An “All-American”
Health Reform Proposal

Reforming the U.S. health care system is frequently thought of in absolutist terms: managed
competition versus rate regulation; federal versus state administration; and business mandates versus
individual insurance purchases. While these choices must be resolved over the long run, the transition

to a new health care system will take several years and require more flexible solutions. The “All-
American” Deal offers just that. It requires individual households to be insured and allows businesses
to voluntarily offer health insurance; relies on the federal income tax system to collect income-based
premiums and transfer funds to states through risk-adjusted payments; and lets states manage the
dtsbursement of funds for uninsured res:dents

The current debate on the reform
of our health system tends to polar-
ize the options. The either-or ques-
tions frequently presented include:
Should we pursue regulated (man-
aged) competition based chiefly on
prepaid capitation, or a regulated,
all-payer system based chiefly on
fee-for-service payment to provid-
ers? Should ours be a federal- or a
state-administered health system?
Should we mandate business to pro-
vide health insurance for employed
Americans and their families, or
should that mandate be placed on
individual households themselves?

These are pertinent questions for
a long-run solution. In the short run,
however, the choices are unlikely to
be as neat. What’s needed is a system
to take us from where we are now to
wherever we may choose o po. The
strategy proposed here is designed
as such a flexible transition.

This strategy does not commit the
nation to either regulated managed

Uwe E. Reinhardt, PhD, is the James

Madison Professor of Political Econ- .

omy at Princeton University.

- - @

By Uwe E. Reinhardt

competition or regulated, negotiated
all-payer rates. it allows some room
and time for experimentation with
both approaches at the state level.
Yet it provides universal health in-
surance coverage and various forms
of cost control, including implicit
budgeting. Because the media insist
that every proposal have a catchy
name, I dub it the “All-American
Deal,” to signify that it is not just
some foreign import. The specifics
of the All- Amencan Deal are as fol-
lows:

= It would not mandate business
to procure health.insurance for em-
ployees. Instead, it would mandate
individual households to be insured,
but allow business firms to offer their
employees health insurance on a vol-
untary basis. That design feature
should minimize the opposition of
small business to health reform.

« It would rely on the federal
income-tax or payroil-tax mecha-
nism as a convenient vehicle for the
collection of income-based premi-
ums, (not to be confused with tax-
es!), but it would use the states to
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manage the disbursement of these
funds to the providers of health care.
The federal government would trans-
fer funds it has collected to the states
through risk-adjusted capitation pay-
ments that could and, in many in-
stances would, be supplemented by
the states with their own levies. The
size of the federal fund would im-
plicitly act as a partial budget cap on
the health system, although it would
not be an air-tight global cap.

+ States could manage the dis-
bursement of their health fund for
residents not otherwise insured in
one of three ways: (1) buy these
residents into the federal Medicare
program; (2) buy these residents into
a qualifying state-run Medicaid pro-
gram; or (3) fold them into a genu-
ine managed competition adminis-
tered by a state-run or state-char-
tered Health Insurance Purchasing
Cooperative (HIPC).

Defining the Terms

Here is a thumbnail sketch of how
such an approach might work (See
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Figure 1). A clear distinction is made
between the task of collecting the
funds in an insurance pool from that
of disbursing the funds to the pro-
viders of health care. One should
always treat these two facets sepa-
rately when thinking about health
care reform, because any financing
system for health care could be cou-
pled with any number of alternative
disbursement systems. This is an
important point often lost in the de-
bate on health policy when, for ex-
ample, “managed care” or “managed
competition” is presented as a com-
plete health insurance program that
is an alternative to “play-or-pay” fi-
nancing. “Managed competition” per
se is not a heatth insurance program
at all; it is merely a particular form
of cost control that could be attached
to any mechanism of financing.
Figure [ illustrates this point. The
health insurance fund at the center
could be a publicly administered in-
surance program, such as Medicare,
or the health insurance purchasing
cooperative (HIPC) called for by
managed competition. The diagram

shows that any health insurance fund,
privately or publicly administered,
is fed solely by private households.
Business firms and government
merely function as pumping stations
along the way, for ultimately they
never pay anything for health care.
Any outlays for health care they do
make always will be recouped from
private households in the form of
taxes, if government is the pumping
station, or in the form of higher pric-
es ot lower take-home pay for work-
ers if private employers act as the
pumping statiomn.

Financing: Two Approaches

Under the All-American Plan, ¢i-
ther the federal government or pri-
vate employers, or both, could fune-
tion as the chief pumping station. If
government played that role, house-
holds would pay an income-based pre-
mium, probably along with their in-
come tax, although the premium itself
would not really be a tax and should
certainly not be described as such in
the political arena (Summers, 1988).

On the other hand, if business
were selected as the chief pumping
station, employers would collect an
income-based premium from pay-
roll and remit these premiums to the
health insurance fund, such as a pub-
licly administered health insurance
program like Medicare, or a state-
run HIPC. Qur major foreign com-
petitors, Japan and Germany, wide-
ly employ this mechanism to finance
health care. Once again, however,
health-insurance premiums collect-
ed at the nexus of the payroll ought
not to be described to the public as
an ordinary payroll tax.

If government were 10 be the chief
conduit for financing health care,
one would include among the in-
come tax forms one strictly devoted
to health insurance. On it the tax-
payer would indicate cither that the
household has a private insurance
policy at least as generous as a fed-
erally specified basic comprehensive
package (and attach evidence of that
coverage), or enter and pay an in-
come-based premium for the basic
package that would be then auto-
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matically bestowed upon that tax-
payer’s household. [ call this financ-
ing mechanism the “Fail Safe” policy.
If written evidence of an adequate
private policy were attached to the
health insurance form, the house-
hold would, of course, be excused
from the income-based premium.

As already noted, this payment
would be collected in conjunction
with the income tax, but it ought not
to be confused with a bona fide tax.
It is merely a mandated premium for
which the households receive a well-
defined and personal benefit — com-
prehensive, portable health insurance
coverage. A skillful politician ought
to be able to make this point clear to
the general public.

The income-based premium rate
“X” could be a flat percentage of
adjusted gross income, or it could be
made to increase progressively with
income. For example, it might be set
close to zero for very low-income
households and might reach at its
peak, for high-income households, a
level equal to the percentage of the
gross domestic product the nation
spends on health care. The wealthi-
est households, therefore, might pre-
fer to purchase private insurance pol-
icies, particularly if the industry fig-
ured out a- way to make them avail-

“able without the enormous adminis-
trative loading charges now added
to premiums for individual policies.

- That tendency could be curbed if an

upper limit were placed on a fami-

Iy’s annual premium.

Additional Financing

Any system of income-based
health insurance premiums requires
some transfers,of income from high-
to low-income households, because
the contributions made by the latter
will not cover the full cost of their
premiums. It is therefore desirable
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to look at supplementary sources of
financing for these required cross-
subsidies.

Households above a certain mini-
mum income might be asked to pay,
on some line of the regular 1040 tax
form, a small, progressive, ear-
marked indigent care tax (perhaps
an average one percent or so of tax-
able income). I would call it “Mem-
bership Fee for the Club of Civi-
lized Nations,” so named since the
37 million uninsured Americans are
an anomaly among industrialized
nations. These funds would be need-
ed to supplement the modest income-
based premiums collected from low-
income families.

Additional funds might be extract-
ed from earmarked taxes on alcohol,
tobacco and gasoline, products
known to contribute directly to the
nation’s health bill. A case can be
made for collecting directly from the
manufacturers or importers of fire-
arms a very stiff excise tax per gun,
with near prohibitive taxes on sub-
machine and machine guns. Disiress
over the mayhem caused by firearms
may have progressed to the point at
which a visionary politician could sell
such taxes to the body politic.

As noted, many industrialized na-

tions, notably Germany and Japan,
collect premiums through the work-
place, mainly because payrolls are
managed by highly competent peo-
ple who have little incentive to cheat
on behalf of employees. By con-
trast, income tax forms typically are
filled in by less competent individu-
als who have more powerful incen-
tives to evade taxes. '
Politicians frequently prefer health
insurance mandates on business to in-
corne-based premiums because these
premiums are so widely misunder-
stood as regular payroll taxes. In
fact, however, mandated benefits
typically are shifted backwards to
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the employees’ paychecks in any
event. If an employer spénds an av-
erage of, say, $4,000 for an empioy-
ee’s health insurance, then the bulk
of that amount will be shifted back-
wards to highly paid and poorly paid
employees alike, which makes the
mandate highly regressive. Income-
based premiums taken out of work-
ers’ paychecks are not nearly as re-

- gressive.

|
Households above a
certain minimum income
could be asked to pay a
small indigent care tax.
. "~ " ]

Some savings could probably be
squeezed from the Medicare pro-
gram. Ideally, one would fuse part
A (hospital care) and Part B (physi-
cian care) into one program and col-
lect from the elderly an income-re-
lated premium for the package, if
only to eliminate the sizable federal
subsidy toward health care the high-
income elderly now receive. Unfor-
tunately, the political power of that
group may stand in the way of that
approach, as was so vividly illus-
trated by the 1989 repeal of the Medi-
care Catastrophic Care Act.

A case can be made on grounds
of both equity and economic effi-
ciency to include in an employee’s
taxable income part or all of the
health insurance premiums paid by
an employer on behalf of that em-
ployee, at least for employees with
an income of $50,000 or more (But-
ler, 1992; Enthoven and Kronick,
1989). It has been estimated that the
elimination of this tax exclusion
would yield an estimated $50-to-$60
billion in additional federal taxes,
and about $20 billion in additional
Social Security taxes. If one phased
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out the exclusion, starting, say, at
annual incomes of $50,000, with a
complete elimination of the exclu-
sion at incomes of $80,000 or more,
the added tax yield would, of course,
be commensurately less. But it may
still be in excess of $25 billion.

Whatever the source of the addi-
tional funds that would be required
by universal coverage in the short
run, Americans must at long last ask
themselves whether nation with a $6
trillion economy can really stare
some 37 million mainly low-income
Americans in the eyes and say: “Sor-
1y folks, we are too poor a nation to
extend to you the financial protec-
tion every other industrialized na-
tion has been able to extend to its
citizens.” Among the millions of
uninsured are many working moth-
ers and their children. How can we
stand by idly, letfing these mothers
toil on our behalf without health in-
surance?

Disbursing the Funds

Approaches to the cash-disburse-
ment and cost-control facet of the
Fail Safe system could fall into one
of two major categories: purely fed-
eral programs and federal-state part-
nerships.

Under a purely federal program,
the federal government could use its
Fail Safe fund simply to enroll all
Americans who are not privately in-
sured in the federal Medicare pro-
gram. One major advantage of that
approach is its administrative sim-
plicity. All of the requisite infra-
structure has already been provided
for and is fully operational. Further-
more, all health care providers are
fully familiar with the operation of
that system. Finally, the approach
would provide government with
considerable clout on the demand
side of the health care market.
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One major political disadvantage
of the approach, however, is that it
concentrates so much power in the
federal government. Although Ameri-
cans sometimes express a preference
for that approach in opinion surveys,
it is not clear how well an actual
move in that direction would be re-
ceived. Furthermore, while the Medi-
care program has been able to con-
trol the prices it pays for health care,
it has had much more difficulty with
controlling the volume of services
under that fee-for-service system. It
is true that other countries have been
able to control costs better than has
the U.S. with fee-for-service sys-
tems. But these countries also use
other forms of cost control — ca-
pacity limitation and budgets -— and
they, too, now chafe under the prob-
lem of controlling the volume of ser-
vices.

The federal route, however, is by
no means the only cash-disburse-
ment and cost-control option one
could couple with the Fail Safe fi-
nancing mechanism. An alternative
would be for the federal government
merely to collect funds into a Fail
Safe pool and then to distribute that
fund to the states in the form of
capitation payments adjusted for age,
sex, other measurable risk factors
and regional cost variations. A mech-
anism for such risk-adjusted capita-
tion payments already exists for the
current Medicare program — the so-
called average annual per capita cost
(AAPCC), although this adjuster is
far from perfect. The individual state
could then disburse these capitations
(possibly supplemented with state
funds) to providers in a manner that
suits local customs and preferences,
and the existing delivery system.

There are several ways to do this:

1. Medicare Buy-In: Some states
might prefer to buy their uninsured
families mnto the federal Medicare
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program. Under this opt-in strategy,
a state choosing that option would

return the capitation received from

the federal Fail Safe program to the

federal government and, possibly, be

asked to add some funds. This gives

states the option of transferring ad-

ministrative responsibility for health

care to the federal government.

2. Traditional State Insurance
Program: Other states might prefer
to run their own public health insur-
ance program — for example, a mod-
ified Medicaid program that owns
up to the federal standards spelled
out for the Fail Safe program. This
would still be a government-run dis-
bursement system, albeit a decen-
tralized one.

3. Managed Competition: Statcs
could also have their uninsured se-
lect from a roster of competing pri-
vate insurance plans under the ap-
proach now widely known as man- .
aged competition or regulated com-
petition. Under that concept, origi-
nally proposed by Princeton’s Her-
man and Anne Somers (Somers and
Somers, 1972) and further refined
by Minnesota physician Paul Ell-
wood, MD, Stanford economist
Alain C. Enthoven, and a group of
analysts known as the Jackson Hole
Group, rival networks of doctors and
hospitals, such as health maintenance
organizations, would be made to bid
for enrollees on the basis of a pre-
paid capitation payment for a speci-
fied, basic package of health bene-
fits, all under the supervision of a
HIPC.

The HIPC in a region could be
the state’s health department, or, al-
ternatively, a semi-autonomous, not-
for-profit organization chartered by
the state. It would coordinate the
premium bids submitted by the plans
and also collect from each compet-
ing plan information on patient sat-
isfaction and clinical outcomes (such
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as mortality rates from surgery). That
information would be conveyed to
consumers, along with the premium
bids. The states of California, Colo-
tado, and Florida seem ready to move
in that direction.

If the Fail Safe financing scheme
outlined above were coupled with
some form of managed competition,
large parts of the current private in-
surance industry would survive

heaith care reform. For the approach ‘

to work, however, the industry would
have to use its extensive resources
to enhance the value-to-cost ratio in
health care through managed com-
petition and managed care rather than
using them to exclude sick Americans
from insurance coverage through
medical underwriting.

Whether managed competition
actually will control costs, as its pro-
ponents insist, remains to be seen.
The approach has been tried only in
small, local experiments — for ex-
ample, in the California Public Em-
ployees Retirement System (CalP-
ERS) — with some encouraging ear-
ly results. It is not clear, however,
how dependent the cost savings of
these relatively small, local experi-
ments have been on the ability of
providers to shift costs to other pay-
ers in the area, nor is it clear whether
the savings registered early in the
life of these experiments can be sus-
tained over the long run, The cost
savings under full-fledged national
managed competition are still hypo-
thetical estimates.

Global Budgets

It is virtually impossible to im-
pose an air-tight national budget
upon all types of health spending in
a nation as geographically far-flung
and as economically heterogenous
as is the United States, particular in
a health system with multipie payers

and approaches to cost control. Ab-
sent a single-payer system (such as
Canada’s) for all heaith benefits and
for the entire nation, attempts at top-
down budgeting probably will have
to be limited to controlling only seg-
ments of national health spending.

Doctors and hospitals
should reveal their fees in
terms patients can
understand.

The federal Medicare program has
achieved some apparent success with
that approach by imposing on Pari B
of the Medicare program a so-called
volume performance standard, which
1s really an expenditure target. That
approach links updates in the fees
paid by Medicare in one fiscal year
to the degree of deviation from a
predetermined expenditure target for
the fiscal period two years earlier.

Under the Fail Safe system pro-

posed here, the total funds collected

by the federal government via in-
come-based premiums and sundry
additional outright taxes would con-
stitute a powerful implicit national
budget of sorts. The amount of mon-
ey in that fund would limit the risk-
adjusted capitation payments to the
states and, thereby, inevitably the
spending by the states on their resi-
dents without private health insur-
ance. States still couid, of course,
spend more on health care if they
want. The system would not directly
impact that part of health spending
which would occur outside the fed-
eral-state Fail Safe system. But the
spending level of that presumably
large system would undoubtedly pro-
vide highly visible benchmarks for
private-sector spending, and would
thereby indirectly exert budgetary
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tem. It can be argued that this less
powerful approach to top-down na-
tional budgeting would be an easier
political sell than other alternatives
now being contemplated.

Streamlining Fee-For-Service

It would probabiy take more than
half a decade to fold the bulk of the
American population info managed
competition, even if most states
chose to move in that direction. In
the meantime, it would be helpful if
doctors and hospitals were forced to
reveal their fees more visibly in terms
that patients and their insurers can
gasily understand.

Traditionally, American doctors
and hospitals have billed their pa-
tients for each of thousands of dis-
tinct services and procedures. These
fees, however, have not been based
on common fee schedules, nor even
commmon lists of procedures. This
lack of uniformity has made it virtu-
ally impossible to compare the pric-
s charged by different doetors and
hospitals. The resulting lack of price
{ransparency has made a mockery of
the idea, so popular among econom-
ic theorists, that patients should
“shop around” for low-cost doctors
and hospitals.

Even a state embracing the con-
cept of managed competition would
presumably allow some fee-for-ser-
vice carriers among the competing
plans. In states not moving to man-
aged competition, of course, fee-for-
service payment would remain the
dominant mode. To facilitate better
price transparency in that environ-
ment, the government should im-
pose at least common relative value
scales, if not common fee schedules,
upon all doctors and hospitals. A
relative value scale expresses the fees
for all procedures as a relative of the
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fee for some base unit, for example,
a routine, follow-up office visit or
an appendectomy. A relative value
scale becomes a fee schedule only if
the dollar value for the base unit (the
so-called “conversion factor”) has
been set.

R

#_
Common relative value
scales would greatly
reduce administrative

hassle.
.|

Relative value scales of this sort
have already been developed by the
federal Medicare program for both
doctors and hospitals. For hospitals,
the government introduced a system
of flat fees for some 500 diagnostic-
related groups (DRGs) of cases.
These fees are based on average ac-
counting costs per case and are based
on a well-defined set of relative val-
ues that could be extended by law to
all private payers as well. For physi-
cians, the Medicare program has de-
veloped the so-called resource-based
relative value scale, which is based
on the estimated relative real re-
source costs of producing the 7,000
or so procedures in the catalog of
physician services. That scale, too,
should be extended by law to all
private payers.

A policy of imposing common
relative value scales upon all payers
and providers in the health system
would not, of course, be the same as
outright price controls, if the gov-
ernment permitted physicians and
hospitals to apply their own mone-
tary conversion factors for private pa-
tients. In doing this, providers would
be able to set the absolute monetary
value of the base procedures and, thus,
of all other procedures on the list. If
these rates were set by each physician
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and hospltal at the beginning of the
year, they could then be published in
the local newspapers and made avail-
able via an 800 number.

Chances are that the publication
of this simplte price index would
drive doctor and hospital fees to-
wards more uniform levels, even
without direct price regulation by
the government. At least during a
transition period towards govern-
ment-mandated uniformity in fee
schedules, this idea may be worth a
try. One could, of course, couple the
imposition of the federal relative val-
ue scales upon the private sector with
a ceiling on the conversion factor
set for private payers. That would be
a partial move toward a true all-
payer system based on common fee
schedules adhered to by all private
payers within a region.

Common relative value scales
would greatly reduce the adminis-
trative hassle now bedeviling Amer-
ican health care, for they would fa-
cilitate the use of electronic billing
based on common claims forms and
common software. The chaos now
reigning in the private fee-for-ser-
vice sector makes electronic billing
difficult and has added billions of
dollars to annual health care costs.

Avoiding Adverse Risk Selection

In the absence of sanctions, the
Fail Safe component of the dual-
track health insurance system out-
lined above would be subject to ad-
verse-risk selection. Business firms
with relatively older or sicker or low-
er-wage employees probably would
prefer to dump the latter into the
federal Fail Safe system, while firms
with younger or healthier or better-
paid workers would prefer their own
private coverage. Similarly, healthy
people would tend to favor actuari-

ally fairly priced private insurance;
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chronically ill persons would gravi-
tate toward the Fail Safe system,
driving up its average cost. Such
trends could destabilize the system.

Other nations that do operate dual-

_track insurance systems — for ex-

ample, Germany — have dealt with
that problem by making switches
between the two systems cumber-
some, slow, and expensive. A Ger-
man family that opts out of the stat-
utory, semi-private health insurance
into the commercial, private system
can return to the statutory system
only under very rare circumstances,
such as a lapse into extreme pover-
ty, (Reinhardt, 1990).

In the dynamic American econo-
my, where a family’s economic for-
tunes can fluctuate substantially over
time, it would be difficult to outlaw
returns to the Fail Safe system. Even
s0, it would probably be possible to
make the process of switching suffi-
ciently cumbersome and risky to
avoid the clever and highly destabi-
lizing cream-skimming that has been
the Achilles heel of any multiple-
track insurance system, notably the
current one,

Finally, business firms that al-
ready are offering their employees
health insurance might be discour-
aged from dumping their employees
into the Fail Safe pool by a mandate
forcing them to increase their work-
ers take-home pay by an amount
equal to the health insurance premi-
ums they have hitherto paid (and
presumably taken out of their em-
ployees’ take-home pay).

The Best vs. The Good

Could the plan outlined above —
private insurance alongside the fed-
eral-state Fail Safe system — offi-
cially sanction a two- or multi-tiered
health care system in the United
States? It might. Some tiers are in-
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herent in the very 1deas of “choice”,
“managed competition” and “supple-

mental insurance.” But the system
proposed here would be so much
better than the multiple-tier sys-
tem now in place, which literally
offers nothing or brutal rationing as
its lowest tier.

Furthermore, Americans favor or
at least toleraie a multi-tier approach
in many other important human ser-
vices sectors, notably in education
and in jurisprudence. For example,
Americans from the entire ideologi-

cal spectrum, including those who

profess belief in the concept of pub-
lic education, send their children to
the nation’s better endowed and
highly selective private schools, if
they have the means to do so. The
prospect of being able to impose a
truly egalitarian health system upon

T —
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such a nation appears d1m One

should not evaluate proposed health
care reforms by highly exacting ide-
al standards that are unlikely ever to
be reached in practice. As Senator
Daniel Patrick Moynihan of New
York has put it so aptly, in matters
of social policy many well-meaning
people too often have let the [hypo-
thetical] best become the enemy of
the [achievable] good. That approach

-may make well-meaning people feel

good; but it usually ends up hurting
the poor.
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