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An Intellectual Odyssey |
WHEN GERALD MUSGRAVE and I wrote Patient Power1 two decades ago, we had no idea we were starting a revolution in thinking about health policy. At the time, just about everybody in the field was advocating managed care and managed competition. And I really mean everybody. The large insurance companies, the employer trade groups, the medical organizations, even the American Medical Association—all were in support of the prevailing ideas.
Aside from the libertarian Cato Institute (which published Patient Power), the conservative think tanks were just as enthusiastically advocating conventional thinking as the liberal ones. Conservative Republicans were as much on board as liberal Democrats. Historians will record that Hillary Clinton's healthcare reform plan went down to inglorious defeat. What they probably will neglect to say is that a very similar proposal had the support of most Senate Republicans at the time.
The Clinton health reform failed because of White House ineptitude and grass roots resistance. It did not fail because of any major disagreement between the two political parties about health policy.
It was a lonely time. At least for me.
When I took the idea of Health Savings Accounts (HSAs) to Capitol Hill in the early 1990s, only five members of Congress agreed to sign onto a bill creating them. When The Independent Institute published an important book on health policy a few years later, American Health Care,2 they could find only one economist on a university campus anywhere in America who would defend the idea of patients managing their own healthcare dollars.
In retrospect, what we said was not all that radical. Or even all that insightful. What mattered was that we dared to say it. We were like the child who declares that the emperor has no clothes. What we were saying was what thousands of others thought all along, but didn't quite know how to express.
Our book began an intellectual sea change in thinking about health policy. Even today, I meet people who tell me that their entire approach to health policy was shaped and molded by Patient Power.
So why do we need a new book? In part because the policy landscape has changed. In the not-so-distant future we may be living with the Affordable Care Act (ACA). In addition, there are four important things I have learned since I wrote Patient Power.
First is the importance of liberating doctors. Our focus in Patient Power was on freeing the patient. A good part of the book was devoted to the idea that when people are spending their own money they behave very differently than when they are spending other people's money. Give patients control over their own healthcare dollars, we argued, and they will become more careful, prudent consumers of medical care.
All that was true. What I didn't anticipate was that the changes on the supply side of the market would be far more profound than the changes on the demand side. On the consumer side of the market, patients spending their own money will shop, compare prices and decide to buy or not to buy. When you stop to think about it, there's not much more they can do. On the provider side, however, we are unleashing a torrent of entrepreneurial activity that would have been unthinkable only a decade ago.
When patients aren't spending their own money, there is no way doctors can compete for their patronage based on price. When they don't compete on price, they don't compete on quality either. The services they offer will be only those services the third parties pay for and only in settings and ways the third parties have blessed. But give patients control over their own healthcare dollars and the provider community will begin to meet needs in ways the third-party-payer bureaucracies could never have dreamed of. Who do you think is going to be more creative about meeting unmet needs? Executives at a handful of insurance companies? Or 800,000 doctors dealing with real patients day in and day out?
At one point, I was tempted to title this book, Doctor Power. Its central message could not be more radically different than the prevailing thinking in the health policy community. The orthodox view is that doctors are the problem. They have too much freedom, we are told. They need to be constrained and told what to do. But the orthodox view is wrong. Doctors are not the problem. They are the solution.
Have you ever heard the phrase, “We are paying for volume, not value”? If not, just attend a few more health conferences and you surely will. The problem with that point of view is that it suggests that we can make things right by changing the way buyers pay for care. Wrong. What we need is a system in which the provider side of the market competes to provide value because it is in their self-interest to attract patients in that way. We will never solve America's healthcare crisis from the buyer side of the market. It can only be solved from the provider side.
Over and over again I have discovered that every center of excellence, every example of exemplary care, every example of high-quality, low-cost medicine originated on the supply side—not the demand side—of the market.
The second thing I missed the last time around was the importance of prices. The single worst public policy decision in all of heath care was the decision to eliminate money prices from the market for medical care. Have you ever wondered why the panhandler on the street corner has a cell phone, but no access to primary care? It's because he can buy a cell phone in a real marketplace, but he can't buy healthcare that way.
As this book goes to press, a new study finds that enrolling children in the Children's Health Insurance Program (CHIP: essentially, Medicaid for children) does not result in their receiving more medical care. But when CHIP pays higher fees to doctors, the children do get more care.3 Think about that for a minute. We encourage low-income families to enroll their children, usually by making the insurance absolutely free. Many of them drop their private coverage to take advantage of the offer. But we make it illegal for the family to add to CHIP's fees and pay the market rate for their care. They can have free health insurance only if they agree not to purchase the same care everyone else is able to buy.
When we expand a government insurance plan for low-income patients, we are spending billions of dollars in a way that doesn't increase their access to care. At the same time, we forbid the enrollees to do the one thing that would expand access to care.
Contrast this foolishness with the Food Stamp program. Low-income shoppers can enter any supermarket in America and buy almost anything the market has to offer by adding cash to the “voucher” the government gives them. They can buy everything you and I can buy because they pay the same price you and I pay. But we absolutely forbid them to do the same thing in the medical marketplace.
The third thing I failed to fully appreciate in the earlier book is the second biggest mistake in all of health policy: making it illegal for insurers to charge premiums that reflect real risks. In every other insurance market, insurers try to find people who face important risks and they try to sell them on the idea that it is rational to insure against those risks. In the health field we do the opposite. In most places we make it against the law for a health insurer to charge a fair premium to a person who has above average expected healthcare costs. This means that insurers have an economic self-interest in avoiding people with health problems and in failing to encourage them to seek optimal treatment once they do enroll.
One of the most amazing features of the healthcare sector—both in this country and in other countries—is the persistence of so many unmet needs. Millions of diabetics, asthmatics, people with hypertension, people with high cholesterol, etc., are not getting the drugs they need. Many are not getting medical treatment at all. According to one calculation, if these chronic conditions were being treated optimally, we would double, triple, and even quadruple the number of drugs being dispensed for these and other conditions.4
The absence of real prices for health insurance and real prices for medical care combines to completely deter what should be a vibrant market to solve the problems of people with medical problems.
One reason for this policy mistake is erroneous thinking about pre-existing conditions. Ninety percent of all the people with private health insurance in this country are already in a health insurance plan that is legally barred from charging anyone a higher premium because of a pre-existing condition. Once the ACA kicks in, no plan will be able to charge an enrollee a high premium based on health status.
The solution to this problem is not to outlaw insurance for pre-existing conditions, but to legalize it. In an unfettered market, you would be able to insure against the possibility of developing a pre-existing condition that results in above average premiums, should you need to change health plans. When you enter a new health plan, you and your previous insurer would pay a premium that fully reflects the expected costs you bring to that plan. In such a market, the sick would be just as desirable as the healthy to an insurance company. And there would be an active, entrepreneurial market to find low-cost ways to solve your health problems—in order to lower costs both for you and your insurer.
Notice that both of these policy mistakes share the same basic problem: the suppression of the price system. That is why I chose to title this book, Priceless.
It is clearly a double entendre. On the one hand, most of us would probably describe good health as a priceless asset—something money can't buy. On the other hand if something goes wrong and we need help, the system we have erected to correct our problems is also priceless. In a normal market, prices convey information. A high price tells innovators and entrepreneurs the market places a high value on getting a problem solved. It communicates that the reward for finding a solution could be high as well. When the price system is artificially suppressed, that information does not get communicated. Almost all of our problems in health policy stem from this central fact.
There is a fourth factor that I ignored in the earlier work. Normally I do not comment on the motives or the psychological makeup of people I disagree with. I don't want to be guilty of argument ad hominem. Yet through the years I have discovered that the most important differences people have over health policy have little to do with facts, reasoning or logical argument. The most important differences stem from differences in fundamental world views. There are a very large number of people in this field who find the price system distasteful—at least for medical care.
Why is it important to know this? Because most of the health policy community is at least nominally committed to the idea of using pilot programs and demonstration projects to find out what works and what doesn't work. Put differently, most health policy experts are committed to “evidence-based” public policy.
But the truth of the matter is that there is no amount of evidence that is going to convince most of the orthodox health policy community that prices should be allowed to allocate resources in the market for medical care. For well intentioned reasons perhaps, they are emotionally predisposed to favor the suppression of normal market processes.
For better or for worse, I think it is valuable to know this, before the intellectual discussion even begins.
This book could not have been written without my first learning something about health economics, and for that I am most grateful to Gerald Musgrave, who taught me much while we were writing Patient Power.
Mark Pauly (Wharton School) helped refine my thinking on how the government should optimally subsidize private health insurance. Our Health Affairs article5 laid out the case for fixed-sum, refundable tax credits and Roth Health Savings Accounts. I think of this as the economists' approach because almost all the health economists I know like the ideas. The tax credit concept we developed has been incorporated in most of the more radical Republican health reform proposals over the past two decades and in some Democratic proposals as well.
Mark, Gerald and University of South Florida professor Philip Porter also helped refine my thinking on managed competition, discussed in Chapter 8.
Almost the whole of Chapter 11 on designing ideal health insurance comes from a paper solicited by Harvard Business School professor Regina Herzlinger, for her book, Consumer-Driven Healthcare.6 Many of the ideas on reforming the malpractice system in Chapter 12 were inspired by the early writings of New York University law professor, Richard Epstein.
Some of the key ideas here also first appeared in Lives at Risk,7 written with Gerald Musgrave and Devon Herrick, and Handbook on State Health Care Reform,8 written with Michael Bond, Devon Herrick, Gerald Musgrave, Pam Villarreal and Joe Barnett. Also important, especially in comparing our own healthcare system to that of other countries, is the National Center for Policy Analysis paper “Health Care Reform: Do Other Countries Have the Answers?”,9 which I wrote with Linda Gorman, Devon Herrick, and Robert Sade.
Readers will note that a number of the graphics and quite a few endnotes in this book refer to studies produced for the National Center for Policy Analysis by Thomas R. Saving and Andrew J. Rettenmaier with the Private Enterprise Research Center at Texas A&M University. Needless to say, I am greatly in their debt. Also important to this book's message is the work I have done over the years with Boston University professor Laurence J. Kotlikoff.
John Goodman's Health Policy Blog has become the place where the economic approach to health policy is debated by health policy wonks from across the political spectrum. I have borrowed shamelessly from the posts of fellow bloggers Linda Gorman, Greg Scandlen, John Graham and Devon Herrick, and from like-minded bloggers at other sites, including David Henderson and Arnold Kling at Econlog, Jason Shafrin at Healthcare Economist and Avik Roy at The Apothecary. But I've also learned from the pushback I get in the comments section from such people as Princeton University health economist Uwe Reinhardt, Don McCanne with the Physicians for a National Health Program, and by Austin Frakt, Aaron Carroll and their colleagues at The Incidental Economist blog.
My blog, by the way, would not be possible without the tireless behind-the-scenes work of Amber Jones. In fact, in some ways the blog is more Amber's than it is mine. After all, I just write. She does everything to actually make the blog work. Amber also tirelessly worked on all the many drafts of the manuscript of this book. In fact, without her help this book would not have been published.
I am deeply indebted to my colleague Devon Herrick—especially for many hours spent fact-checking and verifying source material. Also at the NCPA, I am indebted to Courtney O'Sullivan, Joe Barnett and Pam Villarreal.
David Theroux and his colleagues at The Independent Institute have been a pleasure to work with every step of the way. Jaqueline Tasch is a terrific copy-editor, whose careful editing and assiduous attention to detail improved the manuscript considerably.
I hasten to add that any errors of reasoning or judgment are my own.
1 | Introduction |
FORGET EVERYTHING YOU know about healthcare for a moment. I want to introduce you to a new way of thinking about it.
Our healthcare system is an example of what social scientists call complex systems. These systems are so complicated that no one person can ever fully grasp everything that is going on. As individuals, all we ever really see is a small slice of the system. That's usually the part of it we experience.
For example, the typical patient sees a doctor only a handful of times during any given year. A primary care doctor takes care of only about 2,500 patients. These interactions are important, but when we stop to realize that there are 300 million potential patients and 800,000 doctors, it's clear that the perspective of any one doctor or any one patient is extremely limited.
Other markets in our economy are also examples of complex systems, but healthcare is many times more complex than a normal market. The reason: in addition to garden-variety economic forces, the medical marketplace is institutionalized, bureaucratized, and extensively regulated. Doctors are heavily influenced by medical ethics and traditional ways of doing things. Almost everything they do is affected by third-party payer bureaucracies (insurance companies, employers, and government) and by regulations that are inconsistent, voluminous, and complex. They also face the ever-present threat of tort law litigation.
To make matters even more complicated, we have completely suppressed normal market processes in healthcare—in this country and all over the developed world. As a result, in healthcare few people ever see a real price for anything. Employees never see a premium reflecting the real cost of their health insurance. Patients almost never see a real price for their medical care. Even at the family doctor's office, it's hard to discover what anything costs. For something complicated, like a hip replacement, the information is virtually impossible to obtain—at least in advance of the operation.
On the supply side, doctors and hospitals are rarely paid real prices for the services they render. Instead, they are paid on the basis of reimbursement formulas. Each payer may have a different formula. Medicare (for the elderly and the disabled) pays one set of fees. Medicaid (for the poor) pays another. BlueCross pays yet a third. All of the other insurers and all of the employer plans may also have separately negotiated fees. As a result, there really is no market-clearing price that brings supply and demand together in a way we experience in other sectors. Enormous amounts of money change hands every day in the medical marketplace, but most of the conventional rules of economics do not directly apply.
An interesting characteristic of complex systems is that when you perturb them (by passing a law, for example), there are always unintended consequences. The less you know about the system, the more unpredictable these consequences can be. Economic history provides numerous examples of governments that adopted policies in an attempt to improve things but ended up making the situation worse. Unfortunately, this happens in healthcare all the time.
For example, one of the goals of many public policies adopted in this country and around the world is to remove price as a barrier to care. Ideal health insurance is often said to be health insurance with no deductible or co-payment, making medical care essentially free at the point of delivery. Yet, if patients have no out-of-pocket costs their economic incentive will be to overuse the system, essentially consuming healthcare until the last amount obtained has a value that approaches zero. Also, if patients are not paying money for the services they receive, they're not likely to shop around for the best buy, so doctors, hospitals, and other providers will not compete for patients based on price, They will have no economic incentive to keep costs low—the way producers behave in other markets. To the contrary, the incentive of the providers will be to maximize against the payment formulas in order to enhance their incomes.
Well-intentioned public policies designed to make healthcare affordable for individuals, therefore, have had the surprising effect of causing healthcare spending to become unaffordable for the nation as a whole. Rising healthcare spending is the principal cause of our out-of-control federal deficit. It is bankrupting cities, counties, and state governments. It has created huge unfunded liabilities for some of our largest corporations. It is contributing to the stagnation in worker take-home pay. It can potentially bankrupt the families of individuals who have the misfortune to become ill—even those with health insurance.
Another well-intentioned public policy initiative—adopted by some states—is to try to make health insurance affordable for people with pre-existing conditions by requiring insurers to charge the same premium to all buyers, regardless of health status. Yet, this legislation has the unintended consequence of encouraging people to remain uninsured until they get sick. As healthy people drop out of the market and only people with health problems remain, the premium needed to cover the insurers' cost begins to soar. In the state of New York, this sort of regulation has produced staggeringly high premiums. For a run-of-the-mill individual policy, United Healthcare Oxford charges a premium of $1,855.97 a month, or more than $22,000 a year. For a family, the premium is $5,707.11 per month, or more than $68,000 a year.1 A policy designed to make insurance affordable, therefore, is pricing thousands of people out of the market.
Federal health programs provide other examples of unintended consequences of public policies foisted on a complex system. In 1965, Congress passed Medicare in an attempt to increase access to healthcare for the elderly and improve their health status. Members of Congress believed they could do so without any material impact on the rest of the healthcare system. Yet MIT professor Amy Finkelstein has discovered that the passage of Medicare had no effect on the health of the elderly—at least as measured by mortality—but the additional spending set off a bout of healthcare inflation for all patients—one that never subsided.2
In 2003, Congress passed a Medicare drug benefit, largely out of concern that senior citizens couldn't afford the coverage themselves. Since the new program (Medicare Part D) had no funding source, Congress created a $15.6 trillion unfunded liability for the federal government, looking indefinitely into the future—more than the unfunded liability in Social Security.3 Yet economist Andrew Rettenmaier discovered that only 7 percent of the benefits actually bought new drugs for seniors. The other 93 percent simply transferred to government (and taxpayers) the bill for drugs the elderly or their insurers were already buying.4 Only one in every thirteen dollars represented a new drug purchase. Interestingly, the help given to the small number of people who were not otherwise getting medications actually reduced Medicare's spending, as drugs were substituted for more expensive doctor and hospital therapies.5 But this profit on the truly needy was overwhelmed by the cost of giving the benefit to those who didn't need it—a cost that has created an enormous obligation for current and future taxpayers.
Here are two other unintended consequences of health policies designed to make healthcare free at the point of delivery. In other markets, producers don't compete only on price. They compete on quality as well. In healthcare, however, it appears that when providers don't compete on price, they often don't compete on quality either. That may be one reason why critics find that the quality of care we receive (including the very large number of avoidable errors and other adverse medical events) falls far short of what we would expect in a normal market.
Also, in most markets, we pay for goods and services with both time and money, and producers and sellers understand that we value our time as well as our pocket book. Public policies designed to suppress the role of money as a medium of exchange in the medical marketplace, however, have had the inadvertent consequence of increasing the importance of waiting times and other non-price barriers to care. These efforts to increase access to care may well have decreased access instead by making people wait longer to get appointments and to see the doctor once they reach her office.
How We Are Trapped
The premise of the book is that most of our problems arise because we are trapped. We are caught up in a dysfunctional system in which perverse economic incentives cause all of us to do things that raise the cost of care, lower its quality, and make access to care more difficult. Perverse incentives are faced by everyone: patients, doctors, nurses, hospital administrators, employees, employers, and so on. As we interact with the system, most of us spot ways to solve problems. We see things we could individually do to avoid waste and make care less expensive, for example. But the system generally penalizes us for doing the right things and rewards us for doing the wrong things. Anything we do as individuals to eliminate waste generally benefits someone other than ourselves.
So what's the answer? Let people out of the trap. Liberate them from the dysfunctionality that is causing us so much trouble.
This message is precisely the opposite of what you are likely to hear from other health policy experts—on the right and the left. The conventional view is that we have too much freedom, not too little. Doctors are said to have too much freedom to provide treatments that are not “best practice” or that are not “evidenced-based.” Patients are said to have too much freedom to patronize doctors and facilities with inferior performance records.
Hence, the conventional solution: put even more restrictions on what doctors can do and where patients can go for their care. Ultimately, the conventional answer to the country's health policy problems is to have government tell doctors how to practice medicine and to tell patients what care they can have and where they can get it.
The biggest problem with this approach is that it would leave us even more trapped than we currently are. Incentives would be even more perverse. We would have a plan designed by folks in Washington. But 300 million potential patients, 800,000 doctors, almost 2.5 million registered nurses, and thousands of others working in the system would find it in their self-interest to undermine the plan. My answer is just the opposite. I want all those patients and all those doctors to discover it is in their self-interest to solve problems, not create them.
Under the conventional approach, every doctor, every nurse, every hospital administrator will get up every morning and ask, “How can I squeeze more money out of the payment formulas today?”
My answer is just the opposite. Under the approach I will recommend, all these people will be encouraged to start each day by asking, “How can I make my service better, less costly, and more accessible to patients today?”
Getting Out of the Trap: Emerging Entrepreneurs
That we need a new way of thinking is almost self-evident. After all, healthcare has been recognized as one of our most important national policy problems for over a quarter of a century. It has spawned thousands of conferences, briefings, speeches, legislative hearings, books, essays, and scholarly articles. It provoked legislation that envisions a complete overhaul of the system in just a few years. Yet even with all of this, we are no closer to a genuine solution to our problems than we were twenty-five years ago.
In complex systems, there are always unmet needs and problems to be solved. The more dysfunctional the system, the more numerous are the unmet needs and the more severe are the problems. In other sectors, needs to be met and problems to be solved are the fertile ground from which entrepreneurs emerge. Where is healthcare's equivalent of a Bill Gates or a Steve Jobs?
The answer: There are literally thousands of entrepreneurs in healthcare. I meet them every day. In fact, I believe I can safely say that there is no serious problem in the business of health that is not already being substantially solved in some way by an entrepreneur somewhere in the system. Unfortunately, these efforts tend to be scattered and limited. Most of the time they run into three major barriers: insurance companies, employers, and government.
These are the three entities that pay most of the healthcare bills. They are the third-party payers. (The first two parties are the doctor and the patient.) With respect to healthcare, they tend to be bureaucratic, wedded to tradition, and resistant to change. They are, in a word, the entrepreneur's nemesis.
Take the subject of hospital costs. It is well known that the cost of procedures varies radically from hospital to hospital, as does the quality of care. So why not take advantage of this fact? In this book, I am going to argue that a version of what some call value-based health insurance could cut the typical health plan's hospital costs in half. How does it work? The insurer pays the cost of care at a low-cost, high-quality facility (which may require the patient to travel) and only that amount. Patients are free to go to another facility but must pay the full extra cost of their choice.
Now, I wasn't the first person to think of this. In fact, an Austin, Texas-based company, Employer Direct Healthcare, is offering employers a variation on that idea at this very moment. They negotiate rates with select hospitals that are from one-third to one-half lower than what other health insurers are paying. Most insurers are at the opposite end of the smart-buying spectrum, however. BlueCross of Texas, for example, not only does not steer patients to one hospital rather than another, there is not a single hospital in Dallas that is not in its network.
Part of the reason why the insurers are so resistant to cost-reducing innovations is that many of their employer clients are also resistant. The typical client of Employer Direct Healthcare, for example, waives the deductible and copayment for patients who choose the low-cost, high-quality facilities, but that is the full extent of the financial incentive. A step in the right direction perhaps, but a timid one. An aggressive strategy would be to let the employee pay the full extra cost of their choices.
Of the three third-party payer institutions, government is by far the worst at resisting entrepreneurship—even when the government itself is implementing radical change. As part of the Affordable Care Act (ACA), for example, states are to establish health insurance exchanges, allowing individuals to electronically select their health insurance from among competing plans. The federal government is offering millions of dollars to set up these exchanges. In some states, officials are arguing about how to spend the money, and in other states, they are actually refusing the money on the grounds that it amounts to acceptance of a health reform they do not like.
But why does any state need to spend millions to set up an exchange? Did you know that eHealth already has an electronic exchange, and more than 1 million people have health insurance purchased online through its system? The Obama administration is asking fifty state governments to spend a great deal of money to invent something that a private company has already discovered—and is ready to implement for the government for pennies on the dollar.
The administration is also spending millions of dollars trying to encourage electronic medical records. But did you know that eHealth already offers many of its customers an electronic medical record (including a record of doctor visits, prescriptions taken, etc.), based on insurance payment records?
Although we often associate the term entrepreneur with profit seeking, the healthcare field is teeming with innovators who are largely motivated by altruism. Take Dr. Jeffrey Brenner of Camden, New Jersey.6 In any other field, Brenner would be a millionaire, but because he's in healthcare, he doesn't know how he's going to make ends meet. Like entrepreneurs in every market, Brenner thought outside the box. He discovered an ingenious way of lowering healthcare costs: focus on the “hot spots” of medicine—the high-use, high-spending patients—and solve their problems with unconventional care.
Brenner discovered that of the 100,000 people who used Camden's medical facilities over the course of a year, only 1,000 people—just 1 percent—accounted for 30 percent of the costs. He began with one of them: Frank Hendricks (a pseudonym), a patient with severe congestive heart failure, chronic asthma, uncontrolled diabetes, hypothyroidism, gout, and a history of smoking and alcohol abuse. He weighed 560 pounds. In the previous three years, he had spent as much time inside hospitals as he spent outside them.
Some of what Brenner did to help Hendricks was simple doctor stuff, but a lot of it was social work. For example, Brenner and his colleagues helped Hendricks apply for disability insurance so that he could leave the chaos of welfare motels and have access to a consistent set of physicians. The team also pushed him to find sources of stability and value in his life. They got him to return to Alcoholics Anonymous, and when Brenner found out that Hendricks was a devout Christian, he urged him to return to church. As a result, Hendricks's health improved, and his medical expenses plummeted.
Following that success, Brenner formed the Camden Coalition to apply his methods to more patients. He tells me he can drive down the streets of Camden, point to entire buildings, and say how much the people who live there are costing the taxpayers. By targeting these patients in unconventional ways, Brenner is saving millions of dollars for Medicare and Medicaid. Were others able to do the same thing in other cities, the savings for taxpayers would be huge.
Now for the bad news. How much does Medicare reward Brenner for all the savings he creates for our nation's largest health plan? Zero. How much does Medicaid pay for all the savings it realizes? Not a penny. In fact, Brenner is able to do what he does only because of grants from private foundations.
Getting Out of the Trap: Overcoming Unwise Policies
Like many other providers of low-cost, high-quality care, Brenner and his colleagues leave tons of money on the table when they fail to practice medicine in conventional ways. Of the thousands of tasks that Medicare pays doctors to perform, social work is not among them. Brenner's attempts to get Medicare and Medicaid to pay him in a different way have all drowned in a bureaucratic morass, even as Medicare is spending millions on pilot programs and demonstration projects “to find out what works.”
Experiences just like Brenner's are repeated again and again, day in and day out, around the country. No one knows if Brenner's techniques can be replicated (any more than we know if the medical practices of the Mayo Clinic or the Cleveland Clinic can be replicated). But there's one way to find out: Let Brenner out of the trap. How do we do that? By letting him become rich. Rich? Yes, rich.
The federal government should offer to let Brenner and his colleagues keep twenty-five cents of every dollar they save the government. Then let every other doctor, nurse, social worker, hospital administrator, and so on in the country know that the government is willing to change the way it pays for care. The message should be: If you can save taxpayers money, you can make money—the more money you save us, the more you earn for yourself. Let a thousand millionaires bloom.
Sadly, the trend of federal health policy right now is in the opposite direction. Not only will it not let Brenner out of the trap, it will make the trap more confining. Under the new health reform law, doctors are being encouraged to join Accountable Care Organizations (ACOs), where a federal bureaucracy will virtually dictate the way medicine is practiced.
Brenner, in fact, is trying to get his organization qualified as an ACO. In my opinion, this is a mistake. Under the new rules, bureaucrats will ask: Did Brenner have the prescribed electronic medical record? Did he follow the checklist of inputs ACOs are supposed to follow? Did he manage all of the care—including hospital care? Sadly, the answers are no, no, and no.
It is almost impossible for an entrepreneur to flourish in an environment that fundamentally dislikes entrepreneurship. Fortunately for the innovators, however, patients are paying for more healthcare bills out of their own pockets. And wherever we find health markets dominated by patients paying for care directly, entrepreneurship is thriving.
Getting Out of the Trap: Emerging Markets
In fields as diverse as cosmetic surgery and LASIK surgery, we are discovering that healthcare markets can give patients transparent package prices and that costs can be controlled—despite a huge increase in demand and enormous technological change (of the type we are told increases costs for healthcare generally). For services as diverse as walk-in clinics and mail-order drugs, we are seeing that price competition is possible and that price competition promotes quality competition as well. In the international market for medical tourism, we are discovering that almost every type of elective surgery can be subjected to the discipline of the marketplace; that discipline is increasingly evident within our borders in the emerging market for domestic medical tourism, where patients willing to travel to other cities can find cheaper, higher-quality care.
In each of these cases, new products and new services have cropped up to meet the needs of patients spending their own money. These are products and services that were made possible precisely because the third-party-payer bureaucracies were not standing in the way. If the private sector is left free to continue with such innovations, there is much more to come.
Among the current buzzwords in Washington policy circles are such terms as electronic medical records, medical homes, coordinated care, integrated care, and so on. To hear the policy wonks tell it, the ACA is designed to bring all these new ideas to the practice of medicine—prodded by the guiding hand of government regulators.
But did you know that sensible, workable electronic records systems (including the ability to electronically prescribe drugs) have been in use for over a decade by walk-in clinics, by private telephone and email consultation services, and by concierge doctors (who give their patients more time, more services, and special attention) without any guidance from Washington or from any employer or insurance company? Did you know that sensible, workable medical homes—together with diverse doctors providing integrated, coordinated, low-cost, high-quality care—have been emerging in the private sector for some time, without any federally funded pilot program or any advice, encouragement, or harassment from any third-party payer?
I stress the words sensible and workable because in the hands of impersonal bureaucracies, shielded from marketplace competition and subject to pressures from every special interest group imaginable, we are likely to get systems that are neither sensible nor workable.
Liberated from the confinement of legal impediments and suffocating bureaucracies, doctors, patients, hospital personnel and profit-seeking entrepreneurs are perfectly capable of solving our most serious health policy problems. All they need is the freedom to be able to do so.
PART I | ||
Why We Are Trapped |
2 | How Healthcare Is Different |
COMPLEX SYSTEMS, by definition, are systems that are too complex for any single individual (or group of individuals) to grasp and understand. What difference does that make? It makes a huge difference.
Most of us wouldn't walk into a chemistry lab and start pouring solutions from one beaker into another—at least if we don't know anything about chemistry. Similarly, we wouldn't walk into a biology lab and start moving substances from one petri dish to another if we're not trained biologists. And if we don't know anything about nuclear power plants, most of us wouldn't walk into one and start pushing buttons.
We wouldn't do any of these things because most of us have common sense. We know intuitively that if we don't know what we are doing in a complex environment, odds are great that anything we do will mess things up.
Not everyone has this common sense-based humility, however. The late Nobel laureate economist, Friedrich Hayek, called the hubris of people who want to tinker with systems they do not understand the “fatal conceit.”1 The term is apt. Just about everything that has gone wrong in health policy can be directly attributed to this very error. In what follows, I want to look more carefully at what goes wrong in health policy and why.
No Reliable Model
For more than 200 years, economists have been studying the complex system we call the economy. How do they do it? They don't try to understand the economy in all its complex detail. Instead, economists use highly simplified models to predict some general effects of parameter changes in ordinary markets. For example, we can say with some certainty that rent controls will cause housing shortages and price supports in agriculture will cause crop surpluses.
Unfortunately, there is no model of the healthcare system that allows us to make anything like these kinds of predictions. In just a few years, ACA will insure an additional 32 million people. In addition, most of the rest of us will have to convert to health plans that have more generous coverage than we now have. We know that when people have more insurance coverage they try to consume more care. But what happens when there is a system-wide increase in demand and no change in supply?
Will the excess demand drive thousands of people to hospital emergency rooms? Will clinics run by nurses start springing up to meet the demand that doctors cannot meet? If service is rationed by increasing the waiting time, will everyone who can afford it turn to concierge doctors, who will be paid extra fees for prompt service? As more doctors become concierge doctors, how will the system manage the even greater rationing problem faced by all those left behind? Will patients start going out of the country—seeking care in the international medical marketplace?
Unfortunately, there is no model that allows us to answer these questions with any confidence.
Why can't we apply ordinary economic models to healthcare markets? One reason is that price doesn't play the same role in healthcare as it does elsewhere in the economy. Although many would like to think that our system is very different from the national health insurance schemes of other countries, the truth is that Americans mainly pay for care the same way people all over the developed world pay for care at the time they receive it—with time, not money.
On the average, every time we spend a dollar at a physician's office, only 10 cents comes out of our own pockets. As a result, for most people, the price of care in terms of the time (getting to and from the doctor's office, waiting in the reception area, waiting in the exam room, etc.) tends to be greater—and probably much greater—than the money price of care.
In general, we have no reliable model to tell us who gets care and who doesn't when the time price of care rises for everyone, as we expect to happen once ACA gets fully implemented.
The Role of Prices
Take a look at Table 2.1, which shows representative prices for a knee replacement for different patients in different settings. The most shocking thing about the table is that prices for essentially the same procedure are all over the map. Here are some obvious questions:
It's amazing how often people cannot see the forest for the trees. Think how many volumes have been written trying (and failing) to explain why our healthcare costs are so high. Sometimes the answers to complex questions are more easily found by asking the simplest of questions.
Let's turn to the canine question. When you recover from your knee replacement surgery, let's say you spend two nights in a hospital room. If you are like some patients, you may be enjoying all the comforts of a luxury hotel. Fido recovers in a cage, which presumably costs much less. But even with meals, two nights in a hotel should come in under $1,000. The price difference we are trying to explain is many times that amount.
Then, there is the difference in surgeons' skills. Presumably, the surgeons who operate on humans are more talented and therefore more valuable. But an orthopedic surgeon in Dallas typically gets paid an amount equal to about 10 percent of the $32,500 an insurer pays to the hospital.
Table 2.1. Knee Replacement Costs
Location/Type | Amount1 |
Asking Prices |
|
Hospital Gross Charge2 | $60,000–$65,000 |
What Private Insurers Pay |
|
Range (Dallas)3 | $21,000–$75,000 |
Average (Dallas)3 | $32,500 |
Medicare (Dallas)4 |
|
What Medicare Pays | $16,000–$30,000 |
Cost Reported to Medicare | $14,627–$15,148 |
Physician Fees | $1,400–$1,700 |
Domestic Medical Tourism |
|
Medibid Rate (US)2 | $12,000 |
Canadian Citizen US Cash Price5 | $16,000–$19,000 |
International Medical Tourism |
|
Medibid Rate (overseas)2 | $7,000–$15,000 |
Bumrungrad (Thailand) Median Price6 | $14,916 |
US dog (Dallas)4 | $3,700–$5,0001. |
1. Does not include the physician fees, except for the veterinary charge.
2. Source: Medibid.com
3. Source: Group and Pension Administrator, Inc.
4. Source: NCNelink.com
5. Source: North American Surgery Inc.
6. Source: http://www.bumrungrad.comlthailandhospital
I suppose you (as a patient) would get more attention than Fido from nurses and support staff for the one or two days of recovery. Guess how much a nurse gets paid in Dallas? It's about $30 per hour. That is nowhere near the explanation we are searching for.
Let's take the actual cost hospitals tell Medicare they incur for this procedure.2 It's about $15,000, not including surgeon's fees. But if veterinarians can do it for a third of that amount, it's hard to see why the human hospital cost isn't at least half of what it actually is.
The only explanations I can come up with for why human knees cost so much more are (i) government regulations, (2) malpractice liability, and (3) the inefficiencies created by the third-party payment system. It looks like these three factors are doubling the cost of US healthcare.
Let's take regulations first. In terms of rules, restrictions, and bureaucratic reporting requirements, the healthcare sector is one of the most regulated industries in our economy. Regulatory requirements intrude in a highly visible way on the activities of the hospital medical staff and affect virtually every aspect of medical practice. In Patient Power, Gerry Musgrave and I described the burdens faced by Scripps Memorial Hospital, a medium-sized (250-bed) acute care facility in San Diego, CA. Scripps had to answer to thirty-nine governmental bodies and seven nongovernmental bodies.3 It periodically filed sixty-five different reports, about one report for every four beds. In most cases, the reports were not simple forms that could be completed by a clerk. Often, they were lengthy and complicated, requiring the daily recording of information by highly trained hospital personnel.
Then there is the malpractice system. Estimates place the burden of the system at between 2 percent and 10 percent of the cost of US healthcare. But it's hard to separate out the effects of malpractice from the effects of regulation. Remember, both institutions are trying to do the same thing: reduce the incidence of adverse medical events (no matter how imperfectly). If a hospital fails to follow a regulation and that failure leads to a patient death, the failure would undoubtedly be the basis for a malpractice lawsuit. So the existence of the malpractice system helps encourage compliance with regulations—making them more costly.
Finally, there are the inefficiencies produced by the third-party payment system. I noted in the Introduction that when providers do not compete for patients based on price, they typically do not compete on quality either. In the hospital sector, they tend to compete on amenities instead. The way you compete on amenities is to spend more on amenities. This adds to costs.
Now let's consider medical tourism. If you ask a hospital in your neighborhood to give you a package price on a standard surgical procedure, you will probably be turned down. After the suppression of normal market forces for the better part of a century, hospitals are rarely interested in competing on price for patients they are likely to get as customers anyway.
A foreign patient is a different matter. This is a customer the hospital is not going to get if it doesn't compete. That's why a growing number of US hospitals are willing to give transparent package prices to foreigners, and these prices often are close to the marginal cost of the care they deliver.
North American Surgery (an enterprise that facilitates medical tourism) has negotiated deep discounts with about two dozen surgery centers, hospitals, and clinics across the United States, mainly for Canadians who are unable to get timely care in their own country. The company's cash price for a knee replacement in the United States is $16,000 to $19,000, depending on the facility a patient chooses.4
Now here is what is interesting: The same economic principles that apply to the foreign patient who is willing to travel to the United States for surgery also apply to any patient who is willing to travel. That includes US citizens. In other words, you don't have to be a Canadian to take advantage of North American Surgery's ability to obtain low-cost package prices. Everyone can do it.
US patients willing to travel and able to pay cash may get an even better deal by taking advantage of the online service, MediBid. People register and request bids or estimates for specific procedures on MediBid's website for the services of, say, a physician, surgeon, dermatologist, chiropractor, dentist, or numerous other medical specialists. MediBid-affiliated physicians and other medical providers respond to patient requests and submit competitive bids for the business of patients seeking care. MediBid facilitates the transaction, but the agreement is between doctor and patient, both of whom must come to an agreement on the price and service.
The company facilitated more than fifty knee replacements in 2012. Each request got an average of five bids, with some getting as many as twenty-two. Most prices were between $10,000 and $12,000, and the average was about $12,000.5
The implications of all this are staggering. Many US hospitals are able to offer traveling patients package prices that are competitive with the prices charged by top-rated medical tourist facilities around the world. (You don't have to travel to Thailand, after all.) However, I would insert this note of caution: Although a hospital with excess capacity gains by charging the marginal customer the marginal cost of care, it may not cover the full costs it needed to stay in business if it charges every customer that price. So the prices we are looking at may not be long-run equilibrium prices.
The final question is: Why are US employers and insurers overpaying by so much, and why does the amount they overpay vary so much?
In part, because in the entire medical marketplace, there is no natural evolution to uniform, market-clearing prices, the way markets work in other sectors of the economy. Even MRI scans vary by over 650 percent in a single town. Furthermore, most providers don't even know how to price their services because they don't know what their costs are.6
Both the Right and Left Go Wrong
Despite the fact that prices in healthcare do not play the same role as they do in other markets, there is a tendency on both the political right and the political left to ignore this fact.
The right, for example, issues frequent calls to make prices transparent. A number of proposals would even require doctors and hospitals to post their prices. Doctors find these proposals perplexing because they know that there are no prices at a typical physician's office. There are only different payment rates. What possibly could be gained by posting these rates on the wall? If you are a BlueCross patient, how does knowing what an Aetna patient is paying help you in any way?
On the left, a common view is that health costs are too high because healthcare prices are too high. They believe that the way to control costs is to push prices down. This idea is actually written into the ACA legislation. All kinds of efficiency ideas are included in the new law, but when all else fails—and most knowledgeable people believe that all else will fail—ACA will try to solve the problem of rising Medicare costs by squeezing the providers. Medicare's chief actuary predicts that by the end of the decade, Medicare fees for doctors and hospitals will be lower than Medicaid's.7 And it may not end there. At least one organization advocates imposing Medicare-type price controls on the entire healthcare system.8
The problem with this way of thinking is that prices in healthcare are symptoms of problems, not causes of problems, in the same way that a high body temperature is a symptom of a fever. Just as it would make no sense to try to treat a fever by lowering the body's temperature, it makes no sense to try to control prices while ignoring why they are what they are. Plus, when we treat symptoms rather than their causes, there are inevitably unanticipated negative consequences. For example, if we tried to impose low fees on every provider for all patients, we would begin to drive the most capable doctors out of the system—into alternative pay-cash-for-care services and perhaps even out of healthcare altogether.
But there is an even more fundamental problem with trying to solve the problem of cost by suppressing prices. The suppression of provider payments is an attempt to shift costs from patients and taxpayers to providers. Even if we get away with it, shifting costs is not the same thing as controlling costs. Doctors are just as much a part of society as patients. Shifting cost from one group to the other makes one group better off and the other worse off. It does not lower the cost of healthcare for society as a whole, however.
Finally, both the right and the left—but especially the left—too often assume that the ideal price of care for low-income patients is zero. After all, if price is a deterrent to care, doesn't it follow that you maximize access by making healthcare free at the point of consumption? Not necessarily.
Which Matters More: The Time Price or the Money Price of Care?
What I call health policy orthodoxy is committed to two propositions: (1) The really important health issue for poor people is access to care, and (2) to ensure access, waiting for care is always better than paying for care. In other words, if you have to ration scarce medical resources somehow, rationing by waiting is always better than rationing by price.
(Let me say parenthetically that the orthodox view is at least plausible. After all, poor people have the same amount of time you and I have, but a lot less money. Also, because their wages are lower than other people's, the opportunity cost of their time is lower. So if we all have to pay for care with time and not with money, the advantage should go to the poor. This view would be plausible, that is, so long as you ignore tons of data showing that whenever the poor and the non-poor compete for resources in almost any non-price rationing system, the poor always lose out.)
The orthodox view underlies Medicaid's policy of allowing patients to wait for hours for care in hospital emergency rooms and in community health centers, while denying them the opportunity to obtain less costly care at a walk-in clinic with very little wait at all. The easiest, cheapest way to expand access to care for millions of low-income families is to allow them to do something they cannot now do: add money out of pocket to Medicaid's fees and pay market prices for care at walk-in clinics, doc-in-the-boxes, surgical centers, and other commercial outlets. Yet, in conventional health policy circles, this idea is considered heresy.
The orthodox view lies behind the obsession with making everyone pay higher premiums so that contraceptive services and a whole long list of screenings and preventive care can be made available with no co-payment or deductible. Yet, this practice will surely encourage overuse and waste and, in the process, likely raise the time prices of these same services.
The orthodox view lies at the core of the hostility toward Health Savings Accounts (HSAs), Health Reimbursement Arrangements (HRAs), and any other kind of account that allows money to be exchanged for medical services. Yet, it is precisely these kinds of accounts that empower low-income families in the medical marketplace, just as food stamps empower them in any grocery store they choose to patronize.
The orthodox view is the reason so many ACA backers think the new health reform law will expand access to care for millions of people, even though there will be no increase in the supply of doctors. Because they completely ignore the almost certain increase in the time price of care, these enthusiasts have completely missed the possibility that the act may actually decrease access to care for the most vulnerable populations.9
The orthodox view is the reason there is so little academic interest in measuring the time price of care and why so much animosity is directed at those who do measure such things. It explains why MIT professor Jonathan Gruber can write a paper on Massachusetts health reform and never once mention that the wait to see a new doctor in Boston is more than two months.”10
The evidence we will examine in this book suggests that the orthodox view is totally wrong.
The Cost of Non-Price Rationing
The orthodox approach to health policy is obsessively focused on the burdens of price barriers to care, and at the same time inordinately oblivious to the burdens of non-price barriers. Yet non-price barriers to care can be very costly.
In Britain, for example, hundreds of thousands of patients relying on the British National Health Service are waiting months for hospital surgery. Many are waiting in pain. Many are risking their lives by waiting. The cost of such waiting for many of them is undoubtedly greater than the cost (to the government) of their surgery.11
Not only is rationing by waiting costly, it is usually socially wasteful. To employ a numerical example, consider a hospital emergency room where people come for free primary care. Let's say the real cost of a doctor visit is $100 per patient, on the average. In a normal market, the market-clearing money price of care would also be $100—and that would be the fee patients pay.
If the services are free, however, a much larger group of patients will try to take advantage of them, including patients who value doctor visits at only $5 or $10. Since demand greatly exceeds supply at a price of zero, the doctor's time is available in this example only to those who are willing to wait the longest. How long will people wait, on the average? Someone who values a doctor visit at $100 will be willing to spend $100 worth of time. (Consider a patient who values his time at his wage rate. If he is paid $20 an hour, he will wait five hours; if he is paid $25 an hour, he will wait four hours, and so on.)
Just as price rationing produces a market-clearing money price of care, rationing by waiting time produces a market-clearing time price of care. In this example, the market will clear at $100 worth of time for the marginal patient. But remember, other people (probably taxpayers) have to pay the doctor $100 in money. That means that the care is being paid for twice: once with time and again with money. Non-price rationing, in this example, effectively doubles the social cost of medical care.
By the way, a surprising number of patients—about one in five, on the average—get discouraged and leave emergency rooms without ever being seen. Just as people at an auction get outbid by others who are willing to pay a higher money price, patients in emergency rooms often get outbid by others who are willing to pay a higher time price for their care.
Six Billion Physician Fees
Even though prices don't have the same meaning in the medical marketplace that they do in other markets, they still have the power to influence provider behavior.
Take Medicare, which has a list of some 7,500 separate tasks it pays physicians to perform. For each task, there is a price that varies according to location and other factors. Of the 800,000 practicing physicians in this country, not all are in Medicare, and no doctor is going to perform every task on Medicare's list.
Yet Medicare is potentially setting about 6 billion physician fees across the country at any one time.
Is there any chance that Medicare can set fees and approve transactions in a way that does not cause serious problems? Not likely.
What happens when Medicare gets it wrong? One result is that doctors face perverse incentives to provide care that is costlier and less appropriate than the care they should be providing. Another result is that the skill set of our nation's doctors becomes misallocated, as medical students and practicing doctors respond to the fact that Medicare is overpaying for some skills and underpaying for others.
Every lawyer, every accountant, every architect, every engineer—indeed, every professional in every other field—is able to do something doctors cannot do. They can repackage and reprice their services. If demand changes or if they discover a way of meeting their clients' needs more efficiently, they are free to offer a different bundle of services for a different price. Doctors, by contrast, are trapped.
Suppose you are accused of a crime and suppose your lawyer is paid the way doctors are paid. That is, suppose some third-party payer bureaucracy pays your lawyer a different fee for each separate task she performs in your defense. Just to make up some numbers, let's suppose your lawyer is paid $50 per hour for jury selection and $500 per hour for making your final case to the jury.
What would happen? At the end of your trial, your lawyer's summation would be stirring, compelling, logical, and persuasive. In fact, it might well get you off scot free if only it were delivered to the right jury. But you don't have the right jury. Because of the fee schedule, your lawyer skimped on jury selection way back at the beginning of your trial.
This is why you don't want to pay a lawyer, or any other professional, by task. You want your lawyer to be able to reallocate her time—in this case, from the summation speech to the voir dire proceeding. If each hour of her time is compensated at the same rate, she will feel free to allocate the last hour spent on your case to its highest valued use rather than to the activity that is paid the highest fee.
Six Billion Tasks
The problem in medicine is not merely that all the prices are wrong. A lot of very important things doctors can do for patients are not even on the list of tasks that Medicare compensates.
In addition, Medicare has strict rules about how tasks can be combined. For example, special-needs patients typically have five or more comorbidities—a fancy way of saying that a lot of things are going wrong at once. These patients typically cost Medicare about $60,000 a year, and they consume a large share of Medicare's entire budget. Ideally, when one of these patients sees a doctor, the doctor will deal with all five problems sequentially. That would economize on the patient's time and ensure that the treatment regime for each malady is integrated and consistent with all the others.
Under Medicare's payment system, however, a specialist can bill Medicare the full fee only for treating one of the five conditions during a single visit. If she treats the other four, she can only bill half price for those services. It's even worse for primary care physicians. They will generally get no payment for treating four additional problems. Since doctors don't like to work for free or see their income cut in half, most have a one-visit-one-condition policy. Patients with five morbidities are asked to schedule additional visits for the remaining four problems with the same doctor or with other doctors. The type of medicine that would be best for the patient and that would probably save the taxpayers money in the long run is the type of medicine that is penalized under Medicare's payment system.
Take Dr. Richard Young, a Fort Worth family physician who is an adviser for the federal government's new medical Innovation Center. As explained by Jim Landers in the Dallas Morning News:12
[When Young] sees Medicare or Medicaid patients at Tarrant County's JPS Physicians Group, he can only deal with one ailment at a time. Even if a patient has several chronic diseases—diabetes, congestive heart failure, high blood pressure—the government's payment rules allow him to only charge for one.
“You could spend the extra time and deal with everything, but you are completely giving away your services to do that,” he said. Patients are told to schedule another appointment or see a specialist.
Young calls the payment rules “ridiculously complicated.”
Consequences of Suppressing Normal Market Forces
Think of a supermarket. There are probably more than a hundred in the city of Dallas alone. I can walk into any of them—in most cases, at any time day or night—and buy thousands of different products. The only wait I experience is at checkout, but express lanes speed that along if I want only an item or two. When I go to purchase something I want, the product is always there. I can't recall an instance when a shelf space offering something I wanted to buy was empty. Further, the products being offered are produced by thousands of different suppliers, and they travel thousands of different routes to get to market. What is true of Dallas is true of every city of any significant size in the country.
Contrast that with the market for medical care, where almost nothing is available at the drop of a hat. Nearly one in four patients has to wait six or more days for a physician appointment. Less than one-third of physician practices have made arrangements allowing patients to see a doctor after hours when the practice is closed. Sixty percent of patients find it difficult to get care after hours or on weekends.'13 Newspaper reports around the country tell horror stories of the consequences of the shortage of cancer drugs and other life-saving pharmaceuticals. Four- and five-hour average waiting times at hospital emergency rooms are not uncommon.
In fact, the few places in healthcare where waiting is not a problem provide services that are peripheral to the orthodox healthcare system. Teladoc promises a physician will return your call within three hours or the telephone consultation is free. Most calls are returned in less than one hour—during which time, you are free to do other things. MinuteClinics in some CVS pharmacies give you an estimated waiting time so you can shop while you wait for your care. Think of these last two examples as services that developed in the part of medical care where normal market processes have not been suppressed.
Everything I purchase in a supermarket is fee-for-service. There is no prepayment of the type that so many favor in healthcare. I pay the market price for what I get. There is bundling, to use another popular buzzword. I don't pay extra if I ask an employee for directions. There is no extra charge for the butcher to trim fat off tenderloin. These services are included in the price of the products I buy. But the bundling choices are made by the supermarket, not by the buyers of their products. There is no supermarket equivalent of managed care, integrated care, or coordinated care. Market prices are sending continuous signals to producers of thousands of products all over the world, and these prices accomplish the remarkable feat of making sure that everything we want to buy is on the supermarket shelf at the time we want to buy it.
The vast majority of goods sold in a supermarket are not produced by the supermarket itself, using its own employees. They are produced by independent entities in private practice, to borrow another term from the medical world. Supermarkets meet the needs of millions of people without the necessity of employing all of the people who produce all of the products they offer—unlike the Obama administration's plans to force virtually all doctors to become employees of hospitals.
Supermarkets have electronic inventory and monitoring systems—far more sophisticated than anything you will normally find in medicine. When Sam Walton first started electronic inventory control in his Wal-Mart stores, he did it in order to improve the quality of service and lower prices to attract more customers. Unlike healthcare, electronic inventory systems have emerged quite naturally in the supermarket business, without any government guidelines and without any government subsidies.
Now, you might be inclined to argue that healthcare cannot reasonably be compared to items on a supermarket shelf. Okay. I concede that. One is a product. The other is a service. But consider your Blackberry. Or your iPhone. Or your iPad. In some ways these have similarities with our bodies. Things can go wrong. When they do, we want someone to help fix them.
In my neighborhood, I can walk into almost any phone store (Verizon, Sprint, AT&T, etc.) with no appointment, and most of the time I get service immediately. And the phone store has competitors. Independent phone repair companies are popping up every day. There are even tools on the Internet that help you start your phone repair business/14 In most places, repair companies are within ten miles of their customers; repairs are done in fifteen minutes or less; and they are usually inexpensive ($40 to $60, say).15 Shopping malls have phone repair kiosks. Some companies will come to your house to repair your phone/16
Consider customer education. Elderly buyers in particular often have difficulty mastering the electronic devices they buy. The market has a solution. Verizon offers its customers free two-hour classes in how to use their iPhones. Yet, I don't know anywhere in Dallas that will give Medicare patients free counseling (or even paid counseling) on how to manage their diabetes. That's unfortunate. This one disease is costing the country $218 billion a year.17
Why is the marketplace so much kinder to my iPhone than it is to my body? I would argue that it's because one type of service is emerging in a real market, while the market has been suppressed in the other.
Getting Out of the Trap
Is there a better way? Here's one idea.18 Instead of having Medicare fix millions of prices for predetermined packages of care, we should allow providers the opportunity to produce better care and cheaper care by repackaging and repricing their services. Everyone on the provider side should be encouraged to make Medicare a better offer. Medicare should accept these offers provided that (1) the total cost to government does not increase, (2) patient quality of care does not decrease, and (3) the provider proposes a reasonable method of assuring that (1) and (2) have been satisfied.
Instead of maximizing against payment formulas, doctors and hospitals would be encouraged to discover more efficient ways of providing care. They would be able to make more money for themselves as long as they save taxpayers money and patients don't suffer.
Can a Free Market in Healthcare Work?
From time to time, I hear policy wonks claim that the market cannot work in healthcare. Usually, they cite a very old article by Stanford University economist Kenneth Arrow, who claimed that the market for medical care is inherently imperfect.19 True, but most markets are imperfect. The question is: does the market for healthcare work better than a nonmarket for healthcare? I believe the evidence supports an unqualified yes.
Consider some standard complaints that are normally leveled at the current system: that price and quality information is not transparent, that the market is not competitive, that unsustainable rising costs are inevitable, that quality is inadequate, and that providers make inadequate use of technology, including electronic medical records and electronic prescribing. But do these problems exist because of an inherent flaw in healthcare markets? Or do they exist because normal market forces have been systematically suppressed?
As it turns out, healthcare markets seem to work reasonably well wherever third-party payers are not the dominant payers. Wherever patients are paying with their own money, providers always compete on price, and where there is price competition, transparency is never a problem. Moreover, in such markets, we do not find the problem of healthcare inflation that plagues the rest of the system. The real price of cosmetic surgery has actually declined over the past fifteen years. The real price of LASIK surgery has declined by 30 percent over the past decade.20
I know of nothing in health economics that would lead a rational person to conclude that markets cannot work in medical care. Indeed, the evidence all points in the other direction: Markets can work much better than our current system, if they are allowed to do so.
Choosing Public Policies for Complex Systems
Most people in health policy do not understand complex systems. They really don't understand social science models either. As a result, when they advocate or enact public policies, they are almost always oblivious to the inevitability of unintended consequences. The idea that a policy based on good intentions could actually make things worse is beyond their comprehension.
Take health policies designed for low-income patients. Through our insistence on pushing low-income families into free public programs and regulating private alternatives out of their reach, the poor often must rely on bureaucratic medical care that is not very responsive to their needs.
This problem is not unique to healthcare. I think it is fair to say that virtually everything we do to try to help low-income families meet essential needs is deeply flawed:21
In general, the middle class tends to have access to the benefits of capitalism. The poor must rely on government. The middle class exercises choice. The poor have no alternative to what they are offered. The middle class gets the benefits of competition. The poor are left with public sector monopoly. If middle-class patients are unsatisfied with a doctor or a facility, they can take their dollars and patronize another. The poor tend to be left with whatever doctor or facility is given to them.
No one ever planned for the poor to have services that were inferior, bureaucratic, and unresponsive. These outcomes are the unintended consequences of policies that were often designed to help them.
When dealing with a complex system for which there is no reliable predictive model, the first lesson is to show humility. Restrictions on behavior limit people's ability to meet their own needs and the needs of others. In the absence of better information, we should want people to freely exercise their intelligence, their creativity, and their entrepreneurial abilities to solve problems.
A second lesson is that we should eliminate restrictions on behavior unless there is overwhelming evidence that the limits do more good than harm. This means, for example, allowing low-income families on Medicaid greater access to services whose prices are determined in the marketplace.22 Also, we should make it easier for nurses, physicians' assistants, and other non-doctor providers to deliver care to low-income patients by relaxing occupational licensing restrictions.23
A third lesson is to avoid trying to administer and regulate the system from the top. If we are dealing with a complex system and we don't have a reliable model to predict how it will respond to simple parameter changes, it is more important than ever to avoid trying to solve problems with top-down commands. Instead, we need to begin the process of liberation by working from the bottom up.
Consider a notorious violation of this principle. At one point, leaders in the Soviet Union thought they understood enough about their country's entire economy to manage the whole thing from a central command post. Today, even the Russians admit they were wrong.
A fourth lesson is that complex systems can't be copied. Suppose I said to you: “Let's look around the world, find the economy that seems to work the best, and then replace our own system by copying the one we like better.” If you have any sense, you would respond by saying, “Goodman, that is a really dumb idea; don't you know that complex systems by definition can't be copied?”
You would be right. It is a dumb idea. But did you know that is exactly how President Obama talks about healthcare? Time and again he has said, “Let's find out what works and then go do it.” This is an approach that is destined to fail before it even begins.
On the supply side, we have the islands of excellence (Mayo, Intermountain Healthcare, Cleveland Clinic, etc.). On the demand side, we have a whole slew of experiments with pay-for-performance and other pilot programs designed to see whether demand-side reforms can provoke supply-side behavioral improvements. And never the twain shall meet.
We cannot find a single institution providing high-quality, low-cost care that was created by any demand-side buyer of care. Not the Centers for Medicare and Medicaid Services (CMS), which runs Medicare and Medicaid. Not BlueCross. Not any employer. Not any payer, anytime, anywhere. As for the pilot programs, their performance has been lackluster and disappointing.24
What about other demand-side reforms: forcing/inducing/coaxing providers to adopt electronic medical records, to coordinate care, to integrate care, to manage care, to emphasize preventive care, to adopt evidence-based medicine, and so on? The Congressional Budget Office (CBO) has reviewed the evidence on all these reforms and concluded that the savings will be meager, if they materialize at all.25
What Difference Does Healthcare Make?
I now want to shift to a fascinating question, about which there is considerable debate. One person who thinks we are getting a good deal for the money we spend is Harvard University health economist David Cutler.26 A 45-year-old man alive in PJ50 had few effective treatments for today's most common killer, heart disease. At that time, little was spent on treatment or prevention. Today, such a man can expect to spend more than $30,000 (in 2004 dollars) on treatment of heart disease over the course of his remaining life, according to Cutler. The benefit: he can expect to live about 4.5 years longer. At a cost of $6,667 per extra year of life, this is a terrific return on our investment in health. In terms of the benefits of healthcare, we largely get a good deal for what we pay for, he argues. Although medical care consumes a greater portion of our economy than in years past, we get a lot back in return.
The reduction in physical disability is another advance that Cutler attributes to the marvels of modern medical science. Thirty years ago, one-quarter of the elderly population was unable to live independently. Hip and knee replacements and other advances have reduced that number to less than one in five today. That's why the nursing home population has hardly changed in the past couple decades or so, he argues.
Against this view is a growing body of research that is highly skeptical about what we are getting for our healthcare dollars—at least at the margin.
In the previous chapter I noted that although the Medicare program led to an enormous increase in healthcare spending, it apparently had no effect on the life expectancy of the elderly.27 Some readers may be surprised at that result. If so, I have a few more surprises for you. People with high-deductible health insurance spend about 30 percent less than people with first-dollar coverage; yet, this lower level of spending apparently has no adverse effect on their health.28 People without health insurance at all spend about half of what insured people spend,29 but, again, with no obvious impact on their health.30
Imagine that you are in an automobile accident. An ambulance rushes to the scene and the emergency medical technicians and then the emergency room doctors save your life. This is the image of heroic medicine that a lot of people project on the entire healthcare system.
But suppose you are choosing to live in one of two cities, and City A spends twice as much on medical care per citizen as City B. City A has more doctors, more medical equipment, more hospital beds; and doctors in that city do more things. Would your life expectancy be longer if you choose to live in City A rather than City B? Probably not.
Researchers have studied this question across the fifty states, across hospital regions, and across Veterans Affairs regions and found that large variations in healthcare spending apparently have little, if any impact on overall population mortality. George Mason University economist Robin Hanson summarizes the literature this way:31
[H]ealth policy experts know that we see at best only weak aggregate relations between health and medicine, in contrast to apparently strong aggregate relations between health and many other factors, such as exercise, diet, sleep, smoking, pollution, climate, and social status…. For example, [one study] found large and significant lifespan effects: a three year loss for smoking, a six year gain for rural living, a ten year loss for being underweight, and about fifteen year losses each for low income and low physical activity (in addition to the usual effects of age and gender).
This conclusion is important to keep in mind as we evaluate the likely impact of health reform. The nation as a whole is probably going to vastly increase the amount we are spending on healthcare. Yet, if we want to improve the nation's health, there may be wiser ways to spend that money.
Who Spends Most of the Healthcare Dollars?
Have you ever read an article in which the writer compares the incomes of the top I percent to the bottom 99 percent over the last decade, say? The problem: The author is encouraging you to think that the people in the top I percent at the beginning of the decade are the same people who are in the top I percent at the end of the decade. But they aren't. People move in and out of this category with surprising frequency. Yet, if they aren't the same people, what's the point of the comparison?
A similar thing happens in healthcare. I frequently see writers say that a small number of people spend most of the healthcare dollars. True. But the small number this year is not the same group of people as the small number last year, or the year before.
As in the case of the income comparisons, readers can be misled into thinking that our healthcare problems boil down to how to take care of a small number of people. Not so. A study by the Agency for Healthcare Research and Quality shows how much fluidity there is among the categories of patients who spend the most healthcare dollars:32
Here is something else that's interesting:
In other words, the persistently sick tend to be young or old. Among the adult, nonelderly population who were in the top 10 percent the first year, almost three of every four were in the bottom 75 percent of spenders the second year.
Why is this important? If a small number of people spent most of the healthcare money and they were the same people year after year, there would not be much point in having a real market for health insurance.
Consider fire insurance. This makes sense only if fires are largely unpredictable and could happen to any homeowner. But suppose that the small percentage of homeowners who experience a fire in any one year are the very same people who experience a fire every year. In such a world, fire insurance would not be very practical. The same thing is true in healthcare.
Most people in health policy view health insurance as just a way to pay medical bills. This book is one of the very few places in all of the health policy literature where you will find a defense of the idea that there is a social need for real health insurance. It is also one of the very few places you will find an argument that we need a real market for health risks to determine the best way to insure against them and to determine what is the best way to partition insurance products between self-insurance and third-party insurance.
The Role of Medical Ethics
One of the most important differences between this book and the conventional literature on health policy is my belief that patients should be encouraged to choose between healthcare and other uses of money. And that's not just for small expenses. I think patients should be encouraged to make choices involving expensive procedures as well. If I'm right, doctors will have to take a new approach to medicine, and in taking this approach, they may have to rethink how they view medical ethics.
The latest edition of the American College of Physicians manual on ethics created quite a stir with the following passage:33
Physicians have a responsibility to practice effective and efficient healthcare and to use healthcare resources responsibly. Parsimonious care that utilizes the most efficient means to effectively diagnose a condition and treat a patient respects the need to use resources wisely and to help ensure that resources are equitably available.
On the right, American Enterprise Institute scholar Scott Gottlieb reacts by writing, “Parsimonious, to me, implies an element of stinginess, and stinginess implies an element of subterfuge.”34 On the left, Aaron Carroll, a professor of pediatrics at Indiana School of Medicine, writes:35
I would fight tooth and nail to get anything—and I mean anything—to save [my own child]. I'd do it even if it cost a fortune and might not work. That's why I don't think you should leave these kinds of decisions up to the individual. Every single person feels the way I do about every single person they love, and no one will ever be able to say no. That's human.
Similarly, I don't think that it's necessarily fair to make it a physician's responsibility. I also want my child's doctor to fight tooth and nail to get anything that might save my child. Many times, physicians have longstanding relationships with patients. Asking them to divorce themselves from the very human feelings that compel them to do anything that might help their patients is not something that I think will necessarily improve the practice of medicine. They also should be human.
So whose job is it? Well, mine for instance. That's what I do as a health services researcher. That's what policy makers should also do….
That's a roundabout way of saying that only the government can ration care the right way.
My view: people in healthcare have become so completely immersed in the idea of third-party payment that they have completely lost sight of the whole idea of agency. Can you imagine a lawyer discussing the prospects of launching a lawsuit without bringing up the matter of cost? What about an architect submitting plans for a building but completely ignoring what it would cost to build it? Outside of medicine, can you imagine any professional anywhere discussing any project with a client and pretending that money doesn't matter? Of course not.
Figure 2.1. Cervical Cancer Tests: Cost per Year of Life Saved (Women Age 20)
Source: Tammy O. Tengs et al., “Five Hundred Lifesaving Interventions and Their Cost-Effectiveness,” Risk Analysis, June 1995.
Then what is so special about medicine? Answer: the field has been completely corrupted by the idea that (a) patients should never be in a position to choose between health benefits and monetary cost, (b) doctors shouldn't have to think about such tradeoffs either, (c) to insulate the patient from having to choose between healthcare and other uses of money, third-party payers should pay all the medical bills, and (d) since no one else is going to think about what anything costs, the third-party payer is the only entity left to decide which services are worthwhile and which ones aren't.
To appreciate how doctors could do the same thing other professionals do in advising patients on how to spend their own money, take a look at Figure 2.1. Armed with this information, what would a responsible doctor tell her patient about Pap smears and how often the patient should get them?
Note that getting a Pap smear every four years (versus never getting one) costs $12,000 per year of life saved, when averaged over the whole population. What the responsible doctor should say is, “In the risk avoidance business, this is a really good buy. Based on choices people like you make in other walks of life, this is a good decision. This type of risk reduction is well worth what it costs.”
What about getting the test every three years (versus every four) or every two years (versus every three)? Here the doctor should say, “Now we are moving toward the upper boundary of what most other people are willing to spend to avoid various kinds of risks, when the probabilities are small and the amount of money is also small. So at this point, serious thought needs to be given to whether the test is really worth what it cost.”
How about getting the test done every year (versus every two years)? Here the responsible doctor will say, “This is definitely a bad buy (unless there is some specific indication or unless not getting the test is going to keep the patient awake at night). The cost of an annual Pap smear in relation to the amount of risk reduction achieved is way outside the range of choices most people make with respect to other risks.”
Notice what is going on here. The responsible doctor, functioning as an agent of a patient who is not familiar with the medical literature and who is not skilled at evaluating risks or trading off risk reduction for other uses of money, advises her patient in these matters. She helps her patient manage both her health and her money—because both are important.
When Dr. Carroll says, “I'd do it even if it cost a fortune and might not work,” I am sure he is being sincere. But I am equally sure that is not how he normally makes decisions. It is in fact easy to spend a fortune to avoid small-probability events. The Environmental Protection Agency makes the private sector do it every day. But if an ordinary family tried that, they would end up spending their entire income avoiding trivial risks. And that is not what normal people do.
Here is another example of a money-is-no-object-no-matter-how-improbable-the-prospects-if-life-and-death-are-at-stake choice. This is former White House health adviser, Ezekiel Emanuel, writing in The New York Times:36
Proton beam therapy is a kind of radiation used to treat cancers. The particles are made of atomic nuclei rather than the usual X-rays, and theoretically can be focused more precisely on cancerous tissue, minimizing the danger to healthy tissue surrounding it. But the machines are tremendously expensive, requiring a particle accelerator encased in a football-field-size building with concrete walls. As a result, Medicare will pay around $50,000 for proton beam therapy for a patient with prostate cancer, roughly twice as much as it would if the patient received another type of radiation.
Emanuel claims there is no evidence the treatment works for prostate cancer—so the therapy is a waste of $25,000. Is he right? I don't know. If you're paying the extra $25,000 out of your own pocket, listen to what the doctors at Mayo have to say (in favor of its use) and then listen to what Emanuel has to say and make up your own mind.
Bottom line: helping patients manage their health dollars as well as their healthcare should be what doctoring is all about.
3 | Why People Disagree About Health Policy |
HAVE YOU EVER witnessed an argument in which two people just talk past each other? Neither actually seems to grasp or even hear what the other is saying. In fact, they don't even use the same language to describe the issue they are arguing about. Yes, I know. This is a pretty good description of Congress. But it's also a good description of the field of health policy.
When I talk about healthcare, I often use economic terms. For example, I often refer to the medical marketplace. I frequently refer to patients as consumers and doctors and hospitals as producers or providers of care, and I talk about the time price of care and the money price of care. People in health policy rarely use these terms. Randomly pick up almost any book on health policy and see if you can find the term time price in the glossary. I bet you can't. Ditto for the word consumer.
To me, the economic way of thinking is just common sense. I realize there will be many readers who didn't experience it that way in Econ 101, but stop and think. Wouldn't you be more likely to buy something if the price were lower rather than higher? Of course. Well, that's a commonsensical way of describing the law of demand. Further, all of the economic concepts I will use in this book are commonsensical in just that way. Still, I find that many people don't share my sense of common sense. What follows are some examples.
How Much Should Individual Preferences Matter?
Years ago, Kenneth Arrow, an economist who was joint winner of the Nobel Memorial Prize in Economics in 1972, argued that Pareto optimality1 (a situation in which everyone is as well off as he can possibly be from his own point of view—given the constraints of the system) is a good thing. Unless you are willing to systematically deny people whatever it is that they want, he said, Pareto optimality would seem to be a value we all should endorse. And almost every economist I know does endorse it.2
Yet, in the world of health policy, I can introduce you to a whole slew of folks who are perfectly willing to deny people whatever it is they want. For lack of a better term, I will call them “paternalists.”
One of the most controversial decisions made by the Obama administration in implementing its health reform has been the notion that health insurance should cover something almost everyone can easily pay for out of pocket: contraceptives.
Why, you might ask, does this decision have to be made in Washington? Why can't decisions like this be left to individuals and the marketplace? Why not let people who want contraception coverage pay higher premiums and get the coverage they want? Why not let everyone else pay lower premiums? In deciding to intervene, the administration paid a heavy political price. Forcing Catholic universities, hospitals, and charities to provide health insurance that includes free contraceptives (as well as sterilization) produced a reaction that was poignant and hyperbolic.
That the Obama administration was willing to take the heat shows just how strong is the desire of many health reformers to tell everyone else what to do. (As of the time of this writing, the Obama administration has decided to let employers off the hook, but require the health insurance company the employer contracts with to provide free contraceptive services3—a distinction economists will find not worth making.)
Interestingly, one of the most controversial decisions made in Hillary Clinton's effort to reform the healthcare system in the 1990s also concerned two other inexpensive procedures: mammograms and Pap smears. In fact, some people believe that her position on these two issues were what finally killed public support for the entire health overhaul.
Fifteen years ago, the experts didn't agree on how frequently women should have these procedures any more than they agree today. I'm sure that when various women asked various doctors they got various answers. And, by the way, there is nothing wrong with that. Whenever there is risk and uncertainty, opinions will differ. That's not the end of the world.
What was the end of HillaryCare, however, was the notion that the White House should decide these questions for every woman in America. When you stop to think about it, that takes a certain amount of chutzpah. It also reflects a degree of meddlesomeness that is really hard for people who are not paternalists to understand. But both the Clinton White House and the Obama White House were staffed by folks who just could not abide the idea of your having a health plan different from the one they think you should have—down to the tiniest detail.
For Hillary and her advisers it came down to this: They decided that sexually active women should have a cervical cancer test every three years, instead of every two. For women in their fifties, they called for a mammogram every other year, instead of every year. And these decisions, unfortunately for Clinton, were different from what most doctors were recommending at the time.4
Now the right way to think about all this is very simple. How much does a mammogram cost? About $100, if you pay cash. If you want one, take the money out of your Health Savings Account and go buy it. How often should you do that? Probably as often as it gives you peace of mind. Is not having the test keeping you awake at night? Then spend the $100 and get the test. The same principle applies to contraceptives. If you want them, go buy them.
And what about the tiny, tiny, tiny portion of the population that really can't afford these services? They can go to a community health center or to Planned Parenthood and ask for them for free.
Incidentally, if there were a good social reason to promote contraception, there are three things government can do that are superior to regulating everyone's health insurance: (1) it can add to the millions of dollars it already spends making contraceptives free through county health programs; (2) it could make contraceptives available over-the-counter rather than by prescription; or (3) it could allow pharmacists to do the prescribing (thereby cutting out the expense of a doctor visit), as is done in many countries and was done in the United States before 1938. (I owe these last two points to economist David Henderson.5)
The Public-Private Double Standard
If a private insurance company denies a breast cancer patient a bone marrow transplant,6 that's considered a moral outrage—even if the procedure is experimental and is later shown not to work. But if the Arizona Medicaid program denies people organ transplants that do work and do save lives, that is considered an unfortunate budget issue.7
If 25,000 British cancer patients die every year because the National Health Service won't buy the drugs that would have prolonged their lives and they cannot afford to pay for those drugs out of their own pockets, that is considered, again, an unfortunate budget problem.8 But if even one uninsured American dies prematurely because he or she cannot afford those very same drugs, that is ethically unacceptable.
What I am describing is, of course, a double standard. Many people in health policy, for example, viscerally dislike the idea of private Medicare Advantage plans, an alternative chosen by about one in four Medicare enrollees. Instead they would like to see everyone in conventional Medicare—a public plan. You would be amazed at how many otherwise knowledgeable people are completely unaware of the fact that Medicare is not actually run by the federal government. It's run by private contractors, including such private insurers as Cigna and BlueCross.
The view that public insurance is good and private insurance is bad really amounts to saying that when BlueCross is called Medicare it is good and altruistic, but when the same company is called private insurer it is bad and selfish. It makes no sense, but there are a lot of people who think exactly that way.
Economic Versus Engineering Views of Society
There are two fundamentally different ways of thinking about complex social systems: the economic approach and the engineering approach.
Social engineers see society as disorganized, unplanned, and inefficient. Wherever they look, they see underperforming people in flawed organizations producing imperfect goods and services. The solution? Let experts study the problem, discover what should be produced and how to produce it, and then follow their advice. Social engineers invariably believe that a plan can work, even though everyone in society has a self-interest in defeating it. Implicitly, they assume that incentives don't matter. Or, if they do matter, they don't matter very much.
Yet to a commonsense observer, incentives seem to matter very much. Complex social systems display unpredictable spontaneous order, with all kinds of unintended consequences of purposeful action. To have the best chance of good social outcomes, people must find that when they pursue their own interests, they are meeting the needs of others. Perverse incentives almost always lead to perverse outcomes.
In the 20th century, country after country and regime after regime tried to impose an engineering model on society as a whole. Most of those experiments have thankfully come to a close. By the century's end, the world began to understand that the economic model, not the engineering model, is where our hopes should lie. Yet healthcare is still completely dominated by people who steadfastly resist the economic way of thinking.
As I see it, healthcare is a field that can be described as a sea of mediocrity punctuated by islands of excellence. The islands always spring from the bottom up, never from the top down; they tend to be distributed randomly. They are invariably the result of the enthusiasm, leadership, and entrepreneurial skills of a small number of people. They are almost always penalized by the payment system.9
Now if you think like a commonsense economist, you will say, “Why don't we reward, instead of punish, the islands of excellence and maybe we will get more of them?” But if you think like an engineer you will reject that idea as completely unacceptable. Instead, you will try to (1) find out how medicine should be practiced and (2) find out what type of organization is needed for doctors to practice that way, so that (3) you can then go tell everybody what to do.
Here is Harvard Medical School professor Atul Gawande, explaining how medicine should be practiced:10
This can no longer be a profession of craftsmen individually brewing plans for whatever patient comes through the door. We have to be more like engineers building a mechanism whose parts actually fit together, whose workings are ever more finely tuned and tweaked for ever better performance in providing aid and comfort to human beings.
Here is Karen Davis of The Commonwealth Fund, explaining (in the context of health reform) how medical care should be organized:11
The legislation also includes physician payment reforms that encourage physicians, hospitals and other providers to join together to form accountable care organizations [ACOs] to gain efficiencies and improve quality of care. Those that meet quality-of-care targets and reduce costs relative to a spending benchmark can share in the savings they generate for Medicare.
The ACA was heavily influenced by the engineering model. Who, but a social engineer, would think you can control healthcare costs by running pilot programs? They are a prime example of the social engineer's fool's errand.
Can Entrepreneurship Be Copied?
Time and again, President Obama has told us how he intends to solve our healthcare problems: spend money on pilot programs and other experiments, find out what works, and then copy it. He's also repeatedly said the same thing about education. The only difference: In education, we've already been following this approach with no success for twenty-five years.
Still, if the president were right about health and education, why wouldn't the same idea apply to every other field? Why couldn't we study the best way to make a computer or invest in the stock market—and then copy it?
I want to propose a principle that covers all of this: entrepreneurship cannot be replicated. Put differently, there is no such thing as a cookbook entrepreneur.
Let's suppose for a moment that I am wrong. Suppose we could study the behavior of successful entrepreneurs and write down the keys to their success in a book that everyone could read and copy. Consider Bill Gates, Warren Buffett and Sam Walton. If we could discover what they did right, and everyone copied their behavior, then we could all become billionaires. Right? Well, not quite.
Here's the problem: In order for each of us to be a billionaire, we have to each be doing something that produces a billion dollars' worth of goods and services. But if all we're doing is copying action items out of a book, then we are not doing anything special. And if we're not doing anything special, we are definitely not producing a billion dollars of value added.
In mathematics, Gödel's Theorem says that no complex, axiomatic system can be both consistent and complete. What I am proposing is something similar for social science. Although some habits of highly successful people can be identified and copied, not enough of them can be copied for each of us to become highly successful ourselves through copycat behavior alone.
This is Goodman's Nonreplicability Theorem.
In healthcare, it's already been borne out. Scholars associated with the Brookings Institution identified ten of the best hospital regions in the country and then tried to identify common characteristics that could be replicated.12 There were almost none. Some regions had doctors on staff. Others paid fee-for-service. Some had electronic medical records. Others did not. A separate study of physicians' practices found much the same thing.13 There were simply not enough objective characteristics that the practices had in common to allow an independent party to set up a successful practice by copycat alone.
By the way, this is not bad news. It is good news. How much fun would life be if we all went around copying what we read in a book?
Health Insurance Versus Healthcare
Do you care whether I have health insurance? If you do care, do you also care if I have other kinds of insurance?
While you're thinking about the initial question, here are a few follow-up questions:
There is actually a rational reason (based on economics) why you should care about some of my decisions and not others. Most of us basically don't care whether people insure to protect their own assets (at least we don't care enough to try to make them insure). But we do care about decisions that could create external costs for the rest of us.
Through Social Security, we force people to pay for life insurance benefitting dependent children (who could potentially become wards of the state) but not for a working-age spouse. All but three states force people to have auto liability insurance (covering harm to others) but not casualty insurance (covering their own cars). We basically don't care whether people insure their own homes, but we force them to contribute to retirement and disability schemes to prevent their accidental dependency on all the rest of us.
Here is the principle: Government intervenes in those insurance markets where an individual's choice to insure or not insure imposes potential costs on others. Because of our basic human generosity, we're not going to allow people to starve or live in destitution. So when people don't insure in some areas, society is going to step in and help (where help is needed). Implicitly, we have a social contract that socializes the downside of certain risks. If we leave the upside to individual choice, we have privatized the gains and socialized the losses. When people don't bear the social cost of their risk-taking, they will take more risks than they would otherwise.
Another way to think about the problem is in terms of the opportunity to become a “free rider” on other peoples' generosity. Consider people who have no life insurance (for dependent children), no disability insurance, and no retirement savings program. Because they are not paying premiums or saving for retirement, they can consume all of their income and enjoy a higher standard of living than their cohorts. But if they bet wrong (die while children are still minors, become disabled, reach retirement with no assets), they are counting on everyone else to help them out.
How does all of this apply to health? Considering the extensive interest in insuring the uninsured, you would expect an exhaustive literature. But aside from Robin Hanson's thesis that healthcare is different,14 there is virtually nowhere you can go to find a rational, well-thought-out, consistent analysis of why you should care whether or not I have health insurance.
If we are concerned that the uninsured will impose an external cost on the rest of us, there is a simple remedy: impose a fine equal to the expected cost of any unpaid medical bills they might incur. Note, however, that uninsured middle-income families are already paying higher taxes because they do not have the tax-subsidized (employer-provided) insurance their neighbors have. Far from being free riders, these families appear to be paying their own way. Of course, the extra taxes the uninsured pay tend to go to Washington, while uncompensated care tends to be delivered locally. This mismatch of revenue and expense is not caused by the uninsured, however. It is the result of government not having its act together.
For high-income families, it's not clear why we should be concerned. People who have, say, $1 million or more in assets—and that's about 1 in every 30 people—can afford to pay their own medical bills without insurance. Also, the argument for intervention becomes weaker the lower a household's income. People who cannot afford health insurance anyway are not willful free riders. They are not making choices that impose new costs on others. So there is no obvious social reason to force them to insure. They will need healthcare from time to time, however.
What is the best way to get healthcare to people with low incomes and few assets? Not Medicaid or state-run Children's Health Insurance Plans (which you can think of as Medicaid for children). Nor is it any other system, inappropriately modeled on the insurance approach to healthcare.
Bottom line: the case for trying to get everyone insured is not an easy one to make. Nonetheless, most people I know in health policy are obsessed with the idea. In fact, they are more concerned with whether people are insured than whether they get healthcare.
Certainly that was the case in Massachusetts. The entire focus of health reform in that state has been on insuring the uninsured. But is anyone getting more care? Not that scholars have been able to verify. Similarly, the entire focus of ACA is on health insurance and getting people insured. But as noted, nothing in the legislation creates more doctors so that more healthcare can be delivered.
Why are so many people in health policy obsessed with health insurance, while remaining almost indifferent about the actual delivery of healthcare? Read on.
Process Versus Results
I've engaged in many, many debates through the years over whether the Canadian healthcare system is better than our own. The reason: I meet a lot of people who advocate single-payer health insurance, by which they mean a system in which government pays all the medical bills. There are basically only three genuine single-payer systems in the world: Canada, Cuba, and North Korea.
On such occasions, I point out that (a) the US system is more egalitarian than the Canadian system (and more egalitarian than the health systems of most other developed countries as well), (b) uninsured Americans get as much as or more preventive care than insured Canadians (as many or more mammograms, PSA tests, colonoscopies; see Figure 3.1), (c) low-income whites in the United States are in better health than low-income whites in Canada, (d) although minorities do less well in both countries, we treat our minority populations better than the Canadians do, and (e) even though thousands of people in both countries go to hospital emergency rooms for care they can't get anywhere else, people in our emergency rooms get treated more quickly and with better results than people in Canadian emergency rooms.
Now I know what you are wondering. Have I ever convinced anyone to change his mind with such arguments? What I discovered after many frustrating conversations was that people who like the way healthcare is organized in Canada do not like it because of any particular result it achieves. They like it because they like the process.
In Canada, what care you receive, where you receive it, and how you receive it is not determined by individual choice and the marketplace. It is determined collectively. For some people, that's an end in itself.
Figure 3.1
Institutionalized Altruism
One of the most important tenets of public choice economics is the observation that we do not become different people when we leave the private sector and enter the public square. We do not become less selfish, for example, when we leave the supermarket and enter the voting booth. Nor do we become more selfish when we leave the voting booth and return to the supermarket. We are the same people—just as altruistic or just as selfish—in both realms. Nonetheless, some would have us see the marketplace as institutionalized selfishness and political systems as institutionalized altruism. Put differently, they romanticize politics and demonize the marketplace—failing in both cases to see reality as it really is.
This is the underlying reason why so many people in health policy believe that for-profit hospitals or for-profit insurance companies should not exist. In fact, profit is the opportunity cost of capital and that cost has to be borne, even by entities called nonprofits. 15
Romanticizing Health Reform
Consider Donald Berwick, President Obama's recess appointee to run Medicare and Medicaid, on his way out of office in the fall of 2011. For starters, he claimed that the Affordable Care Act “is making healthcare a basic human right.”16 Then he went on to say that because of the new law, “we are a nation headed for justice, for fairness and justice in access to care.”17
In fact, there is nothing in the legislation that makes “healthcare a right.” Nor is there anything in the new law that makes the role of government more just or fair. To the contrary, a lot of knowledgeable people (not just conservative critics) predict that access to care is going to be more difficult for our most vulnerable populations. That appears to have been the experience in Massachusetts, which President Obama cites as the model for the new federal reforms. True enough, Massachusetts cut the number of uninsured in that state in half through then-Governor Mitt Romney's health reform. But while expanding the demand for care, the state did nothing to increase supply. More people than ever are trying to get care, but because there has been no increase in medical services, it is more difficult than ever to actually see a doctor.
Far from being fair, the new federal health law will give some people health insurance subsidies that are as much as $20,000 more than the subsidies available to other people at the same level of income.
Right after the passage of the Affordable Care Act, Obama administration health advisers Robert Kocher, Ezekiel Emanuel, and Nancy-Ann DeParle announced that the new health reform law “guarantees access to healthcare for all Americans.”18
In fact, nothing in the act guarantees access to care for any American, let alone all Americans. Far from it. Again, take Massachusetts as the precedent. The waiting time to see a new family practice doctor in Boston is longer than in any other major US city.19 In a sense, a new patient seeking care in Boston has less access to care than new patients everywhere else.
Reformers in other countries also tend to romanticize their accomplishments. With the enactment of the British National Health Service after World War II, the reformers claimed that they had made healthcare a right. The same claim was made in Canada after that country established its single-payer Medicare scheme. Yet in reality, neither country has made healthcare a right. They didn't even come close. Neither British nor Canadian citizens have a right to any particular health service. They may get the care they need, or they may not. Sadly, too often they do not.
There is almost a religious quality to the way some people think and talk about healthcare.
Imagine a preacher, a priest, or a rabbi who gets up in front of the congregation and gets a lot of things wrong. Say he misstates facts, distorts reality, or says other things you know are not true. Do you jump up from the pew and yell, “That's a lie”? Of course not. But if those same misstatements were made by someone during the work week you might well respond with considerable harshness. What's the difference? I think there are two different thought processes that many people engage in. Let's call them “Sunday morning” thinking and “Monday morning” thinking. We tolerate things on Sunday that we would never tolerate on Monday. And there is probably nothing wrong with that, unless people get their days mixed up. In my professional career I have been to hundreds of health policy conferences, discussions, get-togethers, and so on, where it seemed as though people were completely failing to connect with each other. At one point it dawned on me that we were having two different conversations. All too often I was engaged in Monday morning thinking, while everyone else was engaged in Sunday morning thinking.
If people don't come to their convictions by means of reason, then reason isn't going to convince them to change their minds. This principle applies to healthcare, just as it does to other fields.
[For more on the comparison between US and Canadian healthcare, interested readers may consult the sources for Figure 3.1, especially the works by former Congressional Budget Office Director June O'Neill and her husband, Dave O'Neill.]
Source for chart, “Patients Spending More than 20 Minutes with Their Doctor”: Karen Donelan et al., “The Cost of Health System Change: Public Discontent in Five Nations,” Health Affairs 18 (1999): 206-216. doi: 10.1377/hlthaff.18.3.206; Source for charts on mammogram, cervical cancer screening and prostate test: June E. O'Neill and Dave M. O'Neill, “Who are the Uninsured? An Analysis of America's Uninsured Population, Their Characteristics and Their Health,” Employment Policies Institute, June 2009, http://epionline.org/studies/oneill_06-2009.pdf; Source for charts on colonoscopies: June E. O'Neill and Dave M. O'Neill, “Health Status, Healthcare and Inequality: Canada vs. the US,” NBER Working Paper No. 13429, September 2007, http://www.nber.org/papers/w13429.
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The Consequences of Being Trapped |
4 | What Being Trapped Means to You |
SELF-INTEREST IS A very powerful motivator. As Adam Smith explained over 200 years ago, it is not through altruism or charity that we get most of our needs met.1 Our needs get met because producers and sellers find it in their financial self-interest to do so. But suppose you find yourself in an institutional environment where normal market forces have been systematically suppressed and where perverse incentives are the norm. Suppose other people find it in their self-interest not to meet your needs—or even to do things that turn out to be harmful to you.
That is the direction in which the healthcare sector has been headed for several decades.
How Much Do You Trust Your Doctor?
The primary reason we seek any professional advice is because of what economists call asymmetry of information. They know more than we do. The lawyer knows more about law. The accountant, more about accounting. The engineer, more about engineering. And so forth. Not only do we come to the relationship with a knowledge deficit, it's usually very difficult for us to detect whether the advice we are getting is the best advice or even whether it is accurate.2
That's why agency is so important. When we are represented in court, we want a lawyer who puts our interest first, not the interest of a prosecutor or of an opponent in a civil suit. When we have a tax problem, we want our accountant to be our representative, not the representative of the IRS. The same principle holds for medicine.
The ideal doctor is one who is our agent—not just in dealing with disease, but in dealing with the complicated, complex institution we call the healthcare system. The problem is that health insurance undermines the very agency relationship that would best serve our needs. Because the typical insurance contract reduces the out-of-pocket cost of care to patients, they have a perverse incentive to overconsume healthcare. Because the same contract pays doctors according to the number of visits, tests, and procedures they order, they have a perverse incentive to overtreat.
In order to control costs, therefore, insurers typically engage in all manner of techniques to control and limit the choices patients and doctors have. That includes controls over the drugs we can take, the tests we can have, and even the doctors and facilities we have access to. Third-party payers have enormous power to limit our choices because they have the power to pay or deny payment of medical bills. Even if their decisions are challenged and subsequently reversed, third-party payers can impose significant time and money costs on any doctor or patient who doesn't follow their rules.
Physicians who practice medicine in this environment learned long ago that they are not free to be the unfettered agents of their patients. For example, if you are insured by BlueCross, your doctors will tend to view BlueCross as their customer, rather than you. They will look to BlueCross rules and procedures to determine what drugs to prescribe, what tests to order, and when and if surgery is to take place. On the other hand, if you are an Aetna patient, they will tend to view Aetna as their customer and they will tend to look at Aetna's rules and procedures in making treatment decisions.
The danger is that instead of serving as your agent, doctors will become agents of third parties—insurance companies, employers, Medicare, Medicaid, and so on. To the degree that this occurs, the third party's needs become more important than the patient's needs. And remember, the primary need of the third party is to avoid spending too much money on you.
How far could this disturbing trend go? Further than you might think. Medicare recently announced that it will start paying more to hospitals that follow a dozen procedures, including administering antibiotics prior to surgery and anticlotting medication to heart attack patients.3 It will pay less to hospitals that don't comply. The same thing is about to happen to doctors. Those who comply on up to 194 different metrics—including adopting electronic medical records—will get higher compensation.4 Those who resist will get less. These are examples of a much larger trend: Washington telling the medical community how to practice medicine. This is happening even though a recent study5 finds little relationship between the inputs Medicare wants to pay for and such outputs as patient survival, and even though the latest pilot programs show that paying doctors6 for performance doesn't improve quality.
Remember the words evidence-based care. They are likely to be very much a part of your future. To its advocates, evidence-based care follows medical treatment guidelines and protocols developed by experts, based on the scientific literature—as reported in medical journals and scholarly reports. If all doctors follow the same protocols, they argue, patients with similar conditions will be treated the same way. Wide variations in the practice of medicine would be replaced by uniform, standardized treatments.
Don't you want your doctors to base their advice on scientific evidence? Don't you want them to follow guidelines that have been written by reputable scholars who have surveyed all the relevant literature? So what's not to like? A lot, it turns out. Think about the calendar you keep on your laptop or your cell phone. It's probably an invaluable aide to help you organize your life. Now suppose that instead of being your servant, the calendar becomes your master. What if there were a rule that says you can't do anything during the week unless it is on the calendar by Sunday. Call this “calendar-based scheduling.” Instead of being an aide, the calendar would quickly become an oppressive barrier to your freedom of action.
The same principle applies in medicine. Protocols and guidelines can be helpful or harmful, depending on how they are used. And there are six reasons why such guidelines—in the wrong hands—can reduce the quality of care you receive.
First, in most areas of medicine, there are no treatment guidelines, and where there are, they are often unreliable, conflicting, and incomplete. Even for something as seemingly straightforward as deciding when women should get mammograms, the advice is conflicting.7 If insurers have to choose among conflicting and inconsistent guidelines, which ones do you think they will choose? The ones that cost them less money, of course.
Second, even well-established guidelines are inevitably written for the average patient. But suppose you are not average. Are doctors free to step outside the protocols and give you care based on their training, knowledge and experience? Or will they be pressured to stick to the cookbook, regardless of how the patient fares? Health plans always say that doctors are free to step outside the guidelines if they have good reason for doing so. But if they have to fill out multiple forms and jump through many hoops to make this possible, they will be tempted to conform to the guidelines even if that's not the best choice for you.
Third, guidelines are often written by people who are not disinterested. One study found that 56 percent of the doctors who helped write guidelines for treatment of heart ailments had potential conflicts of interest.8 These conflicts are more common than is generally realized. Writing in The New York Times, University of Texas law professor Ronen Avraham notes:9
Guidelines produced by insurance companies sometimes put their interests first. Malpractice insurers, for example, may recommend yearly mammograms, even if they are not necessary, because they bear the costs of lawsuits for late diagnoses of breast cancer—and not the costs or health risks of the extra mammograms. Moreover, the nonprofit groups behind many other guidelines have traditionally depended on pharmaceutical and medical device companies to finance their work. Last year, the Council of Medical Specialty Societies issued a new code of conduct seeking to stop these industries from sponsoring the development of guidelines, but there are still too many loopholes, and thousands of guidelines produced before the reform[s] are still in circulation.
In one particularly egregious case, Eli Lilly and Co. funded medical guidelines for the treatment of a deadly infection in an effort to boost sales of a drug with questionable benefits.10
Fourth, evidence-based guidelines are based on studies, and these studies often exclude entire segments of the population. For example, a large number of studies on patients with heart failure excluded elderly patients, even though most of the people who have this problem are elderly.11 If you are an elderly patient, do you want your doctor to follow procedures that were based on studies of patients thirty or forty years younger than you are? According to Don Taylor, a health policy analyst at Duke University, it is not at all unusual to exclude patients with certain characteristics and conditions from clinical trials, while the patients who are excluded are still subjected to the guidelines after the trial is over.12
Fifth, the “gold standard” of medical research is the randomized controlled trial. But Steven Goldberg has catalogued all kinds of reasons why even these experiments are often poor guides for practitioners dealing with real patients:13
In the field, where researchers are dealing with specific communities of people with virtually unlimited and sometimes indeterminate or hidden characteristics, creating truly random experiments is maddeningly difficult, time-consuming and expensive.
Finally, the whole idea behind guidelines and protocols is that it is appropriate to treat patients with similar conditions the same way. But individuals are individuals. They don't always respond to treatments the same way. For substance abuse, for example, there apparently is no such thing as a protocol that works for diverse groups of patients.14
Evidence-based guidelines could be a boon to medical practice, helping doctors do their jobs. One place where standardization seems to be working remarkably well, for example, is at Geisinger Health Systems in central Pennsylvania. Doctors there follow forty specific steps before performing elective heart bypass surgery, and the operation is cancelled if even one step is overlooked. The system is so efficient that it offers patients a ninety-day warranty—any mistakes that require readmission are taken care of gratis!15
When these tools developed by outside entities substitute for the doctors' judgments, however, patients are likely to be the losers.
How Much Do You Trust Your Employer?
Here is how most people approach the labor market: they search for a job they like, with health insurance tacked on as a fringe benefit. But here is how some other people approach the labor market: They search for the health insurance they need and agree to the other terms of the job in order to get it.
I first became aware of this second type of person in conversations with a major retailer, who discovered that a person who was way overqualified was working in the company mailroom. The reason: The employee's daughter required $500,000 a year of medical care—all paid for by the company's generous health plan. (See a similar problem at Starbucks.16) It's hard not to sympathize with a father who goes to great lengths to take care of his daughter. But regulations that try to force companies to pay for social problems like this one are having unintended consequences for everyone else.
Under federal law, employers can't deny employment or health insurance to people on the grounds that they are likely to need a lot of medical care. Nor can they charge a higher premium to employees based on their health status. These regulations are changing the relationship between employers and their employees. With the current regulations in place, for example, a rational employer has strong incentives to find legal ways to attract employees who are healthy and avoid those who are sick, other things being equal. And that's just what they appear to be doing.
A PricewaterhouseCooper study finds that 73 percent of employers offer wellness programs. Of those with more than 5,000 workers, 88 percent do. But why offer wellness benefits? Such programs cannot possibly pay for themselves—unless they are targeted at the minority of employees with a serious need to change their lifestyles. Preventive medicine may be a wise investment for the individual, but it rarely reduces overall healthcare costs for an employer.17
A more likely motive is to create a culture of healthy living. Such a culture is likely to attract new employees who are…well…healthy. (People who smoke or are overweight and out of shape do not fit in well with people who workout in the gym every day.)
Apparently no company wants to admit this not so subtle goal. The politically correct position is to claim that the company is trying to encourage everyone to be healthier. But what difference does the motive really make if the end result is the same?
Moreover, discriminating in favor of the healthy and discriminating against the sick are just two sides of the same coin. As The Economist noted:18
A growing number of Healthways' clients want to use sticks as well as carrots…. At Safeway, a grocery chain, the premium that employees pay for their health insurance falls if they keep their weight and cholesterol under control. In other words, the unhealthy are penalized. GE first offered incentives to employees who stopped smoking; now those who still smoke must pay $650 more for their health insurance. Companies may be nudging now, but in future they may shove.
Another technique employers are using is to make their overall structure of benefits increasingly less attractive to people with expensive health problems. A typical employer plan these days, for example, will provide first-dollar coverage for checkups and preventive care (expenses most employees could have easily paid out of pocket) but leave employees vulnerable for a large share of catastrophic costs. As Julie Appleby pointed out in USA Today:19
To try to control spending, some employers are requiring patients to pay a percentage of the cost of specialty drugs—from 25 percent to 33 percent or more—rather than a flat dollar co-payment. Surveys show that 13 percent to 17 percent of employers have added a “specialty” category to their drug benefits, and more are likely to adopt them, given that more than 600 specialty drugs are in development.
These costs can total tens of thousands of dollars in out-of-pocket spending for cancer patients. And they do more than just shift costs to employees. They encourage prospective employees with a health problem to look for work elsewhere.
Increasingly, the health plans employers offer defy all of the traditional principles of rational insurance, which require people to pay out of their own pockets for the expenses they can afford but protect them against catastrophic costs they cannot afford.
Here is the sad bottom line: perverse incentives created by federal regulations are destroying the relationship between employees and their employers as well as any possibility of obtaining the kind of health insurance most people want and need.
How Much Do You Trust Your Insurer?
Dennis Haysbert is the actor I remember best for playing the president of the United States in several of the Jack Bauer 24 seasons. You probably know him better as a spokesman for Allstate. In one commercial, he is standing in front of a town that looks like it has been devastated by a tornado. He begins by saying, “It only took two minutes for this town to be destroyed,” and he ends by saying “Are you in good hands?” Allstate also has a “mayhem” series, featuring all kinds of things that can go wrong.
Allstate isn't alone. Nationwide has a clever commercial in which catastrophe is caused by a Dennis-the-Menace-type kid. In a State Farm ad, a baseball comes through a living room window. Nationwide's “life comes at you fast” series features all kinds of misadventures. And of course, the Aflac commercials are all about unexpected misery.
A print advertisement I like is sponsored by Chubb. It shows a man fishing in a small boat, with his back turned to a serious hazard. He is about to go over a waterfall that looks like it's the size of Niagara Falls. Here's the caption: “Who insures you doesn't matter. Until it does.”
Now here is my question to you: Have you ever seen a commercial for health insurance that focused on why you actually need health insurance? That is, have you ever seen a health insurance commercial that told you that you need a really good insurer in case you get cancer, heart disease, AIDS, or some other potentially fatal disease that is expensive to treat?
My bet is that you haven't. In fact, I bet you don't see many health insurance commercials at all. One place where a lot of people do see health insurance television and print ads, though, is Washington, DC, in the late fall. This is the period of “open season” when federal employees have the opportunity to choose a new health plan. Once a year, members of the Federal Employees Health Benefits Program (FEHBP) can choose among a dozen or more competing health plans. At this time, participating insurers compete to lure new customers, using print and television ads.
Unlike the casualty insurer commercials, however, the health insurance ads are never focused on what can go wrong. They are all focused on what can go right. Instead of picturing victims of cancer or heart disease, they show photos of young families with healthy children. The implicit message: if you look like the family in this photo, we want you.
The contrast could not be more stark. Casualty insurers are trying to sell you insurance based on your need for their product. Their implicit message is: we know you don't think about insurance until something goes wrong, and that's when you are going to need us. Health insurers, on the other hand, never even talk about why you might actually need their product—unless by “need” you mean services that healthy people want (wellness checkups, preventive care, exercise facilities, etc.).
So what's going on?
The short answer is: The casualty insurance market is a real market in which real insurance is bought and sold. The health insurance market, by contrast, is an artificial market in which the product being exchanged is not real insurance at all. To a large extent, it is prepayment for the consumption of healthcare.
In the casualty market, each buyer pays a premium that reflects the expected cost (and risk) that the buyer brings to the insurance pool he is entering. Insurers compete to sell the insurance features of their product because that is what buyers are buying. Federal employees, by contrast, never pay a premium that reflects their expected cost. What they are buying is the opportunity to consume care with other people's money. As a result, health insurers compete to sell the consumption features of their product, and they are interested in selling only to people who don't plan to consume very much.
Why is the FEHBP so important? Because it is the managed competition model for how insurance will be bought and sold in health insurance exchanges under ACA.
In the federal system, insurers must charge every enrollee the same premium—regardless of health status. This gives them strong incentives to attract the healthy and avoid the sick. Furthermore, the perverse incentives do not end after enrollment. Health plans have strong incentives to overprovide to the healthy (to keep the ones they have and attract more) and underprovide to the sick (to discourage the arrival of new ones and the departure of the ones they already have).20
As noted, the easiest way to overprovide to the healthy is to offer services that healthy people consume: preventive care, wellness programs, free checkups, and so on. The way to underprovide to the sick is to strictly follow evidenced-based protocols and to be slow to approve expensive new drugs and other therapies. Beyond that, a health plan can underprovide to the sick and discourage their enrollment by not including the best cardiologists and the best heart treatment centers in the plan's network, by not having the best oncologists and the best cancer treatment centers in the network, and so on.
What has been the experience of the federal employees program? Some evidence indicates a backing away from expensive procedures, with the government's approval. But perverse incentives are held in check somewhat by the Office of Personnel Management (OPM), which operates like a large human relations department. Similarly, where managed competition has been implemented for state employees, for university employees, and for employees of large corporations, the employer usually acts to try to prevent the worst abuses.
What would happen, though, if the OPM went away and the FEHBP were opened up to everyone in Washington, DC, in addition to the federal employees? What I would expect is a big mess—with insurers having perverse incentives to undertreat the sick and no one there to stop them from acting on those incentives. Of course, there are countervailing forces: professional ethics, malpractice law, and regulatory agencies among them. But ask yourself this question: Would you want to eat at a restaurant that you know in advance does not want your business? You should think the same way about health plans.
With the advent of ACA, these perverse incentives will be set in place nationwide. Tens of thousands of employees will leave their employer plans and enter a no man's land where the healthy will be desirable and the sick will be vulnerable. Those with serious health problems will find they no longer have an employer who acts as a protector and defender. Their problems will be made worse by the inexorable federal pressure on the health plans to keep premiums from rising, so as to contain the expense of the taxpayer-funded premium subsidies.
But, you may ask, won't federal regulators step in to protect the seriously ill from undertreatment and other abuse? Unfortunately, the government's incentives to do that will be very weak.
How Much Do You Trust the Government?
Just as noneconomists think wages can be set at any level, some people think that any public policy is possible. If wages are judged to be too low, the noneconomist thinks that's because the business owner is hardhearted. If a public policy is judged insufficiently generous, the person unfamiliar with public choice thinks that public officials are hardhearted. In both cases, the error is the same: the belief that decision makers have enormous discretion when, in fact, they have very little.
The Politics of Spending Decisions
In a typical health insurance pool, about 5 percent of enrollees will spend 50 percent of the money. About 10 percent will spend nearly two-thirds.21 The numbers differ a bit from group to group, but in any given year, a small number of people spend most of our healthcare dollars.
Now suppose you are a Minister of Health. Can you afford to spend half of all healthcare dollars on 5 percent of the voters? Even if they survive to the next election, they may be too sick to get to the polls and vote for your party.
From a political point of view, the answer is clearly “no.” The inevitable political pressure is to skimp on care for the sick to spend on benefits for the healthy. Put differently, the politics of medicine pushes decision makers to underprovide to the sick so they can overprovide to the healthy.
That is why it is easier to see a primary care physician in Britain than it is in the United States but harder to see a specialist and much harder to access expensive technology. In the 1970s, the British invented the CAT scanner and for a while supplied half the world's usage (probably with government subsidies). But the National Health Service bought very few CAT scanners for use by British patients. The British (along with the United States) also invented renal dialysis, but today Britain has one of the lowest dialysis rates in all of Europe.22
Similar observations apply to Canada, where services for the relatively healthy are ubiquitous and expensive technology is scarce. PET scanners, for example, can detect metabolic cancer about a year earlier than an MRI scanner. At last count, the United States had more than 1,000 PET scanners, while the Canadian Medicare system (with one-fifth our population) had only twenty-four.23
The Politics of US Medicare
In the US Medicare program, policymakers achieve through patient cost sharing what other countries achieve through the rationing of services: They punish the sick to reward the healthy. For example, although basic Medicare pays for many minor services that most seniors could easily afford to purchase out of pocket, it leaves the elderly exposed to thousands of dollars of catastrophic costs. This is exactly the opposite of how insurance is supposed to work.
Medicare's hospital deductible is $1,156. Seniors experiencing an extended stay lasting more than two months, however, are required to pay $289 per day in cost sharing. This increases to $578 per day after three months, and Medicare pays nothing in hospital costs for patients who stay more than five months.24
When the federal government began regulating Medigap insurance (which fills the gaps in Medicare), Congress forced insurers to follow the same pattern. Medigap must pay small bills, but seniors can still experience thousands of dollars in out-of-pocket costs.25
The pattern is repeated in the new Medicare prescription drug program (Part D). A “donut hole” exposes the relatively sick to significant out-of-pocket expenses for no other reason than the political desire to provide first-dollar coverage to the relatively healthy. In 2012, the maximum deductible for a Medicare Part D plan is $320. Once the deductible has been met (not all plans have a deductible), Medicare Part D pays 75 percent of the next $2,610 in drug spending until total drug expenditure is $2,930. The donut hole reflects drug spending that falls between $2,930 and $4,700. Until 2012 it was the responsibility of the enrollee to pay all costs inside the donut hole. The Patient Protection and Affordable Care Act created a new benefit in 2012 that pays for 50 percent of the costs. After $4,700 in total drug spending, Medicare Part D enrollees pay only a modest co-pay of $2.60 and $6.50 for each prescription. The donut hole is slated to close by 2020, however.26
The Medicaid Exception
It is not uncommon for Medicaid programs to underpay doctors and overpay hospitals. Or they underpay hospitals less than they underpay doctors. In either case, this limits the availability of doctor-provided primary care and drives low-income patients to hospital-based services. How can we explain this apparent exception to the pattern described above?
If low-income people don't vote, or if they always vote for the same party, politicians won't compete for their votes. That means the only significant political pressure comes from providers; and hospitals seem to be much better at pursuing their interests in politics than doctors.
5 | Why Do We Spend So Much on Healthcare? |
AT LAST COUNT, the United States was spending more than $8,000 a year on healthcare for every man, woman, and child in the country. That's more than $24,000 for a family of three, and it represents almost one-fifth of all consumption spending. Is it necessary to spend this much? If not, why are we doing it? What happens if we continue? How can we stop?
The Path We Are On
For the past 40 years, healthcare spending has been rising at twice the rate of growth of our income. You don't have to be an accountant, a mathematician, or an economist to realize that this is unsustainable. If the cost of something you are consuming is growing twice as fast as your income, eventually it will crowd out everything else in your budget. In fact, if we continue on the path we are currently on, healthcare will crowd out all other forms of consumption by about midcentury. When today's young people reach retirement age, they will have nothing to eat, nothing to wear, and no place to live. But they will have an enormous amount of healthcare. Clearly, that's not where anyone wants to end up.
Long before healthcare spending crowds out every other form of consumption, it will threaten to bankrupt the federal government and most state and local governments as well. This is not a uniquely American problem by the way. Other countries are experiencing similar growth. In fact, the rate of growth of real per capita healthcare spending in the United States for the past four decades has been right in the middle of the European average. The whole developed world is traveling up a spending path that everyone regards as unsustainable.1
Figure 5.1. Federal Government Spending (as a percent of GDP)
Sources: Calculations by G. William Hoagland (CIGNA) and Congressional Budget Office.
One consequence of that is out-of-control federal deficit spending for as far as the eye can see. For much of the last decade, the debate over the need to control entitlement spending has largely focused on Social Security. But if Social Security were our only problem, we could probably muddle through with minor changes. In terms of unfunded liability, however, Medicare is six times the problem of Social Security. And Medicaid is almost as big as Medicare.
Take a look at Figure 5.1. It shows that healthcare will consume more than half of the federal government's budget by mid-century.2 Moreover, this chart, based on Congressional Budget Office data, assumes that health reform (ACA) will significantly restrain the growth of Medicare. If that turns out to be an incorrect assumption, the picture will look even more dire.
In terms of the numbers, the 2009 Social Security Trustees (pre-ACA) report estimated the unfunded liability in Social Security and Medicare at $107 trillion, looking indefinitely into the future.3 That's the amount of money we've committed to spend over and above the premiums and dedicated taxes these programs are expected to receive, and it's about six and a half times the size of the entire US economy. Of that amount, Medicare's unfunded liability is about $89 trillion. If we throw in Medicaid, disability insurance, and other entitlement programs (treating them all as implicit promises to current and future generations), the total unfunded liability is in excess of $200 trillion.4 Again, the bulk of it is healthcare.
Why We Are on an Unsustainable Path
To people who subscribe to the health policy orthodoxy, the riddle of modern healthcare is: Why are health costs rising so fast? To me the riddle is: why isn't health spending rising even faster?
Every time you and I spend a dollar at a physician's office, only 10 cents is coming out of our own pockets, on the average.5 The remainder is paid by a third party—an employer, an insurance company, or government. That means our incentive is to consume healthcare until it's worth only 10 cents on the dollar to us. That's enormously wasteful. It means we are consuming healthcare that is worth 10 cents when with the same money we could have consumed something worth a dollar. Why do we do that? Because we are trapped. We are in a third-party payer system with use-it-or-lose-it benefits. Most of the time our health plan doesn't give us the option to buy less healthcare and more of something else.
With the advent of ACA, our incentives will become even worse. A long list of preventive services will be made available without any co-payment or deductible. Yet if the cost of these services to us is zero at the time we consume them, our incentive will be to consume them until the last bit is almost worthless.
Some Type A personality readers may be skeptical of the idea that people will overuse the healthcare system. Are we talking about a few hypochondriacs? Or, are we talking about ordinary people? The latter. In Florida, for example, the waiting rooms of many specialist doctors are gathering places for senior citizens who take the occasion to socialize and enjoy each other's company.
First-dollar health insurance coverage means healthcare is free or almost free at the time we obtain it. When something is free, our incentive is to consume it so long as it furnishes any value at all. Yet the reality is that these services are not costless. In fact, the way our system functions, they are very expensive. So although we consume care as though it were free, we all end up paying a very steep price through higher premiums and higher taxes.
As a practical matter, once we pay insurance premiums, that money is combined with everyone else's premiums in a pool. Once the money is in the pool, it is no longer “ours.” In fact, when we draw from the pool, we are spending everybody's money. Moreover, the only way to get benefits from the health insurance pool is to spend money on medical care.
If you and I are in the same insurance pool, consider how many ways there are for me to spend your money:
Notice I haven't even mentioned yet the normal diagnostic screenings (PSA test, colonoscopy, etc.). They cost money as well. Then, let's say that over time, I abuse my body with alcohol, tobacco, drugs, fatty foods, lack of exercise, and so on. I know that others will pay my medical costs—mainly from first dollar—once I get old enough to qualify for Medicare.
We Don't Have Too Many Unmet Healthcare Needs; We Have Too Few
The single greatest mistake in all of health policy is the belief that people should always get healthcare as long as it provides some positive benefit. Ask yourself this question: Does that principle hold for any other good or service? When you enter a supermarket, do you buy every item that could possibly quench you thirst or quell your hunger? Or do you leave some desirable items on the supermarket shelf? When you walk in a clothing store, do you buy every piece of apparel that could possibly meet your wardrobe needs? When you buy a house, do you buy one large enough to meet every possible need you may have for comfortable shelter? Or do you purchase a house that is more affordable?
Well, if you are unwilling to apply the principle to food, clothing, or shelter, why would you insist on it in healthcare? I believe we could spend our entire national income on healthcare, not by frittering money away, but by spending it on goods and services that even in small ways could improve the odds of better health. Here are some examples of how we could do that:
Notice that in hypothetically spending all of this money, we have not yet cured a single disease or treated an actual illness. We are simply collecting information. If in the process of searching, we actually found something that warranted treatment, we could spend even more.
Cost-Control Policies That Don't Work
If you were to compare the approach to controlling healthcare spending advocated in this book with the conventional writings of orthodox health policy analysts, you would find very few words in common. The orthodox approach would discuss the need for managed care, integrated care, coordinated care, home-based care, evidenced-based care, electronic-medical-records-based care, and many other kinds of care. These are all part of the toolkit that the Obama administration envisions using via pilot programs, special subsidies, rules, regulations, and other means.
What About ACA?
I don't plan to say very much about these ideas in this book because (1) they are simply the latest fads, (2) many have already been tried before with little or no success, (3) the results of all the federal pilot programs are turning out to be lackluster or negative,11 (4) the Congressional Budget Office has announced (for the third time) that all of these ideas are not going to save money,12 (5) the administration's preferred organizational form of healthcare delivery—the Accountable Care Organization—has been rejected by the nation's leading health plans, including those that the administration points to as examples of high-quality, low-cost service,13 and (6) I have too much respect for your time and your intelligence.
In theory, you can make a reasonable argument for each of these ideas. Who can deny that piecemeal medicine, with dozens of doctors making independent decisions about various aspects of a patient's care, is likely to be wasteful? Wouldn't it be better if the doctors all got together and coordinated their decisions? Doesn't integrated care make more sense than nonintegrated care? Wouldn't integrated care be easier if there were a medical home that kept all the patient records in one place? Wouldn't it all be more efficient if all the doctors could go to a computer screen and see what every other doctor has done to the patient and is planning to do?
I don't have a problem with any of this. In fact, in this book, I point to examples where some of this actually works. My problem is that wherever I find any of these techniques working, they originated on the supply side of the market, not the demand side.
Whenever these ideas are foisted on physicians by a government pilot program or by some other third-party payer bureaucracy, they not only don't work, they often backfire. Electronic medical records and other electronic information systems seem to work, and work well, when they are adopted by doctors to solve their specific problems. (After all, isn't that how information systems get adopted in the rest of the economy?) They do not work well when they are designed and imposed by the buyers of care.
As this book goes to press, there is very little in the academic literature that gives much hope that any demand-side reforms envisioned by ACA are going to lower cost or improve quality. What about grading hospitals based on the quality of care? One recent study finds that Medicare's reporting has had almost no impact on mortality.14 Another survey finds that quality report cards not only don't work, they may do more harm than good.15 What about paying for results? The latest study of pay-for-performance finds that doesn't work either.16 Accountable Care Organizations? The latest results show no reason to be hopeful.17 Electronic medical records? The latest survey of all the academic literature shows they don't improve quality or reduce costs.18 Indeed, a new study in Health Affairs found that when doctors can easily order diagnostic tests online, they tend to order more tests—increasing costs.19
The fundamental problem in healthcare is that people in the system face perverse incentives. If we want to change the perverse outcomes, we must change the incentives that lead to them. The orthodox health policy community is dead set against discussing fundamental incentives. So there is really nothing left for them to do but discuss the latest fads—and all the ideas listed above are fads that have replaced the last generation of fads and will be replaced in a few years by another generation of fads.
Recently, former White House health adviser Ezekiel Emanuel explained on national television that the ACA legislation “contained every single cost control idea proposed by every serious health policy expert.” Sad, but true—from his point of view. And here is another unfortunate truth: After every one of these ideas has been implemented, we will still be left with a system in which no one—no patient, no doctor, no employer, no insurer, and no government official—will be choosing between healthcare and other uses of money. And if no one is making those choices, healthcare spending will keep on rising in the future with all the relentless persistence it has shown in the past.
What About the Pilot Projects?
As noted, the entire ACA approach to controlling costs and improving quality in Medicare (and ultimately, for the healthcare system as a whole) is based on running pilot projects. Will this approach work? A recent report by the Congressional Budget Office gives us little reason to be hopeful.20 Over the past two decades, Medicare's administrators have conducted two types of demonstration projects.
Disease management and care coordination demonstrations consisted of thirty-four programs that used nurses as care managers to educate patients about their chronic illnesses, encouraged them to follow self-care regimens, monitored their health, and tracked whether they received recommended tests and treatments. The primary goal was to save money by reducing hospitalization. With respect to these efforts, the CBO finds:
Value-based payment demonstrations consisted of four programs in which Medicare made bundled payments to hospitals and physicians to cover all services connected with heart bypass surgeries. With respect to these, the CBO finds that “only one of the four…yielded significant savings for the Medicare program” and in that one, Medicare spending only “declined by about 10 percent.”21
So why is none of this working? Probably because it all involves people on the demand side of the market trying to take the place of entrepreneurs who would ordinarily be on the supply side in any other market. Successful innovations are produced by entrepreneurs, challenging conventional thinking—not by bureaucrats trying to implement conventional thinking. There are lots of examples of successful entrepreneurship in healthcare. There are very few examples of successful bureaucracy. Can you think of any other market where the buyers of a product are trying to tell the sellers how to efficiently produce it?
Megan McArdle, a senior editor for The Atlantic, has produced an impressive analysis of all of the reasons why pilot programs in general (not just in healthcare) tend to fail.22 In a word, she says, things that work and work well in a pilot project cannot be replicated in the larger real world. Why? Because “promising pilot projects often don't scale.” 23
They don't scale even when you put super smart people with expert credentials in charge of them. They don't scale even when you make sure to provide ample budget resources. Rolling something out across an existing system is substantially different from even a well-run test, and often, it simply doesn't translate.
Here are five obstacles to be overcome:
On this last point, McArdle explains:
This is an especially big problem with studying healthcare and the poor. Healthcare, because compliance rates are quite low (by one estimate I heard, something like three-fourths of the blood pressure medication prescribed is not being taken nine months in) and the poor, because their lives are chaotic and they tend to move around a lot, so they may have to drop out, or may not be easy to find and re-enroll if they stop coming. In the end, you've got a study of unusually compliant and stable people (who may be different in all sorts of ways) and oops! that's not what the general population looks like.
On the whole, there is a big difference between the real world and the world of the pilot program, says McArdle:
[R]eal world applications are…not an awesome pilot project with everyone pulling together and a lot of political push behind them; they're being rolled out into a system that already has a very well established mindset, and a comprehensive body of rules.
Before leaving this section, it is worth noting that there have been three pilot projects that actually worked very well:
How do these projects differ from the many failures? Medical Savings Accounts (MSAs) had already been tested in the marketplace by Golden Rule Insurance Company before the pilot program ever began. Outpatient surgery was similarly the outgrowth of private entrepreneurial experimentation. In fact, it never was subjected to a government-sponsored pilot program. The first freestanding (not hospital-based) surgery center was opened in Phoenix in 1970 by Drs. Wallace Reed and John Ford. They had to sell the idea to the legislature, medical boards, and insurance companies.24 Medicare didn't start paying for these services until more than a decade later. The Cash and Counseling Program was a private/public collaboration, with the Robert Wood Johnson Foundation being the principle instigator (and partial funder).
Perhaps even more important, all three of these success stories are really examples of liberation. MSAs allow patients the freedom to manage their own healthcare dollars, and no two patients are likely to be managing their money in the same way. Cash and counseling allows the homebound disabled to manage their own budgets. Outpatient surgery allows the supply side of the market to find cheaper ways of providing minor surgery. In other words, these successful pilot programs were not designed to discover behavior that could be copied. They were designed to discover how to let people make their own decisions.
Is Price-Fixing the Answer?
Despite the rhetoric from Washington, the Obama administration isn't counting on any of the new cost control fads to actually work. At least for Medicare, it has a fallback position: price controls. Should the pilot programs and other reforms fail to slow the growth of Medicare spending, embedded in the new law is the authority given to an independent commission to reduce the fees paid to doctors, hospitals, and other providers. In fact, the Office of the Medicare Actuary is so convinced that the fads won't work that it doesn't even bother to estimate the effects of these efforts. Instead, the actuaries assume that the only way that Medicare's cost growth can be kept in line with the requirements of the health reform legislation is by limiting payments to providers. Yet, lowering fees to providers can have devastating effects on the accessibility of care for patients.
Price controls usually backfire. The reason: their only goal is to shift costs from buyers to providers rather than introduce any real efficiencies into the system. The following case study is a recent example of that.
Price-Fixing Case Study: Drug Shortages
Jenny Morrill is a Kinston, New York, mother and former arts administrator who has been battling ovarian cancer since 2007. When she went for her chemotherapy treatment in June 2011, the nurse greeted her with good news and bad news. The good news: she was responding well to the drug Doxil. The bad news: the hospital had no more Doxil to give her. Morrill was not alone. By November 2011, the plant that produced the drug completely shut down, leaving 7,000 US patients without access to its life-saving properties.25
Doxil is not the only drug that patients cannot get. American hospitals and physicians are facing an unprecedented shortage of commonly used drugs, and the problem has been escalating for several years. (See Figure 5.2.) Some patients have died as a result. Others are trying to get by on inferior substitute therapies.
Figure 5.2. Newly Reported Drug Shortages
Source: Drug Information Service, University of Utah, 2010.
In one survey, nine in ten anesthesiologists reported experiencing a shortage of at least one anesthesia drug.26 Another survey found that more than 40 percent of the thirty-four generic oncology drugs on the market were in short supply.27 There are no reliable substitutes for most of these drugs. Most are generic injectable medications that have been on the market a long time and are commonly used in hospitals, emergency rooms, and cancer treatment centers.
The American Hospital Association recently reported that virtually all the community hospitals it surveyed had experienced a drug shortage in the previous six months. Two-thirds of hospitals had experienced a shortage of cancer drugs; 88 percent were short on pain medications; and 95 percent were lacking anesthesia drugs needed for surgery.
Hospitals have responded in a variety of ways, including delaying treatment, giving patients less effective drugs, and providing a different course of treatment than the one recommended. Indeed, about 82 percent of hospitals surveyed reported at least occasionally delaying a treatment because of a drug in short supply. (See Figure 5.3.)
Figure 5.3. Percent of Hospitals Reporting the Impact on Patient Care as a Result of a Drug Shortage
Source: American Hospital Association analysis of survey data from 820 non-federal, short-term care acute hospitals collected in June 2011.
Although there are many reasons for the shortages, according to Ezekiel Emanuel (who in addition to being a former White House adviser is also an oncologist), only about 10 percent of shortages are due to a lack of raw materials needed to manufacture the drugs.28 A more important source of the problem is government policy.
Problem: Output Controls. About half of the shortages of injectable drugs are due to production problems, and part of the reason for that is Food and Drug Administration (FDA) regulatory policy.29 The FDA has stepped up its efforts to ensure that drug manufacturing processes and facilities meet its quality standards by instituting a zero tolerance policy. By way of enforcement, the agency levies fines and forces manufacturers to retool both domestic and foreign facilities. Regulations not only slow the production at particular facilities, they make it difficult for competitors to take up the slack. If a shortage develops because the FDA shuts down a competitor's plant, for example, a manufacturer must seek FDA approval to increase output and alter its production timetable. This slows down adjustments in production.
The Drug Enforcement Agency (DEA) also has a regulatory role because minute quantities of controlled substances are often used to make other drugs.30 Its regulations are also inflexible. For example, if a shortage develops, a manufacturer that has reached its preauthorized production cap cannot respond by increasing output without DEA approval.
Problem: Medicare Part B Price Controls. Some drugs that are administered by physicians—such as chemotherapy drugs or anesthesia during surgery—are paid for through Medicare Part B. Government price controls prevent the prices of these drugs from adjusting in response to shortages, increases in manufacturing costs, or increases in demand. Normally, the market price of a product rises when it is in short supply, attracting competing manufacturers. However, the Medicare Modernization Act (MMA) of 2003 effectively limited the amount by which the price of the drug could rise in response to market conditions over a given period.
This pricing policy gives physicians an incentive to use newer patented drugs, even when older generic drugs are just as effective—or even more effective.31
Problem: Inability to “Brand” Generic Drugs. Regulations also limit the ability of drug makers to tout quality or communicate quality improvements to potential customers. This makes it difficult for drug makers to differentiate their products from competitors' products and gain from improving quality. As a result of these and other regulations, firms cannot recoup investments they make in improving the quality of the manufacturing process.32
Problem: 340B Price Controls. The little known federal 340B drug rebate program also contributes to shortages. This program forces drug manufacturers to give discounts to outpatient clinics and hospitals that treat a high number of indigent or Medicaid patients, to Public Health Service hospitals and clinics, and to certain Federally Qualified Health Centers. Currently, the law requires manufacturers to give these facilities a 23.1 percent rebate off the average price for brand-name drugs and 13 percent for generic drugs on qualifying outpatient use.33
The Affordable Care Act will expand the number of hospitals and clinics that qualify for rebates. The number of participating facilities has already grown from about 8,000 in 2002 to more than 14,000 in 2010. It is estimated that nearly 20,000 are eligible under ACA.34 According to a US Government Accountability Office report, nearly one-third of US hospitals qualify for 340B drug discounts.35 Proposals to expand these discounts to inpatient facilities would further exacerbate the shortages—as would proposals to require rebates for Medicare enrollees who are also dual-eligible for Medicaid.
Furthermore, manufacturers that increase brand-name drug prices faster than the Consumer Price Index are required to rebate the excess amount. This means they have little incentive to purchase new equipment to maintain or improve their manufacturing processes. As a result, some drugs become less and less profitable over time.
Is Government Provision the Answer?
A small but vocal group on the left believes that single-payer national health insurance is the answer to the problem of escalating healthcare costs. Some would like to copy Canada's healthcare system. Others would like to enroll everyone in Medicare. The Physicians for a National Health Program, for example, claims that Medicare has lower administrative costs than private insurance and is able to use its monopsony (single-buyer) power to suppress provider fees.36 The group favors “Medicare for all” and endorses a bill to do just that by Representative John Conyers.37
Columnist Paul Krugman, writing in The New York Times, also argues this way.38 Krugman, along with others, touts the slower growth rate in the Canadian healthcare system (also called Medicare).39 In separate editorials, both Krugman40 and former Secretary of Labor Robert Reich41 have joined the call for Medicare for everyone. What's wrong with this idea?
Is Medicare Really Public Insurance?
Let's begin with a fundamental point that almost everyone tends to ignore. Medicare is not actually managed by the federal government. In most places, Medicare is managed by private contractors, including such entities as Cigna and BlueCross. Further, there is nothing particularly special about the way Medicare pays providers. Private insurers tend to use the same billing codes, and their payment rates are often pegged as a percentage of Medicare rates.
Does Medicare Have Lower Administrative Costs?
What about the claim that Medicare's administrative costs are only 2 percent, compared to 10 percent to 15 percent for private insurers? The problem with this comparison is that it includes the cost of marketing and selling insurance as well as the cost of collecting premiums on the private side but ignores the cost of collecting taxes on the public side. It also ignores the substantial administrative cost that Medicare shifts to the providers of care.
Studies by Milliman42 and others43 show that when all costs are included, Medicare costs more, not less, to administer. Further, raw numbers show that, using Medicare's own accounting, its administrative expenses per enrollee are higher than private insurance.44 They are lower only when expressed as a percentage—but that may be because the average medical expense for a senior is so much higher than the expense for nonseniors. Also, an unpublished, ongoing study by Milliman finds that seniors on Medicare use twice the health resources as seniors who are still on private insurance, everything equal.45
Ironically, many observers think Medicare spends too little on administration, which is one reason why one out of every ten dollars of Medicare spending is lost to fraud.46 Private insurers devote more resources to fraud prevention and find it profitable to do so.
Are Medicare Costs Growing More Slowly?
What about the claim that Medicare's cost per enrollee is growing more slowly? The Congressional Budget Office (Figure 5.4) has calculated spending in excess of GDP growth for the public and private enrollee populations. As the figure shows, Medicare has been growing faster than the private sector. For that matter, Medicaid has also been growing faster.
As the CBO acknowledges, its comparison is far from perfect. The “other” category includes the uninsured as well as out-of-pocket spending by Medicare enrollees. Still, there is no reason to believe that overall spending would have been lower if the entire country had been in Medicare for the past 35 years.
Looking forward, the CBO believes that Medicare will grow more slowly than the private sector. It will grow a lot more slowly if the provisions of the Affordable Care Act are implemented without any changes. Under the act, Medicare will suppress provider fees so much that real per capita Medicare spending will grow no faster than real per capita GDP. Yet, the rest of the healthcare system will be growing at twice that rate. As the Office of the Actuary has explained, this means greatly reduced access to care for the elderly and the disabled.47 A two-tiered system will likely emerge before this decade is out. Because of the political ramifications of all this, most Washington insiders believe the Medicare spending cuts will never materialize.
Figure 5.4. Excess Cost Growth in Healthcare Spending (1975 to 2008)
Source: Congressional Budget Office. “The Long-Term Budget Outlook,” June 2010 (Revised August 2010).
What About the Argument That Government Can Use Its Power as a Single Buyer to Suppress Providers' Fees?
There are five problems with it.48
First, we don't buy healthcare in a national market. We buy locally. And in local markets, private entities are often as big, or bigger, than Medicare (the auto companies in Detroit, for example, or the mine workers and their employers in West Virginia). There is nothing the US government can do that a lot of private companies and unions cannot also do. Similarly, if Canada is seen as the ideal, nothing is stopping the auto companies and the UAW from creating a global budget and rationing care for autoworkers just as the Canadians do it. That they choose not to do so is telling.
Second, there are negative consequences from unduly suppressing provider fees. Doctors can leave the city, the state, or even the country. Able people can also avoid the profession altogether. If we paid doctors only the minimum wage, for example, medicine would attract only those people who can earn no more than the minimum wage doing something else. The suppression of provider payments ultimately harms patients as highly qualified providers exit the market. The effects of price controls in healthcare will be similar to their effects in other markets.
Third, the suppression of provider payments shifts costs from patients and taxpayers to providers. Shifting costs, however, is not the same thing as controlling costs. Providers are just as much a part of society as patients. Shifting costs from one group to the other makes the latter group better off and the former worse off. It does not lower the cost of healthcare for society as a whole, however.
Fourth, the argument overlooks the fact that public insurance in a democracy is ultimately subject to pressures at the ballot box. Providers get to vote, too. They also can make campaign contributions and lobby. Patients can also exert political pressure. Political competition in a democracy constrains public policy in much the same way that economic competition constrains the behavior of private firms in the marketplace.
Finally, if it really were desirable to have everyone pay low prices, we do not need to enroll everyone in Medicare to achieve that outcome. We could instead impose Medicare-type price controls on the entire healthcare system. In fact, one organization advocates that very thing.49 Doing so would run into all the problems listed above, however.
Do Other Countries Have the Answer?
The conventional wisdom in health policy is that the United States spends far more than any other country and enjoys mediocre health outcomes. This judgment is repeated so often and so forcefully that you will almost never see it questioned. And yet it may not be true.
Indeed, the reverse may be true. We may be spending less and getting more.
The case for the critics was bolstered recently by a new Organization for Economic Co-operation and Development (OECD) report that concluded:50
The United States spends two-and-a-half times more than the OECD average health expenditure per person…It even spends twice as much as France, for example, a country which is generally accepted as having very good health services. At 17.4 percent of GDP in 2009, US health spending is half as much again as any other country, and nearly twice the average.
Similar claims were made in a New York Times editorial by Ezekiel Emanuel, who added that we are not getting better healthcare as a result.51 The same charge was aired at the Health Affairs blog by Obama Social Security Advisory Board appointee Henry Aaron and health economist Paul Ginsburg.52 It is standard fare at columnist Ezra Klein's blog at The Washington Post,53 at The Incidental Economist blog,54 and at The Commonwealth Fund.55 It is also unquestioned dogma for New York Times columnist Paul Krugman.56
What are all these people missing? On the spending side, they are overlooking one of the most basic concepts in all of economics.
When you and I buy something, the cost to us is the price we pay for it. But that is not necessarily true for society as a whole. The social cost of something may be a whole lot more or a whole lot less than what people actually spend on it, and that is especially true in healthcare.
As previously noted, in the United States and throughout the developed world, the market for medical care has been so systematically suppressed that no one ever sees a real price for anything. In the United States, for example, a typical doctor is paid by all the different third-party payers. These fees do not count as real market prices, however. Instead, they are artificial payments that often reflect the bargaining power of the various payer bureaucracies. When government accountants sum up all the spending on healthcare, therefore, they are adding artificial price-times-quantity for all the separate transactions to arrive at a grand spending total.
Here is the kicker: since each separate purchase involves an artificial price, no one knows what the aggregate number really means. To make matters worse, other countries are more aggressive than we are at shifting costs and hiding costs. They use their buying power to suppress the incomes of doctors, nurses, and other medical personnel much more than the United States does, for example. In addition, formal accounting ignores the cost of rationing in other countries. In Greece, patients spend nearly as much on bribes and other informal payments as they do on formal costs such as insurance co-pays.57 Yet, these bribes do not show up in the official statistics. Bottom line: in comparing international spending totals, we are usually comparing apples and oranges.
Let's take doctor incomes and government healthcare programs. One way to pay doctors is to pay market prices—whatever fees are necessary to induce them to voluntarily provide medical services. Another way is to draft them and pay them little more than a minimum wage—as the government has done in the past in times of war. Obviously, the second method involves a lot lower spending figure. But to economists, the social cost is the same in both cases.
The reason? To economists, the social cost of having one more man or woman become a doctor is the next best use of that person's talents. Instead of becoming a doctor, the pre-med student might have become an engineer, say, or an architect. So what society as a whole must give up in order to have one more doctor is the loss of the engineering or architectural goods and services the young man or woman would otherwise have produced. This cost, called opportunity cost, is independent of how much doctors actually get paid.
The principle also applies to other medical personnel and to buildings and equipment. The opportunity cost of a hospital, for example, is the value of a commercial office building or some other use to which those same resources could be put.
The concept of opportunity cost allows us to see that if we don't trust spending totals in the international accounts, there is another way to assess the cost of healthcare. We can count up the real resources being used. Other things equal, a country that has more doctors per capita, more hospital beds, and so on is devoting more of its real income to healthcare than one that uses fewer resources—regardless of its reported spending.
On this score, the United States looks really good.58 As Table 5.1 (from the latest OECD report59) shows, the United States has fewer doctors, fewer physician visits, fewer hospital beds, fewer hospital stays, and less time in the hospital than the OECD average. We're not just a little bit lower. We are among the lowest in the developed world. In fact, about the only area where we spend more is on technology (MRI and CT scans, for example), as shown in Table 5.2.
Table 5.1. Where the United States Health System Does Less than Other Countries
Source: OECD Health Data 2011.
Almost a decade ago, Mark Pauly, a professor of healthcare management at the University of Pennsylvania's Wharton School, estimated the cost of healthcare across different countries based on the use of labor (doctors, nurses, etc.) alone.60 The finding: the United States spends a lot less than such northern European countries as Iceland, Sweden, and Norway and even less than Germany and France.
What about outcomes? Do we get more and better care for the resources we devote? Here the evidence is mixed. As Table 5.2 shows, we replace more knees per capita than any other country. On the other hand, if you think that there are too many tonsillectomies and Caesarean births, our ranking there (2nd and 8th, respectively) may be less admirable. Table 5.3 shows five-year cancer survival rates. The United States basically leads the world.
Studies show almost no relationship between aggregate spending on health and population mortality. Lifestyle, environment, and genes have far more influence on life expectancy than anything doctors and hospitals are doing. Nonetheless, life expectancy statistics are a favorite of the critics, since Americans don't score very high. Interestingly, one study found that if you remove outcomes that doctors have almost no impact on—death from fatal injuries (car accidents, violent crime, etc.)—US life expectancy jumps from No. 19 in the world to No. 1, as shown in Table 5.4.61
Table 5.2. The United States versus Other Countries
Source: OECD Health Data 2011.
The general consensus of the literature, however, is that there is virtually no relationship between total healthcare spending and life expectancy across countries.62
This isn't to say we don't have problems. There is a lot of evidence of waste and inefficiency in US healthcare. Still, it's not clear that we have any reason to feel inferior to the rest of the world. Read on.
Table 5.3. 5-Year Relative Survival Rates for Various Cancers, from the CONCORD Study (2008)
Source: Michael P. Coleman et al., “Cancer survival in five continents: a worldwide population-based study (CONCORD),” Lancet, July 17, 2008. doi:10.1016/ S1470-2045(08)70179-7.
What the Right and the Left Don't Understand About Healthcare in Other Countries
There is no topic in healthcare that is more misunderstood than what other countries are doing. At both ends of the political spectrum, the mistake is the same: the belief that other healthcare systems are radically different from our own. They aren't.
Table 5.4. National Life Expectancy: 1980 to 1999 (with and without fatal injuries)
Source: Organization of Economic Co-operation and Development.
Take the United States and Canada. I would say that the healthcare systems of these two countries are 80 percent the same. In both countries, third-party payers pay the vast majority of medical expenses. In both countries, the third parties pay by task. In Canada, when patients see a physician, it's free. In the United States, it's almost free. In both countries, normal market forces have been completely suppressed. Healthcare in both places, therefore, is bureaucratic, cumbersome, wasteful, inefficient, and unresponsive to consumer needs.
One reason so many people get misled is that in Canada, government is the third-party payer, whereas in the United States, about half of all spending is private. The mistake is assuming that there is a substantial difference between public and private insurance in the United States. There isn't. As we have seen, Medicare in the United States is managed almost everywhere by private contractors, and much of Medicaid is privately managed as well. Furthermore, one out of every four Medicare enrollees and a substantial majority of Medicaid enrollees are enrolled in private health plans, even though government is paying the bill. Most of the time, private insurers pay providers the same way that the government pays. They use the same billing codes and pay for essentially the same services the same way.
Moreover, private insurance in the United States is so heavily regulated that there is no important difference between the public and the private sector. Our public insurance looks just like the socialized insurance we find in Canada. But so does our private insurance. Indeed, what we call private insurance in this country is little more than private-sector socialism.
One more thing to keep in mind: in the United States, we do not have one health system. We have many. In addition to Medicare and Medicaid, there is the VA health system, CHAMPUS (for military families), the Indian Health Service (which is apparently even worse than Medicaid),63 all the employer plans (running the gamut from “mini-med” plans64 to cradle-to-the-grave coverage), a whole host of special labor union plans, and, of course, garden-variety health insurance. There is far more difference within US healthcare than there is difference between the US and other countries.
The pluralism of US healthcare is important to keep in mind in thinking about health reform. Suppose you are dissatisfied with the way the healthcare system is working in your city or your locality, and you are curious about whether somewhere in the world people have found a better way of doing things. Odds are that you are going to find better answers somewhere within the United States than outside of it.
People on the left and right who are prone to stress the differences between US healthcare and the healthcare of other countries invariably ignore the 80 percent commonality and focus on the remaining 20 percent. On the left, the focus is usually on the ways we appear to be worse; on the right, the focus is usually on the ways we appear to be better. But even here the differences are narrowing, and I expect that trend will continue.
Doctors who object to managed-care interference with the practice of medicine in this country will not be pleased to learn that everything that is happening here is finding its ways to other countries as well. Indeed, US insurance companies are contracting with governments in other countries to export what they do here to other places.65 People who are concerned about rationing by waiting time in other countries had better brace themselves. Waiting times are growing in the United States as well. Figure 5.5, for example, shows the percent of patients whose wait for elective surgery is four months or more. As for global budgets, a lot of state Medicaid programs already have them, and they may go system-wide in Massachusetts in the near future.66
Figure 5.5. Percentage of Patients waiting for Elective Surgery (four months or more)
Source: Karen Davis, Cathy Schoen, and Kristof Stremikis, “Mirror, Mirror on the Wall: How the Performance of the US Health Care System Compares Internationally,” The Commonwealth Fund, June 2010.
Another way in which people get misled is in assuming that differences in health outcomes are mainly due to how the medical bills are paid. Yet, differences in health outcomes are far more related to lifestyle, culture, and personal behavior. The United States is an incredibly heterogeneous country—especially in contrast to the homogeneous populations of most Europeans countries. Transplant the US population to France and replace the indigenous population there, and I suspect that in a short period of time, the French healthcare system would come to resemble the system we have in America today. Conversely, transplant the French population to this country to replace all the Americans, and in short order, I suspect that our healthcare system would come to resemble what you see in France today.
Differences in outcomes are very often due to differences in the people involved. Too often, these differences are wrongly ascribed to differences in the payment systems.
A Radically Different Approach: I Cut Healthcare Spending in Half
Before leaving this chapter, I want to make sure that readers understand that we know a lot more than you may think we know about how to reduce healthcare spending. Most health policy analysts and most health policy discussions are focused on all the gimmicks and techniques that won't work. But there are techniques that will work. If we employ them, it appears that we could reduce US healthcare spending per capita to about the same level as the average developed country, in nominal terms.
But wait a minute. In making this claim, aren't I guilty of the same “fatal conceit” that I warned against? How do I know what will work? Actually, I don't know. What I do know is that certain kinds of incentives motivate others to find out what works for them. I have no idea what the healthcare system would look like once we started doing these things. I do know that the following incentive systems show great promise:
We'll explore ways to implement these ideas in the coming chapters.
6 | Why Is There a Problem with Quality? |
THERE ARE A lot of indications that the quality of care patients receive is not nearly as good as it should be. In fact, in a RAND study, emergency room patients were judged to have received optimal care only half the time.1 Critics found problems with the study,2 but most observers would agree that the quality of care patients receive could be much better.
How Safe Is Your Hospital?
Hospitals are dangerous places to be. By one estimate, as many as 187,000 patients die every year for some reason other than the medical condition that caused them to seek care.3 Another study estimates that the healthcare system causes 6.1 million injuries a year, including hospital-acquired infections that afflict one in every twenty hospital patients.4 In a Health Affairs study, my colleagues Pamela Villarreal and Biff Jones and I estimated the economic cost of the loss of life and limb from adverse medical events at between $393 billion and $958 billion in 2006 dollars. This is equal to between $4,000 and $10,000 a year for every household in America.5 By this reckoning, every time the healthcare system spends a dollar healing us, it causes up to 45 cents worth of harm.
Of course, the system also does a lot of good. In fact, the good is many, many times greater than the harm. Still, the cost of adverse medical events is so huge we would be foolish not to try to find ways to make it smaller.
In our study, we accepted previous estimates that the odds are as high as one in 200 that a patient will die for some reason other than the medical condition that caused him to seek care in the first place. A newer study places those odds at 1 in 100.6 The lowest risk I have seen places the odds at 1 in 500.7 By comparison, some federal regulatory agencies view any chance of death lower than 1 in 1 million as unacceptable.8
My colleague Linda Gorman has carefully reviewed the various studies of “preventable” adverse events (medical errors) and believes the error rate is overstated. She also points to international evidence that the US hospital error rate is lower than the comparable rate in Canada, Britain, and New Zealand.9 Even so, the evidence suggests that US hospitals are not nearly as safe as they could be or should be.
That brings us to some crucial questions. Why don't hospitals with better safety records compete for patients based on those records? Why doesn't competition force all hospitals to improve their safety standards? More generally, why doesn't quality competition in healthcare work like quality competition in other markets?
Why Don't More Hospitals Complete on Quality?
Go to the website of the Detroit Medical Center and you will learn that its facilities are ranked among the “nation's best hospitals” by US News & World Report and that they have won other awards. The Detroit Medical Center has some of the “best” heart doctors, it is “tops” in cancer care, and it ranks among the “nation's safest hospitals.”10 Three of its hospitals, for example, meet standards established by The Leapfrog Group, an organization established by large employers and funded by the Business Roundtable to advise on healthcare quality. Two have received Leapfrog's “top hospital” award.11
The Detroit Medical Center's website informs you that the DMC “is dedicated to staying ahead of the crowd when it comes to the quality of our care If you want a hospital with walking trails or a day spa, go someplace else,” the site advises. “Just don't expect the latest in patient safety technology. Because 100-percent medication scanning is only at DMC.”
Why aren't more US hospitals competing for patients in the same way the Detroit Medical Center does? Why isn't Detroit Medical Center competing more aggressively? Some hospitals in India, Thailand, and Singapore, for example, disclose their infection, mortality, and readmission rates and compare them to such US entities as the Cleveland Clinic and the Mayo Clinic.12 Clearly, the Detroit Medical Center is also competing on the time price of care. It guarantees an appointment within seventy-two hours for MRI scans and promises to report to your doctor within twenty-four hours after the procedure. So why doesn't it also compete on the money price of care by posting fees patients can expect to pay?
How We Pay for the Three Dimensions of Care
Think of healthcare as having three dimensions: a quantity dimension (e.g., the units of service third-party payers typically pay for, such as office visits, diagnostic tests, etc.), a quality dimension (e.g., such factors as lower infection, mortality, and readmission rates, etc.), and an amenities dimension. By increasing the quality of care and the amenities surrounding that care, providers can make their basic services more attractive to patients, provided they have an incentive to do so.
As in the market for other goods and services, people pay for care with both time and money. What makes healthcare unusual is that for most patients, the time price of care is a greater burden than the (out-of-pocket) money price of care—since third-party payers pay all or almost all of the provider's fee. For primary care, emergency room care, ancillary services, and an increasing number of traditional hospital services, time is the principal currency patients use to purchase healthcare in the United States, just as it is in other developed countries.
Market Equilibrium
In a third-party payment system, the provider's fee, including the money price paid by the patient, tends to be set by an entity outside the doctor-patient relationship. For a given unit of service and a given total fee, that leaves a time price, quality, and amenities. Of these three variables, however, only two are typically visible or inferable. The quality variable is normally hidden. As patients respond to what is visible and move back and forth among providers, there will be a tendency toward uniform wait times and uniform amenities. (Think of these as the market clearing time price and the market clearing level of amenities.) Or, if there is a trade-off between waiting and amenities, the rate of substitution will tend to be uniform.
There are no natural equilibrating forces bringing about uniform quality of care, however. As long as quality differences remain invisible, they can persist without affecting the patients' demand for care. This is consistent with the findings that the quality of care varies considerably from provider to provider and facility to facility, as well as the discovery that variations in the quality of care delivered are unrelated to the kind of insurance people have or even whether they are insured at all.13 (Note, however, that most measures of quality are measures of inputs, not outputs; at least one study finds there is little relationship between these inputs and such outputs as reduced mortality;14 and some have questioned whether even hospital mortality rates are reliable indicators of quality.15)
Effects on Quality of Care
Lack of quality competition is in part the result of certain characteristics of healthcare quality. What we call core quality is not a variable at all. It is the result of other decisions made by the providers. Since the vagaries of medical practice are many and since the decision calculus of doctors will often differ, this allows for considerable quality differences. Beyond this core level, quality improvement is a decision variable, and improvements are costly. However, since it is difficult and costly for patients to secure quality data on their own, information about quality typically comes only from the providers.
Such communications are unlikely, however, unless by means of quality improvements, providers are able to shift demand (and, therefore, revenue), sufficient to pay for those improvements. In general, this is not the case.
But why don't providers with superior quality take advantage of that fact and advertise it to patients? In other words, why doesn't quality competition arise in healthcare the way it does in normal markets? Consider two cases.
How Health Insurance Undermines Quality Competition: Doctors
Imagine a health market where supply is restricted and where demand exceeds supply at a zero (or nominal) money price—both for the market as a whole and for individual providers. Under these conditions, which roughly describe most primary care practice, the provider's time will tend to be rationed by waiting. Improvement in the quality of care (if perceived or communicated) will potentially increase demand—maybe even attracting new patients. However, the increased demand will be initially reflected in increased waiting (higher time price), which in turn will cause some of the initial group of patients to see the doctor less often. On the other hand, a decrease in quality of care (again if perceived or communicated) will diminish demand and lead to shorter waits (a lower time price), thus inducing some of the remaining patients to see the doctor more often.
Since the doctor's time is already fully allocated, and since the fee is fixed, in neither circumstance will the physician's revenue be much affected. The same principle applies to amenities. In the face of rationing by waiting, amenity improvements will not in general increase the provider's income, and amenity degradation will not in general decrease it.
So in comparing two practices—one that predominantly relies on price rationing to clear the market and one that relies on rationing by waiting, we would expect both amenities and quality of care to be higher in the former than in the latter.
“I practiced for 30 years without knowing how long patients waited to see me,” says Robert Mecklenburg, a doctor who is now at Virginia Mason Medical Center in Seattle.16 Can you imagine the owner of a retail outlet in any other market admitting that he has no idea how long his customers wait before being served? In a normal market, a storeowner with that attitude would not survive for ten minutes.
How Health Insurance Undermines Quality Competition: Hospitals
Unlike the market for physician care, in most places, the hospital market is characterized by relative freedom of entry. How the hospital competes is likely to be influenced by the type of third-party payment it receives. With mainly Medicaid patients, where reimbursement rates barely cover the cost of care, the hospital's incentive is to keep its rooms fully booked and avoid excess capacity. Under these circumstances, there will be little incentive to improve the quality of care or the amenities surrounding that care.
On the other hand, hospitals whose patients mostly have private insurance may find that third-party reimbursement rates more than cover the cost of care. These facilities can afford to have excess inventory (empty beds)—so that supply exceeds demand. Unable to compete for patients by lowering money prices and with time prices bumping up against a minimum constraint, providers have an incentive to compete by providing higher quality and more amenities. How will they respond?
Some of the literature on hospital economics suggests that quality improvement is quite expensive and that dollar-for-dollar, amenity improvements will increase hospital revenues by more than quality improvements.17 This is coupled with surveys that find patients more sensitive to amenity changes than to quality changes.18 (Of course, this latter finding may reflect only the fact that hospitals aren't really trying to communicate quality information.)
These observations suggest that in vying for additional patients, hospitals have an incentive to invest more in amenity changes than in quality changes; and this appears to be what hospitals do. To appreciate what your health insurance premiums are buying these days, consider the following:19
Concierge service. Jacuzzi tubs. Bacon-wrapped scallops or New York strip steak prepared by professionally trained chefs and brought to your room.
These amenities can be found at most new hospitals in Colorado and across the country. Gone are the days of sterile, white hallways, fluorescent lights and cloth curtains separating patients in the same room. The newest hospitals offer bountiful natural light, warm-colored walls and floors, soothing art and private patient rooms with large windows and relaxation videos.
Sky Ridge Medical Center in Lone Tree features fireplaces on every floor. Children's Hospital Colorado in Aurora offers video games in patient rooms. The cafeteria at the new $435 million St. Anthony Hospital in Lakewood includes a soda machine that can make 100 different types of drinks.
Of course, there are also other ways hospitals compete for patients. Take Provena St. Joseph Medical Center in Joliet, Illinois. Recently, the hospital sent postcards promoting lung cancer screening for current or former smokers over age 55. As Kaiser Health News explains:20
Provena didn't send the mailing to everyone who lived near the hospital, just those who had a stronger likelihood of having smoked based on their age, income, insurance status and other demographic criteria.
The nonprofit center is one of a growing number of hospitals using their patients' health and financial records to help pitch their most lucrative services, such as cancer, heart, and orthopedic care. As part of these direct mail campaigns, they are also buying detailed information about local residents compiled by consumer marketing firms—everything from age, income, and marital status to shopping habits and whether they have children or pets at home.
Needless to say, the hospital is looking for prospective customers covered by BlueCross or a large employer plan. Medicaid and the uninsured need not apply. Patients, by the way, are often surprised to learn that hospitals can get such detailed information about their health condition and insurance coverage.
The Market for Amenities
Writing in The New York Times, Nina Bernstein observes that some hospital rooms are like the Four Seasons:21
The bed linens were by Frette, Italian purveyors of high-thread-count sheets to popes and princes. The bathroom gleamed with polished marble. Huge windows displayed panoramic East River views. And in the hush of her $2,400 suite, a man in a black vest and tie proffered an elaborate menu and told her, “I'll be your butler.”
It was Greenberg 14 South, the elite wing on the new penthouse floor of New York-Presbyterian/Weill Cornell Hospital. Pampering and décor to rival a grand hotel, if not a Downton Abbey, have long been the hallmark of such “amenities units,” often hidden behind closed doors at New York's premier hospitals. But the phenomenon is escalating here and around the country, healthcare design specialists say, part of an international competition for wealthy patients willing to pay extra, even as the federal government cuts back.
Sure this is unusual, but it may be more common than you think:
Many American hospitals offer a V.I.P. amenities floor with a dedicated chef and lavish services, from Johns Hopkins Hospital in Baltimore to Cedars-Sinai Medical Center in Los Angeles, which promises “the ultimate in pampering” in its $3,784 maternity suites. The rise of medical tourism to glittering hospitals in places like Singapore and Thailand has turned coddling and elegance into marketing necessities, designers say.
Yet interestingly, hospitals are not anxious to advertise these services to the general public. New York-Presbyterian, for example, would not answer questions about its V.I.P. services and declined a reporter's request for a tour. Moreover, all this is occurring in space-starved New York, where many regular hospital rooms are still double-occupancy, although singles are now the national standard for infection control and quicker recovery.
Like competitors in any market, for hospitals competing in the amenities market, the customer is always right:
“We pride ourselves on getting anything the patient wants. If they have a craving for lobster tails and we don't have them on the menu, we'll go out and get them,” [said] William Duffy, Mount Sinai Medical Center's director of hospitality.
And the appearance of quality, if not the actuality, is maintained:
“I'm perfectly at home here—totally private, totally catered,” [Nancy Hemenway, a senior financial services executive] added. “I have a primary-care physician who also acts as ringmaster for all my other doctors. And I see no people in training—only the best of the best.”
Is Price Competition the Key to Higher Quality?
In our third-party-payer health insurance system, the price for care is typically set by entities external to the doctor-patient relationship. As a result, providers rarely compete for patients based on money prices. But if lack of price competition is normally associated with lack of quality competition, could the reverse be true? Do providers who compete for patients on price also compete on quality? There is a lot of evidence that they do.
Quality Competition in Health Markets Without Third-Party Payers
In those healthcare markets where third-party payment is nonexistent or relatively unimportant, providers almost always compete for patients based on price.
Where there is price competition, transparency is almost never a problem. Not only are prices posted (e.g., at walk-in clinics, surgicenters, etc.), they are often package prices, covering all aspects of care (e.g., cosmetic surgery, LASIK surgery, etc.), and therefore easy for patients to understand.
Wherever there is price competition, there also tends to be quality competition. In the market for LASIK surgery, for example, patients can choose traditional LASIK or more advanced custom Wavefront LASIK. Prices vary with type of procedure and where it is performed, ranging from less than $1,000 to more than $3,000 per eye.22
Even when providers do not explicitly advertise their quality standards, price competition tends to force product standardization. This reduced variance is often synonymous with quality improvement. Rx.com, for example, initiated the mail-order pharmacy business, competing on price with local pharmacies by creating a national market for drugs. Industry sources maintain that mail-order pharmacies have fewer dispensing errors than conventional pharmacies.23 Walk-in clinics, staffed by nurses following computerized protocols score better on quality metrics than traditional office-based doctor care and have a much lower variance.24
In general, medical services for cash-paying patients have popped up in numerous market niches where third-party payment has left needs unmet. It is surprising how often providers of these services offer the very quality enhancements that critics complain are missing in traditional medical care. Electronic medical records and electronic prescribing, for example, are standard fare for walk-in clinics, concierge doctors, telephone, and email consultation services, and medical tourist facilities in other countries.25 Twenty-four/seven primary care is also a feature of concierge medicine and the various telephone and email consultation services.
Waiting Times and Amenities
Competition in the provision of amenities is also common in the niche markets. Cancer Treatment Centers of America takes third-party payment, but its patients usually have to travel some distance to get to its facilities—at both inconvenience and expense. To attract them, the Centers go to great lengths to ensure the comfort of its patients and facilitate the needs of accompanying family members—offering services similar to what medical tourist facilities offer in other countries (they also post their cancer survival rates).26
In general, providers who compete on price are competing to lower the money price of care. Where this occurs, they tend to compete to lower the time price as well (hence the term “MinuteClinic”). Teladoc promotes its services by publishing the response times (a doctor's return call) for its clients. Most concierge doctors promise same-day or next-day appointments. Some diagnostic testing services make the test results available to patients online within 24 to 48 hours.27
In general, these markets do not appear to be fundamentally different from non-healthcare markets. Competition tends to produce more uniformity of fees and waiting times than would otherwise be the case. Similarly, quality competition also tends to produce either uniform quality or a uniform trade-off between money prices and quality.
Reverse Medical Tourism
In the international tourism market, when people travel for their care, quality is almost always a factor. Cost often is also a factor—either because the patient is paying the entire bill out of pocket or because the patient and a third-party insurer have an arrangement that allows both to profit from the travel. More generally, we have seen that price and quality competition tend to complement each other.
Is it possible to replicate this experience in the domestic hospital marketplace? Even without a major policy change, developments are under way. By one estimate 430,000 nonresidents a year enter the United States for medical care.28 As noted, some Canadian firms are able to obtain package prices for Canadians seeking medical care at US hospitals.
Moreover, you do not have to be a foreigner to benefit from domestic medical tourism. Colorado-based BridgeHealth International offers US employer plans a specialty network with flat fees for surgeries paid in advance that are 15 percent to 50 percent less than a typical network. North American Surgery, Inc., has negotiated deep discounts with 22 surgery centers, hospitals, and clinics across the United States as an alternative to foreign travel for low-cost surgeries. As noted, the cash price for a hip replacement in the network is $16,000 to $19,000, making it competitive with facilities in India and Singapore.29
One reason why so little is known about the domestic medical tourism market is that hospitals prefer that most of their patients not know about it. The reason: they are often offering the traveling patient package prices not available to local patients. That occurs because the hospital is only competing on price for the patients who travel.
If traveling patients begin to make up a large percent of a hospital's caseload, however, medical tourism has the potential to change the hospital's entire business plan.
That brings us back to Detroit Medical Center. An explanation for the center's emphasis on quality competition may be its interest in competing for traveling patients—both internationally and within the United States. The Detroit Medical Center draws about 300 international patients a year.30 For robotic prostate cancer surgery, it has attracted 600 patients from 50 states and 22 countries. Although its website does not post prices, if you are an international patient, you are promised cost estimates and package pricing.
The Detroit Medical Center also advertises the availability of rooms and suites for family members on campus, their willingness to book rooms for the family at area hotels, free parking, and other amenities.
Furthermore, it may be no accident that such facilities as the Cleveland Clinic and the Mayo Clinic also attract large numbers of patients who travel. High-quality care and medical tourism seem to go hand in hand.
Recap
A major reason why healthcare quality varies is because of the third-party payment system. Four critical aspects of healthcare delivery are interrelated: the underlying cost of care, wait times, amenities, and quality. Those four aspects are rivals for managers' attention and organizational resources. In competitive markets, they will tend to be brought into an equilibrium reflecting their value to the consumer. In healthcare markets, the lack of price competition at the patient level leads to greater quality variation than would occur otherwise. This finding is consistent with the observed characteristics of markets with little out-of-pocket payment and has important policy implications.
In general, any move to promote price competition will probably promote quality competition indirectly.
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HERE IS THE conventional wisdom in health policy: access to healthcare is determined by price, and this is unfair to low-income families. Because they lack the resources to pay for health insurance, thousands of people do not get the healthcare they need. To solve the problem, we need to provide the poor with health insurance that requires very little out-of-pocket spending—one of the goals of ACA.
Here is the alternative vision elaborated in this book:
Interestingly, the current recession provides a natural experiment that tests these two opposing visions.
A Natural Experiment
According to a recent report from the Center for Studying Health System Change, middle-class families are responding to bad economic times by cutting back on their consumption of healthcare. They are postponing elective surgery, forgoing care of marginal value, and making more cost-conscious choices when they do get care. This reduction in demand is freeing up resources, which are apparently being redirected to meet the needs of people who face price and non-price barriers to care. From 2007 to 2010:2
During the recession, the money price barrier to care actually rose among the uninsured, although the increase was not statistically significant. Yet, over the same period, the number of people experiencing access problems because of waiting and other non-price barriers was almost cut in half (falling from 40.3 percent to 24.1 percent). Specifically, the number of people who “could not get an appointment soon enough” fell from 34.6 percent to 24.4 percent; the number who “could not get there when the doctor's office was open” fell from 28.4 percent to 22.7 percent; those who said “it takes too long to get to the doctor's office” fell from 17.5 percent to 11.5 percent; and those who “could not get through on the telephone” fell from 16.1 percent to 10.7 percent.
Here is something even more interesting. Suppose that in an attempt to increase access to care, we add one more doctor, one more nurse, or one more clinic. Who is likely to benefit? The study implies that the higher your income, the greater the likelihood you will gain. During the recession, for example, the percentage of people experiencing an unmet need with income at 400 percent of the poverty level ($43,000 for an individual or $89,000 for a family of four) or above was more than cut in half. Yet, among those with incomes below 200 percent of poverty ($22,000 and $45,000 respectively), the percentage of those with unmet needs actually rose.
Think (metaphorically) of a waiting line for care. The lowest-income families are at the end of that line. The longer the line, the longer they will have to wait. If you do something to shorten the line, you will be mainly benefitting higher income people who are at the front.
Why is that? I believe that many of the skills that allow people to do well in the market are the same skills that allow them to do well in non-market settings.3 High-income, highly educated people, for example, will find a way to get to the head of the waiting line, whether the thing being rationed is quality education, healthcare, or any other good or service. Low-income, poorly educated individuals will generally be at the rear of those lines.
And that raises an interesting question: Are low-income patients deterred more by money prices or by non-price barriers to care? Another recent study suggests that it may be the latter.
Although most states try to limit Medicaid expenses by restricting patients to a one-month supply of drugs, North Carolina for a period of time allowed patients to have a three-month supply. Then the state reduced the allowable one-stop supply from one hundred days of medication to thirty-four days and at the same time raised the co-payment on some drugs from $1 to $3. Think of the first change as raising the time price of care (the number of required pharmacy visits tripled) and the second as raising the money price of care (which also tripled).
Researchers discovered that tripling the time price of care led to a much greater reduction in the needed drugs obtained by chronically ill patients than a tripling of the money price, all other things remaining equal.4 This study pertained to certain drugs and certain medical conditions. But suppose the findings are more general. Suppose that for most poor people and most healthcare, time is a bigger deterrent than money. What then?
If the study findings apply to a broad array of health services, it appears that the orthodox approach to getting health services to poor people is as wrong as it can be. It implies that everything we have been doing in health policy to make healthcare accessible for low-income patients for the past 60 years is completely misguided.
How Much Does Health Insurance Affect Health?
There have been a number of claims that lack of insurance is life threatening. The most recent and well known is an Institute of Medicine (IOM) study claiming that 18,000 people die every year because they do not have health insurance.5 Using a similar methodology, a study for the Physicians for a National Health Program expanded that number to 44,789.6 Families USA, a nonprofit advocacy group, went as far as to predict the number of deaths by state.7 “More than eight people die each day in California because they don't have health insurance,” the organization asserts.8 Careful analysis by such scholars as the former Congressional Budget Office director June O'Neill9 and health economist Linda Gorman10 find these studies are defective.
Helen Levy and David Meltzer, scholars with an interest in healthcare, found that most studies that attempt to find a causal link between health insurance and health status were poorly designed. They conclude that, although health insurance can make a difference to selected subpopulations of people, for most people, the effect is very modest.11 In a more thorough study, former Clinton adviser Richard Kronick found that insurance had virtually no effect on mortality rates.12
Moreover, in the decision about where to invest finite resources to improve health outcomes, universal coverage may not be the low-hanging fruit. Michael Cannon, the director of health policy studies at the Cato Institute, points out that if improving health status is the primary goal, there is no evidence that universal coverage would accomplish this any better than, say, boosting education or expanding community health centers. If saving lives is the primary goal, the IOM's own estimates suggest that reducing preventable medical errors would save far more lives than boosting health coverage.13
Is Health Insurance a Requirement for Access to Healthcare?
The conventional wisdom among health experts across the ideological spectrum is that people need health insurance to get good healthcare. Indeed, to some politicians the terms “no healthcare” and “no health insurance” are interchangeable. Almost as widely accepted is the view that some health plans are a ticket to better healthcare than others. But a RAND Corporation study shatters those assumptions:14
Unfortunately, the care everyone received was less than ideal. The study concluded that patients received recommended care only about half the time. The implication is that reforming the supply side of the medical marketplace is far more important than getting everyone on the demand side insured.
For people who have a hard time imagining a world in which health insurance does not matter, consider the case of Parkland Memorial Hospital in Dallas, Texas. Both uninsured and Medicaid patients enter the same emergency room door and see the same doctors. The hospital rooms are the same, the beds are the same, and the care is the same. As a result, patients have no reason to fill out the lengthy forms and answer the intrusive questions that Medicaid enrollment so often requires.
Furthermore, the doctors and nurses who treat these patients are paid the same, regardless of patients' enrollment in an insurance plan. Therefore, they tend to be indifferent about who is insured by whom, or if they're even insured at all. In fact, the only people concerned about who is or is not enrolled in what plan are hospital administrators, who worry about how they will cover the hospital's costs.
At Children's Medical Center, next door to Parkland, a similar exercise takes place. Children who are uninsured and children covered by Medicaid or the Children's Health Insurance Program all enter the same emergency room door; they all see the same doctors and receive the same care. Interestingly, at both institutions, paid staffers make a heroic effort to enroll people in public programs—even as patients and their families wait in the emergency room for medical care. Yet, they apparently fail to enroll eligible patients more than half the time. After patients are admitted, staffers valiantly go from room to room to continue this bureaucratic exercise. But even among those in hospital beds, the failure-to-enroll rate is significant—apparently because it has no impact on the care they receive.
Do Medicaid and CHIP Improve Access to Care?
It is an article of faith in the conventional health policy community that the goal should be to enroll low-income families in health plans with no price barriers to care. Even if there are non-price barriers to care, the conventional wisdom is that rationing by waiting time is always better than rationing by price. That is why Medicaid and CHIP were created. So how well is this approach to healthcare working? One recent study found that enrolling children in CHIP did not result in more medical care. The one thing that apparently does increase access to care is paying physicians higher fees.15 Yet, ironically Medicaid and CHIP enrollees are not allowed to pay out-of-pocket to supplement the government fee schedule and pay the same prices other patients pay. There are also other problems.
Eligible But Not Enrolled
An estimated one of every three uninsured people in this country is eligible for a government program (mainly Medicaid or CHIP) but is not enrolled.16 Either they haven't bothered to sign up, or they did bother and found the task too daunting. Going all the way back to the Democratic presidential primary, ACA was always first and foremost about insuring the uninsured. Yet, at the end of the day, the new health law is going to insure only about 32 million people out of more than 50 million uninsured. Half that goal will be achieved by new enrollment in Medicaid. But if you believe the Census Bureau surveys, we could enroll just as many people in Medicaid by merely signing up those who are already eligible.
Why don't eligible people take the trouble to enroll. All they have to do is fill out a form or, in the case of many hospital emergency rooms, let someone else fill out the form for them. That they demur implies that patients view enrollment in a public health insurance plan as unlikely to result in better care or less out-of-pocket cost.
All of this suggests that what matters most—especially to low-income families—is access to care, not health insurance. On paper, Medicaid coverage appears more generous than the benefits the vast majority of Americans receive through private health insurance. In theory, Medicaid enrollees can see any doctor or enter any facility and pay nothing. In practice, things are different.
Another possible explanation for the failure to enroll is that millions of people are discouraged by all the bureaucratic obstacles to enrollment. Writing in Health Affairs, health policy stalwart Alain Enthoven and healthcare executive Leonard Schaeffer discuss what people encounter when they try to sign up for free health insurance from Medi-Cal (California Medicaid) in the San Diego office:17
Of the 50 calls made over a three-month period, only 15 calls were answered and addressed. The remaining 35 calls were met by a recording that stated, “Due to an unexpected volume of callers, all of our representatives are currently helping other people. Please try your call again later,” followed by a busy signal and the inability to leave a voice message. For the 15 answered calls, the average hold time was 22 minutes with the longest hold time being 32 minutes.
This study was conducted by the Foundation for Health Coverage Education (FHCE), a nonprofit organization dedicated to helping the uninsured enroll in available health coverage programs. The head of FHCE's national call center reports that his staff has taken hundreds of calls from people who have tried in the past to enroll in Medicaid but who found the process so complicated and difficult that they simply quit trying.
What about doctors and hospitals? Can't they help poor people sign up for public programs and isn't it in their self-interest to do so? Turns out that medical providers have just as much difficulty with the Medicaid bureaucracy as the patients do:18
[I]t routinely takes more than 90 days for the state to enroll uninsured patients into public programs. This is because it is the patient's responsibility to apply directly to the state program to receive the needed documentation for hospital reimbursement. Once treatment is provided and the medical incident is over, it is difficult to ensure that the patient continues with the enrollment process.
Can you imagine Aetna taking 90 days to sell someone an insurance policy? What about WellPoint? Or BlueCross?
Another problem is the Medicaid payment rates. They are so low that California hospitals frequently don't even bother to try to enroll patients who come to the emergency room, unless they're admitted to the hospital:19
[P]ublic program reimbursement is often so low that hospitals are more likely to only seek reimbursement for patients who are eligible for public coverage that fall into the “treat and admit” category rather than those patients who enter the emergency room with minor emergencies or illnesses. Furthermore, hospitals estimate that they receive as low as 9 percent of fully-billed charges for Medi-Cal patients. Therefore, the providers have little financial incentive to encourage patient enrollment in public programs.
Insured Without Access to Care
Nearly one-third of doctors do not accept any Medicaid patients and, among those who do, many limit the number they will treat. Access to care at ambulatory (outpatient) clinics is also limited for Medicaid patients, as is access to specialist care. According to a New York Times investigation on access to care in New York City:20
The problem is not limited to New York City. The Denver Post reported that the University of Colorado Hospital refused Medicaid patients and that Medicaid enrollees face six- to eight-month waits for appointments at specialty clinics.21 In Washington state, a 45-year-old Seattle woman admitted to a hospital with a triple fracture of her ankle waited nine days for a doctor to agree to take her case because none of the orthopedic surgeons on staff would accept Medicaid.22
A central element in most state healthcare reform plans is an effort to enroll people who are eligible in public insurance programs, even while they are at public health clinics and in hospital emergency rooms. But why? Does anyone seriously believe that filling out forms in hospital emergency rooms is going to lead to more care or better care? In fact, it may lead to worse care.
It almost certainly leads to worse care if the availability of free care from the state leads families to drop their private insurance coverage. And it could lead to serious discontinuities of coverage as people's eligibility seesaws back and forth with changes in their income.
Eligible, Ineligible, and Then Eligible Again
One of the biggest problems with any insurance plan that makes eligibility conditional on income is that eligibility potentially changes every time income changes:23
What this means is that public coverage is available sporadically as family income rises and falls, leading to significant discontinuities in coverage. In fact, one study concludes that the main reason why 6 million children are eligible but not enrolled in Medicaid and CHIP is due to changes in eligibility.24 Also, children with discontinuous coverage are thirteen times as likely to experience delayed care as children who are continuously insured, according to another study.25
This problem, by the way, will become much worse under ACA. That's because eligibility for two separate, highly subsidized programs will depend critically on family income: Medicaid and subsidized insurance in the soon-to-be-created health insurance exchanges. According to one study of the problem, within six months, more than 35 percent of all adults with family incomes below 200 percent of the federal poverty level will experience a shift in eligibility from Medicaid to an insurance exchange, or the reverse. Within a year, 50 percent, or 28 million, will.26
In contrast to spending money on programs for which people's eligibility constantly changes, a better strategy is income support. Under this approach, the government offers a subsidy to be applied to private insurance. As family income rises and falls from year to year, the subsidy falls and rises in an offsetting way. (Or, in the case of a fixed-sum tax credit, the subsidy remains constant as income changes.) As a result, there is no reason for the underlying health insurance to change.
Case Study: Healthcare Without Insurance in Dallas
Let us return to Parkland Memorial Hospital in Dallas. This hospital delivers 16,000 babies a year—more than any other hospital in the nation. Almost all the mothers are uninsured. The vast majority are Hispanic (82 percent) and illegal (70 percent). By almost any definition, these mothers are “at risk.”27 But among those who take advantage of Parkland's prenatal program (more than 90 percent), the infant mortality rate is only half the national average.28
How does Parkland do it? By being very good at what it does. Despite being a publicly funded health delivery system, Parkland operates what Regina Herzlinger of Harvard University has described in other contexts as a “focused factory.” They are so good at delivering babies, they produce an annually updated, internationally praised textbook on how to deliver babies, and their methods are being copied in Britain and other countries.29
However, Parkland's methods will not satisfy everybody. Prenatal care is delivered in clinics staffed by nurses, not doctors, and midwives rather than obstetricians handle the deliveries. Like public hospitals in Toronto and London, Parkland is perpetually overcrowded. In fact, it is not unusual to find patients on beds in hallways.
If all of Parkland's 16,000 expectant mothers were enrolled in Medicaid or had private insurance, however, the experience might be worse. Prenatal care delivered by nurses and deliveries performed by midwives—rather than doctors—might not be allowed under many states' Medicaid rules. Under typical state insurance regulations, patients with private coverage are encouraged to see obstetricians, where the cost is higher and the overall quality of the pregnancy/ delivery episode might not be as good because of fragmented care.
Bottom line: if the goal is high-quality, low-cost care for at-risk expectant mothers, clearly the Parkland system should be continued and its replication encouraged in other cities instead of trying to replace it with a health insurance scheme.
In fact, the Parkland model could easily be expanded to other services. MinuteClinics and other walk-in clinics, for example, are staffed by nurses following computerized protocols. They charge half as much as a typical general practitioner, and a Minnesota study concluded that the quality in these clinics matches the quality of conventional care for routine problems. There is also probably far less variation in practice patterns.30
It is easy to imagine providing subsidized care at walk-in clinics located in shopping malls, drugstores, and other places convenient for low-income patients. People would be encouraged to get low-cost, high-quality care for a wide range of services (such as flu shots, strep throat, and allergies). Note that walk-in clinics are an alternative to health insurance. Indeed, walk-in clinics exist only because so many patients pay for routine care out of their own pockets. There would be no walk-in clinics if BlueCross were paying all the bills.
Although Parkland is quite good at some things, it is not as good at others. As is the case with many other inner-city public hospitals, patients who do not face life-or-death emergencies can wait hours for care in Parkland's emergency room. A migraine headache patient might wait all day. In fact, almost any nonemergency service involves inordinate waiting. Getting a refill on a phoned-in prescription, for example, can typically take three days. By contrast, Dallas-area Walgreens stores refill prescriptions in less than an hour, and some Walgreens outlets will do it in the middle of the night.
The Impact of Universal Coverage
Now let's turn to healthcare in Massachusetts, where reform under former Governor Mitt Romney provided the model for ACA. How well is reform working in Massachusetts? According to the latest survey by the Massachusetts Medical Society:31
Of special interest is what has happened to the people who were newly insured as a result of health reform. As Figure 7.1 shows:
Figure 7.1. Percent of Massachusetts Doctors Who Accept Patients
Source: “2011 Patient Access to Health Care Study: A Survey of Massachusett's Physicians' Offices” (Survey conducted by Anderson Robbins Research for the Massachusetts Medical Society), 2011.
In Massachusetts, this is called “access to care.”
Under ACA, about 32 million people will be newly insured, and if economic studies are correct, they will try to double their consumption of medical care.32 The act inexplicably forces middle- and upper-middle income families to have more coverage than they might have preferred—a long list of preventive services with no deductible or co-payment. Once they have it, certainly some of them will use it. Yet nothing in the act increases supply to meet the anticipated demand.
Instead, we can expect a rather large increase in non-price rationing—as waiting lines grow at the family doctor's office, the emergency room, and everywhere else. In such an environment, people in a health plan that pays the lowest fees will be pushed to the end of the waiting lines. These include the elderly and the disabled on Medicare, low-income families on Medicaid, and (if Massachusetts is a guide) people with subsidized insurance in the newly created health insurance exchanges.33
Ironically, ACA may end up hurting the very people many ACA supporters thought they were going to help.
National Health Insurance and Access to Care
One of the most persistent myths in health policy—both in this country and around the world—is the idea that making healthcare free at the point of delivery will (a) create genuine equality of access to care and (b) be especially beneficial to low-income and disadvantaged groups. Study after study has refuted this notion.
Take the British National Health Service (NHS). Since its establishment, a little over 60 years ago, Britain's ministers of health have consistently assured Britons that they were leaving no stone unturned in a relentless quest to root out and eliminate inequalities in healthcare. But more than thirty years into the program (in the 1980s), an official task force (the Black Report) found little evidence that access to healthcare was any more equal than when the NHS was started.34 Almost twenty years after that, a second task force (the Acheson Report) found evidence that access had become less equal in the years between the two studies.35
Across a range of indices, NHS performance figures have consistently shown widening gaps between the best-performing and worst-performing hospitals and health authorities, as well as vastly different survival rates for different types of illness, depending on where patients live. The problem of unequal access is so well known in Britain that the press refers to the NHS as a “postcode lottery” in which a person's chances for timely, high-quality treatment depend on the neighborhood or “postcode” in which he or she lives.36 “Generally speaking, the poorer you are and the more socially deprived your area, the worse your care and access is likely to be,” says The Guardian, a staunch defender of socialized medicine.37 Scholarly studies of the issue have come to similar conclusions. For example, a study by the Joseph Rowntree Research Trust published in 2000 found discrepancies between geographical locations for all causes of death:38
Other research reinforces these conclusions:
The British results are not unique. In most countries with waiting lists for care, the poor wait longer than the wealthy and powerful. For example, a survey of Ontario physicians found that more than 80 percent of physicians, including 90 percent of cardiac surgeons, 81 percent of internists, and 60 percent of family physicians, had been personally involved in managing a patient who had received preferential access on the basis of factors other than medical need. When asked about those patients most likely to receive preferential treatment, physicians reported that 93 percent had personal ties to the treating physician, 85 percent were high-profile public figures, and 83 percent were politicians.42
Other studies have reached similar conclusions. One study found that the wealthy and powerful in Canada have significantly greater access to medical specialists than the less well-connected poor.43 A University of Toronto study found that high-profile patients enjoy more frequent services, shorter waiting times, and greater choice in specialists.44
These results are well known in health policy circles, but the conventional view is that they are aberrations that demonstrate a lack of diligence in pursuing an important social goal. In fact, they are the expected result of substituting non-price rationing for the marketplace. In the United States, access to cell phones (for which everyone pays the market price) is far more equal than access to healthcare (for which no one pays a market price).
What Britons and Canadians have is not insurance in any real sense of the word. What they have is an imperfect system of free care. In fact, the US system is actually more egalitarian than the systems of many other developed countries, with the uninsured in the United States, for example, getting more preventive care than the insured in Canada.45
Absent government intervention, people tend to purchase insurance for rare, high-dollar events that could be financially devastating. By contrast, they tend to self-insure (and pay out of their own pocket) for small-dollar, routine costs that are easily managed. Casualty insurance for an automobile covers expensive accidents, not oil changes.
In Britain and Canada, this principle is turned on its head. Citizens of these countries have ready access to free, routine primary care and tend to see general practitioners more often than do US citizens. But the British and Canadians have less access to specialists and sophisticated diagnostic tests (such as CAT scans, MRI scans, and PET scans).46 They have even less access to expensive medical interventions, such as kidney dialysis or transplants.47 Moreover, when the British go into the private market to buy services they cannot get from their National Health Service, and when Canadians come to the United States for services they cannot get from their Medicare system, they are in no sense insured for those costs. Instead, they must pay out of pocket.
In response, about 11 percent of the British population buys real insurance on top of the system of free care to provide financial protection against the out-of-pocket costs of expensive care they are forced to purchase on their own.48 Canada outlaws private insurance for treatments covered by the government plan, so people must essentially self-insure for these costs.49
Finding a Better Way to Create Healthcare Access
Consider a low-income population, including perhaps illegal immigrants, who will need help from others to pay for almost any kind of healthcare beyond the most basic and inexpensive. In this scenario, the idea behind the British system may not be all bad. In fact, virtually every country south of the US border (with the exception of Argentina and possibly Chile) provides free healthcare to the population at large. However, everyone in these countries who achieves even a modest standard of living goes to the private sector for healthcare, buying private health insurance in many cases.
The trouble with all of these systems is that government-provided monopoly care tends to be inefficient and wasteful, marked by highly variable quality and access. Those adjectives also seem to be an apt description of federally funded community health centers, favored by both the Bush and the Obama administrations. Not only does the government tell these centers what they can do and how they can do it down to the minutest detail, health economist Linda Gorman discovered that in Colorado, these centers actually cost more than what doctors charge middle-class patients in the private sector.50
Since free or highly subsidized care is already largely available in the United States, what is needed is not an alternative to free care but a way to subject the free care system to market forces. Reflecting again on the experience of Parkland's baby-delivery focused factory, the suppliers of care need to be given appropriate incentives so that they realize economic gains from producing higher quality, low-cost care and realize economic losses if they produce the opposite.
A special type of insurance plan might be of value. This plan would not really be insurance at all. Instead, it would put money that is likely to be spent anyway into the hands of patients—perhaps through a vehicle similar to a Health Savings Account—and make providers compete for those dollars.
8 | Why Can't You Buy Real Health Insurance? |
AS WE HAVE seen, in the casualty insurance market the product that is being bought and sold is real insurance: protection against catastrophic loss. In contrast, what is being bought and sold in healthcare is not really insurance at all. In fact, to a large extent health insurance is pre-payment for the consumption of healthcare. What difference does this make?
How Health Insurance Is Different
Coverage and Risk
Casualty insurance almost always insures against a risky event. By definition, a risky event is an event that is not under control of the person who is insured. Homeowners' insurance, for example, pays for damage caused by wind, hail, fire, and so on. But it does not pay for the normal wear and tear that is the product of normal household living. Automobile insurance pays for collisions. It does not pay for oil changes, tire rotation, or other routine maintenance.
Further, to ensure that the damage covered is the result of a risky event not under the control of the insured, casualty insurance typically has a deductible. A $1,000 deductible, for example, makes the car owner responsible for the cost of the typical minor fender benders. By adjusting the amount of the deductible, drivers can decide how much risk they're willing to accept for relatively small dollar damages. The reason: the cost of insurance for small-dollar damages is quite high in relation to the cost of insurance for rare, high-dollar damages. In general, the higher the deductible the less you have to pay per dollar of coverage.
Health insurance stands in stark contrast to these practices. The typical employer plan, for example, covers general checkups and such routine screenings as mammograms, Pap smears, and prostate cancer tests. These are expenses that may be recommended but are not the result of some unpredictable event. In addition, health insurance typically pays for such events from the first dollar. A number of employer plans, for example, cover routine primary and preventive care with no deductible or co-payment. Under ACA, this practice will be required by law.
Even more surprising, many of the employer plans that pay for routine care from the first dollar leave employees exposed to tens of thousands of dollars of out-of-pocket expenses in the case of catastrophic illness. In other words, these plans pay for routine expenses that most families could easily pay themselves, while leaving them exposed to large bills that they cannot afford.
Obligation to Pay
In other insurance markets, the insurer is obligated to pay for damages, once the risky event has occurred and the damages have been realized. For example, life insurers are obligated to pay a death benefit to the survivors, once the death has occurred. No insurer insists that a widow continue to pay premiums long after her husband is deceased. Similarly, the homeowner's insurer is responsible for paying for damage from a fire, once the fire has occurred. No insurer insists that owners continue to pay premiums long after the house has burned down—unless they want to insure another house.
Health insurance is different. Health insurance typically pays for medical expenses only so long as the patient continues to pay premiums. Suppose you get cancer and begin chemotherapy and other treatments. As long as you and your employer continue to pay health insurance premiums, the insurer will pay the cost of the care (minus your co-payments). But suppose you quit your job, say, because you are too sick to work. Then you will eventually lose your employer's coverage, and at that point, the insurer will cease paying for the cost of your care.
This unique feature of health insurance is the primary reason why people have a problem with pre-existing conditions in the health insurance marketplace. Most chronic health problems (diabetes, asthma, cancer, heart disease, etc.) do not arise while people are uninsured. They arise when people and their employers are paying premiums. In a mobile labor market, however, people leave their jobs. When they seek new insurance, they discover that the new insurer either won't insure them or insists on excluding coverage for the pre-existing condition.
In popular discussions of this problem, the tendency is to blame the new insurer, but this condemnation is surely misplaced. Remember, the person with the pre-existing condition has been paying premiums (perhaps for many years) to the original insurer. Does it make sense to allow the original insurer to collect all the premiums but force the new insurer to pay all the bills?
Payments for Loss
A third unique feature of health insurance relates to how and why insurance payments are made. If your car is totaled in an accident, the insurance company doesn't insist that you pay to have it repaired in a specific way. It simply writes you a check for the value of your loss. If your home is destroyed by a tornado, the insurer does not insist that you build it back as it was—brick by brick. Instead, it writes you a check for the value of your loss.
Modern health insurance, by contrast, does not write checks to patients based on the value of their losses. Instead, health insurers write checks to doctors, hospitals, and other providers, based on services they provide. Instead of reimbursing us for losses, health insurance pays for healthcare consumption, and the amount it pays depends on how much we consume.
By way of analogy, if life insurance were structured like health insurance, my wife would not receive a check when I die. Instead, the life insurer would pay only for expenses related to my death: the cost of my funeral, autopsy, cremation, and so on.
The Key Relationship
This leads us to the fourth difference between health insurance and other forms of insurance. In a very real sense, health insurance is not fundamentally about a relationship between the insurer and the insured. It's about a relationship between the insurer and the healthcare providers.
Home insurers are not in the roofing business. Automobile insurers are not in the car repair business. But modern health insurance is very much in the business of healthcare. In fact, it originally began not as a way to compensate patients for their losses, but as a way to make sure providers got paid for the services they rendered. In such a world, the providers came to view the third-party payers, rather than patients, as their clients. In the worst case, patients became merely an excuse for submitting bills to third-party payers. Then, as healthcare costs began to escalate to unreasonable levels, health insurers got into the business of supervising doctor behavior and then into the business of managing care.
The Evolution of Health Insurance
To appreciate what happened to health insurance you have to know something about how government regulations have affected the entire healthcare marketplace. In the United States, the seeds of the current regulatory environment were sown in the middle of the nineteenth century, at the very first meeting of the American Medical Association (AMA). The doctors who attended that convention were deeply disturbed by the fact that anybody could hang out a shingle and call himself a “doctor,” regardless of training or skills. So they sought medical practice statutes (occupational licensing laws) at the state level and were largely successful in achieving them in most of the states by the early part of the twentieth century.
From medical practice statutes, the profession turned its attention to medical education. Following the AMA-funded Flexner Report,1 organized medicine essentially gained the power to certify medical schools, and it became the unofficial regulator of the number of medical students allowed to receive training and enter the profession each year. County medical societies acquired the power to sanction doctors who engaged in such “unethical” practices as undercutting approved fee schedules, advertising for patients, making unflattering quality comparisons with other doctors, and in other ways competing too aggressively. Among the sanctions that could be imposed were a denial of hospital privileges, and this was enforced by medical committees that dominated hospital management decisions. The hospitals themselves also adopted a code of ethics that saw price cutting, quality competition, and quality comparisons as violations of professional ethics.
Then attention turned to the matter of health insurance. BlueCross was essentially created by the hospitals, and BlueShield was created by the doctors. In both cases, the objective was the same: drive the commercial insurers out of the market and establish health insurance that saw its purpose as (1) making sure everyone was insured and (2) making sure providers were paid enough to cover the costs of their services. (You can think of this as private-sector socialism.) To achieve the first goal, the typical BlueCross plan practiced community rating (charging everyone the same premium regardless of health condition) and accepted all applicants, regardless of pre-existing conditions. To achieve the second goal, BlueCross insurers adopted the principle of cost-plus finance.2 Basically, if BlueCross patients constituted 50 percent of the patient bed-days for a hospital, BlueCross agreed to pay 50 percent of the hospital's annual expenses. Other insurers were expected to pay in the same way.
By the 1950s, BlueCross was the dominant insurer in just about every state—helped along by state legislation that favored these entities over their competitors. If some other insurer refused to pay hospitals the way BlueCross was paying, hospitals could simply refuse to do business with it and would bill their patients directly. Since all the other insurers were a small part of the market, none could afford to buck the system.
Throughout the 1950s, 1960s, and 1970s, the AMA vision was largely in place. Yet astute readers will be aware that much has changed in the last four decades to cause that vision to erode. A challenge by the Federal Trade Commission led to a consent decree, which effectively eliminated all the prohibitions on competition.3 Today, doctors can cut prices. They can advertise. They can make quality comparisons with their rivals. Hospitals can do all these things as well.
Many of the original BlueCross ideas about how health insurance should be priced and sold have been legislated—both nationally and at the state level—however. One idea in particular tends to dominate: the idea of managed competition.
Managing Competition4
Employees of the federal government,5 as well as many state and local governments,6 make an annual choice among a dozen or more competing health plans. Some private employers have erected a similar system for their employees.7 In most cases, the employer makes a fixed contribution to the premium, and employees who choose richer plans must pay any additional premium themselves.
Where the plans are independent organizations, they effectively compete against each other to enroll members. The competition that exists, however, is not the same as one would find in a free market. It takes place under artificial rules managed by the employer or some other sponsoring organization. Such a system is called managed competition. Its adherents, including Stanford University professor Alain Enthoven, who is known as the “father of managed competition,” think this is the answer to the nation's healthcare woes.8
During its first term, the Clinton administration proposed a system of managed competition nationwide. Subsequently, it became the guiding principle behind the Massachusetts health reform (RomneyCare) and national health reform (ACA).
Under managed competition, health plans do indeed compete, but in a way that is artificially constrained. For example, each health plan is required to charge the same premium to every applicant (community rating) or to every applicant of the same age and sex (modified community rating) and to accept all applicants regardless of health conditions (guaranteed issue). In the federal employees program, an 80-year-old retiree pays the same premium to join a health plan as a 20-year-old employee.9 As a result, insurers are precluded from competing on their ability to price and manage risk. Instead, they must compete on their ability to provide healthcare and manage its cost. Such competition is not really competition among firms in the business of insurance; instead, it is competition in the delivery of healthcare.
The artificial market changes the nature of the product not only for the sellers, but also for the buyers. Buyers are not purchasing protection against the loss of their assets when they select one of these health plans. The system as a whole provides protection against the loss of assets due to an expensive illness. What customers are selecting is the right to particular healthcare services, such as access to one doctor network rather than another. This is comparable to choosing an auto insurer so you can have your car repaired at a particular auto repair shop, or choosing a casualty insurer so you can get hail damage repair from a particular roofer.
The benefits of competition flow principally from the fact that sellers find it in their self-interest to compete for the trade of potential customers. To do so, they make buyer-pleasing adjustments in their competitive strategies. However, none of the valuable benefits of competition can be expected to emerge if sellers find it in their self-interest not to sell to some buyers and if they compete with each other to avoid such customers. Yet, these are the perverse incentives that managed competition creates.
People who know before they select an insurer that they need expensive medical treatment will use this knowledge to select a health plan. Since insurers understand this, they can structure their products so as to discourage the most expensive customers. Let's look at some ways this might happen.
How Perverse Incentives Affect the Behavior of Buyers
Imagine a system in which health plans offer networks of doctors and hospitals in return for fixed premiums. People who are seriously ill and need specific, expensive medical treatment will select in a very different way from other people. Take a heart patient in need of cardiovascular surgery. The individual has a self-interest in finding the best cardiologist and the best heart clinic. Armed with this knowledge, the patient will try to learn which health plan employs that cardiologist or has a contract with that clinic. The premium is of secondary importance, since the value to the patient of receiving the best cardiovascular care will far exceed any premium payment.
The incentives facing healthy people are different. Since their probability of needing any particular service in the near future is small, they are unlikely to spend much time investigating particular doctors and clinics. To the degree that they do investigate, they are likely to inquire only about the primary care services they are likely to receive.
Thus, the people who carefully compare the acute care services offered by competing health plans are likely to be the people who intend to use them. These are the very people health plans want to avoid. By contrast, those who choose a plan based on the quality and accessibility of nonacute services are more likely to be healthy.
As Alain Enthoven has noted (disapprovingly), “A good way to avoid enrolling diabetics is to have no endocrinologists on staff…. A good way to avoid cancer patients is to have a poor oncology department.”10
How Perverse Incentives Affect the Behavior of Sellers
To see how managed competition affects the incentives of insurers, imagine two competing HMOs. In the first, enrollees can see a primary care physician at any time, but there are cumbersome screening mechanisms and waiting periods for knee and hip replacements, heart surgery, and other expensive procedures. In the second, joint replacements and heart surgery are available when needed, but primary care facilities are limited. Given a choice, most of us would enroll in the first HMO if we were healthy and switch to the second if we had a serious health problem. But if everyone acted in this way, the second HMO would attract only expensive-to-treat patients. It might seem that the second HMO could compete successfully by offering more primary care services. But to be truly competitive, it would have to change its strategy completely. To cover its costs, it would have to charge a premium many times higher than the first HMO. The premium would have to equal the cost of the expensive procedures, but few people could afford the premium, and they might be better off to simply buy their medical care directly. In any event, the HMO would face financial ruin.11
A survey by the Kaiser Family Foundation discovered how HMOs were competing for seniors on Medicare. The HMO ads in print and on television showed seniors snorkeling, biking, and swimming but did not feature the sick or disabled. In addition, nearly one-third of HMO marketing seminars were held at sites that were not wheelchair accessible.12 The following are just a few other examples of how managed competition works, uncovered by The Washington Post:13
The term medlining is sometimes used to describe the practice of avoiding the sick. It is healthcare's version of redlining, the banking and insurance practice of avoiding deteriorating neighborhoods. The other side of the coin, of course, is attracting the healthy. In addition to health club memberships, health plans also have offered dental benefits and vision care. The theory is that anyone who will switch health plans to get a free pair of eyeglasses cannot be very sick.14
The Results of Competition
In Figure 8.1, patients are arrayed along the horizontal axis from most to least costly (left to right). The cost-of-care line shows what would be spent on each patient, given current standards of medical practice. This line is highly skewed, reflecting the fact that in a typical pool about 5 percent of the group spends about half of the healthcare dollars, 10 percent spends almost two-thirds, and the majority have very small expenses in any given year.15 The premium is based on the average cost of care for all patients under community rating. It is the premium that must be charged all plan members if the plan is to cover its costs.16 The figure also illustrates how healthy people subsidize sick people: most enrollees have costs well below the premium they pay, and a few have costs well above it. Clearly, this is what many proponents of managed competition believe equilibrium would look like for each health plan under their scheme. But simple analysis shows this cannot be the case.
Figure 8.1. Disequilibrium for a Health Plan Under Managed Competition
Roughly speaking, an equilibrium exists if no health plan can adjust to become more profitable.17 However, the plan represented in the figure can easily become more profitable if it can lower the cost of caring for its sicker members. As long as these members stay in the plan, it will have the same premium income and lower costs. If sicker members shift to another plan, this is even better from the plan's point of view—since the sick are unprofitable by definition. On the other hand, healthier customers are being overcharged, since the cost of care they are receiving is below the premium they are paying. This means that other health plans can lure away these customers by providing higher benefits for the same premium. Thus, to retain profitable customers and attract even more, the health plan represented in the figure should increase the amount it spends on healthy members and reduce the amount it spends on the sick.
In free markets, competition tends to cause the price to change until it equals marginal cost. The same tendencies exist under artificial competition. Yet, because community-rated premiums are constrained to be the same for all members, competition will cause cost to change until it equals price. If premiums could rise for unprofitable members, health plans would compete for them up to the level of the cost of those people's care. But if the premiums are artificially constrained, the plans will compete the cost of care down to the level of the artificial premium.18 The reverse pressures exist for profitable members. If the artificial premiums cannot be competed down to the level of average cost, the tendency will be to compete cost up to the level of the artificial premium.
These conclusions follow from well-known principles of the economics of regulation. In the United States, we have had decades of experience with regulated markets. Under regulations imposed by the Civil Aeronautics Board (CAB) for most of the post-World War II period, the federal government established minimum airfares higher than those that would have prevailed in a free market. Unable to compete on price, the airlines competed by offering more frequent flights, more convenient departures, more spacious seating, and other in-flight amenities. The CAB's price regulation potentially allowed the airlines to earn supranormal profits, but those profits were competed away on passenger-pleasing adjustments.19 (Note that, since deregulation in 1976, the real price of airline travel has fallen by 33 percent.)20
The reverse tendency emerges when prices are kept artificially low. Under rent control laws, landlords are prohibited from raising their rents to the level of average cost. Since rents cannot rise, landlords tend to allow housing quality to deteriorate until housing costs equal the government-controlled rent.21
Consider this result in terms of a basic principle taught in all introductory economics courses: when firms are maximizing profits, marginal revenue must equal marginal cost. Under artificial competition, marginal revenue (the amount of premium each additional enrollee brings to a plan) must be the same for every enrollee. Thus, if health plans are maximizing profits, marginal cost (the amount the plan spends on the healthcare of each additional enrollee) also must be the same for every enrollee.
Health plans, therefore, face competitive pressures to adjust the delivery of healthcare until the cost-of-care line coincides with the (community-rated) premium line. (See Figure 8.2.) This means that health plans have a strong financial self-interest in underproviding services to the sick and overproviding services to the healthy. Left unchecked, the end result of this process is a condition under which each person receives health services whose cost is exactly equal to the premium he or she pays.
Figure 8.2. Competitive Pressures Under Managed Competition
The Effect of Limited Open Seasons
The analysis presented here assumes that patients make choices among insurers based solely on the value of medical services those patients consume. This assumption would be justified to the degree that patients can easily shift back and forth among insurers as their health needs change. However, the federal employee program and most other managed competition programs allow plan changes only during “open season,” which occurs once a year.
To the degree that people's choices are constrained by limited open seasons, they must consider the insurance value of the plan they select as well as its direct consumption value. Consider an expectant mother choosing among competing health plans. She expects to need well-baby delivery services. However, she might experience complications in pregnancy or childbirth, or her child might be premature and require sophisticated medical treatment. In those cases, the woman would benefit from highly skilled medical personnel. Thus, in selecting a plan, she will be interested in purchasing real insurance as well as specific medical services.
For such potential problems as heart disease, cancer, and AIDS, it seems unlikely that people will willingly pay much to insure for expensive treatment while they are healthy—if they can switch insurers at least every twelve months. The tendency will be to select a plan that is strong on preventive and diagnostic services, secure in the knowledge that one can eventually switch to a plan that is best at treating a particular disease should the affliction occur.
Periodic open seasons cause us to modify our prediction in recognition of an insurance component to people's choices. Yet, even with this modification, we are left with the prediction that artificial competition will ultimately result in a radical deterioration in the quality of care sick people receive.
The Effect of Risk Adjustment
To thwart these perverse incentives, some proponents of managed competition favor risk adjustment mechanisms that take income away from plans that attract healthier people and give it to plans that attract sicker people.
Many methods of risk adjustment have been suggested. None of them work very well.22 It might seem that the logical way to start constructing a risk adjustment mechanism would be to tax or subsidize health plans based on the health of people at the time they joined a plan. Thus, sicker people would have a subsidy added to their premium payments, and healthier people would have a tax deducted from theirs. Although enrollees would pay the same community-rated premium, health plans would receive a risk-adjusted premium. In theory, this would make the health plans indifferent in addressing potential enrollees.
The problem with this approach is that it does not work very well. Health economist Joseph Newhouse notes that in the RAND Health Insurance Experiment, 1 percent of the patients accounted for 28 percent of the total costs, but most of the high-cost patients could not have been identified in advance. In fact, Newhouse found that only 15 percent of the variation in healthcare costs among individuals could be predicted in advance, even when researchers had full knowledge of the patients' demographic characteristics.23
Subsequently, Newhouse and his colleagues concluded that as much as 25 percent of the variation in health expenditures for individuals can be predicted by such observable factors as health status and prior health expenditure.24 That leaves 75 percent unexplained. More recently, the American Academy of Actuaries has examined a dozen claims-based, risk-adjustment models and concluded the models are able to explain only 15 percent to 28 percent of the variation in medical claims among individuals.25
Some health economists argue that it doesn't matter whether a risk-adjustment mechanism is perfect. As long as the adjuster predicts as well as the health plans themselves, the adjuster can remove any financial incentives a plan has to encourage or avoid a person at the time of enrollment. Yet, this does not solve the problem for two reasons. First, after an initial enrollment, everyone will be a member of a health plan. Therefore, at least one plan can probably predict that member's future health costs better than an impersonal risk adjuster, who relies only on statistical data. Second, the perverse incentives of health plans do not end at the point of enrollment. To the contrary, health plans do not have to be able to predict which enrollees will get heart attacks to know that it doesn't pay to invest too much in cardiology. The incentive to underprovide to the sick is ongoing, 364 days a year.
If adjustments cannot solve the problem based on prior knowledge of patients, the only alternative is to base them on knowledge of the experiences of patients after they enroll.26 But if we do that, how much should the plan be paid? Consider again the cost-of-care line in Figure 8.2. If the net amount insurers receive for each applicant were based on this line rather than on the artificial premium line, insurers would have no reason to overprovide or underprovide care to any enrollee. The problem is that we never get to observe what the efficient cost-of-care line looks like. All an outside observer can see is the actual amount spent. And if we reimbursed health plans for actual expenditures, health plans would have no incentive to provide efficient care. Indeed, the practice of paying providers based on their costs was what led to so much healthcare inefficiency before the managed care revolution. Whatever the defects of managed care, a return to cost-plus finance is not the answer.
An alternative to paying health plans based on actual costs is to pay fixed fees determined by the patient's diagnosis. This is the way Medicare currently reimburses hospitals, and it has produced perverse results: costs have been high and quality lower, in response to the government's prospective payment formulas.27 One positive aspect is that hospitals get to keep the diagnosis-related payment, regardless of actual costs. Since the lower their actual costs, the higher their profit or the lower their losses, this encourages hospitals to be more efficient. The disadvantage of this approach is that fixed payment is almost always based on expected average cost for patients with a particular condition. By definition, the sum fails to cover the treatment costs of the sickest patients. The more competitive the market, the greater the pressure is to underprovide to the patients whose cost of care is above average.28
Regardless of how risk adjustment is carried out, it can at best ameliorate the problem of quality. It cannot solve it. Even if premiums vary with changes in expected costs, the underlying economics are the same. Health plans will have an incentive to adjust the quality of care they deliver until they are spending an amount on each enrollee equal to that enrollee's risk-adjusted premium.
Of course, just because health plans have an economic incentive to let treatment costs fall until they are no greater than the premium payments made on behalf of the sickest patients does not mean they will do so. Fear of tort liability lawsuits is one obstacle to quality deterioration. Doctors' fear of censure or loss of a license to practice is another. But these obstacles are somewhat crude instruments for combating incentives that affect every decision providers make.
What Is the Alternative to Managed Competition?
The alternative is a market in which risk is priced as accurately as possible. Instead of trying to set premiums that ignore risk, consider a world in which each insurer tries to charge each new enrollee a premium that reflects the expected cost and risk that enrollee brings to the plan. Wouldn't that disadvantage people who happen to become sick? It would under the current system. However, if individuals could buy “change of health status” insurance or, even better—if that were part of their normal health insurance contract—their original health plan would pay the extra premium being charged by the new health plan, reflecting the deterioration in health condition. In this way, people would be insured against the economic consequences of developing a pre-existing condition.
Employer-Based Insurance and Managed Competition
In the conventional history, health insurance as an employee fringe benefit is an accident of World War II wage and price controls. Employers were not allowed to raise wages. So in competition for scarce labor, they offered fringe benefits instead. This practice was helped along by a favorable Treasury Department ruling: unlike wages, employer-paid health insurance was not taxable to the employer.
Although there is nothing wrong with calling this evolution an accident, something else had to happen that was very deliberate: Congress denied individuals purchasing insurance on their own the same tax advantages enjoyed by those who got insurance at work. Instead of paying taxable wages, employers can pay premiums with pre-tax dollars. Although the tax law governing individual purchase has changed from time to time, for the most part, people today must pay premiums for individually owned insurance with after-tax dollars. For a middle-income family, this can effectively double the after-tax cost of health insurance.
Individually purchased insurance and employer-provided insurance do not compete on a level playing field. That is why more than 90 percent of all private health insurance is employer-provided insurance. It's also why regulations that affect employer-provided health insurance are so encompassing.
Three other legal changes, in particular, are worth noting.
The Employee Retirement Income Security Act of 1974 (ERISA) was mainly focused on imposing federal regulations on employer-created pension plans, and that is still the way it is often thought of today. Yet, the very same act liberated employer-provided health insurance. Under the act, employers can self-insure—essentially becoming a health insurance company for their employees—and most large employers do this.
Self-insured employers, moreover, are largely unregulated insurance companies. Since they completely escape all state insurance regulations and since there were very few pre-ACA federal mandated benefits, for the last thirty-five years or so employers have had enormous discretion over what health benefits they offer their employees and over the terms and conditions surrounding those benefits. They can choose provider networks as narrow or wide as they like. There is no requirement to hold cash reserves. They can charge their employees any share of the premium they like, and they can include or exclude almost any specific healthcare service.
The second important legislative change was the Health Insurance Portability and Accountability Act of 1996 (HIPAA). This act requires insurers who sell group insurance to offer coverage to every member of the group (guarantee issue). It limits the waiting period for coverage of pre-existing conditions, and it requires insurers to credit prior coverage toward the waiting period.29 An insurer may set premiums according to a group's experience but may not vary premiums for individuals within the group based on health status.30 These same rules also apply to self-insured employers.
Although HIPAA has the word portability in its title, it does nothing to create real portability. In fact, it actually outlaws it. Prior to its passage, some employers bought individual insurance for their employees (a practice called list billing). But most states interpret HIPAA to say that the only health insurance that employers can purchase with pre-tax dollars is group insurance. As a result, when individuals leave their jobs, they ultimately lose whatever coverage the employer was providing.
The third piece of legislation was the Consolidated Omnibus Budget Reconciliation Act (COBRA). Under this act, former employees have the right to stay in an employer's health insurance group for up to 18 months, but they have to pay 102 percent of the actual cost.31 As a practical matter, the typical employee is directly paying only about 25 percent of the actual cost of health insurance. So when the price of insurance quadruples for departing employees, they experience real sticker shock. Due to the high premium, people who take up COBRA continuation coverage tend to be those who expect substantial medical bills. Almost all employers believe they lose money because of this behavior.
COBRA has the benefit of allowing people searching for a new job to maintain coverage even if they have a serious health problem. HIPAA guarantees that, if their new employer offers health insurance, they will be able to enroll for the same premium healthy people pay.
So where does that leave us? Astute readers may have noticed that the entire employer-based system has a lot in common with our description of managed competition. When people choose employment, they are also choosing health plans. The premium they pay is unrelated to the expected cost of their health care. All the perverse incentives for buyers of health insurance under managed competition are there for the new employee. All the perverse incentives for sellers of health insurance under managed competition are there for the new employer.
In a very real sense, the employer-based health insurance system, therefore, is managed competition writ large.
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FUNDAMENTALLY, WE CANNOT get off the current spending path unless someone is forced to choose between healthcare and other uses of money. Someone must be willing to say that one more MRI scan or one more blood test or one more physician visit is not worth the cost—that the money is better spent meeting other needs.
Who will that someone be? We could assign responsibility to employers, insurance companies, or even government bodies. How will they make those decisions? There are a number of ways of deciding who gets what: decide by lottery, ration by waiting, allocate by triage, etc.
I like to remind people, however, that no one cares about you more than you care about you. If you control more of your own healthcare dollars and make more of your own decisions, at the end of the day, the system is likely to work better for you than if those decisions are made by impersonal bureaucracies.
Something else to keep in mind: if the system is working better for you, it is probably also working better for me and everyone else as well.
How Patients Make Their Own Choices Between Healthcare and Other Uses of Money
The classic investigation of this issue was conducted by the RAND Corporation about 30 years ago.1 In that study:2
Latter-day critics seized on the last finding to argue that patient choices appear to be random, and therefore the experiment in consumer-directed care showed it to be a failure. In fact, the patients' behavior is exactly what you would expect from a rational consumer of any product. When something is free, the temptation is to take everything that is offered. The incentive to distinguish between what is “necessary” or “useful” and “unnecessary” or “unuseful” is largely nonexistent. When you have to pay market prices, however, you have an incentive to pay more attention—figuring out what's unnecessary and dropping that, as well as those necessary items whose value is less than their price.
In the 30-year period since the RAND experiment was conducted, a number of experiments—both within this country and abroad—have explored ways to create greater patient cost-sharing without encouraging people to forgo needed care. These include Medisave Accounts in Singapore3 (dating from 1984), Medical Savings Accounts in South Africa4 (dating from 1993); and in the United States, an MSA pilot program5 (dating from 1996), the current Health Savings Account program6 (dating from 2004), Health Reimbursement Arrangements7 (dating from 2002), and even cash accounts in Medicaid.8 Many of these experiments have been subjected to considerable academic scrutiny.
Virtually every serious study of consumer-directed healthcare has reached conclusions similar to the original RAND research. One of the most comprehensive of these (but not as comprehensive as the original) was conducted by RAND itself. The new study concludes that people with high-deductible plans and HSAs spend about 30 percent less on healthcare than those with conventional coverage, with no apparent adverse effects on health.9
One thing that distinguishes the latest RAND study is the special attention the researchers gave to the plight of “vulnerable families” (low-income and/or high-risk). The finding: These patients are not disadvantaged by the spending reductions. The researchers report:
There are no statistically significant differences between non-vulnerable families and low-income or high-risk families in terms of dollar reductions in total spending that result from benefit designs and few differences in the components of spending. However, since high-risk families have higher levels of spending, the proportional reductions in total annual spending are generally smaller for those at high risk.
RAND researchers were particularly concerned about whether vulnerable families would fail to receive recommended preventive care services. They found:
As with spending, there are few significant differences between low-income and non-vulnerable families regarding the effect of plan design on receipt of the cancer screening. However, there are significant differences for those at high risk. For them, a high deductible is not associated with reductions in receipt of two of the three recommended procedures, and the reduction for the third is significantly less than for the non-vulnerable population, though this latter is not significant when we adjust for multiple comparisons.
In other words, people at high risk are not deterred by the plan design from getting needed screening.
Saving for Healthcare
In general, there are two types of insurance: third-party insurance and self-insurance. When we contract with an insurance company, we are shifting risk from ourselves to a third party. Any risks that we don't transfer continue to be ours, and we are self-insured for those risks by default. It is almost never a good idea to shift all the risks to an insurance company. One complaint often heard about the US healthcare system is that too many people are underinsured. In fact, a far greater number are overinsured. That is, too many people are paying insurance companies to pay medical expenses that they could more economically pay themselves.
I will show below that some people are paying insurance companies more than a dollar to assume a dollar's worth of risk, at the margin. Obviously, such people would be better off by lowering their premium payments and assuming more risk themselves. But even paying 40, 50, or 60 cents to transfer a dollar of risk is rarely a good idea. Insurance that expensive is simply not worth what it costs.
The Mechanics of Self-Insurance
One problem with self-insuring for medical expenses is that the expenses tend to be irregular, while most family incomes are produced by a steady stream of paychecks. Adequate self-insurance requires putting money aside during periods when people are healthy to be able to pay the bills in time of medical need. Since most families are not used to thinking about self-insurance in this way, my colleagues and I at the National Center for Policy Analysis proposed to formalize the process, by having individuals or their employers make monthly payments to an actual account. More often than not these days, the account has its own credit or debit card so that it can be easily accessed.
Opportunities for Self-Insurance
The idea behind a formal Health Savings Account is actually a simple one. Instead of giving all of your health dollars to an employer or insurance company, you put some of those dollars into an account that you own and control. Instead of leaving the third-party payer with the burden of managing all of your care, you are in a position to pay for some of your care directly and manage it yourself. The question then becomes: which risks should people self-insure for and which risks should be transferred to third-party insurers? From the beginning, Congress has been unwilling to leave these decisions fully to individuals and the marketplace—even when they involve small amounts of money.
Types of Accounts
Two very popular accounts are the Health Savings Account and the Health Reimbursement Arrangement, which are sometimes confused with the Flexible Spending Account (FSA). However, the FSA really is a spending account rather than a savings account. Because all three accounts involve allowing individuals to purchase healthcare with pre-tax dollars, all three are subject to provisions of the tax code that in some ways are much too restrictive.
Roughly speaking, an HSA plan is required to have an across-the-board deductible, covering all expenses other than preventive care. For 2012, for example, the minimum deductible is $1,200 (individual) and $2,400 (family), and both the employer and the employee can make deposits. In general, people pay expenses up to the deductible from their HSA or out of pocket, and the insurer begins paying after that point. However, employees and their employers can deposit more than the deductible amount in an HSA. For 2012, the statutory maximum contribution is $3,100 per individual and $6,250 per family, regardless of deductible.10 Money that is not spent rolls over and grows, tax-free. At age 65, the funds may be withdrawn without penalty, but they are subject to normal income taxes.
The advantage of this design is that it gives individuals direct control over the first few thousand dollars of medical expenses; and, as we have seen, when that happens healthcare spending tends to decrease substantially. A disadvantage is that this design treats all healthcare spending the same way without distinguishing between care for which discretion is appropriate and desirable (say, for a routine doctor visit) and care for which it is much less so (say, for diabetes).
In contrast to HSA plans, HRA plans are in principle completely flexible. There is no minimum deductible and no requirement that all health spending be treated the same way. Special accounts can be created for diabetics, asthmatics, and those with other chronic conditions. The disadvantage is that the individual is not entitled to withdraw unspent money in future years. All the money that flows through these accounts comes from employers, and employees really have no property right in the accounts the way they have a property right in an HSA account. This means that owners of HRA accounts may not regard the funds in the account as their own.
Why the Tax Law Is Important
Under an interpretation of the tax law that began in World War II, employer payments for employee healthcare, unlike wages, are not counted as taxable income to the employees. Until recently, however, employers could not make tax-free deposits to a health account that the employee owns and controls. This means that for most of the postwar period, third parties could pay medical bills with pre-tax dollars, while patients had to pay their share of the expenses with after-tax dollars. In this way, the federal tax law favored third-party insurance and discriminated against individual self-insurance. The ability of employers to create HRA accounts for their employees in 2002 and HSA accounts in 2004 was a major step toward leveling the playing field. Although much more needs to be done, self-insurance for medical expenses is treated much more equally under the current tax law.
Advantages of Self-Insurance
What difference does self-insurance make? To the degree that people regard the money in HSA and HRA accounts as their own, they will be more careful, prudent shoppers when they enter the medical marketplace. They will not spend a dollar on care unless they get a dollar's worth of value from the expense. That is in contrast to first-dollar, third-party insurance, which gives people an incentive to consume care until its value approaches zero. In addition, third-party insurance is not free. The administrative expenses alone mean that it rarely makes financial sense for insurers to pay small medical bills.
There are also supply-side effects. When patients are paying for their care with their own money, providers are free to be unrestricted agents of their patients, rather than agents of a third-party payer bureaucracy. In addition, to attract patients spending their own money, providers come under pressure to make prices transparent and to compete on price. Moreover, price competition normally leads to quality competition as well.
Some Criticisms of Individual Self-Insurance
A frequently heard objection is that many people cannot afford to fund their HSAs. If that's true, they cannot afford to pay premiums either. The issue is: Whatever people can afford, how should it be divided between third-party insurance and individual self-insurance? Another complaint is that individuals on their own cannot get the price discounts a large employer or insurance company can get. Actually, they can often get better deals, but that is largely beside the point. In almost all HSA plans, the patient is able to pay the discounted rate the third-party insurer has negotiated, whether the payment is made from the HSA account or by the insurer.
What about the claim that these accounts favor the healthy? That turns out not to be true of HSAs, according to RAND and other studies.11 What is true, however, is that in the legislation that made HSAs possible, Congress passed up a huge opportunity to encourage the use of such accounts in treating chronic illness. Fortunately, HRAs can be specifically designed for people with chronic conditions. What about the claim that these accounts favor the wealthy? Again, this is disproved by the evidence,12 but on the surface, this complaint seems off base.12
Do Bill Gates and Warren Buffett care about whether they can put $3,100 a year into a tax-free savings account? These accounts are self-evidently paternalistic devices designed to nudge middle-income employees into managing their own healthcare dollars. Remember, every dollar the employer deposits into an HSA is a dollar the employer could have used to pay the employee additional wages or make a deposit to the employee's 401(k) account.
The History of Health Savings Accounts13
Although I am often called the father of HSAs, I have never claimed that it was my original idea. My colleague, Jesse Hixson, brought the concept to my attention in the 1980s, and then Gerald Musgrave and I wrote about it in Patient Power.14 Our work at the National Center for Policy Analysis was important because Pat Rooney, chairman of Golden Rule Insurance Company, was on our board of directors. Pat became so convinced that the idea was workable and practical that he tried it out on the Golden Rule employees, and I helped him. Following that success, Golden Rule began marketing what we then called Medical Savings Account plans to the general public. Along the way, we took the idea to Capitol Hill, and under the leadership of House Ways and Means Chairman Bill Archer and Speaker Newt Gingrich, we were successful in getting a MSA pilot program started in 1996. Then, in 2003, House Ways and Means Chairman Bill Thomas successfully made HSAs part of the Medicare prescription drug bill, with the support of the Bush White House. Since that time, HSA plans have been the fastest-growing product in the health insurance marketplace.
In the early days, we went to great lengths to ensure that the effort was bipartisan. Democratic Sen. Tom Daschle, for example, was a co-sponsor of an early MSA bill, as was Democratic Sen. John Breaux. The original House bill was sponsored by Republican Bill Archer and Democrat Andy Jacob. Only with the passage of time did the concept become identified with the Republican Party, and that has been a matter of regret for me. Good ideas should stand or fall on their own merits. They should not be adopted or disowned, depending on the party of their advocates and opponents.
Inconsistent Public Policy
As Table 9.1 shows, today we have an array of account options—each with advantages and disadvantages when compared to each other. This reflects the complete lack of a public policy purpose. Why should the contribution limit be $3,100 for an HSA, $2,500 for an FSA, and unlimited for an HRA? Why should people be able to withdraw cash from the HSA, but not from the FSA or HRA? Why are FSAs and HRAs flexible, while HSAs are not?
Market Prices for Health Insurance
Some opportunities to reduce third-party insurance premiums by increasing the amount of self-insurance are reflected in Table 9.2, which shows the premiums charged by UnitedHealthcare for a middle-aged family of four in Dallas. Consider the first group of plans, with a $35 co-pay per office visit. The monthly premium for a family of four with a $1,000 per person deducible ($2,000 per family) is $1,450—or $17,400 per year.
Table 9.1. Types of Health Savings Accounts
Table 9.2. UnitedHealthcare Premiums
Source: http://www.eHealthInsurance.com.
In moving from a $1,000 annual deductible to a $2,500 deductible, the family is exposed to an additional risk of $1,500 per individual ($3,000 per family). 15 In return, they can save almost $5,000 a year in reduced premiums. In moving from a $1,000 to a $5,000 deductible, the family takes on an additional $4,000 of risk per individual (but no more than $8,000 per family). But the premium savings is nearly $8,000.
If you think about it, why would anyone buy the $1,000 deductible plan? Note: Dallas is a high-cost city, and the savings from higher deductibles may not be as large in other areas. Also, the savings from higher deductibles are generally smaller for group insurance.
The Ideal Medical Savings Account
As good as Health Savings Accounts are, the current structure is not ideal. Consider people in the 25 percent income tax bracket. If they take a dollar out of an HSA and spend it on other goods and services, they must pay 25 cents in taxes. If they are not yet 65 years of age, there will be another 20 percent penalty, leaving them with only 55 cents for other spending. For this person, a dollar's worth of healthcare trades against 55 cents of other goods and services.
As Mark Pauly and I explained in Health Affairs some time ago, an ideal account is one that does not distort incentives.16 In the current period, people must choose between spending on healthcare and spending on other goods and services. When saving comes into play, people must choose between current and future healthcare and between future healthcare and future other goods and services. An ideal savings account is one that keeps all these choices on a level playing field with respect to the tax law.
I call this account a Roth Health Savings Account, or Roth HSA. The Roth account involves after-tax deposits and tax-free withdrawals. That means a dollar of healthcare always trades on a level playing field against every other use to which that dollar can be put—both in the current period and in future periods. This is the account that is most compatible with subsidizing health insurance with lump-sum tax credits—an approach advocated by Sen. John McCain17 and incorporated in the Coburn/Burr/Ryan/Nunes health reform bill.18 This type of account would be ideal for reforming Medicare.
What Both the Left and the Right Don't Understand about Health Savings Accounts
The biggest misconception among both friends and foes is that HSAs have their primary impact on the demand side of the market. The view leads to much unnecessary consternation over whether patients have the knowledge and the intelligence to make good decisions, whether they will forgo things they should have or purchase things they shouldn't have, and so on.
In fact, HSAs and their companion accounts are having their greatest impact on the supply side of the market. If everybody had first-dollar coverage, there would be no such thing as Rx.com (the first online mail order drug business) or MinuteClinic (the first walk-in clinic chain), or Teladoc (the first telephone consultation service), or Wal-Mart's $10 price for prescription drugs. Once money is in the hands of the patient, entrepreneurs on the supply side will try to compete for it by better meeting patient needs.
Needed Policy Changes
Although we will discuss a number of needed changes in public policy in this book, none is more important than giving patients more control over healthcare dollars.
A Simple Way to Control Healthcare Spending
There is something rather simple the federal government could do that would have enormous impact in controlling healthcare costs: Allow deposits to FSAs to roll over at year end and grow tax-free.19
Here's the backstory. Like HSAs and HRAs, Flexible Spending Accounts are set up by employers. But unlike those use-it-or-save-it accounts, FSA accounts are use-it-or-lose-it. Any account balance left at year end (or after an extra two and a half-month grace period) is forfeited.
Employers are allowed to make deposits to FSAs, and there is no limit to how much they can deposit, but few take advantage of this opportunity. Because of the use-it-or-lose-it feature, these plans are additions to, rather than integrated parts of, employer health plans. Because the deposits are tax-free, they almost certainly add to healthcare spending, as they are currently structured. They encourage employees to purchase designer eyeglasses with pre-tax dollars, for example, rather than purchase other goods and services with after-tax dollars. At year's end, employees will view almost any kind of permissible spending as preferable to forfeiting the money left in the account.
Why are these accounts use-it-or-lose-it? Apparently this feature is the result of a Treasury Department ruling, not the result of any act of Congress. So I believe the Treasury could undo this unfortunate rule without any new legislation.
What if these accounts could roll over and grow tax-free? Then employers and their employees would have a vehicle much better than any option currently available to them to control healthcare spending:
Currently, about 25 million people have an HSA or HRA account (roughly evenly split), and another 35 million people have FSAs. That means that over half the people with a health account have an incentive to spend rather than to save. If FSAs could roll over and become use-it-or-save-it accounts:
Another Simple Way to Control Healthcare Spending
Critics of consumer-directed healthcare often argue that patients are not knowledgeable enough and the market is not transparent enough for consumerism to work in healthcare. But a study by The Commonwealth Fund notes an international trend toward self-directed care (SDC), and it is focused on a most unlikely group of patients: the frail, the old, the disabled, and even the mentally ill.25
Moreover, it appears that we have barely scratched the surface in taking advantage of patient power opportunities. The greatest potential in this area is in the treatment of chronic illness.26 Studies show that chronic patients can often manage their own care with results as good or better than traditional care; and if patients are going to manage their own care, it makes sense to allow them to manage the money that pays for that care.
The British National Health Service is already contributing to SDC budgets for muscular dystrophy, severe epilepsy, and chronic obstructive pulmonary disease. The NHS believes it is saving money in reduced hospital and nursing home costs. The NHS is also about to launch pilot programs that will include mental health, long-term chronic conditions, maternity care, substance abuse, children with complex health conditions, and end-of-life care.
Other countries are moving in a similar direction. The fastest-growing use of personal budgets in the Netherlands is for families with children who have attention-deficit hyperactivity disorder, autism, and other types of serious emotional disturbances. The advantages of empowering patients and families in this way are straightforward: lower costs, higher quality care, and higher patient satisfaction.
Lower Costs
In Germany, long-term care patients who agree to manage their own budgets spend 50 percent less than what would have been spent in a normal plan. In the Netherlands, spending is 30 percent less. In England, long-term care services purchased by individuals cost from 20 percent to 40 percent less than equivalent services purchased by local governments. In the Arkansas Cash and Counseling Program, participants were given more than what Medicaid would have spent, but an 18 percent reduction in nursing home use reduced Medicaid's overall costs.
Higher Quality
In Arkansas, Cash and Counseling patients got 100 percent of their authorized hours of personal care, compared to only 70 percent for those in traditional Medicaid. In New Jersey, “mentally ill adults with physical disabilities…were less likely to fall, have respiratory infections, develop bed sores, or spend a night in a hospital or a nursing home if they were directing their own personal care services.”
Overall, SDC participants get more preventive care; and as a result, “make significantly less use of crisis stabilization and crisis support.” One reason is that SDC gives participants access to a broader range of services. “In Texas…[where] Medicaid will not cover routine counseling…SDC is providing individuals access to counseling using funds from their individual budgets.”
Higher Satisfaction
In the Netherlands, close to 80 percent of disabled and elderly participants who were eligible for long-term care services and opted for a personal budget had a positive assessment of the services they received, compared with less than 40 percent in traditional care. In England, 79 percent of those who employ a personal assistant were very satisfied with the care and support they received, compared to only 26 percent in traditional care. In the United States, satisfaction rates in the Cash and Counseling programs have hovered in the high 90 percentiles.
A Third Simple Way of Controlling Healthcare Spending
Deductibles and co-payments are inefficient tools for giving patients proper incentives with respect to healthcare spending.27 The problem with a deductible is that although the incentives are ideal as long as spending is below it, they become completely perverse once you reach it. That is, below the deductible, every dollar you spend is yours, but above the deductible, every dollar you spend belongs to someone else, except for your co-payments.
The problem with co-payments is that the incentives are too weak. A 20 percent co-insurance requires you to spend 20 cents out of pocket every time you spend a dollar on healthcare. That means you have an incentive to spend until healthcare is worth 20 cents on the dollar to you. That's hardly a formula for prudent buying.
Here is my health insurance plan with ideal incentives, but no deductibles or co-insurance. First, I would carve out entire areas of spending that are entirely the patient's responsibility and are purchased from an HSA. This would include any area where it is both appropriate and possible for patients to assume complete control. I would include in this category almost all primary care, most diagnostic tests, and most outpatient care.
With respect to cancer, for example, when you are searching for cancer (screenings), the patient pays. After you find cancer, the plan takes over financial responsibility. This allows people to make their own decisions about all the contradictory information we seem to get daily about who should be screened, when, and how often. People would be free to make their own decisions and pay the full cost (or reap the full benefits) of the decisions they make.
Second, I would put people with chronic conditions in a separate category, along the lines suggested above.
The third important element of ideal health insurance is what I originally called the casualty insurance model. It is consistent with what is today more frequently called value-based purchasing. This idea is especially important for expensive drugs and expensive procedures. It works like this.
The health plan fixes what it will cover and how much it will pay, following established criteria and procedures. The insured is free to purchase a different drug, say, or go to an out-of-network doctor or facility. If they do so, however, they must pay the full marginal cost of the choice.
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TO CONFRONT AMERICA'S healthcare crisis, we do not need more spending, more regulations, or more bureaucracy. We do need to liberate all Americans, including every doctor and every patient, so that they can use their intelligence, creativity, and innovative abilities to make the changes needed to create access to low-cost, high-quality healthcare. Here are 10 steps to achieve these goals.
Freeing the Doctor
Of all the people in the healthcare system, none is more central than the physician. Fundamental reform that lowers costs, raises quality, and improves access to care is almost inconceivable without physicians leading and directing the changes. Yet of all the actors in modern healthcare, none are more trapped than our nation's doctors. Let's consider just a few of the ways your doctor is constrained, unlike any other professional.1
Sometime in the early part of the last century, all the other professionals in our society—lawyers, accountants, architects, engineers, and so on—discovered the telephone. It's a handy device. Ideal for communicating with clients. Yet, telephone consultations are not on Medicare's list of about 7,500 tasks it pays physicians to perform. (At least, it's not there in a way that makes telephone consultations practical.) Private insurance tends to pay the way Medicare pays. So do most employers.
Sometime toward the end of the last century, all the other professionals discovered email. In some ways, it's even better than the phone. But reading and responding to emails doesn't make Medicare's list in a practical way, either.2
At a time when doctors feel that third-party payers are squeezing their fees from every direction, most are going to try to minimize their non-billable time. Because patients cannot conveniently use modern media to consult with physicians, they make unnecessary office visits. The result is more rationing by waiting at the doctor's office, which imposes disproportionate costs on chronic patients who need more contact with physicians. This might be one reason why so many are not getting what they most need from primary care physicians and what is most likely to prevent more costly problems later on: prescription drugs.3
The ability to consult with doctors by phone or email could be a boon to chronic care. Face-to-face meetings with physicians would be less frequent, especially if patients learned how to monitor their own conditions and manage their own care.
Other doctor tasks that might be helpful—but are not compensated by Medicare and other insurers—are providing advice about the cost of brand-name drugs versus generic and therapeutic substitutes as well as over-the-counter alternatives. Information about comparative prices and how patients can save money through smart shopping would be a valuable service, and who would be in a better position to provide it than the physician? In addition, numerous studies have shown that chronic patients—people with diabetes or asthma, for example—can often manage their own care, with lower costs and as good or better health outcomes than with traditional care, reducing the number of trips they make to the emergency room. ER doctors could save themselves and future doctors a lot of additional time and trouble if they took the time to educate the mother of a diabetic or asthmatic child about how to monitor and manage the child's healthcare. But time spent on such education is generally not billable.
Escaping the Trap
What is the common denominator for all of these problems? Unlike other professionals, doctors are not free to repackage and reprice their services in ways they believe will best help their patients. Instead, third-party payer bureaucracies tell them what tasks they will get paid for performing and how much they will be paid to charge. Doctors are the least free of any professional we deal with. Yet these unfree actors are directing one-fifth of all consumer spending.
By now readers will be familiar with what I regard as the essential way out of this trap: Medicare should be willing to pay for innovative improvements that save taxpayers money. And doctors and hospitals should be able to repackage and reprice their services (the way other professionals do), provided that the total cost to government does not increase and the quality of care does not decrease. This change in Medicare would almost certainly be followed by similar changes in the private sector.
Freeing the Patient
Many patients have difficulty seeing primary care physicians. All too often, they turn to hospital emergency rooms, where there are long waits, and the cost of care is high. Part of the reason is that third-party payer bureaucracies decide what services patients can obtain from doctors and what doctors will be paid for each. To correct this problem, patients should be able to purchase services not paid for by traditional health insurance, including telephone and email consultations and patient education services. This can be done by allowing them to manage more of their own healthcare dollars in a completely flexible Health Savings Account.
The biggest change brought about by giving patients direct control over healthcare dollars is not on the demand side of the market. It's on the supply side. Here are some examples of healthcare markets dominated by patients paying out-of-pocket for services:
Cosmetic Surgery4
Cosmetic surgery is rarely covered by insurance. Because providers know their patients must pay out of pocket and are price-sensitive, patients can typically (1) find a package price in advance covering all services and facilities, (2) compare prices prior to surgery, and (3) pay a price that has been falling over time in real terms—despite a huge increase in volume and considerable technical innovation (which is blamed for increasing costs for every other type of surgery).
Laser Eye Surgery5
Competition is also holding prices in check for vision correction surgery, and laser surgeons compete on quality as well. Recent quality improvements include more accurate correction, faster healing, fewer side effects, and an expanded range of patients and conditions that can be treated. For instance, rather than traditional LASIK surgery, patients can pay slightly more per eye for the newer, Wavefront-guided LASIK.
Laboratory and Diagnostic Testing6
Patients can order their own blood tests without a doctor's appointment and compare prices at different diagnostic testing facilities. Prices are 50 percent to 80 percent lower than identical tests performed in a hospital setting. These services lower patients' time costs as well as money costs. In many cases, the results are available online within 24 to 48 hours.
Price Competition for Drugs7
Wal-Mart became the first nationwide retailer to compete aggressively for buyers of generic drugs by charging a low, uniform price—$10 for a ninety-day supply. In many cases, patients with drug coverage have found the cash price at Wal-Mart is lower than their health plan's co-pay at conventional pharmacies. Other chain drugstores have responded with their own pricing strategies.
Price Competition for Drugs over the Internet8
Rx.com was the first mail-order pharmacy to compete online in a national market for drugs. To compete with local pharmacies, they offer lower costs and more convenient service, including free home delivery. They also compete on quality. For instance, high-volume mail-order pharmacies have much lower dispensing error rates than conventional pharmacies. Online mail-order pharmacies have thrived on the business model of improved quality, lower cost, and greater convenience.
Patient Education for Drugs as a Product9
DestinationRx.com is a pharmacy benefits management company. In addition to operating an online mail-order drug delivery service, it also offers a Web site to help patients identify low-cost therapeutic substitutes for the drugs they currently take. In addition, the firm is partnering with Safeway supermarkets to install drug comparison kiosks in store pharmacies.
Retail Clinics 10
Walk-in clinics in shopping malls and drugstores offer primary care services. They compete by offering low costs in terms of both time and money. To ensure a consistent level of quality, nurse practitioners follow computerized protocols, and electronic medical records are a natural adjunct of that process. Further, once such a system is in place, electronic prescriptions are a straightforward next step, and electronic prescribing allows the use of error-reducing software. One study found MinuteClinics follow treatment guidelines better than traditional medical practices.11
Telephone-Based Practices12
Teladoc now has 2 million customers paying for a telephone consultation—access to a doctor at any time of day from any location. And because each on-call physician needs access to patients' medical histories (and the treatment decisions of previous physicians), personal and portable electronic medical records are a necessary part of the company's business model. The physicians prescribe drugs electronically—facilitating the use of safety-enhancing software that checks for harmful interactions.
Concierge Medical Practices13
Some innovative physicians are rebundling and repricing medical services in ways that are not possible under third-party insurance. For a fixed monthly fee, they offer same-day or next-day appointments, help in scheduling diagnostic tests and appointments with specialists, help in negotiating prices and fees, and other services. Many will meet their patients at the emergency room to ensure prompt service.
Concierge physicians tend to relate to their patients in much the same way lawyers, accountants, engineers, and other professionals interact with their clients—including phone calls, email consultations, and convenient Web-based services.
Concierge Services for Patients with High Deductibles
You don't actually have to leave your health insurance plan to take advantage of concierge doctor services. Compass of Dallas is a firm that specializes in helping people with high-deductible insurance wade through the complexities of the medical marketplace. For example, the company “will search for the least expensive hospital or facility for a given procedure, find doctors who best suit a patient's wants and needs, screen for best outcomes and the fewest lawsuits, set up appointments, make sense of bills and challenge questionable ones.”
“If we find mistakes, which by the way happens quite a bit, we can go back and speak the same coding language with the doctor's office or hospital and say, ‘Let's re-evaluate this and see if it needs to be coded differently and resubmitted,'” says Eric Bricker, the company's CEO. “We might find three in-network primary care physicians who take same-day or next-day appointments and are within their geographic area.” 14
Freeing the Employee
For the working age population, one of the biggest problems in the US healthcare system is that health insurance is not portable. In general, when you leave your employer, you must eventually lose the health insurance plan your employer was providing. Almost all the problems people have with pre-existing conditions arise because of a transition from employer-provided insurance to individually purchased insurance. And those problems arise because the employee doesn't own employer-purchased insurance.
So if everyone wants portable insurance, why don't we have it? First, the federal tax law generously subsidizes employer-provided insurance, but it offers very little tax relief to those who must purchase insurance on their own. Employer-paid premiums avoid federal income taxes, federal payroll taxes (FICA), and state and local income taxes as well. But individuals tend to get none of these tax benefits when they pay premiums out of their own pockets.
BETTER SOLUTIONS FOR PRE-EXISTING CONDITIONS
Here are ten ways to deal with the problem of pre-existing conditions that give people good incentives instead of perverse incentives.15
Encourage Portable Insurance. In almost every state, employers are not allowed to buy the kind of insurance employees own and can take with them from job to job and in and out of the labor market.16 That prohibition needs to be rescinded. Most of the time, the problem of pre-existing conditions arises precisely because health insurance isn't portable.
Allow Special Health Savings Accounts for the Chronically Ill. Cash and Counseling pilot programs in Medicaid are under way in more than half the states.17 Homebound, disabled patients manage their own budgets and hire and fire those who provide them with services. Satisfaction rates are in the mid-90 percentile (virtually unheard of in any health plan anywhere in the world).
Allow Special Needs Health Insurance. Instead of requiring insurers to be all things to all people, we should allow plans to specialize in treating one or more chronic conditions.18 Plans could specialize, for example, in diabetic care, heart care, or cancer care, and they would be able to charge a market price (say, to employers, other insurers, and even risk pools), and price and quality competition should be encouraged.
Allow Health Status Insurance. To facilitate the market for chronic illness insurance, we should encourage two kinds of insurance: Standard insurance would cover the health needs of people during the insurance period, while health status insurance would pay future premium increases people face if they have a change in health status and then try to switch to another health plan.19 You can think of this as a way of insuring against the emergence of a pre-existing condition.
Allow Self-Insurance for Changes in Health Status. The tax law allows employers to pay for current-period medical expenses with untaxed dollars. But there is no similar opportunity for either employers or employees to save for a future change in health status—one that will generate substantial increases in medical costs. Clearly, people need the ability to engage in contingency savings—a Health Savings Account for future, rather than current, medical costs.
Give Individual Buyers the Same Tax Break Employees Get. Most people who have a problem with pre-existing conditions are trying to buy insurance in the individual market. Yet, unless they are self-employed, they get virtually no tax relief, and even the self-employed are penalized vis-à-vis employer-provided insurance. All insurance should get the same tax relief regardless of where it is obtained, and individuals should get the same tax relief, regardless of how they obtain it. This would encourage people to be continuously insured—and increase the likelihood that they will be insured when a health condition arises.
Allow Providers to Repackage and Reprice Their Services Under Medicare and Medicaid. We should encourage providers to create innovative solutions to the care of diabetes, asthma, cancer, heart disease, and other chronic health issues. Along these lines, providers should be able to offer a different bundle of services and be paid in a different way so long as they reduce the government's overall cost and provide a higher quality of care.
Allow Access to Mandate-Free Insurance. Studies show that as many as one out of four uninsured Americans—most of them healthy—have been priced out of the market for health insurance by cost-increasing, mandated benefits.20 At the same time, however, these mandates raise premiums for the chronically ill and divert dollars away from their care. There is no reason a diabetic should have to pay for other peoples’ in vitro fertilization, naturopathy, acupuncture, or marriage counseling, in order to obtain diabetic care.
Create a National Market for Health Insurance. More competition, especially among the special needs insurers, would be a huge benefit for the chronically ill. Being able to buy insurance across state lines would encourage that competition.
Encourage Post-Retirement Health Insurance. If the past is a guide, more than 80 percent of the 78 million baby boomers will retire before they become eligible for Medicare. This group has the greatest potential for denial of health insurance because of pre-existing conditions. Fortunately, one out of every three baby boomers has a promise of post-retirement healthcare. However, two out of three do not, and even for those who have a commitment, almost none of the promises are funded. A solution: give post-retirement health insurance the same tax encouragement as active-worker insurance and allow pre-retirement insurance to be portable.
Even with these discriminatory tax subsidies, insurance could still be portable if employers bought individually owned insurance rather than group insurance for their employees. But here is the second problem. It is illegal in almost every state for employers to use pre-tax dollars to purchase individually owned insurance that travels with the employee from job to job, as well as in and out of the labor market.
Clearly, both state and federal laws need to change. We need to move in the opposite direction—making it as easy as possible for employees to obtain portable health insurance.
The case for portability is strong and goes far beyond the fact that most people want it. First, portability allows a long-lasting relationship with a health plan, which in turn allows a long-lasting relationship with providers of care. This means that people who switch jobs frequently can still have continuity of care—which is usually a prerequisite for high-quality care. Second, people who have portable insurance (as well as portable retirement plans and other benefits) will not be locked into jobs solely because of the nonportable nature of their benefits. Portable benefits are consistent with a mobile labor market, which is a necessary component of a dynamic, competitive economy. Finally, a system of portable benefits is one in which the employer's role is financial, rather than administrative. Employers, therefore, can specialize in what they do best, leaving health insurance to the insurance firms.
Freeing the Employer
When health insurance is company-specific, the employer is necessarily involved in the management and administration of every employee's healthcare. Manufacturers of automobiles, for example, find that they are in the health insurance business as well as the car manufacturing business. Ditto for the makers of home appliances, electronic equipment, and every other good or service in our economy. Most employers, and certainly all small-business owners, would prefer not to be in the health insurance business, however. In a world of portable insurance, they would not have to be.
Rather than offering health insurance as a defined benefit, employers should be able to offer health insurance as a defined contribution. They would make a monetary contribution to the health insurance premiums of each employee, each pay period. The 401(k) retirement plan is a model. New employees would know not only their salary, but also how much the employer is willing to pay toward the cost of insurance. In this way, the employer's role in health insurance is purely financial. In fact, employers would have no more involvement in the employee's health plans than they have in their employee's 401(k) portfolio.
Freeing the Nontraditional Workplace
If a new employee has coverage under a spouse's health plan, he or she doesn't need duplicate coverage. But the laws governing the workplace do not allow the employer to pay higher wages instead.21 On the other hand, a part-time employee might be willing to accept lower wages in return for the opportunity to enroll in the employer's health plan. Yet, the law does not allow that either.
The institutional structure of our tax system and our employee benefits system were formed decades ago when lawmakers had a simple view of how life would be lived: There would be a full-time worker husband and a homemaker wife who, if she entered the labor market at all, would do so only temporarily. If this is the way you live your life, these institutions will still work pretty well for you. But many people don't these days.
To bring our labor market institutions into the 21st century, employers should be free to give employees the option to choose between nontaxed benefits and taxable wages, where appropriate.
Freeing the Uninsured
Most uninsured people do not have access to employer-provided health insurance, purchased with pre-tax dollars. If they obtain insurance at all, they must buy it with after-tax dollars, effectively doubling the after-tax price for middle-income families. The answer: people who must purchase their own insurance should receive the same tax relief as employees who obtain insurance at work.
Freeing the Kids
During the first year of the Obama administration, Congress voted to expand the state Children's Health Insurance Plan to cover 4 million additional children. Yet, in doing so, Congress caused up to half of those children to lose their private coverage, as parents stopped paying premiums for private coverage to take advantage of insurance they could get for free, according to the Congressional Budget Office.22
Why does that matter? One reason is that on their private insurance plan, these children could see almost any doctor in their community and go to almost any healthcare facility. However, under CHIP, children have access to fewer doctors and medical facilities than children in private plans. Also, doctors spend more time with privately insured children.23
These incentives should be reversed. CHIP money should be used to encourage parents to enroll their children in their employer's plan or other private plans of the parents' choosing.
Freeing the Parents
Under the current system, a child could be enrolled in CHIP, a mother could be enrolled in Medicaid, and a father could be enrolled in an employer's plan. However, medical outcomes are likely to be better with a single insurer with a single network of providers. The answer: if Medicaid and CHIP funds were available to subsidize private health insurance, all family members could enroll in the same health plan. They would be able to see the same doctors and enter the same facilities.
Freeing the Chronically Ill
By some estimates, more than three-quarters of US healthcare spending is for patients with chronic conditions.24 Care is often delivered in discrete, disjointed, and disconnected ways that waste money. The most efficient form of therapy (drugs) is substantially underutilized.25 And many chronic patients are not receiving care at all.26
In a normal market, entrepreneurs would regard this situation as a huge opportunity. If the market for medical care were allowed to operate like other markets, providers would find it in their self-interest to solve other people's problems. The more problems they solved and the more thoroughly they solved them, the more take-home pay they would realize. Without in any way discouraging altruism, an unfettered market for care would harness the pursuit of financial self-interest in the cause of lower cost, higher quality, more accessible care.
The problem with the current system is that neither employers nor sellers of group insurance are allowed to adjust an individual's premiums to reflect higher expected healthcare costs. This encourages insurers to seek the healthy and avoid the sick before enrollment. After enrollment, insurers have an incentive to overprovide care to the healthy and underprovide to the sick.
These incentives need to be reversed. In the Medicare Advantage program, the government pays higher premiums for seniors with more expensive health needs. This encourages insurance companies to create specialized plans—especially for chronic illnesses—that compete with each other.
Chronic patients also need to be able to manage more of their healthcare dollars directly. For example, Cash and Counsel programs in many states allow homebound, disabled Medicaid patients to hire and fire the vendors who provide them with services.27 Patient satisfaction in these programs is above 90 percent.
Freeing the Retirees
There are 78 million baby boomers, and a very large number of them have retirement on their minds. If the past is a guide, more than 80 percent of them will retire before they become eligible for Medicare (at age 65). Although about one-third of US workers have a promise of postretirement healthcare from an employer, almost none of these promises are funded, and as in the case of the automobile companies, they may not be completely honored.
As a result, millions of retirees will find themselves buying their own insurance in the individual market. There they will face some unpleasant realities, which for many of them may come as a shock:
In general, tax law, labor law, and employee benefits law favor the active employee and discriminate against the retiree. For example, here are three public policy barriers that will stand between early retirees and affordable health insurance:
Employer promises of postretirement healthcare are usually an all-or-nothing proposition. That is, employers can keep their retirees in their group insurance plan—paying expenses with pre-tax dollars—or they can do nothing. It's hard to be in between. If an employer cannot afford, say, $12,000 for family coverage for a retiree, the employer cannot split the difference and contribute $6,000 to the employee's individually owned insurance. Such a contribution would be treated as taxable income.
The obvious solutions to these problems are:28 (1) allow employers to make contributions (say, to a retiree's Health Savings Account); (2) allow retirees to pay their share of premiums with pre-tax dollars; and (3) allow active employees and their employers to save tax-free—knowing that they will face the problem of postretirement care.
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THE MODERN ERA has inherited two models of health insurance: the fee-for-service model and the HMO model. Both models create perverse incentives for patients and their doctors.
Virtually all recent variations on these two models are attempts to ameliorate and control those perverse incentives—usually by introducing features that have a new set of perverse incentives. It is probably no exaggeration to say that the evolution of health insurance is one of cascading perversions, with each new wave of design trying to overcome the bad outcomes of the previous designs.
Under the fee-for-service model, insurance is designed to pay a separate fee for each service rendered, with patients responsible for some portion of the fee—in the form of a deductible, coinsurance or co-payment amount. Under the HMO model, providers receive a fixed fee, irrespective of the amount of service rendered.
When healthcare is perceived as free (the HMO model), patients will have an incentive to consume it until its value at the margin approaches zero. Since the cost of care is well above zero, this implies that unconstrained patients will consume healthcare resources very wastefully. The deductibles and co-insurance that are features of a typical fee-for-service plan are only a small improvement on these distorted incentives. If patients pay 20 percent of the bill, for example, their incentive is to consume care until its value at the margin is worth only 20 cents on the dollar.
On the provider side, the fee-for-service model encourages overprovision—since more service results in higher income for the doctor, hospital or other supplier of care. The HMO model, by contrast, encourages underprovision, since any portion of the fixed fee that is not spent on medical care is available to the providers as take home pay or some other form of compensation.
Readers may wonder why either model was ever found appealing to anyone in the past. The short answer is that both models are the product of the technocratic approach to healthcare I discussed in Chapter 3. Both, in other words, ignore economic incentives.
Both models, for example, implicitly assume that (1) the amount of sickness is limited and largely outside the control of the insured, (2) methods of treating illness are limited and well defined, and (3) because of patient ignorance and asymmetry of information, treatment decisions will always be filtered by physicians, who will make decisions based on their own knowledge and experience or clinical practice guidelines. In this way, both models implicitly assume—one way or another—that economic incentives can be ignored.
Although the HMO model is often viewed as the more contemporary, it is actually less compatible with the changes the medical marketplace is undergoing. The traditional HMO model is fundamentally based on patient ignorance. The basic idea is a simple one: make healthcare free at the point of consumption and control costs by having physicians ration care, eliminating options that are judged “unnecessary” or at least not “cost effective.”
But this model works only as long as patients are willing to accept their doctor's opinion. And that only works as long as patients are unaware of other (possibly more expensive) options.
However, an explosion of technological innovation and the rapid diffusion of knowledge about the potential of medical science to diagnose and treat disease have rendered these assumptions obsolete.
We could spend our entire gross domestic product on healthcare in useful ways. In fact, we could probably spend the entire GDP on diagnostic tests alone—without ever treating a real disease. The new reality is that patients are becoming as informed as their doctors—not about how to practice medicine, but about how the practice of medicine can benefit them. Combine the potential of modern medicine to benefit patients with a general awareness of these benefits and zero out-of-pocket payments, and the HMO model is simply courting disaster. The fee-for-service model is only a slight improvement.
Some believe that managed care and practice guidelines can solve these problems. Imagine grocery insurance that allows you to buy all the groceries you need; but as you stroll down the supermarket aisle, you are confronted with a team of bureaucrats, prepared to argue over your every purchase. Would anyone want to buy such a policy? Traditional health insurance isn't designed to work much better.
Accordingly, I propose a new approach. It combines an old concept, casualty insurance, with two relatively new concepts: universal Health Savings Accounts (to control demand) and a proliferation of centers of excellence or “focused factories” (to control supply). I believe this is the approach that would naturally emerge if we relied on markets, rather than regulators, to solve our problems.
Designing an Ideal Health Insurance Plan1
Let's begin by wiping the slate clean. Imagine you could get together with 999 other people and create an insurance plan just for 1,000 people. The 1,000 people are not alike. Some are old; some are young. Some are male; some are female. Some are in good health; some are not. Given these and other differences, how can you design a plan that all would want to join?
In answering this question, forget the normal insurance industry bureaucracy. Forget state and federal regulations. Forget federal tax law. Forget everything else that would pose an artificial impediment to achieving a unanimous agreement. You're on your own. You must design a plan that will come closest to meeting your needs and those of your colleagues. What follows is a discussion of some inevitable problems and some proposed solutions. I hope this thought experiment will point to how insurance markets would evolve if left free to do so.2
Terms of Entry
One of the first decisions you must make is what premiums should be charged to people when they join the insurance pool. No matter what benefits you decide to include in the plan, you have to collect enough premiums to cover all the costs. So how much should each person pay? I have a suggestion that not only will solve this problem, but also will avoid many others. In fact, failure to follow my suggestion on this issue will virtually guarantee that your group will not agree on anything else. My suggestion is this: Each person should pay a premium equal to the expected healthcare costs he or she adds to the 1,000-person pool. If individual A will add $1,000, the right premium for A is $1,000. If B's expected costs are $5,000, B should pay $5,000. If C's expected costs are $10,000, C should pay $10,000.3
What if the premium is so high for some people that they cannot afford to pay it? Then either they will be left out of the pool, or others must make a charitable contribution on their behalf. Since all agreements are voluntary in this imagined scenario, coercion is not an option. As we have seen, politicians usually try to solve the problem by keeping the premium artificially low for people with high healthcare costs. If some people are undercharged, however, others must be overcharged.
People who are overcharged will want less coverage than they otherwise would, and those who are undercharged will want more. If we want people to make economically rational decisions, they must be charged a premium that makes the expected benefit of their additional coverage equal to its expected cost.
Terms of Renewal
At the end of an insurance period of, say, one year, on what terms should people be allowed to renew? Should those whose health has deteriorated be charged more? Should people whose health has improved be charged less?
Insurance can be compared to gambling. Our decision to charge each entrant in the pool a premium equal to his or her expected costs makes the gamble a fair bet for all. But changing premiums based on changes in health status would be like changing the rules after throwing the dice. It would defeat the purpose of insurance, which is to transfer risk to others. Therefore, a reasonable rule is to raise or lower everyone's premium at renewal time, based on whether the whole group's costs have been more or less than expected. Those who got sick and generated high medical costs after joining the pool would not be penalized and would get the full value of the insurance.
Such a rule is broadly characteristic of the market for individual insurance. At the time of initial enrollment, people may be charged different premiums, based on age, sex, and perhaps health status. But once in a plan, no one can be expelled from it or charged an extra premium because their health deteriorates. Renewal is guaranteed, and if premiums are increased, they must be increased proportionately for everyone.
The small-group market now operates quite differently in most states. A firm's premiums are readjusted annually, based not on the experience of the larger group with which the firm's employees have been pooled, but on the firm's employees' own experience over the previous year. In effect, it's as though every firm's employees were kicked out of the pool at the end of the year and allowed to reenter only if they pay new premiums based on the changes in their expected health costs. Subject to regulatory constraints, in the small-group market people can buy insurance only one year at a time. If this practice applied to life insurance, everyone's premium would be reassessed annually, and rates for those diagnosed with cancer or AIDS during the previous year would be astronomical. Such a practice would virtually destroy the market for life insurance.4 Small wonder that small group health insurance markets are in perpetual crisis.
Third-Party Insurance Versus Self-Insurance
The next decision for our hypothetical group of 1,000 is how to allocate financial responsibility. Federal law now allows deposits to Health Savings Accounts to receive the same tax advantage as employer-paid premiums. But current law is not nearly as flexible as it needs to be.
In our hypothetical exercise, let us imagine that federal tax law is completely neutral between payments for insurance premiums (third-party insurance) and deposits to Health Savings Accounts (self-insurance). Which services would we want people to pay for directly from their HSA accounts, and which ones would we want to cover out of the general insurance pool? That is, what medical costs would we want the group as a whole to pay for, and which ones would we want people to cover from their own resources?
Any time people transfer their resources to an insurance pool, there are two negative consequences (increased cost, at least for the group as a whole, and decreased autonomy) and one positive (reduced risk). The problem is to assure that the reduction in risk is worth the extra premium we must pay to obtain it. Our imaginary insurance pool faces the same problems as every other insurance scheme. Any time insurance pays a medical bill, the incentives of the patient are distorted. All of us tend to overconsume when someone else is paying the bill, and this tendency raises costs. To counteract the tendency, we could consider some of the techniques of managed care, but that will restrict our choices, reduce our autonomy, and perhaps reduce the quality of the care we get. Even if the quality is not diminished, administering the restrictions will be costly.
Thus, no matter how well the plan is designed, medical care for the group as a whole will cost more than the sum of everyone's bills if individuals simply purchased the same care on their own. Presumably, the higher costs are worthwhile if we enjoy enough reduction in risk. But at what point does the price we're paying for risk reduction become too high? Specifically, when is it worthwhile to transfer risk to a pool, and when does it make better sense to self-insure by putting funds into an account we own and control? Three general questions can help us arrive at an answer:
The first question relates to the terms under which people obtain healthcare services. People differ in their attitudes toward medical care. They also differ in their levels of aversion to risk. Take diagnostic tests for the detection of cancer. As noted, the more frequent the tests, the higher the cost. But medical science offers varying evidence on how frequent such exams should be, making this a subject of continuing controversy.5 That means that decisions about diagnostic tests often reflect a personal value judgment, and people's values differ. In general, when a test is not prompted by a risky event or some other indication, it should be a matter of individual preference.
As a general rule, the more that expenditures depend on personal choices rather than external events, the more appropriate self-insurance becomes. This consideration suggests we should encourage individuals to purchase directly most diagnostic tests, most forms of preventive medicine and most primary care.
The second question reinforces this conclusion. Transferring the risk of cancer treatment to an insurance pool is relatively low-cost. For each dollar of exposure transferred, the extra premium is only a few pennies. On the other hand, transferring diagnostic testing to an insurance pool is relatively high-cost. For each dollar of exposure transferred, the extra premium is a large part of a dollar. So the payoff for using insurance to cover cancer treatment is high, while the payoff for covering cancer detection is low.
The third question is whether the medical consequences of one's decision will generate costs for other members of the pool. Take immunization for childhood diseases. Studies show that these procedures pay for themselves by avoiding future healthcare costs that are greater than the costs of the vaccinations.6 This implies that members of an insurance pool have an economic self-interest in seeing that all children covered by the pool are vaccinated. It may make economic sense for the pool to pay for vaccinations, thereby incurring more cost than self-pay would generate, or to require that members obtain them, thereby reducing autonomy.
Closely related to the problem created by the failure to obtain a desirable service is the problem created by the purchase of the wrong service. Suppose our plan has a $3,000 deductible, and a member is diagnosed with cancer. Under this arrangement, the patient would pay the first $3,000 of treatment costs and presumably would make his or her own decisions about how to spend that sum. But that $3,000 of decision making could have a large impact on later treatment costs, and bad decisions early on could generate larger subsequent costs for the group. Such considerations may create a presumption in favor of paying for all treatment costs from the pool in cases where the entire treatment regime promises to be expensive.7
Table 11.1 summarizes the case for a division between individual payment for medical services and third-party payment. Third-party payment for every medical service is potentially very wasteful. Such waste can be controlled only by invasive, expensive third-party oversight of individual medical care consumption. Such control necessarily interferes in the doctor-patient relationship. Some people may prefer this sacrifice of autonomy, and that may explain why there has always been a market for the traditional HMO. But many people will prefer self-pay and self-control, especially where no real reduction in financial risk is achieved by transferring control to a third-party payer.
Figure 11.1 shows that even after taking into account each of the general rules in Table 11.1, some health services may not neatly fit into unambiguous “self-pay” or “third-party pay” categories. Ideal health plans might have considerable discretion, therefore, and how they exercise it would depend on their members' preferences. What is important is to recognize that in the ideal insurance arrangement, some decisions will be individual while others will be collective.
Table 11.1. General Rules
Individual Choice | Collective Choice |
1. No risky medical event. | 1. Risky medical event. |
2. Price of third-party insurance is high. | 2. Price of third-party insurance is low. |
3. Exercise of choice creates no externalities. | 3. Exercise of choice creates risks for others. |
Figure 11.1. Appropriate Division of Financial Responsibility
Financing Mechanism for Self-Insurance: HSAs
A common objection to individual control is that people will not always make wise decisions. But in our imaginary pool, everyone must voluntarily agree to the design of the plan, so we cannot entirely escape individual choice and preference. In addition, even with the most comprehensive coverage, individuals must make decisions about when to see a doctor and whether to purchase a nonprescription drug. So even if a patient wanted to turn all decisions over to someone else, that would be impossible. A more sophisticated objection to self-paid healthcare is that most medical expenditures are unexpected and are hard for people living from paycheck-to-paycheck to incorporate into a budget.
One answer to this objection is the Health Savings Account. Under a standard practice, many employers make monthly deposits to accounts from which their employees can pay expenses not covered by the employer's health plan. Money not spent for medical care must remain in the account until the end of the insurance period, usually one year, after which the employee can withdraw it and use it for other purposes—after payment of taxes and (before age 65) a 20 percent penalty.8 HSAs make individual self-insurance workable for families who otherwise might find direct payment too burdensome. But how should such accounts be designed in conjunction with third-party insurance coverage?
Implications for HSA Design
The left side of Figure 11.2 illustrates the design of HSAs in employer plans as mandated by federal law.9 In this example, the plan pays all costs above a deductible of, say, $3,000. The HSA deposit in this example is $2,000. Thus, the employee pays the first $2,000 of medical expenses from the HSA and the next $1,000 is paid out of pocket. Any remaining costs are paid by the plan.
(Note that with freedom comes added responsibility. In current employer plans, individuals are usually free to use their HSA funds to purchase noncovered services. So, an employee might spend all of his or her HSA account on chiropractor services—even if these services are not covered by the plan, and the payments do not count toward the deductible. A careless employee could exhaust the HSA funds on noncovered services and risk having to pay the entire deductible out of pocket.)
Figure 11.2
However, HSAs designed in this way are not necessarily ideal. The design pictured on the right side of Figure 11.2 is preferable. Under this design, the plan pays first dollar for some treatments, while leaving the insured free to pay even higher amounts for other services. The diagram on the right has a further advantage: It can fit into existing managed care plans. One problem these plans have in maintaining member satisfaction was summarized by Stanford University professor Alain Enthoven in a well-publicized letter to then-governor Pete Wilson of California.10 Enthoven described a woman who was angry at her HMO doctor because he refused her a “medically unnecessary” sonogram. Enthoven surmised that if she'd had to pay fifty dollars out of her own pocket for the service, she would have thanked her doctor for saving her the expense. This and other incidents have convinced Enthoven that having patients pay out-of-pocket is essential to make managed care work.
The diagram on the right has become a reality in South Africa. In 1993, virtually all major forms of insurance in that country began competing on a level playing field (HMOs, PPOs, etc.), partly due to liberal insurance regulations and partly due to a favorable ruling from the South African equivalent of our Internal Revenue Service. Anyone with an idea on how to design a better health insurance plan was free to try. And during the decade of the 1990s, Medical Savings Account plans captured more than half of the market for private health insurance.11
Under US law, a tax-free HSA for Americans must have at least a $1,200 deductible for individuals and $2,400 for families, and the deductible applies to all services other than preventive care. South African MSAs are more flexible. The typical plan has first-dollar insurance coverage for most hospital procedures—on the theory that within hospitals, patients have little opportunity to exercise choices. On the other hand, a high deductible applies to discretionary expenses, including most services delivered in doctors’ offices.12
South Africa's more flexible approach also allows more sensible drug coverage. While the high deductible applies to most drugs for ordinary patients, a typical plan pays from the first dollar for drugs that treat diabetes, asthma, and other chronic conditions. The theory: it's not smart to encourage patients to skimp on drugs that prevent more-expensive-to-treat conditions from developing.13
The Design of Third-Party Payment
Most employer plans these days allow employees to seek care “out of network” by paying a higher co-payment. This option has been popular because employees complained about the restrictiveness of closed networks. Yet, analysts say such options can raise the cost of health insurance substantially.14 It seems that people flock to managed care plans to take advantage of their low premiums, then demand options that undermine the ability of the plans to keep costs down.
The approach summarized in Table 11.1 points to a partial solution. The reason out-of-network doctors cost more, even when paid the same fees as in-network physicians, is that they are likely to order more tests and generate the use of more ancillary services. But this would be of much less concern if third-party payments were restricted largely to treatment or curative services and patients paid with their HSA funds for diagnostic services.
The problem of how to control curative costs without unduly restricting patient choice or endangering quality remains. A possible solution is a variant on an old idea: a fee schedule. From time to time, the insurance industry has flirted with plans that pay doctors a set fee for various services. If patients selected doctors who charge more, they paid the difference out of pocket. In modern medicine, we know that the doctor's fee is only one part of a complex array of costs a doctor can generate. So controlling the physician's fee isn't enough. But why not fix the plan's cost for an entire treatment regimen?
Some commentators refer to insurance designed in this way as “value-based” health insurance.15 However, it is also consistent with some of the characteristics of traditional casualty insurance.
Suppose a patient is diagnosed with cancer, and the health plan normally would contract to pay a fixed fee to a medical facility to cover all costs. If the plan could be assured that this fixed fee were its maximum exposure, the plan would have no economic interest in restricting the patient's choices. It could, for example, allow the patient to go to an alternative provider and pay more, if needed, out of pocket or from an HSA. In this way, the plan controls its costs, and patients still exercise choice; the exercise of choice puts pressure on the plan to maintain quality in its own preferred medical facility.
The decision to take the plan's money and seek treatment elsewhere need not be made once and for all. For chronic conditions, it could be reaffirmed annually. Take diabetes. Because traditional care for diabetes has been less than optimal, many patients and doctors have long maintained that patients (with the help of a physician) can manage diabetes more efficiently than managed care can.16 Why not let them try? The health plan might make an annual deposit to the patient's HSA and shift the entire year's financial responsibility to the patient. If there was concern that the funds might be wasted, the health plan could hold the account and monitor it.
An example of the range of possibilities is again provided by South Africa. Discovery Health (one of the largest sellers of MSA plans there) allows its diabetic patients the opportunity to enroll in a special diabetes management program. Under the arrangement, Discovery pays the program about $75 per month, while patients pay another $25 from their MSA accounts. Discovery is considering handling many other chronic diseases in the same way.17
The Casualty Insurance Model
To appreciate where this line of thinking might lead, compare casualty insurance with traditional health insurance. After an automobile accident, a claims adjuster inspects the damage, agrees on a price, and writes the car owner a check. Hail damage to a home's roof is handled in the same way under a homeowner's policy. In both cases, the insured is free to make decisions about paying for damage repair. In contrast, traditional health insurance is based on the idea that insurers should pay not for conditions, but for medical care. That health insurers rejected the casualty model is not surprising. BlueCross was started by hospitals for the purpose of insuring that hospital bills would be paid. BlueShield was started by doctors to ensure that doctor fees would be paid.18 Had auto insurance been developed by auto repair shops, they also would have rejected the casualty model.
I am not suggesting that we give the insured complete freedom of choice. Paying people for a condition and allowing them to forgo healthcare and spend the money on pleasure may not be in the self-interest of a health insurance pool because an untreated condition today could develop into a new and more expensive-to-treat condition later on.19 I am suggesting that if people were largely free to make their own treatment choices and the market were free to meet their needs, health insurance would take a major step in the direction of the casualty model.
Covered Services
One of the most contentious issues in health policy today concerns the services health insurers must cover. Special interests have persuaded state legislatures to require insurers to cover a vast array of costly services, whether or not those buying the insurance want to pay for the coverage.20
In our hypothetical plan, these special interests get no voice. Only the 1,000 enrollees count. That said, traditional insurance has made a lot of arbitrary distinctions that an ideal plan need not make. For example, traditional insurance pays for treatment of back problems by a doctor of medicine, but not a chiropractor. It pays for mental health services provided by a psychiatrist, but not a psychologist. The rationale was partly a misplaced attempt to save money, but it also reflected the physicians’ interest in promoting insurance that pays for the services of doctors rather than the individual's interest in protecting against catastrophic costs.
The casualty model of insurance helps solve this problem. Health plans could control costs and give patients greater freedom to choose among competing providers at the same time. Coupled with the idea that people should pay their full cost when entering a health plan and that medical consumption decisions not arising from a risky event should be paid by the individual from an HSA, our ideal health plan should make coverage decisions a lot easier.
Terms of Exit
Recall that insurance contracts in the individual market are almost always guaranteed renewable. Once in an insurance pool, people are entitled to remain there indefinitely and pay the same premiums others pay, regardless of changes in their health status. That commitment is completely one-sided, however. The insurer makes an indefinite commitment to the members, but the members are free to leave the pool at any time.
This one-way commitment creates the following problem. New insurance pools attract mainly healthy people because insurers tend to deny coverage to, or attach exclusions and riders limiting the coverage of people who are already sick (the result of a process known as medical underwriting). As time passes, some enrollees get sick, and the premium paid by all must be increased to cover the cost of their care. Thus, mature insurance pools will almost always charge higher premiums than young pools. This gives healthy people an incentive to leave the mature pool. By switching to a young pool, healthy people can escape high premiums. But this option is not open to the sick members of the mature pool. If they try to switch, the new pool will either deny them coverage or charge them a higher premium because of their medical condition. As a result, it is not unusual in the individual market to find an insurer providing the same coverage, but charging vastly different premiums, depending on the age of the pool. Members of a mature pool, for example, might pay $1,000 a month or more for their coverage, while entrants into a young pool might pay only a few hundred dollars. Clearly, these are not the features of an ideal insurance system.
A possible solution is to make the long-term commitment apply both ways. In return for an indefinite commitment on the part of the insurer, members would commit to the pool for a period of, say, three, four, or five years. This does not mean that people would remain stuck in a plan they wished to leave. It does mean that leaving the pool would require the consent of the pool. For example, if a healthy member left high-cost plan A to join low-cost plan B, B would compensate A for its loss. Conversely, if a sick member left A to join B, A would compensate B to take the member and pay for the higher expected cost of care.21 In this model, recontracting is always possible, but only the type of recontracting that leaves everybody better off.22
Moreover, in the ideal system described here, people would have far less reason to switch insurers because their pool would be providing mainly financial (insurance) services rather than healthcare. A member would not need to switch from plan A to plan B to see a particular doctor or gain a higher quality of care.
Can Markets Develop Ideal Health Insurance Plans?
The ideas outlined here are merely suggestive. We do not expect individuals to develop their own health plans. That's what competition and markets are supposed to do. Entrepreneurs are supposed to innovate and experiment to find the products people want to buy. But intrusive regulations aside, can we rely on the market to achieve the best result?
Patients as Buyers of Healthcare
One objection to individuals paying directly for most diagnostic and preventive services is that they would not get the lowest price or find the highest quality. But anecdotal evidence suggests that uninsured individuals, spending their own money, get as good a discount as do large buyers.23 Even if this were not true, there's no reason why the health plan itself cannot negotiate discounts for its members, even if the members spend their own money when they receive the services.
The issue of quality is a bit more difficult. But the solution is not first-dollar managed care for every service. Suppose that as part of its HMO network, BlueCross set up primary care clinics for its members. BlueCross asserts that these clinics deliver high-quality, cost-effective care. If the assertion is true, why limit the care to the HMO members? Why not allow anyone to enter the clinic and pay out of pocket for the same services? There's no reason why a health plan should object to patients directly contracting for their healthcare, as long as the plan's own costs do not go up. Indeed, the plan itself could provide consulting and other buying services to help patients make wise choices.
Centers of Excellence and Focused Factories
Can there be a workable market for expensive curative services—with patients paying the bill? In some places, there already is. Managed care advocates often point to the Mayo Clinic as an example of cost-effective medicine. They ignore the fact that most of Mayo's customers are fee-for-service patients. What Harvard University professor Regina Herzlinger calls focused factories, providing highly efficient, specialized care, are becoming a reality.24 These healthcare businesses deliver lower prices, lower mortality rates, shorter stays, and higher patient satisfaction.
The Johns Hopkins Breast Center is a focused factory for mastectomies. The M.D. Anderson Cancer Center in Houston, Texas, is a focused factory for cancer. The Pediatrix Medical Group, which manages neonatal units and provides pediatric services in thirty-three states, is another example.25 Focused factories also are cropping up around the country to provide cancer, gynecological, and orthopedic services.26 One spectacular success story is Dr. Bernard Salick, a kidney specialist who has become a millionaire by pioneering a national chain of round-the-clock cancer clinics.
Patients on their own can already take advantage of these emerging markets. Indeed, some focused factories are advertising directly to patients. In a television advertisement, Cancer Treatment Centers of America profiled Roger Stump, a patient who survived pancreatic cancer after doctors at another hospital had given up hope.27
The Benefits of Ideal Health Insurance
Three features of ideal health insurance would make it especially superior to the health insurance arrangements that prevail today.
Ideal Health Insurance Is Patient Centered
A large portion of our healthcare dollars would be placed in accounts that we individually own and control. Patients would pay for the vast majority of medical services from these accounts, and doctors would be free to act as agents for their patients rather than for third-party payers. Because patients would be spending their own money in the medical marketplace, physicians would be encouraged to become financial advisers as well as health advisers. Doctors would compete not just on the basis of price and quality, but also on the basis of delivering value for money.
Ideal health insurance in the treatment of expensive conditions would be patient-centered. Rather than have a third party pay every medical bill, insurers would make regular deposits to the HSAs of patients with chronic conditions, leaving them free to choose among competing focused factories for ongoing treatment. Rather than have a third party dictate terms and conditions for the delivery of expensive acute care, patients would be able to draw on a fixed sum of money and get their health needs met at a center of excellence or a focused factory of their own choosing.
Ideal Health Insurance Allows Insurers to Specialize in the Business of Insurance
One of the consequences of the managed care revolution is that insurers have been turned into providers of care. Often the entity that pays our medical bills is the same entity that delivers our medical care. This development has had three negative consequences.
First, when the businesses of insurance and healthcare merge, health plans have perverse incentives to deny care. The rash of news stories reporting on the tragic consequences of underprovision of care is testimony to what can go wrong.28
Second, when the choice of insurer is also effectively a choice of provider networks, consumers must make decisions that are humanly impossible. Ideally, one should not have to choose a cardiologist until one has a heart problem. One should not have to choose an oncologist until one gets cancer. But in today's market, when you choose your insurer you are at the same time choosing your heart specialist and your cancer specialist, whether you are aware of it or not.
Third, the managed care revolution has delegated to those on the buyers’ side of the market (insurers) the responsibility of forcing those on the sellers' side of the market (doctors, hospital administrators, etc.) to deliver care efficiently. In no other market do we depend upon buyers to tell sellers how to produce their product. Undoubtedly, there are good reasons why other markets are not organized this way.
Ideal health insurance, by contrast, allows insurers to specialize in what they do best: price and manage risk. The supply side of the market would be encouraged to organize into focused factories and adopt other efficient techniques to produce high-quality care for a low cost. The market would still be free to combine insurance and healthcare delivery where the combination makes sense. It may turn out that for such specialized services as cancer care, efficiency warrants specialized insurance products. Ideal health insurance would allow those market developments by providing a mechanism for people to leave one insurance pool and join another (without extra cost) when their health condition changes.
Ideal Health Insurance Is Improved by the Free Flow of Information
Under the current system, consumer information is a threat to the stability and peace of mind of typical third-party payer personnel. The more patients learn, the more they are likely to demand. Under ideal health insurance, by contrast, accurate consumer information is a positive. The reason is that the insurer and the insured are on the same team, with a similar interest and objective: acquiring good value in a competitive market.
Needless to say, the changes outlined here will require appropriate changes in public policy. Of these, three are particularly important.29
First, federal tax law must create a level playing field between third-party insurance and individual self-insurance through HSAs. As noted, we have already made major steps in that direction. Individual preference and market competition, not the peculiarities of the tax law, should determine the appropriate division.
Second, federal tax law must create a level playing field between employer purchase and individual purchase of health insurance. Although employers can purchase employee health insurance with before-tax dollars, people who purchase their own insurance get virtually no tax relief and must pay with after-tax dollars. (An exception to this generalization is the self-employed, who get partial tax relief.) Employers may have an important role to play in helping people obtain health insurance, but this role should be determined by the marketplace, not by tax law.
A third important change needs to be implemented at the state level. Many employers would like to move to a defined-contribution approach for employee health insurance. As a result, employees could enter a health insurance pool and stay there—taking their insurance coverage with them as they travel from job to job. Personal and portable health insurance is an idea whose time has come.
These changes will not solve our most important health insurance problems. They will create a legal environment in which individuals, their employers, and their insurers—pursuing their own interests—are likely to create the institutions they need.
12 | Solving the Problem of Patient Safety |
RECALL THAT HOSPITALS are dangerous places to be. Doctors' offices aren't very safe either. By one estimate, as many as 187,000 patients die every year for some reason other than the medical condition that caused them to seek care. By another estimate, there are 6.1 million injuries caused by the healthcare system, including hospital acquired infections that afflict one in every twenty hospital patients.
Although some have questioned whether these estimates err on the high side, even the most optimistic estimates of hospital safety are unacceptably high.
Adverse medical events (also known as iatrogenic events) are typically divided into three categories: preventable and negligent; preventable but not negligent; and other adverse events. Events in the first category, also called malpractice errors, are injuries or deaths resulting from medical misconduct or lack of adherence to minimum standards of care. Examples are performing surgery on the wrong site, or leaving a sponge in a patient after an operation. Events in the second category are considered avoidable, although they are not the result of negligence. Most hospital-acquired infections are examples of this sort of medical error. The third category is “other” events. These are events that we do not know how to prevent with our current knowledge and technology.
As it stands, malpractice lawsuits are the only recourse patients have to adverse events. Yet as Figure 12.1 shows, only about one in four adverse events falls into the category of malpractice. Even if the malpractice system worked perfectly—and even if patients are prepared to go forward with the expense and stress of a lawsuit—we are basically unprotected against three-fourths of all the things that can go wrong in hospitals.
Figure 12.1. Adverse Medical Events
Source: National Center for Policy Analysis.
Our system for dealing with these events is highly imperfect. Only 2 percent of victims of malpractice ever file a lawsuit,1 and fewer still ever receive any compensation. On the other hand, 37 percent of lawsuits filed involve no real malpractice.2 To add insult to injury, more than half the money spent on malpractice litigation goes to someone other than the victims and their families.3
What can be done to make the healthcare system safer for patients?
How the Current System Is Trapping Us
Despite this poor track record, the malpractice system imposes a heavy social cost—as much as $2,500 per household per year, including defensive medicine, at today's prices.4 And it may be making hospitals less safe than they otherwise would be.
The malpractice system distorts the incentives of doctors and hospitals by encouraging them to make malpractice events as rare as possible, even if in doing so, they increase the number of other adverse events. As explained in our Health Affairs study,5 the system encourages doctors to order more blood tests and other procedures in order to reduce the risk of malpractice litigation, even though these procedures may put patients at additional risk.
A Better Way
For the money we are now spending on a wasteful, dysfunctional malpractice system, we could afford to give the families $200,000 for every hospital-caused death. We could give every injury victim an average of $20,000—with the actual amount varying, depending on the severity of the harm.
MALPRACTICE REFORM:
TEN PRINCIPLES OF A RATIONAL TORT SYSTEM
Principle No. I | Victims of torts should be fully compensated—no more, and no less. |
Principle No. 2 | Those who commit torts should pay the full cost of their harmful acts—no more, no less. |
Principle No. 3 | Whenever possible, damages should be determined in the marketplace (e.g., the market price to repair the damage). |
Principle No. 4 | Structured awards are generally preferable to lump sum awards. |
Principle No. 5 | Parties should always be free to alter by contract a court-determined award. |
Principle No. 6 | Reasonable limits should be set on damages for pain and suffering, subject to market-based rebuttable evidence. |
Principle No. 7 | Punitive damages are justified only if there are social costs over and above the victim's private costs. |
Principle No. 8 | Contingency fees should be paid entirely by the defendants, with meritorious exceptions. |
Principle No. 9 | Attorney's fees should be awarded in cases of bad faith. |
Principle No. 10 | The first nine principles do not apply to settlements. |
Source: John C. Goodman et al., “Malpractice Reform: Ten Principles of a Rational Tort System,” in Handbook on State Healthcare Reform (Dallas, Texas: National Center for Policy Analysis, 2007), 153–165.
How exactly could this work? What I propose is to provide a voluntary, contractual, no-fault alternative to the malpractice system. In return for forgoing their common law rights to litigate, patients entering the healthcare system would be assured that if they experience an adverse outcome, the provider institution will write them a check—without lawyers, without depositions, without judges and juries—no questions asked.
This proposal would take quality-of-care issues out of the hands of the legal system and put it in the hands of people who are best able to do something about it. Providers would soon realize that every time they avoid an adverse death, they will save, say, $200,000. They would come to view every life as equally valuable—regardless of whether the cause of harm is negligence, preventive steps not taken, or an “act of God.”
To pay off the claims, hospitals would probably purchase insurance just as they purchase malpractice insurance today. Insurers would become outside monitors of hospital quality, and their premiums would reflect doctor and hospital experience. Those with higher adverse-event rates would pay more. Those with lower rates would pay less. Further, if patients desired to pay an additional premium and top up their potential compensation—doubling or quadrupling the amount—they would have that option as well.
Under this proposal, state legislators would establish a commission to set the minimum compensation patients must receive for various adverse events. An independent commission (with patients, doctors, and hospitals all represented) would regularly review hospital records and determine whether an adverse event has occurred in marginal cases. The decision to opt out of the malpractice system is a decision to accept these nonjudicial parameters.
About three decades ago, University of Chicago law professor Richard Epstein proposed a similar idea. He called it “liability by contract.”6 The idea: let patients and doctors voluntarily agree in advance how to resolve things if something goes wrong.
In nonmedical fields, Epstein's idea is actually quite commonplace. Contracts for performance often have provisions detailing what the parties will do if something goes awry. If the parties disagree, contracts often spell out dispute resolution procedures (such as binding arbitration). My colleagues and I at the National Center for Policy Analysis propose to make this idea the cornerstone of more general reform.7
By voluntary, we really mean voluntary. If doctors and hospitals choose not to opt out of the tort system, they can practice under the rules of existing law.
What follows are some steps to achieve these reforms.
Reform the Tort System
A reformed tort system is one that is governed by the ten principles of a rational tort system.8 This is the default system, and all cases of malpractice will be tried in this system unless patients and providers contract out prior to the occurrence of the alleged malpractice. The following is how liability by contract might work.9
Free the Patients
Under the traditional system, most hospitals and doctors ask their patients to sign a form at the time of treatment releasing the provider from any legal liability in case of negligence. In malpractice suits, the defendants point to the form and claim the plaintiff (victim) has waived the right to sue by contract, as a condition of treatment. Courts have routinely dismissed such arguments, however, on the grounds that they do not really constitute informed consent. After all, how can a patient who is ill, frightened, and intimidated by the healthcare system make rational decisions about complex legal liability issues?
The position of the courts is understandable, but it has had an unfortunate side effect: doctors and patients are unable to avoid the costs of the malpractice system through any contract whatsoever.
How can the system give patients and doctors other options, while at the same time protecting patients from making unwise decisions when they are least able to negotiate contracts? One answer is for the legislature (or a body designated by the legislature) to decide in advance what will constitute an enforceable contract. Let the state legislature decide on the minimum elements (including the amount of monetary compensation) that must be in such contracts in order to make sure patients are fairly protected, then widely publicize these elements so that people generally understand (before they get sick) what will happen if they opt out of the malpractice system and waive their common law rights to litigate.
Patients would not be required to agree to such contracts as a condition of treatment; however, if they voluntarily signed the agreement, it would be binding.
Here are some provisions that should be considered for inclusion in such contracts.
Compensation Without Fault
This provision obligates the provider to compensate the patient (or family of the patient) in the case of unexpected death or disability. In the case of an unexpected death, the amount could be set in advance and generally known to all patients. In the case of an unexpected disability, the contract might use the provisions of the state workers' compensation system.
How much compensation should be paid in the case of an unexpected death? Any number would be somewhat arbitrary. The amount could be varied by patient characteristics, including the patient's age, the age of any surviving spouse and children, the patient's income, and so forth. In other words, the amount could be based on some of the same criteria the current malpractice system uses.
Adjustments for Risk
Not all medical cases are the same. Even if the probability of an unexpected death is low, complications in one patient may create risks twice as high as for another. There must be a way of adjusting for this, or providers would try to avoid all the harder cases. One possibility is to reduce the amount of compensation for riskier patients.
Full Disclosure
As a condition of waiving the patient's legal rights to pursue liability claims under traditional tort law, providers should be required to make certain quality information public. For routine surgeries, for example, hospitals and doctors should post (case-adjusted) mortality rates, readmission rates, hospital-acquired infection rates, and so forth. Providers should also be required to disclose the use of safety measures, including electronic medical records, computer software designed to reduce errors, and procedures designed to prevent hospital-acquired infections.
In addition, in the case of death or disability, providers should be required to fully disclose all facts to appropriate investigative bodies so that steps can be taken to prevent future recurrences. The patient should also be required to provide full disclosure. The time of the last meal or the ingestion of other drugs, if undisclosed at the time of treatment, can lead to adverse medical outcomes.
Patient Compliance
Even for simple surgery, patients must comply with certain provider directives, including diet restrictions, full disclosure of medications being taken, and so forth. For maternity cases, compliance in the form of prenatal care is more involved and extends over a longer period of time. Failure to comply in all these cases would result in a reduction in the amount of compensation and perhaps no compensation at all.
Additional Insurance Options
As explained above, legislatures will set minimum requirements for liability contracts. In most cases, insurance companies will then insure those contracts. However, once premiums for a doctor, patient, and procedure are set, patients could increase the coverage by paying an additional out-of-pocket premium. For example, if the legislature requires a minimum payout of $200,000 for an unexpected death, and the providers have to pay $x of premium for the insurance, patients should be able to pay an additional $x to obtain $400,000 of insurance coverage (or any other multiple).
Free the Doctors
A system of liability by contract will not work in all cases. Many patients have a high probability of death or disability at the time they enter a hospital. Doctors are unlikely to want to pay the cost of those outcomes, should they be ruled “adverse,” and it would be unreasonable to expect them to do so. Further, when patients seek care at emergency rooms, no one has time to evaluate the likelihood of death or permanent injury prior to the delivery of care. Even in these cases, however, an alternative to the current system would seem to be desirable.
Accordingly, medical providers who offer their patients the opportunity to escape the current malpractice system by contract should have the chance to escape the system themselves in cases where contracts are impossible or impractical. In particular, these providers would be able to insist as a condition of treatment that all malpractice claims must be submitted to binding, unappealable arbitration. (The exception would be cases of gross negligence.)
Two questions immediately arise: Who would the arbitrators be? What criteria would they use to make decisions?
Many people already serve as arbitrators, including former judges. They are selected and agreed upon by plaintiff lawyers and defense lawyers in cases where the parties want to avoid the costs, burdens, and risks of trial by subjecting their cases to a respected, impartial third party. Since these arbitrators are already in the business and have reputations for integrity and good judgment, they are an ideal source for malpractice arbitration.
If there is a shortage of suitable arbitrators, other options exist. For example, a case could have two arbitrators—one with a history of representing plaintiffs, the other with a history of representing defendants. The two arbitrators must agree on a final resolution; if they cannot agree, neither gets paid, and two more arbitrators replace them.
What criteria should arbitrators use in deciding cases? Basically, the same criteria that would be relevant in a reformed tort system. However, unlike the liability-by-contract system, here the paramount issue is one of fault. Doctors (and their insurers) pay nothing unless they are found to be at fault, and the amount they would pay would be based on the degree to which they are at fault.
As in the case of liability by contract, doctors would be freed from the burden of the traditional malpractice system, provided they do certain things. For example, they must make their quality data available to all patients; they must cooperate with all safety bodies; and they must (in arbitration cases) make all relevant data available to the patient without costly discovery.
Free the Experts
All too often, expert witnesses in tort cases appear time and again for one side or the other. They are selected as witnesses precisely because their testimony can be counted on to be overly generous to one of the two sides. Further, these witnesses are often handsomely paid, which gives them an incentive to continue the practice and become “professional witnesses.”
These witnesses would have no role in a properly run system of arbitration. The arbitrators would be free to call on real experts who would be agents of the arbitrator rather than agents of one of the two parties.
A model for the arbitrators is the so-called “vaccine court,” a branch of the US Court of Federal Claims in Washington.10 The vaccine court was created in 1986 as Congress's response to a liability crisis. In rare cases, vaccines were being blamed for catastrophic injuries and even death. Manufacturers were threatening to quit the business, which in turn threatened the vaccine supply. The National Vaccine Injury Compensation Act shielded the industry from civil litigation by instituting a system of no-fault compensation. Under the law, aggrieved families file petitions, which are heard by special masters in the vaccine court. Successful claims are paid from a trust fund fed by a 75-cent surcharge per vaccine dose. The US Department of Health and Human Services oversees the fund, with the Justice Department acting as its lawyer.
Free the Courts
The reformed system described above should be available in all cases except gross negligence. Medical practitioners should be able to contract away responsibility for mistakes. They should also be able to insure against the consequences of their mistakes. There seems to be no socially defensible reason, however, to allow them to contract out of the consequences of gross negligence.
Advantages of Reform
A liability-by-contract system along these lines would have a number of compelling advantages, including the following:
Insurers rather than patients would become the primary monitors of healthcare quality
Under this proposal, a great deal of quality information—currently unavailable—would now be provided to patients. However, patients would not be the primary monitors of quality. That role would fall to insurers. If doctors could escape the costs and burdens of the liability system by compensating patients for unexpected outcomes, they would naturally want to insure against such payments. So instead of buying malpractice insurance, they would be purchasing what amounts to episode-specific insurance on all patients, say, undergoing surgery.
In the current system, there are no life and disability insurance products specifically tied to episodes of medical care. However, if the contract system becomes widely used, such products are likely to emerge.
As noted above, under the current system, there is very little relationship between actual malpractice and malpractice lawsuits. As a result, malpractice premiums do not reflect the likelihood that doctors will commit malpractice. Instead, premiums reflect the likelihood that doctors will be sued. Under the liability-by-contract system, however, compensation would be based on objective phenomenon, that is, death and disability. In pricing these policies, insurers would have a strong interest in monitoring how doctors practice medicine. The market, rather than bureaucratic bodies, would determine who is a good surgeon and who is a bad one, and those determinations would be reflected in insurance premiums.
Medical providers would face strong financial incentives to improve quality
In addition to the fact that malpractice premiums are not closely related to the actual incidence of malpractice, premiums charged to doctors rarely reflect the quality of medicine being practiced. In the reformed system, insurance premiums should be closely related to actual outcomes. Surgeons with high mortality rates will pay higher premiums to insure against unexpected outcomes, other things being equal. These higher premiums, in turn, will constitute a strong financial incentive to find safer ways to perform surgery.
Multiple parties on the medical side would have strong incentives to cooperate in improving quality
Under the current system, a patient undergoing surgery typically is not dealing with a single doctor who is responsible for the entire procedure. Instead, the patient is (implicitly) contracting with several doctors, each as an independent contractor. For example, there is the surgeon, the anesthesiologist, the radiologist, the pathologist, and the hospital itself. Because each of these entities is independent of the other, none bears the full cost of his or her bad behavior, and none reaps the full benefits of good behavior.
Some have proposed making the hospital fully responsible for all malpractice claims, but that doesn't work very well when none of the other parties to the medical incident are hospital employees. Under the proposal envisioned here, all parties to a surgical event, for instance, would have strong incentives to contract with each other and cooperate with each other on error-reducing, quality-improving changes (including electronic medical records and hospital infection reduction procedures). The incentives would be to avoid the current tort system, to offer the patient a contract insured by a single insurer and to minimize the cost of that insurance.
Patients will receive cash compensation for unexpected outcomes without the stress or expense of a lawsuit
The loss of a loved one is a traumatic event. The prospect of filing a malpractice lawsuit is also inherently stressful and traumatic. The compensation system envisioned here would put doctors and patients on the same side, with only one obligation—completing the paperwork needed to collect from an insurance company.
Patients and their families could self-insure for additional compensation
How much should a surviving spouse receive for the death of a loved one? The decision will, to a certain extent, be arbitrary—especially if made by a legislative body. However, if the amount is publicized in advance and broadly known, families can make adjustments to meet their expected needs. If the amount is too low, for example, families could buy additional life or disability insurance on their own—including (as described above) insurance under the provider's insurance contract.
The social cost of a liability-by-contract system is likely to be much lower than the cost of the current system
As many as 187,000 people die each year because of adverse medical events. If the surviving family members of these patients each received a check for $200,000, the total cost would be less than $37 billion. The total cost of the current malpractice system is estimated to be as much as $250 billion, or more than five times as much.
Moreover, the current system involves a huge use of real resources—lawyers, judges, courtrooms, and so forth. By contrast, the check-writing solution involves very few real resources—other than monitoring and administration costs; it primarily involves moving money from some people to others, leaving real resources to be used in more productive ways.
Further, if hospitals were required to pay $200,000 per unexpected death, on the average, the healthcare system would not continue to sustain so many deaths from adverse medical events each year. Hospitals would quickly find ways of reducing their error rates.
Healthcare costs for patients would likely be reduced
Ultimately, the cost of any compensation system will primarily be paid by patients and potential patients. Just as the cost of malpractice premiums is embedded in the patients' cost of care, the cost of a liability-by-contract system will also be passed on to patients (and their insurers) in the form of higher prices. However, if the proposed system is socially more efficient, patients will see an overall reduction in healthcare costs (as well as an increase in quality and better personal protection against untoward events).
Liability by contract is a socially better way of handling sympathetic cases
Some of the most heart-wrenching cases in malpractice law involve newborns facing the prospect of a lifetime of care. Even if the doctors and hospital personnel committed no error, the parents are confronted with an enormous burden—in terms of both time and money. The tendency on the part of jurors, therefore, is to have great sympathy for the plaintiffs.
One reason malpractice premiums for obstetrician/gynecologists are so high is that the system is inching ever closer to a system of liability without fault. But if this is the case, why not move there directly and dispense with the lawyers, judges, and juries? The reformed system would take care of the sympathetic cases in an efficient, responsible way.
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“FIRST, DO NO HARM.” This principle is well known to physicians as part of the Hippocratic oath. No similar oath is taken by politicians, of course. But suppose they did. Suppose that, before they passed any new health legislation, our political representatives were required to reexamine existing laws and make sure that government is not the cause of the very problems it attempts to solve. What would our healthcare system look like?
Health economists at the National Center for Policy Analysis found the answer to that question. They began by identifying five major choices people make and isolating five ways in which public policies interfere with those choices—perversely encouraging people to make socially undesirable decisions. They then sought to determine what our healthcare system would look like if government policy were at least neutral.
If people must choose between a socially desirable alternative and an undesirable one, government policy is “neutral” if it gives equal encouragement to both alternatives. Under a set of neutral policies, government is not solving any problems; on the other hand, it is also not creating them.
In what follows, I will show the reader that all the major policy recommendations previously made in this book are consistent with a neutral, do-no-harm approach to health policy.
Choice No. 1: To Insure or Not to Insure?
Why do we care whether other people have health insurance? One reason we care is that uninsured people may incur medical bills they cannot pay using their own resources. When that happens, the cost is often borne by other people, either through shifting costs to insured (paying) patients or through free-care programs subsidized by taxpayers. The choice to insure or remain uninsured often means, as a practical matter, the choice to insure or implicitly rely on the social safety net. How do government policies affect our incentives with respect to this choice?
Subsidies for Private Health Insurance
Most people who purchase private insurance take advantage of federal tax subsidies that total about $274 billion each year, nationwide.2 How much subsidy is available to an individual, however, depends on how the insurance is purchased, as well as the family's tax bracket. If an employee works for an employer who provides health insurance (an untaxed fringe benefit) as an alternative to higher taxable wages, the employer's premium payments avoid federal, state, and local income taxes as well as payroll (FICA) taxes. For a middle-income family facing a 25 percent federal income tax rate, a 15.3 percent Federal Insurance Contributions Act (FICA) tax, and a 5 percent state income tax rate, the subsidy is 45.3 percent—with government paying almost half the cost of the insurance.
To see the financial implications of these subsidies, consider a family health insurance plan that costs $12,000 a year. The employer's choice is to spend $12,000 on (untaxed) premiums or to forgo the fringe benefit altogether and pay the employee $12,000 in wages. In the latter, however, the employee will receive only $6,564 in take-home pay. A different way of looking at the same issue is to ask: how much would the worker have to earn in taxable wages in order to be able to buy the same insurance after the payment of taxes? Answer: almost $22,000. So, for sacrificing $6,564 in take-home pay, the worker is able to get a benefit that he would have to earn almost $22,000 to be able to purchase on his own!
Generous tax subsidies, therefore, undoubtedly encourage people who would otherwise be uninsured to obtain employer-provided insurance. There are two problems with the way these subsidies are structured, however. First, the largest subsidies are given to people who need them least. Second, the subsidies generally are not available to most of the uninsured.
Under the current system, families who obtain insurance through an employer obtain a tax subsidy worth about $2,021, on the average.3 (See Figure 13.1.) Not everyone, however, gets the average tax subsidy. Households earning more than $150,000 per year receive an average subsidy of $4,436. By contrast, those earning between $10,000 and $20,000 receive only about $285. One reason is that those earning higher incomes are in higher tax brackets. For example, a family in the 35 percent tax bracket gets a subsidy of 35 cents for every dollar spent on health insurance. By contrast, a family in the 15 percent bracket (paying only the FICA payroll tax) gets a subsidy of only 15 cents on the dollar.
Note: Based on the Lewin Group 2011 distribution of tax subsidies. The average tax subsidy per family is $2,021.
Figure 13.1. Average Federal Health Benefit Tax Expenditure, by Family Income Level
The second problem is that people who do not obtain insurance through an employer get very little tax relief if they purchase insurance on their own. Individuals who pay premiums with their own money can deduct costs in excess of 7.5 percent of adjusted gross income (increasing to 10 percent in 2013). For instance, a family with $50,000 in income would not be able to deduct the first $3,750 in health insurance premiums. The threshold for a $100,000-a-year family is twice that amount.
Subsidies for the Uninsured
Consider now the alternative: free care, obtained through a local social safety net. What does government do to encourage this choice? Although no one knows the exact number, public and private spending on free care is considerable. The National Center for Policy Analysis has previously estimated that in the United States, we are spending about $1,500 on free (or “uncompensated”) care per full-time uninsured person per year. However, I believe that in a reformed healthcare system that number could be closer to $2,000 or about $8,000 for a family of four. For expository purposes, those are the numbers I will use.
Interestingly, $8,000 is a sum adequate to purchase private health insurance for a family in many cities. Therefore, one way to look at the choice families face is that they can rely on $8,000 in free care (on the average), or they can purchase an $8,000 private insurance policy with after-tax income.
The problem with the current system of spending subsidies is that they encourage millions of people to be uninsured. Why pay for expensive private health insurance when free care provided through public programs is de facto insurance? Yet, society should not be indifferent about this decision. For one thing, the choice to rely on safety net care is a choice to be a “free rider” at the taxpayers' expense. For another thing, the two types of care are not equivalent. The privately insured patient has more choices of physicians and hospital facilities.
Further, safety net care is generally much less efficient. For instance, uninsured patients often use emergency rooms to provide care that is more economically provided in a doctor's office or at a free-standing clinic. As a result, per dollar spent, the privately insured patient typically gets more care and better care. For that reason alone, it is in society's interest to encourage people to purchase private insurance rather than rely on the public safety net.
Achieving Neutrality
Suppose the government offered every individual a uniform, fixed-dollar subsidy. If the individual obtained private insurance, the subsidy would be realized in the form of lower taxes by way of a tax credit. The credit would be refundable, so that it would be available even to those with no tax liability.
Figure 13.2. Federal Government Subsidy
If the individual chose to be uninsured, the subsidy would be sent to a safety net agency in the community where the person lives. [See Figure 13.2.] The uniform subsidy should reflect the value society places on having one more person insured. What is that value? An empirically verifiable number is at hand, so long as we are willing to accept the political system as dispositive.
It is the amount we expect to spend (from public and private sources) on free care for that person when he or she is uninsured. For example, if society is spending $2,000 per year per person on free care for the uninsured, on the average, we should be willing to offer $2,000 to everyone who obtains private insurance. Failure to subsidize private insurance as generously as we subsidize free care encourages people to choose the latter over the former.
One way to think of such an arrangement is to see it as a system under which the uninsured as a group pay for their own free care. That is, in the very act of turning down a tax credit (by choosing not to insure), uninsured individuals would pay extra taxes equal to the average amount of free care given annually to the uninsured. (See Figure 13.3.)
Figure 13.3. The Marginal Effect of Choosing to Be Uninsured
Figure 13.4. The Marginal Effect of Choosing to Be Insured
How can we fund the subsidies for those who choose to move from being uninsured to insured? We can do it by reversing the process. The subsidy should be funded by the reduction in expected free care that person would have consumed if uninsured. For example, suppose everyone in Dallas County chose to obtain private insurance, relying on a refundable $2,000 federal income tax credit to pay the premiums. As a result, Dallas County no longer would need to spend $2,000 per person on the uninsured. Thus, all of the money that previously funded safety net medical care could be used to fund the private insurance premiums. (See Figure 13.4.)
On the other hand, if everyone in Dallas County changed his mind and opted to be uninsured, the $2,000 per person in unclaimed credits would be available for safety net institutions.
Implementing Reform
To implement the program, all the federal government needs to know is how many people live in each community. In principle, it will be offering each of them an annual $2,000 tax credit. Some will claim the full credit. Some will claim a partial credit (because they will be insured for only part of a year). Others will claim no credit. What the government pledges to each community will be $2,000 times the number of people. The portion of this sum that is not claimed on tax returns should be available as block grants to be spent on indigent healthcare at the local level.
In a private insurance market, insurers will not agree to insure someone for $2,000 if the expected cost of care is, for example, $4,000. If the safety net agency expects a $4,000 savings as a result of transferring a patient to a private insurer, however, the agency should be willing to forgo up to $4,000 for such a change.
There are about 200 million people who are not on Medicare or Medicaid. At $2,000 each, potential federal spending would equal about $400 billion. Where would the federal government get the money to fund the private insurance tax credits?
We could begin with the $274 billion in tax subsidies the federal government already “spends” to subsidize private insurance. Add to that the money the federal, state, and local governments already spend on indigent care. For the remainder, the federal government could make certain tax benefits conditional on proof of insurance. For example, the $1,000 child tax credit could be made conditional on proof of insurance for a child.4 For middle-income families, a portion of the standard deduction could be made conditional on proof of insurance for adults. For lower-income families, part of the Earned Income Tax Credit (EITC) refunds could be conditional.
How would the federal government manage to reduce safety net spending when uninsured people elected to obtain private insurance? Because much of the safety net expenditure already consists of federal funds, the federal government could use its share to fund private insurance tax credits instead. For the remainder, the federal government does not have direct control over the budgets of state and local governments. However, the federal government could reduce block grants to the states for Medicaid and other programs instead.
The Cost of Reform
A common misconception is that health insurance reform costs money. For example, if health insurance for 50 million uninsured people costs $2,000 a person, some conclude that the government would need to spend an additional $100 billion a year to get the job done. What this conclusion overlooks is that we are already spending $100 billion or more on free care for the uninsured, and if all 50 million uninsured suddenly became insured they would—in that act—free up the $100 billion from the social safety net.
At $2.5 trillion a year, there is no reason to believe our healthcare system is spending too little money. To the contrary, attempting to insure the uninsured by spending more money would have the perverse effect of contributing to healthcare inflation. Getting all the incentives right may involve shifting around a lot of money, such as reducing subsidies that are currently too large and increasing subsidies that are too small. It may also mean making some portion of people's tax liability contingent on proof of insurance. But it need not add to budgetary outlays.
Choice Number 2: Public or Private Coverage?
Many poor and near-poor families have a choice of public or private insurance. Because of their low income, they can either qualify for Medicaid or state-based Children's Health Insurance Program enrollment or obtain private insurance (typically through an employer). Clearly, we should not be indifferent about this choice. Private insurance means people are paying their own way. Further, as noted, private insurance often means better healthcare.
How does government policy affect this choice? Unfortunately, public policy overwhelmingly encourages people to drop private insurance and enroll in public programs instead. As noted, tax subsidies for private insurance are quite meager for those with near-poverty incomes (basically consisting of the avoidance of the 15.3 percent FICA tax), whereas public programs are free. Further, except for a few pilot programs underway, states do not allow Medicaid enrollees to use their Medicaid dollars to buy into an employer plan or purchase private insurance directly.
Consequences of Perverse Incentives
Many observers assume Medicaid insures people who otherwise would not have access to private insurance. However, Medicaid induces some people to turn down or drop private coverage to take advantage of free health insurance offered by the state. As a result of such crowding out, the cost of expanding public insurance programs has been high relative to the gain. For example, if for each new enrollee in a public program at least one person loses private insurance, there will be no net reduction in the number of uninsured, despite the higher taxpayer burden.
Economists David Cutler and Jonathan Gruber found that Medicaid expansions in the early 1990s were substantially offset by reductions in private coverage. For every additional dollar spent on Medicaid, private-sector healthcare spending was reduced by 50 cents to 75 cents, on the average.5 Thus, taxpayers incurred a considerable burden, but at least half and perhaps as much as three-fourths of the expenditures replaced private-sector spending rather than buying more or better medical services.
A similar principle applies to the CHIP. Take a low-income working family covered by an employer-sponsored health plan. The employer might have covered some or all of the cost of insurance premiums for the employee and family with pre-tax dollars. However, a bigger paycheck is more attractive to actual and potential employees if coverage is provided by the state. Thus, CHIP offers some employees the opportunity to increase wages and reduce their health insurance costs.
Overall, the number of poor children without health insurance fell from 19 percent in 1997 to 11 percent in 2003. During this period, enrollment of low-income children in public programs increased from 29 percent to 49 percent. At the same time, private insurance coverage fell from 47 percent to 35 percent, although there was little change in the percentage of privately insured children in households at higher income levels. It appears that the crowd-out of private insurance because of the expansion of public programs was about 60 percent.6
Adopting a Policy of Neutrality
The solution here is very similar to the solution to the previous problem. If government is spending $2,000 a year per person enrolled in Medicaid, it ought to be willing to spend an identical sum on private insurance instead. (See Figure 13.5.)
On paper, Medicaid coverage often looks more generous than private insurance—covering almost all physicians, facilities, and procedures at no out-of-pocket cost to the patient, at least in principle. In practice, many physicians refuse to see Medicaid patients and, because of the low rates of reimbursement, there is often rationing by waiting. As a result, a policy that is financially neutral would be one that encourages private insurance.
Figure 13.5. A Level Playing Field for Private and Public Insurance
Choice Number 3: Individual or Group Insurance?
The pros and cons of individual versus group insurance have been the subject of many discussions and debates. Employers, it is argued, are in a unique position to pool groups of people. Also, there are economies of scale in group purchase. On the other hand, employer-provided insurance is not portable. People who change jobs often must also change physicians, thus losing continuity of care. Plus, there is no guarantee that insurance at the new job will provide the same coverage for the same conditions as the original insurance.
Individual insurance has the virtue of portability. People can take their coverage with them as they move from job to job. Further, in the individual market, people have a better opportunity to purchase insurance tailored to individual and family needs. On the downside, individual insurance has higher administrative costs and subjects enrollees to individual underwriting. Why not let employers buy individual insurance for their employees the way they currently buy group insurance? Most small employers and their employees would probably jump at the chance, were it not prohibited by state laws.
This book is not the appropriate place to sort out the advantages and disadvantages of the two types of insurance. Presumably, the market could do that sorting out much better than academics. Unfortunately, the playing field is not level.
The Bias toward Group Insurance
As noted, current tax law grants very generous subsidies to employer purchase of health insurance. Yet, those same subsidies are denied to individuals who purchase their own insurance. (See Figure 13.6.) In almost everyone's estimation, this is partly the accidental result of years of tax policy rather than a methodical approach to health policy. Perhaps unintentionally, the tax-writing committees of Congress have shaped and molded our health insurance system.
Achieving Neutral Policy
In the case of individual versus group insurance, neutral policy is easy to envision and implement. A neutral government would give the same tax subsidy to every form of insurance. (See Figure 13.7.) Accordingly, individual and group coverage would compete on a level playing field. In such a world, employers would not offer insurance at all unless they had a comparative advantage in doing so in their competition for labor. Undoubtedly, many large companies do have an advantage. They can do for their employees things the employees cannot do for themselves. Many small firms, however, have no such advantage and probably would be better off paying higher wages instead of paying for health insurance.
Note: Assumes taxpayer is in the 25 percent federal income tax bracket, faces a 15.3 percent payroll (FICA) tax, and a 7 percent state and local income tax.
Figure 13.6. Federal and State Tax Subsidies for Private Insurance
Figure 13.7. A Level Playing Field for All Insurance Purchases
Choice Number 4: Third-Party Insurance or Individual Self-Insurance?
In every insurance field, people must decide how much risk to transfer to an insurer and how much to retain. Often, the decision focuses on the size of the deductible. There are, however, other ways to divide up responsibilities for risks. In general, risk is transferred to an insurer in return for third-party insurance. When risk is retained, the individual is said to self-insure. In a competitive market, individuals would decide how much risk to transfer to third parties based on their own attitude toward risk and insurance premiums.
Unfortunately, government policies intervene.
The Bias toward Third-Party Insurance
As noted, every dollar an employer pays in health insurance premiums avoids income and payroll taxes. For a middle-income employee, this generous tax subsidy means government is effectively paying for almost half the cost of their health insurance. On the other hand, government will tax away almost half of every dollar the employer puts into a savings account for the employee to pay medical expenses directly. The result is a tax law that lavishly subsidizes third-party insurance and severely penalizes individual self-insurance. This encourages people to use third-party bureaucracies to pay every medical bill, even though it often makes more sense for patients to manage discretionary expenses themselves.
Opportunities to Self-Insure
A number of vehicles are available to make it easier for individuals to self-insure for medical expenses. These include tax-free Health Savings Accounts, Health Reimbursement Arrangements, and Flexible Spending Accounts. Also, about half the states now have Cash and Counseling programs for the Medicaid disabled population. These are pilot programs that allow enrollees to manage their healthcare dollars.
All of these are steps in the right direction, but the restrictions on these accounts are too onerous. For example, employees cannot have an HSA unless the employer has a qualified plan, and the restrictions in such plans prevent many sensible arrangements. Moreover, unlike the Medicaid programs, employers are not allowed to put different amounts in the accounts of the chronically ill to coincide with the severity of their illnesses. Also, the law requires the same across-the-board deductible for inpatient and outpatient expenses, as if patient discretion were equally appropriate in all cases.
Achieving Neutrality
A neutral policy is one that treats third-party insurance and individual self-insurance the same. For example, if government allows third-party insurance premiums to be paid with pre-tax dollars, then deposits to an HSA account should also be made with pre-tax dollars. (See Figure 13.8.)
In the case of a lump-sum tax credit, there is another way to create neutrality. Remember, with such a credit, the marginal (extra) premium is paid with after-tax dollars. In this case, deposits to HSA accounts should also be made with after-tax dollars. The amount would grow tax-free and withdrawals would be tax-free.7
Figure 13.8. A Level Playing Field for All Types of Insurance
Choice Number 5: Decisions in the Market for Risk
In 1980, Census Bureau statistics showed that less than 1 percent of the population had been denied health insurance because of a health condition. Moreover, this was a period of time when there were few legislative remedies. Even so, this 1 percent was a politically vocal group and, in many cases, they evoked understandable sympathy. However, rather than deal with this group directly (for instance, by creating risk pools or offering direct subsidies), politicians through the years have imposed unwise restrictions on the other 99 percent of the people.
Destroying the Market for Risk
A proliferation of state laws has made it increasingly easy for people to obtain insurance after they get sick. Guaranteed issue regulations (requiring insurers to take all applicants, regardless of health status) and community rating regulations (requiring insurers to charge the same premium to all enrollees, regardless of health status) are a free rider's heaven.
They encourage everyone to remain uninsured while healthy, confident they will always be able to obtain insurance once they get sick. Moreover, as healthy people respond to these incentives by electing to be uninsured, the premium that must be charged to cover costs for those who remain in insurance pools rises. These higher premiums, in turn, encourage even more healthy people to drop their coverage.
Federal legislation has also made it increasingly easy to obtain insurance after one gets sick. The Health Insurance Portability and Accountability Act (HIPAA) of 1996 had a noble intent: to guarantee that people who have been paying premiums into the private insurance system do not lose coverage simply because they change jobs. However, a side effect of pursuing this desirable goal is a provision that allows any small business to obtain insurance regardless of the health status of its employees. This means that a small mom-and-pop operation can save money by remaining uninsured until a family member gets sick.
Individuals also can opt out of an employer's plan and re-enroll after they get sick. They are entitled to full coverage for a pre-existing condition after an 18-month waiting period. A group health plan can apply pre-existing condition exclusions for no more than 12 months, except in the case of late enrollees, to whom exclusions can apply for 18 months.
Under ACA, the perverse incentives to remain uninsured until you get sick will intensify. Basically, anyone who is uninsured will be able to obtain insurance for the same premium as a healthy individual, regardless of how long or why the person is uninsured. As in Massachusetts today, there will be fines for being uninsured, but the tax penalty will be small compared to the cost of insurance. And it may be weakly enforced, even at that.
Consequences of Unwise Regulation
By far, the worst consequence of government regulation of the market for risk is the unintended harm done to the very people the laws were intended to help. Precisely because the premium attached to high-risk individuals is much lower than their expected healthcare costs, insurers seek to avoid enrolling them in the first place. Precisely because payments to providers also do not reflect expected costs, they, too, have an incentive to avoid attracting the hard cases, especially among the chronically ill.
If healthcare markets worked the way normal markets do, health insurers and providers would vigorously compete for the business of the sick. In normal markets, entrepreneurs make profits by figuring out how to better solve other people's problems. In healthcare, by contrast, entrepreneurs run from other people's problems.
The Need for a Market for Risk
Current policy toward risk encourages all of us to remain uninsured while we are healthy. The consequences are unfortunate. People cannot make rational choices about risk if risk avoidance is not available at market prices.
A neutral policy would allow risk to be freely priced in the marketplace, with government intervening to help specific individuals only in special cases.
Consequences of a Policy of “Do No Harm”
This chapter has two objectives: first, to identify ways in which government policies create perverse incentives and lead to problems that many turn to government to solve; and second, to identify what policy changes would be needed to make government a neutral player in the healthcare system.
Under a policy of neutrality, government no longer would be a cause of the problems so many people complain about. Further, if government were removed as a source of problems, the resulting system would have some remarkably attractive features. The following is a summary.
Form of Universal Coverage
Under the neutrality reforms envisioned here, government would promise every citizen a fixed sum of money. Those who choose private insurance would get a tax credit against premiums. For those who are uninsured, the sum would be used to fund a healthcare safety net in their locality. Further, because money follows people, there would always be a minimum amount of funding regardless of how many people are uninsured.
A Level Playing Field for Public and Private Insurance
Low-income families would no longer be trapped in public systems where the quality of care is frequently suspect and there is often rationing of care, especially rationing by waiting. Instead, people would be able to apply funds spent on their behalf to enroll in an employer's plan or purchase health insurance directly.
A Level Playing Field for Individual and Group Insurance
No longer would tax policy be biased in favor of an employer-based system in which people lose their insurance whenever they leave or change jobs. Instead, tax law would grant the same subsidy to all forms of insurance, regardless of how it is purchased. Further, employers would be able to purchase individually owned, portable insurance for their employees in the same way they purchase group insurance today.
A Level Playing Field for Third-Party Insurance and Individual Self-Insurance
No longer would the tax law encourage the HMO form of insurance by subsidizing third-party insurance while penalizing self-insurance. Instead, all forms of insurance would compete against each other on a level playing field. The expected outcome is an evolving system under which people manage more of their own healthcare dollars, especially for those expenditures for which patients can exercise discretion and where it is appropriate for them to exercise discretion.
A Genuine Market for Risk
No longer would governments require insurers to charge prices for risk that are totally unrelated to an individual's real health costs. Instead, healthy people would be able to buy into the system at prices that reflect their expected costs. The insurance they buy would most likely be portable insurance, making possible a long-term relationship with their insurer and their physicians. In case of a serious illness, people would be able to transfer to other health plans at market prices (not artificially low prices) paid mainly by their current insurer. As a result, insurers would actively compete for sick people, including the chronically ill, and providers would compete to deliver that care.
Conclusion
The system described above would not be perfect. Far from it. It would, though, be a considerable improvement over the system we have today. The bottom line is that much good can come from undoing the harm that unwise government policies routinely cause to the nation's healthcare system.
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AT THE FEDERAL LEVEL, healthcare is the most serious domestic policy problem we have, and Medicare is the most important component of that problem. Every federal agency that has examined the issue has affirmed that we are on a dangerous, unsustainable spending path.
Medicare's Funding Problem
Take a look at the first column of numbers in Table 14.1. In 2009, the Social Security and Medicare Trustees calculated the unfunded liability in the two programs at $107 trillion—a figure about six-and-a-half times the size of the entire US economy (see Table 14.1). For both Social Security and Medicare to be financially secure, we need $107 trillion in the bank right now, earning interest, and it's not there.
How ACA Affects Medicare's Unfunded Liability
Now for some good news. Look at the second column in Table 14.1. It shows that by 2010, the unfunded liability had been almost cut in half. The reason: ACA. The very minute that President Obama signed the Affordable Care Act, he cut Medicare's unfunded liability by more than $50 trillion.1 You would think this accomplishment would be an occasion for great joy—a time for dancing and celebration in the streets. Yet if you are like most Americans, you probably haven't heard about it. Certainly the Obama administration isn't talking about it.
Table 14.1. Unfunded Obligations of Social Security and Medicare (Infinite Time Horizon)
2009 | 2010 | |
Social Security | $ 17.5 trillion | $ 18.6 trillion |
Medicare Part A | $36.7 trillion | –$0.3 trillion |
Medicare Part B | $37.0 trillion | $21.2 trillion |
Medicare Part D | $15.6 trillion | $15.8 trillion |
Total Medicare | $89.3 trillion | $36.7 trillion |
Total Medicare and Social Security | $106.8 trillion | $55.3 trillion |
Sources: “The 2009 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Federal Disability Insurance Trust Funds,” Social Security Administration, Office of the Chief Actuary, May 12, 2009. “The 2010 Annual Report of The Board of Trustees of The Federal Old-Age And Survivors Insurance and Federal Disability Insurance Trust Funds,” Social Security Administration, August 15, 2010.
As we have seen, the Affordable Care Act uses cuts in Medicare to pay for more than half the cost of expanding health insurance for young people, but it contains no serious plan for making Medicare more efficient. All it really proposes to do is pay less to doctors and hospitals. That's why the Medicare actuaries are predicting greatly reduced access to care for the elderly and the disabled.
Most serious people inside the Washington, DC, beltway believe these cuts will never take place. The reason: our experience with similar cuts in Medicare under previous legislation. If Congress has been unwilling to allow reductions in doctor fees for nine straight years under previous legislation, how likely is it to allow the even greater spending reductions called for under ACA?
Impact on People at Different Ages
If the spending cuts do take place, however, what does that mean for individual retirees? It's much easier to say how much Medicare spending will change than it is to say what these changes will mean in terms of access to care. Table 14.2 shows the changes in Medicare spending for individuals of different ages:
Table 14.2. Value of Lifetime Medicare Benefits Compared to Taxes and Premiums, Before and After ACA
Source: Courtney Collins and Andrew J. Rettenmaier, “How Health Reform Affects Current and Future Retirees,” National Center for Policy Analysis, Policy Report 333, May 2011.
One way to think about these changes is to compare them to the average amount Medicare currently spends on enrollees each year. For 65 year olds, the forecasted reduction in spending is roughly equal to three years of average Medicare spending. For 55 year olds, the loss expected is the rough equivalent of five years of benefits; and for 45 year olds, it's almost nine years.
Consider other reforms that would have reduced Medicare spending by an equivalent amount of money. The Medicare spending reduction called for in the health reform bill is the rough equivalent of raising the age of eligibility for 65 year olds from age 65 to 68. It is the equivalent of making 55 year olds wait until they reach age 70 and 45 year olds wait all the way to age 74!
Fortunately for beneficiaries, there are two offsetting benefits from lower Medicare spending. When spending declines, so do the required premiums and taxes needed to support those benefits. As a result, beneficiaries will have more disposable income than otherwise.
What the Medicare Payment Reductions Might Mean for Beneficiaries.
What will these reductions do in terms of out-of-pocket payments and access to care? A reasonable assumption is that seniors will need to offset some or all of Medicare's spending reductions with additional spending of their own, if they want the same level of care. Under current law, seniors are not allowed to top up what Medicare pays to match what other payers are paying for care. This inability will make them increasingly unattractive to providers. They may be able to circumvent this restriction by paying money to concierge doctors, however. That is, seniors may be able to pay doctors for non-Medicare services as a backdoor way of paying more for covered services. Another possibility is that the law may be changed.
If seniors are allowed to make up for the cuts in Medicare spending with out-of-pocket payments, they will need to spend 10 percent of the average Social Security check by 2017. Fifty years from now, they will need to spend half of their Social Security income to offset the decline in Medicare spending.
Is Medicare a Good Deal?
Think about everything you will pay to support Medicare: the payroll taxes while you are working, the premiums during retirement, and your share of the income taxes that subsidize the system. Then compare that to the benefits of Medicare insurance, say, from age 65 until the day you die.
Are you likely to come out ahead? That depends in part on how old you are. If you are a typical 85 year old, you can expect about $55,000 of insurance benefits over and above everything you have been paying into the system. If you're a typical 25 year old, however, you will pay an extra $111,000 into the system, over and above any benefits you can expect to receive.
In terms of dollars in and dollars out, a typical 85 year old is going to get back $2.69 in benefits for every dollar paid into the system in the form of premiums and taxes over his or her lifetime—a good deal by any measure. Almost everyone under the age of 50 will pay in more than they get back, however. For example, 25 year olds can expect to get back only 75 cents for every dollar they contribute. (See Table 14.3.)
Table 14.3. Medicare Benefits per Dollar Contributed*
Age | Benefits/Cost |
85 | $2.69 |
75 | $1.80 |
65 | $1.26 |
50 | $1.06 |
45 | $0.95 |
35 | $0.88 |
25 | $0.75 |
*payroll taxes + premiums + income taxes
Source: Courtney Collins and Andrew J. Rettenmaier, “How Health Reform Affects Current and Future Retirees,” National Center for Policy Analysis, Policy Report 333, May 2011.
Cash Flow Deficits
Medicare's more immediate problem is cash flow. Until recently, the effect of Social Security and Medicare on the rest of the federal government was relatively small. As the baby boomers retire, however, the burden will soar. Without the politically difficult Medicare spending cuts called for under ACA, it will be increasingly difficult for the federal government to continue spending on other activities: although no one expects the federal government to balance its budget anytime soon, if it does so in 2020 the federal government will require about one out of every four dollars of general income tax revenues to cover the cash flow deficits in Social Security and Medicare.2 Education, national defense, housing, energy, Social Security—all of these activities of government will have to be put aside, if healthcare promises to the elderly are to be met.
And we haven't said anything about Medicaid. According to the Congressional Budget Office, if Medicare and Medicaid spending continue to grow at their historical growth rates relative to national income, healthcare spending will consume nearly the entire federal budget by midcentury.3
OTHER MEDICARE REFORM PROPOSALS
Any plan to reduce the growth rate of federal spending on healthcare without doing something about healthcare spending as a whole will necessarily shift costs—to the elderly, to the poor, to state governments, and to anybody other than the federal government.
ACA Reforms. Let's start with President Obama, since his plan is already law. The numbers you see in newspapers are almost always produced by the Congressional Budget Office (CBO), the bean-counting agency of Congress. These forecasts show a dramatic slowing of Medicare spending—about in line with other reform proposals discussed below.4 If you are elderly or disabled, however, pay attention to a more ominous document—the Medicare Trustees report.5 (Since the Medicare Trustees are appointed by the president, this document appears to reflect the Obama administration's view of its own health plan.) As Figure 14.2 shows, according to the Medicare Trustees, ACA will cut the rate of growth of Medicare spending in half and allow it to grow no faster than our national income.
The Ryan/Rivlin Plan. Congressman Paul Ryan (R-WI) and Alice Rivlin, former director of the CBO, have proposed an entitlement spending reform plan that is striking both for its boldness and its left-right-coming-together origins.6 The three most important parts are:
Congressman Ryan has been attacked by columnist Paul Krugman and others on the left for proposing to spend too little on the elderly.7 Yet the Ryan/Rivlin proposal reduces government spending on Medicare by less than the ACA does—a bill supported by Krugman and other Ryan critics.
Also, Ryan's concept of “premium support,” criticized by those on the left, originates with left-of-center economists Henry Aaron and Bob Reischauer, and we already have it in the Medicare Advantage programs, serving about one-fourth of all Medicare enrollees.8 In addition, the subsidies for private plans sold in ACA health insurance exchanges will also morph into premium support.9
The Ryan/Rivlin proposal and others that are similar try to limit federal spending to the growth rate of GDP plus 1 percent, and all involve a premium support approach, under which the federal government makes available a fixed number of dollars (or voucher), beneficiaries add to that amount from their own resources, and health plans compete against each other. The ACA, by contrast, limits spending to the growth rate of GDP and has no premium support.
The Paul Ryan/Republican House Budget Proposal. This proposal is similar with one important exception: Medicare spending follows the ACA cuts for the next 10 years and then calls for more severe cuts. There is no difference between ACA and the House Republican plan for anyone over 55 years of age, however.
The major problem with all of these proposals is that they do not change incentives—or they do not change them enough. There is no reason to expect overall healthcare spending to change, which means the federal government would be committed to spend less and less on the elderly and the disabled.
Closing the Gap on Medicare Funding (as of 2050)
Figure 14.2. Medicare Spending Relative to GDP
Sources: Social Security Trustees, Congressional Budget Office, and House Budget Committee Chairman Paul Ryan.
What about the Trust Funds?
Although workers have been repeatedly told that their payroll taxes are being securely held in trust funds, they are actually being spent—the very day, the very hour, the very minute they arrive in the Treasury's bank account.
No money has been saved. No investments have been made. No cash has been stashed away in bank vaults. Today's payroll tax payments are being spent to pay medical bills for today's retirees. And if any surplus materializes, it's spent on other government programs. As a result, when today's workers reach the eligibility age of 65, they will be able to get benefits only if future taxpayers pay (even higher) taxes to support them.
Bottom line: For the Treasury to write a check, it cannot look to the trust funds. It must first tax or borrow.
Causes of the Problem
Why are we having these problems in the first place? Here are some of the major reasons:
Finding a Solution
To address these defects in the current system, my colleagues and I at the National Center for Policy Analysis propose five fundamental Medicare reforms:10
Figure 14.1. Closing the Gap on Medicare Funding (as of 2050)
Source: John C. Goodman, “A Framework for Medicare Reform,” National Center for Policy Analysis, Policy Report No. 315, September 2008.
These reforms would dramatically change incentives. Whether patient, provider, or worker/saver, people would reap the benefits of socially beneficial behavior and incur the costs of socially undesirable behavior. Specifically, Medicare patients would have a direct financial interest in seeking out low-cost, high-quality care. Providers would have a direct financial interest in producing it. And young people would have a financial interest in a long-term financing system that promotes efficient, high-quality care for generations to come.
With assistance from NCPA Senior Fellow Andrew J. Rettenmaier, we have been able to simulate the long-term impact of some of these reforms. The bottom line: Under reasonable assumptions, we can reach the mid-21st century with seniors paying no more (as a share of the cost of the program) than the premiums they pay today and with a taxpayer burden (relative to national income) no greater than the burden today.11
How is this achieved? As Figure 14.1 (previous page) shows, about 70 percent of the reduction in projected Medicare spending is due to pre-funding of benefits through private accounts; 20 percent is the result of changes in consumption behavior because of the higher deductibles; and 10 percent is the result of supply-side changes (using very conservative assumptions).
In what follows, we will take an in-depth look at this proposal.
A Detailed Reform Plan
New Opportunities for Patients
Under the current structure, seniors pay as many as three premiums to three plans (Medicare Part B, Medigap, and Medicare Part D) and often still do not have the coverage nonseniors typically have. We propose to replace this structure with a new, simplified structure—meant to mimic the health insurance benefits the rest of Americans enjoy.
Standard Comprehensive Plan (SCP)
This provides across-the-board comprehensive coverage above the $2,500 deductible. Only one premium is needed to enroll, and it costs about 15 percent of Medicare's average member cost. All current Medicare beneficiaries will have the opportunity to enroll in a SCP as an alternative to traditional Medicare. For all future Medicare enrollees, the SCP will be the only government plan offered.
Roth-Type Health Savings Accounts
All seniors enrolled in a SCP may deposit up to $2,500 in a Roth-type HSA. These deposits are after-tax, they grow tax-free, and they may be withdrawn for any purpose tax-free. Most seniors who enroll in SCPs will be able to fund their HSA deposits with money that would otherwise be spent out of pocket, plus the savings on premium expenses. Those who elect some of the options described below may be able to have larger accounts—funded by third-party insurers or out-of-pocket contributions. In all cases, seniors will use their HSAs to pay for expenses not paid by third-party insurance.
Risk-Adjusted Premiums
People who are already enrolled in Medicare will continue to pay premiums equal to about 15 percent of Medicare's actual cost. For those who enroll in private plans, the government will add to this amount a risk-adjusted premium reflecting the enrollee's expected health costs to a private plan selected by the enrollee. The government's goal is to ensure that the total premium will always be sufficient to purchase the SCP package of benefits, although for private plans this premium will be determined by competition in the marketplace. (The current method of making risk-rated premium payments can serve as a guide.)
Other Insurance Options
Seniors will have other insurance options. Following the method described above, we will be able to fix the government's liability. Once the government (taxpayer) contribution has been set, insurers will be able to offer different benefit packages, with higher or lower overall premiums. These options would include HMOs, PPOs, HSA plans with higher deductibles, and Special Needs Plans with HSAs. Also, retirees could remain in their previous employer's plan (if the employer is willing) by directing the government's contribution to that plan.
Seniors who choose one of the private options may have other HSA opportunities. For example, a senior choosing a $5,000 deductible plan will be able to make a $5,000 annual HSA deposit, with the extra $2,500, say, covered by a $1,250 deposit by the insurer and $1,250 from the enrollee.
New Health Savings Account Design
Private insurers offering HSA plans will not be required to have an across-the-board deductible. They will instead be allowed to reduce the deductible to zero for services they want to encourage (such as medications for schizophrenia) and maintain high deductibles for services where patient discretion is appropriate and desirable (for example, choice of drugs for arthritis or allergies). In addition, plans will be able to carve out whole categories of care (such as primary care or diagnostic tests), which patients will pay entirely from their HSAs without any deductible or co-payment.12
Insurers will also be able to create special HSA accounts for the chronically ill, allowing them to manage more of their own healthcare dollars. The Cash and Counsel experiment provides a model to follow. In these programs, disabled Medicaid patients manage their own healthcare budgets and can hire and fire those who provide them with custodial and even medical services.13 The insurer's incentives to improve plan design will be enhanced by long-term contracts.
New Opportunities for Doctors
Physicians participating in Medicare today must practice medicine under an outmoded, wasteful payment system, where they typically receive no financial reward for talking to patients by telephone, communicating by email, teaching patients how to manage their own care, or helping them be better consumers in the market for drugs.
Consider the sidebar on the next page on how doctors are paid. As you read it, imagine that instead of prices next to goods at Wal-Mart, you encountered a sign that read like this sidebar. How much you pay for an item would depend on which Wal-Mart employee helped you find it, how many other employees helped you, what you intend to do with the item after you purchase it, etc. There is a reason why Wal-Mart doesn't price its goods the way Medicare does.
To make matters worse, as Medicare suppresses reimbursement fees, doctors are increasingly unable to perform any task that is inadequately reimbursed. Other healthcare providers face the same perverse incentives. All too often, Medicare's payment rules get in the way of providers working together to improve healthcare.
HOW DOCTORS GET PAID BY MEDICARE14
How can we produce high-quality care for a cost that is well below the price we are paying today? There are hundreds of examples of efficient, high-quality care, and many of them have been studied and described in the academic literature. For example, studies by researchers at the Dartmouth Institute for Health Policy and Clinical Practice imply that if everyone in America went to the Mayo Clinic for healthcare, the nation could reduce its annual healthcare bill by one-fourth.15 If everyone went to Intermountain Healthcare in Salt Lake City, the nation could reduce its healthcare spending by one-third.16 Studies by Dartmouth17 and the National Center for Policy Analysis18 imply that if every region of the country practiced medicine the way the most “efficient” or low-cost regions do, we could cut Medicare spending by one-third to one-fourth from its current level.
How do we get from here to there? Here are four case studies describing what's already happening.
Case Study: Geisinger Health System in Central Pennsylvania
Geisinger offers a ninety-day warranty on heart surgery. If the patient returns with complications during that period, Geisinger promises to provide treatment without sending the patient or the insurer another bill.19
Geisinger incurs financial losses under this practice, even as it saves money for Medicare overall, because healthcare organizations are paid more when patients have complications that lead to more visits, more tests, and more readmissions. What is needed is a willingness to pay for such guarantees. Medicare should be willing to pay more for the initial surgery if taxpayers save money overall.
Case Study: Virginia Mason Medical Center in Seattle
In another innovative example, Virginia Mason offers a new approach to the treatment of back pain.20 Under the old system, a patient would often first receive an MRI scan or specialty consultation and other tests before referral to a physical therapist. Under the new system—which cuts the cost of treatment in half—patients are first seen by a physical therapist unless additional diagnostic measures are clearly indicated. An MRI scan is ordered only if the therapy doesn't work and symptoms persist.
The new system improves efficiency and saves money for payers but leaves the providers financially worse off. As in the case of Geisinger, Medicare should permit a new payment arrangement—one that is win-win for Medicare and Virginia Mason.
Case Study: Pharmacists Delivering Care
In a highly successful experiment in Asheville, North Carolina, pharmacists counsel diabetic patients and encourage them to take appropriate medications.21 In this case, the provider is offering a new package of services—one that reduces trips to emergency rooms and to the offices of primary care physicians and lowers overall costs. Unless Medicare offers pharmacists in other cities the opportunity to make money by rebundling in this way, however, the potential for savings will be missed.
Case Study: American Physician Housecalls in Dallas22
For over a decade, this company has provided integrated care, coordinated care, medical homes, electronic medical records, electronic prescribing, and other items on the ACA “pilot project” wish list. Essentially, American Physician Housecalls (APH) treats special needs seniors who usually cost Medicare about $60,000 a year. By successfully treating them on an outpatient basis, APH cuts Medicare's cost in half.
Under the APH model, physicians and nurse practitioners visit the patients and treat them in their own homes. Among the services: portable X-ray imaging, echocardiograms, phlebotomy and other lab procedures, and podiatry and geriatric consultations. Because each patient receives care from multiple physicians, the physicians coordinate their activities by means of electronic medical records.
So how much does Medicare pay APH for saving it all that money? Not a dime, beyond the normal Medicare fee schedule. The APH management team has spent many fruitless hours trying to get Medicare to pay them in a different way. APH is considering becoming an ACO, but a full-blown ACO handles all of a patient's care (inpatient and outpatient). Were APH to attempt to do that, it would have to master a completely different skill set.
A Better Way
In general, we should be willing to reward doctors who raise quality and lower costs—who improve patient access to care, improve communication, and teach patients how to be better managers of their own care. Any provider should be able to propose and obtain a different reimbursement arrangement, provided that (1) the total cost to government does not increase, (2) patient quality of care does not decrease, and (3) the provider proposes a method of measuring and assuring that (1) and (2) have been satisfied.
Liberating the Marketplace
As noted, Medicare has a list of about 7,500 separate tasks that it pays physicians to perform. For each task there is a price that varies by location and other factors. Of the 800,000 practicing physicians in this country, not all are in Medicare and no doctor will be a candidate to perform every task on Medicare's list.
Still, Medicare is potentially setting about 6 billion prices at any one time all over the United States of America, as well as in Guam, Puerto Rico, the Mariana Islands, American Samoa and the Virgin Islands.
Each price Medicare pays is tied to a patient with a condition, and surrounding each separate fee are innumerable technical questions. Of the 7,500 things doctors could possibly do to treat a condition, Medicare has to be just as diligent in not paying for inappropriate care as it is paying for procedures that should be done. Medicare isn't just setting prices. It is regulating whole transactions.
Let's say that the 50 million or so Medicare enrollees average about ten doctor visits per year and let's conservatively assume that each visit gives rise to only one procedure. Then considering all of the ways a procedure can be correctly and incorrectly coded, Medicare is regulating 3 quadrillion potential transactions over the course of a year! (A quadrillion is a one followed by fifteen zeroes.)
Is there any chance that Medicare can make the right decisions for all these transactions? Not likely.
Things are about to get much worse. A new version of the federally mandated codebook, called ICD-10,23 will expand the number of medical classifications to around 155,000 or more.24 For example, there will be ninety-six different codes for bites—including three different codes for getting bitten by a squirrel (i.e. initial encounter, subsequent encounter and sequel). There will be six different codes depending on whether you are bitten by a rat or a mouse.
The level of detail is astounding. According to The Wall Street Journal:25
[H]ealth plans may never again wonder where a patient got hurt. There are codes for injuries in opera houses…, art galleries…, squash courts…and nine locations in and around a mobile home…, from the bathroom to the bedroom.
For instance, there will be 240 different codes for injuries incurred by being “hit” or “struck,” about one-quarter of which pertain only to injuries sustained while on a watercraft. There are separate codes to describe injuries on a watercraft, including different codes for whether the injury occurred on a merchant ship, passenger ship, fishing boat, sail boat, canoe, unpowered inflatable boat, etc.
Thankfully, there is an alternative to all this: Let's begin the process of allowing medical fees to be determined the way prices are determined everywhere else in our economy—in the marketplace.
In trying to do that, we face two problems. First, we have completely suppressed normal market forces in medical care for many years. How can you have market prices where no real market exists? Second, many people believe that Medicare is using monopsony (single buyer) power to push provider fees below market levels. Without government acting as a monopsony buyer, patients might end up paying more for the services they currently get. Former Medicare Trustee Thomas R. Saving and I have proposed ten important policy changes that can circumvent these two problems and free the marketplace in the process.26
Retail Outlets
All over the country, retail establishments offer primary care services to cash-paying patients.27 Because these services arose outside of the third-party payment system, their prices are free market prices. Walk-in clinics, doc-in-the-box clinics, and freestanding emergency care clinics post prices and usually deliver high quality care. Many follow evidence-based protocols, keep records electronically and order prescriptions electronically.
Medicare should immediately allow enrollees to obtain care at almost all of these places—paying posted, market prices, not Medicare's prices. And since these fees are below what Medicare would have paid at a physician's office or hospital emergency room, this reform would lower Medicare's costs, even as it makes primary care more accessible.
Telephone and Email Services
Medicare should allow enrollees to take advantage of commercial telephone and email services,28 such as Teladoc physician consultations.
Concierge Doctors
Medicare should encourage physicians to repackage and reprice their services in ways that are good for the doctor, good for the patient, and good for Medicare. For example, Medicare should encourage—rather than discourage—the emergence of concierge doctor arrangements.29 If patients and doctors are willing, Medicare should be willing to throw its 7,500-item price list away, pay some portion of the concierge fee, and let the medical marketplace handle everything else.
Billing by Time, Rather than Task
Most professionals are not paid by task—the way doctors are paid. They are paid by the time it takes to deliver their services. As an alternative, we should allow doctors to change the mix of services they offer and pay them for their time. If the change in practice is substantial enough, we should allow patient co-payments and let them be determined in the marketplace. The test of whether the new set of services has added value is whether seniors are willing to pay more out of pocket to get them.
Paramedical Personnel
One way to expand the supply of low-cost medical care is through the increased use of nurses and physician assistants to perform tasks that do not require a physician's level of expertise. The current system discourages this: When a task is performed by a nurse rather than a physician, Medicare automatically reduces its fee.30
Bundling
One of the obstacles to offering patients a package price covering all services is that surgery typically involves several independent entities. In a normal market, independent entities come together all the time to jointly produce a good or service and divide the profit. The Stark amendment makes such arrangements illegal in the medical field.31 Clearly this impediment to efficiency must be removed.
Medical Tourism
Increasingly, cash-paying patients are traveling outside the United States for surgery offering package prices that are one-fifth to one-third of the cost in the United States.32 Moreover, a new company, Colorado-based BridgeHealth Medical offers US employer plans a specialty network with flat fees for surgeries paid in advance that are 15 percent to 50 percent less than a typical network.33
Since the international medical tourism market is a real market where providers routinely compete for patients based on price and quality, Medicare should take advantage of it. Further, if a patient saves money for Medicare by traveling, the patient should share in the savings. As in the case of doctors, patients should be encouraged to make money by saving Medicare money.
Domestic Medical Tourism. You don't actually have to go off shore to participate in the market for medical tourism. There is an emerging market for it on shore. As discussed in Chapter II, Canadians routinely come to the United States for surgical procedures and they usually face a package price for all services agreed to in advance. North American Surgery, Inc., has negotiated deep discounts with twenty-two surgery centers, hospitals and clinics across the United States as an alternative to foreign travel for low-cost surgeries.34 Seniors too could be in this market and they would be if Medicare allowed the senior to share in the savings created by traveling to a higher-quality, lower-cost facility.
Selective Relaxation of Price Controls
There is substantial evidence that Medicare fees are well below normal fees paid by the private sector. There is very little evidence to show us what difference this makes, however. One way to find out is to let a few doctors in a given area charge anything they like for Medicare-covered services. Medicare would continue to pay its list price, but the patient would have to pay any remaining extra charge out of pocket.
Patients then would have a choice. They could go to doctors who charge the regulated Medicare fee. Or they could go to doctors who charge a market-determined fee. Here's the test: Can doctors who are free to do so attract patients even though those patients have to pay more than they would pay elsewhere? If so, that means that Medicare patients under the current system are being denied convenience, amenities, and perhaps quality that they are willing to pay for in the market. In the face of such evidence, Medicare should then be willing to allow even more doctors the same option.
Healthcare Stamps
Here is a novel idea for liberating low-income seniors. The proposal would be especially ideal for the dual eligible population (qualifying for both Medicare and Medicaid) because this population has first dollar coverage anyway. Supermarkets contain thousands of individual products all with prices attached. Since food consumption is a necessity, just as healthcare, how do we ensure that food is available to all? Rather than having Foodcare, we subsidize low-income individuals by selling them “dollar value food stamps” at discounted prices. These stamps are real money to the grocery stores and to the recipients. Since individuals consume more than their food stamp limit, on the margin they are spending actual money. However, if they choose to buy pricey steak instead of hamburger using food stamps dollars, they will have less to spend on other products.
The Food Stamp program (SNAP) appears to work much better than health assistance programs for low-income seniors. Currently three Medicare savings programs are designed to make Medicare more affordable for poor and near-poor beneficiaries by paying premiums and eliminating out-of-pocket cost sharing:35
Yet amazingly, fewer than one-third of eligible Medicare beneficiaries enroll in these programs.
The Defining Principle
In each of these cases, and in others we could think of, the principle is the same: let markets do what only markets can do well. Let the market solve problems the gigantic Medicare regulatory apparatus can never solve.
New Opportunities for Insurers
The Obama administration wants to replace fragmented decision-making by independent doctors with coordinated care delivered by doctors working in teams, connected to a medical home. It wants Medicare to purchase quality, not quantity. It wants decisions to be evidence-based. It wants electronic records in order to standardize care and reduce errors.
Although the administration plans to spend hundreds of millions of dollars on pilot programs to try these ideas out, it appears to be ignoring private sector enterprises where some of these ideas appear to be working.
IntegraNet in Houston is an example of an integrated delivery network (IDN), an organization with about 1,200 affiliated doctors.36 Every Medicare patient has a medical home. The physicians follow evidence-based practices. Care is integrated and coordinated. Electronic records are being introduced. It appears that quality is higher and costs are lower than in conventional Medicare.
IntegraNet doesn't satisfy all the government's (ACO) requirements by a long shot. For one thing, it pays its doctors fee-for-service. For another, it intentionally pays doctors more than Medicare's standard rates. IntegraNet is not alone. In many other Medicare Advantage plans, practitioners are already doing what the Obama administration says it wants to do with Medicare as a whole—without any prodding or nudging from the federal government. That is, many of these plans are using coordinated/integrated/managed care systems to achieve fewer admissions, fewer readmissions, and fewer hospital days than conventional Medicare.37
Of particular interest to me is the opportunity to give money back to patients who make cost-effective choices. A number of IDNs are way ahead of me—rebating some or all of the senior's Part B premium if they will cooperate and choose a medical home. As Larry Wedekind, IntegraNet's CEO, explains:
It is the beauty of competition in a marketplace with several competitors all bidding for additional business from seniors. The ones that we have seen in the Houston market have ranged from a full Part B premium give-back to seniors to a 20 percent portion of it…. I've seen as low as $20 per month give-back to full premium give-back of $96 per month…. The Part B premium this year is $110.50, but no one is giving more than $50 per month back this coming year. The give-backs are often related to a Medicare Advantage Special Needs Plan such as a diabetic plan to help defray the higher costs of drugs.
New Opportunities for Workers
The purpose of a Health Insurance Retirement Account (HIRA) is to allow people to prefund some of their postretirement healthcare benefits, so that they do not have to rely as heavily as currently projected on future taxpayers. Eventually, each generation will pay its own way.
Contribution Levels
We envision an initial mandatory contribution level of 4 percent of payroll—2 percent each from the employer and employee. These amounts may rise in future years if they prove inadequate to achieve sufficient prefunding.
Investment of HIRA Funds
We propose that all HIRA funds be invested in diversified, conservative, international portfolios, consisting of stocks, bonds, real estate and other assets. The investment of HIRA funds will be managed by private security agencies. As is the case in Chile's social security system, these companies will compete not so much on portfolio selection but on reporting, accounting, and other services.
Contingent Ownership
Individuals are the nominal owners of their HIRAs, but their rights to these funds are contingent on several factors. First, they must survive to the age of eligibility for Medicare. In case of an early death, a worker's HIRA funds are distributed to the accounts of all remaining workers. In this sense, an individual's property rights in a HIRA are like contractual rights under an annuity insurance contract. Second, the SCPs will receive risk-rated premiums for all their enrollees. In the early years, the risk rating can be entirely accomplished by adjusting the government's contribution. Over time, however, HIRA balances in overfunded accounts may be “taxed” to make risk-rated premium payments on behalf of individuals with underfunded accounts. At this point, HIRA owners are entitled to a “risk-rated annual withdrawal.”
HIRA Retirement Health Insurance Options
Owners of HIRA accounts will be given these options: (1) they can cede their HIRA funds to the government and enroll in a conventional Medicare SCP plan, (2) they can purchase an annuity—a stream of cash for their remaining years to be used to pay private health insurance premiums and to purchase healthcare directly, or (3) they can keep the account and withdraw an amount each year for the payment of premiums—with the withdrawal percentage determined by the government.
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IN 2014, THE NATION is expected to start insuring about 32 million uninsured people. About half will enroll in Medicaid directly; and if the Massachusetts precedent is followed, most of the remainder will be in heavily subsidized private plans that pay little more than Medicaid rates.1
That raises an important question: How good is Medicaid? Will the people who enroll in it and in private plans that function like Medicaid get more care, or better care, than they would have gotten without health reform? I will begin this chapter by evaluating the evidence to answer that question. Then, I will propose three alternatives: (1) abolish Medicaid altogether and integrate the beneficiaries into the private health insurance system; (2) allow Medicaid to be a competing health plan, rather than a plan that sequesters poor people; or (3) replace much of Medicaid outpatient spending on the nonelderly, nondisabled with a health stamp program.
The Case Against Medicaid
What Will Happen to Access to Care for Medicaid Enrollees?
The 32 million newly insured citizens may not get more healthcare. They may even get less care. Even if they do get more, odds are that low-income families as a group will get less care than if there had never been a health reform bill in the first place. The reason: As we have seen, the same bill that insures 32 million new people also will force middle- and upper-middle-income families to have more generous coverage than they now have. As these more generously insured people attempt to acquire more medical services they will almost certainly outbid people paying Medicaid rates for doctor services and hospital beds. To make matters worse, the health reform bill did nothing to increase the supply side of the market to meet the increased demand.
The Effects of Underpaying Physicians
On paper Medicaid is attractive. It promises coverage for most medical services with no premium and usually no out-of-pocket payments. But Medicaid pays physicians only about 60 percent as much as private insurers pay, and many Medicaid patients have difficulty finding doctors who will see them. Increasingly, physicians are dropping out of the Medicaid program, declining to see new Medicaid patients or limiting Medicaid patients to a small percentage of their practice.2 As a result, the patients turn to much costlier settings, such as hospital clinics and emergency rooms.
One study found that children were denied appointments 60 percent of the time when a caller reported Medicaid-CHIP as their coverage. By contrast, only 11 percent were denied an appointment when the caller reported private insurance. Of those who were able to obtain an appointment as Medicaid patients, the average wait was twenty-two days longer than those with private insurance.3 Another study found that even the uninsured have an easier time making doctors' appointments than Medicaid enrollees.4
Although Medicaid rates for physicians are typically lower than what physicians receive from the private sector in every state,5 the payment gap varies from one state to the next. New York state pays only about $30 for a comprehensive eye exam for a new patient, while Mississippi reimburses a physician $106 for the same service. Texas and Florida pay $63.55 and $66.90, respectively.
Access to Primary Care
About 30 percent of doctors do not accept any Medicaid patients, and among those who do, many limit the number they will treat. One survey found two-thirds of Medicaid patients were unable to obtain an appointment for urgent outpatient care.6 In three-fourths of the cases, the reason was the provider did not accept Medicaid. Among general practitioners who will accept Medicaid, the lowest figures are 30 percent (Los Angeles), 40 percent (Miami) and 50 percent (Dallas and Houston).7
Access to Specialists
People enrolled in Medicaid and CHIP also experience difficulty finding specialists who will treat them for the low fees Medicaid pays.8 A Government Accountability Office (GAO) report discovered that children enrolled in Medicaid or CHIP were one-third more likely to report problems accessing specialty care than children enrolled private health plans.9 One survey finds that:10
Use of the Emergency Room
According to a recent report, between 1997 and 2007 the total number of annual hospital emergency room (ER) visits doubled, mostly due to the increased frequency of use by adults with Medicaid coverage.11 Medicaid enrollees account for more than one-fourth of all ER visits in the United States.12
Quality of Care under Medicaid
The academic evidence suggests that there is a severe quality problem in Medicaid. Here are some studies identified by American Enterprise Institute scholar Scott Gottlieb:13
In each of these studies, researchers controlled for the factors that can increase poor health outcomes in Medicaid patients. Almost everyone agrees that Medicaid is not as good as private insurance. A more contentious issue is whether Medicaid is better than no insurance at all.
Here are some additional studies identified by Forbes health blogger, Avik Roy:18
With respect to cancer care, it is unclear that Medicaid matters very much.23 After reviewing the literature, Roy concludes that Medicaid patients do no better and sometimes worse than the uninsured.24
Health economist Austin Frakt takes issue with these studies, claiming that Medicaid and non-Medicaid populations are fundamentally different, even after adjusting for race, income, and other socioeconomic factors.25 That claim seems improbable—at least at the margin—however, in light of the heavy ping-pong migration of people in and out of Medicaid eligibility.26 Put another way, people who stay enrolled in Medicaid continuously probably are different from people who never enroll. But the most interesting group is the group that migrates back and forth.
Frakt points to some studies finding that Medicaid makes a positive difference over being uninsured.27 But the results would probably have been just as good or better if we spent the money giving free care to vulnerable populations. Moreover, even with their Medicaid cards, enrollees turn to emergency rooms for their care twice as often as the privately insured and the uninsured.28
A RAND report on expanding Medicaid coverage in Oregon turned up some positive effects.29 The Oregon Health Insurance Experiment found that those with Medicaid were one-third more likely to see a doctor, 15 percent more likely to fill a prescription, and 30 percent more likely to experience a hospital stay. Very poor and sick individuals enrolled in the program also reported that having Medicaid insurance made them feel healthier. However, economist Robin Hanson points out that about two-thirds of these effects occurred after being accepted into the program, before any care was actually received.30
How Wasteful Is Medicaid?
Fraud and abuse have plagued Medicaid since its inception. In 1997, the GAO estimated that fraud and abuse may be as high as 10 percent of Medicaid spending.31
A yearlong investigation of New York Medicaid by The New York Times found massive provider fraud. For example, a dentist in New York's Medicaid program claimed to have performed nearly 1,000 procedures in a single day. All told, she and a colleague billed New York Medicaid $5.4 million.32
Common fraud problems among Medicaid providers include charging for medical, transportation, and home healthcare services that were never delivered; charging for a more expensive service or good; using ambulance transportation when it is unnecessary; and charging twice for the same treatment. Because other people are paying for their healthcare, Medicaid recipients have little reason to detect and deter fraud.
Most fraud is committed by physicians and other providers, rather than patients, but providers often turn a blind eye to unscrupulous patients abusing or defrauding the system. For instance, the Times reports that a Brooklyn doctor prescribed more than $11 million worth of a synthetic growth hormone used to treat AIDS patients over a three-year period. Investigators say these patients were part of an elaborate scheme to obtain a drug popular with bodybuilders on the black market.33
Furthermore, matching funds make fraud control less enticing for states. For example, with a 50 percent match rate, if a state spends $1 to reduce fraudulent Medicaid spending by $2, the state loses $1 of the matching federal funding and its net gain is zero.
Matching-fund finance also affects state incentives to verify the eligibility of enrollees. In response to strong evidence that states were adding illegal aliens to their Medicaid rolls, the 2006 federal Deficit Reduction Act required states to demand proof of citizenship as a condition for Medicaid enrollment. In 2007, the number of nondisabled adults and children enrolled in Medicaid declined for the first time since 1996.
How Unfair Is Medicaid Funding?
On the average, the federal government pays about two-thirds of the costs of Medicaid, and it makes funds available to the states on a matching basis. In theory, the federal funding formula is designed to redistribute money from wealthier states to poorer states by giving poorer states a higher match for every dollar they spend. However, there is no cap on the amount the federal government matches. The more a state spends, the more it receives. In practice, states with above-average per capita incomes tend to adopt more liberal eligibility requirements and cover more people. They also tend to spend more per recipient. For example, the average total expenditure per Medicaid enrollee in 2007 was $5,163. However, New York, a high-income state, spent twice as much as low-income Alabama ($8,450 versus $3,945).34
As a result, the distribution of federal dollars under the program is more consistent with a policy of taking from the poor and giving to the rich:35
A much fairer way to distribute funds would be to give each state a percent of federal Medicaid spending, based on its percent of the nation's poverty population.
Are Block Grants to States a Good Idea?
An alternative favored by many health policy analysts and some governors is to replace the current Medicaid system (and its tangle of rules and regulations) with unrestricted block grants to the states. For example, if Texas is currently getting 6.7 percent of federal Medicaid dollars, under a block grant the federal government might pledge 6.7 percent of all Medicaid spending for the next five years, leaving Texas free to decide how to spend the money. A pure unencumbered block grant would require only that Texas spend the money on indigent healthcare, and nothing more. A fairer method of distribution, as noted, would be to give Texas 9.9 percent of all federal Medicaid spending, since that is the state's share of the national poverty population.
As health economist Linda Gorman has pointed out, welfare reform is an example of a successful block grant program.36 In 1996, the Aid to Families with Dependent Children entitlement program was replaced with the Temporary Assistance for Needy Families (TANF) block grants. The switch to TANF block grants had generally positive effects on employment, earnings, and income. As states changed the structure of benefits to reward work, funds were shifted from cash assistance to childcare, housing, transportation, and education. A million children moved out of poverty as work effort increased, and caseloads fell more than 60 percent.
Case Study: Rhode Island
In its final days, the George W. Bush administration granted Rhode Island a waiver that capped total (state and federal) Medicaid spending at $12.1 billion through 2013. There is no evidence that access to care has been reduced.37 Yet, at the current annualized rate of spending and projected growth, it appears that actual spending will be nearly one-quarter lower—or about $9.3 billion.
Private-Sector Contracting
Like Medicare, Medicaid is a public program; but a large number of Medicaid enrollees are actually in private health plans. In fact, nearly three-quarters (71.5 percent) of all Medicaid enrollees nationwide are in health plans managed by the private sector.38 Two of the more innovative Medicaid programs are in Florida and Indiana.
Case Study: Medicaid Reform in the Sunshine State
In 2006, Florida received a waiver to implement a reform program initiated by then-governor Jeb Bush. The reform plan began as a pilot project in two large counties and has since been expanded to five counties. The population of these five counties is nearly 3 million people, with a Medicaid population of 290,000 participating in the pilot program. The goal of the exercise was to increase choice among Medicaid providers, spur competition, and boost efficiency without reducing quality or access to care for Medicaid enrollees.
The way Florida accomplished this feat was by allowing Medicaid enrollees to choose among competing, private managed-care plans, which can vary the provider network and the benefit package as long as it covers mandatory benefits. The hope was that firms that failed to provide high-quality services or that managed the care of Medicaid enrollees poorly would be punished with fewer enrollees. Those plans that provided better services would attract enrollees. Also, enrollees in the program had a stake in managing their own health; and a system of rewards was designed to encourage and reward healthy behaviors.
Five years after the start of the program, the evidence suggests that the program has achieved patient satisfaction better than traditional Medicaid and done so at a cost that is lower and rising at a slower rate than traditional Medicaid, both in Florida and nationally. Enrollees can choose from two to eleven different plans, depending on the county in which they reside. Plans offer additional services not normally covered under the old Medicaid program. Access to specialists has improved.
One estimate is that the pilot program is saving up to $161 million per year. If this program were expanded to the remaining 49 states, state Medicaid programs would save $91 billion annually while improving health outcomes and achieving enrollee satisfaction scores of 83 percent to 100 percent.39
Case Study: Consumer-Directed Medicaid in Indiana
Indiana Governor Mitch Daniels presided over an innovative program to insure low-income families with incomes too high to qualify for Medicaid. The Healthy Indiana Plan began in 2007 to provide low-income families with consumer-driven health plans, coupled with personal health accounts called a Power Account. The goal was not only to boost health coverage, but also to create an incentive for enrollees to take a more active role in their healthcare decisions.40
Low-income individuals and families who have been uninsured for at least six months can enroll in the program but must make monthly contributions to their Power account of 2 percent to 5 percent of income (up to $92). The state of Indiana contributes $1,100 to the account, which covers nearly three-quarters of the deductible. Preventive care is covered by the health plan on a first-dollar basis. Once the deductible of $1,500 is met, there are no other cost-sharing expenses or co-payments.41
About 45,000 people in Indiana participate in the program, and 90 percent of enrollees made their contributions.42 Satisfaction is reportedly around 98 percent.43 The Obama administration has apparently decided not to renew the federal waiver, which is required to continue the program.44
The Case for Abolishing Medicaid
Is there any reason to partition low-income people in a separate health plan called Medicaid? Is there any reason to sequester low-income children in a separate health plan called CHIP? I can't think of a reason to do either. So I propose a radical idea: let's abolish both programs. Use the money instead to subsidize the integration of poor patients into the same healthcare system everyone else has access to.
The Mechanics of Abolition: Private Insurance
Low-income families would get the same refundable health insurance tax credit other Americans get—$2,000 per person and $8,000 for a family of four, in my example. Low-income families would not get cash. Instead, they would be able to direct their refund to any participating private insurance company. The refund, in other words, would function as a voucher.
Some may worry that the $8,000 refundable tax credit would not be sufficient to purchase adequate health insurance, and the private package could be worse than Medicaid itself. This is not something I worry about. Surely private entrepreneurs can produce a better health plan for $8,000 than what Medicaid offers. But just in case the critics are right, let's keep traditional Medicaid around as a stopgap. Let people choose between Medicaid and private insurance, and let the government's $8,000 check go to the plan they choose.
The Mechanics of Abolition: Point-of-Service Reimbursement
Getting enrolled in Medicaid is so burdensome that many people who are eligible don't bother to enroll. Perhaps it's time to ask a fundamental question: why do we care whether people have health insurance when they are healthy? Isn't the real point to make sure they get care when they are sick? Put differently, why do we care whether people have insurance when they are not seeing doctors if our only real purpose is to ensure that they have coverage once they do see them?
Instead of sending out an army of social workers to track down and enroll people in a program they may never use, why not qualify them at the point when they engage the healthcare system?
The Foundation for Health Coverage Education (CoverageForAll.org) has developed a Health Coverage Eligibility Quiz to identify people who qualify for public programs or health coverage in all 50 states.45 This is a tool that can also help hospitals identify uninsured patients eligible for Medicaid, who have been treated in the ER. In most cases, eligible but unenrolled individuals have up to 90 days to sign up for Medicaid and receive retroactive coverage for medical services they have already received. Although the eligibility quiz cannot sign people up, it takes them along that path. The purpose is to make the process as easy as possible. This tool could be used in any community health center or any hospital emergency room. It is freely available on a website (CoverageForAll.org) for anyone with a computer and Internet connection.
But why bother with enrollment at all? If the point of the whole exercise is to determine how much the state is going to pay the hospital or the community health center, why not stop there? Point-of-service-eligibility determination would seem to be all that is needed to authorize the delivery of free care.
The paperwork associated with formal insurance would seem to be superfluous and maybe even counterproductive.
Turning Medicaid into a Competing Health Plan
If abolishing Medicaid altogether turns out to be too radical for the body politic, my second suggestion is to keep Medicaid in its current form and let everybody enroll in it, regardless of income or assets. If it is good to let low-income families choose between Medicaid and competing private health insurance plans, why isn't it even better to let every family make this choice? Put differently, why should Medicaid be only for poor people? Why not open it up to everyone?
Medicaid as a Competing Health Plan
The price of admission to Medicaid would be a refundable health insurance tax credit offered to every American. At the same time, everyone now in Medicaid could get out of it and enroll in private health insurance instead. The means of transfer would be a refundable tax credit, which for those exiting Medicaid would apply to private insurance. This idea would simply turn Medicaid into one more competing health insurance plan.
(I realize this “public option” proposal puts me in the same camp with many on the political left, but public policy sometimes creates strange bedfellows.)
The Mechanics of Reform
My reform concept envisions the government making a commitment of, say, $8,000 to a family of four in the form of a refundable tax credit. The tax credit would apply to any health plan the family chooses, including Medicaid. Federal money (federal dollars) would follow people and flow to the plans they prefer. At least for noninstitutionalized patients, there would be a level playing field on which Medicaid would compete with every qualified plan in the market.
Advantages of Reform
There are several advantages to this approach. First, with no income and asset test, we immediately solve the problem of discontinuity of care—under which people become eligible, ineligible, and eligible again as their income rises and falls. Under this proposal, they could join Medicaid and stay there, regardless of income changes.
Second, it would allow low-income families to replace non-price rationing under Medicaid with the ability to pay market prices that many private plans allow. Non-price barriers to care are a greater deterrent to care than price barriers for many low-income patients. Access to private plans should increase access to care.
Third, this reform takes us closer to the goal of genuinely universal healthcare. Instead of being segregated into an inferior heath care system, low-income families would have the opportunity to participate in the same system everyone else uses.
Reforming Medicaid with Health Stamps
If Medicaid is retained in anything like its current form, however, it needs radical reform. So the third proposal to be considered here is to get Medicaid out of the business of dictating prices and replace that activity with a health stamp program, fashioned after the food stamp (SNAP) program. Enrollees would get stamps, depending on their health condition, and they would be free to add their own money and pay any price for any service the medical marketplace has to offer. In this way, low-income families on Medicaid would be empowered patients who could compete for healthcare resources on a level playing field with other patients, at least for small dollar health purchases, which would include almost all primary care.
The idea behind health stamps is straightforward. Like food, health is generally considered a necessity. So why not treat it the same way we treat food? We don't segregate grocery stores into those that sell to poor customers and those that do not. Grocery stores take all comers, and they charge the same price to each of them. The way we subsidize low-income families is through the food stamp program, a highly successful poverty program that now reaches 60 million people. The program allows poverty and near-poverty families to have access to the full range of food products. Because they pay market prices, food stamp families are welcome customers at every grocery outlet. Although they live with more limited budgets, food stamp families are able to make tradeoffs in grocery choices—using food stamps in a way that meets their own preferences and needs. Competition for food stamp dollars forces stores to compete on price and, unlike healthcare, the prices are transparent. Every paper contains full-page ads in which price plays a dominant role.
This proposal makes certain that the poor have the wherewithal to pay for their healthcare not by forcing them to wait or take poorer quality, but with healthcare dollars. These healthcare dollars are full dollars to providers, insuring that the poor can complete for resources with all other buyers of care.
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NO ONE WILL be untouched by the Patient Protection and Affordable Care Act,1 arguably the most radical piece of legislation ever passed by Congress. It will affect everyone with private insurance, every senior on Medicare, everyone on Medicaid. The bill will create 159 new regulatory agencies. Its ten-year cost is close to $1 trillion. It is intentionally designed to fundamentally alter the way medicine is practiced in this country.
The Patient Protection and Affordable Care Act will radically transform the US healthcare system. The most significant changes (e.g., a requirement that most people obtain health insurance) will not become law until 2014. A tax on employee “Cadillac” health plans does not take effect until 2019. This means there will be at least one presidential election before most provisions become law as well as other opportunities for voters to express their will. In the meantime, here is a brief summary.
A New Health Insurance Mandate
The most striking feature of the new law is one that Barack Obama actually opposed when he was running for the presidency: a requirement that most people obtain health insurance, whether they want to or not. At the time of this writing, the constitutionality of this requirement is being reviewed by the Supreme Court. In the meantime, here are some particulars:
Some Major Benefits of the Reform
The health reform law produces winners and losers. Here are some of the most important benefits:
Some Major Costs of the Reform
In general, for every benefit, there is an offsetting cost. More than half the costs of this reform, for example, will be borne by the elderly and disabled on Medicare:
Reduced spending and reduced subsidies will have an especially big impact on seniors:
Other measures will affect the more general population:
There are also hidden costs of certain benefits:
Expected Impact of the Reform
There are three major problems in healthcare: cost, quality, and access. Yet, when all is said and done, there is no assurance that under ACA any of the three problems will get better. They may all get worse.
Costs May Rise, Rather than Fall
Although the CBO initially predicted a slight lowering of overall healthcare costs in future years, it subsequently expressed doubts.12 Medicare's chief actuary and most private forecasts expect overall costs, as well as the government's costs, to be higher as a result of the new law. A more recent analysis by the Office of the Medicare Actuary predicts that the new law will increase, rather than decrease, healthcare spending.13 The RAND Corporation has made a similar prediction.14
Quality of Care May Fall, Rather than Rise
To address the problem of quality, the new law authorizes pilot demonstration projects, allots research funds to discover “best practices,” and gives Medicare new powers to try to force doctors and hospitals to change how they practice medicine. Some scholars are skeptical of how well this will work. In the meantime, new problems will arise as doctors try to deal with a surge in demand for their services. In Britain, Canada, and other developed countries, doctors often deal with these problems by creating waiting lists and reducing the amount of time they spend with each patient.15 Also, health plans will have perverse incentives to skimp on care for their sickest enrollees.
Access to Care May Fall, Rather than Rise
Under ACA, up to 34 million additional people will be insured, and most of the rest of the population will have more generous coverage. The result: the demand for medical care is likely to greatly exceed the supply. Although there is disagreement about the size of the coming physician shortage, Medicare's chief actuary and some private sector economists are predicting major problems in access to care, including increased waiting times.16
How ACA Intends to Change the Practice of Medicine
Some of the supporters of the Affordable Care Act have been very explicit. Harvard Medical School professor Atul Gawande, for example, thinks that medicine should be more like engineering—with all doctors following the same script, rather than exercising their individual judgment. “We have to be more like engineers building a mechanism whose parts actually fit together, whose workings are ever more finely tuned and tweaked,” he writes.17
Karen Davis, president of The Commonwealth Fund, envisions a complete reorganization of the practice of medicine, in which “physicians, hospitals, and other providers…join together to form accountable care organizations [ACOs] to gain efficiencies and improve quality of care.”18
Peter Orszag, former director of the Office of Management and Budget and Obama administration point man on healthcare while the legislation was being written, says that under the new law, Medicare has broad authority to refuse to pay for treatments that are not evidence-based.19 Orszag also believes the malpractice laws should be rewritten so that doctors who practice evidence-based medicine are given a safe harbor against lawsuits.20 Former White House health advisers Nancy-Ann DeParle and Susan Sher have made a similar recommendation.21
Critics worry that in actual practice, reform efforts will fall very short of the goals; that practice guidelines, rather than representing the best that medicine has to offer, will become cookbook recipes; that while these recipes may work for most patients most of the time, doctors will not feel free to make exceptions for patients that don't fit the norm. Rather than resemble a finely honed machine, the healthcare system could more closely resemble the US Postal Service.
Accountable Care Organizations
Accountable Care Organizations have been described as “HMOs on steroids.” On paper, it sounds as though doctors will be rewarded for providing higher quality services. In practice, ACOs may reward doctors for underproviding care, as traditional HMOs were accused of doing.22
Moreover, the business model of the ACO requires that patients see only the doctors that the ACO employs. If you are getting care from an ACO, therefore, your insurance may not pay for you to see doctors outside the ACO. Also, part of the ACO vision is that all doctors and nurses will practice medicine in the same way. This means that when you visit an ACO clinic, you will not necessarily see the same doctor you saw on your last visit. ACOs will probably be given a lot of freedom to limit the terms and circumstances under which you can see doctors.
Nationwide, Medicare started paying fees to ACOs in 2012. Eventually, the Obama administration would like to see everyone in an ACO.
But if no one had any previous interest in forming ACOs, let alone joining them, what is going to cause them all to change our minds? Money. Insurers won't be able to get premium increases unless they adopt ACO plans. Doctors and hospitals will be paid less if they don't join. Eventually, doctors will find they are ineligible to treat Medicare patients or patients insured in the newly created health insurance exchanges if they are not practicing in ACOs. As for the patients, there won't be any plans to join other than ACO plans.
ACOs will have capitated payments—the organization gets a fixed annual fee per patient, regardless of the costs that patient actually incurs—and, like the traditional HMO, the ACO will get to keep any money it doesn't spend. The organization will also incorporate all the latest fads in health policy: electronic medical records, pay-for-performance incentives, quality report cards, and so on.
If ACOs can reduce costs and raise quality, why don't they already exist? The results from the few demonstration projects with ACOs have been lackluster and mixed.23 A comprehensive review of all the studies of report cards and other quality-measuring-and-reporting techniques finds they don't work and may do more harm than good.24 Just as teachers will “teach to the test” if test results are how they are graded and rewarded, doctors will tend to “practice medicine to the test” if that is how they are paid. If you're the patient, that may not be good for you. The latest comprehensive review of all the studies of electronic medical records finds they do not live up to their promises.25 And the most recent study of pay-for-performance from Britain finds that it doesn't work either.26 As Scott Gottlieb, a former US Food & Drug Administration deputy commissioner and writer on health policy, has pointed out, the ACA approach will stifle innovation and entrepreneurship and is already causing venture capital to leave the healthcare market.27
So how do we explain the administration's commitment to ACOs? Whether they raise or lower costs, whether they raise or lower quality, there is one thing that ACOs will indisputably accomplish. They will drive doctors into organizations where their behavior can be controlled.28 For the first time in our history, both the practice of medicine and the way money is spent on medical care will fall under federal control.
ACOs are the portal through which we will all march toward a truly nationalized healthcare system. I don't know any advocates of ACOs who are not also advocates of global budgets, under which providers are given a fixed amount of money to spend and forced to ration care if the funds prove to be inadequate—as they do in Britain and Canada.
Where Private Insurance Is Headed
Even if you are not enrolled in a traditional HMO or an ACO, you can expect a return to some of the heavy-handed health insurance industry practices that were so unpopular in the 1990s and gave rise to the “patient bill of rights” proposals. The reason? The new healthcare reform takes away just about every other tool insurers have to control costs. In response to the new law, for example, health insurers are already trying to keep premiums down by offering policies that cover, say, only half the doctors in the area where you live.29 In some of these plans, you get no reimbursement whatsoever if you see a doctor outside the insurer's network.
Levers of Government Power: Medicare
Will the federal government be able to tell doctors how to practice medicine? An undisguised goal of health reform is to change what most doctors do. The Medicare payment system will be used to push doctors to use electronic medical records, join group practices, and ultimately join ACOs. Doctors who do these things will be paid more. Doctors who don't will be paid less.
A federal Coordinating Council for Comparative Effectiveness Research will study alternative ways to treat various conditions, and Medicare could refuse to pay doctors and hospitals that refuse to follow the guidelines. National guidelines will almost certainly govern who will get diagnostic tests, under what conditions, and how often. Medicare doctors are likely to have much less discretion about such diagnostic tests as mammograms, Pap smears, PSA tests, colonoscopies, and so on. Medicare doctors are also likely to have much less freedom to order CAT scans, MRI scans, PET scans, and sonograms.
Levers of Government Power: The Private Sector
The government will have less control over the way in which doctors practice medicine for patients who are privately insured. However, health plans in the exchange will face competitive pressure to limit what they spend on people with expensive health problems. Undoubtedly, federal guidelines for Medicare will give these plans permission to adopt the same payment strategies for physicians seeing the privately insured. Ultimately, whatever happens under Medicare is likely to spread to the entire private sector.
Some Questions and Answers about Reform
Where Will I Get My Insurance?
If you are like most people, you will get it the same place you get it today—through an employer, through Medicare or Medicaid, or through a private Medicare or Medicaid contractor (e.g., a Medicare Advantage plan).
If you buy your own insurance, however, you will probably have to obtain it through a health insurance exchange, in which competing insurers will offer government-mandated packages of benefits. States may have flexibility in how the exchanges operate. You may be able to obtain insurance online, for example.
If your income is below 133 percent of the poverty level (currently $14,856 for an individual and $30,657 for a family of four), you will be required to enroll in Medicaid, and you will not be allowed access to subsidized private insurance offered in the exchange.
Will I Be Able to Keep the Insurance I Now Have?
Probably not. No promise was repeated more often by Barack Obama than the pledge that, “If you like the plan you are in, you can keep it.” For the vast majority of people, however, this promise almost certainly will not be kept. Here's why.
Your Employer May Be Forced to Switch to Another Plan
In general, if employers make very few changes to their current plan, that plan will be grandfathered. But most plans will be unable to qualify for grandfather status. A government memorandum predicts that:30
A more recent survey of employers by AonHewitt, a human resources consulting service, suggests that this prediction may have been too optimistic: 90 percent of employers expect to lose their grandfather status by 2014.31
Your Employer May Drop Coverage Altogether
Most employers will be required to offer health insurance or pay a fine. But since the fine will be as little as one-seventh the cost of the insurance, many employers—especially small employers—may drop their coverage. This will force you and other employees to go to a health insurance exchange for your health insurance. To a modest degree, this has already happened in Massachusetts,32 with a similar health reform law, and the reaction is likely to be more pronounced in other states. Overall:
Loss of Medicare Advantage Coverage
As noted, about half of the enrollees in Medicare Advantage (MA) plans (7.5 million people) are likely to lose their coverage and will be forced to return to conventional Medicare—a figure consistent with independent analysis.37 That process has already started. In 2011, Cigna Corp., Harvard Pilgrim Healthcare, several BlueCross BlueShield plans, and others announced they would not renew Medicare Advantage plans for 700,000 beneficiaries, who must find new policies.38 If you are able to keep your MA plan, expect higher premiums and fewer benefits in the years ahead.
Loss of Postretirement Coverage
The health reform law removes an important employer tax subsidy. As a result, almost all retirees with employer coverage for prescription drugs (5.8 million out of 6.6 million) are expected to eventually lose it, according to the latest Medicare Trustees report. For example, 3M, with 23,000 US retirees, has announced that it will drop coverage.39
Loss of Independent Drug Plans
Seniors who have independently purchased Medicare Part D drug plans are also at risk. In 2007 there were 1,875 plans, while in 2012 there will be only about 1,041 plans—834 fewer than five years earlier.40 The loss of plans will force seniors to choose a new plan, with possible changes in premiums and co-payments.
Loss of Limited Benefit Plans
More than 1 million Americans currently have a health insurance plan that features “limited benefits,” sometimes called “mini-med” plans. Medical benefits in these plans are capped anywhere from a few thousand dollars to $25,000 or even $50,000 or more annually. Premiums are affordable—a family policy can be as little as $1,000 per year. Many other employees are in health plans that limit annual and lifetime benefits as a way to constrain the cost of coverage. Regulations under the new health reform law, however, ban annual and lifetime limits on medical benefits. They phase out completely by 2014.
As a temporary measure to prevent the possibility of millions of Americans losing their health coverage, the US Department of Health and Human Services has granted 1,722 waivers to more than 4 million people with limited benefit health plans. The waivers will allow these employees to keep their coverage for at least one more year. Some of the organizations that received waivers were staunch supporters of the health reform bill. More than half of the people covered by these waivers are members of labor unions, including the Service Employees International Union, the Teamsters, and United Food and Commercial Workers.41
How Much Will Health Insurance Cost?
Unless you qualify for an exception, beginning in 2014, the new law will require you to obtain a health insurance plan. For the first two years, state governments will have the power to dictate most of the benefits the plans must include. Beyond that point, the benefits will probably be mandated under federal law. In all likelihood, this new mandatory coverage will be more extensive and more costly than the insurance you currently have. The typical coverage in 2016, for example, will average about $5,800 (individual) and $15,200 (for a family of four), according to the Congressional Budget Office.42
Your Share of the Cost in the Exchange
The out-of-pocket premium you pay will be no more than 3 percent if your income is at the poverty level (currently $14,404 for an individual and $29,327 for a family of four), rising to 9.5 percent of income at 400 percent of poverty (currently $43,320 for an individual and $88,200 for a family). However, if you earn above that level, you may have to pay the full premium yourself. Your subsidy will be based on income from up to two years earlier, based on your income tax return. If it is later discovered that you received a larger subsidy than you are qualified for, you will have to reimburse the government for a portion of the subsidy received in error.
Your Share of the Premium at Work
If your income is less than 400 percent of poverty, your share of the premium will be limited to no more than 9.5 percent of your income. Otherwise, the insurance will be judged to be unaffordable, and you will be entitled to subsidized insurance in a health insurance exchange. There is a big difference between the limits in the exchange and the limits at work, however. In the exchange, your share of the premium will be kept low by a refundable tax credit—a gift from the government that will pay the remaining premium expenses. But, in general, there will be no new subsidies for employer coverage. So if your employer is required to reduce the amount of the premium you pay at work, the extra cost to your employer will have to be made up by reducing other compensation (cash wages and other benefits). In the exchange, someone else (the government) pays to keep your premium low, but at work it's likely that you will pay.
How Will the Government Enforce the Requirement to Buy Insurance?
The enforcer of health reform is the Internal Revenue Service (IRS).
On your annual tax return, you will be required to show proof that you and other members of your family have the minimum insurance the government is going to require almost everyone to have. Failure to provide proof will subject you to tax penalties that will reach $695 (individual) or $2,085 (family) or 2.5 percent of your income, whichever is greater, in 2016. Further, providing fake information (claiming you have insurance when you don't) will subject you to the same penalties that would apply to other types of false reporting to the IRS.
Some analysts estimate the IRS will need to hire 16,000 additional agents to enforce the requirement that everyone obtain individual health insurance, although the agency has not confirmed this estimate.43
What Will Happen to My Taxes?
You will join other Americans in paying more than $500 billion in nineteen new types of taxes and fees over the next decade to fund health reform.44 Some of the new taxes will be indirect and will be passed on to you in the form of higher prices, higher premiums, or lower wages. You will pay other taxes directly. According to the Joint Committee on Taxation, about 73 million taxpayers earning less than $200,000 will see their taxes rise as a result of various health reform provisions.45
Tax on Medical Devices
These taxes will reach everything from surgical instruments and bedpans to wheelchairs and crutches. Even pacemakers and artificial hips and knees are taxed. All told, the tax on medical devices will collect nearly $20 billion over the next decade.
Tax on Insurance
A $60 billion tax on health insurance, beginning in 2014, will ultimately be reflected in higher premiums. For example, the Senate Finance Committee's Republican staff estimates the new taxes—including taxes on medical devices, taxes on drugs, taxes on insurers—could ultimately push up health insurance premiums for a typical family of four by nearly $1,000 per year.46
Tax on Drugs
A new tax on drugs will collect about $27 billion. In anticipation, some drug makers have already started raising their prices.47 These taxes and the changes in the treatment of medical savings accounts have been called the “medicine cabinet tax.”
Tax on Medical Savings Accounts
If you have a Flexible Spending Account, a Health Reimbursement Arrangement (HRA) or a Health Savings Account, you are no longer able to use these tax-free accounts to purchase over-the-counter drugs. That means you will have to buy such items as Claritin, aspirin, or Advil with after-tax dollars (making the cost to you 30 percent higher or more for a middle-income family). In addition, tax-free contributions to an FSA will be capped at $2,500 annually. People setting aside funds for chronic care, corrective eye surgery, or other out-of-pocket medical expenses will be limited to $2,500, regardless of medical need. Taken together, these two actions are expected to cost consumers $18 billion over the next decade.
Taxes on Indoor Tanning
If you plan to use an indoor tanning bed, expect to pay 10 percent more thanks to a new excise tax expected to raise nearly $3 billion.
Taxes on Cadillac Plans
A 40 percent excise tax will be levied on so-called “Cadillac” health plans for the amount in excess of $27,500 for families and $10,200 for single coverage. About one-third of health plans will be subject to the tax beginning in 2019. But since these thresholds are not indexed to increase as fast as medical costs, over time virtually all plans will be subject to the tax.
Taxes on Illness
If you have a lot of medical expenses, today's tax law allows you to deduct from your taxable income the amount that exceeds 7.5 percent of your adjusted gross income (AGI). Under the new law, this threshold is being raised to 10 percent of AGI—making your deduction smaller.48 The increase is effective in 2013 for people under 65 years of age and in 2017 for those 65 years of age and older.
Additional Taxes on Wages, Investment Income, and Even Home Sales
The Medicare payroll tax will increase by almost one-third for some people—from 2.9 percent today to 3.8 percent on wages over $200,000 for an individual or $250,000 for a couple. In addition, the 3.8 percent Medicare payroll tax will be levied on investment income (capital gains, interest, and dividend income) at the same income levels. This tax is not only on the rich, however. Under some circumstances, the sale of a house could trigger the provision, making you “paper rich” for a single year and forcing you to pay a 3.8 percent levy on a portion of the appreciated value above a certain limit. Moreover, the threshold above which people must pay the higher tax is not indexed to rise with inflation. Consequently, over time more and more middle-class Americans will have to pay it.
What If I Am on Medicare?
You and others like you are probably going to be more affected by the new health reform law than any other population group.
Benefits of Reform
There are a number of new benefits, including:
Costs of Reform: Cuts in Medicare Spending
If you are in conventional Medicare, you can expect that reduced spending will average $290 in 2014. If you are in a Medicare Advantage plan, you can expect more severe cuts: $1,267 in 2014. If you are able to retain your coverage, these cuts will lead to increases in premiums or reductions in benefits. Note that these cuts are on top of a planned 30 percent cut in doctor fees that are already part of current law, but that Congress has been postponing for the past nine years. Comparing the path we have been on to the path required under the new law:49
Moreover, in some cities, the combined effect of cuts in Medicare and cuts in Medicare Advantage will be especially large. By 2017, thousands of people in Dallas, Houston, and San Antonio will face more than $5,000 a year in lost healthcare benefits, according to one study. For some New York City dwellers, the figure will exceed $6,000 a year. Residents of Ascension, LA, will lose more than $9,000 in benefits.50
The Obama administration claims that it will target these cuts to eliminate waste—to encourage low-cost, high-quality care and discourage high-cost, low-quality practices. Critics are not hopeful. In fact, Medicare's own actuaries believe that the most likely way spending cuts will be made is through a reduction in fees paid to doctors, hospitals, and other providers. In particular:51
Costs of Reform: Reduced Coverage for Prescription Drugs
Under current law, employers who provide their employees with postretirement healthcare benefits can set up and administer retiree drug plans as an alternative to Medicare Part D. In return, employers get subsidies worth about $665 per retiree, and tax breaks make the value of the subsidy even higher. The Patient Protection and Affordable Care Act removes the tax subsidy, however, and the loss to major employers is substantial:52
In response, many large firms will completely do away with their retiree drug plans.
In addition, 27 million seniors will pay higher premiums for the Medicare Part D Plan to allow the donut hole to be closed. Only 4 million seniors are thought to reach the donut hole annually, but fewer than 1 million will surpass the threshold and receive the full benefit of closing the donut hole. Expect your premiums to rise to pay for this benefit.53
How Cuts in Medicare Spending Will Be Made
The new law assumes that the federal government can make Medicare grow at about half the rate of growth of healthcare spending overall and eventually no faster than the rate of growth of national income. To achieve this goal, the law gives an Independent Payment Advisory Board (IPAB) the power to recommend spending cuts. Congress must either accept these cuts or propose its own plan to cut costs as much or more than the IPAB's proposal. If Congress fails to substitute its own plan, the IPAB's cuts will become effective. In this way, the growth rate of Medicare spending will be officially capped.
This approach gives an independent agency much more power than any similar agency has had before. However, there are two problems. First, the IPAB is barred from considering just about any cost control idea other than cutting fees to doctors, hospitals, and other suppliers. Second, this implies that Medicare fees will fall further and further behind private payments, making Medicare patients less desirable customers to the medical community. In some parts of the country, doctors are increasingly reluctant to take Medicare patients—including the Mayo Clinic in Arizona.54
What about the Medicare Trust Fund?
US Department of Health and Human Services Secretary Kathleen Sebelius has claimed that cuts in Medicare spending help Medicare's Trust Fund, making it easier to pay benefits in future years.55 Yet CBO Director Douglas W. Elmendorf rejected such claims, saying that they amount to impermissible double counting.56 The money that is saved by cuts in Medicare spending either (1) will be used to pay for health insurance for younger people or (2) will be put aside to pay Medicare benefits in the future. But you cannot use the same dollars to buy two different things. Since the bill explicitly uses cuts in Medicare spending to finance health insurance subsidies for young people, it does nothing to aid the future financial health of Medicare. Medicare's chief actuary has said the same thing.57
What about Andy Griffith?
At a cost to the taxpayers of about $708,000, a television ad features the TV lawyer Matlock telling you how great the new health bill will be for you. Yet, a fact-check by the Annenberg Public Policy Center finds the claim not believable:58
Currently, about one in every four Medicare beneficiaries is enrolled in a Medicare Advantage plan. For many of them, the words in this ad ring hollow, and the promise that “benefits will remain the same” is just as fictional as the town of Mayberry was when Griffith played the local sheriff.
What about AARP?
The organization that claims to represent seniors has been fully supportive of the new law. But the interests of AARP and the interests of seniors are not the same. For example, AARP markets its own Medigap insurance, collecting more in premiums and other revenue from other commercial ventures than it collects in member dues. With fewer seniors in Medicare Advantage plans, the market for Medigap insurance will greatly expand. Moreover, AARP is getting special treatment under health reform. Specifically, AARP's Medigap insurance is:59
What If I Have a Health Savings Account?
If you are one of the more than 22 million people60 enrolled in a Health Savings Account (HSA) or a Health Reimbursement Arrangement or if you work for the one of every two employers who now offer one of these consumer-driven health plans, in the future you will have fewer options. The new healthcare law does not outlaw HSA-eligible plans, but it takes away HSA options and future regulations could make these plans impractical and undesirable.
Current Law
Instead of giving all of your healthcare dollars to an insurance company, the current law allows you to choose a plan with a high deductible and more limited benefits and put the premium savings in an account you own and control. Deposits to these accounts may be made with pre-tax dollars, just like employer-paid premiums, and the accounts grow tax-free. Because you get to keep the money you don't spend, self-insuring in this way allows you to directly benefit from being a prudent consumer in the medical marketplace.
Lower Deductibles
The new law reduces the allowed deductible for small-group plans (those with fewer than 100 employees) to $2,000 for singles and $4,000 for families, beginning in 2014. This is roughly one-third the level allowed under current HSA law. This will limit your ability to save on insurance premiums by joining a higher deductible plan.61
Larger Penalties
If you take money out of your HSA for a nonmedical purpose, the law has already increased the penalty from 10 percent to 20 percent, and you will have to pay ordinary income taxes as well. As noted above, patients may no longer use their HSA funds to purchase over-the-counter (OTC) drugs. This is especially unfortunate since there is a trend for off-patent drugs to become less expensive OTC drugs.
Additional Risks
The Secretary of Health and Human Services has the authority to review health plan benefits on an annual basis and determine the “essential” benefits that should be included in all health plans. If the secretary determines that all plans must have a benefit that violates the regulations for HSA-eligibility, HSAs could essentially be outlawed by the stroke of a (regulatory) pen.
Other restrictions could make HSA plans impractical. For example, one proposal would require your employer to verify that every single HSA withdrawal is for medical care. This would greatly increase the paperwork cost of administering these accounts.
The Latest Regulatory Risk
As this book goes to press, the Obama administration has announced a regulatory ruling that could effectively eliminate HSA plans from the market for individual insurance. The ruling concerns the minimum medical loss ratio (MLR) requirement that will penalize insurers who fail to spend 80 percent or 85 percent (depending on circumstance) of their premium dollars on healthcare. The problem: The administration wants to count third-party spending on medical care but exclude deposits made to a Health Savings Account before the deductible is met. Such a regulation will make it almost impossible for HSA plans to survive in the new health insurance exchanges.62
What If I Have a Flexible Spending Account?
The most significant change is an annual limit on contributions you can make to a Flexible Spending Account. About 35 million people are using FSAs to pay for such things as medical expenses, dental insurance premiums, long-term care, and child care with pre-tax dollars. Funds must be used in the year they are set aside, however. Although most employers limit the amount you can contribute to $5,000, the new law will limit contributions to no more than $2,500 a year—indexed to inflation for future years.
As noted, the new law also changes the definition of a qualified medical expense, making over-the-counter medications and products no longer eligible for payment through an FSA. Virtually everything in your medicine cabinet that used to be tax-free (through an FSA) is now taxable. The list includes aspirin, bandages, cough syrup, cold medications, antibiotic ointment, first aid creams, pain relievers, cough drops, antacids, sinus medications, allergy medications, and nasal sprays. If you are one of millions of people with a chronic condition, the increased cost to you could be substantial.
The impact may be even greater if you are one of the millions of people who use these accounts for long-term care for family members with chronic illnesses. For example, families raising special needs children often deposit funds into an FSA to pay for costly education and behavior therapy. This allows them to use pre-tax dollars—at a savings of nearly 50 percent in some cases—to pay for tuition that can top $1,000 per month.
What If I Am Young?
Like all other individuals, you will be required by federal law to purchase health insurance with the specific benefits the federal government says you must have, regardless of whether you want to pay for them and regardless of whether they are useful. For instance, young single males will be required to purchase a plan that has maternity benefits and well-baby coverage.
Benefits of Reform
Young adults up to age 26 (whether married or unmarried) are now able to enroll in their parents' health plans. Currently, this option is limited to children who do not have access to an employer plan. However, beginning in 2014, children will be able to join or stay on their parents' plan even if they have access to an employer plan of their own.
Costs of Reform
If you are like most young people, you are healthier and have lower expected costs than older adults. For example, people in their 20s today typically face premiums that are only one-fifth or one-sixth as high as people in their 60s. The likelihood of ill health, and therefore the cost of health insurance, tends to rise with age, but fortunately so does income. People in their 50s and 60s typically pay higher premiums, but their higher incomes allow them to do so.
Regulations that take effect in 2014 will dramatically change things, however. Insurers will be required to accept all applicants at rates that are not adjusted for health status. Also, premiums can be adjusted for age, but the highest premium can exceed the lowest one by no more than a ratio of three to one. This means that you will face premiums that will be much higher than your expected cost so that older, less healthy adults can pay premiums that will be much lower than their expected costs.
The result: You will have to pay a lot more for your coverage, perhaps even double or triple your current premium. For example, studies based on actual insurance claims data show:63
Exceptions for Young Adults
If you are under the age of thirty, you will have access to health plans that have fewer mandated benefits than the standard plans. These plans will be allowed to have higher deductibles and higher cost-sharing, but your out-of-pocket exposure will be no higher than HSA limits (currently $6,050 for an individual and $12,100 for a family).64 Presumably, these plans will have lower premiums. They will not qualify for premium subsidies in the exchange, however.
Does Marriage Help or Hurt?
It almost always hurts. The reason: subsidies in the newly created health insurance exchange will treat two singles better than a married couple. Suppose you are earning 200 percent of the federal poverty level (currently $21,660). You will be required to pay a premium equal to 6.3 percent of your income in the exchange—or about $1,365 for a health plan that has an actual cost of, say, $5,000. Thus, you and a cohabitating partner who also earns 200 percent of the federal poverty level could both obtain health coverage for about $2,730. However, if you marry your partner, the two of you will be required to pay 9.5 percent of your income in premiums—or about $4,115. Being married will cost the two of you $1,385 a year.
In some cases, getting married may be worth the financial penalty, however. If you and your partner each earn 100 percent of the federal poverty level (currently $10,830), you would (individually) qualify for Medicaid and would not be allowed to purchase private coverage in the exchange. However, if you are married, your combined income would disqualify you for Medicaid. If you bought insurance in the exchange, you would be required to pay 4 percent of your household income (or $866). The ability to get out of Medicaid (which pays low doctor fees) and into a private plan (which may pay market rates) may be worth the extra premium you have to pay—especially if you value more ready access to care.
What If I Run a Small Business?
Unless you employ mainly high-income people, your best option is probably to avoid providing health insurance altogether. The reason: your employees will be able to obtain insurance that is cheaper (for them) in a new health insurance exchange than you can purchase as an employer. This conclusion is probably valid even if you have to pay a fine for not insuring your employees and even if you forgo the new health insurance tax credit the government will be offering you.
Mandated Health Insurance
If your company employs fewer than fifty-one fulltime workers, you will be exempt from penalties for failing to offer health coverage. The fifty-first worker, however, could be a very expensive hire. If you employ fifty-one or more workers, failure to provide insurance will subject you to a tax penalty of $2,000 for each uninsured employee beyond the first thirty employees. So growing from fifty to fifty-one uninsured workers would subject you to a fine of $42,000 [(51-30) × $2,000] for adding the last worker. This fine, however, will be much smaller than the cost of providing fifty-one employees with the insurance mandated under the Affordable Care Act. Moreover, the fine is much smaller if a firm hires a significant number of part-time workers (those working less than 30 hours per week). In the example above, if twenty of the firm's fifty-one workers were replaced by part-time workers, the firm's penalty would fall from $42,000 to only $2,000.65 One implication: Many workers who want full-time work may only find part-time work.
A Catch-22
If you are an employer who already provides insurance, you may be able to retain your current health plan by claiming grandfather status. This would make you immune from cost-increasing regulatory burdens, since the mandated benefit package is likely to be more generous and more costly than what you have now.
Any substantial change in your health plan, however, such as switching to a new insurance carrier, will cause you to lose your grandfather status—even though changing insurers is the main way small firms keep premiums down. As a result, you can accept double-digit premium increases for your existing insurance or you can shop around for new coverage, in which case you will lose your grandfather status and have to comply with dozens of costly new mandates.
Under a mid-range estimate, two-thirds of small-business employees will lose their grandfather status by 2013 and will no longer be able to keep the plan they now have. Under the worst-case scenario, as many as 80 percent will lose their grandfather status.66 By contrast, a self-insured, large company plan or union plan is free to change its third-party administrator as often as it likes and still keep its grandfather status.67
Employer Access to an Exchange
If you have fewer than 100 employees, you will be able to purchase coverage in a health insurance exchange rather than buy insurance in the small-group market. However, your employees will not be able to obtain the subsidies that individuals will receive if they are buying their own insurance. Also, just as insurers selling in the exchange will not be allowed to charge premiums based on health status, that same requirement will also govern the small-group market outside the exchange. So at this point, it is unclear whether there will be any financial advantage to using the exchange, if you are paying the premiums.
Uninsured Employees’ Access to an Exchange
We do not know at this point what health insurance in a health insurance exchange is going to look like. However, the CBO estimates the average cost of a health plan will be about $5,800 (individual) or $15,200 (family) in 2016.68 This suggests that the insurance will look a lot like a standard BlueCross plan paying BlueCross fees to providers. Moreover, most people earning less than $70,000 or $80,000 per year will be able to get a subsidy in the exchange that is much more generous than the tax subsidy available for employer-provided coverage.
Take a 40-year-old employee with a family who is earning, say, $30,000. If you provide the government-mandated insurance at work, you will have to spend an amount equal to about half the employee's salary. The only subsidy is the ability to pay premiums with dollars that are not included in the taxable income of the employee. Since this employee makes too little to pay income taxes, you will only be avoiding a 15.3 percent (FICA) payroll tax, and that is worth about $2,800.
If this same employee enters a health insurance exchange, however, he will be charged a premium of only $1,000. The government will pay the remaining premium and reimburse the family for most of its out-of-pocket costs—bringing the total expected annual subsidy to about $11,200.69
So, combining your financial interest with your employee's, there is a potential gain of $6,400 if the employee gets health insurance in the exchange rather than at your place of work. That is money that could be used to pay higher wages, provide other benefits, or add to company profits. Note also that the financial gain from sending the employee to the exchange in this case far exceeds a potential $2,000 fine. It also exceeds the value of any small-business health insurance tax credit.
Potential Benefit: A New Small Business Subsidy
The new law includes a health insurance tax credit that may help you purchase health insurance for your employees. However, the credit is available for only six years and only for firms that have twenty-five or fewer employees and pay wages that average less than $50,000. Moreover, most businesses will not meet the strict (and complex) criteria for claiming the credit. In fact, fewer than one-third of small businesses will qualify according to the National Federation of Independent Business, the trade association that represents small business.70 Also, the credit is not available to sole proprietorships and their families.
Even so, the big surprise is that so few businesses are claiming the credit. The IRS estimates that 4.4 million firms are eligible, and the CBO expected $2 billion in subsidies would be paid out in 2010 alone.71 Yet at a hearing of the House Ways and Means Committee, the Treasury Department's Inspector General J. Russell George reported that as of mid-October, 2011, only 309,000 businesses had claimed the credit, for a total payout of $416 million.72
Why so few? Patricia Thompson of the American Institute of Certified Public Accountants explained that the tax credit violates all of the organization's principles for sound tax policy. Among other flaws, the small-business tax credit is astoundingly complicated and opaque. Ms. Thompson testified:73
In order for an incentive to be effective, taxpayers must know of its existence, know whether it applies to them and how it applies to them. Since most small employers did not know until the end of the year (or after the year ended when their income tax returns were prepared) whether or not they qualified for the credit, there was no incentive for them to provide health insurance coverage.
Limits on Employee Premiums
If you do decide to provide the mandated health insurance benefit to your employees, you may be required to limit the amount of premiums some employees pay to a percentage of their income. For example, health plans are considered unaffordable if workers earning less than 400 percent of the federal poverty level (about $88,200 for a family of four) are required to pay a premium that is more than 9.5 percent of the worker's wage. The premium for an employee earning $30,000, for example, would be deemed unaffordable if it were higher than $2,850. For firms with more than fifty workers, employing a worker whose premium is unaffordable may result in a $3,000 fine.
What If I Am an Early Retiree?
The new law creates subsidies for employer-provided insurance for retirees, but these new subsidies phase out in 2014.74 Moreover, the subsidies go not to individuals but to employers. Indeed, one of the ironies of the new health law is that the first subsidies are going not to low-income, uninsured families, but to General Motors, General Electric, Procter & Gamble, PepsiCo, Alcoa, Intel, Pfizer, and other large companies. And because higher income employees are more likely to have an employer promise of postretirement care, the subsidies will help those early retirees who least need help.
When these subsidies end in 2014, insurers—selling in a newly created health insurance exchange—will have to accept all applicants regardless of health condition. Since the difference in premiums an insurer charges in the exchange cannot exceed three to one (rather than the more normal cost ratio of six to one), the likely impact will be that young people will be overcharged so that 50 and 60 year olds can be undercharged.
One problem: it appears the mandate may be weakly enforced. If people wait until they get sick to insure, the average premium in the exchange will have to be quite high to cover the costs. As a result, retirees could face higher premiums in the exchange than they would have faced with no reform at all. As noted, millions of seniors also will pay higher premiums for their Medicare (Part D) drug plan because of the cost of closing the donut hole. Expect your premiums to rise in future years.75
What If I Am an Immigrant?
If you are a legal resident alien, you will be required to obtain the same government-mandated health coverage that US citizens must obtain. However, if you have been here for less than five years, and if your income falls below 133 percent of the federal poverty level, you will not be allowed to enroll in Medicaid. Instead, you will be able to do something low-income US citizens cannot do: obtain highly subsidized insurance (paying a premium, say, of ten cents on the dollar) in a health insurance exchange. If, as we expect, Medicaid insurance is lower quality insurance, you will have access to better insurance than a US citizen with the same income!
If you are an undocumented immigrant you will not be subject to the individual insurance mandates, and you will not be fined if you fail to purchase health insurance. Nor will you be allowed to enroll in Medicaid or buy insurance in the health insurance exchange. However, hospital emergency rooms will not be able to deny you healthcare if you are in need. What makes this surprising is that the most common argument for an individual mandate is that the uninsured should have to contribute to their own healthcare instead of getting it for free in the emergency room. This is why US citizens will be required to pay hefty fines if they do not obtain insurance. If you are here illegally, however, you're an exception to this rule.
What About Preventive Care?
The new healthcare law promises people on Medicare annual wellness exams, mammograms, prostate cancer screenings, and other preventive services—without any co-payment or deductible. The rest of the population will also have access to a lengthy list of preventive services. Unfortunately, the law that mandated these benefits contained no provision to make sure doctors will be able to deliver the services.
What Services Will I Be Entitled To?
All new health plans (plans that are not grandfathered) must now cover the preventive services recommended by the US Preventive Services Task Force, without cost-sharing. Depending on your age and sex, the following preventive services must be covered by your health insurance:76
Will I Be Able to Get the Preventive Services Promised Me?
The answer is probably not. Providing preventive care takes time, and most primary care physicians already have their hands full. Nationwide, more than one out of every five people is living in an underdoctored area, and the shortage of primary care physicians is expected to grow worse in future years.77 Furthermore, since preventive screenings are often reimbursed at lower rates than other services, when you call your doctor for a preventive care appointment, you may find there is a long wait.
Is Preventive Medicine Cost-Effective?
Much rhetoric suggests that preventive care pays for itself. If a disease is caught in its early stages, so it is said, treatment costs will be lower. So can wider access to preventive care lower the nation's healthcare costs? In general, no.
For an individual with a health problem, the old adage that an ounce of prevention is worth a pound of cure is true.78 For the few patients who are diagnosed with a disease, preventive screenings are definitely worth the cost. But the cost of screening thousands of healthy patients to find one patient with a problem usually swamps any savings on patients whose diseases are diagnosed early.
In general, preventive medicine adds to healthcare costs, rather than reducing costs. Mammograms don't pay for themselves. Nor do Pap smears, prostate cancer tests, or general checkups for healthy people.79 That doesn't mean we should avoid these tests, but we should obtain them judiciously.
There are some exceptions—childhood immunizations and prenatal care for at-risk mothers, for example. But the exceptions are few and far between. Louise Russell, who has studied the economics of preventive care for many years, explained this in a recent article in Health Affairs:80
Over the past four decades, hundreds of studies have shown that prevention usually adds to medical spending. [Data] from 599 studies published between 2000 and 2005 [show that] less than 20 percent of the preventive options (and a similar percentage for treatment) fall in the cost-saving category—80 percent add more to medical costs than they save.” [Italics added.]
Why Can't We Use Medical Science to Decide What Preventive Care People Should Get?
Who should get a mammogram? At what age? How frequently? What about Pap smears and prostate cancer tests and colonoscopies? Aren't these questions experts can decide? Unfortunately, no. Any reader of daily newspapers knows that we are forever getting conflicting advice from well-meaning people. Part of the problem is that people differ in their attitude toward risk and in their willingness to spend money to reduce risk. A danger in a one-size-fits-all approach fashioned in Washington, DC, is that the experts may not share your values. Their attitude toward risk reduction may be different from yours.
The Danger of Cookbook Medicine
Another danger is that, harried by far more requests for services than they can possibly deliver, doctors will take a routine approach to all their patients and ignore what makes you unique as an individual. What if you feel you are at a heightened risk for breast cancer because your mother or grandmother had breast cancer—but you fall outside the guidelines for early breast cancer screening before age forty? Women at higher risk of breast cancer might want to begin them at age twenty-five, as recommended by Susan G. Komen for the Cure.81 But will you be allowed to do so? If necessary, will you be allowed to pay for the test yourself? The answers to these questions are not clear.
The Dangers of the Politics of Medicine
Both Congress and the current administration have already shown that they are unwilling to let experts set the guidelines for preventive care. For example, the new law stipulates that seniors are entitled to an annual physical and that males are entitled to an annual prostate cancer test—even though neither is recommended by the Preventive Services Task Force. Also, HHS Secretary Sebelius has chosen to include annual mammograms for women in their 40s, even though the task force recommended against it.
Expect more politics to come. Women's groups have already successfully pushed for free contraceptives under the guise of prevention.82 Also, while more free services may sound good, remember that the doctor's time is limited, as are the number of healthcare dollars. Granting more marginal care to one person may mean less really serious care for another.
Letting Individuals Make Their Own Choices
There is a better way. Instead of giving all of your healthcare dollars to an impersonal, bureaucratic insurance company, you should be allowed to put some of those dollars in a Health Savings Account that you own and control. That way, you could consult the advice of the Preventive Services Task Force on your own. You could also consider the advice of other experts, including your doctor, and take into consideration personal data about you and your family.
Preventive care is not like an investment good that pays a positive rate of return. Instead, it's like a consumption good. Preventive care leads to better health. But the enjoyment of that result must be compared with the benefit of other goods and services we could have purchased with the same money.
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THE ORIGINAL LEGISLATION creating ACA was 2,700 pages long. Since then, more than 10,000 pages of regulations have been added.1 I have identified ten problems so severe that even the White House and Democratic leaders in Congress are going to want to reopen the healthcare reform process and deal with them.
1. An Impossible Mandate
Most Americans will be required to have health insurance beginning on January 1, 2014. The type of insurance you have, where you will get it, and what you will pay will be determined not by you and your employer or by free choice in the marketplace, but by government. Here are the biggest problems the mandate will create.
Crowding Out Other Consumption
Health costs per capita have been rising at twice the rate of per capita income for the past forty years. President Obama did not create the underlying problem. Nor is this a uniquely American problem.2 The result: healthcare spending will consume more and more of our income with each passing year.
To make matters worse, the normal consumer reactions to rising premiums are going to be disallowed. For example, most people would react to unaffordable premiums by choosing a more limited package of benefits, or opting for catastrophic coverage only or relying more on Health Savings Accounts. But these and other responses are limited or barred altogether under the new law.
The provisions governing preventive care illustrate the problem. Everyone will have to have a plan that covers preventive care (mammograms, Pap smears, colonoscopies, etc.) with no deductibles or co-payments. Since there will be no out-of-pocket payment, no one will have any incentive to comparison shop and try to minimize the cost of these services. Could some preventive care be provided by a nurse at a walk-in clinic more cheaply than at a doctor's office? Undoubtedly. But the new law will prevent you from being in a health plan that gives you economic incentives to economize and reduce those costs.
Crowding Out Wage Increases
Most people will continue to obtain health insurance through an employer. The Congressional Budget Office estimates the average annual cost of a minimum benefit package at $4,500 to $5,000 for individuals and $12,000 to $12,500 for families in 2016.3 Thus, the minimum cost of labor will be a $7.25 cash minimum wage and a $5.89 health minimum wage (family), for a total of $13.14 an hour or about $27,331 a year.
Imagine you are an employer. You certainly aren't going to pay an employee more than his value to the organization, and competition from other employers will tend to prevent you from paying less. If the government forces you to spend more on health insurance, you will spend less in wages in order to pay for the mandated benefits.
For above-average-wage employees, this is all straightforward. Expect wage stagnation over the foreseeable future, as employers use potential wage increases to pay for expanded (and mandated) health benefits instead. At the low end of the wage scale, however, the effects of this new law are going to be devastating.
Crowding Out Jobs
Ten-dollar-an-hour workers and their employers cannot afford $6-an-hour health insurance. If they bought it, only $4 would be left for cash wages and that would violate the (cash) minimum wage law. This is not a small problem. One-third of uninsured workers earn less than $3 above the minimum wage.4
Further, although health economists have known for decades that these are the workers that most need help in obtaining insurance, there are no new subsidies to help employees at Wal-Mart or McDonald's or Denny's or any other restaurant chain buy health insurance. These workers and many others are at risk of losing their jobs.
Do We Really Need a Mandate?
The idea of a health insurance mandate has seemed reasonable to many people on the right as well as the left because of the free-rider problem: those who remain willingly uninsured will have extra money to spend, and if they become sick and need care they cannot pay for, they will look to everyone else to provide that care for free. Are we not rewarding them for being irresponsible and allowing them to be free-riders on the rest of society?
That argument seems persuasive until we ask this question: if we require everyone to have health insurance, what is the appropriate punishment for someone who doesn't? The only practical way to enforce a mandate is with a fine. And if that is all we have in mind by way of enforcement, we do not need a mandate. All we need is a system that fines people who don't purchase insurance.
In fact, the income tax already provides this “fine.” Middle-income families who have employer-provided health insurance (as opposed to higher wages) receive a generous tax subsidy. The flip side of that subsidy is a penalty: People who don't have employer-provided insurance pay higher taxes as a result of that fact.
Why is it good not to have a mandate? Because once the government tells us what insurance we must have, every special interest imaginable will lobby Congress to become part of the mandated benefit package. This has already happened at the state level, where insurance plans in various states are required to cover providers ranging from acupuncturists to naturopaths and services ranging from in vitro fertilization to marriage counseling. All told, there are 2,156 mandates at the state level.5 They increase the price of insurance and have priced as many as one-in-four uninsured people out of the market.6
2. A Bizarre System of Subsidies
The Affordable Care Act offers radically different subsidies to people at the same income level, depending on where they obtain their health insurance—at work, through an exchange, or through Medicaid. These subsidies are arbitrary, unfair, and even regressive. Along with the accompanying mandates, they will cause millions of employees to lose their employer plans and maybe their jobs as well.
Subsidies Create Perverse Incentives
Take the maids, waiters, waitresses, busboys, custodians, and grounds-keepers at a hotel, making about $15 an hour. The government provides no help for the purchase of employer-provided health insurance. The only subsidy available is the one that has been there all along in the tax code: by purchasing health insurance with pre-tax dollars, employees at this income level will avoid a 15.3 percent (FICA) payroll tax—about $2,800.
Now consider a standard family plan offered in a health insurance exchange. If the $15-an-hour employees are eligible for such a plan, the government will pay anywhere from 90 to 94 percent of the premium depending on the age of the employee and the region of the country. The government subsidy amounts to about $13,6177
Which is better? A $13,617 subsidy or a $2,800 one? If a hotel didn't send its low-wage workers to the exchange and a competitor down the road did so, the hotel would face about 50 percent higher labor costs than the competitor.
But not so fast. There is another wrinkle in this calculation. Although low-and moderate-wage employees get generous subsidies in the health insurance exchange, higher income employees (say about $94,000 and up) get no subsidy at all. If they obtain employer-provided insurance, however, they can take full advantage of the tax law provision. When the hotel buys insurance for a manager, for example, the premiums not only avoid the 15.3 percent payroll tax, they also avoid a 25 percent federal income tax and, say, a 5 or 6 percent state and local income tax. The upshot: through the tax subsidy, government is “paying” for almost half of the cost of the insurance.
Subsidies that Are Regressive and Unfair
Quite apart from the perverse economic incentives the subsidies create, they are completely arbitrary and unfair. As Figure 17.1 shows, a $31,200-a-year family (about 133 percent of poverty) getting health insurance at work gets less than one-fourth as much help from the government, compared to a family making nearly three times that much income and getting insurance in the exchange.
Note: Wages and insurance equal to 133% of poverty.
Figure 17.1. Health Insurance Subsidies for a Family of Four (high-cost region)
Sources: Author calculations, Stephen Entin and Kaiser Family Foundation Subsidy Calculator.
Subsidies that Create High Marginal Tax Rates
Starting in 2014, subsidies in the health insurance exchanges will be available to families with incomes between 133 percent and 400 percent of the federal poverty line. The range is from $31,389 to $93,699 for a family of four. (People below 133 percent of poverty will be forced to turn to Medicaid.) An analysis by Daniel Kessler predicts that health coverage will cost $23,700 for a family of four headed by a 55 year old, living in a high-cost region.8 The subsidy for this plan starts at $22,740 at the low end and falls to zero as income rises.
Figures 17.2 and 17.3 show the average marginal tax rates that individuals and families can expect to pay under the new law, on the average. Note that the highest marginal tax rates fall on moderate-income earners. An individual earning between $20,000 and $30,000, say, will face a marginal tax rate substantially higher than the rate paid by Bill Gates or Warren Buffett.
What is the highest marginal tax rate a family could face? Although premiums for health insurance sold in the exchange are capped at 9.5 percent of income for the families earning between 350 and 400 percent of poverty, there are no subsidies for families earning more than 400 percent of poverty. That means premiums would be capped at $8,901—resulting in a subsidy of $14,799 ($23,700–$8,901) for a family earning $93,699 (400 percent of poverty). But if the family earns $1 more ($93,700), they no longer qualify for a subsidy. Thus $1 in additional income results in a subsidy loss of $14,700, for an implicit tax rate of 1.47 million percent.
Adjusted Gross Income
Figure 17.2. Effective Marginal Tax Rates with the Phaseout of the Health Exchange Subsidies (Single Individual)
Source: Michael Schuyler, “Health Exchange Subsidies Would Impose High Marginal Taxes,” National Center for Policy Analysis, Brief Analysis No. 697, March 3, 2010.
Adjusted Gross Income
Figure 17.3. Effective Marginal Tax Rates with the Phaseout of the Health Exchange Subsidies (Couple with Two Children)
Source: Michael Schuyler, “Health Exchange Subsidies Would Impose High Marginal Taxes,” National Center for Policy Analysis, Brief Analysis No. 697, March 3, 2010.
A Better Way to Encourage Private Insurance
To achieve the ideal, the federal government should offer people the same tax relief for the purchase of health insurance, regardless of where it is obtained—at work, in the marketplace, in a health insurance exchange, through a cooperative, and so on. In addition, we should end the regressive practice of giving the largest subsidies to those taxpayers who need help the least. A reasonable system would be one in which every taxpayer receives the same subsidy, regardless of income. If it is socially desirable to encourage people to insure and if the cost of insurance is largely independent of income, the financial help coming from government should also be independent of income.
Finally, we should end the wasteful practice of allowing people unlimited opportunity to lower their tax burden by buying more expensive insurance. Instead of generously subsidizing the last dollar of premium people pay, we should subsidize the first dollars more heavily and let them pay the last dollars out of their own pockets. A straightforward way of doing this is with a lump sum tax credit. A family would get, say, $8,000 to apply dollar for dollar to the first $8,000 of health insurance premiums. Since many employer plans cost almost twice that amount for family coverage, the tax credit would not cover the entire amount people are likely to spend on health insurance. Nor should it.
Families would be encouraged to think carefully about what value they get from the second $8,000 they and their employers have been spending. If they can find ways to economize, each dollar not spent on health insurance would be a dollar available for some other purpose.
3. Perverse Incentives for Insurers
Under the current system virtually all employers and group insurers have perverse incentives to attract the healthy and avoid the sick. Once people have enrolled, the incentives are to overprovide to the healthy (to encourage them to stay) and underprovide to the sick (to encourage them to leave).
Managed Competition in ACA Exchanges
The problem with managed competition under ACA is that the pressures to act on the incentives will be much more intense. In the health insurance exchanges, health plans will be forced to charge the same premium, regardless of health status, and potential enrollees will be able to easily compare premiums. In this way, the insurers will be forced to aggressively compete on price. To the degree that a plan succeeds in attracting an above average share of healthy enrollees or a below-average share of sick enrollees, its average cost will be lower than that of competing plans. That means it will be able to charge a lower premium than other plans and enjoy a competitive advantage in the health insurance exchange. There are provisions to offset some of the expected perversity with so-called “risk adjustments.” Yet no system of risk adjustment works well. Currently, the Medicare Advantage program has the most sophisticated risk adjustment mechanism—employing as many as 60 or 70 variables. However, studies show that the system predicts individual health costs very poorly9 and the health plans are still able to game the system and attract an above-average healthy enrollment.10
A Better Alternative: Creating a Market for the Care of the Sick
Instead of requiring insurers to ignore the fact that some people are sicker and more costly to insure than others, we should adopt a system that compensates them for the higher expected costs—ideally, making a high-cost enrollee just as attractive to an insurer as a low-cost enrollee. At a minimum, this means that when individuals switch health plans, they always move at market prices, not artificial prices.
4. Perverse Incentives for Individuals
A poorly reported development in Massachusetts is the growing number of people who are gaming the system.11 People remain uninsured while they are healthy and get insurance after they get sick. Then, after they receive care and their medical bills are paid, they drop their coverage again. In the industry, they are called “jumpers and dumpers.” They jump in after they get sick and dump the plan after they get well. This behavior is more likely the lower the penalty for being uninsured and the more weakly the individual mandate is enforced.
Under ACA, the fines for being uninsured are low. When fully phased in, the fine is $695 for individuals and $2,085 for families. But these fines do not apply to people who do not file tax returns—and that is more than 20 million households. To make matters worse, the IRS is hinting that it has no plans to enforce these fines.12
Individuals gaming the system could be the death knell for private insurance—leading to what many in Congress wanted all along: a single-payer, public plan.
5. Impossible Expectations
Suppose that Congress passed a law requiring all health plans to pay for an hour of free conversation every year between patients and doctors. The logical question would be: where are the doctors going to find all the additional hours to provide this service? The same question is relevant for the Affordable Care Act. It promises almost everyone in the country access to annual physicals, mammograms, Pap smears, prostate cancer (PSA) tests, colonoscopies and other services most are not now getting—with no deductible and no co-payment.13 Who is going to deliver these services?
The Demand for Free Preventive Care
There's an even more important question: when millions of Americans line up for additional preventive care, how will this affect cost, quality and access to care? In a 2003 study researchers at Duke University Medical Center estimated that it would require 1,773 hours a year of the average doctor's time—or 7.4 hours every working day—for the average doctor to counsel and facilitate patients for every procedure recommended by the US Preventive Services Task Force.14 And remember, every so often a screening test turns up something that requires more testing and more doctor time. The current supply of medical personnel cannot come anywhere close to providing what has been promised.
In addition, screening tests and similar services add to healthcare costs, rather than reduce them,15 and sick patients may be crowded out in the process. Patients in higher-paying plans seeking preventive services could displace the more urgent needs of sick patients in lower-paying plans. The most vulnerable patients will be the elderly and the disabled on Medicare, poor families on Medicaid, and newly insured enrollees in subsidized private plans sold in the health insurance exchanges.16
Impact of Concierge Doctors
A major increase in demand and no change in supply will cause increased waiting for care almost everywhere, and one place patients will turn is to concierge doctors. In return for an annual fee, patients receive increased access and additional services.17 Whereas a doctor in a regular practice typically has about 2,500 patients, however, a concierge practice usually has only about 500 patients. The more doctors that opt out of conventional care for concierge care, the greater the rationing problem becomes for everyone left behind. This could result in a two-tiered system in which those with more financial resources have concierge care, and everyone else is subjected to rationing by waiting.
The Administration's Options
For its part, the Obama administration is caught on the horns of a dilemma. While it wants to be seen as the champion of preventive care, a vast increase in this kind of coverage will increase healthcare costs and crowd out access to care for those who have more serious medical needs. Even before healthcare reform, the Association of American Medical Colleges was predicting a 21,000 primary care physician shortfall by 2015, while the Health Resources and Services Administration at HHS estimated a shortage of between 55,000 and 150,000 physicians by 2020.18
The Obama administration knows the problem and is quite worried about it. Is there anything it can do to ameliorate the situation?
Apparently, Health and Human Services Secretary Kathleen Sebelius plans to use $250 million targeted for “prevention and public health” in the Patient Protection and Affordable Care Act for physician training instead.19 The funds would train 500 physicians, 600 physician assistants, and 600 nurse practitioners. Also, she plans to raid pots of “stimulus” money created under the American Recovery and Reinvestment Act to subsidize the training of doctors and nurses. All told, the administration now claims it will train 16,000 primary care providers by 2015.20
However, this initiative will not create any new medical residency slots, which are required before a medical graduate can practice medicine. Thus, it is unlikely that any additional physicians will be trained. Moreover, virtually all of the medical students and nursing students who will be subsidized are already enrolled in medical training programs.
A Better Alternative: Liberate the Supply Side of the Market
The most obvious way to avoid a huge imbalance between the supply and the demand for medical care (especially primary care) is to abolish the requirement that health plans provide a long list of preventive services with no co-pay or deductible. In addition, nurses, physicians' assistants, and other paramedical personnel should have greater freedom to offer their services to the marketplace.
In Oregon, nurse practitioners with the proper credentials and licensure may open their practices anywhere they choose and operate in the same capacity as a primary care physician without oversight from any other medical professionals.21 They can draw blood, prescribe medications, and admit patients to the hospital. In Texas, however, which has some of the most stringent regulations in the country, a nurse practitioner can't do much of anything without being supervised by a doctor who must:22
Walk-in clinics manned by nurses in pharmacies and shopping malls seem to have overcome these legal barriers. But in poorer areas—especially in poor, rural areas—the obstacles may be insurmountable. In 2009, about 30 percent of Texas counties, most of them rural, had poverty rates of 20 percent or more.23 Yet the farther a nurse is located from a doctor's office, the less likely the doctor will be to travel to supervise the practice. In medically underserved areas, a doctor must visit a nurse practitioner at least once every tenth business day. Because of the shortage of practitioners, people living in poverty-stricken counties in Texas must drive long distances in order to get simple prescriptions and uncomplicated diagnoses.
California provides another example of the harmful effects of medical practice statutes: after more than 6,600 people overwhelmed volunteers at a free mobile health clinic in Los Angeles in 2010, California legislators passed a law making it easier for out-of-state medical personnel to assist with future events.24 But because the state failed to adopt needed regulations, only medical personnel licensed in California could treat patients. Think about that: doctors from Nevada, Arizona, and Oregon can't cross state lines to deliver free care to people who need it.
6. A Tattered Safety Net
One of the most oft-repeated arguments for health reform is to reduce costly and delayed trips to the emergency room by uninsured patients. But will that happen? The heaviest users of the ER (in proportion to their numbers) are Medicaid patients (perhaps because many doctors won't accept them), and more than half of the people who gain insurance under the new health reform bill will enroll in Medicaid.
What to Expect Under ACA
While the increased demand for services may turn some people to concierge doctors, many more are likely to turn to the emergency room when they cannot get their needs met at doctors' offices:25 if, say, only one-third of those newly insured turn to the emergency room because of inadequate primary care supply, that would equal between 39 million and 41 million additional emergency room visits every year.
A Better Approach
To protect the institutions that deliver care to our most vulnerable populations, we need a dedicated flow of funds that rises and falls with the objective need. One source of funds is the money represented by unclaimed tax credits. These funds could be redirected to the safety net institutions in the areas where the uninsured live to provide a source of funds in case they cannot pay their own medical bills.
7. Impossible Benefit Cuts for the Elderly and the Disabled
Senior citizens are major losers in health reform. More than half the cost of the reform will be paid for by $523 billion of cuts in Medicare spending over the next ten years.26 Although there are some new benefits for seniors (mainly new drug coverage), the costs exceed the benefits by a factor of more than ten to one.
Cuts in Medicare Fees to Providers and in Advantage Plans
Medicare actuaries predict that: 27
Moreover, in the not-too-distant future, Medicare patients could find themselves in the same position as Medicaid enrollees—who often are forced to get all their care at community health centers and safety net hospitals.29 Ultimately, if Medicare spending grows at a lower rate than the healthcare system as a whole, the elderly and the disabled will end up in a completely different healthcare system. They will not be able to see the same doctors, enter the same hospitals, or get the same quality of care other Americans have access to.
In defense of its plan, the Obama administration claims that it will target Medicare cuts to eliminate waste—to encourage low-cost, high-quality care and discourage high-cost, low-quality practices. Yet, the cuts in Medicare Advantage subsidies, for example, appear to be based on special interest politics alone, not on any lofty goals.30 Moreover, the plans that are being defunded are ostensibly doing everything President Obama says he wants to accomplish with health reform:31
A Better Solution: Reform Medicare the Right Way
Many of the cuts to Medicare will have to be restored. However, Medicare cost increases can be slowed by empowering patients and doctors to find efficiencies and eliminate waste.
On the demand side, seniors should be able to have Health Savings Accounts. In this way, those who avoid unnecessary or wasteful spending would be able to use those same dollars for other consumption spending. Patients, in other words, would have a financial self-interest in keeping costs down.
On the supply side, doctors, hospital administrators, and other providers should be able to approach Medicare and request to be paid in more efficient ways. The ground rules are: the change cannot increase Medicare's costs, and the quality of care for the patients cannot go down. With this opportunity in place, providers would find it in their self-interest to find ways to eliminate inefficiencies and waste.
8. Impossible Burden for the States
The Affordable Care Act is expected to add up to 16 million more Medicaid enrollees and will significantly expand eligibility for families with incomes up to 133 percent of the federal poverty level. Initially, the federal government will pay 100 percent of the cost of the newly eligible, newly enrolled populations and 95 percent of costs through 2019. However, hidden costs will strain state budgets, and states will still find their share unaffordable.
The Cost of Enrolling the Already Eligible
An estimated 10 million to 13 million uninsured people are already eligible for Medicaid—but not enrolled. When the individual mandate to obtain health coverage takes effect in 2014, many states will find the cost of their Medicaid programs higher as a result.
For example, a decade after the new law's implementation, Texas Medicaid rolls are predicted by the Texas Department of Health and Human Services to rise by 2.4 million people. Of these, only 1.5 million enrollees will be newly eligible, so a significant share of the cost for the remaining 9 million will have to be borne by the state.32
Low Medicaid Provider Payments
On the average, reimbursements for Medicaid providers are only about 59 percent of what a private insurer would pay for the same service, but it varies from state-to-state. For example:33
Low provider reimbursement rates make it more difficult for Medicaid enrollees to find physicians willing to treat them. Initially, the federal government will bear the cost of raising Medicaid provider fees to Medicare levels—but only for two years, 2014 and 2015. Then the rates will fall back to their previous levels, or the states will bear much of the cost of keeping Medicaid provider fees at a level necessary to ensure enough physicians are willing to participate in the program.
Lower Payment to Safety Net Hospitals
Disproportionate share hospital (DSH) payments are used to compensate hospitals that treat a disproportionate share of indigent and uninsured patients. The federal government distributes about $12 billion annually to offset part of the cost.
The ACA reduces DSH payments by about one-quarter, on average, through 2019. Beginning in 2018, annual reductions are about $5 billion per year. The federal government will initially deduct about three-quarters of hospitals' historic allotment and then give back a portion of the funding reduction using complex formulas. The rationale is that as more patients have coverage, hospitals will have fewer uninsured patients. However, 23 million people will remain uninsured—some of whom may seek uncompensated care. States may have to bear some of the additional costs if their hospitals are to stay solvent.
Crowd Out of Private Insurance
Many of the newly insured under Medicaid will likely be those who previously had private coverage. Research dating back to the 1990s consistently confirms that when Medicaid eligibility is expanded, 50 percent to 75 percent of the newly enrolled are those who have dropped private coverage.34
A Better Solution: Give the States Control Over Medicaid
A good argument can be made for abolishing Medicaid. Given the freedom to spend the same money in other ways, state governments should be able to deliver more care and better care. Even if they decide to retain the basic structure of Medicaid, the states can implement a slew of reforms that will lower costs, improve quality and increase access to care.
The most straightforward solution is to give the states their share of Medicaid dollars with no strings attached except the requirement to spend the money on indigent care. The fairest allocation system is to let each state's block grant reflect the proportion of the nationwide poverty population living in the state.
9. Impossible Insurance Company Regulations
Regulating the Medical Loss Ratio
A medical loss ratio is the percentage of health insurance premiums that is spent on medical care. The popular term for the remainder is “administrative costs.” The new law requires plans to spend at least 85 percent of their premium income on medical care and no more than 20 percent on administration.35
Here's one immediate problem: no one knows how to define “administration.” Just as there is no line item in the federal budget called “waste fraud and abuse,” there is also no line item in any organization's budget called “administrative costs.” Most of us think we vaguely know what it is. But pinning it down is sort of like trying to nail Jell-O to the wall.
Think about a doctor's office and ask yourself what goes on there that you would be inclined to call “administration” or “overhead” and what you would call “medical care.” Arguably, the physical facility, the equipment, and the utilities are all overhead. The personnel who admit you and discharge you are engaged in administration, are they not? Ditto for the taking of your medical history and your vitals—and even ascertaining the nature of the complaint that brought you there. In fact, you could make a case that unless someone is actually drawing blood, giving you a shot or ordering a prescription, it's all overhead.
Looking at it this way, you could argue that about 95 percent of everything that goes on in a doctor's office is administration and overhead. Conversely, a clever accountant might also be able to argue the reverse—that only 5 percent is really overhead.
Now, let's think about insurance companies for a moment. The MLR is a constraint that potentially limits sales efforts, profit, efforts to ferret out fraud, and any other nonmedical expense—insurers will no doubt see it as an undesirable constraint. Sales commissions to insurance brokers who service health policies are also considered overhead. So is the activity of answering the enrollees' questions about the plan.
Five Perverse Incentives
Of all the perverse incentives this kind of regulation creates, I want to focus on five that I think will be especially pernicious.
First, just about any payment an insurer makes to a doctor or hospital is going to count as medical care, no matter how large the administrative costs are for the provider. So both entities have an incentive to find ways of shifting administrative costs from the insurer to the providers. The most obvious way of doing that is for the insurer to contract with an HMO, give the HMO a fixed fee per enrollee, and let the HMO manage all the care, no questions asked.
Second, almost anything the insurer does that conforms to the Obama administration's view of “improving quality”—managed care, coordinated care, integrated care, electronic medical records—will count as “medical care.” But efforts to detect and prevent fraud will not count. Doctor credentialing won't count either. One way to think about this is to realize that everything insurers are doing today to hassle good doctors will be encouraged and much of what they do to get rid of bad doctors will be discouraged.
Third, the days of the insurance broker are probably numbered. Since broker commissions won't count as “medical care” and since the MLR is averaging about 70 percent, rather than 80 percent, in the individual market, insurers will cut back on commissions, and brokers may leave the market completely. Why should you care? Because in today's bureaucratic health insurance system, brokers (along with employers) act as advisers and protectors. They answer questions, correct mistakes, eliminate confusion, and offer other customer services. Once they're gone, you will be left on your own to navigate the complexities of the system.
Fourth, the minimum MLR restricts what insurers can spend to compete with each other in a way that favors larger firms and discriminates against smaller ones. Health insurers across the country are already leaving the small-group and individual health insurance markets, forcing people to find other sources of coverage. In the process, we are left with markets that are more concentrated, less competitive and offering consumers less choice. Here are a few examples, courtesy of the Galen Institute:36
These announcements are indicative of an accelerating trend that the American Medical Association says leaves four out of five metropolitan areas in the United States without a competitive health insurance market.37
Finally, insurers will be constrained in their ability to realize profits on their insurance business, but there will be no constraint on their profits from invested reserves. This means that in the business of insurance, the insurer will be like a regulated utility. There will be no incentive to take risks on developing new products because the insurer will not be able to reap the rewards of successful innovation. On the other hand, the insurer can realize the full return from risky investments outside the business of insurance.
A Better Solution: Deregulation
At a minimum, getting control of healthcare costs requires a vibrant competitive health insurance marketplace. The most important innovations in health insurance are not coming from the largest companies. They are being produced by smaller, more innovative companies aggressively competing to find a market niche. Imposing regulatory requirements that leave only one or two insurers standing will be self-defeating in the long run.
10. Discrimination Against Consumer-Directed Care
Recall that Health Savings Accounts are the fastest growing product in the health insurance marketplace. Currently, about 25 million families are managing some of their own healthcare dollars as a result. Virtually every serious study has found that these plans lower costs without jeopardizing the quality of care people receive. In fact, most employers have decided that giving financial incentives to employees is the most reliable way to rein in spending.
Given that one of the main goals of health reform was to lower the rate of growth of healthcare spending, it would be truly ironic if the new law makes the most reliable way of achieving the goal unavailable to millions of people. But it appears that is about to happen.
Here's the reason. HSA plans achieve their lower premiums by having patients take more control over healthcare dollars. People pay less to the third-party payer because they agree to take responsibility for more of the expenses. Yet under the new MLR rules, the out-of-pocket spending from an HSA is not counted in the MLR calculation—at least for individually owned insurance.38 Specifically, if an insurer pays for a healthcare service for their insured, that counts as a medical expense in calculating the medical loss ratio. But if an individual pays for a healthcare service to meet her deductible, that expense does not count as a medical expense for purposes of MLR calculation.
Health policy analyst and insurance veteran, Greg Scandlen, gives this illustration:39
Suppose I buy an insurance policy with no deductible that costs $5,000. I have $4,000 in medical expenses. That is 80 percent of my premium, so the health plan is in compliance with the new MLR rule.
However, if I buy a policy with $1,000 deductible for $4,000 in premium and still have $4,000 in medical expenses, I pay the first $1,000 directly to meet my deductible. The health plan pays the remaining $3,000. That is only 75 percent of my $4,000 premium, so the plan is not in compliance.
Both cases have the exact same total cost of coverage. They have the exact same medical expense. But one design complies and the other does not.
Repeal of the new MLR regulations would go a long way toward ensuring that HSA plans remain in the market and continue to thrive. However, more should be done. There is enormous potential to use Health Savings Accounts to meet the needs of the chronically ill. To realize that potential, we need not only to repeal self-defeating regulations produced under ACA, we also need to liberalize the restrictions in the pre-Obama tax code that keep these accounts from reaching their potential.
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I BEGAN THIS book with a promise. I offered to treat you to a unique view of healthcare—one quite different from what you are likely to encounter anywhere else in the health policy world. I hope I have not disappointed. One fear that I had was that the views I am presenting are too radically different from the norm. Readers need to be able to segue from wherever they are to a new place. The greater the leap that is required, the greater the mind's natural resistance.
But if you have made it this far, I have a few more radical ideas for you to consider.
Healthcare, we have seen, is a complex system, undoubtedly the most complex of all social systems. None of us can ever fully grasp or understand a complex system. It is futile to even try. We should understand, however, that perverse incentives usually lead to perverse outcomes. Therefore, it is almost always a bad idea to create them. Where we discover them, it is almost always wise to eliminate them. Perturbations of complex systems always produce unintended and unexpected consequences, even when all we are doing is eliminating perversion. Nonetheless, the wise course of action is usually to admit our ignorance and avoid giving people incentives to engage in antisocial behavior.
The focus of this book has been almost entirely on identifying the perverse incentives created by government policies and considering ways to remove them with a minimum of social disruption. In Chapter 13, we presented an overview of what the policy environment would look like if we eliminated distortions from some of the most important decisions people are forced to make. In each case, we envisioned replacing biased policies with unbiased ones—leaving people free to make their own choices on a level playing field.
I now want to consider three fundamental questions about healthcare and answer them by means of three principles. Further, I want to consider these questions without reference to health insurance. The reason: Our answers to these questions will help guide us to what we want health insurance to allow us to do.
Here are the questions:
To guide your thinking about these questions, I want to make two suggestions. First, the philosopher John Rawls observed that when we think about institutions and public policies, it's hard not to personalize the issues.1 (Would a change be good for me? Or bad for me?) To overcome that temptation, Rawls proposed imagining standing behind a “veil of ignorance” where we are forced to make decisions “position blind.” That is, imagine that you are about to be born into society, but you don't know who you will be once you get there. You could be born rich or poor, smart or not very smart, talented or not very talented. Put differently think about the 300 million people living in the United States today. Behind the veil of ignorance, you know in advance that you will become one of those, but you don't know which one. You have an equal chance of becoming any of them.
The second aid to thinking is to distinguish between marginal and inframarginal, or all-or-nothing, decisions. If I ask you what it is worth to you to make one more trip to the doctor or to take one more pill, I am asking you to give me a marginal evaluation. On the other hand, if I ask you how much it is worth to be able to see a doctor at all, I am asking for an all-or-nothing evaluation.
Most of the decisions we make in healthcare are (1) elective and (2) made at the margin. Those decisions and the value we place on them are the only ones I want to consider here. I mention this because there is tendency in healthcare to focus on the all-or-nothing (your-money-or-your-life) circumstances. Suppose you were wheeled into an emergency room on a gurney, facing a life-or-death emergency, and I ask you, “How much is it worth to you to have a doctor save your life?” Your answer might well be, “My entire net worth.” Neither my question nor your answer would be very interesting or practical, however.
We can turn that question into one that is interesting and practical, though. Suppose I asked you, “How much would it be worth to you to pay a slightly higher fee to emergency room doctors in order to attract one more doctor to the staff and increase the probability of your life being saved in a future emergency by some small probability?” Not only is this an interesting question, economists can actually come up with an answer to it—not necessarily for you personally, but for people generally. They can do that by looking at tradeoffs people make between small risks and amounts of money people are willing to spend to avoid them in everyday life.
With those caveats in mind, I want to answer the three questions by proposing three principles that should govern the purchase of healthcare.
Were this any other market, most economists I know would find these principles unobjectionable. The reasons are straightforward. If patients are charged less than the cost of their care, they will have a perverse incentive to overconsume. If they have to pay more, they will have an incentive to underconsume. On the provider side, the same reasoning applies. If doctors receive a fee that is less than the social value of a service, they will underprovide that service. If their fee is higher than the social value of the service, they will overprovide. As for the third principle, most of the time competitive markets are essential to make the first two principles happen.
This is Economics 101. It is rational. It is sensible. It is unobjectionable. And yet every country in the world has done almost everything imaginable to prevent these three principles from being implemented.
The failure to follow these principles is the main reason why there are so many unmet healthcare needs. Although an estimated 71 million Americans have high levels of bad cholesterol, only about half of them are being treated for the problem.2 Of those who are being treated, about one-third do not have the problem under control. If National Heart, Lung, and Blood Institute (NHLBI) guidelines were followed for drug treatment of hypertension, the number of people on angiotensin-converting enzyme (ACE) inhibitors would double. If the NHLBI guidelines were followed for the treatment of asthma, the use of asthma medication (inhaled corticosteroids) would rise from two-to tenfold.3
Consider for a moment how our healthcare system might be different. In a normal market, all these unmet needs would be viewed as an opportunity for the providers of care. Unsolved problems and unmet needs are the fertile soil from which entrepreneurial ventures inevitably grow.
So why don't we see thousands of doctors, nurses, and other paramedical personnel actively searching for better answers day in and day out? Why don't we see newspaper and television advertisements touting new therapies and new techniques for this huge potential group of customers? If we implemented the three principles governing the purchase of healthcare, we would see that happening.
Let's now turn to the subject of health insurance. From our answers to the previous questions, we know we want insurance to do two things: (1) allow us to purchase care when we need it and (2) do so in a way that does not distort the three principles that should govern the purchase of healthcare.
To make care more accessible, this book has suggested:
These ideas aren't all that novel. They would seem to be natural solutions if the primary interest were access to healthcare.
With respect to health insurance, we have argued that insurance should be purchased in a competitive market, and everyone should receive the same amount of help from government, regardless of where the insurance is obtained. Failure to encourage all insurance uniformly gives people perverse incentives. It's also arbitrary and unfair. Beyond that, there are three fundamental questions to be asked:
The answers form three additional principles:
Portability, we have seen, is about the only rational solution to the problems of pre-existing conditions. Without it, employers and employees face all manner of perverse incentives in the labor market.
In an ideal world, health insurance is a secondary institution. Its only real purpose is to facilitate the market for medical care, rather than be a substitute for it. Failure to understand this one fact is the single most important reason for the crisis of healthcare policy that we see in this country and throughout the developed world.
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