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Executive Summary

In Texas, as in the nation, health care spending has been rising rapidly and a growing number of

people are uninsured. For example:

® Total health care spending in the state grew from an estimated $30 billion in 1988 to

$44 billion in 1992, an increase of nearly 50 percent in just five years.

® With about 3.8 million residents currently without health insurance, Texas is exceeded only

by New Mexico among the 50 states in its percentage of population who are uninsured.

Governor Ann Richards created the Texas Health Policy Task Force late in 1991 to consider
problems and recommend solutions for the state. Among the Task Force recommendations were free
health care for all children and pregnant women regardless of income, health insurance available to all at
the same price regardless of health status and a form of price controls for health insurance and health
care services. For the long run, the Task Force recommended a state version of national health insur-

ance.

There is considerable evidence that these recommendations will not work. The experience of
Massachusetts shows that free vaccinations increase the percentage of children who are vaccinated by
very little. The experience of Medicaid shows that free health care services encourage some to overuse
the system while others still do not get the care they need. The experience of New York, Connecticut
and other states shows that if people can wait until they are sick to purchase insurance, many will do so.

And as the price of insurance rises, an increasing number of healthy people choose to be uninsured.

Despite the Task Force’s glowing description of government-run health care, the experience of
Canada and other developed countries shows that national health insurance causes health care rationing
— with lengthy waits for such services as MRI brain scans and heart surgery. The poor, the elderly,

racial minorities and rural citizens are often pushed to the rear of the waiting lines.

Although the Texas Legislature ignored most of the Texas Task Force’s recommendations, it did

pass a health insurance reform bill in mid-1993. Among its provisions are the following:

® Although employers will not be required to provide insurance, if they do, they must pay 75

percent of the premium and cover 90 percent of their eligible employees.

® Rate bands will limit the difference between the highest and lowest premium for the same

policy.



® Employees who have been continuously insured will not be barred from obtaining insurance

because of a preexisting condition after they switch jobs.

® Insurers will not be able to cancel an employer’s policy because of high claims experience

unless they cancel all similar businesses in the state.

@® Insurers will not be able to deny insurance coverage based on health status after September 1,
1995.

® Through government-created purchasing cooperatives, smaller businesses will be able to join

together when purchasing insurance in order to get lower premiums.

Some of these reforms are needed changes. But the reform package as a whole will make it
more difficult and more costly for most employers to provide health insurance and will probably in-
crease the number of uninsured Texans. Although Texas has stopped short of requiring employers to
provide health insurance to their employees, other states have moved in that direction. Their experience

has not been encouraging:
® Hawaii requires all employers to insure their full-time employees.

® Massachusetts and Oregon have passed “play-or-pay” proposals under which employers will

be forced to provide insurance or pay a tax.

® Washington’s new mandate will require all employers who do not self-insure to provide

health insurance to their employees and their employees’ dependents.

After nearly 20 years of employer mandates in Hawaii, 11 percent of the population is uninsured
— a higher percentage than in many other states. And Massachusetts, Oregon and Washington are
pushing back the date on which the mandates become effective, so today’s politicians can take credit for
the benefits while tomorrow’s will bear the cost of implementing them. For example, Massachusetts
passed its employer mandate in 1988, the year in which Michael Dukakis ran for president, and has

pushed the implementation date to 1995.

This study examines the most serious health policy problems facing Texas and analyzes the best
and worst proposals for state health care reform. Our recommendations include using markets to reduce
costs, directly subsidizing those who need help the most, guaranteeing that people can continue their
insurance coverage after they get sick, funding the Texas risk pool to cover the uninsurable, relaxing

restrictions on Medicaid and rural providers and reforming the tort system.
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Texas Health Care Reform 1

Introduction

Comprehensive health care reform has been at the forefront of the
national policy agenda since Bill Clinton made it a major issue in his presi-
dential campaign. Over the past few years, however, the states that were
unwilling to wait for a federal solution have already begun to act.}

® In the last two years, 23 states passed or attempted to pass health
care reform legislation aimed at increasing access or containing
costs.2

® Eight states enacted or introduced legislation to significantly alter
the structure or funding of their health care system.3

@ State governments also are seeking freedom from federal restric-
tions on the use of health care dollars in order to develop alterna-
tives to federal programs.*

Late in 1991, Governor Ann Richards created the Texas Health Policy
Task Force to consider problems and recommend solutions for the state.’
“Since state governments [See the sidebar on the Texas Task Force recommendations.] And although
cannot change federal law, the Texas Legislature ignored most of the Texas Task Force’s recommenda-
they have more power 10 do tions, it did pass a health insurance reform bill in mid-1993. What remains

harm than to do good.” . . ..
unclear is whether the bill resolves existing problems or creates new ones.

Can Texas reform its own health care system? Can it adopt policies that
contain costs and increase access? That too is unclear. State health care
reform is limited by federal policies that largely created the very problems the
states are trying to solve. Since state governments cannot change federal law,
they have far more power to do harm than to do good.

This study examines the most serious health policy problems facing
Texas and analyzes the best and worst reform proposals that are part of the
state health care reform debate.

Problem No. 1: Rising Health Care Costs

One of the most serious problems is rising health care spending.® Over
the past decade, national health care spending grew about twice as fast as the
gross national product. If that trend were to continue — which it cannot —
we would be spending 100 percent of our national income on health care by
the year 2062.7

Like the country as a whole, Texas has experienced rapidly rising health
care costs:
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The Texas Health Policy Task Force Recommendations

In November of 1991, Texas Governor Ann Richards created the 29-member Texas Health
Policy Task Force which, after nine months, made the following recommendations.

Free health care for children and pregnant women. A statewide system of free health care
would be created for all children (up to 18 years of age) and for all pregnant women — regardless of
income or financial status. In addition to major medical care, the plan would cover preventive care,
including comprehensive reproductive health care, speech therapy, mental health care and nutritional
counseling.

Medicaid expansion. More low-income people would be enrolled and more services would
be covered. ‘ ‘

Expanded services for underserved populations. Greater use of non-physician personnel
(physicians’ assistants, nurses, etc.) would be one of several reforms designed to increase the num-
ber of primary care providers, especially in underserved areas. In addition, networks of hospitals
and primary care facilities would be created in rural and underserved areas and school-based health
care facilities would be expanded. Nonprofit hospitals would be required to provide charity care —
incurring a cost at least equal to the economic benefit derived from their tax-exempt status.

Regulations aimed at small group health insurance reform. Regulations would require
guaranteed issue (no one could be denied health insurance because of health status), modified
community rating (premium variations could reflect only age, sex and occupation) and limits on
premium increases. Small businesses would be permitted to join together in purchasing pools in an
attempt to gain greater purchasing power.

Regulations aimed at increasing competition and containing costs. Insurers would be
required to offer a standard health benefits package with only a limited number of options from
which consumers could choose. The Task Force believed that this change, along with mandatory
disclosure of prices and fees and expanded use of “outcomes data” to help consumers choose the
best and most efficient providers, would help consumers of health care make more prudent eco-
nomic choices, thus using consumer preference to help contain health care costs. The Task Force
also recommended that health care providers, employers, insurers and consumers be involved in the
voluntary (at least initially) negotiation of equitable rate regulation for health care services. Stan-
dardized forms would be imposed to reduce administrative burdens and costs. The state government
would study — but not necessarily do anything about -—— malpractice claims.

Long-térm goal: A state-run health care system. The Task Force concluded that the most
effective way to ensure access to health care for everyone and control health care costs in the long
run would be to a establish a state-run (single-payer) system that would eliminate the role of tradi-
tional health insurance and place the health care industry in Texas under the control of the state
government.

Source: “Texas Health Care: New Directions,” Texas Health Policy Task Force, November 1992,



“About 120,000 small Texas
businesses changed insurance
carriers or dropped health
insurance in 1989.”
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@® Total health care spending in the state grew from an estimated $30
billion in 1988 to $44 billion in 1992, an increase of nearly 50
percent in just five years.8

@® Health care spending in Texas now averages $2,600 per person, or
$7,800 for a family of three.?

Rising health care costs also are a major financial burden for employers
facing higher health insurance premiums. In 1989 (the most recent year for
which statistics are available), approximately 120,000 small businesses in
Texas changed their health insurance carriers in order to obtain lower premi-
ums or canceled their policies entirely.10

For the longer term, the Texas Task Force recommended a “single-
payer system,” which is a euphemism for national health insurance at the
state level. The Task Force also proposed several short-term solutions,
including regulating insurance premiums, controlling pharmaceutical prices
and standardizing insurance forms.!! The latter efforts are almost certain to
be futile, since the primary problem facing Texans is not rising costs but
increasing spending. As long as the federal government pours extra dollars
into the Texas health care market, either directly or indirectly, prices will
continue to soar and Texans can do virtually nothing to contain them. [See
the sidebar on how federal policies cause health care costs to rise.]

Texas can enact legislation to slow the growth rate of health care
spending, but such reforms will have only marginal impact. On the other
hand, any reform that leads to increased government health care spending,
including those reforms recommended by the Texas Task Force, will exacer-
bate the problem.

Good Idea: Use Markets to Reduce Costs. Virtually the entire world
has come to realize that markets are powerful tools for cutting costs and
encouraging efficiency. With competitive markets, 17 million Texans would
have a self-interest in eliminating waste. If buyers had the economic incen-
tives, they would search for the best care at the lowest price, while providers
would search for low-cost methods of delivering services.

Under the current system, however, normal market incentives are
distorted because the health care sector is dominated by large bureaucratic
institutions. These were created by unwise government policies, including
the federal policy of subsidizing third-party insurance at the expense of
individual self-insurance. [See the sidebar on making markets work in health
care.] Although no state can control federal tax policy, Texas can make
many reforms to encourage greater competition and market-based solutions
to health policy problems.
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How the Federal Government Causes
Health Care Costs to Rise in Texas

Unwise federal policies are the chief cause of rising health care costs for three reasons:
federal tax law encourages wasteful spending in the private sector, the design of federal health pro-
grams causes wasteful spending in the public sector and direct federal spending keeps upward pres-
sure on health care costs. State governments may attack the symptoms by imposing price controls,
but they cannot affect the underlying problem.

Federal tax law encourages wasteful spending in the private sector. Under current law,
every dollar of health insurance premiums paid by an employer escapes, say, a 28 percent income
tax, a 15.3 percent Social Security (FICA) tax and state and local income taxes. Thus government is
effectively paying up to half of the premiums — a generous subsidy that encourages employees to
overinsure. Most individuals and families would be much better off if they had the opportunity to
choose high deductibles and place the premium savings in a bank account — to use for small medical
bills. Yet while the federal government generously subsidizes third-party insurance by excluding it
from taxable income, it discourages self-insurance by taxing income that individuals try to save for
future medical expenses.

The design of federal health programs causes wasteful spending in the public sector. In
the Medicaid and Medicare programs, the federal government has codified wasteful first-dollar
coverage. For example, Medicare pays expenses that most patients could pay with their own re-
sources — a practice that encourages overconsumption by Medicare patients who see few reasons to
compare the value of diagnostic tests or physician visits with other uses of the same money. Federal
regulations governing Medicaid also limit the ability to charge patients for low-cost items.

The expansion of federal programs is pushing costs up for everyome. Prior to 1960, health
care spending as a percent of gross national product (GNP) increased very slowly in the United
States. After the enactment of Medicare and Medicaid in 1965, however, health care spending soared
— rising from 5.2 percent of GNP in 1960 to an estimated 14.1 percent in 1992. Direct government
spending has increased from 24 percent of all health care spending in 1960 to 42 percent in 1990.
And when federal tax subsidies for health insurance are combined with direct spending, government
at all levels (federal, state and local) now spends more than half (53 percent) of all health care dol-
lars. On the average, government spending has been growing much more rapidly than private spend-
ing. For example:

® Government spending (as a share of total consumption) in the hospital sector has been
growing 2-1/2 times faster than private sector spending.

@ Government spending on doctors has been growing five times faster than private spend-
ing.

® Government spending on pharmaceuticals has been growing 10 times faster than private
spending.

The constant influx of government money keeps upward pressure on prices for everyone. On
the average, every additional dollar spent in the medical marketplace buys only 43 cents worth of real
services and 57 cents worth of higher prices.

Source: Gary Robbins, Aldona Robbins and John C. Goodman, “How Our Health Care System Works,” National Center for
Policy Analysis, NCPA Policy Report No. 171, February 1993.



“Government at all levels
now spends 53 percent of all
health care dollars.”

Texas Health Care Reform 5

FIGURE 1

Government Spending as a Share
of All Health Care Spending
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Source: NCPA/Fiscal Associates Health Care Model.

Good Idea: Medical Savings Accounts at the State Level. Several
states have taken steps to enact or endorse some version of Medical Savings
Accounts (MSAs) — also called Medical IRAs and Medisave Accounts.
These tax-free, interest-bearing personal accounts permit people to set money
aside for small health care expenditures while purchasing catastrophic health
insurance for major medical expenses.1?2 For example, Colorado allows tax-
free deposits and tax-free buildup in these accounts, and the money can be
withdrawn to pay medical bills during retirement. Missouri has created
conventional MSAs that allow withdrawals at any time to pay medical bills.

Texas, Montana and Utah have passed resolutions calling on the federal
government to adopt Medical Savings Accounts. MSA legislation is also
being considered in other states, including Georgia, Indiana, Michigan, New
York, Oklahoma, Oregon, Pennsylvania, South Carolina and Washington.
An unsuccessful bill in Montana would have combined MSAs with workers’
compensation insurance so that employers could put money in the
employee’s account and then provide the employees with a high-deductible
workers’ compensation policy.
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Making Markets Work in Health Care

The medical marketplace — particularly the hospital marketplace — has none of the normal
features of a competitive market. In most places, patients cannot find out the cost of even routine
procedures before entering a hospital. At the time of discharge, they are presented with lengthy, line-
item bills that are virtually impossible to read or understand. Small wonder that there is so much
waste in our health care system! The people who make the purchasing decisions cannot discover the
price before they buy and cannot understand what they were charged afterward.

Hospital prices. Patients who try to find out about hospital prices before they are admitted
face a depressing surprise. A hospital can have as many as 12,000 different line-item prices. For
patients doing comparison shopping among the 50 hospitals in the Chicago area, for example, there
are as many as 600,000 prices to compare. To make matters worse, different hospitals use different
accounting systems. The definition of a service as well as its price may differ from hospital to
hospital.

Bureaucracies. The major reason why the market is not competitive is that it is dominated
by large, bureaucratic institutions. Because 95 percent of hospital revenues come from third-party
payers, prices charged to patients are not market-driven. Instead, they are artificial prices designed to
maximize revenue against third-party reimbursement formulas. The federal government has encour-
aged an institutionalized, bureaucratized market by subsidizing third-party payment. Yet the evi-
dence suggests that the market would be radically different if patients were spending their own funds.

Why empowering patients makes a difference. In a few areas of the medical marketplace,
most of the generalizations made above are no longer true. For example, cosmetic surgery is not
covered by private or public health insurance. Yet in every major city, it is a thriving industry.
Patients pay with their own money, and they are almost always given a fixed price in advance —
covering all medical services and all hospital charges. Patients also have choices about quality (e.g.,
surgery can be performed in a physician’s office or, for a higher price, on an outpatient basis in a
hospital). Overall, patients probably have more information about the price and quality of cosmetic
surgery than about any other type of surgery.

Other examples. Cosmetic surgery is not an isolated case. Because of the trend toward
higher deductibles, parents today can expect to pay a large portion of the bill for well-baby delivery.
In response, Humana and other hospital chains are beginning to advertise package prices in competi-
tive cities. Uninsured patients who pay in advance also sometimes get package prices — especially
for day surgery. And, in England, private hospitals frequently offer package prices for routine
surgery to patients who pay with their own funds.

Source: John C. Goodman and Gerald L. Musgrave, “Controlling Health Care Costs with Medical Savings Accounts,”
National Center for Policy Analysis, NCPA Policy Report No. 168, January 1992; and John C. Goodman and
Gerald L. Musgrave, Patient Power : Solving America’s Health Care Crisis (Washington, DC: Cato Institute,
1992). : ‘



“Texas has joined other
states in limiting the ability
of third-party payers to
control costs.”

Texas Health Care Reform

Good Idea: Deregulate. Texas, like many other states, limits the
ability of health care providers to meet patients’ demands in the most cost-
effective manner. In some cases, the states impose restrictions directly on
providers. In other cases, they place restrictions on health care facilities.
For example, state licensing laws often require hospitals to employ several
individuals to perform tasks that one person could perform. Other laws
prohibit physicians’ assistants, nurses and other trained medical personnel
from providing services for which they are qualified. [These restrictions are
considered in detail in our discussion of underserved areas.]

Texas also has joined other states in limiting the ability of third-party
payers to use managed care and other cost control techniques.!? For ex-
ample, Texas law requires out-of-state pharmacies to be licensed within the
state, limiting consumer access to lower-cost drugs from out-of-state mail
order firms.!4 Under Texas HMO statutes, “gatekeeper physicians” (who
provide primary medical services and refer patients to specialists as needed)
may be utilized by HMOs but not by preferred provider organizations
(PPOs).15 Managed care proponents contend that gatekeepers are essential
to managed care, because they reduce the number of unnecessary tests and
visits to specialists. Although there is reason to question that claim, prohibit-
ing PPOs from using gatekeepers arbitrarily limits the PPOs’ ability to hold
down costs. Furthermore, Texas limits to 30 percent the amount of extra
coinsurance that insurers can charge patients who see providers outside of
their managed care plans.1® Without this limitation, managed care groups
might be able to charge much less, saving consumers a significant amount of
money.

Mediocre Idea: Managed Competition.!” Claiming to avoid the
polar extremes of socialized medicine and free markets, the advocates of
managed competition say they have found a workable middle ground —
capturing the benefits of competition and solving social problems at the same
time. Managed competition has been championed by Bill Clinton and is the
key element in the health care reforms recently passed in Washington and
Florida.

Under this approach, employees would choose from an array of health
insurance plans. The employer’s contribution would be a fixed sum of
money, and the employee would pay the balance of the premium. So if an
employee chose a more expensive plan, the extra cost would come out of that
employee’s pocket. This would make employees price-conscious and en-
courage health insurers to be more competitive by holding down the costs of
their plans.!®

However, the prices employees face would be artificial, because insur-
ers would be forced to charge the same premium to all policyholders of the
same age (modified community rating)1? and to accept all applicants (guaran-

7
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“The problem with managed
competition is that there is
too much management and
too little competition.”

teed issue). The theory is that insurers should compete and try to keep their
premiums low by becoming more skillful at managing care rather than at
pricing and managing risk.2? To the degree that there is a trade-off between
cost and quality, insurers would compete based on their ability to manage that
trade-off in ways pleasing to potential customers.

To see one problem with managed competition, imagine two competing
HMGOs. In the first, enrollees can see a primary care physician at the drop of
a hat, but there are screening procedures and sometimes lengthy waiting
periods for kidney dialysis, heart surgery and other expensive procedures. In
the second, dialysis and heart surgery are available when needed, but there
are few primary care physicians. Given a choice, most of us would enroll in
the first HMO until we really got sick, then switch to the second. But if
everyone did that, the second HMO would not survive financially.2! As in
the case of national health insurance, absent a market for real insurance the
natural tendency would be to gravitate away from expensive, lifesaving
medical technology.??

To see another problem, imagine several HMOs offering identical
services. Because they must take all applicants at the same premium, each
has an incentive to attract healthy people and avoid those likely to generate
high health care costs. Since insurers are not allowed to discriminate on the
basis of price, they will try to discriminate in other ways. In the attempt to
avoid sick people — a game, like musical chairs — some will be more
successful than others. The less successful will have higher costs, which will
require higher premiums, which will result in fewer customers, etc.23

For these reasons, managed competition — and, indeed, any plan that
combines community rating with competition — is inherently unstable. In
order to keep the market from disintegrating, proponents invariably propose a
complex government bureaucracy designed (a) to redistribute funds from
profitable to unprofitable insurers or (b) to tightly regulate the content of
health insurance policies, preventing insurers from offering higher
deductibles on any feature likely to attract healthier subscribers.

By pointing out the need for market-based reforms, the advocates of
managed competition have performed a valuable service. The problem is that
they promise too much management and permit too little competition. What
is needed is real competition. We should allow individuals rather than
bureaucrats to choose health insurance benefits in the face of market prices
and to make their own decisions about the desirability of managed care.
Competitive markets can perform quite well without the heavy hand of
government.

Can managed competition slow the rise in health care costs? The
existing systems that most closely resemble managed competition provide
little cause for optimism, as the following case studies show.24



“Despite the appearance of
competition and the large
number of HMO enrollees,
the federal employees’ plan
has not succeeded in control-
ling costs.”
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Case Study: The FEHBP. The program most often cited as an ex-
ample of managed competition at work is the Federal Employees Health
Benefits Program (FEHBP).25 But almost anyone familiar with the FEHBP
knows that it desperately needs reform.26 This is the opinion of the Office of
Personnel Management (OPM), which oversees the program, and of other
analysts inside and outside of government. For example, a Towers, Perrin,
Forster & Crosby study concluded that “fundamental legislative reform is
urgently needed.”?” Nonetheless, the program is interesting for three rea-
sons: (1) reformers keep calling for a national health insurance program
based on the FEHBP;28 (2) the FEHBP is the model for the current advo-
cates of managed competition;2® and (3) the FEHBP shows what can go
wrong with managed competition.

The program has three main features: (1) federal employees in most
places can choose among eight to 12 competing health insurance plans;3° (2)
government contributes a fixed amount that can be as much as 75 percent of
each employee’s premium; and (3) the plans are forced to community rate,
charging the same premium for every enrollee. Despite the appearance of
competition and the large number of HMO enrollees, the program has not
succeeded in controlling costs.31 As Figure 1T shows:

@ During of the 1980s, the federal government’s spending on em-
ployee health benefits grew at a faster rate than employer-pro-
vided health insurance generally (11.22 percent versus 10.01
percent).

® When spending is adjusted for the number of employees, the
federal employees plan grew more than 25 percent faster than
private sector plans.

One reason why the FEHBP has not held down costs is that deductibles
in the fee-for-service plans are quite low. While most private employers are
increasing their deductibles, Blue Cross’s FEHBP “high-option” plan has a
deductible of $200 and its “standard-option” plan has a deductible of $250.
Why are the deductibles so low? Because OPM won’t allow Blue Cross, or
any other plan, to raise its deductibles or copayments. Again, why? Because
plans with greater patient cost-sharing are cheaper and are likely to attract
younger, healthier employees. OPM rigorously reviews every attempt to
tailor the plans to the employees’ needs to make sure it does not appeal more
to good risks than to bad ones. For example, OPM will not allow a plan to
include coverage for teeth cleaning but omit coverage for dentures — on the
theory that such a change would make the plan more attractive to young
people.

Even with this regulatory micromanagement, outside analysts say that
whatever competition exists is only for good risks and is not competition in
the sense managed competition advocates imagine.32 And it is because
insurers cannot price risk accurately that Aetna, the only systemwide insurer
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“After an initial drop,
managed care costs grow at
the same rate as costs in the
rest of the health care
system.”

other than Blue Cross, left the FEHBP.33 Despite glowing descriptions by its
defenders, the FEHBP has none of the desirable characteristics of a competi-
tive system.

Case Study: CalPERS. Another example of managed competition is
the California Public Employees’ Retirement System (CalPERS). A recent
study found that the insurance premiums for CalPERS enrollees increased
more rapidly between 1982 and 1992 than the national average — 9.8 per-
cent for CalPERS HMOs and 12.9 percent for its PPOs versus 9.4 percent for
all employers nationally.34 [See Figure I11.] Furthermore, critics contend
that CalPERS’ ability to hold down premium increases is due primarily to
cost shifting to other plans. For example, while Foundation Health Plan,
which has about 10 percent of all CalPERS enrollees, did not increase premi-
ums for CalPERS in 1993, other customers’ premiums increased by 5 to 7
percent.33

Mediocre Idea: Managed Care. A key component of managed
competition is “managed care.” Although the term is applied to a wide range
of activities designed to make medical care more cost-effective, in almost all
of its versions it involves third-party interference with the practice of medi-
cine.3¢ Practitioners of managed care argue that they can make the health
care system more efficient and more affordable, in part by promoting pri-
mary care with an emphasis on wellness and reducing the need for special-
ized and acute care.

Studies show that, at their outset, managed care programs such as
HMOs save money by substituting less expensive for more expensive thera-
pies.3” For example, physician therapy and drug therapy are both less expen-
sive than hospital therapy. However, William Schwartz (USC) and Daniel
Mendelson (Lewin-VHI) argue that managed care has already achieved most
of the savings that are achievable by reducing hospitalization. The only way
for managed care to control the long-term rise in health care costs, they say,
is to deny people access to expensive but useful technology.38

This observation is consistent with the evidence. Studies show that
the adoption of managed care techniques should lead to a one-time reduction
in costs of about 10 to 15 percent. But after that initial drop, managed care
costs grow at the same rate as costs in other types of health care delivery
systems — if not faster.3® The reason managed care is not able to reduce
costs significantly is that it has not come to grips with the primary problem
of the health care industry: when consumers enter the medical marketplace,
the vast majority are spending someone else’s money. Economic studies and
common sense confirm that we are less likely to be prudent shoppers if
someone else is paying the bill.40



“The cost of the federal
employees’ plan has grown
25 percent faster than costs
for emplovyer plans gener-
ally.”

“Insurance premiums for both
CalPERS HMOs and PPOs
grew faster than the national
average for all employers.”
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“Price controls tend to
become a vehicle for health
care rationing.”

Instead of waiting to see if managed care can outcompete the alterna-
tives, some want government to simply declare it the winner. In other areas
of economic life, we market-test ideas and allow competition to determine
which ones survive. This is a good practice to follow in health care as well.

Mediocre Idea: Qutcomes Research and Practice Guidelines. A
natural extension of the concept of managed care is the establishment of
“practice guidelines,” which could be used by public and private sector
bureaucracies to dictate the standard-of-care therapy for any given diagnosis.
Proponents, including the Texas Task Force, want medical professionals to
conduct “outcomes research” in order to determine the most effective medi-
cal treatments. They argue that such practice guidelines will help physicians
deliver quality care and prevent them from ordering unnecessary tests or
procedures.4!

Currently, the American Medical Association and the Rand Corpora-
tion are working on national practice guidelines, and Congress has mandated
that the Department of Health and Human Services do the same. The result-
ant “computerized protocols” will tell physicians what to do when con-
fronted with certain patient symptoms and conditions.42

In a competitive marketplace, practice guidelines might prove useful.
Clearinghouses for information on prices and quality could be valuable to
patients. With greater information at their disposal, patients and physicians
could make better decisions. However, if they are imposed by third-party
bureaucracies, the same guidelines could discourage new and innovative
therapies. They could also inhibit the use of unconventional therapies that
sometimes save time, money and lives.

Bad Idea: Price Controls. Price controls — even temporary ones
such as those advocated by former Senator Bob Krueger in his campaign
against Kay Bailey Hutchison — often tempt politicians.43 But price con-
trols have failed in many countries over many centuries. Economics teaches
that only under special circumstances can price controls produce beneficial
results — even in theory. Those special circumstances don’t apply to the
market for most health care services in most places.

The nation’s 600,000 physicians and 6,600 hospitals are not colluding
to fix prices. Nor are they acting like a monopoly. And although the medi-
cal marketplace is far less competitive than it should be, price controls will
not make it more competitive. They will only lead to shortages and health
care rationing, much as gasoline price controls led to waiting lines in the
1970s.

The Texas Task Force hinted at price controls through its recommenda-
tion of “negotiated rate regulation,” a vague proposal that would have par-
ticipants from every sector of the health care industry meet and establish
expenditure limits (i.e., global budgets) for each specified geographical area.
[See the discussion on global budgets below.]



“Those most likely to be
harmed by price controls are
the sickest and poorest
patients, who are the most
expensive to treat.”
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The Texas Task Force was especially concerned about the rising cost of
pharmaceuticals and considered them prime candidates for price controls.
Such price controls are attractive because their adverse consequences are not
immediate. When the government grants a patent for a new drug, it is grant-
ing a monopoly that allows the drug’s inventors to recoup their research and
development costs. If government holds down the prices of new drugs,
allowing manufacturers to receive only current production costs, patients will
appear to benefit in the short run. In the long run, however, drug manufactur-
ers will be less able to engage in research and development and will produce
tewer new drugs and certainly fewer breakthrough drugs. AIDS patients,
cancer patients and other victims of disease may be denied drugs that could
have saved their lives.44

Those most likely to be harmed by price controls are the sickest and
poorest patients, who are the most expensive to treat.45 Providers will try to
avoid these patients if the controlled prices are too low to cover the cost of
their treatment. The same principle applies to health insurance. Insurers
facing price controls will tend to avoid those customers who are likely to
have the highest health care costs.

For Medicare patients, the federal government already fixes prices for
hospital services#® and is in the process of doing so for physicians’ services.4’
Two things can go wrong when government arbitrarily fixes reimbursement
prices. If it sets the price too high, it encourages overprovision. If it sets the
price too low, it encourages underprovision. The tendency is to set the price
too low in order to control spending. As a result, price controls tend to
become a vehicle for health care rationing. For example, consider how
Medicare’s payment formulas are affecting patients:

® Although hearing loss is the most prevalent chronic disability
among the elderly and affects one-third of all Medicare patients,
Medicare’s reimbursement rate for cochlear implants is so low
that only a handful of Medicare patients have received the treat-
ment.48

® When Medicare reduced the reimbursement rate (in real terms) for
kidney dialysis in the 1980s, many physicians reduced the treat-
ment time, which reduced patients’ chances of survival.*?

® A survey of 21 medical conditions for which an implanted medi-
cal device is indicated found that for 18 of them the government’s
payment was well below hospital cost, and in more than half the
cases Medicare patients did not receive the device.50

Even when Medicare’s reimbursement equals the average cost of
treatment, price fixing discriminates against above-average-cost patients.
They tend to be the sickest patients and more often than not they are low-
income and nonwhite. For example, blacks and Hispanics have more severe
illnesses, longer hospital stays and higher hospital costs than white patients,
on the average.>!
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‘What’s Wrong with Canada’s Global Budgets?

Canada attempts to control health care spending by limiting expensive medical technology
and often restricting it to hospitals. In most provinces, outpatient surgery is either prohibited or
discouraged. In Ontario, CAT scanners and MRI scanners are restricted to hospitals by law. Within
hospitals, physicians work under the strain of severely limited budgets. The resulting health care
ratlonmg is inefficient and unfair.

Lack of access to technology. Unlike an American, a Canadian concerned about the cause of
headaches cannot simply go get an MRI brain scan. Even for those patients whom doctors deem to
be in great need, there are lengthy waits — for example, one year and four months in Ontario. Nor
can a Canadian with high cholesterol easily get a cholesterol test. In most provinces the screening
standards are much stricter than American doctors consider appropriate. One reason why gaining
access to technology in Canada is difficult is that the technology is not there.

Rationing by waiting. There are 177,000 Canadians waiting for surgical procedures. Pa-
tients can wait as long as five months for a Pap smear, eight months for a mammogram and more
than a year for heart surgery. The Canadian press is full of stories of heart patients dying because
they did not get surgery promptly. And, as in other countries with global budgets, Canadian ration-
ing decisions are haphazard. There is no national waiting list and no mechanism to ensure that the
neediest patients receive care first.

Unequal access to care. Access to care is anything but equal. For example, among the 30
health regions of British Columbia, access to physicians varies by a factor of six to one. Access to
specialists varies by a factor of 12 to 1, and access to some specialties varies by a factor of 35 to 1.

Discrimination against the poor. As in the United States, low-income families have shorter
life expectancies and higher infant mortality rates.

- Discrimination against racial minorities. In both the United States and Canada, Indians
have shorter life expectancies than the rest of the population. Compared with their Canadian coun-
terparts, however, American Indian life expectancy is five years longer for an male and six years
longer for a female. Indian infant mortality is almost twice as high in Canada as in the United States.

Discrimination against the elderly. Health care rationing in every country tends to favor the
young over the old. Canada is no exception. Per capita, the United States performs twice as many
coronary artery bypass operations on elderly patients as Canada does. Among 75-year-olds, the
difference between the two countries is four to one.

Discrimination based on ability to pay. If you are the 100th person waiting for heart sur-
gery in Canada, you don’t have a right to the 100th operation. Other people can and do get ahead of
you. In fact, Americans can jump the Canadian queue because they are allowed to pay money for
health care in Canada whereas Canadians are not. In this sense, U.S. citizens have more right to
health care in Canada than do Canadians. As a result of rationing lines, more and more Canadians
are coming across the border for care that they cannot get in Canada. In 1989, for example, about
100 Canadian heart patients went to the Cleveland Clinic because they could not get timely treatment
in their own country. In addition to taxes, two provinces, British Columbia and Alberta, charge
residents a premium to help fund their health plans. An estimated 2 to 5 percent of the population of
British Columbia — 50,000 to 100,000 people — who don’t pay premiums are technically unin-
sured. They must pay for physician care out-of-pocket or the doctors treating them must absorb the
loss.

Sources: John C, Goodman and Gerald L. Musgrave, “Twenty Myths About National Health Insurance,” National Center
for Policy Analysis, NCPA Policy Report No. 128, December 1991; Joanna Miyake and Michael Walker,
“Waiting Your Tum: Hospital Waiting Lists in Canada, Third Edition,” Fraser Forum, Fraser Institute Critical
Issues Bulletin No. 1, 1993; and Edmund F. Haislmaier, “Problems in Paradise: Canadians Complain About
Their Health Care System,” Heritage Foundation, Backgrounder No. 883, February 1992,



“When health care is ra-
tioned, the principal victims
are the poor, the elderly,
racial minorities and rural
residents.”
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Price fixing is also a feature of the Medicaid program, under which it is
not uncommon for government to pay as little as 50 cents on the dollar for
services for low-income patients. One consequence is that many pregnant
women on Medicaid lose access to OB/GYN physicians and turn to hospital
emergency rooms for prenatal care.

Worst Idea: Global Budgets. According to the Texas Health Policy
Task Force, “global budgets™?2 are necessary for cost containment and “are
the single most effective tool for controlling the tendency of providers to
increase the volume of services provided when the price per unit is re-
duced.”s3

Under global budgets, hospitals or area health authorities are given a
fixed budget and required to deliver health care within that budget. Although
the idea of living within a budget sounds reasonable, in practice global
budgeting is a euphemism for health care rationing. By limiting what hospi-
tals can spend, governments limit the care they can deliver.

There is considerable evidence that when health care is rationed the
principal victims are the poor, the elderly, racial minorities and rural resi-
dents. [See the sidebar on global budgets.] Moreover, there is no evidence
that global budgets lead to greater efficiency. To the contrary, they almost
certainly encourage inefficiency. How much does it cost a hospital to per-
form an appendectomy? Outside of the United States, it is doubtful that any
public hospital keeps records that enable them to know.

Among the indicators that government-run hospitals operating under
global budgets are disastrously inefficient, consider the following:

@ Currently the number of people waiting for surgery totals more
than a million in Britain,34 60,000 in New Zealand>3 and 165,000
in Canada.56

@ Although those waiting represent a small percent of the total
population (2 percent or less), they probably represent a large
portion of those who need access to expensive medical technol-
ogy.57

@ Yet in spite of the lengthy waiting lists, at any time about one-fifth
of all hospital beds are empty in all three couniries’® and another
one-fourth are used as expensive nursing home beds for nonacute
elderly patients.5?

In Canada, hospitalized chronic patients are known as “bed blockers,”
and they are apparently blocking beds with the approval of hospital adminis-
trators who believe that, because such patients use mostly “hotel” services,
they are less draining to hospital budgets.®0

If hospitals operating under global budgets were truly more efficient,
American hospital administrators would be traveling to those countries to
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“One in four nonelderly
Texans has no health
insurance coverage.”

learn about their management practices. In fact, the travel is in the opposite
direction. Although U.S. hospitals certainly have room for improvement,
they are already far more efficient than their international counterparts.b!

Problem No. 2: Rising Number of Uninsured

Next to rising costs, the large number of people who lack health insur-
ance is the nation’s most important health policy problem. And in Texas, the
problem is worse than in most other states.62

® With about 3.8 million residents currently without health insur-
ance, Texas is exceeded only by New Mexico in its rate of unin-
sured individuals among the 50 states.%3

® Although only 15 percent of the nonelderly population is unin-
sured nationwide, one in four nonelderly Texans has no health
insurance coverage.64

® The city of San Antonio has the highest percentage of uninsured
people (31 percent) of any U.S. metropolitan area.%5

The problem is especially acute for racial minorities. While 16 percent
of nonelderly white Texans lack health insurance, 27 percent of African-
Americans and 47 percent of Hispanics are uninsured.%¢ [See Figure IV.]
Because the number of uninsured in the state is so high, providers of indigent
care (such as the publicly funded community hospitals) experience severe
strains on their resources and finances. 57

One reason for the high number of uninsured in Texas is the changing
nature of the Texas economy and culture, factors over which the state govern-
ment has little or no control. For instance:

® Though Texas has one of the fastest-growing service sectors in the
country, with 5 million people, this sector traditionally does not
provide health insurance benefits.8

@ Texas also has one of the highest rates of preteen pregnancies,
with nearly 4,700 in 1990, which are often not covered by health
insurance.®®

A second reason is that state regulations are pushing up the cost of
health insurance and pricing the young, healthy and poor out of the market. A
third reason is that federal policies are encouraging employer-based health
insurance and thus increasing the number of uninsured. [See the sidebar on
how the federal government causes people to be uninsured. ]
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“The state’s health insurance
reform bill will probably
increase the number of
uninsured.”

When the Texas Legislature passed H.B. 2055, supporters claimed the
reforms would reduce the number of uninsured people in the state. [See the
sidebar on Texas health insurance reform.] In fact, the bill is likely to have
the opposite effect because it will force many small companies to forgo health
insurance altogether. For example, the bill requires employers with 3 to 50
employees who offer health insurance to (1) pay 75 percent of their employ-
ees’ health insurance premiums and (2) enroll 90 percent of their eligible
employees in the plan. These reforms appear designed to force employers to
pay most of their employees’ health insurance costs. However, economists
have demonstrated that fringe benefits such as health insurance substitute for
wages — and thus are ultimately paid for by employees. And by forcing
small groups to make an all-or-nothing choice, H.B. 2055 increases the
likelihood that they will choose to be uninsured.

We will consider other ways in which the new reform bill encourages
people to be uninsured in our analysis of health insurance reform. In what
follows, we consider other alternatives that have been proposed to decrease
the number of uninsured.

Good Idea: Direct Subsidies. One way to help lower-income families
is through direct subsidies. There is an urgent need to reform the current tax
system — under which $92 billion per year in federal, state and local income
tax subsidies go mainly to employees of large companies and to higher-
income families. Although the bulk of these subsidies ($65 billion) arise
under federal tax law [see the sidebar on federal policies], there is room for
state action.

Several states now exempt small business policies from state taxes
levied on health insurance premiums, and at least six states extend tax credits
to employers who are first-time buyers of health insurance. Towa, for ex-
ample, exempts small group policies from costly state-mandated benefits as
well as from premium taxes. The state also provides a tax credit to employers
who pay at least 75 percent of the premium for low-income employees and
half of the premium for the employees’ dependents. Nevada, New Mexico
and West Virginia waive premium taxes for small businesses. Kansas, Ken-
tucky, Montana, Oklahoma and Oregon give employers tax credits for the
purchase of health insurance.”®

Bad Idea: Employer Mandates. As noted above, virtually all econo-
mists agree that fringe benefits are earned by workers and that they substitute
for wages. Requiring employers to provide health insurance, therefore, is
simply a disguised attempt to force workers to take health insurance rather
than wages. Two types of mandates have received considerable attention.
Under the first approach, employers are required to provide health insurance
for their employees.”!  Under the second, employers have a “play-or-pay”
option and must either provide health insurance or pay a tax.

Hawaii, currently the only state that has a mandate in force, adopted the
first type of employer mandate nearly 20 years ago. [See the sidebar on
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How Federal Government Policies Increase
the Number of Uninsured

Currently, the federal government “spends” about $65 billion a year subsidizing private health
insurance through the tax system. These costly tax subsidies are very valuable to the people who
receive them. Ostensibly, they exist to encourage private health insurance coverage. However,
under the current system they may do more harm than good.

Subsidizing the rich. The current system favors high-income over low-income families in two
ways. First, the ability to exclude employer-provided health insurance from taxable wages is more
valuable to employees in higher tax brackets. Second, by restricting this tax subsidy to employer-
provided insurance, the law favors people who work for larger firms. The result is highly regressive:
families in the bottom fifth of the income distribution get an average benefit of $270 a year from
federal tax subsidies for health insurance, while families in the highest fifth get an average annual
benefit of $1,560. Thus the tax law benefits high-income families six times more than low-income
families, giving the most help to those who are most likely to insure without subsidies.

Penalizing the nonrich. The self-employed, the unemployed and employees of small compa-
nies that do not provide health insurance must pay taxes first and buy health insurance with what’s
left over. This can make health insurance twice as expensive for people who pay the aftertax price
as for people who have employer-provided insurance. Small wonder that almost 90 percent of the
under-65 population with health insurance is insured through an employer or that 81 percent of
uninsured workers are self-employed, unemployed or work for small companies.

Encouraging employer-based insurance. The kind of health insurance most of us have is
determined by what the federal tax law subsidizes. This has led to an employer-based system under
which people eventually lose their health insurance when they switch jobs. If they are already sick
when they lose their coverage, they may become uninsurable.

Encouraging perverse employer policies. In the face of constraints imposed by federal
policy, employers are trying to hold down health care costs by taking actions that have very negative
social consequences. Unable to adopt a sensible approach to employee health insurance, many large
firms now ask employees to pay (with aftertax dollars) a larger share of the premium. Often em-
ployers pay most of the premium for the employee, but ask employees to pay a much larger share for
their dependents. These practices result in some employees opting not to buy into an employer’s
group health insurance plan. More frequently, employees choose coverage for themselves but not for
their dependents. Three million people who lack health insurance are dependents of employees who
are themselves insured.

Sources: John C. Goodman and Gerald L. Musgrave, Patient Power: Solving America’s Health Care Crisis (Washington,
DC: Cato Institute, 1992). C. Eugene Steuerle, “Finance-Based Reform: The Search for Adaptable Health Policy,”
paper presented at an American Enterprise Institute conference, American Health Policy, Washington, DC, October
3-4,1991; Employee BenefitResearch Institute, “Sources of Health Insurance and Characteristics of the Uninsured,
Analysis of the March 1991 Current Population Survey,” EBRI Issue Brief, No. 123, February 1992.
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Texas Health Insurance Reform

Known as Governor Ann Richards’ health care bill, Texas House Bill 2055 created new group
health insurance regulations that apply primarily to employers with three to 50 employees. Passed
into law in late spring 1993, the bill does the following basic things:

® Imposes employer mandates. Employers are not required to provide insurance. However,
if they do, they must pay 75 percent of the premium and cover 90 percent of their eligible
employees.

® Establishes rate bands for small group policies. Rate bands limit the difference between
the highest and lowest premium for the same policy. Although they will raise the cost of
insurance for the healthiest groups, they will eliminate “rate shock” for small employers by
limiting increases in premiums due to high claims experience.

® Removes preexisting conditions for previously insured employees. Employees, either new
or formerly employed, cannot be denied coverage. If they have been continuously covered,
they need not pass through another preexisting condition exclusionary period when they
change jobs.

® Requires collective renewability. Insurers cannot cancel a policy for an individual business
because of high claims experience unless it cancels policies for all similar businesses in the
state.

® Conversion privilege. Insureds under any group plan may choose a conversion plan if their
employer’s policy is terminated. The premium cannot exceed 200 percent of the individual’s
premium under the original plan.

® Includes but postpones guaranteed issue regulations. The legislation prohibits an insur-
ance company from denying insurance based on health status after September 1, 1995. Spe-
cific regulations are to be proposed by a committee established to review guaranteed issue
and report back to the Legislature by January 1, 1995.

® Creates a state purchasing cooperative. Through government-created purchasing coopera-
tives, smaller businesses could join together to purchase insurance at lower premiums. Em-
ployers are not required to participate, however, and the bill permits any group of employers
to band together to form a private purchasing cooperative.

® Requires standard plans and uniform claims forms. Carriers in the small employer market
will be required to offer three legislatively designed plans. Some flexibility regarding
deductibles, copayments, etc., is permitted and insurers may offer other plans as well. The
bill also requires the use of the standard claims forms currently used by the Health Care
Financing Administration.

® Requires a review of state-mandated benefits. Establishes a panel to determine the impact
of state-mandated benefits on the cost of health insurance.



“Virtually all economists
agree that fringe benefits are
earned by workers and that
they are a substitute for
wages.”
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employer mandates.] But though Hawaii has been praised by many, includ-
ing the American Medical Association, for its attempt to create universal
coverage, the percent of the population uninsured in Hawaii is no lower than
that of many other states.”? In fact, 16 states have uninsured populations
equal to or less than Hawaii’s.”3

Massachusetts was the first state to pass a play-or-pay mandate.
Though enacted in 1988, it has never been implemented. Massachusetts
intended to phase in the mandate in 1992, but the date was postponed to 1995
after legislators discovered that the state’s struggling economy could not
support the burden. And given its history of delays, the mandate may never
be implemented.

Washington and Oregon have recently passed employer mandates — a
direct mandate in Washington and a pay-or-play mandate in Oregon. But like
Massachusetts, these states have chosen to phase in the mandate over several
years. And like Massachusetts, they are likely to discover that mandates are
too costly in money and jobs and to either postpone implementation indefi-
nitely or revoke the mandate. [See the sidebar on employer mandates.]

Mandates cause job loss by requiring that workers produce enough to
finance their own health insurance (or additional payroll tax).”4 Because
many low-skill, low-income workers cannot increase their productivity to
compensate for the increase, they lose their jobs. According to one study:”3

® Between 524,000 and 838,693 jobs in Texas would be at risk
under a law forcing employers to purchase health insurance for
their employees.

® These figures represent between 9.9 percent and 15.8 percent of
total employment in the state.

Bad Idea: Individual Mandates. Almost every state requires automo-
bile drivers to buy auto liability insurance. Many, including some who
otherwise advocate free market solutions to health care problems, have
argued that health insurance should be mandatory for the same reason: to
protect the rest of the population against the costs incurred by those who
choose to remain uninsured.”® However, this argument overlooks the cost of
politicizing health insurance, as auto liability insurance has been politicized
in such states as California, Massachusetts and New Jersey.

Massachusetts, for example, has the highest automobile insurance
premiums in the nation. It also has the highest rate of auto insurance claims.
One reason is that Massachusetts subsidizes bad driving through artificially
low insurance rates. Under Massachusetts law, insurers are forbidden to base
their premiums on age, sex or marital status. Insurers must sell policies to
almost any driver, and they cannot charge higher premiums for policies
transferred to the state’s high-risk pool. As a result, about 94 percent of
young male drivers and 82 percent of young female drivers are in the risk
pool. As a proportion of all premiums, policies assigned to the risk pool
soared from 23 percent of the market in 1977 to 65 percent in 1989.77
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“Mandating health insurance
is an open invitation to
government regulation of the
entire health care system.”

Whereas nationally only about 8.3 percent of auto insurance premiums
represent high-risk pool insurance, the Massachusetts risk pool now accounts
for one-fifth of all the auto risk pool insurance in the United States. The risk
pool invariably loses money, and the deficits are financed by higher premi-
ums charged to other drivers. Overall, there is little relationship between
driving behavior and insurance premiums in Massachusetts.

If individuals were forced to purchase health insurance just as they are
required to purchase auto insurance, health insurance premiums would be
determined in the political arena, as auto insurance premiums are. And
because health insurance is a far more emotional issue, there would be
constant pressure to keep premiums artificially low. Realistically, the gov-
ernment cannot require the purchase of health insurance and leave insurers,
providers and state legislators free to increase the price without limit. Man-
dating health insurance is an open invitation to government regulation of the
entire health care system.

Worst Idea: A State-Run Health Care System. According to the
Task Force, the best way to ensure “universality, accountability and expendi-
ture limits” would be to adopt a universal health insurance system similar to
systems in Canada and other developed countries. However, as noted above,
a system that gives government complete control over the financing and
delivery of health care would be unacceptable to most Americans, even if
adopted at the federal level. If adopted at the state level, the results would be
much worse because the best health care providers would leave the state, and

higher-income patients, seeking the best health care, would likely follow.

Problem No. 3: Lack of Preventive Care

A common complaint about our current health care system is that
people do not obtain sufficient preventive health services, including prenatal
care, immunizations, mammograms and physical checkups. Currently:78

® One-third of pregnant women in Texas receive no prenatal care
during the first trimester.

® Between 1988 and 1989, the number of reported measles cases in
Texas rose from 300 to 3,000, with half of the counties in Texas
experiencing outbreaks of the disease.

Many argue that preventive care would save health care dollars by
preempting more costly acute care. For example:

® Whereas the cost of prenatal care is only a couple of hundred
dollars, the average cost of medical care for a premature baby is
nearly $20,000 more than the cost of a normal birth.”®

@ Whereas vaccinations for measles, mumps and rubella cost about
$20 each, the average cost for hospitalization to treat those diseases
runs about $21,000.80
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Employer Mandates in Other States

There are two types of employer mandates. One requires employers to provide their employ-
ees with health insurance by paying some portion of the premium (Hawaii and Washington). The
other gives employers an option of providing health insurance or paying a tax (Massachusetts and
Oregon). Hawaii is the only state with a mandate currently in force.

Hawaii. Since 1974 the state has required employers to provide health insurance for all
employees working over 20 hours a week. (Hawaii is the only state that can regulate the health
insurance plans of self-insured companies under a special ERISA exemption granted by Congress.)
Those not covered by the law -— employees working fewer than 20 hours a week, government
employees, small family businesses, the unemployed and seasonal workers — or not covered by
Medicaid are supposed to be covered by a program established in 1989 known as the State Health
Insurance Plan (SHIP). However, the reality is very different. With 11 percent of its population
uninsured, Hawaii has done no better in reducing the number of uninsured than many of the main-
land states.

Massachusetts. In the 1988 presidential campaign, Michael Dukakis claimed that he had
provided health insurance for everyone in Massachusetts. But before the mandate for employers was
to take effect in 1992, the state legislature postponed it until 1995. So the program has never been
implemented and it may never be. Governor William Weld argues that it would devastate the state’s
economy.

This early attempt at play-or-pay legislation requires Massachusetts employers to provide
health insurance for their employees or pay a tax of 12 percent on the first $14,000 of wages, or
$1,680. Although the bill was intended to make health care “universal” and affordable within the
state, more people might become uninsured if the program were implemented. Health insurance
costs for an employee with dependents would likely be much more than the tax, and many employers
would find it cheaper to pay than to play.

Washington. The state of Washington has adopted a health care reform program which some
call a model for President Clinton’s managed competition plan. Large employers (over 500) must
cover their employees by July 1995 and the employees’ dependents by July 1996. All employees
and their dependents must be covered by July 1999. Employers will be required to pay at least 50
percent of their employees’ premiums.

Oregon. Under Oregon’s new play-or-pay plan, employers must provide health insurance
coverage to employees or pay an amount equal to 75 percent of an employee’s premiums and 50
percent of the dependents’ premiums into a state fund that will provide coverage for the uninsured.
However, the state must first find funds for the program. Like Washington, Oregon is to phase in its
mandate over several years, with full implementation in 1995.

Sources: Pamela Loprest and Michael Gates, State-Level Data Book on Health Care Access and Financing (Washington, DC:
The Urban Institute, 1993); and “Health Care Reform: State-by-State Analysis,” American Legislative Exchange
Council, Legislative Update, revised July 26, 1993.
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“There is serious doubt that
[free preventive care will
either expand access or save
money.”

“It would be more efficient
and cost-effective to target

Jree services to the neediest
mothers and children.”

® Whereas 2,175 Dallas children contracted measles in 1989 for a
total cost of $3.4 million, immunizations for them would have cost
only $3,700.81

On the theory that preventive care for all children and pregnant women
would save money in the long run, the Texas Task Force proposed a benefits
package known as the Texas Children’s Health Plan, which included such
services as free prenatal care, immunizations and well-baby care. But there is
serious doubt that such proposals would either expand access to care or save
money.

Does free care increase access? Although nationally only a little more
than half of all children are immunized by the age of two, over 95 percent are
fully immunized by age five so they can enter school.82 Ts the difference
between the vaccination rate at ages two and five primarily due to the barrier
of price? The evidence suggests otherwise.

Take Massachusetts, the state with the nation’s oldest free immunization
program. Vaccinations there are available to all children without charge,
regardless of the parents’ financial means. Are all Massachusetts children
immunized? Hardly. While the national average is about 58 percent of
children properly immunized by the age of two, the Massachusetts rate is 62
percent.83 The 11 other states with free immunization programs also experi-
ence only marginally better rates of childhood immunizations.?4

Like the Texas Task Force, President Bill Clinton has proposed a univer-
sal vaccination plan for the country.85 There is no reason to believe that his
plan would be more effective than that of Massachusetts. Over a billion
dollars could be spent under Clinton’s original proposal, with almost no
change in outcomes. Such a program would be equally wasteful in Texas.86

There also is little evidence that making prenatal care free would in-
crease check-ups by poor women. Even the Task Force recognized that two-
thirds of Texas women already receive prenatal care within the first three
months of pregnancy and that only 4 percent receive no prenatal counseling at
all, in part because Planned Parenthood as well as community health clinics
already provide free prenatal care to indigent women.

Does preventive care save money? Careful studies show that, in general,
preventive medicine raises rather than lowers overall health care costs. Pre-
ventive medicine is “economical” only when special at-risk groups are tar-
geted. Giving preventive services to the entire population usually costs more
than any savings from the early detection of disease.37 For example, if Texas
provided all 17 million of its residents with an MRI scan, as many as 5,600
early-stage brain tumors or aneurysms might be detected.88 In many of these
cases, early detection would reduce the total cost of care and, in some cases, it
would save lives. But at $1,000 per MRI scan, Texas could spend $17 billion
—— about a third of the state’s current annual health care expenditures — on the
procedure.
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This does not mean that preventive care is wasteful. Diagnostic tests
that show freedom from disease relieve patients’ anxiety and reassure them of
good health. Thus, for the most part, preventive care is like a consumer good
that creates benefits in return for a cost. It is not like an investment good that
promises a positive rate of economic return.

Good Idea: Target Free Services to the Neediest. If we are genuinely
concerned about expanding immunizations, preventive care and basic services
to children and pregnant women, we should target and directly subsidize those
who cannot afford such services.8? For example, it would be much more
efficient and cost-effective to provide free care to poor mothers and children
in poor urban and rural areas than in wealthier areas, where most mothers and
children are covered by insurance or can pay for their care out of personal
funds. Targeting services toward poor people while letting the nonpoor pay
their own way frees up scarce health care dollars for those who need them
most.

Bad Idea: Eliminate Deductibles for Preventive Services. One of the
Texas Task Force’s proposals was to outlaw private health insurance
deductibles for selected health services such as Pap smears, mammograms,
prostate and colon-rectal screenings.®0 But here, too, free preventive care is
wasteful. First, it encourages people to consume services they do not need.
For example, there is already serious doubt about the value of annual
mammograms for most women under age 50 and certainly under age 40.91
Second, free preventive services discourage people from seeking low prices,
reducing the incentive for providers to compete based on price. Finally, using
insurance to pay for preventive services is administratively wasteful. For
example, a $25 physician’s fee can easily become $50 in total costs after an
insurer monitors and processes the claim — thus doubling the cost of medical
care.

Although many who advocate expanding preventive care are motivated
by humanitarian concerns, creating subsidized or free programs for all pa-
tients would shift scarce dollars — with little or no net benefit. A much better
approach is to allow those who can afford preventive care to weigh its value
against other uses of their money and to target government money to those
who cannot afford the care.

Problem No. 4: Defects in the Health
Insurance Market

Serious problems exist in the market for private health insurance.
Among them: (1) many people discover that after they get sick their insur-
ance can be canceled or they can face unreasonable premium increases; (2)
employees find that when they leave employment they lose insurance cover-
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“Insurers should not be able
to change the rules of the
game after an illness has
occurred.”

age, even if they have a medical problem; and (3) people with medical prob-
lems who lose coverage may find that no other insurer will insure them.>?

In theory, the problems in the market for private health insurance are not
difficuli to solve. [See the sidebar on solving the crisis in private insurance.]
In practice, they have so far proved impossible. A number of proposals
purporting to solve these problems — including some proposals made by the
Texas Task Force and some recently enacted by the Legislature — would
worsen the problems, causing more people to be uninsured and coniributing to
rising health care costs.

Contrary to widespread impressions, most of the 37 million Americans
who are currently uninsured are healthy, not sick. Sixty percent of the unin-
sured are under 30 years of age and in the healthiest population age groups.”?
They have below-average incomes and few assets. The same is true in Texas.
[See Figure IV.] Of the 3.9 million uninsured Texans:94

@ The rate of uninsured is highest among those aged 19-24, and the
second highest rate occurs in the 25-34 age bracket.

@® 59 percent of the uninsured have incomes below $20,000.

® Only 12 percent of those individuals with incomes twice the
poverty level are uninsured.

Because these individuals are healthy and have below-average incomes
and few assets, they tend to be very sensitive to premium prices. Moreover,
the primary reason why most of the uninsured lack health coverage is that
they have judged the price of insurance too high relative to the benefits. Very
few have been denied coverage. The best way to bring these young, healthy
people into the insurance market is to provide health insurance at a price that
reflects their minimal risk.

By contrast, the Task Force health insurance proposals included such
reforms as guaranteed issue, modified community rating and the exclusion of
preexisting conditions.?> As we show below, these reforms would increase
the cost of health insurance for most Texans and, therefore, increase the
number of uninsured Texans.

Good Idea: Guaranteed Renewable Insurance. Most of the problems
in the market for private health insurance do not exist in the market for life
insurance, which can easily be taken as a model. Once a person becomes
insured, health insurers should be required to continue coverage in the future
at reasonable prices.?® With this reform, the market for small group health
insurance would begin to resemble the market for individual life insurance
policies. In the latter, insurers cannot selectively raise prices for different
policyholders based on last year’s experience. The same premium increase
must apply to the entire class of people who purchase a particular type of
policy. Insurers cannot change the rules of the game for a single policyholder
after an illness has occurred.®’
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Solving the Crisis in Private Health Insurance

Real problems exist in the private health insurance industry. These problems have arisen
because the traditional insurance philosophy has been abandoned. All too often what is called
insurance is actually prepayment for the consumption of medical care. A workable solution
must be one that encourages a competitive market for real insurance — one in which risk is
accurately priced.

Problem: People who cannot afford to insure., Most uninsured Americans are healthy,
not sick. They lack health insurance because they have been priced out of the market. Part of
the solution is to encourage insurers to charge these people low premiums that reflect their low
level of risk. State governments can help by repealing cost-increasing regulations and by giving
low- and moderate-income families tax subsidies for the purchase of health insurance.

Problem: People who can afford to insure but choose not te. Even if tax incentives
were offered, some people would choose not to buy health insurance. In that case, they should
pay higher taxes. Under the current system, the higher taxes paid by the uninsured go to Wash-
ington, while free health care is delivered locally. It would be better to pool the extra taxes and
make them available to the hospitals delivering charity care. That way, uninsured patients would
be the payers of first resort, but funding would also be available to provide uncompensated care.

Problem: People who are uninsurable. A small number of people (less than 1 percent of
the nonelderly population) cannot buy health insurance because they are sick or at high risk.
Government can help by creating risk pools or subsidizing the purchase of conventional health
insurance with tax dollars, rather than by artificially raising the premiums charged to healthy
people. And the amount of subsidy should depend on family income. Low-income families
need government help. Ross Perot does not.

Problem: Unfair cancellations and premium increases. Sensible reform is needed for
people who already have insurance. Insurers should not be able to change the rules of the game
after an unexpected illness has occurred. They should not be able to cancel a policy or unreason-
ably raise premiums. Terminally ill people who have life insurance can continue their coverage
at pre-agreed premiums. There is no reason why health insurers can’t follow a similar practice.

Problem: Job lock. Thirty percent of Americans say they, or others in their household,
have stayed on a job they wanted to leave because they did not want to lose employer-provided
insurance coverage. Even though economists are almost unanimous in the belief that health
insurance costs are fully paid for by workers (as a fringe benefit that substitutes for wages), our
employee benefits system treats the policy as belonging to the employer, not the employee. This
might be acceptable if employees worked for the same employer for the whole of their work life.
In fact, most do not. A reasonable solution is to insist that health insurance benefits be personal
and portable.

Source: John C. Goodman, “Should Healthy People Pay More for Health Insurance?” National Center for Pohcy
Analysis, NCPA Policy Backgrounder No. 115 April 1992. ~
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“Why buy health insurance
today if you can buy it after
you get sick?”

Good Idea: Collectively Renewable Insurance. Even without
guaranteed renewability, many of the same benefits can be obtained when
insurance is collectively renewable, as the Texas Legislature recently re-
quired. [See the sidebar on H.B. 2055.] This requirement often is not a
feature of policies sold to small groups. In the past, insurers in Texas could
refuse to renew the policy of one employer because, for example, an em-
ployee had an expensive illness while the insurer agreed to renew another
employer’s identical policy. With collectively renewable insurance, insurers
have to renew all similar policies or none of them. A company cannot single
out the healthiest clients and discard the unhealthiest after the policies have
been purchased.?8

Good Idea: Personal and Portable Benefits. Although fringe
benefits substitute for wages and are therefore “earned” by employees,
today’s employees have no ownership rights. Employers often can cut back
coverage even after an employee gets sick.®® And when employees with a
preexisting illness leave, they may find it impossible to obtain insurance
coverage elsewhere. As noted above, our system of employer-based health
insurance is largely the creation of the federal tax law. Although state gov-
ernments cannot change federal tax law, they can adopt policies that encour-
age personal and portable health insurance benefits.100 Currently, some 40
states have passed legislation that permits individuals to continue their health
insurance coverage after leaving a job. In addition, 40 states have passed
legislation that permits individuals to convert their employer-based group
policy to a non-group (individual) policy.10!

H.B. 2055 requires that small group insurance contain a conversion
privilege. This option permits individual employees who have their
employer’s coverage terminated by the insurer to continue the same coverage
at a premium no more than twice what they and their employer had been
paying.

Mediocre Idea: State-Run Purchasing Pools. Small businesses —
those with 25 or fewer employees — face a problem not faced either by large
businesses or by individuals. Under a common practice, insurers annually set
each firm’s premiums based on the previous year’s experience. If one person
in a small group has large medical expenses, the resulting premium increases
may be prohibitively high, perhaps forcing the employer to cancel coverage
for everyone. In response, several states have established or are considering
state-administered purchasing pools that permit small employers to purchase
insurance together. These purchasing pools, or health insurance purchasing
cooperatives (HIPCs), will serve as middlemen between health insurers or
provider networks and health insurance purchasers.!0? The recently passed
H.B. 2055 establishes such a purchasing pool, known as the Texas Health
Benefits Purchasing Cooperative. The bill also permits private businesses,
insurance companies and other organizations to form nonprofit coopera-
tives.103
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The problem with state-created cooperatives is that they impose a
regulatory bureaucracy between businesses and health insurance companies,
increasing administrative costs for employers and health insurers (as H.B.
2055 would do) while providing very little in return.!4 Private purchasing
cooperatives are already beginning to form — but without the regulatory
oversight of a state-controlled body.

Bad Idea: Guaranteed Issue. An ideal insurance market is one in
which risk is priced accurately. Each person entering an insurance pool is
charged a premium based on the expected cost and risk that person brings to
the pool. Put another way, in an ideal insurance market people pay for what
they get. Under the Task Force’s proposal, however, insurers would be
forced to sell policies at the same price — no matter how sick or how well the
applicants are.105 Thus people who had decided to forgo purchasing health
insurance and use their money for other purposes could not be denied health
insurance once they got sick. Such a policy creates a perverse incentive.
Whereas guaranteed renewability would encourage people to purchase health
insurance (because, once sick, they would be able to continue coverage at
reasonable rates), guaranteed issue would have the opposite effect. Why buy
health insurance today if you can buy it for the same price after you get sick?

Virtually all studies of guaranteed-issue insurance have concluded that
it increases premiums.106 For example, a recent study for the Society of
Actuaries compared medically underwritten policies with guaranteed-issue
insurance, under which all preexisting illness limitations were waived after 12
months.197 The study showed that:

® The cost of guaranteed-issue insurance was 23 percent higher the
first year and 50 percent higher the second year.108

@® The seven-year cost of guaranteed-issue insurance was 39 percent
higher.10°

@ These numbers imply that if people who are now medically
underwritten could buy only higher-priced guaranteed-issue
insurance, from one-fifth to one-half of them would choose to be
uninsured.110

According to one estimate, no more than seven-tenths of 1 percent of
Americans under the age of 65 are uninsurable.!!! Yet in an attempt to make
health insurance more affordable for this tiny number, guaranteed-issue
regulations would impose price controls and raise premiums for the other 99
percent. The result would almost certainly be a larger number of people who
are voluntarily uninsured.

Worst Idea: Community Rating. The concept of guaranteed issue is
often combined with community rating. Under “pure” community rating,
insurers are forced to charge the same price to every policyholder, regardless
of age, sex or any other indicator of health risk. Despite the fact that health



30 The National Center for Policy Analysis

“The best approach is to
subsidize directly people who
are uninsurable, making the
subsidy highest for those with
the lowest incomes.”

costs for a 60-year-old male are typically three to four times as high as those
for a 25-year-old male, both would pay the same premium.!!2 Under “modi-
fied” community rating, as recommended by the Task Force, price differences
could be based on age and sex.113 Other than that, however, sick people
could buy health insurance for the same price as healthy people. Thus:

@ A person who has AIDS would be able to purchase health insur-
ance for the same price as someone who does not.

People in hospital cancer wards would be able to buy health
insurance for the same price as people who do not have cancer.
[See the sidebar on what’s wrong with charging healthy people
more for health insurance.]

Under community rating, healthy people must be charged more so that
sick people can be charged less. Most people, therefore, would see their
premiums rise. This would drive lower-income and healthy people out of the
market, make the pool of insured people smaller and less healthy and drive up
premiums even more.

Proponents of community rating agree that the result of permitting
unhealthy people to purchase health insurance at the same price as healthy
people would be to raise premiums for healthy people. But they argue those
increases would be small when distributed over all of the insured. However,
as Figure V shows, employees of companies that self-insure, HMOs, Medi-
care and Medicaid would be exempt from the price-increasing impact of
community rating.!14 The full burden of the price increases would fall on a
very small number of the insured — those who participate in traditional risk
insurance plans.!15 As a result:

@ Of the approximately 15.6 million Texans with health insurance,
only 2 million have traditional risk insurance.

@ Therefore, only 13 percent of the insured would be forced to cover
the costs of providing community rating to the sick.

Problem No. 5: The Uninsurable

As noted above, only seven-tenths of 1 percent of Americans under the
age of 65 are uninsurable.116 Yet some reformers would force higher premi-
ums on the other 99 percent, driving many of them out of the market. If
health insurance policies were guaranteed renewable and portable, people
would have strong incentives to become insured before they got sick. But
what should we do about the 1 percent who are already sick and uninsured
and are generally thought to be uninsurable?
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What’s Wrong with Charging Healthy
- People More for Health Insurance?

When people who do not have health insurance become sick and generate large medical bills,
they frequently cannot pay those bills from their own resources. Yet we generally require hospitals
to provide health care to people regardless of ability to pay. Who should pay the costs of uncompen-
sated care?

The obvious answer is taxpayers, through the use of public funds. But rather than raise taxes
to pay for what clearly is a social problem, many politicians want to raise the health insurance premi-
ums of healthy people instead. These proposals require insurers to charge the same price to all
buyers, whether healthy or sick. The healthy would be overcharged so that the sick could be charged
a premium much lower than their expected health care costs.

Imposing a regressive, hidden tax. By forcing insurance companies to pay the medical bills
of people who are already sick, politicians would be indirectly shifting the cost (through premium
increases) to healthy people who buy health insurance. In so doing, they would be imposing a hid-
den, highly regressive tax on unsuspecting families. Whereas the income tax system is designed so
that higher-income families pay higher tax rates, many health insurance reform proposals would
impose the highest hidden tax rates on the lowest-income families. For example, if health insurance
reform causes the premiums for family policies to rise by $1,000, that’s a 10 percent tax on a family
with a $10,000 annual income but only a 1 percent tax on a family with $100,000 in income. Thus
the tax rate on a family with the lower annual income would be ten times as high.

Increasing the number of people without health insurance. Contrary to widespread
impressions, most of the 37 million people who are currently uninsured are healthy, not sick. Sixty
percent are under 30 years of age and in the healthiest population age groups. They have below-
average incomes and few assets and tend to be very sensitive to premium prices.

Moreover, the primary reason why most of the uninsured lack health coverage is that they
have judged the price too high relative to the benefits. Very few have been denied coverage. The
artificial premium increases that would result from many health insurance reform proposals would
substantially increase the number of employers who fail to provide coverage for their employees and
the number of individuals who are uninsured by choice.

Subsidies versus price controls. The worst feature of one-price-for-all laws is that they
cause enormous harm in order to accomplish a little good. A much better approach would be to
directly tackle the problems of the less than 1 percent of the population that is uninsurable and allow
the other 99 percent to buy real health insurance.

Source: John C. Goodman, “Should Healthy People Pay More for Health Insurance?” National Center for Policy Analysis,
NCPA Policy Backgrounder No. 115, April 1992,
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“The cost of community
rating would be borne by
only 13 percent of the
population.”

Best Idea: Direct Subsidies. The best approach is to subsidize directly
people who are uninsurable, making the amount of subsidy highest for those
with the lowest incomes. The subsidies should be funded by general taxes, so
that the burden of solving this social problem is fairly spread over all Texas
taxpayers. Government might pay a portion of their medical bills!!7 — say,
everything above 30 percent of income — or part of the cost of having an
insurer manage their health care.!18

Second-Best Idea: Texas Risk Pool. One way in which state govern-
ments have attempted to provide health insurance for high-risk individuals is
through risk pools. Currently, 27 states have passed legislation creating risk
pools,119 which sell insurance to individuals who cannot obtain policies
elsewhere. Premium prices generally are set as a percentage of the prices of
similar policies sold in the marketplace. For example, in most states the
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premium for risk pool insurance is 50 percent higher than for comparable
policies. In Florida, however, risk pool premiums may be three times as
high, and in Montana they may be four times as high. In Minnesota, the most
generous state, risk pool insurance is only 25 percent more expensive.120

Since all states cap the price of risk pool insurance, thus creating an
artificially low price, risk pools almost always lose money.}2! In Maine,
losses are covered by a tax on hospital revenues. In Illinois and California,
the subsidies are funded by general tax revenues.}22 The most common
approach, however, is to assess insurers in proportion to their share of the
state health insurance market and allow them to fully or partially offset their
assessment against premium taxes paid to state governments.123

In 1989, Texas passed legislation establishing a state risk pool, but the
pool is not operational because it has never been funded.124 As with all risk
pools, the plan specifies benefits, deductibles and premiums. For example, in
Texas’ legislation:

® There is a lifetime maximum benefit of $500,000.

® The deductibles offered must not be greater than $250 for an
individual and $500 for a family.

® Premiums must not be lower than 150 percent or higher than 200
percent of the prices of similar policies sold in the marketplace.

The enabling legislation specifies that any loss incurred by the plan is to
be recouped through an assessment on each insurer authorized to write health
insurance in the state. Funding the losses in this way potentially raises the
cost of health insurance for everyone not in the pool. Even though insurers
would be allowed to offset their assessments against state taxes, this practice
creates additional pressure to maintain (or even increase) taxes on insurance
premiums, which causes further distortion in the health insurance market-
place. Moreover, any excess burden for insurers would be borne by a minor-
ity of people, since uninsured people and those in self-insured plans, HMOs
and federally funded programs such as Medicare and Medicaid would not be
affected. [See Figure V.]

Precisely because risk pools lose money and because there is a natural
resistance to the higher taxes needed to fund those losses, many states refuse
to sell risk pool insurance to all who would like to buy it. In Illinois, for
example, the price is kept artificially low, but there is a waiting list of poten-
tial buyers. Texas, as noted above, has a risk pool but no funding.

Worst Idea: Regulate Insurance Prices. Politicians often perceive
regulating insurance premiums as an easy way to make health insurance more
affordable for those who are sick. While artificially low prices are clearly a
good deal for the sick, they produce two perverse results: (1) most people
have to pay higher premiums, which means that many cancel their policies;
and (2) insurers try to find ways other than price to discriminate against sick
people.
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“Mandated benefits raise the
cost of health insurance and
price millions of people out of
the market.”

In either case, the market for health insurance is distorted, leaving
insurers reluctant to sell and many consumers reluctant to buy.

Very Worst Idea: A State-Run Health Care System. Aithough the
Task Force asserted that a state-run health care system would be the best
solution, it is in fact the worst. As noted above, health care rationing would
soon follow, as it already has in Canada, and the elderly, the poor and racial
minorities would suffer most. Furthermore, the state’s best physicians, put
under price controls, would leave Texas to practice in another state, perhaps
right across the Texas border so that monied patients could travel out of state
for private care.

Probles

State-mandated health insurance benefits laws tell insurers what ser-
vices and providers they must cover in order to sell health insurance in a
state. Although they nominally restrict the behavior of insurers, these laws
actually limit the freedom of choice of consumers. They force people either
to purchase a Cadillac plan — bloated with extra benefits -— or to remain
uninsured.

No. 6: State-Mandated Benefits

Nationally, mandated benefits laws cover diseases ranging from mental
illness to alcoholism and drug abuse, services ranging from acupuncture to in
vitro fertilization and providers ranging from chiropractors to naturopaths.
They cover everything from the serious to the trivial: heart transplants in
Georgia, liver transplants in Illinois, hairpieces in Minnesota, marriage
counseling in California, pastoral counseling in Vermont and deposits to a
sperm bank in Massachusetts. In 1965, there were only eight mandated
health insurance benefits laws in the United States. As Figure VI shows,
today there are more than a thousand.12

The number of mandated health insurance benefits has increased mark-
edly in Texas. In 1970, the state imposed only one mandate: a requirement
that insurers offer optional coverage for osteopathy. By the 1990s, however,
the number of Texas mandates had soared. [See Table I.]

® Only six states had a higher number of mandated benefits laws
than Texas at mid-year 1991, the latest period for which national
data is available.

® The number of mandates in the state tripled between 1980 and
1991 — rising from 9 to 27.

Mandated benefits raise the cost of health insurance and price millions
of people out of the market. According to one study, mandated coverage
increases premiums by 8.8 percent for substance abuse, 15 percent for dental
services (the most expensive mandate) and nearly 13 percent for psychiatric
hospital care.126 [See Figure VIL] A study by the National Center for Policy
Analysis has estimated that:127
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FIGURE VI
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® For the nation as a whole, as many as one out of every four unin-
sured people has been priced out of the market by state-mandated
benefits laws.

® In Texas, between 389,000 and 701,000 are uninsured as a result
of state mandates.

As noted above, most large corporations are exempt from these regula-
tions because they self-insure. As more mandated benefits laws are enacted,
more companies opt to self-insure. One study found that mandating coverage
of psychologists increased the probability that a firm would self-insure by
93.2 percent, while drug dependency mandates increased the probability by
58.8 percent. The collective impact of all state regulations prompted 51
percent of the sample firms to self-insure.128

Best Idea: Repeal All State Mandates. The most straightforward
way to lift the burden of state mandates is to repeal them. As noted below, a
number of states have already repealed mandates for small business in an
effort to make health insurance more affordable. But mandates are bad not
just for small businesses but for all businesses. There is no reason to substi-
tute the judgment of politicians for the judgment of buyers and sellers in

determining the extent of health insurance coverage.
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“There is no reason to
substitute the judgment of
politicians for the judgment
of buyers and sellers in
determining the extent of
health insurance coverage.”

Good Idea: Allow No-Frills Alternatives. Failing total repeal of
mandated benefits, state governments should allow insurers to sell a no-frills
policy to any buyer within the state. Mandate-free insurance could compete
side-by-side with regulated insurance. This would extend to the rest of the
population a right now enjoyed only by employees of the largest corporations.

Second-Best Idea: Exempt Small Businesses. At one time it was
thought that significant progress could be made in exempting small businesses
from mandated benefits. Over the past few years, 24 states have done so to
one degree or another.129 Take Washington state, for example. Normally,
health insurance policies there would be subject to 28 mandates — covering
alcohol and drug abuse, mammography and the services of chiropractors,
occupational therapists, physical therapists, speech therapists, podiatrists and
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TABLE 1

Texas Health Care Mandates

Providers Benefits Extended Coverages
Chiropractors Alcoholism Treatment Continuation/Dependents
Dentists Drug Abuse Treatment Continuation/Employees
Optometrists Home Health Care Conversion to Non-Group
Osteopaths In Vitro Fertilization Handicapped Dependents
Physical Therapists Mammography Screening Newborns
Podiatrists Maternity Noncustodial Children
Professional Counselors Jaw (TM]) Disorders
Psychologists Outpatient Psychiatric
Public & Other Facilities '

Social Workers
Speech Therapists

Hearing Loss Therapists

Dietitians

optometrists. Under a law passed in 1990, firms with fewer than 50 employ-
ees can buy cheaper insurance with no mandated benefits.130

While they are a step in the right direction, most mandate-exemption
laws are so narrowly constructed that the qualifying firms are few and dis-
persed. Unable to identify a large enough market, most insurers have simply
ignored it.131 For example, in 14 states such exemptions apply only to firms
with no more than 25 employees. In addition, many states allow a small
business to qualify only if it has been without insurance for some period of
time: at least one year in seven states, two years in Kansas, Maryland and
Rhode Island and three years in Kentucky. In these states, small employers
are penalized for providing insurance coverage. All the benefits from the new
legislation go to their uninsured competitors.132

Second-Best Idea: Require Social and Financial Impact Statements.
Following the lead of Washington, Arizona and Oregon, more than a dozen
state legislatures now require social and financial impact statements before
they pass additional mandates.133 For example, because of concern about
costs, in 1983 Washington state began putting the burden of proof on mandate
proponents to show that a mandate’s benefits would exceed its costs. As a
result, no new mandate was adopted by the Washington legislature for several

years.134 Clearly, impact statements slow the passage of mandated benefits,
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“The main reason there are
Jew or no physicians in many
areas is that there are 100 few
residents to support them.”

if only because the proponents of mandates need more time and money to
overcome the new legislative hurdles.

Problem No. 7:

It is widely believed that certain groups of people are underserved by
the U.S. health care system. They are primarily low-income families and/or
people who live in rural areas. Rural health care is an especially important
state issue because more than 3.1 million Texans live in rural areas.135
Overall:

ural and Underserved Areas

In Texas, 224 areas and two “populations” are designated as
medically underserved.136

® Another 34 counties have no hospital, two or fewer physicians
and no nurse-practitioners or physicians’ assistants.!37

The Texas Task Force expressed particular concern about the limited
number of physicians, nurses and hospitals in rural Texas. Among the
reasons:

@ Texas led the nation with 77 hospital closings between 1984 and
1990, more than half of them in rural counties.138

@ Inrural Texas, there is one physician for every 1,219 people —
over twice as many individuals per physician as in urban areas,
and in 1990, 18 counties in Texas had no physician.!39

The problem, however, is easy to exaggerate. The main reason there
are few or no physicians in many of these areas is that there are too few
residents to support them. More importantly, almost anyone with access to a
car in Texas can reach a physician. Although rural areas are often depicted
as lacking health care alternatives, more than 84 percent of rural hospitals are
within 30 miles of another hospital.140

Government policy toward rural health care is somewhat schizophrenic.
On the one hand a number of bureaucratic programs are designed to subsi-
dize rural health care. On the other hand, the government discourages the
development of a healthy private sector in rural health care. The next two
proposals are designed to meet the needs of these people innovatively — not
by spending more money but by using current funds more effectively. Their
full implementation would require waivers from the federal government, but
the Clinton administration has indicated a willingness to grant waivers for
innovative solutions.

Good Idea: Medical Enterprise Zones. Many people assume that the
only way to meet the health care needs of rural citizens is to spend more
government money on rural health care programs. In fact, government
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Selected Mandated Benefits in Texas

An important principle of insurance is that the insured event must be a risky event — one
which has not already occurred. Yet many mandated benefit laws require insurers to offer benefits
that are more related to people’s choices and lifestyles than to well-defined, risky events. Other
mandates require insurers to cover a wide range of health care providers and conditions such as
mental disorders.

In vitro fertilization. Absent state regulation, in vitro fertilization is not an insurable event.
The expense is not one that arises from a risky event over which the insured has no control. Instead,
the decision to undergo this treatment is a voluntary, personal choice. The cost can run from $4,000
to $8,000 per attempt, and many attempts are not uncommon. The cost must be borne by all of the
enrollees in an insurance plan unless rejected in writing by the group policyholder.

Alcoholism and drug abuse, Texas regulations state that benefits for the necessary care and
treatment of chemical dependency must be provided in group policies on the same basis as for other
physical illnesses generally. The only limitation imposed is that the benefits may be limited to three
separate series of treatments for each covered individual. The result is that social drinkers, teetotalers
and non-drug users must pay higher premiums to cover these costs. |

@utpaﬁem mental health care. Texas requires that a group policy providing benefits for
treatment of mental illness in a hospital include benefits for treatments in a psychiatric day treatment
facility. The benefit must be equal to at least one-half of that provided for treatment in a hospital.
Though the intent of the re gulation is to encourage substitution of less expensive for more expensive
services, outpatient utilization is higher, adding to total costs.

Home health care. Home health care is a mandated offering in Texas. Unless rejected in
writing, group policy benefits must provide coverage for the following services: skilled nursing;
physical, occupational, speech or respiratory therapy; home health aide; and medical equipment and
supplies.

Extended mv@erag&, Two laws have been passed that further extend the scope of eligibles:

® One law mandates that health insurance coverage be provided to the policyholder’s
dependent, even if the child is not living in the same household.

® Asof 1991, if an insurance policy offers dependent coverage, the insurer must provide
coverage for dependent grandchildren as well.

Mandated providers. Besides traditional physicians, mandates cover dietitians, marriage
and family therapists, chiropractors, podiatrists, professional counselors, speech therapists and others.

Oral contraceptives. Though oral contraceptives are a voluntary choice that most women
can afford, they must be included in plans when all other prescription drugs are included.

Alternative medicine. Legislation was introduced, but did not pass, that would have re-
quired plans to cover “alternative” medical therapies if the state licenses and oversees their
practitioners.
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“Medical Enterprise Zones
give underserved areas the
[freedom and flexibility to
meet health care needs with
scarce resources.”

regulations are probably a far greater obstacle to good quality care at a reason-
able price than is a lack of funds.!4! Many state and federal regulations
discriminate against rural areas by placing onerous, cost-increasing restric-
tions and regulations on health care providers and facilities. These regulations
often cause existing facilities to close and prevent new facilities from opening.
[See the sidebar on Medical Enterprise Zones.]

In most states, for example, medics who treated soldiers in the field in
the Vietnam or Persian Gulf wars are not allowed to treat ordinary citizens,
even if no doctor lives in the area. The same restrictions apply to nurses and
physicians’ assistants, despite studies showing that paramedical personnel can
deliver certain kinds of primary care as well as licensed physicians.142

The concept behind Medical Enterprise Zones (MEZs) is that
underserved areas should have the freedom to make their own decisions about
the best way to meet health care needs with scarce resources. Accordingly,
within MEZs, many of the normal restrictive rules and regulations would be
suspended, creating new options and opportunities for the people who live
there.143

Good Idea: Medical Enterprise Programs. Closely related to the
MEZ is the concept of Medical Enterprise Programs (MEPs). Whereas an
MEZ is defined in terms of a geographical area, an MEP is defined in terms of
a market being served. The urban poor face many of the same problems as
rural residents — not because of a lack of physicians and facilities, but be-
cause they have been priced out of the market by government regulations
engendered by special interests. Accordingly, individuals and facilities
providing medical services primarily to low-income families should be al-
lowed to participate in Medical Enterprise Programs that are exempted from
many government regulations in a manner similar to those in an MEZ.

Mediocre 1dea: Subsidize Rural Providers. Many states have adopted
policies to increase the number of primary care physicians practicing in rural
and underserved areas, including tuition waivers for medical students who
agree to practice in these areas and limits on medical malpractice liability if a
retired physician decides to voluntarily serve poor patients. A more recent
and radical proposal would redistribute income from medical specialists to
primary care physicians.144

The implicit assumption behind these schemes is that urban politicians
and bureaucrats know how best to allocate money to provide health services to
rural residents. A better solution would be to send the money directly to the
district so that its residents could allocate it to meet their needs. They might,
for instance, use the money to provide free immunizations, to improve a clinic
rather than a hospital or, if restrictions were removed, to increase their supply
of nurses or physicians’ assistants.
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The Case for Medical Enterprise Zones

Rural areas often suffer from a shortage of health care providers and facilities. This is a
result, in part, of expensive and burdensome government regulations. For example:

® Medicare rules require rural hospitals to maintain a staff of numerous professionals
(whether needed or not), including a full-time director of food and dietary services.

@® State licensing laws often require rural hospitals to have fully equipped operating rooms
and a surgical staff — even if the hospital performs no surgery.

® Medicare requires hospitals to meet expensive fire and safety rules, including corridors of
a minimum width — even if the rural hospital is greatly underused.

® State licensing laws often require hospitals to employ several individuals for tasks that
one could perform.

@ To qualify as a Community Health Center (CHC), a facility must have a minimum num-
‘ber of patient encounters per physician, and administrative costs must not exceed a certain
percent of total costs — standards that many rural CHCs cannot meet.

® Medicare and Medicaid regulations prevent hospital-physician joint ventures, physician
ownership of hospitals and other arrangements that might induce more physicians to
practice in rural areas.

- The general principle behind the concept of Medlcal Enterprise Zones (MEZs) is that some care
is better than none. People who live where care is unavailable or difficult to obtain should have the
opportunity to have their areas classified as MEZs. Within MEZs, restrictions such as those listed
above would be waived. ‘

For example, studies have shown that qualified nonphysicians can render many traditional
medical services — and ata IQWer cost. Collectively referred to as “mid-level practitioners,” they
include nurse-practitioners, physicians’ assistants, certified nurse-midwives, certified registered
nurse-anesthetists and paramedics. State laws restrict not only these nonphysicians but also such
personnel as pharmacists, optometrists and various techmcmns and therapists. These restrictions
would be relaxed in an MEZ.

Given the poor economic conditions in many rural areas, health care professionals should be
permitted to own or have a financial interest in pharmacies, laboratories, hospitals and home health
services. The professionals should be required to inform patients of their financial interest and
inform them of other, competmg facilities or services, but should not be inhibited in their patient
referrals.

Finally, Medicare and Medicaid should reimburse MEZ providers at the same rates paid in other
areas. The average Medicare payment was 9 percent greater for large 01ty hospitals than for rural
hospitals in 1989, and Medicare’s method of paying phys101ans relies on “customary, prevailing and
reasonable charges” — which means that more expensive urban doctors tend to receive about 36
percent more for performing the same service.

Source: John C. Goodman and Gerald L. Musgrave, “National Health Insurance and Rural Health Care,” National Center
for Policy Analysis, NCPA Policy Report No. 107, October 1991.
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“In Texas, Medicaid fees are
substantially below private
fees and even below Medicaid
reimbursement rates in other
states.”

Problem No. 8: Restrictive Medicaid Laws

Established in 1965, Medicaid is the health insurance program for the
poor. But the program fails to serve many poor patients for three reasons.
First, Medicaid was created to cover primarily those who qualify for Aid to
Families with Dependent Children (AFDC), so less than half of the Ameri-
cans whose annual income falls below the federal poverty level are eligible
for Medicaid assistance.!43 Second, the states play a major role in establish-
ing eligibility and benefits under their respective Medicaid programs, so the
eligibility criteria and benefit amounts vary widely. Finally, because of low
reimbursement rates and heavy administrative requirements, many physicians
simply decline Medicaid patients.

In Texas, Medicaid fees are substantially below private fees and even
below Medicaid reimbursement rates in other states: 146

® While the Medicaid programs in Florida, Arkansas, Colorado and
Georgia pay between $24 and $25 for an “intermediate” office
visit for an established patient, Medicaid in Texas pays physicians
only $19.50.

® Medicaid in Texas reimburses physicians for a normal vaginal
delivery at only 53 percent of what private insurers pay for the
same service.

As already mentioned, many physicians now refuse to see Medicaid
patients. According to one recent survey, 2 million adults between the age of
18 and 64 are refused care each year because they are on Medicaid.!47 Physi-
cians who do see Medicaid patients often reduce the time allotted to those
patients, which may decrease the quality of their care.

Furthermore, Medicaid’s unwillingness to reimburse providers at or near
market rates encourages patients to turn to more costly and inefficient alterna-
tives. For example, because of lack of access to primary care physicians,
Medicaid patients often turn to hospital emergency rooms, where care is
immediate but much more expensive. Such inefficiencies have resulted in
per-person Medicaid outlays that are far higher than those of private health
insurers. The average annual cost of a Medicaid recipient under age 65 is
$3,313, while for groups of 100 or more privately insured people it is $1,495
and for groups of less than 100 it is $1,507.148 The difference between the
annual cost of a Medicaid recipient and a non-Medicaid patient in a nursing
home is even more dramatic: $7,103 versus $943, respectively — more than
seven times as much, 49

Finally, the Medicaid budget is being depleted by expenses other then
direct medical care. For example, it is expected that 27 percent of the Medic-
aid budget will go to long-term care in 1994.150



“Decisions made by people

far away from the problems
often result in an enormous
waste of resources.”
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These inefficiencies have led to a funding crisis in Medicaid. The
program’s spending increased about 10 percent annually through most of the
1980s, then soared in 1989, increasing 32 percent in 1991.151 This spending
explosion occurred in part because a loophole in 1991 Medicaid legislation
permits states to expand their use of Medicaid and collect more matching
funds from the federal government.!32 In fact, the Texas Task Force’s pri-
mary recommendation regarding Medicaid, besides increasing the services
provided, was to take better “advantage of generous federal matching funds
available through Medicaid.”!53

Because Medicaid is largely under state control, states can act to ad-
dress the problems in the program. In fact, many states have already begun
to act, California, Kansas, Tennessee and Hawaii, for example, are transfer-
ring Medicaid patients into a managed care system. Florida is placing restric-
tions on physicians’ fees, and Arizona’s Medicaid system contracts for
services from health insurance purchasing cooperatives. The key is to give
states the freedom they need to respond to the Medicaid population.

Good Idea: A Federal Waiver. One of the biggest problems with the
Medicaid program is that the decisionmakers who write the rules and regula-
tions are often far removed from the problems they are attempting to solve.
Politicians, pressured by special-interest groups, decide who is eligible and
how health care is to be delivered. Often, their decisions result in an enor-
mous waste of resources and prevent local communities from solving prob-
lems in a reasonable way.

President Bill Clinton has indicated a willingness to relax some Medic-
aid restrictions and grant Medicaid waivers to state governments, which
would free up Medicaid money and permit local officials to make allocations
based on community needs. Texas should take advantage of this. For ex-
ample, the American Legislative Exchange Council (ALEC) has created a
model “Rural Hospital Deregulation Act” that would provide regulatory relief
to rural hospitals through federal waivers.134 This would permit a wider and
more efficient use of rural medical personnel, clinics and hospitals.153

Good Idea: Decentralize Medicaid. Absent federal and state regula-
tions, those who provide indigent health care could find better ways of
spending health care dollars. They should have the opportunity to do so.
Medicaid funds should be decentralized and turned over to local communities
with only one caveat: that the funds be spent on indigent health care. This
would allow the providers to decide what services are most needed, and by
whom.

Better Idea: Decentralize All Welfare. Given limited resources, it
is not clear how much money should be spent on physicians and hospitals
rather than on housing, food and other goods and services for the poor.
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What's Wrong with Medicaid?

At its inception in 1965, proponents claimed that Medicaid would provide the poor with
expanded access to medical care, which would in turn save on future costs. No one today believes
that the program has lived up to those expectations.

Currently, Medicaid covers only about half of nonelderly people living in poverty. Even so,
Medicaid spending is expected to absorb one-fourth of state budgets by 1995. On the average, about
60 percent of Medicaid expenses are paid with federal tax dollars.

The services paid for by Medicaid differ considerably from state to state. Although the
federal government mandates certain services, the states add on a variety of options, including such
services as chiropractors, optometry and podiatry, and such devices as dentures, prostheses and
eyeglasses. However, in some states many below-poverty-level families are denied coverage for
basic medical care.

In principle, people on Medicaid are entitled to virtually any services covered by the pro-
gram. In practice, patient care is rationed by Medicaid reimbursement practices. In most states
Medicaid payments for medical services are well below the payments made by other third-party
payers. And Medicaid patients cannot add their own funds to Medicaid reimbursements. For
example:

® In New York, the Medicaid payment is only 30 percent of the Medicare payment, and in
West Virginia it is only 35 percent.

® As aresult, many physicians who used to accept Medicaid patients no longer do so and
those who do may deliver a lower quality of care.

® According to the American Hospital Association, Medicaid paid more than 90 percent of
the cost of hospital care for Medicaid patients in 1980, but by 1988 the figure had
dropped to 78 percent.

® One consequence is that many hospitals no longer want to accept Medicaid patients.

Things would be even worse were it not for the intervention of the federal courts, which are
somewhat insulated from political pressures. In response to lawsuits filed by nursing homes in 20
states and hospitals in 21 states, the courts are ruling that Medicaid payments do not meet the stan-
dards of “reasonable and adequate” compensation and are ordering higher reimbursement levels. In
principle, there is nothing wrong with paying lower prices in return for taking a hospital bed when it
becomes available, rather than paying top dollar for immediate services. The trouble is that these
decisions are being made not by patients but by the health care bureaucracy.

Source: Ken McDonnell, Michael Anzick and William Custer,” State Initiatives in Health Care Reform,” Employee Benefit
Research Institute, EBRI Issue Brief, No. 127, June/July 1992; John Holahan and Sheila Zedlewski, “Expanding
Medicaid to Cover Uninsured Americans,” Health Affairs, Spring 1991, p. 49; Robert Pear, “Low Medicaid Fees
Seen as Depriving the Poor of Care,” New York Times, April 2, 1991; Robert Pear, “ Suits Force U.S. and States to
Pay More for Medicaid,” New York Times, October 29, 1991.
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Currently, we allow the politicians who govern what we call the welfare state
to decide. But people in local communities faced with real problems are
likely to make better decisions. Accordingly, we propose that all means-
tested welfare spending be turned over to local communities with only one
restriction: that the funds be spent helping low-income people. Under Com-
munity-Centered Welfare (CCW), the amount given by federal and state
governments would not be determined by arbitrary eligibility standards
devised in the political process. Instead, each community would receive an
amount based on the poverty in that community.

Good Idea: Privatize Medicaid. One way to give low income people
the same health care opportunities as others would be to allow them a govern-
ment-funded voucher, which they could use to subscribe to an HMO or to
purchase conventional health insurance. This option would be less expensive
per recipient, cover the poor with private health insurance and make them full
participants in the medical marketplace.

Mediocre Idea: Managed Care for Medicaid Recipients. Tennessee
has passed legislation that would place all of the state’s Medicaid recipients,
along with all of the state’s uninsured, in a private managed care system
known as TennCare, financed by combining the state’s Medicaid funds with
other government money spent on indigent care. Because Medicaid is so
loaded with inefficiencies and administrative waste, Governor Ned McWerter
believes the state can use the same money to provide services for the poor
and uninsured without increasing taxes.

Although this program might be better than Medicaid, it will create a
two-tiered system in which most working people have options while the poor
have only managed care.

Bad Idea: Ration Health Care. Oregon has openly adopted medical
rationing for Medicaid recipients by creating a list of procedures and ranking
medical treatments in terms of priority. The ranking takes into consideration
such factors as costs, benefits to the patient, the extent to which treatment
would affect the patient’s quality of life and community values. Medical
conditions considered “economically worthwhile” include prenatal care,
several types of pneumonia, appendicitis, hernia and tuberculosis. Conditions
not covered include those which individuals can treat themselves such as
superficial wounds, benign conditions such as a cyst on the kidney, condi-
tions that are untreatable such as anencephaly (a child born without a brain),
and conditions that have a low success rate such as treatment for extremely
low-birth-weight babies (less than 1.1 pounds and less than 23 weeks of
gestation) and terminal AIDS patients.156

Proponents argue that the plan makes open and explicit the rationing
decisions that were covert before. Critics argue that the plan unfairly reduces
care for the young, the elderly and those with terminal illnesses such as
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“The appropriate way to fund
health care reform is through
general tax revenues.”

AIDS.157 The Department of Health and Human Services (HHS) under the
Bush administration rejected the Oregon Health Plan on the grounds that it
might conflict with the Americans with Disabilities Act.1>® After Oregon
made a few alterations, HHS under Clinton approved the program.

The Oregon plan draws our attention to the uncomfortable fact that if
we tried to meet every health care need, we could easily spend the entire gross
national product on health care. As a consequence, we must choose between
health care and other uses of money. The plan also invites us to consider that
if government controls our health care dollars, then government must make
the rationing decisions. If we control our own health care dollars, we can
make our own decisions.

Problem No. 9: Paying for Reforms

The Texas Task Force was long on recommendations for health care
reforms but short on suggestions about how to pay for them. Even for the
very expensive task of providing free health care to all children and pregnant
mothers in the state, the Texas Task Force had no funding recommendation
other than the observation that more matching federal funds were available
through Medicaid.

Both good and bad ideas for health care reform can cost money. How
should such reform be financed?

Good Idea: Use General Revenues. If there is any reason for govern-
ment to subsidize health care or health insurance for low- and middle-income
families, presumably it is to serve the “public good.” Accordingly, the appro-
priate way to fund such activities is through general revenues collected from
the entire public, with higher burdens for those with greater ability to pay.

Bad Idea: Tax Health Insurance. A common proposal is to fund
health care reform by taxing health insurance. For example, most health
insurance risk pools are funded by a tax on health insurance premiums. And
many health insurance reform proposals are designed to lower premiums for
high-risk (or sick) people by raising them for low-risk (or healthy) people.

If it is socially desirable for people to have health insurance, then any
policy that artificially raises premiums is inconsistent with achieving that
goal. As stated before, most of the uninsured are young, healthy people with
low incomes who have been priced out of the market. Charging more for
health insurance will only increase their ranks.

Worst Idea: Tax Sick People. A number of states are attempting to
pay for health care reform by taxing hospital beds or revenues or by taxing
providers. New Jersey currently imposes a 19 percent tax on all hospital bills
(except those of Medicare patients), although the practice of taxing the hospi-
tal bills of employees of self-insured companies has been struck down by the
courts.1>® The state uses the money to subsidize indigent hospital care and



“Taxing the sick takes funds
Jfrom people at a time in their
lives when they can least
afford it.”
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hospital discounts for Blue Cross and Blue Shield patients. Minnesota’s new
reform plan is to be financed by a 1 percent tax on premiums paid to HMOs,
a 2 percent tax on the revenues of hospitals, physicians and wholesale drug
distributors and a 5 cents-per-pack cigarette tax.160 To discourage Minneso-
tans from seeking untaxed hospital care outside the state, Minnesota plans to
impose its tax on out-of-state hospitals that care for 20 or more Minnesotans
per year — “not just in bordering states, any state, even Canada.”16!

These ideas are partly a continuation of a long-established tradition of
financing charity care by shifting the cost from those who cannot pay to those
who can. As a result, paying patients are overcharged, forcing their health
insurance premiums up while they pay more out-of-pocket. Unfortunately,
taxing the sick takes funds from people at a time in their lives when they can
least afford it.

Problem No. 10: Tort Liability

According to the medical community, tort liability is one of the primary
factors driving up the cost of health care. No one knows exactly how much
the tort system adds to an average medical bill. Most people think the num-
ber is quite large. Apart from such measurable items as attorney fees, court
costs, damage awards and settlement checks, there are thousands of unseen
costs. For example, out of fear of lawsuits, physicians order extra tests,
perform extra procedures and otherwise practice defensive medicine.162

Although estimates of the total cost of the medical malpractice system
range from $20 to $45 billion, most scholars think that about 1 percent of the
nation’s annual health care bill is consumed by malpractice premiums and
another 3 percent by defensive medicine.l3 There are, however, reasons to
believe that the studies underestimate the true cost of defensive medicine.
But even if the current estimates are accurate, the cost of the medical tort
liability system is quite high — about $36 billion for the nation as a whole or
$360 per year per household. Note that this amount is considerably more
than the cost of mammograms, childhood vaccinations and other preventive
services. From a financial point of view, tort reform is at least as important
as a lot of other problems that concerned the Texas Task Force. Yet the Task
Force had difficulty identifying any significant impact from malpractice
claims, and its recommendations were generally benign.1%4 However, the
Task Force did recommend an extension of the Omnibus Health Care Rescue
Act of 1989, which gives health care providers partial indemnification for
malpractice claims arising from indigent care.165

The financial burden of the medical malpractice system might be worth
bearing if the system’s benefits exceeded its costs. But such benefits are hard
to document. Studies show that one out of every 10 actual incidents of
malpractice results in a lawsuit.166 And many insurers are convinced that
whether patients “like” their doctor is more important in determining legal
action than actual malpractice. Moreover, many believe that once a suit has
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“An alternative to negligence
litigation is to have the
hospital take out a life
insurance policy on a patient
prior to surgery.”

been initiated, the outcome more resembles a lottery than the administration
of justice.

Some have calculated the considerable savings from abolishing the
system entirely.167 But the tort system is not all bad. Given that third-party
payers put enormous pressure on providers to make quality-reducing
changes, the tort system may be the single most important protector of patient
welfare. By contrast, consider Britain, where the quality-reducing pressures
are much greater and the rights of plaintiffs more restricted. When British
patients sue hospitals, they are actually suing the government. Unquestion-
ably, there is far more actual malpractice in Britain than in the United States,
even though there is far less litigation.168

The primary problem with the tort system is that it is another bureau-
cracy, replete with its own perverse incentives. Moreover, it is a bureaucracy
that feeds off the health care sector with little consideration of the damage it
causes. Juries do not even know and are not allowed to consider that huge
damage awards set precedents affecting other patients, physicians and hospi-
tals — not just those who are litigating the specific case.

How can the system be reformed in order to reduce costs and at the
same time protect patients’ rights?

Best Idea: Reduce Liability by Contract.1%° Most proposals to
reform the malpractice liability system would place arbitrary limits on the
rights of plaintiffs in malpractice suits. Not all of these proposals are bad.
But they share the common flaw of attempting to solve problems by bureau-
cratic fiat rather than by voluntary, mutually beneficial exchanges. Why not
allow patients to make contractual agreements in their own interests? Pa-
tients should have the same rights as buyers in other markets, including the
right to waive certain tort claims in return for lower prices or other compen-
sation.170

For example, one sensible way to cut down on negligence litigation is
to have the hospital take out a life insurance policy on a patient prior to
surgery. The hospital and the patient (or the patient’s family) could agree
that if the patient dies for any reason the family would accept the policy’s
payment as full compensation, unless there was criminal negligence. Litiga-
tion costs would be avoided, and life insurance companies would monitor the
quality of care.

Second-Best Idea: Mandatory Arbitration and Limits on Awards.
At least 15 states have adopted arbitration laws that encourage plaintiffs to
settle their claims out of court, thereby saving court costs and occasional high
jury awards. Besides arbitration, 25 states cap malpractice awards. Of these,
21 place caps on “pain and suffering.” Nebraska, South Dakota and Virginia
have caps of $1,000,000 on the total award and Indiana has a cap of
$750,000.171



“The rise of medical malprac-
tice suits has led to escalating
malpractice premiums.”
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Some argue, however, that capping the reward limits a victim’s ability
to “punish” a provider for poor or negligent practice. Nebraska has passed
legislation meant to address this problem. Providers can be sued for punitive
damages, but the plaintiff receives only actual damages, which includes pain
and suffering. The Nebraska Constitution requires that all punitive awards be
earmarked for public education.

Mediocre Idea: State-Provided Practioners’ Liability Coverage.
The Task Force recommended providing state medical liability coverage for
health care professionals who agree to serve rural or low-income populations.
As noted above, this proposal does not lower the cost of the tort system — it
simply shifts part of the cost to government. Nor does the proposal lower the
cost of meeting the needs of underserved populations — it simply shifts the
nature of the payment, from salaries to liability insurance premiums.

Mediocre Idea: Practice Guidelines. The Task Force endorsed the
idea of providing medical liability immunity for physicians who follow
practice guidelines for specific diagnoses. For example, Maine has estab-
lished “risk management protocols” in the four specialties hardest hit by
malpractice claims: anesthesiology, emergency medicine, obstetrics/gynecol-
ogy and radiology. The 90 percent or more of the physicians in those spe-
cialties who have enrolled in the program cannot be sued if they stay within
the established parameters.172
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“On the whole, the best way
to achieve efficiency and
minimize costs is by voluntary
agreement and contract.”

The primary problem with practice guidelines is that they tend to force
physicians to practice “cookbook medicine.” That may be fine for most
instances, but for unusual cases the best treatment may not be in the cook-
book. Patients may die or suffer prolonged illness if their physicians stay
within the guidelines. It is in the patients’ interest for health care providers
to treat illness without artificial constraints.

Bad Idea: Shift Liability to Bureaucracies. One proposal suggested
by Hillary Rodham Clinton’s health care task force is to transfer malpractice
liability from physicians and hospitals to an Accountable Health Plan (AHP),
a provider organization similar to an HMO. Proponents argue that this
reform, known as “enterprise liability,” would permit physicians to lower
their fees by removing the threat of malpractice claims, and would discour-
age frivolous suits. But the reassignment of liability will not reduce the costs
of the tort system unless there is a reduction in (1) the number of lawsuits,
(2) the size of the average award or (3) the amount spent on defensive medi-
cine. And it is not obvious how the reform will reduce any of the three.

In fact, the deep pockets of the AHP might actually encourage lawsuits
by making them potentially more profitable. Even if physicians did reduce
the amount of defensive medicine, that would not reduce total costs if the
move were offset by more and higher liability awards. Physicians engage in
defensive medicine in order to reduce tort liability claims. Less defensive
medicine may mean more liability.

On the whole, the best way to achieve efficiency and minimize costs is
by voluntary agreement and contract. Arbitrary assignments of liability by
the legislative branch of government interfere with that process.

Conclusion

There are two directions we can take in health care reform: Either we
can enact laws that permit patients and providers to respond to the needs and
demands of the health care marketplace, or we can enact more regulations
and controls and encourage more bureaucracy.

As states across the country enact health care reforms, the Clinton
administration is preparing to unveil its own national plan. The Clinton plan
may override many state reforms now in existence. Or it may expand the
range of options open to the states.

The central problem with Ann Richards’ Health Policy Task Force is
that it endorsed the worst ideas among the many alternatives for reform.
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Fortunately, Texas legislators ignored most Task Force recommendations
when they passed H.B. 2055. Unfortunately, provisions in the bill are likely

“States that are emphasizing

Jreedom of choice in health i .
care should become models.” | to increase — rather than decrease — the number of uninsured Texans. On

the positive side, the bill did include some good reforms, and Texas legisla-
tors also passed a resolution calling on Congress to enact Medical Savings
Accounts.

The battle over market-based reforms versus government control in
health care is just beginning. And while a number of states are turning
toward government control, many others are making freedom of choice in
health care central to their proposals. The latter states should become models

for Texas and for the nation.

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or as an attempt to aid or
hinder the passage of any bill before Congress.
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