerable additional effort simply to keep things from getting worse, let alone to
substantially improve or to fix this market.

Things have gotten worse despite corrective efforts because the basic market conditions
that cause the problems are still very much in place. Indeed, they are elemental. These
market conditions will always plague us to some extent because they derive from a
fundamental fact of the human condition — that the need for medical care is highly
skewed throughout the population. This point is the main focus of my testimony.

The Highly Concentrated Burden of Medical Costs

The high concentration of most medical costs in a relative few people is the single most
important fact for understanding the private insurance market. It is hard to find the right

words to describe this foundational statistical phenomenon in terms that are sufficiently
compelling, so I will start with a graphic depiction.

Figure 1: Concentration of Health Care
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Arraying the population by health care spending in a year, this chart shows that
¢ the top 1% (those who spent more than $43,000) accounted for almost one-fourth
of total spending
the top 5% (who spent more than $14,000) accounted for half of all spending
and the top 20% (who spent more than about $4000) accounted for 80% of
spending.
The bottom half of the population distribution (who spent less than $800 that year)
incurred less than 4% of total costs.

For convenience, I refer to this as “the 80/20 rule.”” I call it a rule because the pattern is
remarkably universal. This pattern has a fractal geometry that appears wherever one
fooks. Tt holds true both for the population at large and for just about any subpopulation
of any size one might choose to examine (see Exhibit 3). Medicare spending is
essentially just as concentrated as that for people in their 40s, or that in just about any
larger employer group. The extreme concentration of health care costs is an economic
law of nature that has been observed as early as the 1930s and that will be with us for as
long as anyone can foresee — regardless of how we deliver and pay for health care.

There is no easy way to reduce or eliminate the effects of concentrated medical costs
because the extremes are so great. Various techniques such as high-risk pools,
reinsurance, and risk adjustment have been tried or proposed. These measures can
certainly help somewhat, but the amount of money involved is too large to eliminate the
basic underlying phenomenon. For instance, if even the top half of expenditures (which
are concentrated in 5% of the population) were removed from the market, we would still
have a market in which some people’s expenses were ten times greater than the middle of
the distribution. Removing half the costs would cut the total costs in half, but this would
not alter the basic dynamics created by the fact that the remaining costs would still be
concentrated in a relatively small portion of people.

Market Dynamics: Risk Segmentation, Adverse Selection, and Medical
Underwriting

1 stress the 80/20 rule because it is the most elemental fact of health insurance. It is as
fundamental as gravity, and as pervasive as the weather. It is the endemic First Cause
that reaches everywhere and explains just about everything of importance in the market
for insurance.

The high concentration of medical costs is why we need and have insurance in the first
place. Pooling expenses across a population keeps them affordable for everyone, but the
extreme costs at the high end also explain why insurance is so expensive, especially for
those who anticipate no real need.

The extreme magnitude of differences in health risks also explains the private insurance
market’s most perplexing dynamics. I will describe several troubling phenomena, each
of which derives from the basic fact that insurers stand to gain a great deal by avoiding or
appropriately pricing people with higher risks. They also stand to lose a great deal if they
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do not attract a good number of lower risks. Therefore, competitive forces in health
insurance markets inevitably focus on risk selection (or risk segmentation). Other points
of competitive focus — such as product design, benefit coverage, sales vehicles, and care
management — either have much less impact on profitability or are themselves surrogates
for risk selection or segmentation.

The most visible form of risk selection is medical underwriting. This consists of
evaluating the health risks specific to each subscriber in order to assign an actuarially fair
price. According to industry figures, about 70% of people who apply for health
insurance receive an offer of coverage at standard rates or better. The rest are either
declined (12%), offered higher rates (6%), or offered coverage that excludes one or more
particular pre-existing conditions (13%). In field studies, market testers found that
conditions as common as asthma, ear infections, and high blood pressure can create
problems obtaining coverage.

Medical underwriting is necessary because of adverse selection — the tendency of people
to avoid the purchase of insurance unless they expect to need it, and for those with more
need to buy more insurance. A health insurance market could never survive or even form
if people could buy their insurance on the way to the hospital. Therefore, medical
underwriting rewards people who purchase while they are still young and healthy, and
imposes pre-existing condition exclusions or charges higher rates, for those who are not.

An especially aggressive form of risk screening is called “post-claims underwriting” —
namely, waiting to assess pre-existing conditions until a paying subscriber submits large
claims. If, after more scrutiny, insurers find that applicants were not completely
forthcoming, they have been known to rescind coverage retroactively, even after people
have paid premiums and received authorized treatment. State insurance regulators
monitor such practices and determine when they are excessive or inappropriate, butitis a
constant tension between public-minded regulators and competing insurers to determine
the boundary of proper underwriting and claims adjudication.

The mirror image of adverse selection is adverse retention. A newly underwritten
insurance pool will tend to deteriorate over time, meaning that the pool’s health costs will
increase fairly steeply relative to marketwide averages. This durational effect is
pronounced because people are free to shop around for cheaper or better insurance — but
only if they are still healthy. To remain competitive, insurers target these shoppers by
offering them their most attractive rates. To compensate, they must increase the rates of
renewing subscribers — which is one reason people experience rate hikes that are much
steeper than their increases in wages.

Existing subscribers who no longer can pass medical underwriting, or who would be
subjected to new pre-existing condition exclusion periods, are stuck with the insurance
they have. Although they are guaranteed to be able to keep this coverage forever, at
some point mounting medical costs in the pool make it no longer economical for the
insurer to sell that particular policy. And, once no new healthier subscribers are entering
the pool, the costs skyrocket into what is called a “death spiral.” Some insurers exploit
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this dynamic by churning risk pools. They frequently close off existing policies to any
new subscribers and instead market new policies that are very similar but that are
available only to freshly underwritten subscribers. This practice results in more
hermetically separating lower versus higher risk subscribers into differently-priced
policies.

Medical underwriting, plus constantly searching for a better price, adds additional costs
to the system. These transaction costs account for a sizeable portion of the premiums
people pay — on the order of roughly 20-25% for individual insurance and 10-15% for
small groups. Constant turnover in coverage also undercuts the inherent efficiency of
insurance markets. Insurers have little incentive to invest in life-long health prevention
measures because the typical policyholder remains with a plan for an average of only
about three years.

The natural dynamics of risk segmentation are so strong that risk selection occurs even
without overt medical underwriting. Subscribers naturally sort themselves by risk to
some extent, according to the covered benefits and plan features they find most attractive.
Insurers and employers have learned that features such as deductibles, managed care, and
particular benefits that are covered or excluded appeal differently to people with lesser
versus greater health care needs. This is one reason many health policy analysts favor
uniform benefits and why most employers limit their workers® choice of health plans.

Necessary Reforms

Various insurance market reforms have worked well to mitigate the worst excesses of
these market-driven competitive practices, but these counteractive measures are not
capable of eliminating these effects. Risk selection practices flow directly from the very
nature of how competitive markets should and must respond to highly concentrated
health risks. Therefore, these effects will never be eliminated unless the market is
fundamentally restructured.

The basic requirement is to place people into large groups whose membership is not tied

to health risk, and to limit the choice of plans within the group. This is currently how
large employer groups work, which is why they remain the best-functioning part of the

market. These conditions also fit subsidized insurance pools such as the Massachusetts
Connector. To meet these essential conditions, everyone (or almost everyone) who is
eligible must agree to purchase insurance from their assigned group, and the insurers
must not have a great deal to lose or gain according to how healthy or sick each
subscriber is. This is easy enough to state in the abstract, but exceedingly difficult to
achieve in practice.

I wish this Committee and the Senate Godspeed and wisdom in pursing this formidable
challenge.



Figure 2: Annual Growth Rates for Health Insurance Premiums, Workers
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Earnings, and Overall Inflation, 1988-2007
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Source: Kaiser Family Foundation/Health Research and Educational Trust.

Figure 3: Percentage of Employers Offering Health Benefits by Firm Size, 1996-
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Source: Kaiser/HRET Survey of Employer-Sponsored Health Benefits.
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EXHIBIT1
Health Insurance Coverage Among Nonelderly Americans, By Age And Source Of
Coverage, 2000-2004 And 2004-2006

Al nonelderly Aduits Children
Coverage Change Coverage Change Coverage Change
distribution {millions  distribution {miliions distribution {millions
TTTTTTTTTTT efpeople) T T ofpeople) T T of people)
2000-2004 2000 2004 2000-04 2000 2004 2000-04 2000 2004 2000-04
Albincemes imitlions
of peaple; 2451 2551 10O 168.8 85+ 783 778 15
Ermplover 67.84  633%r -49° 68.9% 2.2 854 807 -26°
Meagicard/ state B8 11.2¢ 89 5.3 26- 167 219 4.3
TRICARE  Metivare 2.1 3 Q.5 23 1.0- 17 1.3+ ~0.3"
Private nongroun 5.1 5.4 1.3 5.6 0.9 39 4.4 8.4
unirsured 161 7.8 6.0 17.9 B3F 123 i1e -0.4
2004-2006 2008 2006 2004~06 2004 2006 2004-06 2004 2006 2004-05
R} srzomes (mithonsg
of peaple} 2551 26800 49 177.3 1818 &5 778 782 0.4
Emgloyer B84.0%  B2.0% Q5 85.2% 8444 15 814 59.73%F ~1(¢
Nedieaid/ state 112 113 Qs 8.8 8.5 2.3 218 224 0.5
TRICARE/ Medare 23 2.3 3 27 28 0.3 14 14 a0
Private songroup %53 55 00 6.0 58 Gl 4h 48 a0
Unireured 169 179 34 195 2040 2.4 109 12147 1es

SQURCE: Urban Irsvitute. 2007, hased on data ‘rony the 2001 2005, and 2007 Mareh Supplements of the Currert Popuiation
Sunay,
NOTE: Excludes those age sixty-five and oider and those i the Armed Forces.
Clange n percenage of peopic s statsteally sgrifwant 1at the 857 confidence level:.
“Change i percertage of people 15 statistically significart (at the 90% confidence levell
Charge v cuimbers of people 15 steusteally sigriticant ia the 95 7 confidence level,
Change n numbers of people is statisucally signfeart dat the S0 corfidence teveh.

EXHIBIT 4
Percentage Of Medicare Spending Attributable To The Most Expensive 5 Percent And
1 Percent Of Beneficlaries, Aggregated Over Four-Year Perlods, 1975-2004
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SOURCE: Claims and enroliment data from the Continuous Medicare History Sample, various years.
NOTES: Data are for beneficiaries entitled to Part A and Part B and in fee-for-service in each year they were alive. Data have
been inflation adjusted 1o the last year in the period using the Consumer Price index-All Urban Consumers.





