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GENERAL SUMMARY 

Introduction 
The appropriate method of financing the health care system is currently the 

subject of debate in many developed countries, in the face of an explosion in 
costs and apparently insatiable demand. T he primary objective of the paper 
is to critically examine one widely-discussed option, which is to rely on private 
funding as the dominant means of fmancing. Some important issues with respect 
to financing in the context of systems which are instead dominated by the State 
are also discussed. While the arguments are dealt with at a general level, they 
have immediate relevance to the direction in which the Irish health services should 
develop . 

Tk Cast for Pr':va1t FinanC1."ng 
The main arguments in favour of private financing as the dominant means 

of funding the health care system appear to be that the consumers of care have 
control over both the [Otal amount spent and its allocation between providers 
of care. This, it is argued, maximises competition between providers leading 
to greater efficiency and control of costs. 

It is acknowledged by proponents of such a system that insurance is an integral 
part of a privately-financed system, given the unpredictability of the incidence 
of the substantial costs which may be associated with illness. Gaps in insurance 
cover may therefore be a problem, and the need for a limited degree of State 
intervention is generally accepted. Such a private insurance-based system would, ) 
it is argued, avoid the problems inherent in a State-dominated system , of little 
or no scope for competition, lack of responsiveness to consumer demands, and 
in some variants a tendency towards under-funding. 

The Cast Against Private Financing 
In critically examining these arguments, the paper suggests that the health 

care area is inherently unsu itable for the application of the private insurance 
model. Gaps in coverage may be extremely serious, notably for those on low 
incomes or those who have a pre-existing illness or are in a high-risk group. 
Limited State intervention to deal with such groups within a private insurance
based system is likely to result either in critical problems in defi ning groups to J 
be subsidised, or acceptance of some remaining gaps in coverage. 

The other key weakness of private insurance as the main method for funding 
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health care is the ability to control costs. So-called "third-pany payers" problems 
arise because the "claimant", without the knowledge of the insurer, is able to 
affect the size of the claim. Combined with the most common arrangements 
for remunerating suppliers, on a fee per-service basis, this means that both patient 
and doctor can act as though health care were free: neither has an incentive 
to control costs. This tendency is accentuated by the many obstacles to 

I competition on the supply side of the market, between health care providers. 
As a result, private expenditure on health care has increased very rapidly in 
the US where private insurance funding is particularly important. 

Modified Private Jnsuranu Systems 
This cost explosion has led to the development of some modified forms of 

private insurance, which attempt to alter the traditional systems of delivery of 
care and payment to providers. In particular, Health Maintenance Organisations 
(HMOs) accept responsibility for providing comprehensive health care services 
to the client population for a fixed payment in advance, with a range of methods 
of remuneration for medical professionals. While these organisations have 
succeeded in altering incentives to providers of care in a manner which improves 
cost consciousness, these incentives may also lead to an under-provision of care. 
In addition, the problems of gaps in coverage remain. 

Financing Issues JOT Predominantly State-Funded Health Care Systemr 
The paper evaluates the arguments with respect to a number of key financing 

issues facing health-care systems largely fmanced by the State. The first is whether 
raising revenue through a State National Insurance scheme is preferable to 
fmancing out of general taxation. It concl~des that the advantages of the National 
Insu rance method remain to be proven , while there are disadvantages in terms 
of the tax base on which contributions are generally levied . 

Proposals for financing health care through earmarked taxes and for setting 
a target level of expenditure as a proportion of national income are also d iscussed. 
The paper argues that the particular nature of health-care expenditure is not 
in itself a sufficient justification for tying the hands of the Exchequer in such 
a manner. 

The contribution which ancillary fund-raising mechanisms, in particular 
lotteries, might make is examined. While a variety of fund-raising schemes may 
have their place as supplementary sources of funds, lotteries have a number 
of disadvantages - generally drawing revenue disproportionately from lower 
income groups, having an unpredictable yield, and perhaps adversely affecting 
voluntary activities. 

The appropriate role of private insurance within a largely State-funded health 
care system is one of the most complex and contentious of fmancing issues. A 
number of distinct questions arise . Providing additional non-clinical facilities 
within the State system to privately-insured patients appears a legitimate means 
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of generating extra revenue, provided of course that the amount charged in fact 
exceeds the costs. The provision of clinical facilities on such a basis, though, 
leads to more fundamental questions in terms of equity of access and of quality 
of treatment. 

If private insurance has a role within a State-dominated system, should the 
State encourage such insurance , for example by tax relief or allowing opting 
out? Here the extent to which the State itself essentially provides full entitlement 
to all - as it does in the UK - is obviously a key factor. Where such State 
entitlement does exist, there appears little justification for encouraging private 
insurance via tax relief. Even where full cover is not provided by the State , it 
is questionable whether tax relief is the best method of contributing to the health 
care expenses of those without full State entitlement . Allowing those who take 
out private insurance to "opt out" of the State system entirely and on that basis 
reclaim a proportion of tax paid would result in the State system forgoing 
substantial revenue while having to provide cover to the less healthy and poorer 
groups in the population. 

Applying user charges for health care is often proposed as both a source of 
extra revenue and as an incentive towards "responsible" utilisation, in contrast 
with services free at the point of delivery where over-utilisation may be a problem. 
Such charges, if carefully structured, may help to channel patients towards 
appropriate treatment and reduce waste, but applied universally they run the j 
risk of discouraging lower income groups, who may need care most, from 
obtaining care. 

Conclusions 
Having examined the case for private funding as the dominant means of 

financing the health care system, major problems with such an approach have 
been pointed out. These relate partirularly to gaps in coverage and to the inherent 
difficulty in controlling expenditure. Even with the modifications to the pure 
private model which have been discussed, it is concluded that predominantly 
private modes of fmancing still havc very serious weaknesses and do not represent 
a desirable direction for development. 

As far as predominantly State-funded systems are concerned, suggested 
alternatives to general taxation as the major source of revenue do not appear 
attractive. The role of private insurance within such State-dominated systems, 
especially the availability of additional clinical facilities to those who are in a 
position to pay extra, is particularly contentious. It is clear that in many ways 
it is not so much the method of financing as the organisation of the delivery J 
of health care and the incentives facing providers of care which are central to 
the control of costs and the achievement of efficiency. 
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Chapter 1 

INTRODUCTION 

A very rapid rise in the costs of health care has been the common experience 
of many Western countries in recent years. In the on-going and often heated 
debate about methods of dealing with this cost explosion, the case is frequently 
put for a reduction in the role of the State in the health area, an opening-up 
to market forces, and reliance on private fund ing as the dominant means of 
financing the health system. This paper critically examines the economic 
arguments on which the case for relying on private financing rests. While the 
objective ofthc paper is to address the issues of health care fmancing in a general 
setting, rather than in the specific context of the Irish system as it currendy exists, 
the conclusions have direct relevance to present Irish health policy concerns. 

Chapter 2 begins by setting out the case for private funding as a means of 
dealing with the problems of health care financing. Chapter 3 outlines the major 
problems inherent in any such system. Possible modifications to the pure private 
funding model which attempt to take these into account are discussed in Chapter 
4. Chapter j then discusses some important issues, including the role of private 
financing, which arise within the context of a fmancing system dominated by 
the State in some form . Chapter 6 brings together the main conclusions . 

The paper concentrates largely on the financing rather than the delivery of 
health services, though it is not always possible to separate the two completely. 
The arguments discussed are for the most part economic and focus on the 
efficiency aspects of the system, though, in concluding, reference is also made 
to the ideological, ethical and distributional concerns which are of such imponance 
in this area. 
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Chapter 2 

THE CASE FOR PRIVATE FINANCING 

2.1 The CaS( for M arkets 
Proponents of a primarily privately-financed health system tend to regard its 

advantages as rather obvious, and state them only at a very general level. T he 
key elements of the case for private financing are indeed quite general, based 
on standard economic arguments for the efficiency of markets. 

In the health context, it is argued (see, for example, Green, 1988) that private 
funding would : 

1. allow patients to decide the amount they are willing to spend, and thus 
permit total expmditure lO be determined directly by consumers' wishes 
(rather than by. fo r example, a combination of administrative and 
political decisions); 

2. allow patients to choose between providers of health care, thereby 
promoting competition between providers, producing efficiency and 
controlling costs. 

The market, it is argued, is the most efficient way for consumers to gain 
information and allocate their expenditure in such a way as to maximise their 
satisfaction. It is also the most efficient mechanism for signaJling producers as 
to consumer "needs" , leading them to allocate production optimally. Competition 
between providers will ensure that these needs are satisfied in a cost-effective 
manner. 

2.2 The Rok of Insurance 

So far, the case is a quite general one , applying to health care or any other 
commodity. When the specifics of health care are introduced, certain 
modifications are required, as is recognised by proponents of private financing . 
First, because (a) there can be great uncertainty for an individuaJ about the 
expected incidence of ill-health, and (b) the costs of health care may be very 
substantial, the costs of health care cannot merely be paid for "out of pocket" 
by individuals as required, in the way that, for example, food or clothing are 
purchased. The standard market response to such unpredictable and substantial 
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contingencies is for insurance to be taken out. Arguments for privatdy-funded 
health care systems are therefore almost always for pn'tJate insurance-baud systems. 

Consumers thus choose first between a range of possible insurance schemes: 
the extent to which, having made this choice, they are then free to choose between 
providers would depend on the nature of the insurance scheme. At one extreme, 
the patient could be entirely free to choose between providers of medical care 

and then be reimbursed by the insurance company. At the other, under some 
variants of the Health Maintenance Organisations (HMO) model - a 
modification of the pure private funding model to be discussed in detail in Chapter 
4- - consumers can obtain care only from the HMO's own providers. 

Clearly there is a wide range ofpossibihties for consumer freedom within the 
private provision system. The assumption however would be that competition 
among providers will still be promoted despite the mediation of this insurance. 
Since the insurance companies are themselves competing, they will have to 
minimise costs/maximise benefits to consumers, and in doing so will enforce 
efficiency among providers of care. This could operate in a number of different 
ways. For example,the insurance company could either direct insured patients 
towards panicular providers through allowing only its own "panel" to be used , 
or it could allow freedom of choice of provider but reimburse only to a set scale 
of expenditure per item/procedure, with any excess to be paid by the patient 
himlherself. In either case efficiency and cost effectiveness among providers are 
encouraged. (Modified private funding models such as the HMO are essentially 
methods of making these links between insurer and provider a great deal closer, 
as discussed below. ) 

The consumer would be expected to have a wide range of choice not just of 
insurance company, but of type and extent of insurance. Those who wish to 
obtain cover only for amounts over a ceiling, and those who want complete cover, 
will be catered for automatically as a response to market demand. If many 
consumers do not have complete cover but opt for cost-sharing in some form 
(e.g. , "co-insurance", "co-payments", "deductibles") then this will also act to 
promote consumer awareness of the costs of treatment and encourage "shopping
around". 

2.3 Gaps in ilu Insurance System 
M ost proponents of private insurance-financed health systems recognise two 

major problems with such systems: 

(1) Insurers will wish to select people who are currently in good health 
and least likely to fall ill. Under a pure private system, those who 
are already ill or who are particularly likely to become so (e.g., the 
elderly) - the people who are most likely to want insurance - may 
be unable to obtain insurance. 
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(2) Those on low incomes may not be able to afford insurance. 

Various options for dealing with each of these problems have been put forward. 
The State could simply pay an insurance premium to private insurers for those 
in either category . I The State could alternatively provide the health·care 
directly to these groups. A variant would be for the State to provide health care 
to the poor while insisting that insurance companies insure anyone who applied, 
at a "reasonable" premium. This would involve "open enrolment" - no one can 
be refused cover due to existing ill-health - plus controls over premium loadings 
for particular groups to prevent their being priced out of the market . (This could 
be done , for example, by setting premiums on the basis of average risk fo r a 
particular area - "Community Rating" - rather than on the basis of individual 
risk.) 

2.4 Disadvantages of Alternative Systems from the MarJut Pmptctive 
Proponents of private insu rance-fmanced systems argue that while tax-funded 

systems along the UK National Health Service (NHS) model can effectively 
control overall expenditure on health, they do so by setting arbitrary expenditure 
ceilings in a way which does nothing to promote efficiency. Indeed, some would 
argue that the NHS-type model has an inherent underfunding problem (Green, 
1988), in addition to no or inadequate scope for competition and lack of 
responsiveness to "customer demands". 

Some State-fmanced systems operate not through direct tax financing but rather 
through national insurance schemes with contributions being deducted from 
earnings and credited to a State supponed fund . Proponents of private fmancing 
argue that in practice, where these operate , governments have rarely had the 
discipline to confine health spending to the income raised from contributions. 
Funher funds have been allocated from general taxation, and governments have 
become involved in detailed control and regulations of providers in a way which j 
has frustrated competitive forces without preventing rapid increases in costs. 

1. It would presumably be argued that thc appropriate premium for the high-risk individual, in category 
1 would then be a mattcr for negotiation between Ihe Slale and the companies but compelilion between 
the companies mould allow the Slate 10 drive a ·TC"""nable~ bargain. 
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Chapter 3 

THE CASE AGAINST PRIVATE FINANCING 

3.1 Introduction 
The case against private fmancing as the dominant means of funding the health 

services has a number of different strands . Some of these are based not on 
economic arguments but on ethical or value judgements about the nature of 
the health service produced by different funding methods. Such perspectives 
cannot be ignored in considering health care-indeed it is because health care 
is "different" that gaps in coverage are widely (though not universally) considered 
to be a problem in the ftrst place. We may be unwilling to accept the consequences 
of some individuals being denied care - even if through their own failure to 
insure themselves . Health care is thus a "merit good", too important to allow 
individuals pay the penalty for - in this example - their own myopia, or to 

allow the market to exclude cenain categories. While taking this starting point 
as given, here we will concentrate primarily on the economic issues, attempting 
to distinguish the various elements in the critique of private financing, which 
are often presented in a somewhat confusing amalgam. 

3.2 Private Financing Abstracting from Insurance 
It may be helpful to begin by ignoring the "complications" introduced by the 

fact that intermediation by insurance is a central component of private fmancing, 
and consider the market for health care with only consumers and providers . 
In this case, the pure "consumer sovereignty"l"efficiency of the market" case breaks 
down because of critical features of both demand and supply sides of the market: 

(a) On the demand side, consumers do not have sufftcient knowledge on 
which to base independent rational decisions about the nature of their 
health problem s and the care required. When choosing between 
providers, when assessing their advice and deciding on further action, 
and even when considering the quality of the care received, patients 
have insufficient information and expertise to make independent 
choices. Thus they are dependent on expert ad vice from tlu providers 
of care, because there is a critical asymmetry 0L!~formation between 
consumers and providers (see Arrow, 1963; Culyer, 1971). 
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(b) On the supply side, there are significant departures from the conditions 
necessary for perfect competition to operate. Partly as a response to 
the consumer's lack of knowledge and therefore the need for protection 
through regulation of health care providers, there are usually 
significant barriers to entry, often effectively controlled by medical 
professionals themselves. For the same reasons, professional codes of 
practice are established which also often have the effect of reducing 
competition - for example bans on advertising and discouragement 
of the "poaching" of patients and of price competition. Thus, J 
competition between providers is stifled, makret failure is inherent 
on the supply side . 

Taken together, the weak position of the consumer vis-a-vis the provider and 
the limitations on competitions between providers lead to a situation where supply 
can induce its own demand (see Evans, 1974; and in McLachlan and Maynard, 
1982). As put by Culyer (1976) in the context of the impact of increased supply 
on hospital waiting lists, 

... the demand for care is mediated by doctors whose perception of need 

... is what really decides whether a patient is admitted. Since doctors also 
control supply the usually convenient separation of resource allocation 
problems into a demand side and a supply side (the two blades of Alfred 
Marshall's "scissors") ceases to be valid, for the factors affecting one side 
can be no longer be supposed to be independent of the factors affecting 
the other (p. 99) 

Because of both demand and supply side factors, then, the consumer 
sovereignty/many competing providers model does not apply. As far as the supply 
side is concerned, the particular institutional arrangements in a country are critical 
in detennining the degree to which there is competition between providers. Such 
arrangements cannot however get over the demand side imperfections and 
consequent absence of separation of demand from supplier decisions. It is 
important to emphasise that while consumers' lack of information and reliance 
on experts is obviously not confined to the area of health care, there is certainly 
a difference in degree if not in kind between health care decisions and other 
consumer decisions. There is little scope for learning by experience , often little 
useful information may be gleaned from other consumers, and the degree of 
technical complexity may be very high. Together with the importance of the 
decision - and the possible costs and irreversibility of a wrong decision - this 
means that consumers are much more reliant on ('"at the mercy or?) experts, • 
less able to make infonned independent choices, than in other areas. 
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3.3 Private Financing with Insurancr 
If we now introduce the complication of insurance, and assume that all or 

almost all private financing is in fact channelled through private insurance 
companies, how does the picture change? The first point to be noted is that the 
health care area is in fact unsuitable for the pme insurance model in a number 
of respects (see Barr, 1987; BaIT, Glennerster and Le Grand, 1988). As already 
noted , low-income groups may be unable to afford insurance but cannot be denied 
medical care, while those who have pre-existing medical problems or who are 
considered particularly likely to develop them may also not be able to obtain 
insurance. These gaps in coverage are one major obstacle facing private fmancing 
models. The second is that the "third party" payment problem can lead to 
exploding costs. We will discuss these problems in turn. 

3.4 Th! Problem of the Poor 
The problem of low-income groups is readily acknowledged by proponents 

of private insurance-based financing: while these groups cannot afford insurance, 
society may be unwilling to deprive them of medical care on this basis (unlike, 
for example, insurance for loss of property). The obvious solution from the market 
perspective is that the State pay insurance premia for such individuals, below 
a specified income cut-off, to private insurers. This could be done directly by 
transfer from the State to the insurer, or by the State providing vouchers to 
a particular value to the individuals who are then free to choose between insurers. 

Various problems arise with these solutions to the problem of "the poor". First, 
how is the level of premium payable to be decided on? The State is either 
negotiating directly with the insurance industry (or taking tenders from individual 
companies) or deciding on the level of the value of the voucher to be paid to 
the individuals. The premia cannOt merely be set on the basis of those applicable 
to similar age-sex groups above the poverty line - which have, we presume, 
been determined by the market - because the poor are known to experience 
more ill-health . If there is competition among many insurers then the overall 
expenditure by the State may be limited by such competition, but the pure market ~ 

model of consumers deciding how much and where to spend on health no longer 
applies to a substantial share of the market. If we further relax the assumptions 
to take into account the possibility of collusion between insurers andlor 
domination of the market by one or a few large companies, then the situation 
may in fact emerge where for a substantial part of the health insurance market 
there is a monopoly buyer (the State) dealing with a monopoly or oligopoly of 
sellers. 

At least at the level of theory with a perfectly competitive insurance industry, 
though, the problem of the poor may not be insunnountable to the proponents 
of private insurance financing. The other two problems mentioned above are 
arguably even more serious, though. 
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3.5 Other Gaps in Coverage 
As also re(:ognised by those who favour such a system, individuals who (a) 

have a pre-existing illness or (b) are considered particularly likely to require 
medical care may not be able to obtain insurance , certainly at a price that many 
can afford. As far as (a) is concerned, lithe expenditure on health care for the 
known condition is predictable, then the "correct" price for insurance is just the 
same as this expenditure and there is no point in an individual wanting, or a 
company offering, such insurance. Even where the expenditure is not perfectly 
predictable the likelihood is that cover will not in practice be available. As far 
as (b) is concerned, those groups thought to be high-risk - for example the 
elderly - may be excluded from cover or, even if an actuarially-fair premium 
is available, this may be too high for many and they may CMOse to go uninsured . 

Pre-existing illnesses or high risks which are known to both the "customer" 
and the insurer lead to problems of unavailability of cover: pre-existing illnesses 
or high risks known only to the customer lead to the classic difficulty, from the 
insurer's point of view, of "adverse selection" (see BaIT, 1987). Private insurance 
can only operate optimally if those who are providing the insurance have as 
much information as those seeking it about the underlying risk involved , and 
can therefore calculate an actuarially fair premium. This may often not be the 
case with medical care: the individual may be able to conceal from the insurer 
existing or potential medical problems. Since these are the very individuals who 
will most want insurance, there is inherent "adverse selection" from the insurers' 
point of view, leading to underestimation of claims and therefore losses.2 A 
monopoly insurer could offset losses from such cases by charging other individuals 
more than the "fair" price. In a competitive market, though, there will be an 
incentive for individual companies to offer cover at the lower, "correct" price 
to low risk groups, while what are seen as categories where adverse selections 
may be particularly likely may be excluded from cover altogether or effectively 
discouraged by price. (Not all persons with existing or known (to them) potential 
problems will fall into easily identifiable categories, of course, so there will still 
be a problem for insun:rs in correctly assessing risk.) 

3 .6 Responst to Gaps in Coverage 
So the problem of adverse selection and the rational response by insurers 

reinforces the already severe problem of gaps in coverage. The State will be 
expected to respond, to cater now for (a) the poor, (b) those with pre-existing 
medical problems, (c) actual high-risk groups, (d) groups thought by the insurance 
industry to be particularly prone to adverse selection, and (e) those who would, 
in the absence of compulsion, choose to remain uninsured: all of these categories 

2. Assuming insurance il nO! mandatory, not all individuals in a panicular category (e.g .. a~ . .!le") will 
obtain (;()',·er. Those wbodo hav" in fact a rdativdy higber rid: than avera~, but to (he insu~r the group 
is homoge.nous. Thus the acn,a] risk ;s underestimated. 
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- with clearly some scope for overlap between categories - would be likely 
to go uninsured in a pure private insurance model. The State response, again, 
could be to make private insurance mandatory and subsidise it wholly or partly 
for the individuals concerned, or to provide C3ft direcdy to the uninsured. 

In the fanner case, though, how is the State now to decide whose insurance 
to subsidise? Where only the poor were concerned, an income limit could be 
used - though this would dearly involve other distortions such as reinforcing 
"poverty traps". But in the case of the other categories, defining the borderlines 
between those who will and will not be subsidised could be extremely complex. 
If all those who decline to take out insurance voluntarily are subsidised, obviously 
no one will do so: if some minimum level of cover is made mandatory for all 
those above the poverty line, the extent of the subsidy for different high-risk 
groups and the definition of these groups remain to be decided. Clearly broad 
categories such as the elderly can be easily defined: but beyond this , categorisation 
by either existing or potential medical problem would be extremely difficult. 

Rather than attempting - by subsidisation, compulsion or both - to get 
private insurers to provide insurance for those who, in a pure private insurance 
market, would remain uninsured, the State could respond by itself paying for 
or providing health care for those who fall through the insurance net. Again, 
though, problems of categorisation arise. If the State pays or provides for anyone 
without private insurance, private insurance must ofTer something "'extra", in 
addition to the basic State provision, or no one will pay for it. The State could 
rather provide treatment for all, irrespective of whether they have insurance 
or not-which is essentially the NHS model in the UK - with private insurance 
again offering "'extra". In either case private insurance is then unlikely to be 
the dominant funding mechanism unless the State-provided care is very poor, 
in effect forcing people to take out insurance. 

If State payment/provision is limited to certain categories, then once again 
the problems of definition and borderline loom large. Certain groups - for 
example low income families, the elderly, children - may be relatively easily 
designated and afforded State provision, and all others left to the private insurance 
market. This is likely to involve significant remaining gaps in the coverage of 
the State/private insurance systems, as shown by the U S experience. In sum, 
gaps in coverage provided by the private insurance market are likely to be 
substantial, making significant State interventions necessary. This State 
involvement will then entail either providing support for anyone who remains 
uninsured by the private system, or attempting to defme broad groups and 
accepting remaining gaps between the State and private financing systems. 

3.7 Control of Costs and Pn'vate Insurance 
We now turn to the other critical problem with private insurance, in addition 

to gaps in coverage, as the main method for funding health care: its ability to 
control costs. As we have seen, there are crucial market imperfections and failures 

12 



on both demand and supply side in the health care area, when considered pu rely 
as a private market. When insurance is introduced, how is the picture altered? 

On the demand side, individuals are now choosing in the first place not between 
providers of medical care but between insurance companies/policies - choice 
between providers mayor may not then be subject to limitation by the insurance 
company. Rather than "the price" of medical care being determined between 
consumers and providers, it is now determined primarily between insurance r 
companies and providers . Insurance companies may be in a better position to ' 
overcome the information imperfections which handicap consumers in the health 
care market, and thus in a better position to make informed choices between 
providers. However, in assessing the likelihood that this would lead to effective 
control of expenditure on medical care, tvm crucial problems must be taken into 
account: (1) "third-party payment", and (2 ) supply-side barriers to competition. 

(1) So-called "third-party payment" problems arise in insurance where 
it is possible for the claimant, without the knowledge of the insurance 
company, to affect the size of the costs being claimed for. In this 
instance, if treatment is paid in full by insurance and the provider 
is paid a fee for service, then both patient and doctor can act as though 
health care were free : neither has any incentive to minimise costs. 
This is likely to lead to excessive expenditure on health care and 
exploding COSts. In an attempt to deal with this problem, various 
methods of sharing costs between insurer and consumer are possible 
- where the consumer is liable up to a certain ceiling or fo r a f 
proportion of t he costs . However these can only partially offset the 
tendency towards oversupply. 

(2) This tendency towards oversupply ofmedica1 services under the private 
insurance model depends not only on the incentives on the demand 
sidc, but also on the supply side. While insurance companics may 
be in a stronger bargaining position than "automatic consumers", it 
is difficult to see that their presence in itself does much to remove 
the many obstacles to competition on the supply side which have 
already been outlined . For this reason, advocacy of private insurance 
per se does not, even at a theoretica1level, appear to address the critical 
issues in health care provision and cost. These may in fact be not J 
in the area ofJinancing but in delivery - its organisation and systems 'i -

of payment. 

T he rate of cost explosion in the health area in the US, where "third-party 
payers" dominate, has been particularly dramatic, with health care spending 
as a percenlage of GNP rising from about 8 .5 per cent in 1975 to about 11 per , 
cent in 1987 (see OECD 1987; Prospective Payment Assessment Commission, 
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1988). Such problems have led to the development - again mostly in the US 
- of some modified forms of private insurance-based systems, which attempt 
to retain the insurance element but also alter the traditional systems of delivery 
of care and payment to providers. 'These will now be briefly considered. 
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Chapler 4 

MODIFIED PRIVATE INSURANCE SYSTEMS 

4.1 The HMO Model 
The adaptation of private insurance to the particular features of health care 

delivery has seen the development of a number of variants of Health Maintenance 
Organisations (HMOs) (see Green, 1988; Enthoven, 1985 and Tussing , 1985 
for example). The key feature of these organisations is that, for an agreed regular I 
fee or premium, consumers are guaranteed health care by the organisation. The 
care may be provided by employees of the HMO itself or by independent 
doctors/hospitals under contract, but in either case the relationship between the 
insurer and provider is very much closer than when cover for health care 
expenditure is provided by an insurance company in the usual way. This, it 
is argued , enables HMOs to control costs by altering incentives to providers 
and provider behaviour, and by directing consumers towards particular providers. 
Competition between HMOs should ensure maximum effort on their part to 1 
meet consumer needs while controlling costs. 

Where the providers are actually partners in the HMO, then they have a 
clear fmancial incentive to reduce costs since this will contribute to the profit 
in which they share. In the case where providers are employees, the organisation 
can still exercise tight control on provider behaviour. Even where some of the 
care is contracted out, the HMO, it is assumed, has the medical expertise and 
management systems to monitor and control the behaviour of providers - in 
terms of type and cost of treatment given - much more effectively than a 
traditional insurer. By contracting directly with providers , incentives to control ' 
costs of treatment can be passed on to these providers. With HMOs, thus, the 1 
"third-party payer" problem on the supply side is offset. As far as the consumer 
is concerned, cost sharing in various forms can be part of the contract with the 
HMO, thus working to offset the problem on the demand side (though this route 
is of course also available under the pure insurer model). 

4.2 Key Problan.r with the HMO Model 
Some experience has been gained over the past fifteen years or so of the 

operation ofHMOs in the US, which helps in assessing their effectiveness. Before 
discussing this evidence, though, some likely problems at a theoretical level may 
be noted . First, the modification of the private insurance model by the 
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! introduction of H MOs does nothing in itself to address the major problem 
presented by gaps in coverage. The HMOs should be just as reluctant as 
traditional insurers to take on those with pre-existing illnesses or in high-risk 
groups, since their profit is derived in just the same way from providing insurance: 
the fact that they are also involved in delivery of can:: is in this context irrelevant. 

Secondly, while HMOs do alter incentives to providers in such a way as to 
promote cost control, precisely this feature also represents an incentive towards 

I under-provision of care. Since the cost of all care provided will directly reduce 
profit, not only the minimisation of the cost of any given element of care but 
also of the extent of care provided will clearly be in the interests of the 
organisation. 

The available evidence from the operation of HMOs in the US bears out the 
importance of these two problem areas (see Petchley, 1987). While the numbers 
covered by HMOs have grown rapidly , this has partly been through employers 
transferring their employee health insurance schemes to HMOs. In their 
marketing HMOs also appear to concentrate on enrolling such members . This 
means that HMO recruitment has been disproportionately of younger and 
healthier individuals - a factor that has to be taken into account in assessing 
their cost performance. Relatively low costs for those covered by HMOs may 
thus be at least partly achieved by shifting costs to other pans of the health care 
system - primarily the State. The same problems which arise when trying to 

buttress a private insurance-based model through State effort arise when 
considering methods of dealing with gaps in HMO coverage - either the State 
ends up wi th the high-riskllow income groups, HMO coverage is enforced and 
subsidised, or gaps are allowed to remain. If HMOs are compelled to cover 
high-risk groups, all the problems already discussed about how to decide who 
is to be subsidised and to what extent would remain. 

The analysis of US experience also suggests that, in addition to covering 
relatively low-risk groups, H MOs have achieved cost reductions by reducing 

I usage of health care services. (Ibis has been one of the fmdings of a major RAND 
corporation research project on HMOs, described in, for example, Petchley, 
1987.) This is clearly related to the relatively good health status of the membership 
group and may obviously represent either unnecessary or necessary care . Given 
the enormous difficulties in relating health care and health outcomes in any case, 
the two are very difficult to disentangle . It would appear, though, that while 
high income groups have not been adversely affected by reduced usage, this 
is not the case for poorer members. It is suggested that this is because low·income 
members are less well equipped to overcome the tendency towards under
provision than those in higher socio-economic groups. The HMOs may also 
tend to be more inaccessible geographically to poorer members (see Ware n al., 
1986; Petchley, 1987). These problems have indeed been recognised by some 

f HMOs themselves, leading to internal regulation to try to prevent under
provision and to "outreach" programmes to poorer groups. 
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It is clear, then, that relying purely on market forces within the HMO 
framework is not possible because the incentive structure on which HMOs are t 
based has this inherent bias towards under-provision . Nor can the argument 
that the customer is protected by his ability to "take his money elsewhere" be 
considered sufficient safeguard: it may be perfectly efficient from their own point 
of view for competing HMOs to all concentrate on higher income and low risk 
groups and to under-provide where possible. The minimum size of population 
necessary for competitive HMOs to operate profitably may also be quite large. 
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Chapter 5 

ISSUES WITHIN A STATE-DOMINATED HEALTH FUNDING S YSTEM 

5. 1 Introduction 
Major weaknesses in systems of health-care financing relying primarily on 

private funding have been outlined in Chapters 3 and 4. This has been based 
on an assessment primarily in terms of economic efficiency and ability to control 
costs, though taking as a starting-point the assumed societal value that individuals 
should not be deprived of health care through lack of resources. We now turn 
to some important and topical issues relating to funding which arise in the context 
of a system predominantly financed through the State. 

W e begin with a brief discussion of some of the problems facing State
dominated health financing systems. While solutions to many of these problems 
may not lie purely or even largely in the area ofjiruJ1Icing, on which this paper 
concentrates, the following important issues with respect to funding are 
considered: 

(i) Within a largely State-financed system, is a national insurance type 
of scheme preferable to pure tax fmancing? 

(ii) In a tax-funded State system, is there any argument for a 
"hypothecated" tax, i.e., a tax earmarked specifically for health 
funding? 

( iii) Should target levels for State expenditure on the health services ~ 
representing both target and ceiling - perhaps in terms of a 
proportion of GNP be adopted? 

( iv) What should be the role of ancillary fund-raising mechanisms such 
as lotteries? 

(v) What should be the role of private insurance and the relationship 
between State and private financing? 

(vi) What should be the role of user charges? 
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Rather than reaching hard-and-fast conclusions on all these issues, the objective 
will be to present and evaluate the key arguments in each case. 

5.2 Problems Facing SIo.U-Dominated Health Funding Systems 
The central problem currently facing State-dominated health funding systems 

is not peculiar to such systems. The control of costs in the face of ever-increasing 
demand and increasingly expensive medical technology has been the major 
preoccupation of health policy in developed economies irrespective of 
public/private mix over the past quarter century or so. Highly-centralised State
funded systems such as the NHS have in fact been relatively successful in 
controlling overall expenditure by the State on health care (see, DEeD, 1987). 
However, even if total expenditure is kept under control - or perhaps especially 
if this is achieved-the problems of allocation and of inftmtives loom large. 

" . 
Consumers of health care within a publicly-funded system will in general have 

limited scope for choosing to allocate resources toward a particular area of health 
care, and treatment will not be primarily allocated to particular consumers on 
the basis of their demand. This may however be seen as an advantage if we 
take the view that consumers are not best placed to make such choices because 
of lack of information. Welfare may in fact be maximised not by responsiveness 
to consumer preferences but by some alternative "objective" method of allocation 
on the basis of "need". Even so, the problem remains that the procedures for 
allocation may not have build into them incentives towards efficient and cost- I 
effective utilisation and treatment. Incentives facing consumers may lead to over
utilisation by some, if treatment is free or heavily subsidised at point of delivery. 
Producers may have little or no incentive - or perverse incentives - to keep 
costs under control, or behave optimally within a given budget constraint if such 
is imposed. 

These problems, as discussed earlier, are not unique to publicly-funded systems 
and, we have argued, are not effectively tackled by alternative systems based 
primarily on private financing. Various methods for improving the incentives 
within publicly-funded systems are possible. Some involve enhancing scope for 
competition between providers-for example , in the UK there is currently lively 
interest in the possibility of developing an "internal market" in the NHS. This 
would involve encouraging district health authorities to "trade" selVices, to enable 
greater "productionn of care within a given total budget for each district by 
reducing spare capacity and taking advantage of economies of scale (see, 
Enthoven, 1985, King's Fund Institute, 1988). Another widely-canvassed 
development is the greater involvement of doctors in management and budgeting, 
so that the link between costs and treaunent can be more fully taken intO account 
in resource allocation. What is nOl clear at present, though, is precisely how 
such initiatives would alter the iru:entives facing health selVice managers and 
medical staff. Some form of performance-related remuneration wouJd appear f 
to be a vital element in providing such incentives towards greater efficiency. 
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These and other possibilities for improving efficiency in the delivery of health 
care fall outside the scope of the present paper. In the context of fmancing, though, 
the main emphasis tends to be on the relationships between methods of ftnancing 
and the behaviour of consumers of health care. In the context of incentives towards 

f' excess utilisation, for example, user charges and eannarked taxes are put forward 
as possible influences on behaviour. The role of private health insurance, within 
a system largely financed by the State, is also particularly controversial . We 
now turn to these issues, dealing first with the question of national-insurance 
versus pure tax-funded models of State financing. 

5.3 National Insurance or Tax Funding 
It is argued that a national health insurance scheme run by the State, analogous 

to the social insurance schemes providing support during unemployment, sickness 
and retirement, is preferable to pure tax financing of health expenditure on a 
number of grounds. The central argument is that people would be able to identify 
the direct link between their contributions to this fund and State expenditure 
on health. Depending on the perspective from which the argument is being put, 
this is seen as likely to lead to either : 

(a) a greater willingness to pay contributions than to pay general taxation, 
making it easier to raise funds for the health service; or 

(b) a more binding constr aint on health expenditure, keeping it in line 
with the willingness of contributors to increase their contributions, 
which will , in [urn, be influenced by perceptions of how effectively 
the system is performing and what "value for money" is being provided. 

It is also argued that, when the link between State health expenditure and 
their own contribution is· made clear, people will better perceive the costs of 
providing health care and be more "responsible" in their utilisation than when 
the health care appears to be "free". 

Finally, it is argued that a separate funding system for State health expenditure, 
outside of the general government revenue and expenditure system, would help 

f to cushion the health services, provide greater stability and allow better 
management. 

There is some survey evidence that many people express greater willingness 
to pay tax, or otherwise contribute, to fund health expenditure than other fonns 
of State expenditure. Similarly, surveys have sometimes indicated a greater 
willingness to pay contributions to soeial insurance funds than general income 
taxes. However, the extent to which this actually influences behavioural responses 
to taxation is very much more difficult to assess. Even if the contribution paid 
is accurately distinguished from general taxes, the link between an individual's 
contribut ion and the overall level of expenditure may be obscured, and appears 
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unlikely for most people to be a major influence on either willingness to pay 
or utilisation . 

The major disadvantage of national insurance (NI) type arrangements 
compared with tax funding is the base on which they arc usually levied. Most 
often, NI contributions are levied on those in employment, as some proportion 
of earnings and often with a ceiling on the earnings level to which they apply. 
If the contribution is a fLXed proportion at all income levels then {he system of 
funding is obviously neither regressive nor progressive: if there is a ceiling, then 
it is regressive. Even if there is no ceiling and a number of contribution rates 
increasing with earnings is applied, the system is likely to be much less progressive 
than an ordinary income tax system levied on all income with a sliding rate scale. 
An income tax system clearly offers much greater potential for progressivity, and \ 
though this is often eroded in various ways in operation it "isthus likely to be 
more closely related to ability to pay than NI contributions . 

Thus, while NI-based health funding does operate in a number of countries, 
the advantages of such a funding arrangement compared with direct taxation 
are unproven, while in equity tenns the base on which income tax is levied 
appears preferable. 

5.4 "Earmarked" Taxes? 
It is argued that, rather than paying for health care out of general revenue, 

funds raised for such purposes should be clearly identified through a 
"hypothecated" or "eannarked" tax - that is, the funds raised through a particular 
tax are pre-committed to health expenditure . Clearly national insurance 
contributions are one variant of this approach while other possibilities would 
be a particular indirect tax, o r a specified element of income tax - a certain 
proportion of the standard rate or of the total funds raised, for example. 

The advantages perceived for this type of "earmarking" are essentially the same 
as those already described in the context of the NI alternative - (a) the link 
between funds raised and health expenditure would be clearly seen and would 
influence willingness to pay and behaviour, and (b) the funding of the health 
services would be separated from the rest of the State revenue/expenditure system. 
We have already dealt with (a) and expressed some scepticism about the 
advantages in terms of "visibility". 

As far as the cushioning ofhea1th funding from the rest of the State's operations 
is concerned, clearly this could have considerable benefits for the management 
of the health services. An element of stability in funding could be provided -
though this would also depend on the precise form afthe "earmarking" - allowing 
longer-term planning and providing a financing framework within which 
resources could be allocated. However, it is questionable, from the wider 
perspective of the public finances, whether health expenditure should be 
distinguished from other forms of public expenditure in this way. Removing 
a major element of expenditure from the direct control of the overall policy makers 
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would leave other areas to bear the entire burden of adjusting to either exogenous 
influences or desired policy changes in the overall revenue/expenditure balance. 
In any case, it is arguable that State expenditure on the health services should 
be decided through the political process in a similar manner to expenditure on, 
for example, social security or education, rather than treated as a quite distinct 
fonn of social expenditure: while it obviously has particular features, health care 
does not appear a priori to clearly deserve special consideration compared with 
other such State expenditures. 

5.5 Slwuld Health Expenditure be Linked to National Inco~? 
It has been suggested, in the context oflarge1y State-financed health systems, 

that the level of State expenditure on health should be linked explicitly to the 
level of national income - GNP or GDP. This, it is argued, would overcome 
(what some see as) the inherent tendency of highly centralised and tightly 
controlled State-financed systems of the NHS type towards under-funding. From 
a different perspective, reflecting the more usual international experience of 
unsustainable rates of increase in health expenditure, such a target level could 
also clearly operate as a ceiling, limiting State expenditure in the face of rapidly 
rising costs . (See for example the discussion in Institute of Health Services 
Management, 1988 and King's Fund Institute, 1988.) 

Similar objections to those facing earmarked taxes may, however, be raised 
to this proposal. It is not clear that constraining the freedom of the Exchequer 
in respect of health expenditure either by earmarking or linking with GNP -
and thus placing additional burdens of adjustment on other forms of spending 
- is justified by the special nature of the health sector. Health, it is argued 
in this context, is unique in that it is (a) costly , Cb) important to the whole 
population, and Cc) relevant for the whole of each person's life (Barr, Glennerster 
and Le Grand , 1988). Demand for health care also rises with income over time, 
so that a buoyant source of funding is required. However, rather than seeing 
these special features as justifying a general case for linking State expenditure 
explicitly to national income, they serve as arguments merely for some broad 

J correspondence between income growth and the level of expenditure, ceteris 
paribus . Thc case for a specific link may be seen more as a product of particular 
circumstances such as the current situation in the UK, where it is a widespread 
perception that the State system is being under·funded. 

5.6 The R ole of Ancillary Fund-Raising M echanisms 
Within the context of State fInancing, a number of supplementary revenue 

raising mechanisms in addition to taxation/national insurance have been used 
or pro}Xlsed in the health sector. User charges and private insurance raise wider 
issues and will be discussed separately below: first we focus on revenue-raising 
through lotteries and other voluntary methods. The advantages put forward for 
such methods are that they tap the general goodwill which exists specifically 
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towards the health area of State spend ing, and allow revenue to be raised with 
less "resistance" than general taxation. They may also allow people to become 
more involved and identify with their local health services. 

As against this, though, there are major disadvantages with such mechanisms, 
in particular lotteries: 

(a) The funds raised by lotteries are in general drawn from lower income 
groups disproportionately relat ive to income. 

Cb) The yield is unpredictable from period to period, and this impedes 
planning and stability. 

Cc) Other voluntary activities - wh ich it is considered preferable to leave 
to the voluntary sphere - m ay be adversely affected by the State's 
revenue raising through lotteries or related mechanisms. 

These disadvantages appear considerably more substantive than the suggested 
advantages of such methods of fund raising. In addit ion , if the State is seen 
as providing health care for the community as an expression of social solidarity, 
it is arguably more appropria te that taxation be the source of revenue. 

5.7 The Rou of PrifJ41e Insurance 
The role of private insurance within a largely State-fmanced health care system 

has been keenly debated . In general, this is in the context of a situation where 
the State is closely involved in delivery as well as financing, so a purely private 
independent sector of provision can be distinguished from a sector dominated, 
if not wholly run, by the State . It is not the intention to fully cover this ground 
here - this would require at least a separate papt:r to it:)df - but a number 
of key issues and arguments will be presented. Some critical questions are: 

Ca) What "extra" should private insurance (or indeed private resources 
in general) be able to "buy" within the State system of health-care 
provision? 

Cb) To what extent should the State encourage private insurance, through 
tax reliefs or otherwise? 

Cc) Should individuals be permitted to "Opt out" of the State system, and 
what would the relationship of such individuals be to the system? 
We now take these questions in turn. 

(a) "Buying Extra" 
Within a system where there is full entitlement to health care provided by 
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the State to all individuals, the questions posed by "topping up" are relatively 
straightforward. Through private insurance or otherwise. to what extent should 
people be able to purchase either additional clinical services or better non-clinical 
conditions within the State system (i.e., not from private hospitals completely 
independent of the State)? Within a system of incomplete State provision -
such as Ireland's - where entitlement to care differs across categories, the picture 
is somewhat more complex but the main arguments in principle remain. 

As far as non-clinical services are concerned, it is a widespread practice within 
State health services to provide better "hote}" facilities at extra COSt where desired. 
This is not acceptable to all: some regard such a two-tier standard within the 
State system as inequitable and argue that those who wish better conditions should. 
be provided for outside that system. It is also frequently argued that the full 
cost of providing the higher standard - in terms of capital costs, for example 
- is often greater than the amount charged, leading to hidden subsidisation. 
The contrary argument, though, is that it is preferable for the State system to 
provide the extra facilities and earn the extra revenue from doing so - rather 
than lose the business to the private sector - and thus be able to use the additional 
funds to improve standards for all. 

In order to be able to fully assess the fmancial implications for the State system, 
detailed information on (a) the "true" costs incurred in providing better conditions 
compared with the revenue raised , and (b) the responsiveness of consumers to 
price in this respect - i.e., the price elasticity (and indeed income elasticity) 
of demand, would ideally be available. This would enable the revenue raised 
minus the cost of provision of better facilities in the State sector to be compared 
to the savings to the system of not having to treat patients who would shift to 
the private sector if these facilities were not provided. At this level, the issue 
is an empirical one and will differ across countries. One universally applicable 
argument for provision of such facilities within the State sector, though, is that 

I 
only if the more vocal and articulate consumers are kept within that sector will 
standards be kept up by consumer pressure, and the willingness of the better
off to support the system through taxation be maintained. 

An even more contentious issue is the appropriateness of providing additional 
clinical facilities within the State sector to those who can afford them. In practice 
this generally means not more advanced technology or treatment-though this 

~ can arise - but higher-grade medical personnel and, most importantly, shorter 
IJ waiting periods . Here the arguments appear particularly finely balanced. On 

the one hand, such provision could be considered contrary to the principle of 
treatment and access according to need rather than income, which is of 
fundamental importance in most State-fmanced systems. On the other hand, 
again the argument may be put that there is a demand for such services on the 
part of the better-off which will be satisfied outside the State system if not within 
it. and the extra revenue earned can be used for the benefit of the system as 
a whole. It is argued that if the State does not provide such extra clinical facilities , 
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then a two-tier system - private versus public - will be promoted: but the 
alternative may be two tiers within the State sector. 

(b) Encouraging Private Insurance 
It is commonly argued that the State should encourage private health insurance 

by tax reliefs on premia or by other mechanisms. Where the State is already 
providing full entitlement to all - as in the UK, for example - it is difficult 
to see the merit of this argument . In that context, the advantages of State 
subsidisation are generally put within the wider case for a move towards a private 
insurance-based system, away from a pure NHS model. This case has already 
been discussed in Chapter 3 above. 

Where full cover is not provided for all by the State - as in Ireland - it 
is argued that the State will want to encourage those not fully covered to take 
out private insurance. This is desirable in order to minimise the extent of gaps 
in overall coverage - i .e., people who effectively are "uninsured" by either State 
or private systems. Such gaps are considered unacceptable, as already discussed, 
because health care expenses can be extremely high and it is a fundamental 
principle that care should not be denied on the basis of ability to pay. 

It is questionable, though, whether tax relief on private health insu rance is 
the best way to accomplish this objective. It raises interesting distributional issues, 
providing high-income groups with a greater incentive to take out insurance. 
It also does not achieve the objective of avoiding gaps in coverage , since some 
people will still choose to remain uninsu red, despite fiscal incentives. Finally, 
it may be seen as State subsidisation of the higher tier in a two-tier system of care. 

An alternative might be for the State to provide a core of"disascer relief" fo r 
calamitous expenses on medical care for those not fully covered by the State 
system who choose to be uninsured. Some would still choose to pay for private 
insurance, even without tax relief, while the remainder would have to pay for 
other medical expenses out of pocket. Clearly defining which expenses were and 
were not to be covered by the 'disaster' provision would pose difficulties: however, 
complete gaps in coverage would be avoided. 

(c) "Opting Out" 
Whcre the State in effect provides cover (full or partial) for medical care, should 

those who wish to take out private insurance be allowed to "claim back" their 
contributions to the financing of this State cover, to "'opt out" of the State system 
entirely? The argument made is that by removing themselves from the State 
system such people are allowing a saving to be made , and should , therefore. 
be allowed to "pay for themselves" if they so wish rather than being asked to 

• pay twIce. 
The main objection to th is suggestion is that. harking back to the discussion 

of Chapter 3, it would produce "adverse selection" from the point of view of 
the State system. That is, those who opt Out will be those who are best able 
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to obtain private insurance , i.e., those who are most healthy and those with 
high incomes. The State system will, therefore, forgo relatively high income 
tax payers with little saving in tenns of health care provided , and be left with 
the less healthy and poorer groups in the population. A two-tier system would 
undoubtedly emerge. It is also obviously regressive in that the better-off benefit 
disproportionately from the rebate of tax. 

5.8 User Charges 
Two main arguments are made fo r user charges at point of delivery within 

a State-financed health care system : 

(a) They act as an incentive towards "responsible" utilisation whereas over
utilisation is likely where services are free at point of delivery; 

(b) They allow revenue to be raised through the health system to 
supplement taxation. 

While revenue raised in this way may be a useful complement to other 
financing mechanisms, the problem with the incentives argument is that reducing 
utilisation is likely to have greatest impact on poorer groups who generally need 
care more. The savings made may in many cases be short term, leading perhaps 
to more serious problems for individuals at a later stage. It is, however, difficult 
to generalise: if charges are Structured so as to promote access to primary care 
while discouraging unnecessary hospital-based care, for example , then 
discouragement of those who actually need care may be minimised. To assess 
a panicular structure of charges, estimates of the responsiveness of demand for 
care of those at different income levels are needed and are usually tentative at 
best. In assessing the impact of charges, the pattern of private insu rance cover 
obviously also needs to be taken into account: if cover is provided in full, including 
all charges, then those with insurance will not be affected by the incentives 
argument. This can lead to the paradoxical situation that the impact of charges 
on utilisation may be greatest on those who need care most, with little or none 
on those who are in less need of care. 

What is critical, clearly, is the level of the charges - but this emphasises the 
inherent conflict between raising revenue and encouraging optimal utilisation . 
If nominal charges are imposed in a structured way designed to promote effective 
utilisation, then little revenue may be raised and the costs of administration and 
collection may bc large relative to this revenue. If, however, charges are 
substantial, revenue may also be substantial but at the expense of discouraging 
desirable utilisation. More fundamentally, the principle of access to care on the 

! basis of need rather than ability to pay is clearly violated, and selective State 
subsidy for low income groups in the context of such charges is likely to be 
considered necessary. 
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Chapter 6 

CONCL USIONS 

Bringing together the main strands of the argument , the paper's primary 
objective has been to assess, at a general level, the case for private financing 
as the dominant means of funding health care . The main arguments in favour 
of such a system appear to be that both the total amount spent on health care 
and its allocation are under the control of the individual consumer. Thus , the 
range of choice and consumer satisfaction arc likely to be maximised, while 
competition benveen providers will be promoted, leading to greater efficiency 
and cost controL It is acknowledged by proponents of such a system that private 
insurance will be an integral part, and that gaps in coverage can, therefore, 
be a problem. Various methods of overcoming this problem have been suggested, 
involving a limited degree of State intervention. 

It has been argued here , though, that the problems posed by gaps in coverage 
are extremely serious, being produced by the inherent unsuitability of the health 
care area for the application of the private insurance model. The proposed Scate 
interventions are likely either (0 result in critical problems in attempting to defIne 
groups to be subsidised, or (0 leave significant gaps in coverage. 

It was also emphasised that the private financ ing model is open to serious 
"third party payer" problems in the health area, leading to inheren t difficulty 
in controlling costs . Modifications to the pure private financing model have been 
developed to attempt to cope with this, notably the Health Maintenance 
Organisation, of which there are a number of variants. It was pointed out though 
that the incentives towards controlling costs in such methods of health care 
financing and provision are closely associated with an incentive towards under
provision which may affect poorer groups particularly severely . It was therefore 
concluded that even with such modifications, predom inantly private modes of 
financing still have very serious weaknesses and do not represent a desirabJe 
direction fo r development. 

Turnin g to health care systems financed largely through the State, a number 
of key funding issues facing such systems were discussed. On some of these issues 
generalised arguments, abstracting from specific institutional and behavioural 
situations , do not provide much guidance . However, it was argued that: 
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(i) The arguments in favour of a national insurance-type scheme of 
public funding rather than financing through general taxation do 
not appear particularly convincing; 

(ii) The particular nature of State expenditure on health care is not a 
sufficient reason to tie the hands of the Exchequer by earmarking 
specific taxes for that purpose or to set explicit target levels for 
expenditure as a proportion of national income; 

(iii) While ancillary fund-raising mechanisms in addition to taxation may 
have their place, State-run lotteries are not a desirable means of 
providing significant funding for the health services. 

(iv) The provision of additional non-clinical facilities within the State 
system to those willing to pay extra appears a legitimate means of 
raising revenue provided the full cost (including such elements as 
capital and manpower training costs) plus a profit margin is charged. 
The provision of clinical facilities on such a basis leads to more 
fundamental questions, especially of equity and the objectives of the 
State system. 

(v) Encouraging private health insurance through tax relief does not at 
a general level appear desirable. 

(vi) Direct user charges, if carefully structured, may have a role in 
reducing excess utilisation, though they run the risk of discouraging 
those who need health care most from obtaining such care. 

In conclusion, two further point s may be made. The first relates to the 
ideological or value-based arguments which play such a major role in the debate 
about health service financing. While private modes of financing may allow 
enhanced consumer choice and freedom, it is clear that, in general, the difference 
between high and low income groups in medical care received is also greater 
under such systems. Secondly, the debate on "solutions" to the problems facing 
health care systems has tended to focus on the method of financing. It is clear, 
however, that in many ways the organisation of the ~iivery of health care and 
the incentives facing providers of care are more central to the control of costs 
and achievement of efficiency. 
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Caring for the Uninsured and Underinsured 

• 

In .... -

A Solution for the United States? 
• 

Richard B. Saltman, PhD 

Although tax-based and social insurance-based forms of single-source financ
ing differ in how they raise funds, they share a common set of structural char
acteristics. In particular, they both enable publicly accountable authorities to 
control aggregate expenditure levels by creating a countervailing power to 
pressures for increased expenditures from providers. While major reform initi
atives are under way in European single-source financing systems, these ini
tiatives have so far sought to improve the efficiency, effectiveness, and/or re
sponsiveness to patterns of service delivery without reducing their commitment 
to universal access to necessary care. The article concludes with a review of 
the advantages and disadvantages that could accompany the introduction of a 
single-source financing system in the United States. 

THE DEBATE over health care sys
tem reform in the United States is in
creasingly studded with references to 
the ways in which services are financed 
and delivered in other industrialized 
countries. This expansion of the policy 
debate will likely highlight areas of 
health system organization in which 
other countries have had more experi
ence and greater success than the United 
States. Moreover, this comparative in
ternational dimension will enable health 
providers and policymakers to assess 
reforms proposed in the United States 
in terms of a broader, more generically 
defined set of criteria. 

The last several years have seen a 
rapid proliferation in the number and 
sophistication of proposals put forward 
to reform health care financing in the 
United States. While these proposals 
differ on many specifics, they typically 
draw their central inspiration from one 
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of two basic health system models. One 
organizational model builds on a set of 
conceptual premises taken from neoclas
sical economics. This approach seeks to 
increase competitive pressures between 
multiple financing 'sources, typically 
based on some combination of premium 
price, service coverage, and quality of 
care. 1.2 These competition-based financ
ing models have cost containment as 
their fundamental policy objective, re
flecting the presumption that adequate 
cost contairunent is necessary before uni
versal access will become affordable. 

A second organizational model reflects 
existing experience in other industrial
ized countries with single-source financ
ing systems. The essential characteris
tic of this approach, whether based on a 
tax-based financing system (as in Can
ada, the United Kingdom, and the Nor
dic countries) or a social insurance model 
(Germany and The Netherlands), is that 
all health care funds pass through a sin
gle publicly controlled (tax-based) or 
publicly accountable (social insurance
based) spigot. These single-source fi
nancing models take their fundamental 
objective to be universal access of all 
citizens to needed health services, draw-

ing on European3 and Canadian4 expe
rience that indicates that only universal 
provision makes effective cost contain
ment possible. 

These two basic models are not equally 
well understood in the United States. 
After a decade of intense debate, the 
application of competition-based notions 
to health care delivery has been widely 
examined by policymakers and provid
ers alike.5

.
6 The notion of a single-source 

financing system, however, has only re
cently begun to receive serious atten
tion 7 and is often viewed in oversimpli
fied terms. 

This report focuses on the organiza
tion and beha viOl' of single-source financ
ing systems in Europe and Canada. It 
reviews key operating characteristics 
of existing single-source systems, ex
ploring their salient advantages and dis
advantages. Subsequently, it reviews 
current reforms under way in several 
European single-source systems. The re
port concludes with an assessment of 
positive and negative arguments regard
ing the adoption of single-source financ
ing in the United States. While the over
all thrust of the report is comparative, 
it emphasizes core operating mecha
nisms that enable single-source systems 
to work elsewhere and that might be 
adapted for use within the US health 
care system. 

CONSTRUCTING SINGLE-SOURCE 
FINANCING SYSTEMS 

Single-source financing models take 
on two general formats in industrialized 
countries. The first is a tax-based ap
proach, which typically relies on gen
eral revenues raised at the national level 
either entirely (the United Kingdom) or 
partially (50% in Finland, 37% in Can-
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and The Netherlands are largely focused 
on fee-for-service schedules, although 
general practitioners in The Netherlands 
are capitated, and some hospital physi
cians in both countlies (at university hos
pitals and in certain clinical sUppott de
paltments, such as radiology, pathology, 
and anesthesiology) may be fully sala
lied. It should be noted that these peak
level negotiations occur regardless of 
whether the physicians cu'e private, inde
pendent entrepreneurs (general practi
tioners in the United Kingdom. Den
mark. and Canada and most physicians in 
The Netherlands and Germany) or sala
ried civil servants at a regional (primary 
care physici8ns in Sweden and hospital 
physicians in Sweden, Finland, Den
mark, and the United Kingdom) or mu
nicipal (primary care physicians in Fin
land) level. One interesting variation is in 
Germany, where regional sick funds 
have recently split off physician reim
bursement for diagnostic procedures 
(roentgenograms, laboratory tests) into 
a separately negotiated subpool, limiting 
the funds available for what had been a 
rapidly growing area of activity. I 1 

Regarding hospital payment, arm's
length negotiations do not take place 
where hospitals are owned and oper
ated by the government authority that 
also controls financing (as in most hos
pitals in Sweden, Finland, and the United 
Kingdom, and in Denmark). In Canada, 
negotiations with hospitals take place 
over the size of prospective global bud
gets between each provincial (regional) 
government and the (independent not
for-profit) hospitals. In social insurance
based systems, the negotiations follow a 
similar pattern, occurring between the 
national (The Netherlands) or regional 
(Germany) association of (statutory) sick 
funds and individual hospitals. to 

Payment to hospitals for large capital 
expenditures is handled in a variety of 
ways. In tax-based systems with directly 
owned hospitals, capital funds are set in 
advance as a proportion ofthe total bud
get and are subsequently allocated to 
hospitals on a competitive proposal ba
sis. In Finland, capital expenditures al'e 
provided by the national government, 
but only on approval of projects within 
a tightly controlled national plan. 12 In 
Canada, hospitals must negotiate with 
the provincial authorities for large cap
ital expenditures.1O•

13 In all tax-based sys
tems, capital funds typically are held 
directly by the controlling public agency 
and are not allocated to the hospital un
til a project is approved. 

In the social insurance system in The 
Netherlands, hospitals receive a capital 
component as part of their regular per
diem reimbursement within their global 
budget. Hospitals also, as independent, 
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not-for-profit entities, are entitled to bor
row funds from private banks. However, 
Dutch hospitals must officially obtain 
ministry-level approval for a new <iel'
vice or capital project before its (;ost can 
be included in the following years' re
imbw'sement rates. Since Dutch hospi
tals often have substantial capital funds 
on hand (or can borrow) before receiv
ing approvaL however, Dutch hospitals 
typically add new ser vices first and then 
seek official approval (which is rarely if 
ever denied) afterward. I1 

It is impoltant to note that these bilat
eral negotiations cu'e j ust that: political 
negotiations over the level of funding for 
physicians and hospitals. They are not 
technical or automatic formulas that take 
elected officials off t he poEtical hook.9

.
15 

as, for example, t he Health Care Financ
ing Administration has attempted to ac
complish through both diagnosis related 
groups alld the new resow'ce-based rel
ative value scales. 16 Two additional 
points should be made about the context 
within which these negotiations occur. 
First. concern about malpractice litiga
tion from patients and about defensive 
medicine generally is far less in most Eu
ropean countries. Among other (includ
ing cultural) reasons, patients need not 
sue to recover future medical costs, since 
they already have full access to needed 
care, and lawyers typically cannot be 
paid on a contingency fee basis. Since 
hospitals are not organized on an explic
itly for-profit basis, patients do not per
ceive hospital decisions about service 
levels to reflect a direct pecuniary inter
est. In Sweden, compensation to patients 
is paid on a no-fault basis through the Na
tional Board of Heruth and Welfare. 17 

Second, although bilateral negotiations 
successfully control the aggregate level 
of expenditures in tax-based and social 
insurance-based systems alike,18 they 
have been less successful in reducing the 
influence of providers, particularly hos
pital physicians, over the actual configu
ration of services offered within overall 
revenue constraints. As in the United 
States,I9 powelful hospital specialists of
ten steer available resources toward 
their own clinics through carefully con
figured proposals emphasizing improved 
quality and cost-effectiveness combined 
with informal access to key (often polit
ically elected) decision makers. I2.l4.:!O 

While this has enabled certain hospital 
departments to expand, this growth of
ten occurs at considerable cost to some 
support departments as well as to so
cially necessary primary, rehabilitative, 
nw'Sing home, and home care services. 

CURRENT REFORMS 

At present, major reform initiatives 
are either under way or under devel-

opment in many European single-source 
financing systems.21 In part, these re
forms reflect the evolution of systems 
a::, they cope with changing clinical, de
mographic. economic, and <iocial condi
tions in the :;ocieties they serve. A cen
tral element of several national initia
tives concerning service delivery has 
been to compensate in the 1990s for what 
were viewed as ~;uccessful outcomes of 
public policy decisions dW'ing the 1970s 
and H)80s . .!'2 In Sweden and Finland, for 
example. national legislation passed in 
the ear ly 19705 gave policy priority to 
developing primary and pr eventive as 
opposed to hospital-based forms of car e. 
As a result, primary care services ex
panded rapidly; however, the hospital 
sector fonnd itself ill-prepared in the 
late 1980s in terms of both trained per
sonnel and funding to respond to a rapid 
increase in the number of candidates for 
relatively new surgical procedures, such 
as coroncu'y bypass, full hip transplan
tation, and intraocular lens replacement. 
Similarly, publicly operated health sys
tems across Northern Europe found 
themselves saddled in 1990 with the con
sequences of bilateral wage negotiations 
that had successfully restrained sala
ries for physicians and nurses to levels 
considerably below those of other, com
parable professionals. These wage lev
els not only made it more difficult to 
recruit new personnel, particularly 
nurses and home care workers, but also 
generated strikes and slowdowns by ex
isting personnel over salary increases. 
A third exmnple ofthis phenomenon con
cerns the recent demand for increased 
patient choice of provider, particularly 
in the Nordic countries. Here, the suc
cess of catchment-based planning mech
anisms in providing good-quality med
ical services based on a citizen's place of 
residence helped produce a healthier cit
izenry that now feels it should have in
creased influence over where and from 
whom it receives care. In these instances, 
measures to reform existing single
source financing systems reflect the im
pact of dynamic andlor developmental 
factors rather than any inherent limi
tation of the single-source approach 
per se. 

To be sure, other, less positive as
pects of traditional single-source sys
tems also helped trigger the current re
fOI'Ill process. There is considerable cit
izen concern in both ULx-based and so
cial insurance-based systems with 
bureaucratic rigidities that stifle respon
siveness to patient preference and con
tinuity of care. In tax-based systems, 
policymakers believe that physicians 
need better incentives to use time effi
ciently alld that hospitals and health cen
ters need greater latitude in or-ganiza-
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tional and financial matters. There are 
also concerns that injured workers are 
not being treated and returned to work 
rapidly due to the separation of sickness 
pay from health care revenues. In com
bination with the consequences of ear 
lier successes, these issues now form 
the core complaints about single-source 
financing that the current reform pro
cess seeks to address. 

Three major reforms are attracting 
considerable attention from other Eu
ropean policymakers. Two are in tax
hasf'd ..;vsterns thf' ,;o-c:.tlled "internal 

• 

market" reform in the United Kingdom 
and the public competition ancl mLxed 
market reforms in Sweden while the 
third is in a social insurance-based sys
tem the Dekker proposals in The Neth
erlands. Viewed broadly, they generate 
an intwesting pattern. In tax-based 
health systems, there are growing ef
forts to introduce specific competitive 
elements in the production of health ser
vi<:es. Both the U nitee! Kingdom'" 
emerging mixed publidprivate market 
(based on strengthened managers and 
negotiated contrads) and several Swed
ish counties' etfo t'ts to establish a fully 
public market I based on patient ,;elec
tion of providers, with budgets then fol
lowing patient choice), suggest that tax
based systems are trying to open up the 
production side of their systems to make 
them more efficient, more effective, and 
more responsive to patients.22 These sys
tems are experimenting with 90-day ser
vice guarantees (Sweden), contracting 
with pJivate hospitals (the United King
dom, Denmark, Sweden, and Finland), 
and allowing specialists to form private 
companies to provide additional services 
at night and weekends on a contract 
basis (Sweden and Finland) in an effort 
to eliminate waiting lists for elective 
procedures. What tax-based systems are 
not doing, with one minor exception (con
cerning the tax deductibility of pJivate 
insurance for the elderly in the United 
Kingdom), is to alter the single-spigot 
tax sourcing of health care revenues, 

Conversely, social insurance-based 
systems have focused their attention on 
the finance side of the health care equa
tion. The Netherlands has begun imple
mentation of the 1987 Dekker propos
als now modified as the Simon's Plan,
which will have the effect of transform
ing the country's previously uniform 
social insurance system into a compet
itive insw'ance market similar to that 
suggested by Enthoven and Kronick2 

(and now President Bush) for the United 
States, with the national government 
recast in the role of sponsor.2S.24 In Ger
many, pressure from national and re
gional governments to contain costs25 
has led some of the more than 1300 sick-
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ness funds to take the' first steps toward 
abandoning traditional community
based rating for health insurance pre
miums. In an effort to make themselves 
financiallv attractive to healthier sub-

• 
scribel's, these funds are considering 
risk-rating patients for obesity and 
smoking, threatening to unleash a pro
cess of expelience-rated fragmentation 
in the health insurance system (J, 
Wasem, PhD, personal interview, April 
26, 1991). 

Viewed conceptually, the tax-based 
systems are introducing eareful uoses of 
competitive behavior on the service de
livery side of their health systems, re
taining the existing uniform financing 
framework, while the social insurance
based systems have begun to implement 
market-oriented mechanisms in the fi
nancing of health services, hoping to gen
erate more efficient behavior by service 
providers. These divergent solutions re
tlect diffeling assumptions about t he best 
way to achieve an optimal balance be
tween market-style incentives for effi
ciency on the one hand and public re
sponsibility to achieve universal access 
to quality services on the other. To some 
degTee, differing solutions reHect the 
ideological preferences of sitting gov
ernments. Moreover, both approaches 
have been criticized internally by pro
ponents of traditional health planning 
as potentially endangeling delivery of 
necessary services to vulnerable groups. 
It will likely be several years before the 
impact of either set of reforms can be 
evaluated. 

ADVANTAGES AND 
DISADVANTAGES OF 
SINGLE-SOURCE FINANCING 
AS VIEWED FROM HiE 
UNITED STATES 

Viewed from the perspective of the 
United States, the current reform pro
cess within single-source financing sys
tems is considerably more important for 
the characteristics of tax-based and so
cial insurance-based systems that will 
remain unchanged than for the modifi
cations presently under way, These core 
characteristics, adapted for use in the 
United States, could have both positive 
and negative implications, depending on 
the specific adaptation as well as the 
cliteria of evaluation employed. This sec
tion of the report explores likely advan
tages and disadvantages that could be 
expected to accompany such a policy 
course. 

Both tax-based and social insurance
based versions of single-source financ
ing systems would bring the following 
advantages to a reformed US health sys
tem. First, they provide a stable fund
ing base for the provision of health ser-

vices. 18 Linked in both instances to the 
aggregate earned income of inhabitants, 
they are less susceptible to the swings 
of economic cycles than are the reve
nlles of multiple private insurance com-

• parues. 
Second, both approaches allow pro

viders to plan their service offerings 
based on a relatively stable income. Hos
pitals and physicians need not worry 
that they won't be reimbursed for ser
vices previously agreed on or that they 
will not be reimbursed at all for provid
ing care to segments of the population 
that lack coverage. 

Third, both single-source approaches 
enable public sector agencies to cap 
health-related expenditures. In all the 
above-mentioned systems except that 
of the United Kingdom (which is under
funded25), providers typically end the 
year on or close to their prospective 
budgets. 

Fourth. all citizens are entitled to an 
equal level ofheaJth services. There are 
no access problems for individuals with 
preexisting conditions, nor are there 
waiting periods for insurance coverage 
to become effective. People can change 
jobs or move without fearing they might 
lose their health coverage. Moreover, 
and in direct contravention to the ad
vice of some American health econo
mists, a single-source financing system 
draws on European experience that 
demonstrates that patient-paid deduct
ibles and cost sharing are not necessary 
or even useful in the effort to produce a 
stable expenditure pattern.4 

Fifth, both systems are simple and 
inexpensive to administer, They are sim
ple in that all citizens with the same 
income level (except in the German vari
ant) pay the same amount toward health 
services. Funds are collected on the ba
sis of community risk sharing. This 
makes the cost of the system equal and 
transparent. They are inexpensive in 
that revenues can be collected through 
federal or state tax systems, and pa
perwork for payment and/or reimburse
ment can be almost entirely (in tax-based 
systems) or considerably (in social in
surance-based systems) reduced. Re
cent estimates suggest that the United 
States expends at least 23% of its total 
health care budget on administration, 
whereas tax-based systems in Canada, 
the United Kingdom, and Sweden spend 
5% to 6%,;!7 

Sixth, with control over a single fi
nancing spigot, public-sector agencies 
could more readily implement policy ob
jectives. Decisions to encourage, for ex
ample, greater primary and preventive 
care for pregnant women and children 
could be readily backed up with appro
priate funding, Similarly, efforts to im-
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prove intersectoral coordination be
tween cW'ative care, social services, 
housing, ami employment training (a ma
jor objective in Northern European sys
tems) could be more readily punmed, 
making it possible to integrate the pro
vision of all services required by a single 
patient. (By favoring primary and pre
ventive services rather than intensive 
curative care, of course, public agencies 
in the united States, as in Europe. could 
be expected to incur the wrath of some 
hospital specialists and administrators, 
who would view this type of public-sec
tor role as a disadvantage rather than 
an advantage of the single-source financ
ing approach.) 

Seventh, !ringle-source payment sys
tems can utilize a variety of reimburse
ment strategies. There is no conceptual 
straitjacket linked to the introduction of 
bilateral negotiations for health care fi
nancing. With regard to physicians, sin
gle-source systems can adopt capitation, 
salary, andlor fee-for-service arrange
ments. With regard to hospitals, expe
rience with ta-'(-based (Canada) and so
cial insurance-based (The Nelherlands 
and Germany) approaches to indepen
dent not-for-profit hospitals suggest that 
it is possible to negotiate reasonably ef
fective global budgets. Such strategies 
may, however, be dependent on mini
mizing or eliminating for-profit hospital 
ownership (whether defined directly or 
through "unbundled" holding compa
nies), as well as restricting hospital ac
cess to new capital. 2l! 

Eighth, a single-source financing sys
tem could be implemented at a state or 
local (county ormurucipality) rather than 
a federal level. States in the United 
States are regional in the same sense as 
provinces in Canada (which also has a 
federal system of government). Assum
ing the appropriate waivers could be 
obtained from the Health Care Financ
ing Administration for Medicare and 
Medicaid revenues, a state could reqnire 
under its regulatory powers that all pay
ments be channeled through a statewide 
negotiation process constructed on as
sociations of hospitals and of physicians. 
Similarly, legislation could be passed to 
cap total expenditure through that ne
gotiating process, to forbid balance bill
ing (extra charges billed directly to pa
tients) by physicians (a heavily fought 
issue in Canada), and to establish a pro
spectively fixed capital pool with allo
cation contingent on prior approval (the 
Rochester, NY, model).29 

Alternatively, county or municipal 
government could become the focal point 
for a single-source financing arrange
ment (R.B.S., S. Gehlbach, MD, MPH, 
and S. Barnoon, PhD, unpublished re
port, 1991). Similar to arrangements in 
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Swedish or Danish counties, all health 
care revenues could be channeled 
through a specially elected authority that 
deals exclusively with health services. 
If a social insw'ance approach were prc
ferred, health insurance premiums could 
be routed through a politically account
able local authority, which could then 
determine the most efficient and effec
tive way to provide for the health needs 
of local inhabitants. 

Ninth, a "ingle-iiOUl'{;e system would 
generate a unii'orm national database 
for rlinical and preventi ve services. This 
could facilitate a vanety of national ep
idemiological and managerial studies 
that at present are too difficult or too 
expensive to undertake. 

Having reviewed the advantages of 
adopting a single-source financing sys
tem in the United States, the follo\O\lng 
disadvantages and/or obstacles also need 
to be taken into consideration. First, 
federal, state, and/or local county or mu
nicipal governments would need to gen
erate the political will to act boldly, and 
to do so in spite of intensive lobbying 
and advertising campaigns from private 
insurance companies, for-profit hospital 
corporations, and, in all probability, 
many physicians. As Evans9 noted of 
provincial governments in Canada, most 
public officials prefer to duck difficult 
issues, but the structure of Canada's 
bilateral negotiation system won't let 
them escape. 

Second, public sector agencies would 
ha ve to demonstrate to the citizenry that 
they are competent to assume the major 
responsibilities that a publicly controlled 
(tax-based) or- publicly accountable (so
cial insurance based) financing system 
entails. Academic commentators have 
noted that. in the United States, gov
ernments have not developed a civil ser
vice comparable to those in European 
societies.15.30.31 Moreover, the current fis
cal crisis has further driven competent 
officials out of state government ser
vice. As a result, it may be necessary to 
recruit a new administrative cadre to 
run a single-source financing program. 

Third, single-source financing systems 
tend to generate internal organizational 
conflict. Social insurance-based (The 
Netherlands) as well as tax-based (Swe
den and Finland) systems have recently 
faced strikes by physicians for higher 
pay as well as strikes by nurses and 
other health professionals. In the post
Reagan political climate in the United 
States, the insistence that rich, middle
class, and poor citizens alike should have 
their health services funded by the same 
source, with the social cross-subsidiza
tion that implies, may produce a strong 
reaction among the better off. In this 
regard, single-source financing options 

for health care may resurrect the dis
putes that forced repeal of 1986 federal 
catastrophic care legislation. 

Fourth, ifindividual state or local gov
ernments introduce single-source financ
ing indcpendently. they may run the 
risk of triggering lwo perverse migra
tions: one of small industry out of the 
area (to escape paying direct health-re
lated costs), the other of chronically ill 
and/or disabled persons into the area (to 
gain access to a universal system). To 
counter this effect, a single-source fi
nancing system may need to be adopted 
more or less -imultaneousJy across the 
entire United States, or, alternatively, 
a federal subsidy program would need 
to be introduced. 

Fifth, there is no guarantee that a 
single-source financing system will not 
suffer from provider capture. As noted 
above, hospital specialists in both tax
based20 and social insurance-based 14 sys
tems tend to dominate allocation deci
sions once the aggregate size of global 
budgets is determined. Among other 
consequences, this could preclude achiev
ing policy objectives emphasizing pri
mary, preventive, and intersectorial ser-

• vices. 
Sixth, there is a danger of adminis

trative rigidity. If public control or ac
countability is not balanced by sufficient 
local flexibility as in current efforts to 
introduce selected competitive mecha
nisms in the provision of services in the 
British and Swedish reforms the abil
ity of the overall system to respond to 
changes in technology, particularly in 
elective rather than acute areas of clin
ical practice, may be reduced. Indeed, 
one criticism of the pre-Dekker Dutch 
system was that it was so bureaucratic 
that no one not the hospitals, not even 
the Ministry of Health expected the 
formal regulations to be followed. 14.32 This 
is an important concern about the Ca
nadian-style single-source system orig
inally proposed by Physicians for a N a
tional Health Program.7 

Lastly, it should be noted that a single
source financing structure will not mag
ically generate new health care reve
nues for existing hard-pressed sectors 
of the delivery system. What a single
source approach will do is redirect ex
isting revenues to enable them to be 
used more efficiently and effectively. It 
is not a magic bullet that can eliminate 
underfunding in socially necessary sub
sectors of the existing system (the over
all system, at 12.3% of the gross national 
product in 1991, is overfunded in com
parison with other industrialized coun
tries I8). In and of itself, for example, a 
single-source system cannot guarantee 
additional funds needed to defray the 
costs incurred by a growing number of 
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elderly citizens who require long-term 
and/or home care services. If additional 
funds are required for particular pro
grams in particular states or localities, 
they may require new sources of reve
nue, ie, higher premiums amVor new 
taxes. 

These are the advantages of a :single
source financing system as viewed from 
the U ruted States: 

• Provides a stable funding base. 
• Allows providers to plan services. 
• Enables public agencies to cap ex

penditw·e:s. 
• Entitles all citizens to equal level of 

care. 
• Creates a simple and inexpensive 

system to administer. 
• Enables public agencies to imple

ment preventive policies. 
• Utilizes a variety ofreimbursement 

strategies. 
• Could be implemented at the state 

or local level. 
• Creates a unifolm national datahase. 
These are the disadvantages amVor 

obstacles: 
• Requires political will to act boldly. 
• Requires administrative compe-
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