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Financing Health Care: Taxation and the Alternatives

1. I ntroduction

Modern health care systems cannot be financed from the out-of-pocket expenditures of patients.
The mismatch between individual resources and health care needs dictates that the costs of
individual care are largely met from the pooled contributions of groups. In principle these
groups or “third parties’* could take a number of forms — from extended families and voluntary
associations, through commercia and “socia” insurance programs, up to “the state” at national
or regional level. In practice, however, the advantages of scale and the fundamental limitations
of private insurance markets have led to the predominance of public institutions. In amost al
developed societies, most health careis paid for either by governments, with funds raised from
various forms of taxation, or by “social insurance’ institutions, largely or wholly outside the
commercial marketplace, that impose compulsory levies on al or most of the population.

Diverse forms of out-of-pocket payment by users of care can be found in both types of system,
generally accounting for between 10% and 20% of total expenditures in higher income countries.
Private commercial insurance plays a still smaller role in overall system finance, covering less
than 10% of health expendituresin al but a handful of developed countries (OECD, 1999;
Wagstaff et a., 1999).2

2. A Simple Accounting Framework for Analysis of Health Financing

All financing systems, whatever their structure, can be represented by a basic identity adapted
from the fundamental Income-Expenditure Identity of national income accounting. As shown in
Figure 1, the total amount raised to pay for health care for a particular population, through
whatever channels, must exactly equal the total amount spent on health care for that population,
and that in turn must equal the total amount of income earned, in various forms, by those paid
(directly or indirectly) from the provision of care. Thisidentity of revenue, expenditure, and
income is not a*“theory” but alogical necessity, and is fundamental to understanding both the
effects of, and the controversies over, all financing and funding systems.>

The flows between blocks in Figure 1 can be expressed as follows:
TF+SI+UC+PI=PxQ=WxZ

where TF is the amount of revenue raised through tax finance, Sl through socia insurance, UC
through private, out-of-pocket payments or user charges, and Pl through private insurance

! Historically, considering the patient and the provider of care as two parties to an exchange relationship, the “third
party” was the agency that paid the provider’s bill on the patient’ s behalf.

2 These expenditure proportions, however, understate the influence of private financing. Privateinsuranceis sold to
the relatively healthy and wealthy, covering alarger share of the population than of its costs. Such coverage. It
typically provides preferred access to care, and its purchase may also receive substantial public subsidies.

¥ A good many footnotes are required to account for changesin asset stocks, for resource absorption in the
reimbursement process itself, and for international linkages. But these have all been worked out in the literature and
practice of national income accounting.



premiums.* P and Q are vectors, listing the average prices (P) paid for and total quantities
provided/used (Q) of each of the various forms of health care. W and Z are also vectors,
standing for the amounts of different types of resources (Z) used in the provision of care, and the
rates of payment (W) of those resources. One element of Z, for example, could be nursing hours
worked, and the corresponding element of W would be the average rate of reimbursement per
hour worked. P and Q, on the other hand, correspond to units of output such as physician visits,
surgical procedures, or drugs.

People — individuas or households — are represented only in the lower left-hand box in Figure 1.
Providers of care, in this framework, are not people but the organizations — clinics, hospitals,
private corporations, etc. -- that are staffed and managed by people, and owned by them either
directly or more commonly through various public or private agencies. Funds received by these
providers ultimately flow (by payment or attribution) to the people who own, manage, work for,
or otherwise supply resources to them. The distributional consequences of aternative forms of
health care delivery and finance, the patterns of financial burdens and benefits that are generated,
are always borne or received by specific people, not by institutions.

This identity relation holds for the population as a whole — a country, for example — but not for
any oneindividua. Each aggregate amount, such as the total taxes revenue devoted to health
care, or the total number of physician office visits, is the sum of the amounts contributed by or
attributable to each individua in that population. But some, relatively healthy and/or wealthy,
will contribute more than they receive, and others, relatively unhealthy or unwealthy, will
contribute less. Similarly some will earn substantial amounts from the health care system, others
little or nothing.

Tax-financed (TF) systems are those in which most health expenditure is derived from tax
payments— TF > Sl + UC + Pl —or at least the TF component is substantially larger than any
other. The various questions that one might raise about the behaviour and relative performance
of different financing systems can be posed, at a very generd level, in terms of the components
of thisidentity relation. Do we find that predominantly TF systems differ more or less
consistently from those drawing more heavily on other sources of finance, on some or all of the
most significant dimensions of system performance, as reflected in the interna structure of the
identity?

The question is complicated, however, by the fact that TF is not a standard process. In principle,
“the government” pays for health care out of a general revenue fund into which all “taxes’ flow.
But most countries have severa levels of government, and there is considerable variation across
countries in the powers and responsibilities of each. The characteristics of TF vary, according to
the degree of involvement of different levels of government. Moreover explicit taxation is only
one of the ways in which public authority can be used to direct resources into particular
activities. Various forms of “covert” TF, very different in their effects from explicit or overt TF,
will be discussed later in the Chapter.

* Social insurance is compulsory, with contributions based largely or wholly on income, not on risk status. Private
insurance may be more or less voluntary, from commercial or not-for-profit firms. In competitive insurance markets,
premiums will be based on risk status, not on income.



3. Dimensions of Health System Performance

While there are many ways of categorizing the dimensions of health system performance, a
reasonable list would include:
Distribution of system burdens and benefits across the population;
Allocation of resources to the health care sector, and among its various sub-sectors;
Technical efficiency of production of health services;
Responsiveness/accountability of providers of and payers for care, both to patients and to
the general population;
Contribution of health care to health, and the balance among alternative determinants of
population health.

An assessment of the strengths and weaknesses of different financing systems under each of
these heads would be a monumental exercise, not least because much of the necessary data
currently exist in fragmentary form, if at all. Wolfson (1994) offers a comprehensive overview
of the information systems that would be required for such atask; no country yet comes close to
what would be needed.

Moreover, system performance on several of these dimensions depends more upon how
providers are funded than on how payers raise revenues from the population. Providers are
organized and paid in very different ways in Finland, the United Kingdom, Sweden and Canada,
for example, athough all are TF systems. In this Chapter we therefore focus primary attention
on the first dimension of performance, the distribution of burdens and benefits, for which there
exists considerable comparative information.

Even more cross-national data are available on levels of system expenditure, both per capita and
relative to national income. These do suggest some relationship between relative levels of health
expenditure and the predominant mode of system finance (see Section 4 infra.). But expenditure
cannot be taken as necessarily corresponding to the second dimension above, the relative
allocation of resources to the health care sector (still lessto relative levels of care provision) in
different systems. Health expenditures reflect both the quantities of resources drawn into the
sector (Z in the accounting identity) and the rates (W) at which those resources are reimbursed.

A nation’s health care system may be expensive either because it devotes arelatively large share
of its productive capacity to the health sector, or because it pays workers (and/or other resource
suppliers) in that sector relatively generoudly. The former represents a particular allocation of
national resources — relatively high levels of Z and thus of Q.> The latter represents a particular
pattern of income distribution — relatively high levels of W and P. A costly health care system
may provide more care, or wealthier care-givers.
The distribution of the burdens and benefits of a health care system can be represented along
three axes:

Who Pays — and What Share?

Who Gets — What and When? and

Who Gets Paid — and How Much?

® Systems may also differ in technical efficiency, generating different amounts of health care from a given level of
resource input. When Q/Z isrelatively low, either W must also be low, or P must be high.



A. Who Pays?

The most clear-cut difference among aternative financing systemsisin the way they apportion
the total cost of health care among the national population. TF includes this burden within the
genera tax system; in most high-income countries tax liability is roughly proportionate to

income or mildly progressive (e.g. Wagstaff et al., 1999).° Higher income people thus
contribute, through TF, a share of their incomes that is the same as or larger than that contributed
by lower income people.” Out-of-pocket payments (UC), by contrast, whether copayments or
payments for private uninsured services (UC), are proportionate to the use of care and unrelated
to income. Accordingly UC payments for health care make up, on average, a much larger share
of the incomes of lower income people.®

These generalizations are well illustrated in a couple of North American studies, onein the
Canadian province of Manitoba (Mustard et a., 1998a,b) and one in the United States (Rasell et
al., 1993, 1994). The Manitoba study is particularly interesting as it links individua-level
administrative records from the universal public programs covering hospital and physicians
services, with census records of family incomes and estimated tax liability, for a substantial
proportion of the provincial population. The distribution of expenditures and of corresponding
tax liability, by income decile (scaled up to the whole provincia population of about a million),
isdisplayed in Figure 2, with the small but expensive institutionalized population as a separate
category.

Panel 2a shows the dollar amounts (CAD) spent by the public plans on the care of people in each
income decile in 1994; panel 2b shows the estimated amount of tax contributions. Panel 2c
shows the difference, by income decile, between total cost of care used and total taxes paid; and
panel 2d shows this gain or loss as a share of total family income. (The permanently
ingtitutionalized have no significant income.)

The scale of the transfersis quite striking, particularly from the top income bracket, making very
clear the advantage to people in that group from lowering the TF share and introducing some
form of private payment. But since those with very low incomes are unlikely to be able to bear a
substantial portion of the costs of their own care, any shift in financing from TF to private
payment would involve atransfer of funds primarily from the middle to the upper deciles of the
income distribution.

® Financing sources are described as progressive, regressive, or neutral, according to whether the share of income
that individuals contribute (on average) rises, falls, or remains constant as income itself rises.

" Higher income people tend, on average, to make higher out-of-pocket payments for health care (even thoughill-
health is negatively correlated with income) because they have more money. But the share of income devoted to
these payments falls, as income rises. (Special treatment for those below some low-income floor may modify this
pattern.

8 Financing systems have several different distributional effects, though that between incomes classes (vertical
equity) turns out to be the most significant (van Doorslager et a., 1999). The burden distribution within classes
(horizontal equity) also varies; UC financing distributes that burden according to illness, or at least use of care, and
(competitive) Pl distributes it according to probability of use — generally estimated from past use. Sl systems treat
equals more or less equally depending upon the range of different premium and benefit structures. Individuals may
also be re-ranked within the income distribution, apart from any changes in the distribution itself.



The Manitoba study focuses only on the public, TF programs. In the United States, Rasell et .,
(1993, 1994) anayse, using survey data for the non-institutionalized population only, the
distribution by income decile of payments for a more comprehensive definition of health care,
through each of the TF, UC, and Pl channels. Their results are displayed in Figure 3; panel 3a
shows the pattern for the whole population and 3b distinguishes households with heads over and
under age 65. The latter are covered, for hospital and physicians services, by the American
version of national Medicare, national, universal and TF.

These findings emphasize the contrast between the progressivity of TF in the United States, and
the regressivity of both UC and PI finance. (The similar pattern for both modes of private
finance is what one would predict a priori in an “efficient” competitive insurance market.)
These highly regressive components of the financing mix, widespread in the United States,
overwhelm the progressivity of the TF component and make the whole distribution highly
regressive. Perhaps surprisingly, however, this pattern is found even among the elderly, covered
by the universal TF plan. The very substantial deductibles and copayments, built into the public
program ostensibly to control overall costs, contribute to making the overall mix markedly
regressive. Individuals can and do buy “Medigap” private coverage for these charges — as they
do in France to cover the “ticket moderateur” in the statutory health insurance scheme. But
Medigap coverage, being private, is also regressive in its distribution of financing burden
(premiums are based on risk status, not income) — as in France.

TF and UC financing thus provide the clearest contrast in “Who Pays?’ TF places the heavier
financial burdens on those with the higher incomes, while UC places more on those with lower
incomes. Thisfairly obvious difference motivates much of the policy controversy over
alternative forms of finance, generating a permanent tension in every nationa health care system.
In addition, of course, TF detaches payment liability from the experience of ill-health, or at least
the use of care, while UC links the two directly. Regardless of income level, the sick (healthy)
will contribute relatively less (more) under TF than under UC. Financialy, extending the scope
of UC payment is more advantageous to the healthy and wealthy, and extending TF reduces the
share of the burden borne by the unhealthy and unwealthy.

Where PI is widespread (the United States and Switzerland), it generates a highly regressive
pattern of burden distribution similar to that of UC finance. Competition in private insurance
markets forces insurers to adjust the premiums of enrolees according to their relative risks, which
in practice means according to their past claims. Thus Pl finance, like UC, links individual

contri butgons to illness experience rather than income; both are highly regressive in comparison
with TF.

Sl, on the other hand, bases contributions on income, but the income base is not alinclusive and
some systems place a ceiling on contributiuons. A priori one might expect Sl systems to be more

® In systems where private insurance is taken out only by the better-off, the premiums themselves are
correspondingly distributed quite progressively, asin Germany, the Netherlands, Italy, Portugal or the U.K. But if
private coverage enables the better-off to opt out of the general public insurance programs, as in Germany and the
Netherlands) the overall financing system become much more regressive (Wagstaff et al., 1999; van Doordlaer et al.,
1993 pp. 42-44). In either case private coverage provides access to (actual or perceived) superior quality care,
and/or more timely, convenient, and luxurious care. (“Who Gets?’ below.)



progressive than private financing, but less so than TF — an early finding of the ECuity
(European Community) Project (van Doordaer et a., 1993).

Further analysis has sustained that conclusion, but with important qualifications. Precisely
because TF can transfer a significant amount of purchasing power from the higher to the lower
end of the income scale, it inevitably sets up powerful political tensions between the conflicting
economic interests of differently placed individuals and groups. These appear to be reflected in
observed patterns of financing and of total expenditures, but they emerge in different waysin
different national systems (see section 4 below).

Tax finance is predominant among the northern countries, including Finland, Sweden, Denmark,
the United Kingdom, and Canada, and in the southern tier — Italy™, Spain and Portugal. Figure 4
presents summary estimates of the progressivity or regressivity of total health care funding in
these and severa other countries (excluding Canada), plotted against the percentage of health
expenditure that is TF (Wagstaff et a., 1999). In interpreting these data it must be kept in mind
that while the publication is recent, the source data themselves are now a decade or more old.
The ECuity Project data provide avery compact summary of the characteristics and
consequences of different financing mixes at a point in time, but the systems themselves are
moving targets.

While the financing mixes and structures may change, however, the inferences from the ECuity
Project about the general effects of different structures should hold up. Thus we may be quite
confident that increases over the last decade in direct charges in Sweden, Germany, and the
United Kingdom will have increased the overall regressivity of these systems. And we may
similarly predict the effects of the reforms currently underway in Italy (Taroni, 2000). Increases
in copayments, the introduction of not-for-profit institutions with “fiscal incentives’ to insure
these and other private payments (as in France), and the expansion of opportunities for private
practice should serve to increase the regressivity of the financing system, improve access for
those with higher incomes, and increase the expenditures on/incomes earned in the private sector
and possibly overall. [We will meet this agenda again below.]

Overdl, there is a strong positive relation between the proportion of health spending financed
from taxation, and the progressivity of total health expenditure. But any statistically fitted
relationship would be dominated by the two outliers, the United States and Switzerland, where
private spending is both relatively high and very regressive.

If these outliers are excluded, the linkage between tax finance and progressivity becomes less
clear. SI systems (low TF) may be either progressive or regressive, depending upon their
structure and policies. The key feature is comprehensiveness (Wagstaff et al., 1999). In
Germany thereisaceiling on Sl contributions, and in both Germany and the Netherlands the

19 1taly is classified in the ECuity Project as having roughly equal parts TF and Sl financing. Elsewherein this
study, however, the Italian “ SI” shareis classified as TF because it is raised through a payroll tax (D'Ambrosio and
Donatini 2000). Compulsory contributions to public agencies look very much like taxes, whether or not they are
pooled with state general revenues. A similar ambiguity arises with respect to Switzerland where basic private
coverage is now compulsory (see note 47 below), leading the OECD to classify that system as predominantly public.
The Ecuity Project data pre-date this change, but are unlikely to be greatly affected by it.



better-off are permitted or required to opt out and buy private coverage. In France, however, S|
covers the whole population, without premium ceilings or floors. The result is actually more
progressive than the Nordic TF countries, despite the user charges and the privately-funded
mutuelles. On balance the ECuity Project data show most TF systems to be more progressive, or
less regressive, than most Sl systems, but within TF systems there is no clear pattern of system
progressivity rising with the TF proportion.*!

The contrast between the United Kingdom and the three Nordicsis striking. All rely heavily on
tax finance, but while the United Kingdom has the most progressive funding system of al those
reported, Denmark and Sweden are mildly regressive overall. Finland is particularly interesting,
having had one of the most progressive funding systemsin 1990. The economic and fisca crisis
of the early 1990s led to a sharp reduction in the proportion of TF, arise in the private share, and
a corresponding abrupt move from progressive to regressive.

General taxation was found to be progressive in all countries studied, but much more so in some
than in others. These variations are partly a consequence of the tax mix. Tax revenues are raised
through both direct and indirect taxation, with the former being consistently progressive and the
latter regressive in all countries reported. Countries relying more heavily on direct (indirect)
taxation, tend to have more (less) progressive systems overall.

But progressivity of direct taxation also differs across countries. Direct taxes in Sweden and
Denmark have avery low degree of progressivity (reflecting the importance of proportional
income taxes at local level), in marked contrast to the United Kingdom. Direct taxesin Finland
were formerly more progressive, but have become much less so during the 1990s. When weakly
progressive direct taxes are pooled with regressive indirect taxes, there is little overall
progressivity left. Adding in the effect of direct charges, a small but non-trivial (and growing)
component of system finance and highly regressive, yields an overall regressive financing

system despite the predominance of TF. In the United Kingdom Wagstaff et al. (1999) calculate
ahigh degree of progressivity for National Insurance contributions (included as Sl) that offsets
highly regressive indirect taxation and aggregates to public financing that is much more
progressive overal: this was also true of Finland before the crunch. The celling on National
Insurance Contributions, however, makes this source quite regressive in the upper income deciles
(Glennerster, 1997, p. 129).

In general, among the countries studied in the ECuity Project the extent of reliance on TF
appears to be inversely related to the progressivity of the tax system. Sweden and Denmark,
relying heavily on direct taxes, have relatively little progressivity in their direct tax structure. The
United Kingdom, with more progressive direct taxes, increased the share of regressive indirect
taxation in its tax mix from 43.2% in 1985 to 53.9% in 1993.% These three countries (along with

1 The picture appears clearer in van Doorslaer et al. (1993, p. 44) and Klavus and Hakkinen (1998, Figure 2). But
the earlier data (Wagstaff et al.,1992) have been revised in Wagstaff et al. (1999), moving France onto the
progressive side. Also, between 1980 and 1990 Portugal shifted about ten percent of itstotal health costsfrom TF to
UC, to become the ECuity Project country with the highest UC share. While still predominantly TF, its overall
system is now about as regressive as Germany’s.

12 Thiswas part of abroader budgetary program, during the late 1980s, that sharply reduced the redistributive role of
government so as to increase overall economic inequality (Atkinson, 1999).



Spain and Italy) had the least progressive systems of general taxation of al countries studied.*®
By contrast the countries with the most progressive systems of general taxation — the United
States, Switzerland, the Netherlands, and Germany — make least use of TF to support health care.

This pattern is strongly suggestive of a political compromise in the conflict of economic interest
between the healthy and wealthy, and the unhealthy and unwesalthy, where “What’ s lost upon the
roundabouts, is made up on the swings.” That conflict exists in every financing system, but the
terms of the compromise vary across countries not only in the extent of redistribution, but a'so in
the balance of financing sources through which it is achieved. A political coalition in support of
TF can be assembled and maintained, so long as the redistribution is not too extreme.

The ECuity Project estimates suggest that the considerable egalitarian potential of TFisin
practice much more limited. But limited is not negligible. Thereis a sharp contrast between the
TF systems, and the highly regressive distribution of the overall financing burden in those
systems drawing heavily on private finance. Sl systems, on the other hand, can go either way,
depending on how they are structured.

Canada might appear to be an exception, combining both TF and relatively progressive general
taxation. But the universal public insurance plans cover only hospital and physicians services.
Other forms of health care — drugs, dentistry, much of non-hospital long-term care — are covered
through a patch-work of provincial and private insurance plans, partial in their coverage of both
the population and their costs. The proportion of total health care costs paid out-of-pocket, 16%
in 1997, was amost the same asin the USA at 17%, The proportion of private funding in
Canada, now over 30%, is one of the highest in the (pre-expansion) OECD. This observation is
again consistent with a political tradeoff — quite progressive TF, but covering a smaller share of
the health care system.

Who Pays for Fiscal Crisis? Finland and Canada

The political tension suggested in the cross-sectional data over who should pay how much of the
health care bill emerges very clearly in the experience of particular countries at and after times of
severe economic strain. Finland and Canada both went through fiscal crises at the beginning of
the 1990s, and in both countries the TF component of the health care system suffered substantial
budget cuts. The result in both countries was a very significant shift in the pattern of health care
funding sources, leading to a more regressive distribution of the total burden. But in Finland this
appears to have been a deliberate shift of policy whilein Canadait was a side-effect of the
concentration of TF in particular care sectors. The parallels and contrasts in outcome — so far —
illustrate the strong link between income distribution and TF, and the corresponding inevitable
recurrence of political conflict.

13 Spain, inincreasing its TF share, also increased the role of highly regressive indirect taxes, such that the
progressivity of its overall tax system fell somewhat further. Italy, on the other hand, has a moderately progressive
tax system if the payroll tax classed as“SI” isincluded in taxation.

14 The recent expansions to the OECD have added a number of countries, particularly the formerly socialist
economies, whose health care systems are not at the same stage of development as those of longer-established
members of the “Club”. Anderson et al. (1999 and 2000) present data for a subset of twenty-three countries for
which 1960 health expenditure data are available; only nineteen have a continuous series from that date (OECD,
1999).



At the beginning of the 1990s the Finnish economy went through a major contraction. Real
(inflation-adjusted) national income per capitafell by 13.2% between 1989 and 1992 (OECD,
1999). The national government budget went sharply into deficit — by 1993 nearly half of
expenditure was being met from borrowing — and public debt rose rapidly. Health spending was
at first sustained; its share of the falling GDP ballooned from 7.4% in 1989 to 9.3% in 1993. But
between 1991 and 1993 health spending was Slashed by an extraordinary 17.6% (per capitareal);
its share fell back to under 8% by 1994 and has dropped further as the economy has recovered
(OECD, 1999).

The pattern of funding sources, however, was also dramatically changed over this period, and the
time-path of these changesis of particular interest. Faced with fiscal “meltdown”, the Finnish
national government reduced its contributions to the municipalities for heath care but permitted
them in turn to raise user charges to patients — which they did (Klavus and Hakkinen, 1998).
From 1989 to the trough of the recession, state contributions fell from 37.2% to 31.7% of total
health expenditure, and the out-of-pocket share rose from 12.6% to 20.1% (Table 1). In effect
each level of government passed part of its fiscal problems on to others.

But as the economy began to recover, the national government share kept on falling. At the
trough, the national government covered 16.8% of national health spending from tax revenue,
and borrowed to support another 14.9%. Four years later, in 1997, real per capita GDP had
recovered to and exceeded its 1989 level, and the deficit had been almost wholly eliminated. But
the share of (now increased) health spending financed by the national government had fallen to
20.7% —just over half its 1990 level. The biggest drop occurred after the recession — during the
recovery. Thisfall of ten percentage pointsin four years was made up by a corresponding
increase in the shares from both local taxes and SI premiums — 46.6% to 55.3% — there was no
further increase in the private share.

The increase in the private share between 1990 and 1993 would be expected to reduce
significantly the progressivity of the overall funding system — and it did. Klavus and Hakkinen
(1998) estimate a decrease in the Kakwani index of progressivity (Wagstaff et a., 1999;
Kakwani, 1977) from .024 to .005 — from mild progressivity to virtual proportionality — between
1990 and 1994. But the subsequent shift in financing sources from national to local taxes and S|
might have reversed part of this change, as these sources are estimated to be more progressive, in
Finland, than the national tax system with its high proportion of indirect taxes.*®

This did not happen, because each of the public revenue sources became markedly less
progressive/more regressive after 1994. Overall, the Finnish health care financing system was
regressive by 1997, and indeed had moved more rapidly in that direction during the recovery
than it did during the economic crisis. (The Kakwani index fell from .005 to -.039 (Table 2)).

'3 The regressive effect of the increase in private funding was somewhat mitigated by the elimination of the tax
expenditure subsidy (TES) for private health care paymentsin 1992 (Klavus and Hakkinen, 1998). Whilein general
ashift from TF to UC financing increases the overall regressivity of afinancing system, the “covert” form of TF
embodied in a TES (see section 5A below) tends to be itself highly regressive.



Between 1990 and 1996, Finland went from having the most progressive financing system in the
Nordic countries, to what appears in Figure 4 as the most regressive.'®

Faced with fiscal crisis, Finnish national and municipal governments acted to shrink expenditure
on health careand to place alarger share of the costs on users. But they also chose, during the
recovery, to shift more of the burden of public payment onto those with lower incomes. These
were political choices. Thefiscal crisis clearly forced the national government to make very
unpleasant sacrifices, and the health care system could only have been protected — if a dl — at
the cost of even more severe dislocations elsewhere. And the national government passed some
of those diffiicult choices to the municipalities. But there was room for discretion as to how the
burden of the necessary fiscal adjustments would be distributed across the population. And there
was certainly room for discretion after the crisis passed.'” All three policy shifts — cutting health
spending, increasing private payment, and increasing the regressivity of revenue sources — placed
the burden of adjustment disproportionately on the less healthy and the less wealthy.

Like Finland, Canada entered a major recession at the end of the 1980s. GDP (real, per capita)
fell, and government deficits ballooned. The immediate crisis was much less severe than in
Finland, but came after a decade of slow growth, continuing government deficits, and steadily
rising public debt. The Canadian economy had never fully recovered from the recession of the
early 1980s, and government fiscal positions were till very weak when the new crisis hit.

Amid rumours of provincia bankruptcies and talk of “IMF takeover”, the federal and provincial
governments introduced major spending cuts, including cuts to the TF components of health care
and especially to hospitals. The federal government significantly reduced its contributions to the
provinces, asin Finland. But in Canada the federal “prohibition” on provincia imposition of user
charges was not removed, so that provincial governments were not able to transfer some part of
their fiscal problems onto patients.*®

The hedlth expenditure share of GDP, which had jumped from 8.6% to 10.0% between 1989 and
1992, fell back to 8.9% by 1997 (Canada, Canadian Institute for Health Information, 1999).
Public spending (per capita, nominal) on all forms of health care was virtually unchanged
between 1992 and 1997. But while governments reduced their spending on hospitals and
physicians services, they continued to provide full comprehensive first-dollar coverage for these
services, without charges to users.'

16 Hakkinen's calculations, however, are for 1996, much more recent than those reported in Wagstaff et al. (1999),
and the other Nordic systems may well have become more regressive during this period.

7 Klavus and Hakkinen (1998), writing in 1996, take a relatively sanguine view of Finland’s weathering of avery
severe crisis, observing that the shift from progressivity to proportionality in 1994 was explicable solely by changes
in the financing structure, and that the individual revenue sources themselves actually became slightly more
progressive. Thisview now seems premature.

18 Canadian provinces are not, however, analogous to county or municipal governmentsin the Nordic countries.
Constitutionally they share sovereignty with the federal government, having shared or exclusive jurisdiction in a
wide range of areas, including health. The federal government thus has no authority to require or forbid any
provincia action in this field, though it can and does use financial inducements with considerable effect.

19 There has been some transfer of costs from public to private budgets. The shortening of hospital stays, and the
shifting of patients from acute inpatient care to day surgery, long-term care, and home care has exposed patientsto a
number of different forms of user charges as well as increasing non-monetary costs. Some provincial governments
have increased user fees for those forms of care which they cover (variably and partially) outside the federal -
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In the sectors not covered by the universal public plans, however, costs — both prices and
guantities — continued to rise. The escalation of pharmaceutical costs has been especially rapid.
Effective cost containment in the TF sectors alone led to differing sectoral growth rates, such that
the private share of health spending rose sharply from 25.8% in 1992 to 30.6% in 1997. This
will have increased the overal regressivity of health care funding in Canada; an increasein
spending on drugs has a so contributed to the increased regressivity in Finland. The private
share of health spending remains much higher in Canada; it began the 1990s about twice as high
and by 1997 was till about fifty percent higher than in Finland.

Nor isthe story over. The constraints on public budgets have re-energized the advocates of more
private funding for hospital and physicians' care, both providers seeking greater income
opportunities and wealthier citizens seeking to improve their own access to care while
transferring more of the payment burden down the income spectrum. The federal and most
provincia governments have regained fiscal health, and increased funding is again flowing to the
public system, but the conflict over funding sources has never been more intense. Claims of
shortages play a central role in this conflict, even though the period of budgetary cutsin the
public sector was accompanied by significant increases in productivity — asit wasin Finland as
well.

It isat least possible that the rapid distributional changes seen in Finland might occur in Canada
over the longer term. Experience in both countries suggests that the “ aftershocks’ of fiscal crisis
and of cutsto TF health care may create even greater opportunities for regressive shiftsin the
financing structure than does the crisisitself. There is no question but that the period of crisis and
cuts is being used opportunistically by economic interests in and outside Canada to advance a
broader regressive agenda.®’

B. Who Gets — and When?

The experience of TF systems over the last decade underlines the continuing tension that they
embody between the economic interests of the healthy and wealthy on the one hand, and those of
the unhealthy and unwealthy on the other. Even proportionate or mildly regressive TF systems
redistribute substantial sums, because the experience of illness and therefore the use of services
(in the absence of financia barriers) is so much more regressive. Pressures for more private
funding, for a shift of financing mix from TF to UC, with or without private insurance, are

provincial programs — drugs, long-term care, and eyeglasses and appliances. And physicians have been searching
more energetically for ways to charge patients for “enhanced” non-insured services. So far, these amounts are
small. But it isworth noting that wherever they may do so without a reduction in federal grants, provincial
governments in Canada have behaved as the Finnish municipalities did — shifting costs from taxpayers to users of
care.

% Opponents of the TF system are focusing their attack on two points, the federal fiscal penalties for provincial
governments that permit user charges for publicly insured services, and the legal prohibition on private insurance for
these services. Thetwo are obviously linked —without user charges there is nothing to insure, and without insurance
the scope of user charges will always be limited. But with both, there would be nothing to stop arapid drift toward a
US-style mixed funding system — with substantial covert TF, see sectiom 5A below —and a substantial redistribution
of costs, incomes and access to care.

11



therefore a permanent feature of any TF system. The arguments change little over the decades,
and the underlying economic interests change not at al.**

TF systems seem to be particularly vulnerable to these pressures, however, in times of general
fiscal crisis. It isnot difficult to understand why, when general incomes are falling, citizens
should be resistant to more taxation and governments should therefore respond by imposing
tighter controls on public spending. including health spending. But why these cuts should be
associated with a shift in the redistributional compromise, more intense and more or less
successful efforts to transfer the burden of payment both down the income distribution, and from
the healthy to the sick, is not so obvious. The answer may be found in exploring the next two
distributional questions — Who Gets? and Who Gets Paid?

In principle, TF and Sl systems both answer the former question: “Those who need care, get it —
what they need, when they need it”. Ability to pay isthe basis for determining individuals
contributions to the financing of health care, but not their entitlementsto receiveit. “Need” for
careis, however, typicaly defined implicitly, as whatever a qualified practitioner chooses to
offer and a patient to accept. (“Ability to pay” by contrast, has a concrete expression in specific
revenue-raising measures.) And the stability of the political coalition supporting the financing
compromise, particularly in TF systems, depends upon the credibility of this public commitment
to “meet needs’ thus defined.

The wedlthy will aways be better off (in strictly economic terms) in a system with more private
financing. They have the resources to meet their own needs, and the less they have to contribute
to support that of others, the better. The unhealthy and unwealthy can be counted on to oppose
private financing, which confronts them with either very heavy financial burdens or some degree
of exclusion from care. What is critical is the attitude of the broad middle group of the
population, for whom the price of socia solidarity — the discrepancy between what they pay and
what they get — is on average much less than for the wealthy. For many it will turn out to be
negative — the insurance motive is for them aso very redl.

But the TF system must (be perceived to) meet their needs. If peoplein the middie band of the
income distribution begin to fed that the public TF system is no longer providing them with
access to high-quality care, they will begin to look elsewhere. In “two-tier” TF systems such as
the United Kingdom or Australia, coverage in the public system is universal, but patients who
have the necessary resources can offer private payments for care that is more timely, convenient,
or perceived to be of higher quality.

Doctors who “work both sides of the street” practising both in the public system and privately,
can then manipulate waiting times and patient perceptions of quality so as to encourage these
private payments. The opportunities for enhanced incomes through private charges can

% The arguments for increasing UC and PI are typically separated from those for reducing TF. Private financing is
put forward as away to expand system capacity, and provide more “desperately needed” health care. Yet the
individuals and organizations putting forward these arguments tend to be the same as those who advocate lower
taxes and “smaller government”. How this could be achieved without cutting public spending on the largest single
component of public budgets, is not made clear. In practice, when governments have been forced by fiscal crisisto
cut public spending, they have cut health care.
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progressively undermine access in the public system, as appears to have happened for
ophthalmologic and orthopaedic surgery in the U.K (Robinson, 1999 p. 67). The higher returns
in private practice lead surgeons to limit both the time and the effort they commit to meeting
their obligations in the public system, thus increasing the pressure on patients to offer private
payment.

But even if practitioners are not able to work in both systems, private paymentsin the form of
user charges within the TF system may serve to reallocate access to care when supply is
(perceived to be) inadequate. Since such charges primarily deter those with lower incomes, they
improve access for those most able to pay.? If user charges also draw in additional funds to
support increased supply — “to meet needs’, as commonly claimed — they do so in amuch more
regressive way than would an increase in either TF or Sl funding.?®

For those with the necessary resources, any form of partial out-of-pocket payment in a
predominantly TF system purchases preferred access to a service primarily paid from the taxes of
others. So long as adequate access is perceived to be available for all, few are likely to be
willing to pay for preference. But if a significant proportion of the population come to believe
that the care provided through the TF system is inadequate or inaccessible and that their hedlthis
being put at risk, the political support for private funding could build quite rapidly. Fearsthat
“The (public) system will not be there when | or my family need it” become a very powerful
reinforcement to the permanent economic interests favouring the expansion of private payment.

Such concerns, justified or not. readily arise when public financing for health care is being cut.
The public perception is that whatever level of servicing was previously provided, must have
been needed, and that less money must mean fewer and/or poorer quality services. OECD
countries maintain modern health care systems, and high levels of hedlth in their populations, at
very different levels of expenditure. Analyses of cutsin hospital funding and capacity in
particular have shown little or no detectable effect on patient throughput, let alone outcome. But
these observations have no effect on public anxiety (Roos, 2000).

C. Who Gets Paid — and How Much?

Asthe identity in Figure 1 emphasizes, the aggregate of incomes earned from the health care
system is exactly equal to total health care expenditures. When health spending (PxQ) is cut, so
are incomes (WxZ). Jobs are lost, and/or rates of reimbursement (wages, profits, and other
forms of income) fall. Thiswill be true regardless of whether such cuts have amassive or a
negligible impact on either servicing levels or patients' health. Thus, all those who draw their
incomes from the health system, whether as wages and salaries, as professional fees, or as
shareholder profits from corporate enterprises, have no economic interest in doing “more with

%2 Despite the routine assumption of many economists, thereisin fact no evidence to support the presumption that
user charges lead to lower overall system costs. In fact depending upon their form, they may very well lead to
increased costs through higher overall prices. But that isnot at all to say that patients do not respond to such
charges. They do, and those with lowest incomes are most likely to be deterred (Newhouse 1993, see also Barer et
al., 1998).

% In countries where there is simply no capacity to mobilize tax revenues, informal payments occur regardless of
policy. Under these circumstances there might be a rationale for explicit private payments (see Lewis and Mills &
Bennett this volume); where TF is impossible some forms of UC might be preferable to others.
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less’. To the contrary, they have a direct economic interest in insisting that “Only moreis
more”.

The identity of expenditure and income explains why claims of “underfunding”, sectoral or
system-wide, are amagjor part of the continuing political theatre of all health care systems. They
may be more intense, and are certainly more focused, in TF systems because they serve as the
primary tool for extracting more funding from public payment agencies. Funds so extracted may
be used either to enhance services or to increase rates of remuneration for those who produce the
services, toraise Z and Q, or W and P, athough the public clams will aways focus on Q, on
alleged needs for more and better services.

To identify underfunding claims as “political theatre” isnot to imply that the level of resources
available to the health care system does not matter. Clearly it does — health services do
contribute, very importantly, to health, and the production of those services Q requires real
inputs Z, whose owners must be paid for their use. But allegations of underfunding, coming
from those who are or hope to be paid for their services, bear no discernible relation to the
adequacy or effectiveness of a health care system, and certainly not to its level of funding. They
are pressed as energetically in Canada, for example, as in the United Kingdom, and always have
been, even though health spending per capita (converted to USD using all-economy purchasing
power parities) is over fifty percent higher in Canada ($2175 compared with $1391, OECD,
1999). If the allegations were not income-driven, one might expect concerns about the
effectiveness or appropriateness of the care being provided, or the efficiency of its production, to
be pressed with equal vigour. They are not.

The relative parsimony of the UK National Health Service might lead one to expect that there, if
anywhere, underfunding claims could be validated. But attempts to determine if the NHSis
underfunded have led only to the conclusion that there is no satisfactory answer (Dixon et a.,
1997). Conclusions may be reached and acted upon at the political level —in both the United
Kingdom and Canada there seems now to be a consensus that the health care system is seriousy
underfunded (albeit at very different funding levels!). But this has more to do, in both cases,
with the success of the political theatre staged to manipulate public opinion (Maynard, 1996).

In “normal” economic times, when rates of economic growth generate sufficient tax revenue to
support a continuing increase in funding in the TF health care sector, the “underfunding” claims
emerge from a background of broad system support. The attitude in a number of TF countries
seems to have been: “Thisis agreat system — maybe the best in the world — but it needs more
money to meet still unmet needs, and to keep up with new technology, and population ageing
and...” Moremoney is essential to maintain the excellence achieved.

But when funding levels are actually being cut, and people are losing jobs as well as suffering
reduced wages and profits, the tone of the underfunding claims shifts dramatically. The
“continual, deafening chorus of complaint” that Enoch Powell, aformer Minister of Health in the
United Kingdom, described as “riging] day and night from every part of [the National Health
Service]” (Powell, 1976, p. 16) grows in volume and shifts to focus on lengthening waiting lists
and increasing numbers of horror stories. The whole TF system is aleged to be in danger of
collapse.
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Whatever the actual state of affairs, the experience of expenditure/income cutsin a major sector
such as hospitals can leads to “medical terrorism”. Feeding public fearsis, however, atwo-
edged sword. It puts pressure on governments to supply more public funding. But it also
encourages patients to look for private payment options. |If inadequately funded TF isredly
collapsing under the weight of escalating demand or need, increasing numbers of patients will
react with “Mefirst! I’ ve got the money!”

There is an unfortunate asymmetry between the political theatre of TF and that of private care.
Those whose work is paid by TF must negotiate for more funding primarily by emphasizing
publicly the inadequacies of the health care system, whatever they may say in private. Those
funded by private payments, by contrast, attract more funding by aleging the excellence of their
work — essentiadly advertising. Private providers must puff their products; public providers must
denigrate theirs. So long as funding is flowing steadily into the public system, this “denigration”
ismore likely to take the form of emphasizing how much better the system could be, if it only
had more money. But when funding is shrinking, the public claims shift from marketing hope to
marketing fear — a process that may undermine the TF system itself.

Nor are provider responses limited to negative publicity. Various forms of “job action”, delays
and limitations on access, up to and including full-blown strikes, are used by both unions and
professional associationsin both TF and SI systems to inconvenience and frighten patients, and
SO put pressure on governments to increase funding. But in the process, such activities may aso
generate public support for private funding aternativesto TF. Freed from the constraints of
public sector bargaining, some providers would then be able to charge higher fees and expand
servicing opportunities in the private sector — serving those able to pay.*

The distributiona dynamics of both incomes and access to care, in times of fiscal crisis, are well
illustrated by the recent Canadian experience. Actual funding cuts have led to increasing public
unease as to system adequacy (“Who Gets?’), strongly encouraged by intense criticism from
those who have lost jobs and incomes (“Who Gets Paid?’). These reinforce the arguments of
those economic interests permanently arrayed against TF under the heading “Who Pays?’.>® The
result has been a precipitous drop in public satisfaction with the health care system, and an
amost universa sense of “crisis’ -- among the genera public. Those who have actually used the
system continue to report relatively high satisfaction levels, and hospital use and outcome data
show no deterioration (Roos, 2000).

This process seems quite adequate to explain a genera tendency for TF systems to shift more
toward private payment in times of fiscal crisis. What is less clear is whether they might later
move back when the fiscal situation improves?

2 private markets also withhol ds services from those unwilling or unable to pay what providers demand, asin the
U.S. health care system. But the withholding is limited to a small (though growing) proportion of the population
who have neither insurance nor personal resources — nor significant political influence. Currently, about 45 million
Americans are estimated to be uninsured; the number may increase to 60 million -- over 20% of the population -- by
2008 (Iglehart, 2000). In TF or Sl systems provider “job actions’ affects all or most of the population, and thus
have greater political effect.

% An exogenous factor has been the control of most of Canada' s newspapers, over this period, by asingleindividual
of extreme right-wing views who quite openly used his position to try to influence public opinion against public
programs, taxes, and government activities in general. But such media biasis not unique to Canada.
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User charges introduced within a public system can later be removed if the ideological balance
shifts and fiscal circumstances permit. But the establishment of private markets for care, outside
the TF system (and particularly if supported by private insurance) may be a one-way street.
Supplier interests thus established are much more difficult to displace. Where such markets
exigt, their participants — both those who pay and those who get paid — make up concentrated,
self-aware, well-organized and well-resourced interest groups. Moreover the patients of private
care tend in every country to be disproportionately members of the political and business dlites,
who after al have the money as well as the political influence.

4. Under standing the Interestsin the Link between “Who Pays?” and “Who Gets
Paid?”

This political redlity points to the parallel between the economic interests of the healthy and
wealthy, and those of a subset of providers. Private markets not only place a heavier share of the
financing burden on those at lower incomes, they also increase total expenditure on health care,
and thus the incomes generated from its provision. Sl systems show a more intermediate
position, providing greater leverage for public regulation than private markets, but less direct
cost control than that available through public budgets.

The two OECD countries relying most heavily on private financing, the United States and
Switzerland, had in 1998 the most and third most expensive health care systems, absorbing

14.0% and 10.2% of their nations' GDP, respectively (Anderson et a., 2000).?° The US ratio has
been relatively stable since 1992; the Swiss has risen steadily since 1960 to reach its present

level. The German and French Sl systems currently occupy the second and fourth rungs of this
ladder, at 10.6% and 9.6% (ibid.). But there is some overlap — Canada at 9.3% outspends a
cluster of Sl and TF countries at about 8.5%.%

Y et little or no evidence exists to show alink, at least among relatively wealthy countries,
between health spending and health status.?® There is no basis for the common, often implicit,
assumption that increased spending is necessarily associated with increased levels of effective
health care, appropriately provided, and thus to improved health outcomes. Indeed insofar as
expenditure differences reflect differences in prices charged rather than volume or quality of
services — the P rather than the Q in the identity — one would not expect such alink. Higher
prices yield higher incomes in the health sector, or reflect lesser efficiency in the production of

% This refers to a subset of the current OECD membership (see note 14 supra.); some of the more recent entrants
have lower expenditures and higher private shares.

%" Canada' s continuing relatively high ranking is related to the fact that it has arelatively high proportion of private
spending, even though public coverage for acute care hospitals and physicians' servicesis nearly 100%. If between
1992 and 1999 private sector expenditures in Canada had risen only at the same rate as those in the public sector
(15.1%), rather than the actual 44.8% (Canada, Canadian Institute for Health Information, 1999), Canadawould now
also be spending about 8.6% of its GDP on health care.

% Anderson et al. (2000) address specifically the question of whether people of the United States receiver any
additional health benefit from spending more than twice as much, per capita, as the citizens of any other developed
nation. They conclude that “...Americans may, on average, enjoy better results from their health care system than
do residents of other countries whose health spending per capitaislower.” But they emphasize the very limited and
fragmentary nature of the data on comparative outcomes, and the ambiguity of such data as exists. Most of the large
difference in spending between the USA and all other countries can in fact be traceable to higher prices, reflecting
lower efficiency (especialy in the payment system) and higher (relative) provider incomes.

16



care. Since the definition, let aone the measurement, of benefit from health spending in
different national systemsis so problematic, in contrast to the clear and exact accounting link
between spending and incomes, we focus here on the latter.

These expenditure rankings have changed over time, and surely will again. While some TF
systems — the United Kingdom in particular — have aways been relatively inexpensive, others
such as Canada and Sweden have in the past been at or near the top of the rankings for extended
periods. Each country hasits own institutional history, and aformal statistical analysisis as
likely to be misleading as helpful. What the OECD experience suggests, however, isthat TF
systems do provide more public control over health spending, both in short-term crisis and when
long-term priorities change. How that control is exercised depends upon political considerations
specific to time and place.

Finland provides a particularly dramatic example of response to acute economic and fiscal crisis,
with amassive slash in spending in one year. In Canada, spending in the TF sectors went down
markedly between 1992 and 1997 while continuing to climb in the private sector. I1n both
countries, the cuts brought the ratio of spending to GDP back closeto its pre-crisis level.

Throughout the (then) OECD world, however, there was after the mid-1970s a shift in public
priorities toward increasing cost control in health care. More limited economic prospects, plus
increasing scepticism about the benefits of ever-expanding spending, were combined with
widespread recognition of Wildavsky’s (1977) Law of Medical Money (“costs will increase to
the level of available funds. . . that level must be limited to keep costs down”). Various
administrative mechanisms were introduced through which to apply countervailing public
authority (Abel-Smith 1992; Abel-Smith and Mossialos 1994), sufficiently similar asto be
labelled (White, 1995) “the international standard”. These mechanisms brought about a
significant and quite rapid reduction in the growth of health spending in most OECD countries.?®

TF systems seem to have had the greater success — as indicated by the current national rankings.
Severa countries have since 1990 actually lowered the share of GDP going to hedlth care
(Anderson and Poullier, 1999), and all are TF countries. In addition to Finland and Canada, this
ratio fell in Denmark, Ireland, Norway, and Italy. Sweden’sratio peaked at 9.6% in 1982; four
years later it was 8.7% and has remained there. Historically, Germany provides aleading
example of cost control inan Sl system. Very rapid cost escalation was brought sharply under
control through regulatory legidation in the mid- 1970s. But Germany in the 1990s is another
story.

TF systems are clearly not consistently less costly than others; during the 1970s several such
systems were among the most costly in the OECD. Rather they appear more responsive to

public priorities— at least as filtered through the national political system —when these require
cost control or reduction. (When more is to be spent, any health care system will oblige!) TF
combines in one authority both the incentive and the capacity to contain costs, to a greater degree
that is possible in any of the other financing mechanisms.

% See esp. Exhibit 4 in Anderson et al. (2000) covering twenty-three OECD countries (and note 14 supra.).
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This control, however, comes at a politica price in both public dissatisfaction and intensified
provider criticism. Thereis aways pressure from “those who get paid” for continually
expanding system costs; when these interest groups are able to attract broad public support they
are difficult to resist. Severefiscal crises both motivate governments to impose the tighter
controls that TF makes possible, and enable them to mobilize the necessary public acceptance —
for atime. But severe constraints exact a further pricein erosion of public support for TF itself,
and the spread of more regressive private financing both within and alongside the TF system.
The redistributional compromise is never permanently settled, and in times of strainit is
reopened.

Cross-national surveys suggest that public satisfaction may be related to absolute levels of
spending for health care, though the evidence is mixed.*® But there is no doubt that, whatever
the amount spent, any reduction or even cessation of growth leads to political difficulties and
efforts to open up other sources of finance. It would appear that “adequate” funding for health
careis %(lefined, at least by providers, in terms not of any finite level of spending but of the rate of
change.

TF thus provides those who are paid for health care, a share of national income that is not only
smaller than in other systems, but is potentially more vulnerable to changes in political priorities.
Their responses include not only continuing pressures to maintain the flow of TF financing, but
also efforts to modify the financing structure itself so asto make it less sengitive to shifting
priorities.

One suggestion periodically brought forward is *hypothecation” -- the dedication of revenues
from a particular tax or basket of taxes, solely for the purpose of funding health care. The intent
isto assure the health care system a stable and growing revenue base outside political control.
But the advantages of hypothecation seem to be more apparent than real.

Cosmetic hypothecation, describing a particular tax as a “health tax”, might have political
advantages in reducing taxpayer resistance, insofar as spending on health care seemsto be
popular in all countries. But if the designated taxes (or “premiums’) go into genera revenue,
then the label means nothing. Segregating the revenues in a specia fund to pay for hedlth careis
equally meaningless, if shortfalls (surpluses) are made up from (absorbed into) general revenue.
Real hypothecation requires that revenues from the dedicated taxes actually determine health
expenditures, or more accurately that spending and tax rate decision are made so as to equate the
two.

% The ten-country survey reported by Blendon et al. (1990) showed an almost linear relation between reported
satisfaction levels and spending per capita, with the outstanding exception of the United States where spending was
highest and satisfaction lowest. But subsequent results for five countries (Donelan et al., 1999) show a very clear
relation between plummeting satisfaction levels and funding cuts, with relatively high satisfaction in the United
Kingdom where funding was by far the lowest but seemed poised to increase.

3 Even in the United States, where health spending reached 14% of national income in 1992, the subsequent
stabilization at that level has been associated with widespread dissatisfaction. But because the limitations on access
have been imposed only on a portion of the population — those in “managed care’ programs and the increasing
numbers with no insurance at all —the political impact has been limited, Private systems fragment and diffuse public
unhappiness, providing it no focus or point of leverage.
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The tax source would thus have to be large, stable, and growing in line with national income
(preferably faster). Yet thisis exactly the sort of revenue source that no government would want
to give up. The arguments for hypothecation within the general revenue base seem to point more
strongly towards S| financing outside government general revenue,® and indeed Sl systems do
seem on balance, to offer providers the benefit of greater expenditure (Normand & Busse, this
volume). (Sl aso offers the possibility of significantly enhanced regressivity of financing, if that
is part of the objective.)

But governments cannot, in reality, escape ultimate accountability for the use of public funds,

whatever label be put on the taxes. Hence the popularity, among providers, of supplementary
private finance as a “ safety valve” through which they can draw in additional funds to protect

their incomes against “underfunding” through TF. “Those who get paid” are not, however, a
homogeneous group in this respect. Some see much greater potential opportunitiesin private
markets; others quite rightly fear erosion of TF as athreat to their jobs and incomes. Private

financing may generate higher expenditures/incomes overall, but the rising tide does not lift all
boats.

Private insurers, and all who make their livings from the multitude of administrative functions
that this requires, are the most obvious beneficiaries from increases in private financing. The
high administrative overheads associated with private coverage are the sales revenue of this
industry, and the source of its wages and profits. In TF systems, more administratively efficient,
these costs and corresponding income opportunities do not exist.*®

The growth of large “managed care” companiesin the United States, now becoming increasingly
active internationally, has added another entire layer of administration and costs/sales, over and
above the costs associated with insurance per se. But they require a private system to manage; to
develop markets they must restrict or roll back the extent of TF. (Covert TF (see next section) is,
however, very much to their advantage.)

But to the extent that TF systems have, through monopsonistic bargaining, held down provider
fees and prices, one finds corresponding pressure from care providers to open up private

% Indeed an S| system isin fact aform of hypothecated tax.

% For a private insurer, the difference between premiums received and claims paid is recorded as “ prepayment and
administrative expense” (PPA); in Canadafor example these amount to about 15% of premium revenue compared to
administrative costs in the TF system of about 2%-3%. (The proportion of premium revenue paid out as claimsis
known by private insurers as the “loss ratio”, which isto be kept as low as possible. This nesatly inverts one of the
criteriafor agood public system, that it keep down the outlays for overhead expense.)

System-wide administrative costs are included in the OECD database, but these are unfortunately too incomplete to
be very helpful. (They do, however, suggest the costliness of having a multiplicity of insurers; the share of total
health expenditures spent on PPA reported for Germany — 6.5% - 7% — is over four times that of France, and even
exceeds the reported US share). 1n any case, PPA represents only a part of the cost of private coverage; there are
also extra administrative costs for providersif they must negotiate with numerous insurers providing highly variable
and shifting coverage. The United States furnishes the extreme case, with over a hundred billion dollars, at least ten
percent of al health care expenditure, devoted to the excess costs (relative to the TF system in Canada) generated by
private insurance (Himmelstein and Woolhandler, 1986; Himmelstein et al., 1996). Yet Pl covers only about one-
third of total health expenditures, and the US TF Medicare system is administratively highly efficient. The intense
(and successful) opposition of the Pl industry to national health insurance is not difficult to understand.
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financing channels.** On the other hand, unionized workersin hospitals and long term care
facilities care for many people who could not afford to pay significant amounts privately or
purchase private insurance. A shift to increased private financing, especialy if combined with
more private delivery, might well threaten both their wage rates and their jobs. These groups
tend correspondingly to be strong advocates for the preservation of TF — but with more money.

Indeed even those who would profit from more private financing, have little interest in afully-
privatized system. As noted at the outset, in a modern health care system fully individually-
financed care isimpossible, and commercia insurance cannot profitably be provided to those
with the greatest needs and least resources. The maximum profit opportunities are thus provided
in a system with privately financed care for those who can afford it, and public financing for
those who cannot.

At this point, the economic interests of private providers and of the “healthy and wealthy”
converge. Sl systems permitting or requiring this public/private partition (Germany and the
Netherlands) are aso highly regressive, and those who pay privately receive “ better (perceived)
quality” care. The weathy cannot opt out of TF systems, but they may as in the United
Kingdom be able to buy services privately, again in the expectation of “better quality”, and
certainly more timely, care than is available in the (quite inexpensive) TF system. Private
insurance coverage in the United Kingdom (both individually purchased and employer-provided)
is highly correlated with income. Among the top decile of the population, 40% have private
insurance, contrasted with less than 5% among the bottom four deciles (Emmerson et al., 2000,
p. 27).

Both approaches thus combine “universal” coverage with preferred access to care through
private markets for the better-off, and offer significant extraincome opportunities for those who
serve them. The mgjor difference is that in Germany and the Netherlands the structure of the S|
system also generates a more regressive distribution of payment burden. On the other hand by
keeping public expenditures quite low the United Kingdom moderates the amount of money
actually redistributed by its relatively progressive financing system (van Doordlaer et a., 1999).

Substantial increases in out-of-pocket charges within the U.K. NHS itself (Emmerson et al.,
ibid.) have shifted the financing mix in a more regressive direction, raising the share paid by
patients and lowering that of taxpayers. As noted above, however, insofar as they have a greater
deterrent effect on those with lower incomes they will also improve access for the better-off to
the NHS itself.

On the other hand the nominally “private” US system has extensive TF programs for the elderly
and the poor — the unhealthy and unwealthy — but preserves a highly regressive financing system
for the general population. Without the (quite progressively financed) TF programs, it is hard to

3 Perhaps the clearest example of this was the response of the pharmaceutical industry to the cost control measures
introduced in Germany in 1993 (Henke et al., 1994). Public expenditures for pharmaceuticals that exceeded a pre-
set target were charges back to the prescribing physicians (collectively). Prescribing costs shrank immediately and
dramatically. Theindustry responded by, inter alia, advocating dropping the policy and instead increasing user
chargesto patients. Presumably they anticipated that costs would thus not be controlled, only shifted, and their sales
revenues and profits would not be threatened.
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see how the remarkable scale of the US system could possibly be sustained. A great many
incomes, some of them very large, depend upon the continuation of TF in US health care.

Thereisthus asort of “dual aliance’ in support of private markets within a collectively funded
health care system. TF or S| assures that those who cannot pay will be paid for, thus also
assuring a solid economic base of incomes for those who get paid.* But limitationsin the
universal system, on who or what is covered, or when, leave openings for private marketsin
which (some) providers can offer preferred access or quality of care, on highly profitable terms,
for those who can afford it. Providers escape the earnings constraints of a public payment
system; their well-off patients escape the burden of paying to support for others, a standard of
care similar to their own.

Even better (for these two groups) would be universal private insurance (without state regulation
or co-ordination). The financing structure would be as regressive as out-of-pocket payment,
while provider revenues would be constrained neither by the individual patient’s ability to pay,
nor by effective collective control.* A fully private insurance market could offer awide range
of insurance “products’ at different prices, giving access to different grades of care.®” But
fundamental insurance principles make universal coverage impossible in a purely private,
competitive insurance market.

Commercial insurers are in business to make a profit, not to provide accessto care. Ina
competitive market their profitability and ultimately their survival depend on accurately

assessing the relative risk status of customers and setting their premiums accordingly. This
process — normal underwriting — leads to a progressive convergence of premium charges towards
expected risk. Accordingly, if the market is operating efficiently, the healthiest people will be
offered coverage on the most favourable terms. The “bad risks’, those with greatest needs for
care, will be charged the highest premium if they can buy coverage at al. Those with

insufficient resources will smply be priced out of the market (as with any other privately
marketed commaodity). Universal Pl in aworld where individuals health needs and financial
resources are highly diverse (and negatively correlated) is alogical impossibility.

% Universal access also lends moral and political legitimacy to the financing system as awhole.

% A textbook example of the provider interest in private care was given by “National Economic Research
Associates’ (NERA) in a study funded by an industry lobby group, Pharmaceutical Partners for Better Health Care
(Hoffmeyer and McCarthy, 1994). They concluded that the only two health systemsin the world in which
“needs/demands’ for health care were met (in 1990) were the United States and Switzerland! The recommendation
was that TF systems, and particularly the UK National Health Service, be restructured so as to rely much more on
private financing, presumably with the expectation that this would lead to substantially higher expenditures (on
pharmaceuticals in particular).

Curiously, however, in 1990 a number of other countries were spending more than Switzerland on health care. And
the study projected that by 2000 even the USA, despite still spending far more than any other country, would no
longer be meeting its' citizens' needs. Only Switzerland would still meet the test. It would appear that “meeting
needs’ was defined not by the level of care provided, or even by the expense, but by the extent of private funding,
and thus of opportunities for private providers.

37 This appears to be happening in the USA, where an increasing proportion of the privately insured population are
covered by “managed care” plans limiting their choivce of provider and range of services covered. Satisfaction
levels are considerable lower than in the traditional unrestricted “indemnity” plans now available only toward the
top of the income scale (Donelan et al., 1999).
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Unless...
5. Covert Tax Finance
A. Tax-Expenditure Subsidies

Governments have a number of mechanisms, both fiscal and regulatory, by which to influence
patterns of economic activity. Tax financing for health care involves raising revenues through
various compulsory contribution to state revenues, and then using those revenues either to
provide or to pay for health care. But public authorities may also use the taxing power to exert
influence more indirectly, by offering relief from taxes that would otherwise be owed.

Private expenditures on favoured activities may be deducted from taxable income, or credited in
whole or part against other tax liabilities. Students of public finance refer to these as “tax-
expenditure subsidies’ (TES) to reflect the fact that tax concessions are as real atransfer from
government to private resources as are direct subsidies. They have the same impact on the
overal government budget, and presumably on private behaviour. These TES are often provided
for certain forms or levels of out-of-pocket medical expenses. But they are aso used, in some
countries, to promote and sustain Pl well beyond what would otherwise be possiblein a
commercia insurance market.

Governments may also extend the reach of Sl systems by paying premiums to enrol those who
have no contributory earnings, or covering shortfalls of aggregate premium revenue from genera
taxation (see Normand & Busse this volume). But these payments are direct subsidies, recorded
in the public accounts, and can (or should be) included as part of the TF component.® A TES,
by contrast, does not show up in public expenditures or as TF for health care, but rather re-
alocates tax liabilities from those who have to those who have not made expenditures in the
favoured categories.

One might refer to thisform of TF as “indirect”, except that the terms “direct” and “indirect”
already have well-established meanings with respect to taxation. The label “covert” reflects the
fact that, unlike direct financia subsidies, tax concessions do not show up in the public accounts
and are rarely open to public scrutiny and debate. Indeed their exact value may be difficult to
determine, and estimates are contestable.** While well understood by specidists, covert TF is
largely invisible to the general public and governments are not held accountable for the amounts
thus transferred, or their destinations. Presumably in consequence, covert TF istypically
regressive, often extremely so, while overt TF tends to be proportional or progressive.”’

% They would show in Figure 1as aflow from the government to the Sl box, balanced by a corresponding increase
in tax revenues.

% The amounts reported for the countries of the OECD, for example, are both incomplete and unreliable.

“0 Highly regressive but invisible subsidies to private insurance can be very resistant to change. Thirty years of
criticism of the US TES for economists of every political stripe has had no impact whatever. Proposed Canadian
legidlation, in the late 1970s, to remove the TES for private insurance was withdrawn in the face of pressure from
private insurers and providers (in particular dentists). On the other hand TES for private payments were eliminated
in Finland in 1992 (supra.) and alimited TES for private insurance was eliminated in the United Kingdom in 1997.
The key factors may be the scale and concentration of the affected private interests.
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A TESfor private health insurance can be offered by simply providing that premium payments
to approved insurers be in whole or part either deductible from taxable income, or eligible as a
credit against tax liability. But a still less transparent form links the TES to the purchase of
private insurance by employers on behalf of employee groups. The employer deducts these
premiums from taxable income, as part of employee compensation. But unlike wages, the
employer-paid premiums are not taxed as income in the hands of the employee.**

While the employer may write the cheque to the insurer, most economists take the view that
premiums are actually paid by employeesin the form of reductions in wages or other forms of
compensation.*? But they pay these premiums from their before-tax income. For employees, the
TES is equivalent to purchasing health insurance coverage from after-tax income, as any other
commodity, but then receiving a rebate from government of some proportion of the amount paid.
Unlike the TES, however, the cost of the rebate and the distribution of the benefits would be
highly visible.

The covert TF of private payments has two redistributive effects, both regressive. Insofar asit
promotes UC or Pl as a substitute for either overt TF or Sl, it shifts the overall mix of financing
sources in amore regressive direction. But the subsidy itself isaso typically highly regressive,
insofar as the effective “rebate” received by the covered individua is equal to the cost of the
coverage provided multiplied by that individual’s marginal income tax rate. Both tend to rise
with income.*

The TES for employer-paid private insurance is most significant in North America, and
especidly in the United States. But Europe also furnishes good examples of regressive TES.
Portugal permits deduction of health expenditures from taxable persona income, copayments
and payments to private doctors being fully deductible and health insurance premiums up to a
ceiling of Esc 70,0000. Since Portugal has a very high proportion of out-of-pocket payment
(nearly 40% in 1990), this TES represents a substantial amount of money (estimated at 4.8% of
direct tax revenues or between 0.2% and 0.3% of GDP) (Dixon & Mossiaos, 2000). Since the
direct tax system is aso quite progressive, these deductions will be of considerably greater value
to those with higher incomes.

In Ireland, Wagstaff et al. (1999) find that accounting for the TES reverses the apparent
progressivity of expenditures for private insurance. Although private cover is primarily bought
by the better-off, the availability of tax concessions in arelatively progressive income tax system

“ It is of course quite feasible to treat employer-paid premiums as a taxable benefit. Failure to do so is a deliberate
public policy intended to encourage the purchase of private insurance.

“2 |f 1abour compensation is viewed by the employer as a package of wages and benefits, and the size of the total
package is determined in a competitive labour market, then additional receiptsin one form will be balanced by
reductions in another. Employees pay for higher benefits through lower wages. But the wages are taxed, the
benefits are not.

3 In the USA, with arelatively progressive income tax system and Pl coverage that, though extensive, varies
considerably by income level (Kronick and Hogan, 1999), the total value of the TES rebate is very large —an
estimated $124.8 bn. in 1998, over ten percent of total health expenditures and about one third of outlays by private
insurers. It isalso very steeply regressive, being worth an estimated $2,357 per year to families with incomes over
$100,000, but only $71 to families with incomes under $15,000 (Sheils and Hogan, 1999). It isdifficult to believe
that an overt TF program of this magnitude and benefit pattern could survive public scrutiny.
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lowersits net cost at the upper end of the income distribution sufficiently to make the overall
cost distribution regressive.

The TES for private payments both illustrates, and provides a vehicle for advancing, the joint
agenda of the healthy and wealthy, and of those who draw their incomes from health care. It uses
the fiscal power of the state to offset the severe limitations that private competitive markets place
on the scope of PI in health care, and thereby both enhances the regressivity of the overall
financing system, and undermines public efforts to contain its cost (and the incomes it

generates). Accordingly one should expect to find advocacy of some form of TES associated
with proposals for expansion of private funding. Overt TF is an alternative to private finance; but
covert TF is complementary, making high levels of UC more politically acceptable and

protecting Pl against the processes of competitive “cream-skimming” and experience rating that
would otherwise severely limit its market.**

B. Regulation and Mandation

Governments may, however, preserve significant scope for Pl by various forms of regulation that
restrict the competitive strategies of private insurers, for example by requiring them to offer
“community-rated” coverage — similar premium for al who apply -- rather than “risk-rating”
individuals or groups — charging different premiums on the basis of past experience or other
correlates of risk. Since community rating fundamentally inconsistent with profit maximization,
however, Iéjrther regulation and various forms of subsidy or inter-insurer transfers are required to
sustain it.

Governments may go further, requiring al or some of their citizens to purchase private
insurance, with characteristics and on conditions dictated by the state. Compulsion may be either
directly by law (“mandation”) or indirectly by excluding certain groups from TF or Sl coverage.
Both are forms of covert TF, using state authority to encourage or compel the transfer of funds
from individuals to insurers without passing through the public budget. Governments can thus
report lower levels of both overt taxation and public spending.

Mandation has recently been introduced in Switzerland (1996) and in the province of Quebec in
Canada (1997, for pharmaceuticals only).*® In both jurisdictions residents are now required by

“4 Even with the TES, rates of private coverage in the USA have been trending downward; the ever-rising costs may
bee pricing people out of this market (Kronick and Gilmer, 1999). Public subsidies— overt TF —for private
insurance purchase are now being suggested to shoe up the Pl system., but it is estimated tht they would have to be
extremely expensive in order to have even a modest effect (Gruber and Levitt, 2000). Emmerson et a. (2000) make
arelated point (p. 31), that attempting to promote the spread of private insurance through a TES so as to “reduce the
demand on the NHS’ would be “extremely unlikely” to save more than its revenue cost.

“ The Australian government, for example, have wanted for ideological and budgetary reasons, to preserve a
voluntary Pl alongside the public system. But they also want to promote competitive markets, which force insurers
adjust their premium structures to attract only the better risks. The government responded to shrinking coverage by
requiring private insurers to offer community-rated coverage, setting off a classic “vicious circle” of dis-enrolment
by the better risks, insurer losses, premium increases, and further selective dis-enrolment. Government then
introduced public subsidies for private coverage — to preserve the private market! (see also note 44 supra). The only
other alternative is to make Pl de facto compulsory for some or al of the population — mandation.

“6 Pharmaceutical's outside hospitals are not covered by the federal-provincial health program in Canada; provinces
may provide whatever coverage, if any, they choose.
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law to purchase a basic insurance package of defined benefits, from private insurers. In both
jurisdictions the effect has been to achieve “universal” coverage while preserving (Switzerland)
or extending (Quebec) both the market for private insurance and the extreme regressivity of the
financing system — along with a steady and thus far uncontrollable escalation of total
expenditures (Minder, Schoenholzer and Amiet 2000; Morgan. 1998).%’

Mandation has thus advanced, in both jurisdictions, the agenda of the “dual aliance” above. It
yields higher levels of expenditures -- incomes for providers — and a much more regressive
financing structure than TF, while avoiding the political embarrassment of the low-income
uninsured. But cost escalation may beits Achilles heel.*® No matter how they are financed, if
health expenditures continue to rise relative to national income they will inevitably return as a
political problem.

In promoting private coverage, however, the covert forms of TF remove governments from any
direct relationship with providers of care. While committing public authority, and through the
TES public resources, they have neither explicit responsibility for costs, nor obvious mechanisms
of control or even negotiation. Any bargaining leverage over the provision of health care and its
costs through the monopsony and regulatory powers associated with overt TF vanishes from the
covert forms. It may be hard to get back.

While neither TES nor mandation of private insurance are maor features of the European
landscape, it isimportant to be aware of the implications of these forms of covert TF for the
scale and distribution of health care costs. Covert TF may become increasingly attractive to
European governments, not only for reasons of ideology or fiscal exigency, but because
international agreements, such as the Treaty of Maastricht, commit them to cutting spending and
shrinking the apparent size of government. Covert TF permits government to appear
parsimonious with public funds while subsidizing or compelling the uncontrolled expenditure of
“other people’smoney”. At the sametime they can advance aredistributive agenda that might
not be acceptable to the genera public if the process were explicit. Given the strength of the
interests involved, one should expect to see continuing, and perhaps growing, advocacy for such
policies to reinforce the trend toward more private funding in both TF and Sl systems.

*" The details matter, of course. Switzerland requires all residents to purchase a basic package of hospita and
medical benefits from private insurers that must set premiums on a community-rated basis, at levels yielding no
profit on this portion of their business. Lower income individuals receive a subsidy to support this “private’
purchase. Quebec mandates private coverage only for employee groups, many but not all previously had this
coverage. The public plan that previously covered those over 65 or on social assistance was expanded to include
“everyone else’. But thereisamajor difference. The public plan, previously entirely TF; now includes a structure
of copayments, differentiated by class of enrolee. There has been a substantial increase in the UC component of the
pharmaceutical financing mix, alesser but significant increasein Pl outlays, and alarge reduction in TF. Tota
expenditures increased.

“8 Quebec’s new program introduces no mechanisms for cost control, only the usual rhetoric about copayments
reducing “demand.” But thisis not happening, and the strong support for the new program from the pharmaceutical
industry makes clear that they, at least, fear no such effect. By contrast, they were bitterly opposed to the universal
national TF pharmaceutical insurance program recommended by the federal National Forum on Health (Canada,
National Forum on Health, 1997). Theindustry iswell aware that TF has the potential actualy to control costs; UC
and Pl do not.
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6. Conclusions

This Chapter has attempted to identify characteristic patterns of performance in TF systems,
contrasting them with systems relying more heavily on other revenue sources. But most health
care systems draw to some degree on all four sources. Policy debates focus on the effects of
shifting the balance at the margin — more or less TF or UC or Pl within a particular type of
system. Comparisons across systems serve primarily to inform debates about these within-
system shifts, though they may also be relevant to countries whose health systems are
undergoing significant transformation.

Ideally one would look for systematic differences in performance on a comprehensive range of
important dimensions. But no individual country, let alone a large and representative group,
generates sufficient information to support such a detailed characterization. This Chapter has
focused on financial comparisons, not because those are all that matter, but because that is where
(most of) the data are.

It is aso the case, unfortunately but inevitably, that the inherent conflicts of interest over
financing, in every health care system, intrude into the discussion of every other dimension of
system performance. Financia concerns distort and contaminate the analysis of all other issues,
or crowd them out entirely. Again to quote Enoch Powell (1976, p.14): "The unnerving
discovery every Minister of Health makes ... isthat the only subject he is ever destined to
discuss with the medical profession is money."

One might hypothesize, for example, that the broader range of responsibilities of governments
would lead TF systems to show more interest in the non-medical determinants of health, rather
than focusing exclusively on the one pathway of the health care system. And indeed the
exploration of socia determinants has been more advanced in the TF countries, most notably the
United Kingdom (the Black and Acheson Reports, and along and very powerful research
tradition) but also Canada, Sweden and Finland. But one would be hard put to show a
corresponding impact on resource allocation, et alone health outcomes. A cynic might say that
in TF systems the social determinants of health get attention; the health care system gets money.

Similarly in a TF system one might hope that governments, acting as representatives of the
genera population, might be much more active in promoting the identification and dissemination
of cost-effectivenessin health care. Again the United Kingdom has long been the home of
leading work on randomized clinical trias, and on cost-effectiveness analysis more generaly.

But international comparative data on outcomes of care isvery thin. The greater interest in cost-
effectiveness in the United Kingdom may be motivated more by the necessities of arelatively
tight budget, than by any predisposition in TF per se.

Any attempt to redirect funding, whether from less to more effective forms of health care or from
health care to other determinants of health, must threaten some provider incomes. The sameis
true of efforts to improve the efficiency of provision by doing more with less rather than more
with more. Accordingly any broad public concern that might predispose TF systems to address
these issues, tends to be off-set by the political costs of provoking conflicts with concentrated
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provider interests. Public spirited philosopher-kings are scarce, perhaps because they have such
short tenure.

Providersin TF systems are often said to be less responsive and accountable to their patients,
paying insufficiently attention to their concerns, let aone their convenience. Yet smilar
complaints arise in all systems, with their focus related more to how providers are funded than to
how the system isfinanced. TF or Sl systemsin which provider budgets and remuneration of
personnel are insensitive to patient choices and concerns, obviously generate little incentive for
responsiveness. The redesign of funding systems to extend the range and influence of patient
preferences is an area of world-wide concern.

The financing mix can, however, affect provider responsiveness at both the practice and the
system level. A “mixed public-private’ system may permit providersin a TF system to collect
additional payments directly from patients either formally as extra-billing or informally, “under
the table” (and untaxed). Or they may be able to operate private practices on the side, for their
better-off patients. In either case those unwilling or unable to pay more, receive less time and
attention. At the system level, responsiveness to patients can deteriorate quite sharply in TF or
Sl systemsiif dissatisfied providers adopt various pressure tactics to extract more money (see
Section 3C supra.). Inthe universal struggle over income shares, patients are hostage to both
Sides.

So we come back to the dimensions of performance for which comparative conclusions do seem
to be justified. It is quite unambiguous that (overt) TF systems are relatively progressive, and
privately financed systems highly regressive. Any shift in the mix of funding sources toward
more tax finance (private payment), increases the share of the financing burden borne by those at
higher (lower) incomes. But this redistributive effect turns out to be greatly tempered in
practice; countries making most use of TF tend to have relatively less progressive tax systems.*
Countries with the most progressive tax systems, by contrast, seem most reluctant to use them to
finance hedlth care.

More generally. within each country the mix of financing sources reflects a compromise among
conflicting economic interests that is always in debate, and shifts according to their varying
strengths. The time path of this compromise is complex, because interests that are in opposition
along one of the three axes of conflict detailed above, may be congruent along another. The
outcome depends upon their shifting coalitions.

The terms of this compromise over financing are particularly sensitive to another compromise,
over access to high quality care. In principle, a TF system provides al citizens with the same
degree of access to equivalent care, regardless of how much they contribute. This may be
broadly acceptable, and the TF system retains solid support, so long as most of the population
believe that they are receiving “al necessary care”, of high quality and in atimely manner.>

“9 Not so in the United Kingdom and Finland — but in both the progressivity of the tax system has declined
significantly.

* No real-world system can provide either access to or quality of care that is equivalent for all, nor are al “needs’
ever met. “Health is a state of inadequate diagnosis.” Public acceptance depends rather on perceptions, and on
scale. Are differencesin access acceptable and reasonable given peopl€e’ s varying circumstances, and is the quality
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Those at the top of the income distribution can always get preferred treatment at lower cost by
opting out of a collective, income-based financing system, as in Germany and the Netherlands.
TF does not permit this explicitly, but an indirect form of “opting out” may be achieved, asin the
United Kingdom, through arelatively spartan universal TF system combined with an upper tier
where better-off patients can “jump the queue” or received enhanced quality care. For them, the
extra payments are more than compensated by lower taxes, at least relative to what it might cost
to provide care of “private standard” to everyone through TF.>* TF countries such as Sweden or
Canada that have maintained a universal standard high enough to discourage private care, have
indeed found it expensive.

But if asignificant proportion of the population come to believe that they are not getting
adequate care, then the coalition supporting TF may begin to weaken. A sudden shock to the
fiscal capacity of the state, asin Finland or Canada, followed by sharp cuts in health care
funding, encourages the belief that governments are no longer capable of paying for high quality
carefor al. (Itisobvioudly intheinterest of those at the top of the income distribution to
encourage this belief, asin Canada.) “Sauve qui peut” — those who can afford to had better |ook
after themselves, or at least supplement what the TF system can pay. If not all needs can be met,
more of those in the middle of the income distribution may begin to see their interests as lying
with those at the top, not those at the bottom. Support may grow for private payment and lower
taxes — the agenda of the wealthy.

The compromise between providers and payers becomes a critical element in the generation of
public perceptions. As noted above, providers operationa definition of adequate financing
seemsto be “more’. Health care is always underfunded, no matter at what level, and only
continuing relatively rapid growth in expenditures is satisfactory. Failureto grow isafunding
crisis, and actual cuts are a catastrophe — imminent system collapse. This at least is the message
from the political theatre.®* And in a TF system, the complaints of providers are translated
directly into political pressure on governments — provider representatives have become
increasingly sophisticated at finding the pressure points of vulnerable governments.

Hence the growing concern being expressed in many countries about the “ sustainability” of TF
for health care. The common argument that countries “cannot afford” to meet growing needs for
health care through TF, and must therefore draw in other sources of finance, makes no economic
sense. A country’s ability to sustain agiven level of expenditure is not increased by moving
money through one financing pipe in Figure 1 rather than another. And a given level of care
actually costs more, not less, if financed through private insurance, because the administrative
costs are greater. The real argument runs deeper.

of care, if not always the best in the world, at least not too far short of it most of thetime? In alargely data-free
environment, these describe perceptions based on hearsay and a limited degree of personal experience rather than
established “facts’ — quite apart from whether reasonable access could ever be reduced to a “fact”.

*! This presumes that the private standard really is more expensive. But the easiest way to encourage patients to “go
private” and pay extra, is simply to manipulate accessto the public system. A single-tier system might in fat be able
to offer the same standard of care, on average, and at lower cost — but with lower incomes for some physicians.

*2 The process has been quite evident during the funding crisisin Canada; the impressions created in the media have
been almost totally at variance with the data being generated by system-level research (Roos, 2000). Provider
representatives have played a key role in feeding the media to generate the popular belief.
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TF systems, faced with providers ambitions for an ever greater share of national income, find
themselves on the horns of a dilemma — concede growing expenditure, or confront growing
provider dissatisfaction. Both responses threaten the coalitions that support the relatively
progressive pattern of transfers found in TF systems. Increasing total expenditure requires an
increasing amount of income transferred from the healthy and wealthy to cover the increasing
costs of care for the unhealthy and unwealthy. Sincein TF systems health expenditures make up
alarge share of public budgets, these increasing transfers may generate increasing taxpayer
resistance, particularly from strategically placed dlites. Public surveys routinely find that
increases in health care spending draw wide public support — adding to the difficulties of cost
control -- but that support does not necessarily trandate into electoral support for increased
taxation and public spending (Glennerster, 1997, p.114).

On the other hand, effective cost containment leads, through the identity of income and
expenditure, into increasing provider efforts to convince the general public that the health care
system is deteriorating and placing their health at risk. Discontented providers also have a
variety of ways to impede access to TF care, reinforcing their message of “underfunding”. To
the extent that these are successful, the result is not only greater political pressure on
governments to relax the cost controls, but increased efforts by individuals to find more timely
access or perceived better quality care through private purchase.®® The TF system can suffer
dow erosion even while it enjoys, in principle, broad popular support and willingness to
contribute further, if an increasing proportion of the population become unwilling to accept a
universal standard of care that they believe to be inadequate.

There seem to be two possible resolutions to this dilemma. If general economic growth is
sufficiently rapid, the health care system can continue to expand without requiring an increasing
share of income to be transferred across income classes. TF systems have functioned very
successfully under these conditions in the past, but are then hostage to both the performance of
the general economy, and the relative forbearance of providers. The threat from economic
downturns has aready been demonstrated; over the longer run the increasing role of for-profit
organizations in health care (particularly pharmaceuticals) could significantly increase the
pressure from providers.

Alternatively it may be possible to shift the public debates away from the political theatre of
income claims, to focus more on actual measures of system performance. Governmentsin TF
systems have played arelatively limited role in system management, delegating most operational
control to providers of care. They have made minimal efforts to collect and disseminate reliable
information on system performance at alevel of detail that could substantiate or refute claims of
“unmet needs’ or system failure.> (When they are substantiated, an appropriate response must
be, and be seen to be, forthcoming.) Broadly-based public support, combined with prosperity
sufficient to maintain the compromises with providers, has permitted this relatively disengaged
approach. But it hasleft TF systems hostage to the good-will, or at least grudging acceptance, of
providers, and poorly placed to deal with the strong economic interests pushing for both system
expansion and creeping privatization.

>3 The point is not that provider concerns and claims are necessarily false, but rather that insofar as they arise out of
the income-expenditure identity, their “truth-value” isirrelevant to the process of extracting more funding.
> “Shroud-waving” (United Kingdom) and “medical terrorism” (Canada) thrive in an information vacuum.
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There seems widespread agreement among students of health care systems that there is
substantial scope, in al developed countries, for increasing their efficiency and effectiveness
without sacrificing the quality of care. Claims that externa trends — ageing populations,
changing technologies, public “tastes’ — will force wealthy industrialized societies to choose
between spending an ever-increasing share of their incomes on health care, letting the standard
of care for the whole population fall steadily behind the technically possible, or accepting “multi-
tiered” care, regressively financed and graded by ability to pay, are smply false®™ But the
evidence has made little headway against the entrenched interests of providers. The gap between
research evidence and public perceptions appears to be widening (Roos, 2000), and the economic
motivations drawing it apart are not at al obscure. The long-run sustainability of TF systems,
despite or perhaps because of their successes, may well depend upon finding ways to bridge this
gap.

% |n less weslthy societies, however, with a very wide dispersion of incomes, the economic constraints may well be
binding. If the costs of health care for the whole population at the standards now prevailing in the developed world
are simply beyond the means of the country as a whole, but well within the means of its upper-income groups, then
there is probably no politically feasible option but multi-tiered care. The wealthy will not accept the best standard of
universal care that a TF system could afford. The only question is whether, with increasing prosperity, a country
can move toward TF (or universal SI) or whether private financing becomes so deeply entrenched, asin the USA,
that it isimperviousto change. The answer may well depend upon whether the dispersion of incomes becomes
greater or less as economic growth proceeds.

30



References

Abd-Smith, B. (1992) “Cost Containment and New Priorities in the European Community”
Milbank Quarterly Vol. 70, pp. 393-416.

Abed-Smith, B., and E. Mossialos (1994) “Cost Containment and Health Care Reform: A Study
of the European Union” Health Policy Vol. 28, pp. 89-132.

Anderson, G.F., J. Hurst, P. Sotir Hussey and M. Jee-Hughes (2000) “Health Spending and
Outcomes: Trends in OECD Countries, 1960-98" Hedlth Affairs Vol. 19, no. 3 (May- June), pp.
150-7.

Anderson, G.F., and J.-P. Poullier (1999) “Health Spending, Access, and Outcomes: Trendsin
Industrialized Countries’ Health AffairsVol. 18, no. 3 (May-June), pp. 178-92.

Atkinson, A.B. (1999) “Income Inequality in the UK” Health Economics Vol. 8, pp. 282- 288.

Barer, M.L., R.G. Evans, C. Hertzman and M. Johri (1998) “Lies, Damned Lies, and Health Care
Zombies:Discredited Ideas That Will Not Die” Health Policy Institute Discussion Paper #10,
University of Texas, Houston (March), pp. 19-39.

Blendon, R.J., R. Leitman, |. Morrison and K. Donelan (1990), " Satisfaction with Health
Systemsin Ten Nations', Hedth AffairsVVol. 9, no. 2 (Summer), pp. 185-92.

Canada, Canadian Institute for Health Information (1999) National Health Expenditure Trends,
1975-1999 Ottawa: Canadian Institute for Health Information.

Canada, National Forum on Health (1997) Canada Health Action: Building on the L egacy
Ottawa: National Forum on Health.

D'Ambrosio, M.G., and A. Donatini (2000) Health Care Systemsin Transition: Italy
Copenhagen: European Observatory on Health Care Systems.

Dixon, A., and E. Mossia os (2000) “Has the Portuguese NHS achieved its objectives of equity
and efficiency?’ International Social Security Review Vol. 53, no. 4, pp.

Dixon, J., A. Harrison and B. New (1997) “Is the NHS Underfunded?’ British Medical Journal
Vol. 314, pp.58-61.

Donelan, K., R. Blendon, C. Schoen, K. Davis, and K. Binns (1999) “The Cost of Health System
Change: Public Discontent in Five Nations” Health Affairs Vol. 18, no. 1 (May-June), pp. 206-
16.

Emmerson, C., C. Frayne, and A. Goodman (2000) Pressures in UK Healthcare: Challenges for
the NHS London: The Ingtitute for Fiscal Studies.

31



Glennerster, H. (1997) Paying for Welfare: Toward 2000 (3rd. ed.) London: Prentice-Hall.

Gruber, J., and L. Levitt (2000) “ Tax Subsidies for Health Insurance: Costs and benefits’ Health
Affairs, Vol. 19, no. 1 (January-February), pp. 72-85.

Henke, K.-D., M.A. Murray and C. Ade (1994) "Global Budgeting in Germany: Lessons for the
United States' Hedlth AffairsVVol. 13, no. 4 (Fall), pp. 7-21.

Himmelstein, D.U., and S. Woolhandler (1986), "Cost Without Benefit: Administrative Waste in
U.S. Health Care" New England Journal of Medicine Vol. 314, pp. 441-5.

Himmelstein, D.U., J. Lewontin and S. Woolhandler (1996), "Who Administers Who Cares?
Medica Administrative and Clinical Employment in the United States and Canada’ American
Journal of Public Hedlth VVol. 86, no. 2, pp. 172-8.

Hoffmeyer, U.K. and T.R. McCarthy (1994) Financing Health Care (two vols.) Dordrecht:
Kluwer Academic Publishing.

Kakwani, N.C. (1977) “Measurement of tax progressivity: an international comparison”
Economic Journal Vol. 87, pp. 71-80.

Klavus, J., and U. H&akkinen (1998) “Micro-level Analysis of Distributional Changes in Hedlth
Care and Financing in Finland” in M.L. Barer, T.E. Getzen and G.L. Stoddart (eds.) Health
Health Care and Health Economics: Perspectives on Distribution Chichester: John Wiley, pp.
139-55.

Kronick, R., and T. Gilmer (1999) “Explaining the Decline in Health Insurance Coverage, 1979-
1995" Hedlth AffairsVol. 18, no. 2 (March-April), pp. 30-47.

Maynard, A. (1996) Table Manners at the Health Care Feast” The Case for Spending L ess and
Getting More from the NHS (L SE Health Discussion Paper No. 4) London School of Economics.

Minder, A., H. Schoenholzer, and M. Amiet (2000) Health Care Systemsin Trangtion:
Switzerland Copenhagen: European Observatory on Health Care Systems.

Morgan, S. (1998) “Quebec’s Drug Insurance Plan: A Model for Canada?’ Discussion Paper
HPRU 98:2D (February), Centre for Health Services and Policy Research, University of British
Columbia, Vancouver.

Mustard, C.A., M. Shanahan, S. Derksen et al., (1998a) “Use of Insured Health Care Servicesin
Relation to Income in a Canadian Province”’ in M.L. Barer, T.E. Getzen and G.L. Stoddart (eds.)
Health, Health Care and Health Economics. Perspectives on Distribution Chichester: John
Wiley, 1998, pp. 157-178.

32



Mustard, C.A., et al., (1998b) "Paying Taxes and Using Health Care Services: The Distributional
Consequences of Tax Financed Universal Hedlth Insurance in a Canadian Province" paper
presented to the CSLS (Centre for the Study of Living Standards) conference on The State of
Living Standards and the Quality of Life in Canada, October 30-31, Ottawa (unpublished).

Newhouse, J.P., and The Insurance Experiment Group (1993) Free for al? Lessons from the
RAND Health Insurance Experiment Cambridge and London: Harvard University Press.

OECD (1999) OECD Health Data 99: Comparative analysis of 29 countries (version 07/15/99)
Paris.

Powell, J.E. (1976) Medicine and politics: 1975 and after (new ed.) Tunbridge Wells. Pitman
Medical.

Rasdll, E., J. Bernstein, and K. Tang (1993) The Impact of Health Care Financing on Family
Budgets Briefing Paper (April) Washington, DC: Economic Policy Institute.

Rasdll, E., J. Bernstein and K. Tang (1994) "The Impact of Health Care Financing on Family
Budgets' International Journal of Health Services VVol. 24, no 4, pp. 691-714.

Robinson, R. (1999) Hedlth Care Systems in Transition: United Kingdom Copenhagen:
European Observatory on Health Care Systems.

Roos, N.P. (2000) “The disconnect between the data and the headlines’ (Editorial) Canadian
Medical Association Journal Vol. 163 (August 22).

Sheils, J., and P. Hogan (1999) “Cost of Tax-Exempt Health Benefitsin 1998" Health Affairs
Vol. 18, no. 2 (March-April), pp. 176-81.

Taroni, F. (2000) “Devolving responsibility for funding and delivering health carein Italy” Euro
Observer (Newdletter of the European Observatory on Health Care Systems) Vol. 2, no.1

(Spring), pp 1-2.

van Doordlaer, E., A. Wagstaff, H. van der Burg et a. (1999) “The redistributive effect of health
care: some further international comparisons’ Journal of Health Economics Vol. 18, no. 3, pp.
263-90.

van Doordlaer, E., A. Wagstaff and F. Rutten, eds. (1993) Equity in the Finance and Délivery of
Health Care: An International Perspective Oxford: Oxford U. Press.

Wagstaff, A., E. van Doordlaer et a. (1992) “Equity in the finance of health care: some
international comparisons’ Journal of Health EconomicsVol. 11, no. 3, pp. 361-87.

Wagstaff, A., E. van Doordlager, H. van der Burg et al. (1999) “Equity in the finance of health
care in twelve OECD countries’ Journal of Health EconomicsVol. 18, no. 3, pp. 291-314.

33



White, J. (1995) Competing Solutions: American Health Care Proposals and I nternational
Experience Washington, DC: Brookings Institution.

Wildavsky, A. (1977) “Doing Better and Feeling Worse: The Political Pathology of Health
Policy” Daedalus Vol. 106, no.1, pp. 105-124.

Wolfson, M.C. (1994) “Social Proprioception: Measurement, Data, and Information from a
Population Health Perspective” in R.G. Evans, M.L. Barer and T.R. Marmor (eds.) Why Are
Some People Healthy and Others Not? New Y ork: Aldine De Gruyter, 1994, pp. 287-316.




Tablel Health carefinancingin Finland % Distribution of total expenditure, 1990- 1997

Per cent by revenue source

1990 1991 1992 1993 1994 1995 1996 1997
State: 37.2 36.9 35.2 31.7 30.3 284 24.1 20.7
Income Tax 14.1 11.2 7.6 55 5.8 55 7.5 7.7
Indirect Taxes 22.1 18.1 15.0 11.3 11.8 12.5 114 115
Net Public 1.0 7.6 125 14.9 12.7 104 52 15
Borrowing
Municipalities 35.8 35.7 33.3 32.2 32.2 33.8 37.8 41.0
Nat’l Social 10.8 11.3 111 121 13.0 133 14.0 14.3
Insurance
Total Public 83.8 83.9 79.5 76.0 75.5 75.5 75.9 76.0
Financing
Households 12.6 12.6 16.6 20.1 20.4 20.7 20.3 20.2
Other Private 3.6 35 39 39 4.1 3.7 3.8 3.9
Financing
Total Financing 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Tabulated by U. Hakkinen. Elimination of tax dedictibility of medical expensesin 1992 accounts

for about three percentage points of the increase in household expenditure.
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Table2 FINLAND —The Progressivity of Health Care Finance

Kakwani Indices by Revenue Source and Y ear

1990a 1990b 1994 1996
National Taxes 0.044 0.029
Direct 0.269 0.285 0.310 0.249
Indirect -0.097 -0.096 -0.106 -0.127
Net Public 0.040 0.039
Borrowing
Municipal Taxes 0.077 0.068 0.066 0.039
Social Insurance 0.086 0.090 0.123 0.053
Total Public 0.061 0.064 0.066 0.039
Sour ces
Out of Pocket -0.198 -0.242 -0.198 -0.270
Total System 0.024 0.021 0.005 -0.035

Sources: 1990a and 1994 are from Klavus and Hakkinen (1998) Table 5;.1990b and 1996 are |ater
(unpublished) tabulations by Jan Klavus. The 1990a and b estimates are based on different equivalence
scales for defining household size. Estimates for 1994 are based on simulations, rather than actual data
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Figure 2a
Expenditures on Publicly Financed Health Care,
by Income Decile, Manitoba, 1994
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Figure 2b
Tax Contribution to Health Care,
by Income Decile, Manitoba, 1994
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Figure 2c
Net Transfer to/from Income Decile,
Public Financing of Health Care, Manitoba, 1994
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Figure 2d
Net Transfer by Income Decile,
as Share of Gross Income, Manitoba, 1994
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Figure 3a
Family Expenditures for Health Care, 1987

(by Family Income Decile)
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Figure 3b

Family Expenditures for Health Care, 1987
(by Family Income Decile and Age of Head)
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Figure4
Relation between Tax Financing and Progressivity of Total Health Expenditures
Selected OECD Countriesand Years
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