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ABSTRACT 

Medical care in the United States is very expensive. The goals of a national 
health plan are therefore clear: to make needed care affordable and to create 
cost controls. In the past these problems have been attacked separately. 
The purpose of this paper is to discuss these two goals. 

The focus of the American way of health is "intervention." A problem 
occurs, it is diagnosed, and it is treated in an acute care facility. Very little 
money is spent on prevention and education. In addition, maximum care 
is often used where "less" would be equally effective. In the formulation 
of health plans in this paper, this focus is redefined to a more middle-of-the- 
road position. This may not always be obvious, but it is important. 

Four distinct areas of undercoverage exist in today's combination of in- 
surance and government health cost protection: lack of basic benefits for 
the poor; lack of acute catastrophic coverage for many workers and their 
dependents; lack of long-term care coverage (nursing homes) for the elderly; 
and lack of protection for the elderly from high expenses arising from non- 
covered items such as prescriptions and dentistry. 

Four basic causes of the current high medical inflation can be identified: 
emphasis on acute care; lack of concern about costs on the part of patients 
and doctors (due in part to the major role of third-party payments without 
coinsurance); lack of competition in the medical industry; and the combi- 
nation of malpractice and defensive medicine. 

Given information as to who is not adequately covered and why expenses 
are high, a national health plan can be designed. While this paper does not 
develop a specific health plan, it does analyze the problems and give di- 
rection. 

INTRODUCTION 

T 
HE purpose of this paper is to discuss the major health issues facing 
the United States and to relate them to one another. Only by looking 
at all of the issues can we evaluate previously proposed solutions 

and suggest modifications. 
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The health crisis of the 1980s is not that of the 1970s. The 1970s began 
with a recognition that, despite the fact that record numbers of people were 
covered by private health insurancd, significant numbers of people did not 
have adequate coverage. America's social conscience was touched by sto- 
ries of the poor and near-poor not being able to afford basic medical care. 
But there was more. Middle-class America was able to relate to the horror 
stories of catastrophic illnesses destroying in one year the savings of a 
lifetime. The problem was easily stated--there were major gaps in health 
protection. The solution seemed equally easy--the government would step 
in with a comprehensive health plan. 

As the 1970s progressed, it became apparent that, for two reasons, the 
health crisis was not simply one of inadequate coverage, which could be 
corrected by government action. First, medical costs had gotten out of 
control. Second, it was recognized that the government had become very 
big and clumsy. The health crisis seemed infinitely more complex than it 
had seemed originally. Some people worried about inadequate coverage. 
Others worried about cost. And both groups worried about how best to use 

government in solving these problems. 
While Senator Kennedy still championed comprehensive care, less liberal 

senators, such as Dole, Schweiker, and Durenberger, talked of"catastrophic 
insurance." The term is something of a misnomer. The basic premise of 
these programs is that private insurance is doing a good job- - in  fact, a 
better job than the government can do. Moreover, federal, state, and local 
governments are already spending substantial amounts of money on medical 

care. Since much of this money already goes to the poor, some advocates 
of catastrophic insurance argue that there are already sufficient public funds 
expended to provide for almost all of the basic needs of the poor. They 
argue that what the government really must do is allocate its resources to 
where they can do the most good in an efficient manner. In other words, 
if the existing hodgepodge of programs were replaced with a single program 
with clear guidelines, the poor would be far better off, and at very little 
additional cost to the government. This would leave the government free 
to handle the problem of most concern to the average American--the rare 
but devastating illness. Thus, catastrophic plans can be viewed as filling in 
the gaps in the current system, with special emphasis on catastrophic ill- 
nesses, and doing it with as little government and as low a price tag as 

possible. 
It is clear that if the United States adopts national health insurance, the 

foundations of the plan will rest on the catastrophic program, not on the 
comprehensive program. It is essential, therefore, to understand exactly 
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what a catastrophic program will and will not do, and what secondary effects 
it will cause. 

THE ISSUES 

There are two conflicting goals in any potential national health program: 
first, to cover those expenses that would otherwise be a major financial 
burden, and, second, to dampen the increase in medical costs. 

In connection with the first of these goals, we have already identified two 
major gaps in the current combination of private insurance, government 
insurance, and government assistance. These are in the areas of catastrophic 
illnesses and the lack of basic coverage for poor or near-poor persons. 

In addition, some catastrophic proposals have recognized that people 
have temporary needs caused by changes in circumstances. Such persons 
suddenly are without protection they previously had and are highly vul- 
nerable. Senator Durenberger, in S. 1968 ([13], p. 29), listed the following 
conditions causing such temporary needs: termination of employment, death 
of an employed family member who had dependents, and divorce. 

Current proposals, however, have avoided the two key problems of the 
elderly, namely, catastrophic expenses caused by nursing-home stays, and 
burdensome expenses (usually not requiring hospitalization) that are not 
covered by medicare but that can add up to a high percentage of retirement 
income. 

Thus, there are five major gaps in coverage that need to be considered 
in designing a national health plan: 

I. Medical treatment of acute catastrophic illnesses; 
2. Expenses of the poor and near-poor; 
3. Temporary lack of coverage; 
4. Long-term nonhospital care for the infirm, especially the elderly: and 
5. "Nonmedicare" expenses, when they reach a threshold level. 

The second major goal of a national health program is to control increases 
in health costs. Proposed legislation has generally depended on two tools--  
government encouragement of medical-cost competition among doctors and 
hospitals, and increased use of deductibles and coinsurance before the cat- 
astrophic threshold is reached. Noticeably absent are even the most modest 
cost-sharing provisions once the catastrophic threshold is reached. 

Alluded to, but never fully developed, is the recognition that, in the long 
run, preventive medicine can reduce medical costs and at the same time 
prevent suffering. Preventive medicine consists of diagnostic clinics, in- 
centives to seek regular medical care, the education of the public (including 
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medical -cost  educa t ion) ,  and  special  a t ten t ion  to pedia t r ic  p rob lems  (in- 

ocula t ions  and  regular  examina t ions ) .  

Almos t  ignored,  but  hav ing  a potent ia l ly  significant impact  on future med- 

ical cos ts ,  are two con t rove r s i a l  concepts :  

I. Malpractice cost control. An individual would be allowed to "elect"  an arbitration 
alternative to the current legal system. In return, he or she would get lower 
insurance premiums and quicker awards. 

2. A larger supply o f  physicians. The government would redefine its current goal of 
actively reducing medical school enrollments (to ensure that there is no surplus) 
to one of actively attempting to create a "slight" surplus of physicians (not sur- 
geons) to stimulate competition. 

While  the  two p reced ing  concep t s  might or might not  be posi t ive  ones  

when  looked at as a whole ,  one  th ing is clear:  p roviders  of  legal care  would 

be hur t  by malprac t ice  cos t  cont ro l ,  and providers  of  medical  care  would 

no longer  be " a u t o m a t i c a l l y "  gua ran teed  a good living should  a large enough  

surplus  occu r  to cause  ac t ive  compet i t ion .  

In o rder  to dec ide  w h e t h e r  the preceding  concep t s  might  p rove  effect ive,  

it is neces sa ry  to examine  the  basic  cont ro l lable  causes  of  medical -cost  

inflation. Malp rac t i ce  awai 'ds obvious ly  are one such cause.  O the r  key 

causes  are as follows: 

I. Lack o f  competition. Because of the inelastic demand for medical services, a 
shortage of medical personnel has led to "cost plus" pricing. The provider has 
no incentive to control costs. 

2. Third-party payments. Private insurance and government payments create a sit- 
,uation where it is logical for the patient to be concerned not with cost but solely 
with care. Marginal procedures are agreed to because, while they may result in 
no benefit, the cost to the patient is negligible. 

3. Emphasis on expensive acute care. The preferred method of treating patlents is 
in hospitals. This preference is reinforced by conditions in insurance policies and 
government programs requiring hospital stays for reimbursement. Many proce- 
dures that could be performed without hospitalization are performed (more ex- 
pensively) in hospitals, simply because this is the only way the patient can be 
reimbursed. 

4. Emphasis on expensive high-technology equipment. While hospitals do not com- 
pete on a cost basis, they do compete on an equipment basis. Once installed, the 
equipment tends to be used, justifying its expense. Patients agree to use of the 
equipment, even when little benefit is expected, because third parties will pay for 
the procedure. 

5. Defensive medicine. The reward-punishment system punishes the doctor for doing 
too little (the threat of malpractice) but rarely punishes him for spending money 
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on unnecessary or marginal procedures. In fact. when patients are billed on a 
cost-plus basis, overly defensive medicine is actually rewarded. 

In addition to the above  controllable causes of  medical inflation, there is 

one major uncontrol lable cause.  Medicine is heavily service-or iented.  Like 

other  service industries,  product ivi ty  has increased only marginally over  

the past ten years.  Thus,  any increases in compensat ion  have necessari ly 

resulted in an almost  equal increase in medical care costs.  

In summary, five major controllable causes of  medical-cost  inflation have 

been identified, namely, (I) lack of  compet i t ion,  (2) lack of  concern about 
costs on the part of  both patients and physicians,  (3) emphasis  on expensive  

acute care, (4) emphasis  on new high-cost technology, and (5) malpract ice 

and the resulting defensive medicine.  To deal with these problems,  six major 

measures  have been suggested: ( i)  compet i t ion should be increased;  (2) 

patients should pay a portion of  each medical procedure ;  (3) emphasis  should 

be shifted away from acute,  high-technology care to prevent ive  medicine 

and outpatient care: (4) malpract ice awards should be limited; (5) controls  

should be placed on unnecessary  or  marginal t reatments ,  especial ly when 

high costs are involved (i.e., defensive medicine should be controlled);  and 

(6) medical consumer  educat ion should be increased. 

DIMENSIONS OF THE PROBLEM 

Statistics help to define problems.  The numbers  quoted below are de- 

signed to give the reader  a feel for what the government  is doing now, what 

is not covered ,  the potential effect of  tools,  and what it all means.  

1. Extent of  current government invoh,enlent. Statistics compiled by the Health Care 
Financing Administration show that, in 1979, $212 billion, or 9 percent of gross 
national product, was spent on health care. Of this amount, $91 billion (43 percent 
of the total) came from federal, state, or local governments. Of particular interest 
is the fact that these public sources accounted for 56 percent of all payments to 
hospitals ([4], pp. I, 17, 25). 

2. Estimates of  the number of  people with inadequate medical coverage. 
a) According to Joseph Califano (former secretary of HEW), the number of poor 

with no medicaid coverage is about 5.4 million. An additional 3.1 million near- 
poor persons have no coverage ([10], p. 343). 

b) According to Karen Davis (deputy assistant secretary, HEW), 7 million persons 
have no coverage, 20 million have inadequate medical coverage, and 41 million 
have inadequate major medical coverage (113], p. 35). 

3. Catastrophic expenses for those under 65 (Congressional Budget Office estimates 
forfiscal 1978) ([9], p. 2). 
a) Seven million nonaged persons had expenses over $2,500. 
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b) Two and a half million nonaged persons had expenses over $5,000. This rep- 
resented 15 percent of the health expenses of the nonaged. 

c) Ninety percent of hospital stays (for all age groups) were for less than thirty 
days. 

d) There were 21.4 million families, or 28 percent of total families, that incurred 
expenses exceeding 15 percent of income. However+ 90 percent of these costs 
were paid by third-party sources. If only out-of-pocket expenses are consid- 
ered, only 6.9 million families (9 percent) had expenses exceeding 15 percent 
of income. 

4. Catastrophic expenses for the elderly (19], pp. 2-3). 
a) Only I 1 percent of nursing-home stays are for less than thirty days; 75 percent 

are for more than one hundred days. 
b) In fiscal 1978, nursing-home stays longer than sixty days cost almost $18 billion. 

Much of this is not picked up by third parties. 
c) Thus, the problems of the aged differ from those of the nonaged. For the aged, 

long-term health care, especially nursing-home care, is the most frequent cause 
of catastrophic expense. Ninety percent of the people admitted to nursing 
homes will incur charges exceeding $5,000. In contrast, 70 percent of the 
nonaged catastrophic expenses are related to short-term general hospital stays 
([9], pp. 2-3). 

5. Extent of  third-party payments. 
a) In 1979, 68 percent of all payments for health care services were made by third 

parties (40 percent by government sources, 27 percent by the private health 
industry, and I percent by other sources). In 1965, third-party sources ac- 
counted for only 48 percent of such payments. 

b) According to James Hacking, assistant legislative counsel for the American 
Association of Retired Persons (AARP), "Third-party payments now make up 
92 percent of the income of hospitals. Under third-party payment procedures, 
the patient, the government, and the private insurance company all fail to raise 
any kind of restraining hand against rising costs . . . .  Although the organization 
and purpose of hospitals may greatly vary, most were organized to serve com- 
munities rather than to exist as carefully run businesses. The consequences of 
pouring money into hospitals under these circumstances should not surprise 
anyone" ([10], pp. 379-80). 

In summary,  several  major  conclus ions  can be reached.  

I. Government is already spending $90 billion on medical care under a wide variety 
of programs. Much of this money could be spent more efficiently. 

2. There are about 9 million poor or near-poor persons with no coverage. 
3. Illnesses costing more than 15 percent of income strike about l0 percent of 

American families each year. 
4. Third-party payments, without real cost-cutting incentives, make up about 90 

percent of the payments for acute health care. 

5. Nursing-home care, most of which is not covered by medicare, is a major source 
of catastrophic expense for the elderly. 
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T H E  1979 HIAA PLAN 

In 1979, the Health Insurance Associat ion of  Amer ica  presented to the 

Senate Finance Commit tee  basic principles representing the heart  of  a cat- 

astrophic health insurance program that emphasizes  using as much of  the 

already developed private insurance expert ise  as possible ([10], pp. 549, 

555-59). 
The major points of  this presentat ion were  as follows: 

I. Private industry has provided the benefits needed by the averageemployee and 
his or her family. 

2. The one place where major gaps exist for some employees is in the area of cat- 
astrophic protection. 

3. The government, through the tax system, can force employers to provide gap- 
filling coverages. This can be done through a combination of tax incentives and 
tax disincentives (such as loss of tax deductibility if a plan fails to meet minimum 
standards). 

4. Catastrophic protection would be provided through a single per-person deductible. 
5. Employers would be required to expand protection to cover older dependents (up 

to age 26), people temporarily unemployed (extended coverage), and people tem- 
porarily uninsured (such as the spouse of a deceased employee). 

6. The additional cost to society of such a program would be $2.4 billion if a $3,000 
deductible were used. 

7. The government would continue to be responsible for the poor and the elderly. 
8. Uninsurable high-risk persons would be taken care of through state insurance 

pools. 

There  are several  interest ing aspects  of  this proposal .  

1. Cost control is not discussed. 
2. The insurance industry is, in effect, offering to share health care costs with the 

government. The government covers the elderly and the poor, the insurance in- 
dustry covers employed persons in private industry, and others are taken care of 
in special pools. 

3. The tool used to minimize the role of government bureaucracy is taxation. 
4. The insurance industry continues to show a willingness to offer catastrophic cov- 

erage, which, considering past medical-cost inflation, is a high-risk coverage. 

T H E  E N T H O V E N  PLAN 

Alain Enthoven,  professor  of  public and private management  at Stanford 

Universi ty,  has developed a package of  proposals  that at tack both lack of  

coverage  and the cost  problem. The proposals  go one step further  than the 

H I A A  proposal .  They at tempt to introduce a " p r o - c o m p e t i t i v e "  e lement  

into health care,  which would dampen medical-cost  inflation. The basic 

premise is that the United States can successful ly introduce the marketplace 
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into medic ine ,  and,  a s suming  that  there  is a marke tp lace ,  tha t  cost  r educ t ion  

would occu r  as a resul t  of  bo th  doc to r s  and  pa t ien ts  be ing  acute ly  aware  

of  the cos t  of  t r ea tmen t .  E n t h o v e n ' s  app roach  is impor tan t  because  m a n y  

of  his ideas are s imilar  to those  of  recen t  bills such as the Schwe ike r  bill 

(S. 1590), the  D u r e n b e r g e r  bill (S. 1968), and  the  Ul lman  bill (H.R.  5740). 

As  an i l lus t ra t ion of  E n t h o v e n ' s  pr inciples ,  a hypothe t ica l  hybr id  bill is 

p re sen ted  below. Actua l  p roposa l s  would not  differ  significantly f rom bill 

to bill. 

I. Each year employers above a certain minimum size would offer their employees 
a choice of at least three distinct plans that qualify as having met minimum stan- 
dards. Each plan would be offered by a separate carrier. One of the plans would 
have to be a low-cost option (just meeting minimum standards). In addition, a 
group prepaid plan or HMO would have to be offered, in areas where such a plan 
was available. 

2. Regardless of the plan chosen, the employer contribution would be that of the 
"average" plan. Employees choosing an option costing (in total) less than the 
average option chosen (age-adjusted so as not to discriminate against older em- 
ployees) could receive a tax-free "'bonus" from their employer equal to the em- 
ployer's "'savings." Thus, employees would have the incentive to choose wisely. 
The low-cost option would, of course, require the insured to pay the deductible 
and relatively high coinsurance amounts, up the the catastrophic limit. 

3. Catastrophic protection would be required after annual expenses exceeded $3,500. 
4. The same rules would apply for all competitors: that is. regulations would be 

created to prevent the "skimming-out" of preferred risks. In addition, basic ben- 
efits as defined in the HMO act would constitute minimum uniform standards. 
Provisions would be standardized, making plans easier to compare. 

5. Government, through incentives, would encourage physicians to organize into 
competing economic units. In particular, prepaid plans, where the need for cost 
control, service minimization, and preventive care is obvious, would be encour- 
aged. 

6. Continuity of coverage would be required for the newborn, divorced, widowed, 
and unemployed. 

7. Employers not in compliance would lose tax credit in their plans. 
8. The government would cover the poor and the elderly. 

The re  are severa l  key e l emen t s  in this  plan. Firs t ,  it a s sumes  that  the  

g o v e r n m e n t  has  the  leverage  to c rea te  a compet i t ive  cl imate a m o n g  phy-  

sicians.  As men t ioned  before ,  this  may  be imposs ib le  unless  there  is a slight 

surplus  of  phys ic ians .  Second ,  it ignores  (again) the nonacu te  p rob lems  of  

the  elderly.  Thi rd ,  it fails to deal  wi th  malprac t ice  (a l though E n t h o v e n  does  

d iscuss  the  possibi l i ty  o f  an  " a r b i t r a t i o n "  opt ion to be e lec ted  by the  in- 

sured).  
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In summary ,  this  plan a t t empts  to fill in the  gaps  and  cont ro l  cos ts  for  

employed  pe r sons  by  (I)  p rovid ing  m i n i m u m  benefi ts ,  C2) provid ing  cata-  

s t rophic  benef i ts ,  (3) forcing the  c o n s u m e r  to b e c o m e  cos t -consc ious  by  

creat ing incen t ives  to choose  p lans  wi th  more  out -of -pocket  medical  ex-  

penses ,  and  (4) encourag ing  compe t i t i on  a m o n g  phys ic ians .  

PREPAID GROUP PRACTICES 

A group  prepa id  pract ice  can  be defined in t e rms  of  four  essent ia l  char -  

acter is t ics :  

I. A group of physicians agrees to work together. 
2, They agree to provide comprehensive health care. 
3. Payment is on a prospective fixed per capita basis. 
4. Members of the plan enroll voluntarily. 

E n t h o v e n  argues  tha t  such group  prac t ices  are a key tool in cont ro l l ing  

heal th  cos ts .  In the  Sha t tuck  L ec t u r e  to the  M a s s a c h u s e t t s  Medical  Soc ie ty  

[2], r epr in ted  in Sena te  t e s t imony  ([12], p. 255), he ar t icu la ted  the  c rux  of  

his a rguments :  

Control of  costs: "The method of payment gives the organization a prospective 
budget. Its physicians and managers must seek to get the most effective medical 
care out of limited resources. T h e . . .  method eliminates the administrative burden 
of billing and collecting from patients for each service." 

Savings: "The cost savings (10-40 percent, depending on the study) are mainly 
attributable to much lower hospitalization rates and to greater economy and effi- 
ciency of operation. They cannot be explained away by out-of-plan utilization, 
differences in age and sex composition, previous health rates, or government sub- 
sidies." 

Lower hospitalization rates: Enthoven quoted as follows from a medicaid study [3] 
that compared group-practice plans with fee-for-service providers: "The group- 
practice beneficiaries averaged 340 days in the hospital and 24 surgical admissions 
per 1,000 persons per year, as compared with 888 days in the hospital and 50 
surgical admissions per 1,000 persons per year in the control groups." 

Savings also apply to the elderly: Referring to another study (5] that compared the 
cost to medicare of beneficiaries in six prepaid group-practice plans with the cost 
of a fee-for-service control group, En thoven  noted that the average cost for  the 
former ,was 74 percent of the average cost for the latter. 

Thus ,  wel l -adminis te red  group prac t ices ,  in a reas  large enough  to suppor t  

them,  can  reduce  medical  costs .  T h e r e  are,  however ,  several  dangers .  

I. Group practices are very expensive to set up. They will not work in all areas, and 
poor administration can lead to economic disasters or extensive cost cutting at 
the consumer's expense. 
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2. Competition to group practices is necessary in order to prevent "institutional" 
(impersonal) care and "cost before quality" from resulting. 

3. Although, to date, group practices have not been looked at critically, there is some 
"soft"  evidence that there are growing pains. Thus, orderly growth might be 
preferable to massive government subsidies and rapid growth. One source of 
orderly growth may be insurance companies financing HMO subsidiaries. 

4. Other cost-control alternatives should not be overlooked. Karen Davis of HEW 
discusses three such proposals, namely, providing more information to consumers; 
encouraging alternate modes of health care delivery, such as nurse practitioners; 
and increasing review activities, which would make providers at least conscious 
of costs and possibly accountable for marginal procedures ([ 13], p. 36). 

CATASTROPHIC HEALTH INSURANCE 

Current  proposals  for catastrophic insurance are based on payment  by 

third parties of  100 percent  of  expenses  after a deductible of  $3,000-$5,000. 
Little at tention is paid to cost  control ;  in particular, no coinsurance provision 

is used. 
Catastrophic i l lnesses can be divided into two categories:  first, chronic 

illnesses where  t rea tment  is well defined and useful ( treatment of  many 

kidney disorders  falls into this category);  second,  serious illnesses where 

t reatment  is at best  marginal and subjective (certain cancer  condit ions fall 

into this category).  
For the second category,  catastrophic insurance without sufficient coin- 

surance to make doctors  and patients cost-conscious is ext remely  danger- 

ous, because it would further  encourage  the purchase of  expensive equip- 

ment,  and the use of  that equ ipment  where the benefits would be at best 

marginal. The patient and the doc tor  could obtain the psychological  benefit 

of  doing everything possible,  with no increase in cost. As James Hacking 

of  the A A R P  states about  one such proposal: "$350 will create more cat- 

astrophic il lnesses than anyone  here dreams poss ib le"  ([10], p. 378). 

More object ive information concerning catastrophic insurance can be 

obtained from a study of  Japan ' s  exper ience under such insurance during 

the period 1974-76 [1]. The study can be summarized as follows (see also 

[10], pp. 435, 441,442): 

Background: "The 1973 amendment to the Health Insurance Law made medical care 
benef i t s . . ,  for high-cost illnesses available to nearly 70 percent of the population 
not previously covered adequately by their health insurance. Workers enrolled in 
the employer-employee health insurance plans and all persons age 70 and over 
already had comprehensive health insurance coverage. However, dependents of 
insured persons and all beneficiaries in the national health insurance plan were 
required to pay 30 percent of all medical care charges out of pocket, with no stated 
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maximum liability. When the new benefit was instituted, dependents were still 
required to pay the 30 percent coinsurance, but a maximum limit of out-of-pocket 
liability was stipulated by law (30,000 yen within a calendar month).'" 

Conclusions: "From 1974 to 1976, the first 3 years of the high-cost (catastrophic) 
illness benefit, an increase of more than 70 percent occurred in the frequency of 
high-cost cases. This general trend was observed for all of the six major health 
insurance plans studied. The average expenditure per case increased 5.7 percent 
from 1974 to 1975 and 14.6 percent from 1975 to 1976, regardless of plan . . . .  
Although inflation explains a part of these increases, the intensity of services 
certainly played a part." 

Conjecture: "It  appears that a shift from low-cost to high-cost illnesses occurred at 
the cut point; that is, illnesses formerly classified as low cost subsequently incurred 
expenditures that were high enough to be classified as high cost . . . .  The implication 
is that when a benefit was offered, patients and the medical care s y s t e m . . ,  took 
advantage of the benefit." 

While care should be Used in interpreting these results,  there can be little 
doubt that when the Japanese  removed  the 30 percent  coinsurance on cat- 

astrophic il lnesses (i.e., those ove r  100,000 yen per month),  health expen-  

ditures did increase significantly. Thus,  what limited evidence  is available 

suggests that, as painful as it might be, even  in the catastrophic case the 

patient must cont inue to pay enough to put a restraint on cost ly but marginal 

care. For  example ,  for the ex t reme case of  a $100,000 catastrophic illness, 

a patient earning $30,000 might be required to pay a total of  $5,900, as 

follows: 

100 percent  of  the first $500, 

plus 40 percent  of  the next $500, 

plus 20 percent  of  the next $9,000, 

plus l0 percent  of  the next $20,000, 

plus 2 percent  of  charges in excess  of  $30,000. 

Should high medical  expenses  cont inue for a second year, these percentages  

might be cut in half. 

In summary, if medical expenses  are to be control led,  coinsurance is 

necessary even for catastrophic il lnesses. Without  such a control ,  the logical 

behavior  of  both patient and doc tor  is to " t r y  anything,"  since there is 

nothing to lose. This can be a very  expensive  way to get very little. 

MALPRACTICE A N D  DEFENSIVE M E D I C I N E  

Patients '  bills are high because the patients are the ones who ultimately 

pay malpract ice awards.  Their  bills are high also because of  unnecessary  

treatments and tests. One anonymous  public health teacher  es t imates  that 
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30-35 percent of all clinical tests and X-rays are done for one purpose on ly- -  
to prevent malpractice suits. 

While large malpractice awards are publicized, it appears that the system 
for granting such awards is not very efficient. Court delays of years are not 
uncommon, and many people with legitimate claims do not get heard. More- 
over, most of the costs of malpractice do not end up as compensation to the 
victims. Enthoven stated in Senate testimony: "In  the process as I under- 
stand it, more than 80% of the costs go into legal fees and all of the rest of 
it, and less than 20% to the compensation of the victims" ([12], p. 243). 

Thus, the current malpractice system suffers from a number of weak- 
nesses: it is a very inefficient system of transferring money to victims, it 
is slow, it results in unnecessary medical treatment, and it results in medical 
costs being 10-30 percent higher than they need to be (my estimate). 

There are two possible replacements for the current system. One is a 
universal arbitration system: the government would collect a fixed per- 
centage of medical fees, such as l0 percent. These fees would be turned 
over to state arbitration boards. If medical negligence could be proved, an 
award would be made based on the severity of the injury. Lawyers would 
prepare the arguments, but the process would be greatly abbreviated. The 
arbitration board would have to stay within its budget. Its income, however, 
would be somewhat supplemented by a filing fee that would prevent "friv- 
olous" cases from entering the docket. 

The other possibility is a voluntary arbitration system: consumers could 
choose whether they wanted a malpractice option or an arbitration option. 
Those choosing arbitration would receive a substantial reduction in insur- 
ance premiums. A system of arbitration, while it would reduce malpractice 
costs, probably would not have an immediate impact on defensive medicine. 
However, aside from making doctors aware of the cost of defensive med- 
icine, there may not be much that can be done. 

SPECIAL PROBLEMS OF T H E  ELDERLY 

Medicare has not solved the problems of the elderly. While acute cata- 
strophic illnesses are covered, much of the expense facing the elderly arises 
from a general deterioration in health and not a specific treatable illness. 
Accordin8 to James Hacking of the AARE in 1967 medical expenses for 
the elderly averaged $532, of which medicare covered 32 percent. By 1977 
expenses had risen to $1,738, of which medicare covered 43 percent ([10], 
p. 379). Thus, noncovered expenses, such as prescriptions and nursing home 
stays, represent a significant portion of the medical needs of the elderly. 

Catastrophic coverage for the elderly cannot be "real," unless coverage 
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is ex t ended  to apply to bo th  the  myr iad  of  small  expenses  (which can  add  

up) and  long- te rm care  (both  " a t  h o m e "  and  in nurs ing  homes) .  

Long- t e rm care  p resen t s  special  p rob lems .  Use  is very  much  sub jec t ive  

and  very  much  d e p e n d e n t  on cost .  An elder ly pa ren t  may  be put  in a nurs ing  

home  if no cos t  is involved ,  but  if the cos t  is $12,000 a year, the  paren t  may  

be kept  at  home.  Thus ,  ca t a s t roph ic  cove rage  for  long- te rm care ,  if it is not  

to be a t r e m e n d o u s  bu rden  on society,  mus t  have  several  charac te r i s t i cs .  

1. There must be limited but genuine cost sharing. To achieve this, penalties for 
"giving away" assets are necessary. Dignity must be maintained, however--basic 
assets should remain untouched, deferring any government claim until the death 
of the surviving spouse. 

2. Alternatives should be developed to keep the elderly at home. These include 
delivered meals, home nursing care, day-care facilities, and homemaker services. 
Limited government experiments show, however, that it is difficult to design a 
package that will serve as a substitute for institutional care rather than as an 
expensive add-on for those who would remain at home in any case ([15], pp. 
150-51). 

3. Controls should be put on nursing-home facilities to see that minimum quality 
standards are met. 

In summary ,  ca ta s t roph ic  coverage  for the  e lder ly  requi res  ex tens ion  to 

c o v e r  high usage of  rout ine  se rv ices  such  as den t i s t ry  and  medica t ion .  It 

also requi res  tha t  long- term care  be cons idered .  To p reven t  ove ruse  o f  

nurs ing  homes ,  a l t e rna t ives  should  be deve loped  and  cos t  shar ing  should  

be  required .  Because  of  the  large e x p e n s e s  invo lved  and  the  u n k n o w n s  in 

this a rea ,  a s tep-by-s tep  p rocess  m ay  be pre fe rab le  to an  immedia te  ex ten-  

sion of  medicare  to all long- te rm care  s i tuat ions .  

CONCLUSIONS 

An in tegra ted  app roach  is the  key to improv ing  medica l  care ,  r educ ing  

costs ,  and  e l iminat ing the  poss ibi l i ty  of  families be ing  impove r i shed  by  

medical  expenses .  

The  fol lowing areas  have  been  identified as be ing  par t  o f  an in tegra ted  

na t iona l  plan. 

1. Government guidance to shift the medical emphasis from treatment of disease in 
acute care facilities to a more balanced approach including prevention and edu- 
cation. 

2. EKtension of coverage to the poor and those temporarily without coverage. 
3. Extension of catastrophic coverage to employees through tax incentives. 
4. Broadening of catastrophic coverage for the elderly to include significant outlays 

for "everyday"  care, and long-term health needs such as nursing homes. 
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5. Increased use of deductibles and coinsurance to reinstitute cost control by the 
public (including coinsurance on catastrophic coverage). 

6. Government encouragement of "product"  competition. This would include more 
choices of plans by employees, government encouragement of HMOs and group 
prepaid plans, community health centers, and increased home health care. 

7. Substitution of an arbitration system for the current malpractice award system. 
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D I S C U S S I O N  O F  P R E C E D I N G  PAPER  

DANIEL W. PETTENG1LL" 

The following comments from a veteran with over thirty years in the 
health insurance business are offered in the hope that they will be useful 
to the reader of Mr. Elstein's fine paper. 

The two major problems facing any health care insurance plan, be it 

governmental or private, are the following: 

I. Despite the amazing progress of the last fifty years, medicine is still more art than 
science, thus making the risk to be insured a nebulous and ever changing entity. 

2. An individual in pain wants to be free of that pain at any cost, and so do all those 
who love that individual. 

The fact that there is no foolproof system for controlling health care costs 
is not a valid excuse for doing nothing. Actuaries need to work with health 
professionals and other interested parties to develop and implement tech- 
niques that are economical and that do more good than harm. 

Deductibles and coinsurance are devices for reducing the portion of the 
insured health care expenses that the insurer must pay. These two devices 
deter the utilization of health care only to the extent that the individual or 
family concerned perceives them as taking an unduly large portion of their 
income. In many cases, the use of essential as well as nonessential care is 
deterred. To ease this dilemma somewhat, copayments should be eliminated 
for those health services that the nation feels should be promoted for all, 
such as immunization against certain diseases, and should be large, perhaps 
even 100 percent for services deemed to be of little value. For all other 
expenses the deductible should be nominal or nonexistent and the coinsur- 
ance modest, say 20 percent. Ideally, copayments should be realistically 
related to family income. Under group health insurance plans, income-re- 
lated copayments have not been considered practical, because of the ad- 
ministrative work involved and also because the release of income infor- 
mation is a sensitive matter. A number of early group major medical plans 
did have deductibles graded by the salary of the employee, but few exist 
today, partly for the above reasons and partly because employers wanted 
to give their executives a break that would not be obvious to most employees 
and was permitted by the Internal Revenue Service. 

487 
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Under a national health insurance plan mandated by the federal govern- 
ment, it might be feasible to ease the inequity of rates of coinsurance that 
do not vary by income, by having the plan include an annual limit on the 
amount that a given family could be "out of pocket" in any given year for 
covered expenses, which limit would be based on the family's gross income. 
Only those families that had out-of-pocket covered expenses in excess of 
that limit would need to divulge their income, and then only to the carrier 
of the plan rather than to all health providers concerned. For the plan to 
be practical, Congress probably would have to require that the Internal 
Revenue Service verify the amount of gross income reported for a random 
sample of families. 

Mr. Elstein divides catastrophic illnesses into two categories. I respect- 
fully submit that mental illness is a third category, and that it needs to be 
handled separately from other illnesses. Even when faced with 50 percent 
coinsurance, an insecure employee or an unstable child will use hundreds, 
if not thousands, of dollars worth of psychiatric care year after year, and 
there always seems to be at least one licensed professional around to provide 
that care. 

My final comment is that long-term nonhospital care for the infirm includes 
room and board as a large element of its cost, which element bears a very 
close resemblance to a lifetime disability income benefit. If the infirm in- 
dividual is part of a family, the economic problems of that family are truly 
compounded because a separate shelter for the balance of the family must 
be financed as well. It is my personal opinion that custodial care for the 
infirm should be handled as a welfare benefit rather than a health insurance 
benefit--distasteful as such an approach will be to the average American. 
The key is not to leave the poor and the near poor with the short end of the 
stick. If that were done, then an equitable welfare approach to the handling 
of custodial care might be acceptable to most Americans. 

J O H N  P. COOKSON" 

This paper presents a good summary of the health care problem, and an 
exploration of the basic questions concerning a national health plan. I par- 
ticularly agree with the discussion of catastrophic insurance and the dis- 
tinction between "useful" treatments with good prognosis and "marginal" 
treatments with uncertain value and prognosis. 

I believe that in this country the implicit assumption of equal access to 
medical care for all people has been interpreted to mean equal access to 
maximum care. However, l am not sure that everyone either understands 
or wants to bear the burden, either through taxes or premiums, of the 
maximum level of care in all cases. 
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I am not saying that we should not be paying for the high cost of care for 
extremely immature babies, or heart bypass surgery, or artificially main- 
tained life on heart-lung machines. I do not think that actuaries or the 
insurance industry can answer these questions unilaterally. However, I do 
believe that as a society we need to examine these questions in light of their 
cost and effectiveness to determine whether society can afford that level 
of medical care. And as professionals, actuaries need to have input into this 
discussion, particularly in trying to quantify these issues. 

In my opinion, health insurance currently is helping to finance a significant 
amount of research and experimental treatment of a high-cost nature. The 
problem is that the researchers themselves are determining what treatments 
should be tried, with little control or restraint as long as the insurance funds 
are there. I believe we need to introduce some planning into this process 
and select the most effective projects for funding on a limited basis until 
their merits are proved. 

Another concern I have about catastrophic coverage is the annual trend 
in costs from year to year. At total cost thresholds such as $25,000 per year, 
the trends (at current levels) on costs above this threshold approach 50 
percent per year, in the absence of increasing frequency of new high-cost 
treatments. With the increased demand that might be created by universal 
catastrophic coverage with little or no coinsurance, the initial costs are 
likely to be much higher than anticipated. At a minimum, indexation of the 
threshold should be considered to keep the annual cost increases manage- 
able. 

RICHARD A. COMBS: 

Mr. Eistein has presented an interesting summary of the problems in the 
delivery of health care services in this country. I have several questions and 
comments regarding the issues raised by the author. 

First, the abstract begins: "Medical care in the United States is very 
expensive. The goals of a national health plan are therefore clear." This 
would appear to imply that a national plan is needed for every "very ex- 
pensive" item. Caviar costs more than beans, Rolls Royce charges more 
than Ford, and a funeral-is more expensive than medical care for pneumonia. 
Do we need national plans for caviar, Rolls Royces, and funerals.'? If so, 
could we, as a society, afford them, given the high current level of taxation 
and the high level of budget deficits? Perhaps we should first solve the 
funding problems for the social security programs before we start any type 
of national health plan. 

Second, the author refers to an emphasis on acute care. Once a person 
is ill or injured, acute care certainly is appropriate. It is probably true that 
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increased preventive measures will decrease the incidence of illness or 
injury. There are other kinds of preventive measures besides those listed 
in the section on issues. Adequate exercise, public health measures, and 
stress management techniques could lessen dependence on acute-care meth- 

ods. 
Third, I was intrigued to discover that the government has been "actively 

reducing medical school enrollments (to ensure that there is no surplus)." 
Why are they worried about physician surpluses and not surpluses among 
teachers and engineers, both professions having had surpluses throughout 
the 1970s? 

Fourth, an alternative view of the proposal to increase competition is 
presented by Michael Schiffer in RSA, VII, No. 2, 684-85. 

Fifth, a source is quoted that 75 percent of nursing-home stays are for 
more than 100 days. Are the nursing homes providing primarily medical 
care or primarily custodial care? 

Sixth, the Enthoven plan requires employers to offer at least three distinct 
medical plans. It seems to me that there would be a large amount of anti- 
selection under such a scheme. 

Seventh, I was a member of a prepaid group practice plan in the Los 
Angeles area for some three years. My employer also offered a group major 
medical plan. The prepaid group plan cost less on a periodic payroll de- 
duction basis as well as at point of service. The care was acceptable to this 
layman, but was "impersonal," illustrating one of the dangers cited by the 
author. 

Eighth, the author suggests that health care cost inflation would be de- 
creased by having the patient pay $5,900 in the extreme case of a $100,000 
catastrophic illness. For most families, the $5,900 would be a catastrophe. 

In conclusion, I agree with the author that there are problems in the health 
care delivery system. There are also problems with the alternatives that 
have been advanced. I disagree that it would be desirable for the federal 
government to be heavily involved in the system. I sincerely hope that the 

private insurance industry will consider the ideas presented by the author 
in order to resolve some of the problems that exist. 

GORDON R. TRAPNELL: 

The objective of the EIstein paper is to provide an integrated analysis of 
national health insurance issues. The complexity of the problem is clearly 
shown by the collection of recommendations presented. However, it is not 
essential that a national health policy address all the issues simultaneously. 
The most needed reforms could be introduced independently, if clear prior- 
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ities are set, based on a thorough analysis of the sources of cost inflation 
and the absence of adequate coverage. 

The purposes of this discussion are to explain why cost containment 
should take precedence over filling gaps in coverage, to suggest that a 
reduction in first-dollar insurance coverage should be the top priority within 
the cost containment issue, and to clear up a misconception that might have 
been created by the article with respect to the cost of filling gaps in coverage. 

Inflation of medical care costs, in both relative and absolute terms, has 
been a continuing concern of health actuaries for many years) Further, 
inflation aggravates other problems by driving up the cost of solutions to 
the gaps in coverage and other defects of the present system (e.g., lack of 
adequate preventive care and access by some to only second-class medi- 
cine). However, there are few documented examples of anyone not having 
access to care. Gaps in coverage are primarily a financial problem, not a 
question of persons going without needed medical care. These facts suggest 
that cost containment should receive primary attention in any national health 
policy. The nation may not be able to afford solutions to other problems if 
inflation continues unabated. It should be noted that both the Carter admin- 
istration national health plan (through its hospital cost containment proposal) 
and the Reagan administration pro-competition proposal (under develop- 
ment) assess cost control as the first need to address. 

Since there are many causes of medical inflation, an effective policy will 
need to recognize which causes are most important and most amenable to 
being solved. Of the five sources of inflation mentioned by Elstein, the 
proliferation of third-party coverage is fundamental. Thus, implementing 
policies to deal with it should be given the top priority. 

Beyond the increased demand for medical services produced by service 
benefits (which make medical care nearly a free good to consumers), the 
growth of third-party payments is a major contributor to the other causes 
cited. Excessive insurance removes price competition among providers, 
provides differential incentives for preventive versus acute care, removes 
barriers to the introduction of complex equipment, and finances defensive 
medicine on a routine basis. 

Underlying the extent of first-dollar coverage are the strong tax prefer- 
ences given to health benefits paid by an employer. In fact, many health 
coverages exist almost entirely as a result of the tax preferences. Without 
the tax subsidy, it would not be economical to give an insurance company 
$1.25 or more for a $1.00 of benefits for such easily budgetable items as 

i See the discussion of medical inflation as the most powerful force for national health insurance, 
session on "Managing Health Care," RSA, ill, No. 3 U977), 576. 
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eyeglasses,  routine dental examinat ions,  or service prescription benefits. 

Further, the tax t reatment  leads to much greater  utilization and higher prices, 

subsidized at taxpayer  expense.  Exper ienced health actuaries are acutely 

aware of  the increases in utilization that occur  when price is removed as 

a factor. A solution that would at least keep the situation from getting worse 

would be to tax employer  contributions for service health benefits, except  

perhaps for catastrophic coverage.  Coverages  that depend on subsidies for 

viability would be reduced,  and new policies would be nearly eliminated. 2 

The four other  causes of  inflation cited are not so easily solved. Federal 

at tempts to expand the growth of  HMOs  have provided disappointing re- 

sults. Further,  the often-cited efficiencies of  HMOs  have never  been ade- 

quately shown to be the primary source of  their lower costs. For example,  

a major part of  measured H M O  savings is clearly attributable to selection. 3 

Although emphasis  on prevent ive  care may be a worthwhile policy objec- 

tive, the hypothesis  that a shift in resources from acute to prevent ive  care 

would significantly reduce the overall  cost of health has not been established. 

Overuse  of  expensive  technology has been the target of  a major national 

regulatory effort, the cert if icate-of-need programs. These have not produced 

the results expected.  Reform of malpractice would require lawyer-legislators 

to vote themselves  and their colleagues a major reduction in actual and 

potential income,  which they have never  done. 

If  it is determined that the nation has the resources to at tempt to fill some 

of the gaps in the current  system, it is essential that pol icymakers  be aware 

of the high costs involved.  The author  states that " i f  the existing hodgepodge 

of programs were replaced with a single program with clear guidelines, the 

poor would be far bet ter  off, and at very little additional cost to the gov- 

e rnment . "  If this could be done,  any of  the past several administrat ions 

would have done it. Unfortunately,  such a plan would add billions to the 

federal budget,  according to responsible actuarial estimates.  For  example,  

the Carter  administrat ion est imated that its recommended national health 

insurance plan would have spent $9.3 billion in federal outlays 4 to put in a 

uniform national income floor for eligibility for medicaid, remove  categorical 

restrictions on eligibility for benefits, make medically needy programs uni- 

versal,  and remove  benefit package variations among s ta tes?  

2 The proposal is similar to the limitation on tax-free contributions to group life insurance that 
has been in existence since 1964. 

3 Paul Eggers, "Risk Differential between Medicare Beneficiaries Enrolled and Not Enrolled 
in an HMO,+' Health Care Financing Review, I No. 3 (Winter, 1980), 91-99. 

4 If fully implemented, measured in 1980 dollars. 

5 National Health Insurance Working Papers, Vol. II, edited by Dr. Karen Davis (December, 
1980). Basic discussions of the actuarial techniques employed in developing cost estimates for 
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While there are many potential sources of error in estimates of this kind, 

the general level of cost estimated represents a consensus of responsible 

actuaries, including those retained by the Carter administration, the Senate 

Finance Committee, the HIAA, the Congressional Budget Office, and in- 

dependent experts. Experience with previous new federal programs raises 

questions as to whether even responsible actuarial estimates will be high 

enough. Unsupported assertions such as that quoted above, appearing in 

an official publication of the Society of Actuaries, may give credence to a 

claim by political advocates that the actuarial cost estimates have been 

greatly exaggerated, and that a program can be designed that covers all low- 

income persons without substantially increasing federal outlays. A similar 

claim was in fact made to persuade Congress to adopt the medicaid program 

in 1965, and had a major impact on the expansion of federal responsibilities. 

In addition to the articles already listed, the interested reader should 

pursue the extensive presentations by expert actuaries that appear in the 

Society's publications. Suggested readings include the following. 

"A Plan for Cost Containment for Group Medical Expense Coverages," RSA, 111 
(1978), 719-30. 

"'National, State, and Provincial Health Care Insurance." RSA, 1 (1975), 725-44. 
"Health Insurance--Legislation and Inflation," RSA, I (1975), 361-74. 
"Health Insurance--Legislation and Inflation,"RSA, 1 (1975), 127-38. 
"Government Health Care Programs," TSA, XXVI (1974), D129-DI42. 
"Health Insurance and Health Care," TSA, XXIV (1973), D547-D571. 
"Health Insurance in Transition," TSA, XXIV (1972), DI83-D214. 
"Health Insurance in the United States," TSA, XXIII (1972), D663-D673. 
"Health Services--Public versus Private Financing," TSA, XXIII (1971), D245-D262. 
"Health Services--Public versus Private Financing," TSA, XXIII (1971), D49-D64. 

D E N N I S  A .  BARNES:  

The causes and effe(:ts of rising health care costs are definitely subjects 

worthy of attention from actuaries. Mr. Elstein presents a clear, well-or- 

ganized synopsis and solution of the problem. Unfortunately, I see it as the 
wrong solution. 

I see the problems that Mr. Elstein has elaborated as falling into three 

specific areas: inadequate means to pay, lack of catastrophic coverage, and 

gaps in coverage. In much of what follows I will be applying principles of 

the political philosophy known as libertarianism. Since this is not a journal 

national health insurance plans can be found in A Description of the Health Financing Model: 
A Tool for Cost Estimation (U.S. Department of Health and Human Services, 1981) and in Gordon 
R. Trapnell, A Comparison of the Costs of Major National Health Insurance Proposals (U.S. 
Department of Health, Education. and Welfare. 1976). 
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in which to expound philosophy, instead of explaining libertarian principles, 
I will merely refer the curious reader to references [2] and [3] of this dis- 
cussion. 

Let me first cover the area of inadequate means to pay. It would seem 
logical that the expenses of the poor and of the elderly should be handled 
together. In fact, we should be considering only expenses of the poor, elderly 
or not. Neither medicare nor any other government program need pay health 
care costs for people who can afford to pay, whatever their age. I really do 
not see why working-class people should pay social security taxes in order 
to pay J. Paul Getty's medical bills. Of course, there is a readily under- 
standable reason for the nature of the system: when our vote-happy rep- 
resentatives support a bill like medicare they please a large, vocal, heavily 
voting grouty--those over age 65. The poor do not comprise such a powerful 
constituency. 

Thus, the question becomes, "How should the medical expenses of the 
poor be paid?" This brings us to a refinement of that question: "Should 
health care expenses be treated differently from any other type of ex- 
penses?" 

As a near-term solution to this first problem, 1 would suggest a guaranteed 
annual income, a number of different versions of which have been proposed 
in the recent past ([1], pp. 190-95). Each person should be allowed to spend 
any money received in whatever manner he desires. There should be no 
reason for government to determine paternalistically how one's money 
should be spent. How much would be spent on medical care and insurance 
and how much would be spent on cigarettes and alcohol would be up to 
each individual. 

Concerning catastrophic care and temporary gaps in coverage, a number 
of writers of health insurance are now offering unlimited-maximum cata- 
strophic insurance; many more are offering temporary coverage to insure 
people who have lost their coverage. In addition, it is unclear to what extent 
government regulation has stifled the development of products that could 
address this problem. 

This brings me to the final portion of the solution to the problem: the full 
and immediate deregulation of the insurance industry. State regulation has 
imposed inequities in the name of equity and burdensome expenses in the 
name of saving the consumer money. The extent to which government drives 
up the cost of health insurance premiums, impedes competition by keeping 
out smaller" companies, and hinders product development only exacerbates 
whatever other problems there may be. 1 will not pursue this topic further, 
since deregulation of the insurance industry should be the subject of a 
separate paper. 
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One other comment. I personally believe that preventive care is a good 
idea. However, I believe it should be up to each individual to decide how 
he wishes to care for his body. In fact, anyone who believes in this area of 
freedom of choice has another reason for disapproving of government health 
programs: in its most extreme manifestations, it could lead to such things 
as making smoking and drinking illegal for the "common good," since these 
activities are responsible for so many medical problems and therefore cause 
large outlays of public funds. As silly as I believe smoking and drinking are, 
I believe everyone should have the choice of whether or not to engage in 
them. 

With all the problems that government has caused and fostered, it seems 
inappropriate to enlarge the scope of its actions. The crisis in health care 
is to a large degree a crisis in government. Maybe the political climate is 
finally right for a push toward a reduction in governmental action as I have 
outlined. 
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(AUTHOR'S REVIEW OF DISCUSSION) 

ALLEN ELSTEIN" 

Since a major purpose of this paper was to provide a forum for discussion 
of national health issues, I was pleased with the variety and richness of the 
responses to my article. If there is any single theme that comes out of these 
responses, it is that for every benefit that is provided there is a cost. More- 
over, that cost is difficult to predict and is potentially large. It is thus essential 
that the insurance industry in general and actuaries in particular take an 

active role in the process o_f determipingjust what public and private benefits 
will be available in the coming decades. Such a process might be labeled 
the strategic planning of national health insurance policies. 

Mr. Pettengill brings up several key issues. I agree with him that, if out- 

of-pocket expenses are too high, essential as well as nonessential care may 
be deterred. This may be particularly true where immediate action is not 
perceived as critical, such as a series of immunization shots for a poor child. 
This leads to the natural question as to whether coinsurance percentages 
that vary by condition can be used effectively to encourage essential care 
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and at the same time control the use of what might be termed "marginal" 
care. The answer is not obvious, suggesting that this may be a fertile area 
for testing beyond that which has been done to date. 

The area of providing legitimate benefits for psychological counseling is, 
as Mr. Pettengill implies, a particularly difficult one. It may well be impos- 
sible to differentiate between the needs of a disturbed person and those of 
a person with relatively minor problems who enjoys going in for a weekly 
visit. To the extent that mental illness is more subjective than other illnesses, 
and that the providers of care tend to continue treatment over indefinite 
periods of time, 1 agree with Mr. Pettengill that it is useful to classify the 
more expensive cases of mental illness or psychological problems as a third 
category of catastrophic illness. 

Mr. Cookson focuses on the difference between equal access to medical 
care and equal access to maximum medical care (regardless of its marginal 
effectiveness). Of critical importance is the fact that, as long as insurance 
or government funds are paying the way, there is little incentive for patients, 
doctors, or researchers to weigh the benefits of maximum care against the 
costs. 

Mr. Cookson's remarks on the cost potential of catastrophic insurance 
reiterate my concern that the insured must pay enough to be concerned 
with limiting care. The how much is enough and how much is too much is 

quite subjective. For example, Mr. Combs feels that $5,900 may be too 
much for a family that has experienced a $100,000 illness to pay. 

Mr. Combs raises a number of interesting points. I will restrict myself to 
the issue of government involvement in any national health plan. In effect, 
I believe that we already have a de facto national health plan, with the 
government involved to the tune of $100 billion. In this de facto plan, 
surprisingly little of what we would label as strategic planning in the business 
sense is done. To set direction, we need long-range thinking not only on the 
part of the government but on the part of the private sector, especially the 
insurance industry. It should be noted that, at least in some ways, the 
Enthoven proposal and the proposals for catastrophic health insurance could 
set the direction for legs government involvement in the health arena. A 
clear distinction should be made between shared strategic planning on na- 
tional health issues between the government and private industry (this will 
occur only if private industry makes an active effort to be heard, and has 
done its homework), which I am advocating, and a national health program 
in which problems are solved primarily by the government spending sig- 
nificantly more money than now, which I am not advocating. Of particular 
concern to me is that we address the problems of the elderly now, and not 
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thirty years from now, when the aging population will make the problems 
(whether we want to label them medical or custodial) more acute. 

Mr. Trapnell gives an extremely useful analysis of the necessity of cost 
containment. There is little doubt that when third parties pay most of the 
costs, especially first-dollar costs, the demand for medical services increases 
to high levels. This is merely a special case of basic microeconomic prin- 
ciples in action. To the extent that the insurance industry continues to sell 
policies without adequate cost-containment provisions, we may be pan of 
the cost of medical inflation. This is not to say that it would not take a very 
good sales campaign on the pan of an insurance company to convince a 
union or a corporation that less may be better in the long run. 

I am also grateful to Mr. Trapnell for pointing out a misunderstanding that 
several readers have had. It was not my intention to imply in the introduction 
that extending coverage to the uncovered poor and near poor would nec- 
essarily be cheap, especially if an approach such as that advocated by the 
Caner administration is used. What I was attempting to do was to acquaint 
the reader with an argument that has been used by some who favor cata- 
strophic insurance. They argue that the key gap to be dealt with today is 
the catastrophe. While the problems of the poor are real, their problems 
could be adequately dealt with if only we would better allocate resources 
already devoted to them. They point out that large amounts of money are 
already spent on the poor through a variety of programs. They believe that 
the problem of meeting the needs of the poor is one of allocating available 
funds to critical needs more effectively, freeing resources to cover persons 
and services not now covered. In other words, by reducing marginal ex- 
penditures through well-planned uniform standards and by reducing the 
number of programs that have to be administered, cost savings can be 
achieved. These savings, perhaps modestly supplemented, could be used 
to extend critical benefits to poor persons not now covered. The argument 
is untested, and may or may not work. This suggests that, if such a program 
is adopted, it may be wise to see just how much cost saving is actually 
realized before potentially costly program expansions are implemented. 

Mr. Barnes's discussion takes an economic and social philosophy, mainly 
libertarianism, and applies it tO the area of health care. Since how much 
government involvement one sees as desirable is very much dependent on 
one's underlying philosophical views, I believe that Mr. Barnes's remarks 
are very valuable. There can be little doubt that the mood of the country 
has changed to one of wanting less government involvement. This clearly 
has an impact as to what solutions may be acceptable to the public with 
respect to health issues. In addition to the work by Milton Friedman referred 
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to by Mr. Barnes, I would like to refer the interested reader to Milton and 
Rose Friedman's later book Free to Choose (New York: Harcourt Brace 
Jovanich, 1980), particularly chapter 4, "Cradle to Grave." As a sidelight 
the reader might find interesting Mr. Friedman's analysis of the American 

Medical Association, which is given on pages 239-41. 


