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Foreword

As Profsapr Lindsay reminds us in his first comribation 1o this
volume, healih ecommumics is a relafively new speciality, lix emergence
hus been in response o greatly increased government expenditure
on &nd involvemnent in health matters, (The development of other
specialised ficlds of evonomio, .. agriculiural economics and en-
viromental economics, had similar causes.) Specialiste ry o
dif ferencinte their ficld by developing those aspects of theory that
seem particularly relevant to their problems and by discovering real
or imaginary peculiarities of their subject matter. These peculian-
tiew are often the basis o rationalisations of the need for govern-
puzrled by the muintenance of farm oudput in the Grea Depression,
postulated that farmers respond perversely 1o price signals, This (he-
ory of the so-<called 'pensant response” provided the rationalisation
of price policis whereby governments exploited  agriculiural
producers. Similarly, the new fleld of health cconomics has thrown
up whai Jahn Logan calls "3 Sav's Law of Medicine, whereby sup-
ply creates (some of) its own demand’.

The notion that health care is different from other goods and serv-
ices umderlhies much public discussion of health policy, Certainly the
lobbyists rhetoric of ‘needs’ and “rights’ can be involved more plau-
sibly with respect to the saving of lives and the alleviating of physi-
chl suffering than for mow other caoses. The coonomist™s reascnable
(bl no doubt boring) talk of ‘competing wanis’ and “budpet-
consirained cholces” can be brushed aside as mean and uncaring by
reference 1o the "pricelesancss of human life”, eic. Buat, again 1o cite
Prolesor Lindsay, the proporion of the nation®s healih dollar thas
is apemi 00 saving of even lengihoning lives (i.e., on whal might be
conceded to be needs) is probably less than 10 per cent. The great
bulk of health care s devoted 1o the satisfaction of ordinary, com-
peling, more-gf-less-substipmable wanis. Sound health policy must
be based on the recognition that, (o a very large exteni, health care
Is mod difTerend, and that it ks susceptible to ordinary economic anal-
ysis, on both the demand and supply sides,

That, at any rate, is one of the themes in thin collection of papers
from a very sugcesaful conference. |1 vome readers find ihe collec-
tion ruther unbalanced in favour of the economic rationaliss view-
peent, | would point out that this s not the faul of the conference
convienor, Andrew Doman, whiose imvitation io the Federal Minisier
of Health, Dy, Blewet1, 1o participate was declined; and whose invi-
tition 1o the Secretary of the Department of Health was initially sc-
cepted but, in the event, not taken up.

Hiss Parish
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Introduction
Andrew S. Doman

The doctors” sirike in New South Wales during 19835 brought inip
the open concerns about the well-being of health cure policy in
Ausirulin. The advent of Medicare has substantially increased direct
government intervention in health services. Dr John Deeble, ane of
the scheme's architects, revealed recently that governmeni
expenditure on health services now accounts for more than 70 per
cent of all bealth care expenditures. This, be noted, was in contras
o other arems of government responsibilities where oullays were
iending to dectine in relative importance. On the face of i, therefore,
one wonild expect 1o find problems in the health services diminishing
rather than increasing.

It appears, however, that this increased government invalvement
in the provision of healih services I8 unwelcome in soime gquaners
and cluims are made thad it i having deleterions effocts on the quakity
and avallability of services. lan particular. docton’ organkations
claim that Medicare has reduced standards of care and that the public
hospital system is being allowed 1o fall into disrepair through lack
of funding. It was agalnst this background that the Centre los
Independent Studies decided (o sponsor a conference on |8 August
1985 entitled *The Crisis in Health Care: Implications for the Fulure
Role of Governments’. The papers presenied st the Conference
together with edited commentaries and questions form the basis for
this report. The decisicn to hold a conference on the future of health
services in Ausiralia reflects the beliel of the Centre for Independemnt
Studies that there ks a need (0 increase debate in this ares of public
policy. A variery of activitics in the health area is acheduled for 1986
and it i hoped further publications will arise. The Centre uims 10
encourage & broader debaie in Australia about the long-run
implications {both benefits and costs) of increased governmeni
intervention in the health feld.

The main focus of (he conference was an examination of the role
of governments in the regulation of supply of end demand lor health
services, The iwue of the costs and benefits of regulation was
contidered in the hght of recemi evidence from Agsiralia and
overseas. Alternatives such as some of the procompetitive measures
being adopted in ihe United States were put under the microscope.
Insights contributed by the three North American speakers, Michael
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Walker from the Fraser Institute in Vancouver, Cotton Lindsay from
Clemson University, and John Goodman from the Matlona] Center
for Policy Analysis, added depth 1o this discussion.

The Current Crisis

Opinions differed among those at the conference as 1o the nature
of the current crisis in health care policy; indeed some disputed there
wak a crisis a1 all. However, the comsensus seemed 1o be that the
Australian health service does [nce a crisiy, perhaps not an acule crisis
but certainly an inciplent crisis, what one participant described as
a “slow-acting” crisis, one more akin to euksemia than a sudden heart
attack. The nature of the crisis revolves around the inability or
unwillingness of governments to bear the financial costs necessary
1o meet current demands for health services. As o consequence those
responiible for delivering health services, including doctors,
community bealth stafl and hospitals, are forced 1o restrict scoess
1o services. This necessitates the use of & range of rationing devices,
which were elaborated in some of the papers given at the conference.
Rationing of services leads to the emergence of gueues, such &
waiting lists for admisshon to public hospitals. This in turn gives rise
to the need to choose who should gain access first and who should
wait, that is, who should have the highest priority for admission.
Inevitably the rationing process leads 10 & deemphasis on the patberits'
noeds and increased emphasis on system needs, including cost
comtminment . It also raises difficult ethical questions. The point s
that patkents’ needs become a second-order consideration: the
‘market” orientation of the health system is subverted (market
orientation means dimply putting clients’ interests first). Because of
their concentration on cost control and accountability of public
expenditure, governments react by centralising the decision making
process. This results in reduced freedom for the frontline participants
in the health system, including doctors, nurses and patients, to make
deciiions. Controbs. expenditure limits, guidelines and regulations
become the norm. These are essentinlly “‘supply sice’ controls on the
health services. They are designed 1o limil access, 1o contain
expenaditure within budget limits and 1o reduce discretion. They lead
o perverse decivion making and irretbonal priorities. Their effect
in frustration and reduced freedom of choice.

It was possibly the inesorable nature of this process that wis the
mast depressing aapect of the conference. I wan observed by speakers
that ms government involvement in the health sector increases bt
follows that monpatient priorities will gain ascendance. Cotton

[wiaij



Lindsay moted im his first paper ihar whereas competition between
manggers of private hospitals resulis in concentrathon on the

on production of favourable siatistics that gain the approval of
superion. An example is the concentration of public hospital
managers on minkmising the average cost per occupied bed day of
their hospitals. The easiest means of lowering the apparent cost per
bed day is simply to keep patients in hospitsl longer and to deny
pdmission (o patients who need expensive scule core. This is an
example of one of the perverse influences that arise as governments
take over an ever-increasing proportion of direct healih care. Supply
side controls resull in distortion of incentives that would normally
work (o enhance the service available.

The prospect of increasing government expenditure on healih
services is bleak. The federal government s commidtted 1o maintakning
the medicare bevy at its current level, yet the levy is raising only a
small fraction of hospital and medical expenditures. The balunce of
health expenditure comes (rom consolidated revenue and it is difTiculs
in the current cconomic circumstances (o see where additional funds
for health would come from. Paticnts and health service stafi’ are
beginning to realise that the squeere on hospitals and patient services
1% long term and that declines in real resources are likely 10 continue,

Issues

In these circumstances mechanisms of both supply snd demand for
health services need to be reviewed with the aim of Minding maore
positive mechanisms for balancing the health budget, Participants
in the conference focused on two main ssues: the regulation of supply
of health services and factors of production, and the regulation of
demand for bealth services,

Maonopoly control of the medical profession was the subject of
n very interesting and challenging paper given by Michael Walker.
He aryued that deregulating entry into the medical profession,
including centification of doctors rather than licensing, and
eliminating restrictions on the vight of nondocion (o offer medical
services, i 8 st step towards opening health servics 1o maske
forces, He noted that the assumption by governments of the
responsibility for regulsting the supply of medical services has Jed
to the use of quening rather than prices as o means of regulating
demand and ultimately 10 attempis by the Canadian government 1o
fimit the supply of doctors through immigration restrictions and

lix}



reduction of places at medical schools.

Diemand side factors contributing 1o the crisly were also discussed
al lenygth. The principal problem idemtified by speakeri is the effect
third-pary payment (i.c. imurance or governmend subskiv) of health
costs has on demand for health services. It is argued that when
insurance pays most if not all the costs then consumers trear health
servioes as a free good. In these circumstances demand increases and,
il budgets are constrained, queues will appear

tﬂuﬂummummnm ruulnmnrmﬂrlnd
demand several speakers discussed at length the merits of introducing
more positive incentives into the health sector. On the supply side
a number of procompetitive measures were discuwed including
deregulation of 1he labour market and promoting competition among
suppliers of hospital services, with the objeciive of improving
efficiency and containing costs. Chn the demand side the merits of
increased cost sharing by patients through the promotion of a range
of actuarially determined msurance arrangements were discussed.
It wo argued by several speakers that incrensed ‘copayments” woubd
ENCOUTARE Consumers (o be more discriminating in their demands
for health services.
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The Role of Government in
Health Care

Cotton M. Lindsay

There is some irony in my being invited 1o present a paper today,
on this topic, here in Sydney. About 16 years ago Arthur Seldon
fnvited me o aasist him in the preparation of a repon. An
organisation with the name of the Office of Health Care Finance,
located in Mdbourne, had retained Seldon (o advise them on the
details of a proposcd national health plan and to comment
specifically on & study by Scotton and Deeble (1968), which was
largely supportive of the proposed structure of the health plan
adopted. My 1ask in the project was 1o write & paper detailing the
rale for government, if any, implied by economic theory. That is,
| was 1o analyse the provision of health care by the free market to
determine whether it involved unigue features that imply a special
role for governmeni.

Health eeonombes wis nol & feld then. In 1968 [aw economiais
had yet turned their attention 1o this market, which would soon be
the focus of many millions of dollars worth of economic research,
As a consequence we knew fiterally no facts. A young economist,
fresh ot of graduate schood, his head filled with ill-digested theorems
and principles, could have asked for no more sttractive assignment.
To be asked 1o develop policy, unfetiered by thal scourge of high
Mown hypothesis, hard data, in & freedom akin 1o that enjoyed by
an engineer asked to design machines for a frictionles workd — and
ahout as osefol.

Meedless 1o say, | rose engerly to the challenge. In the space of
& few months | had penned the essay requested by Arthur Seldon,
which came 1o be entithed in due course, "Compulsion and the
Provision of Medical Services' (Lindsay, 1969). The agemt of
compultion in that paper was, of course, government, Thus, the
subject of that paper was remarkably similar to the paper | am
delivering today, also commissioned afier a fashion by Australians,



Podichey amd Presorighiomel
In Search of a Role

My charge for this session [s 1o attempt again (o define ihe role of
povernment in the provision of health care. | will nol subject this
group o the set of nostrums | concocted for that earlier efforl.
Suffice i 1o say thai a great deal of factual maberial has come o
ligha simce thai paper was preparcd. Many of ity prizcd concluiions
are worth nothing but a chuckle today, | will le1 thoss sleeping dogs
lie undisturbed. Mor do | believe it wise any more for anyone (0
attempd {0 reach, in the course of onc shorl paper, the lofiy helghis
of defining what the government is to do. The fact of ihe matier
is, we are probably not much closer 1o the truth of this guestion in
:?Hnmirtuu“mlnummpimudbhmlimm

1,

What | hope to do imstend is 10 survey a number of congestied ropds
down which healih policy analysis have iravelled seeking answers
o this guestion both before and since my own journey began, This
truvel has becn instructive, oven considering that no destination has
been reached. Indeed, many of these arguments surface again from
lime {0 time like the crimped and shaved coinage studicd with more
succens than healih economist have hiad by Sir Thomas Greshain.
If in doing =0 | can prevent some of you lrom being misled down
some garden path, then 1 will consider this time well spem.

Technical Argumenis

| have arranged the various argumenis for a role for governmeni
im ihe hewlth markel into groupings of dubious merit. However, they
do manage o produce antural breaks in what might olherwise
become a tediowsly long list, The first of these groupimgs | have called
iechaical arguwnents. | give them this name because they have been
made more oficn by professional economists than by others more
directly involved in the development of henlth policy or in health
sdministration. Under this heading [ include the ‘insurince’
argumeit and (he argument that the organised bealih care
evtablishment cartelises that industry.

The “insurance” argument seems [0 have been invended by Kenneth
Arrow (1963). Arrow's argument was that individuals are sk avere,
and our demands for health care mre by their very nature
probabilistic. Everyone therefore has a demand for healih imsarance.
Purchasing such insurance commerclally is more costly than having
it provided by the government, however, because of the selling and
adminbstrative costs which government does not bear, This argumen

4



Lindusy: The Kole of Governmeni

mﬂrnhpdmhdﬂmﬂﬂrhﬁmmnﬂm.

Even cconomists with no facts were sceptical of Armmow’s
conclusion, Many doubied that government could produce anything
in a cost-siving manner. lis record with such mundane production
s mail delivery and refuse collection gave [ew confidence that such
an claborste tndustry as health care would be the source of
governmental adminisirative suvings.

But Arrow's argument contained an analytical Maw identified by
a fellow graduate student of mine st Virgioks, Mark Pauly. Pasly’s
{ 1968) argument involved a phenomenon with the unlikely name of
‘moral hazard'. Moral hazerd is simply the insurance industry's way
of recognising that demand curves slope downward. Pauly pointed
out that governmen!t provision of health insurance s definitely
welfare-increasing for wociety only il people consume the same
amount of health care with insurance that they would consume if
they were paying s Tull cos dirextly. Yet we know this condition
is not satiafied. Insurance lowers the price of health care to sero &t
the margin, and we can expect consumers Lo respond by demanding
more. This response of demand (0 the presence of insurance has boen
widely documented (for example, Feldsiein, 1973). We shall have
more 1o sy about excew consumption of health care under nsurance
systems below, Here we need only observe that Arrow’s conclusions
cannot be unambiguously derived in the presence of moral hazard.

The second technical argument owes &t Jewst a part of fs
foundation 1o Millon Friedman. In a pioneering work with Simon
Kuznets (Friedman and Kuzmets, 1945, see nlso Kessel, 1962).
Fricdman argued that the medical profession had elTectively
carelsed the provision of physiclan services. Entry into this
profession was restricied, according o these wrilens, and the fees
for medical services were held arbitrarily high. Friedman never
concluded that the appropriate solution 1o this problem was a staic
monopoly over medicine, but others made free and indiscriminate
use of the hypothesised medical cartel to argue for conscripting
doctons (nto government service.

Al best, however, the cartel hypothesis supports some son of
antitrust intervention in this market. The government should ensure
that licensing arrangements and professional influence over medical
school accreditation are not used 10 punish price cuttens and to festric
the supply of trained physicians, These remedies are adequate to deal
mmmﬂwﬂmﬂfﬂmmsma
naticiialbaation.

Whatever the favoured solution, there appean in retrospoct 10 have
been no problem requiring any. Considerable evidence has been

-



Poicien andd Preacriphiony

amassed that medical doctors have not used cither of these ploys
1o restrict oulput and raise price. behaviour of the institutions
through which such influence might be exercised reveals no such
tendencies. Leffler (1978) analysed the behaviour of the medical
licensing boards n the United States 1o determine whether standard-
serting was used 10 limil entry. He found evidence inconsistent with
that hypothesis, One piece of evidence widely cited by those who
believed in medical cartels was the high ‘returns’ earned by doctor
on their “investments' in medical education (among thise who found
these retwrms excessive may be included Friedman and Kurnets, 1945:
Keswel, 1962; and Rayack, 1967). Yet some of my own research
revealed a bias in these estimates. When thix bias is climinated, no

excER returns in physicians’ earnings.

Amﬂﬁm::lﬂﬂlﬂlﬂﬂd hypothesis was advanced by
the author of the fird technlcal argument, Kenneth Arrow (1963),
Armrow noted that a cartel that maximises group profine will pever
chooss 1o supply a quantity a1 which demand is price inelastic. To
do so implies thai so much output Is produced that marginal revenoe
is negative. Yet estimates of this elasticity are typicaily in the -0.1
to -0.15 range (Feldstein, 1979). Elasticities in this range imply that
any such conspiracy of doctors to restrict output i inefTective indeed.
These findings suggest thai for every medical service supplied, total
revenue for the professhon as a whole is reduced by roughly four
times the amount of the fee collected!

Constraints on supply must eperale cither through licensing (by
restricting the number of doctors granted licences) or on the
institations producing doctors dircctly, However, when the behavioar
of medical schools is modetled in 8 way 1hat permits us to test for
mmupnlhu:r response (o market conditions, this hypotheses is again
refuted.

These tests have been performed by Hall and Lindsay {1980). An
ecosometric model of medical school i developed in which their
responses (o changes in nontuition Tunding are tracked. Medical
schools respond 1o increases in this funding by both expanding
enrolment and lowering tuition. Both responses are inconsistent with
the restrictive hypothesis, Furthermore, the demand ‘price’ to donor
ithat is, the price that will bring forth one sdditional graduate} i
clone 1o our estimate of the marginal cost of a graduate. This latter
finding suggests that medical schools themselves behave competitively
i iheir supply of graduates to funding agencies.

The evidence seems chear. Scant support for a role for government
ifl the swupply of health care emerges from consideration of (hese
technical arguments.



Linesay: The Role of Gowvernmens
Peaple Consume Too Little Health Care

Few but scsdemic sconomists have ever been impressed with these
technical arguments, but advocacy of state medicine extends across
broad segments of the population, The justifications given for (his
support are varied. Paradoxically, many of the arguments arc
mutually inconsistent. For example, some lead 1o the conclusion that
allocation by the price sysiem leads to the provision of “1oo like”
health care, while others conclude that ‘too much’ is provided. Let
s start with the arguments concerned with underprovision of health
care by voluntary private markets. We shall explore & number of
wanations on (his theme in tarm.

The “needs’ of the poar, One of the most compelling arguments
for a government role in health i 1o meet the *needs’ of 1he poor.
The poor by definition have little money, and a truly costly disease
can guickly exhaust what they have. The isswe of siate intervention
can easily become more than o question of the elficiency of achicving
maximum social wellare. Occasionally, a person’s life or the
permancnt disfigurcment of a child hangs in the balance. | suggest
that few people would seck 10 stand between the government and
such patienis. Indeed, some level of government has provided for
these and other needs of the poor in most developed countries for
s lomg that, even were It an eihical and desirable ohjective to
discontinue i, no governmeni would do so.

The issue raised by the needs of e poor b nevertheles importan.
That issue is this: recognising the need for government 1o care Tor
the poor who are in mortal peril, does the same moral imperative
inform broader policy gquestions in health? Many have argued that,
because the price sysiem falls when a poor man cannot pay Lo save
his life, need rather than price should govern resource allocation
wherever health care g ot issue. | believe thal s wrong for wa
FERsOn.

In the firii place, this example doo ool describe the vist majority
of allocative decisions thay must be made, Only a unall Mmaction of
any mation"s total health dollar s spent saving or even lengthening
lives. | have been unable to find out what this fraction is, but | would
gibess that it hes below 10 per cent, To say that nesd should take
procedence over price when o destitute diabetic requires insulin is
informative, Such cases are eany 10 ddentify, and we may assign them
priority in the competition for care. Indeed, | am aware of no health
systermn anywhere that does not do so. However, it is not very helpful
1o say tha! need should govern when the question 1o be anywered
is wheiher we allocaie resources to the treatiment of Smilth's rufny

4
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nose or Brown's warts, Who can say which need s greater? And,
even il we could agree on an objective standard of need for all such
cases, how could we embody such a standard inlo & sysiem that
allocated bealth resources?

An allocative regime must be able to answer difficull questions
oa well as enxy ones. Mosl of the allocative decisbons made by health
systems in every country are not easy life or death questions but
difficult and petiy ones, A price sysiem leaves these questions to the
people who know beil, In a price svetem each health care consumer
himsell decides whether his need |+ as great us the nest person’s by
w-ﬂu he is willing 1o pay against what other peaple have

Second, there are many things that the poor need far more than
health care. When 1 was on the Taculiy of UCLA, | had numerous
occashom o disagree with the faculty of the School of Public Health
and thetr Dean, Lesier Breslow. In spite of our disagreements, | must
wcknowlodge that be did some remarkable rescarch that beans diroctly
on the imue | am now addressing. He and MNedra Belloc (Bellos and
Breslow, 1972) sudied the health status and lifestvles of a large
sample of Americans from various walks of life 10 discover what
factors are good predictors of health and longevity. From these
surveys they put together seven ‘rules’ that seem 1o have a profound
impact on good health. For example, they found that people 74 yean
of age who followed all seven of these rules had effectively the same
health status as #0-year-olds who followed fewer than three. Each
added sgnificantly 1o health sistus and life expectancy, and the
impact of following these rules was independent of the income of
ihe peron surveyed. The seven “rulss’ they found are

I. Don't smoke cigareties,

2. Get seven hours of ileep each night.

3. Eai breakfasi ench morning.

4, Keep your weight down.

3, Drink in moderation,

6, Exercise daily.

7. Don't et between meals.

Obscrve that regular physical check -ups does not appear on the L1,
Indoed, 1 will present some additlonal evidence below that suggesty
thai sccess 10 healih care resources has litile impact on aggregate
health measures of o population.

My point here i that the needs of the poor are many. That is what
it means o be poor. I some of those needs are to be mel with
povernment money, then it makes sense 1o spend that money as wisely
as we can. Spending moncy providing the poor with generous health
care entitlements in all probability implies that we will spend less
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on things they would rather have, such as [ood, shelter, and
cducation. It may imply that, in providing the poor with & much
heabth care as we want for oursclves, we make it more difficull Tor
them to acquire some of those very items that Levter Brenlow found
have & more important connection 1o health siatus. A nationalised
health care system that provides the same measure of care 1o all
deprives the poor of things for which their health ‘needs’ are greater.

Social sad private benefite, A slightly more sophisticated verson
of the underprovision argumen concerns somei hing (hal economiss
describe as external benefits. The (dea here b that consumption of
medical care produces benefits (o others besides those who purchase
it. In the Pigovian tradition maximising total social welfare requires
that each good be produced up to the pont at which marginal social
cowt equals marginal social benefir.® It widely ncoepred that the
price system achieves this in the absence of enternal benefita.

The social cost of & good is the value of the resources used in its
production, In most cases the soctal value of & good ks whal it is
worth to the person who consumes i, No one places any value on
my eating a peach but me. Society’s gain from thai peach is thevefore
my gain alone. The social cost and the social value ure typically
brought into Pigovian equality through competition. Competition
ensures that the price charged by suppliers is no greater than margnal
production cost. On the demand skde, consumers buy the amount
a1 which their value of the good equals what they pay.

This pleasing condition does not obtain where consumplion of a
good does produce external benefits. For example, if Smith is willing
10 pay something to provide Brown with more health care, then the
sacial benefits of Brown's consumption exceed what Brown is willing
1o pay. Brown's purchases will siop short of equating the marginal

*The “Pigovian tredision” refers s A C. Pigow and his pronmemocments im
Fh Ecororvics of Welfare (1931, We legve aside here discusslon of sme
of the more aburact analytkcal and methodokspbeal problems encouniemd
i imphesnenting this theory of Necal policy. Concerning 1he question of the
gxistence of & metrse iy which social welfare can be measiend and therelore
masimbsed, ioe Samuehon (194700, ®), Concerning whetber changes in
resasiree albecntion in e divection indicated by an ineguality in marginal
social ovs and enelits invarably moves the economy toward o away lrom
ihe social opiimum, see Raumol | 19%64), Concerning the appropriaieness of
{he conclusion of 'underconsumplion’ ol when social costs and benefits
Tﬂﬁﬁw. the margin everywhery, see Lipsey and Lanceser
i .
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social cost with the full marginal social benefit, The conclusion seems
to follow that 1otal social welfare will be increased by some policy
that incremses health care consumption bevond the amount that
people will individually choose 10 buy Tor themselves.

The relevance of this argument 10 government policy in the health
wren is subject 1o several important qualifications. |t takes for granted
a benevolent and omniscient povernment that correctly percrives and
bas the will to correct allocative [nblures of this sort. We have litle
remson (o believe that either of these conditions is satisfied by the
imiperfect institutions that govern us, First, modern scholarship does
not make us optimistic that government has much interest in policy
that improves social welflare. The vast literature of the last three
decades devorted 1o the analysis of government behaviour has yielded
8 number of approaches 10 this faswcinating subject. Several have
implications thal permit us 1o test their predictive power against what
has come 10 be called the *public interest model" (for a sampling of

empirically
povernment, see McCormick and Tollison, 1981; Peltzman, 1980;
or Melurer and Richard, 1981). These siudies provide scant support
for the hope that governments follow Pigovian suggestions.

A second but related objectlon 1o this line of argument concerns
the presence and structure of these hypothetical external benefits.
To date social sciemtists have failed 1o discover a method for
Wmmmmmm-hﬂhﬂlmmh
yardstick, we have no way of knowing their scope and magnitude
and thus the shape of the ‘ideal’ government program. Without such
a yardstick even a well-intentioned government may err with perverse
consequences. Excessive provision of health care can worsen rather
than improve social welfare. Simply hypothesising the presence of
external benefits does not inform us how much in enough.
Uninformed government is m least as likely 1o provide too much
as privale markets are 1o provide 100 Hitle.

On the other hand, external benefits may exist only for the
consumption of health care for those unable to provide it for
themselves. In this case the argument merely rationalises what ail
povernments ((hal can afford it) do anyway. However, some have
interpreted Lhe Pigovian argumeni 1o imply sweeping reorganisation
of the industry, involving government in the providon of health care
1o all. Consumption of health care by all classes of people is perceived
to require government subsidy. This interpretation w difficull 1o
credit given the extent 1o which most people provide themselves with
insurance in the absence of government health plans.,

In the Uinited Siaies, where the provision of health care i left (o
the private sector for most people, there are few who have not

I
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provided themsclves with private health insurance. The federal
governmeni sponsors two health plans, Medicare for the aged and
Medicaid for the indigent. A recent study of health coverage found
that less than 7 per cemt of the population was not enrolled in
gither one of these govermment programs of some privale health plan
with stipulsted minimum coverages. Those enrolled were covered
for at least 80 per cent of their inpatient hospital expenses, some
inpatient psychiairic care, and 100 per cent of the costs of health
expenses in excess of 10 1o 3 per cont of individual income (Sudovar
and Feinsteln, 1979), Most of the small minory whose coverage is
inasdequate by this siandsrd are in this situation for briel periods
of thene when between jobs and thus between employer-hased health
plans. 11 is difficull to conclude that, with such broad-based private
health insurance, and the reasonably unminhibited accews (o the
natlon's health resources this coverage offers, there are external
benefits operating ol the margim of these cholces asigning value
1o further consumption of medical care. A remonable person must
conclude that enough is enough.

Furthermore, Breslow s findings discussed in the previous section
suggest that many activities dominate the influence of health care
in terms of messurable effects on health, 17 it is health itsell rather
than visits to the doctor that stimulates external benefits, then a
preferred policy may be 1o engage the government in the
discouragement of obesity, the encouragement of eating & hearty
breakiust, or even the formation of nelghbourhond exercise groups
on (he model ol the People’s Republic of China.

People Spend Too Much on Medical Care

Economic theory s o wonderful thing in the hands of polcy analysis.
While one group of economists s arguing on the basis of the theories
just discussed thal governmeni intervention is required (o raise
expenditure on health, another group argues thai governmend
imiervention is required for precisely the opposite purpose. Thise
economists have developed a set of theories That sugges that people,
if beft 1o purchase health care on their own, will buy 100 much. Some
Torm of government action is called for 10 dem ecewive resounce
use on health care.

These arguments typically start with the moral hazand condition
discussed above. If people are insured, they face a rero price for
health care and may consume 100 much. Pigou's condition for
masimin social wellare bs resurrected here but with the opposite
conclasion. The price faced by those who are buying health care is
oo low in this case; i1 is besa than the marginal wocul cost, and peopic

I
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demand morg than the optimal amount. Feldsiein (1971) esslmated
the welfare gain that might be schieved in the United States from
raiking the coinsurance rate (i.e. the proportion of the cost of health
care paid by the insured) from its 1969 bevel of 0.33 10 0.5 or 067,
Such a proposal would lead 10 a substantial reduction in the
consumption of health care. The gain from such a ‘restructuring’
of health insurance was large. Feldstein's estimates suggest a gain
im the neighbourhood of ome-third of all private hospital care
cxpenditure. Putl another way, he suggests thal medical care
consumption is &0 high with insurance that effectively one-third of
all hospital care i wasted.

Another effect of insurance hos been identified by Burton
Weishrod (1981). Weisbrod points out that health care technology
tiselfl can be influenced by the way it is provided. Borrowing from
Lewis Thomas {1975), he sketches the life cycle of the treatment
technology for & disease. In the earliest stage linike s known about
a disease’s actiology; only ks symptoms and its prognosis are
undersiood. There is no known effective treatment, hence little
done and expenditures are limited. However, as knowledge advances,
methods of dealing with the symptoms are developed, though the
underlying mechanisms producing those symptoms remain
imperfecily undersiood . Replacement of organs by iachines, as in
kidney dialysis, is an extreme example of such @ “halfway
technology'. In this phase expenditure on care can be very high.
Ultimatety, the disease yields up its secrets, Treatment reaches a *high

" and, more importantly, a low cost state, through
development of immunisation or drug iherapy, and expenditure
diminishes.

Doubtless & portion of the explanation for the current level of
health expenditure liev in ihe fact that we find ourselves today with
a halfway technology for a wide variety of conditions ranging from
kidney and heart discases 1o schizophrenia. However, Weisbrod
concludes that this may be more than an unfortunate darkness before
the dawn of high technologies for these conditions. He contends thar
the development of these costly hallway treatments is ar least in part
responsible for the growth of insurance itsell. At the same Lime, this
growing importance of insurance has blunted awareness of the high
cont of existing treatment technology. There b less demand on 1he
part ol potential and curremt wvictims of these disessess for
development of bess costly treatment techniques. Both private and
povernment research effors that might yield ‘high technology’
approaches are slowed. Government policy makers are also bed 1o
focus on shori-run rescarch and development goals o 1he CAPCIeE
of mare basic long-run scientific goals. Government dollars that

id
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might have funded basic research leading to high technology
treatment are drained off 1o finance high-cost halfway technnlogy
treatments for increasing numbers of current victims among its
beneficiary clientele.

I cannot argue that ncither of these offects of private health
insurance is unimportant. Both are varietles of moral hasard, and
health insurance has moral hazard effects. The question raised by
these observations is not so much whether they are true, bul how
the government should respond 16 them. Government health plans
tn many countries, inchding thowe for the aged and the indigent in
the United States, are insurance-iype plans themselves. The
government reimburses providers for care, and consumers pay Hithe
ot nothing. Merely making the government rather than a private
company the insurer is unlikely 1o do anything about meoral harard.

The real issue is whether government or private insurers are better
able 10 develop incentive systems in which excess utilisation by
imsurces and cxcess investment in capaciy by providers can be
controlled. Certainly the ‘blunt instrument’ regulatory techmiques
adopted by the US government during the 19708 to ‘rationalise
resource use’ or *contuin costy” failed 10 achieve cither purpose. The
elaborate and enormously costly Cereificate-of-Need process adopted
1 control huﬂﬂiﬂhﬁﬂlﬂﬂlﬂlhﬁﬂmmlnhﬂhﬂmeﬂm
on the level of investment st all (Salkever and Hice, 1979).
Furthermore, the current Economic Report of the President informs
ws that inflation of medical care prices consumed maore than hall
the increased expenditures on heaith care from 1971 1o 1981. These
observations do not inspire confidence that costs can be lowered by
enrolling the rest of the population in Medicare. Negotiated
‘Preferred Provider Plans' developed by the private insorers Blue
Cross-Blue Shicld and the new Diagnostically Relsted Group (DRG)
reimbursement formula used by Medicare seem 1o yugges! a way of
solving this problem without outright sationalisation of the industry.
In ‘preferred provider plans’ the insurance company negotizics
directly with individual providers in advance to establish a maximum
rate a1 which all services will be reimbursed. DROG-based
reimbursement pays a fixed amount for each separate condition lor
which a patient is treated in the howpital.

The Myth of Ceniral Planning

Nevertheless, the solution favoured by some is nationalisation. The
various effects of moral hazard are viewed us mere special cases of
a far more pervasive problem. Advocates of nationalisation believe
that a price system bs intrinsdcally incapable of organiting the health
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industry efficiently {for amplification see Blumsiein and ZubkofT,
lrm.nm"whqmrnmwmm.mmmrm
away from where they ‘ought to be'. We are told of regional
imbalances in which too many doctors are located in cities and 1oo
few in small towni. We are wold thar consumers are incapable of
determining how much medical care they require, and thar doctars
'mﬁ‘dﬂlﬂldu_dfwthummﬂlmm
& new kuit. This also manifests itsell in the type of health care that
patierts demand. They underinvest in preventive measures and thus
must gverspend an cure when the time comes. Far more health could
be produced with far less expenditure, if only planners were given
licence (o organise these resources themselves. At least this s the
sort of litany recited in some circles.

Indeed, the aspect of government medicine that is the source of
mumﬂmhmh%mhh&wﬂﬂﬂum
barrier. The assumption is that without price standing between the
sick and health providers, medical care will be organised and
dwmlﬁm.%rmﬂmihmm
difficulty of using need ax a criterion for weh allocative decisions.
Hﬂ:lwmmmmmm:mm“mhmh- Ii ks
a commonplace in cconomics that, where price cannot rise above
zero, more s demanded than can be supplicd, and shoriages occur.
Need can play a role in the resulting nonprice competilion for care
only if two conditions are met, one an the supply side and one on
the demand side. First, health suppliers must be responsive to need
in production and delivery. Second, no other Tathoning
mechanism must emerge 1o screen demanders and prevent those with
the most serious needs from pressing their claims. In my studies of

Planning (ailures of supply, Consider the supply side. Planners
in Great Britain have the greatest latiude 1o organise and allocate,
since the price system has almost no role to play in the National
Health Service (NHS), Yet, one looks in vain for some miechanism
that sorts would-be claimants for care inta more or less needy pools
and gives the former priority. Except for EFCrgency cases, providers
rely on waiting lists rather than comparing necds to determine wh,
ar any particular time, will receive care.

Governments have failed with the larger allocative problems as
well. Take regional imbalance, for example. Numerous studies of
reghonal equity in resource allocation under the NHS have Tound
lhﬂﬂﬂ:hﬁn.dhhnhunﬂnhﬂfdmdnnhnlmmm
was socalised (see Cooper and Culyer, 1972, Mojee et al., 1974, and
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Buxton and Klein, 1975). These studies find large and persisient
regional  ineguities unexplained by heabh or demographic
characteristics. David Owen, Minister of Health in the Callaghan
government from 1974 (o 1976, remarked in this conneciion,

The continsal existence of peographical imeguabitss of healih core

i perpetuaied by allocating healih money unfairly. The imegqualities
ol healih care between differemt sreas of illness and wffering, miosl
marked by the historic neghea of mental kandicap amd menzal illnes,
are totally unaccoptable. And the present inegualities of lealth care
Betaern dilferent incomse groups are @ sowrce of justified conoern
The spread of provision dround the national average was about 50
per cenl in 1948, and this variation was, incredibly, the vame in 1973,
though Wales was by then above nstesd o below the English average
iChwen, 1976)

It is & bt puzrling 10 read these words penned at the end of his tenure
by the Chiel Executive Officer of the very agency responsible For
these allocative shortcomings. Still, they do support the contention
that replacing the market by a government allocative regime docs
noi guaranice geographical equity in the deployment of health
IEROUICES.

In Canada governmeni involvement made the situation worse.
Indoed, when Cenada nationalived s phywcian corps each provinee
sdopied & universal relmbursément schedule that padd the same fee
fior emch service regandless of where it was performed. This had the
effect of eliminating the market -established premiums for working
in unattractive locations, with prediciable results. Those areas with
many amenities and a disproportionste share of Canada’s physicians
before nationalisation now sitracted more, and those with few
doctors aitracted lewer. The advantage in plyysician/ population rato
enjoyed by wrban arcas was effectively doubled during the firm
docade of Canadian NHI. In Quebec provinee, for cxample, this ratio
increased for the ten least urban counties by only 7.3 per cent, while
the ratio increased For the entire provinee by 13 per cent (see Lindsay,
Honda and Zycher, 1978).

Mor has nationallsation dramatically aliered the allocation of
Fesouices away from cure towarnds (ke hughly touted alternative of
prevention, and apparenily with good reason. The facts are that for

most purposes, prevention is stmply not cost el Tective. Screening for
imcipient illness is costly, nnd most people are healthy. It therefore
pavs, regardiess of whether medicine is organised by the market
system of the state, (o wall until disease reveali itsell before devoting

15
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healith resources 1o anyone (see, for example, Schweiteer, 1974).

The final episode in this rather dreary rebearsal of the supply-side
Tailures of government health planning conoerms the product itself,
About ten years ago | developed o theory of government burcaucracy
with applications 1o bealth care provision within the American
Veterans Administration hospital system (Lindsay, 1975, 1976). |
later applicd the same model 1o the operation of the NHS in England,
with remarkably similar results (Lindsay, 1980).

Production by government is biased in predictable ways by the
competition of managers (o appear (o run their emlerprises cosl-
effectively. When health care is given away, as it is in England and
by the Veterans Administration in the US, recipients cannot express
their satisfaction with a particular supplier in the amoumt they pay.
They pay nothing to all. The people in charge of ihese suppliers

disposal 10 produce whal their superiors monitor rather than what
health condumens wani.

Hoapital managers seek 1o appear to produce a lod of health care
low cosi. Cuiting back on necded therapy will resull in
complications and even deaths. Observation of these highly visible
indicators of low quality care can be expected 10 carn such a supplier
low marks, However, there are many services supplicd by health
providers besides curing disease. One of the most valuable of these
is information. Even when nothing can be done for a patiem’s
condition, the retiel of anuiety und uncertainly concerming the
prognois of a condition is worth a lot. Comfort s also an important
part of the health industry’s output. Just because a person is il is
no reason 1o deprive him or her of privacy, dignity, and personal
arrention.

It is in precisely these arcas ol information and comfon tha
povernment health providers sconomise. By diverting resources from
these arcas to the provision of 1hose aspecis of health care that are
more visible 10 higher suthorities, managers may increase their
spparesl skill and productivity in competition with their fellow
burcaucrats. A detaibed account of the implications of this theory
and its empirical support in the operation of the NHS would require
more space than | have st my disposal. | would like 1o list a few
of the phenomena that it illuminaies, bowever,

The theory is conslstent with the smaller shure of GNP devored
1o health by the NHS than by the more market-oriented systems in

[
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ihe US and elsewhere. It alio predicts the smaller physician corps,
the deteriorating economic position of doctors, and the high
proportion of mmigrent physicians on NHS hospial staffs, The
lower staff/patient ratios and dearth of capial investment by the
NHS are implied by the theory.

Finally, let me noie that hospital executives may improve Lheir
apparent success as managers by retaining their patients i beds
beyond the point when it s medically required Dotng w0 lowers the
cost per patient day, o highly visible and important statistic in the
management of burcaucratic healih systerns, Thus it is not surprising
1o fimd that detalled analysis of lengths of stay by ICDA calegory
reveals uniformly and substantially longer lengths of stay in NHS
hospitals. For example, average lengihs of siay were longer in NHS
haspitals for 39 out of 40 ICDA disease categories and for 10 of
12 injuries and 12 of 14 surgical procedures (for full details see
Lindsay. 1980, 1982).

Detuy in delivery as 3 psendo-price. Even if supplicns were sensitive
to the needs of health care demanders in thelr organisation and
production of care, there ia reason to believe that the resulting
distribution would be 10 some exient arbitrary. In a recent study of
English waiting lists Bernard Feigenbaum and | (Lindsay wnd
Fetgenbaum, 1984) found evidence that the delay in treatment s o
significant factor in determining who joins the waiting lists for care
under the NHS and thus who ultimately receives it. Mo price is
charged, yet less |s provided than people demand a1 zero price.
Although competing demanders are not discouraged from seeking
care by a rising price, they are discouraged from joining these quedes
by lengthening delays, Equilibrium is achieved when the delay has
grown long enough to disourage enough demanders of care 1o
equate demand and supply. In other words, delay functions very
much like & price.

However, this comespondence i not perfect, The factor that
allocates care with a price system is willingness 1o part with some
money. The factors found to be imporiant in the NHS pseudo-price
regime arc the dynamic propertics of the demander’s condition.
Quee-joining was shown 1o be sensitive 1o delay Tor those with
conditions, like infection, for which treatment al some remote date
in the fuiure B an imperfect substivule for immadiate Treatment.
Thise with conditions that cannot be cured without hospitalsation,
like hernia, were less responsive in their queve-joining and thus
received a disproportionate share of the care provided as the queue
lengthened. The distributional tesults of the 1wo sysiema are therefone
different. It is not obvious that one 5 any less arbitrary or more
calibraied with ihe dintribution of need than the other.
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Ccovernmeni Health Plans and Health

In conclusion | would like 1o discuss the results of these experiments
in nationalisation. I planning works better than the market In all
the ways | have described above, then health should be demonstrably
better in countries with government health plans than in countries
without them, and betier after they were adopted than before.

These sorty of assessments are difficul! 1o make because other
unobaerved influences on health differ from country 1o country and
from time 1o time, Certalaly fewer people died of tuberculosis in
England after 1948 than before, and this had little 10 do with access
to the NHS. This occurred because of the introduciion of
strepromycin in the late 19405, It is also true that life expectancy
is somewhat higher in Canada and England than i is in the US. With
o one year snapshot, however, it Is impossible 1o 1ell whether this
results from a better health care system or other genctic and
envirommenial Feclor.

It is mevertheless possible to comirol statistically for these
mmmmwmmrmmwm.:m
have analysed the available data with u procedure we developed for
this purpose. It I8 possible to sift out the unwanted influences of
technical change, heredity and environment on our measure of the
impact of a national health plan by relating such factors as the
munhu-nfphﬁdlm,lhumbuufhnﬁwh:hmdﬂupmm
of a government health plan, 1o the intercouniry differences in health
measures over lime. We measured the impact of two complete health
plans (England and Canada), and one partial plan {the Medicare.
Medicaid package adopied in the US in 1964) on seven measures of
health status. The seven health status statistics are the cancer death
rate, the heart death rate, the infant mortality rate, the maternal
mortality rate, the death rate itself, male life expectancy and female
life expectancy.

When this was done, only one of our health indicators was found
lnhwmmdhm:mﬂanﬂndhﬂhm.
That indicator was infani mortality, and it responded only to the
presence of the British NHS, Infant mortality was not significantly
affecied by the ntroduction of Canadian NHI or the Medicaid
program for the indigend in America. This suggests that even this
mmmhqnmtmmmm:mrmm Io any
of the wave of social programs introduced by the Atlee government).
Mo plan has even a ripple of an efTect on either male or female life

- Il government medicine is preferred on the grounds of
better employing our health resources, there is scant evidence for
thewe effects in suatistical measures of the health of our popalit on.
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of a Conundrum:
Canadian Health Care in the 1980s

Michael A. Walker

L INTRODUCTION

| am delighted 1o discuss with vou the outlines of the health cane
market of the Health Care Business as The Fraser Instigute has
referred 1o it in a book by that name. My delight springs not from
any essential sutislaction with the way we have approached the health
carg market In Canada bui rather because it will give me the
opportunity 1o explore some of the difficulties that have emerged
from our experience. Hopefully in surveying our experience from
a snfe disiance you will be sparcd the necessity 10 repeat it

I musi alvo take pains 1o separaie myicll from the pancl of
distinguished experts with whom | am associated. Unlike them, |
con make no pretence o special knowledge abour the healih care
sector. | can offer only the observations of an intelleciual interloper
whin has had a passing acquainiance with the subject of health care
and some modest experience as @ critic on Canadian health policy.

The Tirst thing that most be sald about Cansda’s health care sysiem
and, as far as | know, about the healih care systems in most 0f the
Western industrialised world, is that there has never, in the modern
era, been anyihing approaching a competitive market for the service.
In lact, the maddern history of the development of the market for
medical services in Canoada has beer thal of a constani struggle of
the practitioners of medicine to define und monopolise the supply,
and u struggle by others 1o cope with the results.

A recent book by Hamowy (1984) shows that as carly ns 198 Lhe
practice of medicine had been entirely ¢ircumseribed on a national
basds by the practitioners, who had been successful in launching,
uncher Dominbon legislation, & national medical council controlling
those who might practise medicine. By 1909 medicine included
*surgery and obstetrics and shall mean the art of heafing and refieving
and attempting 1o heal or relieve human discases, injuries, siiments
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and complaints by advice, direction, operation, influence of
suggestion with or without the use of miedicine or drugs” [Hamowy,
159R4:2303.

While the Failings of occupational licensing., especially in the
medical area, have been well known and articulated at feast since
Milton Fricdman*s Capitalisen ard Freedom ( 1962), there is, generally
sponking. inadequate ach nowledgement of the impact such provesiom
have on the markel for medical services. In a rocent book, for
example, John Goodman (1980} anaiyses the national health care
system in Cireal Britain in the hope of extracting lessons for the
United States. He identifies a wide range of problems which, in his
view, ‘are nafural and inevitable comsequences of placing the marke
for health under the control of politicians” (Goodman, 1980:188).
Yei nowhere in his extensive analysis docs Goodman refer 10 the fact
ihat a monopoly supply of medical services may be a prior cause
ol ihe difficaliies he atiributes 1o the ‘socialisation” of medical
practice. To be fair 1o Goodman, | must indicaie that in another
book entitled Regulation of Medical Care: Is the Prive Too High?
(19%2) he has explored the effects of medical loensing. However,
hils siherwise excellent boak on the coomomics of health care in Great
Britain makes no mention of it and is typical of & genre of sindy
that, having suspended consideration of the crimes of the main
culprit, proceeds to punish meicilesdy o large bumber of peity
ihieves.

in Canada the analysis of the role of government has tended 1o
be somewhal more comprehensive, and thore has been direc
recognitbon of the Tact that complainis about the imervention ol
povernment in the markeiplace for health services have been
psymmetrical, According to one commeniator, adminedly ong who
is predisposed 1o collective solutions for economic problems,

Medical advocates of “froe competitive practise” usaally do not know
what (hey are talking shout. Free competition implies frendom of eniry
and of competitive practise acts and thus removal of the polce
mmboriry which sapports licensure and sthical codes. The polceman
wirald no longer sand resdy w enforce the dicteies of the College
of Muvicians and Sargesn any mode (han thase of the Chamber of
Comaerve. Anyone could practise medscine who could fimd patsenly,
ot any price, and could advertise the fact, (Eviens and Williamsan,
L gt

From another perspective one mighi say that quité apar {rom
being the unwarranted imrusion of a socialised governmenl,
sociabised medicine b the natural end of a sociveconomic story, the
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first chapter of which is the attempt by doctors jo enhance their
incomes @1 the expense of the rest of the population by the
conirivance of occupational licensing. Rather than being a cruel and
unosual punishment 1o the medical fraternity, socialised medicine
I the predictable resull of the government s intrusion into the market
o regulaie the supply of physiciam’ service.

To a very considerable extent, the discussion about the market
for medical services in more recent thmes: has really amounted to &
discussion of the implications of the method ol paymeni Jor the
services provided rather than a maore careful enamination of the
Tundameninl market Torces at work. Whal | propose (o do §s provide
a stylised history of the market for medical services in Canada from
the perspective provided by looking over the shoulder of the medical
praciianer,

I, THE MARKET FOR HEALTH SERVICES IN CANADA
Limiting Demand snd Supply

The market for medical services, and in particular the demand Tos
medical services, b derived Trom & basic desite Tor health. In the
broadest sense, departures from health for reasoms ranging from the
imaginary to the catastrophic can be assessed only by the individual.
W hilic s variety of techmical measunements cin describe the operalion
of bodily fanctions, and trasma can be objectively obscrvied and
quantified, the siate of health i fundamentally a subective matier,
nnd the demand for medical services reflects the diversity of personal
feelings.

During most of the préscientific period, the supply of medical
services matched in s range the variety of demands consumers
presenied (o the marker. Toward the middle of the last cemtury,
however, there began to emerge an establishment view of commen
medical procedure. This esiablishment view became the bavis for
subseguent demands for legislation wo protect the general public from
quacks and charlatans.

While ibe limitmtiona on supply were then, as they gre now,
allegedly 1o protect an undiscriminating public from purveyors of
worthless or even harmful cures, it must be remembered that this
limitation on suppliers also prohibited the sick Trom demanding
services of such individuals — not all of whom were providing
dangerous or worthless cures, In fact, according 10 Hamowy
(1984:26) ai least some of ihe cures olfered by aliernative
practitioners were of obviously superior quality, particularty when
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they involved doing nothing more than imposing o regime of rest
and relieving the patient of the perceived necessity to have the
atiention of an orthodox physician, who would in all probability have
bled ihe patient and administered a variety of toxic subsiances such
s arsenical compounds and opiarm.

Thus, with a stroke of the pen. the leghlature nol only limited
the supply of medical practithoners but also determined and limited
what would be regurded as efficacious, and more importantly, liwful
muodical services useable by the general public. This latter effect of
medical cartelisation has had profound effects an the structure of
medical markets — effects that persist 1o this day,

A Medical Services Marketing Board?

It may be most cany 1o visualise these effects by analogy with another
arca where governments have provided supplicrs with monopoly
power. In Canada, as in many other cogniries, governmenis have
given mopopolies 1o the producers of many agriculiural products,
and in particular 1o the proclucers of chickens. The effect of such
monopoly supply arrangements are well known and have been
documenied in many studies (for example, Grubel, 1977:
Horcherding., 1981).

The licensing provisons thal apply 1o practitioners of medicine
wre similar 1o those that apply to members of a marketing board
im that they give the members of the board a measure of control over
the supply of he product, The medical marketing board has a sccond
set of powers pot normally given 1o members of bourds: the power
to eliminate substituies for thetr product,

In terms of the chicken analogy. the medical monopoly not only
controls the supply of chicken, they also outlaw other forms of
peodein. This climinates the possibiliny thal oonswmers mighi
sulbstitube different forma of protein Tor (he artificialiy scarce and
hence higher priced chicken. This may scemn to stretch argumeni by
analogy (o the bounds of incredulity, but when one considers that
chicken is allegedly o more healthful source of protein than red meat
and a more complete source of amine acids than some vegetable
prodein, perhaps i is not all that far-feiched. Remember it is their
alleged superiority from a scientilic point of view thal has led 1o the
monopoly supply of cures and administrations proferred by licensed
medical practitioners.

Supply Restraint in » Canadian Setting

The Canadian medical cartel has been very effective in controlling
the supply of doctors amd hence the supply of medical services. It
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has, for example, been much more effective in controlling the supply
ﬂﬂ!rﬁﬂumm:mmw&m;hnhﬂt
Umited States. Table | shows that, particularly in the early period,
the population per physician in Canads was convderably higher than
that in the United States, and it continues 10 be higher. This is a
direct reflection of the fact that the number of graduales from
Canadian medical schools actually declined from the end of ihe Lasi
eentury through to the 1960 (soe Table 2). Mot watil the mid-1970s
did the number of graduates relative 1o population reach the level
that had been achicved in the throe-year period 1888 o 1890, The
restriction on supply was reflected, of course, in the average income
of physicians (Table 3), which, relative to other professions, has
comsiitently been 15 per cent above the average and has risen as high
a5 4% per comt above the average in the period 1960 o 1973,

Table | Haiio of Popaletion io Fioskiam. Comparstive Cansilian — U niied
Stuiey Hotes, IET) o 1080

— —— —— S

Fopailation pes Physician

Year Lamada LUindted Stanes
1871 1248 s T
(L] 135 it
189 HOR? [
19 A7 i
191 a0 [ LY
192 1 Va6
1931 liava wi
11 b THa
1545 i) |
1% a1 )
19352 R 155
193 Sl) 75
1954 Lk TEE
1955 4 TN
1936 e 3 758
1957 20 T8
1958 b1 i
[Fri2] [ TdN
1982 L T
1981 THE m
| el ™I TN
1944 i T
1556 a4 &n
16T Ty Ay
P Tl
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Yoar Cannds Limired Saates
196l T it
1) Tid LY ]
190 21 LA ]
b1 | fiy ]
1972 f56 (%
1571 619 [ eip ]
1974 i el
[F pE] 83 h L]
1976 - e
i 565 368
198 449 b ]
1 152 ”r
IR0 o 2] 4

* Daia Vor the periods 1962 1o 1RO refer (o active clvilian phindcians only,
Adclive civilian physicians are defined a4 all civilian phywicians, inchnding
inderies mmd renbderis, wheilser o nol in peivate practioe amnd whether or nas
itrva|ved i direct patieni care, melther Hving abroad nor setired, Docton
of oueopathy are pot incladed in American (otals. Had they boen includ-
e, the ratio of plyskciais 1o dhe popalation in the United Saaies would be
PonSaa; I19T0-aZ0, |WTIR1S; 1OTL AW 19TH 500 1974580, 1975509,
I9Th:540; 197T7:584; INTRS2Y; 1979 504; 198049,

Sdovter: (a) VRO figwres, (b VRS0 Nigires, de) VRS0 Ngures. (d) 1900 Ngure.,
(e 1910 figures. (1) physician totl includes memben of the Cansdian armed
foree, (gh 1942 Mgwres.

Sowrees; Canadiam data, 187] theough 1950, 1961, and 1968 through 1980:
Table A2 1952 through 1960 Judek, 1964 26; 1962, 1963 Health Man-
puwer Drvimion (1972063, 640, 1964 through 1967 Health Mangwer
Drecioraie {1974:1 1%, Amercin daia, 1570 through 199 Rureau of the
Ciensiis, Misioried Statbaics of the Lwited Shaies (W ashingion: Governmea
Printing OFfoeh, varsow lsdes.

'lih:;;ﬁmd‘t—h Ardical Schools per 1) 0 Populian,

Cirpdusies  Graduats  Gradoaie
Populsiion  per |00 000 (Thioeyesr  pes 100 (00
Yewr Ciradustes L] Population  Avetage)  Population

o om
4 [ 249 541
1887 i A2 581
100 H% #BTH LW
1REY m 4T3 £ Ry ilb i
I P i k1] Crdi'] T
EELETHLINE
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Tatde 7 vemdmurn

iradusten. Crsdusies  Corsdusie
Populstion  per [0 00O (Three-year e 100 000
Year Ciradustes L] Population  Averagel  Population

I 1 L4l 182
[ 1E] 427 AR50 T48 i) &.43
(LI F K 583
[ XX A 4.K1
oo o AUER 4.4 13 4.AT
1 Tl EF- 4.7
1912 200 TiES 156
1911 i Teid 4. i T KR
1914 vl TETH 4.09
s fiN eI L
1916 S L bl .57 1] 1.50
7 s ) 1.9
1918 Pt El48 11
9% i LAT] 156 m 327
193400 251 BS54 293
1931 Ay HTHA 4 63
1922 414 e 487 i 4.8
1933 My i 546
1934 45 W4l T8t
(L] ary Q2G4 509 $45 158
1924 L CELY 247
%27 1T T 4.3
192N A4 L 4.5 432 4.2
(fh) A 10024 405
1930 A i 2w 4.0
(L L] AL 1 aTr ey o a.w
19z Lkl (TR (] a7l
1913 a7 LR 447
19 4T 10 741 .43 ey 417
1925 a7 v Ha% 421
1 4T 1o 954 CH
" ane I oDy il 21 4
191 ad i iss 513
19w Al i1 267 410
159400 s 11 381 1.3 550 i R4
15941 i 1l sy 4 KR

FEL T
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Tabie } poniwmeed

Graduates  Cradusin Grliﬂ:m
Populaiion per 100 000 (Three-year  por
Yeur Cirodusie L] Population ~ Averagel  Populaiion

iz 1) I 684 A A2
[E1] EL 11 798 4.21 19 i, diy
1 e in 11 944 4.1
1945 Tiw 12 072 6,37
LINES L 1] 12 23 d.17 Al L ]|
1947 kLT 12 550 4.52
iBdx LE] R i a9
(LT AT iy 447 L ]| 121
(L] ™l 13712 1,77
LA fars I4 009 6.1l
1952 7R I 439 143 iz 5.0
1953 K Id B45 4.5
1sa B 11257 568
1984 LL'"] I5 698 L BTl L 1]
1934 [ 5] Ik B 511
1957 Lk by & 0D .04
195K LA I o#0 A.K7 A0 d,d
([ ] kEy 17 4Ky 508
i [ T &M i &G
[ kL] I% 238 i i e
L] LT I® 483 A i
(105] NiT (EE T a2
(L] THE i 29 407 TR 4.5
195 sz 19 b 1L
155 a7 018 443
I9aT 921 30 178 4.4 943 4.62
1948 o 2n 01 am
e 101% a1 ol 454
190 i R 2 130 T 5 LT
1970 (FEL] 2 SR §.2%
1w 1278 3 &03 586
(L rd] (R} 32 o) .03 131 fi. 11
1974 i 567 22 4 T.00
197 [P 1Y 23 897 681
19 ITi0 I em 7,44 T¥T] 717
(5 b [[TH 23 9 7.2%
cvendiamed
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Tatsle J fomidininy

Coradduaten  Cradusies  Cradssies
Population per 100 0 (Three-year  per 100 000
Year Graduaies (i Fopulsiion  Average)  Populatkon

198 i1 | 10 44% .51
¥ 1754 17 Ral 1.7 1753 Tar
1 a8 174 24 (8K T4
i (] 34 MY b |
P2 B 47T 7.0

MNowes: (a) Gradusies of (he Toromo School of Medicine ihroagh ke
University of Victora College estimated an M per year,

ib) Including the following estimaies: Queen's University 25; Mapitoha
Medicul College (University of Manitoba) 15; Ecole de Medicine 4%

i) Including an estimated 45 gradusies from the Ecole de Mexdicing.
Sourcey: HES ihrough |EWE (o State Board of Heslch (189 -8-30; 1904
through [1982; annunl surveys of medical education in the United Sises and
Canadn, Jowrmad of the Amenicen Medica? Anociarion, various o

Table 3: Menn ot Incoms of Selil-emplisved Pliyslctans oy i Peroentage of
Mesn Ned lncome of Other Sebected Sell-cmphiverd Prafessdonsts, (oo,

194k 19K 1
Enginesrs Werghted
Dendists  Lowyers  Aschitects  Accountanis  Average®
Yewm %) %) %) %) SR ..
Il 141.3 11%.] 1248 1348
il 1.2 W0 (Le=R ) 1.
Idd 1534 i 1o 1ne3
1549 1567 .S R A 08,7
1950 133 o 0.2 113.2
1951 157 9.7 1.4 122.1 (L]
1942 147.% 140 3R 1208 1.6
195) 1504 1k 10%.7 IEL N 1261
944 1504 .7 .8 137.1 .5
1933 (25 2] L REW 1o 1132
1954 i41.4 o34 L - [ ] (FEH ]
1957 LR i03.4 L =N [ B (NEN.}
1958 143.2 I16.0 v (I 1261
(551 13458 i ([EL 1416 1215
[E v 1734 ii.a a2 1414 128
(5 1] I378 a2 1158 I4h 3 123.7
2 ] ii&,] 148 18] I 35
1963 LR | &1 1394 1T B i36.5
dontinued
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Fawle £ conpimwnl

Engineers Wcighted
Dendists.  Lawyers  Architects  Accoumtants  Average®

Yl ™) (L] i %) L

15l 40 134.3 ixve sl 9 i
Taed lan.p 1218 1303 [ 5 B i16.%
(L ja5.2 118k HT9 172 [EEH |
1967 EL A 1242 123.7 IRE.4 1413
[EEY 447 2.7 [ Jet L] el Lo |
L PR 124.9 1410 a3 1425
%70 1525 1= 1353 LTN| 1471
N7 1531 l43.0 (] =] 2130 I61.2
1w 1452 1340 1617 0% B2
¥ (21 A a8 136.6 1382 (ke )
(L2 I25.3 [0 (1 ) 48,0 1308
1973 a2 .2 17,5 136 1548
19 TH 1158 [ A 8 B 1347 IT.4
1977 e 117.3 i41.% 570 i23.7
(L | L[] 3.9 [ iR (] 1280
Y LN 12233 158.4 438 i
i1 iea 1282 1545 | L) i3
o i 4 1251 564 612 (5N ]
PO 1950 A, 1492 [N 103, 8 s
19501955 Av. 1495  |04.2 "y 2.0 s
19561960 Ay, 1370 1. § W,y 137.% i
Pl-19es Aw, 1412 JLE 26 6.7 1.2
Il 1068 A [4K 2 1233 3.3 |75 e 4
19681973 Av. 1#bT L3N0 1514 |84, 56 145 %
1978197 Av,  EIT4 7.8 1190 158 7.5
19919 As. (144 1209 13y} 1402 1263

*Rased on weighted average of met inooome from all sources of self-employed
deniists, lawyem, consultbng engineers, architects, and sccowniants. fling

tawable peturns, From 1986 ithrough 19340, this average does mol nclede dans
T BUCTTERINTE.

Koierve: Toxation Divimion, ansdinn Depariment of Mationad Revenue, Tt
ihin Sty ammnsl

A Minimum Price for Iliness

Aside from ensuring that physicians’ incomes would, on avernge,
be higher than they might atherwise have been, the medical monopoly
also had the effect of eliminating cheap diseases. Since only doctors
now could presend to the an of “healing and refieving and anemping
1o heal or relieve human diseases, injuries, allments and complaints
by mdvice, direction. operation, influence or suggestion with or

withoul the use of medicine or drugs', the arrival of malaise alwo
mean) & trip to (he local physician, Setting aside for the moment
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the efficecy of treatments offered, this was a relatively dramatic
change in circumstances, and from the point of view of the evolution
af the market for medical services it had a profound effect.

In the absence of restrictions on wha might practise medicine, the
advent of infirmity might have led the sufferer in any number of
a wide fange of directions from a boltle of Doctor John's snake ol
1o u tonsillectomy . Evidently, the first was considerably cheaper than
ihe second remcdy, and in hindsight, tonsilleciomies no longer belng
i Fashion, we can remark that the thempeutic efTectivensus of both
remedies was probably about the same in most instances. The
cupense, however, was considerably different.

In the world of Canadian medicing by the carly 1930, the onsel
of o severe sore throat for the average Canadian mesnl 1he prospect
of & very expensive encounter with the doctor and the hospital
including the risk of general anesthesia, Pregnancy meant cither
unatiended home birth or admission 10 8 hospital and (he sitention
of & practising physician, since midwives (whose pructice &
widespread, for example, in the United Kingdom) are forbidden 1o
operate in Canada in those districts where there b a pracimsing
physician unlbess they happen 1o practise in conjunction with a
licensed physician.

In these and countless other instances, because the attendance of
a licensed phyician was the only practicable, legal method for dealing
with disease, the notion of sdeguatc medical care becmine
synonymous with the attendance of licensed, practising physicians
and the pursuit of whatever course of tremtment they and their
colleagues suggested, including a wide range of diagnostic and
therapeutic regimes. I is important 10 note that while the patient
may ‘demand’ such treatments s the appropriate and adequale
response 10 the maladse that he or she feels, Uhe notion of appropriate
and adequate has been Tormed in @ clreumstance in which the
aliernatives have been all but eliminated.

Victor Fuchs, in Who Shall Live? (1974), distinguishes between
ihe caring and curing aspects of medical services and suggesis Lhat
ihe demand for medical services i a demand maore for caring than
for curing. For example, Fuchs cites o letter from an American
physician 1o the effect that “fully B0 percent of illness is functional
and can be effectively trented by a talented healer who displays work,
interest and compassion regardiess of whether he has finished
Grammar School, Another 10 percent of illness i wholly incurable.
That leaves only 10 percent in which scentilic medicine — ai
considernble cost — has apy value @i all® (Fuchs, 1974:64). In oiher
words, to & very considerable extent the demand for medical services
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o demand Tor medical attention, nmd what people will regard as
appropriaie or sulficient medical attention s in part determined by
what we as & society annoint o appropriaie medical atiention —
in modern times, what the College of Physicians and Surgeons judges
to be appropriate,

Specialists in Diseases of the Rich

The historical consequence of the limitation of medical practice was
that the cost of appropriate medical attention became very high,
medical malaise often meamt financial catastrophe, and most
importanily, doctors were open to ihe charge that they specinlised
in diveases of the rich because many low-income citizens were simply
excluded from the truncated medical market place. While it is ofien
alieged thal doctors subsidised low-income patients by charging
higher prices 1o those whose ability (o pay was judged by the docior
10 be greater, the evidence from 1he early Canadian period suggesis
that there was a strong predilection 10 limit the extension of any
charity because of the effect such extensions were perceived Lo have
on the iolal revenue of the professhon,

As Hamowy discovered in the annals of the Canodian Lancer, the
professhon from its enrliest days was concermed sbout the *evcoaive’
estension of charity in the form of access 1o hospitals by those of
limited means. While there was a recognition of the need for “clinical
matetial’ in training hoapitals, ‘the more the public (s pauperised
to the advantage of the student of medicing, the worse it will be for
him when he pisses from the college hatls and hospital wards into
the realities of his professional life . . . no hosplial has the right
10 do anything that would cheat @ member of the profession out of
8 fee. The law society gives no legal advice, nor are there any law
hospitals (Hamowy, 19841357),

Technology Rakses the Cost of Hlness

The price effect of limiting the supply of legitimate medicine wins
enhanced through time by the fact that the services of physicians
often required complementary services in the form of tests, and drug
or surgical therapy. The latter, in turn, regquired the hospitalisation
of the patient al very high cost, The costs of a medically legitimate
course of treatment therefore grew to be five times the fees paid o
the doctor — doctors” fees represent bess than 20 per cent of the total
cost of Cansdian medical care.

Providers of medical service cventually recognised that the high
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price of entry to the medical sysiem was making it difficult 1o expand
the demund for medical services, especially on the part of the broad
middle-income group. As a consequence, they became the spoason
of insurance schemes 1o reduce the inhibitory effect of the hagh prices
on the demand for physiciam' services.

Provider-sponsored insurance plans tended 1o dominae healih
insurance wntil the mid-1950s by which time private corporations
began 1o seriously compete for consumer dollars in the medical
fmanrance area. By the early 19308 medical imurance coverage was
widely available 1o the Canadian public for both hospital expenses
and physicians' fees.

The Adveni of Public Hospital Insurance

In 1957, in nesponse (o the political environment (see Wilson, |985),
the lederal government made the provinces an offer "they couldn't
relose”, the resuly of which was (the establishmeni in the provinces
of public hospital care insurance plans, By 1964 all provinces b
such o hospital core insurance plan, which was supported on a 50030
basis by “federal and provincial® resources. Original provisions were
ander the federal Hospital Insurance and Diagnostic Services Act
of 1957, This was replaced in April 1984 by ihe Canada Healih Act.
From ihe poini of view of the provinces the prospect of being able
to spend S0-cent dollars and ke political credit Tor “removing
Nnancial barriers (o medical care” were [empatation they could not
resist, The current Torm. of the agreement between the iwo levels of
poverniment s enshrined in the Canada Health Aol and provides for
in-patient and out-patient servioes in hospritals as well as other eligible
Facilitien, Covered under the program are all of the services provided
to resident patients including accommodation and meaks al the
undudﬁrpuhh:*udhwd.mwnmhlmht laboratory,
radiological, and oifber dingnostic procedures, [ogether with the
necessary Interpreiations for the purposes of maintining health,
preventing discase, and assisting in the dingnosis and restment of
nny injury, illness, or disability; drugs, chemicals und other
preparations when administered in the bospital; use of the operating
room, case room and anasstheticn Tacilities; routing surgicsl wupples;
use of radiotherapy and physiotherapy facilities; services rendered
by persoma who receive remuneration from hospitals:. und other
services specifiod by sgreement . Services 1o nonredent patients are
covered provided they are delivered as part of the oul-patient services
of the hospital. Capital costs, cither the principal or the nterest, are
specifically excluded from coverage under the federal program.
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The provision of universal hospital insurance had the expected
effect on the market for health services. Because it reduced (some
provinces levied a per diem charge s & form ol coinsurance) or
eliminated the cost of the major component of modern medical
treatmient — the say in the hospital — it greatly increased (he
quanthty of medical services demanded and hence the demand for
phiysicanns. Accordmgly, while the supply of physicians per thousand
of population increased sieadily in the carly 19608, the relafive lncome
pasition of physiciams improved. Whereas during the five years

the arrival of universal hospital insurance the income of
doctors hiad been |7 28 per oent higher than the income of other
professlonals, during the Mve years Mollowing, i1 wax 36.8 per cont
higher.

Medicare

In 1966 the federal parliament passed "an Aci 1o authorise the
payment of contributbons of Cansda towards the cost of insured
medical cire wervices incurred by provinoes pursuant 1o medical care
insurance plans’. In order o be supported under this Act the
provincial plams had 1o adhore 10 cermain basic conditions. They had
to be comprehendive, provide universal coverage, be under public
sdministrution, and provide for portability and accessibility.

Comprehensiveness meant that, as a bare minimum, all swrvices
provided by physicians, both genersl practitioners and specialisis,
had 1o be covered, That i to sy, plans might in addition cover the
services of other health care service providers but they at least had
o cower ihe services of physicians, geoeral practitioners and
specialists. Universal coverage was 1o be provided to all insured
residents and had (o cover a minimuam of 95 per cent of insurable
residents. No minimum period of residence was 10 be required nor
any wailing period in excess of three months, The public
administration  requirement  provided thar all plans munt be
ndmintitered and operated on & non-profit hasis by a public authority
— that s (o say, the provincial government or a provincial
government agency. Portability meam that the benefits under any
provincial plan must be availabic both to insured perons temporarily
abseni from the provinee and o persoms who move (o another
participating provinee until such time as they qualily in thai provinee
for Medicare benefits. And finally, there was a condition that the
proviecial plans provide reasonahle access 10 health services for all
insured persons.

Simce 1971 all provinees have had medical care insurance plams
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that qualify for assistance under the federal medical care uct. As in
the case of the Hosphtal Insurance and Disgnosti: Serviced Act, the
medical care act provided Tor 50/50 cost sharing between the federal
and provincial governments.

Under the onginal funding arrangemenis, the conditions for
federal support did not include the elimination of user fees, nor did
they prohibit the charging of premiums 1o participants in the plan.
In addition, the legislation did not exclude the possibility of
prtﬂﬁm:mthﬂrmﬂuhhhnﬁmmmmhﬁﬂ
under the medical care program in any proviace. In ather words,
so-called ‘exira Blling” was permitted.

Moreover, all the provinces save one explicitly permitted doctors
1o opt out of the Medicare scheme, Doctors who did this simply
charged what was for them o market-clearing price for their services,
and i wos up to the patients fo seck reimbursement from the
m:ﬁr:nmr: for that portion of the doctor’s fee authorised under
{he plan.,

From the point of view of the market for medical services, the
arrival of universal, first-dollir medacal insurance had » profound
effect. Faced by a service supply whose only price wan the time
regpuired to utilise it, Canadians proved to be prodigious demanders
of medical services. In fact, by 1977, a joint government-medical
association 1ask force concluded that the *demand lor medical care
appears infinite’ (Joint Advisory Commitice, 1977:12), and ihe iogal
expenditure on medical care began 1o refllect this increased demand.
S0 also did the welfare of physiclans, who again, as they had when
universal hospital insurance was infroduced, enjoyed an improvement
in their relative income position. From a position that had steadily
improved to 13,94 per cent above the average foi other professionalks
in the five years preceding the advent of Medicare, docton’ incomes
surged 1o 47,02 per cent above the average in the lve years lollowing,

Mureaver, Lhis improvemment in the income position of dociors was
accomplished despite a dechne in the length of the average work day
and a continuing incresse in the number of physicians per capita
({Comanor, 1980:13). This conjunction of events i explained by the
fact that universal imsurance reduced the number of bad debis
incurred by doctors, caused doctors 10 change the nature of their
m—mmm“hﬂrmﬂmww
consuliations in favour of mcreased numbers of office visity ol
shorter duration — and increased the possibility that moral harard
would nfluence the extent of medical service provided to the
comsumer, particularly by specialists (Blomgyia, 1979:101-3; Brown
and Evans, 1977)
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The Past as Prologue

Over & T0-year period, therefore, the market for health care
underwent a large number of changes. At the turn of the century
a monopolised market with resiricted entry for practitionerns provided
a higher average income for the selected numbers permitied into the
practice of medicine. At the same time, these restrictions cremted rwo
classes of consumers: those who could afford the permitted,
recognised medical regime, and others who could not and therefore
were offectively denled medical access. Advances in generalised
insurance aind the consequent decline in the perceived cost of medical
care eroded this schivm of comumers and gave physicians access (o
a larger potential market for thelr services. In consequence, even
though the number of doctors per capita incrensed very significantly
— particularly over the post-war period — the relative income
position of physicians was maintained and even enhanced.
The advent of compulory, tax-financed, poblic medical nsurance
¥ removed the exclushonary feature of the medical
monepoly and simultancously removed the coonomic link between
ihe cosi of medical care and decisions abowt ity use. Medical care
oatendibly acquired the characteristics of a lree good.

Politicised Medicine

In the process, however, the 1otal budgetary responsibility for medical
care was vesled in government. The consequence was that medical
mhmummwlhlthﬂmdlhmmﬂ:ﬂh
regard to pricing and supply became increasingly dominated by the
wensibilities of the governmental apparatus. Fees for service became
a matter for negotiation between medical associntions and the
governmeni and began (o reflect the relative barguining strength of
the government and the profession — not in any economic sense of
thai term, but rather in the sense of the political clout that the parties,
reapeciively, lelt they could muster.

From the point of view of the government, i became clear &t an
carky mage that the real variable of interest is not the fee paid for
o particular service, but rather the total budget that must be allocated
to medical care. That budget is determined by the Jevel of use of
the medical care aystem — a composite of physicians' services,
hospital services, diagnostic services and insured drog usage, And
w0, as the ‘infinite demand for medical care’ began 1o lind expression
in a virtual explosion of tolal medical care costs, povermments reacted
in & mumber of areas.

in



Parenthetically, it i worth noting 10 an Austrahian sudience thm
ﬂ:mlnihrﬁhhﬂhmmuuhﬂmihﬂ
it might have been because of the nature of the federal-provincial
fiscal arrangements pertaining io health care. As noted, the federal
government had commitied itself to pay hall the cost of expenditures
on hospital and medical care, In comsequence, Lhe provinces, which
actually spent the moncy, perceived themselves to be spending 30-cent
dollars and behaved accordingly. In 1977 this fiscal arrangement wis
changed so that the transfer from the federal government 1o the
provincial governments would be (nsensitive to the amount aciually
spent by the provincial authoritics on medical care. Provincial
authoritics this became more responaive [0 perceptions that health
care costs were ‘oul of control®.

Ironic Response to Cost Explosion

Im an fromic twisl, governments have responded by directly limiting
the supply of medical services, First this took the form of
‘rationalising’ the supply of hospital beds to “make most cfficient
wse of the resources’ — a move thai had the effect ol partially
reimposing 1he constraimi on srgical practice that had been removed
by universal hospital insurance. While i may nol be politically
possible to announce that nol every hospitalisation whim of the
public will be met, it is possible 1o live with queoes and they appear
10 be emerging as the aliernative device (or rationing hospital services,
{Pricing solutions have recently been effectively eliminated from
consideration becausc the Tederal government, in the Federal Health
Act of 1984, has indicated (hat provinces that levy user fees in the
health care delivery aystem will suffer a loss in transfer income fram
thie federal government egual 1o the amount of user feex collected )

The most delicious irony of all, and the one that truly makes
current health care provisions in Canada & conundrum, is the fact
that the emerging cost containment policy i direct governmental
limitation on the supply of physicians. Since 1975 in the province
of Omtario, the government has stiempied to limil the number of
physicians and adopted target levels for population-physscian ratios.
Recently in the province of Rritish Columbia, the governmen
adopted specific controls on the number of doctors who will be
permitted 1o bill the provincial medical insurance plan for
reimbursement. New “hilling numbers' will be given only at
povernmenial discretion, and doclors proposing to practise in rural
aress will be given special comsideration. According to the
governmeni of the day, not only ure there 100 many doctors, but
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oo many of the onés practising arc located i the cithes and not
enough in the hinterband.

It s interesting in this connccthon (o read what the medical
profeision in Canada ihought about ihis problem a1 the turn of the
CETlLFy:

All over the civilissd world, there are loo many docors. In Ostario
thers are wboud 3500 doctors to 3 000 (00 people, o 1 o 700, In the
cittes, the overcrowding b worse. Remedies for this have bexn
suggrsied in he direction of rendering the college term longer, and
raising the entrance sandard . . . But the most imporian phase of
the subject by that doctor when they meed in conventions, pay 100
mich atiention 16 the discusslon of disease, and in what way they
can pive away thew tme by ssding moral reform, smd not enoogh
conmideration (0 the busingss side of their culling. (from the Canmoion
Liewd, 1006, ciied in Hamows, |984: 1843

In the area of diagnostic services as well, governments have moved
1o disectly control the supply. Clinics offering x-ray or other similar
dingnowtic services are now licensed and the number of such licenes
is strictly controlled.

Thus, in & mind-numbing plece of absurdity, governmeits in
Canada now find themselves controlling the cost of providing the
population with medical care by directly controlling the supply of
the service. From the point of view of the medical practitioner, over
whose whoulder we have been viewing the historcal evolution,
governmenis are now dolng ditectly whai the profcsiion has besen
irying to sccomplish indirectly for more than hall a century. Now,
of course, the government also controls the price phyvicians receive
for the artificially restricied service, and the income position of
physicinns has recelved (he limitless anention of minisers of health.
As a consequence, the income position of physicians has eroded to
i level anly 27.6 per cent above the average for other professionals
— roughly the level it had attained before the advent of state health
plams.

ML LESSONS FROM THE CANAIDIAN EXPERIENCE

The usual lessons drawn [rom the Canadian experience with medical
services policy relate to the evils of providing medical services ut zero
cost under a regime operated by government. And there can be o
question that a service provided apparently lree of charge will be
overutilised and the financing of its provision frought with many
difficulties. Bui ihe problems being experienced in Canada at the



Waller: Canadian Mealth Care

moment are not significantly different than those thar have emerged
in the United States under a mixed sysiem of public and private
provision of health care insurance. Casual survey of the evidence
saggests thai the health care cost explosion in the US has been
somewhat more pronounced in Canada, While that observation
hgnotes the question of whether the quality of services may differ
— ms is clearty the case in a comparizon of the low-cost British system
with either of the North American systeims — it also suggests that
the root of disorders in the health services market lies deeper than
the way in which medical insurance is provided.

In my opinton, the problems that have emerged in medical services
markets in Canada are, in a somewhut different guise, the well-
known eflects of government leginlnted monopaly. However, unlike
the familiar monopolies in other products and services — like
agricultural products and communications — the medical monopoly
has been permitted 10 outlaw all substitutes both known and
prospective. This monopoly has been of wich long standing and so
effective that the very frame of reference for the consideration of
appropriate health care policy B warped by it. It would be
inconceivable lor any serbous student of healih care policy wiil
pretensions as an expert and prospective adviser 10 governments in
Marih America (o suggest that the roate o solving our health care
problems must inevitably involve us in the harrowing experience of
eliminating the medical monopoly,

Not being an experi mysell, | feel no such inhibltion. That is
precisely what must be done. And, i can be done in a gradual and
realistic way by first removing from the control of organised medicine
the definition of what ks medicine and who may offer medical services
10 the public. 1n the first imstance, that could involve the legalisation
of what the medical fraternity refers to as “paramedical services” like
midwifery. Eventually, the deregulation musi lead 1o a replacement
of licensing by certiflication.
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Government Intervention in Health
Care in Australia:

Long-term Implications
John Logan

L INTRODUCTION

Since [ 788, when this cowntry received its Dirst shipment of England’s
excew supply of convicts and their adminisirators, each of the various
governmenis with which we have been encumbered hus seen fit 1o
invalve itsell in one way or another in the prodoection and delivery
of health care services. Medical services, sach s they were in those
days, were initially supplied by naval doctors as part of the miliary
invalvernent cesential in a penal colony. Later, and especially from
the second hall’ of the 19%th century, the colonial governments became
invalved in providing subsidics 1o hospitals, Friendly Societics and
olher voluntary groups, which had begun 10 act as private, ad hoc
insurers against the harards of poverty and il health (Hicks, 198]).
In 1B98, for exarmple, almos: 60 per cent of all hospital expendiiures
in Mew South Wales were funded from the public pumne (Roval
Commission on Public Charities, 1899 xii).

It was during this period also that the practice of medicne became
restricted by law (o those who possessed certain prescribed
gualifications as ladd down in the various Medical Acts in force at
that time. For examphbe, the lirst Act in Victona reguired a doclor
1o have had *a regular course of medical sudy’, but contained a
grandfather clause thar extended suiomatic registration o any
practitioners who had been in the busineia of least |5 years (sce
Pensabene, 1980:121), These Acts were the precursors of the market
closure legistation that nowadays, in each of the Siates, controls the
entry of medical proctitioners into the market place and regulaies
the compeliion among them.

Dharing the (irst half of the 2h century governmenis made several
abortive attempis (0 extend their participation in the health care
market place by introdocing various compulsory “natkonal insurance”
plans. These plans were designed 1o deliver health services at below
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markel prices {or frec) 1o (he user, pensions, and other wellure
benefils. all o be fMinamced by some mimture of compilsory
‘contributioms” from employess and employers, together with a
subsidy from general government revenoe (Hhese plans, commencing
with the Page Plan in 1928, are documented in Hicks, 1961 and Sax,
1984). Each of these schemes met with concerted and vigorous
opposition from ceriain quarters, not least from the British Medical
Association (BMA, which ultimately became the Australian Medical
Association, or AMA, in 1961) in lts efforts 10 preserve a free (bu
closed) marker for medical services und 10 protect its members from
other forms of governament interference (Sax, |984:Chs 2.3 Hicks,
1981:Ch 2).

The BMA did not, on the other hand, exhibit any particulas
aversion at the time to government swbsidics in the health care arca,
provided that these were simply straight handouts unencumbered
with controls over medical fées or practices. This permitted, between
1951 and 1953, a relatively smooth passage of Sir Earle Page's
postwar plan for free medical services Tor pensioners, Tree (sclecied)
pharmaceulicals, and subsidies 10 hospitals and Tor medical care,
I Is the habit in Avstralia 10 call these subsidies "bemeli’, which
comveniently overlooks the fact that they are egually ‘cosis® {i.e. 1o
the taxpaver). Inderestingly, the Commonwealih subsidy was
conditional upan the reciplent hiving agreed o buy the services of
i private health insurance fund, which had to be “registersd” under
the Matkonal Health Act and waa therefore subject 1o the regulations
imposed under thai Act.

These arrangements survived until the early 19708 with certain
relatively minor modifications, for example, 10 the rate of subsidy
and o ihe conspmer chasges for pharmaccuticals. However, secular
inflation in the prices of health services meant that the propartion
of health costs borne by the patient rather than by third-party payen
incremsed stcadily over time. Thus o large and growing proportion
of bealth care expenditiere remained unsubsidised and was (henelorne
avellable for political exploitation. In addition, st the end of the
90 the total annual government outlay on health was nod vet
sufficlently large to be noticed by the taspayer against the backdrop
of all of the other other ‘benefits” thal governments of the day were
busily bestowing upon worthy tecipients in other areas.

Recent History

The era of enthusiastic expansion of subsidised health probably began
with the Nimmo Report in 1969, From this and subseguent discussion
grew the Medical Benefits Schedule (MBS), witich was initially based
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upon ihe ‘most common lex' and was 1o serve m the basis Tor
mmmummmurm vmtrqruimﬂm
and procedures available from suppliers in the bealth industry. Al
ihis thime (1970) patients’ personal outlays were reduced not just by
governmental and other third-pany remibursements paid as a
proportion of a scheduled fee, but also by the policy introduced al
the time of limiting patienis’ personal outlays to & maximum of 85
icgquivalent to about 319 in 1985) for any one service. The government
wiis 1o pick up the rest of the tab.

This particular plece of government lirgeune radically altered price
relativities within the indusiry. For example, a minor surgical
procedure now cost the sume to the pathent whether it was performed
tw 0 general practitioner ar by a specialist provided that no referral
was necessary, and iwice the price otherwise, Patients responded
prediciably, and the conseguent shilt in demand appeared 1o have
caused a ceriain amount of intra-AMA turmodl (Sax, 1984:91). The
result was o tightening of the referral system.

Around this time discussion say under way in various quaricrs
concerning the possibility of the government (in particular the one
noi then in power) making yet another esaay imo the aren of
compulsory national health insurance (which s the 1echnical nume
for megi-subsidy), The intelleciual groundwork for such a scheme
haid been lakd in the late 19608 in papers by Scotion and Dechie (1968,
wee alwo Scotton, 1V96aR), which more or lesa became the basis of the
Labor Party's healith policy. Afier their sucoess ai the polls in 1972,
the Labor Party wasied no time in selting up a committee 1o plan
the implememiation of the government’s ‘universal bealth scheme”,
In July 1979 the scheme was introduced ss Medibank (Mark 1, as
il subseguently became knowni.

Basically, the scheme subsidised patients for 85 per cemt of their
medical costs and 100 per cent of their hospital costs, conditional
upon the patient accepting treatment by a wlaried doctor appointed
by the hospital in question, Everybody was, in effec. compulsorily
granted membership, and this extended the subsidies o people who
had previously chosen 1o slf-insure against the hazards of illness.
The option to take oul insurance (o cover the 15 per cent remaining
as the unsubsidised porthon of medical expenses (called ‘gap’
insurance) was available, as was the option 1o demand one”s “doctor
of cholce’ while under treatment in hospital. Private insurance was
available for this contingency. The costs generated under the scheme
were to be met partly from an additional levy upon taxable income
and partly from continuing the budget granis that had been coming
from general revenue. That s 1o say, funding was to be both from
existing tax revenue and from exira tax fevenue, although the
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additicnal levy took some time to get of 1 the ground. The Medibank
Mark | scheme survived In its original form for around 1% months,
during which time thefe was a change in governmeni.

The new government had at one time been “commitied” 1o private
market production and delivery of both medical services and health
inwurance; an the time of thebr election they were *commiited” instead
to preserving maore of less the status guo with respect to the Medibank
scheme; after their election they soon changed their collective mind
once again. In October 1976 Lhe details of the original scheme were
altered. The government iniroduced a 2.5 per cent levy on taxable
income {with ceilings), which could be avoided by purchasing “basic’
health insurance cover from one of the registered funds. This meant
that, although people could avoid the Medibank system, in essence
they were still required 10 purchase some kind of approved health

With this policy change, the coalition embarked upon what was
le be a weries of four relatively major policy shifls aver the period
to April 1981 {these are documented, for example, in Sax, 1984:Chs
3.6). Alter November 1978 it was no longer compulsory to parchase
health imvurance, and o subsidy was available 1o the self-insured
{refetred to in the Uierature as the *uninsured’) in the form initially
of a subsidy from the Commonwealth Government of 40 per cent
of the MBS (i.c. scheduled) fee with a maximum out-of -pocket outlay
per service of 520, and eventually (May 1979) in the form exchusively
af the maximum 520 patient outlay. As the penally for reluciance
to insure hid thevefore been substantially reduced, it is not surprising
that prople reacted accordingly. Between the end of 1978 and March
V981 there was a continuing ide in the number of people whao carried
*hasic’ health insurance (Voluntary Health Insurance Association of
Australia, 1984, 1985), at least with the registered funds. The shide
was arreged, however, by the penultimate policy shift in April 1981,
when Lhe government offered a 30 per coni subsidy of the {scheduled)
medical fees, plus 3 maximum ‘gap’ of $10, contingent upon the
claimant having purchased hasic medical insurance from a registered
fund. In addition, 30 per cent of the cost of basic health insurance
was recoverable as & write-ofT through the 1ax system. Now faced
with a significant price incentive, people rushed back 10 the registered
Funds in droves (VHIAA, 1983:5,6)

Medlcare

This latest schemne was not destined for longevity, however, as its
proponents lost office just two years later, The new Labor
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government, in & temporary fit of consensus, lost no vme in
implementing the Labor Party's bealth policy. The requisite
legislation was enacted six monihs afier the 1983 election. The resull
was a near-clone of the ‘universal health scheme’ of the Labor

of the early 1970s and, perhaps for purposes of product
identification, it was called “Medicare’. There are, however, three
imporant distinguishing feaiures of the new scheme.

First, it is partly financed by m | per ceni levy upon fanable in-
come above o certain threshold level (5T1HO for a single person);
second, the legislotion implied contractual arrangements between
dociors and hospiials thai were anai hema o the docion (the *section
17" provisions); and third, insurance companies were nol permitied
io write policies for any health msurance thal covered the
unsubsidised gap m the l:l'll.'duh:l fees. Apart from these Teatures,
Medicare is more or less Medibank Mark | reincarnated. That is,

is & member, 85 per cent of scheduled medical Tees are
paid for by 1he scheme, the remaining 15 per ceml come
(compulsorily) Trom the patient’s pocker, and (standurd)
accommodaiion i public hospitali 15 free to patients who do not
reveal a preference for o doctor of their own choice. Paticnis who
prefer thedr own doctor may purchase insurance (partly) Tor this
purpose from one of the registered funds (Tor @ discussion of the
implications of the Medicare sysem with reapect 10 coals and
elMiciency, see Logan, |985).

The current federal Minister Tfor Health, in a speech on the
immiment introduction of Medicare, el confbdent at the time
(Sepember, 1983) thai this new scheme werisld remain more of less
imtact until the end of the century, Given the shifting sands of the
political environmeni and the impermanence of ofTice Taced by the
rubing party, il is 8 moot point whether this particular annowncement
will prove correct. Adresdy some cracks wre appeanng in the Medicare
edifice. As & the result of the secibon 17 providions memfioned above,
there was considerable unrest among doctors in New South Walkes
during 1985, The latest amendments 10 the Health Insurance and
Matlondl Healih Acis effectively remove the provisiens (hal were
odious 1o doctors. In sddition, insurers are now permitted 1o offer
policies to cover the unsubsidised gap in the fee for "cenain’ services
rendered al @ hospital.

The govermment has also taken the opporiunity 1o make it illegal,
with stiff penalties, for persons, funds, and companies who are nol
registered under the Act 1o write health insurance of aay kind. This
proviseon (ook efTect in September 1985, The resuli will be that the
ismall) number of for-profit bealth insurance organisations thai had
grown up alongside and in competition with the registered Tuncs will
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cither be eliminated from the market place or, by meeting the
requirements, join the iclosed) company of the other
funds. Thus we are in the mids: of yer another change
in the ervironment created by povernment polscy 10 relation 10 health,
Oner the five of so years following the demise of Medibank Mark
I. with each change in health paolicy, the government Bddied with
the constraints imposed under the Health Insurance Act upon the
types of policies ihe registered funds were permitred 1o offer. This
imvolved changing the perochtage of medical fees that could be
covened by third-party payers, and the maximum paticnl payout per
service. Insurance rates were altered in consequence to maintain
viability of the registered Tunds.
?‘hrlhim-dfrﬂﬂﬂuhﬂmhhthﬂumﬂkm
private bealth insurance and subsidy arrangements have meant that
producers and consumers have been forced continually 10 sdjust 10
a spasmodically shifting environment, This has been one facior over
the last ten years or so that has contributed 1o irregular swings in
variables such as the supply of doctors, their incomes and location,
the supply and costs of hospital Tacilities, and w0 on.
Perhaps one of the few constants in the svstem over this period
wn-vmyumﬂmmrmﬂmmmm
as pensioners, war vetcrans, and people classified as “socially
disadvaniaged’. Holders of the cards can get free hospital and
medical care provided thar the particulsr medical practitioner
involved supplies the service a2 a redoced rate (with the discoumt ogual
1o the uncoverad ‘gap'), In 1983 it was estimated that just over three
million people, or about 19 per cent of the total population, had
accew 10 such subsidies (Australian Bureau of Statisiics, 1983).°
This is & reasonably large proportion of the populaiion and hence
their demands could well have lent some stability 10 the medical
market places {except of course 1o docton” imcomes, which changed
whenever the government decreed a new “gap’, or discouni rate),
The Social Welfare Policy Secretariat han estimated that & card-
holding, home-owning, single pensioner in 198182 could look
forward each vear (o an average card-linked subsidy of around $960
(31180 at 1985 prices), provided the concessions eic. were fully
exploited. If they were not, the expected annual effective subsidy
should be ad justed downwards 10 arcund $300 (3613 at 1985 prices),
The cost to state and Commonwealth governments of supplying ihese

*Moe that the prospect of losing te Heabih Benefits Card il one earns more
thas & specilied amouni in & year introdisces a sipndlicani discontiauily o
ithe wructure of eMective tax rates, and therefore adds ver another “paverty
trap” imto ihe wellfane syitem
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concessions and fringe benefits was conservatively estimated at
around $3000m [Social Wellare Policy Secretariat, |984:1100 ut
198 1-82 prices ($112 per capita and over $300 per taxpayer per
annuim), which is not (subsidised) chicken feed. At 2 § per coni real
imterest rate, an anticipated ten vear's worth of fully exploited card-
linked benefits had a capital value of just over 9000 at 1985 prices,
This created a definite incentive Lo gain entltlement to this valuable
mAREL .

The variowus lringe benefits and concewions that had been available
1o card-holders have been continued under the cxisting set of rules,
although some of them nowadays are no longer directly linked 1o
the card,but are part of the health subsidies available to everyone
through Medicare. Fven so, the card is still a valuable asset: the value
of the post-Medicare Tully-exploited card-linked benefits 10 our
hevine-owning single pensioner was estimated al ground $920 o year
iSocial Wellnre Secretarial, 1984:30) after adjustment 10 1985 prices,
w0 that a ten-vear stream of post-Medicare benefity discounted at
five per cent has a capital value of $7104,

I, EXTENT OF GOVERNMENT INVOLVEMENT
Financial Commilments

The extent of government involvement 1 healih care is perhaps
indicated in @ conservative way by a brief review of its financial
commitinens in the area. Total health expenditures in Australin have
grown from about 4.9 per cent of GDP in 1969 1o about 7.5 per
cend of GDP in the early 1980k, with a briel increase in this
proportion in the mid-1970s. The various governmenis
ICommonwenlih, sinte and Iocal) have together, ower recenl years,
provided the finance for roughly 62 per cont of 1otal expenditures
on health (Depantment of Health Anawal Reports), with the
proprotionate contribution varying in response to the shifts in policy
over this period, Figure | gives a picture of real government health
spending over the recent pas, especially its growih ltom 1980 10 the
present. Table | contains estimates of government outlays on health
disaggregated into state and Commonwealih sources, their rates of
growth over the preceding year, and their smounts per bead of (state)
population. State government spending on bealth has grown over
the last two financial yvears (1983-84 and 1984-85) by an average of
11 per cent, and its incidence per capha has not been distributed
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whiformly across all sates. Health expenditure by all governmeni
bodies i estimated 10 have grown ut 20 per cemt over these last two
years, a significant part of which may be attributed to the new
Medicare scheme. The total amount of government spending on
health for 1984-85 is estimated at $TH7 per head for Austrabia as a
whole, which comes to 52013 per individual jaspayer. Thus, in
principle, if the health systoin were completely privatised. the average
tmspayer would have §20013 avallable for his or her own chosen
allocation 1o henlth. My original estimate of $1000 isce Logan, 1985)
was vastly conservative.

Behavioural Effects

Ax large as it 15, the govermment's monctary stake i health care
understates the true extent of its influesce in this area. The controls
and regulations that abound as a resull of governmend involvemend
alier people™s incentives in certiin wavs and thus cause them 1o
behave differently, HResource misallocation, inelTiciency, cost
increases, and irrecoverable waste are generally the resulis. Quite
often governments reaclt when these unwelcome outcomes of (heir
own activities become distinetly apparent (o all {that s, when the
wasie and excessrve spending become a “grave concern’, of even a
"public scandal®) by inventing and imposing yet mose regulathons and
conirobs in an effort sl least (o appear sensitive (o the wishes of their
electors. In this way, regulation begets more regulation in a veritable
epidemic of government imiervention. An example of this
phenomenon i the government's responses o the increase in jis
health payouwts over the 1970s.

One ol the effects af the governmend subsidies in thee various
manifestations throughout the recent past has been (o raise the
amounts of medical and institutional services demanded. This
permiited a rise in the prices recelved by producers such as dociors.
This ultimately increased the supply of dociors, which served o
moderate the price rise (in (acy, fees in real terma fell over the Late
I9Th}, The net result was a significant increase in the cost (o the
povernment of its promised largesse, particulary over the Medibank
Mark | pericdd, and a subseguent increuse in the supply of doctors
relative to the demand for their services. The explosion in total
outlays on health care and its implications s & potential and
continuing drain on the govermment s cofTers prompied governament
1o investignte the causes,

A factor that Turther complicaied matiers was that, along with
the cost escalathon, the (lagged) inciease in the supply of doctors
resulted in a Tall in their renl incomes, especally 1wards the end
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of the 19708, But this s & prediciable result in o market distorted
by subsidised third-parnty payments arranged a5 they are in this
country. As will be demonsiraied below, ihe naivre of ihe
reimbarscments (o patiers for their medical bills generaies a changed
set of demand conditions for the seller of medical services. It turms
ot thal the seller's optimal pricing strategy i (o set a fee ol or above
ihe poind ai which the patient beging 1o incur oul-of-pocket expenses;
under Medicare, for example, ihis point occurs at 85 per cent of ihe
MBS scheduled fee. It is predictable that some doctors will primarily
bulk bll, some will charge at the scheduled fee rate, and othery will
add a premium 1o the scheduled rate. However, no doctor will cul
prices below the 832 per cent point, snd some will find that it does
not pay 1o reduce thelr fees below the scheduled rate in the face of
declinmg demand for thelr ndividual services. 11 all depends on their
individual cost siruciures. Therefore the effect of an increase in the
number of dociors for a given markel demand is 10 divide that markei
among u greater number of sellers who, instesd of cutting price,
{optimally) take a fall in sales and hence in income,

Omn ihe other hand, statisticn]l evidence Mmom the US and from
Richardson's (1981, 1980) survey of the Sydney markel shows a
positive correlation between the number of dociors and the number
of services purchased, Insicad of drawing the conclusion thar vhis
i oo difTerent than would be expeciad from & similar study of, say,
used car lots, many of the various authors deduced & Say's Law af
medicine wherchy supply creates (some of) its own demand. But if
this b so, then why don"t practitioners simply create some more
demand 1o tide them over the shoal of the docior ghai? Why not
go all the way? The Rolls Roveed and chaulfered doctor commuting
daily from privale maniion (o sumpiuous consulting rooms should
be commonplace.

Reactlons of Government

The link between Increasing numbers of doctors, current and
anticipated cuts in thelr practice net incomes, and demand-
inducement as a response 10 these faciors, were soon made by the
burcsucrats who were then directing their energies st discovering
wimse solution o the povernment s problems o the health area. This
link became known s “overservicing', and the Commoowealth
Department of Health set up the now defunct Fraud and
Owenervicing Detection System (FODS) 1w investigale the problem.

The Department has continuous data relating to Medibank and
Medicare claims made by patients, and the registered insurance lunds
are also required by law jo provide such data. It was (and k) therefone
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possible for the Department 10 gencrate a frequency distribution for
the various items of service for which claima are made. Since daia
for an individual doctor’s sales of medical services can be readily
extracted from the claim data collecied by the Depanument, it is then
o simple maiter 1o compare a particular doctor's frequency of
servicing with the *average’, or ‘group norm’ . The resull is the “Scan
Profile’, which endeavours to show whether a doctor & permitting
his or her patienis to purcheier “to0 many' uniis of any given
scheduled service (Parliamentary Joint Committee of Public
Accounts, 1982), If the Scan Profile looks suspiciows, & more
complete profile of the doctor's entire practics can be genermted.

IT & case of genuine overservicing were strongly suspected by the
investigntory team, the Department, resources permitting, would
send around one of s officers, who would attempt 1o discover
whether there was some innocuous resson for the of fending doctor’s
"deviance”. I there was not the vesibgaior would ‘counsel’ ithe
dovior 10 desist Mroen overrealous selling of medical services, I the
doctor was intransigent, or if his or her daiming patterns were
‘consistently deviant” (Parliamentary Joint Committes, 1982:224),
then the matter would be refermed 10 one of the Medical Services
Committecs set up under the Health Insurance Act.

The Department ol Health (Aanua! Report 1984/83:211) reports
that, in 1983-B4, 23 cases of overservicing were referred 10 &
committee. This is a microscopic number in relation 10 the total
number of registered medical practitioners in Australia, and (o the
amount of overservicing that ‘actually exists’, according 1o ihe
regulators. The “black hole® attitude to regulntion bs that this signals
a need for tighter controls and more resources devoted 1o monitortng
and regulating the behaviour of health care providers. 1t could well
be, however, that the mere existence of (he Surveillance Branch snd
the various investigatory commitices and rribunaly is sufficient 1o
reverse of af least discourage the overenthusiautic supply of medical
services by many dociors,

Bul if the lowses from overservicing are great enough for the
government (o be willing (0 invest the taxpayers' money in its
eradication, then why is not wnderservicing also a problem for
povernmend (o solve™ Even more importantty, whereas overservicing
i revealed in @ monetary transler from the laxpayer, underservicing
is effectively revealed only in the Departmeni of Health's computer
peofiles of doctors’ behaviour. One would have thought that o
povernment as alert to instances of social disutility as the currem
one would by this time have broughi the attention of the Health
Department 1o bear upon cases of doctors who are supplying
particular services a1 a rate bedow thelr group norm. A counsellor
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(might | vaggest a welfare economist?) could be sent out to advise
the doctor nbott the serious social costs gencrated as a resull of his
or her patienis missing out on the services they should have been
-nnlhth!mmhdifthemmmhnﬁulhhrm
for the word ‘underservicing’, then this antisocial behaviour could

Thes particular esercise in regulatory overkill has come sbour because
the government feluses Lo address the question of the extent 10 which

POvVErmMment Eppears indient on pursuing and even extending this brand
of regulation of supplier behaviour, Instead of the supplicr of health
care services and the paticnt having the right 1o enter into a muiaally
agrecable arrangement (o exchinge medical services for money, is
wonild be the case it o free and open markes, thait supplier i3 now
forced to monitor the patient’s demands so as to eliminate, for
exumple, *frivolous’ expenditure on health care. With one eye alen
o the FODS squad, the supplier will now think twice belore acceding
i cermin of the customer”s demands. Both parics are thereby worse
ofl.

Typically in this kind of regulatory threat system, the supplier does
ool know exactly how much servicing constitules overservicing in
the collective mind of an nvestigatory commitice. In principle the
supplier should keep 1abs on the various group norms, And each
supplier will probably arrive at a diffesem idea of the permissible
lhmiits to satisfying patienis” demands, The uncertainty thus crealed
by the sysiem has fs own nonmessurable economic cosiv, In the light
of official wstements and other supportive Hiersure, i 8 nod difTicul
o deduce that this variety of direct regolation of medical markets
is & growih indusiry, Bocause of the incentives Macing regulaion (i.c

buresucrats and sundry academics) in the diverse political
markets where faviours wre traded, i is lkely that this siiuathon will
continue into the future s long as the governmend s heavlly involved
in the production and delivery al healih care services,

Controls over the behaviour of providers have belped 10 sieer ua
i the direction of & Tull-blown national health syalem complete with
docton as government employees, poorly used hospital resources,
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and rationing by waiting in line (but perhaps with lower monetary
‘ml see Goodman, 1980). Further movement in this direction is

present hampered only by the lack of a gencrous interpretation
hr the I-th Court of the Constituthonal interdiction of ‘avi.
conscription” {(s.51)

Non-market-oriented controls over duppliers &, however, the
consequence of an environment which is. in turn, the result of the
economic effects of a history of povernment regulation in the healih
aiea.

I REGULATIONS AND THEIR EFFECTS

Oovernment regulations fall into roughly ithree categories: regulstion
of the entry and professional behaviour of practitioners; managemeni
of third-party payments for the use of health resources; and control
over the development, Munding, and operations of institutions such
as hospitals, nursing homes, and health cenires. | now um (o
consider how some of these regulations can be expected to vield ther
unpleazant slde elfecis.

Barriers to Entry and Professional Conduct

The firsi it of controls fegulaics éniry and competition on the supply
side of the medical services markets. They are embodied in the
Medical Act or Ovdinance currently in force in a particular siale.
Eniry into the medical profession is restricied o people who (1) have
completed o bengthy courve of study o1 an Australian university (or
at ope of the hmited numh:r of destgnated universities overscas),
(2} have completed a year's apprenticeship as an interm at o
‘recognised” hospital, n.ndﬂ}m‘nlmﬂmud:hnm Eniry
into the market place is then acquired by becoming "registered” with
the Madical Board in the state where one intends to practise. I is
illegal, with stiff penaliies, for anyone not possessing the asset of
registration 1o call himself or herselfl 2 (medical) doctor or 1o practise
medicine, and in some states il is an ofTence even 10 give away servioss
in respect of certain prescribed discases, Overseus doctors who wish
o emigraie 10 Australia, byt who do noi possess the relevani
gualifications under Ausirallan law, have the option of gaining an
Australian MBBS (Hachelor of Medicine, Rachelor of Surpery) or
attempting & rigorous set of examinations set by the Australian
Miedical Coumncil,

The ostensible purpose of these regulations o 1o ensure that there
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i gualivy control a1 lewst a1 the mpai end of 1the medical market place.
The sciual effects, however, are 10 create market closure rents, which
are imitially reaped by those in the Industry an the time the relevam
legislation is enacted (recall the grandfather clauses contained in the
I%th century Acta) but are eventually dissipated throughout the
system. This could be expected 1o happen in the following way. The
demand lfor medical services grows over time as population grows
and technology improves. The restriction on markel entry of
producers keads to & temporary shortage of supply, which raises
prices. Thus the medical markets clear at higher prices (lees) than
they would without entry restrictions, The prospect of higher rents
to be had in this profession, relative 1o ohers, creates more demand
for services of the (approved) training institutions a3 people compete
1o acquire the registration requirements, and prices rise in the medical
education industry. In the long run the doctor just breaks even, in
the sense that the higher fees and incomes earmed in practice jusi
¥ield a normal rate of return on his or her higher investment in
education. {Any other surplus above costs in the long run will refect
above average ability in one or more aspects of professional practice. )
If there are no resources particularly specialised in the long run 1o
the pursuit of training future doctors, then people in the training
inclusiry will also just break even, all costs taken into account. Thus
the market closure rents are an ephemernl crention of the regulations,
and are dissipated in the long run, The final result i thist medicine
is supplied a1 higher market clearing prices, and il the long run
demand for medical services is price clastic, 1otal health expenditure
is higher than it would otherwise have been, In addition 1o this, the
taxpayer incurs the higher taves (o sustain the burcaucracy necewsary
o monilor and contral the registration procedures, This is the price
paid lor legislated quality control. (For a further discussion of market
responEsy U0 entry resirictions, see Logan, 1984.)

Any subsequent chanpes in the conditions confronting buyvers and
sellers in the medical markets will mean appropriate adjustments 1o
prices and costs. For example, *free’ education of doclors via tax-
funded university fees lowers the costs (o the medical student of
scquiring registration. In the long run this will bring down medical
fees, but taxes will have 1o be rabsed (o finance the eveni. Free
education abo generates excess demand Tor places ot medical school
Since demand cannol now be rationed by price, other rationing
criverin are used. 11 is deboatable whether these other criteria are
related 10 eventual productivity as a doctor any better than the
willingness (o pay the price.

And what b the price? Ignoring the fixed costs of a university
education, such as the Vice Chancellor and the butldings and
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grounds, the marginal cost of & medical mudent can be roughly
estimated at an average amount (1981 data) of $8000 per annum in
1983 prices, although this Ngure varies widely acros medical schools
icocfTicient of vanation of abow 35 per cent). At a five per cem
real discount rate, the capital value of the marginal coat of & sin-
year course in medicing, assuming course completion in minimum
time, is 540 600, 1 a doctor entered the market place nine vears afier
entry 1o medical school, and planned 1o retire at age 85, then he or
she would need 10 carn an extra net income of $3700 per year in
order just (o cover the university costs, This implies that if medical
students were to bear their own (marginal) costs st university of
acquiring the MBBS, and if Dr Average were 10 have 150
consultations o week over 47 weeks, then market forces would, in
the long run, drive the average consuliation fee up by 42 cents, On
the other hand, the individual taxpayer would save about $17 a year
by not having to provide free university places in medicine. The
introduction of full fees for access to medical school would deter
some new students from continuing, but it would still pay later vear
students (@t some point in the six-vear raining cycle) 1o continue
with their training because their costs of lost opporunitics (n their
carly years are sunk. 50 there would be some lag before the effects
of such a policy on the supply of doctors would be el sufTiciently
strongly 10 radse fees, However, in the long run doctors would again
jusi bresk cven.

In sddithon 10 the marker eniry regulations, the Meadical Acts
contain the more blatamtly anticompetitive restrictions on advertising
(although the New South Wales Government has eecently relaxed
these slightly) and *souting’. These serve to limit competition among
currently practising doctors by reducing the quality of infonnaiion
available 1o consumers (vwee Logan, 1984). Thus both market closure
regulations and advertising resirictions act 1o sustain higher medical
fees (han ofherwise.

IT the Medical Acts were repealed in toto, much heartburn would
be generated in the shor run as those who had already adjusted
themselves 1o the regulated system sulffered windfall losses from
intensive competition, Reversing the previous line of argument, the
ultimate effects would be reduced marked clearing medical fees and
ducton’ net incomes, but the latter would in the long run yickd &
mormal rate of return 1o whatever profile of training were 1o become
the market norm. One can envisage greater specialisation and variety
in medical trakning. 11 is quite likely that institutions or corporations

in certification would be voluniarily evablished., us has
happened in the MNew South Wales (free) market for clinical
piychologists. Consumers could avail themselves of whatever
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information concerning doctor quality were (o be produced in the
Free markel, bui would have the option of purchasing the services
of one or more Rolls Royee doctors who chose 1o scquire an MBRS
after an inensive and exhaustive six-year course of wody followed
by & few yenrs under the expent guidance of other Rolls Rovee docion
hiere or oversens. H would all depend upon the patient's preferences,
income, and portfolio of msurance.

In a truly free markey environment, in which ‘title transfer’
contractual arrangements were the only ones with legal recognition,
malpractice involving, say, surgical error or lapse of the doctor's
‘duty of care” would not necessarily be actionable. An effective hedge
against this kind of unfortunate circumsiance would be the use of
a legally binding ‘performance bond'. in which damages for
incomplete performance would be mutuslly agreed upon by the
doctor and the paticot at the time the contract was entered into for
the delivery of the service isell (Rothbard, 1982:Ch 18).

I the purchase of pharmacewticals were devegulmied wi 1he wame
time, then it would be in the buyers' interests 1o acquire information
about the curative effects, side effects, and other parameters of drug
purchise, and i would pay sellers to generate this kind of
information in competition with each other for the pharmaceutical
market. In lact, it would probably pay most people 1o purchase the
mﬂﬂllmmknwFMwmqummm
in the form of a suggested ‘prescription’. Certain negative
extermalities could arise, however, in the cxcessive use of certain drugs
on the market. | return (o this problem below,

How Paymenis Are Made

The second form of market intervention is in the delivery of the
*s subsidies and the control over the kinds of policies that

the privaie, registered insurance Munds are permitied (o write with
their own clienis. The details of some of these regulations have
already been outlined. Although they differ in detail, their effects
on the demand for health care services are qualitatively the same.
Meadicare, which is our carrent system of subsdised health, offers
the following package: 83 per cent of the scheduled fee is paid by
ihe government up 10 a maximum patieni “gap’ per service of 310,
and if the sum of all the *gaps’ incurred by & patiend reaches 5150
in amy one Mnancial year then the government picks up the tab lor
the entire scheduled fee. Figures 2, 3 and 4 skeich the underlying
demand curve generated (rom hypothetical consumens” choices msde
i an unsubsidised market (D) and the demand curve derived from
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the underlying demand conditions when the comsumer i 1n vanous
positions relative (o the subsidy entitlement (13D}, Note that each
of the demand curves DT s *kinked’ a1 certain points. The kinks
'il-lﬂﬁﬂ'lﬂil'll'l determined precisely by the level of the scheduled
er.

Consider Figure 2, which s for a person who simply receives the
&5 per cent subsidy. The amount demanded Q) is constant up 1o the
point at which the buyer begins paying (or the service from his or
her own pocket: the commencement of the “gap’. If sellers charge
a higher price, even beyond the total scheduled fee M, then the
amount demanded shrinks along (he underlying demand schedule.
For the linear demand curves drawn, the elasticity of demand that
i scller would observe (i.e. along D'DY) is greater ihan the elasticity
of the buyers underlying demand since the percestage change in price
thusi induces s given percentage change in demand ts smaller for the
seller {a quick calculation shows that (he ratio of the seller's 1o the
's price elasticity s 1 + 0RSM/pib), where pib) ls the expense
n....sﬂ“né'." J'mmmmu

a 7 (1985
levels), which is the point a1 which the $10 (spprox. 15 per cent
$67) maximum patient payout is operative. The demand curve
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DD’ is the sume as in Figure 2 until the buyer strikes his or her
maximum payowt point A, The amount demanded is then unaffected
by higher prices until sellers start changing above the scheduled fee.
Under the rubes any amount above the scheduled fee is paid for out
of the buyer’s pocket. This seller’s demand carve thus has two kinks,
one at the bulk-hilling point B, and another at the scheduled fee M.

Finally, a heavy user of medical services would confront a scller
with a demand curve DYDY’ as shown in Figure 4. A seller would no
observe the lower portion of the demand curve, and again would
face a kink in demand conditions a1 the scheduled fee M.

In bs the derived demands DD that confront the scller. Together
with cost conditions and the competitive environment in which the
seller is located, these derived demands will desermine the seller’s
price and sales strategy. Since the market demand is the sum of all
of the (potential) individual patients’ demands, that 1oo will reveal
kinks st the levels determined above. Performing the usual textbook
exercise of superimposing a battery of different cost curves upon
such & hypothetical market demand curve, we can see that prices
for expensive (say, specialist) services are lkely to cluster ag either
the scheduled fee or the discounied fee. For run-of-the-mill
consuhtations with general practitioners, prices charged could

=l



nﬂmﬂrhmhﬂthﬁhthdlmﬂﬂd scheduled fee upwards
in Figure 1), bui mever below this poini,

This small diversion into the sconomics of pricessarcher behavious
implies firat that changing marker conditions, such as 1the cntry of
mhﬂwt.ﬂhhlﬁuhdmmdmﬂﬁnﬂﬂuuﬂuﬁuhn
ﬂlm:lunu hetghis of the kinks in them. Therefore changes
of this k mﬁhhmmulin:tﬂh%'hnmmhﬂ
thmhlhtprhn hich they charge, for any given Meadical Benefils
Schedule. A change in the scheduled fee relative 10 costs of
produciion would ghifl the kink{s), and scllers’ pricing policies would
adjust sccordingly. Second, the amoun! demanded i greater than
in an unsubsidised market, and is even likely 10 be greater than i
would be if medical fees were resmbursed with & straight 83 per cem
sbsidy, whatever the fee (draw in the DYDY curve fora |3 per ceni
coinsrance rale 1o soe this),

Another implication of this analysis is that, except for people who
buy the standard consuliation from a general practitioner, people
wﬂuﬂmnﬂuﬂdmmﬂuﬂumwmﬂ:m
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above. Since il s certinly not costless (o produce the services thai
are in demand, the subsidy generates a misallocation of resources
in that peoples” valuations of the additional services they conssime,
relative 10 the unsubsidised amount they would otherwise consume,
are below their valuations of all the other things necessarily given
up in order (o have those marginal medical services produced and
siipplied io them. The difference represents wasted production and
exchange opportunities, and s the deadweight loss of (he subaidy.
Even if the government is unperturbsed by the relatively invisible
spectre of dendweight losses, budget costs will tend to rise in the long
run and these are distincily visible. This cost hike iakes place over
time, not just because more goods and services are demnanded,
produced, and supplied than before, bl also becansc they are more
costly to produce, Resource prices must rise in order (o attract the
additional units dermanded into the health care markets, The resuli
is more resources ai higher prices, and heoce a risc in total bealth
expenditure measured in dollam (the econtmic cost i less than this
because imramarginal units generally have lower transfer prces).
Incvitably the government will be Maced with the problem of Tunding
& proportion of these higher costs, In the long run government will
require miore taes 1o Tund the scheme, and it might o impose other
maore direct controls in sn effort 10 “comtain cous’,
A wolution o ihe problem would be o remove the subsidy
mu:phi:h thun eliminating the taxes no longer required for this
and simultaneowsly 10 deregulate the heahh insurance
mmmumhmpﬂﬁﬂuﬂuﬁdmuﬁ
wanied preferences that would then be revealed in the markel place.
Most people would probably take out insurance agatnst the hazards
of large and uncertain costs, such as surgery and hospitalisation, wnd
sell-invure For the regular, prediciable, relatively low cost visits io
the general practitioner. Indeed, Lees and Rice, in their criticlsm of
Arrow’s Tamous paper on the subiject of health insurance, conclude
that this i an optirmal strategy when there are positive costs involved
0 the production of insurance policies (Lees and Rice, 1965).
Insurance policies would probably contain froni-end deduciibies,
of wome rate of coinsurance, or & combination of these ingredients,
People in identifiably differemt risk classes might be offered policles
with differeni premiums (Hartley and Kyle, 1987), and perhaps
lifetime insurance would be available 10 those who wished 1o hedge
mgaingl higher premiums in their liter lives. One can even envisage
no-claim bonuses and discounts for healthy lfe stybes. Some people,
particularly the relatively young or those who anticipate good healih,
might choose not 10 nsure. The 1983 Heakh Insurance Survey
(Australion Burean of Siatistics, 1983) revealed that in fact about
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15 per cent of ‘contributor umits’ who did not have a Health Benefin
Card chose nod 10 nsure at all, even when faced with a significant
peice incentive 10 do so. A compubory nstional health scheme
f.ﬂ'uml these people from adopling ther own voluniarily chosen

Controlling Health Care Insiiiutions

The third set of regulations refers 10 the control of institutions such
as hoapitals, nursing homes, and health centres. The hospitel and
nursing home industry In Australia is comprised of a mixture of
govermment and private ownership, with predominantly public
ownership of hospitals (about 80 per cent ). Nursing homes have been
a growth industry as a conscquence of demographic factors, and
direct government ownership is in the minority, Nursing homes are
primarily a mixture of privately-owned, for-profit enterprises, and
ownership by nonprofit religious and charitable organisations. Health
cenifes are governmeni operations and many offer, among other
things, services similar 1o a privately operated cling. All istitutions,
public or private, are subject 10 government control in various wikys.
They must seck licences for business, to ensure that their cusomens
can receive subsidies of ane form or another, and to be eligible for
those subsidies that are paid directly 1o the institution. Public

aned beidih centres are subject 1o some Torm of more direc
centrnl control through the relevant Health Commission.

Public institutions can be expected (o behave somewhat differemly
{rom privately-owned operations, simply because their managements
face different incentives. Under private ownership, management i
forced by competitive pressures, including those stemming from the
public hospital system, to take sotice of marka signals and 1o
attempd 1o effectively monitor costs. The public hospital
adminttrator s nol w constrained since, slihough faced with “tight
budgets’ and problems from the umions. the consoquences of
operating at a loss are less severe than Lhey are for his or her colleague
in the private sector, Similar Incentives confront the lower level
management siaff, Besides this, the public hospital administralor
geis no benefit from any surplus he or she might generate through
innovative efficiency. The conseguences are predictable, and have
been observed in othet industries where government has assumed
ownership and conirol. Less devotion to painful cost-cutting
efficiency measures can be expected, siafl/ patkent ratios will tend
1o be greater (even after sdjustment for the *teaching role’ of many
public hospitals), and other costs will tend 1o be higher than i skmilar
siustions in the privaie secior,

67
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If there is any market closure rent 1o be had from the regulations
that control the entry of competing institutions, this will tend 1o be
captured by the hospital's suppliers, of both labour and materials,
or will be dissipated in waste and incfficiencies. Thus a Parkinson's
Law of whsidy would be expected to apply in this context: costs
tend 10 rise 10 the extent of the subsidy svailable. In & word, there
will be higher cosis and larger demands upon the taxpayer to fund
the system. The recent Jamison Commitiee in its findings on the
hospital sysem commenied upon the large variability between
insiitutions in cost per wnit (measured in terms of *bed-days’) and
other vanable. This would not happen in an industry in which firms
that produced and sold similar products were responsive 1o market
forces. The Committee also commented that the federal government
ar the time (1979) was bankrolling the staie-run public hospitals to
the tune of 30 per cent of their running costs, an arrangement hardly
conducive 1o parsimony in bospital spending among the states
(Comméssion of Inguiry, 1980), This situsiion has now been
effectively reversed.

Signals from the market have only a distant and indisting efTect
upon decision making in the public sector. One example of this is
the eternal search among the relevant burcaucracies for & meaningful
way 1o allocate revources over public hospitals and health centres.
Emh:mﬂnlhrnmﬂ:mmﬂiummwhl:hmﬂn’
marginal values of resource wae are discoverable, those values are
relevani 1o a subsidived environment and are not the opes that would
be revealed in a free and open market. Therefore they are Aol redevam
1o efficient resource allocation. No amoumnt of cost-benefit studies
ar similar ‘research projects’ in a regulated market will reveal what
would have been revealed in a froe market. Thus the allocation of
resources by burenucracy s likely to be either entirely arbireary, or
clse determined by the equilibrium consensus in some political
muhu.lulhlnmm1mrnhmnrpmph-ﬂhnmpu-m
advantage in the political trade will tend to dominate whatever
committes determines resource allocalion,

It is interesting 1o imagine what might happen if state governments
were 1o refinguish thesr control over these publicly-owaed (st uiions
by scling them off to the highest bidders, and if government
regulations of the privately-owned institutions were repealed. There
would certainly be some siructural adjustments, especially if
goveraments simultancously ceased subsidising any form of health
mmm.mmmuwmuumﬂmmmmm.
since government outlays on howspitals constitute & significant
propoftion of total health outlays, Second, & system of complerely
privade, hnuuhelhmphﬂ-wnuldeﬂnﬂrm:lh:mmhtqwndnl

[
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that has recently served as a rationing device for beds. This would
happen a4 hospitals responded in the usoal ways o market demands
by appropriate pricing, or, in the longer crm, & more hospicals
opened and existing stroctures were rationalised. Since privatisation
of the public hospital system is highly unlikely, the long-term prospect
ift Lhe area of cost (and demand) containment will depend upon the
particular directions taken by the various siale governments in their
responses (o (he recent changes in funding arrangements with the
federal government.

Under the present government, privatising the hospital, nursing
vome, and healith centre sysiems, removing health subsidies, and
deregulating health insurance all lie in the realm of imaginative
fiction. Under any Australian poverniment, deregulating the supply
of medical services by repealing the Medical Acts is in the realm of
total Tantasy. With the presemt government's predilection for
consensiss, social engincering, and wealth redistributions, the
Medicare sysiem is certain 1o be retnined, A government can indulge
im its predilections, however, only if # retaims office. As the recem
exerciae in tax summitny clearly illustrated, soaking ihe voling
imxpayer in order 1o fund the incressing costs ol big governments
is not the road to sucoess.

O solution {apart from the unscceptable one of reducing ifs own
sire) is for government (0 convert, as Tar a8 possible, the visible costs
of its activithes into the invisible costy of regulation. 1t can do this
by imposing more direct controls on people who are closely involved
with spending deciskons (hat wiTect the povernment "s buclget oulcome.
The smaller the groups who sulfer the elfecis of the additional
controls, the better it will be for the government on polling day. Thus
the incentive is there lor controls over doctors” activities, cipecially
since doctors draw litle sympathy from the community at large.
Unfonunately for the government, total control via cs-ofting doecton
inio the public service under & national ealth scheme would vialae
the ban on civil conscription, which, interestingly, was inserted into
the Constitution (s.31) in 1948 by a previous Labor governmeni.

V. ANSWERING ARGUMENTS AGAINST
DEREGULATION

Suppose that the Nctlonal events referred o above were [0 Gome
about. Would any problems arise that would induce doubts as (o
the wisdam of this particular foray into free markoeering? Some
of the argument s againet dercgulation of the health care market can
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casily be rebutted, but ot lesst one argument, (he "externaliiics”
argument, requites careful consideration.

Miscellaneous Objections (o Deregulation

Initial doubts could perhaps arise about the guality of informaiion
available 1o customers about the services of individual sellers in a
free market. Regulators are quick to point (o ‘imperfections” inherent
in the market place, and 1o insist that the only solution s government
contral. But a3 we have seen, regulation in medical markets has guite
passibly reduced the quality and has certainly redisced the quantity
of customer information by limiting advertising and creating a closed
market. The efficiency of an open marke! with price-searchers has
beenn established in the liternture on contestability, and s the
argument that medical markets "do not work' does pot haold,

A more serious doubd 18 whether the wealth redistributhon 1hat
fallaws the deregulation would be acceptable. IT, however, it is not
acceptable to certain individuals, then they are perfealy free
themsachves 10 engage in charitable activity designed 1o improve the
distribution of wealith. Of course, in a sociciy such as ours, there
is probably less voluntary charity than otherwise hecause private
mchriummhumwhymmm'nmmm

An ‘unaccepiable’ distribution of income (nol wealih) may arise
naturslly from the efTects of life<cycle carnings. Upon retirement,
one"s income from working is, by definition, rero. In a free market,
however, people are faced with different incentives, one of which
is the Incentive to insure and 1o save against old age and inflrmity.
Lest it be thought that this would be an onerous burden, first recall
that people would be paying less taes, and second, o simple actuarial
calculation shows that & mere $4 a week invested at a real raie of
five per cent from the sge of 20 (37 from the age of 30) would ensure
sufficient funds for full accommaodation in & nursing home for Mve
years (from age 73 1o nge 80) a1 the current rate of rescurce cost
(including normal profit). Finally, in the medium term. a Benefits
Card system lor those ‘socially disadvantaged® still carrying the
burden of the past iv always a feasible option.

The Externalities Argument

There is one general area, however, in which advocates of
governmenl intervention in the healih care trade are not so easily
rebutied. This last bastion of the regulators is generated by the

b
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problems that arise in efficiently allocating & good or service when
externalithes are present. This happens when the actions of one or
maore people affect the well-being of third parties (“innocent
bystanders'), who are limited, pencrally by an absence of contractual
arrangements, in the ways they can respoad. In the arca of health,
the externalities that occur are called public bealth .

For example, suppose thal s number of people live along the length
of & river, which is used by all for drinking water and ol her agquatic
activities. If nobody has property rights in the river, or if the nver
i sin unpoliced piece of ‘communal property’ (and thus no individual
has property rights) then the dumping of unireated sewage into the
river is virtuslly costless to the persan who does the dumping. Sewage
thus dumped is refocated by the river to produce a less felicitous
supply of drinking water 10 the many people who happen io live
dowsiream. i this way the costs of the dumper's productive activity
{h.¢. Jocul sewage removal) are borne by the downstream dumpees;
in the economist’s jargon, the upstrenm dumper’s activity has
produced an externsl diseconomy .

Severnl alternatives are available 1o control river usage. One
aliernative would be for government to outlaw complerely the use
of the river as & dump for sewage, treated or otherwise, Another
would be for the government itself 1o enter into the business of
sewage (reatmenl and disposal, the costs of which would be borne
by the inhabitants as an addithon 10 rates, of as 4 levy upon taxable
income. In each case the costs to the user {of the trestment and
disposal facilithes) are independent of the rate of usage; thus the river
is cleaner butl the total social costs of sewage production are ot
diminished, mereky shifeed 1o a monetary form. The second policy
would be the one moat likely 10 be adopied if ihere were 0 sulficiently
powerful band of local manufaciurers of (reatmenl squipment and
other ancillary supplies who could convinee the government of the
social benefits of therr expanded sctivity.

In each case, however, the policy chosen completely evades the
issue of whal precise amount of sewage (reatment, together with
water guality, would be preferred by cach individual in the
communily were that individual 1o bear the Tull costs of his or her
own sctivity (Le. 1o internalise all externalithes). In facy it & noa
possible for 6 governmeni 1o observe individual preferences when
these are nol revealed in a market context (or elsewhere), and wo it
Is mot possible for the government o direct the allocation of resources
in any ‘socially optimal’ way, This means that any ‘solution’ by
government of the public health problem confroating the river
community must involve essentially arbitrary chodoss in the allocation
and use of resosirces, although these chotces will be modulated by

TI



Prdicies and Prescriptiony

the competing political demands of the time. In addition, cach policy
requires, for it implementation and continuing control, more
buresucrats, more policepersons 1o monztor the regulations, asd this
more taves [0 sustain these supernumeraries. Finally, casual
observation of the operation of just abow any governmeni-run
“enterprise’ leads ooc to predict a demand for yet more (aves 1o be
dissipated in productive inelficiencies, managerial perks, and
swectheart deals with the Brotherhood of Effluent Engineers, These
extra costs are not simply the consequence of laxity on the pan of
officials, or of insufficient thought given 1o the monltoring of
petformance; they are inheremi In the incentive structure of
bureaucratically-controlled agencies and are thua inevitable
(Niskanen, 1968). These and similar criticlsms can be levelled ai all
other approaches 1o the public health problem that assume the
involvement of the government or its agencies.

There are many allernative ways in which the river could, in
principle, be parcelled up and divided among the inhabitants. These
range from a monopoly in the river owned by one Individual (ot
:nmhm-mmmﬂ.mmmmmm
the demand for them, to a distribution whereby each houschokd
owned an adjacent portion of the river, and any one portion of the
river was owned by somcone. In the latter case upstream dumping
would be an invasive violation of the property rights of downsiream
inhabitants, and would thus be actionable at law {Facility Tor class
action would reduce the anticipared legal costs involved), In a society
where full property rights are respecied, this second allocation of
the resource would be established initially and would reflect the
vitrious ‘homesteader’ ownership rights in proportion wo individual
use (Rothbard, 1962:Chs 10, 11). If the costs of monitoring resource
m.-!uﬂimmm,ndnlhuumu:ﬂunmwﬂuiﬂ;
lower under a more contracted ownership structure, then it would
pay some individualis) or corporationis) 1o eventually buy out the
unall holders® individual shares of the river.

Inﬂmnlm:wmnﬂumﬂmﬂﬂm.
the secial cost of an act of pollution is borne directly by the polluter.
Resource users now independently decide upon their own usage rites
by stacking up their values of the resource use at the margin against
the full expected social murginal cost of thelr planned activity, Socal
marginal values are revealed in the market for river access, and an
efficient allocation and use of the resource is achieved without the
ponderous interposition of gaggies of politictans and burcaucrats,
Of course, peopled’ wealth will depend upon how this previously
communally owned resoutce Is divided up among them, and this
could present not a few headaches Tor politicians, However, this bs

g F |
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a problem pertalning to the distnbution and control of sockety's
wealth, not a public health problem per se.

Thus a system of [ully allocated property rights is 8 viable solution
to the problem of public health when this anses from collective
externalities that would be produced when nonowned or commumally
owned resources are misused. 1 applies 10 the wse of hithero
publicly-owned resources of all binds, including walerways,
rosdways, and public place such as parks, gardens, and city squares.
The success of this kind of property rights system would depend upon
restraiping a0l only governments’ desires 1o ‘own” {i.e, 1ake) and
control resources of varkous kinds, bul abo their sddiction o
supplying, with the taxpayers’ money, public services such as wafer
supplies, sewage disposal, and so forth, in competition with privale
individuals who can profitably organise the requisite productive
activity,

Another example of the externality problem in the &rea of public
health ks when interpersonal externalities occur in cases of infectious
disease. There are basically two contexis: a person unknowingly
transmits o disease 10 another person (or persona) elther because the
Tormer wis unaware that he or she in fact was infecied, or because
he or she was ignormnt of the infectious potential of the disease; and
a person knowingly endangers anod her without the latter's knowledge
or consen.

In the second context the solution clearly lies in the recognition
#t law of 4 person’s absolule and complete property right in his or
her own person (sirengihening of this propeny right would preclsde
all forms of *civil conscription’). In this instance, the person doing
the infecting has knowingly commitied an aggressive aci of invasion
of the property rights of the second pereon, and the victim therefore
has & right at law to sue for damages. The (act thal carriers of
infectious discases would face a definite persomal cost as @ result of
transmitting their maladics 1o othern would be a significan
disingentive. We could predict a reduction in the public appearnnces
of infected people. This consequence would be enhanced 1o an
environment of class actions where the entire cost 1o the victims of
imfection among, say, A b or trelnload of people would be borne
by the infector.

But & similar argument also wpplies in the fira condext. Whether
or not the infecior know aboul his or her condition, there s still an
invasion of the property righis of the victim, and ander a full
property rights system the infector remalbns liable for damages. This
is oo different from the accidental damage thal could oocur T an
unexpeciod sone fung o random (rom beneath my lawamower were
bo forcefully intersect with my neighbour. | would have caused

T
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damages to my neighbor™s person, even after taking due precauiion,
and would thus be answerable 10 & public risk suit

The solution 1o the financial problems that arise in these instances
is o deregulaie the insurance markets, in particular in the health
ares, o that indsurance companies could offer public risk contracis
far people who desited 1o hedge againsi the anticipated couts of an
‘infection suit” brought against |hemselves or their dependants. Most
open market insurance contracts would contain waivers in the event
af the imvured knowingly infecting others, just as insurance contracts
do & presemt with respect (o accidents caused by drunken driving.

It would pay imsurance companies to encourage delensive
behaviour among their clients by, sy, offering reduced premiums
10 thone who purchased inoculations against imminent contagion,
ar aliemnatively imposing penalties upon those who chose not 1o
inoculate {each of these penerates the wme incentives, dollar for
dollar). People who chose not 1o insure (Le. 10 seli-insure) would
aluo have an incentive to purchase inoculstions since they would face
ihe choice between the actual costs of the inoculation and the
expected costs of anticipated damage suits (in sddition to thelr own
personal costs ) arising from themselves sufTering a particular malady.
In & free market environment, drug companics, dociors and others
specialising in the heahth industry would compete for the inoculation
trade; inoculations would be efficiently delivered an lower cost than
otherwise, Competition among sellers would resull in advertising
campaigns directed ot informing the public of any threats of
imminen! disense and of the relative benefits to be derived from (he
variows inoculsthons, Free market doctors would offer thelr services
as agents eager to advise consumers in their chodce. The guality of
information cheaply available 10 people about disease prevention
wiould be higher than it is now under the regulated closed market
regime. In addition 10 this, competition among serum producers and
drug companies would drive a continuous search (e, research) fod
better and cheaper products 1o offer, and the cost (0 the community
wiorild be lower, (Although the out-of -pocket costs for some of the
drugs now subsidised would be higher, at least initiafly, so would
the anticipated costs of el inoculating. ) More inoculations would
be purchased, and again the incidence and severity of infectious
disease would be reduced, quite possibly below the current level, and
without the intervention of government. Thus the externality effects
of infectious discases are appropriately internalised by 3 svitem of
compleie and enlorceable property rights under which the of fence
of infecting is actionable a1 law.

Some arguc that identifying and apprehending the offending pariy
is too difficult, purticularly when there is a lapse of time between

T
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the actual transmission of the disease and its observable effects. But
these are exactly the same difficulties that have always confronted
the victims of other violations of property rights such as thefi.
Although thieves are often difficult 1o apprebend and convict, there
is probably less theft under the current sysiem of anticipated
punishment than there would be if property rights as conventionally
viewed were nol so clearly defined and protected st law. The
perpeirators of infections, or of thelts, would be more efficiently
and cheaply apprehended, and victims more readily compensated.
under & system of private law and ‘prodection/imurance’ agencics,
g outlined in the writings of Rothbard (1982) and others.
Reversing the argument, the recognition at law of each person’s
inviolable property right in his or her own person, and the effective
enforcement of this right, would serve 1o control and limit the spread
of infectious discase in the manner outhined above. Since the private
monitoring of infection s likely to be considerably more efficient
than public monitoring and control, the spresd of contagious discases
wonild be expected to be even less extensive and less severe than under
the current, but much applauded, control by government regulation.

The Importance of Property Rights

The free market solution 1o the problem of the mfections discase
externality rests simply wpon the approprisie sirengthening of
property rights, Once this is achieved, other laws and regulations
that inhibit voluntary exchanges can be repealed 1o the benefit of
all ithe regulators and other current beneficiaries excepled). One
example is the current regulation tha resiricts the purchase of ceriain
pharmaceuticals, which are required by law 1o be prescribed by o
registered medical practitioner. A justification for this regulation,
other than the usual paternalistic one, is that with no such control
people might purchase and consume o wificken! quantity of, sav,
antibiotics so as to induce & mutation in a particular bacteriom and
thus create vet another strain of infectious discase. Under the full
property rights system envisaged above, prople would be forced 1o
bear the full (expected) social cost of this kind of scthvity. It would
pay them (o exercise appropriste care in drug comsumption, and to
seek oot Tull information, either themselves or via mpents (such as
doctors), concerning appropriate dosages and the risks involved in
ERCERRTVE COMMUTTIH IO,

The arguments outlined above demonstrate that there is an
lmrmmuin-ﬂmimmlhpuhﬂ:hrﬂhmnbﬁm.m
in the so-called intractable case of nfectious disease. It is probable
that the free market solutions suggested above involve less cost 1o
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the commurity, and thus moee resources would be available for the
production and enjoyment of other things. In a word, we wogld be
betier off buresucrats and politicians again excepted). So falls 1he
last bastion in defence of the regulators.

T
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Health Care: An
Perspective

John C. Goodman

Among health economists, there is & natural tendency 1o look 1o the
United States 1o 0y 10 underuund what happens when health care
s rationed by competithon and prices, and 1o Jook 10 European health
care systems 1o try 10 understand what happens when health care
is rationed by nonmarkel mechanisms. In this paper [ argue thar not
very much can be learned about rationing through the price system
by studying the LS health care sector because {at least in the hospital
sector) there s very litile rationing going on. By conirasi, B grom
deal cap be bearmned sbout nommarket mtioning by sudving the health
care aystems of developed countries outside the LS,

L. THE US HEALTH CARE SYSTEM

The healih care sitem of the United States b unigue among the
hiealth care evstems of the developed coumries. It s the only system
in which over half of spending on medical care is done by the private
sector rather than by the govermment. Accordingly, the Unlied Siates
relies on the market place to allocaie medical resources miore 1han
any oiber developed cousitry.

It would be & mistake 1o conclude Teom thess facts that the cemntral
features of our health care system are primarily delermined by
competition in the frec marked, however, Were thire a genuine lree
markel for medical care in the US; our health care system would
be very different from what it s today (for 8 general survey of the
historical evolution of government restrictions on the medical market
place as well a5 a critical analveks of thess restrictions, see Coodman,
1980 ).

The Market for Physiciuns Services

There have boen episides in our hissory when the fres market exisied
in various sectors of the health care industry. In the laler part of
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the 19th century, for example, there was virtual free entry into the
medical profession and into the ‘business’ of medical education.
Proprictary medical schools Mourished throughout the country and
there were no serious restricthions on the ability of physicians 1o
compeie for patients (Hamowy, 1979).

All of thin changed radically in the firs few decades of the 20th
century. Under strong pressure from physicians’ organisations
{principally the American Medical Association), state legislatures
enacted strict licensing laws controlling entry into ihe profewsion and
the conditions under which medicine could be procrised (Kessel, 1948,
1970,

As & result of these laws, entry into the profession was greatly
curtailed. Proprictary medical schools were abolished, and (he
educational requirements for becoming licensed to praclise were
mide increasingly burdensome over time. In the first three decades
of the Aith century the number of medical schools in this country
was cut in half and the number of physiciam per capiia was reduced
by one-sixth, The 20th century has seen an enormous Increase in the
demand for the services of physicians. |1 has seen only a modest
increase in supply. There are fewer phiysicians per capita in the US
today than there were over 100 years ago,

Ligensing legislbon also greatly impeded the ability of physicians
InmlﬂmHLMIhmﬁHpmm:
advertising for patients, price-cutting, “criticising” other physicians,
participating in prepaid medical insurance pluns, and engaging in
group practice under a ‘corporate’ form of business organisation.
Omnly i recent times have these restrictions been relaved.

Limitations on the number of physicians who could be educated
in US medical schools have had a number of interesting
consequences. Competition for entry info medical schoobs is fierce,
and leads 1o occasional scandals. In one case, the parents of a student
offered a covert bribe of $230 000 to secure thetr child’s entry tnto
medical school. The number of US students going to medical schools
outslde the US has been steadily increasing. In 1975, over 3% per
cent of all newly licensed physiciams in our country were graduates
ol loragn medical schools.,

There has also been a substantial growth in the number of
noaphysician personnel 1o supplement the wervices of physicians. In
1900, the ratio of nonphysician health personnel to physicians was
0.6. By 1980, there were 4.3 nonphysician healih professionals for
every physician in the US. Most obiervers agree. however, that
nonphysician professional are underutilised in the US health care
system. Many states prohibit them from performing simple and
routine medical iasks, which they are well qualified to perform. A
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great deal of inefficiency has resulted from these restrictions,
The restrictions on the ability of physicians (o compete with one
ancther may be an even more serious source of inefliciency. The
origingl *Code of Ethics' of the American Medical Association
virtually required physiclans to participaic in the formation of a
physician cartel. Failure to comply could cost a physician his or her
licence to practise, The restrictions thwarted the ability of patients
1o compare prices and qualiny in the market for physicians’ services,
and they also inhibited physican entreprencurs who might otherwise
have instituted many cost-reducing innovatbons in medical practice.
Today, physicians are free 10 advertise, 10 engage in price competition
and 1o participate in prepaid medical insurance whemes. Yet the
traditionnl views of organised medicine still Gnger and most
physicians in the US are reluctant 1o engage in these practices.

The Markei for Hospiial Services

Free compet ition among hospitals also profiferated around the turn
of the century, In 1910, approximately 56 per cenl of all hospitals
were proprietary (for profit). By 1960, however, only [1 per cemnt
of all hopsitals were proprietary and they accounted for aaly 7 per
cent of all hospital admissions. That year, 73 per cent of hopsital
admissions were in private nonprofit hospitals and 20 per cent were
in governmeni-owned hospitabs (Tor an analysis of the decline of the
propriciary hospital in the LIS, sor Steinwald and Meahauser, 1970),

The decline of the proprietary hospital in the US is not the result
of natural market forces. In some states, proprictary hospitals were
simply outlawed. In all states, nmonprofit hospitals enjoyed 1ax
advantages over the proprictaries. In addition, the federal
government administered a massive program (he Hill-Burion
Program) to subsidise the construction of noaprofit bospitals. No
subsidics were given to the proprietaries.

The decline of the proprctary hospital is nonetheless very
importanl. Economic theory and empirical evidence suggest that
proprietary hospitals opermte more efficiently than nonprofii
hospitals (Berry, 1974, Goodman, 1980a:36). In a hospital
market place dominated by nonprofit hospitals, the typical hospital
has been poorly managed and aggressive competithon i rare. In revent
years there has been some improvement in this picure due to the
growth of propriciary hosplial chaim such as Hosplal Corporation
of American and Humana. These chains employ highly sophisticated
management technigues and they not only operate their own hoapitals
but are increasingly coniracting to operale nonprofit hospitaks as well
in return for & management lec.



The Market for Health Insurance

Health insurance developed in the United States in the early part
of the 20th century, in a largely unregulated market. In many states,
prepaid insurance schemes competed freely with fee-for-service
schemes. All had one thing in common: close scrutiny of the
physician's medical practice, Physicians were often asked to jusiify
theis procedures or 1o justily an above average length of stay for
& particular patient (Goldberg and Greenberg, 1978).

Hy the 1940s, however, all this had changed. Under prodding from
organisations of physicians and hospitals, some siates outlawed
prepaid iesurance schemes. Other states tightly regulated them and
inhibited thetr ability to compete (for 8 summary of & number of
cise histories in which physicians' organbsations used their political
power Lo thwan the development of prepaid medical plans, see
Kessel, 1958:34-41; Rayack, 1967). In addition, most states enacted
begistusion giving lavourable treatment 1o two provider: spoasored
whemes: Blue Shield, created by physicians, and Blue Cross, created
by hospitals, By 1950 these two schemes controfled 49 per cent of
the market for hospital insurance and $1 per cent of the marke: for
regular medical insurance. For the next three decades the share of
mmwwuummmmwmmm:.

As @ revult the Blues enjoyed a monopolistic position in the market,
while any single rival had only & very small market share, What this
meant was that it was very difficull for & commercial insurance
company 1o adopt reimbursement procedures that diffeved In any
fundamental way from thow used by Bluc Cross and Blue Shield.
IT an insurance company with a small pari of the market
1o deviale in a radical way, the medical community could threaten
to boycott that company and refuse 1o treai jis patients. Even a
company the uze of Aetin Life and Casualiy, with nearly 12 million
policy holders, discovered that it could nor fundamentally alter its
reimbursement procedures in a way that threstened conventional
tnsurance procedures.

What were the reimbursement procedures adopied by the Blues?
In general, they involved very litthe imterference in the clinical
Judgment of doctors or in the medical decisions made in howpitals.
Perhaps of more importance, under Blue Cross hospitals came 10
be rembursed in 8 way that hospitals almosi uhanimously approved
nl—mﬂ-ph-{twnm-nnhusawmnfm-phhmu
fimance and recent artempts (o find alternatives 1o if, see Goodman
and Musgrave, 1985),

Fwnmﬂ:.mﬂmrmmtwmmwmw

(2]
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Croms plans to reimburse hospitals is the “per diem’ method. It works
like this: Supposc that on average 30 per cent of the patient days
of & particular hospital are accounted for by Blue Cross patienis.
Then Blue Cross will agree 10 pay the hospital 10 per cent of the
hospital's costs. "Cost” s determined by various sccounting
technigues, about which there can be much arguing and bickering.
Usually & *plus’ factor i thrown in (o cover the value of working
capital and oquity capital. Hence, the term ‘cost-plus’ (for &
discussion of this and other reimbursement formulas, sec Law,
1974 591 14).

One does not have (o study the per diem reimbarsement formula
for very long before being siruck by the following realisation, The
one sure way for a hospital 1o incremse it revenwes |4 (0 incremse
its contn. Thus, if 8 hospital adds more beds (even if they go unfilled)
or buys expemive equipment {even if it goes unused) it increases its
cosds, and therefore s revenues from Blue Cross. Conversely,
anyihing & hospital doss 1o decrense s coats, oo decreases ity
revenues, Blue Croas, then, pays for hoapital care in miich the same
way the US Defense Depariment pays for some weapons systems,
bt withoui ihe e rationale. Figure | shows how LS hospital coss
are fuelled by the cost-plus reimbursement method, which draws on
public sector @ax dollars (which Tund government-spomsored
Medicare programa ) while st the same time drawing on private sector
funds through premiums paid 10 insurance companbes.

It is important 1o realise han the cost-plus system is antithetical
o the market systern, where prices and competition allocale
resources. Freguently, the cost-plus system creates incentives that
are the precise opposite of the incentives created by a market.

By and large the American system of public and private health
inswrance v designed to ensure thai hospitals do not go out of
business, thai they reccive sufficient revenues 10 cover their cosis.
From the hospitals” point of view, [he system has worked reasonably
well. Very rarely do we ser a hospital go bankrupt amd close up shop.
Our sysiem of health insurance has managod (o insulite hospiisks
from ihe potcntinlly fatal risks that competition naturally creaies
for Mrms in other markets,

What is pood for hospitals though, B ot necesarily good for
patients and policy holders. An [nsurance system designed 10 make
sure thal hoapitals cover their costs is inherently adverse 1o the
interests of thowe who are insured. The cost-plus jystem virtually
thai health insurnnce premiums will go right on rising
the people who are directly respomsible for comtrolling
coats find that the only way they can increase their revenues
by increasing their costs. In this system, it is in the financial self-

(L3
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interest of the providers of health care for costs 1o rise.

The result is a sysiem in which hospitals have very weak Inoentives
to be eflickent — to get rid of high-cost services, 1o 1ake advantage
of econcimies of scabe, 10 specialise in procedures where they are the
low-cost producer, elc. The result also is a hospital system in which
the nation"s annusl health care bill s much higher than il needs 10
be. Indeed. it is @ system thal rewards and even encourspes wasle
and inefficiency. As Somers and Somers (1967:192) have observed:

In no wiher realm of sconomic life Ioday e pavmenis guaraniecd
for costs that are nither controfled by competition nor regulated by
public suthoriy, and in which no inceniive Tor economy can be

Regulation vs. the Market

The chiel problem with the LIS health care system can be stated
succinctly: poor incentives, The participants in the system — whether
patient, phytician, hospital administrator, or health insurer — do
not bear the full costs of their bad decishons or reap the full rewards
of thar pood onss. A principal virtue of the marketplace is that i

A



Cinisidomam; Rotweung Mealth Care

provides participants in (e market with pood incentives. Yl despite
the fact that the system s predominantly privaie, the marker has
been restricted in precisely those ways that vitally affect the incentives
of the participants in that market.

For obvious reasons, citizens relying on private medical care will
iend 1o contract for some form of private health insurance. Because
of the tax laws in our country, however, people have an incentive
to ‘overinsare’. They purchase greater health insurance coverage than
they would in the absence of special provisions in the incame tas law

On average, patlents staying in hospital in the US will pay oul
of their own pockets only 10 per cent of the otal bill. The remainder
is paid by insurance, either private or public. This means that patients
have very weak incentives (o contnin costs, They bear only 10c oul
of each $1.00 of expense they incur.

Physicians and hospitals are reimbursed by msurance companics
based upon the costs they incur. The more procedures and ihe more
lests they perform, the higher their incomes will be. Since insurance
companics rarely guestion these tests and procedures, both the
patients and the providers of medical care have an incentive (o
overutilise medical resources. The problem s made worse by the lack
of aggressive competition among physiciany, amoag hospitabs and
RMOng MSUTANGE SOM o,

The result is that Americans are spending too much on medical
care, or what amounts 1o the same thing: they are not getting their
money's worth for the health care dollars that they swre spending.

It bs clear that in the US we will not continue indefinitely spending
A larger proportion of GNP on health care every year. What is not
clear is how this eventuality will be avoided. On the one hand there
s considerable pressure for more government regulation — price
controls, output controls, elc, On the other hand, there has been
considerable movement in recent years in the direction of a free
market. If market forces are allowed 1o work, the US may produce
within the next decade a genuine showcase for the world of free
market medicine.

Nonproblems in the US Health Care Sysiem

Having covered what Is the principal problem in the US health care
system, | will briefly discuss iwo fsues that wre ned major problems.
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bankruptcy due 1o catmstrophic medical bills? The facts say
otherwise, The number of families who declare peruonal bankrupicy
each year for rensons of illness amount to 57100 of one per cent of
all Asperican familics. About 93 1o 94 per cent of all Americans have
some form of health insurance, public or private. Moreover, B0 to
90 per cent of these have adequate coverage for in-patient hospital
care. There ure some families in the US who do not have sdequare
imsurance coverage. But the problem is nothing approaching the crisis
E;mmwmuhymmmmmmm

Is i true that poor families in the US are systematically denied
medical care becwuse they cannot afford (o pay for it? Nonsense,
If nations were ranked in terms of the quality of medical care given
o the very poorest of their citizens, the US would probably rank
puimber one. Two federal programs enacted in the |9is have been
eapecially beneficlal for low-income patients — Medicare (for the
elderly) and Medicaid (for the poor).

Even belore the advent of Medicaid and Medicare, the number
of visits 1o physicians made cach year by the poor (4, 3) was not that
much different from the number of visits made by the nonpoor (4.6).
By 1972, the number of physician vislts made by low-income Tamilics
exceeded (he number of wisiis from families in every other income
group. Today, there 15 an inverse correlation beiween the mumbser
of physician visits and family income that extends across all income
groups (Schwarnz, 1982).

Simtistics on hospital sdmissions tell a similar sory. Here, oo,
therr is an invense correlation between family income and the number
of hospital admissions per capita, and between family income and
thee wumber of davs spent in hoapital per capita. In 1979, low-income
familics had 52 per cent mote hospital admissions per capita than
did high-income families. Morcover, among low-income families
there were |8 thines as many days spent in hospital per capita as
there were among high income familics (Nathonal Center for Policy
Analysis, 1983).

1. RATIONING HEALTH CARE IN OTHER COUNTRIES

Theee of the most common ways of evaluating & couniry's health
care system are in termis of the criteria of equity, quality and
efficiency. These are difficull criteria 1o apply because of the problem
of petting accarate data concerning them. However, | would like 10
present some duta that support conclusions | have held for same time:
thiat the US health care system is more equitable, more efficient. and
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provides a higher quality of care than the healih care sysiems of most
oiher developed countries.

Equality of Access (o Health Care

g of the most suprising featwres of the health care svaiems of
European countries is the enormous ameunt of stention given to
the notion of equity and the importance of achieving 1. 1 say this
is surprising because the rhetoric aboul equal acées o medical care
in these countries rarely had any relutionship o the Tacts,

Take Hritain for example — a8 country whose Minisiers of healih
for over ihree decades have been aauring (he Britiah people that they
wiere leaving no stone unturned in a relentles quest 1o rool oul and
climinate inequalities in health care. After an unofficial govermment
Ccampaign (o suppress i, a report of an official mvestigation revealed
the resulis of this 37-vear effort. The report concluded the following:

It =il come & & dlsappoiniment b maly (hal over long periods. wnce

e ception of the NHS ihere s generally linle sgn of health

inéguialitien i Writain actually diminishing and, in swme cases, they

may be increasing. (Black Repon, 1980)

What made this finding partcularly dramatic was that the study
w the most thorough and comprehensive investigation inio the subject
that has ever been conducted in Britain, Virtually every scholarly
study of the isswe for the past 20 years, bowever, has pointed (0 &
similar conclusion (LeGrande, 1978; Culyer, I'I?I!r. Cooper, 1975,
Cooper and Culyer, 1972; Novee, Smith and Trickey, 1974; and
Croodman, 19800),

The case of Britwin is not unbque. Other stedies have also
documenied widespread inequalitics in health care i Sweden (Stahl,
9800 and Cansds (Lindsay, Honds and Zycher, 1978) — two
countries with health care sywiems thal are often pointed 10 as
examples which the United States wouold do well 10 omulate.

Cme of the difficutties in learning about inequalities in access 1o
medical care is that very rarely i such information collected and
distributed by the source best suited (o do it: the governments
themselves. There are, however, some |nternatbonal statistics
availuble on rroatment rates for certain discases sccording 1o the age
of ihe pathents being treated.

Discrimination by Age

Take cronic renal fallure, for example. Across Europe generally, 22
pet oent of the dialysis centres report that they refuse 1o treal pati
over 35 yvears of age. In Britain, 15 per cent of the dialysis centres

H
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refuse to treat patients over the age of 35; 45 per cont refuse (o treat
patienis over the age of 63; and British patients over the age of 73
rarely receive trestment a2 afl Tor this discase (End Stoge Renal
Failure, 1980:3,6). Table | presents the number of new kidney
patkends treated each year per population, by age, for four European
gounires. Since the incidence of renal fallure rises with age. the fact
that tremtment rates deching mt upper age levels in all four countries
indicaies & systematic tendency (o discriminate against older patients.
This contrasts markedly with the experience ol the US, where the
treatment raie for those over 83 is nearly the wame as the ireatment
e for the population of middle age.

(nher ndications of discrimination agains elderly patlents are
general population mortality rates. As Table 2 shows, the British
mortality rate for makes aged 2% 10 35 ks 24 per cent lower than the
comparable rite in the US. Bul among those 78 years of age and
older, the mortality ratc in Britain is |3 per cent higher than 0l is
in the US. lialy's morality rate for males aped 25 10 34 i 12 per
cenl lower than the rate for the LS. Bul among those over 75, it
Is 15 per cent higher than the US rate. The comparable fgures for
Ciermany are one per cont higher for makes between 2% and 34 and
19 per cent higher for those over 75,

I would like to propose a hypothesis concerning these statistics.
As Tar @a | can ascerinin, discrimination agmine clderly patieni is
mot a national policy of any particular country, and it may well be
that the planning authorities in most countries are

Tablde |; Treatment for Chronle Bemal Fallare | Accepranos of nrs palients
per million popalation, [97E)

Ape Wiesd Chormany France lialy Linted Kingdom
Under 15 3 LY 3.5 40
15-24 AN 138 13.5 17.7
15.34 ni 1Tk 2.0 6.9
M 407 M2 13 ELH
a5 SHE 9B 557 4315
1364 Tl 9.5 9.3 n
6374 "y 6.6 5212 33
L LR 176 73 .0
TOTAL MLY M4 9.0 191

M?TMHH European Diafyis and Transplant Associntion,

o0
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Tabbe 2 U'se of Modera Techaalogy sd Moriality Baies by Age

At Cansda France W Oevmany Laly Japan UK LSS

% ol health
done
by povi,, 1976 T3 b T4 Bd B W AW 40

pescInakers per
100,000 pop.,
1978 T 23 RBRs A L8 17 &8 W2

CAT scannérs

et mblbion
pog.. 1979 5 T i.f b MA 4B I 4T

kadney [reai-
mend (dial &

tansplani )
rates per mill.
pop., 1979 NA Tid 13 W0 aLo NA 712 M0

mortalily rule
From all sl
Causey an Wy ol
US, ages 2544 77 ®) - ([ L I TI ( T ]

TEle
frown all mil.
CAUES BA Tyof
US, mges T4+ jOT 102 il L i b 0%

Source Mathsnal Center Tior Policy Anabyss, Dallas, Tesa

wunaware of it. | believe that the discrimination artses instead because
physicians and hospital adminisirators are often pul 0 strange
situations — where limited medical resources force them 10 choose
among patients who cannol all receive optimal treatment. |n such
situations, the choice among patients is often based on the patient’s

Om average, countries whose mortalsy rales rise with age, relative
mortality rates, are wiilising less medical technology than the
is. Al the Cenire for Health Policy Studies ai the University of
we discovered additional supporting evidence of
diseases. For example, there is a statistically significam
correlation betwesn the 1otal number of Lidney patienis irent ad
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per millios populstion in Egropean couniries and the average age
of paticiats ireated, 'We have alo discovered a statistically signilicant
rank correlation between the total number of pacemaker implants
per million population and the average age of patients receiving
implanis. In other words, the fewer the medical resources thal are
available, the lower the likelibood that an clderly paticnt will have
pccess (o them, relative 10 8 younger patient.

Use of Modern Medical Technology

| would mow like 10 propose a second hypothesis concerning these
statisticn: couniries in which government plays a greater role in
allocating medical resources will, other things being equal, wtilise
less modern medical rechnology, | fimg proposed this hypotheis in
my sudy of the British health care sysiem (Goodman, |980b: 192-9;
see also Goodman, 1980¢) and a recent study of the internationsl
market for medical technology a1 the Cenire for Health Policy
Studies provides strong empirical confirmation of it (Goodman,
1941},

i both of these hypothesis are true, the mplications are ironic
in wiew of the traditional rhetoric used 1o defend socialised medicine.
Governmeni-run  health care schemes have been traditionally
defended on the grounds that they provide gresier equality of acocs
1o medical care than markei-dominaied health care systema. The
Toregoing suggests just the opposite, Creater government inlervenlion
in health care tends 1o lead 10 8 lower utilisation of modern medical
technology than would otherwise be the case. This makes rationing
problems more severe, and i leads (o greater inequality in acocss
o healih care than would otherwise exist,

Support for this conclusion comes from yet another study done
ai the University of Dallss. We have found evidence thai ihe
phenomenon of o couniry’s mortality rate rislng with age, relaiive
to LIS mortality rates, is apparently related 1o the percentage of 1otal
mhmmmwmlmmmmm.

).

An extensive eludy of the use of medical technology in ihe Bridish
Mational Health Service was recently publishied by the Brookings
Imstitution. The authors of the study compared the use of capensive
medical technology in Britain with its use in the US and made crude
estimaies of the number of British patienis denied optimal treatment
each year, based on US levels of treatment. Table 3 presents these
estimaies along with estimaies of whait it would cost the NHS 1o bring
British trestment rates up to US siandards. In mosl cases where
Britain Talls considerably behind the US, the disesse is one that is

n
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more likely 1o afflict the elderty. However, for bone marmow
transplantation, which is abo very expensive, British treatment fevels
are about the same a4 in the LS. This treatment is uselul only For
patients under 40, Similarly, British treacment for haemophilia b
also equivaleni 1o US treatment levels, and this m alio & young
perion”s disease (Aaron nnd Schwartz, 1984).

Table 3: British “ational Health Servior

Mo, of Pabenis  Adided Cow of Tremting

Demed Treatment These Patigots
Servioe Esch Yesr iln Mildlions)
Henal [halysia L L] Il
Cancer Chematherapy 1) - 15 Do &0
Towal Perenteval
Mutrition {TPMN) A0 i 43
Coronary Ariery
SEfPEry AOO0- 1T DN i3
!-Irp Replacomen? TR 50

Rowrce: Authos's calculations bused oo Aston and Schwans | 19E4),

Before leaving this subject | would like 10 propose a (inal
hypothesis. | do not believe elderly patienis are discriminated agains
becaiise they are old. | believe they are discriminalad agains because,
relative 10 young patients, ihey have lower haman capital. 1f pul
in the position of having 1o decide which patients will receive
treatment and which will not, most of us, | believe, will tend 1o
choose 1o treat those pathents with the highest human capital, other
things being equal. This means that patients with higher income-
earning potential will be treated i preference 10 individuals with
lower income-earning potential.

Space doey nod permii an elaboration of my reasoms for this
hypothesis. | will merely poins out thas it seems 10 be consistent with
the British expericnce, and if it is generally true there is far more
inequality in access to medical care throughouwt Furope than b often
thought to be the case.

Ll
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Efficiency

The subject of the efficiency of health care systems has proved
clusive, primarily because of the difficulty of measuring efficiency.
Al the University of Dullas, we have constrocied a measure of the
efficiency of the healh care systems of the developed couniries
relative 1o each other (Goodman and Scully, 1981), The measure s
a crude one. Bul 1o my knowledge it is the first attempt at such a
measure that has been done.

We treat the output of & health care system as a country”s survival
mate (one minus its mortality rate). The inputs of the health care
system nre medical resources. A aystem beoomes more efficlent if,
given the medical resources i s using, It achicves a higher survival
rate {lower mortality rate).

For mortality rates, we used moriality rates from all natueral cagses
of death and mortality raies for a group of discases judged 1o be
‘proveniabie and reatabbe” (both rates gave approximately the same
resiglis). These rates were standardised for age and sex. For inpuds,
we used physiclans per capita and hospital beds per capitn. The
meibod involves estimating a production frontier (for a description
of this technigue, see Timmer, 1971:776-7%; Forsund and
Hjalmarson, 1974: 141-153). For cach coumry’s health cane sysicm,
a technical effickency coefficient is calculated. These coefTicients
range between 0 (completely inefficient relative 1o other countries)
mnd | {most efficient relative to other countrics).

The results of these estimates are presented in Table 4. They may
be interpreted as follows: Sinee the coelTickent of the LS health care
system is 1.0 and the coefTicient of Germany”s health care system

Tabde & Techmicwl Effichency Coeffichnt

High lncome Couniries Low income Counirses
Sweden ™ Ausiralia 3w
Sakiirerland B3 Finland BOWY
Deenaark R32 Austria 90T
Canada £548 Japan i 00N
Toreay BITH fraly S
LISA 10000 Spain Boiy
Mot teer lamids i treland B4
Germany 17 Gireewe 232
Fkeigium TR&) Poriugal I o
France 8577
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s 0.72, Germany s using 28 percentape poinis more medical
resources than the LS 1o acheeve the same survival rate. Alernatively,
Ciermany is spending 39 per cent (1 — 1/0.72) more than the US is
in order to achieve the same survival rate.

1. CONCLUSION

The US bealth care system is o predominanily private system. Yet
it has been becoming less so, Government expendiiures on healih
care have risen from less than 25 per cent 10 & current 43 per cem
nhuhukhmrmuﬁthHpmlwmumwﬂh

increased government spending on health care, we huve also
experienced increased regulation of the health care market place. In
w0 doing, we have been moving in the direction of many of the health
care sysiems of Europe,

Dwir experience suggests that government js an nefTicienl consumer
and an inefficient producer of medical care. Accordingly, the Reagan
Administratlon’s attempis 1o reduce the government”s role in health
care and to place greater rellance on competition in the market are
stepa in the right direction.
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Dr Allan Passmore
Australian Medical Association

| propose to summarise bricfly the lour preceding papers and then
1o offer some comment on how what we have heard relates to the
Ausiralinn coniexi.

Professor Lindsay set out 10 look af the role of government in
health care and 10 consider the merits of the arguments that have
been put forward for that role. He began by looking m what he
referred to as technical arguments, such as that health insurance can
be provided more cheaply by a governmen! than by a privale
organisation, or alicrnatively, that the government should be involved
in order 1o provide a countervalling fores to cartels that may develop
among dociors, hospitals, of in the health insurasce indusiry,

He then moved on io argumenis about comsumplion of health care,
starting with the proposition thal people consume too little health
care and therefore governmeni assisiance shouold be provided. He
imdbcaied thai very few people would stand between the governmen
and & poor person in acule need of medical care. He looked al the
prguments on social costs and benefits of medical care and the
proposition that because of ihe existence of external social benefits
of medical care an individual might be willing o pay extra Lo
supplement the services received by another member of the
COMMUmILY,

He ihen furned 1o srguments that people spesd 100 much on
medical care and that government intervention is necsisary 1o prevent
that happening, referring i pant (0 the so-called moral hamard
argument and also to & theory of the life cycle of technologies. He
argued thai central planning lails first becanse there & no mechanism
for supplicrs (o measure need, and second becsuse instead of
rulioning by price central planning results In rationing by the
formation of gueues. He concluded that there wan no statisthcal
evidence thal governmend programs improved morbiduny.

The implication for Australia, and | think for many Western
countries, of what Professor Lindsay has had o say |s thai there
needs (o be a reewamination of prevailing health care sysiems. The
obvious conclusion one would draw from his comments on health
care finance is that some sort of health imsurance should be available
for catastrophic illness, or perhaps for cumulative expenditure in
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excess of say 31000 per annum. | would argue that in case of
economic hardship, cumulative expenditure of less than $1000 per
annum thould be covered by some farm of income supplementation.

I turn now 10 Dr Walker's comments aboul the contial of the
provision of health care by the medical profession in Canada, 1 must
say | was somewhai surprised (o read in his paper (he very resirictive
definition in Canadian legislation of who can and who cannor
provide health care in Canada. If | may briefly summarise his
argument, Dr Walker indicated Tirst of all that the medical profession
in Canadi ssinblishedd a monopoly over the supply of medical services
and excluded all competitors. Second, he said they then began 1o
be accused of specialising in providing services 1o the rich. This was
aocompanied by a rise in prices for technology, leading (o provider-
sponsored  insurance plans and eventually to public hospital
insurance. Third, he argued that public hospital insurance resulicd
i n vast increase in demand for medical care, This in turm led 1o
an increase in demand for government controd over ¢
ﬂmmmmthtmﬂlhjﬁu;hnﬁwm:ndmumq
the areas in which dociors may practice. The upshot s that the
Canadian governmeni i aow controlling the provision of medical
care in Canada by controlling the supply of medical services. The
solution Dy 'Walker proposes i to remove lioensing and replace it
with a sysem of certification.

Dr Walker's paper is very interesting, If we acoepd the general

thai the medical profession exercises a monopaly in
Canada, and | ihink he proves fairly conclusively thar that has been
the case, then i appears 10 me that it is not sullicient simply 1o
remine liceniing in order o remove the monopoly. It would also
be necessary o provide insurance subsidies o anvone dlie who wished
te provide health care in any form. In praciice It would not be
possible (o remave the medical monopoly if doctors continued to
be subsidised and other health care workers were not.

This raiies the imeresting question of which services government
should subsidise. What criterin should g government use (o determine
which providers should be subsidised? There is a wide variety of
providers of health care other than dootors, ranging fom highly
qualificd people such as midwives (o people with less conventional
gualifications such as herbalists. | would argue that, notwithstanding
the fact that there is an element of monopoly created by a licensing
system, and that sconomic rents accrue (o people who enjoy (he
benefits of the monopoly, there is still a case 10 made for licensing.
1 will wse an analogy — airline pilols — to make my point. 1

wiould have no wish o My in a planc ankess | was certain
that the pilot had been licensed, and if that led to his being able 1o
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extract & higher wage than he otherwise would then | would say s
be it.

The legislative environment in Australia b somewhat different
from that in Canada. In Australia, only people with medical degrees
can claim 1o be doctors, Mosi drugs are availsble only for
mwmwmmﬂumim
multiple scierosis, venercal discuse and a few others can be treasted
only by doctors (| am wsing the word "doctors’ now to mean people
with medical degrees). Other than thess restrictions on the use of
drugs and the treatment of certain disesses, there s no restriction
in Australia on anyone opening up a shop and offering (0 treal
patients who are il and who wish 1o pay for the trestment.

There ks of course & restriction similar 1o the one in Canada in
that medical benefits are available only for services provided by
doctors. That subject ks under consideration at the moment by the
Medicare Bepefits Review Commiriee, established by the governmeni
to examine the structure and scope of the Medicare Benelits Sched-
ule. The Australian Medical Association was part of that Commit-
iee but it has withdrawn while the Comminee considers whether or
ot government bencfits ought 1o be payable for wervices provided
by other health professionals. Naturally the AMA does not wish 1o
be involved in making that son of deciion.

I furm mow Bo Mr Logan's paper. He provided an interesting survey
of the extent of the regulations in Australia on the provision of health
care, dealing first with the medical profession, particularly the
regulation of entry, regulation of competition among praciising
doctors, and the effects of these regulations on prices for medical
services. Second, be turned 1o the very extensive government
imvolvement in the insurance industry and in particular the exclusion
of commercial health insurers from the direct provision of health
care. He pointed out that the changing policy of varkas governments
towards tntervention in the market for various medical services has
had what | would call a ripple offect. Increased regulation and
intervention fows through over a long period of tme and often in
quiutmﬂdﬂﬂHtmﬂmﬂdﬂutmﬂlﬁmnM‘i
solutions to problems of increasing costs has been to introduce
nonmarket controls on suppliens designed to discourage what he
called “frivodous services'. He foreshadowed more cmphasis on
povernment control of hospitals and nursing homes. The relevance
of what Mr Logan had 1o say about Australia is self-cvident.

Dr Goodman developed themes somewhat similar 10 these of
Professor Lindsay except that be looked at more real world examples
rather than taking Profesor Lindsay's theoteikcal approach. He
indicated that health insurance in the United States is dominated,

o]
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of win dominated in the past, by two organisations, the Blue Crou

and the Blue Shicld, and demonstrated how the practice of

remimbursing hospitals on a cost-plus basis v an incentive for

inclTiciency. He told us about some changes in health insurance, the

development of employer insurance, some of the nitlatives employers

are tnking. and initistives by the US government in the form of
i Related Groups.

He then moved on 1o some international comparisons, In
particuler be looked at the provision of health care to the aged in
the United Kingdom; then he made some comparisons of techmnical
elficiency between different countries. | have some difficulty with
the conclusions that were drawn from comparisons of the provision
of health care in the Unlied States and in other countries, Dy
CGioodman did qualify his conclusions from 1hese compartwons, but
nevertheless | have some difficulty with the conclusion that the
differences he highlighted are largely due to differences in the nature
and extent of government intervention in the market place. For
instance, in the example of renal dinlysis Dr Goodman said that the
Uinited Kingdom had sufficient money 1o provide additional services
if it diverted resources from expenditure on ambulance services,
However, comparisons of this sor are difficull between two countries
with such different per capita expenditures on healih. | would have
preferred 10 we a comparison drawn between two countries
expending similar portions of their GDP on health services, one of
which had a largely private system and the other a largely state-
controlled system us the United Kingdom has. Likewise | would also
have preferred to see Dr Goodman's comparisons of the use of
medical technology standurdised in some way for the very different
per capita incomes in the countrics he compared.

Many of you will be aware that there is a strang fecling both within
and withowt the medical profession that there is excessive use of high
technology in some countries. Moat of us will be Tamiliar with stories
ol people being kept alive by high technology menns, such as
hyperafimentation in intentive care, well beyond the time when it
i the practice in countries outside the Linited Siates to cease
treatment. | will not go into the merits of those arguments here but
simply draw your attention to them and point out that the level of
technology provided in the United States is not necessarily acceptabile
iin all other counrries.

| will now attempl to put the papers we have heard into the
Australian content. Recent debate in the United States has centered
largely on the rapidly mcreasing share of GDP going to health and
lhqlh:mmlmiﬂdlfﬂnlthbﬁucm by somie
povernment programs such as Medicure and Medicakd. There is bess

oz
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government mmvolvernent m henlth care in the United States than there
is in any other Western country. Currently the United Suates is
spending about 10.5 per cemt of GDP on health care, Because of
the relatively low direct government involvement in health care
provision in the US it should nol be surprising that the sorns of
solutions that have been pul Torward (his morning by our LS
speakers in many cises involve enhancing market place effects,

In Australia, government involvement varics (rom time (o time
because of changing politicel policies, | am sure that when Dr John
Deeble (quoted by Andrew Doman this morning) said that 70 per
cent of expendiiure on healih care in Ausiralia was now provided
by the government he was nol putting that forward 8% a criticiam,
because it s a direct consequence of pohcies that Dy Decble has ad-
vogated and in many ways has been responsible for,

I in imieresting (o look ai the level of governmend involvemeni
in health expenditure over time. In the late 19708 govermmenl was
responsible for about 30 per cent of total healih care expenditure
and this has Muctuated with changes in (he health insurance sysiem.
It b notable that as & percentage of GDP health care expenditure
in Australia has not Muctuaied. It went up from abow 5.5 per cem
i about 7.5 per cent in 197576 and it has remained ol that level
Ever since

Whan are the problems we face and how is the e of govermment
imvislvement relevant 1o them? | think we need (o distinguish between
the long-term problems and the short-term problems. The problems
Mr Logan 1alked about are long-ierm structural problems in the
health care sector that need 1o be sddressed. | propose 10 [ocus on
some of the short-term problems that have confronted Australia
recently and see how povernment involvement affects (hose.

First, one of the most significant problems a1 present 15 severe
shortage of nurses. On the face of it the shortage is nod & consequence
of government invalvemeni. In fact governmenis in mos! siates are
endeavouring 1o incresse the number of nurses. Another important
s i the question of drug abuse, aloohol and tobacon, | don’t think
cither iincremsing or reducing governimeni imvolvemeni will solve these
sorts of problems — they are sociological problems, The same applics
to Aboriginal health and other major health problems confronting
us. The most significant recent problem where there has been a clear
link with governmeni intervention was the problem in Mew South
Wales betweesn the medical profession and the New South 'Wales and
federal governments,

In summary, | would like to take g fairly broad view, Community
invalvement in the provision of health services for mernbers of the
community is not pew. There is a hospital in Paris that was founded
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im 1230 and has been providing free services continuously since that
time. It was Mnanced by taxes on the commupdty (n 1230 the money
wins ruised by the church rather than by the state). My point ks that
government invalvement is not an innovatkon.

The Morth American experiences we have heard abowt this
moming hold imporiant lessoms for us. There are srong grounds
for considering that an exiension of government involvement does
moxt muilomatically lead to a better oulcome. Bul we need to recognise
that the problems in North America are not the same as (he problems
in Austrafia, although we may experience similar problems in the
future. Each problem needs 1o be examined on its merits, It cannot
be assumed thar government intervention is never appropriate, but
any solution that requires government involvement musi be
considered with a cold and critical eve before it is acoepted.
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Question: | am worried by the potential conflict of inlcrest between
fee-for-service medicine and governmen: underwriting of medical

howpital services to the western suburbs of Sydney, | wonder whether
the same situation pertains in the United States, numely that dociors,
gnder the cloak of being entreprencurs, are in facl underwritien in
all this entreprencurial activity by govermment, resulting in rapic
growth of health care expenditure

Ui Joha Goosdman (Natioas] Ceater for Palicy Analvsis): | wani
1o begin by saying somoihing in defence of Mike Walker™s views on
licensing. An example was given of an airline pilot. 1 don"t think
any of us would want (o get into an airplane that i+ going to crash,
but that is not the real ssue when it comes To medical lieensing. In
ihe United States when medical licensing was first introduced they
immedisiely ‘grandfathered” evervbody who was practising medicine.
It dicn't matter what they were doing, they were immediately licensed
and ever since then the only people who have ever been reguired 1o
lake any exam are the new people entering the market. Somebody
can be practising medicine for 50 years and po one ever aaks again
whether that person s competent (0 practise medicine. [ think this
iv also trug of Canada. S0 when we talk abowt lioensing we are nol,
@t beasl in the United States and Canada, ialking abouot a sysiem vha
ensures high quality care. We are talking abowt nothing more than
@ barrier to entry. And in the United Stares numerous stodies have
shown thai physicians’ assistanis and nurses and otber paransedical
personnel can perform primary medical care and can provide very
high quality care — nod quite the same quality as someone who's
had a ot of medical education but very high quality, acceptable to
maost people. 1 think in the United States and in Canada we would
all be better off if we allowed people with those gualifications 1o
offer iheir services 1o the market place.
I am not quite sure what you mean by government and the
entrepreneur. | can tell you that in ithe United States we have done
in health care that we have not done in any other market.
We have said 1o (he schentists and the inventors, all you have 1o do
i iovent it, and show us that it h some value 10 the patient, and
we will buy it. We do not say that 1o the people who are working
in televishon or radio or electronics or any other industry, but in the
heilth cure industry, because of our cos-plus system, we have writlen

as
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them a blank chegque. | think that has cenainly distorned incentives
and we cannot keep doing b.

Dy Michael Taichell (Pharmacy Guoild of Awsiralia): | wonder
whether the panel would tell me just what is “The Crisls in Healih
Care’ that prompted this conference. The proportion of GIVP that
we are spending on health care has remained prety stable in the last
few years, as Dr Passmore has been telling us. An area that | am
particularly interested in at the moment is the cost of drugs. In
Australia the cost of drugs is between 40 and 60 per cent less than
clsewhere. | do not believe we have o crisds on the health side either.
After all, health status continues (o improve in Ausirabla — life
expectancy has certainly increased significantly in the last few yeams.
I wonder then il the only crisis we are facing in healih care in
Australia is an eological one.

There is one other point | would like 1o make. John Logan 1old
us carfier that we have had something like seven changes in health
insurance arrangements since 1975, Some rescarch | underiook a few
years ago showed that these changes had no perceptible impact on
the overall utilisation of medical services. There was in fact a gradual
imctease over time in the frequency of consultation with doctors, bu
this is in no way related 10 the changes in the health insurance
arrangements. I seems that changes in utilisation relate more io ihe
increase in doctor mumbers than to changes in the system of
financing.

dohn Logan (Centre for Independemt Studies): To comment on [
Tatchell’s first point about whether or not there is a crisis in health
care, I'm not sure the conference was appropriately titled. But my
impreision is that there is much concern abow how the particular
health care expenditure is delivered 1o those who are recetving benelits
under our current sysiem of Medicare. Under Medicare, services are
rendered virtually free st the point of service. | claim that this has
the kind of predictable results that apply in any system in which the
taxpayer i asked 1o forgo other things in order to pay for somebody
clse's expenditure. It distorts incentives in the wayy we have discusssd
today. This results in a transfer of wealth (or income if you like)
from taxpayers to the recipients of services, Along the way some
of the wealth is diveried to suppon the bureaucracy thal controls
the regulations, administers the transler payments, attempis to
monaitor the resulis, and, when the results get oot of line with what
the people in the regulating industry think should be the case,
intervenss

lﬂllﬂ;ulhtﬂmﬂdﬂm.lﬁmllmldiullplpﬂﬂnlhﬂ:
i
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results some time ago and if my undersianding was correct they
uhfdmmw“hli“!-ﬂ I'm not guite sure | could
comment on those particular results without in fact doing the work
mysell. Some research s being carried out by Frank Milne and
Fravan Trivedi on the effect of the Modibank Mark | arrangements,
but those results are not yei Mnalised. Just on an ad hoc basis, the
effect of the revent changes 10 our insurance system seems 1o be 1wo-
fold: firu, Medicare appears to have had the effect of increasing
ithe number of consulations. According (o Health Insurance
Commission Tgures the increase his been abowi 10 per cenl per head
of population, although i1 i 1oo carly to analyse whether or not that
has been due to the change of due 1o some other exogenous factors.

The other interesting thing with respect 1o consumer choice
regulation and the Medicare system is that a Iot is said abour peaple
who choose mot 1o insure. I is often held that these people would
have chosen Lo insore if (hey had been i possession of the full facts.
In fact there still seems to be u strong preference in Australia for
people (o self-insure. This follows from the ABS health insurance
survey in 1983, which revealed that despite the 1981 health insurance
change {which imposed a sigmficant cost on not being insured, tha
is, potple who weren't insured lost a 30 per cent tax rebate, lost nocess
1o the subsidy, and so on) abowt 15 per cent of contributor unids
still chose to remain unipsured. Since people choose or reveal &
preference for not insuring themselves it would seem 1o me that
compalsorly making them members of the one big umion, w0 10
speak, makes mf least those people worse off than they otherwise
would have been.

Dr Michael Walker (The Fraser lastitute): | think Austrahia can draw
some important lessons from the Cansdian expenence on this
business of whether there is a crisis or not. The crisis currently
alficting Canada is not s0 much a crisis in medical markets as it
is @ crisis in budgetary allocations. As | mentioned, most of the
decisions in Canada today are made in the context of the
governmental bureaucracy, on the basis of the political balance of
power between the providers of medical care and the government.
Aumnd the government is making its decisions about how much money
1o allocate to health care on the basis of almost purely political
considerations. 5o the quality of health care and the other aspects
of healih care markets that have been discussed here 1oday ane simply
shovelled off imo an alcove while the decisions abowl budgets are
made, And this s becoming increasingly important as our population

ages,
%o | think thm in Canada we have an incipient crisis rather than
e



an sciual crisis. Governments are looking ahead, observing how
much of the total budget is allocated at this moment, looking at how
much will be required if the current bevel of health care s demanded
by the populstion as it ages, and simply making the guite cornect
arithmetic conclusion that there isn"t enough money 1o supply that
demand.

But to speak now from the point of view of whai vou can learn
abowl pur experience. the reaction 10 the percetved or incipient crisis
in Canads has been 1otally irrational. Instances include the business
of supply limitstion, the business of increasing burcaucratic
involvement in decisions abouwt where doctors will be located, what
Linds of services doctors can provide, and so on. In other words
there is & tendency in Canada ai the moment to respond 1o this
imcipient crisis by taking the decidon-making process away Trom 1he
octual participants in the health care market: the doctor and the
patient, And that is not an ideological question, it ls a very imporsn

second lesson | think you can learn from the Canadian
experience, particularly in comparison to what is happening in
the Uinited Stafes, is that John Goodman s demomstrations show that
there is in fact & rathonal market process happening now in the United
States to reduce costs, to attempt 1o respond o rising costs in an
way. The response in Canada, where most of the marks
function has been removed, s entirely irrational. To attempt 1o
control rising costs by limiting supply, from the point of view of
simple economicy, is firatbonal. But that response is nevertheless being

S0 if you really want (o draw from the North American experience,
do not look at it from the point of view of the structures of the
systems themselves. Look at how the systems are responding 1o the
carrent incipient crisis. | think that the real lesson & that where
markets have boen left to function more actively, that Is to sy in
the United Swates, the adaptation 1o the incipient crisis is maore
intelligent than it is in Canada where most of the market function
his been removed.

E

Dr Michael Arosey: On the question of whether there b o crisis n
Australia, | believe there is. In Victoria the waiting lint for elective
admission 10 hospital is now up to 30 000, and the waiting period
to have say a hip replacement done in New South Wales has incressed
from three months 1o a year, and that time is increasing every day.
S0 | would say there is a crisis here.

MNow 1o a specific question. | would like to ask John Goodman
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whether there is any possibility in his view for private docton 1o
imteract with their private patients withoul the intervention of 4 third
party. | am not sure | can agroe with him thai the best way of keeping
down costs is through the intervention of a third party as an agenl
for the patient. | would say the best policemen for keeping down

i
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that's going to be more true in the health insurance market place
iT patkents pay their own money 10 doctors. One of the very biggest
problems in the United States is that patients are not paying money
out of their own pockets, it is being paid by a third party. | made
the point in my paper that over 90 per cent of all hospital revenues
are paid for by someone other than the patient, and only 10 cents
on the dollar comes out of the patient's pocket. That means if the
patient makes a bad or wasteful decision, 90 per cent of the wase
is going 10 be paid by someone elve. Those are terrible perceniages.
We've encouraged that through our incoms 1ax sysiem. The greater
the percentage of the bill paid for by the patient, the more efficient
and rational the system is going 1o be.

I want 1o sdd one other thing that may be useful (0 you here in
Amustralia. In the United States the typical private health insurance
mumhfnrm:nﬁmwwpnﬁduhnuhmuuﬂpum
for employees. Of course, the payment for that health ERurAnce
policy comes out of funds that otherwise would have been paid 1o
the worker in wages. During the 1970s the tremd was towards
insurance programs in which the direct cosi 0 employess during
hospitalisation became smaller and smaller. The general view of
mhmmlhnnmﬂrpﬂhﬂhmm“mlht
paid 100 per cent of the cost. Well, it reached 8 point where all the
major corporations realised they were being explaited. The large US
Wﬂmwhdﬁudﬂm-ﬂhlhﬁ:mmmﬂ
putting the view that when decision makers do not have (o bear any
of the cost of their bad decisions then they e liable 10 make bad
decistons that force up the costs for everybody ehie. This proved to
be a fairly persuasive argument and now in the 1980s most companics
are moving in the opposite direction, raising the deductible 1o the
pathent. The result is that direct out-of-pocket costs 1o the patient
m:ﬂt.ulﬂhhnnhurmmﬁnmmmuwmm
chaoices; for example, employees can choose a Iringe benefit package
with a low deductible where they do not pay very much when they



there is mnﬂmhlhlmﬁulm-, With
the other policy where the premium is much lower, employees can
take the money and save or spend it as they choose,

v Deanis Mackey (General Practitioners” Societyl: Some have
suggesied today that the crisis s one more of government intervention
in health care. And we have heard how there is more inequality in
gpovernment buresucratised systems than in the free market. 17 this
s so, can somebody from the panel tell us how we can get
wmnrhﬁhmﬂlﬁ-mumﬂdnum
that spends so much money and gives us so little in return, that is
more inlent on regulation than deregulation? 17 there is an answer
to this 1 would likeé 1o know.
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Health Insurance and Efficient Health
Service Delivery

Andrew S. Doman

Imtroduction

It soems to me o an observer currently removed from the day-1o-
day politics of health care that Australians have yet 1o setile
comfortably with any particular system of funding health services.
We have thied various approaches and we have met with a great deal
of succeis in reducing the incidence of illnesses in (he community.
Among 1he achievements has been a substantial improvement in life
expectancy in the last decade and subsiantial reductions in the
incidence of certabn kinds of heart disease and cerchrovascular
disense.

Yei there s continued sirife and conflict in onc arca of health
services or another. In 1985 we witnessad a lengt hy strike by visiting
medical officers sl New South Wales hospitals, This was by any
yardsiick dramatic evidence of the dissatisfaction lelt by those
practitioners. Mineteen elghty-four was another turbulemt period,
which led 10 the appoiniment of the Committes of Inguiry into Rights
of Private Practice in Public Hospitalh — the Penington Inguiry.

The common thread running through the debate on bealth services
is funding mechanisms. In the final anakysia the funding mechaniam
of the day defines not simply the means of payment for health
services but also, perhaps more importantly, which party or parties
1o the Iransaction carmy the greatest influence over how, when, whete
and by whom services are provided. | will argue in this paper thas
our reliance on government apensored untversal health insurance as
the principal means of funding health care carries with it the seeds
of continued conflict,

In the first part of the paper | will veview the eoonomic theory
of demand for health services under condithons of insurance or other
types of third-party paymeni. | will then go on to examene the impact
third-party payment has on the costs of health services with particular

13
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reference 1o the type and volume of health services offered. In the
final section | will draw some conclosions concerning ihe efficiont
delivery of health services in response 1o consumer preferences,
I seant 1o make it quite clear from the outset that | recognise this
is & difficult subject, a subject about which many peaple hold sirong
vicws. | agree that there may be a trade-ofT in some circumsiances
between achieving economic efficiency in the delivery of healih
services and equality of access to services. To the extent that both
Muﬂmﬂkjﬂmmmumt "goods’,
wmmlhuenbhﬂhumhmmtm
1975:88). However, this b not always the case and n my view it i
possible, as | explain in this paper, 1o redesign healih funding
arrangements in o way that would be smultaneousty mose eguitable,
more ef ficient and more attuned 0 consumer preferences. While 1
will discuss this issue in more detall later, my inbtisl focus will be
on the costs the community bears through its apparemt disregard for
the efficiency criterion — what an economist would refer 1o as the
wellare losses assocmted with thivd-party payments.

Demand Tor Healih Services

Categorising demand for health services is no easy matter. We must
artempt 1o distinguish need Tor health services as perceived by patienns
from utilisation of health services, which reflects “needs’ modified
by extrinsic factors. This distinetion & useful because it allows healih
economiits 10 focus on the modifying factom that are susceptible
o enternal control. I8 s never possible 1o measure precively o patient”s
‘need” for health services, since this cannot be observed directly
However, il is possible ox post [Tacio to relate need for health services
oy certain intrinsic factors. Examples of intrinske facion and extrinsic
mydifbers (nclude:

4l lIutrinsie faclors — age, sex, cthnicity, psychosoclal
characteristics, the illness process (embracing factors wch m
the severity, frequency, duration and acutencss of sympioms).

bl Extrinsie modifiers — waiting and travelling time,
appoiniment delay, bed availability and other supply-side
constraints, education, income, apparent cost (.. own cost
met of third-party payments), agents (modical practitioners snd
other health professionals).

Moat of these factors and modifiers are sell-explanatory; however,
| want to make special reference 10 the modifying efTect ngents have

4
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on dlilisation of bealth services, Once the patient gains access (o
Iealih services, the sctual consamption of health services is generally
determined by consultation between the patient and the medical
practitioner (or other health profewional) to whose care the patient
has emirusted himsell. What is known as an agency relationship i
cxtablished between the doclor and the patient. A perfect agent acting
o behalf of a patient will take into consideration all factors refevant
to the patient in making a decivion regarding (reatment. In practice,
of course, there will usually be an opportunity for detuiled discussion
between doctor and patient including an examination of the effecis
of various aliernative approaches belore a declsion s reached. |1 s
the agent”s duty 1o bring 1o the attention of the patient all relevan
faciors thal need 10 be considered in reaching o decision, The point
is that the medical practitioner, acting as & good agent, will bring
1o bear in each case a set of considerations including items such as
diagnosis, prognosis, emotional and phisical support available (o
the patient al home, tolerance of pain, the age of the patient, the
costs of the proposed alternatives, etc. Some of these considerations
will be nired expliciily between the doctor and patient while others
will mot.

Oince these matters are settled and the patient and the agemt have
agreed on a course of action, this is translated into an explicit demand
for acceis 10 health services, This might (ake the form of a request
for hospital admission, x-ray or pathology services, gic,

My principal interest in this paper lies i the relanonship between
the apparent cost of services (o the paticot and demand for health
services. In other words, the extent to which intrinsically driven
demand, thai is, patients’ preferences, ane modiled by the extringic
factor of apparent cosi. 5o far | have distinguished 1wo iypes of
demand for healih services: first, the direct demand initiated by the
patieni, and second, the indirect demand mediaied by the patieni's

e,

It will be apparent that there may be a discrepancy between the
price elasticity of demand experienced by (he patient and the price
elasticity perceived by the agendi. A perfect agenl would of course
be as sensitive (o price as the client, but doctors may not necessarily
be good agents. They may be influenced in their decision making
behaviour by thelr own profit maxkmising, income satislicing or
leisure maximizing objectives.

If & third party, such as a health insurer, now enters the picture
via g contraciual arrangement 1o provide benclis for health services,
the relationships and incentives become even more complex, The
centrnl gquestion s whether the patient will be as semitive to price
as the insurer, and hence wheiher ihe paticni’s agent will be as

s
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sensktive 16 price ak the imsurer — with whom the agent has no
contract.

The Effect of Third-Party Payment on Demand for Health
Services

Under coadithons of third-party payment for health services {and
bry third-party payment | mean payment by an insurer, employer or
povernment), the apparent cost of health services is reduced. The
basis for this assertion is what is known Lo economists as a common
property relationship. Those who contribute to a health insurance
fund recognise that the claims experience of the fund will ultimately
be reflected in premivms, Likewise with government - funded schemes,
taxes will be related (with a lag perhaps) to the overall cost of the
scheme. However, a1 any instant when a consumer must make a
decision regarding the consumption of care, the only cost lecior that
will emier the deckiion will be the murginal direct cost. The long-term
prospect of some indirect effect of higher insurance premiumm of
imves will be virtually completely discounted.

Unider the Medicare arrangements currently o place in Australka
charges for hospital care are eliminated altogether. The services of
medical practitioners outside hospitals are free of charge if the doctor
elects to bulk bill, or the patient recefves a rebate of 85 per cent of
the scheduled fee il the doctor does not bulk bill. The difference
between the fee and the health insurance refund is referred 1o in
economic jargon as the coinsurance rade of copayment. A zero
coimsurance rate means that services are free of charge at the point
of service, whereas a 100 per cent coinsurance rate means the patient
meets the full cost of the service out of his or her own pocket, A
copayment by similar but is expressed as an absoluie dollar amount
instead of as a percentage.

As | noted above, the overall demand for health services is related
to the apparent price of the services. When the apparent price
increases demand falls, and vice versa. The relationship between the

prive and the quantity of services demanded is ustrated
in Figure |. This curve is known as the demand curve, and it slope
depends on the price elasticity of demand exhibiied by consumens.
The more nearly vertical the slope of the curve, the more inelastic
the demand is said to be. The negative dope ilustrated here indicates
the expectation economists have that quantity of services demanded
declines as the appareni price increases.

Itis probable that the more urgent the peroeived need for services,
the more inelastic the demand curve will become. In other words
at each level of coinsurance patients are fikely 1o become less sensitive
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1o price, the more serious their need. This point is illustrated in Figure
2. This diagram implies that in the case of low need scrvices, demand
my be completely choked ofl at relatively low levels of coinsurance,
bt that even high levels of comsurance will not cut off demand when
the patient perceives a serious threal 1o health (or life). In other

delays.

Of course, in some ‘ideal’ world where people used only the
resources they really needed regardiess of cost, the price of health
services would not be relevant. However, cconomic theory indicates
that this is not the case in the real world, As the apparent cost of
services declines, including direct and indirect costs, utilisation of

n?



Frovdivies amed Frescripiions

Fuguiin
Ll R T = e p—
L e I R R —

servicel tends 10 increase. This accounts for the observation that
patienti who have health insurance tend 10 use more healih resources
than those who are not insured. This phenomenon b known & “moral
hazard’, and applies in much the same way in other areas of
Insurance.

Whether the excess wtilisation of services i due (o excess demand
by patients or 1o overservicing by doctors the result is the same,
namely, inefficiem allocation of resources and a loss to the whole
commurtity. This is known in economic terms as & *welfare loss®,
illustrated in Figure 3. P is the price paid by the patient before
insurance is taken out. P2 is the price paid after insurance is taken
nu.ﬂuquﬂrdhulhmiuﬂhﬁhﬂﬂufmmm
Q2. The overall cost to the patient remains much the same; however,
thmutmhmnhrunﬂnkhmumhyhmnl
subsidy drawn by the patient from the insurance pool. This leads
mnmituwrlnmmprmhmwnh-urwﬂuh
ﬂnmﬂynnﬁuﬁh:hnhﬁhhmﬂh
the ares ABRC,

I point out here that it is not oaly patients who can push
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a. O Cradirlty of “maff. ey ot
the quaniity of health services used from Q1 o Q2 Medical
practitioners, as agenis for paticnts, alio play a parl. | am not
suggesting that either patienls or preactitionen are bebaving
irrationally — quite the contrary. In economic lerms il i rational
to increase consumption until the marginal cost of services eguals
the marginal benefit. If the marginal cost |s rero it s probabile tha
consumption will increase until the marginal benefit is rero wo. OF
course dociors may be acting in their own interest in
a course of treatment 10 a patient. They may also be acting quite
rationally and cthically in rocommending treatment that they know
is of value to the paticnt even I the absolute value b small. Tha
in, they may be acling as perfect agents.

In sddition, it is worth observing that docion and patients will
be indifferent 10 two treatment modaliries that offer the same benefils
but have substantially different costs to the insurance pool. A classic

series of visits 1o the doctor over a number of yean, which will
imvolve thme costs to the patient, the cost of drugs, and & colnsurance

e
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payment si each visii. Surgical treatment on the other hand may
invalve orly one or two visits (o the doctor and & dhort stay &1 &
hospital. In the presence of thind-party payments the costs of surgical
intervention may be lower in terms of time and ow-of-pocke
payments than the equivaleni medical tremtment. However, the
present value o the imurance pool (discounted by an appropriate
discount factor ) of the medical treatmend may aciually be lower than
the cost of the surgical intervention.

Another (actor behind the higher utilisation rates of insured
patients v & phenomenon known as ‘adverse schection”. Adverse
seloction wad observed in the days before compubsory healih
insurance. It resubts from the asymmetry of information available
10 the insurcy and also Trom (he so-called community rating principie.
Under the community rating principle insurers offer 1o insure all
members of the population @l the same mmie. However, some
individual members of the commumity know that they tend o use
health services more than other citizens. For these patients health
insuwrance will seem a relatively good buy. Other members ol the
community, typically young healthy males, know they are unlikely
i peed health services and (o them health nsurance premiums set
on ithe basis of the community mting principle scem relatively
expensve. Becasee of this the members of voluntary bealth inswrunce
funds are likely 1o be higher users of health services than those who
are nol. One advaniage of the Medicare plan introduced on |
February 1984 |4 that is s o universsl health insurance scheme and
thereby overcomes the problem of sdverse selection,

Annther method adopted by some private health insurers is to deny
benefits for preexisting illnesses. This has the effect of reducing (but
not efiminating) the asymmetry of information and of encouraging
individuals (o take a longer term perspective in making their health

The use of the communily rating principle or compulsory aniveral
healih imsurance is only one method of sharing the risk of health
insurance. If we were prepared (o relax the conditions that all
members of (he community should be cligible for bealth insurance
ot the same rate, then it should be postible to introdooce health
insurance a1 premiums based on actuarial data. In other words
premiums could be tailored to age of entry, sox and lifestyle risk
cutegorics. It is not clear (o me for instance why nonsmoking
members of (he community should subsidise the extra health cosis
incusred by smokers, or why single individualy should subsidise ihe
cost of pregnancy. In practice, the community rating principle rewults
im large cost tramsfers within (he communily, both acroas risk
categories (lifestyle, sex, marital satus) and across generations. It

20
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#erves 10 weaken the nexus botween ihe coxt and expected benefiis
ol insurance,

Empirical Evidence

The real question then s 1o what extent health imsurance increases
utilisation of services; or, in economic terms, what is the price
clastheity of demand for health services, IT demand 15 relatively
inclastic the theoretical concerns | have listed above may be
disregarded; however, il demand is relatively elastic small changes
in apparent price could result in large-scale misallocation of
FEROLTORS.

Empirical anlayses of price elasticily have resulted in a range of
estimates of the effect of copayments on atibsation, One of the lowes
estimates was reported by Beck and Horne (1980). They cxamined
the impact of the infroduction in Saskatchewan of user charges of
approvimately 33 per cenl of medical and & per cemt of hospial
charges after & period when all services were free. Beck and Horne
found & & per cont reduction in wilisation of medical services bt
oo cvidence of a decline in the use of hospital services. Critics of
this study have suggested thai the small decline in services may have
been due 1o 1he sccumulation of a backlog of demand when services
were free, or to supply side effects discussed i more detail belaw,
of o both these factors.

There have been several US studies of price elasticity. For instance
Scitoveky and McCall (1977) found & 24 per cent reduction in demand
when @ 25 per cemt coinsurance rate was introduced in a Stanford
University group clinic. In the one major Australian study of which
| am aware, Richardson and Harvey (1983) estimaied ihai & %1
copayment in 1976 was associated with average reductions of 17.6
per cent in standard GF visits, 11.7 per cent in total GP visits, and
B9 per cent in specialist consultations (see Table 1). However,
Richardson and Harvey note that due to problems with their dam
they probably overcstimated the impact of a §1 charge.

Onher obwervations made in 1he lterature abot the price elasticiiy
of demand include:

— Women tend to reduce demand for services more than men
when a copayment is introduced. This may reflect a Jower
marginal cost of thelr thme.

—  Person in lower socioeconomic groups tend 1o respond more
to prices than those in higher sociocconomic groaps.

Adl of the studies referred 1o above suffer from one wenkness or
12
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Table 1: Impact of Price on Use of Services in Austrabia, 1976

Standard All GP Al Specialist
GPF Consalt, Consulis Consulis

Effect of §1

Copayment = |7.6% =11.7% -H.9%,
Elasticity at

the Mean 014 0,10 0,29
Reduciion fa U

Following Intro of 15%
Coinsurance upon
Previously Free
Services i7.0% 19.4% . 1%

Afer Richardson and Harvey (1983],

another, and thew have been discussed in the literature. The main
conceplual weakness has been the inability 1o sclect and assign
patients randomly (o one group or another. There i always the
possibifity of confiounding factors. Substitution cffects (e.g. between
ambulatory care and hospital treatment) also need to be taken into
acooiani .

The one siudy that has overcome hese probilems is the Rand health
insurance experiment (Newhouse et al., 1981), This multicenire
experiment ran from November 1974 (o January 1982, Partickpants
were 1958 people aged 1461 years, whio were enrolled for three 1o
five vemrs. The 2005 families involved were aasigned 10 one of 14
experimenial msurance plams, which varked along two dimenibons:
the coinsurance rate, and the maximal annual dollar expenditure
(deductible). The four coinsurance rates were sero per cent (free care),
25 per cent, 50 per cent, and 95 per cent, The maximum dollar
expenditure wak 5 per cent, 10 per cont, or 13 per cent of family
income, 1o 3 maximum of $1000.

The results of the Rand experiment indicate that 1otal average
health expenditure per capita (Hospital and Ambulstory, excluding
Dental and Outpatient Mental Health Services) rises steadily as
colmurance falls. Average expenditure per person with free care i
approximately &0 per cent greater than for persons who pay %5 per
cent of health Bills up 10 8 maximum of 51000 per annumi. These
resulis are set oul in Table 2.

12



Table I: Expenditure on Health Care

Total MNonhospital
Flan Expenditure Expenditure
Free Care S0l (= 5D LBs (= 9
29% Codiisuriance 3346 (= SR) $149 (2 10)
0% Coindurance $128 [+ 149 fixi: 13
95% Cointurance 28 (= I $10d (= 10G

The reduction in average per capits expenditure was schicved
through & combination of fewer visits to physicians and fewer
hospital admissions, However, oncr admilted, costs per patient
diffiered fittle between plans. This observation is probably expiained
by the high probability that, once hospitalised, & pathen) will neur
costs in excess of the anmual ceibing. An important finding was that
poorer families were not more cosl semitive when the cost sharing
was related 1o family income.

In sddition 1o measuring wilissiion effects, ihe Rand
experimenters alse. measured the health staius of participants in the
trial (Brook ef al., 1981, 1984). The only significant positive effect
ol free care was a slight difference in courectied vision (2.4 v 2.9
Sncllen Lines), Mo other health measure showed a statistically
significant dilference, althoagh the difference in diastolic blood
pressure (<0.7 mm hg) betwesn (hoke in the lree plan and those in
ihe codi sharing plan significance. Furthermore, only
for hyperiension, the risk of dying, and role Tunctioning did the
direction of the effect favour the free plan. On other measures
including mental health staius, soctal contacts, health perceptions
and cholesierol, the fec-for-service patients averaged betier scores
lmtﬂilﬂl']-:m

Bome caution shiould be exercised in generalising the resulis of the
Rand experiment. Because the patients involved in the study were
widely scattersd, any decling in their ase of health services is unlikely
o have had a significan on income carned by individual
medical practitioners, Therefore, the Rand experiment does ool
measure any supply side effects thai might become apparem if
copaymenis were increased generally. The first impact of higher
copavments would be reduced waiting times. This wouold tend to
stimulate demand somewhat. However, once this effect was
exhausted the reduced demand would increase the free time available
o doctors and reduce their incomes. Supply wde cffects might then

iy
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become evident. These effects could imclude longer average
consultations, increased Mreguency of practitioner initiated patient
recalls, and an increase in ancillary services rendered by the
practitioner. These supply side elTecis would tend 1o erode the savings

from the Rand experimeni. However, in the longer run
fees charged by medical practitioners could decline.

Long-run Implications of Third-Party Paymeni

Whai then are the long-run effects of third-party payments likely
o be? There s now a substaniial body of evidence available
confirming the econourist’s cxpectation that a reduction in the direct
cost of health services leads 10 an increase in the demand for such
services among all sociosconomic groops. And it appears ithat the
savings available through ihe introduction of more efficienmt health
tnsurance arrangements may be very subsiantial indeed.

We have experienced a number of national medical and hospital
benefits schemes in Australia, beginning tn April 193] with the
swcheme imroduced by Earle Page. The ewsential characteristics of
this scheme and its sucosisors have remained romarkably similar with
the exception of the element of compulsory universaliny, which was
imtroduced with the first Medibank scheme. Imporansily, all the
schemes hisve maintained inviolate the community rating principle.
We have had an opportunity therefore (o bulld up a fakrly
comprehensive picture of the effects of widespread (hird-party
paymeni on medical practice.

One of the owmstanding characteristics has been the very rapid
growth of health service expenditures s a proportion of GNP, This
has also been the experience of many other Western nations, and
no doubt there are other factors at play apart from the nature of
the cconomic relationship berwoen doctors and patients. Nevertheless
it in third-party payments that have underwritten this expansion in
healih care expenditure. As Dv Sidney Sax noted recently, “under
conditions of third-party payment, styles of medical practice can be
endlessly elaborated to absorb every doltar that society s willing 1o
spend, For example, why perform only $50 worth of tests 1o be 94
per ool cenaln of & diagnosn, when 3500 worth of testy will provide
6 per cond cerlaimiyl” (Sax, 984 193),

IT ithe underwriter is constrained from introducing copaymenis,
deductibles or actuarially-based premiums, there is no natural limi
to the demand for health care, Ultimately (assuming away supply
consirsinis), (he time and pain costs of health cure become the
limiting faciors ai 2er0 marginal costs. Faced with these
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clreumsiances the rational underwriter will stiempt (o limit the overall
number oof claims. In Austrabia under succesive lederal governments
various attempts have been made to limit overall expenditure on
health care by placing tight caps on hospital bed numbers, hospital
subsidies and payments 10 the states, coupled with appeals and
ihreats 1o medical practitioners concerning practioc patterns and
overserviging., The consiraints have been remarkably sucoessful.
Chverall health care expenditure has remained reasonably steady for
the past live years. The Peningion Inguiry reporied that expendirure
on health services as a proportion of GDP seemed (o have levelbed
ofT bt warned “this W almosi cenminly o temporary respite’
(Commiriee of loguiry into Rights of Private Practice in Public
Hompitals, [1984:39-40),

But consiraints on overall expenditure under conditions of
unconstrained demand only serve (o bring inlo sharper Tocus the
emerging natural conflici between pathenis and thelr agenis on the
one hand, and the onderwriner (the government) on the other, At
the cenire of this emerging conflict is the conscious and unconscious
rationing of health services 1hal » occarting throughout Australia
in everyday medical practice. Resources are limitad, 1herefore sccens
for some patients to some services musl be retioned, For well-
citnblished services ithe result s thei quenes of elighle patients farm,
Fisr treatments and services that are pol w well established, services
may be curtalled without such obvious maniflestations as gueus.
Entirely noew services and technigues bocome the subject of intense
efforts by government 1o preveit or delay thelr introduction.

In s starkest reliel, rationing raises the ethical questions of who
shoald live and who should die. Fortunately, most day-to-day
rationing decisions do not involve guesthons of this weight, but Tor
some doctors, especially those In intenslve hospital practice, this i
a very real dilemma.

Unwittingly, doctors have become the gatekeepers for
povernmenis, witich are determuined 10 make dociors a pany o the
contract between the patieni and the insurer, Clearly, however, this
results in @ certain dissonanoe. In particular, doctors have seen their
role ws the confidant of the patient eroded and intruded upon.
Expressing this in terms of the agency framework introduced above,
doctors finds themselves acting increasingly as agents for governiment
rather than as sgemis for the patient. This sot only raises & moral
and cthical dilemma for doctors, but also holds out the possibility
of conflict emerging between doctor (acting in accordance with
government wishes) and paticnts.

Ultimately under rationing, new currencics and new [orms of
transactions are introduced that tend fo anderinine the very equity
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principle that drives the rationing process. In attempting (o ration
services governments are doubtless motivated by sentiments of
equality. Yei for o vanety of reasons the revull can be very differeni.
The educeted upper income groups and those on the insdde tend 1o
gain greater access 1o rationed services than the underprivileged. In
Britain, after more than 30 years of the Mational Healih Service,
ihe discrepancici beiween the standardised mortality ratios of the
highest and lowest income groups are greater than ever in ipite of
N improvement in avernge life expeciancy in all claswes. As Dr San
noted, the profemional, sdministrative and techmical classes “are
informed and articulate people who understand the way our systems
eperate and the vahie to themnelves of health” (Sax, 1984:195), There
mmnﬂhvmhnmmmmm
greater access (o health services during ration

Al the same time, universal health llurm encourages the
expectation among patients that unlimited scoess to the latest bealth
services will be svailable no matier what the con. Governmenis are
peculiarly sulnerable 1o such claims, and unfortunately Tor them it
is imposaible to quarantine Australia from knowledge of the newest

techniques overseas. We have seen a number of rather drasmatic cases
ufmmbﬂnl'hddtnm in recent months. Such
direct appeals to governments will become more (reguent as more
and betier services become available overseas,

Another major long-term impact of increased govermment
involvement in health service delivery will be an  increasing
expenditure on the production of health services of low marginal
benefit to patients. This problem will wrise because patients arc unabile
1o reveal their preferences. They have no way, apart from political
channels, to inform those who decide on the allocation of health
service resources: which services they would prefer, how much of
them they wani, and where and when they would prefer (o receive
them.

One ares of gresi concern to me i the rapid development of
community healih services under government auspices. Some of the
servics offered are no doubt greatly valued by patients, bul | am
guire cenimin thal many patients would nol conlinee 1o sccepl some
servies if even such & modent fee as 31 por oceasion were levied.
There are two podsible remsons Tor discrepancies between an
individual's preferences and the product supplied by the government:
cither the government lacks perfect knowledge, or the govermment
believes there ks some external public health or welfare benefii, In
most cases we can éxclode the possibility of any external benefiis,
Therelore we can conclude that governments have difficuby
determining which services should be given funding priority. The
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resull is that many needed services go unfunded while others with
litthe patient support proliferate, [n the absence of knowledge about
patient preferences health depariments resort 1o crude methods of
resotirce allocation such as formulas based on the age, sex and
siandardised mortality ratios of patients in each area.

As Hayek han 50 succinctly put it, the essence of the problem of
economic planning is “who is 1o do the planning® (Hayvek, 1948; 79,
Is planning io be done by a central planner such as & bealth suthoriey,
or on & decentralised basis by the individuals who commume the
services, or by intermediaries such as hospial executives, doctors
eic? The answer to this fundamental question must rest on an
understanding of where the reguisite knowledge lies. If we take the
view (hat health authorities can guickly and efficiently assembile all
the knowledge necessary (o make long-range plams for healih servies,
then cenmirnl planning would be a viable option, However, il we
incling (o ihe view that the requisite knowledge (that Is, detailed
knowledge of consumer preferences, medical technigues, availability
of personnel and other resources) m difficult to acquire centrally,
then we would probably prefer 10 sce a predominance of
decentralised planning or ultimately resort 10 free markets. The point
is that the economic planning process miat be tailored 1o the locus
of knowledge. Deviations such as excessive cemtralisation or escrsive
decentralisation imposed by governments will result in tensions,
inefficiency and ultimately confict.

Allernatives

My main point o far is that the welfare losses 10 the community
ssociated with universal health insurance slong the lines of Medicare
are very subsiantial. Unfortunately, these losses, like the coats of
tariffs, are hidden from general view. The effects will be felt only
indirectly, most obviously in the form of guewes. increasing
bureancracy and in the general malaise of the bealth professions and
frusiration of patienti. It is difficult to quantily the possible wellare
losses; however, of we face similar price elasthcities of demand 1o ihose
discovered in the US by the Rand researchers, the losses could be
of the arder of several hundred million dollars per annum just among
the age groups studied in the Rand experiment.

What aliernatives exist? Ov more precisely, what arrangements can
be introdoced that will meet simultancously the objectives of
n}m‘mﬂmmwnmmﬁmwm

ETVICES

The first principle in secking a solution is that we should not regard
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any clemeni of the cxisting armangements of conirols on the market
for medical and hospital services as sacrosanct. | believe we should
review many aspects of the current arrangements with a view 1o
decentralising decision making. Our aims should be (1) 1o sel up
arrangemiends thal introduce an incentive for efliciency on the pan
of both the doctor and the patient (and hospitals for thar mater)
mnd that allow for fall expression of paticnis” preferences, and (2)
1o introduce funding mechanivms for the disadvaninged designed o
minimise the adverse impact on cfficiency and yet will offer
reasonable equily of access.

Af the core of the problem s the monolithic system of a ungle,
standerd, universal health imsurance scheme. Just as we allow for
the existence of a variety of consumption patterns in other felds |
helieve we should emcournge a diversity of heahh insurance
arrangements. Individuals should be able to choose from an
unbounded range of sctuarially-based heshth imsurance schemis.
They should be free (0 choose their own levels of coinsurance and
deductibles ranging from full cover to catastrophic insurance only.
Indeed, individuals should also be ree to carry thetr own insurance
if they so choose. | believe particular attention should be given 1o
the development of prepaid health plans, which break with the
iraditional fee-for-service system. Bot any such developmeni should
be on & competitive basks, and hospitals, doctors and other stalT
should be free to opl o or oul of plans operating in thelr areas.

Asvivance for the poor and disadvantaged should, like other
welfare services, be specifically targeted. Wherewer possible, par of
the benelit should be given as a voucher 1o purchase eligibility for
benefits through health insurance or prepaid health plans. In all cases
n mandatory level of coinsurance should apply o the recelpt of
benefits by wellfare patends, This will ensure thal demand for services
with low marginal benefits is discouraged. In order (o ofTeet the cash
disadvantage impliad by such a requirement a health care supplement
equal 1o the cost of the expected incidence of claims could be added
tor thet cash payment made (o wellare recipients.

In summury, | believe there & an urgent noed in Australia to revise
health insurance armangements (0 such o way that individuals are free
10 exercise greater chokce: free (o choose higher or lower levels of
health insurance and services than the level set by Medicare. We must
redesign the funding arrangements to give freer rein to individual
preferences. The podential for improvement in the overall commumity
siandard of living is substantial, and if properly managed this
improvemnent can be realised without detriment (o disadvantaged
patients.
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L INTRODUCTION

There have been major changes in the coonomic theory of regulation
since the 1960s. The wellure cconomics of Amow, Bator and
Mugrave have been incressingly supplemenied by the positive
theories of regulation introduced by Stigler, Posner and Pelioman.
While the earlier wellare sconomics often had a profegulatory bhias,
the opposite appears 1o be true with the pew positive theories.
Applied wellare sconomics often Tollowed o ssmple formula: identifly
markel Tuilure, sssume that o government authority could end would
climinate the failure through judicious and costless regulation, and
then conchsde with the recommendation that such imtervention should
occur, By contrast, a major theme af ihe new posliive theories 15
that the object of governmen! iptervention i to redistribute income
in favour of influential, sectional interests and that this redissribution
reduces general welfare. A common corollary of this positive
prediction s the assumption that markets operate safTiciently well
that deregulation in these circumstances would increase general
welfare, In parallel with this change in the emphais of economic
theory, there has been a shift from the advocacy of cver larger
povernmeni and more extensive controls to the privatisation of
government enterprise and the deregulation of industry,

Im Australia, as in most Western countries, the health care sector
has been heavily regulated. The supply of hospital beds, facilities,
and health care professionals s controlled by direct regulation,
budgetary controls, the training institutions and licensing, Demand
is underwritien and regulated through the insurance of privaie
hospital and medical services and the direct employment of health
profesionals in the poblic hospital secior. In these circumsiances
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it is 1o be expocved that ihe health care sector should attract the

stiention of the advocaies of reprivatisation. This has occurred in

the LISA and to a much lesser extent tn the UK and Canada. In these

countries there has been a loose coalition between the medical

advocacy groops and 4 number of academics. In their

of the *Push for Reprivatization® Weller and Manga
(19E3:49%) identify the chiel advocates in (he lollowing way:

1o all three sysiems [the USA, UK, and Canada) . . . the professional
mwsociation [of doctor] are the lesders of the fighs Tor feprivatizstion
.. W] is mot supporied by mow other bealth worker wuch as numes
.. I Consada, the doctars | . Fecsive some vympathy and swisance
froem the inswrance sector of ihe healih care yysiem and from o few
academics such a8 Ake Rlosawguist and B D, Fraser. They abo receive
the support of ot eaw one advocacy group, the Fraser Institute, No
lederal political party bowever thresiens reprivatization in fhe wame
wiy thil nathonal parties in both ihe United Staies and Britasin do
.. In Britain, the fight for the reprivatization of bealth care carries
ewertones of class conflia | .. The conservative ideologues wirroanding
ihe cemtral o gans of the conservative party, including Arthur Seldon
and othen associated with the Centre Tor Pobicy Studbey which have
clone then with Margarel Thatcher, seem partbcularly infuential | .
The widen range of sdvocates of ihe reprivaibiation of bealih anias
in b UISA . . . where there is @ grest deal of similarity of thought
umgngsl profesionaly, corporations . and the Republican party.
A large number of advocacy groups such as the American Enterprise
Inmstbiute ind & larpe oumber of scademics, sech s Cotton Linadsy
and Alain Enthoven also advocate reprivadizstion.

Since thin passage was writien, Mr Thatcher's support for
reprivatisation declined and the 1963 general election was fought with
the theme “the NHS is safe with us’ (Klein, 1985),

While ihe members of these groups have had a common interest
in reducing government influence in the health care sector, their
motives for adopiing these positions aimosi certainly differ.
Academic economists want (o revitalise market forces and replicase,
as far as possible, the outcome predicted by the competitive model
of the market, The meadical profession’s stated motivation, at onc
stage, was that governmeni Intervention would fuel the excessive
growth of expenditures (soc Weller and Manga, 1983}, More recenily
the opposite claim has been made, namely that government controls
will result in underfunding and & deterioration of health servies.
Whichever position is adopted i is unlikely thw the iree motivation
is the replication of the outoome of Uhe compeiitive model. Reinhardi
(1981:3) makes the roason for this chear;

(2]



Richardson; Reguleion o Reprivalitation

lMIHMHHHﬂnﬂEﬂ!M‘I“‘.ﬂHh

expeciation that the mere of such o market environment

will ranke mosi healih care slamch and run for Peicee
by — you guesed it — the public seciar.

Whatcver the motives of the critics, it s Bkely tha with the
mwmmwﬁﬁ:hlhmﬂn
healih care sector will be increasingly questioned. Consequently, the
purpose of this article s 1o review some of the major argumenis
relevant 1o the debate. In the second section of the paper some key

of the conventional welfare case for government intervention
are reviewed, and in Section 111 & number of the claims of the new
psitive theorists are discussed. The conclusion is that both
mmuummmummw:h
an omnipotent and benign government, o 4 umbling and purely
self-inferested regulatory body with & fantmdised competitive
environment, are equally invalid forma of argument. Both strands
af economic theory highlight potentially important issues or
hypotheses. However, by focusing attention on only one aspect
advocates have elevated particulur hypotheses to the status of
ideology. The case for the market or for regulation depends upon
the quantitative relutionships between means and objectives and upon
the social value judgments that determine the relative importance
of different objectives.

This general conclusion highlights the complexity of the e
Different countries may have different objectives — for example the
USA and Australia appear to attach quite different weights Lo equity
and efficiency. Further, success of regulation of of a particular form
of competition is not independent of the institations, traditions and
characteristics of a particular country, In Section IV some of the
mmwwumﬂmmhm
and in Section V the procompetitive regulatory proposals in the LISA
are discussed and evaluated,

II. THE CONVENTIONAL WELFARE CASE

An accepiable cave fmnmnﬁtﬁdmﬁﬂmm?ﬂﬂl link
ummnm-:udmmmmnmm

a product rises, then revealed demand rises and prices will be bid
mmm-mnuwﬂmum
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demand and increasing supply. An equilibrium will be reached where,
o the margin, the benetits 1o the consumer will just equal the costs
1o the producer us reflected in the supply function, Similarly, i
supply increases so that more marginal, less valued services are
produced, price will fall. This has the dual effect of increasing
demand and parily restraiping 1he increase in supply. Cice again,
an equilibrium will be achieved where the mdividial's valuation of
the product purchased just eqoals the cost of production. In other
words, under ideal conditions, the market ensures that the product
will be purchased if and only if its benefit is greater than or cqual
to its (social) cost. When benefits exceed costs the industry will
expand. When benefits are less than costs the industry will contract.

The success of this mode in demonstrating the desirability of a
competitive environment depends upon the Tullilment of o large
number of preconditions. The conventional welfare case Tor
regulation has rested upon the clabm that one of more of these
preconditions are not fulfilled — that the marked “fails’. A number
of ihese claims have clearly been false and the conclusions drawn
Trom them invalid,

In the health care market there are numerous devintions from the
compelitive ideal, so that the removal of 8 sinjgle impediment could
increase rather than decrease allocative efficiency (ihe “law of sevond
best"), Further, market failure, as defined by Bator, is the ‘failure
of a more or less idealised sysiem of price-markel institutions 1o
sustain desirable activiiies or (o estop undesirable activities', This
definition is designed to discriminate between lemporary
imperfections in the market or kmper fections resulting from rigidities
peculiar 16 a8 particular system, and imperfections that are the
inevitable outcome of the nature of the commaodity, its production
or marketing. The former types of imperfections may be eliminated
within the market framework; the latter require some sor of outside
intervention. Despite this, the majority of the imperfections discussed
in the lterature have been specific to particular markel environments.
This isswe i discussed at length in Richardson (1977).

However, two issues arise from this literature that cannor be
dismissed and that have profound implications for health care
sysiems. These concern ihe role of mformation and the sockal
objectives 10 be achieved.

Information

An cssential part of the appeal of the market model s that there
is 4 mechanism (o ensure thal consumers’ desires will be lulfilled
in the most eflicient possible way. Preferences are ‘revealed’ by the
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welfare. Complete information is not required. Rather, sufficient
knowledge is needed by a sufficient sumber of people wo that
mistukes are not replicated. Subseguent purchases must be evaluated
in Night of the initial experience. Giradually, goods and services
wﬁ:uﬂmmhﬂrﬂ:wﬂh‘wdﬂﬂd"l!ﬂm
to dominate the market.

Cienerally, consumers cvaluate & product by comparing their
welfare with and without the product. They directly experience the
first of these staies after the recefpt of the product. Normally, they
aveess the second state from their welfare prior to the purchase,
Except for trivial illnesses, this cannot happen with health care. The
course of ¢vents without treatment s unceriain, The illness could
get worse, or stay the seme, or disappear on its own. This prevents
consumers (rom equating welfare without treatment with welfare
prior (o treatment. Assessing the most probable course of cvents s
normally part of the medical service being judged. Since sach episode
of iliness is in & very real sense unigue (o the consumer, reliance on
personal experience is limited and, in the case of serious illnesses,
impossible. The patieni could seek advice from s aumber of
physicians and make a judgment on this basis; however, since
medicing s nol an exact soence there is ample scope (o legitimate
differences of opimion with respect to both diagnosls and treatment.

Despite this, individuals could, in principle, attain a sulTiciently
wide range of opinions 10 make an accurate assessment. Apart from
time and money, they would need 1o be aware of the potential
advantages of such sn investigaion and to have confidence in their
ability 10 conduct the study and assess ity results. However, while
it is reasonable to conceptunlise u more or less idealised system of
market institutions in order (0 assess whether market Tailure is
inevitable, it is pot reasonable (o assame that the market i populated
with more or less idealised people. The former assumption is useful
since it abstracts from the influence of particular markets, The lafter
awsumplion would simply make analysss irrelevant 1o any real world
situation. There is also evidence that patients frequently do not seek
information even when it is possible o obtain it (Bunker, 1985). This
may be because they recognise Lheir analytical inabilities, or because
of paychologicsl factors that operate when people are helpless and
dependent. The reason for the behaviour is unimporiant. The
significant question is whether patients do or do not receive sufficient
information with which 1o evaluate the care received and the
consequences of that care, Except for the most trivial care, the anvwer
appears t0 be that they do nod.
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The mou imporiant consequence of this informational failure s
thai it casts very serious doubd upon the relationship between revealed
preferences and individual welfare. Since individuals cannot or do
not assess the impact of bealth care services upon health, they will
adopt alternative criteria for assessing health services, for example,
the “bedside mamner' of the doctor or the quantity of services
provided. After hospitalisation, even the scope for assessing these
factars is largely removed. 1t is not surprising in these circumstances
that the widespread incidence of poor medical ireatmemt is not
associated with a loss of patients and bankrupicy. Studies have
indicated that between 29 and 62 per cent of US hospital patients
are victims of serious errors of medical management; that between
&1 and &5 per cent of well care ambulatory visits to physicians resalt
in deficient care (Gaumer, 1984); and that quality of physician care
m nof reiated 10 paticot assewsment (Peterson, 1961).

Poor information ks aot, however, conflined 10 consumers. An
important characteristic of health care is the professional uncertainty
concerning the appropriate form of treatment (see Wennbery et al.,
1962). Doctors as well as patients may justifiably equate quantity
and quality, thus creating the preconditions lor the so-called theory
of "supply-induced demand’ (for a discussion see Richardson and
Waltace, 19873). This suggests that increasing the number of medical
practitioners or medical lacifities will eventually result in their vie
irrespective of costs or benefits. The argument s particularly
compelling in the case of new technology. As McKinlay (1921) has
documented, the life cycle of a medical innovation usually progresses
from ‘enthusiastic report’ to general adoption with the best
profesional motivation and the minimum scientific evaluation.

In sum, there are strong reasons Tor believing that, except with
a tautodogical imerpretation (purchases occur because there are
benefits; benefits are defined by what people reveal by their
purchases), consumer sovereignty may result in the overuse of
services — (0 use beyond the point where costs are matched by
benefits or by the best estimate of likely benefits — and that there
s litthe or mo market mechanism for ensuring that only the mom cost-
efficent procedures will be employed. The empty logical circle of
the consumer sovercigniy argument is broken only if comsumers are
able to evalumte what they have purchased.

Social Objectives

Welfare economiss have always recognised that people are concerned
about the well-being of others and that, as & consequence, health
care may be treated as being different from odbher commodities. The
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wsuzal response of antiregulatory economists has boen 10 argue that
the mppropriaste role of the state s to redistribute income umtil
individuals are capable of purchasing health care services if they so
desire. IT they then do not purchase health care, it is because their
wellare s maximised by the purchase of something else. If a second
person wishes the individual to buy additional health care, it must
be as & result of the benefits that the second person receives from
the knowledge that the first individual is receiving the ‘correct’ level
of care — that s, the level that the second person believes 1o be
appropriate. In this case the antireguiationists argue that the second
person may assist the individual through charitable donations.

There are iwo serious and related defects with this argumenit. First,
charitable organisations cannot satsfectorily fulfil the role assigned
o them because of the *free Hder’ problem. Generally, charitable
individoals do not benefit from the aci of donating, but from
knowing that a particular level of health care has been achieved in
the society. The individual's donation has an infinitesimal effect upon
the average level of utilisation and therefore upon the individual's
wellare. Bui it does impose & cost, Consequently, contributions will
temain at 8 lower level than is necessary 1o satisfy the social demand
for charitable behaviour.

Second, and parily in recognition of this dilemma, it s likely that
there will be 8 demand for collective action. Individuals may vole
for higher taxation and Tor governmeni nterventlon 1o ensure that
the Burden of health care costs is shared across (he community. In
an analogous way Thompaon et al. (1983) found that a significan
majority of a random cross-section of the Australian communily
favoured an increased subaidy 1o each of the major performing aris
to be paid by the governmeni. Respondents were prepared (0
nominate the source of the funds used. The result was also true for
the subsample of individuals that did not anend the performing arts.

The antiregulatory response (o this argument may be that it is not
legitimate (0 increase tanes for people who do not receive a benefit
from this particular type of subsidy. It is, however, an empirical ssue
whether this objection b sufTiciently persuasive 1o prevent individuals
from wvoting in this way., The political response o compulsory
insurance in & number of countrics suggests that it is not, Of course,

n of voting patierns is notoriously open 1o challenge,
bul it is possible to test this issue directly. luh.-tul!ﬂ?'l
undertook & study 1o determine whether there was an “external’
demand or whether health care was treated as o "meriiorious good’,
using Culyer's criterion of compulsion (o distinguish between these
Mhm“-m,. 170 individuals were questioned about their

attiindes towards government assistance {or health and medical
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services. One set of responses was prefaced by the siatement that
the subsidy would be financed from the taxes of people who did not
want their money (0 be spent in this way, The responses after this
information was given were as follows:

= The entire population should recelve some assiaiance §7%

— The poor and disabled should receive assistance TH"
= There should be no government assistance when
compilston & imalved 24%

A statistically significant majority within each income group also
favoured intervention. This and other evidence suggests that, ar least
in Awustralis, the majority of the population is prepared to use
compulsion to achieve what is perceived 1o be a desirable objective.

A legitimate rejoinder to this claim ks that while governments muy
be obliged to implement certain policies, such majority-imposed
revtrictions will reduce welfure, Bul unbess wellare is defined
u:hﬁnﬁrmurunfmmmrmlhmmw
true. The reason for doubting the usefulness of the consumer
soveregnty criterion of welfare in the purchase of healih care services
wudmm.hwlhhhdpdﬂmwamdwhr
of the population in the market for health insurance. The decision
not Lo purchase insurance may be the result of a poor understanding
of either a complex insurance system or the full comsequences of the
decision; it may resull from inertia, forgetfulness or short-lerm
economic pressures. In each of these cases, the processing of
information by the individual is defective snd, as noted earlier, in
the absence of adequate information there is linle reason for
accepting consumer sovereignty as an index of welfare.

When individuals are fully and accursiely informed with respect
to the likelihood of ill bealth, consumer soverelgnty can sill be
remsonably rejected as a criterion for social welfare. Thoswe who do
not purchase insurance may believe that thelr welfare will be
increased by this decision. Some will lose this gamble and as & resull
of unanticipated sickness they will be unambiguously worse of 1. Ay
besa, therefore, consumer sovereigniy redistributes the realised level
of welfare: the successful risk takers gain, the unsoecessful lose, It
requires a particular value judgment 10 decide whether this increases
social welfare — whether this situation is or is not better than the
alternative distribution of realised welfare that would occur when
mhmr.MNWWrm
simply proselytise on this issue; they cannot legitimately assert tha
soclal welfare is increased or decreased. Thus, for example, such a
wie of compulsion has been described as “the tyranny of the 51
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per cent’. This is a bizarre description of democralic government.
By implication, the preferred form of government would appear 1o
be a politburean of carcfully selected libertarians who circumscribe
what may or may not be the subject of democratic decision making.
Small restrictions upon individual liberties do not constituie a
tyranny. In this case it is explicit paternalism held in check by the
ability of the population to vote differently in the future.

In summary, there ate compelling reasons for believing that the
health care market is *different’ and that s special stadus in virually
every civilised country is not simply a product of well-intentioned
but mished populations. Available evidence suggesty that consumer
sovereignty is not accepied as the sole criterion for welfare and that
s rejection is, ol least in pari, based upom an informational
deflciency in the market system, As a consequence, il is nol possible
to sccept the fink between freedom of economic choioe and muaximaum
sniial welfare that b established by the logic of the competitive
micsdil.

. THE NEW POLITICAL ECONOMY OF REGULATION

The arguments in the previous section do nol demonstrate that
government intervention is destrable; even less do they indicate that
there should be a particular sef of institutional arrangements. Rather,
they indicaie that the ussal a priori analysis cannot be used 10
establish the desirability of 8 competitive market in the health care
seciof, This docs nol mean that the competitive solution
inappropriste. Bui the case for competition must be in terms of jts
superiority 1o the regulatory solution with respect 1o explicit
objectives.
The new political economy of regulation has fooused attention
& number of undesirable aspects of government intervention;
it has matched the possible sources of market failure with a set of
possible regulatory failures. The chiel theoretical ides, originating
from the University of Chicago, is the private interests hypothesis.
In comtrast with the view that regulation ks imposed 10 mcrease public
welfare, this view postulaies that the real purpose of regulation i
o promote private interests. Government intervention is less
concerned with efficiency than with achieving a dinribution of
income that s favourable 10 a panicular group, Analytically,
regulation may be regarded as the outcome of a supply and demand
for regulation. Thus, for example, demand will be greater when the
recipient group is small, when it has homogencous objectives and
when large gaims are expected. These preconditions are conducive
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o the formation of effective and well-financed political lobbics,
Supply will be more readily forthcoming when the costs of regulation
are sufficiently small or dispersed thal no countervailing pressure
group is likely to be formed. In these circumstances, regulators are
likely 1o be “captured” by those they purport to regulate and the pubiic
intervention is imimical 10 the public good.

This theory of private interests and the derivative theory of
unbalanced political markets has been used by Palmer (1980:25) 1o
identify those who are most likely 10 lobby for (avourable regulations
of for regulations that will be ineffective in resiTaining expenditures

Health care peronnel in peneral have bemeflied (roim increased
expenditures on health services, and measures 1o contain the growth
of costs will have major sdverse repercussions on their incomes. and
employment opportunitees . . . Thise likely 10 be adversely affeced,
medical staff, sdministrators, the suppliers of equipmet, materiak
and services to hospitaks, and hospital board members, are amongy
ks st woedl informed, bewt orgumdsed and articulate members of the
community. Their influence on the poditical process is therefore likely
1o be large in reladion b their aombers, The adverss
effecis of cos escalation on the rest of the community, in their rode
of wxpayers and comumen are relatively wnimpartant,

The inference that might be drawn from the theory of private interests
and from Palmer's application of it is that regulation of the health
care soctor will lead 1o an escalation of costs and expenchitures since
this i+ what satisfies the dominant private interess.

It i not clear that the theory, as stated, is universally applicable
or that its interpretation in the health care sector is as simple as
implied above. In their review of the economics of regulstion, Pincus
and Withers { 1983:50,4%) note that

Because of this lack of a good theory of the political process, the
privale interest view of regulation is better wen s 0 theory not the
theory of regulstion .. I & not & coberemi theory yielding
unambiguous and therefors testable hypothesss . [i[1 sugpests
redistributhon from large o smaller growps — whereas (he ecomomi
ibeory of democracy suggests redistribution from smaller to majoriny
PULpA. Al present il remains anclear when manority pecimiary interesia
count more than majority votes in the privale interewt model ol
regulation.

Two relevant faciors in this caloulation aze (1) the absolute size of
the sector to be regulated and conscquently its public exposure, and
{2} the magnitude of the government budgetary commitment and
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thus the potential for budgetary restraint when the demands for
purticular types of regulation are resisted, Richardson and Wallace
{1981:125) illustrate the magnitude of the budgetary implications aof
the healih care sector with the lollowing arithmetlc fguring:

If the Commonwealih's percentage share of total health expenditure
had remained ai the 1970 level, lin “revenee saviags’ Trom the reduced
conttibution to the totsl heslth expenditare of 1976 would have been
almost suiTicient to finance & donbling of the Commprecalths cutlays
on education or defence; alternatively, Commonwealth soculd security
and wellare payments could have been incressed by M per cent, or
pervonal income jasation reducsd by one-guarter.

Thus, there is a major political incentive 1o reduce the government
contribution (o healith care. This can be achicved by diversifymg the
sources of finance (and potentially losing government comtrol) or
by resisting the demands for cosi-escalating interventions — by
resiricting the supply of particular trp-m of regulaiory control.

In wam, the new political economy of regulation focuses attention
upon & series of new, potentially relevant isues. 11 does not establish
that regulation is inevitably or even penerally ineffectual. As n
consequence il i necessary to establish the case for or against
particular forms of regulation with appropriste quantitative
arguments — o demonsirate that the wsaertions are supported by
the available evidence,

IV. THE EVIDENCE

It bs nol possible with Lhe available information to prove or disprove
the general superiority of a regulatory approsch 1o the health cure
sector. Specific examples of regulsiory failure no move prove a
general conclusion with respect to regulation than specific examples
of market faikure demonstrate the general undesirability of markets.
Spocific examples of regulatory success cannotl prove the general
superionity of this approach in all contexts. It is, however, possible
10 imvestigate the success of particular regulatory approaches or
determine wheiher an entire healih care wysiem appenrs bo ha
achieved fts objectives in a relatively satisfactory way.

There has been no comprehensive analysis of the sucoess of the
Australisn regulatory suthorities or of the extent 1o which they have
been captured by those they regulate. (The recent Committes
Enquiry into the Rights of Private Practice in Public Hospitals,
Peningion Report, was concerned with the extension or reform of
regulation rather than the evaluation of it overall seocess.) A

4
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superficial review of the evidence suggests that the entire health
insurance sysiem may have been ‘captured’ by the medical profession
in 1952-53, but that more recently the authorities may have acted
agunst profesaonal mterests,

Hunier {1980) provides an excellent review of the role of the AMA
a8 & pressure growp in Australa. The hospital and medical insurance
introduced in 1952-53 was esaentially the scheme proposed by the
AMA. While underwriting fees, it imposed minimal controls on the
profession and none on their ability 1o generate income. Despite the
preservation of the basic principles of this scheme, regulatory
authorities have increasingly impinged upon the profession in recent
years, Average incomes have fallen significantly aa a direct result
of unfavoursble outcomes from the annual medical foes tribunal {see
Richardson, 1984). Recent industrial disputes have resulted, af least
in part, from sttempls 1o curtall the established power of the
profesion

Evidence from the pharmaceutical sector unumbiguously indicates
that regulation has been designed for the public and not for private
interesis, The Commonwealth Deparment of Health has wsed i
monopsony power (o reduce the price of Austrafian drugs 10 pethaps
the lowest in the world. The prices in the UK, USA, Burope and
Japan are 42 per cent, 61 per cend, 99 per cent, and 220 per cent
higher than in Australia (Grosa, 1984). (For an alalyss of the factors
that led 1o this resull see Bureau of Industry Economics, 198%.)

Om the other hand, suggested changes in the regulation of the
private hospltal sector are the result of privaie interests and
potentially may thremien the coherence of the entire symem. The
public and private sector are interdependent. The private hospital
system offers, potentially, very large rewards 1o the best physicians.
Comsequently, cither public patients will be deprived of thes
practitioners or public salary and sessional payments will be forced
to rise competitively . Technology will be introduced into the privaie
wector when there is an expectation that it will resalt in a profit and
not necessarily after adequate clinical trials of efficacy (see above).
This generates both a public and a professional demand for similar
technology in the public sector. A possibly false perception of quality,
sirong physician incentives to direct patients into private fee-Tor-
servicr based hospitals, and a public subsidy both 1o the private
hospitals and 1o the procedures carried out in them could well lead
to an expansion of this sector. Ax also noted earlier, an increase in
the supply of beds appears 1o result in an increased use of Tacilities
(the theory of supply-induced demand or Roemer*s Law). Since there
Is mearly universal agreement that this is undesirable, & major
expansion of the private hoapital secior grafied on top of the existing
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sysiem would reduce the oost effectivensss of hewhh care in Australia.

In sum, the demand for deregulation of private hospitals arises
from the private interests of doctors and from the desire 1o prevemt
effective controls of technology, medical practice or medical incomes.
While the desirability of o purely private syviem has not yel boen
discussed in this paper, the point here i that the coherence of
Australia’s regulatory system would be seriously jeopardised by the
total deregulation of private hospitals.

Such ad hoc evidence as has been discussed above may indicale
arcas where intervention may be improved, bt it s dif Ticul 10 use
in an overall evaluation of the regulatory approach wsell. By
contrast, there has been cxtensive investigation of particular
regulatory devices in the USA (for reviews, see Sloan, 1982; Steinwald
and Sloan, 1981; Joskow, 1981; and Gaumer, |984), These
conclude that in the US market, the mandatory regulation of rates
and revenucs roduces oL

The recent experience with proapective reimbursement reinforces
this conclusion. Hesults with respect to Centilicale-of-Meed (CON)
legislation are more eguivocal. Steinwald and Sloan (1981) conskder
that they have been *a classic example of regulatory fallure’, wheress
Ciimsberg (1982) sugpesis thal mare recemt resulis may have been
favourable. In s review of the evidence, the Health Commission
of Vietoria (198431 ) concludes that “n soune settings and under some
circimstances CON may vicld results consistent with its goals”, thai
im the LISA these preconditiony have often boen missing, and thal
the unfavourable results of analyses such as Steinwakd and Sloan’s
may be the resull of the aggregation of successTul and unsuccessiul
uses. of the legislation,

The US expericnce suggesis an important distingtion between
‘incoherent” and ‘coherent” regulation. With the former, panial
regulation creates loopholes and introduces o variety of distortions
that subven the intended objective. For example, CON control of
'S bed supply resulicd in ihe substituiion of other capital intensive
services (Joscow, 1981 ) “Coberent” regulation dosy not promete such
subsiitution or the unwanied expansion of some other part of the
health care system. Coherence applies to an entire package of
regulations and not 1o each regulation separately. Thus, lor example,
budgel limits employed in the UK appear 10 achieve coberence in
this way with the minimuam imervention al the point of delivery. The
polenital benefits of coherent regulation should nod, therefore, be
judged by the fallure of incoberent regulation.

Despite experimentation with a large number of regulatory
approaches, LS health insurance and health care industries have less
coherent regulations than in most Western countries. A comparison
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of their system with the more regulated sysiema in the UK, Canada,
and Australla provides some prima facie indication of the relative
success of the regulatory approaches in these countries.

Two key indicators of performance are shown in Figures | and 2.
While there ure many dimensions to what is loosely referred 1o as
the ‘cutcome’ of the health care sector, infant mortality has heen
generally accepled as an important indicator of the success of a
system. It is important in its own right, and it correlares with total
mortality and other indicators of health status (Jazairi, 1976). As
shown in Figure 1. the three more extensively regulated systems
perform favourably when contrased with the USA. While the poorer
LS performance may nol be entirely stiributable 1o ks delivery
LYSIEm, INsSUrance coverage has been beis comprehensive in the USA
than in each of the other three countries. There are chearly established
links between low levels of insurance for low income groups, lower
utilisation of health care services and higher infant denth rates (see
Richardson, 1985). That is, there are sirong theoretical grounds for
believing that the US experience is, in part, a comsequence of it
syalem

Au;uprimnuiclmﬂundmnwhmhmimhm
Interesting. Prior 1o the introduction of Canadian (hospital) Medicare
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in 1962, mf{am morality had been consistently higher in Canada than
in the USA. Shonly after the intraduction of Medicare, Canadian
rutes [ell below the American level and have remained lower,
Canadian health authorities have claimed that the only cxplanatory
varinble that changed during the relevani period was [he extent of
the Canadian insurance coverage, and that Canada’s improved
mﬂj position was a direct conseguence of this change [ Armstrong,
1973)

The superior performance of the regulated bhealih sysiems, as
judged by rates of infant deaths, has nol been achieved through
greater expenditures. Figure 2 indicates that the opposite is true. Onoe
again, 8 comparison of the USA and Canada is of interest. Before
the introduction of hospital Medicare, Canadians devoted & greater
share of their GDP to health care. This position was reversed
immediately afier the introduction of Hospital Medicare. Fallowing
the introduction of Medical Medicare in 1970-72 expenditures rose
ms a resull of increasing medical prices. For the remainder of the
1960s Canada achicved a level of restraint over its expenditures that
was unequalled by any Western country except Australia. Other
evidence suggests that declining expenditure resulted in declining costs
{Detsky et ul., 1983).
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Canada's ecxperience strongly supporis a hypothesis not yot
dincussed in this paper. This is that cost escalation s minomised when
the sirongesi incentive is given (o a body that is in a position 1o
exercime cifective control. When the financing of health care is
diversified across a number of sources, incentives are weakened since
the benefit of any effective action is shared among the different
sources, Canadian Modicare increasingly concentraied ihe cout of
health care upon the provincial governments while in the USA neither
the conaumer, the employer, the state or federal governments, nor
mmmm.mmmemmmﬁmy

The hypothesis is further suggested, but less clearly, by a similar
experience in Australia following the increased government share of
the health care bill in 1975-76.

The comparison between the USA and Canada &, of course,
mcomplete. It is possible that other aspects of health oulcome are
inferior in Canada. However, until these aspects are demonstrated,
there are well-documented reasons for doubting that in the healith
care sector "more means betier”. It is irue that the Canadian sysiem
has been criticised in recent years. Much of this has originated with
the medical professton, whose relative income has fallen behind thar
in the USA. Other criticismys have been raither exaggernied for the
purposes of domestic consumption. For example, Evans has sinicd
that Canada's health care system has begun to see “the tunnel at the
end of the light' (quoting from Stoddart and Scldon, 1985). Plain
(1984: 50) has abo argued that in Cansda oquity *is as unattainable
i 1962 as it wan prior (o the passage of the medical act in 966",
The conclusion is drawn from the fact that 2 per cent of Canadian
medical bills were not resmbursed and that some low income groops
experienced low copayments. The conclusion v grossly overstated
and should not have been drawn without comparable data for the
pre-19%66 period. The kevel of Canadian copayments is remarkably
low when judged by the bevel in vintoally any other country,

These comments reflect concern with recent trends in medical
prices. Canada also faces an ageing stock of hospital beds, However,
i I8 easy to lose perspective on Lhe significance of these problems,
Evans also believes that however long Canada's health care tunncl
may be, if encountered &t all, the health care system will remain

Iy superior (o the US system with respect o its oost
effectiveness and the achievement of equity objectives.

Canadian assessment of Medicare is best summed up by the
conclusions of two official enquiries:

I found no one, nol any government or individual, pot the medical
mm.l i any organmation, mot in Cevowr of Medicare, (Hall,
)
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It is inconceivable that st present the LS system would schieve such
umiversal acclaim. There i a near consensus that expenditure is
excensive snd thal the sysiem i ineguitable. 11 i often forgotten that
in the USA rationing (in the general, Aot in the economis s sense
of the word) also occurs but iy carried out through the imposition
of patien! paymenis. The consequences of US rationing are spelied
oul by Bunker { 1985:7): "One of the disgraces of national policy is
that the poor and unemployed who cannot afTord o pay Tor medical
care of who have no medical insurance must ofien sccept inferion
ircatment if they can get i all all®. 11 is not clear that 1the cost of
this rafioning, concentraled upon one group, is ke than the cos
of the systemn described in the recent study by Aaron and Schwartz.
Kiletn (1985) has argoed that queues represent tangible evidence of
egual provision and may in fact contribute to the popularity of the
MHS in the LIK.

While there has been no detailed comparison of the Canadian and
US systems, Aaron and Schwarts (1984) provide an excellent and
detailed comparison of the conseqguences of the British and American
experiences with ratboning health care. In 1982 per capitn health
expenditure in the LISA was 224 per cemt greater than in the UK,
In part this is becawse Britain b a relatively poor country — In 1984
LIS per capita GDP enceeded the English level by 73 per cent, (As
current exchange rates, 1984 per capita GDP figures were USS11 969
for the US and USSB0T2 for the LK. Per capita health expenditures
i 1982 were $1263 and 5390, See Klein, 1983.) In part it i becnuse
a smaller share of GDP is spent on health care in the UK. The lssue
considered by Aaron and Schwartz is whether, with the USA as a
stamdard lor comparison, the British regulatory system has succeeded
in allocating fheir mode limited resouross according 1o soclally desired
criteria. Their conclusion (pp. S0-100) & that resources are less likely
to be rationed in the following cases:

— wiven the patiemis are younger and so life expectancy is greater;
—  when the quality of life is significantly improved;
_— ﬁuhmm&hhmﬂlm:hmﬁﬂmﬁ

l'

i

absolute cosls involved are very low;
is not possible, by the control of capital [or example,
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Lo prevent “incoberent” regulstion and ineguity in tse seloction
of patients for vrestment;
= when a "dread disesse® such as cancer is the source of

widespread public fear.

The authors found little evidence that advocacy pliys an important
role in decision making. Quality of care, once provided, appeared
10 equal the American slandards, sconomy betng exercised only when
quality was nol jeopardised.

It was found that some new technologies, such as as hemendialysis
and open heart surgery, are snderutilised and consequently demhs
occur thst would not occur in the USA. The UK has instituwtionalised
a principle that remains covert in other countries, namely, that it
i not desirable to extend all life at any cost. Rather, it has accepted
M“lhqﬂwufﬁhumu*;uuﬂﬂtwh
necessary. In an economically depressed country the trade-off miist
ool @l a lower level of health care than might be schieved elewliere,
However, the evidence unambiguously indicates thai resources are
allocated and rationed on the basls of cost effectiveness,
administrative feasibility and, s in the case of dread discases, in
response io identifiable public demands.

Total health care expendirure in the UK can be and is controlled,
bui the care provided is available 1o the entire population. There
is no financial barrier as in the USA; barriers are erected after emtry
into the sysiem using medical criteria. This equity aspect almost
certainly explaing why the NHS, next to the monarchy, is Britains
most popular institution, and why public opindon polls have
consisienily found, throughout its history, that 90 per cent of the
populsiion have been watisfied with the service (Klein, 1985}, Such

a record is not Hhm It fends credence 1o Klein's assertion
Mm NHS has, without fear of challenge, one distinction.

mmmﬂhﬂhminmmmmm
sense that it manages 10 offer a comprehensive coverage of the entire
population ai the least cost, i measured by the proportion of the
national income devoled to health care’ (1985:42),

V. PROCOMPETITIVE REGULATION IN THE USA

Victor Fucha (198%:1) imroduce u recent review of the US health
care system in the following way:

The United States b im the midsi of & revolution m bealih care Mnance,
the third since the end of World War 11, Moedicare®s prospective
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This situation was preceded by an increasing enthusiasm for the
activation of market forces, and this in turn was stimulated by the
widespread support for the *Consumer Choice Health Plan' (CCHP)
sdvocated by Emthoven (1981) and for other ‘procompetitive’
measures. (A complete edition of the Milbank Memorial Fund
Cuarterly, val. 39 no.l, 1981, s devoted to competition in health
care. Sce also Olson, 1981 Ginsberg, 1980, 1982; and Hellinger,
I982.) While i is (oo soon 10 assess the final effects of the US
revolution, or 1o predict its future course, i strengths and
weaknessen are likely to be similar to those of the CCHP, which
represented a blueprint for the coberent and comprehensive use of
rhe market,

The CCHP is not a plan for the deregulation of health care bu
is rather a set of ‘marker corrective’ regulstions thar would activane
competitive forces, The plan would require legislation 1o ensure that
each employes was offered af least three different and comprehensive
healih insurance schemes, ull of which meel minimal sisndards of
care. Those who selected cheaper plans would be entitled 10 & cash
benefit equal 10 the difference between the plan and the most
expensive alternative offered by the emplover. Tax subsidies would
be equal for all plans. Enthoven believes that in such an enviromment
there would be a growth of Alternative Delivery Sysiems (ADSs),
which would consist mainly of Health Maintenance Organisations
(HMOs) but also of Independent Practice Associations (1P As) and
a variety of group practices.

In theory, the CCHP has a number of sdvaniages over the old
LS system. Each scheme in the plan would offer a ‘coherent’ package
of health care in the sense that (here would be no incentive, except
‘coNl anractiveness”, 1o offer to a particular type of service in favour
of snother. Costs would be minimised rather than shifted 1o a
nonplan authority. In principle, the plans would compete with one
another 10 offer the most cost-attractive alternative o the individual,
and individuals would have an incentive to select the most suitable
plan for their personal needs or preferences. The experbence of US
HMOs i cited as evidence for the beneficial effects that could be
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achieved, Considerable refiance is placed upon deductibles and
colasurance s methods of reducing costs.

With the American domination of the English-speaking
professional Hterature, US enthusissm usually spreads 1o other
countries. It & lkely that, soaner or later, 8 CCHP will be suggested
for Australia, or an adaptation such as Stoddart’s (1984; Stoddan
and Seldon, 1985) proposal for the reformulation of the Canadian
Health Care System. There are, however, a number of reasons for
treating such suggestions with extreme caution. Al best the CCHP
is unproven even in the USA, where there s now & considerable
tradition of HMO-type delivery. A number of serious criticiams have
been raised about the general applicability of ibe plan in the LISA.
It is even more doubtful that the scheme would adapt itself to the
Australian environment or be appropriate Tor the Australian value
system. A number of lesser objections 10 the scheme are listed below.

Minor Difficulties

I. Cost minimisation is most effectively achieved by “risk skimming'
— by enrolling only low risk patients. Legislation can prevent avert
risk skimming. The indigent may be subsidised and then expected
to pay higher premiums. However, it i still possible that an
market (especially in smaller population centres) would
not respond in 8 socially desired way. It is difficult 1o prevent selective
sdvertising and discriminatory limits 1o benefit packages if schemes
are not 1o be regulated excessively. Al best, administrative costs
would rise as the government administered a benefits scheme for the
needy and as the bealth plans categorised their membership.

2 According to the 1980 Canadian Royal Commission on health
care, US administrative costs for health care are 16 per cent of 1oal
eapenditure whereas in the centralised UK and Canadian schemes
the cost ks between 2 and 4 per cenl (quoting from Weller and
Manga, 1983). The CCHP would be expected to increase these costs.
Firsi, for the reasons quoted above, each individual would need 1o
be sereened and cotegorised, Second, unregulated competition would
entail significant expenditures on advertising. Third, considerable
noalinancial costs would be placed on the individual, in both
selecting an appopriaie scheme and, in many cases, fulfilling
reimbursemnenl reguircImenis.

1. It is not certain that health plans would proliferate and grow
as envisaged . (Enthoven himsell predicis a slow growth rate.) The
eisence of the prepaid plan i3 that i lmiis the patleni®s chobce of
services 10 thoae offered by the plan. (It is possible to waive this
rastriction if expenditures outside the plan are deducted from the
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plan’s revenue by a centrally adminisiered authority, but this would
expose schemes 1o very high levels of risk and retard their
wnlifn:hn.]'nhhuﬂﬂﬂnhmu Hellinger (1982) notes
if physicians are committed 10 fee-for-service practice and have
:Mlﬂhﬂpﬂh their patienis, new forms of
practice will iake root slowly. Further, s the CCHP may resull in
the prodiferation of salaried medical care, it i bkely that the medical
profession would strongly oppose its development. This alone could
prove fatal to the CCHP in Australia.

4. Once established, it s not cenain that health plans would
compete on the basik of cost. In the USA, Hellinger {1982) claima
that HMOs have failed to do so. More recently, howewer, Hay and
Leay (1984} report more favourable trends bul are careful not 1o
claim that the resulis are generally applicable, It s, of course, easier
for bustnesses 10 collude than 1o compete, and Ausiralion business
has traditionally excelled at this. Nonprice competition would be cost
enhancing, not reducing. There would be & particular problem in
country arcas where the limited supply of health facilitics and health
care personnel would make the competition envisaged by the CCHP
problematic,

5. The apparent suceess of LIS HMOH has been quoted to indicate
the benefits that could sccrue from the CCHP. While the evidence
docs, on balance, sugges that HMOn reduce coats, i is still not clear
1o what exient the data reflect the seli-sclection of carolled
populations (at keast one study, Manning f al., 1984, indicates tha
this is not a significam explanatory factor). More serboushy, i is nol
clear that resulis can be generalised 1o the nation. Al presenl, only
about 10 per cent of the US populstion is enrolled in HMOs. The
reduced use of medical services on such & small scale would not cause
u substantial supply-side reaction. Displaced physicians may easily
be absorbed in the dominant fee-for-service secior, Howewver, the
growth of the CCHP would increasingly jeopardise the incomes and
caareers of supplicrs, activating a variety of measured 16 provend
elflective cosl conlminment,

6. As noted, advacates of the CCHP place conslderable reliance
on cotmsurance and deductibles in order 1o reduce costs. Allowing
for the ineviiable supply-side response 1o the impoition of wser
charges, the best available evidence suggests that these would result
in a very umall and once-ofT reduction in expenditures and possibly
in no cost saving st all. Copayments also impose a variety of other
costs upon the consumer (see Richardson, 198%),

7. The evidence reviewed earlier strongly supports the hypothesis
thai ihere is likely (o be efTective cost containment when the entire
national costs of health care are concentrated in the governiment
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This wisiild fesult in an imbalance in the power of the cost -inducing

ability to surmount these obstacles.
Mujor Objections

There are 1w mors sericus seis of objections to the CCHP, Thae
arise from the (ssues discussed in Section 11, namely the level of
conwumer ignorance about health care and the value judgment upon
which health care delivery is based.

In & simplistic satement of the operation of the CCHP it may
be envisaged that the comsumer would evaluate the guality of care
offered by the plan. while the plun would be motivated 1o provide
or enmire the mosd cost-effective services, MNew technology would
be assessed by the managers of the plan and included or excluded
in sccordance with their consumers’ preferred trade-ofT between cosl
and quality. It is possibie that with a very limited number of plans,
where the corporaie objective was not profil maximissibon or
sitrvival, bul where the lack of competithon permiited alirudsilc
objectives, such an agency relationship would lead (o & saisTaciory
evaluation of the true impact of scrvioss. But such an oligopolistic
market b the antithesis of the CCHP. In the truly competitive
environment envisaged by proponents, the criterion for inclusion of
fervices in a plan would be "cost attractivencss’ — whether ihe
services would retain and increase membership, Cost attractiveness
and cosi effectivencss would correspond only il conmuners could
evaluate the services themaelves. As nosted earbier, this is not posaible,
In the enviconmeni of the OCHP ihere would be o compelling
commercial motivation for the distributors of new techoology 1o
employ the mos sophisticaled echniques for the remoulding of
consumer preferences with respect 10 new procedures. Simce the
evaluation of these procedures by rescarch professionals has proved
to be most difficuli it is scarcely credible that the casual response
of the individuasl could indicate objective benefits. In these
clreumstances the revelation of deliberately and skilfully distored
preferences could not be accepted as indicating consumer wellare.

Second, i is likely that the eguity rmplications of the COHP would
be uynacceptable in Australia. An imporiant clement i the plan s
that lvidniduals would have s financiad ioentive 1o select 1he cheapeut
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scheme. An inevitable consequence of this would be that the poor
would select the cheaper schemes. As envisaged, the CCHP would
be regulated so that a minimum level of care would be provided.
But for the scheme 10 be succesiful there would have to be significant
and obvious differences between plans. This permits two possible
situations. First, the difTerences could be with respect to inelfective

But the objective of health care reform is v prevent the
delivery of such services. Second, the differences could be with

quality care for the poor and this would appear 1o contravene
Australian values.

CCHPs have the potential for generating a cost spiral. Plans for
the wealthy would be sold on the basis of "guality’. In ihe healih
sector this is easily equated with quantity and with the nowesi
technology — a view that would be forcefully endorsed by self-
interested professionals and corporations. The perceplion of a
growing gap between the care offered (o the poor and 10 the wealthy
would lesd 1o continual and irresistible pressure upon the
government -regulated mindmum level of care. As the minimum rose,
i would be necessary o increase the appareni quality of ‘superior’
plams. To prevend this spiral it is Biely that there would be increasing
recourse (o regulsiory contrals, but with the government s effective
power emasculated by the need for plans to “fredy compete’,

The consequences of the CCHP, the social values it embodies and
its ultimate justification are clearly enunciated by a supponer of the
w:heme,

Unlike Sounclinavimm and the Beitish, Americnes are more ontbnislastic
about the virtee of the free marke . . | There b miore inkeraixe lieve
fov the belief, for betier or worse, that il one wani (o pay mone oo
should get more .. these Amencan values have created the socikal
climate that permits scceptance of Emthoven's ldeas . . 'Will ihe
cemmipetitive future envisaged by Enthoven slash woaring medical care
couthT By ., Healih incurence cover i fol very price seositive withis
the price ranges Nikely to ocour. ... Il & large number of American
have & chokee between plans with different prices and most of them
ehoase the high cost, top of the line option, ihe meisage o denr; we
not have 8 health care ot problem. (Meuhauser, 1990:1116-T)

a beficl in the efficacy of consumer sovereignly may also be
1o the LISA,

present LIS experiment may or may not result in sulficient
to achieve cost controbs as effective as those that already
in the UK, Canada and Australia, I it does, such innovalions
be selectively adopted by the regulatory authorities in these
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couniries. This it currently happening with the DIRG technigue lor
assesing hospital costs and with day care surgery in Auwtralia. 1
is unlikely, however, that the LS approach could ever achieve the
level of equity desired in these three countries.

Vi. CONCLUSIONS

In & dempcratic sockety there is considerable appeal in the claim that
individuals should be free 1o carry owt their business as they choose
withoul ipterference and without regulation, However, a society also
has the right to determine its own objectives with respect 1o the
distributlon of health care and 1he distribution of Income. Unles
it can be shown that these 1wo sets of objectives are compatible, the
demnand for unrestricied econombc freedom may become little maore
than the pubhc rietonc of the sell-interesied. Since the time of Adam
Smith the mowt powerlul kea linking economic freedom and social
objectives has been the argument embodied in the “welflare coonomic’
model of perfect competition. The social objective in this case is the
maximisation of consumer welfare or *utility” defined in a particular
way, namely what consumers reveal 1o be of value by their spending.

Three main points have been made in the present paper. The Tirst
is that neither the welfare model and ihe & priori analysis of s
defects, nor the theoretical contributions of the new political
cconomy of regulation, cstablish a satisfactory link between any
particular form of market — regulaied or unregulated — and sockal
objectives. Those who claim 10 demonsirate the superioniy of a
particular type of scheme by comparing a particular market with a
theovretical ideal are pemsrally guiliy of bad analysis. The

of the theoretical arguments are cither ot Fulfilled

or, &t best, the subject of empirical investigation. Similarly, it is an

empirical issue whether a given objective can be achieved efficlently

ar more efficiently with a particular set of regulations than withow

. The evidence suggests the unsurprising conclusion that

badly Formulated regulation may mot work. However, while the

evidence is incompilete, the available indicators must lead 1o the

conclusion that in the UK, Canada and Australia regulation has

resulted in a fairly satisfactory outcome as judged by the LS
performance.

The second major point in the paper is that when the Information
available 1o consumers s poor there i a srong case for abandoning
or st least for interfering with consumer sovereignly as o social
objective. Advocaies of deregulation sormetimes appear 10 SUppon
the tnntological argument that products are demanded because they
provide benelits and the evidence for these bencfits i that the
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products are demanded . Worse wtill, benelits are sometimes simply
defined in terms of consumer sovereignty. The circularity of this case
is broken only by a clear link between consumer chowce and comsumer
benefits defined in some objective way, This fink is usually provided
through an assumed level of consumer information with respect to
the nature of the product. The evidence does not suggest, even in
ihe context of the proposed LIS CCHP, thal consumers afe capable
of evaluating the consequences of health care.
Third — and the point that appears (o be most neglected in the
literaiure — any proposal for & healih swheme presupposes a
social value system. Those who cannot conceive of an
alvernative 1o individual cconomic freedom in the health care secior
simply do not understand the basis of thelr proposals. This
relationship between values and bealth system can be highlighted by
paraphrasing and supplementing a passage from three of the UK
leading health economists, Culyer, Maynard and Williams
(19810356, 149):

Two protoiypal seti of value syulemi may be enveaged. The T
approaimaies the prevailing values of the LSA, Wea Germany and
France, I is belleved that personal respoaaibdlity for pchievement i
ety iEtportand and that uneamed rewards popadise sconomic prowih
and underming moral well-being because of the connection between
moral well-being and personal effon. Social Darwiniam resulis in o
seemibngly cruel indifference (o some, Charity is & proper vehicle for
any concern in this regard. Freedom is sought as thse sppreme good
in itsell, Compulsion stienuates perwonal respomubilicy, Centralned
heabth planning snd & lorge government role in health core financing
wy an unwarranded sbridgement of individusl froedom. Equabity
before ibe baw b the key 10 equity and [resdom should be ghen
precedence over eguity whenever the iwo conflicd . The protolypal
health care system that i likely 16 evolve i & sooety wilh these valucy
will seck 1o watisfy conuemers through the market. Acce o health
care will be part of (he econoamic ‘reward system’ iR which rewards
depened upon willingnes sod abiley o pay, There will be minkmal
and i

With the secoiad prototypal s of values — approsimating (hose
im the UK and Scandinavia — personal incentives are viewed as
deniralhie but evomomic faibire is i equated with social worthlesumess.
Charity is viewed us demesning to the ceciplent, corrupting (o the
donor eid usually inequitsbhle. It ks preferable 1o create wocial
mipchamimi to determdne enlktlemenls (hal are sanct e by sockety
o jwrpe. Freodom is seen a8 the presence of real oppormsnities of cholee
wid while sconomic comtraints mre less ppenly cosrcive than political
constraints they are nevertheles real. Freedoen ba nol indivisible but
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miay be sacrificed in one respect (o obtein @ grester freedom i wme
mther. Covernmeni i the mesns by which individuals achicve greater
sope for eolion, that b, grester freedom, Equity in cemain bayic

is he extensinn (o the many of the freedoms ot herwise enjoyed
by only & few. It is morally justified 10 restrict some of the freedoms
af the more powerful to protect the freedoms of the less powerful
membert of e society ., The corresponding protorypal health cuire
systemt will serk 10 promote health, ot comsume? rights. Equal aocess
to henlth care services will be an imporant objective. Payment will
be theoagh the taxation system, litde or nothing will be paid an the
poknt of service. There will be central comtrol of budgeis and phryskol
rescairces. Coutiervalling monogsony power will e exercised 1o
masberabs ihe umpact of market foroe.

Australian sititudes appear 1o be closer o those described by the
second value system. This should not resubt in a health system
resembimg the corresponding protot ype if the empirical relationships
in the world were such that the sysiem imposed an unacceptably high
hurden = if costs were significantly higher and outcome poorer than
in the market system. To date, the evidence sugpests that the opposite
may be true and that the unacceptalble burden may be for those who
persia with the market oriented sysiem of health care.
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Pro-Competitive Measures

Cotton M. Lindsay

Health experts in the Linited States these dayy converse in a mind-
boguling language replete with three-letier acronyms like s,
PPA, and DRG. This proliferation of names and the inctitutions
they stand for are manifestations of the fact that the method of pay-
ing for things has importani econoic consequences. 1 | am going 1o
talk about HMOs, PPAs and so forth, | need fo make some lists
and some distinctions. | said that all of these things are manifestations
of the fact that the way we pay for things has sconomic conequenoes.
This is an idea that has been resisted bitterly by the American health
administration esiablishment. They have aftempted 10 deal with the
vartous consequences of modifying the way we pay for care with
a number of sometimes costly and nearly always incffective
techniques. First they used a technique thal we in America cull
‘jawboning'. When the adoption of Medicare and Medicaid began
causing prices to rise, these experts attempted 1o ‘talk prices down’
They started calling people names and using valuc-loaded language,
filling their analyses with terms like “cream skimming', ‘moral
hazard® and ‘abuse of the system’. This was done in an altempt (o
make these consequences of changing the way we paid for health
care go awiy. I wis ol effective.

When jawhoning did not work we had a wave of regulation in
the 19708 — 1 inlked about that in my earlier paper and will bring
It up again later on, so we will leave it for now, | am getting ahead
of my story. The bottom line is that these regulatory technigues did
mot work very well either. Antention finally turned 1o attempiing to
control costs by fostering [or Imposing) struciural change on the
institutions providing carc. This Is the so-called ‘competitive’
approach. It is this latter approach thai has brought the HMOs,
PPAs, and other provider novelties to the centre of the health policy
debate 1oday,
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Before we get into the details of what each one of these things
i, | want o point outl the mage of dimensions in which paying
Tor health programs has economic consequences. | have not come
up with any effective scheme for grouping and arraying the various
consequences. | am just going 1o Hat the various dimensions in which
the contequences occur. Then | will talk aboui the various programs
in more or less chronological order .

There are four dimensions that | wam to talk abowt. As | have
listened 1o the various presentations today, others have occurred 1o
me that | wish | had thought of, but it is 100 late to try 10 work
them in now. | am going 1o restrict my comments 1o the following
four:

g
?
i

The first dimension, quantity, has been talked about & lot today.
The quantity that actually gets provided is, of course, affecied by
the interaction of the demanders and suppliers in the various markets.
In the previous session Andrew Doman gave us an insightful
discussion of how the price that demanders pay and other faciors
influence the quantity that people want 1o receive,

But supply responds (o price 10o. Even the health experts will
sometimes allow that demand is responsive to price, but they are
loath 1o admit that supply curves slope upward, and that this might
have important consequences too. If the price suppliers get for
providing services in lowered, fewer services will be provided, even
though demanders have very elastic demands for those services. And
this effect will become more pronounced in the long run. Both
demand and supply-side consequences must be consldered when we
evaluate the quantity dimension of these various Minancing schemes.

The second dimension | wani 1o alk about is quality. | have in
mind something very specific when | mention quality here, because
there is another dimension of quality that | will get to in a moment.
Here | have in mind the medical efficacy of whatever treatment has
been provided. | maintain that the range of providers over which
the demander has some choice will affect the quality of 1he care be
O she gets.

The third dimension of these consequences is risk exposure. There
i & large random ciement in the demand for medical care: whether
any one of us is going to come down with cancer next vear or pexi
month is probabilistic. If we happen 1o be unlucky and become a
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cancer victim, we are golng to be spending & lot of money on health
care; il we don't, we are nof. This breeds a demand for insurance.
People are fundamenially risk-avérse, and when exposed 1o the riak
of large losses, will seek 1o cover these with some [orm of insurance.

Fourth and lasi, there is the dimension of product design. This
is what | am trying to distingaish fram the concept of quality. Quality
denotes only the elficacy of care, the effectivensss of the intervention
i bringing about speedy recovery. However, we also sometimes talk
sbowt quality of care in terms of the range of benefits that are
supplied along with whatever therapy we are receiving. Let me try
to make this clear with examples. At one extreme might be compiete
‘mo frills’ care, in which amputations are performed without
anaesthesia for example, though there is very linle nsk of infection
or complications. 1t is a different sort of product from whal might
be supplied mt the other end of the wpectrum, where very lunurious
hospitals provide gourmet meals, string quareis, manicurisis gnd
hairdressers coming in daily, even though the therapeut ic aspects of
care are équivalent. The way bealth care is provided and linanced
alfects what happens (o this dimemsion as well.

Financing Mcihods and Their Consequences

| pow wani io move to & discussion al three dilferent syatems Tor
providing and Minancing healih care and their consequences (00 our
four dimensions,

Fee-Tor-service. We will begin with the original ssd certainly the
simplest system, the standard sort of over-the-counter transaction
in which each service is priced, and comsumers pay for the quaniity
they choose to consume. Clearly in terms of itema |, 2 and 4 in our
lisi, this is ithe best system. It i best on the quastity dimension
because people make calculations about marginal quantitnes of health
care. When they consider visiting the docior one more time, they
weigh the beneflit they percelve from the vishl agains the out-of-
pocket costs, They go only I the trip passes this litle cost-benefit
jest. We could engage in some guibbling around the margin
congerning the desirability of thai choioe when patients musi make
it in ignorance of the medical worth of what the doctor might do
in individual cases. However, it is my befiel that quantity in a fee-
for-service market arrangement is less subject to the sorts of gross
distorntions that are likely in some of the other market arrangements
we will 1alk about,

As 1o guality, fee-for-service is typically conducted in & highly
competitive environment. In the United States there are nearly
400 000 medical practitioners of one sort or another. A person buying
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medical care over the counter can be (reated by anyone he or she
is willing to pay for. The consumer sees an array of prices and varying
degrees of professional distinction and chooses 1he combinaiion that
provides the right sort of service at the right price. In this environment
there ks an incentive for providers 1o supply high quality service. They
wani fo earn & reputation for kigh quality care, becawse doctors who
are well regurded by demanders can charge more. The more people
demand their services, the higher the fees they can collect. Fee-for-
service b conducted in o competitive environmeni, and thal
competition improves quality.

| do not want to exaggeraie the beneliis of this sort of competitive
environmeni. The history of medicine presents real problema for
evonomists who want 1o argue that & (ree market sobves all allocative
problems. | think it s fair to say that until the middle of the 19th
century most doctors did more harm than good even when using
state-of4he-an methods. Certainly, doctors back then were unable
10 cure many problems, and quite often what they did made the
patient worse. In fact, this had been true for hundreds of years, yet
there continued to be throngs of sufferers willing 1o pay for this
worthbss treatment, That this could go on for =0 long i a source
of geneine embarrassment 1o those economists who assume that
people are able to process this sort of information and avoid
misrepresented products after sufficient experience. Still, taking all
this into scoount, | am convinosd that the possibility thai & patient
who feels mistreated may go elsewhere does have a disciplinary ef fect
on wuppliers. | think this i3 obvious (o anyone who has observed
systems where this sort of competithon is not possible. | think

ion improves gquality,

In the product design dimension lfee-lor-service alse has desirable
consequences. These occur for the same reason that ihey occur in
connection with quality: this form of provision leads people 1o make
approprisie decisions a1 this margln. 17 people wani 1o bear the extra
cost of having & string quartet in their room or having steak every
day instend of tuns salad, they will patronise facilithes thal provide
these — even though the price is higher. Under lee-for-service people
ivpically get whai they mre willing to pay for.

The problem with fee-for-service arrangements obviously lics with
dimension 3, risk exposure. A bad roll of the dice can cripple its
victim financially ms well as physically. There is a demand for
insurance, and therefore typlcally we buy medical care not strictly
in & fee-for-service environment but in one in which some sort of
insurance I§ attached to the purchase of modical care. And the nature
of this insurance contract can dramatically alter the performance
of the system.
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Relmbursable imsarsace. Now conuider the standard reumburse-
ment lasurance contract of the sort that developed in the United
States and perhaps in Australia. This insurance s provided on a ‘cost-
plus’ basis. John Goodman told you earlier a little bit about cost-
mmnwmﬂmﬂm.umwrm
|mmmmm:hmmwhmﬂm’
Medicare and Medicaid (both reimbursement programs), for a certain
portion of their total costs, and that's that. Obviously. whwere
insurance is present, this will have important effects in the risk
exposure dimension. However, not only does it afTect risk exposure,
ﬂhﬂhmlkmhiurﬂwﬂ,htlﬁrmﬁnfmhﬁn
has consequences in 1he guantity and product design dimensions as
well.

Every participani on this program, mysell included, has talked
abowt moral hazard, and | do not need 1o say much more about those
consequences, Lowering the insurance copayment rate lowers the
price 10 the consumer, and the consumer will demand more services,
will seek to go to the doctor more often, and will stay longer in
hoapital.

Ax this mncrease in demand regiaers in the markel, iwo things
happen. Initially, because supplies are not perfectly responsive 1o
changes in demand, we get inflation in these prices, Prices of hospital
and physician services rise. Second, after a lag, the quantities of ihese
services will expand in response to higher prices. As | mentioned in
my earlier paper, the term ‘moral hazard' is merely a reflection of
the principle that demand curves slope downward, People demand
more when prices fall. This is the substance of the guantiry
consequences of reimbursement imiurance.

However, in dimension 4 we see a similar sort of thing happening.
Competition among providers tends 10 have the elfect of attaching
miore frills 1o the product supplied. The cost to the hospital of adding
more frills (s effectively zero: it gets reimbursed for costs whatever
they happen to be, Because hospitals are competing with one anather
for patients, cach has a tendency 1o add these sorts of things to their
product. If one hospital offers a string quarier, and insurance
companies are paying all the bills, then patlents will demand 1o be
admitted 1o the hospital that has one rather than another hospital
that Iacks such luxuries. Sooner of later all the olher hoapitals decide
that they had better get a string quartef too, or they are not going
1o have any patients. This sort of escalation in the range of services
ripples around until the costs of care are sky high

OFf course | am exaggerating with this string quartet businews, but
effects | am describing are real and they have imporiant
consequences. Some evidence on this score is provided by comparing
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the rates of health care cost inflavion in the United Siates in the
decades before and after the adoption of Medicare and Medicaid.
It is embarrassing (o those who like to blame all the problems in
the health secior oo government indervention, but the fact is thaj
the inflation in health care prices (relative (o other goods and services)
wias greater from 1955 to 1963 than in the following decade. One
obvious reason for this i that it was preciacly during the sarkicr period
thai cosi-plus relmbursement insurance was exiended (0 most
Americans.

As | mentioned exrlier, the government's initial response 1o these
price and quantity consequences was jawboning. We had & name-
calling sessson that had no effect whatsoever on the riving tide of
health expenditiure, There was a period in the 19708 when i seemesd
like the enline Social Security budget was going to be consumed
financing hospital care. One of the favourie expressions of the times
was that health care costs were "oul of control’. | am not sure what
thai means, but | suspect thai some of the people who said it were
simply admiiting thay jawboning was not keeping costs down.

Al any rate, ihe nexi atiempd (0 denl with these consequences
involved regulstion. We sdopted the Physician Service Review
Ovrganization system for physician peer review, which created a
mountain of paperwork, For every operation the surgeon had to file
detailed reports describing exacily what the condition of the patient
was, what the surgeon had done, and why. Statistical analyses of
experience under this system found that it had no measurable effect
on surgery, or on anything clse for that matier,

The Centificate-of-MNeed program for hospitals was an even larger
burden. In order 0 expand or build a hospital it was necessary 1o
file & document, which would be reviewsd by regional health boards,
demonstrating the *need” for this comstruction. OF course, there was
a greal demand for new hospital capacity for reasons jos discuised.
Cost-plas reimbursement teleased o lnrge amount of resources thai
increascd the demand for howpital services. A lot of agencles, boih
public and private, wanted to get into the business of supplying this
extra demand, and this competition 10 get the authorisation took
ithe form of submitting laiter Certificate-of -Meed applications, This
was very cosily to hospitals and ultimaiely o consumers and
inxpayers bocause they had to pay the bills for all these applications.
Om the other hand, it created a real bonanza for economists and
accouniunts in the Linited Stales because the firms engaged in
prepanng these applications typically billed on the order of
USI200 000 to USSI00 000 per certificate.

The Certificate-of-Need program had no effect on  bealth
expenditure either. As a maner of fact, many siates in the US have

I
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now abandoned this program, and regulation of hospital building
in experiencing & hiatus. This s nol o say that the problemi have
vanished; it merely suggests thai confidence in the power of
regulatory authority (o cormect these problems has been shaken.

I 1 may summarise (o this point, we have the lallowing situation.
Insurance {(both public and private) is creating & bt of excess demand,
with consequences in the quantity dimension and product design
dimension. It is also having consequences in the risk exposure
dimension that are making people happy. but it i creating problems
in the other dimensions. Disillusionment with regulation has led some
o seck to address (hese problems by altering (once again) the wiy
healih care is financed and provided.

Frepaymeni plans, The firsi experiment along ihe lines of a
prepayment plan wis (he Health Maintenance Organisation (HMO),
As we have noted, the problem with reimbursement insurance is that
both patients and providers have an incentive jo expand service
beyond the poim where i is worth what it cosis. The HMO introduces
incentives ta restrain expendiiure tn those dimensions by combining
ihe insurance funciion and the healih provider Tunction wiithin ithe
SAME OF ganisation.

This can and has taken a number of forma. A group of doctors
could contract with a hospital to supply a certaln amount of hospital
services. They could then sell hospital or medical care services on
& prepaid basi. Insurance companies can form HMOs by hiring &
group of doctors and building a hospatal. The struciore of ihe HMOD
is not really as important as the fact that the providers, physicians
and hospitals, are contracied for on a prepayment basis: so much
per patient or so much per group of patents. This alleviates sl lemst
some of the difficuliies in the outpu and product design dimensions.

HMOw employ screening of one sott or another to decide which

povinted
not really swept across the American medical landscape . Cne might
expect that an institution that solved these serious problems would
rapidly displace a system with the undesirable comeguences we have
outlined, but that has not been our experience. In 1972 about three
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per cent of the US population was covered by some son of
prepayment plan. In the inlervening 15 years, this has grown (o shout
& per cent.

The solution to this paradox may be related (o item 2 on our list.
Adthough HMOs do scem 1o control these comeguences in the
quantity and product design dimensions, there may be a problem
in the quality dimension. Paticnis and subscribers of HMOs hose their
freedom of chokee. Dactors | know prefer to call this the advantage
of the personal doctor-patient relationship, bui |, being an economisi,
refer 1o il simply as the benelits ol ko,

The HMO typically hus a stable of doctors, and subscribers must
choose from among them. A subscriber who is not satislied with
one docior may chooss another (rom the group bul may nol go
outside the panel associated with the HMO. Obviously, subscribers
do nmot have a3 much choice as they do under f{eo-forservioe or
reimbursement insurance. And with this reduction in choice goes at
least a perception of quality control, Patients do not leel like the
product they are geiting is a3 good.

I have experienced this feeling mysell. When | was on the faculty
of the University of California at Los Angeles, | was a subscriber

insurance plans also avallable through the university, and the
coverage was more extensive. S0ll 1 felt like a very small cog in a
very large wheel. | Telt as if | did not have much contral over the
product | wis geiting from Kalser Permanenie, and | finally dropped
oul of the plan and went back 10 & standard commercial insurance
reimbursable plan.

in defense of HMOs, their proponents, like Professor Alain
Enthoven of Sianford University, argue thit competition is nof really
climinated by HMOs bl merely shified. In many cases employers,
like UCLA, have a whole range of alternatives including several
HMO plans for employess to enrol io, and the subscriber has a choice
between & number of competing plans, Therefore advocates of
HMOs argue that HMO organisers have an incentive 1o produce high
qualily medical care because they are competing with other plans
for subscribers,

My hunch is that the American health care conswmer has not found
the reaults of this kind of competition as effective as competition
between one doctor and another. In other words, Americans feel
more comfortable choosing among doctors than among anonymous
HMO organisations. Certainly, as far as government patients are
copcerned, there s never any incentive to enrol in HMOs; the cost

it
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savings associated with belonging 1o an HMO go 1o the US Treasury
rather than 1o the patients themaelves. Mone of the Medicare or

Muedicald patienis have an incentive 1o join.
On the Horns of a Trilemma

To sum up this experience, we seem (o be caught on the homs of
a trilemma, if there in such a beast, First we have reimbursable
insurance with excessive use and high premiums (and high taxes in
the case of its counterpari, govermment -financed cosl reimbursement
programas). Second, we have the ineffective bui costly regulation that
can be attached to these options. Third, we can go with HMOs that
reduce outlays on health resouroes but have differen) consequences.
With HMIOs we lose the benefits of competition and personal doctor-
patient refationships.

I wish | could say that American experience has provided a solution
o this trilemuma, bat thal dmply is pot true. No miracle cure has
been found. Indesd. as an economisd, | must predict that we are
unlikely ever to discover one. Ax | pointed oul in my opening
remarks, methods of payment have economic conseguences, and the
an of policy making consists of schecting from among such methods
thie one that produces the least disagreeable consegjuences.

This is not to say that we have exhausted all possibilities for cost-
saving innovation in health care delivery. | can point 1o [wo
promising alternatives that are being tried with some success. One
has emerged in the private sector while the other originated in
Washingion .

Im the private sector we have seen the emergence of something
called a Preferred Provider Organisation (PPO),. Rather thon
combining providers and Insurers within a single organisation a is
done in HMOs, the PPOs maintain s scparation bevween these fwo
fumctions. In this senae they are like reimbBursable msurance plans,
They differ from relmbursable plans, however, in the fact that they
negotinte with providers prior to the dellvery of care over such
matters as fecs, charges and utilisation rates. As the PPO in question
may have tens of thousands of subscribers, their power 1o command
stch pccommodations is substantial. Doctors and hosplials thal sre
willing 10 supply services ot reduced mtes are identified os preferred
mﬂh = s

PPOs differ from HMOs by not locking their subscribers into 2
particular set of doctors and hospllals; patients are free to use any
provider, regardicss of whether it is on the PPO panel. The important
feature of these plans for cost control i that the PPO reimburses
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visits to mon-pancl providers at the same raic negotinted with
preferred providers. Subscribers who choose to visit non-panel
providers must (hemaclves pay the difference between the fee charged
by this provider and that negotiated with providers on the panel.

There are, in other words, dtrong incentives for subscribers
themselves to control the costs of the health care they obtain. Those
who are anentive 1o the health resources they use end up paying bess

certain cased providers outside the panel offer something worth
paying for are free under the PPO sysiem 1o seek it. The PPO
combines grester cost control than can be obtained with
with more of the benefits of freedom of
chobce and competition than HMOs can provide,

The second innovation was discussed carlier by John Goodman

|

may be.
performed within Diagnostically Related Groups (DRGa). Patient
stays in hospitals are grouped into diagnostic categories, and
reimbursement rates are determined for cach. Instead of simpl
ing hospitals for everything they choose to supply, and
therefore influencing them 1o provide as much as they can convince
patients to sccept (and to provide as many siring quartets as they
can talk the government imo financing), Medicare and Medicaid
reimburse a particular amount for each patient treated with & given
set of symptoms.
me.mmlhnlhtmmrpnhu
requires a three-day hospital stay, a sexsion in the operating room,
and refated services that would cost, if purchased o fo carte, 8 tolal
of $1750. Medicare under the DRG reimbursement system simply
gives each hospital 31730 for cach appendectomy performed
regardless of what was provided in each instance. If the patient can
be relensed after two days, the hospital makes money. If the patient
must remain & fourth day, the hospital loses. These DRG
reimbursement raies are calculated on the basis of averages, and
presumably prudent hospital administrators can cover their costs on
AVETREE.
mmnbmﬂtmﬂmmrﬂunmmh:mﬁfmurm
1o thai for which it was developed. One can foreses the possibility
that under this regime hospitals may be mfluenced 1o supply bess case
thnmpk-mﬂhyuuru—hmhﬁmdwml
skimpier product than they would have chosen on thal basis,
Whatever the effect of these biases, and two and one-half years of

i
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sort of ‘reduce cost 8t any cost” regulatory approach, We are moving
{perhaps stumbling is a betier word) iowards a recognition thal the
bisit way 1o achieve an allocative objective is 1o adopt processes that
harness rather than ignore market foroes. To an economist this
appeans o be real progres, | ook forward 1o obierving the progress
of these two innovations over the next three or four years.
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explores the reasons for the highly successful privatisstion revolution
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similar revolution can, and should, occur in the US.



Privatising Government Health Care
Programs

John C. Goodman

Privatisation is the practice of moving asscts and activities out of
the government secior and inio the private sector of the economy.
It {5 the practice of having private, profit-secking firms do whad was
previously done by public officials.

Until recently, very liitle thought or atiention was given io the
suhject of privatisstion. Traditionally, conscrvalive governmenis in
countries arownd the workd have tried 10 hold hack the growth of
the public scctor and allow for the expansion of the private sector.
The iraditional conservative approdach s (o iry 1o accomplish ihis
objective by holding down spending on public sector programs. The
probleim with this approsch s that i seis the conserveive governmeni
against s opposition over ihe level of spending on particular
programs. While the conservatives may be able to redoce spending
by some amount, they always do so ai great political cost, and cven
when they enjoy some tocoess, the suoceis is usually very modest
and the spending cuts are not very greal. Moreover, these successes
are frequently very temporary and are easily undone once the
opposition regains political power.

The approach of privatisation i very different. The technigues
of privatisation allow the government (o avoid altogether the debate
over how miuch is going 1o be spenil on a particular program and
io focus instead on the wholesale transfer of the program 1o the
private secior. Once the transfer is made, individeal choice and
market forces begin 1o play a greater role in delermining how
resouroes are going 1o be allocated, and government burcaucrals and
political special interesta play a lesser role.

What makes privatisathon palitically practical whereas spending
cuts are notT In the first place, goods and services produced by the
private sector are generally produced ai & much lower cost — ofien
it one-half the cost — of public provision. In the seoond place, with
compeiiiion or competitive bidding among potential private
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suppliers, the quality of the product is generally higher in the privale
sector than in the public sector. In principle, then, privatisation leads
to higher guality goods or services, produced al much lower prices.

The fact thal privatmation leads 1o higher quality lor lower cost
is extremely important from the point of view of practical political
advantage. 1| means that consumers of the good or service gain
beciuse ihey are able 1o pet & beiter product, It also means that the
government almost always saves moncy when it privatises. This
savings provides government ofTicials with a new source of funds,
and thewe Mmhnﬂhmm'hurnrrﬂwmlhmﬂ

Pine's book represented an important contribution (o what migh
be called the “new political science’. He explained at a theoretical
level why various praciical political sirategies work. As the case of
Britain llostrates, privatisation i a political option that does work.
Alihough Margaret Thatcher was able 1o make almost no progress
in cuiting government spending for wvarious prograoms, her
sdministration has been extremely successful in privatising ihose
programas.

Consider that:
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When Margaret Thaicher assumed office, nationalised
industries sccounted for 10 per ceni of Briimin's Cross
Domestic Produce and onc-scventh of 1ol investment in the

PCOROmY.
Nationalised industries employed 1.3 million people and
dominated the transport, energy. communications. sieel and
ship-building scctor of the economy.

Under privatisation, the government has sold more than
LIS85.5 billion of wock in nationalised companies and intends
o continue selling al the rate of abowl LSS2 billion o year.
To date, more than 400 000 joks — slmos) one-third of the
total nationalised workforce — have boen transferred (o the

private sector.

Privatisation, of course, is not conflined (o Briain, 11 is occurring
all ver the developed world, throughout the underdeveloped world,
and even in communist countries. Consider, for cxample, some of
the recent experiences of developing countries in Asia (Rowley, 1985,
hhq fl:lﬂhnﬂ'lill_l_

i

Lo the private sector in Banglsdesh, Thatland, South Korea,
Malaysia, and Sri Lanka.

State-owned airfines are being sold (0 the privale sector in
Thailand, Singapore, Bangladesh, Malaysia and South Korea.
State-oened banks are being sold 10 the private sector in South
Korea, Bangladesh, the Philippine, Singapore and Talwan.
Railways nnd bus services are being privatised in Thailand and
Sri Lanka.

Highways are being privatised in India and Malaysia.
mmmmmmmm in Singapore,
Bangladesh and Sri Lanka
mﬂwwmmmﬂmlhwum
sector in Indis, Soulh Korea and the

State-owned hoteli are being sold in Singapore and the
Philippines.

Cither general indusiries are being privatised in 5ri Lanka,
Pakistan, Singapore, the Philippines, India and Bangladesh.

¥t while other countries have dabbled in privatisation, the Britih
have honed it 10 a science. In this sense, Britian has provided the
world with a showcase for cdber nations 1o emulate. In what Follows,
I will draw an the British sucoess story 10 develop lenons for other
Covlimlries.
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Privatising Entitlement Programs

An “entiilements program”® is 8 program under which individuals
reccive money of goods in kind from the stalc ;s o matier of law,
Ini this paper | will use the term (o include services such as health
cure, where, although the individual is entithed to the service i a
matier of law, there may nonetheless be rationing (such as rationing

waiting).

It is generally acknowledged that entithements programs are the
momt difficult ones (o privatise. This is because entitlements programs
are generally pure redistribution programs — programs that iake
money out of the pockets of one group and put it in the pocken
of some other group. The difficulty of privatising such programs
is that the privale sector does not arbitrarily redistribute income
except under threat of coercion.

Of all entitlements programs, Social Security is surely the mosi
difficult to privatise. Under Social Security those who pay into the
system (the young) and those who receive benefits from the sysiem
{the old) are clearly separated by age. Moreover, since the Social
Security systems of almost all developed countries are pay-as-you-
g0 systems, they represent pure redistribution of income from voung
o add. It is difficult for most people to soe how such 8 program could
be transferred 1o the private secior.

Nonetheless, these programs can be privatised, and once sgain,
the premier example is Britain. In 197, Britain established a two-
tier Social Security program and allowed employens to contract
workers out of the second tier by providing them with good private
pemsions (Goodman, 1981). Just seven vears later, in the spring of
1985, the Thatcher governmen! announced its intention (o abolish
the second tier aliogether and rely completely on the private sector
to provide second tier pensions. Chile is another country that has
made substantial progress in privatising its Social Security system
by encouraging individual retirement accounts as an allernative to
participation in the government pension scheme.

The experience of other countries in privatising Social Security
is very imporiant in understanding how government-run health care
schemes can be privatised. In general two groups of people derive
benefits from national health inswrance. On the one hand, there are
the beneficiaries of working/taxpaying age. This group derives
benefits from state-provided health care, but it also pays the taxes
1o fund those benefits. On the other hand, there are the clderly. This
group derives health care benefits from the state bat pays very lintle
in laxes. As a consequence, thelr health care benefits are paid for
by someone chie — specifically the population of working age.
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O the two groups of beneficiaries, the elderly pose the biggest
problem, Privatising healih care for this group s more difficult than
privatising healih care for the working populatien. To date, | know
of pno country that has privatised health care for the elderly. However,
the problem is very similar 1o privatidng Social Security and much
can be learned by taking a close look st how Social Securily has been
successfully privarised,

The Case of Social Securiiy

I want to begin by discussing two principal ways of thinking about
Social Security programs that interfere with our ability to think about
privaie allernatives 1o them. When economists think about opting
out of Social Security, they frequently come (o the conclusion that
it will nod work. And they think it will not work for two reasons:
The first is that economists think of Social Security s a government-
fun chain letter. They are guite right about that, by the way. It is
a chain letter. It is a Ponai scheme. In most cases, Social Security
Trust Funds are in fact litle more than accounting deceptions. For
all practical purposes, every dollar that comes inlo Social Security
is immediately spent — every hour of every day. No funds are being
stashed away in bank vaulis, or being invesied in interest-bearing
asscls.

Chain Jetters exist in the private sector, but the problem s that
private secior chain letiers are short-lved. The thing that is unbque
about the chain letter run by the government is that the government
has the power 1o tax. | can remember & decade or s0 agn, the
American cconomist Paul Samuelson was writing about Social
Security and came up with the brilliant observation that Social
Security i u Ponzi scheme that works! The reason be sabd it works
is the government's power 10 tax. Now everyone is willing 1o admir
that the private sector can provide pensions. 1| can provide pensions
that work. But few of us would be willing 1o admit that the private
sector could provide a chain letter that works. And, therefore, since
Social Security i primarily a chain letter, it would appear that i
must necessarily be run by government.

The second idea that inter{eres with our thinking about this area
is that when cconomists think about private alternatives 10 Social

i sl
What happens when chain letiers collapse in the private sector?
There are losers. They are the last people who bought in. And who
are the lasi people buying into the Social Security? They are the

[LE]
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current generation of workers. The current generation of workers
is paying taxes into the system 1o support the retirement pensions
of the elderty, Why should this group of workers say, “We'll continue
1 support the ebderly, but when it comes our turn, when we retire,
we'll not accept anything from the generation which follows”. What
that would mean is that the curfent generation would be reguired
to pay twice. They pay once for current generation of retirees, but
when they retire, they will be taking on the obligation of paying for
their own retirement.

| think these two points are instructive because if we think about
them for a moment they can help us see our way out of this, Let
me return first 1o the chain letter idea. When Social Security was
started in the United Sates, it was not sold to the public by politicians
bringing Paul Semuelson 10 Congress 1o testify that he suddenly
discovered a way to make chain letiers work. Instead, when Social
Socurity was started, there was & lot of hoopls about comparing
Social Security schemes 10 the private pensions schemes. People were
encouraged (o think of Social Security #s a subhstitute for private
pensions. As & matter of fact, most people even today think that
Saciyl Security and private pensions are subsiilules. 5o given that
the public is already of that inclination, why not encourage them
to continue thinking of private pensions as & substitute for Social
Security?

We are helped in this by a fundamental principle. The principle
is thai b & mature Social Security system there ls a theorelbeal limi
i ihe rake of return eich generation can eam on iis invesiment in
Socal Secirity. By mature system | mean one in which there is no
net population growth and each generation ks essentially getting the
same deal from Social Security as every succeeding gencration. In
such @ svalem, cach gencration can get & rate of reforn from ifs Social
Security dollars equal to the rate of increase in real wages that is
occurring in the cconomy (Aaron, 1966). Historically it has boen tree
that the rate of return on capital has been two, three or four times
greater than the increase in wages, People who are forced into &
system where they are getting a low rate of return when the market
Is paying & much higher one will tend (o perceive thsl private pensions
are a much more attractive aliernative. They will perceive that they
mre worse ofT under Social Security than if they had pul those same
dollars into the private capital markel and recetved the rale of retarm
on capital,

What about the problem of this generation paying twice? In the
first place, gencrations do not make declsions as generations, We
make decisions as individuals, And that v & very important poind
in thinking abowl private alternatives to Social Security. What we

8
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have (0 do is create an alternative that individuals perceive 1o be in
iheir sell-interesi — inespective of the effect on thelr generation,
in Britain and in other countries (Goodman, 1983). There are three
praciical political realities that we cannot get around, The firs
principle is: promised beneliis must be paid. We will not sucooed
with opling oul schemes thal say 1o the elderly “We're going 1o o
you off*. Maybe we can cul back on benefits a litile bit. Maybe we
cin play with the indexing provisions and do something there, but
Bl very much.

An effective approach in promoting privatsation is 1o argue that
it would make the future of Social Security more secure. That i what
they did in Britain. The British government did not say it was going
1o destroy Social Security, They said it was a plan 1o make Social
Security secure. They sakd, the system is in trouble, and we are going
to make it better. The political sirategy s to assure the clderly thai
we are nol going to take their benefits away feom them; that we are
going to make it more likely that those benefits will be paid.

The second principle is: the choice must be voluntary, s least for
everybody that has already padd taoes inlo Social Secerity. We cannol
say, "We're going to throw you oul of the system”. The option miust
be open to people. We might do what they did in Chile and say tha
for each mew generation of workers entering the labour market, who
have never yel paid any taves to the sysiem, they automatically
mvast be in ihe privaie sector. Bul we cannol oy thal 1o the current
generation of workers.

The third principle is: if people are to be given a choice, then there
must be a differential tax. It must be in their Minancial self-interest
to be out of the system. Workers who want 10 remain in the system
will face a very high payroll tax, or & very high income wix, But if
they opl out of the system they pay a much lower ax. Then
Individuals go through the calculations and discover that an the whiale
they are better off opting out of the system.

I remember when | did my study of the British Social Security
Sysiem, | calculsted the rate of return thar workers earned a1
different age levels and different income levels, vwo that | could sec
how well workers did outside the system and how they did inside
ihe wywiem. | showed ihk 1o a high ofTicial in Health and Human
Services in Britain and said | thought it was very interesting and could
not find anywhere that it had ever been done before. He looked at
what | had done and was very irritated by the entire enterprise. |
asked what wan wrong with it, and he replicd, “Well, we don"t
generally think it's a good idea 10 encourage workers (o calculate
to soe whai kind of raie of return they pet in the system”.
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True enough. They don’i. Nonetheless, on the average, there i
0 seven percentage poini differential on payroll tax pasd between
those in the syitem and those out of the sysiem in Britmin. Tha
economic incentive is what it ook 1o make it 1o the sdvantage of
most workers in Brifain 10 opt out,

The (wo mowt noticeable cases of opting out of Social Security
are Cireat Britain and Chile. Britain has a moxdified scheme. There
are two Social Security tiers. The basic tier s comparable io a
minimum income. Evervbody pavs ioto it and @l relirement
everybody gets the sume pension. ‘Ihemndm-rhmﬁm-rmud:
the more you carn and the mtrmminmmenm.th:m
vou get out. Therefore, the second tier is more comparable to a
private pension, and it is that second tier that people are opting out
of. The choice is not made by individuals but by companics in
consultation with their workers, The company agrees (0 provide
workers with a pension that pays benefits just as pood or better than
benelits that would have been pald hud those worker siayed in the
povernment's system. Again, there is a payvroll tax reduction, which
initially was seven perceniage points for those who opted oul.

There has been some mumbling and grumbling here and there,
bat essentinlly, as far as | can tell, most people are very happy with
the system. Pension managers are petling a good raie of returmn. There
are provisiens for returning a private pension fund back to the state,
50 that companics can opl 10 be oul for awhile, decide they have
misde & misake, and then get back into the state system. But almosi
all the companies that decided to opt oul have remained oul and
it consistenily secms (o work and work well,

Chile has & more radical plan. In Chile it is an individual choice,
and the payroll tax differential is even more substantial than in
Britain, What Chile does is more similar 1o what we have talked
about daing in the United States. Chilean workers opt out of Social
Security by putting (unds into an individual retirement account,
Competing institutions offer these accounts and workers put Tunds
into them and forgo their right to draw Social Security benefits at
retirement . | believe that all new workers entering the labor market
do nod have a choice, bul are required 1o be in the private sector.

w-mmwum:-ﬂmm

I have dwelt a1 some length on successiul examples of privativation
of Sovial Security because, in general. Social Security s more difficul
o privatise than health care and because the principhes of
privatizsation that have worked for Social Security also apply 1o health
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care for the elderly.

Like Social Security, governmemt programs thal provide health
care for the clderly are like chain letters. Those who receive benefits
in the early years of such a program recelve benefits far in excess
of any taxes they paid to support the program. But over iime, the
program begins (o look lew sttractive 10 ench new generatbon of
young workens.

For example, the US Department of Health and Human Services
has calculated the taxes and benefits for elderly individuals covered
by the federal government's program for health care for the elderly
iMedicare). According (o the govermmeni's own cabculations, a male
warker carning the average wage whao reaches age 6% 1oday will have
paid only LISS2640 in Medicare taxes. Yet he can expect 1o receive
about LIS$IE 255 in Medicare bencfits before e dies, IT the man
b a dependent spouse, the expected Medicare benefits for the couple
will approach UISS62 360,

Things are very different for young workers entering the LS labaor
markel today, however. After some expecied changes are made 1o
eliminate the projecied deficit in the Medicare trust fund, voung male
workers will find that over their lifetimes they can expect 1o pay about
LISE33 171 more in Medicare taxes than they will receive in Medicare
benefits (Ferrara et al., 1984:7). As a result, the opportunity is there
ta privatise Medicare in much the same way that Social Security has
been privatised in other countries.

One such proposal was put forward by the National Center for
Policy Analysis in January, 1984 (Ferrara et al,, 1984:12-18), Under
the proposal, workers would be encouraged to make annual deposits
1o medical individual retirement accounts (MIRAs) — sccounts that
are the private property of the worker but are mansged by financial
institutions. The funds thet build up in these accounts over an
inclividual®s working years provide the wherewithal 1o purchase
private health insurance and 1o make private purchases of medical
care during the retirement years,

Workers who make annual deposits to MIRA sccoumnts forgo (heir
right to draw Medicare benefits ol retirement. Under the NCPA
proposal, after 30 years — 30 annual deposits — o worker would
be completely opted out of Medicare, except for very expensive,
catastrophic health insurance. To encourage workers 10 make such
deposits, a dollar-for-dollar income tax credit is given on funds
deposited in 8 MIRA asccount. Thus from the individual’s point of
view, Ihe money being deposited is money that otherwise would have
gone 1o the government. The maximum allownble deposit is set a1
a Jeved 1o make the private aliernatives financially attractive to anyone
who actually calculates what benefits can be expected by remaining
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in Medicare and by opiing oul.

This proposal has been well received in the United States. I has
genersted conskderable interest and enthusizem in the medical
communilty. The American Medical Association is about to release
its own MIRA proposal, which will be a variation on the NCPA
proposal. A bill proposing MIRA legislation is cxpecied to be
introduced before Congress this fall,

WMMMﬂHﬂltnlhrlka

As noted earbier, privatising healih care benefits provided 1o people
during their working years i an easier maticr than privatising heakth

MO SECUTe.

Second, ihere should be o private alternative io the stale sysiem.
Morcover, the privaie alternative should be encouraged 1o grow and
fowrish by adopting specific policies, in much the way that Margaret
Thatcher has encouraged the growth of private health msurance and
hospiials in Britain, The national government must make i1
clear that the privale option s & welcome development because i1
gives people greaier freedom of choice and subjects the public system
the rigors of competition.

Third, those who chobse the private option should derive Menancial

bemefit

palicy, for example, might qualify for o (ax credit — a dollar-for-
dollar reduction in taxes (the tax credit might be Wmbied 1o the
individual's pro rats share of the government s total health ball). The
official rationale for the tax advantage glven to those who use the
priviate sector s that such people reduce the burden on the public
sector and therefore reduce public expenditures. Ideally, 1ax credits
given 1o those who choose the private alternative should be Munded
by & dollar-for-dollar reduction in the budget of the public healih

:

g

i

As in Lhe case of Social Security, the private sector aliernative can
be made more attractive by removing restrictions and controls on
private entreprencurs and by creating an enviromment in which
privaie citizens can reap the full advantages of competition in an

1%R
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open market In most countries, including the US, this would
produce and health inmirance sectors radically different from
the ones we ohserve 1oday,

‘What would we expect to happen i such o plan were instiuied?
We would expect privale healith insurance companics To offer the
most sttractive benefit packages 1o patients who arc least likely 10
get sick. These are the people who are subsidising the health care
of others under the state system. As in any market where competition
is allovwed, new entramis will go ufier those customers who are being
mwnmwm firmm.

The departure of these customers from the state system, however,
will pist & greater financial squecite on the state sysiem. Public secior
health care will find its revenues declinimg faster than ks cosis. This
development, in turn, will lead 10 deteriorating quality in the services
being offered by the public sector and will encourige even greales
opling oul.

I do not have the time or space 10 detall all of the technbgues that
can be used 1o make such a privathation effor practical and
politically feasible. Monetheless | have given a general outline of &
policy which, if followed, should lead very quickly 1o the wholesale
privatisation of health insurance and medical services
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PANEL SESSION

Hom. Jim Carlton, MP: The question was asked, [s there & crisis
health care? 1 think thete is. It is the sort of crisis you have when
have slow-acting leuksemta rather than a sudden heart aitack.
timi the subject of this conference was set, the sudden heart
seemed to be upon us because of the doctors’ withdrawal of
services and resignations. Buod that has passed off for the moment,
and %0 we can soe what the longer term problems are.

And what are the longer term problems? | think Jeff Richardson's
talk gave us a good indication of what they are. Basically, if we want
8 system obscssed with cost control, a system that will achieve that
objective by making it a lot less comfortable for the elderly sick in
particular, then we can make a public choice 10 have that system.
There has been an obsession with costs for many years, not just under
the Labor Government buf also under previous governments. Recent
povernments, hoth Labor and Liberal, have been advised by the same
public service advisers, and the debate has been dominated generally
by socialist health economists. 1 is not surprising 1herefore that the
predominating policy strand has remained unchanged. As a result
of that, slowly before Medicare and now more rapidly with Medicare,
the quality of the system is falling. You can see this best in Victoria
where if you are old and uninsured at the moment i is not & very
happy position 10 be in. The fact thai some of that squeere occurred
in Victoria before Medicare has nothing to do with my argument,
because that wtame cost obsession was there beforehand in a milder
form and it is now heightened because of Medicare

Coupled with this general decine in quality of service as indicated
by quening for services to the old and the poor, public hospitals are
becoming increasingly unmanageable. A combination of public
service rules of management, a squeere on cosis resulting from
volume controls set at the top, and the grester capacity of trade
unions to put the squeere on public sector managers because there's
no botiom line, is making our public hospitals ungovernable. | had

Ei‘
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properly managed. -

Bo owe have under Medicare basically an unsiable system. In
addition to the previous cost squeeres that were recommended by
bhurcaucrats, we added [rec medical ireatment and (ree hospatal beds
without sy means test, (wo additional substantisl burdens. Anybody
who says that peoples’ habits are unaffected by apparently free
services has 1o be hlind. Dr Hewett does make that claim and quotes
certaln research that wias done years ago — | simply do not belicve
it. The more research s done the more it proves that the market (or
health services conforms 1o basic economic precepts of supply and
demand. In particular, il you ofTer free treatment without a mesns
test then you mre going 1o get additional utilization, and you add
that 1o an alresdy dilficult situation,

Medicare s inherently unstable because it has sharply increased
the govermment s share of health expenditures — now up 1o 70 per
cent — and yei the Treasury is increasingly unable to provide the
dollars to ran the system because people are fed up with paying tax.
So there's no way that health Ministers are going to replace all those
lost privaie dollars with tax dollars. Each year people drop oul of
health insurance and dollars are losi to the whole system. The
mhnphﬂlﬁdl;nﬁmhﬂhrkﬂlkhﬂﬂﬂhdmnﬂtht

all Australians regardless of their willingness to pay should be
serviced by the same health system as is used by the poor. As a result
private dollars are pushed out of the system, but i cach private dollar
lost is not replaced with a public dollar, a wax dollar, then the system
gradually declines and that is what's happening. There is a com
sqpuerse and B cosl obseasion.

What should we do in the future” First of all one we must realise
one thing: it does not matter fundamentafly how much of our GDP
we wpend on health provided that the additional expenditure is in
n competitive market place. That is u fundamenial issue, o
fundamental paint that certainly was not understood by my political
party over 20 years, It s still not undersiood by the population at
large and it is demied by three-quarters of bealth economists. 11 simply
doss not maiter how much people choose 1o spend on health or
comfor or siring quarets, provided they spend it in a competitive
market place. That takes the load off the taxpayer”s dollar and frees
it for its real purpose, which is 10 worry about the poor and the
chronically ill and possibly the catastrophically ill. So we must as
far i possible (reg up insurance. We imusl gradually privatise the
hospital svstem, and | do pot care whether (he nuns run it oF privaie
enterprise rums il or any community boards or whatever ron i, i
simply must be gol oul of the "octopus’.

Sothat is the fufure and 1 think & clenr idea of that emerged from

192



Panvl and [hiseutsinn

the various papers given today. It was also immensely useful 1o have
onc paper (hat us 8 good glimpse of where the Medicare
allernative is .

by Jodbi Menon (Geaeral Praciitioners” Societyh: Lel me say ai the
outsct that as far as | am concerned in Australia oday ihere & no
crisis im health care. Health care is readily available and nobody |s
dying as a result of any lack of health care rxoept when that care
has been rationed by governments. | say that very advisedly, | have
cases of patients who have died not as a result of lack of rewources
bui purcly as a result of government intervention_ [T JelT Richardsan
of enyone else wants to ask me | have & dossier full, The bureavcrats
siiting up in Canberra, or wherever the computers are, have no
business interfering and it is their interference thal s causing the
erisis. There is a crisis that does affect the health care that many
Australinns reccive and thai is & crikis i\ govermmeni,

The fundamental function of any government in & free country
is the protection of the life, liberty and property of the ciilzens. If
thid fundsmental function is properly discharged then very little needs
to be done, if anything ot all, for the welfare of the nation, be it
in health care or any other area. And it is o wd fuct thal po
povernment in this country in modern times has been willing or able
1o discharpe this basic responsibility, and nowhere is this more evident
than in the area of health care. The life, liberty and property of the
individual have been placed af risk as each successive government
has pursued its primary goal, possession of political power. Ii is
indeed a tribute to the workers in the public sector that we have niot
yet scen i el crish in spite of this.

All governments have concerned themselves with those aspects of
health care thai give some control over the doctior and the patient,
ignoring or relegating (o lewser imporiance those flems thai don't
give them political kudos. Governments have failed 10 provide
adequately for the protection of the life of the citizen in the following
ways: First, ambulance service. What could be more essential if you
ure sericusly injured or serbously ill? Unless you are a penshoner
Medicare will nod pay a penny toward the ride of your life. Second,
maintenance of real accident and emergency cenires, The present
accident and emergency centre is really nothing more (han a general
practice run by government within the hospital. Decision about who
shall see the doctor urgently are made by our very own version of
the Chinese barelooi docior, except we call them triage nurses. The
triage nurse decides if the patient is sick enough or not . Government
should be channelling funds 10 provide for real accident centres rather
thun wasting money on expensive communily health centres if it is
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concerned aboutl the health of the nation.

We are, particularly in New South Wales, supposedly facing o crisis
in health care, of 50 we have been (old frequently by politicians and
various sections of the popular medin. According 1o the diciionery
B crisis ks ‘8 turning polnt or decisive moment, especially in illness,
& thme of scute danger or suspense’. The lest few years have cortainly
nol been without danger or suspense in terms of heahh care. But
the whole scenario could hardly be described as acute as the country
has muddled on under admindstrathons of politcian and buresocrats,
mowt of whom sppear 10 suller fram the peculiar defusion thas they
know more about healih care needs of the community than docton
of padbents.

I want 1o now briefly commeni on o point Joho Logan made (hai
we have pol previously realised, and that is thal we are the revene
of the United States. We started of f with government infervention.
Char early doctors had no chance of establishing private practice
because mosi of their patients were convicts, The only thing our
successive governments have done in recemt decades, with the
collusion of the AMA, is put up health schemes that essentlully did
no more than rob Peter to pay Paul. The Peier hus been the
pensioner, the chromically ill and others that are properly the
responsibitity of the communiiy. The Paul has been the doctor and
ihe average voier, This was clearly demonstrated on 1 July 1983,
when the federal government reduced “henefin’ to pensionery. and
war velerans, increased prescription charges to 35, and &t the same
thme gave bulk billing doctors an instant pay rise by increasing the
fee schedule. As George Bernard Shaw sabd, the state that robs Peter
10 pay Paul can always count on the support of Paul.

Fimally, | will keave you with the thought that we do have a crisis
buit it s & crisia in government. The effect of that crisis on our lives
as doctors and patients can be eliminated if we can work towards
just (wo goals: (1) get government oul of medicine, and [2) gel the
AMA out of politics,

Br Errol Pickering (Australinn Hosplitals Associhation): Before |
comment can | make it clear that | am here representing the hospitals
withou! the string quartets, indeed hospitals where the lid has been
screwed on for the last ten wears under govermmenis of varylng
Mavouars,

| must say that today has lefl me greatly confused. Two weeks
ago | was at anoither large conference on health care. There, about
300 of the nation’s mosl emineni health researchers were almost
umanimous in weking sironger povernment intervention in health care
— including among the gathering and the speakers the Director
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General of the World Health Organisation — unid they ssked also
for increased regulation and gave almost 1otal awpport for aniversal
health insurance. S0 today | feel quite buffered about in the
wondrous world of academic economists.

I represent hospiial administrators, who, Hke Sir Humphrey in
"Yeu Minister', are butl humble servants. Bul s an sdministrator |
miusl 2oy thal we need time with our present syiem. We need 10
mSsESE OUF circumsianoes, owr administrative procosses and the
owloomes of oare under ithe universal health insurance sysiem,
Administraons are distrustful of experts currying deological banners.
As umskilled in economics as [ am, and i was only a minor in my
undergraduate degree, | believe that there was today some ocosbonal
mischievous use of figures i order (o make a value-loaded point.
Even when, however, the data was unguestionable, as in the Rand
study, | am still very suspicious aboui ity applicabibity in this country,
There are cnormous énvironmenial issucs that need 1o be considered
and 1 think we must look st Medicare in the same light.

I think that we should let Medicare settle down and look w the
data on usage in a year's time. We want a period of stability in our
health care financing svsiem. We have lime because | believe there
is mo crisis in health core. The problems aie here of courie, and we
can deal with them; in fact those who describe the present situation
as & crisis remind mie of individisaly who write the headlines Tor the
Sydney Telegraph.

My biggewt disappointment of today, however, has been that we
have been talking about health care financing. There has boeen almos
no mention whatsoever of health care, it has all been about monpey,
In & situation where there appears 10 be & stable percentage of (he
CiDP being spent on health care in this country, | think we can spare
a little time to forget aboul that and look ai healih care opiion.
For example, whar is the community healih program? Will it work T
Let's see il the prevention and health promotion models work —
I'm extremely doubtful but let's have a look, That i, lei's get on
with the healih cure debate. If Troe enterprise wants 1o have a play,
sure, bet's have a go. We should try some private enterprise models
in the public hospital vystems (00, | think we could make some gains,
and it would also be politically sccepiable. Let's have a go an the
DR Ga, lei"s experiment, let's see whal thai docs to guality and ool
of health care in this country, | think oo that we're right for
experiments in HMOs, Indeed | see a role for a good old-fashioned
adminisirative compromise. Some privale enierprise clements can
be introduced into our system, but bet's leave the basic health Ffunding
system alone. Until we get Australian data based on solidiy
researched facts we must have this period of uability, We have to
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farget vested interest, ideology and party politics and come 10 some
factusl conclusion as to what s good for the health care of our
Australian community.

r Biruce Shopherd (Council of Provedural Spectalistsi: Quire frankly
I am wondering whai world I'm in. We have wome people saving
there is ni crisis in medical health and | just wonder where they have
been over the last few weeks or moniths or even if they are living
in o different country., The public hospital system in New South
Wales ai the present time is in chaos. The public hospital system
in Victoria is not very much better. And yet we have people saying
everything’s fine, let's get on with it fellas.
| am very grateful that | came today and that | have this chance
to speak because it made me realise what sort of information and
what sort of guidance this government has been getting. My dmaghier
some little time ago, half-way through her second year of cconomics,
said Dud 1"'m giving up economicy, it"s all bull. Maybe she was Tairly
close 1o the truth. You cannot make the decisions and the judgments
that you made today on the data that has been collected. People have
talked about value judgments. You cannol make a value judgmeni
and then make a whole string of decisions based on that, You have
to go to the people who have actually lived in that world. I've lived
in amother world, a nationalived sysiem, for three years, and | have
fricnds who have worked in moat other countries. | can tell you the
lack of love and the lack of caré in those svalems has (o be soen (o
be believed. The system absorbs the responsibility, which means
nobody absorbs the responsibility. | returned 10 Austrabia and
suddenly discovered that the buck sopped here, that the patients
were my patients, they weren't the system’s patienis. And the
difference, no maiter what you say aboul theory, s immcasurable.
I'm grateful Tor another thing and that is that | and many of my
have stayed resigned from the public system because we
reluse 1o be public servants. | see today how those public servanis
re sdvised and §i makes me think of some figures (hal were given
0 me recenily: in the public service 40 per cent of people
superannuate belare theli time and 60 per cent of those people do
&0 on psychological grounds. 1 certainly do not want (hoss poople
running my Life. The public service has also given rise 1o the quarier
miflion dollar man: the average age for retbrement for & schovdieacher
in ithe public service is 47 years and he takes a guarier of a million
dollars with him. We cannol afford such regulation of our lives, of
ouar delivery of health care. It is beyond all commaon sense (o sugges!
government regulation of health care, We have 1o privatkse or perish.
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D Alan Grant, guestion ta Dr Pickering: D you hear tha 1he
superintendant of the Gosford Hospital, o 800-bed hospital and ihe
only main hospital there, sent out a circular 1o all the medical aall
saving the hospital was in a shambles, and of their six operating
theatres only two are Tunctioning throughout the day and somietimes
one al night, 'We are 50 nurses short and it s not due 1o the doctors’

withdrawal,

Pickeriag: | think that the crisis being talked sbout today has 1o do
with Meidicare. 1t is all aboui universal health insurance. There &
a major problem with regard to the shortage of nurses, and 1 agree
with the person who sadd that the government was al least parily
1o blame for that because they cut nursing intakes some years ago,
| might say, however, that it was on the very best of professioial
advice that they scted. This guestion of nurses i obviously very
serious, and there is some pubbic sympathy for norees, 11 has been
discovered that there are some 250 working a1 the Myers shops in
Melbourne, and they are belng pakd more as shop assivants than
they were in our hospital system.

The trith of the matter is, however, that the vasl peroemiage of
Australians are getiing critical and urgent health care immediately
when they need i, and that an even larger nimber of people are
getting their routine care within reasonable time.

Mr Hoberi Sheraion (Hosplial Corporailon of Asstralial: | wouold
just like io sk what yoo regard as urgent and critical treptment and
what you regard as reasonable timing, because theve are & lot of
people ol thers who feel thar hip repiscemenis are frirly wrgent and
that the time they are waiting for surgery is not reascnable. | would
be interested to hear, bocause you wse the terms “urgent’ and ‘critical®,

mwuﬂ.nhm life threstening and & ihey were
described carlier in another paper, those causing grave conoern (o
the paticnts affected, But again, | would like to conduct the public
opinlon polls here that were ased in Britaln and Canada to see
whether the Australimn piblic is satisfied with its health iystem, both
private and public sectors. | predict that we would get the same result
they got in the UK, namely a high level of public satisfaction,
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Mr Peier Welsh (Richards Medical Company): Figures were quoied
carlier that somewhere in the vicinity of 90 per cent of people in the
UK were happy with the medical services they were receiving. My
question is, is that the same 90 per cent of people that do not use
the health care sysiem on & general basis? What about the 10 per
cent that are the sick percentage of the population?

Pickering: | will just note that | worked in the Canadian system for
12 years and 1 did not see all the anxiety and misery that has been
suggested here today associated with the Canadian Universal Health
Insurance scheme, which has been in ¢fTect for many many yoars,
Bui | think Dr Richardeon would be the person to respond to ihe
guestion about the British bealth service polls.

Dr Jell Richardson (Macquarie University i Unless the British NHS
has such an astonishing effect with its preventative care that only
10 per cent of the British population has been sick and reccived
medical care, then it is fairly clear that more than 10 per cemi of
the British people has expericnced the services provided by the NHS,
| suggest that virtually everyone in Britain over a period of tinse has
had contact with the sysiem. So the guestion was inappropriate.

| would like 10 expand on & relnied point in reply 1o something
John Goodman said about the sccessibility of US health services to
the poor. | have 8 quoiation here from John Bunker, a respected
medical epidemiologist in the United States, dated April 1985, in
which he states "one of the disgraces of our national policy is thai
the poor and unemployed who cannot afford 1o pay for medical care
o who have no insurance must ofien accept inferior treatment if
they can get it st all’. This theme is repeated in the New England
JTerirmal of Medicine by perbaps the most respecied health econormist
in the world, Victor Fuchs, also this year. While it has been claimed
that people may lack information about ntionalised services, exactly
the same may be true in the market system. Clearly there are people
who are nod receiving care. In Australia there are Aboriginals, there
are chronically sick elderly, there are the near poor in the United
Stmten. The froe enterprise system has swept these people under the
curpet and unbess there is no compassion among the remainder of
the population one can only hypothesise that this information is not
widely known.

| suspect that a number of the speakers behind me do not have
a resounding faith in the democratic process. For a number of years
and in all Western countries health care insurance and delivery has
been thoroughly debmted. The case for a private syslem has been
sdvocated vigorously by private interest groups. However, in 1983
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Margarel Thatcher, one of the chiel advocales of privatisation,
fought an election on the shogan, "The National Health Service I
Safe With Us’. The reasons for thal are analysed in & recent artiche
in Heaith Affairs, and the answer given is that & well-informed British
population has selecied the NHS ax an approprinte model. In
response 1o Dr Shepherd's claim that he has experienced such
wystems, | would suggest that the British who live in Britain have
experienced their system. Canasdians who live in Canada have
expenienced their svsiem. In borh cases the merits of the systems have
been extensively debated and in both cases public enthusiasm for
them has made serious change eleciorally impossible cven for
conscrvative governments. In 1984 Mr Mulroney suggesied the
expmination and reprivatisation of all aspects of social wellare excem
for Canadian Medicare, Virtually cvery Wesiern democracy except
for the United Siates has moved in the direction of such national
schemes, To suggest that in every case the population has been
misguided is pot a wrong resounding vote of confidence in the
democralic system.

As Tor socialist health economists: the large numbser that 1 know,
including mysell, are generally in favour of selective reprivatisation
in the economy. Many of us believe that the government has exiended
its role too far, that regulations have been extended far too far.
However, this generalisation & not a universal truth. In & coniext
where it has not been demonstrated it s no more than & working
hwpothesis, To extrapolaie from one context to ancther and o draw

dogmatic conclusions ks 1o elevate a hypothesis 1o an ideology.

Menon: Professor Alan Maynard, whom you guoted, sadd ihm
rationing of health care was inevitable under the syslem. Profesor
Donuld Atchison, the hesd of the Healih Department in Britain, ol
the Roval College of Genoral Practitioners in Britain that the days
when the GP had the freedom o prescribe the best for the patient
regardiess of cost were over. Also from Canada, you quoted Justice
H.dl He must cither be a liar or be blind or be forced to call all

in Canada lars. Al home | have a pile of press clippings
that thick of the front pages of newspapers, hig newspapers like the
Ontario Globe and Mail. There are headlines like 'Hospitals 100
million doflars in the red’, *Finance Minister plans to cut $300 million
fram hospitaly’. Are the Canadian journalisis lving?

Richurdson: OF course nod. The commeni made by Hall was abow
Medicanre as a system. There is evidenoe that the Canadian capiial
siock has run down; that i a peoblem that has been accepled in
Canada. Justice Hall was talking about the system as distinet from

1
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how it has remporarily ren down during a period of economic
reCELLion.

D Michael Walker (The Fraser Institaie): | think you ooghit 10 la
people know that the same Justice Hall that you &re using &5 a source
of evidence on whether the Medicare system in Canada s functioning
well or not is the same Justice Hall on the basis of whose report in
1965 the Medicare sysiem was based. In other words you can hardly
cite him as an independent source of evaluation of the system.

Richardwon: Of course | can. The guotatbhon | made was That he
received no submission that the systemn was ol o good one, He was
nol expressing a personal opindon, e was sayving that he had sot
received a negative submission, including the submission from the
medical profession. The Canadian medical profession has not
opposed Medicare,

Carlion: Can | just make a point about Hall. | went 10 Canada kn
1983 10 have @ good look at this Hall quote because it's dragged
up always by economists of a certain hue to support certain
orgiiments aboul Canadinn Medicare. Hall was one of the

of the Canadian Medicare system. He was asked back by ihe
government al the age of | think 84 to have another look. | read
the report right through and talked to people tha: Hall had talked
to, I1"s the most superficial document analysing anything thai 1've
read inmy life. | ask anybody who wants 1o form their own i
ruﬂmmmmum.pmmwmm_
usp .

Juhn Bartan {Instituie of Economic AfTuirs, London): | would like
to take up this point that Jeff Richardson has raised. He poinis out
that people do not wct on the basis of perfect information about
healib care products and services, and he comes 1o the conclision
that when the information available 1o consumers s poor there is
a strong case for abandoning or at least for interfering with consumer
sovercigniy.

I want to point owt that this can be used equally as an argument
io say that government ahould not interfere, The reason is that there
are only iwo ways of making a choice in association with somebody
elie. You can either choose to enter into a free and voluntary
transaction with somebody else, maybe a doctor or patiem, or you
can choose 10 subvert the markel. Now, over a number of years from
1964 1o 1969, 1976 10 1979, the Institute of Economic Affairs has
carried ouwl wvery large-scale sample surveys about voters'
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mﬂmﬂmwﬂlth education and
welfare programs in Britain — 1o test their perception and
wmﬂMIhpﬂudmﬂ What these studies
have is this: voters are appallingly ignorant, absolutely
appallingly ignorant about how much governmeni is spending on
healih, education and wellare and how that breaks down into certain

programs.

%o the first point | am making |5, if you see this as a reason for
interfering with the market process, it i equally a reason for
suspending democracy. That i a logical consequence of the argument
because (here i even greater ignorance in the palitical market than
in the free markel and that is what we would expect from public
cholce theory, thai poople rationally think abow the distribution of
benefits and costs.

The second polnt | want (o make is that when people are fnced
in these sample surveys with the question of whether they would
prefer to have the government spend money on health, sducation
and wellare, or whether they would prefer to have an equivalent tax
reduction which if they Hiked they could spend themselves on health,
education and welfare, the overwhelming majority always said they
would prefer 1o spend the money themselves. The IEA surveys are
the only ones thal have ever asked thal question in Britain, would
vou piefer to have your money back and spend it yoursell. O course
people always say they think the National Health Service is good
because they will always value something that s provided “frec’.

Just one other Mnal point. You menthon the consumption
externality argument for government provision of health care in your
paper. In fact that whole hypothesh has been tested and rejecied
by Robert Sugden. Those findings were published in the Ecomomic
Jowrmal in 1980 and in another publication by the Institute of
Economic Aflairs called Whe Cores” That hypothesis has been
dismantled empirically,

Richardson: With respect 1o the argument concerning ignorance, the
only conclusion | drew was that it casts gread doubt on the market
model. | was careful o draw no further conclusion, The next step
in mn analysk is 1o conskder the empirical evidence. In my armicle
| was irying to show that many of the arguments that have been wsed
o dute are inconclusive. | went no further, so 1o that extent | agree
with the first parn of your commenis.

With respect 1o peoples” ignorance, there is quite a fundamental
difference between what | was talking about snd what you are talking
abowt The fact that people know the aggregate kevel of expenditure
on something i quite irrelevani to the efficiency of ihe market,

p- 11|
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People may have no idea what national expenditure on food is, yet
they are quite capable of selecting the food they like. Why? Because
after they have sampled the food they can assess whether or not they
have received benefits from k. 11 is information at the individual
level — whether or nol a person can assexs and choose — not
information at the ylobal level that s important for the efficlency
of the marke.

With respect 1o the National Health Service, you say thai people

would like 1o have money back to spend elsewhere. That theory is
very aimiply tested by whether or not they actually vote to repeal ihe
Mational Health Service. The evidence is that people do not sebect
thai option,
With respect to the final poing, | would have 1o see the study you
have quoted. Bul the suggestion that people are nol concerned with
the welfare of others is perfectly ludicrous. One of the most
fundamental facts about health is that people are concerned about
others. You can use the term ‘merit good®, or ‘externality’, or
whatever you like, but people simply are concerned about other
people.

Shepherd: The coomomists are frightening me more and more. Quite
frankly, all | can see is that if we allow ourselves to go down the
road to further control and further regulation by government then
we are swcing the same inefficiencics that we have seen in all other
things thal governmen! has been involved in. We cannot afford 1o
do it. Every time the money goes through government, shout 30 per
cont of it is taken of T 2s o handling charge, and thal is what we cannot
afford, We know that government cannol manage things. You can
use all the economic theory you like to say that people want this
and people want that but basically they want 1o be able to choose
thelr own doctor, and K s up (o us to glve it 10 them. We know
we can give it 1o them misch more cheaply than government can,
especially when they are guided by economists.

Dr Peter Cafls | Associntion of Surgeons): There are s, damn lies
and statistics. | was quictly going 10 sheep andd | didnt realise that
Dr Richardson was going to drop these statistics on us deep in his
paper. First he uses the infant mortality rate as evidence that the
British NHS ks a quality produci. Then he goes on to sy that the
British NHS s cost efficient. Then he uses some fatuous public survey
o say that 90 per cent of people support the British NHS,

We all know that if something is Tree and you ask somebody if
they like i, of course they will say they like it. Also, despite what
we doctors belleve about oursclves, most peaple like doctors. At the



was & regietrar af the hospital. My privaie health insurance from
Australia cost much less at that time than the money | was paying
in fax stamps 16 funa the Brtish heahh insurance. | could not go
private, | did not have the choice of doctor, and my child who was
seriously ill had to be looked after by the registrars in the hospiral,
which ks a common event in England. 11 is not 3 quality produoet.

To usé a fatuous public approval rating in & couniry where they
have never known anything bul queueing s ridiculous,

| might also say that using the infant mortality raic as an cstimate
of the quality of the product is ridiculous. Look at the graphs: the
Australian output is #till much better than the UK output, if vou
believe that statistic. And looking Murther af the graph, the costs really
sant (o go through the roof in 1975 with the imroduction of
Medibank into this country. Until that point the grapha are fairly
paraliel and not too (ar apart.

Richardson: First, with respect (o ihe infant mortality rate, you are
wrong. It has been universally accepied ns one of the best indicators
of quality in the provision of health services. The conclusion | drew
was tentative on the basis of the available evidence; the alternative
is 1o siart manifaciuing our own evidence.

Your ringing voie of confidence in British democracy m not
encouraging. | assume the aliernative 1o allowing volers to choose
the health scheme they want is a politburesu of carefully selected
libertarians who decide what may and may sot be the subject of
demberatic choice,

With respect 1o Brinish dociors generally, surveys have pow
repeatedly shown that they are in favour of the British national health
scheme. It wias not just one survey that showed the British pubbic’s
approval of the healih service.

With respect to Medibank, your figures are wrong. The cosis of
the Australian health care scheme rose shortly before Medibank; it
was not & quantity effect, it won a price effect. The cost sabilised
shortly after that.

With respeci 1o Dv Shepherd’s commenis, be has (wioe sabd
something aboul cconomic theary, | with he had been here during
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my paper. He would have recalled, had be lisicned 1o i, that | spent
some tme saying that econombc theory leads to no particular
conclusion; we must look at the evidence. The cvidence thal n
available tentatively supports the hypothesis that regulated bealth
secton have perfomed well. 1t s in fact those people who refuse to
accepdt that evidence who are dealing in theory, and that theary has
become an deology.

Doris McGilliveny (Nurse): A few things seem 10 have escaped your
attention in talking about the crisis. One is that, yes, nurses are
leaving the public hosprial system, they are beaving il in droves, And
mm“ﬂlﬁth:uuﬂ;udhﬂlm-qhh.::rmd
t y daughter is doing college training now am
wondering why she s

The cconomics of the situation are this: nurses are leaving the
hospitals and the government says grest, wards are being closed
because 1he nurses are leaving, that means less aflocation that we
bave (o give the hospitals. The fact is that & first-year nurse, a trained
nhurse, gets less money than the domestic who i cleaning the hospital
Noors. Sa please, while you are talking about economics, while you
are talking about allocations, do not forget the nurses and do not
put us down because you will not get very fus withoutl us.

Carllon: That s 2 good contribution because that gets 1o the heart
of the issuc. Economic theory is useful only in so far as it tells you
something about how things work or how they might work. There
s good evonomics and bad economics, and if economics is not sbout
people it is bad economics.

I am a manager by training. Before | got into politics | had been
In charge of lactory operations, office operations, sales forces,
production teams, all these soris of things, and | have some
undersanding of when something is working and when it's not. Now,
we have a rigid wage sysiem thut will not 1¢t you pay people properly
according 1o their own merits and according 1o market needs. It is
reguluted and it bs not working, We have a health system where the
peopic who are supposcd 1o be managing these places simply cannot
do what they need to do o attract nurses, They cannot alter their
pay, they cannot pay a good purse more than a bad purse, they
cannol alier the conditions, they cannol do anything that a fexible,
private secior managemenl in a deregulated market could do. When
hthhmurpin:mwmup‘?ﬂmlulnm-dmmmﬂt
of what is wrong with this whole system.

Ciood economics is sensible cconomics, it s about people and how
things work. And this system is simply not working. That is n simiple



or conditions is 1o get ol some of ithe factors, but it is a much more
complex question of educational eguivalency within the health
system, power structures within the hospital system, and questions
of slatus vis a vis the medical stafT. The ksue is very complex. The
nursing staff problems of today will not be solved by simply making
sdjusiments (0 Medicare.
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