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No More Band-Aids
for Healthcare Reform

By Kellie T. Wardman

In 1992, Americans will spend
$817 billion on healthcare—twice as
much per capita than the average of the
24 industrialized nations of the OECD.
And an estimated $200 billion will be
thrown away on overpriced or useless
treatments. “For a wide range of clini-
cal procedures, on average, roughly 20
percent of the money we now spend
could be saved with no loss in the qual-
ity of care” (“Wasted Healthcare Dol-
lars,” Consumer Reports, July 1992).

Once a system that provided qual-
ity medicine in an equitable fee-for-
service exchange, the current health-
care system in the U.S. has slowly
fallen victim to its own structure. Vari-
ous players are struggling with one an-
other on an expensive battleground—
and patients aren’t the only ones getting
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stung. Corporate America’s
involvement and portion of

the bill is at the forefront of

discussion.

As cries for a major
overhaul of the healthcare
system have increased,
policymakers have re-
sponded with a flood of pro-
posals—over 30 new bills
so far this year. An inte-
grated approach to health-
care reform, however, must
start with an understanding
of the system as a whole.
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An increase in hospital spending over the
last decade has led to an “Escalation” structure,
where one hospital's expansion efforts are seen by
other hospitals as a threat to their attractiveness,
prompting them to add more services.
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Multiple Players

The healthcare system
is made up of a complex, intercon-
nected network of players. Without a
common mission, each group pursues
policies that are often at odds with the
long-term interests of everyone in-
volved. To understand how the system
works (or doesn’t work) we need to see
how the various players’ actions play
out in the broader system.

Healthcare Providers. Healthcare
professionals’ primary concern is that
patients receive the best care available.
This sets up the system for cost escala-
tion by encouraging doctors and hospi-
tals to provide more tests and proce-
dures in the belief that more is better.
Providers’ fear of malpractice suits fur-
ther exacerbates the problem. In addi-
tion, practices such as unbundling
(charging separate fees for each part of
a treatment) and self-referrals (where
doctors send patients to labs or facili-
ties in which they have a personal in-

vestment) also contribute to escalating
costs.

A surge in hospital construction
over the last decade has also contrib-
uted to escalating costs, as hospitals
scrambled to win healthcare dollars by
adding state-of-the-art technology and
facilities (see “The Medical Arms
Race,” Systems Sleuth, November 1991
for description of escalation dynamics
in healthcare). The result is an “Escala-
tion” structure, where one hospital’s
expansion efforts are seen by others as
a threat to their attractiveness, prompt-
ing them in turn to add more services
(see “Healthcare Providers: Escalation
Dynamics”). The cost of expansion is
then passed along to patients and insur-
ers in the form of higher bills—thereby
raising the total cost of healthcare.

Consumers. Consumers play into
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the escalation dynamic through their
determination to receive the best treat-
ment, regardless of price. As hospitals
add more machines and services, the
success rate and public awareness of
those services increases (see “Con-
sumer Demand”). Consequently, con-
sumers’ demand for high-tech treat-
ment increases, which gives hospitals
further incentive to add more technol-
ogy. The result: a system where sup-
ply actually creates demand, rather
than balancing it.

Currently, there are few incentives
for patients to go to the most efficient,
cost-effective providers. As James C.
Robinson, a healthcare economist at
U.C. Berkeley puts it, “Imagine if we
sold auto-purchase insurance and said,
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Hospital expansions raise consum-
ers’ expectations that they will receive the
latest high-tech treatments. Consumer
demand, in turn, fuels further expansions.

‘Go and buy whatever car you want
and we’ll pay 80 percent of it.” Most
people would probably buy a Mer-
cedes” (“Wasted Healthcare Dollars™).
Government. The government is a
major player in the healthcare system
through Medicare and Medicaid pro-
grams. Their goal: to provide the
highest-quality health coverage to the
poor and elderly at the lowest rate to
taxpayers. Efforts to curb Medicare
spending, however, have inadvertently
increased costs throughout the system
(see “Government: The Medicare Fix
that Failed”). By limiting Medicare
coverage, the government reduced its
own spending (B4), but increased the
share of the cost borne by providers.
Providers, in turn, passed those costs on
to patients for non-Medicare services.

When those to whom the costs are
shifted can’t afford to pay, they are left
without coverage. This puts pressure
on the government to expand its Medic-
aid program to absorb the additional
uninsured people, which increases its
healthcare expenditures (R5).

. Business. Like the government,
businesses have also responded to ris-
ing healthcare costs by looking for
money-saving opportunities. Many
large businesses are cutting costs by
enrolling their employees in preferred
provider organizations (PPO’s) or
health maintenance organizations
(HMO’s), which offer low premiums.
Such managed-care organizations are
designed to reduce costs through meth-
ods such as decreasing hospital usage
and narrowing provider choices.

But HMO’s, although they are in-
creasing both in membership and rev-
enues from premiums, are hurting fi-
nancially because of their very attrac-
tion—low prices. Despite a 14% in-
crease in premiums, income from
HMO?’s is expected to drop to $350
million this year, from $850 million in
1991 (“An Operation Fraught With
Risks,” Business Week, Jan. 13, 1992).
Given this trend, premiums are likely
to continue rising until there will no

longer be a significant cost differential.

In the meantime, the short-term
savings for businesses is increasing
long-term costs for everyone in the
system. As HMO and PPO member-
ship has increased, enrollment in tradi-
tional plans is decreasing (loop B7 in
“Businesses: Cost-Cutting Efforts™).
To attract
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Government attempts to curb health-
care spending by limiting fees for Medicare
| services work in the short term (B4). The
| unintended side effect is a rise in uninsured

people, who must then be covered by an
| expansion in Medicaid spending (RS).

enues from discounting will put pres-
sure on providers to shift additional
costs to individuals and small busi-
nesses who are not covered by HMO’s
or PPO’s. Similar to the Medicare cuts,
these higher costs will force more
people out, further reducing enrollment
in traditional plans (RS).

Insurers. Although healthcare in-
surance was originally intended to pro-
tect against catastrophic illness or acci-
dents, over time coverage has continu-
ally expanded to attract more people
(see “Insurance: Expanding Cover-
age”). The ever-expanding coverage
gives consumers more financial incen-
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tals. Lostrev- | system and further reducing enrollment in traditional plans (RS8).
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tives to seek treatments. In fact, people
with health insurance consume up to
60% more physician services and three
times as many hospital services than
those without coverage (“Business and
the Future of American Healthcare,”
Business Week, June 22, 1992). As us-
age increases, costs rise, leading to
higher premiums and demand for even
more coverage and choices (R9).

PPO’s and HMO’s were designed
to stop escalation by providing limited
options at lower costs. As discussed
above, however, the rise of PPO’s and
HMO’s has come at the expense of tra-
ditional insurers and creates a “Fixes
that Fail” situation.

The Big Picture

The actions taken by each of the
players in the healthcare system are all
contributing to a “Tragedy of the Com-
mons” scenario, where the attainment
of individual goals are at odds with the
long-term health of the system. The
“commons” in this case is access to
healthcare, and the limiting factor is
financial resources. If the present situ-
ation continues, the healthcare system
may collapse because of the financial
burden it places on the whole economy.
Currently, more than 12 cents out of
every dollar is spent on healthcare, and
costs are rising at double the rate of
inflation. If current trends continue, in
70 years our entire GNP will be spent
on healthcare (“The Brave New World
of Healthcare,” Richard D. Lamm, Uni-
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Ever-expanding insurance coverage
gives consumers more financial incentives
to seek treatments. Higher usage increases
costs, leading to higher premiums and
more demand for expanded coverage.

versity of Denver, 1990).
Consumer demand for high-
tech treatment and government
expansion of Medicare and Med-
icaid play into the “Tragedy of
the Commons” structure by con-
tributing to total healthcare ex-
penditures. This raises the cost
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edy of the Commons” structure
as well. As hospitals respond to
discounting by shifting costs to
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small businesses and individuals,
the number of people who can-
not afford coverage increases.
Those individuals must then be
covered by government pro-
grams (which increases total

All of the stories can be integrated and viewed
through a large “Tragedy of the Commons” arche-
type. For example, consumer demand for high-tech
treatment and government expansion of Medicaid
contribute to total healthcare expenditures, which
raises the cost per treatment. Eventually, health-
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healthcare expenditures), or sim-

care will no longer be accessible (B10 and B11).

ply forego coverage and pay

only that portion of their healthcare

bills they can afford. The cost of those

unpaid bills shows up once again in

higher costs per treatment, as providers

raise their rates to cover delinquent ac-
counts.

Looking for Leverage

Current proposals for reform cen-
ter around three critical problems af-
flicting healthcare: uncontrollable,
rising costs; a lack of a long-term
healthcare program; and an increasing
number of uninsured and
underinsured. Although the plans
vary widely on details such as eligi-
bility, acute care, preventative care,
long-term care, and the role of Medi-
care and Medicaid, they can be
grouped into three broad categories:
government-sponsored (single-payer),
employer-based (play or pay), and
private plans (market-based reform).
(See “Healthcare Reform: Evaluating

3

the Proposals” for a discussion of how
these proposals affect the dynamics
described above).

Perhaps the most important ele-
ment of any reform is that the recipient
and payer of services be more closely
linked. One lesson of the “Tragedy of
the Commons” archetype is that the
problem can not be addressed at the
individual level. Adequate informa-
tion, however, will help consumers see
the “big picture” and judge the value of
alternative care. No matter who pays
for coverage, some link needs to be
made so consumers feel the financial
impact of their decisions.

From Disease Treatment to

Health Building

One crucial aspect of reform that is
absent from most of the current propos-
als is a deep change in attitudes sur-
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rounding the purpose and direction of
healthcare. Most Americans believe
that access to healthcare is a “right,” no
matter what the cost. Not surprisingly,
there seems to be more support for uni-
versal access programs than for na-
tional health insurance. Many people
are afraid of non-market-based plans
because of they fear a nationalized sys-
tem would take away the freedom of
choice and the ability to receive what-
ever care one can afford. But as the
“Tragedy of the Commons” structure
illustrates, consumers will have to learn
that there are limits to everything in a
finite world. One reality we all may
have to face is that we can no longer

expect unlimited choice and care.

How we view responsibility for an
individual’s health must also change.
Over time, the burden of responsibility
for one’s health has shifted from the
individual to the healthcare system; the
implicit message has been, “live your
life any way you want and we will take
care of you when your body breaks
down.” This gradual shift might not
have been too damaging if the
healthcare system were focused on
helping people stay healthy. Instead, it
concentrated its efforts on making
treatments more effective and conve-
nient. In a way, it is analogous to find-
ing faster, more painless ways to repair
wrecked automobiles, rather than teach
people how to be safer drivers and de-

Market-based Reform. These plans
are based on a simple market economy phi-
losophy: eliminate waste and escalating
costs by strengthening competition. Edu-
cating consumers on how to choose the
best-priced quality care will hopefully help
edge the worst providers out and provide
| incentives for the best to get better.

Benefits: Teaching consumers how to
evaluate appropriateness and cost of treat-
ment will hopefully break the link between
continually expanding healthcare services
and consumer demand for high-tech treat-
ments (loop R3 in the “Consumer” dia-
gram). It will also strengthen competition
in the industry by helping consumers com-
pare services across hospitals.

To break the cycle of healthcare ex-
pansions, market-reform plans propose us-
ing managed care procedures such as pre-
admission certification and effective dis-
charge planning.

Drawbacks: Critics point out the diffi-
culty of re-educating consumers and busi-
nesses, and they question how effective
managed competition will be in reducing
costs. History has shown that competition
in the healthcare industry can result in
higher costs: according to a U.C. Berkeley
study, costs per admission were 26% higher
for hospitals that had more than nine com-
petitors in a 15-mile radius.

[ For these plans to work, coverage for
the uninsured must be addressed (loop R8
in the “Business” diagram and loop RS in
the “Government” diagram). The other
challenge in market-based reforms is to
carefully balance both consumer expecta-
tions and hospital expansions. If either ef-

Evaluating the Proposals

fort fails, the system will most likely slip
back into its current pattern of escalation.

Play or Pay. In Play or Pay models,
employers will have the choice of supplying
insurance for their employees, or paying a
7-9% payroll tax to enroll those employees
in a government-sponsored plan similar to
an extension of Medicaid.

Benefits: The greatest strength in the
play-or-pay proposals is their focus on re-
ducing the number of uninsured, thereby
preventing cost-shifting. Providers would
no longer need to recoup Medicare short-
falls by raising prices, thereby eliminating
loop RS in the “Government” diagram.
Play-or-pay plans could also reduce admin-
istrative costs through electronic insurance
cards and standardized billing formats.

Drawbacks: Critics are worried that
predicted costs are unrealistic; and that the
projected $100 billion needed to fund the
first five years of this plan would be fi-
nanced by reducing Medicare and Medicaid
reimbursements, actually producing exten-
sive cost shifting (loop RS in “Government”
diagram).

Unlike market-reform plans, the play-
or-pay model does not emphasize managing
consumer expectation dynamics through
education. By making healthcare more af-
fordable for consumers, the plans may spur
greater demand for treatments—and in-
crease overall costs (similar to the dynamics
illustrated in the “Insurer” loop R9).

Though the plan spreads the cost of
health insurance over many payers, it does
not take into account their relative ability to
pay. Small businesses, in particular, could

signing better highway systems to re-
duce the likelihood of accidents. The
result? Escalating automobile premi-
ums, runaway costs, and a growing
pool of uninsured motorists—the
same problems currently facing the
healthcare system.

Any option that is up for serious
consideration must break down the
barriers that limit the healthcare indus-
try to a disease treatment system. As
long as the emphasis remains on tak-
ing care of people only after their con-
ditions have degenerated enough to
require medical care, any option is
going to be costly. The old adage “an
ounce of prevention is worth a pound

Continued on page 7

suffer from increased expenses. The added
strain on businesses might affect the
nation’s gobal competitiveness and compa-
nies’ ability to pay their healthcare bills.

Single-payer. The third category of
proposals are government-sponsored plans,
also known as single-payer plans. They not
only promise universal access, but also
Medicare-type benefits for every Ameri-
can—at a significant cost savings.

Benefits: Many supporters of these
plans believe we cannot really contain costs
unless one entity controls all the payments
and charges. Such a plan would reduce
cost-shifting and administrative burdens
(eliminating loop R8 in the “Business”
loops and loop RS in the “Govenment”
loops). It would also impose limits on ser-
vices, thus preventing escalation dynamics
such as rising consumer expectations and
competition among providers, breaking the
reinforcing dynamics in the “Consumer”
and “Healthcare Provider” loops.

Drawbacks: One concern is that these
systems might over-manage the cost aspect,
resulting in deteriorating quality. If hospi-
tals have no incentives to improve treat-
ment, quality of care could suffer as the
introduction of new medical technologies
stagnates. Critics of the Canadian system
contend that such technological and equip-
ment shortages have affected their quality
of care.

The total cost of the program, which
will be financed with increased payroll and
income taxes, is also a concern. Estimates
range between $125 to $246 billion for the
first year alone.
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of cure” translates into “a dollar spent
on health building may be worth thou-
sands in hospitalization and treatment
costs.” The challenge is to design a
system that gets away from treating
symptoms—where there is the least
leverage and the highest costs—and
focuses instead on efforts to build
health.

The healthcare system in America
is not deteriorating in a vacuum.
“Health care, for all its technical ge-

nius, has become an economic cancer
that is eating into other necessary pub-
lic functions...Our health care industry
is draining resources desperately
needed elsewhere to keep America a
competitive nation” (“The Brave New
World of Health Care”). Not only is
the healthcare system destroying itself
and the economic position of its play-
ers, but it is also affecting quality and
efficiency in many other arenas. To be
truly effective, reform must take into
account not just the roles of the players
and the structure of the system, but also

how the system affects the economic
health of the country as a whole.O

References: “The Brave New World
of Health Care.” Richard D.Lamm, Uni-
versity of Denver, May 1990; “Healthcare
Reform: A Closer Look.” Management Ac-
counting, Dec. 1991; “Healthcare Reform
Stews in Congressional Pressure Cooker.”
Healthcare Financial Management, Jan.
1992; “Wasted Healthcare Dollars.” Con-
sumer Reports, July 1992; “Business and
the Future of American Healthcare.” Busi-
ness Week, June 22, 1992. For other re-
sources, call our offices at (617) 576-1231.

From The
Headlines

Software Price Wars

Because learning new software
takes so much time, software makers
enjoy a great deal of brand loyalty once
they win a new customer. That's why
capturing the 10 million PC users who
have adopted the Windows format is a
critical marketing strategy for software
makers. The result: a brutal price war
is underway in the software industry.

According to Business Week, the
risks are high, but so are the potential
earnings. “For some suppliers, today’s
painful cuts may eventually lead to fat
profits. As customers settle in with
their favorite Windows programs, soft-
ware makers will collect a steady

stream of upgrade fees...But before
long, the old rule will set in. As more
customers master these new Windows
programs, it will become harder and
harder for rivals to get them to switch.
Regardless of the price.” (“The PC
Price Wars Are Sweeping Into Soft-
ware,” Business Week, July 13, 1992)
ek kok ok ok

Features and capabilities weigh
heavily in new product purchase deci-
sions. Over time, however, the buying
decision becomes more determined by
the past history of purchases. A “Suc-
cess to the Successful” archetype sug-
gests that the success of a new product
in the marketplace may depend more
on structural forces than the intrinsic

value of a product (see
= “Success to the Successful:
Success to the Successful in Software | Self-fulfilling Prophecies,”
Toolbox, March 1992).
Software Software Say a company pur-
/5 A Usage \ / BUsgex chases software A and B but
Software A sS4 Fo Software B | Degins using A right away.
P “fChascss R1 E§f,§f‘j:,f : " Rz Purchases | As the company uses soft-
Relative to B S ware A, the employees be-
Afrsctveies \\2 Attractiveness come more F:xpericnced
of Software A of Software B with it relative to package
B, making software A an

The more software A is used, the less attractive
software B becomes, leading to a "Success to the

Successful” dynamic.

increasingly attractive
choice. For the next pur-
| chase, it seems easier to
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Some dynamic structures occur so

frequently that they have been identified as a

generic set of tools called “systems arche-
types.” This column is designed to help
readers recognize archetypes at work in
newspaper and magazine articles.

choose software A (R1). Software B
becomes less attractive, since people
are less experienced with it and there-
fore find it more difficult to use. This
leads to fewer purchases, less usage
and experience, and ultimately, no
more purchases (R2).

A product’s long-term attractive-
ness is often more the result of this fa-
miliarization structure than the merits
of the product itself. For software com-
panies, the “Success to the Successful”
archetype highlights the importance of
not only getting a product to market
first, but making it easy for people to
start using it. An early investment in
customer Land-holding and technical
support may kick off a reinforcing en-
gine ahead of the competition.

For companies who are the con-
sumers of these software packages, the
archetype points out the risk of devel-
oping competency traps—using a tech-
nology solely because it is familiar.
The danger is that companies can end
up investing in and developing compe-
tencies in technology that is obsolete or
ill-suited to their needs. To avoid fall-
ing into such competency traps, the
best advice is to continually review the
appropriateness of software (and other
tools and technologies) relative to the
company’s needs.¥.2"
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