[image: image1.png][ ey e g s v s

ST.LOUlS FDéT-DISPATCH

COMMENTARY

/2.23 93

Fallacious Reasoning Mars Health Plan |

By David C. Rose

t some point in this fall semester, college economics

students will once again be lectured on the evils of the

fallacy of composition. This fallacy will also be cov-

ered in every freshman-level economics textbook.

Yet a key premise of President Bill Clinton’s health
plan — the argument that large health-care alliances will
reduce insurance premiums by increasing the market power of
insurance buyers — is no more than an exercise in such
fallacious reasoning. ’

What is a fallacy of -composition? Suppose we know that
something is true about individual participants in some activity.
Concluding that it will also be true for all participants when, in
fact, it cannot be, is a fallacy of composition. For example,
suppose we all agree that if an individual baseball team plays
harder it will win more games. It would be a fallacy of composi-
tion to conclude from this statement that if all major league
baseball teams played harder the entire league would end the
season with more victories and fewer losses (which is impossi-
ble because the total number of victories and the total number
of losses must equal the total number of games played).

The Clinton administration argues that buying health insur-
ance through large health alliances will reduce premiums be-

. cause altiances will have more market power than most buyers
of insurance currently do. Greater market power certainly
helps large buyers of insurance negotiate lower premiums. But
it is a fallacy of composition ' .
to conclude that premiums
for all buyers will fall if all
buyers become large. This
is because market power is
relative — the advantage
that large buyers enjoy
comes at the expense of
small buyers. Consequent-
ly, if a group of small buy-
ers form an “alliance” so
they can act as a large buy-
er, their market power will
rise only because the mar-
ket power of the other buy-
ers will fall.

A simple example will
make this clear. Consider a
pencil maker who sells one
pencil per month to 10 sep-
arate buyers, Suppose the material and labor cost of each pencil
is $1. In addition, suppose the pencil maker must also come up
with at least another $10 of overhead per month to cover
expenses that aren’t directly related to production and to
generate enough profit to keep investors from, taking their
money elsewhere.

If the number of pencils sold remains fixed at 10, then the
pencil maker needs at least $20 in revenue per month to stay in
business. This means the average price per pencil must be at
feast $2. Now suppose some buyers form dn alliance and
successfully negotiate a price below $2. To continue generating
$20 in revenue the pencil maker must now charge the remain-
ing buyers more than $2. If the remaining buyers also form an
alliance they may be able to negotiate the pencil price back
down to $2 — but only if pencil buyers in the first alliance
experience a pencil price increase. In short, whether we have
10 small buyers, one large buyer and several small buyers, or
two large-buyers, from society's point of view we are still
spending $20 per month on pencils.

The pharmaceutical industry offers another example of the
fact that market power is an utterly relative concept. On Oct.
14, the nation's largest drugstore chains filed an antitrust suit
alleging that several pharmaceutical companies have been en-
gaging in price fixing. The suit contends that large-volume drug

buyers like hospitals and HMOs (health maintenance organiza- '

tions) are often charged substantially lower prices than retail
drugstores. The explanation for this is simple: The market
power that large buyers of pharmaceuticals enjoy comes at the
expense of smaller buyers, since pharmaceutical manufacturers
still have to cover their overhead costs. Of course, if retail
drugstores organized themselves into large purchasing cooper-
atives, the prices they are charged would fali — but only

because the prices that hospitals and HMOs are charged would
rise.

These two examples illustrate why it is fallacious to argue
that you can give everybody more market power by making
everyone equally large. But that's not the only fallacy of
composition in the Clinton health plan. In the Clinton plan,
health alliances will have broad powers to eliminate all forms of
insurance except HMOs should these other forms of insurance
be deemed too expensive (see pages 60-61 of the Clinton plan).
This decision was based on the belief that “managed care”
forms of insurance (particularly HMOs) will do a.better job
containing health-care costs. But that is only half of the story.
When a patient switches from traditional insurance to an HMO,
the patient pays a lower premium because the HMO uses its
market power to negotiate lower fee schedules with drug
companies, hospitals and physicians who participate in the
HMO. Consequently, such a patient will now be contributing
less to their health-care providers’ overhead than before, which
forces health-care providers to make up the difference by
charging traditional insurance patients even higher fees than
otherwise. This means that one reason that HMO premiums are
lower than traditional insurance premiums is that HMOs make
traditional insurance mote expensive. ]

1t is a fallacy of composition, then, to expect that everyone
will have lower premiums if everyone joins an HBMO because
then there would be no traditional insurance patients to shift
overhead costs to. Indeed, if all traditional insurance patients

: join HMOs, the insurance
premiums of people who
are currently in HMOs
would actually rise since
traditional insurance pa-
tients would no longer be
subsidizing the health care '
expenses of HMO patients.

The possibility that ex-
isting HMO patients will
see their premiums rise if
everyone joins an HMO is
not as far-fetched as one
might think. A General Ac-
counting Office study made
public Oct. 19 indicates
that while traditional insur-
ance premiums are higher
than premiums for HMOs,
the rate of increase in pre-

- miums is nearly identical. The study attributes this to the fact

that HMOs don’t do a bette# job containing costs; they just tend
to attract younger and healthier patients who are cheaper to
insure.

But just as it is true that all buyers can’t have more market
power than average, all insurers can’t have risk pools that are
healthier than average. Older patients and younger ones with
serious health problems have always had a strong preference
for traditional insurance because it allows them to keep their
current physicians. If they are compelled to join HMOs because
their regional health alliance determines that traditional insur-
ance is too expensive, the HMO patient pool will become
significantly less healthy. Since unhealthy patients are much
more expensive to insure than healthy ones, it follows that
'HMO premiums would rise.

1t should be noted that there are some valid arguments for
supporting the large-buyer concept. Small buyers of insurance
will certainly benefit from larger risk pools and economies of
scale. But most health economists agree that health-plan pur-
chasing cooperatives are enough to generate these advantages.
So why doesn't the Clinton health plan just provide universal
coverage through health-plan purchasing cooperatives? The
answer is simple. Clinton believes that we must also control
costs and that the only way to do this is to ration health care by
capping what alliances can spend. But this will involve govern-
ment regulation on an unprecedented scale in this country and
goes far beyond the laudable goal of universal coverage. It
seems highly unlikely that this kind of reform is what voters had
in mind last November.
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