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R
ecent health reform proposals rely on a number of ap-
proaches to constrain health expenditures. One is to ap-
ply government cost controls. ] Government cost
controls are measures by which federal, state, or local

governments play a director indirect role in financing and paying
the facilities and providers through which health care services are
delivered. Government cost controls include limits on average
price of health insurance, (i.e., premiums), prices of particular
categories of health services (e.g., physicians’ fees), overall ex-
penditures for a particular health care category or facility (e.g.,
hospitals), or overall outlays for a particular source of funding
(e.g., national, state, or local government budgets).

This chapter begins with a brief description of the key govern-
ment cost-containment strategies in selected health reform pro-
posals (see box 2-1 ).2 It examines analysts’ assumptions about
the effectiveness of government cost control strategies because
alternative assumptions can result in wide variation in the esti-
mates of “savings” that can be achieved by adopting a particular
reform plan. The analyses of proposals reviewed in this chapter
are summarized in table 2-1. Analysts’ key assumptions are sum-
marized in table 2-2. The chapter also reviews the empirical evi-
dence on the effectiveness of key government cost-control
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1 Other approaches  include increasing consumer cost-sharing, promoting managed L-—.....~
competition, and instituting tax incentives, Managed competition is discussed in chapter
3. .

2 The chapter does  not examine all of the health reform proposals introduced in Con-
gress in the current or past legislative sessions, nor does it examine all prf~jections of na- I 21
tional health expenditures (N HE) for those proposals.
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Negotiated prospective spending limits for operating expenses for hospitals, nursing homes, and other

institutional- or facility-based care (H, R. 1200/S, 491)

Negotiated prospective expenditure limits (or risk-adjusted per-enrollee cavitation payments) for new

Comprehensive Health Service Organizations (CHSOS) (H.R, 1200/S. 491)

Prospective Iimlts on overall spending by fee-for-service plans (optional) (H.R. 3600/S, 1757)

Fee schedules for services provided by physicians, hospitals, and other professionals in fee-for-service

plans and potentially for some prescription drugs (HR.  3600/S. 1757)

Maximum payment rates for each class of non-Medicare health services, generally set using Medicare pay-

ment methods (staff- and group-model HMOS would be exempt) (H.R, 200)

Maximum payment rates for Medicare health services, reduced as needed to conform to the national Medi-

care budget (H.R. 200)

State-established payment programs that would exempt providers in the state from the federally set maxi-

mum payment rates, if overall expenditures remained within the maximum payment rates (H.R. 200)

Negotiated prospective fee schedules for physician and other professional services, able to be adjusted by

states (H. R. 1200/S. 491)

Negotiated prescnphon  drug prices (H.R. 1200/S. 491)

SOURCE. OffIce of Technology Assessment, 1994

strategies. 3 The chapter addresses the following ■ Can any savings be attributed to government
questions about the evidence and analysts’ con- cost-controls and, if so, is it possible to quanti-
clusions about government cost-control strate- fy the savings resulting from a particular set of
gies: government cost controls?

3 The chapter does not review the evidence on the effectiveness of government attempts to control utilization directly (e.g., by utilization
review programs) or indirectly (e.g., by limiting health care technology or capacity, such as in certificate-of-need programs). These types of

controls play a relatively unimportant role in recent health reform legislation and are not modeled in NHE estimates.
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~ Is there empirical evidence to support assigning
particular effectiveness ratings to a set of gov-
ernment cost-control strategies?

The final section provides conclusions and
policy implications relevant to modeling gover-
nment cost-control strategies.

KEY GOVERNMENT COST-CONTROL
STRATEGIES
The proposals relevant to this chapter vary in the
extent to which they use explicit limits and sup-
porting mechanisms, in the proportion of national
health expenditures (NHE) to which the mecha-
nisms apply, and in other specifics (e.g., permissi-
ble growth rates for budgets or premiums). For
example, premium limits under the Health Securi-
ty Act (H.R. 3600/S. 1757) would apply to about a
third of NHE according to the Clinton Adminis-
tration (155). The amount of NHE that is subject
to limits is an important factor in estimating the ef-
fect of government cost-controls on national
health expenditures.

As background for understanding the kinds of
assumptions that analysts make, this section pro-
vides an overview of selected key government
cost-control mechanisms in the proposals that fea-
ture the controls:4

the Health Security Act (H.R. 3600/S. 1757),
the American Health Security Act of 1993
(H.R. 1200/S. 491), and
the Health Care Cost Containment and Reform
Act of 1993 (H.R. 200).

Health Security Act (H.R. 3600/S. 1757)
The Health Security Act proposes to constrain the
growth of health expenditures for the standard
benefit package through numerous mechanisms,5

including premium growth limits (see table 2-3).
Premium limits are considered to be “backstop”

mechanisms for constraining the growth of expen-
ditures.

Under the act, a National Health Board (NHB)
would set the initial-year premium limits for re-
gional health alliances (H.R. 3600/S. 1757, sec-
tion 6002). The initial-year premium 1imits would
form the basis for health plan premium bids.
Weighted-average regional alliance premiums
would then be allowed to grow no faster than the
rate of the projected increase in the consumer price
index (CPI) plus 1.5 percent for 1996, the CPI plus
1.0 percent for 1997, the CPI plus 0.5 percent for
1998, and the CPI plus O percent for 1999 and
2000. For the year 2001 and beyond, the average
regional alliance premiums would be allowed to
increase no faster than the rate of change in the
CPI, plus the average change in real gross domes-
tic product (GDP) per capita unless Congress ap-
proved another rate. These limits on premium
growth would come into effect only when regional
alliance premiums exceed the target rate.

The Health Security Act has several mecha-
nisms to ensure that regional alliance premiums
for the standard benefit package would be no
greater, on average, than the levels determined by
the National Health Board and the growth rates
prescribed in the legislation. These include penal-
ties on health plans that in effect would reduce ex-
cessive premiums to the limits on a
dollar-for-dollar basis. In addition, fee schedules
for fee-for-service plans and the fee-for-service
component of other types of health plans, as well
as options for States or regional alliances to im-
pose prospective budgets on fee-for-service plans,
are intended to help keep premiums within the
legislated limits. The Health Security Act would
also limit the rate of increase in corporate alliance
premiums. Corporate alliances would be termi-
nated if they experienced increases in premiums
above the targeted amount.

4 Bills are from 103d Congress.
5 This act also has provisions intended to constrain expenditure growth by increasing competition among plans, as discussed in chapter 3.



Analysesa

Applying Encouraging Providing universal
government cost managed coverage to Reducing

controls competition uninsured people administrative costs
Proposal (chapter 2) (chapter 3) (chapter 4) (chapter 5)

American Health Security Act of 1993 (H R. 1200/S, 491)b

Comprehensive Health Reform Act of 1992 (HR. 5919)C

Health Care Cost Containment and Reform Act of 1992
(HR. 5502)C

Health Security Act (H.R. 3600/S. 1757)b

Health Security Act (H. R. 3600/S. 1757),b Lewin-VHl
scenario without government cost controls

Managed Competition Act of 1992 (H. R. 5936)C

Managed competition plan, Starr version

National health plan, full savings scenario

National health plan, administrative savings scenario

Single-payer plan,

Single-payer plan,
cost-sharing

Single-payer plan,

Single-payer plan,

Single-payer plan,

Single-payer plan,

CBO version with patient cost-sharing

CBO version without patient

GAO version

Grumbach et al. version

Lewin-VHl version

Woolhandler and Himmelstein version

Universal Health Care Act of 1991 (H.R. 1300)C

CBO

CBO

CBO CBO
Clinton Administration Clinton Administration
Lewin-VHI   L e w i n - V H l

 Lewin-VHl. . ,

CBO
ESRI

CBO

CBO

CBO

CBO
Clinton Administration
Lewin-VHl

CBO

Sheils et al.

CBO

CBO

CBO

CBO

CBO

CBO

CBO
Clinton Administration
Lewin-VHl

CBO

ESRI

ESRI

CBO

G A O

Grumbach et al.

Lewin-VHl d

Wool handler and
Himmelstein

CBO

KEY CBO = U.S. Congress, Congressional Budget Office, GAO = U S General Accounting Office, ESRI = Economic and Social Research institute

aFull Citations for the analyses are in appendix B

bBill numbers are for 103d Congress

CBiII numbers are for 102d Congress.
dAnalysis was conducted by Lewin-lCF The company was acquired and expanded in 1992 For purposes of this report all Lewin analyses are identified as Lewln-VHl

SOURCE Office of Technology Assessment, 1994
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Criteria for effectiveness ratings

“Effectiveness
rating” for Criteria for rating Criteria for rating

Design of expenditure limits as effective limits as ineffective
Proposal Analysis a expenditure limit limit in meeting target in meeting target

American Health CBO National and state
Security Act of budgets
1993 (H.R. 1200/
s. 491)

Health Care Cost CBO
Containment and
Reform Act of
1992 (H.R. 5502)b

National health
budget, divided
into a Medicare
category and a
non-Medicare
category of ex-
penditures

75% A single payment mechanism
A uniform system of reporting by all health

care providers.
Prospective budgets for hospitals and nurs-

ing homes
Prohibition of balance billing for covered

services.
Strong incentives for states to keep spend-

ing within their share of the national budget
since they would have to fund any excess
spending beyond the federal share of ap-
proved state budgets.

Medicare HCFA collects most of the data necessary to
category 7 5 % set rates and track spending relative to the

budgeted amounts, so that expenditure
limits enforced by rate-setting could be
reasonably but not totally effective in con-
trolling Medicare spending.

HCFA has considerable experience in setting
payment rates and estimating the re-
sponses of providers.

States would not be penalized for
failing to stay within their ap-
proved budgets.

The absence of prospective
budgets for hospitals, nursing
homes, and other institutional
providers of health care.

No provision for continually ad-
justing payment rates for nonin-
stitutional providers (e. g., physi-
cians) to assure that the expen-
diture limits were not exceeded,
nor a mechanism to recover any
excess spending that might
occur

o
g

(continued)



Crfteda for effmtiven~s  rathgs

“Effectfven@s
rating”  for Criter/a  for ratkig Crtterfa for rating

Desig n o f
Propo~l

expendjtum flm~ts as effwt~ve limits  as ineff~t~ve
Anatysj@

———————
expend~tun  limit

———_——— —-A—
Umjt in meeting target————————— In meeting target—-—————— ———— ————————— ——————.————— ———————————__— ~—

Non-Medicare Not discussed, part[clpat;on  m the nattona~ health
category 25Y0 clalms network WOLJId  be volun.

tary,
The data needed to determtne

compliance wtth expenditure
limits would be incomplete and
would  not be available  in a time-
ly fashjon,

The calculation of the states’ op-
tion to operate their OWn sys.
terns woukj  be very difficult to
make and spectfic  data on
states would not exist in usabfe
form for at least severaj  years,

The bill wouid  exempt  federa~jy
qualifled  FfMos  from rate-set.
ting, incfudtng  some ty~s of
HMos that have not been
show n to be cost-effective.

Health  &?CUI’@ CM) Premium limits for
Act @f.R. 3600/s.
9757)

1(,?0% Little  discussion,
regional  allian~~
exP?Wdtures

Clinton Premium limits for
MministratjM regiona~ a l l iance

I

10(3% Not documented

expenditures



Criteria for effectiveness ratings

“Effectiveness
rating” for Criteria for rating Criteria for rating

Design of expenditure limits as effective limits as ineffective
Proposal AnaIysis a expenditure limit limit in meeting target in meeting target

— — — —.

Lewin-VHl Premium limits for 85% The bill is specific and “specified adequately Health alliance premiums would
regional alliance the means by which cost controls will be grow at higher rates than al-
expenditures implemented. ”c lowed under the act due to the

advancing age of the baby
boom population.

Health alliances would experi-
ence losses in excess of the
premium limits due to plan
failures.

Universal Health CBO
Care Act of 1991
(H.R. 1300)

National budget 75% A single payment mechanism. Physicians and other institutional
A uniform system of reporting by all health providers would continue to be

care providers. paid on a fee-for-service basis,
Prospective budgets for hospitals and nurs- with no prompt feedback mech-

ing homes. anisms to assure that increases
Prohibition of balance billing for covered in the volume of services would

services. not offset restrictions on fees.

—— —— — . .
a Full citations for analyses are in appendix B

bCBO analyzed this bill but did not analyze H R 200, which iS Identically named and was Introduced in the 103d Congress.

CJ. F. Sheils, Jan. 21, 1994 (143) Full citation IS at the end of the report

KEY CBO = U S Congress, Congressional Budget Off Ice, HCFA = Department of Health and Human Services, Health Care Financing Administration, HMO = health maintenance organization

SOURCE Off Ice of Technology Assessment, 1994
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Government cost controls Characteristics of controls Details of controls

Expenditure limits Initial-year regional alliance
premium limits

Regional alliance premium
growth limits

Price controls Schedules for fee-for-service
services

Medicare program

Medicaid program

Optional payment methods State single-payer option

Prospective budgets for fee-for-
service health plans

— —

A NHB would establish per capita regional health alliance premium limits for the standard
benefit package for the initial year of the plan implementation. A fine would be imposed
on each health plan whose accepted bid caused the regional health alliance to exceed its
premium limit and on providers receiving payment from the health plan.

Growth in health alliance premiums would be limited through national and regional inflation
factors. On average, allowable premium increases above CPI would be reduced over
subsequent years such that by 1999, average premium growth would equal CPI growth.
For the year 2000 and beyond, the average national premium would be allowed to in-
crease at the rate of change in the CPI plus the average rate of change in real per capita
GDP unless Congress approves another rate. If a health alliance’s actual weighted-aver-
age accepted premium exceeds’ its premium limit in a given year, the inflation factor
would be reduced for the following 2 years to recover excess spending. Corporate al-
liances would have to adopt similar methodologies to determine their premiums.

Health alliances would negotiate with providers to establish a fee schedule for the fee-for-
service component of all health plans and for fee-for-service health plans. States could
adopt a statewide fee schedule or permit providers to negotiate collectively with a health
alliance. Balance billing would be prohibited.

Payment rates to providers for Medicare services would be lower than under current law. In
addition, the new Medicare pharmaceutical benefit involves strict price controls, includ-
ing the right of the Secretary of DHHS to negotiate special prices for new outpatient pre-
scription drugs deemed to be overpriced or to exclude them from coverage. The Secre-
tary would also appoint an advisory council on breakthrough drugs that would examine
the reasonableness of the price of new drugs that represent a breakthrough or significant
advance over existing therapies.

Federal payments to regional health alliances for Medicaid beneficiaries would be lower
than under current law.

States could choose to opt out of the health alliance system and establish a single-payer
system of health care financing, under which states would pay all health care providers
directly. The NHB would also establish premium Iimits for single-payer states. If per capi-
ta spending for the standard benefit package in those states exceeded the Iimits, those
states would be required to reduce payments to providers correspondingly.

States would have the authority to impose prospective budgets on fee-for-service health
plans offered through regional health alliances.

o

aFee-for-service component refers to the consumer’s option to seek services from providers outside of hls or her health plan’s network These providers would be paid according to the fee schedule

established by the state or regional alliance

KEY: CPI = consumer price index; DHHS = Department of Health and Human Services, GDP = gross domestic product, NHB = National Health Board

SOURCE. Off Ice of Technology Assessment, 1994
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I American Health Security Act of 1993
(H.R. 1200/S, 491)

The American Health Security Act would estab-
lish a state-based single-payer system of national
health insurance similar to the Canadian system
(171). The national health insurance system
would replace most current public and private
health insurance,6 and provide universal coverage
to all citizens and legal residents. Besides its tax-
based financing mechanism and universal cover-
age, the American Health Security Act includes a
national/state budgeting system for the national
health insurance program that could grow no fast-
er than the percentage increase in GDP for the pre-
vious year, plus population growth.7 The act also
contains several category-specific cost-control
strategies (e.g., on prescription drugs, hospitals,
nursing homes) (see table 2-4).

I Health Care Cost Containment and
Reform Act of 1993 (H.R. 200)

The Health Care Cost Containment and Reform
Act of 1993 (H.R. 200) would expand the Medic-
aid program, retain the existing Medicare pro-
gram, and encourage managed competition in the
private health insurance market, all operating un-
der a national limit on expenditures (table 2-5).
The national health budget would be divided into
a Medicare category and a non-Medicare category
of expenditures. The national health budget would
not apply to all sources of national health expendi-
tures. For example, expenditures for health ser-
vices by the Department of Veterans’ Affairs, the
Department of Defense, and the Indian Health
Service would be excluded from the national
health budget.

H.R. 200 is similar to an identically named act
introduced in the 102d Congress (H.R. 5502).8

Both have two key government cost-containment
features:

■ A limit on health expenditures, covering most
public and private health spending, would be
applied to services covered by Medicare and to
services not attributable to Medicare. Expendi-
tures for each category would be required to
grow no faster than the rate of growth GDP by
1999.

■ Payment rates for each category of personal
health services would be set at levels calculated
to keep health expenditures within the national
health budget. Rates would be set separately for
Medicare and for non-Medicare health spend-
ing (168).

In addition, the 1992 act provided for Medicaid
payment rates to be raised gradually to 90 percent
of Medicare rates (168). Other key government
cost-containment features of the Health Care Cost
Containment and Reform Act of 1993 are listed in
table 2-5.

1 Summary
Proposals often include more than one govern-
ment cost-control mechanism. Proposals may
also set a growth target or limit in legislation, al-
though none of the proposals applies such a target
or limit to NHE in the aggregate. As described be-
low, analysts often examine the array of cost-con-
trol mechanisms and other aspects of a particular
proposal and come to a global judgment about the
effectiveness of the cost-control provisions in
meeting a particular limit on health care expendi-
tures.

ANALYSES OF REFORM PROPOSALS
Several analyses—by the Clinton Administra-
tion, CBO, and Lewin-VHI—incorporate as-

6 The Department of Ve\erans  Affairs’ system and the Indian Health Service (in the Department of Health and Human Services (DHHS))
would remain.

T CBO noted ~a[ the Ame~can Health  Security Act defines the 1 imit on the growth of health expenditures in two different ways.  ~e alt~ma-

tive definition would limit the growth of health spending to the rate of increase in GDP for the previous year ( 171 ).

% CBO analyzed the bill H.R. 5502 from the 103d Congress, but did not analyze H.R. 200.



cdo

Government cost controls Characteristics of controls Details of controls

Expenditure limits National and state budgets for the na-
tional health insurance program, lim-
ited to growth of GDP in previous
year plus population growth.

Prospective budgets

Price controls

Institutional and facility-based care
(e.g., hospitals and nursing homes).

Comprehensive health service
organization.

Independent health care practitioners
(e.g., physicians).

Pharmaceuticals,

Optional payment methods Community-based primary health
services.

Other facility-based services (e.g.,
hospice care, outpatient services,
home-, school-, and community-
based services).

The national budget would be allocated to states, with the federal contribution to
states set between 81 and 91 percent of approved state budget amounts, averag-
ing 86 percent. States develop budgets broken down by function and categories of
services. States are responsible for funding the other 14 percent of budgets, as
well as any additional spending in excess of approved state budgets

Negotiated prospective budgets to pay for operating expenses for institutional and
facility-based care, including hospital services and nursing facility services. Budg-
ets include payments for outpatient care and non-facility-based care furnished by
the facility. Budgets can be amended before, during, or after the year if there IS a
substantial change in any of the factors relevant to budget approval.

CHSOS would be paid either through a prospective budget or through a basic risk-
adjusted cavitation payment for each of its enrollees.

Negotiated prospective fee schedules for physicians and other professional ser-
vices, designed to provide Incentives for practitioners to choose primary care
medicine over medical specialization, States are allowed to adjust fees depending
on whether expenditures under the fee schedule will exceed the state budgeted
amount with respect to such expenditures.

A Security Standards Board could determine or negotiate prescription drug prices
with the pharmaceutical industry.

Payments would be based on a prospective budget, on a basic primary care cavita-
tion amount for each enrollee, or on a fee schedule.

Payments would be based on a prospective budget, cavitation for each enrollee, a
fee schedule, or other payment method.

KEY: CHSO = Comprehensive Health Service Orgaanization, GDP = gross domestic product

SOURCE Office of Technology Assessment, 1994
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Government cost controls Characteristics of controls

Expenditure limits National health budget, by 1999
required to grow at the average
annual percentage Increase in
GDP during the five-year period
ending with the second previous
year.

Price controls Non-Medicare payment rates (for
services not subject to state pro-
vider payment systems or pro-
vided by staff- or group- model
HMOS).

Medicare payment rates

Optional payment methods Staff- and group-model HMOS

State provider payment systems

Details of controls
. . . —..

The national health budget would be divided into a Medicare category and a non-Medi-
care category of expenditures, each required to grow at the average rate of GDP by
1999, the Medicare and non-Medicare categories would be allocated to separate
“classes” of health services (e g., inpatient hospital services, outpatient hospital ser-
vices, physician services, and mental health services).

Maximum payment rates would be set for each class of health service for non-Medicare
services at levels estimated not to exceed the share of the non-Medicare budget for
the relevant class. Rates would generally be set using Medicare methods (e g , DRGs
for Inpatient hospital services, Providers would not be allowed to charge more than the
maximum payment rates.

Rates under the Medicare program would be based on existing provisions of Medicare
law and reduced as needed to assure that payments to providers conform to the Medi-
care budget

Services provided by group- or staff-model HMOS would be exempt from the maximum
payment rates. These HMO models could negotiate rates with hospitals and physicians
directly.

States could establish payment programs for hospital and/or physician services, or for all
services. The maximum payment rates established by the Secretary of DHHS would not
apply to providers m states with approved programs Expenditures for services cov-
ered under the state payment system should not be more than what expenditures
would be if the maximum payment rates applied in the State

KEY DRG - diagnosls-related group, DHHS = Department of Health and Human Services, GDP = gross domestic product, HMO health maintenance organization

SOURCE Office of Technology Assessment, 1994
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sumptions about key government cost-control
mechanisms into their estimates of NHE for the
proposals described above. Analysts have also es-
timated NHE for previous proposals with similar
cost-control provisions (the Universal Health
Care Act of 1991 and the Health Care Cost Con-
tainment and Reform Act of 1992, both
introduced in the 102d Congress).

1 Analyses of the Health Security Act
To estimate the effect of the Health Security Act
premium limits on changes in NHE, analysts gen-
erally consider:9

The share of NHE that would be subject to the
health alliance premium growth limits in 1995,
the year before the premium growth limits
would become effective. This assumption is
based on estimated costs of the standard benefit
package and the number of people estimated to
be served by health alliances. Analysts must es-
timate initial-year premiums for those health
services covered under the standard benefit
package. The Health Security Act does not
specify what the initial-year premiums must or
should be, but it provides a formula for calcu-
lating premiums (section 6002).10

The effectiveness of the various cost-contain-
ment provisions for limiting premium growth
rates to those specified in the legislation. The
assumed growth rates are applied to the portion
of NHE subject to the premium growth limits.

Clinton Administration’s Analysis of the
Health Security Act
Premium levels
According to Administration officials, the aver-
age premium in the regional alliances for a single
person would be $1,932 in 1994 (32,135). Aver-
age premiums in the regional alliances would be
$3,865 for a couple, $3,894 for a one-adult family
with children, and $4,361 for a two-adult family
with children (1 35). Rivlin and colleagues note
that premium estimates could change slightly as
economic forecasts and National Health Accounts
baselines are updated (135). The Administration
estimates are lower than comparable premium es-
timates by CBO and Lewin-VHI. 11,12

Premium growth rates
The Health Security Act specifies the maximum
rate of growth in the cost of the per capita regional
alliance premium targets. In 1994 and 1995, costs
would grow at a rate fair] y consistent with private
health insurance. Growth would be at the rate of
change in the CPI plus 1.5 percent in 1996, CPI
plus 1 percent in 1997, CPI plus 0.5 percent in
1998, and CPI in 1999 and 2000.

The Administration’s analysis assumes that the
premium growth limits would be 100 percent ‘eff-
ective” (i.e., that increases in the portion of NHE
covered under the premium growth limits would
equal the rate of growth set out in the legislative
language from 1996-2000) (see table 2-2).13

—.—
9 Analysts tilst) estimate how changes m the government  payment fomlulae  for Medicaid and Medicare would  influence NHE.  This part of

the analysis is m~t reviewed in this chapter.

101nl[laI. year  Prcnllulll  ~s[lnla[es,  therefore, partially detem]ine whether analysts estimate that health expenditures in the first few years of

the plan will be higher or l~~wer than pr~)jections of NHE under the cument system (i.e., baseline spending). As noted above, the premium limits
apply only to a portitm of nati(mal  health expenditures. In addition the premium limits do not apply to Medicare or Medicaid expenditures. They
also w(wld  not apply to such categ(mies  of spending as research and construction, some government administrative expenses, or government
public health activities. F(w exiunple, Lewin-VHl  estimated that expenditures under the regional health alliances would account for approxi-
mately 33 percent of NHE in 1998 (89).

I I This Chap[cr d,)e~ not explore the underlying assurnptiims and data used by the different analysts that have caused differences in initial-

year premium estimates.

I ~ In a meeting with office of Technology Assessment (OTA) staff, Administration officials stated that the regional alliance premiums,

assuming the limits, ww.dd account for approximately one third ($321 billion) of NHE in 1994(155).

I ~ The Adnlinis[ra[ion has stated  that al] Administration  analyses assume that the act’s premium limits will & I ~ ~rcent  effective (200).
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Lewin-VHl’s Analysis of the
Health Security Act
Premium levels

Lewin-VHI’s premium estimates for 1998 are
about 15.4 percent higher, on average, than com-
parable Clinton Administration estimates (145).
For individuals, Lewin-VHI estimated that a pre-
mium of $2,732 would be required to cover the
costs of the standard benefit package in 1998. The
comparable Administration average premium, ac-
cording to Lewin-VHI, would be $2,336 (143).14

Premium growth rates

Although it is not entirely clear from the docu-
mentation, Lewin-VHI estimated that savings
achieved through the alliance premium growth
limits would not equal the full difference between
projected health spending growth rates under the
current system and the growth rates specified in
the act ( 143). Lewin-VHI did not assume that pre-
mium growth limits would be fully effective be-
cause, according to Lewin-VHI, two “loopholes”
in the proposal would allow alliance premiums to
increase above the 1imits.

First, Lewin-VHI concluded that the act would
permit alliances to adjust premium growth rate
limits for “material changes in the demographic
composition” of the covered population. 5 Lewin -
VHI assumed that the advancing age of the baby
boom population would cause alliance premiums
to increase at higher rates than envisioned by the
act (by about 0.6 percent per year) (143).

Second, Lewin-VHI assumed that the health al-
liances would experience losses in excess of the
premium growth limits due to plan failures. Le-
win-VHI approximated that the addition to pre-
mium levels in each year from this loss would
equal the guarantee fund reserve premium assess-
ments of 1 percent a year. These two adjustments
to premiums resulted in Lewin-VHI’s implicit as-

sumption that the growth limits would be about 85
percent effective (143).

Lewin-VHI did not specifically discuss how
prospective budgets or fee schedules for fee-for-
service plans might affect the likelihood of meet-
ing the regional alliance premium limits (see
tables 2-2 and 2-3). In general, Lewin-VHI as-
sumed that the law would be implemented and en-
forced as long as it was technically feasible to do
so ( 144). Lewin-VHI has decided that it is not the
role of analysts to make adjustments on the basis
of political feasibility (i.e., pressure on Congress
to change or overturn the premium limits); rather,
analysts should try to evaluate the impact of the
legislation as written (1 43).

CBO’S Analysis of the Health Security Act
CBO has produced several documents that, taken
as a whole, illustrate its general approach for esti-
mating NHE under health reform proposals with
expenditure limits and supporting mechanisms.
CBO’S approach involves assigning an effective-
ness rating to the specific legislated expenditure
limit in the bill using analysts’ judgments and an
array of criteria. It then projects health spending
for the share of NHE subject to the limit at the
growth rate implied by the limit in combination
with its effectiveness rating. However, there is no
one place in which CBO describes an overall set of
criteria that it uses for assigning an effectiveness
rating to a particular set of cost containment mech-
anisms (box 2-2).

Premium levels
CBO estimated that the national average premium
for the standard benefit package for a single per-
son would be $2,100 in 1994 (172). Its premium
estimate is 15 percent higher than the Administra-
tion’s for 1994, and virtually identical to Lewin-
VHI’S estimate for 1998 (1 72).

14 Lew in. VH]  ~a]cu]a[ed [he Adn~lnlStra[l(~n’s ] 998 prernlurn  by adjusting the Administration’s ] 994 average premium  estimate ‘OWard  ‘()

1998 ( 143).

I $ According  1,, John shells,  the ]~gls]atlon ]s not clear whether this allowance, as we]] as others, must ~ a neutral adjustn~ent an]ong a]]

health alliances. Dlscussi[ms  h>lween Lew in-VH1 and the Clint(m  Administration about the legislative language did not rest~lve the issue ( 143).
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Premium growth rates

For the purposes of making its estimates, CBO as-
sumed that “the proposed methods for constrain-
ing the rate of growth of premiums for the
standard benefit package would be complete] y ef-
fective” (1 72). With little accompanying discus-
sion about its rationale, CBO assumed that the
portion of NHE subject to the premium growth
limits would increase at the legislated growth
rates over the period 1996-2004, and that the
mechanisms for limiting growth of premiums
would be implemented as intended. 16

CBO acknowledged that the premium growth
limit “could have unintended consequences for
the health care system that would affect its overall
acceptability, and, hence, the sustainability of the
limits,” and that “[t]he fact that limits on the rate
of growth of premiums might begin to bite at dif-
ferent times and in different ways in each of the
various alliances raises the issue of the political
sustainability of those limits” ( 172).

In addition, CBO discussed at length the diffi-
culty agencies would have in developing the expe-

rience and the administrative and data systems
needed to undertake their assigned tasks in the
time frame envisioned by the Health Securit y Act.
For example, CBO stated that “[t]he Administra-
tion’s proposal would depend critically on timely
information, much of which has never been col-
lected. Notwithstanding the ongoing and rapid de-
velopment of information technology in the
health care industry, it is uncertain whether the
data essential for decisionmaking would be avail-
able in a timely fashion. If they were not or if im-
portant information was of poor quality, the
functioning of the system could be compro-
mised.” (172)

CBO nevertheless assumed in its NHE calcula-
tions “that the limits on the rate of growth of pre-
miums would be sustained even though they are
likely to create immense pressure and consider-
able tension” ( 172).

Because CBO has used similar criteria to as-
sign less than 100 percent effectiveness ratings to
expenditure limits in other health reform propos-
als, its 100 percent effectiveness rating for the pre-

16 OTA assunles tha[ CB(J used the default Infla[l{m  factor defined in the legislatifm  [() estimate premium growth beyond the year z~.

CBO included an additltmal  mcreasc  of 5 percenl m 2001 to ctwcr  the expansl{m f~f dental and mental health benefits scheduled in that year

(172).
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mium growth limits may be perceived as an
inconsistent application of its criteria (see table
2-2). However, the consistency with which CBO
rates different legislative proposals is difficult to
judge because its method for assigning effective-
ness ratings is somewhat unclear.

1 Analyses of the American Health
Security Act of 1993 and the Universal
Health Care Act of 1991

CBO’S Analysis of the American Health
Security Act of 1993
CBO provided estimates of NHE under both
House and Senate versions of the American
Health Security Act (H.R. 1200/S. 491)
(170,171 ).17,18 To estimate the impact of the na-
tional budget limit on NHE, CBO:
m

■

Estimated the amount of NHE that would be
subject to the national/state budget limit in
1996, the year before the new program would
take effect.
Added the estimated amount of additional
health services that would be demanded under
the new program in the absence of the national/
state budget limit on a large portion of NHE,
and subtracted estimated administrative sav-
ings.

D Estimated NHE for 1997 through 2003 by proj-
ecting out the expenditures subject to the na-
tional/state budget limits based on the growth
limits specified in the bill and CBO’S assump-
tions about their likely effectiveness (17 1 ) (see
box 2-2). ]9

CBO assumed that the limit on the growth of
the national/state health budget would be only 75
percent effective (i.e., the act’s cost-containment
mechanisms would produce 75 percent of the
maximum savings possible from the prescribed
expenditure limit) .20 In arriving at that figure,
CBO concluded that the American Health Securi-
ty Act contains many of the elements that “would
make its global expenditure limit reasonably like-
ly to succeed” (171) (see table 2-2). However,
CBO concluded that the expenditure limit would
not be 100 percent effective because a state would
not be penalized if it failed to live within its budg-
et. States might therefore choose to spend more on
covered health care services than provided under
the national health budget (171 ).

CBO did not document whether or how it took
into account all of the government cost-control
mechanisms contained in the American Health
Security Act. For example, CBO did not explain
how payment rates for health care practitioners
(e.g., physicians and dentists) based on negotiated

IT me bi]] ~P)nsors  provided an estimate  Of NHE under the plan ($1 .47 trillion by the year 2000, representing an estimated savings Of $203

billion, compared with pr(J@cted  spending under the current system). Moreover, they estimate that the plan would save money compared with
the current system in each year over the period 1995-2000 (193). However, the sponsors did not provide documentation that would permit
observers to deduce how assumptions about government cost controls were derived.

18 CBO estimated [hat tie  Senate  version Of the American Health Security Act (S.491 ), with a 75-percent effectiveness mtiflg fOr tie natiOn-

al budget limit, would increase spending by an additional $4 billion by the year 2000 (see table 1-l in chapter I), for a total NHE estimate of

$1.62 trillion.

19 CBO estimated  ~a[  enac[mnt  Of H.R. 1200 (the House version of the legislation) would raise NHE over the period 1996 through 1999

above projected baseline spending, but the proposal would reduce spending by about 6 percent below the projected baseline by 2003. CBO
estimated that the bill would initially raise NHE primarily as a result of the cost of providing additional services due to expanded insurance
coverage. Over the longer run, however, the limit on the growth of the national health budget—assumed by CBO to be 75 percent effective—
would reduce the rate of growth of spending on covered services below the projected NHE baseline growth rate ( 17 I ). The same CBO method-
ology and estimates apply to the Senate version of the American Health Security Act, except that CBO estimated that enactment of the Senate
version would reduce NHE by about 5 percent by 2003, as a result of lower cost-sharing requirements for patients in S. 491 and differences in
dental benefits between the two bills (1 70).

ZO me estimated maximum  ~)tentia] savings from the expenditure limits equals the full difference between CBO’S projected NHE growth

rate under the act in the absence of the nationallstate  limits and the estimated growth rate in NHE after applying the expenditure limits in the
legislation (i.e., GDP growth in the previous year plus population growth).
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fee schedules might have influenced its effective-
ness rating (see table 2-3). In addition, CBO did
not incorporate the potential response of providers
to mechanisms such as fee schedules for physi-
cians and prospective budgets for hospitals in its
cost estimates of unconstrained demand for these
services (203).21

CBO explicitly stated that it assumed that the
open-ended nature of state budget shares would
likely cause 25 percent of the potential savings
from a fully effective limit to go unrealized. How-
ever, it seems equally plausible to assume that ex-
cess state spending would cause 50 percent of
potential savings to go unrealized if states face
strong political pressure to fund more services.
Alternatively, since states must fund any excess
spending from their own revenues they would
have a strong incentive to stay within their share of
the national health budget, Therefore, it also
seems plausible to assume that the national budget
limits might be 100 percent effective. CBO ac-
knowledges these plausible alternatives at the
same time that it gives its best guess of “75 percent
effective .“

According to CBO, “because the United States
has no experience with a program like the one en-
visioned in [the American Health Security Act],
the assumption about the effectiveness of the
spending limit in the bill is highly uncertain”
(17 1). CBO therefore provided five alternate esti-
mates of NHE for the legislation based on its five
possible effectiveness ratings for expenditure lim-
its.

CBO’S range of NHE estimates demonstrates
that its alternative assumptions about effective-
ness substantially affect its projections of savings.

If the limits on NHE are assumed to be fully (100
percent) effective, CBO estimated sayings over
projected baseline spending of $257 billion in
2003-$143 billion more than if the expenditures
limits are assumed to be only 75 percent effec-
tive.22,23 If the expenditure limits turned out to be
only 50 percent effective, the American Health
Security Act would not lead to any savings in the
year 2003, but rather would increase NHE by $42
billion, according to CBO.

CBO’S Analysis of the
Universal Health Care Act of 1991
CBO used the same approach and very similar as-
sumptions to project NHE under the Universal
Health Care Act of 1991, introduced in the l02d
Congress as H.R. 1300, that it used to analyze the
American Health Security Act. Both acts propose
a single-payer system. The two proposals also
contain almost identical growth limits on a large
portion of NHE and cost-control mechanisms for
specific categories of health spending.

One important difference between the Ameri-
can Health Security Act and the Universal Health
Care Act appears to be the states’ role in adminis-
tering and funding the system. Both bills would
establish annual national and state budgets for
covered health services and various other compo- 
nents of NHE.24 The Universal Health Care Act
appears to leave funding at the national level, al-
though states could administer their own pro-
grams. Under the American Health Security Act,
the federal government would transfer the major-
ity of funding for state budgets to states, which
would be responsible for funding the other portion

2 t CBO did incorporate such behavioral responses in its estimates of potential single-payer and all-payer systems contained in its document
CBO Sln~/e-Payer andA1l-Payer Heahh Insurance Systems Using IUedicare’s Payment Rates April 1993. However, the systems modeled were
based (m .Medicare  payment rates and did not include expenditure limits that applied to a large portion of NHE. In addition, CBO only estimated
the immediate effects under those systems and did not estimate growth rates in NHE over a longer period.

‘2 CBO estimates cited here are based on the bill’s higher expenditure growth limit of GDP growth plus population growth.

23 CBO’s estimate of House version of the American Security Act (H.R. 12W).

21 For example, the national  budget would  include funding for capital-related items for hospital and nursing facilities and for dir@ medical

education expenses.
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of their budgets and for making all provider pay-
ments.

CBO assigned a 75 percent effectiveness rating
to the national budget growth limits in both the
Universal Health Care Act and the American
Health Security Act, and it lists many of the same
criteria in support of both effectiveness ratings but
different rationales for the 1ess-than-100-percent
rating (see table 2-2). Without the possibility of
states spending beyond the federally set budget
under the Universal Health Care Act, one might
have expected CBO to have concluded that the na-
tional health budget limits would be 100 percent
effective. However, CBO asserted that the nation-
al budget limit was unlikely to be completely ef-
fective because “[physicians and other
non-institutional providers would continue to be
paid on a fee-for-service basis, and the bill fails to
provide any prompt feedback mechanism to as-
sure that increases in the volume of services would
not offset fee restrictions on their price” (168).

It is not clear from CBO’S documents whether
the above criterion also influenced its 75 percent
effectiveness rating for the national budget limits
in the American Health Security Act. It is also not
clear whether it should have been a factor. The
Universal Health Care Act specified that pay-
ments for physicians and the services of other pro-
fessionals would be based on a fee schedule using
a national relative value scale consistent with the
national health budget (Universal Health Care Act
of 1991, section 2123 (a) and (b)). Similarly, the
American Health Security Act states that health
care practitioners would be paid through nego-
tiated prospective fee schedules, designed to pro-
vide incentives for practitioners to choose primary
care medicine over medical specialization, and
that states could adjust the payment schedule
amounts to meet their budgets (American Health
Security Act of 1993, section612 (a) and (b)).25

The wording in the two acts seems too ambiguous
to determine whether the payment method for
physicians (and other independent practitioners)
was intended to be the same under both acts. Spe-
cifically, it is not clear whether the American
Health Security Act includes provisions for a
prompt feedback mechanism to assure that in-
creases in the volume of services would not offset
fee restrictions for physicians, or whether the Uni-
versal Health Care Act precludes such a mecha-
nism-––the rationale CBO gave for not assigning a
100 percent effectiveness rating to the Universal
Health Care Act.

The above comparison of CBO’S effectiveness
rating criteria for the two acts demonstrates some
important points about CBO’S method for assign-
ing effectiveness ratings to health reform propos-
als that contain limits on a large portion of NHE:

■ It may not be clear to people outside of CBO
what factors cause a proposal expenditure
limits to be rated more or less effective by
CBO.

● Because of some ambiguities in legislation,
CBO (and other analysts) must make assump-
tions about how to interpret the legislation and
make subsequent assumptions about how to in-
corporate such interpretations into effective-
ness ratings.

= Two different criteria for “ineffectiveness”
were given the same weight, perhaps because
of the restricted range of intermediate ratings
CBO uses. However, it is not obvious that the
two factors would be equal in causing higher
spending growth than stipulated in the two acts.
This problem is not necessarily a defect in
CBO’S approach. It arises from the complexity
of estimating the impact of major reforms on
the current U.S. health system, and the difficul-
ty of assigning a precise effectiveness rating to
expenditure limits.

25 ~i~ ~ordlng  applles t. the House ~,emlon of the bill,  H.R. 1200. The Senate version, S. 491, is more c]ear  about the inclusion Of volume

feedback provisions.
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1 CBO’S Analysis of the Health Care Cost
Containment and Reform Act of 1992

To date, no organization has provided estimates of
NHE under the Health Care Cost Containment
and Reform Act of 1993 (H.R. 200). CBO did,
however, estimate NHE under the Health Care
Cost Containment and Reform Act of 1992 (H.R.
5502 in the 102d Congress), which was very simi-
lar. However, CBO emphasized that its estimate of
H.R. 5502 does not apply to H.R. 200 (168). Al-
though CBO had not yet completed an assessment
of H.R. 200, it expected “that its expenditure lim-
its will be more effective than those in H.R. 5502”
(130).

To estimate the impact of the national expendi-
ture limit on NHE under either of the two acts,
analysts typically would:
m

●

■

Estimate the amount of baseline NHE that
would be subject to the national budget limits
and the share of those expenditures determined
to be Medicare and non-Medicare expendi-
tures.
Estimate changes in NHE from projected base-
line spending due to changes in health insur-
ance coverage, administrative costs, and other
provisions of the legislation.
Make assumption about the growth rate to be
applied to Medicare and non-Medicare expen-
ditures based in part on the legislated national
budget limits, and in part on assumptions about
the ability of the cost-containment mechanisms
in the legislation to support the stipulated
growth rates for each of the above spending
categories. The assumed growth rates for each
spending category are then used to project fu-
ture health expenditures for those spending
categories.

CBO’S analysis of NHE under H.R. 5502 con-
cluded that the limit on Medicare-related spend-
ing would be 75 percent effective, but that the
limit on non-Medicare spending would be only 25
percent effective (168). According to CBO,
“[e]xpenditure limits enforced by rate setting
could be reasonably but not totally effective in
controlling Medicare spending” (168).

CBO’S stated reasons for assigning a relatively
higher effectiveness rating to the Medicare limit
focus on Medicare’s data-collection capabilities
and rate-setting experience (see table 2-2). CBO
also asserted that “the history of cost-control ef-
forts both in this country and abroad strongly sug-
gests that setting payment rates is not sufficient
for achieving full control over health expendi-
tures” (168). Table 2-2 also lists CBO’S criteria for
not assigning a 100 percent rating to the Medicare
expenditure limits.

CBO assumed, for several reasons, that “[t]he
limits on non-Medicare spending are likely to be
subject to much greater leakage and to be far less
effective” than the Medicare spending limit. Most
of the reasons have to do with administrative and
data-collection difficulties that would be encoun-
tered in enforcing the limits on non-Medicare ex-
penditures (see table 2-2).

CBO’S approach to formulating assumptions
about separate growth rates for Medicare and non-
Medicare expenditures illustrates its broad selec-
tion of criteria for developing effectiveness
ratings for expenditure limits. The factors CBO
considered most important include not only the
payment methods or cost-containment mecha-
nisms, but also the data-collection and administra-
tive support systems available for setting,
monitoring, and enforcing the limits. These con-
siderations seem intuitively reasonable, but diffi-
cult to apply in a precise quantitative fashion.

9 Summary
Several health reform proposals include limits on
how much at least a portion of NHE would be al-
lowed to grow. To estimate how these proposals
would affect NHE, analysts make assumptions
about the likelihood that the legislated limits actu-
ally would be achieved, based on the strength of
the proposed cost-containment mechanisms.

Generalizing about analysts’ assumptions un-
derlying effectiveness ratings is difficult because
proposals may have different types and levels of
limits and different mechanisms to support pro-
posed limits on expenditures. However, some
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mechanisms are similar across proposals, and
OTA’s comparison of analyses suggests that there
are some inconsistencies in effectiveness ratings
across analysts for the same proposal, as well as
inconsistencies in effectiveness ratings by the
same analysts for similar proposals and mecha-
nisms. Some inconsistencies are to be expected
since analysts acknowledge that their effective-
ness ratings are based on their best judgment at the
time they perform an analysis. However, the pau-
city of documentation of criteria in specific analy-
ses makes it difficult to judge the actual extent of
the inconsistencies, the reasonableness of some
judgments, and the meaning of many of the rat-
ings. Different analysts have judged different pro-
posals’ sets of government cost controls to be 25,
75, 85, and 100 percent effective in meeting vari-
ous proposed statutory limits on spending (table
2-2).

REVIEW OF THE EVIDENCE
Reductions in health spending growth can be
achieved only by decreasing growth in the volume
of services, reducing growth in the price or aver-
age payment per unit of service, or both (8).
Instead of allowing markets to determine the al-
location of funds to health services, governments
can regulate the amount of funds flowing to the
health care system (e.g., expenditure limits such
as federal or state health budgets for single-payer
systems), to health plans (i.e. premium limits), or
to different categories of health care services (i.e.,
physician or hospital payment controls such as
prospective fixed budgets or fee schedules).

This section reviews empirical evidence from
experiences of the United States and other coun-
tries with government controls for limiting
growth in health spending. The empirical litera-
ture is reviewed to answer whether:

● a particular growth rate for health expenditures
can be reliably assigned to a set of cost-contain-
ment mechanisms; and

● the evidence supports assumptions that particu-
lar government cost-containment mechanisms
would reduce growth in health spending
compared with the current system.

Research literature on expenditure limits, pre-
mium limits, and provider (hospital and physi-
cian) payment controls is reviewed. In general, the
review in this chapter relies on a combination of
previous reviews of literature on these topics, and
selected key studies.

In combination, boxes 2-3 and 2-4 provide a
framework for evaluating the evidence on govern-
ment cost controls. The boxes also explain that
studies of the effects of government cost controls
may be difficult to interpret. The studies are not
conducted using experimental designs and vary in
methodological rigor.

As described in box 2-4 there are many ways to
measure the effects of particular interventions. In
reviewing the evidence, this chapter focuses on
the broadest possible measures of expenditures.
For example, if a study reports results in terms of
total hospital expenditures and expenditures per
patient day, the former result will be emphasized.
Moreover, the review emphasizes the effects of in-
terventions on expenditures by users and payers,
rather than costs that providers incur in providing
the service. Finally, the review highlights how in-
terventions affected the growth rate of health ex-
penditures by examining growth rates before and
after the intervention. In some cases, the review
presents results of comparisons of the growth
rates of expenditures in areas that had the inter-
vention to other areas that did not.

I Evidence on Expenditure Limits
Applied to Large Sources of Funding

Legislated expenditure limits that apply to desig-
nated sources of health funding (e.g., the federal
government, state governments, private insur-
ance) specify a desired goal for the future rate of
increase for that portion of NHE.

The United States has had little experience with
setting health expenditure limits that apply to des-
ignated sources of funding for large shares of NHE
and designing mechanisms to meet those limits.
For example, the U.S. Medicare and Medicaid
programs are “entitlement” programs; they do not
receive a specific appropriation for a fiscal year,
and until recently neither program had explicit
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limits on any program expenditures .26 In contrast,
other countries are perceived as having explicit
limits on government or combination public-pri-
vate sector spending and international experience
might provide some evidence of whether an ex-
plicitly legislated expenditure growth limit, set by
a political entity, can be achieved. However, there
are several reasons why international experience
cannot directly answer the question of whether ex-
penditure limits for a large portion of NHE will be
met.

Although some countries link the rate of
growth of NHE to macroeconomic variables (e.g.,
the general inflation rate, growth in GDP, or
growth in wages and salaries), they have not done
so through explicit legislated 1 in-tits.

Germany is often used as an example of a coun-
try that has legislated expenditure 1imits for a large
portion of its NHE. However, until 1993, Germa-
ny established annual targets or goals for expen-
ditures for most categories of health services
covered under its federal insurance system. Un-

26 [t wasn’t Untl] passage of the filnibus  Re~(Jn~iliatl[Jn Act of 1989 (o13RA 89) that (he federal governnwnt  included a mechamsm  to

adjust Medicare physician payment fee updates based (m how annual Increases  in actual expenditures compared to previously determined per-
formance standard rates of increase ( 122). The implcrncntatl(m  of this expenditure llmit  is relatively iccent (see below), and it applies only to
physician payment m the Medicare program.
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like limits, as defined in this report, the targets
were nonbinding on the negotiations between
sickness funds (Germany’s quasi-public “insur-
ance” companies) and health care providers.27 Be-
cause Germany’s overall expenditure targets only
represented a desired goal, its experience provides
little evidence of whether proposals with stronger
government cost controls are more or less likely to
achieve legislated spending limits.

Another reason international comparisons do
not provide much evidence on expenditure limits
is that proposals to reform the U.S. health care
system that include government cost controls and
limits do not exactly mirror the system of any par-
ticular country. For example, although many of
the cost-containment elements in the American
Health Security Act (H.R. 1200/S. 491) are simi-
lar to those in the Canadian system, the average
share of federal funding for state health expendi-
tures in the act is markedly higher than the average
share of federal funding for provincial health
spending in Canada.28 The larger federal share in
the American Health Security Act might constrain
state health expenditures more effectively than
has been the case in the Canadian provinces (even
though both the act and Canada tie the federal
share to the growth in GDP).

Thus, the experience of other countries does
not provide a clear-cut answer to the question of
how quickly or slowly health expenditures would
grow given a legislated growth rate for some share
of NHE. Most countries do not have explic it legis-
lated limits similar to those specified in the pro-
posals. Moreover, differences between
cost-containment mechanisms in health care sys-
tems of other countries and those proposed in
health reform proposals might limit the lessons
that could be learned from other country experi-
ences with legislated limits.

Some information on the United States experi-
ence with expenditure limits affecting large health
systems and multiple payers may become avail-
able if the state expenditure limit provisions of the
State of Minnesota’s 1993 MinnesotaCare health
reform legislation are implemented. Minnesota-
Care 1993 created limits on total health care
spending for the state.29

D Evidence on Premium Limits
As discussed above, the Health Security Act
would limit the growth of health alliance
weighted-average premiums for the standard
benefit package of health services defined in the

27 &a~=n ]977 ~d 1993, G~_y ~~mted  under  broad f~m] ~ide]ines  set by a nationa] committee designed to reduce spending

growth  for different categories of health services (e.g., hospital and physician services). The purpose was to stabilize payroll  tax rates, which
finance the majority of health expenditures (45,180), During the mnual  bargaining sesskms, the regional German sickness funds and providers

(e.g., individual hospitals or regional associations of physicians) might agree on a greater or smaller increase than contained in the guidelines
for that category (43). The expenditure targets, as well as the category-specific cost controls (see below), in the German health system may have

contributed substantially to Germany’s ability to hold health expenditure growth rates fairly close to the rate of GDP growth (180). However,

average payroll tax rates have not remained constant, increasing from approximately 8.2 percent in 1970 to 13.4 percent in 1993 (139). Because

Gemnany  has not achieved its recent spending targets, the government initiated a 3-year emergency measure in 1993 to stabilize and equalize
sickness fund payroll contribution rates. The temporary emergency measure imposes mandatory global limits on spending for physician, hospi-

tal, and dental sewices, and for prescription drugs. The limits are to closely track revenue growth of the sickness funds (180). Data are not yet

available to evaluate the effectiveness of Wmmny’s more binding expenditure limits.

28 me f&~~pr~Vi~ial fin~cing scheme in Canada ties increases in federal financial support for provincial health  plans  to increases in

GDP (45). This scheme is similar to the federal/state financing scheme proposed in the American Health Security Act, in which the federal
government’s financial support to the states also would grow at the rate of GDP. However, the Canadian federal government financed only about

22 percent of provincial health care budgets through transfer payments in 1991 (60), while under the act the federal government would finance
86 percent of approved state health care budgets on average.

29 State offlcia]sestimated  t~t~e limit~doth~ fea~~s  of ~ Mi~so@C~  reforms would yie]d  a total of $7 billion in savings by 1997

(19).
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act. Strictly enforced premium limits such as
those in the Health Security Act are designed to ef-
fectively limit regional and corporate alliance ex-
penditures, while giving health plans flexibility to
determine how best to achieve the spending goals.

No direct empirical evidence is available from
the United States or other countries to assess
whether limits on premiums can constrain in-
creases in health expenditures, or whether pre-
mium limits can be sustained over the long term.
No country has tried to control the amount of
money spent on health care by directly controlling
the growth of premiums (66).

Some have suggested that health insurance pre-
mium regulation by state insurance commissions
could provide some evidence about sustainability
of the premium limits. In particular, state experi-
ence with premium regulation might illustrate
how the political system works when insurance
companies or health plans either become insol-
vent or threaten to go out of business when regu-
lated rates are considered too strict to cover costs.
Such experiences might also provide evidence
about the effects on health insurance coverage and
access to health services when plans withdraw
from the market, issues that could be important for
judging the political feasibility of premium lim-
its.30 However, empirical evidence about states’
ability to enforce premium limits would not defin-
itively answer the question of whether the Health
Security Act premium limits are technically or
politically feasible. States do not have the same
enforcement powers or mechanisms as those pro-
vided under the Health Security Act.

In the future, empirical evidence on the effec-
tiveness of premium limits may be provided as a
result of Washington State’s recent health reform
legislation. In April 1993, Washington passed leg-
islation that is similar in some respects to the
Health Security Act in that it includes near-univer-
sal coverage, managed competition, and premium
limits (23). The premium limit is a phased reduc-
tion in the maximum premium a certified health

plan may charge for a community-rated uniform
benefit package. The premium growth rate will be
restrained while the plan is being phased in until
increases in premiums equal growth in state per
capita personal income, and premiums will be re-
strained in the future by the rate of growth of per-
sonal income (23). While neither the design of
Washington’s premium limits nor the incentives
for health plans to meet the limits are entirely the
same as under the Health Security Act, the two
may be similar enough to provide some useful em-
pirical evidence about the economic conse-
quences of a system that attempts to restrain
health expenditures by limiting premiums.

No empirical evidence is available, either from
the United States or other countries, to directly as-
sess the effectiveness of controlling the flow of
funds for health services specifically through pre-
mium limits.

1 Evidence on Provider Payment Controls
The above two sections have concluded that there
has been little direct experience with expenditure
limits applied to comparable systems of govern-
ment cost controls to assess analysts’ assumptions
about the effectiveness of expenditure limits.
Similarly, there has been little direct experience
with premium limits to assess the various assump-
tions about their potential effectiveness for con-
trolling spending on health care services.
However, this does not mean that there is no evi-
dence about the effectiveness of government cost
controls for constraining health care spending.
Many countries, including the United States, have
used government regulations to limit outlays for
certain categories of health services. The extent to
which the available evidence is applicable to con-
temporary national reform proposals is often un-
clear, however. Furthermore, the fact that many
states and governments of other countries contin-
ue to refine their approaches to regulatory cost
controls suggests that no system is perfect. The

30 T(l OTA’S kno~]edge, analysts do not now quantitatively rate pN)pOSidS  in terms of their  ~~lltical  feasibility.
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next section examines the effectiveness of some
government controls on payments for hospital and
physician services. Outlays for these two catego-
ries of services together account for approximate-
ly 50 to 60 percent of NHE in most developed
countries (120).

Hospital Payment Controls
The amount of money available to fund hospital
services can be controlled in a number of ways, ei-
ther less comprehensively through price controls
alone or more comprehensively through controls
over the total amount of revenues hospitals re-
ceive for their services.

31 Different variations of

price and revenue controls have been used in this
country and abroad. For example, programs in the
United States and other countries have prospec-
tively established prices for inpatient hospital ad-
missions (e.g., prices based on diagnosis-related
groups), for a day of inpatient care (e.g., per diem
rates), and for individual hospital services. Under
these forms of price controls, an individual hospi-
tal’s total revenues are not limited. That is because
the number and coding of admissions, the number
of inpatient days, and the number of hospital ser-
vices provided are still variable under each of
these controls respectively.

To limit total revenues, price controls have
been combined with budgets that prospectively
fix the total amount of revenues an individual hos-
pital receives. For example, in Germany, a pro-
spective lump sum daily rate is calculated after
determining a prospective yearly budget for indi-
vidual hospitals. To arrive at the daily rate, the
budget is divided by the projected number of inpa-
tient days. This per diem rate then functions as the
payment unit of most third-party payers (85).

New budgets are often based largely on ap-
proved budgets from the previous year, with al-
lowable adjustments depending on a variety of
factors. These can include new programs or ser-
vices, anticipated wage settlements, projections
of economy-wide inflation, changes in bed capac-
ity, and changes in the size and composition of the
population.

This section reviews empirical evidence about
the effects of various forms of hospital payment
controls on expenditures and costs.32 Evidence
from the United States is reviewed first, followed
by evidence from other countries. U.S.-based evi-
dence includes that from the Economic Stabiliza-
tion Program of the early 1970s, the Medicare
Prospective Payment System introduced gradual-
ly between 1984 and 1987, various state mandato-
ry hospital rate-setting programs introduced at
different times, and Rochester’s Hospital Exper-
imental Payments Program of 1980 to 1987. For-
eign evidence includes studies of various types of
hospital payment controls in Canada, France, Ger-
many, and the Netherlands.

Empirical evidence from the United States

Economic Stabilization Program (ESP). IMP was
a broad-based system of wage and price controls
designed to deal with inflation perceived to stem
from increases in wages and other input costs (44).
ESP was introduced in several phases. In phase I
(August 1971), President Nixon imposed a 90-day
freeze on all wages and prices, including prices in
the hospital industry (25,44). Phase II controls,
introduced late in 1971, consisted of specific
inflation targets for each major sector of the econ-
omy. However, regulations specific to hospitals
were not issued until December 1972 (25). ESP

3 I Prlc.e ~,on/ro/s are defined as government involvement in detcmlining  [he level  or gn)w[h  m inpul  prim (res(wrce WStS) or output  Prices

(charges) for medical services, including fee schedules and fee updates for physician services and  per diem, per case,  (Jr per service rate-setting
for hospital services.

32 In the context of health  care, expe~iture~ are typica]]y  defined as rmmies spent on the acqutsiti(m  of health care C(~VCrage  anWOr Xnices.

in contras(,  costs are defined as e~penses incurred in the provision of services or gmxls. }{(~spit~l expenditures w (mid refer w those funds spent
by some individual or entity to acquire hospital services.
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controls were lifted in April 1974 (44). The De-
cember 1972 regulations imposed a ceiling of 6
percent on price increases for institutional health
care providers, including hospitals, and required
all price increases to be “cost-justified” (25).

Although the literature indicates that ESP was
able to moderate hospital cost inflation, reviewers
note that the fact that hospital cost inflation had al-
ready started to decline when ESP was introduced
complicates the evaluation of the program effect
(44).

Uncontrolled studies of the effects of ESP
found that the rate of growth of hospital room and
board costs declined by 50 percent during ESP
(25,44, 152).33 Similarly, rates of increase in costs
per adjusted patient day and costs per adjusted
admission declined by 25 percent (25,44,152).
However, multivariate econometric analyses
found annual reductions in the rate of increase in
total hospital costs and expenditures per admis-
sion to be much smaller, ranging between O and 3
percent, according to a 1981 review by Steinwald
and Sloan (1 52).

Once the controls under ESP were lifted, hospi-
tal cost inflation returned to its former level, sug-
gesting that ESP had some effect. The CPI for
hospital service charges rose from 4.6 percent
when ESP controls were in effect to 14.6 percent
immediately after controls were lifted (44). Simi-

larly, after ESP was discontinued, Medicare hos-
pital expenditures increased at an even faster rate
then they had prior to the imposition of controls
(25).

Medicare Prospective Payment System. In
1983, Congress enacted the Medicare Prospective
Payment System (PPS) to control inpatient hospi-
tal expenditures for Medicare beneficiaries and to
reduce rates of increase in overall hospital cost
inflation (4,22,25,44).34 The fundamental charac-
teristic of PPS is a fixed payment per case admis-
sion, determined in advance by the federal
government. The payment covers all inpatient
hospital services furnished during a Medicare
beneficiary’s stay in a hospital (4).35

Under PPS, hospitals are rewarded through sur-
pluses when their costs of providing care for a par-
ticular diagnosis-related group (DRG) falls below
the Medicare payment level. Hospitals with high-
er costs than the adjusted national average must
bear the penalty of a loss. This section focuses on
the evidence regarding the effects of PPS on
Medicare expenditures, total NHE, and cost-shift-
ing to other third-party payers. Because of con-
cerns about spillover of expenditures to other
health care settings, Medicare outpatient and total
expenditures as well as inpatient hospital expendi-
tures are also examined.

33 me revjews of ESP  by Davis  and colleagues,  Gold and colleagues, and Steinwald and SIoan were based prinlatily  (m four Or five en~Piri -

cal studies.

34 SeVera] o[her federal programs  to reduce Medicare hospital cost inflation were tried before the PPS program  was a@ted ( 1 I z).
35 me fixed Paynlen(  ~r case is based (m the patient’s diagnosis; patients are classified into a diagnosis-related group (DRG).  DRG prices

reflect in part the average cost experience of all hospitals  in the United States for the particular DRG, rather than the h(~spital  “s own cost of

treating a patient classified into that DRG (4). The actual DRG payment to an individual hospital is adjusted for several characteristics particular
to the hospital and for differences in local wages (112).
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A number of problems exist for evaluating the
effectiveness of the PPS program, including data
limitations and the prevailing use of a simplistic
research design (pre/post studies) (22,188).36

This OTA review relies heavily on previous re-
views and analyses by Coulam and Gaumer, Gold
and colleagues, and the Prospective Payment As-
sessment Commission (ProPAC) (22,44,127).
ProPAC reports regularly on the impact of PPS as
part of its congressionally mandated mission
(e.g., ProPAC (127)).

Coulam and Gaumer’s 1991 review of studies
of the first 3 or 4 years of PPS concluded that the
main purpose of PPS—to control the growth of
total and inpatient Medicare benefit costs (expen-
ditures) without increasing costs to beneficia-
ries-appeared to have been accomplished (22).
Coulam and Gaumer noted a clear reduction in
historic rates of growth in total Medicare spend-
ing (hospital and nonhospital, federal and benefi-
ciary37), from an adjusted average annual growth
rate of 6.9 percent between 1980 and 1984, to only
4.0 percent annually from 1984 through 1987.38,39

Coulam and Gaumer attributed these early reduc-
tions in total Medicare expenditures to historical-
ly low growth rates in spending for Medicare
inpatient hospital benefits, citing as an example a
4.6 percent inflation-adjusted increase in inpatient
hospital benefit payments in fiscal year 1986(51).

More recently, ProPAC observed that total
Medicare expenditures per enrollee declined after
PPS was implemented in 1984, from a growth rate
of 6.9 percent between 1980 and 1983, to average
annual rates of growth of 3.0 percent between
1983 and 1987 and 4.0 percent between 1987 and
1992 (127) (figure 2-1 ).40 The Commission sug-
gests that the decline was attributable primarily to
inflation-adjusted per-enrollee spending on inpa-
tient care, as shown in figure 2-2.4] The Commis-
sion’s figures also show, however, that the decline
in the growth rate observed in the phase-in period
of PPS (1983 to 1987) was not entirely maintained
between full implementation and 1992 (1987 to
1992), although it was lower than in the pre-PPS
period (figure 2-1 ). Growth in Medicare expendi-

~ As of the date of Cou]am and Churner’s review (199 I ), the bulk of the published literature on PPS effects was based mainly on tie  first

3 or 4 years of PPS experience, generally allowing only for evaluations of the initial effects of the program (22). The pre/post design of most
of the available empirical studies does not control for other factors that may have influenced trends in hospital spending. The widespread adop-
tion of medical technologies that can be used on an outpatient basis, widespread implementation of managed-care programs in the private sec-
tor, and liberalization of home care, nursing home care, and hospital benefits for Medicare in the early 1980s all could independently have
caused Medicare or total inpatient hospital expenditures or costs to decline (22). An additional problem with analyzing the cost-containment
effects of PPS is that DRG  rates were set too high in the first year of the program. Because of the generosity of payment rates in the first year
of PPS, hospitals may have had fewer pressures to reduce costs in the early years. After the first year of PPS, very restrictive updates to DRG
rates were made to reduce initial hospital windfalls (22). Finally, the PPS system was phased in over several years to allow hospitals time to
adjust their behavior. The actual phase-in to full national DRG rates was not completed until November 1987 (11 2). Given the gradual phase-in
and initially high DRG rates, it is striking that hospital costs declined during the early years of PPS.

37 ]n tie national hea]th accounts,  premiums paid by Medicare beneficiaries for supplementary medical insurance (Medicare part B) are

counted as Medicare program expenditures, not as individual out-of-pocket expenditures.

38 Coulam and Gaumer  cited studies by Long and Welch (93) and Guterman and colleagues (51) in support of this conclusion. ne studies

adjusted for inflation, changes in Medicare enrollment, and changes in the mix of Medicare beneficiaries (22).

3g~is  Conlpmison” should  be somewhat tempered by the fact that PPS began to be phased in during 1984; however, inclusion Of the growth

rate for 1984 would tend to dampen the growth rate for the 1980-84 period.

4CI me Cc)mmission  adjusted its figures for growth  in the number of Medicare enrollees.
41 Coulam ~d Gaunler’s  rep)fl ofestlmates Of IOta] Medicare growth rates in the 1980-87 period are not totally comparable  to those Of the

Commission because. Coulam and Gaumer  present estimates for the periods 1980 to 1984 and 1984 to 1987. Nevertheless, the direction of

results is similar in the two reports.
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losses of Medicare revenues (i.e., cost-shifting),
resulting in no overall change in growth in
NHE.43 Coulam and Gaumer’s 1991 review and
ProPAC’s June 1993 report provide some data
relevant to evaluating PPS’S impact in these
terms.

According to Coulam and Gaumer, there had
been little containment of overall growth in U.S.
health care expenditures in the very early years of
PPS (the period they examined), but also little
evidence of hospitals’ cost-shifting between
payers (22).45

ProPAC found some decline in the growth rate
of national (Medicare and non-Medicare) health
care expenditures (adjusted for population size)
during the implementation of PPS in 1984
through 1987 (relative to 1980 to 1983) (figure
2-1 ). However, the Commission also found that
the growth rate of national health care expendi-
tures increased relative to the 1980-83 period from
1987 through 1992 (figure 2-1) (127).

In contrast to Coulam and Gaumer, ProPAC
found evidence of cost-shifting between payers.
Through 1991, hospitals had been able to generate
gains from private insurers (as a group) that nearly
mirrored hospitals’ total losses from Medicare,
Medicaid, and uncompensated care (127). Ac-
cording to the Commission, in 1991 the Medicare
program covered 88 percent of the cost of treating
its patient load (inpatient and outpatient), down
from 94 percent just 3 years earlier; in contrast,
hospitals obtained payments from privately in-

sured patients covering almost 130 percent of
their costs.

In summary, reviewers of the literature on
PPS’S impact on expenditures (Coulam and
Gaumer, ProPAC, and Gold and colleagues) all
came to conclusions similar to ProPAC’s of June
1993. That is, to date, PPS had been effective in
reducing growth in Medicare expenditures (espe-
cially inpatient expenditures). However, “to beef-
fective in controlling overall health care
expenditures, the set of cost containment strate-
gies used must be comprehensive in terms of the
types of services or providers covered, the payers
included, and the control of both price and vol-
ume” (127).

State mandatory hospital rate-setting pro-
grams. Since the early 1970s, several States have
adopted diverse forms of hospital mandatory, reg-
ulatory rate-setting programs, in some cases cov-
ering only some third-party payers and in others
covering all payers (Maryland, New Jersey, Mas-
sachusetts, and New York) (25).46 A very large
volume of literature has attempted to evaluate the
effects of these hospital rate-setting programs. Al-
though a great majority of the studies have sug-
gested that the programs can be effective in
taming the growth of state hospital spending (44),
it may be difficult to draw unambiguous conclu-
sions for the purposes of assessing the impact of a
particular reform proposal.

43 Coulanl and Gaun~er suess  ~at measuring cost-shifting is difficult. According to Coulam and Gaumer, “price  differences by payer are
not, ipso facto, evidence of cost shifting  [but are] consistent with profit-maximizing price discrimina(i(m  by hospitals  that have some degree of
monopoly power” (22). “Moreover,” according to Coulam and Gaumer, “profit-maximizing hospitals will not cost shift when a payer with
m(mopsony  power demands lower prices, because prices to other payers will already have been set at their profit-maximizing level. ” However,
these authors m~te that “hospitals might not maximize profits; in that event, cost-shifting can occur.” Further, there would have to be a systematic
relati(mship  between the stated cause and effect (e.g., between decreases in Medicare payment and increases in prices paid by third parties) (22).

44 Cou]anl  and Gaun~er  did n(~t cite  specific  evidence on this point. However,  NHE had grown at least  faster Ihan inflation for decades before

the Coulam and Gaumer  review in 1991.

45 According t{) Cou]am ~d Gaumer, Mornsey  and !jIoan found  evidence of cost-shifting for urban hospitals but found that rural h@talS
lowered their prices (o other payers following PPS ( 1 I 4). Three other studies failed (o find evidence of cost-shifting, according  to Coulam and
Gaumer  (53,II6,215).

~ Generally, the concept of State.leve]  regulation of hospital rates involves an external auth(wity  (usually the state or a state agenc~r  but
occasionally  a private entity such as Blue Cross) that monitors each hospital’s rates (25).
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Many of the studies failed to account for the
complexity and diversity of the state programs
and may have overstated or understated the effect
of rate regulation. Combining all rate-setting pro-
grams into a single category does not account for
the many different characteristics of the various
state programs. Different factors may help explain
differences in effects on hospital expenditures
across states. These different characteristics may
include whether the unit of payment under rate
regulation is per service, per diem, per case, or
with a fixed budget or volume adjustment; and
whether the payment rates are determined by a
state-level formula or by reviewing hospital or de-
partmental level costs and budgets; and political
factors.

Some early studies (1 3, 1l0a, 196) of state hos-
pital rate-setting programs simply compared hos-
pital expenditures across states. All of these
earlier studies found that the growth of hospital
spending per day, per admission and, to a lesser
degree, per capita, was less in States with manda-
tory hospital rate-setting programs than in states
without such regulation. However, these early ob-
servational studies were questioned because they
failed to isolate the effects of rate regulation from
other factors that might have affected hospital ex-
penditures (30).

Later studies attempted to statistically control
for different aspects of states’ hospital regulatory
schemes as well as coexisting regulatory efforts.
For example, in a 1983 multivariate analysis that
statistically controlled for both the specific regu-
latory nature of the state hospital rate-setting pro-
grams as well as other coexisting regulatory
programs, Sloan found lower hospital costs per
admission and costs per patient day in states with
mature mandatory hospital rate-setting programs,
than in states without rate-setting programs ( 150).
He also found no change in profit margins, sug-
gesting that expenditures were also lower.

It is plausible that a self-selection process is at
work under which states with high hospital cost
inflation are more likely to adopt regulatory pro-
grams than those with low hospital cost growth.
Two studies have attempted to statistically ac-
count for this effect (29,82). One study found a

modest but measurable effect of rate regulation on
hospital cost inflation after controlling for histori-
cally high cost inflation (29), and another study
found that mature hospital rate-setting programs
were associated with lower per capita hospital ex-
penditures (82).

Other studies have examined the effect of state
hospital rate-setting programs by examining the
rate of growth of hospital costs per discharge be-
fore and after the program was implemented.
Thorpe and Phelps studied the impact of hospital
rate-setting in New York State in 1983 (1 56). They
found that the all-payer rate-setting program re-
duced real inpatient cost per discharge (i.e., from 7
percent in the period 1980 and 1982, to 4 percent
in the period 1982 and 1985).

Gold and colleagues concluded that  "mandato-
ry State rate setting for all or most payers of care
has been successful in restraining hospital spend-
ing” (44). However, Gold and colleagues also cau-
tioned that:

The outstanding issue is whether this approach
is feasible on other States and whether it would
create the same effect. Rate setting States are
atypical, and only a few States have seriously
tried to implement broad-based mandatory ap-
proaches (44).

Only Maryland maintains all-payer hospital rate-
setting today (although other states maintain less
comprehensive forms of rate-setting).

Some have questioned whether hospital rate
regulation slows the growth of a state’s total
spending for both hospital services and other cate-
gories of health services. For example, Mitchell
argued that the effectiveness of hospital rate-set-
ting programs should be measured by their effects
on per capita total health expenditures, not just
hospital expenditures (11 1). However, the avail-
able evidence is not able to provide a clear verdict
on the issue. A Lanning, Morrisey, and Ohsfeldt
study that found lower per-capita hospital expen-
ditures in states with mandatory hospital rate-set-
ting programs also found lower per capita
non hospital expenditures (82), but few other stud-
ies provide a direct measurement of the effect of
hospital rate-setting programs on total nonhospi-
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tal expenditures. Several studies examining the
impact of state hospital rate-setting programs on
physician expenditures have presented a mixed
picture as to whether the level and growth of phy-
sician expenditures is affected by hospital rate-
setting programs (6,1 11,1 15).

In order to use the findings of these studies to
estimate the effects of similar cost control provi-
sions in reform proposals, it would be important to
understand the features that contribute to suc-
cesses and failures in states that have used hospital
rate-setting (44,82, 150).

Rochester’s Hospital Experimental Payments
(HEP) Program. The United States has had only
limited experience in using budgets to pay for hos-
pital services. The main U.S. experience comes
from the voluntary Health Care Financing Admin-
istration (HCFA) demonstration project called the
Hospital Experimental Payments (HEP) program
in Rochester, New York. Between 1980 and 1987,
government representatives, insurers, and provid-
ers in the Rochester area worked together to man-
age community-wide hospital revenues and to
improve the solvency of area hospitals through the
HEP program ( 179). In addition to cost control,
another goal of the program was assuring the fi-
nancial viability of area hospitals, some of which
were in jeopardy in the late 1970s ( 14).

The main features of the HEP program were a
community-wide prospective revenue cap on in-
patient and outpatient hospital services. Blue
Cross Blue Shield of New York State, and HCFA
provided hospitals with an annual budget. All hos-
pitals agreed voluntarily to operate under the com-
munity-wide revenue cap. Hospital revenues were
limited to costs in a base year (the year 1978) and
updated by an annual inflation factor. Cost in-
creases above the cap were not funded but individ-
ual hospitals could retain surpluses. Capital
investment (including medical technology) deci-
sions were made by the hospitals as a group and
financed from a common capital fund (14,179).
HEP was administered by the Rochester Area
Hospitals Corporation, a nonprofit corporation
comprising area hospitals and the University of
Rochester School of Medicine and Dentistry
(179),
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Both Block and colleagues and the General Ac-
counting Office (GAO) found lower growth rates
in expenditures or costs. However, confidence in
some of their findings is limited by aspects of their
study designs (e.g., use of unadjusted data in some
comparisons).

Block and colleagues compared Rochester
Medicare hospital expenditures post-HEP (1980
to 1982), controlling for age, sex, and wages, with
Medicare hospital expenditures in Boston, Min-
nesota/St. Paul and nationally, and found that the
other locales’ Medicare hospital payments in-
creased more sharply than Rochester’s Medicare
hospital payments (figure 2-3). Similarly, a GAO
report of Medicare hospital expenditures for a
longer period of time (1980 to 1987) found that
Medicare payments to Rochester hospitals rose at
an annual rate of 7 percent, compared with 12.6
percent for the nation as a whole (179).

Similarly, GAO’s comparison of Rochester’s,
New York State’s, and the nation’s total (Medicare
and non-Medicare) hospital costs for 1980 to
1987, after adjusting for inflation and population
growth, found that real hospital costs per capita
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for Rochester hospitals grew at an annual rate of
2.1 percent, compared with 4 percent in New York
State47 and 4 percent nationally ( 179).

As with ESP, the effectiveness of HEP is fur-
ther suggested by the increase in hospital costs per
capita observed after HEP was terminated. Be-
tween 1987—when budgeting under HEP en-
ded—and 1990, Rochester hospitals experienced
real annual growth of 7.3 percent in costs per capi-
ta, compared with 6.1 percent in New York State
and 4.9 percent in the nation (179).48

Accordingly, Rochester’s experiment with vol-
untary community-wide hospital budgeting under
HEP appears to have been successful for
constraining hospital costs. However, GAO con-
jectured that HEP’s savings to the entire Roches-
ter health system may be limited since the
program did not address the growing segment of
health care costs incurred outside of hospitals.
OTA is aware of no studies of HEP’s effects on to-
tal health spending in Rochester.

GAO noted that key participants in Rochester’s
health care system emphasized that no single fac-
tor was responsible for the community’s perfor-
mance and Rochester’s experience may not be
transferable to other states or to the Nation, for
several reasons ( 14,179). Rochester has a long
history of community-based health care planning
and cooperation. Unlike other states, for example,
New York has continued to require hospitals to
obtain approval for many capital investments
through a certificate-of-need process. Finally,
Rochester has continued to establish most insur-
ance premiums based on community-rating prin-
ciples, a situation made possible because Blue
Cross Blue Shield and one large health mainte-
nance organization (HMO) have dominated the
health insurance market in Rochester.

Summary. In summary, some limited U.S. ex-
perience in setting hospital payment rates has
demonstrated that government (or combination
government and private sector) cost controls can
reduce the rate of growth in hospital expenditures
while they are in effect. Average annual growth
rates for hospital expenditures of 4.6 percent (44),
4 percent (22, 127)), 3 percent (127), and 7 percent
(179) have been reported for various programs
and different payers at various times; all have been
lower than national averages at the time of the
comparisons. None of the programs has been easy
to implement, however, and only PPS for Medi-
care and the State of Maryland’s all-payer pro-
gram survive in their entirety.

Empirical evidence from
international experience

International experience may provide evidence as
to the effects of different types of regulated hospi-
tal payment. During the 1980s, several countries
shifted from a retrospective budgeting process, or
from price controls, to various forms of prospec-
tive budgets.49 The shift occurred in part because
countries experienced continued growth in hospi-
tal expenditures, suggesting that previous con-
trols were not considered strong enough and that
countries that use government cost controls con-
tinue to modify and revise those controls.

While the shift from retrospective payment or
looser controls such as price controls to prospec-
tive budgeting for hospitals may provide insight
into this approach to controlling hospital expendi-
tures, the empirical evidence on the impact of pro-
spective budgets is limited. In a review of the
available literature on prospective budgeting in
the Organisation for Economic Co-operation and
Development (OECD) countries, Wolfe and Mo-

47 New yor~ cjlatc  ,) P.rate~  un~cr  an a]]-pay~r  hospital rate-setting s}’stenl for parl of this period.

~ Acc(~rdlng  (() GAO hospital bu~gellng  Un&r HEp m(iect for several reas~ms.  HCFA had implemented its PPS system. Although R(~ches-

ter could have requested pemlissi(m to amtinuc the experiment, area hmpltals recx~gnized  that they C(NIM make more m(mey under PPS than
under HEP budgeting. Moretwer, one area hospital had already withdrawn from HEP in 1987.

w ~oj~ctl~,e  budgets are ~)~era]l  ]Inllts on the funds I(J pa)’  for a specific category of health  care services, fixed in advance of the PaYn~~nt

peri(ti, regardless of where the funds originate,
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ran concluded in 1993 that “during the course of
this work, it quickly became clear that the litera-
ture is largely descriptive, and presents little evi-
dence of rigorous empirical assessment of the
effects of the [prospective] budgeting schemes
employed in comparison to other alternatives”
(21 1).50 According to Wolfe and Moran, one of
the main reasons is that “[prospective] budgeting
schemes are typically employed as elements of a
country’s overall approach to financing health
benefits and controlling expenditures and are not
generally structured as experiments that would
permit . . . evaluation” (211).

OTA’s review of the empirical literature on the
effectiveness of prospective hospital budgeting in
other countries focuses on several of the OECD
countries for which some empirical evidence is
available: Canada, France, Germany, and the
Netherlands.

Hospital payment in Canada. Canada’s meth-
od of paying hospitals has undergone a number of
changes over the years. Beginning in 1961, fund-
ing of hospitals was characterized either by “line-
by-line” budgeting or per diem reimbursement
(10). Under the former, individual institutions ne-
gotiated specific budgetary line items with pro-
vincial Ministries of Health, with the overall
budgetary allocations being the aggregation of the
line items. Per diem reimbursement involved ret-
rospective adjustments to hospital operating
budgets according to patient loads, which left
Ministries of Health with a large open-ended line
in their budgets.

The old line-by-line budgeting approach has
largely disappeared (10). The move away from
this approach to prospective, aggregate budgeting
began in the late 1960s. Under this system funding
for the next year was based on a series of mechani-
cal adjustments to previous expenditures. Special
provisions were made for new programs, unantici-
pated and justifiable volume increases, or other
unforeseen circumstances. However, during the

1970s, cost overruns

Reform

were often picked up by the
Ministries of Health. Only in the more fiscally
constrained late 1980s and the 1990s have the
Ministries of Health become more forceful in de-
veloping institutional expectations that budgets
are not a starting point, but a binding constraint.

There has been surprisingly little analysis of
the effect of prospective budgeting in Canada. Ac-
cording to Barer, the growth rate of hospital ex-
penditures mirrors the shift to prospective budgets
and stronger enforcement of those budgets. Hos-
pital expenditures increased by 10 percent per an-
num during the 1960s, declining sharply to just
under 6 percent in the 1970s, and declining further
to 4.6 percent in the 1980s (all figures in inflation-
adjusted terms) (10). However, these figures may
mask a substantial amount of variation among
provinces.

In a 1983 study, Detsky and colleagues
compared hospital expenditures in Ontario under
a system of prospective budgeting to hospital ex-
penditures in the United States (26). The authors
found that for the period 1968-80 the cumulative
increase in inflation-adjusted total hospital expen-
ditures in Ontario was 86 percent, compared with
130 percent in the United States.51 The authors
caution that their results are only suggestive and
that “[a] full statistical analysis of differences be-
tween the United States and Ontario would re-
quire examination of other variables that affect
costs” (such as demographic characteristics and
the use of price and wage controls in the United
States between 1971 and 1974 and in Canada be-
tween 1976 and 1978). Moreover, cross-country
comparisons fail to control for other potentially
important factors such as cultural differences and
different forms of government.

Hospital payment in France. Beginning in
1984, the French government replaced its fixed
per diem payment system for hospital services
with expenditure targets for total public hospital



spending ( 176). In the French system, budgets are
negotiated separately for each public hospital.
About t we-thirds of all hospital beds in France are
in public hospitals ( 176).52

To enhance compliance with the category-wide
spending targets, each public hospital negotiates
its proposed budget with the predominant sick-
ness fund in its region and with the national gov-
ernment ( 176). Sickness funds are organizations
that administer national health insurance. The ne-
gotiated budget covers operating costs as well as
debt service for construction and high-cost medi-
cal equipment ( 176). Hospitals are paid in month-
ly installments, divided among France’s sickness
funds according to their share of total patient days
in each hospital (211).

Not all individual public hospital budgets in-
crease at the category-wide target growth rate
(176). Some are allowed to grow more and others
less ( 176). However, the government is able to use
its influence with negotiating parties to restrain
the growth of aggregate hospital spending ( 176),
Although some additional funds exist to supple-
ment individual hospitals’ budgets under excep-
tional situations, unlike Canada’s hospitals,
publicly owned hospitals in France cannot supple-
ment their budgets through collect ion of fees from
privately insured patients (211). Therefore,
France’s budgets for public hospitals represent a
more binding constraint on the hospitals’ total
revenues.

GAO conducted a multivariate econometric
analysis of the effects of changes in payment
methods for hospitals in France, and also
compared the effects of the French changes to the
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effects of
(176).53

GAO’s
change in

Germany’s hospital payment system

econometric analysis found that the
payment systems reduced growth in

hospital expenditures by a statistically significant
amount, even after statistically controlling for the
effect of GDP growth.54 Moreover, GAO esti-
mated that the spending targets and prospective
budgets reduced France’s 1987 level of inflation-
adjusted inpatient hospital care spending (both
public and private) by about 9 percent below what
would have been spent had price controls alone
(i.e., per diem reimbursement) remained in place
over the period 1984 to 1987.

However, GAO’s analysis of the French system
was based on only a few years of data for the new
payment system; therefore, its results should be
interpreted with caution .55

Hospital payment in Germany. Beginning in
1986, Germany shifted from regulating hospital
expenditures through price controls alone (i.e.,
prospective per diem payments) to per diem pay-
ments combined with "flexible” prospective
budgets for individual hospitals and aggregate
spending targets for hospital spending (85,1 76).
Germany required all hospitals to adopt flexible
prospective budgets, based on expected occupan-
cy rates for the following year (45). Hospitals
were compensated for days of care exceeding the
annual projection, but at a reduced rate (211).
Flexible budgets were coordinated with existing
nonbinding targets for annual hospital spending
determined by Germany’s national health com-
mittee, Concerted Action in Health Care (1 76).

‘~ pr]~ate hospitals In France  are still paid  per diem  rates (2 I I).
s ~ In c~~ ~egrcsslon  ~qua(i{)ns<;,  nonllnal t{)[a] health  variable expenditures was the dependent variable. Independent  variables  included

the govemrncnt  cost c(~ntrt~l In effect, the c[mntry’s  natl(~nal lnc{m~e  and plpula[i(m,  and a measure of resources in the particular health care
sec[t~r (e.g., the number of practlc]ng ph> slclans for Germany physician payment equati~m and (he number of inpatient medical care beds for
France’s and Gem}any  ”s ht)spital  paymerl[ equat]{ms) ( 176).

~-$  Grow (h in GDp h:ld ;in Indcp.ndclll,  ~J\ItIl c effect on growth in public ht)spi[al  experiditures,  as expected.

5$ French h{}splt;il  sP.ndlng  targets ~cre In ~ff~ct  f{~r (ml) 7 full years al (he time of GAO’S anal Ysis.
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However, according to GAO, the new system did
not include an enforcement mechanism ( 176). The
overall hospital spending targets served only as
informal guidelines during individual hospital
budget negotiations between hospitals and re-
gional sickness funds ( 176).56

GAO’s econometric analysis of Germany’s
change in hospital payment systems found no sta-
tistical evidence that the combination of aggregate
hospital spending targets and flexible budgets was
more effective at limiting hospital spending in-
creases than the previous price controls (per diem
rates) used alone. However, since GAO’s finding
was based on very limited data, it should be
viewed with caution.

Based on the different results for France and
Germany, GAO concluded that stringent enforce-
ment with formal mechanisms to ensure com-
pliance could make budget controls more
effective ( 176). It hypothesized that the French
government’s participation in each hospital’s
budget negotiations encourages observance of the
targets. As stated earlier, the German targets were
guidelines that lack an enforcement mechanism to
reconcile actual spending with the targets ( 176).

Even if inpatient spending were constrained
through prospective budgets and technology plan-
ning in Germany, the possibility of shifting ser-
vices to other clinical settings where spending is

unconstrained or only partially constrained may
make hospital budgeting in Germany less effec-
tive for restraining national health expenditures.
German physicians have been allowed to buy
high-technology medical equipment for their pri-
vate offices, allowing hospitals to shift some inpa-
tient care to outpatient care in physicians’ offices
(2).57 However, as discussed under physician pay-
ment controls, Germany appears to have had suc-
cess in placing controls on spending for
physicians’ services.

Hospital payment in the Netherlands .58 The
system of hospital payment in the Netherlands un-
derwent various changes in the 1980s. The most
radical change took place in 1983, when the tradi-
tional system of per-service reimbursement was
replaced by a system of prospective budgeting
that covered almost all of a given hospital expen-
ditures. 59,60

Under the new “historical” budgeting system
introduced in 1983, when expenditures exceeded
a hospital’s budget limit, the hospital was held fi-
nancially responsible for the deficit. On the other
hand, if a hospital spent less than its budget, it
could add the surplus to its reserves. Retrospec-
tive budget adjustments to solve financial prob-
lems of individual hospitals were no longer
expected. 61 The primary goals of the new pay-

S6 Beglnnlng  in januav 1993 tie Gemm  govemrllent initiated a 3-year emergency measure that inl~)ses  nlandat(~ry  linllls {m spending ‘or

physician, hospital, and dental services, and for prescriptitm drugs. The new limits are more closely linked (() revenue growth of the sickness
funds (180).

57 Hospi(a]s can contract  [() use ~xps]v~ mtxlicid equipment in doctors’ private offices (2).

58 me desCriptlOn of the hospi(al Paynlen[ systelll in the Netherlands is taken from two articles by Maarse and ~oll~agu~~ (96,97).

59 Interest and depredation renlalned ful]y r~in~bursed on a retrt)spective  basis, and fee-for-service charges by medical SpeCHdl StS WCK not

included in the hospital budget.

@ ~or t. 1983,  hospita]s were reimbursed for each medica]  activity (tmtput), with inpatient per diem charges as the nlost important source

of revenue. Budgetary deficits of hospitals could be solved by retrospective temporary increases in inpatwnt per diem charges.

61 ~os~ctl~e  hosplta] budgets are  negotiated with the Netherlands’ sickness funds and private insurers (2 I I).
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ment system were to curb the rapid growth of hos-
pital expenditures, promote efficient production
of hospital services, and increase the autonomy of
hospital management.62

Based on observational studies of hospital ex-
penditures in the Netherlands over the period
1976-89, Maarse and colleagues found that
growth in inflation-adjusted hospital expendi-
tures increased between 1976 and 1981, stabi-
lized, and then became negative after 1983 (96,97)
(see figure 2-4). From 1984 to 1986, actual hospi-
tal expenditures remained below the allowed
budget limits (see figure 2-5). In real terms,
growth was negative (-0.4 percent) during the pe-
riod 1986-89 (not shown in figure).

The trend in hospital admissions over the peri-
od supports the finding that costs were contained

by “historical” budgeting (96). The average length
of stay was already declining before the adoption
of budgeting and continued to decline after 1983
(96).63

As for ambulatory care, expenditures had al-
ready been rising and the shift to hospital budget-
ing does not appear to have accelerated that trend,
despite the intentions of the government (figure
2-6) (96).

Based on the trends in hospital spending before
and after introduction of hospital budgeting and
on the basis of actual expenditures compared with
allowed budget limits-two measures of the ef-
fectiveness of government cost controls-the in-
dications are that “historical” hospital budgeting
in the Netherlands controlled hospital spending
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62 Anolhcr  ~l)a,or ~e.,l~lon ~)fthc hudgctlng  sy~tenl took” p]ace in ] 988 when the Nctherlimds  shlftd frt)lll  a ~~slclll of “’hlsumcal”  budg~tlng

t~~ one {Jt “1 unctlt~n.il ” budgeting. Hlst(mcal budgeting had fr{)zen ccrtaln inequities ‘and  Incfticlcncics  In place (97). I“he purpose of functi(mal

hudgetlng was [(~  h:i~c ht)$pllals  get the saTm budget when  pcrftmnirrg  equal ta~ks. ~“uncti{~na]  bud.gctlng  ]f c~m~tderah]y}  nl~m? C{mlpllcatcd
than hlst(~rlcal  budgctlng, using a ft~rn~ula  that takes into account the sl]e of the p~pulat [(m m a hospital “s catchmcnt  :ir~ii, a h(~spital  capacity

(including spcl:ilty  urrlts ). ii h(~spltal  prtxlicti~ms of their productivity in t}w cx)ming  year, and additltmal :igrecmcnts for strew high-ct)st trcat-
nwnt$ (e. g., c:irdiac  surgery and renal  dial} SIS). While hist(n-ical  budgctlng operatccl  as a ncgati~ c lnccnt]~ c w Ith I cJpecI  to admissl{)ns,  func-
tl~~nal hudgctlng n~a)  stln]ulate hospitals t(} increase the number of admissions (97).

6 ~ ~l(,~kc, ‘,r trcnd~ ,n ICngth ,)f stay rek ~rscd sonlewhat after [he N~[hcr];mds’  transltl{}n  trx)nl htsl~mcal  t{) fUnC’tl~)lU~l  budgeting (95.97).
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more successfully than the previous system of
open-ended funding. Maarse, however, pointed
out that the observational studies by him and his
colleagues lead only to a provisional conclusion
because many factors that may have affected hos-
pital spending were not controlled for through sta-
tistical techniques.

Summary. In summary, during the 1980s sever-
al countries moved from less comprehensive con-
trols on hospital prices or budgets (i.e.,
line-by-line budgeting in Canada, per diem pay-
ment in France, Germany, and Netherlands) to
more comprehensive and stricter systems of hos-
pital budgeting. Limited research on these
changes suggest that most countries appear to
have been successful in reducing the rate of
growth in hospital expenditures relative to pre-
vious trends. However, successful and unsuccess-
ful countries continue to experiment with
additional measures to either reduce expenditures
further (e.g., Germany (180)) or to make their sys-

tems more equitable across hospitals (e.g., Neth-
erlands (97)).

Evidence on Physician Payment Controls
A variety of payment methods have also been used
in this country and abroad to regulate spending on
physicians’ services. The United States has had
only limited experience with using fee schedules
to control spending on physicians’ services; other
countries have used fee schedules combined with
spending targets (goals) or spending caps (limits).
The main problem with trying to constrain health
expenditures with price-based strategies (such as
fee schedules) is that they target only one aspect of
health expenditures—prices. Increases in the
quantity of services delivered can therefore dilute
some of the cost-containment potential from price
controls.

Volume may not be constrained under price
controls for two reasons. First, when payment
rates are reduced below current rates, or when the
growth in payment rates is constrained below
what it might have been without price restraints,
providers may be able to increase the volume of
services to offset potential income losses (1 37).
However, even if provider volume offsets occur, it
does not mean price controls are totally ineffec-
tive. Price controls would be completely ineffec-
tive only if volume offsets were sufficiently large
to fully negate price reductions.64

The second reason volume might increase
without direct controls such as utilization review
is that patients needs and wishes for services may
cause an independent increase in the use of health
services. It is difficult to separate consumer de-
mand from physician-induced demand in empiri-
cal studies. Overall, however, fee controls alone
might temporarily reduce expenditures, but long-
er-term spending control may not be achieved if
volume growth partially or completely counter-
acts the effects of price restraints.

fw$ [t 15 a150  argued (hat pr(JVl&~  cm als{~ m~e Up f{~r potential losses in revenues in t)ther ways. For example, physicians may increase

inc{m}e by recoding patient short-tern) visits that receive a lower fee to in(em~ediate  visits that receive a higher fee.
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Concerns about potential increases in volume
have stimulated some countries to limit physician
payment, for example, by combining price con-
trols with more comprehensive expenditure tar- ,
gets or limits. Under physicians’ expenditure
targets, governments generally fund a portion of
excess billings above the predetermined target. In
contrast, under expenditure limits, providers can-
not expect to receive any additional monies above
the predetermined limit.

Future health outlays under expenditure limits
or targets depend in part on allowed increases in
revenue under the limit or target from year to year.
If allowed increases accommodate increased costs
from the previous period because of higher input
prices, higher utilization, higher service intensity,
or newly established services or technology, ex-
penditure caps or targets may not constrain out-
lays for physicians’ services any more effectively
than fee controls alone.

Empirical evidence from the United States

Economic Stabilization Program (ESP). Under
the Economic Stabilization Program (ESP) (be-
tween 1972 and 1974), noninstitutional health
care providers were allowed aggregate weighted-
average price increases of 2.5 percent, if justified
by cost increases (44, 137). Voluntary compliance
was assumed, with enforcement 1imited to cases
in which patients complained of increases that ex-
ceeded the limits (44).

Research on ESP’S effect on physician spend-
ing appears to be more limited than that on hospi-
tal spending, perhaps because controls were less
complex or demanding on physicians (44). A par-
ticular shortcoming of the available research is
that it tends to focus on Medicare and Medicaid,
perhaps because those databases were readily
available. For example, using econometric analy-
sis, researchers at the Urban Institute investigated
the effects of ESP on Medicare and Medicaid phy-
sician payments in California. They found that
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controls limited Medicare fees to around the ESP
target of 2.5 percent per year, but that the quantity
and complexity of services supplied to California
Medicare patients increased, causing physician
incomes to rise more under the controls than when
they were lifted (11, 44).65 Once controls were
lifted, Medicare unit prices increased and volume
dropped (44).

The Urban Institute investigators found that
ESP had little or no impact on California’s Medic-
aid program expenditures, presumably because
Medicaid fees were controlled effectively prior to
the introduction of ESP (11 ).

Thus, the ESP price controls do not appear to
have reduced either Medicare or Medicaid expen-
ditures for physician services. The Urban Institute
concluded that “simply limiting average fee
growth by itself may not effectively limit undesir-
able growth in expenditures on physicians’ ser-
vices, at least over a short time period” (11).

Medicare fee schedule for physician services.
In response to growth in Medicare physician pay-
ments, and to address perceived payment inequi-
ties between expensive, high-technology services
and basic services, Congress included a reform of
the methods by which Medicare pays for physi-
cian services in the Omnibus Budget Reconcilia-
tion Act of 1989 (44,11 2). The payment reforms
were designed to be budget-neutral in the initial
year of implementation of the program (i.e.,
Medicare physician expenditures under the new
system would match what they would have been
under the previous system) (44). The 1989 Medi-
care physic i an payment reforms consisted of three
parts:

● The Medicare Fee Schedule (MFS), effective
January 1, 1992. MFS is based on a relative
value scale (RVS) that established national uni-
form relative values for different physician ser-
vices based on physician work, practice
expenses, and the cost of professional liability
insurance (11 2,123). The overall payment level

65 me ~uthom ~al~ed the ~)sslblllly that [he rc~ults ct~uld parlly  reflect the subslituti{m  of Medicare  paflenlS ft~r Pfivate Patients while  price

contn)ls  were In effect (44).
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under MFS is determined through a conversion
factor that translates the relative value units for
individual physician services established under
RVS into actual dollar payments (123). The
transition to MFS is scheduled to be fully
phased in by 1996 (123).

~ Volume performance standards (VPS), estab-
lished as a mechanism to update physician fees
(123). VPS sets an expenditure target for physi-
cian expenditures that are used 2 years later to
update fees under the MFS to levels consistent
with the target (44). Future payment rate up-
dates are based in part on the comparison of ac-
tual expenditure increases with the target (123).
If actual Medicare physician expenditures in-
crease faster than the target, the rate at which
the Medicare program raises physician fees is
reduced. Alternatively, if spending grows at a
rate below the target, fee increases are en-
hanced. Thus, VPS adjusts rates of increase in
fees, rather than directly controlling expendi-
tures (67). The program was implemented in
1990, and the first year that fee updates were
subject to the limits was 1992. Theoretically
the national Medicare physician expenditure
targets provide weak incentives for individual
physicians to modify their behavior because
physicians are not likely to believe that their in-
dividual responses will have much effect on
whether aggregate Medicare physician expen-
ditures rise above or remain below the VPS
(67).

~ Limits on the ability of physicians to bill pa-
tients above Medicare’s fees (123).

Research on the effects of the Medicare physi-
cian payment reforms is limited because the pro-
gram has not yet been fully implemented (44). It is
still too early to determine conclusively whether
the reforms will constrain spending for physician
services (44).

The most recent data from Physician Payment
Review Commission (PPRC) show that in 1990
and 199 1—the 2 years after VPS was implement-
ed but before the VPS fee updates and the MFS
when into effect—actual growth in Medicare phy -

sician expenditures was higher that the VPS tar-
gets ( 10.6 percent actual growth versus the VPS of
9.1 percent in 1990, and 8.6 percent actual growth
versus the VPS of 7.3 percent in 1991) (124). In
contrast, for 1992 and 1993—years in which VPS
fee updates and the MFS affected Medicare physi-
cian fees—actual growth in Medicare physician
expenditures fell substantially short of the VPS
targets (3 percent actual growth versus a 10 per-
cent VPS target in 1993) (124). According to
PPRC, a substantial portion of the difference be-
tween the 1992 VPS target and actual expenditure
growth in that year was due to a lower rate of in-
crease in the volume of services than anticipated
in setting the target, as well as a decline in the aver-
age Medicare fees over the period 1991-92 (65).

Medicare payments for physician services have
also been growing more slowly in recent years un-
der the VPS program than in previous years.
Growth in Medicare expenditures for all physi-
cian services was 3.3 percent lower in 1991 (final
data) and 5.9 percent lower in 1992 (preliminary
data) compared with historical trend growth rates
over the period 1986-89 ( 123).

PPRC cautions, however, that the recent trends
in Medicare physician expenditures, as well as
trends in volume growth rates that largely deter-
mine the patterns in physician expenditures, do
not yet lead to any firm conclusions about the ef-
fectiveness of VPS for controlling Medicare out-
lays for physicians’ services or volume growth. A
host of possible explanations account for the re-
cent lower volume growth rates. These explana-
tions include a possible return to the long-run
trend of declining rates of increase in volume tem-
porarily interrupted by relatively large volume in-
creases in response to payment rate reductions
legislated in 1987, 1989, and 1990and anticipated
fee adjustments under MFS; Medicare beneficiary
access problems; general trends in medical prac-
tice to reduce the volume of services; and physi-
cian response to the VPS incentives (124).
PPRC’S analyses did not allow them to directly
confirm or reject any of these possibilities for ex-
plaining recent trends in physician expenditures
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(124). PPRC concluded that the absence of an ap-
propriate comparison group and the effects of oth-
er policy changes that have occurred since
implementation of VPS make it impossible to
draw any definitive conclusions about the effec-
tiveness of VPS for controlling Medicare physi-
cians’ expenditures or volume growth (123).

Empirical evidence from
international experiences

Physician payment in Canada. Since 1971, by
which time all provinces had adopted the Federal
Medical Care Act covering physicians’ services,
every province has reimbursed physicians accord-
ing to province-wide uniform, binding fee sched-
ules established by direct bargaining between
professional physician associations and their re-
spective provincial Ministries of Health (11).
Canada’s experience with fee schedules provides
useful information on the effectiveness of both
long-term and broadly based price controls.66

Based on an observational study of Canadian
and U.S. physician fees and expenditures for the
period 1971-85, Barer and colleagues found that
since 1971 physicians’ fees in all provinces have
risen less rapidly than general inflation in Canada
(i.e., the CPI), and in some provinces and/or peri-
ods have lagged well behind general inflation
(1 1). This is in marked contrast not only to the
U.S. pattern of consistent increases in inflation-
adjusted physician fees, but to Canada’s experi-
ence before 1971. Inflation-adjusted physician
fees in Canada fell by 15.9 percent between 1971

and 1985, while rising 15.6 percent in the United
States. Over the period 1960 to 1971, when Cana-
dian physicians set their own fees, inflation-ad-
justed physician fees in Canada rose by 6.3
percent (11 ).

The Canadian experience with physician pay-
ment controls also illustrates some of the mea-
surement issues described in box 2-4. One’s
conclusions about its effects in controlling physi-
cian expenditures can depend upon the measure
used. For example, Barer and colleagues found in-
creasing divergence between the United States
and Canada in aggregate physician expenditures
between 1971 and 1985 using physician expendi-
tures as a percentage of GDP as the measure (11).
In contrast, using a different measure (inflation-
adjusted physician expenditures per capita,
derived from the OECD datafiles), OTA found
that the divergence between Canada and the
United States remained quite stable between 1971
and 1985 (figure 2-7). 67

Nevertheless, both Barer’s and OTA’s analyses
show that Canada’s physician expenditures have
consistently remained below those of the United
States (figure 2-7). The OTA analysis of OECD
data suggests that, recently, Canada appears to
have been more successful than the United States
in reducing the average growth rate in physician
expenditures per capita (figure 2-7).

However, the firmness and comprehensiveness
with which fee and volume controls have been ap-
plied have varied across provinces and over time
within Canadian provinces and studies have

66 Son)e have argued that price  controls”  in the United States have had limited success kcause  they have  been  aPPIied  (~nlY over sh(~fl  Per-

iods, or have not applied to all payers.

67 ~e U.S.-Canada  difference fc)und by Bmer and colleagues could have been the result of variations in the GDP (tie denonlinat(~r)  or

physician expenditures (the numerator). In addition, differences between Barer and colleagues’ analysis and  OTA’s based on OECD data could

be attributable in part to differences in physician expenditure data cited by Barer and c(~lleagues  and the dala  in the most current OECD datafiles
(l 20).
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shown differences in the growth of physician ex- general practitioners and income targets for spe-
penditures across the provinces (1 1,69,90).68 For cialists that began to take full effect in 1981 (69).
example, Hughes and colleagues’ examination of Hughes’s comparison of total and per capita
data for Quebec, Ontario, and British Columbia physician expenditures (both adjusted for infla-
for 1975 and 1987 found that Quebec had the low- tion) in Quebec with those of British Columbia
est percentage increase (24.4 percent) in inflation- and Ontario69 led him to conclude that fee sched-
adjusted physician expenditures per capita ules were only successful when the provincial
between 1975 and 1987. Hughes suggested that, governments “could exercise the political will to
despite a rapid rise in the Quebec physician-to- respond to accelerated utilization with aggressive
population ratio, physician expenditures in Que- fee reductions, utilization controls, or both” (69).
bec were able to be kept in check in the later years According to Hughes, Quebec was most success-
of his analysis as a result of two factors: 1 ) holding ful in exercising such political will.
the fee schedule considerably behind inflation un- Physician payment in Germany. Physician pay-
til 1983, and to inflation in the period 1983-87; ment in Germany has been subject to different
and 2) a unique system of quarterly billing caps for

6E Genem]]y,  he Pr{)vlnclal governments  use one  of three ways to recoup expenditures above a stated expendi~re target: reduce next Year’s

fee increase, temprari]y  reduce fees for a set period, or discount current fees to counteract the anticipated size of the volume  increase for the
year ( I I ,69,90). Until last year only a few provinces used caps.

@ Hughes found that, in British Columbia, t{~tal and percapita physician expenditures rose rapidly until 1983,  but Were stabilized  thereafter

by not allowing fee increases to keep up with inflation. Between 1985 and 1987, for example, British Columbia used expenditure limits that
triggered temporary fee reductions whenever the limits were exceeded. In contrast, in Ontario, the provincial government and the medical
association (negotiating on behalf of physicians in the province) had not been able to come to agreement on utilization and expenditure controls
between 1982 and 1987. Hughes found that Ontario showed the most dramatic increases in total and per capita physician expenditures as conse-
quence of more generous increases in inflation-adjusted fees (69). Three measures of percentage change in physician expenditures between
1975 and 1987 showed Ontario to experience higher growth than the United States in the same period (69).
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kinds of government intervention. In 1977-78,
Germany switched from paying physicians for
ambulatory services70 on the basis of fee controls
only, to a system of fee controls combined with
aggregate regional physician expenditure targets.
Then, in 1985-86, Germany switched from a sys-
tem of aggregate spending targets to fee controls
combined with regional physician expenditure
caps (209).71

Sharp increases in the mandated health insur-
ance payments through payroll deductions from
workers’ and retirees’ pay or monthly pensions
triggered an additional round of German health
care reforms in 1993 (180).72 Under the 1993 re-
forms, which are scheduled to be in effect for a
3-year period, total spending by sickness funds for
office-based physician services will not be per-
mitted to grow faster than sickness fund revenues
(180).73’74 These approaches are described in
more detail below, as is the research on the effects
of the 1977-78 and 1985-86 policy changes.

The 1977-78 policy was based on fee schedules
combined with aggregate physician expenditure
targets for each region in Germany. These targets
were based on spending in the previous year, an-

ticipated changes in service volume, and changes
in the wage base of sickness funds ( 180). When
physician billings exceeded the target, sickness
fund expenditures in the following year was to be
reduced.

In 1985-86 the method for paying ambulatory
physicians in Germany was again altered. The
method established can be understood by examin-
ing the main aspects of the process that determines
the amount of health care dollars allocated each
year for physician services (43,70,1 41 ,209). The
national health committee (Concerted Action in
Health Care) develops annual guidelines for how
much physician expenditures should increase. Re-
gional sickness fund associations then negotiate
with regional physician associations to determine
the expenditure cap (i.e., aggregate budget) for
physician services in that region, based on the rec-
ommendations of the national health committee.
Then the sickness fund association and the physi-
cian association negotiate physician fees, based
on t he projected volume of services for t he coming
year, such that the aggregate budget will not be ex-
ceeded.75

70 Anlbtllatory scr~ ices ~~rc Prok l&~ in phj slclans’ offi~~s and do n(}t include physicians’ services prtwidui  in :1 ht~spit:ll. In CJ~m~:~nY.

office-based ph} slcians are ~mtlnarlly  m~t allt)w cd tt) pr{wide inpatient htmpital  w-vices, and hospital-based  physicians arc generally not al-
lowed tt) proklde ambulatory care ( 141).

7 I ~15  sys[cnl  of physl~lan payn]en(  IS no( new [() Gcml~y,  where it was the prevailing system in Germany fronl I ~~~ 1~~ ~h~ IIIId-  1960s.

The 1986 expcndlturc  caps were to be tempmary, intended to keep spending under control during a period t)f other health rcf(~m~s  (43).

72 T?K budget !( r) of flcc-based  physic ]ans h’g inning in 1993 follows” a pattern similar to that pr{~duced \ t~luntarl Iy through pasi ncgotl -

atkms, the dctalls of the armingcrncnts arc rck iewed  in GA()’s July 1993 reptwt ( 180). The diffmmce,  how ever, is that the increase in phy ilclan
expend] turcs  fr(~n~  year  I(J year IS now strictly Ilrnitcd  by [hc German  gc~k cmnwrit, albeit tm a ten]pwar} (3-year) ha\ Is,

73 Sickness fund rc~ ~nucs depend (m k)[h the payroll  tax rate and the wage level.

74 ]nlP)slt),  )n of the ~[)~ ~mnlcnt.set caps WaS ~ccorllpan  icd by several structural health care refom]s  designed 1~~  funhcr  r~du~~  e~~~ss utJ -

li]ati(~n  as well as ngditws  in the current system ( 180). These wt~uld address demographic changes, trends in major discasm, and the introduc-
tion of new mcdlcal techm)h)gws ( 1 W). Reforms specific [o the physician sect(w include establishing pr(~ccdures t{) ]denti fy and lrnp)sc firm
cial sanctl(ms  (m physicians who excccd  standards for drug prescribing, and procedures to align the supply of physicians and dcnt]sts  with tlkcd
physlclan-to-p)pulatltm  ratl(~s  for each gct)graphlc  area ( 180).

75 ~c reolona]  slc~nc5s  funds collect payroll [ales and tum the budgeted amount over to the regional physician ass(Klati(m.  ‘l~c ph~ sl~lan@
assoclali(m distributes the budget to lndlwdual d(xt(ms (m the basis of each doctor’s  billings, acc(mting {() (he fcc schcdulc.  Phj SICIWIS arc paid
at the negt)tlatcd fee dun ng the first quarter.  1 f Ihe group of physicians subject to the rcgi(mal  budget dcl Ivers n~t)re  scm ICCS,  {Jr rmjre c(~stl }
servIccs  (i. e., services with hlghcr fees), causing t(}tal physician expenditures t{) exceed the first quarter’s share of the annual budget. fees arc
reduced during the sec{md  quarter. Slrn]lar  adjustments arc made during the third and f(mrth quarters, s() that the rcgrimal  physlclan ass )C I a-

ti(m budget  IS met at the end of the year.  I f the group  of physicians delivers fewer  services than expected, actual fees w III hc hlghcr than ncgt}-
tiatcd rates.  In this w a}, the aggregate hudgct acts ;is a binding expenditure cap for physician ser~rces.
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In summary, since the late 1970s, Germany has
seen a progression from fee controls combined
with regional expenditure targets, to fee controls
combined with regional expenditure caps, to fee
controls combined with national expenditure
caps. The 1993 reforms were intended to be tem-
porary, and the German advisory board is to sug-
gest alternative reforms by the end of 1994 (180).

Several studies have assessed the reforms of
1977-78, and, more tentatively, the 1985-86 re-
forms, and reported somewhat conflicting results
(43,72,176,180). For example, a 1991 study by
GAO indicated that the tougher budget controls
on physician spending introduced in 1977-78,
plus one year’s experience with the 1985-86 ex-
penditure caps, together helped reduce inflation-
adjusted spending on physician services by as
much as 17 percent between 1977 and 1987,
compared with what expenditures were projected
to be under the previous price controls ( 176,1 80).

GAO also compared the effectiveness of the
regional expenditure targets (introduced in
1977-78) to the regional expenditure caps
(introduced in 1985-86).76 GAO reported that
caps appeared to be more effective than targets in
decreasing the rate of growth,77 although other
concomitant policy changes, and the short period
of time for which GAO had data on the caps
(1986-87) made it difficult for GAO to conclude
that the caps alone caused the relatively greater de-

cline in growth rates beginning in 1986 (176).
Further, GAO’s analysis produced some apparent-
ly counterintuitive results.78

Subsequent OECD data on physician expendi-
ture growth rates do not clearly show whether ex-
penditure caps checked the rate of growth more
effectively than expenditure targets (120).79

Summary. In the United States, there has been
less experience with regulation of physician ex-
penditures than of hospital expenditures and it
may be difficult to draw conclusions from the U.S.
experience. There was 1ittle research on the impact
of the Economic Stabilization Program on physi-
cian expenditures but the work that was done sug-
gested that it had little effect. In 1989, Medicare
began to implement significant changes in Medi-
care physician payment, intended, in part, to con-
trol future expenditure growth by regulating both
fees and volume. It is too early to tell how these
controls have influenced physician expenditures
although future studies should be informative.
Other countries have had more experience with
controls on physician expenditures than has been
the case in the United States. Some research on the
experiences of Germany and Canada suggests that
these controls have been effective in constraining
spending on physician services.

All of the physician payment regulations re-
viewed evolved from a focus on physician fees to

76 GAO asse~s  that  allt~wable  spending was not reduced when spending exceeded the target  ( 180). However, another expefi,  William  GlaS-
er, asserted that when the expenditure targets were in effect, the federal government and the sickness funds imposed relatively small annual
increases in expenditures on the physicians’ associations (43). The associations in turn administered claims with member physicians such that
expenditure targets resembled the later, more strict expenditure caps. For example, in many regions, the sickness funds and physician associa-
tions agreed that if unpredicted increases in utilization and service intensity exceeded expenditure targets, the associations would pay dis-
counted fees during the final months of the year (43).

77 Spending for physician semices  showed 2 percent annual growth between 1985-86 and 1987, compared with  7 percent average ~nual

growth from 1977-78 to 1985-86 (176).

78 For  exanlp[e,  GAO’S re5ult5 for the effects  Of targets and caps on physician spending in Germany indicate that increases  in the Population

led to a decrease in physician expenditures, which wm.dd not generally be expected. A more important counterintuitive  result was their finding
that their “point  estimates indicate that with caps in place, increases in national income led to decreases in physician care spending rather than to
the moderation in spending increases that would be expected.” (176). GAO explained these findings as short-tetm  effects of the caps and con-
cluded that they would probably not continue ( 176).

79 OECD data indicate  that the rate of growth between 1986 and 1990 (years of regional expenditure caps) Was S.6 percent, Oron]y  slightly

lowerthan the annual growth rate in physician expenditures between 1978 and 1985 (5.8 percent) when expenditure targets were in effect ( 120).
M(weover,  some year-to-year growth rates were larger during  the period of expenditure caps than during the period of expenditure targets ( 120).
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regulating both fees and the volume of service
(e.g., through expenditure caps and targets). Re-
search showing that physicians respond to fee
controls by increasing volume (e.g.,Rizzo(137)),
as well as research showing that volume is a prin-
cipal factor in driving up expenditures for physi-
cian services (123), suggests that controlling
volume may be important for reaching a satisfac-
tory level of cost containment.

Whether physician expenditures controls will
result in cost-shifting to other payers (e.g., indi-
vidual patients, private health insurers in the
United States) and spillover to other services will
depend on how they are implemented and whether
other payers or services are reimbursed at a higher
rate. These effects have not been well studied.

Although, the research reviewed in this chapter
does not detail the political issues involved in im-
plementing regulations on physician payment, in
the past the imposition of fee and utilization con-
trols has been the focus of contention between
payers and providers (69, 100).

I Findings and Policy Implications
Findings
This chapter examined assumptions made by ana-
lysts attempting to estimate the impact of various
types and levels of government cost controls on
national health expenditures in proposals that in-
clude such controls. Government cost controls
were defined as measures by which federal, state,
or local governments play a direct or indirect role
in financing and paying the facilities and provid-
ers through which health care services are deliv-
ered. The chapter then examined the empirical
research literature on previous attempts at gover-
nment cost controls. Thus, this chapter set out to an-
swer two questions:
1. Can any savings be attributed to govern-

ment cost controls and, if so, is it possible to
quantify the savings resulting from a partic-
u la r  se t  o f  government  cos t  con t ro ls?

The empirical evidence, while imperfect, sug-
gests that government controls on the amount of
funds available for specific types of health care
services can reduce the growth rate in health care
spending for the targeted services.
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Studies of experience from several countries
and states in the United States suggest that gov-
ernment cost controls with more “teeth” (i.e., that
put providers at more financial risk through strict-
ly enforced expenditure caps) are, logically, more
successful than government cost controls with
less teeth (i.e., that set fee schedules and “targets”
rather than caps), However, there appears to be a
continuous search for new and more effective
ways to reduce the growth rate of health care ex-
penditures.

It is difficult to draw overall conclusions about
the magnitude of potential savings from govern-
ment cost controls. Several factors appear to be
important variables affecting success versus fail-
ure: the extent to which both prices and volume of
services are regulated, the regulator’s will and
ability to enforce controls, decisions about the
level and increase in the category of spending sub-
ject to the controls, supporting mechanisms de-
signed to enforce the controls such as penalties
and rewards, the ability and incentives for provid-
ers to offset controls on one category of health ex-
penditures or one payer by shifting services or
costs to other health care settings or payers, and
interaction with other aspects of the government
cost control program. In addition, success and
failure may be defined differently in different
studies and by different observers. Knowledge of
the ways in which success is defined and of the
factors that may contribute to or confound success
and failure is necessary to accurately estimate the
magnitude of the impact of a particular gover-
nment cost control on NHE. In most cases, this in-
formation is difficult to obtain, model, and
synthesize.
2. Is empirical evidence available to support

the assignment of an effectiveness rating to a
set of government cost-control strategies?
As discussed earlier, an “effectiveness rating”

is sometimes “assigned” by analysts when a pro-
posal provides for a limit on spending for a specif-
ic payer (e.g., federal or state government),
service (e.g., hospitals), or proposed combination
(e.g., a health plan). The rating depends on ana-
lysts’ judgment of how successful the array of
supporting government cost control mechanisms
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(and other measures) in a reform proposal will be
in achieving the proposed statutory rate of growth
for the portion of NHE subject to the limit. Effec-
tiveness ratings might be easier to assign if a re-
form proposal incorporated a package of
government cost controls identical to some other
system, and if there were documented evidence
about the effectiveness of that system in control-
ling health expenditures. However, none of the
current legislative proposals to reform the U.S.
health care system mirrors the cost-containment
mechanisms of any other country or previous U.S.
experience in their entirety. Moreover, the evi-
dence for specific mechanisms similar to those
proposed may be nonexistent (e.g., premium lim-
its), methodological y flawed (e.g., the plethora of
uncontrolled stud ies), or marginally generalizable
to current proposals (e.g., hospital budgeting in
France80). Perhaps most important, previous
studies may report results in ways that do not al-
low judgments about whether specific mecha-
nisms reached a specified target. This chapter
suggests, however, that analyses of previous expe-
riences can provide some general guidance about
the direction of the effects of specific mechanisms.

Theoretically, the concept of effectiveness rat-
ings may constitute an advance over all-or-noth-
ing judgments about the effectiveness of proposed
policy changes. It may require analysts to think
more carefully about the possible effects of given
cost controls. However, given the paucity of data
and the difficulty in determining the effects of
complex systems, contemporary analysts appear
to have no choice than to assign effectiveness rat-
ings using subjective judgment. In the policy are-
na a problem arises when the evidence or
uncertainty behind such ratings is neither pro-
vided nor explicitly acknowledged in an analysis.
Assigning overall numerical ratings of effective-
ness, without providing further quantitative justi-
fication or sensitivity analyses,81 may lend
analysts’ estimates an unwarranted aura of preci-

sion. In addition, it is not always clear what these
effectiveness ratings mean.

Policy Implications
Most analysts’ qualitative assumptions that gov-
ernment cost controls slow the rate of growth in
the sectors to which they have been applied seem
reasonable. However, because of the amount of
judgment required to make assumptions about
growth rates for the portion of NHE subject to ex-
penditure limits under alternative reform proposals,
policymakers should be aware of the rationales for
particular ratings before ranking health reform pro-
posals in terms of their relative savings.

In addition, because assumptions about exact
effectiveness ratings for expenditure 1imits cannot
be based entirely on the empirical literature but are
subjective, analysts may aid policy makers by pro-
viding a range of NHE estimates based on a range
of plausible alternative effectiveness ratings. In
addition, analysts should clearly document how
they arrive at their assumptions about the effec-
tiveness of cost controls so that other people can
more easily independently assess those effective-
ness ratings. This would allow outsiders who are
interpreting NHE estimates or proposing legisla-
tion to have a clearer idea of how analysts formed,
or would likel y form, an effectiveness rating for an
expenditure limit for a particular proposal.

Finally, as with other chapters in this report, po-
licymakers and others may find it useful to think
beyond the issues raised by reviewing analysts’
assumptions about only the cost implications of
reform. Other considerations may not be amena-
ble to modeling of NHE, but may be just as impor-
tant to reform decisions.

In summary, the empirical evidence appears to
support the direction of most analysts projections
about potential savings from adopting a health
system that includes more extensive government
cost controls than are currently used in the U.S.
health care system, but no particular quantitative
rating of effectiveness is possible.

go Fr~nc~’s hosplt~] bu~ge[lng approach Is chosen as  marginally general izable  because it involves a system in which tw(~-thirds of the hmpi-

tals are public, and ft)r  which governments and French sickness fund representatives negotiate budgws indi~ldually with each ctwercd hospital.

8 I Sensltl},lty  analyses provld~ an indlcatl(~n {~f the effect of variati{ms  in analysts’ judgments (w m the avallab!e cvldcn~e.


