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HEALTH POLICY AND FEDERALISM:
AN INTRODUCTION

Keith G. Banting and Stan Corbett

Governments everywhere are wrestling with health policy.1  They must bal-
ance the needs and expectations of citizens, the demands of health-care
professionals and the pressures on public budgets; and everywhere the trade-
offs are becoming more difficult. In federal countries, these challenges are
met through political institutions that require the participation and coopera-
tion of at least two levels of government in the design and redesign of health
policy, adding another layer of complexity to the management of health poli-
cies. This study examines the ways in which different federal systems manage
the tensions inherent in multi-level governance, and the implications of feder-
alism for the nature of health programs.

The analysis is based on a comparative study of the experience of five
federations: Australia, Belgium, Canada, Germany, and the United States, which
are examined in detail in the chapters that follow. However, the implications of
the study extend beyond these five countries. Indeed, the historic distinction
between federal and unitary states is blurring at the edges as traditionally uni-
tary systems such as Britain and Italy experiment with new forms of regional
government, and a wide range of countries devolve important policy responsi-
bilities to a diverse range of regional assemblies and administrations. Although
important differences remain between federations and devolved systems of
governance, many of the political dynamics and policy issues generated by
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these differing forms of multi-level governance are remarkably similar, and a
closer study of health care in federal states therefore has broader lessons.2

A comparative approach establishes a much stronger basis for assessing
the policy consequences of distinctive political institutions. Too often, ana-
lysts and commentators casually assume that the inability of their own political
leaders to solve pressing policy problems must reflect flaws in the political
institutions and processes of their country. Most often, however, other coun-
tries are wrestling with remarkably similar problems, usually with equally mixed
results. A comparative perspective can help identify what is truly distinctive
about a country, and provide a much stronger starting point for attempting to
assess the policy consequences of any particular configuration of political in-
stitutions. This study employs a variety of methodologies to highlight these
relationships. It draws on insights from the wider literature on the influence of
political structures; it presents quantitative comparisons of federal and non-
federal states; and it utilizes a “most similar systems” approach to comparative
analysis. This last technique involves the comparison of countries that share
many similarities — federal institutions, relatively affluent economies, and
common pressures on their health-care systems — in order to pinpoint the
influence of variation in the nature of their federal institutions. In all of the
federations surveyed here, both levels of government are involved in shaping
health policy. There are, however, important differences in the form of their
federal arrangements and in the design of their health-care systems. It is the
interactions between these distinctive political institutions and health care that
lie at the heart of this study.

This introductory chapter provides an overview of the issues and seeks
to draw out the patterns that emerge from the country chapters for several critical
policy issues. The first section briefly summarizes the common health-care
agenda confronted by governments across the Organisation for Economic Co-
operation and Development (OECD). The second section sets the context for
the analysis by examining the wider literature on the implications of federal-
ism and by asking whether federal and non-federal countries differ
systematically in their broad approach to health policy. The third section shifts
the focus more directly onto the five federations explored here, describing their
federal institutions and the ways in which decisions about health policy are
made. The fourth section then examines the implications of their federal struc-
tures for two basic policy challenges: citizens’ access to health services and
the effectiveness of strategies deployed to contain the growth of health-care
expenditures. A final section then pulls the threads of the discussion together.
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As we shall see, these threads are quite strong. While federalism is clearly
compatible with a wide range of health-care systems, the presence of federal
institutions does seem to influence the balance between the public and private
sectors in the provision of health care. In addition, differences in intergovern-
mental arrangements within federations have potent implications for such issues
as the equality of health services enjoyed by citizens across the country as a
whole, and the capacity of governments to manage health-care systems
efficiently.

A COMMON AGENDA

Health policy is a salient issue in virtually every OECD country, and the gov-
ernments of these countries — federal and non-federal alike — confront a
remarkably similar health agenda. In part, this common agenda reflects simi-
lar policy goals. In its 1999 World Health Report, the World Health Organization
set out a list of six core health goals: improving the health status of the popu-
lation; reducing health inequalities; enhancing responsiveness to legitimate
expectations; increasing efficiency of the health-care delivery systems; pro-
tecting individuals, families, and communities from significant financial loss
as a result of health problems; and enhancing fairness in the financing and
delivery of health care.3  Different countries, including the five examined here,
have developed very different approaches to health care, with different public/
private mixes, different relationships among service providers, and different
delivery systems. Nevertheless, few, if any, of those involved in health policy
in these countries would find much to disagree with in this core list of goals.

The shared agenda in health care also reflects the fact that OECD coun-
tries face a common set of pressures: aging populations, rapid technological
change, rising health expenditures, changing understandings of the determi-
nants of health, and a more nuanced appreciation of the relationship between
health care and health outcomes. Moreover, in most countries, governments
must respond to these pressures in the context of fiscal constraint. Although
the public sector has moved into surplus in some countries, international eco-
nomic competitiveness and domestic political resistance to high levels of
taxation mean that few governments can manage the challenges in the health
sector by simply opening their wallets wider.

Common goals, common pressures and common constraints have gen-
erated a shared agenda. Governments throughout the OECD debate a remarkably
similar set of issues: the provision of quality health care; cost containment
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through a mix of price controls, volume controls and/or global budgeting; new
incentive structures for health professionals through changes in payment sys-
tems; shifts in the public/private mix in health services; responses to rapidly
escalating pharmaceutical costs; the need for innovation and flexibility in de-
livery systems; provision for long-term care and support for the frail elderly;
and greater accountability to, and empowerment of, the public. These are the
familiar points of discussion among health policy specialists across western,
democratic countries. The issue in this study is whether federal institutions
matter to the ways in which our five countries respond.

DOES FEDERALISM MAKE A DIFFERENCE?

There is a substantial body of literature that explores the extent to which po-
litical institutions influence the types of policies that emerge at the end of the
day. The broad conclusion that flows from this new “institutionalist” approach
is that political institutions alone are never determinative. They interact with
other factors shaping policy choices, and it is therefore difficult to identify
simple relationships of the sort “federal institutions lead to X.” Nevertheless,
the structures of government are seldom completely neutral. They make some
outcomes easier than others, and therefore influence the capacity of political
agents to act, their perceptions of realistic policy alternatives, their strategic
options, and their preferences.4  Studies have suggested that, in combination
with other factors, the configuration of political institutions can matter to such
things as the size of the public sector, the redistributive role of government,
the level of coherence across programs, the interregional distribution of ben-
efits across the country, the level of innovation and flexibility in the policy
system, the capacity of governments to resist powerful interests, and so on.

Given the contingent nature of the impact of political institutions, one
should not expect to find powerful patterns between such broad categories as
federal versus non-federal countries. For example, in their basic approach to
the welfare state, the five countries examined here fall into three or more of
the regime clusters proposed by Esping-Andersen and extended by others.5

Nor does a more consistent pattern emerge when attention is narrowed to the
health-care system. As we shall see in greater detail below, our five countries
have developed very different regimes of health care. Belgium and Germany
have comprehensive health-care systems in which policy is defined through
corporatist systems of decision-making and services are managed and deliv-
ered locally through networks of social funds. Australia and Canada have
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developed comprehensive public health insurance programs that are managed
by public agencies. And the United States has developed a unique mixed sys-
tem in which public programs cover the elderly, the disabled and many
low-income families, while the rest of the population relies on private cover-
age and a significant minority lack coverage. The basic structure of health care
is clearly rooted in other factors, such as the political culture and the dominant
political coalitions in each country, with the particular configuration of politi-
cal institutions playing a decidedly secondary role.6

Federal institutions do seem to have implications, however, for the size of
the public role in the health sector. This pattern is consistent with a substantial
body of research that concludes that federalism and decentralization tended to
constrain the expansion of the welfare state during the twentieth century. A large
number of studies have concluded that federalism and decentralization create sev-
eral types of barriers that constrain an expansive and redistributive welfare state:
by increasing the number of sites of political representation, federalism multiplies
the number of veto points at which action can be delayed, diluted, or defeated; by
creating separate regional jurisdictions, federalism generates interregional eco-
nomic competition as state/provincial governments compete for private capital,
which can exit for other regions with more hospitable fiscal regimes. These argu-
ments have been advanced in numerous studies of individual federations.7  Although
the completeness of the evidence deployed in such studies has been criticized,8

the argument gains strong additional support from a substantial body of quantita-
tive, cross-national studies of the determinants of social spending. These studies
have identified a variety of factors that help explain differences in the expansive-
ness of the welfare state across OECD nations, including the openness of the
economy, the strength of organized labour, and the ideological orientation of domi-
nant political parties. This literature has increasingly focused on the structure of
political institutions, and findings repeatedly indicate that, other things being equal,
the dispersion of policy-making authority through federalism, decentralization,
and other forms of institutional fragmentation is negatively associated with social
expenditures as a proportion of gross domestic product (GDP).9  Moreover, a re-
cent contribution to this literature finds that decentralization has more powerful
(negative) effects on social welfare effort even than other institutional variables,
such as the level of corporatism in decision-making, the nature of the electoral
system or the presence of a presidential system of government.10  In addition, new
research that approaches the issue from the other side of the ledger by examining
the private share of overall social expenditures in OECD nations comes to similar
conclusions.11



6 Keith G. Banting and Stan Corbett

What about the health-care sector in particular? As Table 1 indicates,
total health expenditure, including both public and private spending, actually
tends to be higher in federal than non-federal states. However, when attention
focuses on the balance between the public and private sector in health care, the
pattern that emerges is consistent with the conclusions of the cross-national
literature. Table 1, which also examines the balance between public and pri-
vate expenditures on health in 1998, indicates that public spending represented
a smaller percentage of total health expenditures in federal states than in non-
federal ones (an average of 70.3 percent versus 79.1 percent). This result is
influenced to some extent by the United States, where public spending represents
an especially small proportion of total health expenditures, but it does not disap-
pear when the United States is excluded from the calculations: public spending
averages 74.6 percent of total health expenditures in all OECD federal states mi-
nus the United States, versus the 79.1 percent in non-federal OECD states.

TABLE 1
Health Expenditures in Federal and Non-Federal States, 1998

Total Public Private
as % GDP as % of Total as % of Total

Australia 8.5 69.3 30.7
Belgium 8.8 89.7 10.3
Canada 9.5 69.6 30.4
Germany 10.6 74.6 25.4
United States 13.6 44.7 55.3

Average 10.2 69.6 30.4

OECD
OECD Average 8.5 76.2 23.8
Non-federal 7.8 79.1 20.9
Federal 9.9 70.3 29.7
Federal–US 9.3 74.6 25.4

Note: In these calculations, OECD Federal states include Australia, Austria, Belgium,
Canada, Germany, Switzerland, and the United States. OECD Non-Federal states include
Denmark, Finland, France, Iceland, Ireland, Italy, Japan, Luxembourg, Netherlands, New
Zealand, Norway, Spain, Sweden, and the United Kingdom.
Source: Organisation for Economic Co-operation and Development, OECD Health Data
2000: A Comparative Analysis of 29 Countries (Paris: OECD).
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Figure 1 puts this difference in a longer term perspective by tracking the
data from 1960 to 1998 (for more detail, see also Table A1). The difference
between federal and non-federal states is a long-standing one, but one that has
been decreasing over time. The data on the rates of change in Table A1 provide
some clues to this partial convergence: the public share of total health spend-
ing grew more rapidly in federal states during the 1960s, narrowing to some
extent the gap generated by the earlier expansion of the public role in non-
federal states; and then federal states did not constrain the public share during
the 1980s and 1990s as sharply as did non-federal states. One interpretation of
this pattern is that the complexity of decision-making in federal states means
that they tend to react more slowly to new conditions than do non-federal states.
If so, one might expect the pattern of convergence to slow, as federal states
develop stronger instruments of cost containment over time.

These differences in spending patterns are intriguing, and we return to
some of the issues they pose below in our discussion of the challenges that

FIGURE 1
Public Expenditure as Percent of Total Health Expenditures, Federal and
Non-Federal States, 1960–1998

Notes: For Federal and Non-Federal, see notes to Table 1. German data in 1990s include
east Germany.
Source: OECD, OECD Health Data 2000.
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federal states face in coping with cost pressures in the health sector. However,
such spending variations represent only incremental variations on the basic
patterns of health care in OECD countries, and the simple contrast between
federal and non-federal regimes only takes one so far. Certainly, as Table 2
confirms, there is no reason to believe that institutional differences make an
appreciable difference to the overall health of populations within states at
broadly comparable stages of economic development. A fuller and more nuanced
understanding of the interactions between federalism and health care requires
an examination of the experience of specific federal countries.

FEDERALISM AND HEALTH POLICY: FIVE CASES

A closer look at federal institutions highlights that there is no single model of
federalism. Indeed, in the words of one analyst, “perhaps the most intellectu-

TABLE 2
Population Health Status in Federal and Non-Federal States

Life Infant Ranking of Ranking of
Expectancy Mortality Population Health System

Health Performance

Australia 78.3 5 39 32
Belgium 77.3 6 28 21
Canada 79.1 6 35 30
Germany 77.3 5 41 25
United States 76.8 7 72 37

Average 77.8 6

OECD
OECD 77.8 5
Federal 77.8 5.5
Non-Federal 77.8 5

Notes: For Federal and Non-Federal see the Notes to Table 1. Columns 1 and 2 are for
1998; columns 3 and 4 are for 1997, and represent rankings out of 191 countries by the
World Health Organization.
Sources: Columns 1 and 2: United Nations Human Development Report 2000; columns 3
and 4 are from the World Health Report 2000.
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ally endearing quality of federalism” is that there is “an eclectic array of fed-
eral political models ... from which other states may draw lessons and experience
as they choose.”12  The five federations examined in this study differ consider-
ably in the role of federal and state or provincial governments in health care,
the ways in which decisions about health policy are made, and the mechanisms
for coordinating relations between different orders of government. It is hardly
surprising, therefore, that federalism does not influence health policy simi-
larly in all countries.

There is a myriad of ways in which one can compare federal institu-
tions.13  A common approach is to assess the level of centralization between
the central and state/provincial governments by measuring the proportion of
public expenditures or revenues flowing through each level of government.
This fiscal approach to federalism has important advantages beyond mere quan-
titative precision. Money is power, and command over resources does influence
the political balance between levels of government in federations. However,
finances represent an incomplete measure of the policy role of different levels
of governments. Given the focus in this study, a better measure is the role of
different levels of government in defining the basic framework of health policy.
Are the core features of a health-care regime set centrally or regionally? This
question cannot be answered in precise, quantifiable terms, but it is the heart
of the matter. If the basic elements of the health-care system are set centrally,
then whether actual expenditures are made locally is a secondary question. In
this chapter, therefore, two questions are critical. First, how specific is the
country-wide framework for health-care policy? Does it resolve most of the
important decisions, or does it leave substantial scope for regional variation?
Second, how is the central framework determined? Is it set unilaterally by the
central government or do state/provincial governments have an important role
in its determination as well? In answering these questions, we draw heavily on
the country chapters that make up the heart of this volume, and readers are
referred to those chapters for fuller details.

Because our analysis draws on two distinct criteria — the comprehen-
siveness of the central framework and the process of its determination — no
simple rank order of centralization is possible. In presenting our five cases, we
start with the countries with the most comprehensive and detailed central frame-
works. In the case of countries with comparable common frameworks, we first
examine countries in which the central government has the greatest independ-
ence in setting that framework.
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Belgium

Although Belgium was established in 1830 as a unitary state, four major waves
of constitutional reform in 1970, 1980, 1988, and 1993 created a decentralized
federal state, with substantial powers exercised by the new Community and
Regional governments. Moreover, a new wave of constitutional reform was
launched in 2001. Despite this dramatic restructuring of state structures, how-
ever, primary responsibility for social security and health care remains lodged
in the central government. The federal government retains exclusive responsi-
bility for health insurance, and sets the framework within which local sickness
funds function. In addition, Brussels establishes framework legislation for
health-care institutions such as hospitals, setting regulations for planning, ac-
creditation, staffing, equipment, advanced technology and the designation of
academic hospitals. According to the calculations in the chapter by Johan de Cock,
approximately 97 percent of total health-care expenditures remain in areas of fed-
eral jurisdiction. The Communities do have a role in the construction and internal
organization of hospitals, and for the organization and management of home care
and nursing homes.14  However, they are constrained by federal norms or financing
policies in many of these areas and must communicate their decisions — includ-
ing those pertaining to individual cases — to the central authorities who are
responsible for ensuring that central norms are respected. Only in public health
and medical education is Community authority dominant.

Although power remains highly centralized in health care, policy-making
within the federal government is subject to the elaborate consultative mecha-
nisms of corporatist governance that characterize the Belgian political system.
Three dimensions of concertation are relevant. Major policy decisions require
the consent of federal representatives from both the French- and Flemish-
speaking groups. In addition, although the Regional and Community
governments have no formal role in the federal legislature, an elaborate set of
rules and regulations in the health sector mandate notification and consulta-
tion between levels of government. Finally, consultative mechanisms
incorporate the social partners and the medical professions into the policy pro-
cess. As a result, changes in health programs require high levels of consensus
among both linguistic blocs and social groups.

Despite this consultative tradition, the highly centralized nature of health
policy in Belgium has come under powerful pressure as a result of the growth
of Flemish nationalism. Flemish nationalists have demanded significant de-
centralization of key elements of social security, including health insurance, in
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order to gain more control over their social future and to reform the inter-
communal transfers inherent in the currently centralized system, demands that
have been articulated by the new Flemish parliament. However, determined
resistance from the Wallonian community to decentralization of social secu-
rity has blocked such changes and, for the moment at least, Belgian health care
represents a centralized corner of a decentralized, binational state.

Germany

As in the case of Belgium, federalism plays a secondary role in health policy
in Germany. As the chapter by Dietmar Wassener makes clear, the framework
for health programs is set, with few exceptions, through federal legislation
that applies evenly across the country. The basic features of this framework
are defined through highly corporatist processes that incorporate not only rep-
resentatives of the social partners — such as employers and employees, health
professionals and social funds — but also both levels of government. The Länder
governments are directly involved in the federal legislative process through
the Bundersrat, the upper level of the federal parliament, and establishing the
parameters of health policy therefore requires a high level of intergovernmen-
tal consensus.

The legislative framework established in this way defines the core fea-
tures of the statutory system of health insurance, which covers over 90 percent
of the population. The framework sets: minimum standards for health services;
the principles governing contribution rates, including maximum rates; and
maximum budgets for the hospital sector, ambulatory care, and pharmaceuti-
cals. Within this common framework, the specific design and delivery of health
services are highly decentralized, being the responsibility of close to 600 in-
dependent social funds. These funds are managed by representatives of
employers and employees, and the services they provide are financed by con-
tributions from employers and employees rather than tax revenues from the
state. Within the national parameters, the funds decide on the precise health
services they will cover, set their contribution rates, and negotiate contracts
with associations representing doctors and hospitals. As a result, the direct
delivery responsibilities of governments are limited. The Länder governments
do have responsibility for public health promotion and for financing the capi-
tal costs of hospitals. This last provision produces a dual source of financing
for hospitals, with the Länder providing for capital costs and the social funds
providing the bulk of operating costs, a division that occasionally produces
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conflict between the two. Nevertheless, in the parlance of new public manage-
ment, the primary function of government in health care is steering, not rowing.

In such a system, it is hard to define precisely where leadership ulti-
mately comes from. Decisions to reform the statutory health insurance system
are taken at the national level, and are normally led by the federal government,
usually in concert with state governments controlled by the same party. How-
ever, their proposals tend to be modified during negotiations with representatives
of the funds and provider associations, and during passage through the upper
house. Indeed, the process requires such a high level of intergovernmental and
social consensus that critics, including Wassener, complain of an institutional-
ized rigidity and inflexibility that constrains policy-making in a rapidly
changing world.15

Australia

Federalism is more central to the politics of health care in Australia, but once
again the federal government plays the leading role in setting the basic param-
eters of health policy, as Linda Hancock’s chapter demonstrates. A 1946
constitutional amendment extended the Commonwealth’s powers to include
laws on pharmaceutical, sickness and hospital benefits, and medical and den-
tal services. As a result, Medicare, the national health program established in
1984, is delivered in two parts, one purely federal and the other federal/state in
design. The Commonwealth government provides directly for access to doc-
tors, pharmaceuticals, and nursing homes under the Medical Benefits and
Pharmaceutical Benefits Schemes, which are administered by the Common-
wealth’s Health Insurance Commission and operate on similar terms across
the entire country.

In contrast, access to public hospital care is established through bilat-
eral Commonwealth/state agreements, which are renegotiated every five years.
However, the Commonwealth government exerts considerable influence here
as well, and hospital care preserves the characteristics of a common “national”
service. The primary instruments of federal influence are Special Purpose Pay-
ments (SPPs), grants to states that are subject to conditions aimed at ensuring
compliance with national goals. The main SPP in the hospital sector, known as
the Health Care Grant, is ringed with highly detailed requirements; for exam-
ple, all public hospitals in the states are expected to comply with performance
targets set by the Commonwealth Department for Health and Family Services,
which constantly audits to ensure that the targets are met. During the 1980s,
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the reliance on the conditional SPPs did shift as a result of changes in the
government in power in Canberra, with Labor governments favouring condi-
tional grants and Liberal/National coalitions tipping the balance more toward
unconditional block grants. Since then, however, the role of SPPs has been
reinstated as a continuing source of central influence on hospital care, and
even conservative administrations have shown little inclination to relax condi-
tions attached to federal social program funding. In addition, as the chapter on
Australia by Linda Hancock indicates, the Commonwealth government influ-
ences health services through initiatives that cover government services as a
whole, such as its National Competition Policy.

Although the parameters of health policy therefore tend to be set cen-
trally, state governments have opportunities to influence the federal framework
through the complex set of intergovernmental bodies that characterize Aus-
tralian federalism. The Commonwealth Grants Commission, which is jointly
appointed by the two levels of government, plays a critical role in managing
intergovernmental conflicts over financial issues. In addition, the Premiers’
Conferences, ministerial conferences, the Loans Council and, in recent years,
the Council of Australian Governments (COAG) represent sites of intergov-
ernmental negotiation in which important initiatives are developed jointly and
intergovernmental conflicts managed. The Commonwealth government tends
to provide the leadership within these bodies, but the network of institutions
does provide for regular debate and coordination between levels of government.
Although these mechanisms of intergovernmental coordination are not as power-
ful as in the German case, they do ensure that many social programs are guided
by national, as well as more narrowly federal objectives.

United States

The United States resembles Australia in relying on separate federal and state
delivery of different components of the public health-care system. However,
the US represents a more starkly bipolar case, combining both highly central-
ized and highly decentralized programs. Medicare, the largest public program,
is a purely federal program, with few intergovernmental aspects. It covers vir-
tually all people over age 65 and about five million disabled individuals under
age 65; and it represents about two-thirds of the total public health-care ex-
penditures in the country. Policies concerning Medicare are determined by the
federal Congress and the program is administered across the country by a fed-
eral agency. Throughout its life, Medicare has been sustained by strong public



14 Keith G. Banting and Stan Corbett

support, powerful bureaucratic champions, and protective congressional com-
mittees. As a result, this largest pillar of the public health insurance system
operates as a single program across the country as a whole.

In contrast, the second, smaller pillar of the public system operates in a
decentralized fashion. Medicaid, a health program targeted mainly at the wel-
fare poor, and the State Child Health Insurance Program, a new initiative
directed at children from low-income families, are federal-state programs sup-
ported by federal conditional grants and delivered by state governments. In
Medicaid, broad federal guidelines determine general eligibility and coverage
standards, but leave considerable room for states to tailor their programs to
local conditions and preferences. In addition, the federal administration has
the authority to grant waivers from some regulations to individual states to
provide for experimentation in program design. As we will see in greater de-
tail below, the result is that state programs vary considerably in eligibility
requirements, service coverage, utilization limits, provider payment policies,
reliance on managed care and spending per recipient. Moreover, the State Chil-
dren’s Health Insurance Program provides even more flexibility than does
Medicaid.

In contrast to most other federal systems, the mediation of federal-state
conflicts in the United States does not flow through formal intergovernmental
mechanisms. Although the courts can and do play a role, conflicts over the
terms and conditions of federal support flow into national politics, with state
governments bringing pressure to bear on Congress, especially the Senate where
these issues tend to be resolved. Although members of the Senate normally
protect the interests of their state in battles over such issues as the funding
formula for federal-state programs, they are independent political agents and
do not necessarily agree with or speak for the state governor and administra-
tion in matters of general health policy. Thus, in the final analysis, it is the
central government that resolves intergovernmental tensions in the federal-
state components of the system.

Canada

Health policy in Canada constitutes the most decentralized of the five systems
examined here. Health insurance and health services generally fall within pro-
vincial jurisdiction, and the first steps toward universal health insurance took
place at the provincial level, with the province of Saskatchewan playing a lead-
ing role. Unlike Australia and the United States, the federal government does
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not provide any significant portion of health coverage directly to citizens as a
whole.16  Federal influence has been exerted through financial transfers to pro-
vincial governments, which facilitated the extension of provincial innovations
across the country as a whole and the establishment of a pan-Canadian ap-
proach to medicare during the postwar years. However, the politics of the
Canadian federation ensured from the outset that the conditions attached to
federal transfers were less specific than in other federations; and the shift from
conditional grants to block-funding for health care in 1977 largely eliminated
day-to-day federal scrutiny of specific provincial decisions.

As Antonia Maioni’s chapter highlights, Canadian health care is best
thought of as a series of provincial health insurance systems operating within
broad federal parameters. The federal legislation, the Canada Health Act, speci-
fies that provincial insurance plans receiving federal funding must reflect five
principles: they must provide universal coverage; they must cover all “medi-
cally necessary” services; they must be publicly administered; coverage must
be portable outside the province; and accessibility must not be limited by user
fees or extra-billing by physicians, both of which are prohibited by the Act.
Within these parameters, provinces shape health policy and delivery systems
as they see fit. Provincial governments define the “medically necessary” ser-
vices that are actually covered, and some differences have emerged across the
country. Provinces also have responsibility for the delivery process, and larger
organizational differences have developed here. Provinces regulate hospitals,
clinics, nursing homes, and other health institutions; they negotiate fee sched-
ules with doctors and other health professionals; they set global budgets for
hospitals; and they have the final responsibility for the costs of health care. In
this context, it is not surprising that provincial governments have been taking
the lead in the restructuring of health-care delivery in Canada, and that — as
we shall see below — there are growing differences in the governance and
delivery mechanisms in the health-care sectors across the country.

The tensions between federal parameters and provincial responsibility
were intensified in the 1980s and 1990s as federal contributions to provincial
health budgets were cut, especially in the 1995 federal budget. At that point,
what had been a long-standing intergovernmental tension flared up into a full-
fledged political warfare between the two levels of government. Unfortunately,
Canada had few powerful intergovernmental mechanisms to help manage the
conflicts. Unlike Germany, provincial governments have no role in the federal
legislature; unlike Belgium, there were no formal requirements for advance
notification and consultation; and unlike Australia, there were no standing inter-
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governmental institutions or expert commissions to coordinate elements of the
relationship. Intergovernmental negotiations in Canada operate through an in-
formal assemblage of committees at the level of officials, ministers, and prime
ministers. In the aftermath of the 1995 cuts, the federal government and all of
the provinces except Quebec reached a compact known as the Social Union
Framework Agreement, which provides a modest level of structure for these
processes. But by the standards of several other federations, the intergovern-
mental structures in Canada remain weak compared to the intensity of the
divisions.

The Overall Patterns

It is striking that in all of our federations, health care operates within a broad
policy framework which sets core features of the system for the country as a
whole. Health care involves the provision of highly personal services to indi-
viduals in diverse settings, a circumstance that has led many theorists to suggest
a decentralized approach, and the state/provincial level has important roles in
all of these countries. Even in the most centralized of the five federations ex-
amined here, the federated units have some responsibilities for health
institutions such as hospitals and clinics. But in none of our federations is
health policy a purely regional responsibility.17 This is true for other federa-
tions not examined in detail here, such as Switzerland, often considered one of
the most decentralized systems of governance.18

Nevertheless, as we have seen, federations clearly differ considerably in
both the comprehensiveness of the federal framework, and in the ways in which
decisions about that framework are made. Setting policy parameters is a highly
centralized and corporatist process in Belgium and Germany, although pro-
gram management and delivery proceeds on a decentralized basis through
networks of social funds. Australia and the United States are middle-level cases.
In both countries, the central government has full responsibility for important
components of health-care insurance, delivering the program directly to citi-
zens. Both countries rely on shared-cost programming for other components
of the system; but Australia establishes more complex conditionality for its
transfers in such programs, and the state governments are more directly repre-
sented in the process of defining health policy than in the United States. Finally,
Canada is the case among these five in which the common framework is most
limited. The federal government delivers no significant component of the health-
care system directly to citizens, and the principles associated with the Canada
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Health and Social Transfer (CHST) are quite general, leaving most of the big
policy decisions to provincial governments.19

The balance between central and regional governments is constantly
evolving in federations. Pressures for further decentralization exist in virtually
all of these countries, and decentralist steps have been taken in some places.
However, the trend is not uniform. In some cases, pressures for cost contain-
ment, which are discussed more fully below, are generating centralizing
dynamics. Germany is one country in which federal legislation has intervened
more extensively than in the past in efforts to contain health expenditures.
Australia also settled into a more centralized model, after brief experiments
with greater decentralization in the 1980s. In other cases, pressures for de-
centralization have had limited impact. In Canada, the federal government’s
financial contribution dropped during the 1980s and 1990s, arguably weakening
the political legitimacy of its role in the system. However, the policy parameters
embedded in the Canada Health Act were not relaxed, and the federal government
has recently reinstated financial contributions cut in the mid-1990s.

Moreover, where there has been decentralization in health care, it has
tended to be less extensive than in other policy sectors. In Belgium, the estab-
lishment of a federal system did see the transfer of limited responsibilities for
health services to the new Community and Regional governments; but social
security, including health insurance, remains highly centralized in comparison
with most other important policy sectors, and recent demands for decentrali-
zation advanced by the Flemish Community have been blocked. In a similar
vein, the federal government in Canada accepted significant decentralization
in social assistance and labour market programs, but has resisted pressures for
a similar shift in health care. The decision in the United States to decentralize
significant control over Medicaid is therefore something of an exception in these
five countries. Even here, however, it is worth noting that although social assist-
ance was shifted to a block-grant mechanism, a similar proposal for Medicaid was
vetoed by President Clinton. In many ways, therefore, the continued role of cen-
tral governments is a striking pattern in these countries. Health care seems to retain
a special political sensitivity that constrains pressures for decentralization.

THE IMPACT OF FEDERALISM ON HEALTH-CARE
POLICY

What then is the impact of these differences in federal institutions on health-
care policy? The case studies in this volume give very different answers to this
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question. At one extreme, analysts from countries with powerful central frame-
works and consensual decision processes tend to assign the importance of
federalism to a secondary status. Johan de Cock concludes that “the impact of
federal state structures on health policy (in Belgium) is still quite limited;”
and Dietmar Wassener argues that “federalism will continue to play a second-
ary role in shaping German health care.”20  At the other extreme, Antonia Maioni
concludes her study of Canada by noting that “federalism is a defining feature
of the Canadian health-care model.”21  Not surprisingly, judgements about the
two intermediate cases, Australia and the United States, are more qualified,
and tend to focus less on the implications of federalism for the basic character-
istics of health programs and more on the efficient management of the system.
In Australia, Linda Hancock points to federal obstacles to efficiency and re-
form, citing a recent commission report that recommended “where practicable,
it is best to avoid multiple levels of government involvement in the first place.”22

In the case of the United States, David Colby is similarly restrained about the
importance of federalism, arguing that “our lack of rationality in program de-
velopment does not lie in our federal system, but in our party system and
government.”23

A closer comparison of the experiences revealed in the country chap-
ters, however, does throw a slightly sharper light on the influence of federal
institutions on health policy. This chapter draws out those comparisons by ex-
ploring two distinct agendas that in combination define health-care politics in
OECD nations: access to health care on one side, and budgetary planning on
the other. In addressing the access agenda in a federal context, we concentrate
on the extent to which citizens in all regions of a country receive comparable
levels of health services. In addressing the planning agenda, we explore the
capacity of these five countries to pursue strategies to constrain the growth of
health-care expenditures.

Access to Health Care: Social Citizenship and Regional Diversity

Every federal state must establish a balance between two social values: a com-
mitment to social citizenship, to be achieved through a common set of public
services for all citizens across the entire country; and respect for regional com-
munities and cultures, to be achieved through decentralized decision-making
and significant scope for diversity in public services at the state/provincial
level. The debate over this balance is an ongoing one in all federations. The
discourse varies from one country to another, and in practice discussion can
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quickly become embroiled in amazingly technical issues of intergovernmental
finance and complex points of constitutional interpretation. But the underly-
ing question is both simple and profound. Which community should be
paramount in the definition of social benefits: the community of all citizens on
one hand; or regional communities defined by state/provincial boundaries on
the other?  There is no single answer to this question. The appropriate response
will vary from federation to federation, depending on the nature of political
identities and the conceptions of community embedded in its culture.

As used in this context, the concept of social citizenship is not restricted
to universal programs provided to each and every citizen. Selective or targeted
programs are also relevant if they function similarly across the country. The
issue is whether citizens in similar economic and social situations are treated
equally, irrespective of where they live in the country. Does a sick baby in one
region have access to the same level of care on similar terms and conditions as
a sick baby in another region of the same country? Or do the public benefits to
which a citizen is entitled also depend significantly on the region in which he/
she resides?

The balance between common benefits and regional diversity in federa-
tions is influenced by two key instruments: the strength of the federal policy
framework established for health policy, and the strength of interregional fi-
nancial transfers. As noted in the previous section, a common framework can
be established in two ways. In some federations, important health programs
are designed and delivered directly to citizens by the federal government, as in
the case of Medicare in the United States and the Medical Benefits and Phar-
maceutical Benefits schemes in Australia. These programs operate on a
country-wide basis, providing all citizens with common benefits for an impor-
tant component of the health-care system. A second approach is central
legislation that sets policy parameters within which other agencies design and
deliver health programs. In Belgium and Germany, such legislation sets the
framework for social funds which administer health insurance. In other fed-
erations, federal legislation establishes parameters for state/provincial
governments, as in the case of Medicaid in the United States, hospital services
in Australia, and health care generally in Canada.

The second instrument critical to the agenda of social citizenship is
interregional transfers. The case for a powerful system of interregional trans-
fers in a federation lies in the conviction that citizens in all parts of a country
should be entitled to comparable benefits and services without having to pay
significantly different taxes.24  Richer regions in any country enjoy the virtuous
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circle of fewer social needs and greater revenue capacity; poorer regions con-
front a vicious circle of greater social needs and weaker revenue capacity.
Sustaining a common or even comparable benefit/tax regime in such circum-
stances inevitably requires some form of interregional transfer. Such transfers
also allow federations to minimize the danger that regional differences in tax
and benefit levels will begin to influence migration of both capital and indi-
viduals across the country, helping to avoid the much discussed twin dangers
of “capital flight” and “welfare magnets.”

In federal states, interregional transfers take two forms. In programs
delivered directly by the central government, the transfers are implicit rather
than explicit, resulting from the differential impact of common benefits and
taxes across regions of uneven economic strength. Such transfers tend to be
hidden, but they are no less real for their opaque nature. In the case of pro-
grams delivered by other authorities, whether social funds or state/provincial
governments, transfers are more explicit. In Germany, health insurance is funded
through contributions levied by the social funds themselves, and reducing vari-
ation in the benefit/contribution package across plans has led to the development
of a major inter-fund redistribution scheme, known as the risk equalization
mechanism (REM), which is well analyzed in the chapter by Wassener. Al-
though the REM was not designed as an explicitly interregional transfer
mechanism, it does have the effect of shifting resources among regions of the
country. In addition, massive transfers from west Germany to east Germany
have been required to create comparable standards in public services, includ-
ing health care, across the old divide.

In countries in which major health programs are delivered by state/
provincial governments, net interregional transfers are embedded in formal
transfer mechanisms. In some cases, as occurs in a limited way in the case of
Medicaid in the United States, redistribution is built into the funding formula
for the program. In other countries, interregional redistribution flows through
a separate program, as in the Belgian “national solidarity” grant, the Canadian
equalization program, the inter-Länder transfers in Germany, and the system
of adjustments to intergovernmental transfers in Australia.

The politics of interregional transfers are becoming increasingly con-
troversial in virtually all federal states, as the various chapters in this book
make clear. Interestingly, the form of redistribution does not seem to affect the
intensity of political debate. One might expect the less visible, implicit trans-
fers embedded in centrally delivered programs to be less politically contested;
and certainly few people seem to care, for example, about the interregional
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transfers embedded in the Pharmaceuticals Scheme in Australia. However, the
insulating effects of implicitness are hardly perfect. In the United States, the
formula governing payments for health maintenance organizations (HMOs)
under Medicare sparked a political battle between the rural and urban states,
which the Senate had to resolve. More dramatically, Flemish nationalists in
Belgium have mounted a powerful political challenge to the transfers implicit
in the federal government’s social security and health insurance programs. In
this case, the opaque nature of the transfers probably created more opportuni-
ties for radical nationalist politicians to make inflammatory statements about
their size.25

Explicit transfers to other governments or social funds can also attract
political heat. Once again, however, there appears to be no neat correlation
between the form of transfer and the level of controversy. Embedding
interregional redistribution in the general funding formula for health programs
was received with relative calm in the case of Medicaid in the United States,
perhaps because no separate equalization program exists in that country.26  In
Canada, however, richer provinces traditionally fight hard against a differen-
tial formula in the federal transfer for health care, insisting that interregional
redistribution should be limited to the separate equalization program. In Ger-
many, both forms of transfer have generated recent challenges. In many ways,
the commitment to interregional solidarity is strongest in Germany, and the
Basic Law empowers the federal government to act to ensure “the establish-
ment of equal living conditions throughout the federal territory.”27  Despite this
commitment, political challenges have emerged in recent years. The risk equali-
zation mechanism, which is strictly speaking an inter-fund transfer rather than
an inter-Länder transfer, has been challenged legally by some health funds and
politically by some Länder governments.28  In addition, the richer Länder in
the south have launched legal challenges to the general-purpose, tax-financed
inter-Länder transfer scheme, complaining about the recipient regions in the north.

In the end, the politics of interregional redistribution seem rooted less
in the form of the transfer, and more in the underlying level of political sup-
port for notions of solidarity and social citizenship. Federal countries differ in
their tolerance of regional variations in tax and benefit packages, reflecting
different levels of commitment to the equality of individual citizens on the one
hand and respect for cultural differences, regional autonomy, and decentrali-
zation on the other.29  Among our five federations, the strongest levels of
interregional redistribution to support health care seem to be found in Bel-
gium, Germany, and Australia. Canada seems to fall into an intermediate
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category. The Canadian constitution includes a commitment to an equalization
program to support less affluent regions, but the funding formula is not as
powerful as in these other federations. It is the United States, however, that
defines the other end of the spectrum. There is no separate program for equal-
izing the fiscal capacity of state governments, and states receive relatively
limited fiscal assistance from the central government, constraining the capac-
ity of poorer states to provide average levels of public services or to introduce
innovative programs on their own.30

In combination, the specificity of the central framework and the strength
of interregional redistribution set the structural underpinnings of the balance
between social citizenship and regional diversity in the definition of health
care. The patterns across the five federations are summarized in Figure 2. Bel-
gium, Germany, and Australia comprise one group, characterized by strong
common frameworks and strong interregional redistribution. The United States
and Canada represent contrasting cases. The United States has an intermediate
framework but a low level of interregional redistribution, whereas Canada has
the leanest common framework but a middle level of interregional redistribution.

These structures define the real policy room available for distinctive
regional or local approaches to health care. How that policy room is used in
practice depends on a much wider range of factors: the extent of cultural and
political differences across the country; differences in the relative strength of
stakeholders; and so on. A fuller analysis of the determinants of health-policy

FIGURE 2
Interregional Variation in Health Care: Instruments and Outcomes

Instruments Outcomes

Country Specificity of Policy Interregional Interregional
Framework Transfers Differences in

Health-Care Systems

Belgium high high low
Germany high high low
Australia high high low
United States medium low medium
Canada low medium medium
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choices at the regional level goes beyond the scope of this study. However, the
case studies in this volume do shed light on the extent of regional variation in
health benefits that does result from the interaction of national frameworks,
interregional redistribution, and distinctive regional societies.

Figure 2 summarizes the pattern in each of our five federations. Not
surprisingly, a common standard of health benefits across the country seems
strongest in Belgium, Germany, and Australia. In the case of Australia, for
example, there are no significant regional variations (except for the case of the
Northern Territories) in such dimensions as the number of hospital beds per
1,000 population or per capita use of medical services, and the primary geo-
graphic inequalities in access to health services tend to be between urban and
rural areas within each region.31  Moreover, the basic structure of health-care
policy and delivery has become more uniform across the country with the ex-
pansion of the federal role under Medicare after 1984.

Fifteen years ago, there were substantial differences between states in hospi-
talization rates, costs and public expenditures.... Most of these have disappeared.
The high spending states have all pared health outlays at the same time that
previously low spending ones have raised them. There were equally large struc-
tural differences within state systems. Queensland and Tasmania were
traditionally “public” states, Victoria a “private” one with New South Wales
having the most complex interweaving of the two. Much of this has also gone.
Membership of private insurance reflected the same systemic diversity.... There
is now no significant difference in coverage between the states and it would be
very surprising if there were one.32

The impact of differences in the strength of common frameworks and
interregional transfers is also highlighted by the contrast with Canada and the
United States. The Canadian package of federal principles embedded in the
Canada Health Act and equalization between rich and poor provinces pro-
duces a common approach to eligibility and a relatively common package of
health services for Canadians across the country, as the tables reported in
Antonia Maioni’s chapter indicate. Health expenditures in poorer provinces
represent a significantly higher proportion of provincial GDP than in richer
provinces, something that would be highly unlikely without interregional
transfers. Within these common parameters, however, the Canadian system
leaves considerable scope for provincial variation; and different provincial ap-
proaches to restructuring and expenditure restraint are generating progressively
larger differences in governance, management, and health service delivery. As
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a team of leading commentators remarked, “With the exception perhaps of
Quebec, over the past twenty-five years the provincial health care systems have
shared not only the five principles of Medicare but also similar delivery and
management structures. In the coming years they may resemble each other
only in sharing the principles of Medicare.... These divergent paths will chal-
lenge the concept of a “national” system, if such a conception ever existed.”33

As we have seen, the US represents a bipolar case. Medicare establishes
a common approach to public health services for elderly and disabled Ameri-
cans, but the combination of a weak framework and weak interregional transfers
in the area of health care for poor children and families means that their pro-
tections are subject to marked regional disparities. In 1994, even before welfare
reform, differences in eligibility meant that Medicaid beneficiaries, as a pro-
portion of the low-income population, varied from a high of 79 percent in
Vermont to lows of 30 percent in Nevada, 36 percent in South Dakota, and 39
percent in Florida.34  Variation in service levels are also clearly implicit in the
differences in average payments per recipient of Medicaid services, which in
1998 ranged from $8,961 in New York to $2,386 in California, a difference
that cannot be explained away simply as a reflection of different health costs
in these two affluent states.35

Federalism and Access to Health Care: The Overall Pattern

The strength of the commitment to comparable access to health services is a
striking feature of these federations. Despite the underlying importance of di-
versity embedded in the logic of federalism, these five federations have
organized themselves so as to constrain interregional variation in the access to
public health services enjoyed by citizens across the country. This is true both
of multi-nation federations such as Belgium and Canada and federations such
as Australia and Germany in which cultural diversity is less regionally concen-
trated. There are undoubtedly important regional variations in many federations,
as evidenced by state differences in Medicaid in the United States and the
increasingly distinctive delivery systems across Canada. Nevertheless, on this
dimension, federal states tend to resemble non-federal ones, in which inequali-
ties are less marked across regions than between urban and rural areas within
regions. It would appear that there is limited scope for highly visible
interregional differences in health services in contemporary federal systems,
an issue to which we return at the end.
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Cost Containment in Federal States

Federal states appear less successful in the area of fiscal restraint. Health-care
systems throughout the OECD world have been under cost pressures during
the last 20 years, and governments have debated a wide array of policy instru-
ments they hope will slow the seemingly relentless growth of health
expenditures. The choices have ranged from relatively blunt instruments such
as global caps on expenditures for particular programs, to changes in the mix
of services provided, to more complex instruments designed to change the in-
centives facing citizens and service providers.36

The approach to cost containment adopted in any individual country is
shaped by the structure of its health-care system. As Tuohy has argued, the
basic structure of a health-care system creates its own internal logic, which
governs the way in which it responds to external pressures.37 The structure
also determines the sorts of levers that governments can hope to use most readily
to constrain expenditures: the single-payer system in Canada presents differ-
ent levers than the public/private mix in the United States. Changing the
structure of a health-care system and creating completely new levers requires
the mobilization of substantial political will by government leaders. Such ma-
jor interventions are rare. The attempt by the Thatcher government in the UK
to introduce “internal markets” in the National Health Service and the reform
effort of the Clinton administration in the US represented two such initiatives,
and both fell short of their champions’ initial aspirations, dramatically so in
the case of Clinton’s proposed reforms. In the main, therefore, governments
tend to rely on the mechanisms that the health-care system makes available to
them.

Federal institutions do add an additional layer of complexity to cost
containment, and it is striking that federal states seem to have greater difficul-
ties in containing cost pressures. As Figure 3 indicates, federal states
consistently devoted a larger portion of their GDP to health expenditures than
did non-federal states throughout the 1960–98 period (9.9 percent versus 7.8
percent in 1998). This is true whether or not the United States, which has com-
mitted a larger portion of its GDP to health than any other OECD country
since 1970, is included; excluding the United States only lowers the average
for federal states in 1998 to 9.3 percent. As the more detailed data in Table A2
indicate, the rate of increase in health expenditures as a percent of GDP has
also been somewhat higher in federal states than in non-federal states, a pattern
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that began in the 1980s and continued into the 1990s. While health costs in
federal states increased by an average of 30.3 percent between 1980 and 1998
(25.7 percent when the United States is excluded), the average increase in non-
federal states was only 16.4 percent. Figure 4 indicates that the higher rate of
increase also held for public spending on health (for more detail, see also Table
A3). The increase in federal states was over 33 percent, a rate that is reduced
only to about 32 percent by the exclusion of the US. Over the same time pe-
riod, the increase in non-federal states was a mere 3.3 percent.

Why should federal states have greater difficulty in containing cost pres-
sures? It has often been argued that attempts to contain health spending in one
area simply shift the pressures elsewhere in the system, much as when a balloon
is squeezed at one end and expands at the other. Federal systems may be more
prone to cost-shifting in two directions. First, as we saw earlier, the private
health sector tends to play a larger role in federations, increasing the opportu-
nities for cost-shifting between public and private funders. Second, the

FIGURE 3
Total Health Expenditures as Percent of GDP, Federal and Non-Federal States,
1960–1998

Notes: For Federal and Non-Federal, see notes to Table 1. German data in 1990s include
east Germany.
Source: OECD, OECD Health Data 2000.
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FIGURE 4
Public Health Expenditure as Percent of GDP, Federal and Non-Federal States,
1960–1998

Notes: For Federal and Non-Federal, see notes to Table 1. German data in 1990s include
east Germany.

Source: OECD, OECD Health Data 2000.

participation of two levels of government in shaping public health programs
increases the chances that cost containment will involve cost-shifting between
governments. The simplest form of this dynamic occurs when a central gov-
ernment reduces its transfers to state or provincial governments, without
simultaneously easing conditions attached to the funding, as in the case of
unfunded federal mandates in the United States, or the practice of the Cana-
dian government of reducing its transfers to provinces while continuing to
enforce the principles established in the Canada Health Act.

This logic would seem to suggest that efforts to constrain public health
spending in federations will be easiest when control over the key policy instru-
ments is effectively lodged at one level of government, whether at the federal
or the state/provincial level. In cases when control over the key levels of cost
containment is divided, the prospects for cost containment would seem to
depend heavily on the effectiveness of mechanisms of intergovernmental
coordination.
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These dynamics can be illustrated by an examination of several of the
countries considered in this study. As de Cock notes in his chapter on Bel-
gium, the concentration of control over the fiscal levers in health policy in the
central government virtually eliminates the scope for cost-shifting between
levels of government. In the case of Germany, while service delivery by funds
represents a very decentralized system, control over the key policy levers is
concentrated at the national level, and the decision system requires a high level
of intergovernmental consensus. In this context, federalism represented no
barrier to the sweeping effort at cost containment in the Structural Health Re-
form Act of 1993. The legislation contained both a massive short-run effort to
stabilize costs and a longer term strategy of structural reforms designed to
alter the underlying dynamics within the health-care system. This strategy in-
cluded significant changes in the system of hospital remuneration, a redefinition
of the division of labour between general practitioners and specialists, con-
trols on the number of doctors and their regional distribution, changes in
reimbursement for drugs, greater competition among health funds for clients,
and the risk-equalization mechanism designed to level the playing field on
which they would compete. Although there was debate about the relative ef-
fectiveness of the various components of the 1993 legislation, it clearly
represented a substantial package. Because the legislation affected the Länders’
budgetary role in the hospital sector, the legislation had to be adopted in the
Bundesrat as well as the lower house in parliament. As a result, it required an
intergovernmental consensus as well as one between the social partners. Such
approval is not automatic. In 2000, the federal government proposed another
Statutory Health Insurance Reform Act, which included a comprehensive maxi-
mum budget, not just for specific areas, but for the system as a whole. The
proposal had to be dropped in response to opposition in the Bundesrat. Never-
theless, the combination of central responsibility for framework legislation
and a powerful mechanism of intergovernmental coordination has proven con-
sistent with broad action on cost containment.

At the other end of the spectrum, the highly decentralized Canadian
model also provides the capacity for powerful cost containment. Admittedly,
the Canadian system provides some scope for burden-shifting, as noted above.
The federal government shifted the potential risks inherent in health-cost pres-
sures to provincial governments in the late 1970s when it moved from
open-ended cost-sharing to block-funding. During the 1980s and 1990s, Ottawa
transferred actual costs by reducing the block-fund transfer. In addition, the
conditions attached to the federal Canada Health Act preclude certain options
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at the provincial level, especially those involving user fees and co-payments.
Within those constraints, however, the provincial governments have the ad-
vantage of a single-payer model, which provides powerful levers for cost
containment. Provincial governments have sought to limit their own financial
obligations by capping hospital and then physician services budgets, and by
closing many hospitals and restructuring others. In a single-payer system, ser-
vice providers were left with nowhere to shift their costs, and they were drawn
into expanded and intensified negotiations with provincial governments and
with the regional structures established in most provinces.38  This highly con-
centrated power proved relatively effective in containing costs. During the
period between 1992 and 1997, when Canadian governments were struggling
to eliminate their substantial deficits, public spending on health care declined
an average of 2 percent each year. Although private health spending did grow
somewhat in this period, the dominance of the public sector in core health
services ensured a substantial slowing of overall health expenditures in Canada
in that period. The consolidation of power at one level clearly does create the
capacity for governments to squeeze the system when needed.

Federations in which spending responsibilities are more evenly divided
between the two levels of government would seem to face larger challenges in
ensuring that cost-containment efforts do not degenerate completely into cost-
shifting. This challenge is illustrated most vividly in the United States, in which
the multiplicity of payers in both the public and private sectors makes inte-
grated cost-containment strategies impossible.

CONCLUSIONS

In keeping with other studies of the role of political institutions, the conclu-
sions that flow from this study suggest that federal institutions on their own
are never determinative. At the broadest level, federalism is clearly compatible
with a wide range of health-care systems: large public roles; small public roles;
corporatist systems relying on social partners to deliver benefits; systems relying
on management through government agencies. On average, the public share of
health spending in federations is somewhat smaller, a pattern that echoes findings
in the larger literature on the welfare state. But, in general, the simple distinction
between federal and non-federal systems does not take one very far. Other factors,
including the clash of economic interests and political ideologies as well as the
norms and values embedded in the underlying culture leave powerful imprints on
the health-care systems that emerge in different countries.
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Nevertheless, the structure of political institutions does have an impor-
tant role in shaping the ways in which competing interests and groups engage
in the struggle to shape health policy. From this perspective, federalism mat-
ters a great deal. But how it matters depends on the particular structure of
federal institutions, and the ways in which they are rooted in the wider politi-
cal environment. Laying bare these complex linkages between federal
institutions and health policy requires careful examination of different federal
countries, such as those appearing in the chapters of this book.

The broad patterns that emerge from these country comparisons are strik-
ing. First, in none of these federations is health policy a purely local
responsibility. Federations vary enormously in the responsibilities of the cen-
tral and regional governments in health policy, the role of regional governments
in shaping the health policies of the central government, the nature of fiscal
relations between the two levels of government, and the mechanisms for coor-
dinating their programs. However, the central government plays a role in all of
these systems, and decentralist pressures have had less impact on the balance
between central and regional governments in this policy sector than in many
others. The political sensitivity of health care seems to ensure that the politics
of health policy resonate across the country as a whole, even in systems other-
wise marked by highly regionalized policy-making.

Moreover, the particular structure of federal institutions and norms in each
country has important implications for key features of the health-care system. As
we have seen, federalism matters to at least two distinct agendas at the heart of
health-care politics: the agenda of access to services and the agenda of rational
planning. The division of labour between levels of government and the nature of
interregional fiscal relations have powerful implications for the distribution of health
services among citizens across the country as a whole. Whether a sick child in one
region has access to the same level of treatment on comparable terms and condi-
tions as a sick child at the other end of the country depends heavily on the often
arcane details of federal institutions, norms, and fiscal relations. The extent to
which federal states have succeeded in establishing interregional evenness in health
services is striking. In this area, federal states look much like non-federal ones. In
contrast, federations have a less enviable record in the politics of cost contain-
ment, an outcome that seems to reflect in part the greater opportunities for cost
shifting created by complex governance systems in the public sector and the some-
what larger role of private health care in federal states.

These contrasting patterns may seem counter-intuitive. Given the litera-
ture on the politics of the welfare state, one might have expected federations to
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have greater difficulty in achieving interregional equity than in meeting other
policy challenges. The distinctive record tracked here undoubtedly reflects a
number of factors. First, democratic politics may be less tolerant of interregional
inequality in health care than in other forms of inequality. “It is through the
territorial units they live in,” Sidney Tarrow reminds us, that citizens “organ-
ize their relations with the state, reconcile or fight out conflicts of interest, and
attempt to adapt politically to wider social pressures.”39  Other dimensions of
inequality are not represented as directly in political life. Second, the intense
political salience of health care seems to constrain the politics of regional di-
versity, which leave a larger imprint on many other public programs in
federations. David Cameron and Fraser Valentine have emphasized the differ-
ence between health care and disability policy in this regard: “health care,
being of central and universal public concern, has a palpable impact on feder-
alism.... Disability, on the other hand, being viewed to some extent as a ‘niche
concern,’ yields a much more limited, lower profile policy discourse, which
drastically reduces its capacity to affect the federal system.”40 In effect, health
politics seem to influence federalism as much as federalism influences health
politics.

The relationships between institutions and public policy can be subtle,
complex and often difficult to disentangle from all of the other forces shaping
the choices made by governments in democratic societies. Nevertheless, un-
derstanding these linkages remains important. Certainly in federations, the
future of health policy will be shaped by the enduring interplay between po-
litical struggles on the one hand and the institutional framework within which
politics are conducted on the other.
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2
FEDERALISM AND THE BELGIAN
HEALTH-CARE SYSTEM

Johan de Cock

INTRODUCTION

Belgium provides a fascinating perspective on the complex interplay among
cultural diversity, federal institutions, and public policy outcomes. Created
originally as a unitary state, Belgium has gradually been transformed into a
federation over the last 30 years. Constitutional decentralization was sought
primarily for cultural and linguistic reasons, and not because public policy
necessarily required a more decentralized approach. Nevertheless, the impact
of the “federalization” of the state on the way public policy is carried out in a
number of sectors, such as education and economic policy, is substantial.
Health-care policy remains largely in the hands of the federal government,
and has been less affected so far. However, even here, intergovernmental coordi-
nation has become much more important. In addition, calls for the federalization
of health care have now become commonplace in Flemish political circles,
and the constitutional future of the sector is very much in contention. This
chapter seeks to describe the Belgian health-care system, to analyze the im-
pact of the country’s newly federal institutions on health-care policy, and to
shed light on the current debate concerning its potential devolution.
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THE BELGIAN FEDERATION

Belgian society is composed of two main language groups: the Dutch-speaking
Flemish group, which represents about 60 percent of the population, and the
French-speaking Walloon group, which represents close to 40 percent. (There
is also a very small German-speaking community in the southeast of the coun-
try.) This linguistic divide has recently been translated into a decentralized
constitutional system, as Belgium has gradually been transformed from a uni-
tary to a federal state over the last 30 years. The basic federalization process
occurred over four successive stages of institutional reform (1970, 1980, 1989,
1993), and it was not until the year 1994 that the country was described offi-
cially as “federal.” Reaching this threshold did not complete the process,
however, and another phase of constitutional reform was triggered in 2001.
During this federalization process, constitutional powers have been increas-
ingly devolved to two new, distinct sets of subnational entities — Communities
and Regions. It is the co-existence of these two overlapping types of structures
that make governance in Belgium both complex and unique.

Belgium is divided into three Regions: the Dutch-speaking Flemish Re-
gion in the north, the French-speaking Walloon Region in the south, and the
bilingual Brussels-Capital Region. The last region has a predominantly
francophone population, but is an enclave in the Dutch-speaking Flemish Re-
gion. The division into Regions was a response to the francophones’ wish for
greater socio-economic autonomy, and the regional governments mainly have
jurisdiction over economic and land-based matters.

Belgium is also divided into three cultural Communities: the Dutch-
speaking Flemish Community, with jurisdiction in Flanders and the
Dutch-language institutions in Brussels; the French Community, with juris-
diction in the French-speaking south of the country and the French language
institutions in Brussels; and a German-speaking Community, serving the 65,000
German-speakers in the southeast of the country. The division into Communi-
ties was a response to the Flemish wish to provide cultural autonomy for the
different linguistic groups in Belgium. A purely territorial division, such as
the regional one, was not possible because the Flemish authorities wished to
maintain a very active presence in Brussels, an historically Flemish city that
became dominated by the French in the nineteenth century. The Communities
enjoy constitutional powers in relation to education and culture and various
forms of “assistance to persons” for which the language used by public au-
thorities was considered particularly important.
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Several distinctive features of Belgian federalism stand out here. First,
it is centrifugal: it arose from the decentralization of a unitary state rather than
the voluntary alliance of previously sovereign units.1  This trend marks all public
policy debates including, as we shall see, debates over the organization of health
care. Second, Belgian federalism is bipolar: although it consists of three Re-
gions and three Communities, the logic behind the structure of the state is
governed by the reality of two major language groups. The successive consti-
tutional reforms were introduced in response to conflict and differences of
opinion between these groups, and many important federal institutions are
parity-based, giving equal weight to Dutch- and French-speakers in decision-
making. Third, the Belgian federal system also allows for a substantial degree
of asymmetry. While powers are devolved in the same fashion to similar enti-
ties, the federated entities are free to organize their institutions differently.
The most striking example of this asymmetry is the merger of the Flemish
Community and Regional institutions (discussed in more detail below), which
has not been duplicated in the French part of the country.

The Institutions of Belgian Federalism

Belgium has developed a complex set of political institutions to give political
life to its newly federal nature. The federal Parliament, which is elected every
four years, is bicameral, with a House of Representatives and a Senate. The
House of Representatives has 150 members who are elected by proportional
representation, and are subdivided into a French-speaking and a Dutch-speaking
group. The second chamber, the Senate, has 71 members. The majority of Sena-
tors are directly elected, but a significant number are designated by, and from,
the legislative assemblies of two main linguistic Communities. The Senate is
thus partly the chamber of the “Communities,” illustrating again the bipolar
nature of the Belgian federal system. Some matters can be legislated exclu-
sively by the House of Representatives, while others also require the concurrent
intervention of the Senate.

While the composition of the federal Parliament reflects the Dutch-speak-
ing majority, the federal Cabinet is composed of an equal number of
French-speaking and Dutch-speaking ministers. The prime minister is always
Flemish, but he or she is normally bilingual and is seen as “linguistically neu-
tral” and therefore not part of the parity calculations. This norm of parity
represents an important guarantee for the French-speaking minority.
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In contrast to the federal Parliament, the legislatures of the Communi-
ties and Regions are unicameral. They are elected for five years, and issue
“decrees” that are legally equivalent to federal legislation. As noted above,
there has been a fusion between the institutions of the Flemish Community
and Region. The Flemish Parliament has 118 seats, and the decrees that it is-
sues in its regional role apply to the Flemish Region. When voting on decrees
related to “Community” matters, however, the 118 members are joined by six
Dutch-speaking members from the Brussels Regional Parliament, and these
decrees apply both in the Flemish Region and in the Brussels Region on Flem-
ish Community matters such as cultural or social institutions that function solely
in Dutch.

The Walloon Parliament, which has 75 seats, issues decrees on regional
matters, which are valid in the Walloon Region.2  The francophone Commu-
nity Parliament remains legally separate, but is not directly elected. It is
composed of all 75 members of the Walloon Regional Parliament, as well as
19 francophone members of the Brussels Regional Parliament, and its decrees
on Community matters are valid in the Walloon Region and in the Brussels
Region.

As complex as these institutions may seem, the arrangements in Brus-
sels are even more so. The 75 members of the Brussels Regional Parliament
are elected on unilingual lists. At present, there are 64 French-speaking mem-
bers and 11 Dutch-speaking members, which corresponds more or less to the
estimated language split in the Brussels Region. This Parliament issues “ordi-
nances”3  on regional matters, which apply in the Brussels Region. The
government is composed of a “minister-president,” whose election requires a
majority of both language groups in the Parliament, and two French-speaking
and two Dutch-speaking ministers who need the support of the majority of
their respective language groups. This parity is the mirror image, in the capi-
tal, of the federal Cabinet, except that this time it offers protection to the
Dutch-speaking minority in Brussels. Parliament decides on regional matters
with a simple majority.

In the case of Community issues, however, the Brussels Parliamentar-
ians sometimes sit with different hats on, for example, the Joint Community
Commission deals with bilingual community matters in Brussels such as bilin-
gual social services or hospitals. Decisions of this commission require a “double
majority,” that is, a majority in each language group. However, matters that
only affect institutions working in French are subject to legislation by the French
Community Commission (COCOF), which is composed of the French-speaking
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members of the Brussels Regional Parliament. There is no parallel for the in-
stitutions functioning in Dutch in Brussels, since the Flemish Community
Commission (VGC) simply implements, in Brussels, the decrees of the Flem-
ish Parliament. In other words, the COCOF is a legislative body, while the
Flemish Community Commission is not. This is another example of formal
symmetry but asymmetry in practice: the different groups had similar powers
to organize their political structures, but they chose to do it differently.

The Distribution of Powers

The distribution of powers is set out in the Constitutional Act, as well as vari-
ous “special Acts” which must be adopted by both a two-thirds overall majority
in the federal Parliament and a majority in each language group. The Belgian
federal system is characterized by a scheme of exclusive legislative powers.
There are no concurrent powers, and therefore no rule such as federal para-
mountcy. The distinct legislative powers are often closely related, and a single
policy field which would be subject to concurrent powers in some federations
may well, in Belgium, be conceived as involving completely distinct and ex-
clusive matters. As a result, the division of powers is defined very finely.
Residual power is supposed to be transferred to the federated entities. How-
ever, because the French- and Dutch-speakers cannot agree on whether the
Regions or the Communities should inherit this power, it has, up to now, re-
mained federal. As a result, a matter that does not clearly fall within an
enumerated head of power is federal by default.

The legislative powers of the three Regions (Flanders, Wallonia, and
Brussels) essentially concern those issues that are territorially-based. They
include: urban planning, environmental issues, rural development and conser-
vation, housing, water policy; economic affairs (but not monetary policy, price
and income policies, or social security), energy policy (with the exception of
national infrastructure and nuclear energy), administrative control of munici-
palities, employment policy (but not labour law), public works and transport;
and international cooperation and research as they pertain to these powers.

The legislative powers of the Communities (Dutch-, French-, and Ger-
man-speaking) include linguistically sensitive matters: education; cultural
programs such as the promotion of language, the arts, libraries, radio and tel-
evision broadcasting; youth policy, leisure and tourism; “personalized” matters
such as “assistance to individuals”; the use of language except in the localities
with a “special status” where administrative services in the language of the
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minority must be available; and international cooperation and research with
regards to those powers.

Through the successive stages of constitutional decentralization, the fed-
eral government has retained its jurisdiction over a limited number of important
fields such as defence, justice, security, fiscal and monetary policy, and social
security. The federal jurisdiction over social security is central to the organiza-
tion of the welfare state in Belgium, including the health-care sector. While
many aspects of the making of social policy have been transferred to the Com-
munities and to lesser degree to the Regions, the federal government still has
exclusive jurisdiction over the well-developed social security apparatus, with
powerful consequences for the distribution of powers over health-care policy.

Financing the Federation

Over the last ten years, the expenditures of the federal authority and the Com-
munities and Regions have evolved as follows:

TABLE 1
Expenditures, 1987–1999
(in billion BEF)

Federal Authority (*) Communities and Regions
Expenses Receipts Expenses Receipts

1987 1911.0 1452.8 152.5 173.2
1997 1619.8 1444.6 1037.3 1034.7
1999 (budget) 1716.5 1569.9 1110.3 1098.6

Note: *Without social security.
Source: Data supplied by the National Sickness and Invalidity Insurance Institute, Brussels.

This table illustrates the significant increase in the expenditures of the
Communities and the Regions over the last decade due largely to the 1988
transfer to the Communities of jurisdiction in the field of education. Interest-
ingly, the federated entities enjoy very little autonomy in revenue collection,
and 90 percent of the financial resources of the Communities and Regions
come from transfers of portions of the income taxes and the value-added tax
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collected by the federal government. Communities do have the constitutional
power to raise their own taxes, but have never exercised it because it would
require the population of Brussels to opt formally for one or other Community.
This is seen as involving the imposition of “subnationalities” on individual
citizens, a prospect that has always been rejected by political leaders on both
sides of the linguistic border. However, the lack of independent fiscal capacity
does not significantly erode the autonomy of the Communities and Regions.
Conditional grants are a rare phenomenon in Belgium, and the federated enti-
ties enjoy a significant degree of independence with regards to spending and
policy choices in their own spheres of jurisdiction.

Finally, an equalization mechanism has been introduced in favour of the
poorer Walloon and Brussels Regions. This redistribution instrument has come
under strong criticism in Flanders and partly explains a call for increased fi-
nancial autonomy and responsibility for the distinct federated entities, which
is discussed more fully below.

Federalism and Political Parties

Over the last 20 years, all national political parties have split along linguistic
lines. Members of the federal Parliament are elected either by the Flemish
population through Dutch-speaking parties, or by the francophone population
through French-speaking parties. As a result, there are no truly federal parties,
and voices for the “whole of Belgium” are rare on the political scene. Govern-
ments are constituted of complex coalitions of parties from both sides of the
linguistic divide. The federal government is composed of six parties: the distinct
French- and Dutch-speaking versions of the Liberals, the Socialists, and the Greens.

The party system has important implications for relations between the
different orders of government. Until 1993, members of the federal Parliament
were also members of the legislative assemblies of the federated entities. Un-
der this arrangement, political concertation between different levels was
particularly strong. Since 1993, however, the direct election of Regional Par-
liaments has created a new dynamic as parliamentarians from different levels
of government increasingly defend distinct visions of the future of their com-
munities. Nevertheless, it is worth underlining that the same parties are active
at the federal and at the Community and Regional levels.4  As a result, differ-
ences of opinion between orders of government are still usually addressed within
the partisan political structure. This is where policy development and the search
for compromise essentially take place.
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These are the complex and often unique political institutions of Belgian
federalism. This new federal state was superimposed on an expansive welfare
state, including a comprehensive system of health care created in an earlier era
of unitary government, and sorting out the new governing relationships has
been a challenging process. The next section describes the essential features
of the Belgian health-care system, and the following one examines the rela-
tionships between health care and the new federal institutions.

THE BELGIAN HEALTH-CARE SYSTEM

Most health-care expenditures flow through the health and invalidity insur-
ance scheme, which is an integral part of the federal social security system. As
such, it is defined by five general principles: it is compulsory; it protects the
insured person and his/her dependants against health-care costs as well as loss
of income due to sickness; it combines insurance and solidarity mechanisms;
it is managed jointly by “social partners” (management and labour), as well as
other relevant interests, such as the mutualities or sickness funds; and it is
primarily financed through contributions from employers and employees, al-
though these are supplemented by federal subsidies and specific “solidarity”
taxes.

The compulsory sickness insurance program, which covers the entire
population, is composed of two different plans. The first plan, which covers
approximately 93 percent of the population, is intended for salaried workers,
civil servants, and comparable categories of employees, as well as their depen-
dants. They are covered for all aspects of health care: ambulatory care (visits to
the doctor); hospital care; medical care provided by medical specialists, den-
tists, nurses, paramedical care (such as physiotherapy); and pharmaceuticals.
The second plan, which covers the remaining 7 percent, is intended for self-
employed workers. This plan only covers “major risks,” such as hospital care
and special technical services, but the sickness funds offer supplementary in-
surance to cover “minor risks.” About 70 percent of the self-employed subscribe
to this plan, thereby benefiting from the same coverage as salaried workers.

Individuals must register with one of the private sickness funds or the
public insurance fund. These funds or mutualities are non-profit organizations,
and were originally founded either on ideological lines (christian, socialist,
liberal) or on a professional basis. However, the ideological underpinnings of
the system are no longer very clear and affiliation tends to depend on other
factors, such as family history or ease of access. It is worth underlining that
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the sickness funds still function on a national basis, and are not divided by
language. So far at least, they all function in Dutch in Flanders, in French in
Wallonia, in both French and Dutch in Brussels, and in German in the Ger-
man-speaking territory. There are, however, some indications of the
development of distinctive “products” in the north and in the south in the area
of supplementary insurance. For example, the French division of the largest
sickness fund recently launched a specific hospital insurance scheme that was
not introduced in Flanders.

Patients have free choice of health-care providers, including physicians
and hospitals. Everybody has the right to unlimited access to health services
and reimbursement; the services provided by the health-care insurance are
granted at the beginning of an illness for an unlimited period, as long as the
beneficiary keeps his/her insured status.

The governance of the health-care insurance system is corporatist in
style. Management is lodged in two bodies of the National Sickness and Inva-
lidity Insurance Institute (NSIII). The General Council, which deals with
financial issues such as the annual budget, is composed of representatives of
employers, salaried workers, sickness funds, and federal government.5  Health-
care providers attend meetings of the council, but in an advisory capacity only.
However, the second body, the Insurance Committee, which deals with the
actual organization of the insurance system, brings together representatives of
the sickness funds and health-care providers.

Ambulatory Care

Both general practitioners (GP) and specialists are independent professionals
who are paid by the fee-for-service method and usually have private practices.
The patient is free to approach either a general practitioner or a specialist for a
primary consultation. For some years now, there has been an attempt to differ-
entiate the roles of GPs and specialists by designating GPs as the “primary”
service and requiring patients to be referred by them to specialists. Support for
this proposal is particularly strong in the Flemish side of the country, but is
resisted by Flemish specialists and by the French-speaking medical profession
more generally.

Services are charged according to a fee schedule established between
the representatives of the medical profession and the sickness funds. The sched-
ule must fit within the scope of a budgetary target defined by the General
Council of the NSIII; and for the agreement to be implemented on a national
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scale, it must be approved by 60 percent of practitioners. The so-called
“conventioned” practitioners must respect the fee schedule, except in some
specific circumstances such as in case of admission in a single-occupancy hos-
pital room. Those practitioners who do not accept the agreement are free to fix
their own fees, but their patients are still only reimbursed according to the fee
schedule provided for in the agreements. In the past few years, 15 percent of
practitioners have chosen to fix higher fees, practising what Canadians would
call “extra-billing.”

The Belgian system includes co-payments by patients. The insured per-
son must pay 30 percent of the fee for consultation with a GP, 35 percent for
home visits, and 40 percent for the services of a specialist. There is, however,
a preferential scheme for socially underprivileged groups such as widows, disa-
bled persons, old age pensioners, orphans with low income, and persons living
on social welfare. In the case of consultations with a physician or dentist, the
patient must pay the full amount and is then reimbursed for the fund’s share on
submission of the bill. However, the third-party system is commonly used for
technical services such as laboratory tests or radiology and is compulsory in
the case of hospitalization. Insured persons receive the same level of reim-
bursement for insured services regardless of their sickness fund. Supplementary
private sickness insurance to cover the patient’s share of the costs, while in-
creasing, is still not widespread.

Pharmaceuticals are covered in a similar fashion. Nearly 2,500 pharma-
ceutical products (out of 6,000) have been declared eligible for reimbursement,
with the level of refund depending on therapeutic value. Vital drugs are totally
refunded, while “essential” ones are refunded at a rate of 75 percent. Oral
contraceptives receive a 20 percent refund, while “comfort” drugs are not re-
funded at all. To be refunded, a drug must have been prescribed by a practitioner,
and physicians are free to prescribe the medication they prefer. Generic medi-
cations are not widely used, and drugs can only be delivered by a pharmacist.

Similarly, nursing care and physiotherapy delivered outside hospitals
can be paid for by the health-care insurance scheme provided they have been
prescribed by a physician. These services are supplied by salaried or self-
employed nurses and are refunded either on a per-service basis or through a
daily lump-sum payment based on the patient’s level of dependency. Except
for those benefiting from a preferential scheme, patients pay 25 percent of the
nursing or paramedical costs, and 40 percent in the case of physiotherapy (al-
though in practice a lower percentage is often applied).
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Hospital Care

Hospital care amounts to 45 percent of the health insurance expenditures. As
of 1 January 1998, there were 193 general hospitals registered in Belgium, of
which 40 percent belong to the public sector (mainly Public Centre for Social
Welfare at the municipal level) and 60 percent belong to the non-governmental,
non-profit sector. At present, there are some 55,000 hospital beds for a popula-
tion of roughly 10 million. For the last 15 years, the central government sought
to reduce the number of hospital beds by converting acute-care beds into beds
in nursing homes and by encouraging a concentration of hospital beds. This is
done through various financial incentives and by imposing a minimum of 150
beds for accreditation.

A global budget for hospital operating costs for the entire country is
established by the central government on a yearly basis. A quarter of these
costs are financed by the federal Ministry of Health and the balance by the
National Sickness and Invalidity Institute. The Communities provide capital
costs for construction and the purchase of equipment is financed at a rate of 60
percent or 70 percent in the case of public hospitals.

While hospital operating costs are regulated by the federal Ministry of
Health, the cost of health care provided by physicians and medical personnel
is entirely financed by the sickness insurance plan. As for the ambulatory sec-
tor, medical and paramedical fees are fixed by agreement, which are negotiated
at the federal level. As a rule, the fees of medical services are the same in the
ambulatory and hospital sectors. Nevertheless, certain services are financed
by a lump sum payment and not by the system of fee-for-service, especially in
areas such as clinical biology and, to a lesser extent, medical scanning.

Physicians receive the full medical fees. They then remit a portion of
those fees to the hospital pursuant to agreements with hospital management,
in order to finance certain hospital costs (staff, premises). The method of pay-
ment varies greatly from one hospital to another and depends on the relationship
between physicians and hospital managers.

A hospitalization lump sum of BEF 1,100 is charged to the patient for
each separate hospital stay. In addition, there is a daily co-payment of BEF 450
for the in-patient costs and a daily co-payment of BEF 25 for medicines. For
some categories of insured persons, those amounts are limited. Complemen-
tary insurance for hospitalization is becoming more and more common.

The health-care insurance scheme also pays for the cost of nursing care
and the cost of assistance with daily activities in “rest and nursing homes” for
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elderly people. The amount of the intervention depends on the person’s level
of dependency. The insured patients must pay for their own board and lodging.

Financing Health Care Insurance

OECD figures show that Belgian health expenditures amounted to 7.6 percent
of gross national product (GNP) in 1996, and the complex financial flows in-
volved are set out in Figure 1. As noted earlier, health-care insurance revenues
come from ear-marked contributions by employers and employees, federal sub-
sidies and so-called “alternative financing” composed of a special crisis tax
and of a percentage of the VAT. The contribution of salaried workers is equiva-
lent to 7.55 percent of their wages. The contribution of self-employed workers
amounts to 3.84 percent of their revenues. Pensioners pay a contribution to the
extent that their pension exceeds a certain ceiling.

The NSIII transfers funds to the mutualities on a monthly basis, in order
to allow them to pay physicians and hospital bills, and to refund patients for
the cost of ambulatory care. Funds are apportioned to the different sickness
funds by taking into consideration a variety of risk factors such as age, sex,
household composition, or the level of urbanization. Solidarity mechanisms
are thus in place to ensure that no fund is disadvantaged because it caters to
groups representing heavier risks than others (the elderly, industrial workers,
etc.).

THE INTERACTION BETWEEN FEDERALISM AND
HEALTH CARE

The meshing of a complex health-care system with new federal institutions
posed important issues for Belgians, issues that are still being debated intensely.

The Distribution of Powers in Health Care

As already mentioned, the greatest part of the health-care system — the insur-
ance scheme — is an integral part of the social security system, which so far
remains under exclusive federal jurisdiction.6  The central government also has
the constitutional responsibility for fundamental aspects of health-care insti-
tutions, notably the framework legislation governing medical practice and
health-care institutions such as hospitals. In 1980, the Communities were
granted apparent jurisdiction over “health-care policy,” resulting in a transfer
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of 4,735 civil servants from the federal level to the Community level.7  Never-
theless, the transfer of jurisdiction was subject to important exceptions in favour
of the central state.8  In this area, there is no doubt that the exceptions consti-
tute the rule: as Table 2 indicates, 97 percent of total health-care expenditures
remain in the area of federal jurisdiction. As we will see below, Flemish au-
thorities have expressed dissatisfaction with the largely symbolic nature of the
transfer of jurisdiction in health care.

The precise distribution of powers between the central state, Communi-
ties, and Regions is complex, and differs according to the type of institution or
care.9  The federal government remains responsible for ambulatory care, the
largest part of which is physician services. Health-care insurance finances the
care, and federal framework legislation governs the practice of medicine, the

TABLE 2
Health Care Expenditure Per Authority, 1997

BEF (billion)

Federal
Federal budget  40.6
Social security–health care insurance

Salaried workers 443.3
Self-employed workers  33.4

Subtotal 517.3 (96.5%)

Communities/Regions
Flemish Community  9.2
French Community  5.5
Walloon Region  2.4

Brussels-Joint Community Commission  0.4
Brussels-French Community Commission  0.6
German-speaking Community  0.6

Subtotal 18.7 (3.5%)

Total 536.0(100.0%)

Source: Data supplied by the National Sickness and Invalidity Insurance Institute, Brussels.
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availability of pharmaceuticals and other major aspects of health care. The
Communities’ responsibilities are especially limited here: they have jurisdic-
tion over the organization and management of home care (but not for financing
the care itself), and over ambulatory mental health services.

Health care in hospitals is a more complex case, although the federal
role still predominates. Federal heath-care insurance finances the operating
costs of hospitals, and federal framework legislation sets accreditation stan-
dards and standards concerning staff and equipment. The federal government is
also responsible for the purchase of major medical equipment, standards con-
cerning planning, and the designation of academic hospitals or services. The
Communities do have responsibility in the hospital sector, but their actions in
many areas are heavily constrained by federal norms and policies. 10  The Com-
munities’ basic role concerns capital investment. As mentioned earlier, they
are responsible for 60 percent of the financing of hospital capital investment
generally, and 70 percent in the case of public hospitals. As a result, the Com-
munities establish priorities for hospital construction, renovations, and the
purchase of equipment, including major medical equipment (although regula-
tions concerning financing in the case of equipment remain federal). The
Communities are also responsible for medical inspections and for the opening
and closing of hospitals, although in both cases they must follow federal norms;
and they have jurisdiction over the internal organization of hospitals but only
to the extent they do not have an impact on the hospital budget. The law stipu-
lates that Communities must communicate their decisions, including those
pertaining to individual cases, to the federal government, so that federal offi-
cials can assure themselves that central norms are being respected.

In contrast to ambulatory and hospital care, the role of the Communities
is dominant in health education and preventive medicine. They are responsible
for providing medicine in schools, sports medicine, and occupational medi-
cine. In the case of preventive health care, they provide information and sanitary
education, and public health programs such as protection for mothers and chil-
dren, the prevention of tuberculosis and cancer, and the fight against transmitted
diseases. However, even preventive health care is interwoven with divided ju-
risdiction. For example, although vaccination is generally a Community
responsibility, it is considered federal if there is a legal obligation to vacci-
nate, as in the case of poliomyelitis. There are also “mixed” diseases, such as
hepatitis B. The federal government pays for the vaccine, but the Communities
organize the vaccination campaign. On this matter, a formal cooperation agree-
ment was signed.
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Finally, the Communities also have a role in running nursing homes for
the elderly. The 1980 Institutional Reform Act transferred jurisdiction to the
Communities for so-called “personalized” matters that directly affect individu-
als, and for which the use of language by public authorities is deemed
particularly important. Central to these personalized matters is “assistance to
persons,” including the financing and management of “rest” homes for the el-
derly. Once again, however, jurisdictions overlap. Communities are responsible
for the operation of rest homes, but the medical and paramedical care offered
in these institutions remains a federal matter, paid for by the national health-
care insurance scheme. Not surprisingly, this division has created difficulties.

Despite these complex details, the overall distribution of powers can be
summarized reasonably simply. The federal government has the leading role
in the provision of health care. Although the Communities have responsibility
for certain institutions, they are tightly constrained by federal legislation and
their primary role is to implement federal norms. They can adopt supplemen-
tary norms, but only if they have no financial impact on the federal level. Only
in the area of preventive medicine do Communities enjoy more significant
powers, since they can actually legislate and regulate in this field.

The distribution of powers concerning health care has some advantages
in the effort to control costs in the field of curative care. The basic instruments
that have a significant impact on costs are within federal jurisdiction, espe-
cially in the three fields of ambulatory care, hospital care, and pharmaceuticals.
The powers remaining with the federal government show a close connection
with planning and/or financing. As a result, a well-known phenomenon in many
federal systems — financial dumping by one order of government onto an-
other — is still very modest in Belgium. The only example is the shifting of
the costs of medical staff in homes for disabled children and services for pre-
ventive mental health care from the Communities to the federal level, where
the health insurance program has absorbed the costs.

Mechanisms of Intergovernmental Coordination

The complicated distribution of powers in federal Belgium and the resulting
need to ensure coherence between the different orders have led to complicated
forms of “cooperative federalism.” Maintaining sufficient collaboration and
solidarity is not easy in this bipolar state, putting considerable pressure on the
federal structure. In partial response to this challenge, the principle of “federal
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loyalty” has been constitutionalized (article 143, section 1). This principle holds
that no decision of any order of government may endanger the federal con-
struction, and each order must take into consideration the interests and the
sensitivities of other orders before taking legislative action.

There are a number of other forms of cooperation, some of which are
used more frequently than others in the health sector. It is worth noting that
these cooperative mechanisms take place between public agents, and that the
“social partners,” who are central to the management of much of the welfare
state, are not formally involved in these intergovernmental processes.

Mutual Representation. This mechanism involves the representation of gov-
ernments on bodies that fall under the jurisdiction of another order of
government. For instance, the planning commission for medical supply, which
was created in 1996 by the federal Ministry of Social Affairs and Health, is
composed of representatives designated by both the federal and Community
levels. Another example is the Scientific Council of the National Sickness and
Invalidity Institute, which is under federal jurisdiction, but can also be con-
sulted by the Regions and Communities, to the extent they exercise jurisdiction
in the field of health policy.

Obligation to Provide Information. Another mechanism is a legislated obliga-
tion to share information. For instance, the Communities must inform the federal
authorities of their decisions concerning the accreditation and closing of hos-
pitals and other health-care institutions, as well as decisions on capital
investment in this sector. In March 2000, a cooperation agreement was signed
in which a program of mutual data transmission is set out.

Compulsory Consultation. The Special Institutional Reform Act introduced
different consultative procedures, ranging from the transmission of informa-
tion to the conclusion of preliminary agreements. However, none of these
compulsory procedures apply in the health sector.

Formal Cooperation Agreements. Another procedure is a formal cooperation
agreement, to which the federal government, Communities, and Regions can
be parties. Although such agreements may not modify the constitutional distri-
bution of powers, they have legal status and cannot be modified unilaterally by
the legislature of one of the signatories. Interestingly, the approval of such
agreements parallels procedures established earlier for international treaties.
Agreements that deal with existing legislative norms or that might put a financial
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burden on the federal state, the Communities, the Regions or Belgian citizens,
require formal approval by the legislative assemblies of the parties to the
agreement.

Cooperation agreements mostly deal with the joint creation and man-
agement of common services and institutions, the joint exercise of certain
powers or the development of common initiatives. In some cases, the conclu-
sion of cooperation agreements is compulsory; the need for them was anticipated
at the time powers were devolved. In the health-care sector, there is no such
legal obligation to conclude cooperation agreements. Nevertheless, several have
been signed: for example, a federal government-Community agreement
launched a research program into AIDS, and another established an Advisory
Committee on Bioethics.

Protocols. Other agreements such as Protocols, which are less formal and do
not have legal standing, are used more frequently. The Council of State11  has
noted on several occasions that even in the absence of a legal obligation to
adopt formal cooperation agreements, cooperation is essential to the proper
implementation of certain legislative provisions. In the health sector, draft agree-
ments have been concluded, especially on efforts to control health costs,
sometimes following the advice of the Council of State:

• measures aimed at controlling and reducing the number of beds in gen-
eral hospitals;

• a timetable from 1985 to 1998 for the construction and refurbishing of
hospitals or health-care institutions;

• the freezing of medical services, closing of acute beds, conversion of
certain types of hospital beds, and determination of the legal status of
one-day hospitalizations;

• health-care policy toward elderly people;
• the organization and financing of an inquiry on public health;
• prevention, especially vaccination against hepatitis B; and
• transmission of mutual data.

Concertation Committee and Interministerial Conferences. Finally, the Spe-
cial Institutional Reforms Act introduced a new institution, the Concertation
Committee, whose mandate is to prevent “conflict of interest” between differ-
ent components of the state. This committee is composed of ministers of the
different federated entities, and is chaired by the federal prime minister. It
normally meets on a monthly basis, but can be called to deal with a particular



Federalism and the Belgian Health-Care System 57

crisis. The Concertation Committee can form ad hoc interministerial confer-
ences composed of members from the executive of both orders of government
in order to provide a flexible structure to coordinate policies in various mat-
ters, including health policy. Decisions taken in the framework of the
conferences are not binding, but the conferences provide an important forum
for drafting cooperation agreements and other forms of accord.

If conflicts cannot be settled through political processes such as
interministerial conferences, or if issues of constitutionality are raised after
the adoption of legislative measures, the Court of Arbitration may be apprised
of the matter. The Court of Arbitration is a constitutional court with a well-
defined jurisdiction. It can revoke or suspend a federal Act or a decree or
ordinance of a federated entity on the grounds that it contravenes specific con-
stitutional protections of fundamental freedoms or violates the distribution of
powers. A judge in a regular court, confronted with a constitutional question
can also submit it to the Court of Arbitration by means of an interlocutory
question.12  The composition of the court follows the bipolar federal model,
with six Dutch-speaking and six French-speaking judges. Half of these judges
are former politicians and half are professional magistrates.

The Court of Arbitration has delivered several important rulings con-
cerning the health-care sector. For instance, the court has ruled that:

• emergency medicine, including the introduction of a single-number call
system (the “100”) and the obligation for physicians and hospitals to
respond to calls from the service, constitutes a distinct and separate con-
stitutional matter. In the absence of an express allocation, it falls within
the federal residual power (rulings 47/95 and 63/95);

• the jurisdiction of Communities regarding health policy does not in-
clude the power to regulate medical practice (ruling 69/92);

• the federal legislature, which regulates the practice of medicine and the
paramedical professions, can set conditions relating to studies and train-
ing, despite the fact that education is a Community matter. More
specifically, by requiring four years of training for physiotherapy, with-
out specifying if this training must be organized at the university or at
the high school level, the federal legislature does not unduly infringe on
the Communities’ power over education (ruling 81/86);

• the Communities have jurisdiction over preventative medicine and health
education, and consequently over anti-smoking campaigns. However,
this does not include the power to prohibit tobacco advertising, because
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tobacco is legally defined as a “foodstuff” which falls under federal ju-
risdiction (rulings 6/92, 7/93 and 17/93);

• the Communities are competent to issue decrees concerning the control
of sports medicine as an integral part of preventive medicine (ruling 69/
92);

• the federal legislature may introduce an external peer-review system for
specific medical disciplines that affect several services and different
hospitals (ruling 91/97) ;

• a Community decree requiring health-care institutions to develop an in-
tegral quality control system affects the accreditation of institutions, and
thus falls within the jurisdiction of Communities. The court also held,
however, that the decree did not limit the federal power to adopt norms
of accreditation or basic norms governing hospitals. Consequently, both
orders of government can proceed with some aspects of quality control
in hospitals. However, the court noted that expenses arising from a Com-
munity decree must not burden the federal authorities.

This suggests that the constitutional court has intervened extensively in the
field of health care. However, given that devolution occurred relatively recently
in this highly developed area of public policy, the need for clarification is quite
normal. Despite the detailed manner in which the distribution of powers was
designed, it was impossible to anticipate every type of legislative and regula-
tory action. The process of clarification occurs on a regular basis at the political
level, but the Court of Arbitration has thus been called upon to clarify grey
areas. Partial devolution of an important sector of the welfare state requires a
lot of fine-tuning, and both the judicial and political processes are involved in
the exercise.

Intergovernmental Tensions in Health Care

Despite the mechanisms for cooperation and clarification, coordination be-
tween the federal government and the Communities has not been particularly
easy and has represented a distinct challenge in two areas:  health care for the
elderly and education.

Since 1980, the Communities have enjoyed jurisdiction over public policy
concerning “rest homes” for the elderly. They pass the framework legislation
that sets planning and accreditation norms, and they have the obligation to
subsidize the construction of such homes, which provide lodging and house-
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keeping care to persons over the age of 60. However, other public authorities
have closely related powers. The federal Ministry of Economic Affairs must
approve the charges to residents. Moreover, with the aging of the population,
health care is increasingly important in these institutions. The federal health-
care insurance plan grants a daily lump sum to cover health care provided by
nursing staff and to help with daily activities and rehabilitation. To qualify for
this financial contribution, the rest home must demonstrate that it has suffi-
cient staff, based on the number of residents at every level of dependency.

The closing and conversion of hospital beds in the 1980s resulted in the
creation of similar kinds of institutions: “rest and nursing homes.” These insti-
tutions provide more health care than the simple rest homes, and are intended
for persons who are affected by a long-lasting illness, but do not require daily
medical regimes or specialized medical treatment. While rest homes come under
Community jurisdiction, “rest and nursing homes” are governed by federal
legislation, as is the case for hospitals. As a result, the basic regulation and
operating costs are federal. As in the case of rest homes, the federal health-
care insurance plan provides lump sums for nursing care and assistance with
daily activities, and the federal Ministry of Economic Affairs approves accom-
modation costs. However, the Communities are responsible for infrastructure
investment, accreditation, and programming within the federal framework.
There is thus a very closely interwoven involvement of both orders of govern-
ment in the running of those important institutions.

Another public policy initiative that is the subject of substantial debate
in Belgium concerns the creation of a separate insurance plan for dependent
elderly people, which some other European countries have already established.
The new insurance scheme would cover non-medical costs facing dependent
elderly people, such as housekeeping assistance and special equipment. Ac-
cording to some analysts, this new insurance would be an addition to the present
social security system, and as such would fall under federal jurisdiction. For
others, such “autonomy” insurance is “assistance to persons,” which clearly
comes under Community jurisdiction. Indeed, in the spring of 1999, the Flem-
ish Parliament approved a decree introducing such insurance for the Flemish
Community. The July 1999 program adopted by the new federal coalition gov-
ernment provides that there will be coordination between the federal level and
the Communities, thus recognizing that both orders must play a role in this
new social program.

Another area that requires coordination is medical education and access
to the medical profession. While the Communities have had jurisdiction over
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the former since 1988, the federal government still has jurisdiction over the
latter. In this context, it is the federal Ministry of Social Affairs and Health
that determines the numbers of medical graduates admitted for specialization.
As part of the effort to control health costs, a 1996 federal law introduced a
numerus clausus for physicians and pharmacists to limit the number of new
professionals. The federal government established the planning commission
for medical supply discussed earlier, with representation of physicians, sick-
ness funds, universities, the Communities, the federal ministry, and the NSIII.
The commission agrees on quotas, which are divided between the Communi-
ties and then fixed by federal decree. A 1997 decree stipulates that the maximum
number of physicians who will be able to obtain a professional qualification in
2004 will be 700, with 420 in the Flemish Community and 280 in the French-
speaking Community.

While the quotas are set by federal regulation, the means of attaining
these quotas are left to the Communities as part of their jurisdiction over edu-
cation. The two Communities have chosen different paths: the Flemish
Community has decided to organize a university entrance examination for
medical studies, whereas the French-speaking Community has chosen to filter
students in the course of their medical training, and to establish bridges to
other studies for those who are excluded. This area is a good example of the
interwoven nature of public action. The objective is negotiated by different
orders of government and the relevant social partners, legislated by the federal
government and implemented by the Communities.

This interwoven texture of jurisdiction not only creates a need for close
coordination, it also makes the system as a whole sensitive to dynamism at any
level. Although the overall power of the Communities is limited, the activism
of the Flemish Community has had an important impact on federal programs
and services. The Community has taken a number of initiatives concerning
palliative care and screening for breast cancer, obliging the federal level to
become more active in this domain. Another example concerns quality-control
measures in hospitals. The Flemish Community introduced its own set of qual-
ity measures in parallel to federal norms. As mentioned earlier, the Court of
Arbitration ruled that these two systems could constitutionally coexist, as long
as the Community norms do not contradict federal ones and there is no impact
on financing by the health insurance scheme. As a result, hospitals had to trans-
fer a lot of information about their operations to the Community, which linked
its contributions to capital investment to broadly-defined quality controls. Al-
though the Flemish action technically focused on areas that were not being
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controlled by the federal authorities, it was also a way of getting involved in
the management of hospitals and expanding the reality of Community power
in health matters.

RECENT POLITICAL CONTROVERSIES

The current balance, in which some powers have been devolved to the Com-
munities and health care remaining under federal jurisdiction, is increasingly
seen as being unsatisfactory in Flemish circles. The result has been a continu-
ing political tension that permeates a wide range of issues in health care,
particularly on the role of interregional transfers, changes in the social secu-
rity system, and constitutional reform.

Interregional Transfers

The role of interregional transfers has often been used as a lever in the Belgian
discussion about the “defederalization” of health care; that is, the devolution
of health care from the federal level to the Communities. Many opponents of
the present centralized system deplore the financial transfers from Flanders to
Wallonia that are implicit in social security in general, and the field of health
care in particular. These transfers have been the object of charged political
exchanges, and studies have repeatedly sought to assess the size of the trans-
fers and the explanation for them.

The most important part of the financial transfer results from differ-
ences in salary and income levels between the two parts of the country. Incomes
are higher in Flanders; and because social security contributions are propor-
tional to salaries, they are also higher on a per capita basis in that region.
North-south financial transfers are also partly explained by the difference in
employment levels; since contributions are based on earnings, there are fewer
contributors proportionately in Wallonia where unemployment is higher.

However, the source of interregional differences is not limited to financ-
ing, as per capita medical expenditure is also higher in the French part of the
country. Regional differences in medical costs are not exclusively a Belgian
phenomenon; they have been observed in many other countries. In the Begian
debates, there is a broad consensus that transfers between different parts of the
country, and the ensuing social solidarity that is sustained, are justified if they
are based on “objective” factors, such as demographic differences (an older
population, or one with a higher rate of fertility) or differences in rates of
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pathology (more occupational illness in Wallonia due to its industrial and min-
ing past).

More controversy surrounds factors characterized as “subjective.” They
are arguably related to cultural preferences, and allegedly include more ex-
pensive medical practice in the French part of the country that results from
differences in medical training, supply, and philosophy. Critics argue that
francophones go more readily to specialists, and that French-speaking doctors
order more medical tests than their Flemish counterparts. Many in Flanders
insist that the Flemish population should not have to subsidize such cultural
“preferences,” which are not actually based on greater medical needs.

Both sides of the country recognized the need to examine the evidence
more closely. First, the Flemish government commissioned a research team to
examine “the transparency of financial transfers concerning social security and
underlying mechanisms” in order to reduce transfers between Communities
and Regions that cannot be explained on the basis of objective factors and
therefore cannot be justified in the name of social solidarity. This research
team wrote a detailed report with an important number of propositions, many
of which have now been integrated into official Flemish Community political
platforms.13

At the federal level, the General Council of the NSIII, the most impor-
tant management body of the sickness insurance scheme, was entrusted in 1993
with writing an annual report on differences in the consumption of medical
care, and proposing ways to eliminate differences that were not objective. To
date, four reports have been transmitted to the federal government and exam-
ined by the federal parliament. The last report (January 2000), concluded that
differences in medical consumption could not be explained fully by the social
and health characteristics of the populations in different regions, and that there
are regional differences in medical practices for a number of medical proce-
dures. The report therefore calls for developing peer-review mechanisms and
enhancing existing databases.

However, the reports also demonstrated that the political arguments about
interregional differences were often simplistic and overstated. Table 3 sets out
the ratio of average medical expenses by region, with the average for Belgium
as a whole equal to 100.

These figures indicate that the highest average expenses occur in Brus-
sels, which has an older population and greater medical supply than the rest of
the country. In comparison, the differences between Flanders and Wallonia are
more limited. Moreover, the analysis shows that certain differences within
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Regions, such as between rural and urban areas, are more important than dif-
ferences between the Regions. The reports therefore constitute a partial response
to the simplistic assertion that north-south transfers are caused by cultural dif-
ferences, and that Flanders is being asked to subsidize expensive medical
preferences in Wallonia.14

Calls for Reform of Social Security

A number of voices are calling for reform of the present social security
system, in which entitlement to social benefits is largely based on the insured
person’s status in the labour market. Critics argue that some parts of the social
security system, such as health care and family allowances, compensate citi-
zens for basic needs and social obligations; as such, they should be available
directly to the whole population, and should not be linked to one’s employ-
ment status. The proposed reform would therefore establish two pillars within
social security. The first pillar would provide cost-compensation programs such
as health care and family allowance to the entire population. This pillar would
be financed either through general taxation or earmarked contributions payable
by the entire population. The second pillar would concern income-replacement
programs, such as unemployment insurance and pensions. They would remain
linked to employment and would continue to be financed by contributions pro-
portional to salary.

Members of the Flemish Community have led the campaign for this pro-
posal. It has not been implemented, however, for reasons unrelated to the basic
logic of the policy ideas. The essential difficulty is that the issue triggers the
debate about defederalization. Many argue that a “pillarization” of social

TABLE 3
Ratio of Average Medical Expenditures (by region), 1997

Flanders  Wallonia Brussels

Ambulatory care 98 101 107
Hospital care 94 104 122

Total 96 102 115

Source: Data supplied by the National Sickness and Invalidity Insurance Institute, Brussels.
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security, and the separation of family allowances and health care from other
branches of the system, would pave the way for the transfer of constitutional
jurisdiction over those programs to the Communities. For example, the Flem-
ish research group mentioned above suggested such a transfer and emphasized
that, in order not to disrupt the Belgian economic union, devolution required
the elimination of the link between the programs and employment status.15

Many francophone politicians have opposed the reform proposals, not because
they disagree with the basic policy ideas, but because of their constitutional
consequences. In addition, the “social partners,” who are intermediaries in the
current social security system, oppose the reform for fear of losing influence
in the process.

Constitutional Reforms

In 1996, the Flemish Parliament began to prepare the next stage of constitu-
tional reform, the last one having occurred in 1993. The starting point was a
discussion paper approved by the Flemish government on 29 February 1996,
which included demands for a redistribution of powers in the health-care sec-
tor in order to create more homogeneous categories. In particular, the following
areas were addressed:

• The need for increased coherence between preventive and healing care.
It is argued that the potential financial advantages of an effective pre-
vention policy must benefit the level of government that introduces and
finances it; otherwise there is little incentive to implement effective pre-
ventative measures.

• The need for a better integration of medical care on the one hand and of
welfare and elderly policy on the other.

• The need for Community modulation in health-care policy. The Flemish
government holds that health care has a cultural dimension, and that
regional differences in preferences concerning the organization of health
care need to be accommodated. Recently, this has been summarized as:
“the south chooses medicine, the north health care,” a reference to the
greater emphasis on specialized care in Wallonia and primary care in
Flanders.

The debate concerning the 1996 discussion paper lasted three years and led to
the adoption of a certain number of resolutions by the Flemish Parliament on 3
March 1999. The implementation of a more coherent constitutional distribution
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of powers is considered a priority objective for the next stage of constitutional
reform. Concerning health care, the Flemish resolutions held that:

the legislative power, as well as powers of implementation and financing of the
whole of health-care policy must be completely transferred to the federated entities,
including the health-care insurance plan (which is a cost-compensation program).
The inhabitants of the Region of Brussels-Capital must be free to choose between
the Flemish system and the system for the French-speakers, which would be distinct
from the point of view of financing, as well as expenditure. [Our translation]

The response of the federal government has been much more cautious. An
assessment of the new federal structures was launched as a result of the June
1995 agreement of the incoming coalition government. The government rec-
ognized that the new federal structures were “dynamic” and that an examination
of possible improvements to the distribution of powers, institutions, or means
of cooperation would be useful. The Senate was charged with this assessment,
which began in 1996. A detailed report was released on 30 March 1999, set-
ting forth an inventory of suggestions. In the case of health care, the report
gives very little detail, and mostly pleads for the development of more func-
tional cooperation between orders of government.

The fundamental reason for the slow pace is powerful resistance from
Wallonia. Proposals to “communitarize” health care have received a negative
response from the French-speaking population and political leaders, who fear
that splitting jurisdiction would lead to a weakening of social solidarity. As it
is currently organized, Belgian social security rests on a form of solidarity
between persons, not between Regions or Communities. They insist that the
existing differences in health expenditures are not culturally or linguistically
linked, but are primarily driven by objective differences in income generated
by economic forces such as the major economic crisis in Wallonia and the
growth of poverty in Brussels, or by differences in the health status that are a
legacy of the history of heavy industry in the south. Finally, many Walloon
representatives insist that splitting, even partially, the present social security
system could actually trigger the end of Belgium as a united country, because
of the polarization it would induce in a very sensitive domain of public life.

This conflict was not resolved, as many Flemish advocates had hoped,
by the outcome of the 1999 federal election. The issue of reorganization of
health care was not directly addressed in the process of forming the federal
coalition government in July of that year. The coalition partners simply “agreed
to agree” on a procedure for further discussions about reforms to state structures.
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In the end, the government established an intergovernmental and inter-
parliamentary conference, with linguistic parity in its membership and two
presidents, one Dutch-speaking and one French-speaking. The conference in-
cluded representatives of the governments and parliaments of the federal,
Community, and Regional levels. However, consensus on health care remained
illusive. The conference deferred tackling the issue, and the formal process of
constitutional reform finally triggered in 1991 did not include health care.

THE FUTURE OF FEDERALISM AND HEALTH CARE
IN BELGIUM

Belgian health policy remains at a crossroads. Although the subject has been
deferred again, it has not gone away. The challenge remains to find a balance
between subsidiarity, efficient administration and transparent solidarity. Until
now, discussion of the communautarisation of health care has mainly been
carried out in academic circles and among political parties. Several important
social partners in the field have not taken a clear position, fearing that bold
and radical changes might challenge their position in the system. In the mean-
time, some policy reforms have been blocked, in part because of fears of the
consequences on the constitutional front. As we have seen, the growing body
of opinion that family allowances and health care should be disassociated from
the professional status of the person and granted to the whole population is
resisted by those who fear that the reform project is really a forerunner of the
transfer of health care to the Communities and the erosion of social solidarity
in Belgium. The evolution of health care in many countries has involved a
trend toward decentralization, and it remains unclear whether Belgium will
escape this evolution. All that can be asserted with confidence at this stage is
that the issue of federalism and health care will continue to feature promi-
nently in debates over Belgium’s future.

NOTES

1In the context of a country that becomes federal by decentralization of a uni-
tary state, opposed to the reunion of distinct entities in one polity, “federalization”
means “to make federal” or “to decentralize.” In Belgium the expression is used inter-
changeably with communautarisation (a transfer to Communities) or “regionalization”
(a transfer to Regions).
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2Regional decrees of the Walloon parliament also apply in the German-speaking
area. However, in the case of community matters, the German-speaking community
has its own parliament, which has 25 seats.

3Which, with some nuances, have the same authority as federal law or “decrees”
adopted by the other federated entities.

4For instance, the minister-president of the Walloon Region was, until the spring
of 2000, also president of the federal French-speaking Socialist Party, which is a mem-
ber of the federal coalition government.

5However, the representatives of the federal government do retain a veto power
on financial decisions.

6Article 6, section 1 of the 1980 Special Institutional Reform Act, as amended
in 1988.

7A number of these officials were working in the Department of Public Health
on environmental matters which became a regional competence at the same time.

8See article 5, section 1 of the same Act.
9Since 1994, the Walloon Region, the French-speaking Region, and the French

Community Commission (COCOF), and the bilingual Region of the Brussels-Capital,
have exercised the authority of the French Community over health-care policy, except
for academic hospitals, the Centre hospitalier de l’Université de Liège, the Belgian
Royal academy of Medicine, the Office national de l’enfance (ONE), sanitary educa-
tion, activities and services of preventive medicine and for medical inspection in
schools. The competences fall under the jurisdiction of the Communities.

10Again, in the French area of the country, the exercise of powers was region-
alized in 1994.

11The Council of State, a federally-appointed administrative court, has two
sections. The “legislation section” reviews all federal, Community, and Regional leg-
islative measures before their adoption to ensure, amongst other things, that they respect
the distribution of powers. The “administrative section” can rule on the constitution-
ality of regulations after they have been adopted (in the case of legislation, this role is
played by the Court of Arbitration). While the Council of State is a federal institution,
each section is subdivided into two linguistic chambers which function independently
from one another.

12This is a kind of reference jurisdiction, but in favour of courts, rather than
the executive as is the case in Canada.

13D. Pieters, ed., Juridisch onderzoek naar de financiële transfers in de sociale
zekerheid, deel 1, Vlaamse Onderzoeksgroep, Sociale Zekerheid, Leuven 1994.

14In the scope of a new system that renders sickness funds partly responsible
financially, a research team appointed by the federal government has been entrusted
with explaining the interregional differences in medical expenses, according to indi-
vidual health-care data. This research is still ongoing. Its results should help the NSIII
distribute financial means between the sickness funds according to specified objec-
tive risk factors, as opposed to total actual expenses, as is the case today.
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15Otherwise, employers in the north and south might have to pay different con-
tributions for those programs, which could introduce economic disruption and
delocalization.



3
FEDERALISM AND THE GERMAN
HEALTH-CARE SYSTEM

Dietmar Wassener

INTRODUCTION

The German constitution defines Germany as “a democratic and social federal
state.” Both federalism and a system of social security are therefore constitu-
ent elements of German society, and the German social-security system
including health care is organized to some extent according to federal princi-
ples. Federalism, however, is often superseded by other fundamental principles
of the German social-security system. Recent reforms, such as the Structural
Health Reform Act, have kindled a debate on the necessity of more federalism
within the social-security system and more regionalism within the German
health-care system. However, this chapter will show that, while the health-
care system will undoubtedly undergo further structural reforms, the basic ideas
that define the German health-care system — self-administration, subsidiarity,
and solidarity — are unlikely to be questioned or altered. In comparison, fed-
eralism will continue to play a secondary role in shaping German health care.

The German Federal System: Interlocking Federalism

Germany as a federal state consists of 16 states or Länder, each with its own
government and parliament. On the national level, the federal government or
Bundesregierung acts as the executive body. The federal parliament has two
chambers: the Bundestag or lower house whose members are elected directly
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in nationwide elections; and the Bundesrat, the upper house which consists of
representatives from the 16 state governments.1

One of the main features of the German federation is a system of inter-
locking federalism which results from several factors: the constitutional
distribution of powers, a highly integrated fiscal system, and the role that the
Bundesrat plays in federal legislation. In theory, article 30 of the German con-
stitution provides significant legislative powers for the states. In practice,
however, “the wide array of concurrent legislation has to all intents and pur-
poses been absorbed by the federal level of government, with the consequence
of limiting the legislative powers of the Länder to a small number of exclusive
powers.”2  This dominance of the federal government in the field of concurrent
powers is especially true in the field of social policy where the states have very
little exclusive legislative competence. Nevertheless, the states are directly
involved in much of the legislative policy-making on the federal level through
their role in the Bundesrat. Indeed, the very term “federal” in Germany always
includes not only the Bundesregierung and the Bundestag but also the states as
represented in the Bundesrat.

The mechanism of interlocking federalism ensures that the states are
involved in all aspects of policy implementation. All federal laws have to be
considered by the Bundesrat and many need its approval. For example, article
77 of the constitution requires approval for those laws that affect the interests
of the states such as financial matters or administration. Today, more than 60
percent of all federal laws have to be approved by the upper house of parlia-
ment. The Bundesrat plays an important part in coordinating both orders of
government. Through this independent institution, states do not only partici-
pate in the federal legislation but also in the administrative procedures of the
federal government. In cases of conflict between Bundestag and the Bundesrat
over legislation needing the Bundesrat’s approval, a mediation committee
(Vermittlungsauschuß) consisting of members of both parliamentary chambers
is installed to resolve the disputes.

The system of interlocking federalism is also reflected in the tax sys-
tem. While legislative sovereignty for determining taxes lies predominantly
with the federal government, the tax revenues are distributed among the fed-
eral, state, and local levels according to independent principles operating
through complicated mechanisms. These mechanisms include vertical trans-
fers between the federal level and the states, horizontal transfers among states
themselves, and local transfers among communities.3  In 1997, about DM12
billion were transferred between states through the horizontal interstate tax
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transfer system alone, with DM 5.3 billion going to the east German states.4

While the present system is criticized by some states, this criticism explicitly
does not include the interregional solidarity with the east German states whose
need for further financial support is generally acknowledged. Nevertheless,
the effects of the fiscal crisis brought on by the costs of unification are putting
this system of intergovernmental relations under some strain, as it tends to
reduce the flexibility of both orders of government and therefore reduces, rather
than increases, the speed of necessary reforms.5

The tax-transfer mechanisms are laid out in the constitution. Compared
to other federal systems, the freedom of both the federal and state govern-
ments to raise revenues independently is small. The formal competence of the
state governments in the area of tax legislation are extremely small; and the
freedom of the federal government to raise revenues independently is restricted
because it depends on the consent of the majority in the Bundesrat to changes
in any tax law that directly affects the state revenues.

The interlocking nature of German federalism gives the system a strongly
corporatist dimension which is reflected in a number of intergovernmental
consensus mechanisms. Coordination between the different orders of govern-
ment takes place in all the various stages of the process of policy development
and implementation. There are formal and informal meetings vertically be-
tween representatives of the federal and state governments, and on the horizontal
level among representatives of the states without the involvement of the fed-
eral government.6  Furthermore, there are hundreds of working parties on all
political levels, ranging from the heads of government and departmental min-
isters to the departmental officers at the sectoral level.

The complexity of the interlocking German federalism and its corpo-
rate structures directly influence decision-making. The system in most cases
leads to a relatively high degree of political consensus and stability between
the various levels of government. But the complex consensus mechanisms also
tend to obstruct policy initiatives aimed at solving the complicated problems
that are most likely to be found in the welfare system.7  This is especially true
in the case of a “divided government,” when different political parties control
the two houses of parliament. In such periods, decisions can only be taken
with the backing of a majority of conservatives and social-democrats. This
kind of political stalemate existed between 1994 and 1998, with a liberal-
conservative majority in the Bundestag, and a social-democrat majority in the
Bundesrat. After a brief interlude following the 1998 election when the Social
Democrats controlled both houses, divided government returned in 1999 when
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they lost control of the Bundesrat. The result has been that the German federal
government was free to lead only in the field of foreign and defence policy,
whereas domestic and especially social policy has become a domain of the
Vermittlungsauchuss between both chambers of parliament.

In this system, it is hard to define precisely the ultimate source of lead-
ership. However, fundamental political decisions of national importance —
such as a general restructuring of the statutory health insurance — are taken at
the national level. In most cases, the federal government initiates the legisla-
tive process, usually in consensus with state governments led by the same
political party in order to ensure some support in the Bundesrat. Its proposals
are then discussed and often modified in both chambers of parliament. Defin-
ing precisely the source of political leadership is even harder in the field of
social policy.8  In the social-security system, the cooperation and coordination
implicit in interlocking federalism are supplemented by corporatist relation-
ships with representatives of employers and employees. These relationships
are organized according to fundamental principles of their own, including
subsidiarity, solidarity, and self-administration by the “social partners,” with
important consequences for the decision-taking process.

Principles of the German Social-Security System

Although the German social-security system is in many aspects organized along
federal lines, federalism is not its basic principle. Questions of federalism tend
to be superseded by the discussion about the shape of solidarity and the level
at which a uniformity of living conditions should be achieved and maintained.

The German welfare system dates back to the second half of the nine-
teenth century.9  The first health-insurance law was adopted in 1883, the basis
for occupational accident insurance was laid in 1884, a statutory pension in-
surance was founded in 1889, unemployment insurance was introduced in 1927,
and a fifth branch of the insurance system — nursing insurance — was finally
added in 1994. The basic principles of the German social insurance system
are:10

• The insurance principle. By paying contributions to the insurance sys-
tem insured individuals earn claims on benefits. These benefits may be
based on individual needs, as in the case of health insurance, or on indi-
vidual financial contributions, for example, pension and unemployment
insurance.
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• The principle of self-administration within a legal framework. The self-
administration of the social funds for health insurance, pensions, and so
on is a central principle of the German social system. While the federal
government sets the legal framework through the Social Code, it is em-
ployers and employees who actually administer the different social
insurance plans through representatives’ assemblies and executive boards
in which both employees and employers are equally represented. In the
case of the health sector, these legally independent, demand-side or-
ganizations face equally independent, self-administered, supply-side
organizations of physicians and hospitals.

• The principle of organizational diversity within the branches of social
security. While organizational diversity is largely a result of historical
development, it is widely accepted today. In the health sector, for exam-
ple, this principle would never allow a single, nationwide insurance plan.
Instead, it leads to a highly decentralized structure of statutory health-
care funds.

These insurance principles are complemented by the principle of public as-
sistance. The state intervenes in those cases where insurance turns out to be
insufficient because no contributions are being paid or because the legal frame-
work does not provide coverage through insurance.

Under these principles, social security in Germany is provided to a large
extent by statutory insurance financed through contributions rather than by the
state through taxes.11  In those fields where social security is provided by the
insurance system, the role of government — both federal or regional — is
limited to setting the legal framework. Discussions about federalism and re-
gionalism within the German social-security system are therefore often
transferred from the governmental sector (federal government versus state gov-
ernments) to the insurance sector (nationwide versus regional calculation of
contribution rates, nationwide or regional organizational structures).

In order to understand the German social-security system and the cur-
rent debate on regionalism within this system, it is important to examine the
role of subsidiarity and solidarity as they are understood in Germany. The social-
security system reflects the principle of subsidiarity, which holds that social
functions such as health care should, whenever possible, be taken care of by
the smallest social unit and should be delegated upwards to larger units only if
the smaller unit proves unable to fulfil the function. Although the family is
regarded as the nucleus of society, when it proves unable to cover risks such as



74 Dietmar Wassener

illness, it is the solidarity within the association of the insured that provides
the necessary coverage. In this view, the state should intervene only when the
insurance system fails to provide security. It is also argued that whatever so-
cial aspects can be regulated on a state level should not be delegated to the
federal level.

Subsidiarity is complemented by solidarity. In the German view, soli-
darity means that costs and benefits should be broadly shared among all the
groups and members of society. While solidarity within the social-security
system primarily refers to the solidarity among members of a single insurance
fund, the concept of solidarity also applies nationwide and is, for example,
reflected in the significant financial transfers from west to east Germany within
the unemployment insurance system and the pension plan.12  In the health-care
sector, the idea of solidarity is most clearly seen within each statutory health-
insurance fund. The fund’s contribution rate is calculated as a percentage of
wages, leading to higher absolute contributions by wealthier persons, while
benefits are provided strictly according to need. While this element of solidar-
ity occurs within individual funds, other elements of the system also reflect
the principle of solidarity on a wider basis. Health policy changes are widely
negotiated, and consensus is sought between all concerned parties including
the providers, individual funds, and policymakers. Financial transfers between
funds are also common. The risk-equalization mechanism, which is discussed
in greater detail below, leads to significant transfers between funds and adds
an element of inter-fund solidarity. Finally, solidarity also depends on a com-
plex series of rights and obligations involving providers, insurers, governments,
and other parties. These rights and obligations are clearly reflected in the Ger-
man health-insurance law, in the delegation of responsibility for the system’s
administration to physician associations, sickness funds, and other groups. In
effect, solidarity is “the basis on which the structure is built, and which binds
it together.”13

The German Health Care System

The framework of the German health-care system is depicted in Figure 1, which
provides a simplified view of the flows of finances and health benefits within
the system. As noted earlier, any discussion on federalism and regionalism
concentrates less on intergovernmental relations and more on the relationships
and organizational structures of the self-governing provider associations and
health-insurance funds. In this respect, the main participants in the German
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FIGURE 1
Main Transactions within the German Health-Care System

Source: Presentation based on M. Pfaff and F. Nagel, “Gesundheitssysteme der
Europäischen Gemeinschaft im Vergleich,” Das Gesundheitswesen 56, 2 (1994):86-91.

health-care system are the federal and state governments, the provider asso-
ciations (including ambulatory care physicians and hospitals), and the
health-insurance funds.

Given the traditions of the German welfare state, the organization and
financing of health care are to a large extent transferred from the government
to the self-administering health-insurance funds and provider associations. The
calculation of contribution rates, the setting of prices for health services, and
the definition of benefits paid for by the insurance funds and therefore pro-
vided by doctors are all left mostly to self-administration. The role of the federal
and state governments is reduced largely to setting the legal framework for the
interaction between the partners of the self-administration system. This in-
cludes, for example, defining the principles of how to calculate contribution
rates, setting minimal standards for benefits to be provided, or — possibly the
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most drastic “intrusion” into the system of self-administration — defining an
overall maximum budget for health expenditures.

The legal framework is set, with few exceptions, on the federal level
through the regulations of the Social Code.14  The constitutional distribution of
powers within the German health-care sector provides that both the federal
and state governments, or their legislative bodies, are engaged in the task of
setting health-policy goals, formulating general guidelines, and controlling
adherence to the legal framework. The Federal Insurance Bureau supervises
those health-insurance funds organized on a federal level such as the substi-
tute funds, the miners’ fund, and the private health-insurance plans. The federal
Health Ministry is responsible for the federal organizations of the health-
insurance funds and also controls a number of health authorities such as the
Federal Bureau for Food Control and Federal Centre for Health Education.
The state governments are responsible for the Public Health Offices, which
provide for health promotion and disease control and supervise the regional
and local health-insurance funds. Furthermore, and most importantly, hospital
planning is the responsibility of the state governments, which finance invest-
ments in the hospital sector from their tax revenues.

Ambulatory-care physicians are organized into associations. Physicians
receive their remuneration from their own associations, which submit the claims
of individual doctors to the health-insurance funds. There are general con-
tracts at the federal and state levels for the delivery and monitoring of medical
services, and for providing the general framework for the relationship between
the health-insurance funds and the health-insurance-fund physicians. These
general contracts regulate the particulars of the medical services rendered, prin-
ciples of reimbursements, fees for services, processing of claims, and economic
monitoring.

Although the general guidelines are mostly outlined at a federal level,
reimbursement is calculated at the state level. The state associations of ambu-
latory-care physicians control both the right of physicians to practise in the
region, and the reimbursement of fees that are negotiated with the state asso-
ciations of health-insurance funds. Each ambulatory-care physician submits
vouchers for patients of the sickness funds to the regional association for re-
imbursement. The association itself monitors the volume and value of services
of each physician and controls the number and value of prescriptions and
referrals.15

Hospitals are organized rather loosely. The state hospital associations
and the German Hospital Association represent the interests of individual
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institutions. Since these institutions hold the status of private associations, how-
ever, they cannot regulate the conduct of an individual hospital. Moreover,
since public, private non-profit, and private for-profit hospitals coexist, their
interests differ considerably, which constrains effective organization of the
sector. The German hospital sector is financed in a dual fashion: investment is
funded by the state government, while the variable costs are covered by the
health-insurance funds. As a result, conflicts can arise over the responsibility
for financing investment in buildings and equipment. Furthermore, although
hospital planning is the responsibility of the state governments, the health-insurance
funds can terminate their contracts with particular hospitals if problems in quality
arise or if an economically sound hospital operation is not maintained.

All in all, the distribution of power between state governments and health-
insurance funds is rather delicate in this sector. Although conflicts between
state governments and health-insurance funds arise mostly at the regional or
state level, they can develop an interregional dimension in cases where access
to hospital services is not restricted to a single state. For example, although the
services of the Hamburg hospitals are also available to patients from the states
of Niedersachsen and Schleswig-Holstein, only the citizens of the state of Ham-
burg contribute to investment in buildings and equipment through their taxes.16

One possible solution to this conflict between financial and planning
interests would be a “monistic” financing structure. Under this model, the
health-insurance funds would finance both investment and the running costs
of the hospital sector, and in return would be solely responsible for hospital
planning. While neither the Structural Health Reform Act of 1993 nor the re-
cent Restructuring Acts of 1997 included legislative steps in this direction, the
current draft by Social Democrats and Greens for a reform of the statutory
health insurance (GKV-Gesundheitsreform 2000) proposes the introduction of
a monistic financing system in three steps by the year 2008.

German federal legislation requires that employees have health insurance,
regardless of their income. In 1995 about 9 percent of the population was insured
by private health-insurance plans, while nearly 90 percent of the population was
insured in the statutory health-insurance system.17  In the statutory system, contri-
butions are calculated as a percentage of gross wages up to a nationally
defined-income ceiling, which determines the maximum contribution. The contri-
bution rate for statutory health insurance averaged about 13.5 percent in 1998 (see
Figure 5 below) and is shared equally between employer and employee.

A large number of insurance funds provide the statutory health-insurance
package. In 1995, these included 17 general funds (AOK), 677 company-based
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funds, 93 guild- or craft-based funds, 19 agricultural funds, one seamen’s and
one miners’ fund, and 15 so-called substitute health-insurance plans.18  About
90 percent of the total population are insured by these more than 800 health-
insurance funds. All employees under a defined-income limit, unemployed
persons, pensioners, self-employed farmers, disabled persons, students, and
artists are covered by statutory health-insurance funds.

The organizational structure of the statutory health-insurance funds is
mostly decentralized and varies widely (see Figure 2).19  About 45 percent of
all members of the statutory insurance system are insured through insurance
plans on the federal level, while the rest are insured through funds organized
on a local or regional level.20

The general or local funds (AOK) were, until recently, organized on a
regional level, leading to about 270 general funds in west Germany alone. They
calculated their contribution rates on this regional basis, with the result that
persons insured with a general fund in Munich might pay a different contribu-
tion rate than somebody living and working in Hamburg. Following the
Structural Reform Act of 1993, most general insurance funds underwent a re-
structuring process which led to organizations at the state level and a statewide
calculation of contribution rates. In 1995, about 42 percent of all members of
statutory insurance plans were insured in these general funds.

Company-based insurance funds are mostly organized strictly on a com-
pany level, and traditionally only company employees and their families are
insured in these funds. This principle leads to a local organizational structure,
but the funds of larger companies operating nationwide often calculate their
contribution rates on a national level. These represent about 17 percent of all com-
pany-based funds and cover about 42 percent of members of company-based plans.
Following the Structural Reform Act of 1993, company-based insurance funds are
no longer restricted to company employees, but may include non-company mem-
bers. This is also true of guild-based funds, which can choose to no longer restrict
themselves to the craft sector. The market share of company-based insurance funds
is about 11 percent. Guild-based funds, which have about 6 percent of the market,
are basically the health-insurance funds of craftspersons. They used to be organ-
ized on a local level but, as a result of the Structural Reform Act of 1993, most
guild-based funds have now fused at the state level.

Finally, the substitute funds, which until 1995 were restricted mostly to
white-collar workers, are organized on a federal level, differentiating only
between west and east Germany — a result of the prevailing differences in
incomes of employees. Their contribution rates are calculated at the federal
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FIGURE 2
Organizational Structures of the German Statutory Health-Insurance Funds

Notes: 1All health-insurance funds differentiate between east and west Germany.
2General funds in North-Rhine-Westphalia and Saxony-Anhalt are not organized at a strictly
state level.
3Guild-based funds used to be organized at a local level mostly. Now most funds are
organized at a state level.
4The company sickness funds of larger companies often calculate their contribution rates on
a federal or state level. Accordingly about 17 percent of all company sickness funds (with
about 42 percent of the insured members) are not organized at a local level.
Source: Author’s compilation.

level. About 36 percent of all members of statutory insurance plans are insured
in substitute funds.

All statutory health-insurance funds are committed to basic principles
laid out in the Social Code. The principle of solidarity (Solidarprinzip) speci-
fies that medical attention should be provided purely on the basis of individual
needs, whereas financing should be paid for according to the individual’s fi-
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nancial ability. This principle leads to redistributive effects not only between
the healthy and the sick, but also between single individuals and families (family
members are insured without having to pay premiums), employees earning
high wages and those earning little (the contribution rate is calculated as a
percentage of gross wages), and between the young and the old (the latter on
average being sick more often).

Historically, the principle of solidarity limited redistribution within statu-
tory health insurance to these dimensions. The principle did not foresee
interregional redistribution, nor did it engage differences in financial burdens
that emerge solely as a result of individuals being insured in different funds.
The question arising here is whether solidarity within the statutory health-
insurance fund should be defined on a nationwide level or whether each of the
800 health-insurance funds is the relevant basis for solidarity. A nationwide
definition of solidarity implies a risk-equalization mechanism on a federal level,
which is discussed below. Defining the 15 German states as the relevant gen-
eral risk pools would lead to a strengthening of regional responsibilities and
would require calculating all contribution rates on a regional or state level.21

The principle of economy in the SGB V (Sozialgesetzbuch) holds that
both insurance funds and providers are responsible for economically sound
structures and an adequate but not excessive supply of health services. The
Structural Reform Act of 1993 stresses this principle of economy, as it includes
measures to increase competition among health-insurance funds in order to
increase efficiency and effectiveness. As competition among health-care pro-
viders, as well as among health-insurance funds has to take place on a regional
level, the strengthening of competition implies a shifting of responsibilities
away from the federal level on both the supply and the demand side.

The third principle is self-administration within the health sector. As
pointed out above, the German welfare system is largely an insurance-based
system. The statutory health-care insurance plans are self-administering. They
are independent not only as to their organizational structure and the calcula-
tion of their contribution rates; in agreement with the health-care providers,
they are also responsible to a large extent for deciding which health services
are allotted. The principle of self-administration is seldom challenged directly
because of the political power of the health-care administrations. The highly
decentralized structure of the statutory health-care funds and the relatively small
direct influence of both federal and state governments is largely a result of the
principle of self-administration.
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Within this system, there is no standardized mechanism for solving dis-
putes. Rather, a complex system of cooperation has developed. For example,
while funds may compete for the insured on a local level, they cooperate on
the national level when negotiating remuneration with the physicians’ associa-
tions. In addition, both the physicians’ associations and the federal organizations
representing the funds, although often bitter opponents in other matters, col-
lectively define the catalogue of medical benefits considered useful and
necessary and therefore paid for by the insurance plans. Disputes within the
self-administration system are usually solved through negotiations or by arbi-
tration committees consisting of members of both provider organizations and
funds. Unresolvable disputes may be brought before the social affairs courts.
Interestingly, German law does not provide for intervention of the federal Health
Ministry in cases of disputes between providers and health-insurance agen-
cies. The Social Code restricts governmental control to supervisory tasks such
as accountancy and quality control.

On the government side, there are no special institutions for the resolu-
tion of federal versus state disputes in the health-care sector. For example,
there is no official intergovernmental committee of health ministers. Disputes are
resolved through general intergovernmental mechanisms such as the mediation
committee that deals with conflicts between the two houses of parliament.

Finally, a permanent committee entitled Concerted Action for Health
Care brings together all the actors in the health-care sector, including federal
and state governments, to discuss potential disputes and necessary reforms. Its
function is to mediate in cases of conflict and to discuss possibilities for health-
care reform. The committee is supported by an advisory council of independent
scientists, and it may make recommendations. However, this body has no leg-
islative or executive powers.

Financing Health Care in Germany

The German health-care system is often described as a social insurance model
characterized by an almost universal and compulsory coverage.22  However, it
is probably better defined as a “mixed system” that is financed through contri-
butions from both by employees and employers, through co-insurance payments
of the insured in case of illness, and through general taxes.

Contributions account for about 60 percent of financial resources. These
resources are channelled by the associations of health-insurance funds to the
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associations of providers; and the latter distribute the funds to the individual
providers in line with the latter’s claims for the health services they have pro-
vided. The public sector (federal, state, and local governments) finances both
the purely public health institutions such as the public health service, and the
fixed costs of public hospitals such as investment in buildings and equipment.
The variable hospital costs, related to services provided to the insured, are
paid for by the health-insurance funds from the contributions paid by their
members.23

Most of these contributions, calculated as a percentage of wages earned,
are paid on a 50/50 basis by employers and employees. Various exceptions to
this rule, such as occupational accident insurance and private health insur-
ance, however, lead to higher contributions paid by private households (DM
181 billion) as compared to employers (DM 126 billion).

As shown in Figure 3, the statutory health-insurance system forms the
backbone of the financing of the German health sector. In 1996, nearly half of
the DM 525 billion transferred within the health sector were channelled through
statutory health-insurance funds.24  Excluding the direct cash transfers (mostly
pensions and sick-pay25  ) highlights the importance of the statutory health-
insurance system even further. Of the DM 388 billion transferred to insurance
plans covering health costs in 1996, DM 244 billion (72 percent) went to statu-
tory health-insurance funds, which insured about 90 percent of the population.
Health expenditures were also covered by pension plans (DM 38 billion), pri-
vate health insurance (DM 27 billion), and nursing and occupational accident
insurance (DM 15 billion).

Compared to the statutory health-insurance system, the public sector
plays a secondary role. All in all, governments contributed DM 103 billion
tax-financed revenues to the health-care sector. This includes about DM 39
billion (mostly state-paid contributions for pensioners) that were transferred
to the insurance plans to cover health costs. Only DM 64 billion (12 percent of
total health expenditures) were delivered directly by the federal, state, and
local governments. These included payments for the costs of rehabilitative
measures (DM 18.8 billion), the payment of contributions for nursing insur-
ance for the recipients of public assistance (DM 14.2 billion), medical education
(DM 8.8 billion), and investment by state governments in the hospital sector
(DM 13.7 billion).

Private households contribute to financing health care in two ways. In
1996, they paid contributions of about DM 181 billion to health-insurance plans,
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FIGURE 3
Financing Health Care in Germany, Data for 1996

Note: Not depicted are DM 6 billion in monetary transfers from the public sector to the
private households, DM 16 billion in direct transfers from the employers to the health
sectors and DM 25 billion of administration costs of the health institutions (insurance).
Source: Author’s compilation based on data from the German Statistical Office. See
W. Müller, “Ausgaben für Gesundheit 1996,” Soziale Sicherheit 47, 11 (1998):915-23.
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and their co-payments (e.g., for pharmaceuticals and hospital treatments) and
private expenditures (e.g. for pharmaceuticals not paid for by insurance) added
up to about DM 42 billion.

With the unification of Germany in 1989, the west German health-care
system was introduced in the new east German Länder. The health-care struc-
tures of the former German Democratic Republic, including polyclinics and
civil-servant physicians, were completely dissolved. In order for the east Ger-
man health-care structures to reach west German levels of availability, coverage,
and quality huge investments were necessary. The restructuring of the ambula-
tory sector through the establishment of independent physicians’ practices was
financed primarily through commercial credit institutions. The necessary in-
vestment in the hospital sector was calculated to be somewhere between DM
26 billion and DM 34 billion.26  This funding had to be provided by the east
German states, who in turn received significant financial transfers through the
horizontal tax-transfer system and the “German Unity Fund.” Furthermore,
west German statutory insurance funds loaned DM 1 billion to east German
funds in 1997 alone in order to subsidize them. In 1999 DM 1.2 billion were
transferred from west German funds to the east German statutory insurance
via the new national equalization mechanism for income differences of mem-
bers of the statutory health-insurance system.

RECENT TRENDS

As in most other industrialized states, the ever-increasing cost of health care
in Germany are considered to be a major financial and social problem. Indeed,
since the mid-1970s most health-care reforms have been stimulated by the need
for cost containment, although recent reforms such as the Structural Reform
Act of 1993 have also induced structural changes affecting both providers and
consumers in the health-care sector. More importantly in the context of this
chapter, these reforms have also affected the structure of statutory health-care
insurance and caused significant intra- and interregional transfers between the
German states through the risk-equalization mechanism.

Health-Care Costs and Contribution Rates

The German health-care system is considered to be highly effective in provid-
ing high-quality services to almost the entire population. For example, there is
no evidence of official or unofficial waiting lists of any kind for hospital
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admission. Only 6 percent of Germans reported having to wait more than one
week to see a doctor in 1994, as compared to 15 percent in the United States
and 16 percent in Canada.27  Nevertheless, the German health-care sector has
been characterized by significant increases in costs for decades. Cost-
containment efforts such as the Health Reform Act of 1989 failed to turn this
trend around: as Figure 4 indicates, overall costs covered by the statutory in-
surance system in west Germany increased from about DM 160 billion in 1991
to DM 206 billion in 1998, and east Germany added about DM 42 billion.

Expenditures rose in all sectors of the health-care system. For example,
in 1992, the year before the Structural Reform Act was enacted, costs for am-
bulatory physicians rose by 8 percent in west Germany. In the same year,
hospital costs rose by 8.3 percent and expenditures for phamaceuticals increased
by 9.1 percent. Overall health expenditures rose by 9.2 percent, and health
expenditures in east Germany rose even more dramatically.28

FIGURE 4
Total Expenditures of the German Statutory Health Insurance

Source: Author’s compilation based on data of the German Health Ministry (see:
<www.bmgesundheit.de>).
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Although these increases were substantial, they are by no means ex-
traordinary. Neither the increases in health expenditures nor the ratio of health
expenditures to the gross national product (GNP) exceeds international com-
parisons. In 1997, 10.4 percent of the German GNP was spent in the health
sector. In the same year the numbers for other industrialized countries were:
Canada 9.3 percent, France 9.9 percent, and the United States 14 percent.29

Increasing health expenditures were not the only reason — probably not
even the main reason — for the Reform Act of 1993. Far more worrisome to
politicians and experts alike were the constantly increasing contribution rates
to the statutory health-insurance funds. These increases were caused by the
discrepancy between the rate of increase in health expenditures and the rate of
increase in gross wages, which determines the incomes accessible to the insur-
ance funds as a basis for calculating contribution rates.30  Over the last decade
health expenditures have risen faster than gross wages. In 1992, for example,
the incomes of members of statutory insurance funds rose by 7.7 percent, while
expenditures increased by 9.2 percent. Since the contribution rates of the funds
are calculated as a ratio between expenditures and the gross earnings of its
members, this process automatically increases contribution rates. Morever,
because the share of wages in GNP was declining, the financial base of health
insurance — the wages of workers — was narrowing in this period. The result-
ing growth in contribution rates, highlighted in Figure 5, was, and still is, highly
unpopular not only with policymakers and employees, but also with employ-
ers who pay half of the contributions to the health-insurance funds.

Because of the decentralized structure of most German statutory health-
insurance funds, contribution rates vary widely: every one of the 800 insurance
plans calculates its own contribution rate as a ratio between expenditures and
the gross earnings of its members. Accordingly, rates are far from equal, as
Figure 5 indicates. While the average contribution rate for all statutory health-
insurance funds was 12.7 percent in 1992, contribution rates of individual funds
varied between 16.5 percent (a general fund) and 8.5 percent (a company-based
fund). Rates for general funds are, on average, higher than those for company-
based or substitute funds. As a result, many Germans pay substantially more
for health coverage, but receive essentially the same benefits as those who pay
less. Moreover, these differences have been growing. Increases in average con-
tribution rates parallel an ever-increasing range of contribution rates, which in
turn signify increasing differences in the amount paid monthly for health
coverage.
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FIGURE 5
Contribution Rates in the German Statutory Health Insurance

Source: Author’s compilation based on data from the German Health Ministry.

Contribution rates also vary widely between states. While the 1995 con-
tribution rate of the general fund in Baden-Württemberg was 12.9 percent, it
was 15.5 percent in Hamburg.31  For politicians, especially those from states
with high average contribution rates, these differences were not in accordance
with the fundamental principle of equal living conditions within the German
federal system. They also conflicted with the principle of solidarity, which
holds that the distributive effects of the financing mechanism should be lim-
ited to the individual’s financial abilities and should not include differences
resulting from being insured by different funds or by living in different states.32

To summarize, the major problems facing the German health-care sys-
tem in the 1970s and 1980s were rising costs and increasing differences in
contribution rates which violated the fundamental principle of solidarity and
equal living conditions. Policymakers have reacted by concentrating on cost
reduction and, in 1993, on structural reforms aimed at both increasing effi-
ciency and restoring solidarity.
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Policy Goals

Since the mid-1970s, health-care reforms have been mainly motivated by the
policy goal of cost containment.33  The first Health Insurance Cost Contain-
ment Act was enacted in 1976, followed by several other similar laws such as
the Hospital Cost Containment Act of 1981. Their common feature was a set of
instruments aimed primarily at limiting prices and quantities, or shifting costs
from the health-insurance funds to other insurance plans (especially sickness
insurance) through the exclusion of certain benefits or cost-sharing. In addi-
tion, these early laws tried to bring about structural changes in the health-care
system in a variety of steps: (i) the attempt to limit spending to the level of
revenues received; (ii) the use of prospective budgets to contain spending;
(iii) measures to further the transparency of benefits provided by the health-
care system, through better use of information or attempts at standardization;
(iv) the use of co-insurance with the stated aim of influencing the utilization of
services; and (v) rules affecting the contracts between health-insurance funds
and providers, largely with the aim of improving efficiency. Although cost-
containment measures such as the Health Reform Act of 1989 did lead to
temporary decreases in expenditures, the underlying trend of growing health
costs reasserted itself.

The Structural Health Reform Act of 1993

The economic, social, and political pressures triggered by rising contribution
rates led to the passage of the Structural Health Reform Act of 1993. The de-
velopment of this legislation was a typical example of Germany’s interlocking
federalism and corporatist system. The process of change began with intensive
discussions within the self-administration system. A consensus emerged at this
level on many of the elements eventually included in the Act; for example,
after lengthy debates the necessity of a risk-equalization mechanism for statu-
tory health-insurance plans was generally acknowledged. However, the way in
which this mechanism would be organized (nationwide versus regional, for exam-
ple) had not been agreed to and it was left for the legislative bodies to define.

Because the Structural Health Reform Act affected the Länders’ budget-
ing role in the hospital sector, the legislation had to be adopted in both the
Bundestag and the Bundesrat. While the Act is a federal law and is legally
binding nationwide, its passage was only possible with the agreement of a
majority within the Bundesrat. In 1992–93, the liberal/conservative federal
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government held a majority in the Bundestag, while the Social Democrats who
governed a majority of the Länder in various coalitions held a majority in the
Bundesrat. The Structural Reform Act could, therefore, only be enacted by a
coalition of liberals, conservatives, and Social Democrats on the federal level.

In the end, the Structural Health Reform Act had two overall strategies.
The first strategy focused on short-run measures designed to stabilize the pre-
carious financial position of health-insurance funds and prevent a major increase
in contribution rates through massive efforts at cost containment. The second
strategy consisted of longer run structural reforms that would prove to be more
effective than the more short-term measures of cost containment contemplated
by the earlier acts.

To stabilize contribution rates and gain time for longer term measures,
the growth in health spending in all major sectors was tied to the growth in
revenues (i.e., to the growth of the wage bill). These short-run measures in-
cluded the following steps for the period from 1993 through 1995: (i) overall
budgeting of incomes of ambulatory-care physicians; (ii) budgeting of hospi-
tal spending;34 and (iii) overall budgeting of dentists’ incomes, with some
exceptions. Additionally, the package included a one-time 10 percent reduc-
tion in dentists’ remuneration in 1993 for prosthetic and orthopedic measures
and a 5 percent reduction for the technical services of dental laboratories;
(iv) overall budgeting of spending for pharmaceuticals and for medical and
technical aids; (v) a 5 percent reduction in the prices of drugs not yet subject
to a fixed-price regimen, and a 2 percent reduction for drugs bought for self-
medication; (v) the introduction of co-payments for pharmaceuticals included
in the fixed-price regimen, with co-payments varying by package size starting
in 1994; and (vi) an increase in co-payment rates in hospitals.

The long-run measures of the Structural Health Reform Act focused on
structural reforms. Their aim was to remedy the causes rather than the symp-
toms of expenditure growth. If successful, they should obviate the necessity
for a continuing sequence of short-term, cost-containment measures. The long-
run measures included:

First, a fundamental change was made in the system of hospital remu-
neration, beginning in 1996. In place of a system covering costs incurred,
individual “prices” were to be paid for specific services or for diagnosis-related
overall benefits (similar to DRGs). Second, better coordination or integration
of ambulatory and hospital care took place. Hospitals may treat patients on an
ambulatory basis before and after the actual period of stay; hospitals were
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opened for ambulatory operations; joint use of medical technology by hospital
and ambulatory-care doctors was encouraged. Third, a change in the division
of labour between general practitioners and specialists occurred. This was to
be accomplished through a change in the system of remuneration, away from a
fee-for-service system toward a more global price system for particular types
of services. The major aim was to strengthen the general practitioner and give
greater weight to counselling and service activities by providing a flat-rate
payment for services.

Attempts to influence the number of doctors and their regional distribu-
tion by speciality, in order to provide a curb on the further expansion of the
quantity of health goods provided was number four. Fifth, a so-called “posi-
tive list”  of drugs that are eligible for reimbursement by statutory
health-insurance funds was instituted. And finally, organizational reforms to
enhance competition among statutory health-insurance funds were set up. By
extending the right of choice among different types of statutory health-insur-
ance funds to blue-collar workers, competition among funds was increased
significantly. Starting in 1996, all insured persons were able to choose among
the major funds. To prevent adverse-selection processes and to maintain the
principle of solidarity within a competitive system, a mechanism for equaliz-
ing risks among funds was initiated beginning in 1994.

The Risk-Equalization Mechanism

The risk-equalization mechanism within the statutory health insurance system
was a central element of the Structural Reform Act. This provision had four origi-
nal goals.35  The first goal was to strengthen solidarity within the statutory health
insurance system by reducing differences in contribution rates. Large variations in
contribution rates between funds and between regions conflict with the idea of
solidarity, and were considered to be unjust as long as people could not choose
freely among different funds. Thus any system of transfers between funds and
regions should be designed to reduce differences in contribution rates.

The second goal was to maintain the organizational diversity of the statu-
tory health-insurance system. Large differences in contribution rates endanger
the economic survival of funds with rates significantly above the average, es-
pecially if the insured can choose freely between funds, as they could beginning
in 1996. In the German view, only a vigorous diversity of funds on the local or
regional level can ensure effective self-administration and interaction between
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funds and providers. In light of this goal, any system of transfers between
funds and regions should ensure that no fund could increase its attractiveness
to employees and employers by harming other funds through risk selection.

The third goal was to establish equal starting conditions for all funds in
an increasingly competitive environment, caused by extending the right of
choice among different types of statutory health-insurance funds to blue-collar
workers. Differences in the socio-economic composition of the insured, such
as their age and income structure should not be influenced by the funds. Never-
theless, such differences substantially account for variations in contribution
rates. Since competition between funds should concentrate on factors within
the direct responsibility of the funds (such as administrative costs36  and re-
gional differences in the structure and costs of health-providers), the
socio-economic influences on costs and contribution rates needed to be math-
ematically equalized before competition was introduced. Accordingly, a
risk-equalization mechanism that accounts for all socio-economic differences
influencing contribution rates is an imperative for increasing competition among
funds. The objective here is not to eliminate all differences in contribution
rates, but to eliminate those differences due to variations in risk structure. When
this risk-equalization process is fully implemented, differences in contribution
rates are expected primarily to reflect differences in administrative efficiency
and supply structures.

The final goal was to reduce the danger that the introduction of more
competitive elements within the statutory health-insurance system would lead
to risk selection by the funds. While this kind of “skimming” is unlawful —
funds are largely required to insure whoever applies for insurance — the US
experience shows the high potential for risk selection. By eliminating the higher
financial burdens of high-risk groups such as the elderly through a risk-
equalization mechanism, active and adverse risk selection becomes less
attractive for the funds.

To advance these goals, the Structural Health Reform Act of 1993 intro-
duced a risk-equalization mechanism (REM) with the following characteristics.

• The REM basically equalizes the differences in contribution rates that
are caused by the following four socio-demographic factors: age, sex,
income (the individual health-insurance funds’ payroll base), and fam-
ily size (number of insured dependants).

• Health funds are financially compensated for deviations in their risk
structure from the average structure of all statutory funds included in
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the equalization mechanism. The basis for the calculation of transfers is
the average costs of all health-insurance funds, not the individual ex-
penditures of the fund concerned.

• The REM is calculated within the statutory health-insurance system only,
and it therefore involves transfers only among the statutory funds. Nei-
ther the private health-insurance sector nor any level of government is
financially involved in this mechanism.

• The REM is calculated on a national level.37  The only exception to this
concerns east Germany. Due to the fundamental differences between
west and east Germany in socio-economic conditions (especially wages)
and the structures of health care, the equalization mechanism is cur-
rently calculated separately for both parts of the country. The REM might
therefore be defined as “bi-regional” rather than truly national. Since
January 1999, the income factor of the REM is calculated on a truly
national level, leading to transfers of DM 1.2 billion in 1999 from the
west to the east.38

• Interregional differences in the income of the insured are compensated
for by this mechanism. Since incomes vary significantly among regions,
income differences account for much of the transfer within the REM.39

However, a risk equalization on a national level does not necessarily
mean that all funds must, in future, be organized on a national level.
Rather, the idea is that contribution rates are calculated on the regional
or local level where competition among funds takes place, while na-
tional risk equalization reflects the commitment to nationwide solidarity
among the insured.40

• The equalization mechanism includes all types of funds. This leads to
significant transfers among different types of funds, such as from the
substitute funds to the general funds.

The risk-equalization mechanism has led to a reduction in contribution rates
for the general funds and the guild-based funds, and increases for company-
based funds (see Figure 6). While the average contribution rate within the
statutory health-insurance system as a whole rose by only 0.01 percentage points
between 1993 and 1996, the contribution rates of company-based funds rose
by 0.64 percentage points. Due to significant differences in the risk structures
among funds, large transfers flowed between them. While the general funds
received more than DM 11 billion, the white-collar substitute funds alone paid
DM 10.7 billion. The overall range of contribution rates was reduced from
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nine percentage points to 6.5 points. While this reduction certainly was partly
a result of transfers caused by the REM, the fusion of many general funds on
the state level also added to this effect.

The REM, however, did not eliminate differences in contribution rates
among types of funds or states. On the contrary, contribution rates in the city-
states of Berlin, Bremen, and Hamburg rose, even though they had already
been very high before 1995. While this effect may be a surprise on first sight,
it is logical. The average wages in the city-states are above the national aver-
age. At the same time, the supply of health care (the number of physicians, the
number and equipment of hospitals) is very pronounced and therefore costly.
The above-average incomes of these cities are considered in the REM and lead

FIGURE 6
Comparing Contribution Rates before (1993) and directly (1996) after the
Introduction of the Risk-Equalization Mechanism

Note: “+” signifies received transfers; “–” signifies transfers paid. Not included are the
miners’ fund (+ 1,872 billion DM) and the substitute funds for blue collar workers (–1,00
billion DM).
Source: Author’s compilation based on data from the German Health Ministry.

General Company- Guild-based Substitute Average of
Funds based Funds Funds Funds Statutory

(white-collar Health-
workers) Insurance

Funds

Ø rate in Jan. 1993 14,07 11,77 13,28 13,19 13,42
(%)

Ø rate in Jan. 1996 13,85 12,41 12,96 13,40 13,43
(%)

Range in 1993 5,0 8,1 5,2 2,5 9,0
(in percentage points)

Range in 1996 2,3 5,9 2,7 1,1 6,5
(in percentage points)

Transfers in 1995 +11,15 –1,03 –0,27 –10,7 –
(in billion DM)
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to payments by the city-state funds into the mechanism, but the higher costs
they face remain. Hence the increase in contribution rates. This effect, how-
ever, is consistent with the goals of the risk-equalization formula, as the supply-
side and its costs can, in the long run, be influenced by the funds.

THE CURRENT DEBATE ON REGIONALISM IN THE
GERMAN HEALTH-CARE SYSTEM

The debate on the pros and cons of a further regionalization of the German
health-care system is as old as the discussion of structural reform to the statu-
tory health-insurance system.41  However, the financial burdens imposed on
certain funds and regions following the introduction of risk equalization has
reinforced the debate.

Figure 7 briefly summarizes the main arguments used by both sides in
the debate on regionalizing the statutory health-insurance system. Until re-
cently this debate closely followed the lines of self-interest within the
self-administering system. It was therefore a debate between those funds that
would have to pay into a nationwide risk-equalization mechanism (substitute
and company-based funds) against those funds that would benefit from such a
mechanism (general funds). It was also a debate between funds organized on a
national level, which feared that regional risk equalization might lead to the
need for a regional organization (mostly the substitute funds), and funds that
already had regional structures (mostly the general funds).

The debate has centred on three issues. The first is whether risk equali-
zation should be organized on a regional or national level. While the discussion
has followed along the lines of financial interest, the fundamental, theoretical
question is one of a definition of solidarity within statutory health insurance.
Are the insured of the statutory health-insurance system a collective risk group,
or is the individual type of fund the primary risk group and therefore responsi-
ble for its risk structure and its contribution rates? By deciding on nationwide
(or rather “bi-regional”) risk equalization, the legislature came down on the
side of nationwide solidarity, an understanding that is underlined by the intro-
duction of a truly national equalization mechanism for income differences
within the health insurance system in 1999.42  The character of the REM (na-
tionwide versus regional) in itself does not affect the supply-side, since regional
and local negotiations between fund associations and provider associations
are not altered. Nor does it affect the federal and state governments. The federal
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FIGURE 7
Positions on Regionalizing Statutory Health Insurance

Pro Regionalization Contra Regionalization

P1. Providing equal living conditions
within Germany (art. 72 GG) does
not mean that prices and supply-
side structures have to be equal on
the national level.

P2. Supply-side differences in quantity
and quality are paid for by the
“beneficiaries” on the local level.

P3. The health-insurance funds must be
able to act, and decide, on a local
level, since it is there that health
care takes place.

P4. Calculating nationwide contribu-
tion rates leads to interregional
transfers within funds: regions with
low-cost health supplies subsidize
regions with expensive, high-quality
supply structures.

P5. Having both nationwide and
regional contribution rates leads to
distortions in the competition
between funds — a competition
that takes place on the regional
level.

P6. Regionalization leads to a strength-
ening of regional responsibilities.
State governments are better
integrated in these responsibilities
(e.g., in hospital-planning).

P7. Calculating contribution rates on a
regional level increases efficiency in
health care.

C1. Regionalization leads to a “drifting
apart” of supply structures as all
contracts, including the general
framework, between providers and
funds would then be negotiated on
a regional basis.

C2. Regionalizing the statutory health-
insurance contradicts the govern-
ment’s goal of narrowing the range
of contribution rates.

C3. Calculating nationwide contribution
rates is in accord with providing
equal living conditions within the
German federal system (art. 72
GG).

C4. Further regionalization leads to an
increase in administrative costs and
to a weakening of the negotiation
position of the funds in negotiations
between funds and health-care
providers.

C5. Health policy and solidarity do not
stop at the borders of the states
(Länder).

C6. The current database makes it
impossible to regionalize structures
at the appropriate local level.

Source: Author’s compilation based on Dietmar Wassener, Das Gesundheitsstrukturgesetz
1993 und die Organisationsreform der gesetzlichen Krankenversicherung (Frankfurt a. M.:
Peter Lang Verlag, 1995).
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government still determines general guidelines, and the state governments are
still responsible for hospital planning.

The second major issue is whether risk equalization should be organ-
ized primarily within each type of fund, or also among different types of funds.
Here too, the legislature decided that nationwide solidarity means equalizing
risks among all funds and not only within the different types of funds.

The third question is whether contribution rates should be calculated on
a regional level by all funds.43  As some funds, especially the substitute funds,
calculate nationwide contribution rates, significant sums of money are being
transferred between states even without any equalizing mechanisms. For ex-
ample, while persons insured in Hamburg’s funds receive transfers of DM 306
million (DM 172 per capita), the insured in Baden-Württemberg pay DM 334
million (DM 38 per capita).44  Regionalizing the calculation of contribution
rates for all funds by law would therefore reduce inter-state transfers signifi-
cantly. The main argument for such a regionalization is the principle that since
competition takes place on a regional level, prices (i.e., contribution rates)
should also be calculated regionally.45

The debate on regionalizing certain aspects of the statutory health-
insurance system, however, is not a discussion on the principles of political
federalism in Germany. Core aspects are never seriously questioned. While
risk equalization may take place on a national level, negotiations between fund
associations and provider associations are still mostly a regional affair. The pre-
vailing federal principle within the self-administration system is not affected: the
pricing framework is still set on a national level, while the actual prices and struc-
tures are set at the state level and in the case of hospitals at the local level.

The roles of federal and state governments are not affected by discus-
sions of the ideal structure for the statutory health-insurance system. Whether
the risk-equalization mechanism is nationwide or regional, or contribution rates
are calculated regionally does not change government roles. The federal gov-
ernment still determines general health-policy guidelines and is only marginally
involved financially and state governments are still responsible for hospital
planning investments.

While the debate on whether or not contribution rates should be calcu-
lated on a regional level focuses on statewide rates, this is only the result of an
inadequate database.46  In theory, if contribution rates are regionalized for all
funds, it should be done on a more local level where competition really takes
place and a “just” allocation of resources is given.47



Federalism and the German Health-Care System 97

S
-H

H
A

M

N
D

S

B
R

E

N
R

W

H
E

S

R
-P

S
A

A

B
R

A

M
-V

S
A

X

DM per insured person

200

100

0

-100

-200

-300

B
A

Y

B
-W S
-A

T
H

U

Transfers in DM

Transfers Paid

Transfers Received

per insured person

Transfers in Mio DM

85 145 -120 224 -160 85 -65 100 -195 -303 47 72 56 -20 -20

836 1312 -332 398 -1036 68 -1010 516 -606 -290 143 163 93 -89 -50

-51

-117

B
E

R

Debating on a Political Level

The risk-equalization mechanism has a regional aspect, which is shown in Fig-
ure 8. While, for example, on average funds in Bavaria, Baden-Württemberg
or Hamburg paid substantially into the REM, the health-insurance funds of
states such as Niedersachsen or Saarland received significant transfers.48

These transfers have to be put into perspective: both Bavaria and Baden-
Württemberg are rather large states so that the transfers per insured person in
1995 amounted to only DM 85 and DM 145 respectively (see Figure 8). Nev-
ertheless, these interregional transfers have been criticized not only by those
funds that felt the financial burden of risk equalization, but increasingly also
by some states whose insured citizens are, on average, net payers into the mecha-
nism. In particular, the governments of Bavaria and Baden-Württemberg
criticize the fact that many of “their” citizens provide annual transfers to the
insured of other states.49

FIGURE 8
Interregional Transfers Caused by the Risk-Equalization Mechanism, 1995

Source: Author’s compilation based on data by K. Jacobs, S. Reschke and J. Wasem, Zur
funktionalen Abgrenzung von Bei-tragssatzregionen in der gesetzlichen Krankenversicherung
(Baden-Baden: Nomos, 1998).
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The Bavarian government argues that the risk-equalization mechanism
should be regionalized on a state level, so that no transfers from the REM flow
between states (except transfers caused by the nationwide calculation of con-
tribution rates, especially for the substitute funds). The idea is to “reward a
successful state policy rather than to punish it” and to create “a clear definition
of responsibility for the states.”50  This argument is based on the false idea that
it is the state governments that determine the risk structures within the statu-
tory health-insurance system and that it is the state governments rather than
the self-administration partners or the federal government that predominantly
influence costs within the health sector. It is undoubtedly true, however, that
funds in states such as Bavaria could lower their contribution rates if the REM
were regionalized.

The Bavarian demand to regionalize the existing equalization mecha-
nism has to be seen in a broader political perspective.51  Bavaria and
Baden-Württemberg consider their contributions to other transfer systems, es-
pecially the horizontal inter-state tax transfer system, to be too high. They
argue that the current system of transfers between states does not take into
proper account the success of the economic and social policies of different
states; both Bavaria and Baden-Württemberg have above-average growth rates
in GDP and below-average unemployment rates. Both states are seeking to
reduce their contributions to the inter-state tax transfer system.52  The demand
to regionalize structures within the social-security system is therefore just one
element in a more general discomfort with the financial burdens of the current
tax-transfer systems.53

Bavaria, Baden-Württemberg, and Hessen have launched a legal chal-
lenge to the existing regulations concerning the inter-state tax transfer system
in the federal Supreme Court. However, since the health-care sector is self-
administered and the involvement of the states is limited, any legal steps taken
against the current organizational structures would have to come from the par-
ties involved, namely the funds. Currently there are no court challenges of the
equalization mechanism being calculated on the current national (or rather,
“bi-regional”) level.54

CONCLUSIONS

Although the German health-care system faces continual challenges, especially
in the form of rising health costs, it has, until now, been quite successful in
meeting them. The German system is far from ideal, but it is widely considered
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to be highly effective in terms of health outcomes. Reforms of any kind are
inevitably accompanied by clashes of interest and discontent for some, but the
continual reform of the German health-care system on a largely consensual
basis and its ability to reform itself can to a large extent be attributed to its
basic structure and underlying principles: solidarity, subsidiarity, and corporatist
self-administration.

In the German view, solidarity means that the costs and benefits of health
care should be broadly shared among all groups and members of society. At
the level of individual funds, this principle is reflected in the calculation of
contribution rates according to individual financial ability, while benefits are
granted according to need. On the national level, this principle is reflected in
the importance given to the idea that a uniformity of living conditions for the
whole of Germany should be achieved and maintained. This idea leads to a
wide array of transfer systems, including both a horizontal inter-state system
of tax transfers and a nationwide risk-equalization mechanism within the statu-
tory health-insurance system that assumes that the relevant risk group consists
of all insured persons, no matter in which German state they live. This under-
standing of solidarity is the bedrock on which all negotiations of health policy
changes and structural reforms are based.

The principle of subsidiarity leads to the German view that whatever
social aspects can be regulated on a state or regional level should not be del-
egated to the federal level. This in turn means that the federal government’s
role in the health-care sector is largely restricted to setting a legal framework.
The state governments have little legislative influence in the health-care sector
other than through the mechanisms of an interlocking federalism represented
by the Bundesrat. Unlike the federal government, however, they do play a di-
rect role in financing the system. By being responsible for hospital planning
and financing investment in this sector, they play an active part in day-to-day
health policy.

It is important to note, however, that while many structures in the health-
care sector reflect the fact that Germany is a federal state, federalism itself is
not a constituent element of the German health-care system. Rather, the Ger-
man view that health care should be organized according to the principle of
subsidiarity is the basis for an independent system of non-governmental, self-
administered organizations. Subsidiarity within self-administration means that,
while the general legislative framework is set on the national level, the actual
price negotiations between funds and provider associations take place at the
local level in the case of the hospital sector and at the regional level in the case
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of ambulatory care. Subsidiarity is also reflected in the relative independence
of each fund as an institution of risk-sharing. In a way, therefore, subsidiarity
counterbalances the nationwide definition of solidarity.

The German health-care system is mostly self-administered. It is em-
ployers and employees who administer the different social insurance plans
through representatives’ assemblies and executive boards at which both em-
ployees and employers are equally represented. As far as the health sector is
concerned, these legally independent demand-side organizations face equally
independent, self-administered, supply-side organizations of physicians and
hospitals. Self-administration and subsidiarity lead to the highly decentralized
structure of the statutory health-care funds and a relatively small direct influ-
ence of both the federal and regional governments. This, in turn, leaves much
of the operative level of health policy to self-administration. Together with the
general corporatist dimension of the German health-care system, this is re-
flected in a complex system of cooperation and consensus-seeking mechanisms
within the self-administration system, including arbitration committees and
the Concerted Action for Health Care.

All in all, the German health-care system can be described as a structure
in which a fairly decentralized system of independent providers and demand-
side organizations is held together by a federal legislative framework and a
common set of undisputed principles.

The general acceptance within German society of basic principles such
as solidarity and subsidiarity contributes to the relatively high degree of politi-
cal consensus and stability within the health-care sector. There are no
fundamental, unresolvable disputes over federalizing health policy or privatiz-
ing health risks. However, the complexity of the interlocking German federalism
and its corporatist structures, especially in the field of social security, does
tend to obstruct policy initiatives aimed at the solution of those complex prob-
lems that emerge in any welfare state. Reforms that must appease all participants
— if they happen at all — are often very slow to come.

In the past, the German health-care system has proven able to adapt to
new challenges without sacrificing its principles. In the face of increased fi-
nancial constraints, however, this ability will be challenged continually and
ever more forcefully. Reforming the German health-care system therefore re-
sembles a journey on the narrow road between two options: social stability and
a general will to cooperate on one side, and an inability to implement reforms
that may be necessary to maintain the popular and effective health-care system
on the other.
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AUSTRALIAN INTERGOVERNMENTAL
RELATIONS AND HEALTH

Linda Hancock

INTRODUCTION

Health is high on the political agenda in Australia. As an area of concurrent
responsibility, shared between the Commonwealth and state governments and
between public and private providers, health policy is both politically sensi-
tive and practically challenging, an area fraught with ongoing demands at all
stakeholder levels. Recurring themes in federal-state relations are concerns
about funding, and the battle between the Commonwealth’s desire for cohe-
sive national policies on the one hand and the states’ desire for greater discretion
and flexibility on the other.

This chapter is divided into five sections. The first provides a brief de-
scription of the Australian health-care system, and the second gives an overview
of the basic characteristics of Australian federalism. The third section then
analyzes the intersection of federalism and the Australian health-care system,
highlighting federal practices, funding mechanisms and institutional arrange-
ments, and assessing the impact of federalism on health-care provision in
Australia. The fourth section canvasses four issues that highlight the volatility
of federal-state relations in health: rising health-care costs; shifts in the private/
public mix of health care; controversies over “tied” Commonwealth-state grants;
and the ambiguities of duplication and cost-shifting between levels of govern-
ment. A brief final section then pulls together the primary conclusions.
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The Australian Health System

Medicare, the national health scheme established in 1984, provides universal
access to free medical, pharmaceutical, and public hospital care. The Com-
monwealth government provides for nursing homes and access to doctors and
pharmaceuticals under the Medical Benefits and Pharmaceutical Benefits
Schemes, which are administered by the federal Health Insurance Commis-
sion. Universal access to free public hospital care is established through bilateral
Commonwealth-state agreements, negotiated every five years. These agree-
ments provide that treatment beyond these public services — such as private
hospital care, dental services treatment, and treatment by other health-care
professionals — is paid for by users, either directly or with the assistance of
optional private health insurance. Unlike some European countries, Australia
does not have a national social insurance scheme based on work-related con-
tributions. Social-security benefits and pensions for the elderly, the unemployed,
single parents, and so on are paid by the Commonwealth government out of
general revenue. In the case of health, only about 8 percent of health expendi-
ture flows from a special levy on income known as the Medicare Levy; the
remainder of the government contribution to health-care costs comes from a
mix of federal and state general revenues.

The Australian health-care system is built on the following foundations:
(i) the Medicare principles: universal coverage, bulk billing,1  free access to
public hospital care, access to the doctor of choice for out-of-hospital care,
and the general freedom of doctors — within accepted clinical practices — to
identify appropriate treatment for their patients; (ii) an overarching agreement
between the Commonwealth and the states and territories on the principles
and framework governing federal-state relations in the health and community
services fields; and (iii) under the broad leadership of the Commonwealth, the
joint setting of priorities, goals, and quality outcomes for both tiers of govern-
ment, with the states and territories having increased responsibility for the
delivery of services to meet agreed outcomes.

In the Australian context, “health care” includes medical and pharma-
ceutical services, institutions such as hospitals, nursing homes and ambulances,
medical aids and appliances, non-institutional services such as community ser-
vices and health, dental services, and health research.2  However, three major
items dominate health expenditures and have, in turn, dominated policy re-
form debates: institutions (about 46 percent of expenditures); medical services
(20 percent); and pharmaceuticals (12 percent). Since funding for hospitals is
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capped and regulated by intergovernmental agreements, rising expenditures
on medical services and pharmaceuticals are the focus of reform efforts, even
though many argue that more spent upstream on public health would reduce
the downstream costs in terms of expensive hospital and medical services.3

The response to pressures on the health-care system is shaped by a po-
litical context in which governments are advancing a neo-liberal policy agenda.
This agenda, which reflects a broad international trend, includes: smaller gov-
ernment and a preference for market mechanisms in the provision of public
services; a leaning toward private for-profit rather than public providers; and a
business-like management of public agencies through devolution, shifting risk
management onto individuals, output-based funding, and performance incen-
tives. In health, this is exemplified by recent policy trends, including budget
cuts, rebates for private health insurance in preference to grants to public hos-
pitals, government withdrawal from areas such as dental services, and shifts
from government to private sector provision of services through privatization,
contracting-out, and reductions in the size of government bureaucracies.

This new political agenda has important implications for intergovern-
mental relations in the health sector. High on the intergovernmental agenda
have been more cohesive national policies and improved efficiency, especially
between levels of government. Before turning to those issues, however, it is
important to examine the formal parameters for intergovernmental relations
set by the Constitution of the country.

AUSTRALIAN FEDERALISM: THE CONSTITUTION

Australian federalism and the principle of power-sharing between federal and
state governments is written into the Australian Constitution of 1901, and fed-
eralism is based on a constitutional division of powers between two spheres of
government: the Commonwealth and state/territory4  governments. A third
sphere, local government, is set up under state constitutions and laws.5  De-
scribed by Emy and Hughes as “a perennial source of tension and debate in
Australian politics,” federation, they say, was a “pragmatic compromise be-
tween the need to cede just enough power to the centre to create a viable
Commonwealth government, while leaving the States with sufficient responsi-
bilities for them to agree to join the new union.”6  The founders of Australian
federalism intended it would preserve a regional form of government in which
states are free to pursue their own policies and the Commonwealth acts “where
national interest requires national uniformity.”7  However, the distinctive feature
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of Australian federalism is the role of concurrent jurisdiction. Galligan argues
that rather than separate and distinct governments with separate jurisdictions
and policy responsibilities, the “basic principle of design is concurrency, with
the Commonwealth and the States having, for the most part, shared roles and
responsibilities in major policy and fiscal areas,” with overlap and duplication
“grounded in the underlying Constitutional system.”8  In the words of an advi-
sory committee, “by world standards, Australian federalism exhibits a very
high degree of concurrence.”9

Given that very few powers are held exclusively by the Commonwealth
government, Australian federalism does not reflect a simple hierarchical model.
Formal jurisdiction and financial arrangements lead to complex interdepen-
dence of the two levels of government. Section 51 of the Constitution of Australia
sets out Commonwealth powers, listing 40 heads of power with respect to which
the Commonwealth Parliament may pass legislation, and specifies that
Commonwealth legislation is paramount in these areas. That is to say, the Com-
monwealth exercises power concurrently with the states, but Commonwealth
law prevails in instances of conflict with state laws. Amendments to the Con-
stitution in 1946 extended the Commonwealth’s powers to include laws on
pharmaceutical, sickness and hospital benefits, and medical and dental services;
and the Commonwealth operates the Medical Benefits and Pharmaceutical
Benefits Scheme under the universal Medicare scheme introduced in 1984.

On the financial side, section 96 permits the Commonwealth to give
grants to the states on its own terms and conditions: “the Parliament may grant
financial assistance to any State on such terms and conditions as the Parlia-
ment sees fit.” This section takes on particular importance because of the fiscal
dominance of the Commonwealth government. Although the Commonwealth’s
taxation power is a concurrent power under section 51 (ii) of the Constitution,
the Commonwealth took over the levying of personal income tax during World
War II and a uniform tax scheme came into effect in 1942. After 1946, the
Commonwealth decided to continue uniform taxation and to make tax reim-
bursement grants to the states, a practice that continues to the present day. The
Commonwealth’s postwar monopoly of income taxation, as well as recent High
Court decisions preventing the states from imposing certain taxes on goods,10

have left the states with a narrow revenue base, and contributed to a large ver-
tical fiscal imbalance. This fiscal reality has been a central feature of Australian
federalism. As the Commonwealth-State Relations Committee noted, “the
States’ role in shaping policy as equal participants in the federation is under-
mined by the Commonwealth’s fiscal dominance.”11  This pattern was shaken
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up to some extent in July 2000 by the introduction of the Goods and Services
Tax (GST), which is discussed further below. But in general, funding transfers
from the Commonwealth to the states remain a central focus of much intergov-
ernmental activity and conflict within Australian federalism.

HEALTH AND COMMONWEALTH-STATE RELATIONS:
FUNDING AND INSTITUTIONS

With shared or concurrent powers over health matters under the Constitution,
attempts to divide responsibility for health-care policy and service delivery
between the Commonwealth and the states have been contested. Responsibili-
ties for funding, service provision, and policy direction are the main focus of
intergovernmental tensions. There have been some attempts at a clearer divi-
sion of responsibility but, as Duckett observes, responsibility is not shared in a
coherent or consistent manner, and comprehensive national policies are diffi-
cult to achieve.12

Despite this intergovernmental complexity, the Commonwealth govern-
ment plays a central role in defining policy. The Commonwealth sets national
policy parameters such as medical fees, health insurance rebates, and fees for
private patients in public hospitals.13  In addition to setting the basic param-
eters of the Medicare Scheme, the Commonwealth has led the joint development
of influential national policies, including the National Health Strategy, the
National Mental Health Strategy, the National Women’s Health Strategy, and
the National Disability Strategy, as well as the definition of national standards
for institutions such as nursing homes and a common model of hospital fund-
ing (the Casemix model), which has now been implemented in various forms
by all states and territories. The National Mental Health strategy illustrates
this national approach in which the Commonwealth and state governments
develop an agreed policy framework. The second National Mental Health Plan
(1998–2003) provides an agreed framework for mental health reform identify-
ing three broad themes: promotion and prevention, partnerships in service
reform and delivery, and quality and effectiveness. The plan is financed by
dedicated funding in the amount of $300 million for mental health services, of
which $250 million is allocated broadly on a per capita basis and $50 million
is reserved for targeted reforms.14

In addition, the Commonwealth has been the driving force propelling
the states into greater cooperation around nationally set agendas aimed at
microeconomic reform, principally through the Council of Australian
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Governments and the National Competition Policy. Although these initiatives
are aimed at the whole range of government programs, they have powerful
implications for health care, as is discussed more fully below. As Duckett ob-
serves: “The Commonwealth government’s domination of health policy in
Australia prevails despite the fact that its formal constitutional powers with
respect to hospitals are limited.”15

As Tables 1 and 2 show, health is funded from a variety of sources: the
Commonwealth, the states, health insurance, and user payments or “out-of-
pocket expenses.” Government pays for about two-thirds of total health services
expenditure, but unpacking the mix of Commonwealth/state/local government
funding in health is a challenge for intergovernmental analysts. Actual expendi-
ture figures mask the source of funds, since the Commonwealth government is
the major funder of Australian health-care services, as would be expected in
light of its monopoly on income tax collection. The states and local govern-
ments, however, are the most important providers; they deliver services on the
basis of Commonwealth grants directed to them for specific purposes such as
hospitals, as well as their own revenue sources. Focusing on the point of ex-
penditure, the Commonwealth government directly funds around 46 percent of
recurrent health expenditure; state and local governments fund around 24 per-
cent (although some of this funding comes from Commonwealth grants paid
through the states16 ); and the non-governmental sector, including health insur-
ance voluntary private contributor schemes and individuals, through service
charges, funds around 31 percent.17

COMMONWEALTH-STATE TRANSFERS

Arrangements exist within the federal system for the collection of revenue and
the transfer of funds between governments, principally as grants. Australia has
been characterized by “the largest degree of vertical fiscal imbalance between
its tiers of government of any federal nation.”18  The federal government raised
about 73 percent of combined Commonwealth-state government general rev-
enues but its expenditures for its own direct programs were only 58 percent of
total general government outlays.19  Income tax is by far the most important
source of Commonwealth revenue. The states rely on Commonwealth grants
for about 46 percent of their revenue and raise the balance themselves princi-
pally through property, gambling, and business taxes, since they are not
permitted to levy income tax or, more recently, excise duties (taxes on the
manufacture, distribution and sale of goods).
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In the past, payments from the Commonwealth to the states and territo-
ries were made principally as either General Revenue Assistance (GRA) or
Special Purpose Payments (SPPs).20  Grants made under GRA were uncondi-
tional; they constituted 51 percent of total net Commonwealth transfers to the
states (1999–2000) and comprised mainly Financial Assistance Grants (or
FAGs). These have largely been replaced in 2000–2001 and 2001–02 by rev-
enue from the GST reform package. Revenues raised by the states can be spent
by the states according to their own budget priorities. In contrast, SPPs, of
which there are over 100, are subject to conditions reflecting Commonwealth
policy objectives or national policy objectives agreed between the Common-
wealth and the states. These comprised 49 percent of total net Commonwealth
transfers to the states in 1999–2000, but declined to 40.2 percent in the 2001–
02 budget.21  Prior to the GST, GRA and SPPs were the predominant mechanisms
for overcoming not only vertical fiscal imbalance but also the horizontal fiscal
imbalance resulting from variations in revenue-raising capacities of different
states and differences in the costs of providing goods and services across the
country. GRA comprised payments to the states which were distributed on the
basis of principles applied by the Commonwealth Grants Commission. FAGs
accounted for 97 percent of general revenue assistance.22  Horizontal fiscal
equalization principles were embodied in the FAGs in the form of per capita
relativities recommended by the Commonwealth Grants Commission with the
aim of improving equity for all Australians.23

Because of the open-ended nature of some of its programs, especially in
the social policy area, the Commonwealth has increased its own outlays at a
greater rate than its assistance to the states, and gross assistance to the states
has declined overall from 34 percent of Commonwealth outlays in 1976–77 to
27 percent in 1997–98.24 The declining Commonwealth funding base is a source
of persistent complaint from the states. Under the new tax system, GST rev-
enue comprises 53.6 percent of Commonwealth payments to the states, General
Assistance 6.2 percent (residue of the previous GRA grants), and SPPs 40.2
percent.25 GST revenue is predicted to increase the pool of funds available to
states. This is still open to speculation.

SPPs come in two forms. Payments from the Commonwealth “through”
the states (about one-quarter of SPPs or 12 percent of total Commonwealth
payments to the states) are payments that are simply passed onto other bodies
such as higher education, university research, non-governmental schools, and
local government.26  In such cases, the states act as agents for the Common-
wealth, carrying out what are essentially Commonwealth government programs
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that, for constitutional reasons, the Commonwealth must fund via the states.
In contrast, payments “to” the states (about three-quarters of SPPs or 37 per-
cent of total Commonwealth payments to the states) fund programs administered
at the state level. These include hospitals, government schools, aged and dis-
ability services, housing, highways, and legal aid. Health-care grants made
under the Australian Health Care Agreements make up about half the pay-
ments “to” the states.

For the funding year 1999–2000, 12 of the 120 SPPs related directly to
health. Table 3 shows the distribution of Commonwealth funding for health as
direct Commonwealth expenditure (48 percent), taxation expenditure (1 per-
cent) and SPPs to other levels of government (17 percent) as a percentage of

TABLE 3
Government Sector Funding of Health Services, Current Prices,
by Type of Funding, 1989–90 to 1997–98 ($ million)

Government Sector

Year Direct Taxation SPPs to Other Net State and Total
Expenditurea Expenditure Levels of Local Government Government

Government Expenditureb Sector

1989–90 8,551 61 3,553 7,513 19,677
1990–91 9,288 85 3,827 7,958 21,158
1991–92 10,065 82 4,020 8,138 22,305
1992–93 10,920 91 4,262 8,202 23,494
1993–94 11,763 95 4,808 7,868 24,550
1994–95 12,391 91 4,068 8,460 26,010
1995–96 13,670 141 4,222 9,260 28,293
1996–97 14,333 137 5,348 9,959 29,777
1997–98c 15,595 d350 5,543 11,159 32,647

Notes: aDirect expenditures by the Commonwealth refers to all types of payments made by
the Commonwealth government that are not SPPs to or for the states and territories.
bNet expenditure is total outlays by state and territory governments and by local govern-
ment authorities net of revenue and SPPs.
cBased on preliminary AIH and ABS estimates.
d$182 million of general health tax rebates and $167 million of PHIIS tax rebates.
Sources: AHIW health expenditure database. (AHIW, Health Expenditure Bulletin No. 5,
p. 6).
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total government funding in 1997–98.27  The table also shows that the states’
own funding accounted for 34 percent of government funding of health services.

Most SPPs are “tied” grants that are subject to conditions, reflecting
Commonwealth policy objectives or national policy objectives agreed to by
the Commonwealth and the states. Although the conditions differ between pro-
grams, and some of the accountability mechanisms for the states’ spending
appear to be weak, in general SPPs are seen as a means for the Commonwealth
to pursue its policy objectives in areas where the states are the primary service
providers.

Despite the fact that section 96 grants give the Commonwealth powers
to make grants to the states on its own terms and conditions, SPPs remain
controversial from the states’ points of view. Conditions attached to SPPs can
limit the ability of state governments to set their own spending priorities. Fur-
thermore, the ability of states to switch “tied” grants to other purposes is limited
because a substantial proportion of SPP funding is for programs in which the
Commonwealth exerts either direct control or imposes substantial conditions.
Health grants are paid as SPPs, although this has not always been the case.
Conditions include general policy requirements such as that states provide free
public hospital treatment to Medicare patients as a condition of receiving grants.
However, a major point of weakness in health-care funding is the lack of ac-
countability for state’s spending under Medicare and Australian Health Care
Agreements, a point discussed further in the final section.

The two political parties that dominate Australian politics have differed
in their approach to federalism. As a result, the role of SPPs has varied over
time, with Labor governments generally favouring tied grants and Liberal/
National Party coalitions reducing reliance on them. Tied grants increased
during the Whitlam Labor government from 25.8 percent of Commonwealth
transfers to the states in 1972–73 to 48.5 percent in 1975–76. Under the Fraser
Liberal government, they fell to 41.5 percent in 1980–81 and to 32.7 percent in
1981–82, but they grew again under the Hawke/Keating Labor governments to
52.8 percent in 1995–96. SPPs were reduced under the Howard coalition to 50
percent in 1998–99, fell to around 49 percent of total Commonwealth pay-
ments to states in 1999–2000, and to 40.2 percent in the 2000–01 budget.28

The structuring of health grants as either part of general revenue to the states
or as SPPs helps explain a large measure of the variations in the role of SPPs
over the last 25 years. Moves were made in the Council of Australian Govern-
ments in 1995 and 1996 to untie funds and to “broadband” previously separately
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funded programs into one payment, obliging states to meet Commonwealth
objectives or outcomes but giving them discretion over the means to do so. In
recent years, states have put pressure on the Commonwealth to reduce further
the proportion of tied grants. However, at the 1999 Premier’s Conference, the
Commonwealth indicated that it had no intention of further reducing aggre-
gate SPPs as part of the reform agenda outlined under the 1999 Intergovern-
mental Agreement on the Reform of Commonwealth-State Financial Relations.

Federal-state financial relations are, however, being transformed by the
broader process of tax reform, which has been designed to enhance Australia’s
international competitiveness and encourage new and competitive industries.
Excise duties, covered by section 90 of the Constitution, have been interpreted
to include broad-based consumption or general sales taxes, which allowed the
Commonwealth to introduce the controversial GST. The Howard government’s
tax package established the GST on goods and services with exemptions for
education, health, and some health-related products and, as added in contro-
versial amendments, an exemption for certain items of food. This tax reform
has been described as the biggest change in federal-state relations in Austral-
ia’s history. The tax is to be collected by the Commonwealth and paid to the
states after deduction of the costs of collection. Revenue from the GST will
replace General Revenue Assistance and some specified state taxes (including
wholesale tax, bed taxes, FID and the debit tax).29

Whether or not states will be better off under the new tax package is
unclear. Some argue that vertical fiscal imbalance will actually be worse than
under the previous system, given the exemptions for food, and that political
opposition to the GST may lead a future Labor government to take steps that
reduce GST revenues. Not surprisingly, some states are now vocal in arguing
that a GST will be inadequate in rectifying vertical fiscal imbalance, since it
may result both in less income and in less leverage with the Commonwealth.
In the past, Premiers’ Conferences have been a forum for states’ demands for
increases in GRA. Replacing such funding with GST revenues based on states’
proportionate GST earnings may largely preclude traditional haggling over
general funds. States have argued that they lack the broad revenue base needed
to respond flexibly to rising service delivery demands and that their reliance
on other revenue sources, such as taxes on business and gambling, may be
counter-productive for investment and growth or possibly for equity.30  In ad-
dition, some states, such as Victoria, have eroded their traditional revenue base
by selling off state-owned enterprises under privatization agendas. These
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changes do not augur well for states’ faith that they have an adequate revenue
base to deliver on national and state priorities.

INSTITUTIONAL ARRANGEMENTS: NEW FEDERALISM
AND THE COUNCIL OF AUSTRALIAN GOVERNMENTS

The distribution of powers between levels of governments in a federal system
and the degree of separateness or independence of the regional level in such
systems remain highly charged issues open to change and interpretation. The
Constitution established two powerful federal institutions to deal with these
issues: the Inter-State Commission (inoperative for most of federation) and
the Senate or upper house of the Commonwealth Parliament.31  In practice,
however, neither has provided a forum for mediating between Commonwealth
and state governments, and it is therefore important to focus on other more
influential intergovernmental institutions.

Historically, Premiers’ Conferences have been the main vehicle for de-
termining the amount and distribution of general revenue assistance to the states.
These conferences have frequently highlighted states’ claims about the nega-
tive impact of vertical fiscal imbalance and the need for more funds to flow in
an untied form to the states. Other mechanisms for intergovernmental co-
operation include Commonwealth-State Ministerial Councils, the Council of
Australian Governments (COAG), the Loans Council, and the Treaties Coun-
cil, along with ministerial conferences in specific policy areas, officials’
committees, and bilateral communications government agencies.

By far the most important driving force for national and intergovern-
mental reform has been COAG. This organization emerged out of the joint
review of Commonwealth-state financial arrangements conducted by the Spe-
cial Premiers’ Conference in 1991, under Prime Minister Hawke’s “New
Federalism” policy.32  COAG was established in 1992 as an ongoing council. It
comprises the prime minister, the premiers and chief ministers and the presi-
dent of the local government association; and it needs to be understood as a
reflection of the concurrent nature of Australian federalism and as evidence of
“cooperative federalism in Australia.”33  The New Federalism policy and the
continuing role of COAG constituted a means of coordinating intergovern-
mental arrangements. During the 1990s, the policy prompted both a review of
the distribution of taxation powers to reduce vertical fiscal imbalance, and an
attempt to provide a clearer definition of roles and responsibilities of



Australian Intergovernmental Relations and Health 121

governments in program and service delivery. It also entailed a commitment to
downscale the trend to increased reliance on tied grants (SPPs).34

The New Federalism initiative was in tune with later reforms under the
National Competition Policy, which was designed to increase national effi-
ciency and international competitiveness, and to move Australia toward a single
national economy. COAG has played a central role in bringing about state-
Commonwealth agreement on the National Competition Policy, which in turn
has profoundly shaped intergovernmental arrangements across a range of areas,
including health. This national reform agenda has involved structural reform
of public monopolies, competitive neutrality between public and private sec-
tors, and oversight of prices charged by utilities with monopoly power. Reports
congruent with the agenda included the 1996 Industry Commission Inquiry
into compulsory competitive tendering, which recommended greater use of
contracting-out and compulsory competitive tendering. The intention is to sub-
ject a range of sectors to international and domestic competition. This national
agenda has important implications for federalism. State governments have been
given some discretion as to how they implement the plan, and various state
governments have taken a practical approach to implementation in order to
minimize adverse regional impacts. Nevertheless, the National Competition
Policy is clearly aimed at an integrated national economic policy and more
consistent business regulation across the country. Critics warn of the tensions
between its agenda of harmonization, uniformity, and decreased regulation on
the one hand, and pressures for local diversity and increased regulation on the
other.35

Building on the Hilmer Report (1993) in April 1995, the Commonwealth,
state and territory governments endorsed three intergovernmental agreements
relating to National Competition Policy.36  Governments signed the Competi-
tion Code Agreement, the Competition Principles Agreement, and the
Implementation and Funding Agreement. These committed governments to
implementing significant reforms aimed at breaking down barriers to competi-
tion within and between the public and private sectors, including electricity,
gas, and road transport. As noted earlier, the Commonwealth undertook to main-
tain the pool of FAGs in real per capita terms on a three-year rolling basis, and
to make a series of National Competition Payments to the states and territo-
ries. The Commonwealth agreed to pay three tranches of the payments
commencing in 1997–98 and continuing to 2001–02, depending on states meet-
ing deadlines outlined in the Competition Policy Intergovernmental Agreement
and the implementation of specified COAG agreements.
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Commenting on the success of COAG, Weller observes that heads of
government can take a national view that may make it marginally easier to
deal with sectional groups and arguments.37  As a separate forum from Pre-
miers’ Conferences which centre on funding allocations, COAG has the capacity
to facilitate discussions aimed at national coordination and jointly negotiated
solutions, rather than separate and competing states’ interests. In addition to
this broad role COAG has dealt with a wide range of issues including
microeconomic reforms, social policy (including health and community ser-
vices), environmental issues, intergovernmental administrative issues, and
regulatory reform issues. Its effectiveness in implementing intergovernmental
reform on an unprecedented scale is attributed to the commitment of Labor
prime ministers (Hawke and Keating) and senior ministers within their gov-
ernments to the reform agenda, and to the strategic placement of COAG’s
secretariat within the office of the Prime Minister (PMO) and Cabinet.

From the states’ perspective, COAG is seen as a potential “circuit
breaker” on Commonwealth centralization of governmental processes and an
ongoing forum separate from traditional Premiers’ Conferences.38  Admittedly,
COAG’s success might be perceived as uneven. It  has emphasized
microeconomic reform; but it has had less success in negotiations on reform-
ing community services, child care, public housing, the environment, and Native
Title, and has not addressed the fundamental reform issue of Commonwealth/
state financial arrangements.39  Moreover, it has been seen as a Labor inven-
tion and has met only three times between 1996 when the Howard government
came to office and May 1999. Nevertheless, COAG reforms in program areas
have emphasized the shift to output-based funding systems and broadbanded
funding of related programs. This has given the states somewhat greater free-
dom in how they deploy funds, even if it has tightened up requirements that
states demonstrate that they are maintaining their own contributions.

In 1995, COAG agreed on the need for major long-term reforms of health
and community services. This approach represented a sharing rather than a
separation of responsibilities. It sought to have joint setting of Commonweatlh/
state objectives, priorities, performance standards and funding arrangements.
The Commonwealth was to take a leadership role in public health standards
and research, and the states were to have responsibility for managing and co-
ordinating provision of services and for maintaining direct relationships with
providers (COAG Communiqué, April 1996). The boundaries of programs were
redrawn and grouped into three streams: general care, including community
and preventative health and welfare services; acute care; and coordinated care,
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including a range of specialized services for the frail aged. The aim was to
make the individual’s needs more important as the basis for planning and fund-
ing, to create a funding mechanism that supports better outcomes, to facilitate
better linkages between services, and to shift the focus toward total health and
community care needs.40  The reforms incorporated program assignment to a
care stream, output-based funding and the model of “care managers”who pur-
chase a mix of services within a set budget. In principle, the agreement marked
an important shift of all health and related community services under one mul-
tilateral agreement, with bilateral agreements covering funding and outcome
measures.

In addition, reforms aimed for improved outcomes for health-care con-
sumers through a variety of provisions: the provision of better information, the
coordination of services, a stronger focus on outcomes, investment in preven-
tion and early intervention, moving the planning and management of services
as close as possible to the delivery level, and the introduction of incentives for
best practices. COAG played an important role in the review of Commonwealth/
state responsibilities, the devolution of much service delivery to the states (in-
cluding the Aged and Community Care Program), and the “broadbanding” of
Specific Purpose Payments in public health and health services areas.

The application of National Competition Policy to the health industry
has led to the shift to “managed competition” in health. Most important has
been the adoption of Casemix as a basis for hospital funding, an innovation
that was part of a nationally-initiated attempt at broader reform of hospital
management. Casemix is appealing to governments and administrators, but its
introduction has been controversial. Length of stay as a funding tool is prob-
lematic, and concerns have been raised regarding discharge planning and
significant increases in re-admissions following shorter hospital stays.41  Crit-
ics, particularly from the consumer sector and increasingly from doctors and
nurses, argue that output-based funding and savings-driven managerialist re-
forms have undercut the quality of hospital-based health care. There are also
arguments that early discharge has shifted costs that were formerly borne by
hospitals onto community services and families. With shorter hospital stays,
state governments are having to confront increased responsibility for discharge
planning and patient care in the community, as well as a need for a mix of
high-tech centralized hospitals and other institutions capable of more routine
day procedures.

In summary, central to COAG’s effectiveness, especially when it met
more frequently under Labor up to 1996, has been its location within PMO and
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Cabinet, the commitment to a national reform agenda and its involvement of
heads of government and senior ministers on agenda items in the national in-
terest. In health, the re-drawing of boundaries into acute care, coordinated care,
and general (community and preventative care) has re-set the basis for major
funding agreements and outcome measures.

ASSESSING THE EFFECTIVENESS OF
INTERGOVERNMENTAL REFORMS

Duckett encapsulates the problems inherent in the intergovernmental system
from the point of view of both Commonwealth and state governments. “The
different responsibilities of the different players means that the players have
different perceptions of the problems of Commonwealth/State relations. Reach-
ing agreement on what the key problems are is thus difficult, making reaching
agreement on solutions to those problems even more difficult.”42  From the
Commonwealth’s point of view, key problems are the escalation of govern-
ment expenditure on health care, service duplication, and cost-shifting between
levels of government, and the difficulty of implementing national priorities.
From the states’ point of view, the list includes vertical fiscal imbalance and
their heavy dependence on Commonwealth funding, Commonwealth-state pro-
gram overlap, and the conditions attached to tied grants which undermine their
autonomy and local diversity in implementation models. To gain a better un-
derstanding of these tensions, this section discusses four key issues: rising
health-care costs; shifts in the private/public mix of health care; controversies
over “tied” grants; and duplication and cost-shifting between levels of
government.

Rising Health-Care Costs

Health-care costs, along with quality of care, are major political, social, and
economic issues. Rising health-care costs reflect a combination of factors:
growth in service intensity and demand pressures, an aging population, growth
in biotechnology, system inefficiencies reflecting overlap and duplication of
services, inefficient management, cost-shifting from the states to the Com-
monwealth in areas such as hospital outpatient and emergency services and
mental health, a provider-driven medical services system and growth in phar-
maceutical expenditures.
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In comparison with other Organisation for Economic Co-operation and
Development (OECD) countries, Australia been reasonably successful in pro-
viding quality health care at a reasonable level of public expenditure. Health
expenditure in Australia as a proportion of gross domestic product (GDP) rose
from 7.5 percent in 1989–90 to 8.4 percent in 1997–98.43  This compares with
lower expenditures on health in New Zealand and the United Kingdom and
higher expenditures in the United States and Canada. However, the cost of
health care is growing at a faster rate than the economy as a whole: during the
same period, the average annual real growth rate in health expenditure was 4.1
percent, compared to an average annual rate of GDP growth of 3.1 percent.
More worrying is the fact that the average rate of health services expenditure
growth conceals an uneven distribution over this period; between 1996–97 and
1998–99, the real growth rate of spending on Australian health services in-
creased to 5.1 percent.44

Not surprisingly, rising health costs are becoming an intergovernmental
issue. Notably, costs have grown more slowly in areas of state responsibility.
Compared to the average annual growth rate in Australian recurrent health ser-
vices expenditure of 4 percent between 1989–90 to 1996–97, expenditure in
areas of state responsibility has grown at an annual rate of 3.2 percent for
public hospitals, 2.8 percent for nursing homes, and 1.5 percent for ambulance
services, and has declined by 5.9 percent in public psychiatric hospitals due to
deinstitutionalization. The higher average annual rate of increase in areas of
Commonwealth responsibility is especially notable in medical services (4.9
percent) and pharmaceutical services (8.4 percent).45  Increases in both medi-
cal and pharmaceutical services are driven by providers as well as consumers
and, as shown in Table 4, these services constitute the two next largest areas of
recurrent health expenditure after hospitals.

Federal government budget papers suggest that growth in Commonwealth
outlays in health reflect higher utilization of medical and pharmaceutical ser-
vices with a “drift towards more costly drugs and medical services.”46  Medical
services (33.2 percent) and pharmaceutical benefits (13.2 percent) constitute
almost half of Commonwealth outlays on health.47  They thus comprise an
interrelated area where outlays are increasing and are difficult to cap. Never-
theless, the government has adopted a number of initiatives, including both
demand-side measures such as revoking eligibility for Medicare for some classes
of temporary residents, and a variety of supply-side measures such as caps on
pathology spending, restrictions on the number of overseas-trained doctors
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entering the medical workforce, and reduced “moonlighting” by temporary
resident doctors. Recognizing that much of the problem of unconstrained ex-
penditure centres on private medical practice, attempts have been made to
reform primary care. These include: General Practice Grants for activities that
are not fee-for-service such as research, evaluation, special training, computer
networking; the creation of Divisions of General Practice to work in coopera-
tion with the staff of an area hospital; and piloting the concept of General
Practitioners as budget-holders for patients, for example, in the Coordinated
Care Trials. As Tables 5 and 6 suggest, trend data provide some evidence that
the rate of growth in health-care costs may be slowing, although firm conclu-
sions depend on the area of health expenditure.

Federal-state relations clearly complicate efforts to come to terms with
cost pressures. Responsibility for rising health-care costs are consistently
“handballed” between Commonwealth and state governments. As Duckett re-
marks: “there are real problems of Commonwealth/State relations in terms of
political process and accountability. The dissipation of responsibility in the
health sector means that whenever State or Commonwealth politicians are un-
der pressure they almost inevitably attempt to shift blame to politicians at the
other level (the so-called “blame game”).”48

Shifts in the Private/Public Mix

Shifts in the private/public mix have implications for different levels of gov-
ernment and for total health expenditure, as well as implications for equity and
access to services. Two interrelated trends are discussed here: the higher rate
of growth of the private hospital system; and recent government policy to en-
courage the growth of private health insurance. Historically, there has been a
mix of private and public providers of hospital care in Australia, with private
hospitals mainly run by the non-profit religious sector. Overall, about three-
quarters of hospitals are funded from government sources and one-quarter from
the private sector. However, this mix is shifting with significant growth in the
private hospital sector, the privatization of some public hospitals, and the co-
location of private hospitals alongside existing public hospitals. The number
of beds in the public system declined by 7,375 between 1993–94 and 1998–99
and the number of private patients being treated in public hospitals has also
declined. While funding to public non-psychiatric hospitals as a whole fell
from 32.3 to 28.8 percent of recurrent health expenditure between 1989–90
and 1996–97, expenditure on private hospitals rose from 6.3 to 8.4 percent.
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Public non-psychiatric hospitals grew at an average annual rate of 2.4 percent
over this time compared with 8.4 percent for private hospitals.49

As long as a public health system dominates, government can attain a
degree of control over expenditure by various means. It does this more
successfully with public institutional care, by capping public hospital funding,
but it also tries to control expenditures for medical services by setting rebate
levels and introducing the reforms to medical practices discussed earlier. Such
steps have had a degree of success in curbing expenditure, as evidenced by the
modest 0.2 percent growth in health services expenditure between 1996–97
and 1997–98. However, the mix of funding has been changing. The proportion
of total health expenditure funded by government fell from 71.9 percent in
1984–85 to 69.1 percent in 1997–98, while non-government expenditure in-
creased from 28.1 percent to 30.9 percent.50  Private hospitals represent an area
where higher costs are met by user payments and private health insurance, and
they may therefore be attractive to states as a means of reducing demand for
public hospital services for which states are responsible. Looking to the fu-
ture, growth in private hospitals has the potential to increase overall health-care
costs as a proportion of GDP, even if costs to government are unaffected. Such
growth could result in a two-tiered health system where more cost-efficient
cases are skimmed off by private hospitals, leaving the public system with the
higher-cost, longer-stay cases that the private sector is unwilling to treat. Such
shifts also impact on retention of skilled medical practitioners and quality of
teaching functions in the public system.

Prior to the introduction of Medicare in 1984, up to 78 percent of the
population was enrolled in private health insurance.51  With the introduction of
Medicare, coverage had declined to around 30 percent by 1999.52  Despite this
decline, the usage of private hospitals has steadily risen since 1984 and the
private hospital sector has grown faster than the public sector in terms of bed
days and total admissions,53  with private health insurers contributing around
70 percent of private hospital expenditure.54  According to Livingston’s analy-
sis, the cost of private health insurance premiums increased by 75 percent from
1989–90 to 1995–96. In comparison, the consumer price index (CPI) increased
only 19 percent over the same period. A 1997 Industry Commission inquiry
into private health insurance attributed rising premiums to the rise in the pro-
portion of fund members using private rather than public hospitals, rising
average private hospital admission charges, increased admissions by private
patients, and adverse selection.55

Consumer concerns about out-of-pocket fees not covered by private in-
surance and rising premiums contributed to the dramatic decrease in private
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insurance membership. With the drop in privately insured patients, pressure on
public hospitals has mounted and current government efforts have been di-
rected at increasing private health insurance membership. In 1996, the federal
government provided incentives for those privately insured to retain their mem-
bership and imposed a financial penalty on high-income earners without such
coverage. Then in 1998, the Howard government tax package promised a 30
percent tax rebate to private health policy-holders; and in 1999, it announced
the Lifetime Health Cover Scheme, which provides incentives for younger,
lower-cost members to take up private health insurance and penalties for older
entrants. This measure placed age-related penalties of 2 percent per year on
those over 30 who entered after 15 July 2000. Should membership in private
health insurance schemes increase markedly, there is concern that shifts to
private hospital care could blow out overall health costs and, added to moves
by some states to encourage the entry of for-profit providers in privatized pub-
lic hospitals, radically alter the private-public balance.

This complicated mix of reforms is seen as having the potential to un-
dermine the basic principles of universal access to quality hospital care, a
foundation stone of Commonwealth policy. It is not surprising therefore that
there is continuing controversy about the commitment of Commonwealth policy
to propping up the private health insurance industry with a rebate costing more
that $2 billion per year and recorded profits of $126 million by the health
insurance companies which had recorded losses in the previous three years.56

At the time of writing, these measures have had some success in increasing
private insurance membership, from 30.5 percent of the Australian population
in June 1999 to around 45 percent in mid-2001.57  However, critics argue that
subsidies to the rich in the form of tax rebates for private health insurance
could be better used as direct funding to the public hospital and health system.
As Owens notes, tensions within the system between Medicare and private
health insurance, between stakeholders (medical practitioners, insurers, and
private and public hospitals) and between Commonwealth and state govern-
ments over cost-shifting, really call for more fundamental review of the whole
health system.58

Controversies over “Tied” Grants

States have consistently complained that the Commonwealth has forced them
to fund its priorities through provisions that require state matching on a dollar-
for-dollar basis or through maintenance of effort provisions. States also argue
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that the detailed reporting requirements of SPPs impose unnecessary adminis-
trative costs on the states, and encourage the maintenance of unwieldy and
top-heavy Commonwealth bureaucracy. States have drawn on the principle of
subsidiarity — locating responsibility for services at the point closest to ser-
vice delivery — in arguing that they should have primary responsibility for
hospital and community services. In this scenario, the Commonwealth would
have a role in national benchmark-setting for service delivery in conjunction
with the states as service deliverers. States maintain that a shift in responsi-
bilities must be accompanied by measures that “address the States’ long term
capacity to fund anticipated growth in service demand.”59  An alternative pro-
posal is that in national policy areas such as health, the Commonwealth should
bypass the states by directly funding service providers such as hospitals, on
the grounds that this would be more efficient and would take away the state’s
capacity to underspend on health, as illustrated by the use of Medicare funds
by Victoria to retire the debt rather than increase hospital spending.

Accountability of states under SPPs is also open to question. In a report
on the first attempt to compile a register of SPPs, significant discrepancies
were found in the figures provided in the Commonwealth budget and by the
Victorian government. This has obvious relevance to assessments of both state
and Commonwealth accountability under shared funding agreements and tied
grants. The report concluded that such discrepancies are obstacles to achieving a
thorough understanding of the impact of SPPs on state government finances.60

It is significant that states effectively determine overall levels of service
provided in the areas targeted by SPPs and that they can substitute some of the
Commonwealth SPP funds for their own contributions,61  thus freeing their funds
for other expenditures such as deficit reduction. This contributes to significant
per capita variations in spending between the states in controversial areas of
social policy.62  Such practices have been cited to rebut states’ claims for
increased health-care payments, with the Commonwealth arguing that states’
use of their spending discretion, not Commonwealth limits on funding, have
resulted in a “crisis in health.” In an audit of SPPs in 1994, the Commonwealth
Auditor General questioned program accountability and financial arrangements
and identified deficiencies in parliamentary reporting on such grants. Trebeck
and Cutbush pinpoint the main problem of SPPs: duplication and overlap have
“no offsetting policy coordination or spillover internalising or uniformity of
standard benefit for Australia.” They argue vertical fiscal imbalance is only
partly responsible, and emphasize “deep seated confusion at both levels about
the proper role of Government in society in the first place.”63
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Duplication and Cost-shifting between Levels of Government

The report to the Commonwealth Government of the National Commission of
Audit (1996) expressed its concerns about the involvement of multiple levels
of government. The commission identified cost-shifting as a major problem
which would remain even if problems of duplication and overlap were ad-
dressed. In the health area, the commission noted that, in response to capped
funding and budget constraints in some areas, states have encouraged consum-
ers of health services to switch into uncapped federally-funded programs such
as the Medical and Pharmaceutical Benefits Schemes, thereby shifting costs to
the Commonwealth. The commission acknowledged that it may be impractical
to cede responsibility entirely to one level of government. Even with clear
purchaser-provider delineation (e.g., with Commonwealth programs run by the
states), it would be difficult to avoid pressures for state involvement in stan-
dard-setting or requests for additional funding; and it would also be difficult to
avoid Commonwealth involvement in program delivery as a way of verifying
costs. The commission concluded that there is no easy solution to this prob-
lem, but argued that where practicable, it is best to avoid multiple levels of
government involvement in the first place. It therefore pressed for a review of
all programs involving multiple levels of government.64

The commission argued that the allocation of related programs over differ-
ent levels of government is a design defect that not only facilitates cost-shifting,
but actually creates incentives to engage in such practices. Accordingly, it put forth
some program design principles for reducing cost-shifting.65

• For programs entirely the responsibility of the states, funding should be
in the form of General Purpose Grants, allowing the states allocative
discretion between specific programs.

• For programs where there is joint Commonwealth/ state responsibility,
funding should go to pools that extend to all related programs, rather
than being earmarked to specific programs. Again this would allow the
states some allocative discretion within funding pools.

• Where SPPs are considered necessary, the Commonwealth should focus
on specifying policy objectives and establishing improved accountabil-
ity frameworks, and then give the states greater freedom in deciding
program delivery. This would facilitate a reduction in the number of
SPPs by grouping together or “broadbanding” SPPs which are directed
at broad outcomes for particular groups, and would reduce administra-
tive duplication, overlap and inefficiency.66
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The commission further recommended that the administrative compo-
nent of retained SPPs should be reduced and argued that any national policy
bodies that are retained should be limited to national coordination; strategic
directions, and the development of standards, benchmarks, and performance
measurements. It took the strong view that the Commonwealth should not be
involved in service delivery or approval of projects. These principles have been
an important influence on the most recent funding arrangements entered into
by the Howard government, in particular the Australian Health Care Agree-
ments and the Public Health Care Agreements. However, it should be borne in
mind that not everyone agrees with these policy directions. Critics such as
Painter regard “neat and tidy” attempts to sort out clear and distinct roles and
responsibilities as misreading the constitutional logic of Australian federal-
ism. “It ignores the essential feature of concurrence in the division of powers
in the Australian Constitution, and the adversarial and competitive dynamic of
Australian federal politics.”67

CONCLUSION

The Commonwealth’s dominance over the financial operation of the federa-
tion in Australia has arisen largely because of the High Court’s interpretation
of the Constitution which has allowed the Commonwealth government’s war-
time monopoly over income taxation to continue. As a result, the most notable
aspect of Australian Commonwealth-state relations is extreme vertical fiscal
imbalance, marked by the Commonwealth’s control of major tax bases and the
states’ responsibility for most expenditure and service provisions. Tax reform
is one attempt to address this issue, although it is too early to judge its
effectiveness.

The provision of SPPs or “tied” grants to the states under section 96 of
the Constitution has enabled the Commonwealth to expand its role in the health
system. Controversy surrounding tied grants is ongoing. From the Common-
wealth perspective, SPPs satisfy demands for minimum national standards in
areas such as health, with the Commonwealth setting strategic goals and fos-
tering states’ optional provision of services from available resources. From
their point of view, the states prefer fewer restrictions and view matched fund-
ing arrangements as restricting their budgetary flexibility, especially where
such arrangements have not been agreed to on a cooperative basis. States per-
ceive this as the Commonwealth government dictating the terms of service
provision and advancing its own interests. They also argue that SPPs result in
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unnecessary state/Commonwealth duplication and overlap, and reduce state
government flexibility and responsiveness. States have been vocal in their con-
tinued complaints of funding shortfalls which inhibit their capacity to deliver
services to taxpayers.

Much of the body of this chapter has focused on unravelling Common-
wealth/state funding of health and the role of institutions, such as COAG, in
forging a more effective and efficient national agenda in health. This agenda
demands a national system with the capacity to generate comprehensive na-
tional policies related to health care and to implement national microeconomic
reforms. It also demands that the system adequately balance efficiency with
equity and quality of care issues, that intergovernmental institutions facilitate
better and more efficient Commonwealth government/state cooperation, and
that the system address unmet needs, especially in aged and disability care.
Ongoing difficulties in policy implementation rely on negotiations with the
states and give rise to distortions of priorities or goal-shifting in the imple-
mentation phase. These issues really frame the challenge of effective
intergovernmental relations.

Broadbanded and outcome-based Commonwealth funding is an increas-
ing trend. This entails the bracketing of SPPs, where funds are provided for
broad outcomes rather than for more specific activities, and states make deci-
sions in line with National Competition Policy on how to employ funds to
meet designated Commonwealth objectives. This might satisfy their desire for
more choice as to how they deploy funds but, as some critics observe, it could
lead to the decline of uniformity and poor achievement of national goals and
national oversight of some specific programs (such as women’s health) sub-
merged within broadbanded pooling of funds. Many of these reforms are, as
Duckett notes, located at the margins. He proposes a more radical but politi-
cally unlikely possiblility that all responsibility for health and community
services could be assigned to one level of government.

The health issues that dominate the policy agenda in Australia are simi-
lar to those in many other countries, federal and non-federal alike: cost
containment, demographic pressures, the implications of changing medical
technologies, shifting balances among stakeholders, and increasingly neo-lib-
eral policy orientations to government generally. Moreover, federalism does
not prevent a broadly national response to this daunting policy agenda. The
Commonwealth plays a central role in policy-setting, directly establishing criti-
cal parameters for health insurance programs and providing leadership in the
joint development of influential national policies and standards in forums such
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as COAG. Nevertheless, federalism does inject another set of issues into the
politics of health care, issues specific to the management of a complex system
of intergovernmental interdependence: a continuing tension between cohesive
national policies and local discretion and flexibility; concerns about account-
ability of governments for the expenditure of public funds; problems of
cost-shifting, and other inefficiencies inherent in a complex system of fiscal
arrangements. None of these tensions are new. But in an era increasingly fo-
cused on the efficient delivery of services to the public, the complexities and
incentives embedded in intergovernmentalism pose more obvious problems.
Clearly, the classic tensions between national politics and federal institutions
remain as vibrant as ever in Australia.
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measure under Medicare. For non-Health Care Card holders, GPs may bill the patient
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5
FEDERAL-STATE RELATIONS IN UNITED
STATES HEALTH POLICY

David C. Colby

In the United States, relationships between federal and state governments are
constitutionally ambiguous. Divisions of powers are not neat and tidy. Few
clear jurisdictional lines exist, even within a single policy arena. The Constitu-
tion of 1789, court cases, culture, and practice have influenced the development
of federal-state relations in a peculiar way.

Much of intergovernmental relations in health care are based on a grant-
in-aid system. States can choose whether to participate in individual grant
programs or not. Even after accepting a grant from the federal government,
states have much flexibility, allowing for considerable programmatic variation
across states within broad federal rules. More flexibility is allowed through
the use of waivers to the federal policies. Flexibility does not provide a solu-
tion to conflict and comes at a high cost, however. Conflict arises due to
differences in views of federal-state relations and the role of the public sector,
but, most importantly, due to the cost of programs and the rules for receiving
grants. The high degree of policy flexibility allows for inequity in how indi-
viduals in the same circumstances are treated across states.

This chapter will cover several topics toward an understanding of US
federal-state relations in health care. It begins with a description of federal-
ism, including the constitutional principles, especially as they apply to health
care and the grants-in-aid system. This is followed by a description of the US
health-care system, and intergovernmental relations in health care, including



144 David C. Colby

the Medicaid program, the Children’s Health Insurance Program, and regula-
tion of the health-care sector. Finally, there is an assessment of health-care
federalism in the United States.

FEDERALISM

This section first presents a description of the constitutional provisions, espe-
cially those that affect health policy. It follows with a consideration of
grants-in-aid as the major intergovernmental mechanism in the US system.

Constitutional Provisions

In advocating the adoption of the Constitution of 1789, James Madison, writ-
ing under the pseudonym Publius, described it as “neither wholly federal not
wholly national.”1  Thus, the allocation of powers in the United States is, as
Thomas Anton has termed it, “ambiguous.”2  That allocation has varied over
time. The principles for allocation of power are based on constitutional provi-
sions: enumerated powers, including the power to tax, the power over interstate
commerce, and reserved powers. Enumerated powers are those granted to the
national government by the Constitution (article 1, section 8). Most of these
are very specific (e.g., the power to establish post offices). The Constitution,
however, grants the power to pass laws that are necessary and proper to carry
out the enumerated powers of the national government. This provision creates
implied powers, providing much legal elasticity for the meager list of enumer-
ated powers in the Constitution. Early in our history, the Supreme Court
supported the notion of implied powers.3

Not surprisingly, given our eighteenth-century constitution, there is no
discussion of power over health care. Two of the enumerated powers, however,
are broad and would later influence the development of health policy. One of
these is the power to tax and, by implication, spend for the general welfare. In
arguing for the adoption of the Constitution, James Madison viewed the gen-
eral welfare clause as tied directly to enumerated powers.4  In 1854, President
Franklin Pierce vetoed a federal grant-in-aid program for the indigent insane
with a similar narrow interpretation of the general welfare clause. Neverthe-
less, in the twentieth century, especially since the 1930s, the Supreme Court
has given a broad interpretation of the general welfare clause.5  Today, the power
to tax and spend for the general welfare is not limited to the enumerated pow-
ers of the federal government.



Federal-State Relations in United States Health Policy 145

The second important provision is the power to regulate interstate com-
merce. Surprisingly early in the development of the United States, the issue of
interstate commerce arose. In 1798, New York granted a monopoly over steam-
boat navigation on the waterways in the state. Two issues arose in that situation.
First, what was commerce? The Supreme Court decided that commerce in-
cluded all species of commercial intercourse. Second, what is interstate? The
Supreme Court ruled, “Commerce among states cannot stop at the external
boundary line of each state, but may be introduced into the interior.”6  Although
states could not interfere with interstate commerce, the federal government
did not have exclusive power over commerce.7  There, however, was little af-
firmative exercise of this power by the federal government until the twentieth
century. State legislation was generally upheld when there was no federal leg-
islation or when the commerce affected was clearly local. For example, in 1869
the Supreme Court upheld state regulation of insurance even though it was
sold across state lines because it was not commerce.8  Nevertheless, today the
federal government can regulate insurance sold across state lines, but gener-
ally has delegated that power to state governments.9

All powers not granted to the federal government by the Constitution
are reserved to the states or the people (article X). Although this provision is
viewed as weak, states clearly retained police powers when they joined the
United States.10  Police powers are those powers that affect health, welfare,
and morals. The federal commerce power and state police power could (and
have) come into conflict. The Supreme Court has stated that the principal pro-
tection for state power when it is in conflict with federal commerce power lies
in the political process in which states are key players.11

Although the commerce clause and taxing and spending for the general
welfare have supported broad federal interventions in social and economic
policy, there remain some limits to these powers. For example, a federal law
outlawing the possession of a gun in a school zone could not be justified under
the commerce clause. The commerce clause can be used to sustain laws that
keep interstate commerce “free from immoral and injurious uses”; may protect
interstate commerce even though the threat may come from intrastate activi-
ties; and be used to regulate those activities that have a substantial relation to
interstate commerce.12  Nevertheless, this case, as John Kincaid noted, “hoists
the Tenth Amendment another inch back up the constitutional flagpole.”13  More
recent Supreme Court cases had continued this trend in strengthening state
power.14
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The one exception to the ambiguous nature of the United States federal
system is the relationship between state and local governments. Localities are
not autonomous units, but organizations whose existence depends on state gov-
ernments. Dillon’s rule, espoused in 1868 by an Iowa judge, enunciates the
principle that localities are creatures of the state and can exercise only those
powers expressly granted by the state. Thus, cities, counties, and other local
governmental units have little flexibility in the development of policy. From
1789 to 1860, the United States had a period of dual federalism in which fed-
eral and state governments generally exercised power in separate realms. The
federal government, nevertheless, provided western states with land for com-
mon schools, assumed state revolutionary war debts, and distributed some funds
from the sale of national lands and from treasury surpluses to the states.15

Between 1861 and 1930, dual federalism began to break down. The de-
velopment of our national economy raised conflicts between state police power
and federal commerce power. Also, in that period, we began to develop federal
programs that provided grants of money to states. By 1900 there were five
grant programs, providing federal money to state governments. By 1930 there
were 15 such programs. Between 1930 and 1960 we had a period of coopera-
tive federalism in which there were shared responsibilities between federal
and state governments. From 1960 to about 1980 there was a period of conflict
between federal and state governments. Certainly since the Reagan adminis-
tration (some would argue as early as the Carter administration), there has
been more balance in the power relationship between the federal and state gov-
ernments, and some trend toward decentralization.16

Intergovernmental Mechanism

The mechanism that dramatically changed the relationship between the fed-
eral and state governments was the use of grants by the federal government to
promote social policies. While grants of money and land by the federal gov-
ernment were used in the nineteenth century, they were directed mainly at
agriculture and schools.

One of the first grant programs dealing with the health policy was the
Maternity Act of 1921, which provided funds to states to reduce maternal and
infant mortality. Massachusetts challenged its constitutionality on the grounds
that “these appropriations are for purposes not federal, but local to the states,
and together with numerous similar appropriations constitute an effective means
of inducing the states to yield a portion of their sovereign rights.”17  The Supreme
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Court, however, ruled that the powers of the state were not infringed “since the
act imposed no obligation, but simply extends an option which the state is free
to accept or reject.”18  This principle was affirmed later in other policy areas.19

In the first year of the Maternity Act, 40 states accepted money and by
the end of 1927, 45 states had accepted money.20  Although the Act was not
renewed (ending in 1929) because of opposition from the American Medical
Association, nativist groups, and others it became the model for intergovern-
mental health programs. It was a categorical grant program with state financial
matching and federal standards.21

The Federal Emergency Relief Act of 1933 was the first instance of a
federal grant program for welfare. This was followed in 1935 by the Social
Security Act which provided for a national retirement program (commonly re-
ferred to as Social Security) as well as grant programs to support state welfare
programs for dependent children, and blind and poor elderly individuals. In
upholding the Social Security Act, the Supreme Court noted that:

during the years 1929 to 1936, when the country was passing through a cyclical
depression, the number of the unemployed mounted to unprecedented heights....
The fact developed quickly that the states were unable to give the requisite re-
lief. The problem had become national in area and dimensions. There was need
of help from the nation if the people were not to starve. It is too late today for
the argument to be heard with tolerance that in a crisis so extreme that the use of
the moneys of the nation to relieve the unemployed and their dependents is a use
for any other purpose than promotion of the general welfare.22

While most of the Social Security Act dealt with income support policies, there
were provisions that provided for grants to states for maternal and child health,
and for strengthening state and local health departments.

After World War II, Congress passed the Hill-Burton Act, which pro-
vided for grants for surveys of hospital needs and for construction of hospitals.
This was followed in the 1960s and 1970s by grant programs for state and
local health planning. In 1960 Congress passed the Kerr-Mills program, which
was a grant program to furnish medical care to low-income elderly persons.
That program was seen primarily as a supplement to public assistance and as a
means to shift the burden for financing to the federal government.23  It had
joint federal-state financing, state administration in accordance with federal
standards, and eligibility tied to state standards for welfare. In 1965 Kerr-Mills
was replaced by the Medicaid program, which while broadening coverage used
the Kerr-Mills model for intergovernmental relations.
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Federal grants to state, local, and non-governmental units take many
forms in the United States. They involve different degrees of federal control
over their distribution and over the use of funds. Variation in the degree of
control over distribution ranges from formula grants which are awarded by a
fixed rule to all governmental units that qualify, to project grants, which are
awarded for specific undertakings. Variation in the degree of control over the
use of funds ranges from block grants that are awarded for broad purposes to
categorical grants that are awarded narrower purposes.24

HEALTH-CARE SYSTEM

Characterizing the US health-care system is difficult even for an audience in
the United States. For example, over half of Americans who are covered by
managed-care insurance say that they have never been in managed care.25  For
Canadians and Europeans, gaining an understanding of this system must seem
formidable and those who do may see the US system as peculiar.

The US health-care system is undergoing profound changes. It is mov-
ing rapidly to a market-based system, emphasizing competition, consumer
choice, and personal responsibility. It is pluralistic, even within one sector of
the industry. Much of our delivery and insurance systems are merged in
managed-care products. With the development of managed care, power is shift-
ing from providers to insurers. The backlash against managed care is partially
a fight to regain control. The system is also moving from its non-profit histori-
cal roots to a more for-profit basis. Some non-profit institutions are converting
to for-profit status, while others are retaining their status, but behaving like
for-profit entities. Most importantly, it is not one system, but varies by market
and state.26  To paraphrase the late Congressman Thomas O’Neill’s statement
about politics, all health care in the United States is local.

Health Policies

Prior to World War II, federal government involvement in health care was di-
rected mainly at merchant marines, Indians, and military veterans.27  The first
involvement was the development of a marine hospital service in 1798. It was
not until 1893 that the service was given responsibility over interstate and for-
eign quarantine. In 1903 the Public Health and Marine Hospital Service Act
was passed, giving additional authority over the sale of biologic products. In
1906, the Pure Foods and Drug Act banned adulterated and mislabelled food
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and drugs from interstate commerce, giving the public health service some
more authority. Much of health policy is an extension of welfare policy. Based
on English poor law, welfare was considered a local function until the 1930s.28

In early Massachusetts, for example, towns were responsible for their poor
and the state was responsible for the “unsettled” poor. Later states established
financial aid programs for the deserving poor, including the insane, the blind,
and the disabled.29

Today, the United States has three major health programs. Medicare, a
health insurance program, which serves nearly 40 million elderly and disabled
persons, is a federal program with few direct intergovernmental aspects (ex-
cept as noted below). Medicaid, a health insurance program that was targeted
mainly to the welfare poor, is a joint federal-state program; the State Child
Health Insurance Program, which is a new health insurance program directed
at poor children, is also a joint federal-state program.

Health Financing

The United States relies on private and public institutions as well as individu-
als to finance health care. In general, the explicit public role is limited to helping
special, “deserving” populations. But there are hidden ways that the system
provides subsidies for others through the tax law.

Health care is financed predominately by private sources, accounting
for about 53 percent of expenditures. These private sources include private
health insurance (33 percent), out-of-pocket payments paid by individuals (16
percent), and other sources (4 percent).30  The federal government pays about
one-third of expenditures with state and local government contributing about
13 percent of health expenditures.31

Health Insurance

Although private health insurance was available in the early 1900s, few Ameri-
cans had insurance until after World War II. In the economic depression of the
1930s, hospitals introduced insurance to help individuals pay for hospitaliza-
tion.32  At that time, the American Medical Association, however, opposed even
private insurance to cover physician services.33  During World War II, the In-
ternal Revenue Service (IRS) ruled that employer contributions to health
insurance would not be taxed as income. With a wartime freeze on wages,
employers began to offer health insurance as a way to provide additional
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compensation to employees. In 1953 the IRS reversed its decision. Then in
1954 Congress amended the Internal Revenue Code to exclude the cost of em-
ployer-provided health insurance coverage from gross income. That provision
remains in force today. Self-employed individuals also can deduct up to 45
percent of the cost of health insurance premiums from taxable income.34  These
and related tax provisions are worth about $266 billion in foregone tax
revenues.35

For non-elderly persons, employers are the overwhelming source of in-
surance. In 1996, slightly less than two-thirds of the non-elderly received health
insurance from employers. About 15 percent received insurance from public
sources with Medicaid being the leading source. Fewer than 7 percent had
insurance coverage purchased in the individual market. In the non-elderly group,
most people with insurance are in managed-care products that limit to some
degree the delivery system choices available to them. In 1997, 30 percent of
insured employees were in health maintenance organizations (HMOs). Fifty-
five percent were in other types of managed-care products.36  HMOs are paid
capitated monthly fees to provide all needed covered health-care services for
the enrolled population. In some managed-care organizations, payments are
also capitated to physicians or practices for a subset of the services.

About 18 percent of non-elderly Americans were uninsured. The per-
centage of uninsured persons has grown in the last decade due to three factors.
First, between the late 1980s and now some employers have dropped health
insurance.37  Second, a higher proportion of employees are refusing employer-
based coverage, presumably due to unaffortability of coverage;38  and finally,
welfare reform led to decreases in the number of people covered by Medicaid.
The Medicare program serves about 40 million beneficiaries. Medicare covers
virtually all people over age 65 and about 5 million disabled individuals under
age 65. Eighty-two percent of beneficiaries are in traditional Medicare, which
is a government administered fee-for-service plan. Others are in private health
maintenance organizations. The Balanced Budget Act of 1997 created a pro-
gram called Medicare+Choice, which offers Medicare beneficiaries three
options in addition to traditional Medicare. These are coordinated health plans
(health maintenance organizations, preferred provided organizations and pro-
vider-sponsored organizations), private fee-for-service plans, and on a
demonstration basis, medical savings accounts. Among those Medicare ben-
eficiaries in traditional Medicare, about 87 percent have supplemental insurance
coverage. Most purchase private supplemental insurance or have employer-
provided supplemental insurance. About 15 percent have Medicaid.39
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Health-Care Delivery System

In the last few years, the health-care providers have been losing power to in-
surers. There is also a considerable consolidation and integration occurring in
this sector. The delivery system includes about 5,000 general hospitals, 750,000
physicians, and numerous allied health professionals. About one-third of health-
care spending is for hospitals and about one-fifth is for physicians. Spending
on in-patient hospital services has been decreasing dramatically and hospital
occupancy rates are dropping.

At the local level, there are substantial efforts to merge hospitals into
systems, alliances or partnerships. In many places, hospitals are also forming
partnerships with physician practices. Some non-profit hospitals and public
hospitals are switching to for-profit status, allowing them to use equity mar-
kets for financing. Finally, physician practices are consolidating. Short-term,
acute-care, non-federal hospitals deliver most of the hospital care in the United
States. Of the slightly more than 5,000 short-term, acute-care hospitals, non-
profit organizations own about 3,000, state and local governments own about
1,200, and for-profit corporations own a small number.40  Federal hospitals are
for military personnel and veterans.

Of the 750,000 physicians, about 82 percent are delivering patient care.
Of those delivering care, 35 percent are primary physicians. About three-
quarters of physicians have office-based practices and the remainder are in
hospital-based practices.41

INTERGOVERNMENTAL RELATIONS IN HEALTH CARE

Federal-state relationships in the United States are very program specific. Even
within particular policy areas, the intergovernmental relationships differ by
program. In this consideration of health policy, I focus on Medicaid, the pro-
gram that dominates intergovernmental relations in health policy. Medicaid
constitutes over 90 percent of federal intergovernmental health expenditures.
Nevertheless, other health programs will be discussed in order to provide some
comparisons.

Medicaid

Medicaid is a joint federal-state program providing payment for medical and
related services to approximately 36 million low-income persons who are
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predominately aged, blind, disabled, or members of families with dependent
children. It has had three distinct features: joint federal-state financing, state
administration in accordance with broad federal standards, and eligibility tied
to state standards for other cash benefits. Recently, the link with eligibility for
cash benefits has been severed. Although broad federal guidelines determine
eligibility and coverage standards, each state designs and administers its own
Medicaid program. As a result, state programs vary considerably in eligibility
requirements, service coverage, utilization limits, provider payment policies,
and use of managed care.

Service Coverage and Limitations

Under the current program, all states must provide a standard benefit package
to the categorically needy that includes inpatient and outpatient hospital ser-
vices; physician services; laboratory and X-ray services; family planning;
skilled nursing facility (SNF) services for adults; home health care for persons
entitled to SNF services; rural health clinic services; nurse-midwife services;
and early and periodic screening, diagnosis, and treatment (EPSDT) for chil-
dren.42  States may also provide (and receive federal matching payments for)
other services, including prescription drugs; dental care; eyeglasses; services
provided by optometrists, podiatrists, and chiropractors; intermediate care fa-
cility (ICF) services; and services to the mentally retarded in ICFs. States vary
considerably in the optional services they offer. Regardless of the services a
state chooses to offer, it must do so uniformly throughout the state, providing
comparable coverage to all categorically needy beneficiaries.

The required benefit package for the medically needy is less compre-
hensive. States opting to cover the medically needy must, at a minimum, furnish
ambulatory care for children and prenatal care and delivery services for preg-
nant women. Almost all states that have medically needy programs, however,
provide the same services to both medically and categorically needy recipients.

States have broad discretion in defining coverage for both mandatory
and optional services. They may impose time or frequency limits on coverage,
such as ceilings on inpatient days or physician visits. For example, in 1993, 49
states limited physicians’ services to categorically needy beneficiaries in some
ways.43  They may establish utilization controls, such as medical necessity re-
views, prior authorization for certain services, or second surgical opinion
programs. Some states have instituted beneficiary cost-sharing as a form of
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utilization control. Federal statute constrains the use of this strategy, however,
to nominal co-payments only (e.g., $1 per physician visit) and to certain groups
of beneficiaries. Certain services, such as pregnancy and emergency care, are
statutorily exempt from co-payment requirements.

Eligibility for Medicaid

Eligibility rules typically had been based on participation in cash assistance
(welfare) programs. Because eligibility for these other programs can vary across
states, so too does Medicaid eligibility. Most recent changes to federal eligi-
bility rules have shifted from such program-based categories of eligibility to
income-based definitions. The following discussion describes the evolution of
current eligibility policies and the current composition of Medicaid beneficiaries.

Policies. As a means-tested entitlement program, eligibility for Medicaid was
patterned after the earlier Kerr-Mills program and, until recently, has been
closely linked to actual or potential receipt of cash assistance under various
welfare programs. Persons qualified for coverage because they are either cat-
egorically needy or medically needy. Earlier, all persons receiving Aid to
Families with Dependent Children (AFDC) and most persons on Supplemen-
tal Security Income (SSI) were considered categorically needy.44  Certain groups
not receiving cash assistance are also defined as categorically needy.45

From the passage of Medicaid in 1965 until the passage of welfare re-
form in the Personal Responsibility and Work Opportunity Reconciliation Act
in 1996, Medicaid eligibility predominately was determined by welfare eligi-
bility. Welfare reform eliminated the AFDC program. It, however, required
states to provide Medicaid coverage to those who would have been previously
eligible under AFDC rules. It also allowed states to expand Medicaid coverage
to other low-income families. Welfare reform, however, has caused a drop in
the number of people enrolled in Medicaid. Most states provided Medicaid
eligibility to the medically needy. They are individuals whose income or re-
sources exceed standards for cash assistance but who meet a separate
state-determined income standard and are also aged, disabled, or a member of
a family with dependent children. Persons who “spend down” income and as-
sets due to large health-care expenses may qualify as medically needy.

Medicare Buy-in Arrangements. In contrast to Medicaid, Medicare is a na-
tional medical insurance program for the elderly and disabled. Several national
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requirements provide for Medicaid coverage of poor Medicare beneficiaries
through state buy-in arrangements. State Medicaid programs serve Medicare
beneficiaries in two distinct ways. First, they pay Medicare premiums and cost-
sharing expenses for certain types of beneficiaries. In addition, they may provide
benefits to those Medicare beneficiaries who qualify for the state’s Medicaid
program. In either case, Medicare is the primary insurer for these beneficiar-
ies. The federal government partially reimburses states for their buy-in
expenditures through the normal Medicaid grant formula.

Characteristics of those Covered by Medicaid

Medicaid recipients include a disproportionate share of females, non-whites,
people living in poverty, the unemployed, young children, and central city
dwellers. Children were four times more likely than adults to be on Medicaid.

Expenditure Patterns by Eligibility Category

Patterns of service use and overall expenditures differ dramatically among the
three major populations served by Medicaid: children and adults in families,
the elderly, and the disabled. Children and adults accounted for 73 percent of
Medicaid beneficiaries in fiscal 1993, but only 31 percent of program pay-
ments.46  By contrast, the elderly accounted for 33 percent of total payments,
but only 12 percent of beneficiaries. Blind and disabled persons constituted 15
percent of beneficiaries, but accounted for 36 percent of payments. These dif-
ferences are attributable largely to spending for long-term care for the elderly
and disabled populations.47

Expenditures and Financing

Much of the criticism of the Medicaid program in the 1990s focused on rising
expenditures. As the program is now structured, federal and state governments
have difficulty controlling Medicaid spending.

Financing

States and the federal government jointly fund Medicaid. The federal share of
expenditures is determined by a formula based on state per capita income,
under which states with relatively low per capita incomes receive higher federal
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matching rates. For example, Mississippi, with a per capita income that is less
than 70 percent of the national average, had a matching rate of about 79 per-
cent, while Connecticut with a per capita income that is nearly 135 percent of
the national average, received a 50 percent match.48  Since 1987 this matching
rate has been recalculated annually. Overall, federal funds accounted for about
57 percent of total Medicaid spending in 1995.

Federal payments to the states are provided from general revenues to
match expenditures submitted by the states. There is no limit on the total amount
of federal payments. States may finance their share entirely from state funds
or require local governments to finance up to 60 percent of program costs.
Only 14 states exercised the latter option in 1991, with local dollars account-
ing for a small proportion of state financing in most of these states.

Patterns in Program Spending

In 1966 spending for Medicaid and its predecessor, the Kerr-Mills medical
assistance program, accounted for $1.5 billion or 3.7 percent of the nation’s
personal health-care expenditures.49  By 1998, Medicaid’s spending had in-
creased to $170.6 billion and its share had climbed to about 16 percent of
personal health-care expenditures in the United States. During this same pe-
riod, the number of Medicaid beneficiaries grew from 12 to 36 million.50

Recently, the number of enrollees and expenditures has been declining due to
welfare reform.

In the early 1990s, state spending for Medicaid had been growing faster
than any other category of state expenditures except for corrections. Its growth
slowed in late 1990. Nevertheless, Medicaid accounts for about one-fifth of
state expenditures and is the second largest category of state spending after
elementary and secondary education. Medicaid spending differs dramatically
by state, however. In 1993, the average annual payment per recipient of Med-
icaid services ranged from $2,381 in Mississippi to $9,700 in New Hampshire.
The average spending per poor person ranged from $276 in Utah to $1,275 in
the District of Columbia.51

While total state spending is a function of state population and the ac-
tual number of Medicaid beneficiaries, differences in service coverage, payment
policies, and eligibility criteria are also contributing factors to spending dif-
ferences across states. The pattern of Medicaid spending among service
categories also varies by state. One state may put more money into long-term
care, for example, while another state may emphasize inpatient hospital services.
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Variation in states’ total generosity for the Medicaid program is related to socio-
economic factors, especially wealth and the federal matching rate.52  Empirical
evidence also suggests that states that are more generous in their funding for
one aspect of Medicaid (e.g., eligibility, service coverage, and provider pay-
ments) tend to be less generous in others.53

Children’s Health Insurance Program

The Balanced Budget Act of 1997 (BBA) included the State Children’s Health
Insurance Program (SCHIP). Congress authorized $24 billion expenditures over
the five years in grants to states to provide health insurance for an estimated 2
to 4 million lower income children under SCHIP. All states and the District of
Columbia have SCHIP programs. States have more flexibility in establishing
eligibility, benefits, and cost-sharing for this program than for Medicaid.

Expenditures

Federal funds are allocated by two formulas, reflecting a political compro-
mise. From 1998 to 2000, the distribution of funds to the states is based on the
estimated number of uninsured children. After 2000, 75 percent of the formula
will be based on the number of uninsured children and 25 percent on the number
of low-income children.

States must match the federal expenditures. The match rate is a 30 per-
cent enhancement of federal matching formula for Medicaid, but is capped at
85 percent of the total expenditures for each state.

Eligibility

Family income levels determine eligibility. Federal law establishes that unin-
sured children with incomes at or below 200 percent of poverty or 150 percent
of state’s Medicaid eligibility level, whichever is higher, are eligible. States
can set their own eligibility levels below those levels, however. For example,
states vary in their levels from under 133 percent of poverty to 300 percent of
poverty.

A child covered by private insurance or Medicaid is not eligible for
SCHIP. States must make efforts to avoid the “crowding out” of private insur-
ance by this program. For example, California and Colorado enrol only children
who have been uninsured for three months.54
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Benefit Package

States can adopt one of three benefit packages for SCHIP: Medicaid, private
plans, or a combination. Private plans must have benefits equivalent to the
Federal Employees Blue Cross/Blue Shield Plan, coverage available to state
employees, or coverage offered to the state’s largest commercially enrolled
population. Adoption of the Medicaid plan requires the state to provide full
Medicaid benefits to SCHIP-covered children. Eighteen states and the District
of Columbia are using Medicaid; 15 states are using private plans; and 17 states
are using a combination of Medicaid and private plans.

If a state chooses to use private plans, those plans can charge nominal
premiums and cost-sharing to children in families with incomes below 150
percent of the poverty line. For those children in families with incomes above
150 percent of poverty, cost-sharing and premiums can total up to a maximum
of 5 percent of family income (except for preventive services which are ex-
empt from cost-sharing). Those states that choose the Medicaid option cannot
charge premiums.

Additional flexibility in SCHIP can be obtained by states. With waivers,
states can enrol children in community-based health delivery systems, such as
community health centres. States also can receive waivers to establish programs to
cover entire families, if the costs are no more than for covering children alone.

Other Grant Programs

The Medicaid program dominates federal intergovernmental expenditures for
health as well as for other areas. About one-third of all federal grant program
expenditures are for Medicaid. It is the largest intergovernmental program.
The other health programs are much smaller.

Other than Medicaid, smaller grant programs for general health, health-
care services, and health research are authorized. Most of these programs are
for specific projects; the remainder are determined by a formula with five of
these being block grant programs. Most of the intergovernmental expenditures
for health, however, are formula-based grants.

Regulation of Insurance

Constitutionally, the federal government could regulate health insurance (as
well as other types of insurance) sold across state lines, but state governments
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conduct most regulation. Congress delegated authority to regulate insurance
to the states in the McCarran-Ferguson Act of 1946. States monitor quality of
care, financial solvency, consumer protection, fraud, dispute resolution, and
marketing. Depending on the state, regulation is carried out by the state insur-
ance commissioner, the state department of health or both. The type and degree
of regulation varies dramatically by state.55

The federal government, however, has reasserted some jurisdiction over
insurance. It controls quality, plan solvency, marketing for Medicare HMOs,
and sets guidelines for state regulation for Medicaid HMOs. Major exceptions
to state regulation of private insurance are contained in provisions of the Em-
ployee Retirement Income Security Act of 1974 (ERISA) and the Health
Insurance Portability and Accountability Act of 1995 (HIPAA).

ERISA contains provisions that have caused intergovernmental conflicts.
At its passage, its main purpose was to regulate solvency of retirement ben-
efits, but it also applies to health benefits provided by employers. ERISA
preempted all state laws related to employment benefits. It preserved the right
of states to regulate insurance, but states could not deem employee plans to be
insurance. These provisions have caused confusion. In general, employer-
provided health plans which are self-insured cannot be regulated by states.
Both state and federal governments regulate employer-purchased health
insurance.56  ERISA regulations do not cover the content of plans, but disclo-
sure of information, administrative requirements, and fiduciary responsibility.
Thus, Margaret Farrell concludes that “the effect ... has been to permit a largely
unregulated market to define the health care available to the vast majority of
Americans.”57  About 48 million people are in self-insured ERISA plans.58

There are two major areas of federal state conflict due to ERISA legis-
lation. First, state health reform is difficult to implement, because courts have
ruled based on ERISA that states cannot impose premium taxes, global budget
enforcement, rating restrictions, and risk adjustments on self-insured health
plans. Only Hawaii has an exemption to ERISA for its employer-mandated
health insurance law, because it predated the passage of ERISA.59  Second,
conflicts are developing now over the inability of states to apply consumer
protection provisions to ERISA plans.

The second major federal intervention in the private insurance market is
HIPAA. Its purpose is to help those eligible individuals who change jobs or
become unemployed to retain coverage by guaranteeing availability and
renewability of insurance. HIPAA established limits on the use of pre-existing
condition exclusions when someone changes plans in the group market. This
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provision, however, does not apply to the individual health insurance market.
Second, HIPAA provides for guaranteed issue of insurance for qualified per-
sons. Group insurers have to guarantee issue of all products to all small groups
and to all eligible members of those groups. Finally, eligible individuals were
guaranteed portability of coverage from group to individual insurance.
Renewability of insurance is guaranteed in the individual market. It should be
noted that these provisions do not assure affordability of insurance.60  The Act
imposes broad federal standards, but allows states to implement it in a flexible
fashion. Although federal-state relationships vary by the specific provision of
the law, generally HIPAA provides for minimum federal standards and partial
preemption of state laws.61  All states but three have passed their own laws to
meet federal requirements. The secretary of health and human services en-
forces state compliance with the Act.62  According to Kala Ladenheim, HIPAA
is a “new template” for health-care relations between federal and state govern-
ments, threading “a narrow path between preemption and unfunded mandates.”63

Other Regulation

State governments and voluntary organizations conduct regulation of health-
care facilities and health professions. For example, physicians are licensed by
states and those licences are generally only good in the issuing state. Specific
medical boards grant specialty certification. Voluntary associations accredit
medical education programs.

RECENT TRENDS

There has been a trend toward giving states more flexibility in grant programs
and devolving more decision-making to the states.64  In the Reagan administra-
tion, there were efforts to decentralize with creation of more block-grant
programs and reductions in intergovernmental regulations. This trend was con-
tinued by the Clinton administration, but was heightened by the Republican
Congress. The Clinton administration provided greater flexibility through the
use of waivers of federal requirements in Medicaid and welfare programs. The
Balanced Budget Act of 1997 provided more flexibility in Medicaid rules. As
mentioned previously, legislation establishing a block-grant program to replace
the categorical grant welfare program, which was established in the Social
Security Act of 1935, was passed in 1996.65  Congress also passed legislation
to change Medicaid into a block-grant program, but President Clinton vetoed
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it. The State Children’s Health Insurance Program was finally designed to be
more flexible than traditional Medicaid.

Waivers

Provisions of the Medicaid law, such as the requirement that beneficiar-
ies have the freedom to choose their providers, discouraged the development
of managed care, while other provisions, such as federal eligibility standards,
discouraged the use of federal moneys to broaden coverage to other populations
in need of health insurance. States may obtain waivers of Medicaid require-
ments from the Health Care Financing Administration (HCFA), the federal
agency that administers Medicaid, to address these concerns. There are differ-
ent types of Medicaid waivers; these vary in the amount of flexibility allowed
and in the provisions of the Medicaid law to which they apply. Two types of
waivers are: program waivers under section 1915 of the Social Security Act
and demonstration waivers granted under section 1115 of that Act.

Section 1915 allows HCFA to waive provisions of the Medicaid law so
that states can mandate enrollment in managed care and develop home- and
community-based care programs. HCFA can waive certain federal requirements
(freedom of choice, uniform statewide operation, and comparability of ben-
efits) to allow states to implement alternative health-delivery systems or
provider reimbursement arrangements. To receive approval, a state must dem-
onstrate that the program will be cost effective and that access to quality care
will not be impaired. These waivers are granted for two years and can be re-
newed. Applications for these waivers are standardized. This is the most
commonly used waiver authority.

Section 1115(a) of the Social Security Act allows the secretary of health
and human services (HHS) to approve demonstration projects that will help
promote the goals of the Medicaid program. States have used section 1115
authority to expand eligibility for Medicaid to include the uninsured and to
enrol beneficiaries in managed care. The intent of this demonstration authority
is to test unique and innovative approaches to the delivery and financing of
health care. Demonstrations require research and evaluation components. In
contrast to section 1915 waivers, states are not allowed merely to copy pro-
grams in other states to obtain approval for demonstration authority.
Nevertheless, under the Clinton administration, the federal government appeared
to be willing to approve waiver requests that were only slightly different than
previously approved ones. The secretary has broad discretion in approving these
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demonstrations and has selectively approved such proposals. For example, while
the Oregon demonstration proposal, which included expanded eligibility and
priority-setting for health-care benefits, was rejected because of concerns about
its implications for the Americans with Disabilities Act, a modified proposal
was later approved. These demonstrations are for a limited time, usually three
to five years. The HHS secretary generally has not renewed them, but Con-
gress has extended them with legislation. From 1984 to 1991, Congress
legislated 13 extensions of demonstration waivers.66

In January 1997, HCFA had approved section 1915b waivers in 42
states.67  By 1998, 16 states had implemented section 1115 waivers and an ad-
ditional two had received section 1115 waivers, but had not implemented them.

Block Grants

There have been significant proposals to turn Medicaid into a block-grant pro-
gram. These would provide the states with more flexibility in running their
programs, especially in service delivery and payment mechanisms, and would
reduce national expenditures on Medicaid.

A proposal passed by Congress in November 1995 (H.R. 2491), but ve-
toed by President Clinton would have changed Medicaid into a block-grant
program (referred to as a Medigrant). Under the block-grant approach, states
would have received a set amount of federal funds to use in providing health-
care services to people with incomes below some threshold. In general, states
would have been able to decide which groups of poor people to cover and what
services to provide them. Eligibility would have been changed under the
Medigrant proposal. Each state would have decided who among those under
275 percent of the poverty line would be eligible for its Medigrant program.
While eligibility entitlement for groups of individuals would have been elimi-
nated, states would have been required to cover pregnant women or children
under 13 with family incomes below the poverty level as well as disabled indi-
viduals as defined by the states. Additionally, money would have to be set
aside for specific groups. States would have been required to spend at least 85
percent of the average percentages they allocated previously for each of the
following groups: poor families, low-income elderly beneficiaries, and low-
income disabled individuals.

As for most other aspects, the Medigrant proposal would have allowed
states considerable flexibility to design their programs. They would have had
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complete freedom to select specific services to be provided (except for abor-
tion), set the level of payments, vary benefits by types of individuals and
geographic areas, and determine use of managed care.

Unfunded Mandates

In 1995 the Unfunded Mandates Act was passed. It provided that any act with
state and local cost implications over $50 million could be stopped by a point
of order raised in either house of Congress. Although a majority of the legisla-
tive body could overrule the point of order, it provides for an opportunity for
consideration of the mandate. The power of this legislation appears to be in
preempting legislative developments, not in stopping them on the floor of the
House or Senate.68

EFFECTIVENESS

During my lifetime, there have been several crises of federalism and dramatic
changes in intergovernmental relations. Since the mid-1940s, we have moved
from a grant system that included about 30 programs (distributing under $900
million) to over 600 programs (distributing over $225 billion). But that overall
trend hides more recent developments. Since the Reagan administration, there
has been a trend toward decentralization.69

There have been many efforts in the last 50 years to revise our federal
system. President Richard Nixon proposed that a national standard income for
families under his Family Assistance Plan replace the state-administered wel-
fare system. His political descendants, however, recently decentralized welfare.
Under another proposal, Alice Rivlin, a Democratic political officeholder, pro-
posed giving federal programs in housing, social services, and education to
the states. Programs that need uniformity (social insurance and health insur-
ance) would become national programs, according to Rivlin.70  As can be seen
easily, there are no generally accepted principles concerning the division of
responsibility in the United States.71  Division of responsibility is a political
solution, ever evolving.

Federal-State Conflicts

Recently, there have been conflicts between federal and state governments over
Medicaid. First, concerns over Medicaid are part of the general concerns over
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the grant system. As part of that general concern, states are troubled with what
they see as federal mandates in the Medicaid program. Second, according to
states, Medicaid does not provide enough flexibility in program design to re-
spond to local conditions. Third, growth in Medicaid expenditures exacerbated
the relationship between federal and state governments. Finally, states and their
supporters have claimed that decision-making has shifted to the federal gov-
ernment. Many of these concerns have been alleviated with the passage of the
Balanced Budget Act of 1997 and a very good economy, however.

Mandates

States and their supporters have been dissatisfied with the dramatic growth of
grant programs as well as with increasing conditions for receiving grants. The
Advisory Commission on Intergovernmental Relations (ACIR) argued that
“if there has been a single phenomena which has worked ... to erode the con-
cept of federalism, it has been the dramatic expansion in the number, scope,
and purpose of federal grants in aid.”72  David Walker, a former director of the
ACIR, has described our federal system as being overloaded. The overload
was caused by a deluge of federal programs and dollars since the 1960s, fund-
ing for all governmental entities (not merely states), states having subordinate
positions in many grant programs, creeping conditionalism for grants, and pro-
vision of grants to quasi-governmental institutions.73

Since the 1990s there has been a growing concern with unfunded man-
dates as conditions for federal grant programs. According to Fix and Kenyon,
unfunded mandates include direct orders with criminal or civil penalties, cross-
program requirements, and cross-program sanctions.74  Mandates skew the use
of state resources and place an inappropriate weight on federal decision-making.
The Unfunded Mandates Reform Act of 1995 (P.L. 104-4) required the ACIR
to examine mandates which “(1) require state or local governments to expend
substantial amounts of their own resources without regard for state and local
priorities; (2) abridge historical powers of state and local governments with-
out a clear showing of national need; (3) impose requirements that are difficult
or impossible to implement; and (4) are the subject of widespread objections.”

The only health-care mandate identified by the ACIR was the Boren
Amendment. It required states to establish Medicaid payment rates for hospi-
tals, nursing home facilities, and intermediate care facilities that are “reasonable
and adequate to meet the costs which must be incurred by efficiently and eco-
nomically operated facilities.”75  Ironically, the Boren Amendment was passed
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originally to give the states more flexibility in setting payments. Prior federal
law required that payment be determined on the basis of reasonable costs. The
Boren Amendment does not meet the definition of mandates as set forth by Fix
and Kenyon: it did not involve direct orders with civil or criminal penalties,
cross-program requirements or sanctions. It was merely a condition of partici-
pation in the program. Nevertheless, the Boren Amendment was a problem for
states because it gave interest groups a tool to challenge payment rates at a
time of increased health-care costs.76  In Pennsylvania, Washington, and Vir-
ginia, Medicaid payment rates were increased in response to court decisions
based on the Boren Amendment.77  The Balanced Budget Act of 1997 repealed
the Boren Amendment.

Flexibility

The ACIR and others complained that the Medicaid program was not flexible
enough to accommodate local differences and needs.78  For example, there has
been tension between federal requirements regarding freedom of choice and
states’ desire to use managed care to limit growth in expenditures. The Bal-
anced Budget Act, however, made numerous changes including allowing the
states without waivers to require Medicaid beneficiaries to enrol in managed-
care organizations that serve only Medicaid recipients. Beneficiaries, except
for children with special needs, Medicare recipients, and Indians, can be locked
into a specific health plan for a year.

SCHIP and HIPAA provide more flexibility than does Medicaid. Indeed,
the Reforming States Group, a voluntary group of health policy leaders had
recommended that future health programs have broad federal standards and
state implementation like SCHIP and HIPAA.79

Expenditures

The pressure of Medicaid expenditures on state budgets was a source of ten-
sion in our intergovernmental system. The ACIR, for example, complained
that state costs increased due to unilateral changes in program requirements
made by the federal government.80  Scholarly studies, however, have shown
that there were multiple factors causing state expenditure growth.81  In judging
state complaints about federal influence on state budgets, we have to remem-
ber that roughly 60 percent of all Medicaid spending is for services and
beneficiaries that are not required by federal law.82
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Many state officials argue that the Medicaid program spending crowds
out state spending for other services. In one of the few academic studies of this
issue, Fossett and Wyckoff concluded that Medicaid spending had little effect
on educational spending in states.83

Federal Influence

According to the ACIR, Medicaid decision-making shifted disproportionately
to the federal government.84  This complaint is hard to substantiate or refute.
Indeed, as evidence, the ACIR could only cite changes that cost the states
money.85  States, however, were effective in shifting costs to the federal gov-
ernment with the use of provider taxes and gifts from providers. For example,
Pennsylvania hospitals formed a foundation, borrowed money, and donated it
to the state for Medicaid expenditures. The federal government matched ex-
penditures for those donated funds, which were then used to reimburse the
borrowed money.86

Absolute federal control is a myth. State and local officials help shape
the development and implementation of policies.87  For example, since the 1930s
federal standards for welfare included statewide uniformity in program, and
professionalism in administration. Massachusetts’ tradition of local, unprofes-
sional welfare delivery ran counter to this provision. It was not until the
mid-1960s that Massachusetts complied with those federal standards estab-
lished in the 1930s.88  Grant programs reflect the individual state political
cultures. But more importantly, states are free to refuse to adopt grant programs.

Policy Variation across States

There is little uniformity in the Medicaid program. There are variations in the
populations covered, services delivered, and expenditures made across states.
Eligibility and benefits are based on state residency. These differences are de-
termined by the wealth of the states (even though the grant formula favours
poor states) and, to some extent, their politics.89

Variation across the states can cause problems. In welfare policy, Peterson
and Rom have shown that states with generous benefits are welfare magnets,
attracting or retaining the poor.90  Since states do not want to attract poor people
but the wealthy, they limit the generosity of welfare policies.

One of the longest recognized problems, the matching formula, is not a
source of tension with all states, but affects states differently. It does not
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effectively target need.91  The matching formula is based on per capita income
with those states with lower per capita income receiving a higher federal match
ratio. The ACIR recommended that the formula include state fiscal capacity,
while the GAO recommended the use of state taxable resources and people in
poverty. But even with a change in the formula, it is likely that wealthy states
will spend more on the poor, because they can afford to do that.

Rationality

The pattern of grants is not rational in an economic sense, but has its roots in
the political institutions.92  Phillip Monypenny wrote “federal aid programs
are an outcome of a loose coalition which resorts to a mixed federal-state pro-
gram because it is not strong enough in individual states to secure its program,
and because it is not united enough to be able to achieve a wholly federal
program against the opposition which a specific program would engender.”93

Requirements of particular programs, including Medicaid, are a result of the
efforts of loose coalitions over time.

Part of our lack of rationality in program development does not lie in
our federal system, but in our party system and government. Our political par-
ties are loose coalitions without core goals and with few mechanisms for control.
Candidates owe little allegiance to parties. Separation of powers between leg-
islative, executive, and judicial branches of government, our most fundamental
principle, makes the development of rational intergovernmental policies fu-
tile. What is rational, in the US context, is what works. As Monypenny wrote,
“The grant-in-aid system is by no means an undermining of federalism, but
rather a refinement of it. It corresponds to a pragmatic pluralism, which has
long been remarked as a characteristic of politics in the United States.”94

CONCLUSIONS

There is continuous change in the balance between the power and roles of the
federal and state governments in health policy and other areas. Our first Chief
Justice of the Supreme Court, John Marshall, noted that the question about the
extent of federal power “is perpetually arising, and will probably continue to
arise, as long as our system shall exist.”95
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6
FEDERALISM AND HEALTH CARE IN
CANADA

Antonia Maioni

Canada’s system of government is a federal one but, as many comparative
scholars have noted, all federal systems do not work in the same way. Federal-
ism typically involves the allocation of jurisdictional responsibilities such as
policy-making among different levels of government.1  One ideal type of fed-
eralism portrays the division of powers between governments as independent
“watertight compartments,” another as more “coordinate” in nature.2  In the
real world of Canadian federalism, power is formally divided between the fed-
eral government and the provinces, but in many important policy sectors both
levels of government are responsible for ensuring the well-being of citizens.

The discussion in this chapter focuses on how Canadian federalism has
shaped one of the most important policy sectors of the modern welfare state,
namely health care. The federal-provincial relationship has had a profound
impact on the emergence, and subsequent development, of health-care provi-
sion and financing in Canada. While primary jurisdiction for health care lies
in the policy domain of the provincial governments, the federal government
now occupies an important financial and political space in the health arena.

THE CONSTITUTIONAL FRAMEWORK

The division of powers enumerated in the Constitution Acts of 1867 and 1982
set the parameters of the federal arrangement in Canada. These statutes reveal
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a tension between a centralizing tendency implied in the economic and re-
sidual powers allocated to the federal government, and the decentralizing effect
of the wide-ranging responsibilities accorded to the provinces. This tension
has been exacerbated since 1867 by a variety of factors, including judicial
interpretations favouring the provinces and the passage of the 1982 Charter of
Rights and Freedoms. Nevertheless, periods of intergovernmental cooperation
did lead to important policy initiatives, including the programs that form the
core of the welfare state in Canada.

Health care is a prime example of this dynamic. There were few specific
references to health care in Constitution Act, 1867, but conflict between levels
of government intensified with the growth of the public role in the sector. In
1867, health concerns were considered private rather than public matters, within
the bounds of family responsibility and charitable institutions or religious com-
munities, and government intervention was primarily limited to matters of public
health.3  As the responsibilities of the modern state expanded over time, the
enumeration of provincial responsibilities yielded a wider interpretation in the
health sector. Section 92(7) of the Constitution Act allows provincial legisla-
tures to enact laws for the “Establishment, Maintenance, and Management of
Hospitals, Asylums, Charities and Eleemosynary Institutions,” and section
92(16) gives provincial legislatures jurisdiction over “Generally all Matters of
a merely local or private Nature in the Province.” In addition, the courts have
held that insurance falls within the provincial domain, a position established
most clearly with the invalidation of the Employment and Social Insurance Act
of 1935 on the grounds that it went beyond the power of the federal government.

Despite the fact that, formally speaking, health policy is considered to
be primarily within the bounds of provincial jurisdiction, the federal govern-
ment also occupies an important political space in the sector. Part of this space
is related to the federal government’s constitutional responsibilities for public
health matters under section 91(11) and for the general welfare of specific
classes of people such as “Indians,” “aliens,” inmates in federal prisons and
members of the armed forces. More important, however, is the fiscal power of
the federal government. Although the federal government cannot legislate di-
rectly in provincial health systems, it does have broad taxing powers at its
disposal, such as the provisions of section 91(3) for the “raising of Money by
any Mode or System of Taxation.” Fiscal power has given the federal govern-
ment considerable policy leverage. The modern interpretation of the federal
government’s role can be traced to the 1940 Report of the Royal Commission
on Dominion-Provincial Relations, which claimed that, because of the heavy
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financial burden imposed by social programs,the federal government could
assist the provinces through cost-sharing or fiscal transfers.4  Consequently,
the federal government has developed the doctrine of a “spending power,” which
allows it to spend revenues outside its formal areas of jurisdiction.

While the federal government’s involvement in health care has been pri-
marily confined to the use of the federal spending power, the allocation of
money has an obvious impact on provincial health policy. Two examples of the
federal spending power are relevant for health care. The first is the use of transfer
payments, whereby federal funds are used to pay part of the costs of a provin-
cial program. Examples include the original shared-cost programs in hospital
and medical insurance, as well as subsequent block-funding arrangements, such
as the Established Programs Financing (EPF) which funded health care and
postsecondary education after 1976 and the Canada Health and Social Trans-
fer (CHST) which has covered health, education, and social assistance since
1995. The second major federal spending instrument is equalization payments.
These payments are not targeted directly at specific programs, but rather are
unconditional transfers to less well-off provinces. The rationale for equaliza-
tion payments is to assist provinces with less powerful economies in providing
similar levels of health care and other services to their populations.

These transfers produce very different patterns of support in various
provinces. In the Atlantic provinces, federal funds account for almost 40 percent
of provincial revenues; in the richer provinces, they account for less than 20
percent of revenues. There is also a significant difference in the balance between
CHST and equalization grants, and therefore between tied and untied funds,
across the provinces. Of the total federal revenues allocated to the provinces
for 1999–2000, 71 percent flowed through the CHST, while 23 percent were in
the form of equalization payments. The less well-off the province, however,
the higher the ratio of equalization to CHST payments: for example, only 36
percent of federal transfers to Newfoundland are distributed through the CHST
while for Quebec the figure is 63 percent, and for the three richest provinces it
is100 percent (see Table 1). Although the rationale for the deployment of the
federal sending power is to ensure that all Canadians, regardless of province
of residence, enjoy similar health and social benefits, many provinces have
expressed dissatisfaction with federal involvement. Richer provinces such as
Alberta, British Columbia, and Ontario have chafed under the redistributive
burdens of the equalization program, while successive Quebec governments
have contended that the federal government should not interfere in areas of
exclusive provincial jurisdiction.
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Canadian federalism is also characterized by the absence of effective
institutional representation for the provinces within the federal government.
Apart from the tradition of regional representation within the federal Cabinet
and the largely symbolic functions of an appointed Senate, there is no legal
role for provincial governments in the formation and passage of federal legis-
lation. In the absence of such formal institutions, other intergovernmental
mechanisms have developed to allow for the exchange of information and to
coordinate policy-making. Executive federalism refers to the process of “fed-
eral-provincial diplomacy” between the political executives of the two orders
of government, which takes place in a variety of settings. Most important are
First Ministers’ Conferences (FMC), at which the Canadian prime minister
and provincial premiers discuss major policy issues. Federal and provincial
ministers in specific policy areas such as health also meet regularly, and the
provincial premiers gather annually without their federal counterpart. (Que-
bec does not always officially attend these meetings although representatives
are usually present as observers.) In addition to these “executive” level ex-
changes, there are hundreds of administrative intergovernmental committees
engaged in coordinating federal-provincial programs and the exercise of fiscal
federalism. Both the FMC and the more specialized meetings of ministers and

TABLE 1
Federal Fiscal Transfers to the Provinces, 1998
($millions)

CHST Equalization

Newfoundland 510 1,088
Prince Edward Island 117 328
Nova Scotia 816 1,301
New Brunswick 647 1,093
Quebec 6,895 4,820
Ontario 9,253 0
Manitoba 975 1,016
Saskatchewan 850 117
Alberta 2,236 0
British Columbia 1,574 0

Source: Canada. Department of Finance, Federal Transfers to Provinces and Territories
(Ottawa: Supply and Services Canada, 1999).
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officials are designed to air grievances in certain policy areas or to propose
new initiatives. Although these meetings are often major political events in
themselves, they do not always succeed in resolving intergovernmental con-
flict, nor do they impose any restraints on the federal government’s ability to
make unilateral decisions about the use of its spending power.

Regional representation at the federal level has also been affected by
the political party system. Originally a two-party system of “national” parties,
party politics in Canada is now characterized by the presence of regional par-
ties in the House of Commons and provincial legislatures that do not reflect
the same mix of parties. In addition, party organizations and platforms at the
federal and provincial levels are not necessarily harmonized. Regional opposi-
tion parties in the House of Commons, such as the Canadian Alliance and the
Bloc Québécois, argue for more decentralization in the Canadian federation,
albeit for different reasons. Strong provincial parties, such as the Conservative
party in Alberta and Ontario and the Parti Québécois in Quebec, express dis-
satisfaction with the way in which federal decisions affect their policy-making
capacities. Despite these conflicts, it should be remembered that the rise of
regional parties and the presence of disciplined parties within centralized
parliamentary structures did much to facilitate the development of the welfare
state in Canada, in particular comprehensive programs such as health insurance.5

THE HEALTH-CARE SYSTEM IN CANADA

In terms of both popularity and money spent, health care represents the most
impressive piece of social policy in Canada. A consensus has developed that
health care, and more specifically affordable access to quality care, is a public
good which both levels of government have a responsibility in maintaining.
Health care has escaped much of the backlash directed at other social pro-
grams, such as social assistance or unemployment insurance, and it is unlikely
governments could disengage themselves from the health-care sector as sur-
reptitiously as has been the case with family allowances, for example. The
reasons for this include the obvious: because health care is a universal pro-
gram and a service provided to individuals rather than a direct transfer based
on income, much of the controversy associated with redistribution is absent in
debates over health-care reform; and provincial health-care systems, despite
their financial woes and delivery problems, have successfully provided quality
care based on need for all residents at a comparatively reasonable cost. In com-
parison with other industrialized countries, Canada spends a relatively high
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proportion of its gross domestic product on health care; per capita expenditure
levels also place Canada in the top tier of health-care spenders (see Table 2).
But the country has been relatively successful in containing health-care costs
in the past decade, even considering the fact that the ratio of private to public
expenditures has increased. Overall, the Canadian public health insurance model
offers universal coverage at a much lower cost than the predominately private
medical market in the United States.

Many policymakers and pundits celebrate the health-care system as the
“jewel in the crown” of the Canadian welfare state. Critics of recent Canadian
governments lament the tarnished state of the crown and its lackluster jewel,
pointing to serious strains on the system, which are discussed more fully. How-
ever, in comparative terms the Canadian health-care system can still be classified
among the most successful in the industrialized world. The quality of health-

TABLE 2
Health Expenditure, Selected OECD Countries, 1998

Total Health Total Health Public
Expenditure Expenditure Expenditure
as % of GDP  per Capita PPP$  as a % of Total

Australia 8.5 2,043 69.3
Austria 8.2 1,968 70.5
Belgium 8.8 2,081 89.7
Canada 9.5 2,312 69.6
Denmark 8.3 2,133 81.9
Finland 6.9 1,502 76.3
Germany 10.6 2,424 74.6
Italy 8.4 1,783 68.0
Japan 7.6 1,822 78.3
Netherlands 8.6 2,070 70.4
New Zealand 8.1 1,424 77.1
Norway 8.9 2,425 82.8
Sweden 8.4 1,746 83.8
Switzerland 10.4 2,794 73.4
United Kingdom 6.7 1,461 83.7
United States 13.6 4,178 44.7

Source: Organisation for Economic Co-operation and Development, OECD Health Data
2000: Comparative Analysis of 29 OECD Countries (Paris: OECD, 2000).
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care delivery in Canada ranks among the most sophisticated in the world and
the consistent support it enjoys in public opinion polls is remarkable. Until
now at least, the Canadian health-care system has also been able to withstand
the lure of market incentives and managed care that have led to substantial
modifications in the design and delivery of health care in other industrialized
countries.6

Social scientists tend to classify Canada as a “liberal” welfare state with
relatively lower social expenditures than many European countries where the
state has a much more extensive role in guaranteeing social protection.7  But
the existence of public, universal health care clearly sets Canada apart from
liberal welfare states such as the United States.8  The Canadian health-care
system in effect combines elements of a “liberal” ideology (in that doctors are
not employees of the state but rather independent entrepreneurs engaged in a
private relationship with their patients) and a more “social democratic” vision
(through the public financing of health services and government oversight to
ensure equal access to health care). Although this type of system fits the “so-
cial insurance” model, the term “national health insurance” is somewhat of a
misnomer given the autonomous role of provincial governments in the health
sector. A better description is that of provincially regulated health-care sys-
tems financed by public revenues, and a federal fiscal contribution tied to the
maintenance of certain standards across the provinces.

Historical Development

The initial impetus for the development of public health insurance in Canada
came from the combination of provincial innovation with social-democratic
politics.9  It was a provincial government in Saskatchewan, under the leader-
ship of a social-democratic party, that first introduced legislation for public
hospital insurance in 1947 and medical insurance in 1962. With these provin-
cial innovations in place, federalism provided the dynamic institutional levers
that diffused public hospital and medical insurance across the country as a
whole. In 1948, the federal government introduced the National Health Grants
Program, which furnished funding for public health and hospital construction
in the provinces. However, the federal government soon came under pressure
to provide funds to facilitate the implementation of provincial hospital insurance
on a Canada-wide basis, and in 1957 it introduced the Hospital Insurance and
Diagnostic Services Act which allowed for federal sharing of the cost of pro-
vincial hospital insurance plans. By 1961, every province in Canada had set up
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such a plan. In 1962, the Saskatchewan government introduced a further inno-
vation: a medical insurance program that used public funds to reimburse doctors
for the services they provided to patients. This again proved to be a successful
model and in 1966, the federal government designed another cost-sharing
mechanism under the Medical Care Insurance Act. By 1971 every province
had such a plan in operation and Canada’s health insurance system was fully
in place.

Although the federal government stipulated that, in order to receive fund-
ing, the provinces had to abide by certain conditions in the design of their
health-care systems (comprehensive and portable benefits, universal coverage,
and public financing), there was substantial scope for provincial programs to
reflect regional and local particularities. In the case of Quebec, for example,
public health insurance was developed in the context of a larger movement
toward social and economic modernization, known as the “Quiet Revolution.”10

Although inspired by social-democratic values and financed in part through
federal transfers, Quebec’s health-care system, based on integrated health and
social services and an emphasis on community care, reflected a specific vision
of the role of the state in society.11

In 1984, the federal government passed the Canada Health Act (CHA).
The CHA amalgamated existing federal hospital and medical insurance legis-
lation into a single statute and attempted to assert, in symbolic terms, a
substantial role for the federal government in the health-care sector. In more
concrete terms, the CHA reinforced the existing conditions regulating health
transfers and imposed another, that of “equal access” in order to prohibit prac-
tices that could be financial impediments to receiving health-care services.
These practices included “extra-billing” (by which physicians charge patients
a higher fee than that negotiated with the provincial medical association) and
the imposition of user fees in hospitals. Under the CHA, such practices would
lead to dollar-for-dollar deductions in the cash portion of federal transfers to
the province. The explicit ban on extra-billing and the financial deterrents led
to the abolition of the practice in most provinces, although in Ontario, where
extra-billing was most widespread, the ban prevailed only after a bitter strike
by doctors in 1986.12  However, as late as 1995, financial penalties were im-
posed on the government of British Columbia for allowing extra-billing; and
as late as 1996, transfers to Alberta were reduced by $1.3 million and to Mani-
toba by $588,000 because of facility and user fees.

The CHA was, and is, a popular statute and one might conclude that the
federal government has the ability to impose necessary deterrents on the
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provinces. But some provincial governments regard the CHA as violation of
the rules of the intergovernmental game and of provincial sovereignty in health
care. Quebec, in particular, has long demanded federal withdrawal from areas
of provincial jurisdiction, including health care. Intergovernmental relations
have been further strained by attempts of the federal government to reduce its
fiscal responsibilities in part by reducing the cash transfers to the provinces.
All of these developments stand in contrast to the commitment to cooperation
(albeit in the closed world of executive level negotiation) that characterized
the emergence of health insurance in Canada. Federal cost-sharing plans for
hospital and medical insurance were enacted after considerable dialogue with
the provinces and formal federal-provincial conferences. Since the 1980s, how-
ever, major federal decisions, especially the introduction of the CHA and
decisions concerning federal transfers to the provinces, have been made on a
unilateral basis, arguably in the context of short-term decisions about public
spending rather than on the basis of longer term analyses of the sustainability
of the public health-care system.

Financing of Health Care

Public responsibility for the financing of hospitals and reimbursement of medical
care is an expensive enterprise for provincial and federal governments alike. As
noted earlier, Canada ranks above the Organisation for Economic Co-operation
and Development (OECD) average in health expenditures but well below the United
States. This spending-to-gross domestic product (GDP) ratio has declined consis-
tently since 1992, when total health spending reached its highest level at 10.2
percent of GDP in Canada. Although hospital operating costs represent the largest
share of health-care expenditures, these have declined steadily in the past decade,
reflecting the extensive rationalization of provincial hospitals and changes in treat-
ment protocols. In contrast, spending on pharmaceuticals has risen sharply; in
fact, drug costs now account for slightly more than physician reimbursement (Ta-
ble 3). Also noteworthy is that, although provincial health-care systems have so far
shut out much of the potential for a widespread private medical market, private
spending, whether through supplemental health insurance or direct out-of-pocket
payments, has increased steadily over the past two decades. This trend has re-
flected a number of factors: the increase in drug costs and in the use of outpatient
treatments; the de-listing of some previously insured services (such as optom-
etry); and the increase in privately available diagnostic treatment and non-insured
technologies such as eye laser surgery and in-vitro fertilization.
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The public portion of health-care financing comes from government
general revenues and not a specific health insurance fund or tax. In other words,
governments allocate a certain portion of their yearly budgets to cover the costs
of health-care services. Provincial governments and their agencies represent
the “single-payer” or “single-tap” through which money flows into the health-
care system. This simplifies accounting and administration for health-care
providers, but also exposes the health-care industry to the fiscal pressures faced
by the public sector in general. Health care accounts for the largest item in
provincial budgets and most provinces spend at least 30 percent of their total
outlays in this sector (Table 4). For example, in the 1998–99 fiscal year, the
Ontario government allocated $19 billion for health care, exactly one-third of
its total public expenditure of $57 billion.13

TABLE 3
Health Expenditure in Canada

1977 1997
 (%)  (%)

Health Expenditure by Source of Financing

Provincial spending as % of total health expenditure 71.6 64.2
(includes transfers from the federal government through CHST)

Private spending as % of total spending 23.3 30.6
(includes private insurance and out-of-pocket)

Federal direct spending 3.1 3.4

Health Expenditure by Use of Funds

Hospitals 44.1 32.5

Other health-care institutions 10.2 9.9

Physicians 14.7 14.2

Other health professionals 9.6 12.5

Drugs 8.4 14.5
Public health spending 4.6 5.7

Source: Canadian Institute for Health Information, National Health Expenditure Trends,
1975-1998 (Ottawa: CIHI, 1999).
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The federal government’s contribution to provincial health-care funding
has declined over the years as the mechanisms for transferring money to the
provinces were modified. After 1977, the EPF arrangement distributed money
on an equal per capita basis to each province. Increases in the EPF transfer
were initially linked to the rate of growth in the economy, but this was reduced
to gross national product (GNP) growth minus 2 percent in 1986 and eventu-
ally frozen after 1990. In 1995, the EPF arrangement, along with the existing
cost-shared Canada Assistance Plan, was replaced by the CHST. The CHST
substantially reduced the cash portion of federal transfers to the provinces,
although a five-year “cash floor” was subsequently introduced in 1998. These
changes have a major impact on the role of the federal government. In the mid-
1970s, federal transfers accounted for almost 40 percent of provincial health
expenditures; by the mid-1990s, the transfers represented one-third of provin-
cial outlays in health care.14  In part as a response to public concern about
health-care funding, the 1999 federal budget earmarked additional funds to
the CHST and introduced measures to eliminate interprovincial disparities.
The 1999–2000 budget allocated $28.4 billion to help fund provincial social
programs, including health care. The cash portion of the CHST, totaling $14.5
billion, represented 13 percent of total program expenditures by the federal
government.15

Delivery of Health Care

The health insurance model that has developed in the Canadian provinces is,
in comparison to most other countries, a model of surprising simplicity. In
contrast to predominantly private health insurance systems, such as in the US,
every resident of a province is covered by the same insurance system and no
money changes hands at the point of contact between doctor and patient. In
comparison to national health systems, such as the UK, doctors and hospitals
have remained independent of direct public control by the state. And, unlike
social insurance arrangements in Germany in which employers and employees
contribute directly to “sickness funds,” health care in Canada is financed by
general government revenues rather than premiums.

The Canadian model can be summarized by tracing the five principles
of the CHA reflected in the design of provincial health-care systems (Figure
1). The first is that of public administration. Hospitals are not administered by
provincial governments nor are physicians employees of the state; neverthe-
less, since both hospital and medical services are financed by public money,
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the providers of health care are considered to be publicly accountable and they
remain dependent on political decisions about the allocation of resources. Under
the terms of provincial health statutes, these decisions are made by provincial
ministries, public medical commissions or, in many provinces, by regional
boards acting under the authority of the provincial government. Hospitals are
generally operated as non-profit institutions financed by global budgets that
are negotiated with provincial governments. They are thus dependent on pub-
lic funds for most of their operating costs (including medical supplies and
equipment) and salaried employees (such as nurses and technicians) and must
work within the budgets assigned to them for the fiscal year. The provincial
Ministry of Health determines these global budgets although, more recently,
allocation decisions in most provinces have become the responsibility of re-
gional boards with representation from government, consumers, and providers.
Given the pressure on public expenditures, most hospital operating budgets
have been substantially reduced, leading to waiting lists for elective proce-
dures and non-emergency in-patient services and a greater reliance on
out-patient care and, in some cases, the closure of hospitals or their transfor-
mation into another type of health-care facility. In some provinces, empty
hospital wings and privately funded health-care facilities are now used to dis-
pense non-insured benefits. Several well-equipped tertiary care centres are also
using excess capacity to treat Americans and other non-Canadians at much
higher rates than are charged to provincial residents.

Physicians are reimbursed for their services on a fee-for-service basis
through a fee schedule negotiated between provincial governments and pro-
vincial medical associations. These fee schedules are roughly similar across
the provinces, although there is some variation in the definition of billing codes.
The reimbursement is administered by a public agency responsible to the pro-
vincial Ministry of Health. These agencies, or commissions, include members
of provincial medical associations, government officials, and in some case rep-
resentatives of consumer groups. In Quebec, the principle of public
administration is taken one step further through a system of community health
and social service centres known as Centres locaux de services communautaires
(CLSC), staffed by salaried physicians. Despite the objection of medical asso-
ciations, Quebec was also the first province to impose billing limits and caps
on specialist salaries, and was one of the first provinces to impose differential
fees onto physicians with new billing numbers on the basis of their practice
and residence within the province.
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The principle of comprehensiveness, that all “medically necessary” ser-
vices should be covered by public health insurance, is defined through the
CHA to mean at a minimum all insured services provided by hospitals and
doctors. Thus, in all the provinces, most diagnostic, in-patient, and outpatient
services are covered, as well as services provided by physicians both in and
outside the hospital. Most provinces now specify a range of services that are
not covered, such as in-patient incidentals (e.g., private hospital rooms), cer-
tain forms of cosmetic surgery, or services supplied by optometrists or
chiropractors.

The CHA also states that health benefits should be universal in their
entitlement and portable across provincial boundaries. In other words, every
provincial resident is entitled to health-care coverage, regardless of age, in-
come or province of residence. Portability of hospital benefits is guaranteed
through reciprocity agreements that allow for direct payment at the provincial
rates where the patient is treated. Medically insured benefits are subject to
reciprocal agreements between the provinces (except Quebec, which has a lower
reimbursement rate and charges non-Quebecers directly for medical services).

The principle of equal access means that services should be dispensed
on the sole criteria of medical need rather than ability to pay. As noted earlier,
the CHA specifies that user fees or extra-billing violate this criterion. Unlike
public health insurance systems in other countries, health-care services in the
provinces are provided on the basis of first-dollar coverage, without co-
payments and without user fees. Also in contrast to many other public systems,
Canadians pay for their health-care services through general government taxes
on income and consumption rather than contributing to a specific health insur-
ance fund or paying a special tax for health services.

Role of Stakeholders

The preceding description of the delivery of health services reveals an intrigu-
ing element of the Canadian model: it is a health-care system in which the
“public” financing of costs is combined with “private” delivery of services.16

Stakeholders, therefore, may hold conflicting values about the health-care sys-
tem. Patterns of negotiation and compromise among stakeholders likewise
reflect a combination of different practices and principles. In comparative terms,
the Canadian health-care system has been described as pluralist and entrepre-
neurial.17  Like their insured neighbours in the US, consumers of care in Canada
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have relative freedom to choose their health-care providers. Canadian physi-
cians function as private entrepreneurs in much the same way as many American
physicians do; indeed, given the proliferation of managed care arrangements
in the US perhaps even more so. Influential groups, primarily physicians, but
also organized labour, business, and consumer groups, play an important role
in the policy-making arena. Some corporatist patterns are also evident: for
example, as in Germany or France, institutionalized fee schedule negotiations
between peak physician associations and provincial governments determine
reimbursement rates for medical services. And, while hospitals remain inde-
pendent, non-profit institutions, government agencies or regional boards are
responsible for allocating global budgets.

The primary stakeholders in any health-care system are the consumers
of care. Among Canadians, it is clear that there still exists enduring support for
public health care and the CHA principles. As federal and provincial politi-
cians have learned to their peril, electoral campaigns are more effective when
designed around promises to sustain public health insurance rather than dis-
mantle it. Every major political party, regardless of how opaquely worded the
message may be, supports in some way the idea that health care is a public
good. Although health care was not a principal issue in the 2000 election, the
campaign did reveal that “two-tier” health care — the coexistence of private
and public insurance systems for core health services — still has a negative
connotation in Canada. In many provinces, public protest over expenditure
cuts that adversely affected the delivery of health-care services prompted law-
makers to rethink their cost-cutting strategies.

In general, public opinion toward health care is based primarily on the
satisfaction, or dissatisfaction, of one’s experience with the delivery of health
care. Polls commissioned by the National Forum on Health found that Canadi-
ans are profoundly attached to equality and universality in health care.18

Comparative polls that ask respondents to rate their health-care systems against
those of other countries also demonstrated a widespread confidence among
Canadians in the 1980s and early 1990s.19  More recently, however, some
thought-provoking trends have developed in Canadians’ attitudes toward their
health-care system. There is, for example, a growing dissatisfaction with qual-
ity of services and access to care. Opinion polls show negative reactions to
many provincial health-reform initiatives such as expenditure cuts and the ra-
tionalization of the hospital sector. For example, a 1998 Angus Reid poll found
that 46 percent of Canadians thought recent health reforms compromised the
quality of service. More profound in this respect is the revelation of a growing
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unease about the future sustainability of the health-care system. In 1988, cross-
national studies showed that only 5 percent of Canadians agreed that their
health-care system had to be “rebuilt completely”; by 1998, this figure had
increased to 23 percent.20  (See Table 6). But public opinion shows paradoxical
trends about what this means exactly. Some polls find support for user fees,
for example, but at the same time reveal support for federal standards.21

The diffuse interests of consumers can be contrasted with the more spe-
cific interests of provider groups. Stakeholders such as hospital workers,
doctors, insurers, and hospital administrators have different — and potentially
conflicting — interests in the health-care system. As public sector employees,
salaried hospital personnel have been the most affected by cost-control mea-
sures. Provincial nurses’ associations have become especially vocal, even
resorting to strike action, in protesting cuts to public funding because of the
threat to job security and the deterioration of workplace quality. With the clo-
sure of hospitals and cuts to public funding in the past decade, many nurses
have chosen to vote with their feet and relocate to higher paying positions in
the United States.

The migration of Canadian nurses and physicians to the US has fuelled
concerns about the so-called “brain drain” of health-care providers. In 1996,
for example, 30 percent of medical school graduates in Canada chose to prac-
tise outside the country.22  Like nurses, physicians have divided interests. On
the one hand, the public health-care system has allowed Canadian doctors to
retain fee-for-service medicine, a practice increasingly threatened in the United
States because of the proliferation of managed care arrangements. As a found-
ing member of the Health Action Lobby, for example, the Canadian Medical
Association (CMA) has insisted on more stable federal funding of provincial
health-care systems. On the other hand, while some physicians may hold deep
convictions about public health insurance, support for such a system is gener-
ally based on the potential to reap a measure of economic benefit from it. For
most doctors, particularly specialists, reductions in health expenditures and
restrictions on fees and billing jeopardize this. The CMA and many of its pro-
vincial affiliates, most notably in Alberta, British Columbia, and Ontario, have
argued that, in light of continued cuts to public funding, the principles of the
Canada Health Act are unsustainable. In the past few years, CMA general
meetings have been open forums of debate over the desirability of private medi-
cine and market incentives in Canada. While resolutions on this issue have
been narrowly defeated at these meetings, they have gained considerable cur-
rency within the medical community. The CMA has advocated a public debate
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on private alternatives to health care and CMA polls suggest that 70 percent of
Canadian doctors favour a two-tier health-care system.23

Since the advent of public health insurance, private insurers have been
relatively minor players at the margin of the health-care system in Canada.
The vast majority of private health insurance consists of supplementary cover-
age (limited to services not covered by the public system) provided through
employer-based group policies. With more and more discussion of parallel pri-
vate financing of health care, the future of the private insurance industry presents
a conundrum. For the supporters of public health insurance, expanding the
role of private insurers will lead to the same problems as those facing the US,
namely administrative waste, risk-selection of individuals and potentially the
undermining of support for the public system.24  Many insurers — and the
employers they contract with — are cautious about expanding private health
insurance options given the strength of the existing public system.25  Still, as
private expenditures continue to increase and as provincial governments con-
tinue to restructure the health-care system, private insurers, particularly the
new breed of multinationals that have entered the Canadian market in the 1990s,
seem poised to play a larger, more aggressive role in health-reform debates.
Unlike many other social services, the existence of private insurance provides
the potential for concrete alternatives to the public sector.

Finally, governments can also be considered stakeholders in the health-
care system. Provincial governments have a central and obvious role to play in
regulating and financing health care. This role is a difficult one, however, be-
cause it involves both a commitment to the existing system and a recognition
of heavy financial considerations. The federal government, meanwhile, plays
a technically more limited role (through fiscal transfers) but a disproportion-
ately more important symbolic role via the CHA. Despite provincial complaints
of interference and insufficient funding, the federal government has been able
to retain a politically rewarding niche as the “guardian” of a popular public
health-care system.

FEDERALISM AND HEALTH CARE

In comparative context, Canada is among the more decentralized of federa-
tions.26  Australia and the United States, for example, offer examples of more
centralized models in which the federal government exerts a much more vis-
ible, and tangible, role in health matters than do the states. Federal legislation
in Germany must pass muster in the Bundesrat, but the individual Länder have
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little formal authority in health policy. In Canada, the federal government has
a limited formal role in the health-care sector. Health policy remains the ex-
clusive jurisdiction of the provinces and provincial governments make the
principal decisions that affect the design of health-care services and the allo-
cation of health-care resources. From the point of view of real politics, however,
both levels of government are responsible for the functioning of the health-
care system and, ultimately, bear the burden for its successes and failures. The
ascendance of health-care issues to the front and centre of the political agenda,
both national and provincial, has increased the potential for political conflict
about roles and resources.

Federalism is usually considered an institutional constraint in social
policy-making because of the difficulty of achieving consensus in a system of
divided powers.27  Jurisdictional conflict did contribute to delays in health-
care reform as part of a broader postwar social security program in Canada,
and resistance from Ontario and Quebec to the use of the federal spending
power initially stymied federal initiatives in this area. By the same token, how-
ever, Canadian federalism provided the potential for experimentation and
expansion in health-care protection.28  The passage of landmark hospital and
medical insurance legislation designed in Saskatchewan illustrates how the
federal system encouraged laboratories of innovations. But the “semi-
centralized” features of Canadian federalism, in particular the important fiscal
role of the federal government, also reveal how federalism can encourage the
effective diffusion of such innovation across the country.29

Although interregional disparities are also apparent in unitary systems,
federalism does raise the problem of how to guarantee a measure of uniformity
across disparate political and economic units.30  In Canada, the use of the fed-
eral spending power has tended to mitigate, although not resolve, this problem
in the health-care sector and the federal government continues to exercise some
pressure on provincial policy design through the norms enunciated in the CHA.
Despite this counterweight to decentralization, however, Canadian federalism
has been flexible enough to accommodate considerable regional variation, as
exemplified by the unique design of Quebec’s health-care system. Moreover,
although Quebec does not always attend “executive” level intergovernmental
meetings of provincial health ministers and their federal counterpart, all prov-
inces participate in the dozens of existing intergovernmental health advisory
committees that cover everything from population wellness to physician supply.

Divided responsibilities can also create potential hazards and road-blocks
to efficient health policy outcomes. Intergovernmental disputes or disagreements
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can present a brake to rapid change, delaying the passage of legislation or
leading to factional struggles over reform options. Such disputes are not nec-
essarily disadvantageous in a liberal democracy, since they bring political
struggles about resource allocation into the public domain. Nevertheless, the
multiplicity of stakeholder interests in a federal setting and the use of health
care as a political football between governments complicates efforts to coher-
ently address problems in health-care provision and financing. The lack of
coordinated consultative mechanisms for health-care funding, for example,
reveal an accountability problem that makes it difficult to assume responsibil-
ity and to assign blame within the health policy community. The failure of
existing intergovernmental arrangements to allay concerns about the viability
of the Canadian health-care model has allowed ample room for the emergence
of new alternatives in public debate about health reform.

Intergovernmental disputes in health care have centred on the perceived
interference of the federal government in a provincial domain and the alloca-
tion of federal transfers to the provinces. Although shared-cost programs in
hospital and medical insurance initially involved federal accounting oversight
to determine the amounts of money to send to the provinces, the shift to block-
funding through EPF in 1977 allowed the provinces more flexibility in their
financial arrangements. However, there was a long-term downside to block-
funding for the provinces. Because growth in the federal transfer under EPF
was tied to growth in the economy rather than actual provincial health expen-
ditures, the provincial governments bore the brunt of rapid increases in
health-care costs during subsequent decades. Moreover, with the passage of
the CHA in 1984, the federal government made it clear that provincial flexibil-
ity was still constrained by the existence of a set of health policy principles
and a dispute resolution mechanism that allows for little provincial participa-
tion. If the federal minister of health finds that a province does not respect a
CHA principle, he or she can inform the Cabinet and ask that deductions be
made from federal payments. Although there is consultation between the fed-
eral minister and the province, there is relatively little room for negotiation or
dispute resolution. This process gives the federal minister of health the poten-
tial to act as “judge and jury” in disputes with the provinces in a policy sector
that is under provincial jurisdiction.31  With the introduction of the CHST in
1995 and substantial reductions in federal transfers to the provinces, intergov-
ernmental disputes over health care intensified.

Taken together, these points of contention have led to uneasiness about
the boundaries between federal and provincial responsibilities in health care.
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The sense that the rules of the game were changed unilaterally has been rein-
forced by the ideological disposition of Conservative governments in Ontario
and Alberta, concern among centre-left governments at the way in which health
policy decisions were being effected by the federal Department of Finance,
and the perennial quest for autonomy by Quebec. These dynamics have spurred
provincial leaders to engage in discussions about forging a new partnership for
social reform. At the 1995 Annual Premiers’ Conference, the premiers declared
their intention to take a leadership role in social policy reform, including a
process of joint federal-provincial control over the CHA. Premiers demanded
federal-provincial consultations to interpret the CHA and resolve disputes over
its meaning, and a predictable funding base for health services. In 1997, the
provinces reaffirmed their insistence that an effective partnership between fed-
eral and provincial governments would entail “adequate, predictable and stable
cash transfers” and formal mechanisms to ensure more transparency in dispute
resolution.32  In August 1998, all ten provincial premiers (including Quebec)
reached agreement on how to adapt intergovernmental processes to reflect pro-
vincial interests and needs. These included the possibility of opting out of
federal social spending programs; the joint administration of any federal-
provincial programs (including dispute resolution); and a stipulation that the
federal government must obtain majority provincial consent before initiating
new spending programs.

In an attempt to regain leadership in the intergovernmental arena, the fed-
eral government invited the premiers to join a “social union” that could build a
new flexibility into the Canadian federation. The final agreement between the two
orders of government fell far short of the provinces’ demands. The new framework
agreement, signed by all the provinces except Quebec in February 1999, did ac-
knowledge the need for provincial input in shared-cost programs and dispute
resolution, but did not provide for opting-out. The federal government also re-
sponded in financial terms. The 1999 federal budget, unveiled one week later,
announced the injection of $11.5 billion over five years to health transfers to the
provinces in an attempt to demonstrate the federal government’s renewed commit-
ment to providing predictable funding for public health care in the provinces. In
anticipation of the general election campaign in the fall of 2000, the federal gov-
ernment committed an additional $21.1 billion to CHST payments to the provinces
over five years, plus $2.3 billion for funding priorities in primary care, health in-
formation technology, and medical equipment.

Despite this new injection of money by the federal government, inter-
governmental sparring continues unabated. Much of this conflict is inevitable
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given the variety of ideologies and interests at play in Canada’s political sys-
tem. While public shouting matches between governments are not a novelty in
Canadian politics, tensions have deepened, revealing a more diffuse but poten-
tially more explosive malaise about federalism and health policy. Squabbles
over money are now overshadowed by more substantial conflict about the ex-
tent to which the federal government can impose rules about health policy in
the absence of fiscal muscle to enforce them.

IMPACT OF FEDERALISM ON THE PROVISION OF
HEALTH CARE

Despite the fact that health care in Canada falls under the auspices of ten pro-
vincial and two territorial health insurance plans, there is considerable symmetry
in terms of the level of benefits and amounts of money spent on health be-
tween regions in the country. The provisions of the CHA and the transfer of
federal funds, in addition to interprovincial agreements on reciprocal hospital
and medical services ensure this relative symmetry.

In general, Canadians receive the same health-care benefits regardless
of where they reside in Canada. A cursory reading of provincial health statutes
or the annual reports submitted to the federal government shows that, in each
case, virtually 100 percent of the eligible population is covered for all medi-
cally necessary procedures on equal terms and conditions. The differences in
coverage that exist tend to be minimal. For example, optometry and some chi-
ropractic services are covered in British Columbia and Ontario, but not in
Quebec. In addition, prescription drug coverage can vary, as some provinces
subsidize the costs for the elderly and poor or offer a supplementary pharmacare
program. However, Tables 4 and 6 demonstrate that the federal transfers and
equalization payments tend to offset the impact of differences in the economic
wealth of regions on the health services enjoyed by their residents. Table 4
shows that per capita health-care spending is fairly similar across the prov-
inces (although substantially higher in the northern territories where all activities
are more expensive); and Table 6 confirms that the poorer provinces of Atlan-
tic Canada (Newfoundland, Prince Edward Island, Nova Scotia, and New
Brunswick) are not disadvantaged in terms of the number of doctors, nurses,
and acute-care hospital beds per 1,000 population.

Some disparities remain, of course, both within and between provinces.
Provinces with lower average incomes tend to have more difficulty in attracting
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TABLE 4
Health Expenditures in the Provinces and Territories, 1998

Government Health Provincial Health Total Health
Expenditures as % of Expenditures as % of Spending

Provincial GDP Total Gov’t Program  per capita ($)

Newfoundland 9.1 31.9 2,685
Prince Edward Island 7.5 29.3 2,599
Nova Scotia 8.0 39.2 2,732
New Brunswick 7.1 30.4 2,548
Quebec 6.4 30.3 2,586
Ontario 5.3 37.6 2,875
Manitoba 6.8 34.8 2,875
Saskatchewan 6.1 37.0 2,738
Alberta 4.4 33.2 2,707
British Columbia 6.8 33.5 2,898
Yukon 6.5 15.1 3,326
Northwest Territories 9.4 17.3 5,244

Canada Average 5.8 34.0 2,776

Source: Canadian Institute for Health Information, National Health Expenditure Trends,
1975-1998 (Ottawa: CIHI, 1999).

FIGURE 1
Canada Health Act, 1984

Provincial health-care plans must respect these principles:

Universality

Comprehensiveness

Portability

Public funding

Equal access
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TABLE 5
Canadian Public Opinion in Comparative Perspective

System Needs to be Rebuilt System Needs Minor Changes

1988 1998 1988 1998
(%) (%) (%) (%)

Canada 5 23 56 20
United States 29 33 10 17
United Kingdom 17 14 27 25
Australia 17 30 34 18

Source: Karen Donelan et al., “The Cost of Health System Change: Public Discontent in
Five Nations,” Health Affairs 18, 3(1999):206-16; Commonwealth Fund, 1998 Common-
wealth Fund International Health Policy Survey, Survey conducted by Louis Harris and
Associates Inc., Study No. 728346 (New York: The Commonwealth Fund, 1998).

TABLE 6
Health Services in the Provinces and Territories, 1998

Doctors Registered Nurses Acute-Care Hospital
per 1,000 per 1,000 Beds per 1,000

Population Population Population

Newfoundland 1.7 9.8 3.3
Prince Edward Island 1.3 9.3 3.5
Nova Scotia 1.9 9.1 3.6
New Brunswick 1.5 9.9 3.9
Quebec 2.1 7.7 3.7
Ontario 1.8 6.9 2.2
Manitoba 1.7 8.9 3.6
Saskatchewan 1.5 8.2 3.9
Alberta 1.6 7.5 2.2
British Columbia 1.9 6.9 2.2
Yukon 1.5 7.8 1.8
Northwest Territories 0.9 7.8 3.9

Source: Canadian Institute for Health Information, National Health Expenditure Trends,
1975-1998 (Ottawa: CIHI, 1999); Health Canada, Canada Health Act Annual Report,
1997-98 (Ottawa: Supply and Services Canada, 1998).
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and keeping highly-qualified physicians; this is of particular importance in the
Atlantic provinces, where the concentration of specialists tends to be lower
than in larger provinces such as Ontario and Quebec. Less populated regions
and more remote areas have similar concerns. In the northern territories, for
example, the small number of available specialists and acute-care hospitals
mean that patients must often travel to urban health-care facilities in the south.
In most provinces, the major disparities in physician ratios and available fa-
cilities are between urban centres and “underserviced areas” in rural
communities. This has led to several rural incentive programs designed to at-
tract physicians to these areas, with mixed success.33  In addition, most provinces
attempt to impose financial penalties on new physicians who set up practice in
overserviced areas in major urban centres. The latter initiatives may become a
contentious issue, however, and the courts have increasingly stepped into the
health policy field. The BC Supreme Court upheld the challenge launched by
three doctors trained in Ontario protesting the differential fees for new billing
numbers on the basis of mobility rights under section 6 of the Canadian Char-
ter of Rights and Freedoms. In this case, the provisions of the Charter call into
question the ability of provincial governments to implement policy initiatives.34

Attempts at cost control in the provinces raise larger issues about the
sustainability of public financing of the health-care sector and the extent to
which the federal government can expect provinces to respect the CHA in fu-
ture health reform. As we have seen, provincial governments have complained
bitterly about the reduction in federal transfers, beginning with EPF in the
1980s and the CHST arrangements after 1995. Charges of “off-loading” the
federal deficit onto the provinces underlined the fiscal crunch many provinces
found themselves in, attempting to fund expensive health-care services with
reduced federal money. Concerns were also raised about whether existing stan-
dards could be “enforced” under the CHA without adequate financial incentive.
Although the 1999 budget and the injection of new federal money in 2000
mollified some critics, two essential questions remain. The first is whether
federal involvement inhibits provincial attempts at health-care reform. For
example, the Alberta government has expressed interest in encouraging mar-
ket forces in the health-care system, and tabled legislation in 1999 to allow
private clinics and surgical facilities to deal with excess demand for services,35

a move challenged by the federal government which considers such private
clinics a threat to equality of access to health-care services. The second ques-
tion lies at the heart of the federal-provincial debate: is the CHA necessary to
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ensure a common level of benefits across the provinces and territories, or is
interprovincial cooperation a better way to frame the parameters of the health-
care system? It is difficult to envision what the health-care system would look
like without federal involvement. It is probably safe to say that public opinion
would play a large role in convincing governments to maintain broadly univer-
sal health-care systems. However, it is more difficult to be certain that these
systems would function in the same way in terms of their financing and ad-
ministration. In a policy sector such as health, where the incentive to retain
jurisdictional sovereignty is high and the economic costs of non-cooperation
are low, some provinces might be tempted to design increasingly disparate
health-reform scenarios.

There is no denying that the health-care system occupies an influential
symbolic role in Canadian federalism. The success of public health insurance
provides a yardstick by which many Canadians compare themselves to the rest
of the world, in particular the United States. In no other country are citizens so
readily inclined to equate their values with a social program as Canadians do
when asserting that health care is “an essential part of their national iden-
tity.”36  Canadians remain committed to the five principles of the CHA and, in
so doing, to the federal presence in the health-care sector. The federal govern-
ment, in turn, has many reasons for wanting to maintain this presence, including
the ability to ensure common benefits for all Canadians, and the lucrative po-
litical rewards of occupying a visible space in this popular policy sector.

CONCLUSION

Federalism is a defining feature of the Canadian health-care model. The provi-
sions of the Constitution Act and the efforts of activist provincial governments
provided the impetus for public health insurance. Provincial innovation com-
bined with cooperative intergovernmental relations in the 1950s and 1960s
facilitated the expansion of health benefits and the development of the Cana-
dian welfare state. The existing mosaic of ten provincial and three territorial
health-care systems reflects the best of what federalism can achieve in Canada:
meaningful decentralization and relative financial autonomy combined with a
measure of functional symmetry and regional equity.

The dynamics of Canadian federalism have contributed to the develop-
ment of a remarkably successful health-care model. The flexibility of Canadian
federalism, in particular jurisdictional decentralization toward the provinces,
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has allowed substantial variation in health-care delivery systems and policy
initiatives tailored to the particular economic and social situations of disparate
provinces and regions. Provincial and territorial governments administer their
own health insurance programs and have autonomous power to allocate money
and resources through the system. Attempts to reorganize hospital resources,
manage physician supply, and regionalize certain decision-making processes
are all examples of how the provinces exert considerable autonomy in health
reform, without the central government oversight that is the norm in other fed-
eral systems.

The presence of the federal government does impose certain constraints
on provincial governments. So far, the federal government has used its fiscal
and symbolic role as a means to ensure the integrity of the Canadian health-
care model, without having to shoulder the lion’s share of financial and
administrative burdens. The use of the spending power combined with the “en-
forcement” of the CHA gives the federal government the ability to set the
boundaries of health reform, ensure compatibility among provincial health-
care systems, and act as a deterrent to market-based experimentation. Thus,
despite de jure decentralization, the federal government binds together pro-
vincial health-care systems in a way that goes beyond the situation in many
unitary states where recent reforms have led to considerable interregional dif-
ferences in the financing and delivery of health services.

As intergovernmental relations evolve and change the institutional
boundaries in health policy-making, the binding function of the federal gov-
ernment may be unravelling. In the past decade the federal government has
decreased its fiscal responsibilities toward the provincial health-care systems
while simultaneously attempting to expand its political space through the CHA.
Provincial governments, meanwhile, have grown more impatient with the fed-
eral government on issues of fiscal transfers and (particularly in the case of
Quebec) questions of jurisdictional boundaries in health and social policy. These
centrifugal pressures have intensified as private market alternatives become
more visible in the health-care sector. In this context, it seems unlikely that the
provincial innovations of the first decades of the twenty-first century will re-
semble those of Saskatchewan or Quebec in the twentieth century.
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