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Prologue: The Clinton administration’s pursuit of a Health
care plan has elevated the subject to a level of prominence that
is umivaled in the history of the presidency. But an answer to
the most overriding questionHow is the United States going
to moderate the growth of its spending for personal health serv-
ices to some politically acceptable level?—remains elusive. Ad-
vocates and detractors of managed competition have argued
heatedly about the potential of this model to curb the cost spiral.
In this essay Joe White analyzes both managed competition and
its altematives us responses to common budgeting dilemmas.
He argues that the form of managed competition that makes
sense in these terms—“competing Kaisers’—requires a radical
transformation of health care delivery that would be wery diffi-
cult to implement. White suggests that the same budgeting ad-
vantages are easier to achieve through more traditional meth-
ods, such as allpayer budgetingfor hospitals. But if resources
are limited politically, care must be allocated according to pro-
fessional judgments. “Physicians will not eagerly control costs,
but only physicians can implement cost controls in a manner
that produces the most quality for our money,” he asserts.
White holds a doctorate in political science from the University
of Califomia, Berkeley. He has been a research associate at
The Brookings Institution since 1989. White is coauthor with
Aaron Wildavsky of a book entitled The Deficit and the Pub-
lic Interest: The Search for Responsible Budgeting in the
1980s. A recognized expert on the federal budget process and
the politics of budget making, he testified before congressional
committees several times in 1993 on budget reform legislation.
White currently is working on a study of health care systems in
Australia, Canada, France, Germany, Japan, the United
Kingdom, and the United States.
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Abstract: Health care cost control is often debated in terms of markets versus bureaucracies. Market
restraints are limited in practice by the goal of providing access to care. Therefore, effective cost
control requires budgeting. Experience from budgeting for other services should put health care cost
control in perspective: The goal should not be rational and efficient allocations, merely better ones.
The important choice is not between markets and bureaucracy, but rather which decisions should be
made by physicians and which by budgeters, and how to ensure that professional judgment is applied
where most important.

e debate about health care cost control often poses a false choice
between bureaucratic and marketoriented approaches. The choice
is false because the key elements of market approaches are actually

bureaucratic, and the best way to allocate care, given fiscal constraint, is to
rely on neither markets nor bureaucrats, but on professionalism. The market
as normally understood is not allowed to function for health care. That does
not mean that market forces have no effect, but rather that there are
intelligible reasons why their effects will be limited. The alternative to
market control is political and bureaucratic-in particular, budgeting.

Arguments about managed competition and other theories of cost con-
trol miss the mark if they pose the issue as markets versus bureaucracy. The
flaws of managed competition theories lie less in the competition than in
the management. Their theoretical advantages have more to do with budg-
eting than with markets.

Health care is provided by people whose special expertise makes them
hard to regulate and who want more resources than society, or at least
somebody worried about a budget, wants to provide. This is a common
budgeting problem. Whoever is trying to control such systems rarely knows
enough about the work the providers do, can rarely measure the work that
they do understand, and when they do have measures are often over-
whelmed by data. The providers have political power and often can rally
the public against the controllers. Almost everybody believes money could
be saved by eliminating “waste, fraud, and abuse,” but one person’s waste is
another’s vital service, and the administrative costs of controls on undis-
puted waste may approximate the savings.

Societies never quite solve these problems when trying to control the
police or firefighters or generals or college professors, so we should be
modest in our expectations about managing doctors and hospital adminis-
trators. No reform will work in the terms that are posed continually by both
health care and budget reformers: a “rational and efficient” allocation of
resources. Impossible standards can lead only to rejection of all alternatives
or to disappointment in practice. The key difference here is that the cost of
most other social functions is not out of control. The issue is how to resolve
for health care the common problems of limiting totals while overseeing
performance and still allowing service providers to do their jobs.
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Why Markets Are Not The Answer

The United States could allocate health care services through a market.
Total spending would be constrained to the sum of constraints on individu-
als, namely, their incomes and the opportunity costs of forgoing other
consumption. There would be mismatches between individual desires and
abilities to consume, but that is fundamental to markets that allocate scarce
goods by prices. Instead, the United States and all other advanced nations
finance medical services largely through insurance (national health services
represent the same principle of shared saving to finance unpredictable risk).
Insurance of any type means that at the time a person receives a service, it
need not be traded off against some other desire. That may be a problem
with insurance, but it is certainly the point of insurance.

Individuals insure because they want to ensure that they can receive care
when they need it, they cannot predict that need, and the usual alternatives
for funding unexpected large expenses-delay, saving, and borrowing-are
not viable. Health insurance could follow the casualty model, which allows
for risk rating and differences in ability to purchase, or the social model,
which greatly restricts both.' In almost every country that can afford mod-
em health services, however, insurance is basically social.” Partly from
empathy, partly as a matter of covering bets in case they run into economic
bad luck, and partly from being outvoted, people who face less economic
constraint subsidize those with greater risk or fewer resources.

In the United States the social aspects are largely separated from the rest
of the structure in government programs-Medicare and Medicaid. Yet
those programs would not exist if the market’s discipline were morally and
practically accepted. Nor would the elimination of risk rating have become
one reform supported by virtually all political forces, save smaller insurers.
Social insurance reduces price constraints even for insurance, never mind
for direct health services.

Limiting insurance. No policy insures every imaginable cost, and many
use copayments to limit consumption somewhat. A number of U.S. reform
proposals rely in part on reduced insurance to reduce costs.” Yet they face
practical and political obstacles. Price constraints have little effect once a
patient enters the medical process, because then he or she mainly does
whatever the physician recommends.” Many people value health care so
highly that they do not want copayments even if they are economically
rational. If a national system requires high copayments, most people buy
supplementary insurance-in France, 80 percent of the population belongs
to the private mutuelles” Less insurance does mean less care, and societies
fear that the greatest impact will be on the poor.6 So they pay deductibles
for the poor, cover some conditions (like pregnancy) fully, and/or create
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maximum copayments.7

The debate about such choices is more telling than the details. The
extent of cost constraints is itself a social choice, made through politics and
budgeting. It reflects notions of equity, political pressures, and cultural
predispositions. In the United States the copayments and coverage in the
standard package will affect the total cost of reform. But limits on insurance
are highly unlikely to be the major source of cost control, because to voters
the point of cost control is to make health care available, not to deprive
them of care.

Increasing efficiency and managing competition. Markets also might
limit total costs through competition that reduces prices.® Yet while pa-
tients can judge the physician’s manner or the hospital’s amenities or
location, they cannot know much about particular treatments and cannot
be protected by devices common in other markets, such as warranties.”

There are many proposals to redress the imbalance between buyers and
sellers. Yet in trying to replace the judgments from experience and transac-
tions that drive a market, these proposals in fact give authority to bureauc-
racies. Thus states have created health data organizations to gather data
that patients or insurers and employers could use to choose among provid-
ers, mainly hospitals. But since all measures are blunt at best, the assess-
ments are determined largely by a golitical/ administrative struggle over
rules and exceptions for assessment.'” A similar difficulty occurs with the
use of prices to encourage or discourage treatments. The price is set not by
market bargaining, but by administrative procedure. It is a rule meant to
encourage the “right” kind of care for conditions defined in advance. A
price is less rigid than a rule simply forbidding a particular treatment but
can have almost the same constraining effect. It is subject to the same
objection as other rules, for preventing some people from receiving what is
for them, even if not for everyone, the best treatment. "

Managed competition is another way to dress up bureaucratic control in
market garb. However the competing plans are constructed or governed,
and however they compete, the plans must manage cost and quality. Other-
wise they will have no predictable product, making consumer choice mean-
ingless, and could not control their own expenses, and thus would not
lower social costs.

Plans can manage care through regulations to try to control the practice
of dispersed doctors—third-party managed care. Or plans can set up group-
or staff-model health maintenance organizations (HMOs) (individual prac-
tice associations [[PAs] are a version of thirdparty management). Either
way, patients and providers are not in a market relationship at point of
service,lzbut a regulated one. Regulation is merely private rather than
public.
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How Budgeting Works (More Or Less)

In bureaucratic systems, resources are allocated not by markets but by
budgeting. The market link by payment between seller and buyer is re-
placed by budgeting by a third-party payer. Public and private organizations
may differ in how they make budgets, but the problem of control is essen-
tially the same.

Two types of budgeting. The classic works of public budgeting empha-
size control of bureaus, such as the Soil Conservation Service or the Federal
Bureau of Investigation or the National Institutes of Health.” The com-
mon term, traditional budgeting, has meaning only within that discourse. |
call it instead bureau budgeting. Examples in health care include the public
Department of Veterans Affairs (VA) hospitals and staff-model HMOs
such as Kaiser Permanente. What both have in common is that payers fund
an organization to serve the customers. Since funds are provided to the
organization, rather than being paid per service, the services themselves are
not defined exactly and depend on the organization’s performance.

The alternative is that scourge of the federal accounts, entitlement budg
etmg * Instead of fmancmg an organization, the payer promises reimburse-
ment for customers’ purchase of services from a variety of providers. Medi-
care and the feeforservice version of Blue Cross are entitlements.

The fundamental difference between bureau and entitlement budgeting
is that the promises for an entitlement are much more specific: defined
services or payments to defined eligibility categories, with rules as to allow-
able fees. Costs are controlled more easily in a bureau because breaking
(modifying) the promise is easier. Results are less visible, and blame is more
easily avoided. Administrative costs usually can be reduced without imme-
diate, obv10us effects upon care. Maintenance and capital investment can
be deferred.” And politicians can claim that the bureau could provide just
as much service for less money if only it were operated more efficiently-
transferring the hot potato to the administrators.

Payers also have an extra set of levers when trying to control an organi-
zation: the hierarchical power of position. If Prudential thinks a doctor at
Stanford University Hospital is doing too many tests, it may threaten not to
pay for tests. If Kaiser thinks one of its doctors is doing too many tests, it
may fire that doctor. But it also can have the doctor’s supervisor discuss the
problem with the doctor, or exercise myriad gradations of sanctions and
reward. The variety of levers within an organization make control both
more severe and more flexible than is possible when the payers and provid-
ers are separate.

Fortunate payers can combine the seemingly contradictory advantages of
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blame avoidance and hierarchical control by a system in which owners or
politicians provide a budget to administrators, who use hierarchical control
to meet the budget, and take the blame for the consequences. But the
undoubted advantages of the bureau form are not without costs.

Objections to bureau budgeting. First, control of bureau budgets need
not make allocations wise or “efficient” in any common sense. Bureau
budgets are easier to cut because there are accounts where cuts do not have
immediate consequences. That hardly means that the consequences are
ideal. Second, bureau budgeting often seems irrational because it focuses on
inputs instead of outputs. That has provoked wave after wave of reform
such as program budgeting and the program planning budgeting system
(PPBS). It is unavoidable because inputs are much easier to measure, and
harder to justify, than outputs. In practice, after all, overseers are buying
inputs and only hoping that they turn into outputs.'® People within the
organization consider the focus on inputs absurdly detailed and invasive.

Third, budgeting is incremental, and bureau budgeting is especially so
because of the organizational cost of change. Since output is hard to
measure, government budgeteers use the “scream test.” They cut and see
who screams. People who are not there yet do not scream as loudly, so
existing spending is favored over new proposals. Last but not least, control
of bureaus through their budgets is a blunt instrument at best. It can be hard
to tell what is going on within a bureau. The budget office or legislature
never knows for sure that it has provided the “right” amount of money, in
part because there is no “right” amount. What people want and what they
need are never quite the same. So budgeteers ask for strong justifications for
new inputs and watch for warning signs of an excessive squeeze. Adminis-
trators, in turn, may try to generate those warningsfor example, waiting
lists.

Entitlement budgeting. The main difficulty with a bureau form is politi-
cal. Therefore, entitlements exist because either the customers will not
accept or the providers will not work for a bureau. The preference for
feeforservice medicine over clinics around the world is a fine example.
Entitlements are more difficult to control, yet most other countries in the
Organization for Economic Cooperation and Development (OECD) have
feeforservice medicine, and all have lower costs than the United States.
They do so either by adjusting the rules of operation or by making their
entitlements operate more like bureaus.

In health care the major rules involve eligibility, prices, or allowable
treatments. Eligibility limits are a form of limiting insurance itself and thus
are not the main solution to the problem of controlling costs while main-
taining access.

The federal government limits prices for Medicare through the prospec-
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tive payment system (PPS) and the resourcebased relative value scale
(RBRVS) physician fee schedule. States set Medicaid rates. The Blues set
rates, and other private insurers attempt to do so by constructing panels of
providers who accept lower fees. Although fee controls are ubiquitous, their
effectiveness is a matter of virtually theological dispute. On balance the
evidence suggests that, for a very large payer, fee controls do reduce costs, in
spite of physicians’ and hospitals’ interests in raising volume in response
(“quantity rebound”)."” For fee controls to work they must be easily moni-
tored (as in a centralized payment system) and accompanied by some limit
on quantity rebound. One approach is to make the prices so low that
providers cannot possibly create enough volume to make up the difference,

which seems to be part of the story in Japan.'® Another approach is to
automatically reduce prices in response to increases in volume, as is done in
Quebec and Germany. A third is to limit prices to a provider that cannot
quite create its own volume. While diagnosisrelated group (DRG) systems
are subject to “creep,” hospitals cannot easily manipulate admissions to
counter the lower prices, because doctors, more than hospitals, produce
admissions.

When payers do not have the market power to negotiate better prices,
then, as in U.S. private health insurance, they are often reduced to interfer-
ence with particular episodes of treatment. That approach is not only
unique in health care policy but also quite unusual in the wider world of
entitlement control. The difficulty is that “managed care” of this sort
presumes that the overseer can make the same kinds of decisions as the
providers. Audit procedures are common, but direct oversight is not. The
federal government, for example, is not about to review every Aid to
Families with Dependent Children (AFDC) eligibility determination made
by every state. Medical services involve far more specific decisions and
much more technical knowledge, making review less promising.

The major form of effective cost control in entitlement systems is to
make the entitlement look more like a bureau. In essence, someone is made
to be a manager. Hospital administrators are given a budget and told to
make it work. The recent German pharmaceutical cost measures mix price
regulation (a 5 percent cut followed by a freeze) with a budget: Physicians
are given prescribing limits based on their number of atients, and if those
limits are exceeded, the physicians can be penalized."” Although expressed
as a marketoriented reform, creation of general practitioner (GP) fund-
holders in the United Kingdom makes those GPs responsible for expenses
that previously were not cash-imited.

There is little doubt that such measures increase budget controllers’
ability to limit spending. They also create all of the worries that accompany
bureau budgeting. Innovation may be limited, as managers of hospitals limit
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their political risks. Budget controllers worry especially about their inability
to observe output. Rather than fearing that lesser information might lead to
underfunding-although that may be true-treasuries and ministries in
typical bureaucratic fashion believe that if they had more data they could
make more rational allocation decisions and thus could increase efficiency
by shifting resources between institutions. Thus British reformers claim that
a “purchaser-provider split” will reveal efficiencies. In Germany and Aus-
tralia bureaucrats look to development of DRG-analogue systems so that
they can monitor output and better control the hospitals.

Yet it is no accident that systems that set budgets for hospitals, just like
other budgeting systems, have tended to focus on input line items. % Possi-
ble changes in task load must be estimated and accounted for, and input
line items are roughly related to levels of output (such as patient days). But
since taking resources away from people is hard, outputoriented informa-
tion is more likely to be used to justify adding where that is indicated than
reducing where that seems called for.

Managed competition as a budgeting strategy. Within the framework
of this paper, managed competition is an effort to displace blame from
politicians to the managers of the plans. “Managed competition with a
global budget” has extremely attractive political attributes. The obvious
way to enforce a global budget is to set premiums. How the plans then meet
the targets would be, at least in the short run, the insurers’, patients’, and
providers’ problem. Politicians could blame the insurers, as they could
blame the administrators of a bureau, for any difficulties.

Unfortunately, one cannot run a budgeting system with no concern for
the details of service provision. Managed competition per se provides none
of the powers, such as cartelized bargaining over rates and hospital budgets,
centralized billing, and capital controls, that other countries use to limit
their health care costs. Instead, it relies on managed care and thereby on
those forms of control that are most likely to produce politically unaccept-
able delivery of services.

While any judgment of this issue is ultimately speculative, it is hard to
credit a notion that providers and patients will move quickly into compet-
ing Kaiser-type plans because of any plausible incentives in a new system.
The capital costs of creating the new networks, and physicians’ reluctance
to give up their sunk investments and referral patterns, might be obstacles
enough. But many patients clearly value their choice of physician and are
willing to pay a premium to preserve it. Reform that relies on managed
campetition, whatever its shortrun advantages for reducing blame, there-
fore is likely to implement the least efficient possible form of entitlement
budgeting: third-party managed care.

We have lots of experience with detailed regulation of large numbers of
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transactions, and it is rarely successful. One need only consider the example
of Pentagon procurement regulations. Third-party managed care is a par-
ticularly unpromising example, because it attempts to reduce a profession to
rules. Medical care does not work that way. Diagnosis is hard, patients have
combinations of maladies, their underlying physical state may allow differ-
ent treatments, and we often do not know much about which treatments
work best. Third-party management proliferates hassles, substitutes non-
physicians’ judgment for physicians’ judgment, and spends an increasing
share of medical resources on something other than medical services.

Since there are severe obstacles to moving providers and patients into
the form of managed care that is somewhat effective (group- or staff-model
HMQOs), and since the other main form (third-party managed care) does
not work, it is hard to see how managed competition could control costs,
except by reducing coverage.”' Instead, in return for the chimerical promise
that entire networks could be treated like bureaus (HMOs), it forgoes the
reality, available in other reforms, of bureau budgeting for hospitals. Global
budgets for hospitals may be criticized for forcing physicians to allocate
limited resources. But that is no different from what happens in group- or
staff-model HMOs. Both are defended on the grounds that physicians will
allocate according to relative need based on professional judgment. Con-
sciously or not, opponents and the more optimistic proponents of managed
competition are on the same grounds: The real issue is how to impose limits
on physicians and then get them to ration care.”” The major difference is,
proponents of managed competition claim they can create bureaus-a
system of HMOs—for which to budget; proponents of more traditional
regulation want to budget for bureaus that already exist: the hospitals.

Professionalism Within A Budget

As stated at the beginning, in many budgeting systems the people who
understand the details of service do not want fiscal control, and the people
who do not understand, if they try to enforce fiscal control through the
details, might make bad decisions. The trick is to devolve control of details
to the people who know, without losing control of the totals. Along the
way, the budgeteers must audit enough of the details to recognize when the
funding level is squeezing services unacceptably.

Systems such as negotiated budgets for entire hospitals or setting an
HMO premium rate or capping German prescription totals per physician
operate in large part by not specifying how the providers will meet the
target. All of these systems, as in the British National Health Service, rely
on providers to allocate their limited resources.”” The limits are created by
severely constraining all other sources of income. If a global budget means
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anything, it is this combination of centralized control of the total and
decentralization of the details.

Some functions, such as processing Social Security benefits, can be
reduced to regulations and allow very little discretion for functionaries.
Medicine, in contrast, is a professional activity requiring technical work in
a nonroutine manner. It requires putting an important part of one’s life-
possibly whether one will live at allin somebody else’s hands. We do not
have the information to guarantee quality by rules and regulations, nor can
we rely on market forces either to provide quality or at least to deny services
on some morally acceptable grounds.

Only physicians can train, license, and socialize new physicians. Physi-
cians are the best judges of other physicians’ performance. Professional
norms will always be the largest influence on medical practice. Physicians
will not control costs eagerly, but only physicians can implement cost
controls in a manner that produces the most quality for our money.

Encouraging Medical Professionalism

What kind of system, then, is most likely to control costs without
interfering with, and preferably by enhancing, professionalism? The first
point should be obvious: Regulation of fees is better than regulating treat-
ment decisions.

Beyond a preference for rate regulation, the basic principle should be to
have decisions made by those with appropriate knowledge. Many physi-
cians view any constraint on resources as in some sense a violation of their
trust. Nevertheless, making physicians allocate some resources does not
reduce their professionalism, but relies on it. Trusting the providers may
seem risky. But even when resPonding to financial incentives, physicians
strive to provide adequate care.”*

Professionals’ understandings of proper practice can be wrong, and that is
a strong argument for more outcomes research. But attempts by nonphysi-
cians to create incentives for predefined proper practice are wrongheaded.
Nonphysicians cannot know enough, and if physicians can agree on such
guidelines, they should implement the standards themselves. Instead, poli-
cymakers should take care that the economic incentives of the medical
system are treatment- and (largely) patientneutral. Sometimes those
choices are difficult, as in the American controversy over physician-owned
pathology labs. In other cases the right approach is clear. Systems that pay
physicians extra for practice in private hospitals, while reducing capacity in
public hospitals, will create waiting lists in public hospitals and favor
patients who can afford to pay. Correcting that situation is a problem of will
and finance, not evaluation.
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We also have to distinguish two sets of choices: operations and capital.
Spending will burgeon in the long run without limits on the adoption of
new technology. That is not something that depends on providers’ assess-
ment of individual patients. It clearly is not something that can be con-
trolled by market competition. The only way anybody has controlled the
proliferation of new equipment is through bureaucratic methods-in es-
sence, planning backed up by limits on investment funds.

Capital budgeting involves two questions: how much, and what. In
general, politicians or whoever runs the system should decide the total.
Providers cannot do so because they have no sense of other needs. There is
never a “right” total, so politicians will make that decision in the normal
ways: by popular moods and standard decision rules.

Capital budgets for most programs are relatively easy to underfund, and
health care is no exception.” A reform package therefore should enunciate
some protective decision rule. For example, the United States, with its bias
toward greater investment than other countries, might find substantial
savings simply by committing to spending no less than the wealthiest
OECD nations’ average share of gross domestic product (GDP) for capital
projects. If politicians set the total capital budget, other people should
allocate much of the money. In the U.S. context it is necessary to imagine
a set of nested decision processes. Some things should be planned at the
state level, some at the regional level, and some left to individual hospitals
or medical groups.*

The design of a fee schedule is another example of how responsibility
must be divided. Physicians are best able to judge the value of procedures.
But a purely physician-dominated process may lead to logrolling, majorities
exploiting minorities, or rigidity. Physicians should have a majority voice,
but public or government representatives should be given a share in the
process large enough to represent other perspectives and to break dead-
locks.

Physicians also should be in charge of utilization review. Professional
associations should take a bigger role in ensuring both quality and reason-
able cost. However a fee schedule is worked out, there could be an adjust-
ment for the effort each medical specialty puts into clinical review, midca-
reer training, careful licensing, and development of clinical protocols. If the
orthopedists do more and ear, nose, and throat specialists less, the former
could have their fees multiplied by 1.1 and the latter have theirs multiplied
by 0.9. We might want to consider similar measures for allocations to
hospitals: To the extent that they clarify internal responsibility for perform-
ance, including redress of grievances, they could be allowed to charge a
little more.
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Conclusion

These may be some answers to the question of how to encourage profes-
sionalism within a system that controls costs through budgeting. The main
purpose of this paper, however, is to convey the importance of the question.

As of this writing, it is impossible to predict what the Clinton admini-
stration will recommend, never mind what, if anything, Congress will
enact. The administration seems caught in the contradictions inherent in
managed competition. It was attracted to the idea of a marketoriented
approach, but not to reduced access in terms of either the amount of
coverage or choice of doctorboth of which were central to some versions
of the theory. The administration also has wrestled with how to control
costs sufficiently to pay for extended coverage and save money for citizens
and government in the long run, given the difficulties of managed care.

From a comparative perspective the answer is clear: Institute reforms that
allow the United States to budget effectively, such as concentrating funds
in an all-payer mechanism, eliminating antitrust laws that prevent coordi-
nated bargaining, and gaining control of capital investment funds so as to
allow planning and budgeting of system capacity. Whether the administra-
tion will find a way to merge the lessons of experience with managed
competition theory remains to be seen.

However, two predictions seem safe. First, cost control by reduced insur-
ance is more likely to occur because reform fails than as its explicit mecha-
nism. And second, if reform is to succeed, the United States must learn
that, in William Glaser’s words, “organizing stable relations with the medi-
cal profession is one of the principal tasks in creating statutory health
insurance.””’ We will have to budget, and physicians should have a substan-
tial part in that process.
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