






































































































































































































































POLICY BRIEFING

July 26, 1993

Health-Care Reform and the Laws of Economics

Robert J. Shapiro

President Clinton’s plans to reform America’s health-care system can
succeed, but only if he does not try to accomplish everything at once and only if
the plan’s economic logic is sound. To ensure universal coverage and reduce
medical-care inflation without damaging the economy, the reforms will have to
be implemented gradually, foster more economic competition among providers,
and demand more economic responsibility from every patient.

At the heart of the issue is one of the oldest problems in economic policy:
What should government do when people want more of some good than the
economy will produce at prices they are willing or able to pay? Presidents facing
this problem can look for ways to balance the people’s desires with the laws of
supply and demand, or try to satisfy them and risk injuring the economy. The
test of leadership for this President, elected to cure both the economy and the
health-care system, will be his ability to shape a package that provides everyone
a measure of security while respecting the manner and pace of economic change.

Facing the Problem

So far, both health-care reformers and skeptics have demonstrated that
it is easier to identify problems than to find sound solutions. The most
ambitious reformers are clearly correct that fundamental change has to come
soon. In no other advanced country does one of every seven persons have to
manage without routine care -- one of the reasons why life expectancy in the
U.S. now ranks 15th in the world. Furthermore, the enormous costs of the
medical system producing these dismal results injure the American economy.
For nearly a decade, health-care costs have been the principal factor driving both
federal borrowing and federal spending. Rising insurance costs have cut the
wage gains of most workers. Moreover, the doubling of the share of the nation’s
resources claimed for medical services, from barely seven percent of GNP in 1970
to roughly 14 percent today, has dampened investment and growth elsewhere in
the economy by reducing the profits of nearly all firms and bidding-up the price
of capital and skilled labor. Put another way, so long as health care grows much
faster than the rest of the economy, the rising bill can’t be paid without
sacrificing investment, productivity and income growth for most Americans.
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Reform is imperative; but the skeptics are also correct that no government
or group of experts have the knowledge or means to reform, all at once, an
extraordinarily complex, $900 billion-a-year sector that accounts for one-seventh
of the largest economy in the world. In such an industry -- with billions of
annual transactions carried out at tens of thousands of facilities, using millions
of workers and hundreds of thousands of different goods to produce tens of
thousands of services -- sensible reforms must proceed incrementally and in
ways that do not conflict with the normal operations of the economy. Further,
they must take into account differences among regions and states.

Two of the basic laws of economics are at issue here. The first is that
prices rise when demand increases and supply does not expand as quickly.
Simply extending or mandating insurance coverage for the 35 million people who
lack it today will inevitably spark faster-rising medical prices and costs. If this
coverage includes long-term care, prescription medicines, mental-health, dental
treatments and more -- as many reformers want -- medical-care inflation will
rise even faster.

The second law confronting health-care reform is that economic demand
for most things responds to prices. So long as conventional insurance and the
current health-care system let most Americans use medical services without
paying directly for them -- with little practical recognition of the costs -- demand
for health care will never be disciplined and prices will continue to rise. These
arrangements not only encourage the demand for routine medical treatment,
they also guarantee a broad market for expensive new medical technologies.
Once developed, costly new technologies quickly become generally available and
broadly applied, greatly intensifying cost pressures.

If these economic forces did not matter, the President and Congress could
simply tell business and government to cover everyone for every condition right
away. But they do matter, as our current problems with medical care
demonstrate. Public and private insurance for elderly and poor people, and for
most workers and their families, has vastly expanded demand for health-care
services, pushing up the costs for those paying the bills. As a result, insurers
and businesses have been forced to exclude more workers and more conditions
from basic coverage, especially small firms expanding their payrolls and mature
companies obliged to cover large numbers of older employees. The paradox for
health-care reform is that in our current "cost-unconscious" medical
marketplace, universal coverage tends to price itself out of the reach of those
guaranteed it.

The principles of economic competition can begin to resolve this paradox
by creating powerful economic inducements to discipline the demand for medical
treatment and increase the supply of efficiently-delivered care. Managed



competition, the most prominent policy strategy based on these principles, would
try to restructure our health-care markets by creating new incentives that (1)
force insurers to compete more on the basis of value and price; (2) require
everyone to assume more personal economic responsibility for their health-care
choices; and (3) constrain providers to meet people’s basic needs more efficiently,
principally through health maintenance organizations (HMOs).

Pointing a Way

Over several years, we can provide basic coverage for everyone without
injuring the economy. No one should doubt that we must do so. It will require
that we extend coverage gradually, and even then the additional demand will
raise health-care prices for everyone. It also will require that the President and
Congress resist appeals to add new benefits to basic insurance. By most
estimates, adding benefits for mental-health and dental services, medicines and
long-term care could increase the nation’s health-care bills by as much as $100
billion a year. Ensuring basic coverage for everyone will mean reforming the
basic ground rules of our health-care markets so that there, as everywhere else
in the economy, consumers bear more of the costs of their own choices, forcing
health-care businesses to become more efficient in order to survive. In short, it
requires a new medical-care marketplace that satisfactorily can balance supply
and demand.

If we choose this path, its incentives should reorganize the practice of
medicine. Most of us will have to accept treatment less often from doctors and
more often from nurses and other non-physicians. All but the truly poor will
have to pay more for insurance and more for every service; everyone will have
to forgo any prospect of a huge malpractice award. Most physicians will have
to practice through HMOs; but, if high-quality medicine is part of the equation,
they will still retain control over their own professional decisions.

This asks a lot of the vast majority of Americans who already are insured.
Yet it is this majority, not the uninsured minority, driving the demand for
universal coverage covering virtually any medical condition. According to
surveys, most of us want a guarantee that we always will have the services we
need, now and when we are older. We want to be certain that whatever our
medical condition or job status, we and our families can get all the medical care
we need.

Among the legions of health-care reformers, the proponents of market
competition are challenged by those who see government mandates and price
regulation as the only practical means of extending coverage and controlling
costs. This alternative, however politically expedient it may seem, can only
defer the remorseless logic of supply and demand at great economic cost.



The Shape of Tough-Minded Managed Competition

The strategy for managed competition has two basic parts, addressing in
turn patients and providers. First, discipline demand for medical services by
compelling people to pay more for them. For years, the standard proposal has
been to limit the deduction that businesses can claim for insurance premiums
they pay for their workers in order to raise the pressure on firms to search for
more efficient coverage. But raising the cost of insurance coverage for business
will not be enough to restrain demand, judging from the fact that a decade of
determined insurance-shopping by most companies has not slowed health-care
inflation.

This approach should be taken two steps further. First, limit the amount
that companies can deduct for providing health insurance to the cost of the
least-expensive package of basic benefits on the market, thereby providing a
direct incentive for firms to select the most lean and competitive health plan.
Second, heighten the pressure on everyone by counting as part of a person’s
taxable income any premiums exceeding this minimum amount paid in his or
her name by an employer.

The object is not to increase anyone’s financial burdens, but to use tax
policy to promote an insurance marketplace where consumers weigh the
purchase of economical coverage against other plans and insurers have stronger
incentives to compete for their business on the basis of price and value. This
can happen by maintaining the current taxpayer subsidies, both the deduction
for business and the income-exclusion for their employees, but only up to the
cost of the lowest-priced package of basic benefits. At first, these incentives
could attract more business for the most-efficient insurers and providers than
they could handle; but, this tax reform can be phased-in over several years.

Building competitive health-care markets requires reforms affecting
demand for particular medical services as well as insurance. Under managed
competition, everyone but the poor pays part of the cost of nearly every service
they choose so that people have to assess the value of every health-care choice.
To be sure, choice means nothing when your life is at stake, and people will
always look to medical insurance for the security that life-saving treatment will
always be available. But if people accept more economic responsibility for the
rest of their care -- if copayments for most routine medical treatments are more
like auto-insurance deductibles for collision damage -- prices for these routine
services should rise at rates more like those for other goods and services.

Mandating Coverage

The principle challenge to this view comes from some reformers who want
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to piggyback an employer mandate requiring every company to insure every
worker onto reforms requiring that most people pay more of the costs of
insurance but not most treatments. The leading proposal would require that all
employers contribute either 7 percent of their annual payroll costs to cover most
of the cost of basic insurance for every employee (80 percent of the basic
premium). In addition, to cover the rest of the cost of basic coverage, workers
would pay either about 2 percent of wages or the remaining 20 percent of the
premium.

The economics of a mandate are equivocal, at best. With more than three-
fourths of U.S. companies now voluntarily including insurance coverage in their
employees’ market compensation, evidence that an employer mandate would
devastate business is not strong. Why doesn’t normal market competition for
workers compel the rest to offer coverage? From the worker’s perspective, the
pool of low-skilled people seeking jobs is large enough so they usually cannot
bargain effectively for health-care benefits. By most employers’ calculations, the
productivity of most low-wage workers cannot justify health-care coverage that
would, in effect, substantially raise their total compensation. Far from
guaranteeing benefits to all low-skilled workers, therefore, the economics of a
rigid employer mandate would probably cost many of them their jobs. Forced
to make the choice, many companies would replace many, newly-expensive low-
skilled workers with equipment or contracts to foreign facilities.

Until a stronger economy and managed competition make coverage more
economical for these firms, reform should move cautiously on any employer
mandate. On both economic and equity grounds, there is a strong case for
making the federal government the financier of last resort for universal
coverage, using revenues from a progressive income tax, rather than forcing
companies to trade off health-care costs against job creation and using the
regressive payroll tax. This could be achieved by providing either a substantial
subsidy for small firms employing low-wage workers or a refundable tax credit
for uncovered individuals to purchase their insurance.

The problem with a direct public subsidy for universal coverage -- whether
the mandate falls on the firm or the individual, and whether the government
subsidizes small employers or their low-paid workers -- is the incentive it would
create for some firms to eliminate their current benefits. Until a more
competitive health-care marketplace lessens the problem, it should help if both
the subsidy and any mandate are phased in over several years, beginning with
families with small children, and the subsidy phased out as a family’s income
rises. As labor conditions vary greatly across the country, each state could be
allowed to choose which form of subsidy is best suited for its economy. With
these limits, the costs could be covered by the revenues derived from limiting the
business deduction and employee exclusion for employer-paid premiums.



Reforming the Health-Care Industry

The second part of a market-based strategy involves reforms of the health-
care industry itself, driven principally by powerful statewide or regional
insurance-purchasing pools called health alliances. These organizations would
operate something like the New York Stock Exchange, bringing together buyers
and sellers and setting rules of trade that, in effect, compel insurers to compete
more on the basis of price and value.

To begin, the health alliances would collect most people’s insurance
premiums and help consumers choose among competing insurers and plans by
publishing simple, standard information about the benefits and outcomes of
every plan. It is vital that consumers be able to genuinely evaluate the benefits
and performance of every plan since the powerful tax incentives for purchasing
the lowest-priced coverage will encourage some insurers and providers to try to
compete by cutting-back on basic benefits and reducing quality.

In addition, the alliances’ new rules of trade for insurance would end the
price discrimination that today can deny people coverage or set their premiums
on the basis of their pre-existing conditions. Instead, the alliances would define
a standard package of basic benefits that all insurers would have to offer
everyone at prices unaffected by a person’s health status. Insurers would have
to agree to these terms or lose the right to sell coverage through the alliances -
- a serious threat when nearly everyone is paying their premiums through them.
By agreeing, an insurer will have to compete with rivals offering the standard
package at less cost or with better outcomes, or face the commercial
consequences.

The health alliances must have the authority to maintain a transparent
and non-discriminatory marketplace for insurance without broader regulatory
powers that could stifle competition or even evolve to a government-managed,
single-payer system. Like a stock exchange, the alliances would be chartered
not to regulate insurance prices or micro-manage the operations of medical
providers, but only to oversee the terms of trade for the health-insurance
market.

These reforms, however, would quickly bring about a major shakeout in
the insurance industry. To compete and survive, insurers would have to
contract with providers that find ways of delivering basic services more
efficiently. There is no mystery about where these cost-saving efficiencies would
be found. Managed competition will produce a fierce rush to HMOs, which offer
blanket coverage for a per-person price by staffs of doctors, nurses and other
assistants paid by salary or on a per-patient basis, instead of fee-for-service
medicine by physicians and specialists of patients’ own choosing. (It may also



spur the growth of preferred provider organizations, or PPOs, a variant on the
HMO in which groups of doctors combine for a collective practice. Thus far,
PPOs have not demonstrated the HMO’s potential for efficiency gains and cost
restraint.)

In theory, this strategy packs real economic power; by one reasonable
estimate, a doctor in an HMO can cover two to three times the patient-load of
private, fee-for-service physicians. Yet to date HMOs have not spread quickly.
Most Americans prefer choosing all of their own doctors, and most doctors prefer
conducting their own practices -- and for most people, the incentive to change
has been modest since most HMOs still price their services only a whisker under
fee-for-service. In short, so far HMOs have not achieved (or perhaps not passed
on) the cost savings required to make universal coverage work without injuring
the economy.

There is some evidence, drawn from recent experience with health
coverage for California public workers and for Minnesota state employees, that
HMOs can deliver medical care more efficiently and cheaply when they are part
of a managed-competition system. More intense competition will help. In
addition, economics can help identify incentives not only for HMOs to contain
costs, but also for HMO doctors and nurses to recommend fewer and less costly
services.

To achieve this, reform has to confront the high level of uncertainty
characteristic of the practice of modern medicine. Doctors and nurses often
cannot be certain how much testing and treatment a patient needs or, more
precisely, what services a patient positively does not need. Many physicians
over-prescribe expensive procedures whether or not they practice in HMOs to
avoid being sued for not ordering more services that might prove helpful. They
also bear no cost for ordering services that prove unnecessary. To drive-up the
average HMO’s cost-effectiveness, health-care reform has to include broad
malpractice protection for physicians practicing standard but not extraordinary
medicine, and perhaps incentives for employee ownership or profit-sharing by
HMO physicians and nurses.

Uncertainty for patients takes a different form: How will the quality of
their care be protected as its quantity and costs are reduced? The only answer
is to rely on the independent judgment of highly-trained and well-paid
physicians, nurses and other health professionals. Insurance premiums and co-
payments have to be set sufficiently high to maintain ample incomes for medical
professionals, and doctors and nurses have to retain the independent decision-
making that all professionals expect -- or American medicine will have to settle
for people less equipped or inclined to ensure high-quality care.



The Regulatory Alternatives

The laws of economics apparently demand a great deal of everyone -- too
much for those urging the President to simply mandate universal coverage and
then contain health-care costs by federal regulation. By all the evidence and
theory we know, this political fix would injure both the economy and the health-
care system.

The two chief regulatory options are a "global budget" and price and wage
controls. With the first, the government would determine what share of the
nation’s income could go to health care by controlling the price of all insurance
premiums. If businesses and workers are required to pay government-set fees
to the health alliances to cover all insurance, and these fees are allowed to rise
year by year according to a set measure such as payroll costs or the consumer
price index, medical providers would have to make do with the resources allowed
them by government. Everyone involved -- doctors and nurses, HMOs and
hospitals, insurers and suppliers -- would negotiate or contend for their shares.

By itself, a global budget would not contain health-care inflation for long,
because it does not address the market pressures driving up prices. If
government tried to limit the resources, in effect, by decree, people would
continue to demand levels of costly services that could not be covered by the
revenues allowed by government. When these resources run out in the eleventh
or twelfth month of the global budget -- when the government guesses wrong
about the revenues required to cover quality treatment at a particular hospital
or HMO, in a particular year, for a particular city -- something important would
have to give. People would go untreated so that universal coverage contracts,
or premiums would increase by more than promised and so bust the global
budget, or reimbursements would fall the following year and the squeeze on
revenues and treatment would recur in more virulent form.

In contrast to a global cap, a more plausible case can be made for a very
limited version to discourage price increases during the transition to managed
competition and universal coverage. As with a global budget, a limited budget
cap would depend on the government determining by some measure how much
insurance premiums should increase. The crucial difference is that the cap
would apply only to premiums for basic coverage and only while the mandate for
universal coverage was being phased in -- and the cost pressures on the cap
would be eased by the economic incentives of a more competitive health-care
system.

Still, the economics for even a limited cap remain dubious. Government

experts cannot know in advance what markets can determine only in practice -
- namely, the cost over the coming year for the most efficient insurers and
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providers to deliver their basic services. Health-care reform itself will make
such determinations truly impossible, since it will quickly bring about countless
changes in medical practices and treatment protocols, and upheavals in the
insurance and provider markets themselves. When the government’s health-care
accountants guess wrong and the rates they allow cannot cover basic costs, the
resulting pent-up price pressures will reignite medical inflation once the
temporary cap is lifted. If the cap mechanisms were to become permanent, it
would amount to government price controls for basic insurance, limiting the
power of economic competition to drive down insurance prices.

Price and Wage Controls, versus Quality Health Care

The second regulatory alternative is broad price and wage controls. There
is no sound economic theory or evidence to support the hope that these controls
could work in health care. To begin, price and wage controls are virtually
impossible to enforce in a industry like medical care, with tens of thousands of
separate facilities where billions of annual transactions are carried out,
providing thousands of different services and using tens of thousands of different
goods. Already, health-care businesses have demonstrated a protean capacity
to preserve their revenues and profits in the face of such controls. When the
government froze Medicare Part-B doctors’ charges in the mid-1980s, physicians
reported visiting their patients more frequently, shifting to more highly-
reimbursed treatments, and ordering more tests that required little of their own
time -- and total costs continued to rise rapidly.

The current Medicare cost controls -- the Prospective Payment System,
which reimburses hospitals at set rates for each illness rather than each
procedure -- have not been much more effective. Over several years, this system
has modestly slowed the growth in Medicare costs, but total medical costs have
not been restrained because hospitals offset their losses by raising charges on
everyone else. Today, hospitals recover about 90 percent of the costs of treating
Medicare patients -- and charge privately insured people 128 percent for the
same treatments. If government tried to control the entire system in this way,
total costs would still depend on diagnosis -- over which hospitals, doctors and
HMOs will always retain control.

Moreover, price and wage controls would virtually cripple the effectiveness
of managed competition. The conflict comes from the squeeze they would impose
on an HMO'’s operating margins. As the forces of managed competition enable
HMOs to provide more, efficiently delivered health care, controls would prevent
the most efficient ones from negotiating with their suppliers and doctors for
favorable terms. This would reduce their savings and undercut their competitive
edge, and so inhibit their growth just when the system requires their expansion.
More generally, by targeting controls only to health care, the "reform" would
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channel labor and other resources to industries paying higher, uncontrolled

prices and wages, producing shortages of medical services when more are
needed.

To work, price and wage controls need fixed targets to regulate, but
health-care reform, if it is to work, will drive continuous changes in medical
services and the practices of medical personnel.

If we are serious about providing universal coverage and slowing the
growth of health-care costs -- and without injuring the economy -- government
controls cannot be part of the solution. Instead, we will have to change the ways
we consume and provide medical care -- once again, reorganizing the practice of
medicine, receiving treatment less often from doctors and more often from
nurses and other non-physicians, paying more of the cost of insurance and of
nearly every procedure and foregoing the ability to win large judgments for
malpractice.

Even so, health-care costs will continue to rise faster than other goods and
services for some time -- and not only because insurance will always be there.
In addition, the numbers of Americans who are elderly and so require costly
routine care will continue to increase. The extraordinarily costly AIDS epidemic
will continue to spread. And technological advances in medicine will continue
to be phenomenally expensive and, under almost any imaginable reform, every
costly advance will continue to be available under standard insurance and at
nearly every large facility.

The President’s clear task is to teach Americans that it is not the
government’s duty to preserve the current system nor is it right to replace it
with controls. Rather, we must reform the system’s basic ground rules so that,
over some years, we can achieve universal coverage while satisfactorily
balancing health-care supply and demand. Even with market-based reforms,
most Americans will pay more than they do today, for years to come. But if the
President and Congress will respect the laws of economics as they carry out
these reforms, the additional burden could help keep everyone’s coverage secure
and the economy sound.

Dr. Robert J. Shapiro is the Vice President of the Progressive Policy Institute.
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Economists’ Advice for Clinton

Caution/ds Urged
On Tak Proposals

=5 |
¥, By SYLVIA NASAR

Bill Clinton’s promise to focus on
the economy “like a laser beam'
created great expectations among
the nauon'’s economists. But in the si1x
months since his inauguration, many
of them have been sounding increas-
ingly disenchanted with his policies.

Some say the President promised
and did not deliver. Others, who
thought his can-do approach would
bolster confidence and provide the!
economy with a catalyst, complain |
that uncertaintles, backpedaling and‘
prospects of much higher taxes have !
sown fear and confusion among busi-
ness and consumers.

“We've moved from one President
who seemed to be out of touch to
another President who is also out of
touch with what's needed in the econ-
omy,"’ said Stephen F. Hlebsch, man-
ager of economic research at the
Oklahoma Gas and Electric Compa-
ny in Oklahoma City, who said' he
voted for President Clinton because
of campaign promises to focus on
business investment, education and
.the nation’s roads, bridges and other
support systems. °

A Program Off Track?

While some economists defend the
budget now on Capitol Hill as a big
step toward taming the Federal defi-
cit, many complain that the economic
program — (rom the budget to health
care to trade — has veered sericusly
off track. y

To be sure, economists are no less
fickle than other Americans. Some of
the unhappiness probably reflects
disappointment in the President's
lintited power to get things done: to
date, the Administrauon has found
trouble getting its waygan Congress.
Paul Samuelson of the Massachusetts
Institute of Technology, a Nobel lau-
reate in economics and & longtime
Democrat, has said, ‘‘You've got a
President with no influence.” ’

Further,. the Administration is
stuck with an economy that, while.
" expanding at a medest pace, is strug-
gling to overcome the lingering ef-

A S'uprisingly,.Weak Recovery

$LOW GROWTH Annual percentage rate of change in the gross -

TN -

4.7

fects of overbuilt reai estate, military,
cuts and feeble growth in the rest of
the world. i .

Sull, said Richard T. Curtin at the
University of Michigan, who tracks
consumers’ moods, ‘“It’s the lost op-

" portunity that's frustrating.”” He ac-

knowledged that the President cannot

-deliver fast-paced, 1960's-style ‘eco-

nomic growth, but said there was
enough room *‘to move from a stop-
and-go expansion to one that pro-
ceeds more steadily.”

domestic product, based on.1987.dollars. saasonally adjusted_. .

The New York Times

What do the economists want the
President to do? Three (hemes
emerge over and over again: pare or
postpone tax increases while pushing
for tougher, more enforceable spend-
ing caps; go slower on health-care
changes, and push harder for the
free-trade agreement with- Mexico
and Canada

What many of them say theydo not

Continued on Page C3
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