
1 

Health Care Financing and the 
Prospects for Health Reform 

Katherine Baicker 
Professor of Health Economics 
Harvard School of Public Health 



2 

Health Reform: Firmly on the Agenda 

  Concern about risk of uninsurance, rising costs 

  More than 46 million uninsured 

  National Health Expenditures projected to grow to nearly 20% of GDP 
by 2016 

  Public and private budget pressures 

  Private costs 

  Private health insurance premiums increasing at more than 3 times rate of 
inflation (although more slowly recently) 

  Out-of-pocket costs (for insured and uninsured) 
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Private Budgets 
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Growing Faster than Wages 

Source:  President’s 2010FY Budget 



5 

Health Reform: Firmly on the Agenda 

  Concern about risk of uninsurance, rising costs 

  Public and private budget pressures 

  Private costs 

  Spending on public programs 

  Federal Medicaid and Medicare spending projected to consume 9.4% of GDP 
in 2050 

  Hidden public spending through tax code – expensive, and creates an unlevel 
playing field 
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High Costs – High Value? 
  Rising costs may motivate health reform, but right metric? 

  Dangerous appeal of cost-saving quality improvements 
  Self-financing plans to cover the uninsured 
  Health-improving reductions in spending 
  Elimination of waste, fraud, and abuse 

  Focus on value 
  Worthwhile reforms that improve value may or may not save money 
  Need to think about underlying problems and how reforms affect disconnect between 

costs and benefits 
  Ample evidence that we could be getting higher value 
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Health Expenditures as a Share of GDP 
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U.S. Infant Mortality Above OECD Median 
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Quality Variation Even within Medicare 

Source: Dartmouth Atlas of  Health Care 
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Variation in Medicare Spending 

Source: Dartmouth Atlas of  Health Care 
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Higher Spending Does Not Necessarily Lead to Higher Quality 
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Why the Negative Relationship? 

  Variation in hospital quality both within and between local 
geographic areas 

  Some evidence that lack of coordination of care plays role 

  High intensity utilization may “crowd out” low intensity, high-value 
care 

  Seems associated with having specialists comprise a greater share of 
the physician workforce 
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Consequences of Inefficient Spending 
  Health care dollars not allocated to highest value uses 

  Wage growth is slowed and consumers have fewer resources 
for other goods and services 

  Health insurance increasingly unaffordable, raising uninsurance 
rates 

  Increasing pressure on taxpayers to finance government-
provided insurance 
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Causes of Inefficient Spending 

  Drivers of higher spending 
  Increase in spending attributable to higher intensity (not more 

office visits or hospitalizations) 
  Dulled incentive for cost-saving technological innovation 
  Information on prices and quality often not available 
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Causes of Inefficient Spending 

  Financing system promotes low-value care 
  Public side 

  Medicare reimbursement based on quantity, not quality or value 
  Resources for the uninsured spent on inefficient modes of care 

  Private side:  Tax treatment creates an unbalanced 
playing field 

  Two biases:  Against people buying insurance on their own, 
against people buying basic plans 

  Neither fair nor efficient:   
  Regressive 
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Current Benefit Regressive 

Sources: Shiels, CPS, CEA 
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Causes of Inefficient Spending 

  Financing system promotes low-value care 
  Public side 

  Medicare reimbursement based on quantity, not quality or value 
  Resources for the uninsured spent on inefficient modes of care 

  Private side:  Tax treatment creates an unbalanced 
playing field 

  Two biases:  Against people buying insurance on their own, 
against people buying basic plans 

  Neither fair nor efficient:   
  Regressive 
  Inefficient 
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Policy Goals 
  Reduce inequities 

  Level the playing field and spread benefits more broadly 

  Make health care more affordable 
  Help bring health insurance within reach for the uninsured 
  Bring cost growth down to make sure insurance stays affordable for the 

insured (and taxpayers) 

  Get higher-value care for our health spending 
  Use health care resources where they do the most good 
  Continue to promote innovation and highest quality care 

  Different views on reforms driven by  
  Philosophical differences 
  Empirical uncertainty 
  Political considerations 
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Principles for Evaluating Reform 

  Health ≠ Health Care ≠ Health Insurance 

  Many things besides health care affect health 
  International evidence can be misleading 

  Insurance is about risk 
  Health insurance is important because health care costs are large 

and uncertain, not just large 
  Many health insurance policies today look like pre-paid health care, 

not true insurance 
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Uninsured Sick People Need Health Care  

  Uninsured sick people need health care, not health 
insurance 

  Two separate problems  
  Insured people whose expected costs go up 
  Uninsured people whose expected costs are high 

  Key distinction between social insurance and private insurance 
  Redistribution from low-risk to high-risk is hard to do through 

private markets alone 
  Social insurance need not be socialized 
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Covering the Uninsured Unlikely to Pay for Itself  

  Will need to devote resources – but can be money well spent 
  Insured people consume more – but get much more health 
  Offsetting reductions in efficient utilization – but not total 

  Preventive care also unlikely to pay for itself 
  A few procedures that are cost-saving 
  Many more that are cost-effective 
  Lots left that are wildly cost-ineffective 
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Lack of Insurance is Not Only Barrier to High 

Quality Care  

  Even insured people aren’t guaranteed high quality care 

  Insuring the uninsured will give them access to the same kind of care that 
everyone else gets 
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Employees Bear the Burden of ESI 

  Employers don’t pay for health benefits – workers do 
  Ultimately comes out of  wages or jobs 

  Employer mandates ≠ individual mandates 
  Not instantaneous or 1-for-1, though 

  Health care costs for current workers not primarily an issue about 
competitiveness (but retiree benefits more complicated) 

  Employer-based system promoted by tax code 
  Has negative effects on labor markets; reduces efficiency of  health 

spending; is regressive 
  Has advantages for risk-pooling, so wouldn’t want to eliminate without 

good alternative in place and transition strategy 
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High Deductible Plans Not Magic Bullet 

  First-dollar coverage generates a lot of  inefficiency, but nothing 
magic about HDHP/HSA structure 
  Strong evidence of  price sensitivity and moral hazard, but . . .  
  Evidence that some copayments may reduce efficiency of  

utilization 

  Insurer competition may lead to innovation – but need to 
eliminate incentive to shed sick enrollees 
  Proposals such as risk-adjusted vouchers 

  Single-payer system not magic bullet either 
  Slow to innovate, not particularly efficient 
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Evaluating Reforms: Focus on Central 
Components 

  Treatment of employment-based insurance vs. individually 
purchased insurance vs. out of pocket spending 

  Mechanism for subsidizing low-income people 

  Regulation of premiums, strategy for dealing with risk 
pooling and high risk populations 

  Financing 
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Evaluating Effects 
  Different effects on cost growth 

  Subsidy of (marginal) additional care 
  Subsidy of particular insurance forms 
  Emphasis on quality improvement 

  Different effects on insurance coverage 
  Magnitude of incentive for coverage (stick or carrot) 
  Size of low-income subsidy 
  Risk-pooling and subsidy of insurance for chronically ill 

  Different effects on distribution of burden 
  Income 
  Health risk 
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Proposals for Reforming Tax Code 

  Flat deduction  
  Anyone with private policy gets same deduction (e.g. $15,000 for family policy) 
  ESI contributions reported as taxable income (for individuals, not employers) 
  Value would not vary based on premium, source of insurance 

  Flat credit 
  Anyone with private policy gets same credit (e.g. $5,000 for family policy) 
  ESI contributions reported as taxable income (for individuals, not employers) 
  Value would not vary based on premium, source of insurance, or income 
  Variants: balance only refundable to HSA; varying amount; non-group mkt only 

  Cap 
  ESI contributions above cap (e.g. $10,000) subject to taxation 

  Very different effects on incentives, insurance markets 
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How Would Different Groups Fare? 
  Uninsured 

  Incentives and resources to purchase insurance 

  Individual purchasers   
  Different after-tax price 

  People insured through jobs 
  Removing unlimited subsidy of low-cost-sharing plans 
  Removing bias against non-group market 
  No change for employers – compensation costs untaxed 

  Overall 
  Can be crafted to be revenue-neutral  
  Slower growth of health spending in long run  
  Improved progressivity 
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Politics of Reform 
  Economics not the only factor 

  Politics affects both goals and metrics of success 
  Winners and losers 

  Problem if winners are more diffuse, harder to measure 

  Simplicity 
  Problem if the policy is hard to explain 

  Immediacy 
  Problem if effects unfold over years 

  Strategy 
  Problem if does not have natural allies and advocates 
  Problem if leaves no room for negotiation and compromise 
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Reforming the Tax Code:  Necessary but not Sufficient 
  Other reforms needed 

  Improve functioning of individual market – may need more regulation 
  Smooth transition, especially for certain populations 
  Make better information available to patients and providers 

  Tough choices will be necessary 

  Few cost-saving, quality-improving interventions 
  Multi-prong, system-wide strategy likely to do best 

  Focus on promoting high value insurance and high value care 

  Can’t separate cost and coverage goals 
  Real protection against long-run financial risk 
  Use of best-practices and high-quality effective care 
  Approaching goals jointly may be more effective than individually 


