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Hidden Health Tax: Americans Pay a Premium

INTRODUCTION

s the number of Americans without health insurance continues to

rise, so too do the costs borne by those who have coverage, who face

what might be called a “hidden health tax.” Private health insurance
premiums are higher, at least in part, because uninsured people who receive
health care often cannot afford to pay the full amount themselves. The costs
of this uncompensated care are shifted to those who have insurance,
ultimately resulting in higher insurance premiums for businesses and families.

During 2007 and 2008, one out of every three non-elderly Americans—86.7 million
people—went without health insurance for some period of time.' When those who
do not have health insurance get sick, their first response is often to avoid or delay
seeking care due to the cost.

When the uninsured do obtain care, they struggle to pay as much as they can afford.
Often, however, the uninsured cannot afford to pay the entire bill, and a portion of
it goes uncompensated. To make up for these uncompensated care costs, doctors
and hospitals charge insurers more for the services provided to patients who do
have health coverage. In turn, the costs that are shifted to insurers are passed on

in the form of higher premiums to consumers and businesses that purchase health
coverage.

This cost shift to health insurance premiums is a “hidden health tax.” To quantify
this “tax,” Families USA contracted with Milliman, Inc., an independent actuarial
consulting firm, to analyze federal Medical Expenditure Panel Survey (MEPS) data
and data from other federal and private sources. Based on these data, Milliman
estimated the total national cost of uncompensated care provided to the uninsured,
and it quantified that amount spread across the privately covered, non-Medicare,
non-Medicaid population.
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KEY FINDINGS

While people without health insurance often delay or forgo care, in 2008, the uninsured
received $116 billion worth of care from hospitals, doctors, and other providers.
Those costs were covered in the following ways:

m  The uninsured paid for, on average, more than one-third (37 percent) of the
total costs of the care they received out of their own pockets.

m  Third-party sources, such as government programs and charities, paid for
another 26 percent of that care.

» The remaining amount, approximately $42.7 billion in 2008, was unpaid and
constituted uncompensated care.

To make up for this uncompensated care, the costs were shifted to insurers in the
form of higher charges for health services. These higher charges are then passed on to
families and businesses as higher premiums. The impact of this hidden health tax on
annual premiums for families and individuals in 2008 was as follows:

m  For family health care coverage, the hidden health tax was $1,017.
m  For health coverage provided to single individuals, the hidden health tax was $368.

DISCUSSION

Who Are the Uninsured?

Families USA recently released estimates of the number of people who went without
insurance for during 2007 and 2008. These estimates, developed by The Lewin Group
for Families USA, found that 86.7 million people—one out of three Americans under
the age of 65—were uninsured for some period of time during 2007 and 2008. Of
these, 25 percent were uninsured for the full 24 months, and nearly three-quarters (74.5
percent) were uninsured for more than six months.? As shocking as these numbers are,
it must be noted that they were derived before the recent rise in unemployment and
the resulting increase in the number of uninsured Americans.?

Contrary to popular perception, the overwhelming majority of uninsured people are
workers or live in families in which at least one member works. The Lewin Group
found that four out of five individuals (79.2 percent) who went without health insurance
during 2007-2008 were employed or in a family with an employed adult; 69.7 percent
were in families with a worker who was employed full-time.*
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There are several reasons why people with jobs lack health insurance. First, not all jobs
offer health insurance benefits. The likelihood that an employer offers health benefits to
its workers varies considerably. Small employers, low-wage employers, and employers with
older workers are less likely to be able to afford to offer health coverage to their employees.
Second, some employees who have been hired recently may be in a “waiting period”
before coverage starts. In 2008, three out of four employers (75 percent) imposed a wait-
ing period for coverage, with the average waiting period being just over two months.>
Third, some employees who are offered coverage by their employer do not sign up for that
coverage because they cannot afford to pay the portion of the premium that is not paid by
their employer. In 2008, full-time workers who received job-based health insurance were
asked to pay, on average, $3,354 per year in premiums for family coverage.®In additon,
some young and healthy workers decline coverage, taking on the financial risk of
unexpected illness.

Other uninsured people include workers who have recently lost their jobs due to layoffs
or other factors beyond their control. For the families of those who become unemployed,
the loss of income is often compounded by the loss of health insurance. Some workers
who lose job-based health insurance are eligible to remain temporarily on their former
employer’s plan through the federal COBRA statute or a state COBRA-like law that pertains
to small employers. However, the premiums for COBRA continuation coverage are
often unaffordable for laid-off workers and their families: In 2008, the average monthly
COBRA premium for a family was $1,069, compared to the average monthly unemployment
check of $1,278. Thus, a laid-off worker would have to spend, on average, 84 percent of
his or her unemployment check on health insurance.”

Recognizing this problem, Congress created a temporary (nine-month) subsidy for COBRA
premiums for laid-off workers in the economic stimulus legislation that was signed into
law in February (the American Recovery and Reinvestment Act). This law expires at the
end of 2009.% Moreover, the subsidy pays only 65 percent of the premium cost; for many
out-of-work families, the remaining 35 percent is unaffordable.

Some working uninsured do try to purchase health insurance in the private, individual (non-
group) market. However, the cost of purchasing health insurance in this market is often

prohibitively high and the coverage less than adequate. Worse, for many people in less-

than-perfect health, health coverage is unavailable.’
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Many people wrongly assume that Medicaid, a national program designed to insure
those with low incomes, is available to help low-wage uninsured workers. Medicaid
is really 51 different programs run by the states and the District of Columbia with 51
different sets of rules about who is eligible for coverage, different income guidelines,
and different enrollment procedures. In almost all states, Medicaid income eligibility
differs based on family status. In 43 states, adults who do not have dependents living
with them can never qualify for Medicaid or any other public coverage, even if they
are penniless. In most states, a child is eligible for public health coverage (through
either Medicaid or the Children’s Health Insurance Program—CHIP) if that child’s
family income is below 200 percent of the federal poverty level ($35,200 for a family
of three in 2008). For parents, the income eligibility levels are much lower than they
are for children. The median income eligibility limit for parents among the 50 states is
67 percent of poverty—in 2008, only $11,792 in annual income for a family of three.!
A parent in a family of three working full-time all year at minimum wage would earn “too
much” to qualify for Medicaid in half the states (even though the family’s annual income
would be below the poverty level).

What Happens When the Uninsured Need Health Care?

Previous reports by Families USA and others have clearly shown the negative effects of
being uninsured." Going without health coverage places families at risk, both physically
and financially. Because of the high cost of health care, uninsured people are less like-
ly to get the care that they need when they need it, and they are more likely to delay
seeking care as long as possible. When a condition becomes so serious that treatment
can no longer be delayed, the uninsured seek care, and they often suffer devastating
economic consequences associated with paying for this care.

We know that uninsured people often do not receive health care when they need it.
Uninsured adults are nearly eight times as likely as the privately insured to go without
needed care due to cost (23 percent versus 3 percent).'? Uninsured adults with chronic
conditions are at particular risk, with nearly half (49 percent) going without need-

ed medical care or prescription drugs due to cost. Moreover, uninsured adults with
chronic conditions are 4.5 times more likely than insured adults to report an unmet
need for medical care or prescription drugs.' In addition, the uninsured are less likely
to receive preventive care and screenings. Adults without insurance are nearly seven
times more likely to have gone without any preventive care in the last year than insured
adults (41 percent versus 6 percent),' and uninsured women are twice as likely as
insured women to have gone without a Pap test in the last year (40 percent versus 20
percent)."”
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We also know that uninsured people delay seeking medical care and end up sicker
when they do get care. For example, uninsured adults are more likely to be diagnosed
with a disease in an advanced stage. Uninsured women are substantially more likely
to be diagnosed with breast cancer in a later stage and to have larger tumors; they are
also more likely to experience a delay in receiving treatment following diagnosis and
are less likely to complete chemotherapy treatments than privately insured wom-
en.'® In addition, uninsured people are substantially more likely to die prematurely
than people with insurance: At least 22,000 people between the ages of 25 and 64
died in 2006 due to a lack of health insurance."

When a health condition becomes serious, uninsured people (or parents worried about
their children) will go to a doctor or hospital even if they do not know how they can
pay for those services. After they obtain care, they may face significant, unaffordable
bills. In fact, people who were uninsured at any time during 2007 were nearly twice as
likely as those who were insured all year to have problems with medical bills or medical
debt (61 percent versus 33 percent).'® To pay their debt, uninsured people may use up
all of their savings, borrow money, charge credit cards for large bills that will take years
to repay, or take out a loan or mortgage on their home. When those resources are
gone, people with medical debt may face problems paying for food, heat, clothing, and
other basic necessities.'” For these families, staying afloat as debt mounts is, at best, a
struggle.

Who Pays for Health Care for the Uninsured?

As the number of uninsured Americans rises, people with insurance also are struggling
to afford rising health insurance premiums. And these two problems—uninsurance
and high premiums—are interrelated. In fact, the presence of people without health
insurance in our nation’s health care system adds to the cost of the health insurance
premiums that American consumers and businesses must pay for coverage. This is a
hidden health tax that everyone with private health insurance pays. How large is this
hidden health tax?

To answer this question, Families USA contracted with Milliman, Inc., an independent
actuarial consulting firm, to analyze federal Medical Expenditure Panel Survey (MEPS)
data and other federal data sources (see the Technical Appendix on page 15 for
Milliman’s detailed discussion of data sources and methodology).
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Quantifying the Hidden Health Tax

First, Milliman looked at how much people without insurance pay out of pocket for
their own care. When people without insurance seek treatment and incur medical
bills, they struggle to pay as much as they can, often making great personal
sacrifices to do so. People without insurance, on average, pay for more than one-
third (37 percent) of the total cost of health care services they receive out of their
own pockets.

Second, Milliman analyzed other sources of payment for care that is received by the
uninsured, such as workers’ compensation and the Department of Veterans Affairs
(VA); other government programs, including Medicaid Disproportionate Share (DSH)
funds; as well as private charities. They found that these programs and charitable
sources pay for another 26 percent of the care that is received by the uninsured.

Third, Milliman calculated the dollar value of the remaining amount. This net
“uncompensated care” was approximately $42.7 billion in 2008. (These estimates do
not include the cost of the care provided to insured people that is never paid—
costs that people with insurance are sometimes unable to pay, such as high
deductibles, high copayments, charges for uncovered services, and other out-of-
pocket costs.)

Finally, Milliman spread this uncompensated care cost across the insured, non-
Medicare, non-Medicaid population to arrive at annual costs of $1,017 per insured
family and $368 per insured single person in 2008.

Passing on the Hidden Health Tax

How does the unpaid cost of this care for the uninsured actually end up being passed
on in the form of higher private health insurance premiums? Providers attempt to
recover these uncompensated care dollars primarily by increasing charges for those
with private insurance. This cost shift is borne almost exclusively by private insurance
programs because the federal Medicare program’s rules do not allow Medicare
provider payments to easily adjust upward in response to this pressure. Likewise,
state Medicaid programs use state-set reimbursement rate schedules to pay for
services, or these services are delivered under state managed care contracts with
insurers. Consequently, uncompensated care costs are passed on to consumers
and businesses primarily through higher private insurance premiums. The extent to
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which providers can do this varies from state to state; nonetheless, the rates always
reflect a significant amount of uncompensated care. On average, this translated into
a surcharge of $368 for individual premiums and a surcharge of $1,017 for family
premiums in 2008 due to uncompensated care.

Ironically, as the cost of health insurance increases, more people find themselves
unable to afford insurance. And, as more people lose insurance, there are more people
who can’t pay all of their medical bills, and a further cost shift to private premiums is
required. This results in a vicious cycle of escalating numbers of uninsured people and
higher insurance premiums.

How Do the Findings for 2008 Compare to Earlier Estimates?

In 2005, Families USA released Paying a Premium: The Added Cost of Care for the Uninsured.
That report presented an estimate of the impact of the cost of uncompensated care that
is received by the uninsured on individual and family private health insurance premiums.
The 2005 estimate was developed for Families USA by Dr. Kenneth Thorpe, Robert W.
Woodruff Professor and Chair of the Department of Health Policy and Management,
Rollins School of Public Health, Emory University.?® Dr. Thorpe found that the impact of
uncompensated care on premium costs for family health insurance provided by private
employers in 2005 included an extra $922 in premiums due to the cost of care for the
uninsured; premiums for individual coverage cost an extra $341.

To reexamine the question of the impact of the cost of uncompensated care on private
health insurance premiums in 2008, Families USA contracted with the private actuarial
consulting firm, Milliman, Inc. We decided to use Milliman for two reasons. First, by using
a second expert consultant, our goal was to establish additional credibility for quantify-
ing the impact on premiums of uncompensated care provided to the uninsured. Second,
Milliman is a well-respected actuarial consulting firm that provides independent analysis
to businesses and is recognized for its health industry expertise.

Dr. Thorpe’s estimates used similar federal data sources and a similar (but not identical)
methodology to estimate the impact of uncompensated care on premiums. Therefore,
it is appropriate to compare the $922 impact on family premiums in 2005 to the
$1,017 impact on family premiums in 2008. Likewise, the $341 impact on individual
premiums in 2005 can be compared to the $368 impact on individual premiums in 2008.
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Milliman’s methodology varied from Dr. Thorpe’s in several ways. The data that are
available for this analysis in 2009 are more complete and sophisticated than the data
available in 2005, when Dr. Thorpe performed his estimates. In addition, Milliman
supplemented the federal data with actuarial relationships from the private insurance
market. The Milliman study is an original calculation based on new data—they did not
simply trend forward Dr. Thorpe’s numbers using medical inflation.

How Can We Reduce the Hidden Health Tax on Insurance Premiums?

Now that we know the impact on health insurance premiums of having uninsured
individuals and families in our health care system, can we reduce this “tax” and
capture the savings to lower health insurance premiums? The answer is yes. This can
be accomplished if we take several critical policy steps that are part of the current
health care reform debate. Obviously, Congress would need to make health coverage
affordable for all Americans. This can be done by building on the two primary pillars
of coverage in our existing health care system: (1) public programs such as Medicaid,
CHIP, and Medicare; and (2) job-based insurance. A growing consensus in Congress
and around the country suggests that the likeliest path to reform would be a hybrid
public-private solution that builds on the existing Medicaid program and extends it
to everyone who is low-income. For individuals and families who have incomes
above the eligibility level for an expanded Medicaid program, significant sliding-
scale subsidies for the purchase of private health insurance, including for job-based
coverage, would be needed.

In addition, to successfully cut the hidden health tax, Congress must regulate private
insurance markets. If we eliminate a significant portion of uncompensated care by
covering the currently uninsured, we can expect that doctors and hospitals will not need
to build these costs into their charges. If physicians and hospitals lower their charges
for services to insurers, then premiums should go down. However, a decline in premiums
is not necessarily automatic. Government has tools—or can easily develop them—to
serve as a reasonable and fair watchdog of both providers and insurers, ensuring that
pricing is transparent and that the savings realized from reducing uncompensated
care are passed on to the employers and individuals who pay premiums.
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CONCLUSION

Going without health insurance profoundly affects both the economic and physical
well-being of uninsured Americans. They may be burdened by debt or even driven into
bankruptcy. What is more, their health may suffer from delaying or doing without
necessary care. And in too many cases, their lives are shortened. But the uninsured are
not the only people who bear the consequences. Indeed, everyone is affected.

As this crisis grows and more people lose their coverage, the amount of uncompensated
care can be expected to rise—and with it, the hidden health tax. The resulting higher
premiums will only exacerbate our nation’s health care crisis. This crisis is likely to be
addressed in 2009 as Congress and the President seek meaningful health care reform.
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Coverage Works:

Insuring America’s Workers Is Good for the Economy

Investing in health coverage produces a healthier and more productive
workforce

Insured employees are healthier.?! People without health coverage are more
likely to delay or forgo necessary care.? As a result, they are more likely to be
diagnosed with diseases, such as cancer, in a later stage,” and they are more
likely to die prematurely than people who have health coverage.?

Providing health coverage also increases productivity because healthier workers
are more productive.” Three in four employers believe that health benefits are
extremely, very, or somewhat important for improving employee productivity.?®

Insured workers are absent less frequently and miss fewer days of work than
those without coverage.?”’” Moreover, 58 percent of small employers that offer
health benefits say that doing so has an impact on reducing absenteeism, with
17 percent reporting that it has a major impact.?®

Business executives also attest to a link between health and productivity. More
than six in 10 believe a strong connection exists between “the health of the
workforce, its productivity, and bottom-line company impacts.”?

Because of the shorter lives and poor health of the uninsured, our economy
loses billions of dollars a year. In fact, economists estimate that up to $200 billion
is lost each year due to uninsurance.®

Investing in health coverage helps the labor market function more efficiently

In our current system, in which some employers offer coverage and others
don’t, there is a phenomenon called “job lock,” where people stay in their jobs
so that they can keep their health coverage.3' This limits job mobility and stifles
market efficiency. In fact, evidence suggests that job lock reduces job mobility
by approximately 25 percent.*

The fear of going without health coverage discourages individuals from leaving
their existing jobs and starting new businesses of their own. When this entrepre-
neurial spirit is dampened, the new ideas, new products, and competitiveness that
new businesses bring to the economy is lost, and productivity is hurt.*

Workers with health problems have lower job mobility. For example, one study
found that chronically ill workers who rely on their employer for health coverage
are about 40 percent less likely to leave their job than chronically ill workers
who do not rely on their employer for coverage.** Another study found that
workers with a history of health problems such as diabetes, cancer, or heart
attack, and those who have substantial medical expenses, stay at jobs substan-
tially longer because of job-based health coverage.®
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For workers who rely on their employer to provide insurance for chronically

ill family members, job lock keeps them in jobs that they might otherwise
leave. For example, women who depend on job-based coverage and have a
chronically ill family member are 65 percent less likely to leave their job than
women with a chronically ill family member who do not rely on their employer
for health coverage.>®

Investing in health coverage creates a stronger workforce in the future

Today’s children are the key to the productivity of tomorrow’s workforce.
Providing coverage for kids helps to ensure that they receive the preventive
checkups and well-child care that is vital to ensuring appropriate social,
emotional, and cognitive development.®”

Access to timely health care, including preventive care and the early detection
of health problems, helps to ensure that children are ready to achieve in school.
For example:

m  Children with asthma are absent from school more frequently than their
peers without asthma,* missing more than 14 million days of school each
year.*® Having health coverage improves children’s access to the medications
and treatment they need to control chronic diseases such as asthma,
allowing them to miss fewer days of school.

®  Good oral health is essential to overall physical health and to academic
achievement. Conversely, poor oral health is closely linked with school
absence and lower levels of educational attainment.* Timely access to
preventive dental care and treatment is a sound investment in our nation’s
children and in the future of our economy.

m  Children with untreated vision problems are more likely to have trouble in
school, and they have lower test scores.*' Ensuring that all children have
quality health coverage that includes vision care will help give kids the
healthy start they need to excel in school.

A healthy childhood is more likely to lead to a brighter economic future.
Conversely, poor childhood health can limit economic success in adulthood.*

m  Poor childhood health hinders educational attainment. Children in poor
health miss more days of school and complete fewer years of schooling.*

m  Children who are less healthy are more likely to become adults with poorer
health. Even when educational attainment is controlled for, poor health in
adulthood is linked to lower wages and lower levels of employment.*
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EXECUTIVE SUMMARY

The high cost of medical care, together with social, tax, and economic policies, have created the
risks faced by tens of millions of Americans who are uninsured or could soon become uninsured.
In this paper, we develop estimates for the uncompensated costs incurred by the uninsured when
they obtain medical care. The uninsured pay for much of those costs themselves, and social or
charity programs pay for another portion. However, a significant portion of the medical costs that
uninsured people incur are uncompensated. That uncompensated cost is the focus of this paper.

Hospitals and physicians that provide uncompensated care may try to recover those costs by
increasing the amounts they collect from insurance programs. This is a form of cost shifting.
Because the Medicare and Medicaid programs have strict reimbursement policies, cost
shifting to programs through increasing fees for Medicaid or Medicare patients is not likely.
Consequently, we spread our estimate of uncompensated care across the privately uninsured
population, which consists of working-age people and their dependents who are covered
through employer-sponsored coverage and privately purchased insurance. Our national 2008
estimates of the uncompensated care per privately insured family and per privately insured
individual are as follows:

Estimated 2008 Cost of Uncompensated Care for the Uninsured

T

Implied Annual Cost per Privately Insured Family $1,017

Implied Annual Cost per Privately Insured Individual $ 368

The above estimates assume that all uncompensated care is shifted to the insured. In consider-
ing these figures, we caution the reader that the premiums paid by or on behalf of the insured
would not automatically go down by these amounts if the uninsured were covered, absent
other relevant policy and regulatory changes. Similarly, these amounts are not necessarily the
incremental cost of covering the uninsured.

In developing these estimates, we measured annual charges and expenditures for medical
care and prescription drugs obtained by the full-year uninsured, partial-year uninsured, and
full-year insured, using the federal Medical Expenditures Panel Survey-Household Component
(MEPS-HC) data from 2006, identifying sources of payment as a portion of total expenditures
for each cohort. We applied an insured reimbursement-to-charge ratio to partial- and full-year
uninsured charges. Estimates shown for the uninsured reflect both full-year and partial-year
uninsured individuals.
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We adjusted our uninsured cost estimate to reconcile to the National Health Expenditures
Accounts. We then reduced the uninsured costs for the portion we believed to be compensated,
separately for the full-year and part-year uninsured. Next, we subtracted the portion of federal
and state Medicaid Disproportionate Share Hospital (DSH) payments we believe are actually
used to fund uncompensated care for the uninsured. We divided this net uncompensated care
cost by the annual cost of employer-sponsored or nongroup insurance derived primarily from
MEPS-HC data. This percentage was then applied to privately insured individual and family
costs paid by medical benefits to yield the additional cost for family and individual units
attributable to unfinanced, uncompensated care.

In 2009, there is a broad consensus that the United States needs to provide universal coverage,
and that consensus may turn into policy details and reality. While this paper provides numbers
and cost estimates, the authors feel compelled to remind the reader that the biggest burden
of the uninsured falls on the people without insurance who need expensive medical care. We
present numbers, which is our area of expertise, but the real story is about people.

There are many direct and indirect consequences of uninsurance, including adverse health
outcomes, developmental problems for children, and personal bankruptcy. In addition, the risk
of losing employer-sponsored coverage discourages worker mobility, especially for workers
considering moving to small business. When people have coverage, they do tend to use medi-
cal care more than when they do not have coverage. We do not consider any of these issues in
this paper.

This research was commissioned by Families USA, and our report reflects the findings of the
authors. Milliman does not intend to endorse any position or legislation or benefit any third
party through this work, including the positions supported by Families USA. As with any
economic or actuarial forecast, our work cannot accurately capture all factors, and other
estimates using other data, assumptions, and methods will likely produce different results. We
urge the reader to consider the information in our full Technical Appendix, as the Executive
Summary does not contain all important details.
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COST OF UNCOMPENSATED CARE FOR THE UNINSURED

In this section, we describe how we estimated the cost of unfinanced, uncompensated care
that is provided to the uninsured.

To develop the cost of uncompensated care, we first estimated the total cost of care for the
uninsured, including costs for people who are uninsured for part of the year. We then subtract-
ed the amounts that are paid by the uninsured and other direct sources. We next considered
other sources of funding, primarily Medicaid Disproportionate Share Hospital (DSH) funding.
As we started with 2006 Medical Expenditure Panel Survey-Household Component (MEPS-HC)
data, we made several adjustments to account for changes since 2006 to produce our 2008
estimates.

MEPS Analysis

We used the 2006 MEPS-HC data set' plus other sources to estimate annual spending of partial-
year and full-year uninsureds. We considered all reported medical and prescription drug costs.
Because the charges that appear on providers’ bills are often much larger than the negotiated
amounts paid by private insurers and employers, we made adjustments to reflect typical insured
reimbursement rates.

MEPS assembles statistics through an interview process that includes obtaining claims docu-
mentation from individuals and their medical providers. Each year, about 34,000 Americans are
interviewed. The data obtained in this way contrast to typical medical expenditure data for the
insured population, where full, claims-level data on millions of lives are available to research-
ers. Insured data show, for each claim, details such as dates of service, amounts allowed and
paid, cost-sharing, and diagnosis and procedure code information. Such detailed data are not
available for the uninsured, which is one of the challenges in determining their cost of care
and the services they obtain. Consequently, many researchers investigating uninsured costs use
MEPS, as we have.

MEPS-HC 2006 was the most recent version available when we performed our analysis. We
compared certain results from MEPS-HC 2005 and found them consistent with results from the
2006 database.

MEPS Source of Payment Categories

The first step in our MEPS analysis was to estimate patient-specific payments collected by
providers for care that is provided to partial- and full-year uninsured people.

MEPS allocates funding into source of payment categories based on interviews with individuals
and their medical providers. For each category, we assumed a percentage that represents patient-
specific payments. The following table shows the payment categories, the portion of the total
expenditures according to MEPS, and our allocation of these categories to capture direct
payments for uninsured medical costs.
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MEPS-HC 2006 Payment Sources of the Full-Year Uninsured

Source of Payment Original % of Total Payments Milliman Assumption of
Categories Made among Full-Year Uninsured Direct Patient Cost Payments
Self Pay 52% 100%
Medicare 0% 100%
Medicaid 0% 100%

Private 0% 100%

Veterans Affairs 9% 100%

Tricare 0% 100%

Workers Compensation 3% 100%

Other Private 20% 67%

Other Federal 0%* 50%

Other State & Local 1% 0%

Other Public 10% 0%

Other Sources 5% 0%

Total 100% 77%

*Less than 0.51%

As shown in the table above, we reduced the MEPS figures for the five bottom categories.
Other researchers may have attributed lower portions to patient-specific payments,* while
others may have attributed higher portions.* The most important of the categories we adjusted
are “Other Private” and “Other Public.” Because of how MEPS defines the uninsured and their
broad definition of “Self Pay” funding, we believe the “Other Private” category is a misallocation
to uninsured individuals of other funds. Similarly, we believe “Other Public” is either a
misallocation of general funds to specific patients or perhaps an allocation of DSH payments,
which we add in a separate step. Providers’ accounting of funding for the uninsured is imperfect,
and organizations often also confuse non-funded cost categories such as bad debt and charity
care.*?®

Partial- and Full-Year Uninsured Expenditures and Billed Charges

In summary, we subtracted the adjusted provider collected payments made by or on behalf of
the uninsured from the full value of services rendered to the uninsured. We estimated medical
and prescription drug billed charges separately for the partial-year and the full-year uninsured
cohorts in MEPS. Because the full value of services provided is presented in MEPS as billed
charges, which are generally grossly inflated, we applied a discount in the form of the percent
of billed charges used for reimbursement in an insured setting.

We compared the demographics of partial-year and full-year uninsureds as part of our MEPS
analysis. We demographically adjusted the full-year uninsured amounts to produce estimates
for the partial-year uninsureds during their period of uninsurance, as full-year uninsureds are
slightly older with higher costs.®
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For collected payments, we first found annual reimbursements for full-year uninsured. We
estimated annual reimbursement for partial-year uninsureds by multiplying the full-year
per-person uninsured expenditures by a demographic adjustment factor and by the average
uninsured portion of the year as indicated in MEPS. We multiplied this per-person result by the
number of partial-year uninsureds in MEPS and added this amount to full-year uninsured
payments to arrive at total uninsured reimbursement.

The next step was to estimate the value of uninsureds’ services, which are, of course, higher
than the collected amounts. We estimated billed charges among partial-year uninsureds
similarly to reimbursement, by assuming the full-year per-person annual charges and adjusting
for demographic differences and for the average number of months that partial-year uninsureds
were insured.

We added partial-year and full-year uninsured billed charges to estimate total billed charges,
and we multiplied this result by the full-year insured reimbursement as percent of billed charges
found in MEPS-HC. We offset these adjusted uninsured billed charges by adjusted collected
reimbursement to yield our estimate of MEPS-based uncompensated costs of the uninsured.

Adjustments to MEPS Payments

In addition to the source of payment changes and assumptions on partial-year uninsureds as
described above, we made additional adjustments to the results from MEPS-HC 2006.

National Health Expenditures: Since MEPS-HC data understate national cost estimates, we
increased MEPS costs by a factor of 1.22, using our interpretation of a detailed study by the
staff from the Agency for Healthcare Research and Quality.”

Medical Cost Trend: We trended 2006 cost levels to 2008 by applying trends reported in the
2008 Milliman Medical Index.® This increased the 2006 costs by 16.6 percent for the two-year
period.

Population Changes since 2006: The United States population makeup changed between
2006 and 2008, including the insured and uninsured populations, and we adjusted our figures
from 2006 MEPS to account for the change. Based on our analysis of a recent CDC report using
National Health Information Survey data, Bureau of Labor Statistics (BLS) monthly unem-
ployment data, and an estimate of the relationship between the unemployment rate and the
number of uninsured described in recent literature, we increased the number of uninsured

by 2.0 percent.’ '®!"" We assumed the demographics of the uninsured population remained
the same between 2006 and 2008, meaning we assumed that costs would not change due

to demographics (e.g., age and sex) between 2006 and 2008. We also used health insurance
coverage status data from the 2008 U.S. Census Current Population Survey (CPS) to develop in-
dependent estimates of the number of uninsured and the number of individuals with private
insurance. After adjusting the CPS data for double-counting, the estimates are consistent with
those produced from other sources.'?
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Disproportionate Share Hospital (DSH) Payment Assumptions

DSH payments are administered through the Centers for Medicare and Medicaid
Services (CMS) to provide additional funds to hospitals that serve a disproportionate
number of Medicaid beneficiaries, low-income, and/or uninsured people.

There are two broad categories of DSH:
m  Medicare DSH, which is intended to supplement hospitals’ costs for Medicare
patients; and
m  Medicaid DSH, which may be used to fund Medicaid services or care for the
uninsured.

Medicare DSH is paid to hospitals based upon a statutory formula that measures

a hospital’s overall proportion of low-income Medicare and Medicaid patients (the
Disproportionate Patient Percentage, or DPP). This ratio is then translated into a
Medicare payment adjustment that implicitly recognizes the higher costs of low-income
Medicare beneficiaries. The DPP has no direct relationship to the uninsured or to the
uncompensated care costs associated with the uninsured population.

Unlike Medicare DSH, Medicaid DSH payments are administered at the state level. Each
state is allocated a certain amount of Medicaid DSH funding through a statutory formula.
States then develop their own rules and regulations that dictate the purpose and
distribution of these funds. Like Medicaid program expenditures, approved Medicaid
DSH payments are eligible for federal matching funds based on each state’s specific
Federal Medical Assistance Percentage (FMAP). States are required to identify and supply
non-federal funds in order to be eligible to draw down federal funds, and they do so
through a variety of state and local financing mechanisms. The DSH rules give states
significant discretion in how they allocate DSH payments, but a hospital’s total DSH
payments cannot exceed the total unreimbursed costs of treating Medicaid and
uninsured patients.

Some Medicaid DSH payments go to purposes that are clearly not associated with the
uninsured—for example, payments for Institutions for Mental Disease (IMD), and our
calculations adjusted Medicaid DSH to remove these amounts. In addition, many states
use DSH payments to supplement Medicaid payments that insufficiently reimburse
hospitals for the costs of Medicaid beneficiaries. Because these “non-uninsured” DSH
uses do not directly reduce hospital costs for the uninsured, we did not include these
DSH payments as funding hospitals’ uncompensated care.

We note that DSH payments are poorly documented in Medicare hospital cost reports
(CMS-2552). The uninsured and uncompensated care data that hospitals report do not
affect their reimbursement and are therefore inconsistently reported. The lack of reliable
hospital-reported data, the multiple permissible uses of DSH funds, and the fungible
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nature of hospital reimbursement create significant uncertainty and variability in the calculation
of hospital uncompensated care. Our treatment of DSH is based on an analysis of multiple data
sources, and it utilizes a set of reasonable assumptions; however, other researchers may
reasonably arrive at different conclusions when assessing the relationship between Medicaid
DSH and uncompensated costs.

In our model, we used the federal fiscal year (FFY) 2008 and 2009 Medicaid DSH allotments as
shown in the Federal Register, creating a 2008 calendar year figure by blending 34 of FFY 2008
with V4 of FFY 2009.13- 1415

We made the following adjustments to the Medicaid DSH payments:

®m Increased 2009 DSH allotments to reflect the 2.5 percent enhancement to statewide
DSH allotments authorized in the American Recovery and Reinvestment Act. Hawaii’s
and Tennessee’s DSH allotments were not eligible for this increase.'®

®m  Reduced Tennessee’s DSH allotment by 70 percent of the total allocation to reflect that
only 30 percent of their DSH allotment may be used for hospital DSH payments,
according to the terms of the state’s Section 1115 waiver."”

m  Reduced statewide DSH allotments by each state’s respective IMD limit (including the
ARRA-related 2.5 percent increase) to reflect our assumption that states maximize the
use of Medicaid DSH to fund state costs for IMDs. This calculation utilized 2008 and
2009 data published in the Federal Register.'s: 1920

= Reduced the impact that the non-federal share of DSH payments has on hospital
uncompensated care to account for creative financing mechanisms employed by states.
These mechanisms allow states to generate federal DSH funding without the associated
local funds necessarily offsetting uncompensated care. Based on an analysis of a report
on this topic, we assumed that 76 percent of the non-federal share of Medicaid DSH
funds is potentially available funds.?”!

®m  Reduced the remaining federal and state Medicaid DSH payments by 28.3 percent to
account for the portion of hospital payments (excluding estimated bad debt) attribut-
able to the Medicaid funding shortfall. To calculate this, we supplemented our findings
from the Medicare cost reports with American Hospital Association summary data for
2007.22, 23,24

We did not include Medicare DSH payments in the calculation of hospital uncompensated care
costs. These funds are intended to support the costs of Medicare patients, not the uninsured.
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PRIVATELY INSURED COSTS

This section describes our development of the medical costs paid through benefit programs
for privately insured working-age people and their covered dependents. This information is
important to our analysis, because we divide the uncompensated cost of care for the
uninsured by the privately insured cost to develop the summary information presented in the
Executive Summary. We separately considered employer-sponsored policies and individual (or
nongroup) policies. The former make up the majority of private policies. We follow the approach
of our major data sources, MEPS, and consider only comprehensive coverage and not limited-
benefit policies such as the so-called “mini-med” benefits. We excluded Medicare (including
MediGap) and Medicaid.

Employer-Sponsored Insurance Costs

We analyzed the distribution as well as premium levels of employee, employee plus one, and
family policies published in the Medical Expenditures Panel Survey-Insurance Component
(MEPS-IC) 2006 summary tables.? The distribution and cost relativities were reasonably
consistent with Milliman’s published actuarial guidelines.?® We trended the premium levels to
2008 using the 2008 Milliman Medical Index.?’

Using this distribution of contracts, we developed an aggregate 2008 employer-sponsored
premium level. We multiplied this by the estimated number of private sector employees enrolled in
health benefit programs, using MEPS-IC summary information and Federal Employees Health
Benefits Program data for 2006,% to achieve total employer-sponsored costs for 2008.

Nongroup Insurance Costs

We also included individual (nongroup) policies as part of the private insurance market in

our denominator. We estimated the average premium for individual insurance by taking the
MEPS-HC-reported percentage of individual policies that are single or family, splitting the family
percentage into family and single-plus-one, using the portions seen in the employer-sponsored
market, and applying the same three-tier premiums we used for employer-sponsored estimates.? 3
We trended this aggregate premium estimate to 2008 using the 2008 Milliman Medical Index.*'

We assumed that the per-member claim costs of the individual (nongroup) market are the
same as those in the employer-sponsored market. Insurance carriers usually use the same net-
work reimbursement levels for the nongroup and employer-sponsored markets. However,
state regulatory differences can result in significantly higher or lower medical costs.

As a final step, we multiplied the per-enrollee amount by the number of MEPS-HC-reported
individual policies to produce the total estimated 2008 individual market medical costs.
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The Privately Insured Population

The MEPS-IC summaries of privately insured enrollees and associated average premiums are
for 2006, so they do not account for shifts in the number of insured enrollees between 2006
and 2008. We separately adjusted the individually insured and the employer-sponsored insured
populations.

We assume that numbers of both the unemployed and employed have increased. While the
data on the uninsured and insured populations are not yet complete for 2008, the Bureau of
Labor Statistics shows both the labor force and unemployment rates increasing from 2006 to
2008. We assume the rate at which employees receive health benefits is constant from 2006 to
2008, which produces increases in numbers of both the uninsured and privately insured.

Nongroup: MEPS-HC Table 6 includes the number of 2006 individual insurance policies.** We
took the Bureau of Labor Statistics’ estimated increase in unemployment from 2006 to 2008
and multiplied the increase by the portion of employed who receive health benefits according
to MEPS-IC to estimate the newly uninsured due to loss of employment.3%3* We applied an
average rate of individual conversion based on COBRA conversion rates to estimate the resulting
increase in individual policies.®

Employer-Sponsored Insured: We multiplied the increase in employment from 2006 to 2008
by the portion of employed who receive health benefits to estimate the increase in number
of employees enrolled in employer-sponsored benefits.*® 3 We assumed the percentage of
employees with access to and enrollment in employer-sponsored health benefits remained
constant from 2006 to 2008, as indicated in recent Kaiser Family Foundation employer benefit
surveys,38: 39
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ESTIMATES

Using the methodology, sources, and assumptions described in the sections above, we estimated
important information about the insured and uninsured populations’ medical costs and who
pays for the costs of care for the uninsured. This section summarizes our estimates and some
of the important intermediate figures.

Key Assumptions and Estimates for 2008

a.  Family policy annual medical cost (premium or premium equivalent) $13,275
b.  Total private insured spending (non-Medicare, non-Medicaid) $557 billion
c.  Total value of services provided to the uninsured, at average $116 billion

insured reimbursement rates

d.  Portion of total value (c.) paid out of pocket by the uninsured 37%

e. Medicaid DSH used directly to finance uninsured costs $9.5 billion

f.  Net uncompensated cost for the uninsured $42.7 billion

g. Net uncompensated cost as a percent of private insurance costs. 7.7%
(g =f/b)

h.  Net uncompensated cost allocated to family medical cost $1,017
(h=g x a)

In the table above, we consider “Total private insured spending” to be the benefits paid by an
insurance policy or health benefits program, which does not include copayments, deductibles,
or other cost-sharing that is paid by the covered person. We follow the approach of our major
data sources, the Medicare Expenditure Population Survey, and consider only comprehensive
coverage, not limited-benefit policies such as the so-called “mini-med” benefits.

We show “Net uncompensated cost allocated to family medical cost,” which assumes that all
net uncompensated care is, on average, passed on to people with comprehensive coverage.
Not all people have family coverage, and we performed a similar calculation to arrive at the
allocated amount for single coverage. For simplicity, we assume that all policies cover either
single or family units. The same approach could be applied to other types of policies, such as
single-parent families or two-person families.

We note that the data available for the costs of insured people are much more robust than for
uninsured people, and this uncertainty should be kept in mind by the reader considering the
above estimates. In the body of this report, we have identified key uncertainties and assump-
tions that could affect our results.
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DIFFERENCES FROM EARLIER FAMILIES USA ESTIMATES

In 2005, Families USA released Paying a Premium: The Added Cost of Care for the Uninsured. That
report presented estimates of the impact of the cost of uncompensated care received by the
uninsured on individual and family private health insurance premiums. The 2005 estimate was
developed for Families USA by Dr. Kenneth Thorpe, Robert W. Woodruff Professor and Chair
of the Department of Health Policy and Management, Rollins School of Public Health, Emory
University.** Although our work is broadly similar to Dr. Thorpe’s, we note the following
perceived differences in methodology and data sources:

Broadly, our work uses actuarial and insurance industry rate setting techniques, while
Dr. Thorpe’s approach is more typical of academic research.

A number of source databases have been refreshed or updated since 2005.

We appear to have attributed a greater portion of funding sources identified in MEPS
as available for individuals.

We examined certain components of DSH funding in detail and attributed some of
them to the uninsured.

We included people covered through individual insurance, as well as employer-
sponsored insurance, in our denominator of covered lives.

Our adjustment of MEPS data to National Health Expenditures was based on recent
work by AHRQ.

We include state, local, and federal employees in the employer-sponsored insurance
costs.
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IMPORTANT NOTICES & LIMITATIONS

This is a Technical Appendix to Families USA’'s Hidden Health Tax report. The research was
commissioned by Families USA. Our goal was to estimate the 2008 cost of uncompensated
care that is incurred by uninsured people and to present that cost in relation to private
insurance costs. The Families USA report itself was not produced by the authors of this
Technical Appendix.

We relied on the information and sources as described above. The data available to estimate
the medical costs of uninsured people and uncompensated care costs are significantly less
detailed, less refined, and less timely than the data for insured populations. This means that
updated information or new sources may become available that could alter our analysis and
results. It also means that, in some cases, we used assumptions that cannot be narrowly derived
from data sources. The most important of these are as follows:

®  Uncompensated cost is passed on to private payers: It is possible that uncompensated
cost is absorbed by providers in the form of lower profits or margins, or that uncom-
pensated cost should be considered a marginal cost of doing business.

®m  Our allocation of MEPS payment sources: As described above, we assumed that a small
portion of the patient-level uninsured funding reported by MEPS is really an allocation
of aggregate funds and not attributable to specific patients.

®m  Our allocation of DSH payments: The lack of detail on how DSH and hospital funds are
used led to our use of assumed allocations.

This report contains our nationwide estimates; results by state or payer will vary with differ-
ence in reimbursement, state programs, private insurance and uninsured characteristics,
cost patterns, and other factors. Private programs vary greatly in their network contracts, in-
sured populations, and medical management, and these factors will affect the results for
any particular payer. Similarly, how uncompensated costs affect providers varies dramatical-
ly—some providers supply almost no uncompensated care, while others supply a significant
amount.

Our report should not be interpreted as estimating the amounts by which private coverage costs
will automatically decrease if the uninsured were covered. In considering how universal coverage
may affect the costs of others, it is useful to distinguish between self-insured programs, such as
those operated by most large employers, and insured programs, which apply to small employers and
individuals. In order for self-insured benefit programs’ costs to decrease, providers would
need to reduce the reimbursement they accept from private payers. For fully insured benefit
programs’ costs to decrease, in addition to reduced provider reimbursement, insurers would
also need to pass on any reduced costs in the form of lower premiums. Furthermore, taxes or
charges that are used to fund uninsured programs would need to be considered.
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