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Senator Barack Obama has proposed having a public plan available to those seeking coverage in a
purchasing arrangement, such as the Federal Employees Health Benefits Plan. Senators Hillary
Clinton and John Edwards had similar proposals. In the academic world, Jacob Hacker of Yale
University has articulated the same proposal in his Health Care for Americans plan.? Likewise, the
reform approach we (with Len Nichols of the New America Foundation) outlined in 2001, under the
auspices of the Robert Wood Johnson Foundation’s Covering America project, would have required
each participating state’s purchasing pool to include its own managed fee for service plan.?

The basic idea behind this approach is to
develop a government-funded plan that would
follow the traditional Medicare program in
many respects and would compete with private
insurers for covered lives. It could be modeled
after the traditional Medicare program, but
that is not a necessity; other government self-
funded plan models are possible. Using the
Medicare example, the plan could use
Medicare’s evolving systems of payment for
hospitals, physicians, and other providers. The
levels or rates of payment could be the same or
perhaps somewhat higher than Medicare but
lower than typical private payments today. The
public plan could also use Medicare policies to
determine what types of services, including
new procedures and technologies, would be
covered, and it could take advantage of
Medicare research on medical homes, chronic
care coordination programs, and health
information technology and adopt them when
cost-effective. Benefits would differ from
Medicare in that they would be structured
more like typical employer-based insurance,
including pharmaceuticals, out-of-pocket
maximums, and common levels of cost sharing.
The expectation is that the administrative
costs of the public plan would be below those of
the private competitors.

The intent of the competing public plan is to
use the administrative efficiencies of
government-run health insurance plans, as

well as the purchasing power of government to
control costs. The underlying argument is that
individual insurers do not have (or are
unwilling to use) the market power to counter
the pricing power of many hospital systems or
physician specialties. This seems likely to
remain true even if reforms lead to more
aggressive competition in insurance/managed
care markets. Thus, the power of a larger
purchaser motivated to contain costs is needed
to control rising health care expenditures.

The concerns over the use of a public plan are
that its purchasing power will be overused* and
will lead to the elimination of the private
market and to a government-run health care
system. The overuse of monopsony power, seen
by some as inevitable because of budgeting
constraints, could then lead to reduced access,
lower quality, and the explicit rationing of
health care due to constraints on supply and
financing. There is also concern that
government plans have unfair advantages over
private plans: they don’t need to maintain
reserves, earn profits to attract capital, or pay
premium taxes.

In this brief, we argue that using a public
plan is a good idea and will likely contribute to
cost containment but is probably not a panacea.
It’s likely to have lower administrative costs
and to exert more control over provider
payment rates. But there are clear limits on
the use of government power as a payer. As a
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result, concerns that it will drive out strong
private competitors are misplaced.

Administrative Cost Savings

According to the evidence on administrative
costs, government-run plans have lower
administrative expenses than private plans,
particularly those in the individual and small
group market. Woolhandler, Campbell, and
Himmelstein find that private insurance
overhead amounted to 11.7 percent of
premiums, compared with 3.6 percent overhead
for Medicare and 6.8 percent for Medicaid.?
Estimates of Medicare administrative costs are
often understated because they often exclude
the costs of CMS administrative staff, office
space, and collecting Medicare premiums and
payroll taxes.6

After accounting for these, Matthews finds
administrative costs of government programs
to be in the neighborhood of 5 percent.” Private
administrative costs, including profit,
commissions, and taxes, are as high as 30
percent in the individual market, 23 percent in
the small group market, and 12.5 percent in
the large group market. In part, Medicare
administrative costs are low because of the
higher average claim costs. High fixed costs of
insurance administration mean that lower
levels of claims, due to a healthier group or a
lower actuarial value of the plan, will have
higher administrative costs relative to claims.
When Matthews adjusts for the larger claim
levels in Medicare, he finds that the program’s
administrative costs, if a more representative
segment of the population were being covered,
would be 6-8 percent, still lower than in
private plans.

The Congressional Budget Office (CBO) has
conducted a comparison that gets around both
the claim size and the understatement of
government administrative costs problem. CBO
compared the administrative costs and private
health plans participating in Medicare with
those of the traditional Medicare program.
Both estimates would underestimate Medicare
administrative costs for the reasons given
above, but the key point is the differential.8
CBO concludes that administrative costs and
profits account for 11 percent of private plans,
while the administrative costs of the Medicare

fee-for-service program are less than 2 percent
of expenditures. Thus, several studies have
concluded that there is a significant difference
between public and private plan administrative
burdens; consequently, a public plan with the
same benefits as a private plan should be lower
cost simply from administrative efficiencies.

The savings thought inherent in a competing
public plan can be overstated, however. The
administrative costs of health insurance plans
lie in claims processing, utilization review and
provider profiling activities, disease and
chronic care management, marketing,
underwriting, collecting premiums and profits.®
Several of these functions—for example, claim
processing, claims and utilization review, and
care management and premium collection—
would all be part of any public plan. In a
system that includes competing plans within
an exchange, marketing costs may be reduced
but do not disappear. Underwriting costs would
presumably be eliminated, but commissions
and profits for private plans would not. Thus,
while administrative costs would likely be
lower in a new public plan, they are not likely
to be as low as in current public plans. Further,
administrative costs of private plans within a
purchasing exchange would not be as high as
we now see in the individual and small group
market. Thus, while differences will remain,
they are not as great as some expect.

Provider Payment Rates

The second reason for having the government
play a role as a competing plan is because
insurer and hospital markets are increasingly
dominated by large insurers and provider
systems. The increased concentration has made
it difficult for the nation to reap the benefits
usually associated with competitive markets.10
The consolidation in the insurance market has
not led to strong insurers who are willing or
able to negotiate effectively with dominant
hospital systems. As a result, countervailing
power on the demand side may be needed to
control costs.

Insurance markets have become dominated
by a small number of large insurers. For
example, Robinson found that in all but 14
states, three or fewer insurers accounted for 65
percent of the commercial market in 2003.11
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The Herfindahl-Hirschman Index (HHI) is a
measure of market concentration used by the
Department of Justice and the Federal Trade
Commission to analyze markets and evaluate
whether mergers and acquisitions should be
blocked.2 Thirty-four states had HHIs of
greater than 1800, the level at which the
federal guidelines deem markets highly
concentrated and therefore of anti-trust
concern. Robinson also found, when examining
data from 2000 to 2003, that while medical care
costs grew considerably faster than inflation
during these years, private insurer revenue
increased even faster. Thus, the market power
of insurers meant that they were not only able
to pass on health care costs to purchasers but
to increase profitability at the same time.

Dominant insurers do not seem to use their
market power to drive hard bargains with
providers, for at least four reasons. First,
insurers believe, probably correctly, that they
cannot attract enrollees without including
flagship hospitals. As a consequence, large and
expensive teaching hospitals, have little
incentive to negotiate with insurers and lower
prices. Second, small insurers do not
aggressively compete over price. Rather, rising
premiums and increased profitability of
nondominant firms!3 provide indirect evidence
of shadow pricing by smaller insurers; that is,
smaller insurers do not seem to compete on
premiums to gain market share but rather
seem to follow the pricing of the dominant
insurer. Competition in insurance markets is
often about getting the lowest risk enrollees as
opposed to competing on price and the efficient
delivery of care.' Third, the market is affected
by the lack of clear information necessary to
allow individuals to effectively shop for plans
based on benefits, price, and quality. Without
active competition, the dominant insurers have
no need to bargain aggressively with providers.
Finally, the consolidation of hospital systems
that has occurred in recent years has also
severely limited insurers’ ability to negotiate
with hospitals for lower rates.

Hospital consolidation has expanded rapidly
since about 1990, in part as a response to the
growing market power of insurers and
managed care plans.!> Often hospitals have
allied with physician group practices to further

strengthen their bargaining power. Estimates
from Vogt and Town suggest a one-third
reduction in the number of local hospital
systems over this period in metropolitan
areas.16 Further, 88 percent of large
metropolitan areas are in highly concentrated
markets (HHIs greater than 1800) as defined
by the Federal Trade Commission and the
Department of Justice.”

Results from several studies on the impact of
consolidation are mixed, but they generally
suggest that hospital prices are, at a minimum,
5 percent higher than in less concentrated
markets. Several studies show larger
increases.!® When consolidation occurs among
hospitals geographically close to one another,
price increases have been substantially larger,
as much as 40 percent or more.'® Further, there
is evidence of shadow pricing; rival hospitals
also have increased prices in response to
market consolidation.2° Other evidence
suggests that hospital consolidation has
produced cost savings for the consolidated
hospitals; together with evidence of increased
prices, this suggests that increased market
power has led to increases in hospital
profitability.2! Finally, while the evidence is
somewhat mixed, it suggests that hospital
consolidation does not improve the quality of
care.?2

One response to insurer and hospital
consolidation is that there should be more
aggressive antitrust enforcement.? The recent
history of The Federal Trade Commission and
Department of Justice efforts in this area has
not been encouraging. Indeed, since 1994, the
agencies have suffered an unprecedented seven
consecutive defeats in litigated cases.24 The
agencies remain committed to antitrust
enforcement,?’ and antitrust review still
discourages some planned mergers.26 However,
to us, this path does not now seem a promising
way to address the consolidation issues on a
broad scale,?” particularly given that in so
many markets the key mergers have already
occurred.28

Another response to consolidation in the
insurer and hospital markets is to use a public
plan with a substantial number of covered lives
as an engineer of cost containment. Medicare
has clearly had some success in restraining

© 2008, The Urban Institute Health Policy Center « www.healthpolicycenter.org




hospital and physician payments. For example,
in 2005, the private payment-to-cost ratio for
hospitals exceeded 1.20, while Medicare
payments were about 4 percent below hospital
costs.?? Medicare physician payments are also
20 percent less than rates paid by commercial
msurers in 2006.3° Moreover, Boccuti and Moon
have shown that the Medicare program had
slightly lower average rates of growth in
spending for comparable services between 1970
and 2000 than private insurers.3! Finally,
White has shown that Medicare payment
policies have reduced Medicare cost growth
over time, particularly for hospital and post—
acute care services; spending growth for the
nonelderly did not show similar reductions.32

There are, however, limits to the savings that
can be achieved with the government as a
strong competing payer. While the government
will likely have considerable power to set
provider payment rates, it is not likely to use
all the market power it has available. The
problem is that the government, as a strong
buyer, becomes responsible for the health and
stability of the system. If it limits hospital and
physician payments too strictly, it faces the
risk of perhaps causing hospital closures,
slowing down the introduction of new
technologies by more than is socially desirable,
limiting access to physician services, and
affecting the quality of individuals seeking
medical education.

Politics (pressure from provider
organizations, and public concern) also tends to
weaken the will of policymakers to aggressively
contain costs. The fact that the government
will not use all the power available is evident
from Medicare payment and coverage
decisions. An example is the sustainable
growth rate (SGR) policy introduced in 1998.33
The intent was to not allow real spending per
Medicare beneficiary to grow faster than the
national economy as measured by per capita
growth in gross domestic product (GDP). If
Medicare spending for physician services grew
faster than GDP, then the annual increase in
physician fees would be less than the increase
in physician input prices, and fees could even
be reduced.

The intent of the policy was to give
physicians a strong incentive to control

utilization. The problem is that the measure of
compliance applies to physicians in the
aggregate, not at the individual level. But
individual physicians are unlikely to believe
that their own behavior materially affects the
outcome being measured. As a consequence,
expenditure growth has typically exceeded the
increase in GDP. But rather than see physician
fees decline, Congress has consistently (with
the exception of 2002) provided for continued
fee increases. Most recently, Congress agreed
to small increases in Medicare fees for 2008
and 2009, rather than see the scheduled 10.5
percent reduction in fees be implemented.
Regardless of whether Congress made the
correct decision in this case, it is an example of
how difficult it is for the government to use its
power to reduce provider payments.

Another example of the limits to government
power is Congress’s unwillingness to let
Medicare negotiate with drug companies over
prescription drug prices. Another is the
approval of computed tomography angiography
by Medicare carriers in response to intense
lobbying from physician specialists who employ
the procedure despite limited research evidence
and skepticism by the Medicare Coverage
Advisory Committee.34

The Likely Scenario

We think that a public plan would not drive out
private competitors and result in a government
takeover of the system, nor would it be fully
successful in controlling cost growth. Rather,
there is a more realistic scenario for how public
plans would operate as competitors with
private plans in a purchasing pool or exchange
arrangement. The public plan would lead to
control of cost growth, but the extent of control
would be limited for the reasons noted above.
Private plans would not disappear. Private
plans that offer better services and greater
access to providers, even at a somewhat higher
cost than the public plans, would survive the
competition in this environment. It is also
conceivable that private plans offering a lower-
cost option—for example, lower premiums than
the public plan, say by exploiting care
management innovations, and network and
payment rate limitations—could stake out a
separate competitive niche in some markets.
This depends in part on how payment rates are
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set by the public plan. If we are right that there
is a real constraint on the use of government
power, then it is entirely feasible that lower-
cost private plans could survive.

The presence of private plan competition will
place a constraint on how penurious a public
plan can be. Public plans would have to keep
physicians and hospitals reasonably happy,
otherwise enrollees would exit to private plans.
The presence of a well-run public plan would
constrain private spending, as the plans would
have to compete on price, which does not
frequently occur today. Private insurers who
are not adding much value and lack clout are
likely to disappear in the face of public
competition. But at the same time, those that
are able to offer a superior product through
high levels of efficiency, satisfaction in
consumer preferences and ease of access to
quality medical services will survive in a
reformed market. Incentives for them to
innovate in the areas of cost containment and
service delivery will be enhanced by the
presence of a well-run and effective public plan.
Integrated health systems, for example, would
likely do well because of their inherent
efficiencies.

Another issue with a competing public plan is
that it could be attractive to individuals in poor
health or with disabilities. This is particularly
true if the public plan develops state-of-the-art
care management programs. The market can
provide a disincentive for private insurance
plans to develop model programs for treatment
of, say, diabetes, asthma, or HIV/AIDS because
this increases the likelihood that the plans will
attract patients with these conditions. The
public sector does not have the same
motivation; in fact, the public sector should be
able to contract for the best care management
systems available. But to the extent better care
management attracts poorer risks to the public
sector, 1t will be important that this not be
reflected in the pricing of the public program
option. To the extent that patients with these

kinds of health conditions enter public plans,
there are savings to the remaining private
plans. Some higher costs could compensate for
certain government advantages (no need for
reserves, profits, taxes), but there will still be a
need for risk adjustment. Most of the excess
cost of these higher-risk patients that are borne
by the public sector should be paid for either
through an assessment on the competing
private plans or through taxes.

Conclusion

Having a competing public plan will neither
destroy the private insurance market nor lead
to a government takeover. Private plans are
attractive because of their ability to be
responsive to consumer demands for choice and
their innovations resulting from both the profit
motive and desire to attract a larger
enrollment base. Public plans are attractive
because they can offer better access to
necessary care for diverse populations, they
have lower administrative costs, and they can
be large-scale purchasers with a strong
negotiating position with providers. The
presence of both types of plans should allow the
advantages of each to enhance a reformed
insurance marketplace while protecting the
markets from the potential negative
consequences of each type acting alone.

The competing public plan is likely to be
useful as part of a cost-containment strategy,
but it is not all that is needed. Using electronic
medical records; evaluating the cost
effectiveness of new technologies; developing
ways to manage the care of high-cost
chronically ill individuals; designing cost-
sharing structures that encourage the use of
high-value services; developing payment
reforms that better price services to align with
costs; and implementing public health
measures to reduce obesity, smoking, diabetes,
and other chronic conditions all need to be part
of the system as well.
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