
Every decade or two, politicians embark on a
crusade to reform the American health care

system. Theodore Roosevelt pushed for national
health insurance in his 1912 run for president
under the Progressive Party banner. More recently,
Harry Truman, John Kennedy, Lyndon Johnson,
Richard Nixon, Jimmy Carter, and Bill Clinton
advanced health insurance proposals in presiden-
tial campaigns or while in office.1 Johnson, build-
ing on the initiatives of his predecessor, oversaw
the creation of Medicare and Medicaid. Clinton’s
sweeping proposal for national health insurance
failed, but he subsequently signed a small govern-
ment insurance program for children into law.

Barack Obama has taken on the task of major
health reform and, unlike his predecessors, he
might succeed—in the sense that Congress could
pass broad legislation. Given the views of congres-
sional leadership, however, it is less clear that leg-
islative success will yield a sustainable health care
system based on values shared by most Americans.

The current health reform debate is the 
latest battleground for the hearts and minds of
the people. As we learned when that phrase was
last popular,2 tactical victories in health reform
will lead to strategic failures if the policy we 
pursue is fundamentally at odds with the core
interests, behaviors, and beliefs of most of our
fellow citizens. H
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The health care system is ready for change, but the highly regulated reforms President Barack Obama
and Congress are currently discussing are unlikely to reduce costs or improve outcomes. While purely
market-based reform will not be a panacea for the problems in the American health system, market disci-
pline is necessary for reforms to be successful. Congress can reform the health care system in a way that
improves affordability, access, and quality for all Americans, but to do so, politicians should embrace
five principles for designing effective, sustainable reform.  
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Key points in this Outlook: 

• A highly regulated approach to health care
reform is unlikely to reduce costs or
improve outcomes.

• Market-based reform is not a surefire solu-
tion for the problems the system faces. But
market discipline is necessary to make
needed changes in established programs. 

• Providing help to those who need it most
and giving consumers and doctors the tools
to make good decisions are important 
elements and key to making reforms effec-
tive and sustainable.



Politics: Is the Past Prologue?

Inside every American beats the heart of a subversive.
Most of us do not think of ourselves as subversive, of
course; we think we are adapting to changing political
and economic circumstances the best way we know
how. The problem for social planners is that Americans
do not always embrace the latest vision of social respon-
sibility, particularly when the vision is at odds with their
self-interest.

This is the reason general public agreement on what
should be included in health reform is necessary. If the
populace does not agree, the reform will not work. Oner-
ous provisions will be ignored, worked around, or even
repealed.3 This transcends the debate over bipartisanship
in Congress. Even if Democrats and some Republicans
agree on reform legislation, lack of popular acceptance
could frustrate the reformers’ goals.  

That lesson should have been learned by health
reformers fifteen years ago, but their focus has been on
the tactical errors of the Clinton health reform rather
than on the reform’s strategy and underlying philosophy.
Early on, Obama received high marks for not repeating
Clinton’s mistakes. Obama did not name a polarizing fig-
ure to head his health reform efforts (he was saved from
that mistake when Tom Daschle’s $100,000 tax problem
came to light).4 He did not convene secret meetings in
the White House with 630 experts to hash out the
details of his reform.5 Obama has avoided dictating the
details of reform to his former colleagues on the Hill, but
he has deployed his campaign ground troops to stoke
support for the general concept of health reform.6

The president’s approach initially appeared to have
avoided some of the pitfalls that would doom a major
political initiative. The stakeholder groups—doctors,
hospitals, pharmaceutical companies, insurers, employers,
unions, and others—all swore allegiance to reform in the
hope that they would be able to influence the shape of
the legislation.7 That is the rub: everyone cannot be a
winner—compromises will be made, and someone has
to pay for whatever Congress passes. This is where the
Clinton reform failed. Even if Obama succeeds in pass-
ing major legislation, there is no guarantee that patients,
purchasers, and providers will respond to the new direc-
tives the way policymakers might imagine.

The regulatory bent of the legislation’s authors could
turn a political victory into a substantive defeat. Despite
a patina of market rhetoric, the Democrats’ health reform
would centralize many of the decisions made in the health

sector. In their version of health reform, financial incen-
tives are never enough. Instead, the government’s experts
will decide when an insurance plan is not good enough
or a treatment is not effective enough.

There is suspicion, and even hostility, for health care
companies that openly seek to make profits, even though
the difference between for-profit and not-for-profit health
firms is razor-thin. Key policymakers act on the belief
that government has a moral obligation to protect indi-
viduals from health risks and the uncertainties markets
create. Patients who only recently became health care
consumers will once again become patients, less than
equal partners in decisions that affect their health, hap-
piness, and wallets.

The alternative to top-down control over the health
system is a reform that acknowledges the value of entre-
preneurship and competition in health care and recog-
nizes the corrosive effects of personal and corporate
dependency on government largesse. A market-based
health reform would promote innovations in medical
science, health care delivery, and financing that might
never emerge from a regulation-heavy system driven
from Washington.

Many of those private-sector innovations are hailed
by policymakers who support reforms that would discour-
age future improvements in the health system. For exam-
ple, integrated delivery systems such as those developed
by the Mayo Clinic or the Geisinger Health System are
widely recognized as offering high-quality, cost-effective
health care. Those systems developed out of the insight
and experience of entrepreneurs who thought they knew
a better approach to health care delivery and were will-
ing to risk substantial investments of time and money to
prove it. They were not directed by government policy,
and they have continued to perfect their business models
without the need for government subsidies.8 If they had
been wrong in concept or execution, those organizations
would have failed in a competitive market.
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Without the discipline of the market, success or failure
is measured with a different yardstick. Inefficiency and
lower-quality care are likely to persist in a government-
dominated health system because of the political diffi-
culties of making changes to established programs.
Preference for the status quo is a key reason Congress
has failed to enact previous health reforms, even when
the public agrees that significant change is needed.9

Five Principles for Effective Reform

How, then, to build a health reform that is both acceptable
to the public and sustainable into the future? I offer five
organizing principles and some examples of policy changes
that could be adopted as part of comprehensive reform.

Support Those Who Need the Help. Even in the best
of times, the federal government has limited resources to
address pressing social problems, and those resources are
more tightly squeezed in the current recession. Broadly
expanding public programs or subsidies to provide uni-
versal coverage probably exceeds our ability to cover the
additional cost. Instead, Congress should focus its atten-
tion on those who are in the greatest need.

Persons with serious health conditions and no access
to employer-sponsored coverage are generally not able to
purchase health insurance or can only purchase coverage
with significant benefit exclusions and higher premiums.
Because people tend to buy insurance based on antici-
pated medical needs, insurers use medical underwriting
to reduce adverse selection in the individual (nongroup)
market. This is less of a problem for group insurance,
which more effectively pools health risks because a third
party (often an employer) makes the purchasing decision
for the group.10

Under the highly regulatory reform favored by some
policymakers, a requirement on insurers to “guarantee
issue” coverage to all applicants would drive up premiums
in the individual insurance market to account for the
higher health care costs of the older and sicker people
who would now have coverage. To avoid pricing them out
of the market, Congress would impose rating restrictions
to limit how much premiums would be allowed to vary.11

But the higher average premiums would make insurance
less attractive to young healthy people, thus requiring a
mandate to buy coverage that is a poor deal for them.

Layer after layer of regulation must be applied because
people acting in their own self-interest would impede the
accomplishment of a worthwhile social objective: insuring

high-risk12 people who do not now have coverage.13 A
more focused approach could resolve the market failure
without imposing new restrictions on everyone. 

Existing subsidies could be redirected to provide more
help for those who face high premium costs because of
poor health. The federal government provides more than
$225 billion annually in tax subsidies to individuals who
purchase health insurance through their employers.14

Under this tax exclusion, the amount an employer con-
tributes to the insurance premium is not counted as tax-
able income to the worker. Workers who have higher
incomes and more expensive health insurance receive
higher subsidies than those with low incomes and
affordable coverage. People who do not have access to
employer coverage are not subsidized when they pur-
chase insurance in the individual market. 

The tax exclusion could be limited, and the additional
federal revenue could be converted into a risk-adjusted
tax credit available to everyone who buys health insur-
ance. Such a subsidy could provide additional funds for
those who cannot afford coverage because they have a
preexisting health condition or are low income. 

State high-risk pools offer another way to provide cov-
erage for people with serious health conditions who have
been refused insurance in the individual market or whose
coverage is limited and expensive. The pools offer private
insurance and typically cap premiums at 150 percent of
the average rate for a healthy person.15 Such pools must
be subsidized since everyone in the pool has health prob-
lems and there is little ability to spread the cost. 

The major criticism of high-risk pools is that they are
not well funded.16 States often levy a premium tax to
generate revenue for the high-risk pool, but that tax is
borne primarily by people buying in the individual mar-
ket and not those who have employer coverage (and who
are generally better able to afford insurance). A broader-
based tax or risk-adjusted tax credits financed by limiting
the tax exclusion could solve the financing problem.

Health insurance is not the only way we can help
those most in need. Federally subsidized community
health centers and other public clinics fill an important
gap in our health care delivery system, providing primary
and preventive care to low-income neighborhoods and
relieving some of the pressure on hospital emergency
rooms as demand for services grows.

Promote Effective Competition. The rising cost of
health care is uppermost in the minds of the public and
a major reason for the growing number of uninsured
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Americans. A more competitive insurance market would
reward health plans for developing options that offer
better value to consumers. Various mechanisms have been
proposed that might increase competition among insur-
ers, such as allowing insurers to offer coverage in any
state if they fulfill at least one state’s regulatory require-
ments. In addition, the Federal Trade Commission could
increase its antitrust enforcement actions to promote
more effective competition among health care providers.

Greater competition in Medicare could also yield 
better value for seniors and taxpayers. Some changes,
such as the use of competitive bidding in place of for-
mula-based pricing for services in traditional fee-for-
service Medicare, could be adopted without a major pro-
gram restructuring. 

Medicare’s pricing formulas are imprecise, resulting in
excessive reimbursement for some services and insuffi-
cient reimbursement for others. That, in turn, distorts
the allocation of resources in the health sector and is a
major reason primary care is in short supply in many
parts of the country. Formulas can only guess at the cor-
rect structure of prices in a market, and they generally
get it wrong, but competitive bidding can force the mar-
ket to reveal the lowest price Medicare could pay and
still be assured that beneficiaries would have sufficient
access to care. 

More dramatic improvement in Medicare perform-
ance is possible by promoting competition between fee-
for-service Medicare and private plans operating in
Medicare Advantage (MA). Changes in the bidding
process for MA plans coupled with the requirement that
fee-for-service Medicare participate in the bidding on an
equal basis could reduce program costs and make the fee-
for-service option more responsive to enrollees’ needs.

Promote Informed Choice. Information is the key to
more informed decision-making in the health sector.
Consumers faced with a choice of health plans need
information that facilitates comparison shopping. The
Federal Employees Health Benefits Program offers its
members information on health plan choices that permit
such comparisons without also imposing excessive
restrictions on what plans may offer.

There is a greater challenge in developing reliable
and accessible information about treatment alternatives
and the quality of care different providers offer. Every
patient encounter generates information about medical
care, but much of that information is filed away 
and inaccessible. 

The barriers to better collection and exchange of
patient information are substantial. A multitude of health
information systems are in use,17 but most do not commu-
nicate with other systems. Large hospital systems see the
business case for improved information systems, and many
have undertaken major system redesigns. In contrast,
small medical practices have limited ability to finance and
install modern patient electronic records. Privacy con-
cerns must be addressed, and decisions must be made
about who should have access to patient data and how
those data should be used to improve our knowledge of
both the effectiveness of alternative treatments and the
performance of providers in delivering care. 

Despite the challenges, there is general agreement
that we should make better use of the information cur-
rently trapped inside the medical system. The debate is
over the role of the government in using such data to
dictate rather than inform treatment decisions.

Create Appropriate Financial Incentives. Comprehen-
sive health insurance, including most employer plans
and government insurance programs, creates perverse
incentives that make consumers and their providers
insensitive to the full costs of medical care. Those incen-
tives promote high use of health services, driving up
spending and making health insurance more expensive.
At the margin, the value of those services may not be
worth their cost.

Congress could restructure federal subsidies to pro-
mote price awareness and more efficient use of services.
The tax exclusion for employer-sponsored health insur-
ance provides an open-ended subsidy that encourages
the purchase of high-premium plans that cover most of
the cost of even the most routine service. Capping the
amount of that subsidy or replacing the exclusion with a
risk-adjusted tax credit would encourage employers to
offer better-value coverage.18

Medicare could also be restructured to promote more
efficiency. As an entitlement, Medicare guarantees a level
of health benefits that is not bound by firm spending 
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limits. The entitlement is as much for providers as it is
for beneficiaries because it ensures payment for the wide
range of services covered by the program. A premium
support system would set a fixed government contribu-
tion for each beneficiary, adjusted for income and health
status.19 Beneficiaries would be able to purchase more
expensive plans, but the additional costs would be their
own responsibility.

More targeted incentives could be implemented in
Medicare to promote the use of more effective services.
The program could follow the lead of some private
health plans in reducing copayments for drugs or other
services known to be effective in the treatment of
chronic diseases.20 Such a policy should avoid providing
incentives for use of services, including many preven-
tive treatments, which are not cost-effective for large 
patient populations.21

Look Beyond the Confines of Medical Care. What is
sometimes lost in the heated debate over health care
reform is that universal coverage is not the ultimate
objective of public policy. Health insurance is one means
to the end of healthier, more productive lives. Health
insurance can improve access to medical services, but
that alone is not enough to ensure progress toward the
broader objective.

It is now widely recognized that more health care
does not necessarily mean that people will be healthier
or live longer. Area studies by the Dartmouth Atlas
group demonstrate that wide variations in medical prac-
tice across the country do not necessarily correspond
with variations in patient outcomes.22 Such findings
have been used to argue for policies that might reduce
spending in high-cost areas, which might improve effi-
ciency without reducing (and possibly while improving)
the quality of care.23

But the Doctor Can Only Do So Much. A person’s state
of health depends on many factors—genetic, lifestyle,
occupational, environmental. Greater access to medical
care can help, but it is likely that seat belt laws and
smoking reduction have done more to improve health and
longevity than expensive clinical services. Health promo-
tion—that is, avoiding disease—could have more “bang
for the buck” in terms of reducing the need for health
spending than policies to expand health insurance.24

Some employers have modified their health benefit
programs to promote employee awareness and to encour-
age behavioral changes. For example, Safeway adjusts

the premiums paid by employees based on whether they
use tobacco or maintain healthy weight, blood pressure,
and cholesterol levels.25 This is not purely altruistic; if
successful over the long term, the company could benefit
from lower absenteeism and disability rates. 

This example also demonstrates the interaction of
federal reform policies and ongoing efforts to improve
the health system. If Congress imposes community rating
on all health plans, Safeway would have to scrap its ini-
tiative to promote better worker health behavior.

Conclusion

Congress will come to a political crossroad sometime this
fall. Policymakers could enact a top-down health reform
that further centralizes power and decision-making in
Washington, following in the footsteps of the auto
industry takeover. Or they could enact a reform that
levels with the American people about what is possible,
and what is necessary.

A market-based health reform is no panacea and will
not produce an instant cure for the many problems facing
the health system. Neither will a highly regulatory
approach to reform. We should strengthen effective com-
petition that rewards initiative, a system that does not
protect poor business decisions with unearned taxpayer
dollars. We should provide help where it is most needed,
and give consumers (and their doctors) the tools to make
good decisions about their insurance and their medical
care. We should lay the foundation for a new understand-
ing of the rights and responsibilities of individuals, and
we should take steps to ensure that the reforms enacted
this year are sustainable over the long term.
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