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Robert Clark and Melinda Morrill (hereafter CM) have given us a scoping exercise with respect to retiree health insurance (RHI) plans of state and local governments, drawing upon the financial statements these governments prepare to comply with the Government Accounting Standard Board’s (GASB) Rule 45.  They assess the liabilities the governments have incurred, examine the determinants of the variation in those liabilities across the states, and provide a roadmap for future research in this area.  

There are at least two roads on their roadmap.  One is labeled public finance and looks at the current liabilities, how those liabilities may grow, and how they may be financed, in particular their implications for bond ratings and tax rates.  The second is labeled labor economics and asks how RHI plans should best be structured to optimize compensation, how they affect retirement decisions, and how they affect saving for retirement.  In this comment I mostly provide some context for the RHI programs, in particular how they came about and why they persist, in order to shed some light on both the public finance and the labor economics issues.


The RHI programs originated as policies to supplement Medicare, which began in July 1966 as a public insurance program for the elderly.
  Medicare at that time consisted of two parts. Part A covered inpatient hospital and other institutional providers such as skilled nursing facilities and was patterned after the Blue Cross insurance plans of the day.  Part B covered physicians, laboratories, and hospital outpatient services, among other services, and was patterned after the Blue Shield insurance plans of the day.  In the 1960s health insurance plans rarely covered outpatient drugs, and Medicare did not cover them either.

Part A was an entitlement that was financed by payroll taxes.  In the case of hospital services there was a deductible equal to the average cost of one day in the hospital.  Part A then provided full coverage for a sixty day stay.  After 60 days there was some cost sharing and ultimately there was an upper limit beyond which there was no coverage, although well under one percent of hospital stays reached this point.
  Part B was voluntary and required a premium.  Initially the premium was set so as to cover 50 percent of the cost, with the other 50 percent subsidized from general revenues.  This subsidy induced around 95 percent of the elderly to enroll, effectively mitigating selection.  Like Part A, Part B also had cost sharing; in 1966 there was a deductible of $50, followed by 20 percent coinsurance with no stop loss feature.  The lack of a stop loss provision was common in the insurance policies of the 1960s; it was viewed as an anti-selection device by actuaries.


The lack of stop loss features in both Parts A and B led to a demand for supplementary coverage.  An individual supplementary insurance market developed, but suffered from selection problems and relatively high distribution costs.  As a result, large employers in both the private and public sectors stepped in to provide supplementary insurance or RHI as a fringe benefit to long term workers.  Typically eligibility for such a plan was a function of the employee’s age and years of service.  The policy often covered the same services as the insurance plan for active workers and lowered the cost sharing faced by the retired workers from the level in Medicare to the level faced by active workers.  

The effectively lower cost sharing faced by those with RHI (or individual supplementary plans) relative to those with no supplementary plan raises demand and thus increases the cost of medical care.  For this reason many economists have advocated taxing RHI, but this suggestion has never achieved any political support.


At the beginning the cost of the RHI plans was rather modest, and they were almost never prefunded.  Unlike health insurance for active workers, the cost of RHI could not be shifted to the cash compensation of active workers.  Thus, the cost of the RHI plans was borne by taxpayers or by shareholders or shifted to future taxpayers through debt financing.  


Over time, of course, medical costs rose and the costs of RHI rose with it.  The trend toward retirement before age 65 exacerbated the cost increase, because for the under 65 RHI bore all medical costs less any required premium and cost sharing.
  

The RHI plans were even more valuable to the under 65 retirees relative to the over 65, not only because they were not eligible for Medicare, but also because their only option for health insurance, other than coverage through a working spouse, was to purchase an individual plan.  But individual plans almost always have pre-existing condition clauses as an anti-selection device, meaning they will not cover costs associated with existing medical conditions for some period of time, for example 6 months, or possibly not at all.  Thus, a person not eligible for Medicare who was no longer eligible for employer provided health insurance and who had a chronic health condition faced a limited type of market failure.  RHI plans did not have pre-existing condition clauses.


For the Medicare eligibles the cost of RHI rose as well.  The Part A deductible rose from $100 to $1100, and the Part B deductible from $50 to $155 (2010 values).  The 20% coinsurance feature in Part B remained unchanged for most services, but it actually increased on average to over 40% in the 1990s for hospital outpatient department services.  Because almost all the RHI plans covered the Part B coinsurance, RHI bore approximately 20% of the increase in Part B costs.  

Starting in the 1970s it became customary for private health insurance to cover drugs and drug coverage was correspondingly added to RHI, since covered services for the retirees typically were the same as for the actives.  Since Medicare did not cover drugs (other than physician-administered drugs) until 2006, RHI bore essentially all of the rapid increase in drug cost.  Between 1980 and 2005, the year before Part D was implemented, drugs more than doubled as a share of health care costs, from 4.8 to 10.0 percent.
  Moreover, the elderly use drugs at three times the rate of the non-elderly, which meant the drug coverage was highly valuable.

In response to the increase in cost, commercial insurance shifted toward managed care arrangements in the 1980s and 1990s.  Medicare followed suit to a limited degree by implementing Part C, a risk-based option using managed care, but the managed care plans available at that time often had limited geographic scope, whereas traditional Medicare was everywhere.  Thus, for large employers with retirees geographically scattered, traditional Medicare (Parts A and B) often remained the option of choice, at least until the advent of private fee-for-service plans in this decade.  And of course inertia tended to keep the stock of retirees in traditional Medicare.  This meant the RHI plans for the most part did not enjoy the cost saving benefits of managed care that came to commercial insurance in the 1990s – albeit those benefits were a once-and-for-all type gain.

In 2006 Part D of Medicare, which provided a subsidy to purchase private insurance coverage for outpatient drugs, was implemented.  To keep private employers from dropping their coverage for drugs, the authorizing legislation provided a 28 percent subsidy to any employer who offered drug coverage to retired Medicare beneficiaries that was at least as good as the basic (“standard”) drug coverage in Medicare.  This provision, of course, offered some relief to employers, and about 80 percent of them maintained the drug coverage in their RHI plans.


In light of the growing medical costs, seemingly with no end in sight, the Financial Accounting Standards Board issued FASB Rule 106 in 1990.  It required private firms to account on their balance sheets for the RHI liabilities they had incurred and were incurring.  In response, numerous private firms began to limit their RHI offerings in some fashion.  The public sector response to the growing cost of RHI plans was delayed; as noted at the outset, the GASB did not follow suit with a similar rule until 2004.

In sum, RHI is a valuable fringe benefit because traditional Medicare lacks a stop loss feature and because individual supplemental plans (and individual health insurance plans generally for the under 65) are subject to adverse selection and high distribution costs, resulting in high premiums.  Pre-existing condition clauses in individual insurance further increase the value of employer provided RHI to retirees not eligible for Medicare (i.e., those under 65), since the RHI plans do not have such clauses.

CM describe 15 research questions pertaining to RHI; I will comment on a few of them.  Some of the questions go to the size of the future liability faced by state and local governments.  Clearly this is affected by the assumptions on the discount rate and future medical spending increases; Tables 4 and 5 of the paper show the sensitivity of the liability to these numbers.  

Neither total health care spending nor Medicare spending is likely to continue to grow at their historical rate, about 2.5 percentage points above the rate of GDP growth.  Total spending is not likely to grow at that rate simply because it leaves little or no room for growth in non-health care consumption if it does (Chernew, et al. 2009).  Indeed, if one projects out about 30 years, non-health consumption would start to fall with this rate of growth in health care costs.  It seems improbable that individuals would be willing to see a reduction in non-health care consumption or even very slow growth in it.  

Medicare spending is also not likely to grow at that pace because of the tax increases required to finance it.  Although Congress has historically been reluctant to shift costs to Medicare beneficiaries, this may be more likely going forward, since it would mitigate the size of the required tax increases - now larger than in the past because of the larger Medicare share in federal spending - and rates to providers cannot be cut sufficiently below private sector rates without impairing access to medical care for beneficiaries.  There could, of course, ultimately be some kind of public sector budget control of the entire medical care sector, but that does not seem imminent.  The 2010 health care reform act contains provisions to reduce the rate of growth of Medicare cost by progressively cutting rates to providers.  Such cuts if continued over several years would likely pose access problems for Medicare beneficiaries (assuming no control over private payer rates), however, so it is questionable whether they can be sustained.


Other research questions that CM pose go to labor market behavior, including how RHI affects retirement decisions.  This in turn feeds back on issues around the size of the liability.  Because under 65 retirees are relatively expensive, the cost of the plans is importantly affected by the eligibility rules for this benefit before age 65 – and of course any changes in those rules.  

The 2010 health reform law may bring important changes in RHI, although it is not clear these are entirely intended.  The law makes under 65 individuals living in households whose incomes are under 400% of the federal poverty level ($58,280 for a two person household in 2010) eligible for subsidies after 2014.  Thus, employers with RHI plans could reduce their RHI benefits, in effect telling those who retire before 65 that they should buy health insurance through the exchanges that the law mandates be established.  Perhaps some form of cash transfer would sweeten such a deal.  Unionized employees might well want the savings to be passed through to enhanced pensions or even to the compensation of active workers.

It seems clear that this topic offers a wealth of research topics for future research, and CM have provided a service to any researcher who wants to take on these questions.
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� Eligibility for the disabled who had satisfied the Social Security work requirement and for those with End Stage Renal was enacted in 1972.


� Cost sharing for post acute providers such as skilled nursing facilities was similar.


� The 2010 health reform legislation outlawed lifetime limits on an insurer’s liability and allows the Secretary to determine the lowest annual limit on an insurer’s liability that will be allowed.  Beginning in 2014, the maximum cost sharing allowed in any policy is that allowed in a Health Savings Account; this effectively ends annual maximums on an insurer’s liability. 


� And early retirees may have been disproportionately sick.


� Calculated from data at � HYPERLINK "http://www.cms.gov/NationalHealthExpendData/02_NationalHealthAccountsHistorical.asp" \l "TopOfPage" �http://www.cms.gov/NationalHealthExpendData/02_NationalHealthAccountsHistorical.asp#TopOfPage�.


� For private employers this subsidy was made taxable by the 2010 health care reform legislation.





