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Preface

Although this book about health care financing is focused largely on Canada, several
of the issues discussed are also relevant to many other countries with a universal
health care system.

Today, as most countries are experiencing rapidly rising costs of health care,
the health policy makers seek continually to review their options for the funding
of health services. The theories developed in health economics, and the empirical
evidence in the field, along with the experience of various financing and payment
models in different countries, represent important contributions in the search for
funding models. The aim of this book is to provide insights to some of the questions
that arise when approaching the subject of health care financing.

In this respect, the book deals with several issues of relevance for such debate not
only in many provinces of Canada but also in other countries. For example; how
are different countries dealing with government funding for health care? What
strategies are available to finance pharmaceuticals and other medical technolo-
gies? Which mechanisms are available for payments to physicians? Could so-called
“medical savings accounts” be a solution? What are the implications for equity of
different models of health care financing?

Each of the chapters in this book may be used for the teaching health eco-
nomics. Moreover, some of the findings may also contribute to the debate on how
to approach funding problems as populations grow older and medical technologies
become increasingly sophisticated – and expensive.

On behalf of the Institute of Health Economics in Alberta, Canada, we are in-
debted to all of the authors for their contributions which have made the publication
of this book possible.

Calgary and Edmonton Mingshan Lu
September 2007 Egon Jonsson
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1
Introduction
Åke Blomqvist and Egon Jonsson

The question of how society should pay for the health care of its citizens is one that
countries have answered in very different ways. Indeed, it is difficult to think of any
other large economic sector where the institutional design is as varied as it is in
health care – the arrangements whereby countries mix private and public funding
of health care, and the methods they use for paying for drugs and the services of
doctors and hospitals, are strikingly different.

In Canada, the debate about health policy has focused much on comparisons
with the United States. In such comparisons, Canada typically comes out well, as it
seems to have put in place a much more equitable and efficient health care system.
Likewise, in comparison with, for example, the United Kingdom, Canada’s decen-
tralized system of producing physician and hospital services seemed to function
more smoothly than that in the UK National Health Service.

While the Canadian health care system continues to be much less expensive than
its American counterpart, in comparison with a number of European countries it is
more costly, even though the Canadian population is younger than most of those in
Europe. Waiting lists for certain types of medical examination and treatment, and
the difficulty in many provinces of finding a regular family doctor, has – over time –
become problematic in Canada, as in most European countries. In addition, whilst
the health care systems of many countries have been restructured substantially over
the past few decades, the Canadian system is changing more slowly.

1.1
Health Systems Reform

In the history of health policy development it seems possible to identify a few
stages through which many industrialized countries have passed over time in their
approaches to health system organization [1, 2].

During the first “wave” of reform – from the late 1940s to the early 1970s –
the emphasis was on creating guaranteed access to modern health care for broad
segments of the population, in many cases through universal programs; that is,
programs covering the entire population. This was part of the movement by which
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industrialized societies strengthened the social safety nets designed to take care
of those who otherwise would not be able to share in the growing prosperity
that the expanding economies were creating for the citizenry during the 1950s
and 1960s.

During this first wave, the emphasis thus was on reducing the extent to which
the increasing private cost of health care created a barrier against access to modern
health care for many people. Less attention was paid to the aggregate cost of health
care for the population as a whole. Over time, however, all industrialized countries
saw the per capita cost of health care grow at rates substantially in excess of those
for the economy as a whole, so that the share of total economic resources devoted
to health rose steadily.

The emphasis in health policy in many countries shifted toward attempts at con-
trolling aggregate costs during the 1980s and early 1990s. A variety of approaches
were tried, including increased charges to patients in some countries, the imposi-
tion of firmer expenditure ceilings for hospitals and controls on the establishment
of new hospitals in others, and (in Canada) modified forms of federal-provincial
cost-sharing to give provinces an incentive to reduce health care spending. In the
US, the Medicare program experimented with new methods for paying hospitals
(the DRG system) and doctors. In Germany, budget ceilings applicable to the med-
ical profession as a whole were introduced.

These efforts in different countries to control aggregate health care costs have
had mixed success. In most countries, health care spending has continued to
grow at a faster rate than the economy as a whole, in spite of the spending re-
straints. At the same time, there has been increasing dissatisfaction with per-
ceived health care “rationing” and waiting lists for certain types of examination and
treatment.

1.2
Aging Populations and Advanced Medical Technology

There are some fairly obvious reasons why controlling aggregate expenditure in
health care is proving difficult. One reason is population aging: in every society,
the average spending on health care for people aged over 65 years is much larger
than for those below that age, so when the share of the population aged over 65
increases, a larger share of the GDP will go to health care. Even more important,
however, are advances in medical technology. As progress in biomedical research
makes it possible to provide early diagnosis, to prolong life, to reduce suffering
and to maintain or improve quality of life of many patients, the pressure becomes
strong to spend the resources necessary to make these new technologies available
to everyone who may benefit from them. However, many of the new drugs, medical
devices, equipment and procedures are very expensive such that, in order to control
aggregate costs, choices must be made. With constantly advancing and expensive
technology, sometimes with marginal benefits only for a few, a strategy of paying
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for everything that may be medically beneficial will not be possible, forcing us to
make difficult decisions indeed both at the individual and societal level.

1.3
Decentralization

The developments in the health care sector have made it difficult for central
decision-makers (such as the provincial Ministries of Health in Canada, the NHS
in the UK, etc.) to formulate and enforce rules that are restrictive enough to control
costs, but not so restrictive as to be perceived as inflexible and callous by hospi-
tal managers, doctors, and patients. In many other countries, the response to this
dilemma has, to a significant extent, involved an increased decentralization of fund-
ing and decision-making, either along geographic lines (as in Sweden, or in the
UK during the 1990s), or to competing provider groups among which consumers
are allowed to choose (the Managed Care Option in the US Medicare plan, the
competing sickness funds and private insurers in the Dutch system, or the GP
practices that are being given an increasingly important role in the UK during the
Labor government’s new NHS reforms). There has also been a revival of interest
in high-deductible plans under which consumers who so desire can choose plans
in which they pay a lower premium but are responsible for paying for the cost
of their own care up to the deductible (so-called Consumer-Directed Health Care
Plans).

Compared to other countries, Canada has been slow in adopting the approaches
that have been part of this “second wave” of health system reform. Although some
steps have been taken towards decentralization in most provinces, they have so far
only been along geographic lines, and only with respect to the funding of hospital
services. There has also been some discussion about paying for specific health
services through publicly funded Medical Savings Accounts (this topic is discussed
in Chapter 6). In other countries, however, there has been experimentation with a
broader range of decentralized funding arrangements, including those under which
consumers have a choice among competing provider groups or insurance plans,
public or private (as in the UK or in the Netherlands); these are also considered in
some chapters in this book.

There are a number of potential reasons why Canada has been reluctant to
experiment with innovations in the funding of health care. One explanation may
be its system of divided federal and provincial jurisdiction over health care. As
the Dutch experience illustrates, major changes to the health care system tend
to be resisted by various types of vested interest – something which can come
close to bringing the reform process to a halt unless it is firmly supported by the
political decision-makers. In a longer perspective, factors such as advancing medical
technology and an aging population may nevertheless lead to consideration of a
health system reform. The broad range of issues discussed in the chapters of this
volume may be useful in moving the debate forward.
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1.4
The Content of this Book

The chapters in the present volume have been written in part to contribute to the
debate on health care reform in Canada, drawing on the experiences of different
options of healthcare financing in other countries. While some of the chapters
contain technical material, each one emphasizes a few conceptual themes that are
potentially of relevance to health policy in Canada and elsewhere.

1.4.1
Private and Public Funding of Health Services

Ĺ Chapter 2: Social Health Insurance: Government Funding of Health Care

In order to consider ways in which reform could be used to improve the functioning
of the health care system, one needs to understand the reasons why government,
in all industrialized countries, is so heavily involved in the funding of health care,
either by paying for it directly or by regulating the system through which it is paid.
To economists, the question why this is so is of great interest, because so much
of their work focuses on the advantages of relying on private firms in competitive
markets to efficiently produce goods and services that individuals value and are
willing to pay for. Health services clearly fall into this category. Why, then, do
societies not simply allow their production to be governed by supply and demand
in the marketplace? In Chapter 2, the answers that health economists have given to
this question are reviewed, and how one can interpret the very different forms that
government intervention has taken in different countries, as alternative responses
to the special characteristics of health care.

Part of the reason for government intervention is due to the fact that diagnosing
and treatment for many diseases would be too expensive for the overwhelming
majority of the population. Therefore, there is a need for some mechanism that
provides a sharing of the financial burden (risk pooling) for expensive health care –
that is, some form of insurance.

The fact that there is a demand for some form of risk-pooling does not, in
principle, imply that government must become involved in the funding of health
care, as risk-pooling can also be provided through private markets (i.e., through
private insurance plans). However, there are many reasons why private insurance
is unlikely to be an effective risk-pooling mechanism in the context of health care,
unless it is heavily regulated. Thus, the only real alternatives for an effective system
of risk-pooling are government funding through some form of social insurance,
heavily regulated private insurance, or some combination of the two.

In addition to the need for some form of risk-pooling mechanism, there is a
second fundamental characteristic of health care that diminishes the potential
effectiveness of a system of private competitive markets as an instrument for
governing the production and supply of health services: the complexity of disease
and health problems, and of the medical, surgical, and pharmaceutical technology
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that can be used in diagnosing and treatment. Because of this, patients typically do
no have very good information about what they are buying when they seek care.
The providers – on the other hand – do, and consequently, there is a problem of
“asymmetric information” in this market. To decide what to “purchase”, buyers
must rely largely on information provided by the sellers. In this situation, they
may end up making decisions that they would not have made had they been better
informed. As a result, the principle that a transaction between a willing buyer
and a willing seller will benefit both parties, may no longer apply. However, as this
principle is the main basis for the belief in economic theory that it is efficient to allow
an economy’s resources be allocated in private markets through the interaction of
buyers and sellers, the conclusion that it may not apply to health care suggests that
a system of private markets will not work well in that sector.

Thus, a well-functioning health care system requires arrangements for effective
risk pooling, and for overcoming the problem of asymmetric information in health
services markets. Different countries have used very different models in designing
a system that attempts to do this. In Canada, risk pooling for hospital and physician
services is provided indirectly, by having provincial governments pay for them. The
information asymmetry issue is addressed, at least partially, by the government
paying for physician services and by funding hospitals in a way that does not give
them a financial incentive to produce an overly large volume of services. Other
countries have used models that are quite different (see Chapter 2).

Ĺ Chapter 3: Private Financing Outside the Publicly Funded System

To some extent, every country has a system of mixed public–private financing of
health expenditures. In an implicit acknowledgement of the likely shortcomings
of a risk-pooling system based purely on private insurance, most industrialized
countries by now have publicly funded or publicly organized insurance plans that
are available either to the entire population, or (as in the US case) to certain
population groups. But private funding continues to play at least some role in every
country. Even for those that are classified as having “single-payer” systems (such as
Canada or the UK), the private share of funding ranges from 10 to 30% of the total.

As Mark Stabile discusses in Chapter 3, the way in which private and public
funding of health care interact varies greatly from country to country. In some
cases, the main component of private expenditure for health care is patient out-of-
pocket payments of user fees charged under the public plan. In others, a significant
portion of health care spending is through private insurance plans that coexist
with the public plan. Mixed systems of public and private insurance, in turn,
can also function in very different ways. In some countries, one important role of
private insurance is to cover certain categories of health care spending (for example,
pharmaceuticals and dental care) that are not covered by the public plan (Canada is
an important case, as was the American Medicare plan, until recently). In others,
private insurance that covers the user fees that are imposed by the public plan is
allowed (for example the “Medigap” plans, marketed to beneficiaries of American
Medicare; France is another example).
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In a few countries, the role of private insurance is strengthened by provisions
under which individuals are allowed to opt out of coverage under the public plan.
That is, they can elect to forego public plan coverage, in return for at least some
financial compensation in the form of reduced payroll taxes, premiums, or social
insurance contributions. In at least two cases of this kind (Holland, US Medicare),
opting out of the public plan is only allowed if the person enrolls in an approved
private plan instead (being without health insurance is not allowed). Finally, there
are some countries (in particular, the UK) in which some citizens have “duplicate”
coverage, under which they continue to be covered by the same public plan as
everyone else but are also enrolled in private insurance plans that include coverage
for some of the same services that the public plan provides. An important difference
here is that private plans will cover treatment in private clinics or hospitals, while
the public plan only covers treatment in public facilities [3].

While the discussion of these matters in Chapter 2 considers the opting-out
issue, Mark Stabile focuses on other aspects of mixed public–private funding. His
chapter contains a regression exercise in which he studies the quantitative trade-off
between the two sources of funding in different institutional environments, and
also reviews empirical work dealing with the question what happens when the
scope of public-sector coverage is restricted – that is, when certain services are
“de-listed” (excluded from coverage), as has happened in some Canadian provinces
in the past.

One section in Chapter 3 deals with certain issues that have become particularly
controversial in places where the demand for duplicate coverage has been driven
in part by long waiting lists for particular types of treatment under the public plan.
When waiting lists exist in the public system, it will inevitably be the case that well-
to-do individuals will try to bypass them by seeking care from private providers.
What rules should apply when this happens, is something that has been heatedly
debated in many countries (for example in the UK, Canada, and Australia).

One question is whether specialist doctors who are employed to provide these
services in the public system should also be allowed to treat patients privately (on a
part-time basis). In the UK, where this practice is allowed, studies have suggested
that limits on the amount of time that salaried specialists may spend treating private
patients are effective only if there is close monitoring of how the doctors spend their
time. As Stabile observes, a study in Manitoba did not show this pattern; perhaps
the fact that Canadian doctors are paid on the basis of fee for service in the public
system is part of the reason for this.

Another issue is whether the system should allow the marketing of insurance
plans that cover the cost of privately produced services that are also available through
the public plan. This has been a very hotly debated question in Canada, where
legislation in most provinces effectively rules out such plans [4]. As Stabile notes,
the arguments against allowing those who so desire to buy services outside of the
public system (and insurance that covers such services) are based either on a belief
that allowing parallel private care is detrimental to the quantity and quality of care
offered in the public system, or on an egalitarian belief that everyone should receive
the same care when they are ill, regardless of their financial status.
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Ĺ Chapter 4: Prescription Drug Financing

Steve Morgan’s essay on prescription drug financing deals with a component of
health care expenditures that is particularly important in a Canadian context. As he
notes, the government plans that pay for general health services in most European
countries (or indeed in most advanced countries outside of North America) also
pay most of the cost of prescription drugs. However, Canadian provincial insurance
plans (as well as, until recently, the US Medicare plan) have not included universal
coverage against the cost of drugs used in an outpatient setting. Following the
recommendation of the National Forum on Health some 10 years ago, however,
there has been some discussion in Canada about a federal initiative to introduce
some form of Pharmacare system; in the meantime, the provincial governments
have gradually strengthened their own programs [5].

As Morgan discusses, demands by outpatients for pharmaceuticals have some
of the same characteristics as all patients’ demands for health services generally.
In a given year, most people spend only a fairly limited amount of money (or none
at all) on prescription drugs, though for some diseases the cost may be very large.
As for the cost of health services in general, therefore, risk pooling and third-party
payment of pharmaceutical costs is, potentially, both efficient and equitable. The
statistics that Morgan quotes show how rapidly the significance of this issue has
been growing, both as a result of the development of new and very expensive drugs,
and the growing incidence of certain types of chronic condition (AIDS, diabetes,
hypertension) that are treated through long-term drug therapy.

The fact that the universal provincial Medicare plans do not cover drugs does
not mean that all drug costs are paid by patients out of pocket. In particular, all
provinces in Canada have at least some type of coverage for specific populations
(the elderly, those with low income), and many Canadians of working age have
employment-related private insurance. However, as Morgan persuasively argues,
there are a number of disadvantages with a system in which everyone is covered
for hospital and physician services through one plan, but in which coverage for the
cost of pharmaceuticals is through many different plans, and some people have no
coverage at all. Such a system is likely to be complicated – and hence expensive –
to administer, and is unlikely to produce a pattern of care that is efficient in the
sense of minimizing the total cost of care. Moreover, incorporating pharmaceutical
coverage in the provincial Medicare plans would put governments into a stronger
position to influence the choice of prescriptions and to negotiate better terms
for purchasing drugs from the pharmaceutical companies. The time has come,
in Morgan’s view, to heed the proposals to extend provincial health insurance to
encompass outpatient drug coverage.

Morgan also discusses the fact that the information asymmetry between users
and providers that exists for health services in general also is relevant in the case of
drugs. The average consumer obviously does not have the knowledge and expertise
necessary to make an informed choice of drugs, but must rely on the advice of their
doctors. While doctors in Canada and the US do not have a direct financial incentive
to prescribe expensive drugs (as do physicians in some other countries), they also
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do not have any personal incentive to take the cost of the drug into account when
they prescribe, especially if the consumer is insured. In some countries, the system
of paying physicians may include such an incentive. For example, in the UK some
family doctors are subject to a “drug budget” for the patients on their roster, with
a financial incentive to prescribe in such a way that their actual drug costs come in
“under budget”. Implementing such a system is easier if primary-care doctors are
paid through a system that includes a capitation element, something which is not
common in Canada today.

Ĺ Chapters 5 and 6: The Economics of Consumer-Directed Health Care and Medical
Savings Accounts: Promises and Pitfalls

Although Chapters 5 and 6, by Albert Ma and by Jerry Hurley and Emmanuel
Guindon respectively, are quite different in style, they implicitly relate to the same
substantive question: To what extent patient cost sharing in health care promotes
efficiency by giving consumers an incentive to reduce the probability that they will
require health care, or to limit their utilization of health services when they are ill?

In Chapter 5, Ma discusses Consumer-Directed Health Care (CDHC) plans,
most of which are variants of an old idea – that a reasonably efficient form of health
insurance may be a plan under which consumers pay 100% of the cost of the health
care they use, up to a fixed annual amount (the deductible), with the plan paying
for all or most of any costs beyond that amount. What is new about the CDHC
plans that have become increasingly common in the US in recent years is that the
insurance coverage beyond the deductible is through some form of managed-care
plan that restricts the consumer’s choice of provider and other aspects of the care
process, rather than through conventional passive coverage of the cost incurred for
services supplied by any licensed provider. Thus, they represent combinations of
traditional, high-deductible plans on the one hand, and managed care plans on the
other hand. An additional twist in many CDHC plans is that they try to assist clients
in making more cost-effective decisions about their care by acting as a source of
reliable medical information.

Ma analyzes the properties of insurance plans with high deductibles with the help
of some theoretical models. Consistent with published studies in the field, he shows
that consumers in high-deductible plans are likely to devote more effort to illness
prevention than those with conventional insurance (though this result depends on
assumptions about the consumer’s degree of risk aversion); that “adverse selection”
may lead those with lower probability of illness to choose high-deductible plans,
leading to higher premiums for those at high risk who choose more comprehensive
plans; and that consumers who decide how much to spend on medical care if they
fall ill early in the year should take into account the fact that higher spending will
reduce their expected out-of-pocket payments in any subsequent disease episode.
These results are established in elegant and easy-to-understand stylized models.

Hurley and Guindon’s chapter begins with a succinct but comprehensive review
of theory and evidence regarding the role of Medical Savings Accounts (MSAs) in
health care financing. While the institutional arrangements that people have in
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mind when they discuss MSAs can vary a great deal from country to country, the
common feature in all such schemes is insurance through a high-deductible plan
combined with an “individual (or household)-specific account whose balances . . .

are normally earmarked for health care expenses”. As Hurley and Guindon explain,
MSAs were initially introduced in the US in response to the fact that employers’
contributions to employees’ health insurance premiums are treated as a non-taxable
benefit – something that indirectly discriminated against high-deductible plans
with low premiums. However, by allowing employers’ contributions to employees’
MSAs to be treated as a non-taxable benefit as well, the bias against choosing a high-
deductible plan was eliminated. In Singapore and China, MSAs were introduced
for different reasons: In Singapore, as a substitute for an earlier system of UK-style
government funding of health care, and in China as a partial substitute for an
earlier system under which most urban residents (workers and their dependents)
received health care at low user fees through their employers (who before 1980
typically were either the government or a state-owned firm).

The version of MSAs that has received most attention in the Canadian health
policy debate in recent years is one in which individuals’ MSAs would receive
regular contributions from the government. Hurley and Guindon report on an in-
teresting set of simulation experiments to estimate the impact that such a scheme
would have on aggregate health expenditure, and on the public sector’s cost of
health care, in Ontario. By and large, their conclusion is that MSAs are unlikely
to generate significant savings in terms of public spending (partly, it appears, be-
cause the scheme they assume is one under which certain expenditure categories
that currently are not publicly funded, including a large share of the cost of out-
patient drugs and dental care, would be allowed). Moreover, to the extent that the
high deductibles would generate savings, they would do so in a way that would
expose individuals to greater financial risk and shift a share of the spending burden
from those at low risk of illness to those at high risk. As the authors also stress,
imposing a high deductible is an example of trying to control health care costs
through demand-side incentives (that is, incentives on patients). In this sense, it
is an approach that goes contrary to what appears to be an emerging consensus
among health economists, namely that approaches that try to achieve cost control
through supply-side incentives (that is, incentives on providers) are more likely to be
effective.

However, as Ma notes in Chapter 5, high-deductible plans in the CDHC category
often involve arrangements under which consumers are covered by managed-care
plans (not conventional cost reimbursement plan) once they have exhausted their
deductibles. Because managed-care plans typically control costs through supply-
side incentives, CHDC plans thus work through a combination of demand and
supply-side incentives: demand-side incentives for those whose expenditures re-
main below the deductible (that is, those who do not need treatment for major
illness), supply-side incentives for potentially large expenditures. Such a combina-
tion may be more attractive than either plan in isolation. Moreover, it is possible to
imagine flexible MSA schemes under which the government contributions to indi-
vidual MSAs would be used either to pay for expenditures below a high deductible
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(in conjunction with a low-premium plan for high cost “catastrophic” illness), or
(at the consumer’s option) be immediately passed on to an insurer as a premium
for a low-deductible managed care plan. In this form, the government MSA con-
tribution would be akin to a voucher of the form envisaged under the Clinton plan
for universal health coverage in the US advanced during the early 1990s, or the
Dekker–Simmons plan currently being implemented in the Netherlands [6].

1.4.2
Paying Health Services Providers and Health Plans

In the later chapters the focus shifts from the mix of private and public funding
of health services, to another critical issue in health system organization: What
methods and principles are used in paying individual health care providers and
provider groups (health plans) for the services they supply?

Ĺ Chapter 7: Physician Payment Mechanisms

The distinction between demand-side and supply-side incentives referred to above
is the central theme in Pierre Léger’s chapter on physician payment mechanisms.
In recent years, this is an area of health policy that has received a fair amount of
attention in Canada. In particular, the question whether there are better methods
than “fee for service” as the way to pay physicians, particularly in primary care, has
been frequently debated among policy makers, and in some provinces small-scale
pilot projects have been undertaken with different payment schemes, sometimes
with federal government support.

Much of the early literature in health economics was based on models in which
it was assumed that health services utilization was decided on by well-informed
consumers who chose what amounts to “purchase” by considering the out-of-pocket
charges they faced for each unit of health services. In such models, the key question
is what degree of consumer cost-sharing (that is, demand-side incentives) should
be used to strike an appropriate balance between the benefits of more complete
insurance (that is, lower cost-sharing), and the tendency toward inefficient over-
utilization of health services that results when part of the cost is paid by a third-
party insurer. Léger begins his chapter with a very clear exposition of this trade-
off, and then goes on to discuss the even more difficult problems caused by the
fact that, in reality, patients are not well enough informed to make health care
utilization decisions on their own but must rely heavily on the advice of their
doctors.

From the viewpoint of conventional economics analysis, a market in which
purchase decisions are made to a large extent on the basis of advice from the seller
is somewhat of an anomaly, as Evans stressed in his pioneering analysis of Supplier-
Induced Demand in health care [7]. Although the seriousness of the problem of
“information asymmetry” between buyers and sellers in this market can be reduced
to some degree by factors such as altruism or professional ethics, those responsible
for health policy in most countries where doctors are paid on the basis of fee
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for service (including Canada and Japan) have typically intervened to regulate the
prices of physician services in order to control costs. Price controls, however, may
also cause problems, and another response to the information asymmetry problem
has been to pay physicians through some method that reduces or eliminates their
incentive to supply and charge for a large volume of services for each patient. One
such method is payment through a straight salary – that is, a system in which
doctors’ incomes do not depend either on the volume of services they provide, or
on the number of patients they care for. Another is capitation – a method under
which the doctor receives a fixed payment in advance for each patient registered
on his or her list, regardless of whether or not any services are provided to the
patient. Although capitation does not reward doctors for producing a large volume
of services, it does give them an incentive to attract and retain a large number of
patients to their practices, and it is a method that is often used by private insurers
when they try to organize cost-effective networks of providers. Capitation, of course,
is the principal example of an approach to cost control that emphasizes supply-side
incentives.

Léger also touches on another issue that, in practice, may be very important for
cost control, namely the incentives that affect the utilization of other inputs than
physician services in the process of providing health care to a given population:
hospital services and pharmaceuticals. As for physician services, the decisions that
determine the use of hospital facilities and prescription drugs in the context of a
given illness episode are typically made on the advice of a doctor. The consequences
of the information asymmetry between patients and their doctors can obviously be
very different with respect to the cost of these inputs than they are for physician
services. Whilst doctors paid on the basis of fee for service earn a higher income
the larger the volume of their own services their patients use, this is typically
not true with respect to the quantity of hospital services, nor with respect to the
amount of money their patients (or their patients’ insurers) spend on prescription
drugs. Nevertheless, doctors (particularly doctors in primary care) obviously have a
major role in influencing the decisions for these inputs as well, and many provider
networks in the US have contracts under which primary-care providers receive
bonuses that depend on the cost of hospital services and drugs used by their
patients; a similar system – referred to as “fundholding” – was used as an incentive
mechanism for the capitated General Practitioners (GPs) that provided primary
care to NHS patients in the UK during the 1990s.

Thus, payment methods with supply-side incentives, such as capitation and
fund holding, have become more prominent in several countries over time; in
the UK, their role will be even stronger in the system of so-called Practice-based
Commissioning that is the centerpiece of the “new NHS” being constructed by the
Labor government.
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Ĺ Chapters 8 and 9: Risk Adjustment in Health Care Markets: Concepts and
Applications and Inducing Quality from Health Care Providers in the Presence
of Adverse Selection

Although the titles of the chapters by Ellis and by Glazer and McGuire are quite
different, the contents are related in the sense that both deal with a similar set
of problems: Those that arise when one tries to organize a system of health care
financing in a population where individuals are heterogeneous in the sense of
having different expected (average) health expenditures over a period of time. When
these differences result from factors that either are observable to others, or are
known only to the individuals themselves, then several types of problem may arise,
depending on the way that the funding system is organized.

The problems that arise from differences in individual risk of illness are especially
likely to be severe in a system where individuals (or families) are allowed to choose
among competing health plans. Under the current Canadian system, there is no
such choice. As Ellis points out, however, heterogeneity can also cause problems in
a system where everybody is covered by the same government plan, but in which
funding is geographically decentralized, and in which patients can choose from
which provider to seek treatment. Both of these features are present in several
Canadian provinces, including Alberta and Saskatchewan.

Specifically, if all or part of the cost of the population’s health care is funded
by provincial governments through grants to Regional Health Authorities (RHAs),
two important issues arise. First, how should these grants depend on the char-
acteristics of the population for which each RHA is responsible? Second, what
arrangements should be made to cover cases where patients belonging to one RHA
receive treatment in a facility located in another? The literature on risk adjustment
that Ellis surveys is potentially related to the first of these issues, at least when data
are available on the health care costs incurred in the treatment of given individuals
over a period of time. Statistical studies of past spending can then be used to allo-
cate provincial health care funds across RHAs in a way that “creates a level playing
field” – that is, which reflects the expected health care costs (needs) of each RHA’s
population. For example, the allocation pattern can be designed to take account of
differences in expected spending on the old versus the young, native Canadians
versus non-native ones, and other factors.

Related – but slightly different – types of adjustment may be made when individ-
uals cross RHA boundaries for certain types of care. All things being equal, total
health care spending within the boundaries of large cities will obviously be higher
than in rural RHAs when people living in the countryside receive treatment for seri-
ous illness in big-city hospitals. In the UK, where decentralized funding along these
lines was practiced for some time during the 1990s, the approach was to make each
RHA responsible for all health care costs of its population, but allowing each one to
pay for specialized care provided in out-of-district facilities from the budget they had
initially been allocated, according to terms negotiated in advance. (The system under
which RHAs negotiated with providers regarding payment for care produced for the
regional populations was sometimes referred to as the “purchaser-provider split”.)
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Both Ellis and Glazer and McGuire also devote attention to the difficult and more
complicated problems that are likely to arise when consumers are allowed to choose
among a number of competing (public or private) health plans. In particular, of
course, allowing such a choice introduces the possibility of “adverse selection”;
this term is used to describe the tendency for individuals with different risks of
illness (different expected health care costs) to gravitate toward different types of
plans. The consequences of selection in this sense are especially likely to be severe
when insurers cannot tell who is at high risk, or are prevented from charging
higher premiums to the high risks by regulation or for some other reason. As
has been extensively discussed in the literature, adverse selection is likely to yield
outcomes that not only are inequitable (in the sense that those at high risk will be
paying high premiums), but also inefficient (in the sense that those who are not
at high risk will be less well covered than would be desirable, or in the sense that
plans that provide high-level coverage will be so expensive that no one will buy
them).

Chapter 9, by Glazer and McGuire, is largely theoretical and summarizes and
reviews a number of technical papers that discuss methods to overcome a particular
type of adverse selection problem. Specifically, they focus on two models in which
plans must offer two types of service (“acute care” and “chronic care”), and in which
the “bad risks” (those whose expected health care costs are high) are particularly
likely to need a large amount of one of these types of care (chronic care, in Glazer
and McGuire’s model). In this case, private insurance plans may try to raise their
profits by providing a low standard of chronic care, so as to make themselves less
attractive to the bad risks. This strategy may fail if those who are bad risks are not
informed in advance of the quality of care of the two types of service that each
plan offers so that, paradoxically, it may then be a good policy to withhold this
information from consumers! Glazer and McGuire also consider settings in which
the insurer and the “regulator” (the agency that is trying to ensure that both good
and bad risks have access to the appropriate level of service) are able to observe some
characteristic that enable them to estimate the probability that an individual is a bad
risk. In such settings, they find that what they term “conventional risk adjustment”
is not sufficient to make all plans offer the appropriate amounts of the two types
of service to all clients; some plans will still try to become more attractive to good
risks by offering a high standard of acute care, in the hope that the bad risks who
need a large amount of chronic care will choose another insurer. An interesting
insight from this type of work is that to some extent, the adverse selection problem
may be overcome by “overcompensating” for patient characteristics that are known
to be correlated with the risk of illness.

1.4.3
Equity Issues in the Health Care System

Ĺ Chapter 10: Equity of Health and Health Care in Canada in International
Perspective
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The final chapter of the book discusses a range of issues and data that are central
to the health policy debate in every country: Whether the system of funding of
health services contributes to reducing the degree of economic inequality. In this
chapter, Eddie Van Doorslaer provides evidence on the extent to which the existing
Canadian health care system has accomplished its oft-stated objective of ensuring
that all Canadians, regardless of ability to pay, receive the same standard of health
care when they are ill.

Demonstrating the degree to which this objective has been met is not as easy as
might first be thought, even though a large amount of data on health status and
health services utilization by income class is available from statistical surveys. As
Van Doorslaer explains, if one simply looks at measures of utilization (probability of
visiting a doctor in a year, average number of visits per year, days spent in hospital,
etc.) by income class, one finds no discrimination against the poor. Indeed, data of
this kind show that, on average, poor people typically use more health services than
those with higher income. However, this pattern can largely be explained by the
greater average need for health services among the poor. If one uses individuals’
self-rated health (information regarding this was collected in the major survey that
forms the basis for the analysis) as a proxy measure for “need”, and computes
standardized utilization rates that correct for need in this sense, the “pro-poor”
bias largely disappears for most utilization measures. However, the corrected data
do not show any significant systematic bias against the poor either, except for
a relatively minor “pro-rich” bias for the probability of visiting a specialist. In
international perspective (comparing Canada with a sample of 21 OECD countries),
Van Doorslaer concludes that “. . . on the whole, Canada’s performance in terms of
achieving equal treatment for equal need, irrespective of income, is at least as good
as that of most other countries in the study”.

While this is reassuring, the conclusion that Canada’s health care system has es-
sentially eliminated any tendency for those with high income to obtain better health
care refers principally to those services (of physicians, and hospital care) that are
universally covered under the provincial Medicare plans under the Canada Health
Act. For services that are not covered – particularly dental services – there is a strong
correlation between service use and income. Data for outpatient pharmaceuticals
expenditures are not as readily available, but studies conducted on more limited
samples of individuals also are consistent with the pattern of higher use among
those with high income. While this pattern obviously may be a cause for concern, it
is not unique to Canada: Not only the US, but also many European countries have
shown similar profiles.

Van Doorslaer’s chapter also examines the correlation between individual health
status and income or socioeconomic status. While health services appear to be
allocated in a way that does not discriminate against the poor, the same cannot
be said for health status: The data show a strong tendency for those with lower
income to be in worse health on average than those in high-income brackets.
Again, however, this is not unique to Canada, as a similar pattern typically is found
not only in the US but also in most European countries.



c01 October 29, 2007 13:17 Char Count=

References 15

References

1 Blomqvist, Å. (1995), Reforming Health
Care: Canada and the Second Wave, pp.
165–191 in Jérôme-Forget, M., White, J.,
Wiener, J.M. (Eds.), Health care reform
through internal markets: Experience and
proposals. Montreal: The Brookings Insti-
tution and the Institute for Research on
Public Policy.

2 Cutler, D.M. (2002), Equality, efficiency,
and market fundamentals: The dy-
namics of international medical-care
reform, Journal of Economic Literature 40,
881–906.

3 Australia is an interesting case in that
private insurance there only is allowed
for hospital care, not outpatient care, and
because, while private insurance is subsi-
dized, those with private insurance have
not technically “opted out” of public cov-
erage. See Colombo, F. and Tapay, N.
(2003), Private health insurance in
Australia: A case study, OECD Health
Working Papers, No. 8. Paris: OECD.

4 In a recent Supreme Court of Canada
decision (Chaoulli and Zeliotis v. A.G.
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