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Preface

Health care costs affect us as consumers, as workers, as sharehold-
ers, and as taxpaying citizens. Why are health care costs rising so
rapidly? What are the tradeoffs involved in choosing different ways
to pay for health care? How can we improve efficiency and equity
in the health care system?

The goal of this book is to present a reasonable set of answers to
those questions, and to provide factual and analytical background
for policy discussions concerning how we pay for health care and
how that affects the availability and quality of health care. The goal
is not to press a specific set of solutions or proposals, but to articulate
an economic perspective on the issues involved. An economic per-
spective is important because much of the uneasiness about health
care in the United States today relates to cost. The questions posed
are ones that an economist can attempt to investigate.

In preparing this book, I reviewed some of the voluminous aca-
demic and policy literature, and I tried to assemble data that could
help shed light on important issues. In some cases, I found the
statistics that I was looking for in the literature. In a few cases, I
was able to work with source data to develop answers. In other
cases, it seems that we have to do without definitive data for now.

The audience for this book is the concerned citizen. The analysis
is intended to be credible to professional economists while readable
for noneconomists. I hope that everyone who reads this book, econo-
mist and noneconomist alike, will be able to take away useful
insights.
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Introduction

I cared for a woman of 23 who complained of back pain for
months before a neurologist ordered an MRI, expecting to
find a herniated disc. Instead he found ovarian cancer spread
to the spine. . . . The patient, treated with extensive surgery
and chemotherapy, was one of the ‘‘lucky cures.’’

Dr. Mark Siegel1

Health care is not what it used to be. Today, many people with
back pain are sent for magnetic resonance imaging, or an MRI. Thirty
years ago, this was not the case.

In 1975, the health care available to a typical middle-class Ameri-
can family was reasonably good. Antibiotics cured infections. Vacci-
nations prevented diseases that had been scourges for earlier genera-
tions. Childbirth was fairly safe, for both the mother and the infant.

A number of diseases had been essentially conquered, including
polio and tuberculosis. Pneumonia and flu, which caused significant
deaths earlier in this century, were responsible for few fatalities
by 1975.

By 1975, deaths from cardiovascular disease among people aged
45–64, which were more than 600 per 100,000 people in the 1940s
and 1950s, had plunged to slightly more than 400 per 100,000. Note
that this is not due solely to better medical care. Other factors, such
as better working conditions and earlier retirement, probably also
played a role.

The high quality of health care in 1975 was reflected in national
health statistics. Infant mortality, which by the 1940s was already
low, fell another 50 percent by 1975, so that only 1.5 percent of
infants failed to survive their first year. Life expectancy at birth was
estimated to have increased from around 66.5 in 1945 to about 72.5
in 1975. Again, bear in mind that factors other than health care
contributed to lower infant mortality and to greater life expectancy.2
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CRISIS OF ABUNDANCE: RETHINKING HOW WE PAY FOR HEALTH CARE

The American middle class can still afford the wonderful health
care that was available in 1975—easily. Imagine that a health insur-
ance company today could offer a policy that only covered medical
procedures and treatments that were standard in 1975. In 1975, per
capita health care spending in today’s dollars was about half of what
it is today, which suggests that our hypothetical health insurance
policy would cost 50 percent less than health insurance today. If so,
then it would be affordable for all but the poorest of the poor.

Although we would have little difficulty paying for the health
care of 1975, the health care of 2005 and beyond poses a challenge.
We read about record numbers of individuals without health insur-
ance. Large corporations are staggering under the weight of the cost
of health benefits for retirees and employees. Medicaid (the joint
federal-state health care program for the poor) is crowding out other
priorities in state budgets, and Medicare (the federal health care
program for the elderly) looms as the biggest threat to fiscal balance
at the federal level.

I am not going to advocate a policy of returning American health
care to the state of the art in 1975.3 However, as a thought experiment,
a return to 1975 health care standards would completely resolve
what is commonly described as America’s health care crisis. Using
only what health care was available in 1975, our large government
programs, Medicare and Medicaid, would not be placing govern-
ment budgets in peril. Employer-provided health insurance would
not be the fastest-rising component of worker compensation. Those
who are self-employed would find health insurance more affordable,
and those who forgo health insurance would be less likely to face
medical bills that represent a crushing financial burden.

The difference between 2005 and 1975 is not the result of a price
increase (although prices for health care services have increased
faster than other prices over this period). It is primarily a difference
in the way that medicine is practiced. Thirty years ago, Dr. Siegel’s
patient would not have been given an MRI, because that technology
was not available. In 2005 Americans received more than 24 million
MRI examinations, at a cost of hundreds of dollars each. We had
arthroscopic knee surgeries, colonoscopies, laser eye surgeries, as
well as countless other procedures and treatments that were rare or
nonexistent in 1975. We were much more likely to visit a neurologist,
allergist, or other specialist than we were 30 years ago.

The medical industry now employs much higher levels of both
physical capital (such as diagnostic equipment) and human capital

2



Introduction

Table 1
HEALTH CARE SPENDING AS A SHARE OF GDP, SELECT NATIONS,

1980 AND 2002

Health Care as a Health Care as a
Country Percent of GDP, 1980 Percent of GDP, 2002
Canada 7.1 9.6
France 7.1 9.7
Germany 8.7 10.9
United Kingdom 5.6 7.7
United States 8.7 14.6
SOURCE: Organization for Economic Cooperation and Development, ‘‘OECD
Health Data 2005—Frequently Requested Data,’’ http://www.oecd.org/
document/16/0,2340,en 2649 34631 2085200 1 1 1 1,00.html.

(as represented by skilled specialists). This increased supply of
human and physical capital is what made the health care of 2005
such a challenge for our household, corporate, and government
budgets. If the United States faces a health care crisis today, it is a
crisis of abundance.

Financing Premium Medicine
The term I use for American medical care today, with its heavy

use of specialists and advanced technology, is ‘‘premium medicine.’’
We know that premium medicine costs more than the medical care
of 30 years ago. However, we can be less sure how often premium
medicine makes a difference in health outcomes.

No society has ‘‘solved’’ the problem of health care finance in the
context of premium medicine. It is true that between 1980 and 2002
the share of health care spending in GDP rose more in the United
States than it did in other countries (see Table 1). However, countries
that have restrained spending have also slowed the adoption of
premium medicine through budgetary limits. It is possible that slow-
ing the adoption of premium medicine in that way is a good
approach, but it is likely that there are better strategies for balancing
the benefits of premium medicine with its costs.

In any case, we probably ought to take the growth in physical
and human capital in medical practice as given. We should look at
strategies for financing health care in that context.

3
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Overview

Chapter 1, ‘‘The Rise of Premium Medicine,’’ shows that the pri-
mary driver of the crisis in health care finance is the evolution of
the practice of medicine. Over the past few decades, medical care
has become more specialized and capital intensive.

Premium medicine consists of

● Frequent referrals to specialists
● Extensive use of high-tech diagnostic procedures
● Increased number and variety of surgeries

In addition to the narrative that attributes the rise in health care
spending to premium medicine, there are two other important com-
peting narratives. Chapter 2, ‘‘Three Health Care Narratives,’’ com-
pares the premium medicine narrative with a narrative that suggests
that private health insurance breaks down because of adverse selec-
tion, and a narrative that suggests that health care costs are high
because of price-gouging by suppliers. The alternative narratives are
inconsistent with some important facts about our health care system.

A notable characteristic of premium medicine is that it often does
not affect the outcome. The specialist does not necessarily alter the
treatment plan. The MRI may fail to show anything. The surgery
may not prevent the patient from dying within a few months.

In a small proportion of cases, such as Dr. Siegel’s patient with
ovarian cancer, premium medicine does provide clear benefits.
However, it is difficult to know in advance who will benefit. In
the population as a whole, where those benefits will fall is more
concentrated and unpredictable than where the costs will fall. Usu-
ally, MRIs undertaken on patients with lower back pain turn up
nothing that affects the treatment plan.

Because premium medicine does not always make a difference,
its benefits must be evaluated statistically. Chapter 3, ‘‘Dollars and
Decisions,’’ looks at the principles involved in calculating the value
of a procedure based on the probability of that procedure resulting
in a benefit to the patient. Contrary to the common misconception,
health care is not a black-and-white issue in which people obtain
only those services that are clearly necessary. Instead, many health
care services fall in a gray area, where the benefits may or may not
exceed the costs. Chapter 3 explains some of the subtleties and
complexities of such calculations.
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Chapter 4, ‘‘No Perfect Health Care System,’’ argues that there is
a conflict among three major goals for health care finance:

● Affordability for society as a whole
● Unfettered access for individuals
● Insulation of individuals from the costs of health care

If consumers were to have unfettered access while enjoying insula-
tion from cost, the system would not be affordable. Affordability
might be achieved through rationing, but that would mean sacrific-
ing unfettered access.

Chapter 5, ‘‘Insulation vs. Insurance,’’ illustrates the difference
between health insurance as we have come to know it and what
would represent real health insurance. The goal of real health insur-
ance should not be complete insulation of the consumer from health
care costs. Real health insurance would protect consumers only
against catastrophic losses. Premium medicine makes it more impor-
tant for consumers to understand and adopt true health insurance
versus insulation.

Chapter 6, ‘‘Matching Funding Systems to Needs,’’ applies the
idea of real health insurance to different health care consumers,
using data from the U.S. government’s Medical Expenditure Panel
Survey. The chapter looks at three population groups:

● The very poor, who find health insurance difficult to afford
● People over age 65, who face increased need for health care
● All the rest, who need something like true health insurance

A scheme is developed to replace employer-provided health insur-
ance and Medicare with catastrophic health insurance and savings.

Given that the United States already has a larger proportion of
privately financed health care than other industrial countries, why
expand that share further? Chapter 7, ‘‘Markets and Evolution,’’
points out that in an environment of ongoing change, markets tend
to do relatively well at discarding failed and outmoded practices
and institutions.

Chapter 8, ‘‘Policy Ideas,’’ offers additional proposals to deal with
the issue of premium medicine. One proposal is for a Medical Guide-
lines Commission that would study the cost-effectiveness of medical
protocols. Such a commission could recommend standard guidelines

5
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for ordering specialist referrals, diagnostic procedures, surgical pro-
cedures, and other components of premium medicine. Another pro-
posal is to foster the development of a single point of accountability
for an individual’s health care. This in turn would facilitate other
improvements that would promote efficiency, such as electronic
medical records.

Overall, however, it is not my goal to push particular policy pro-
posals. The purpose of this book is to provide useful facts and sound
economic analysis to anyone interested in the health care issue.

6



1. The Rise of Premium Medicine

Here are five key points to consider:

● Over the past 30 years in the United States, the practice of
medicine has become more expensive. Compared with the past,
today’s medical care might be termed ‘‘premium medicine.’’

● Premium medicine utilizes both more physical capital (such as
MRI machines) and human capital (specialists).

● Premium medicine reflects cultural expectations that call for a
high level of effort to diagnose ailments correctly and treat them
effectively.

● Premium medicine clearly has increased the cost of health care.
The evidence on whether it has increased the benefits of health
care is mixed.

● Because we have conquered many infectious diseases, to
increase longevity further we must tackle degenerative diseases,
the treatment of which brings less bang for the buck in terms
of life extension. This will reinforce the trend toward more
visible cost increases and less visible benefit increases.

On April 11, 2005, a Weblogger writing under the pseudonym
Quixote published a long, dramatic account of her experience of
obtaining treatment for an inflammation around her eye. She vividly
described her ensuing odyssey, from the opening trip to an emer-
gency room through her frustration with her expenses and with
private health insurance. Her story seems to touch on every aspect
of our health care system, from hospital food to emergency services.
The sidebar excerpts only those parts that deal with actual attempts
to diagnose and treat her ailment.

7
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Treating Eye Inflammation: A Patient’s Story

The trouble started innocently enough. I had something in
my eye, so I rubbed it. As any mother or eye doctor can tell
you, that didn’t help. Three days later my left eye was swelling
visibly and growing more painful by the hour. . . . At eight
thirty in the morning, my partner, Paul, drove me to the emer-
gency room. . . . At eleven, I was trundled off for a CAT
scan. . . . The doctor decided my case needed input from a
specialist. . . . When the [ear, nose, and throat] doctor arrived,
he. . .referred me to an eye specialist at the Dean McGee Eye
Institute. . . . The doctor gave me an IV dose of broad-spectrum
antibiotics, just in case the swelling was caused by infection,
and told us to get to the hospital immediately. . . . We arrived
at the emergency entrance to one of the big local hospitals at
one thirty . . . [first-year resident] Dr. Murphy took a history
of the condition, did a number of tests, and then couldn’t
manage to measure my intraocular pressure . . . [so he] called in
a third-year resident. The new doctor went over the diagnostic
data, looked at my horrific eye, and both doctors decided they
needed to confer with the orbital tissues specialist. . . . Dr. Mur-
phy had ordered the strongest stuff known to science, vanco-
mycin, in the fear that I might have a drug-resistant infection. . . .
When the doctor came, it turned out I was to go to the Eye
Institute itself for my eye exam. Apparently, I was an ‘‘interest-
ing case’’ and there would be several doctors. There were. The
small examining room filled up with white coats. . . . The next
day I woke feeling much better. The pain was noticeably
reduced, although the swelling was down only slightly. Dr.
Sigler still didn’t approve, ordered another CAT scan, and
started me on IV corticosteroids.1

My guess is that 30 years ago, a patient with similar symptoms
would have been treated ‘‘empirically,’’ a term doctors use to
describe a situation for which they do not have a precise diagnosis
and treatment, so that instead they must use guesswork. A layman’s
synonym for treated empirically would be ‘‘trial and error.’’ In this
case, the patient might have been sent home with an antibiotic and
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perhaps a prescription for Prednisone, a steroid used to reduce
inflammation. There would have been nothing else to do. In 1975,
computerized medical imaging technology was new and exotic, with
limited applications.

In contrast, in 2005, over the course of a few days Quixote was
given a computed tomography (CT) scan, referred to a specialist,
sent to a different hospital, referred to a specialty clinic, seen by a
battery of specialists there, and given yet another CT scan. Ulti-
mately, however, she was sent home, as she might have been 30
years ago, with an antibiotic, Prednisone, and no firm diagnosis.

Compared with 30 years ago, Quixote received more services,
in the form of specialist consultations and high-tech diagnostics.
However, the ultimate treatment and outcome were no different.

This does not mean that medicine is no better today than it was
a generation ago. The CT scans and specialist consultations could
have turned out differently. They might have been critically impor-
tant, depending on her actual condition. Under some circumstances,
treating Quixote empirically with an antibiotic and Prednisone could
have been a mistake, perhaps costing some or all of her sight in
one eye.

Such is modern medicine in the United States. Doctors are able
to take extra precautions. They can use more specialized knowledge
and better technology to try to pin down the diagnosis. They can
perform tests to rule out improbable but dangerous conditions. But
only in a minority of cases does the outcome deviate from what
would have been the case 30 years ago.

Figure 1-1 shows the growth in specialized medicine from 1975
to 2002. Over this period, the total population of the United States
rose by 35 percent. Meanwhile, the total number of active physicians
more than doubled, even though the number of general practitioners
only increased by 55 percent, slightly more than the rate of increase
in the population.2

The United States has perhaps the highest ratio of specialists to
general practitioners in the industrial world. However, in aggregate
data, it is very difficult to find a significant effect of specialist supply
on health care outcomes.3

The United States also tends to be an outlier in its use of expensive
medical procedures. Heart bypass surgery is about three times as
prevalent here as in France and about twice as prevalent as in the

9
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Figure 1-1
PERCENTAGE INCREASE IN NUMBER OF PHYSICIANS BY SPECIALTY,

1975–2002
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U.K. Angioplasty is more than twice as prevalent here as in France
and about seven times as prevalent as in the U.K.4

Specialization represents the human capital component of pre-
mium medicine. The other component is physical capital, particu-
larly diagnostic imaging technology. Todd A. Gould points out that
‘‘As late as 1982, there were but a handful of MRI scanners in the
entire United States. Today there are thousands. We can image in
seconds what used to take hours.’’5

According to the marketing consulting firm IMV, more than 24
million MRI exams were conducted in 2003, and more than 50 million
CT scans were performed in the same year.6 Each represents a 10
percent increase from 2002. Combining this information with data
from radiology researcher Dr. Fred A. Mettler and colleagues pro-
vides the following graph for the growth of high-tech diagnostic
imaging in the United States (see Figure 1-2).7

In March 2005, Mark Miller, Executive Director of the Medicare
Payment Advisory Commission, testified that ‘‘Diagnostic imaging
services paid under Medicare’s physician fee schedule grew more
rapidly than any other type of physician service between 1999 and

10
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Figure 1-2
GROWTH OF CT AND MRI SCANS IN THE UNITED STATES,

1980–2003
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2003. While the sum of all physician services grew 22 percent in
those years, imaging services grew twice as fast, by 45 percent.’’8

More detailed breakdowns showed that ‘‘Spending for MRI, CT,
and nuclear medicine has grown faster than for other imaging ser-
vices. Thus, these categories represent an increasing share of total
imaging spending. MRI spending grew by 116 percent between 1999
and 2003, nuclear medicine by 104 percent, and CT by 84 percent.’’9

Miller’s testimony noted that there is wide variation in the usage
rate of diagnostic imaging service across regions, but it is difficult
to find a relationship between health outcomes and usage rates.

American Cultural Expectations

The term ‘‘premium medicine’’ is meant to describe this heavy
usage of specialist consultations and advanced medical technology. I
believe that it embodies American cultural considerations, including

11
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our can-do spirit, our high expectations as health care consumers,
and the high standards to which doctors hold themselves.

The cliché of 30 years ago was ‘‘Take two aspirin and call me in
the morning.’’ Today, the wait-and-see approach is going the way
of the house call. Instead, premium medicine looks for ways to
determine the causes of ailments, bring immediate relief, and elimi-
nate risks.

An important characteristic of premium medicine is that many
procedures have a low probability of affecting the outcome. In fact,
often the procedures do not even affect the treatment plan.

Consider three options for treatment:

● Do nothing.
● Treat empirically.
● Treat on the basis of a thorough diagnosis, ruling out minor

possibilities.

The first option is what was meant by ‘‘take two aspirin and call
me in the morning.’’ In fact, ailments often get better if they run
their course. At the other end of the scale, a terminal ailment’s
progress may be such that no treatment can avert the outcome.
The intermediate cases are ones in which treatment might make
a difference.

The second option is one a general practitioner follows on the
basis of instinct and experience. Having seen similar cases before,
the doctor proposes the treatment plan based on what worked in
the past and the patient’s characteristics.

The third option incorporates premium medicine. Biomedical
tests, diagnostic imaging, and specialist consultations are included
in the process of determining a treatment plan.

Consider a sample of 1,000 patients who have a severe cough that
seems to be a bronchial infection. If the option chosen is ‘‘do noth-
ing,’’ suppose that 800 will get better and 200 will develop severe
infections. If the option chosen is to ‘‘treat empirically’’ with an
antibiotic, suppose that 998 will get better and only two patients
will fail to recover. If the option chosen is to obtain a chest X-ray,
suppose that all 1,000 patients will be given the correct treatment.

12
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In this hypothetical example, the chest X-ray represents premium
medicine. It would raise the cost for each of the 1,000 patients.
However, the chest X-ray would change the course of treatment for
only two of those 1,000 patients. Thus, the probability that premium
medicine will affect the outcome in our example is only .002, or two-
tenths of 1 percent.

Thus, although the costs are widespread and visible, the benefits
are concentrated and hard to spot when diluted by the entire popula-
tion. In particular, the benefits are unlikely to show up in aggregate
statistics on health care, such as national average longevity.

Abundance and Premium Medicine

Premium medicine includes

● Routine screening procedures such as colonoscopies for people
over age 50 or with a family history of colon cancer.

● MRIs and CT scans that are performed for the purpose of ruling
out unlikely causes of symptoms (e.g., an MRI for someone
complaining of lower back pain).

● ‘‘Heroic’’ efforts at late-stage treatment that usually fail but
occasionally succeed.

The conditions that have given rise to premium medicine include

● Abundant medical resources, particularly the availability of spe-
cialists and advanced medical technology.

● High expectations on the part of patients.
● Strong desire on the part of doctors to meet impossibly high

expectations.
● Fear of the consequences of not following premium procedures,

in part because of malpractice litigation.10

● The belief that for patients with insurance, no consideration
needs to be given to cost.

In short, there is a cultural component to premium medicine.
Resource availability, high expectations, and third-party payments
all provide support for premium medicine.

13
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If premium medicine is the main reason that U.S. health care
spending is higher than that of other countries, then an attempt to
restrain health care spending by copying other countries’ govern-
ment-paid health care systems could backfire. For example, suppose
that we treat as given our cultural attitudes toward medical care,
with our bias toward taking extra precautions and undertaking more
procedures whenever patients are not paying out-of-pocket. If we
then layer onto this culture a system of government financing for
all health care, spending would only increase beyond what we
observe today.

One of the characteristics of premium medicine is that there is
considerable regional variation in medical procedures, even control-
ling for patient characteristics. This variation has been found among
the Medicare population, which is yet another indication that habits
and culture are important determinants of (over-)utilization of medi-
cal services.

Instead of government financing, the crisis of abundance may
require a different policy prescription. If premium medicine is to be
socially beneficial, then doctors and patients must be highly cogni-
zant of costs and benefits. Government may promote research and
education concerning probabilities and outcomes from various pro-
cedures. Financial reforms, however, should move more in the direc-
tion of providing patients the incentives to use medical care wisely,
rather than in the direction of further insulating patients from costs.

Evidence for the Prevalence of Premium Medicine

According to a report on trends in health care utilization in the
United States, in 2000 the number of office visits to specialists per
1,000 in the population was more than 1,400—very close to the
number of office visits to primary care physicians (general prac-
titioners, internists, and pediatricians).11 This occurred despite the
fact that part of the focus of managed care in the 1990s was on
reducing the utilization of specialists relative to primary care
physicians.

The work of John Wennberg, Elliot Fisher, and Jonathan Skinner
seems to confirm the prevalence of premium medicine.12 They found

14
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large variations across hospital referral regions (e.g., Minneapolis
vs. Miami) in the amount of Medicare expenditures in the last six
months of life, with no visible variation in survival rates. Dartmouth
professor John Wennberg summarized research on variation in med-
ical care in a lecture.13 Wennberg emphasized the importance of what
he termed ‘‘preference-sensitive’’ care and ‘‘supply-sensitive’’ care.

Discussions of health care policy frequently speak of all health
care as a necessity. However, Wennberg emphasizes that health care
services are highly diverse and that many aspects of health care are
indeed discretionary.

What we would think of as necessary care, Wennberg terms ‘‘effec-
tive care.’’ Effective care is the care that a physician or hospital
would supply if best practices were being followed. Wennberg cites
the use of beta-blockers following heart attacks as an example of an
effective treatment that is frequently not utilized.

Preference-sensitive care is Wennberg’s term for treatment that is
a matter of choice, such as lumpectomy vs. mastectomy for breast
cancer. His view of the research is that preference-sensitive care often
reflects the preferences of physicians rather than the preferences of
patients. In many instances, Wennberg suggests, patients actually
would prefer more conservative, less expensive approaches.

Finally, Wennberg argues that much care, particularly in the latter
stages of life, is supply-sensitive. After heart surgery, how often
should you see a cardiologist? It turns out that this is determined
not by some established medical protocol but by the availability of
office hours. Where there are more cardiologists per patient, follow-
up visits tend to be scheduled more frequently.

Wennberg writes, ‘‘Medical theories and medical evidence play
little role in governing the frequency of use of supply-sensitive ser-
vices. For patients at a given stage in the progression of chronic
illness, medical textbooks contain no evidence-based clinical guide-
lines for scheduling patients for return visits, when to hospitalize
or admit to intensive care, when to refer to a medical specialist, and,
for most conditions, when to order a diagnostic or imaging test.’’14

The often heavy reliance on diagnostic procedures, consultations,
hospitalizations, and specialist referrals provides some evidence that
premium medicine is responsible for America’s high levels of
health spending.

15
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Availability of Colonoscopy Screening

Other countries appear to be less aggressive than the United
States in adopting premium medicine. For example, the United
States is the only country where colonoscopies are commonly
used to screen for colon cancer. In the Journal of the National
Cancer Institute (U.K.), Renee Twombly wrote:

In the United States, people age 50 or older have the
‘‘luxury’’ of deciding among colonoscopy, flexible sig-
moidoscopy, fecal occult blood test (FOBT), and other
tests for colon cancer screening. But for many others
around the world, such screening—not to mention a
choice in tests—is not part of their health care routine
even though colorectal cancer is one of the top can-
cer killers.

Years after the discovery that colorectal screening can
decrease cancer incidence and deaths, few countries
have adopted widespread colon cancer screening pro-
grams, although some are inching their way to that
goal.

The reason, say many experts, is the burden that exten-
sive colon cancer screening places on colonoscopy ser-
vices. Behind every colorectal screening test, no matter
what kind, is the potential need for a colonoscopy. If
results from an FOBT, a barium enema, or even a flexi-
ble sigmoidoscopy to examine the lower colon are posi-
tive, patients must be referred for a colonoscopy that
can view the entire colon and remove precancerous
polyps, if need be. But many countries cannot yet fulfill
that need, and such recommendations have huge
implications for countries with national health care
systems such as Canada and the United Kingdom.

Twombly quotes Desmond Leddin, head of the Division of
Gastroenterology at Dalhousie University in Halifax, Nova
Scotia:

Whereas the United States has one gastroenterologist
per 30,000 people, Canada has one per 100,000. . . .
How are we going to provide all those services, which
involves not just gastroenterologists, but pathologists,
radiologists, genetics counselors, surgeons, beds, and
so on? I can’t get the government to fund even high-
risk patients.15
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Looking Ahead

As longevity improves and medical science continues to develop,
the growth of premium medicine will present even greater
challenges.

In his book Genome, science journalist Matt Ridley has a chapter
called ‘‘Immortality’’ in which he describes cell regeneration in
humans:

Every time the chromosome is copied, a little bit of the
telomere is left off. After a few hundred copyings, the chro-
mosome is getting so short at the end that meaningful genes
are in danger of being left off. . . . That is why cells grow old
and cease to thrive beyond a certain age.16

What I take from this is that age-related cell death may take many
forms, depending on how the chromosome is damaged by old age.
But unless we can fundamentally slow the cell-aging process, we
will not be able to extend the life span beyond a certain maximum.

Consider two paradigms for trying to extend longevity. One para-
digm is to work on cures for specific diseases. An alternative para-
digm, proposed by biogerontologist Aubrey de Grey, is to focus on
trying in a fundamental way to stop cell decay.17

The disease-fighting paradigm contributed to the increase in life
span thus far. Reducing deaths from infectious diseases reduced
mortality early in life and perhaps also made people less susceptible
to cancer and heart disease in middle age. In the latter part of the
20th century, measured longevity in the United States increased
fairly steadily. Each decade, life span increased by about 2.5 years.18

However, the marginal cost of life extension is probably increas-
ing. The disease-fighting paradigm necessarily faces a steep curve
of diminishing returns: the better we get at curing infectious diseases,
the more likely it is that debilitating diseases will catch up with us.
We prevent heart attacks, but we succumb to cancer. We cure some
cancers, but then more of us die of Alzheimer’s disease. And so on.

Collectively, the debilitating diseases represent an impossible
obstacle today. If the only disease likely to kill you before age 40 is
an infectious disease, then curing infectious diseases buys a lot of
life extension. However, there is no easy way to add 40 years to the
life span of 80-year-olds. There are too many debilitating diseases
for which we would have to discover and implement cures. That
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reality is what convinces me that, under our current paradigm, we
face diminishing returns in terms of life extension.

Assuming that we continue to follow the disease-fighting para-
digm, each additional year of life will be bought more dearly. If so,
then the cost of premium medicine will rise further, its benefits will
be more uncertain, and the financial challenges that it poses will
become even more significant.
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2. Three Health Care Narratives

Among economists, there are generally three major competing
narratives concerning what ails health care finance in America.
Although these narratives are not mutually exclusive, as a practical
matter individual economists who favor one narrative tend to dis-
count the others.

● Private health insurance does not work.
● Health care providers overcharge for their services.
● Premium medicine accounts for most of the rise in health

care costs.

I find the premium medicine narrative most persuasive. This chap-
ter looks at the strengths and weaknesses of the alternative
narratives.

It turns out that for each narrative, there is a potential solution
in the form of a single-payer health plan. However, the three solu-
tions differ from one another. This suggests that ‘‘single-payer’’ may
have multiple meanings.

Private Insurance Failure
The narrative of private insurance failure says that health insur-

ance will not work because risk pools will break down. People who
believe that they are healthy will tend to avoid insurance. People
who suspect that they are likely to need health care will gravitate
toward insurance, but that will cause premiums to be high, making
it even more likely that healthy people will choose to avoid health
insurance. This process is described by Tim Harford in The Under-
cover Economist:

The insurance company only sells insurance to people who
are confident they will use it. As a result, the insurer loses
clients who are unlikely to make claims and acquires the
unwanted clients who are likely to make costly claims, and
then the insurer has to cut back on benefits and raise
premiums. . . . More and more people cancel their policies.1
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According to this narrative, a major reason that health insurance
is expensive is that health insurance companies devote considerable
resources to deal with the problem of adverse selection. No company
wants to be the insurer of choice for sick people, so it has to put
effort into designing and administering plans in such a way that it
excludes the sickest people from coverage.

This narrative suggests that the main reason there are people
without health insurance is that the risk pool has broken down.
People who believe that they are healthy will opt out of insurance.
People who are particularly sick will be rejected by insurance
companies.

What I question about this narrative is its practical significance.
Although private health insurance markets could break down
because of risk pooling failures, there is not much direct evidence
that they do break down in that way. Employer-provided health
insurance, which is the basis for much of the private health insurance
in this country, tends to mitigate the potential for adverse selection.
Moreover, even in the individual insurance market, the evidence
suggests that health insurance companies are able to pool risks
effectively.2

Another question about the theory of pooling breaking down is:
why now? If private insurance is inherently unworkable, then it
should have been unworkable in 1955 and in 1975. However, the
growing population of uninsured and the unraveling of employer-
provided health insurance are relatively recent phenomena.

It is difficult to argue that private health insurance per se is the
reason that health care costs are high in the United States. As a line
item of our national health care accounts, health insurance adminis-
tration accounts for about 1 percent of GDP, out of total health care
spending of 15 percent of GDP.

For those who believe this narrative, the most awkward fact to
deal with is that Medicare fails to demonstrate an ability to hold
down health care costs. The argument that government-provided
health insurance reduces health care costs or that Medicare is more
efficient than private health insurance is not supported by interna-
tional comparisons of spending by age category.

Consider the four populations in Table 2-1: The group that is
unique in its heavy reliance on private health insurance is the first
group, Americans under age 65. In the United States, the private
sector accounts for a much larger share of health care spending for
people under age 65 than is the case in other OECD countries. For
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Table 2-1
SOURCES OF HEALTH INSURANCE, ELDERLY AND NONELDERLY,

U.S. VS. EUROPE

Population Group Main Source of Insurance
Americans under age 65 Private
Europeans under age 65 Public

Americans over age 65 Public
Europeans over age 65 Public

people over age 65, the proportion of spending paid for by the U.S.
government is comparable to that in other countries.

In principle, if government were more efficient in financing health
care, then spending on patients in government programs would
more closely track those patients’ needs than would private-sector
spending. Consider the ratio of health care spending on the elderly
to health care spending on the nonelderly. Theoretically, in countries
with government-financed health care, this ratio should reflect the
difference in needs between the two populations. However, in the
United States, this ratio is affected by the fact that health care for
the nonelderly population has a much larger private component. If
Medicare were more efficient than private health insurance, and if
privately funded health care spending were the reason that the
United States spends more on health care, then the ratio of spending
on the elderly to spending on the nonelderly should be lower in the
United States.

Looking at the ratio of per capita spending on the elderly to per
capita spending on the nonelderly, the United States is not an outlier
among OECD countries. Although the U.S. ratio is lower than that
of some countries, it is higher than the ratios in other countries
where government-provided health care is more widespread. In
Canada, the level of per capita health care spending on people age
65 and older is 5.4 times that spent on people under age 65. That
ratio is 4.9 in Japan, 4.0 in the United States, and 3.4 in the United
Kingdom.3

The ‘‘natural experiment’’ of using Medicare to pay for health
care for those over age 65 in the United States does not reduce the
overall cost of health care for that group. What this natural experi-
ment suggests is that America’s high rate of health care spending
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reflects our culture and the abundance of resources. Our higher rate
of spending holds for people over age 65, where government is
heavily involved, as well as for people under age 65, where govern-
ment is much less involved.

That observation is consistent with the view that differences in
medical practices rather than differences in financing systems are
what account for the differences in health care spending. Premium
medicine is practiced in the United States for all age groups, for
those insured both privately and by government. It is the extensive
use of premium medicine that makes health care spending higher
in the United States than in other countries.

Providers Overcharge

The narrative of health care providers overcharging for services
is represented by the slogan, ‘‘It’s the Prices, Stupid,’’ which was
the title of a prominent article written by Gerard Anderson and
other health policy scholars. That article’s thesis is that America’s
health care costs are due mostly to the high incomes earned by
service providers.4

According to this narrative, the parties that pay for health care
services are at the mercy of doctors, hospitals, and medical equip-
ment makers. The purchasers are fragmented, and they lack bargain-
ing power. Suppliers earn above-normal profits and incomes, and
health care is inordinately expensive. Consumers suffer either
directly, because health insurance is expensive, or indirectly, as they
forgo wages to obtain employer-based health coverage or pony up
taxes to pay for government-provided health insurance.

Anderson and his coauthors do not focus a great deal on direct
measurement of prices. That is, they do not compare the price of,
say, an office visit to a dermatologist in the United States with an
office visit to a dermatologist in France. Instead, they rely primarily
on data that show total expenditures are higher in the United States.
To suggest that this is due to price rather than quality of services,
they point to cross-country indicators such as average longevity, in
which the United States clearly does no better than countries that
spend much less per person on health care.

Anderson and colleagues are suggesting indirectly that the U.S.
health care system provides no more in medical services than are
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provided by other industrialized countries. However, the direct evi-
dence suggests that rising U.S. health care expenditures reflect more
than just price increases. In 1980, the share of U.S. GDP devoted to
health care was comparable to the share in other OECD countries.
Only in the last 25 years has the share of GDP that we devote to
health care become a significant outlier. In that period, although
health care prices have risen faster than inflation, per capita con-
sumption of real health care services (that is, the value of health
care measured in constant dollars, adjusted for higher health care
prices) has gone up at least as fast as the relative price of health
care services.

What the National Income Accounts Tell Us

In 1980, the U.S. national income accounts showed that per-
sonal health care expenditures were $214.6 billion. In 2003,
personal health care expenditures were $1,440.8 billion.5

The ratio of spending in 2003 to spending in 1980 was 6.71,
which means that we spent almost seven times as much in
2003. Arithmetically, this ratio can be decomposed as follows:

Health
Spending
in 2003
Health

Spending
in 1980

�

Population
in 2003

Population
in 1980

�

Real Per Capita
Services in

2003
Real Per Capita

Services in
1980

�

General Price
Level in

2003
General Price

Level in
1980

�

Relative Price of
Health Care

in 2003
Relative Price of

Health Care
in 1980

Inserting the values in Table 2-2 gives us

$1,440.8 billion
$214.6 billion

�
296.1 million
230.4 million

�
$4,352
$2,708

�
106
54

�
111.8/106
34.4/54

Which reduces to

6.71 � 1.29 � 1.61 � 1.96 � 1.66

The relative price of health care is the GDP deflator for health
care services divided by the overall GDP deflator, a measure
of overall inflation. It represents the national income accounts
measure of the contribution of rising health care prices to health
care spending. Table 2-2 shows in another format how the
increase in spending between 1980 and 2003 breaks down.
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Table 2-2
CONTRIBUTORS TO GROWTH IN U.S. HEALTH CARE

SPENDING, 1980–2003

Ratio of
2003

Category 1980 2003 to 1980
Total Personal $214.6 billion $1,440.8 billion 6.71

Health Care
Spending

Population 230.4 million 296.1 million 1.29

Real Per Capita $2,708 $4,352 1.61
Spending

General Price Level 54 106 1.96

Relative Price of 34.4/54 111.8/106 1.66
Health Care

SOURCE: Cynthia Smith et al., ‘‘Health Spending Growth Slows in 2003,’’
Health Affairs 24, No. 1, Jan.–Feb. 2005, pp. 185–194. Author’s calculations.

The relative price of health care, as measured in the national
income accounts, certainly rose dramatically between 1980 and
2003.6 However, it by no means accounts for all of the increase
in personal health care spending over that period. Together,
the increase in population and the increase in real per capita
spending were slightly more important as a driver of total
health care spending. That is, the increase in total health ser-
vices consumed was slightly larger than the increase in the
relative cost of health care services.

Perhaps the most important line to focus on in Table 2-2 is
real (inflation-adjusted) per capita spending on health care.
The fact that it was 1.61 times higher in 2003 than in 1980
means that the average American consumed 60 percent more
services in 2003 than in 1980.

As noted in Chapter 1, ‘‘The Rise of Premium Medicine,’’ direct
measures of health care supply, such as the number of medical
specialists and the use of computer-assisted imaging services, show
dramatic increases over the past three decades. This direct evidence
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suggests that Americans are consuming a mix of services that has
a high intensity of both physical and human capital.

The most awkward fact for the narrative that attributes high health
care spending solely to prices is the finding by John Wennberg and
his colleagues that health care utilization differs sharply by region
within the United States. Using comparable populations, Wennberg
and others have shown that there are differences in spending within
the United States that are comparable to the differences in spending
that we observe between the United States and other countries. Just
as with the international data, there is a tendency to find little or
no difference in health care outcomes between high-spending and
low-spending regions. However, by looking directly at utilization
figures, it is clear that when it comes to explaining spending differ-
ences across regions it is not the prices. Patients in high-spending
regions see more physicians and undergo more procedures than
patients in low-spending regions.7

Premium Medicine

The premium medicine narrative discussed in Chapter 1 states
that high health care costs are due to greater use of specialists and
advanced technology. That in turn raises the cost of health insurance,
which pays for such capital-intensive medical care.

The most awkward fact for the premium medicine narrative is that
health care outcomes, as measured by national average longevity or
age-adjusted mortality, are no better on average in the United States
than in other countries. If our high levels of health care spending
are the result of so-called premium medicine, we should be demon-
strably healthier. Yet when we attempt to examine average longevity
at a national level, there seems to be no connection between Ameri-
ca’s high levels of health care spending and life span.

What might explain these findings? I suggest the following factors.
First, at the margin, the differences in average longevity that one
would expect to find from health care spending are small. Second,
aggregate longevity is affected by deaths in which medical interven-
tion would make no difference (e.g., homicides and traffic fatalities),
by behavioral factors (e.g., smoking and nutrition), and by circum-
stances at birth and early childhood (e.g., genetic factors), regardless
of subsequent health care.
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Looking for Small Differences
The United States spends about $5,000 per capita on health care,

while other major OECD countries spend about $3,000 per capita.
In percentage or aggregate terms, the difference is enormous, but
the dollar difference per person amounts to just $2,000.

David Cutler estimates that the value of a life-year is $100,000. If
the additional $2,000 that we spend on health care were just cost-
effective, then it would increase longevity by 2/100 of a year ($2,000
divided by $100,000), or about one week. That is, each year of addi-
tional spending at a rate of $2,000 a year should add about one week
to longevity. Even if we spent at this rate for 20 years, the cumulative
effect should be less than one-half of one year. That partly explains
why premium medicine does not seem to increase longevity.

The effect of health care spending on longevity is dissipated fur-
ther by the fact that some medical treatments are dedicated solely
to relief from suffering. From a longevity perspective, every dollar
spent on relief from allergy symptoms, pain, depression, disability,
or discomfort is ‘‘wasted.’’

Nonmedical Factors
If aggregate longevity were measured precisely and reflected noth-

ing other than health care, then it could be a valuable indicator,
even if we were looking for small differences. However, there are
many factors apart from health care that affect longevity. In fact,
for young people, whose death rates exert a heavy influence on
average national longevity, health care is far from the most impor-
tant factor.

One measure that relates closely to longevity is life-years lost
before age 75. In a given year, one multiplies the number of people
who die at each age by the difference between 75 and the age of
death. The measure is standardized by looking at life-years lost per
100,000 people. In the United States in 2002, the number of life-years
lost per 100,000 people was 7,500. Of this, 1,700 life-years, or more
than 20 percent, were lost due to deaths from accidents, suicides,
and homicides.8

Behavioral and environmental factors also affect longevity. Death
from heart disease has declined dramatically in the United States
over the past 50 years. In fact, the drop is more than might be
accounted for by the use of interventions such as open heart surger-
ies. Cleaner air, easier working conditions, and earlier retirement
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are among the nonmedical factors that have contributed to the
reduced rate of mortality from heart disease.

Within the United States, there are significant variations in longev-
ity by region and by social class. These differences exist within other
countries as well. In Genome, Matt Ridley notes that a study found
that ‘‘British civil servants working in Whitehall also get heart dis-
ease in proportion to their lowliness in the bureaucratic pecking
order . . . the status of a person’s job was more able to predict their
likelihood of a heart attack than obesity, smoking or high blood
pressure.’’9

With all of these factors affecting longevity, it seems brave to
read much into differences in national averages. The number and
importance of nonmedical factors seem staggering.

Genetic and Birth Factors

There is strong evidence that both genetic factors and health condi-
tions at birth affect longevity. Immigrants tend to share the longevity
of their ethnic origin, rather than automatically acquiring the longev-
ity of their new country. This should not be surprising, given that
genetic factors account for differences in susceptibility to a number
of diseases.

An interesting finding in longevity studies is that the month of
birth affects life span. Dr. Gabriele Doblhammer-Reiter is the demog-
rapher most responsible for calling attention to this relationship:

Differences in life span by month of birth have been shown
to exist in Australia, Austria, Denmark, and the United States.
For Australia the month-of-birth pattern is shifted by half a
year, compared with the Northern Hemisphere. The peak-
to-trough differences range between 0.41 years in Denmark
and 0.73 years in Austria. Among migrants, the month-of-
birth pattern resembles the pattern of their place of birth
rather than of their residence. A comparison of the month-
of-birth patterns in infant mortality between 1911 and 1915
and mortality at ages 50 plus shows they are highly positively
correlated. The spring-born have a higher mortality risk dur-
ing their first year of life and after age 50.10

An implication of the long duration of the month-of-birth effect
is that there probably are other conditions at birth that have even
stronger and equally durable effects. Indeed, in the September 17,
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2004, issue of Science, gerontologists Caleb Finch and Eileen Crim-
mins published a study showing that early exposure to infectious
diseases increases the risk of heart attack, stroke, and cancer years
later.11 One implication of their work is that the longevity that we
measure among the elderly today reflects in part the conditions they
experienced in the 1920s and 1930s.

Overall, I believe that it is an unsettled issue whether the extra
dollars that the United States spends on health care lead to better
results and, if so, whether the difference is sufficient to justify the
costs. In light of the work by Wennberg and colleagues on regional
differences in health care spending, it may be that trying to show a
relationship between health care spending and outcomes is an uphill
battle. However, I would not take international comparisons of lon-
gevity as a definitive indication that all of the additional expenditure
by the U.S. health care system is wasted.

Insurance and the Three Narratives

The three narratives reach different conclusions about the role of
America’s health insurance system in health care costs. The insur-
ance-failure narrative says that private health insurance, with its
inherent susceptibility to adverse selection, is itself the source of
high costs in health care. The supplier-overpricing narrative says that
private insurance fails to exert enough discipline to hold supplier
incomes below exorbitant levels. The premium medicine narrative
says that what we call health insurance is not really insurance, and
that it contributes to higher spending by reducing the incentive of
consumers and doctors to take cost into account when making
decisions.

Single-Payer, Multiple Solutions

One could advocate a single-payer health care system, with the
government as the sole financer of health care, regardless of which
of the three narratives one finds most persuasive. However, these
would not be identical single-payer systems. The systems that go
along with each narrative are described in Table 2-3.

The doctor-friendly approach to a single-payer health care system
would be based on a fee-for-service approach, where suppliers deter-
mine the normal fee. Government would not be involved in deciding
which services are appropriate for payment or which price is set for
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Table 2-3
DIFFERENT EXPLANATIONS OF AMERICA’S HEALTH CARE

FINANCING ‘‘CRISIS’’ AND DIFFERENT APPROACHES TO SINGLE-

PAYER HEALTH CARE

Single-Payer
Narrative Approach Description
Insurance failure Doctor-friendly Reimburses doctors at

usual rates

Supplier overpricing Doctor-hostile Reimburses doctors at
lower rates

Premium medicine Doctor-limiting Rations the supply
and/or use of health
care providers

doctors. Government’s sole role would be administrative, to collect
taxes and pay medical claims. Given the narrative that private insur-
ance market failure is the problem with the health care system, the
government should be able to reduce health care costs through
administrative savings.

The doctor-hostile approach would have the government crack
down on supplier incomes. Government would act as a tough bar-
gaining agent with doctors and hospitals. Given the narrative that
suppliers are guilty of overpricing, the government should be able
to reduce health care costs by requiring doctors and hospitals to
accept lower reimbursement rates.

A doctor-limiting approach would impose a national health care
budget. Doctors would not have discretion over the treatment plan
for a patient. Instead, procedures would not be paid for if the admin-
istrative bureaucracy determines they are not cost-effective. Given
the narrative of premium medicine, which suggests that patients
undergo expensive procedures with low expected benefits, health
care rationing presumably could restrain spending without worsen-
ing outcomes.

In practice, a single-payer system would be tugged back and forth
among these three models, just as Medicare is tugged back and forth
today. Physicians prefer the doctor-friendly model. However, to
restrain costs, government tries to reimburse doctors at lower rates,
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with the result that some doctors refuse to handle Medicare patients.
By setting conditions for reimbursement, government also sets limits
on the discretion of physicians.

Because I view premium medicine as the most plausible narrative,
my prediction would be that neither the doctor-friendly nor doctor-
hostile approaches to single-payer health care would work. By insu-
lating the consumer from health care costs, a single-payer system
would not offer any incentive for consumers to ration their own
health care spending, and in an environment of premium medicine
that can only lead to skyrocketing expenditures. In the end, I think
that single-payer would have to resort to severe centralized health
care rationing.

In fact, any health care system that we adopt—and I believe that
we will always have a mixed system that includes expenses paid
for by government, by private insurance, and out-of-pocket—will
be subject to the competing pressures of patients’ and physicians’
desire for autonomy, the patient’s desire to be insulated from cost,
and society’s need to restrain health care spending. However, an
alternative to centralized rationing is to have individuals undertake
rationing decisions, by comparing costs and benefits. That means
raising the share of out-of-pocket spending, an approach described
in Chapter 6, ‘‘Matching Funding Systems to Needs.’’ Government
may have a role in assembling and disseminating information that
helps individuals make choices about health care procedures. That
will be discussed further in Chapter 8, ‘‘Policy Ideas.’’

Other Narratives

Before moving on, I should mention a few other narratives for
our health care system. I do not believe that these narratives are as
plausible as the three main narratives already discussed.

One narrative is that high drug company profits are a major cause
of high health care costs. Another narrative is that malpractice insur-
ance premiums are a large factor. Still another narrative is that
people without health insurance ‘‘free ride’’ by obtaining health care
on an emergency basis, with the cost borne by taxpayers or by higher
prices set for insured patients. However, neither drug company
profits nor malpractice costs nor ‘‘free riding’’ amounts to even one-
half of 1 percent of GDP, when total health care spending is 15
percent of GDP. Malpractice litigation probably exacerbates the use
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of premium medicine by encouraging defensive medicine. However,
I suspect that other cultural factors are the significant causes of our
intensive use of specialist referrals and advanced equipment.

George Mason University economist Robin Hanson offers another
narrative. Health services are a way of showing the sick that we
care about them, but on average they are not an effective way of
improving the outcome because harmful care roughly cancels out
helpful care at the margin. He suggests that this narrative best
explains the many studies that seem to show little difference in
outcomes among different populations despite differences in
expenditure.12
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3. Dollars and Decisions

Here are five key points to consider:

● Many health care services are neither absolutely necessary nor
absolutely unnecessary. Instead, they fall in a gray area where
costs and benefits need to be weighed carefully.

● Cost-benefit analysis of medical protocols is difficult. The bene-
fits of many types of health care are probabilistic. The results
of a diagnostic procedure or a treatment cannot be known in
advance.

● Many medical procedures, particularly diagnostic imaging, are
performed with a low probability of making a major difference
in the ultimate outcome. The occasional benefits are diluted in
the average population by the large number of cases in which
the procedure turns out not to matter.

● Cost-benefit analysis is further complicated by the possibility
of multiple medical protocols. A protocol may appear to be
cost-effective compared with doing nothing. However, when
compared with an alternative protocol, it may not be cost-effec-
tive at the margin.

● Doctors frequently must make choices without access to the
type of sophisticated statistical research and decision modeling
that would offer the best estimate of benefits relative to costs.

The Gray Area

One potential objection to applying economics to health care is
the intuition that health care is not like other goods, because demand
is not sensitive to price. On the one hand, if someone needs health
care, such as treatment for a heart attack or a broken arm, then it
would be cruel to charge such a high price that the person cannot
afford it. On the other hand, people dislike being in a hospital, so
one might argue that even if hospital services were free, people
would not overuse them.
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The Cost of Inconvenience and Discomfort

Most people do not like to go to a doctor, undergo medical
procedures, or stay in a hospital. However, economists do not
see this as offsetting the tendency for people to overconsume
medical services that are paid for by third parties, such as
insurers, employers, or government.

To an economist, if medical services are time-consuming,
inconvenient, and uncomfortable to patients, then those are
real costs, and they should be factored into the decision of
whether the service is worthwhile. Those costs, which might
collectively be termed nonmonetary costs, should not be
ignored. They belong in the equation that determines whether
or not a service ought to be performed.

Suppose that the fee for a procedure is $500, and nonmone-
tary costs amount to the equivalent of another $1,000. If the
health benefits from the service are only $750, then the service
is a bad deal for the patient. The fact that the health benefits
exceed the fee is interesting, but it does not justify having the
patient suffer through the service.

Suppose an individual were due for a colonoscopy that
would cause him or her to miss two days of work because of
the preparation and recovery involved. Imagine that another
procedure were available that took no time, involved no risk,
and required no unpleasant preparation, but the procedure
cost $100 more than a colonoscopy. Most people would opt
for this alternative procedure rather than for the colonoscopy,
even though from the standpoint of the insurance company
the colonoscopy is ‘‘cheaper.’’ What this hypothetical example
illustrates is that nonmonetary cost is something that consum-
ers would pay to avoid, and justifiably so.

It is possible that consumers sometimes overestimate nonmon-
etary costs. Perhaps people avoid going to the dentist because
they believe the nonmonetary costs are high, but in the long run
they would be better off if they went to the dentist. Whether
people in fact overestimate nonmonetary costs is an empirical
question. Perhaps at some point, research in behavioral econom-
ics will lead to an approach for estimating and adjusting for
biases in subjective estimates of nonmonetary costs. However,
there is no reason to believe that the right way to make health
care decisions is to treat patient inconvenience and discomfort
as nonexistent, thereby ignoring such costs altogether.
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Table 3-1
MEDICAL CARE OF UNCERTAIN VALUE

(ASSUMING COST OF $100)

Gray Area
Black Region (unknown if benefits White Region
(unnecessary care) outweigh costs) (essential care)
The service provides Reasonable estimates Reasonable estimates

$0 in benefits of the benefits of of the benefits of
the service range the service range
from $0 to $150 from $150 to $10,000

On reflection, however, we see that this intuition about health
care is wrong. It is not true that health care is a black-and-white
proposition in which services are either utterly necessary or else
utterly unwarranted. In fact, many services fall in what I call the
‘‘gray area.’’ Services that fall in the gray area are services that offer
some benefits but which are not absolutely necessary.

It is possible to illustrate the gray area in quantitative terms, based
on the relationship between benefits and costs for a health care
service. Consider Table 3-1, which offers a classification scheme for
a service that costs $100: The figure of $100 is just an illustration.
The boundary for the gray area should be set in the neighborhood
of the actual cost of the service. If the service costs $1,000, then the
boundary for the gray area might be set at around $1,200.

It is obvious that services in the black region are wasteful. It might
be in the narrow self-interest of providers to bill for services in the
black region, but it is not in the interest of health care consumers.

It is obvious that services in the white region ought to be per-
formed. Treatment for a broken arm or a heart attack is sure to fall
within the white region.

To know whether a service in the gray area ought to be performed,
careful analysis is required. Some services have positive benefits,
but those benefits are so small that resources would be better used
on other things.

There is a large gray area in health care. Consider these examples:

● Suppose that a new pair of glasses offers slightly better vision
and a more fashionable set of frames. The benefits are worth
more than $0, but they may not be clearly worth more than the
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$500 that they cost. The new pair of glasses may fall in the
gray area.

● Suppose that you have a heart problem for which it is recom-
mended that you see a cardiologist regularly, and each office
visit costs $200. The annual benefits of seeing a cardiologist
once a year might be well in excess of $200, and doing so
would fall within the white region. But you should not see a
cardiologist once a day, unless the benefits from doing so are
close to $75,000 a year. Seeing a cardiologist once a week, once
a month, or once a quarter also would fall under the gray area.

● A precautionary diagnostic procedure to rule out a remotely
possible ailment (e.g., a routine colonoscopy to screen and pre-
vent colon cancer) falls in the gray area. (See the discussion
below.)

In theory, insurance companies and government health care finan-
cing agencies could try to manage the use of health care procedures
that fall in the gray area. In practice, third-party payers face enough
of a challenge in policing the black region where providers attempt
to profit from services that are totally unnecessary. It is considerably
more difficult for third-party payers to decline to cover procedures
that offer definite positive benefits, however small.

If there were no gray area in health care, and everything were
black and white, then the only policy challenge would be to make
sure that people obtain the services that they need. However, the
fact that there is a gray area means that there is some uncertainty
about which health care services are cost-effective. That makes it
important to be able to place a dollar value on the benefits of health
care services.

Putting a Dollar Value on Benefits
For health care services that fall in the gray area, economists

look at cost-effectiveness in terms that are not usually employed in
everyday discussions of the subject. In particular, we look at

● Dollar value.
● Probability.

To make an economic decision when faced with a health care
choice, one has to assign a dollar value to the possible outcomes.
For example, suppose that without treatment a person will die in
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two years, but with treatment the person will live for 12 years. Then
the benefit of treatment is 10 additional years of life. If one year of
life is worth $100,000, then the value of this treatment is $1 million.
In decisions where life is not at stake, the dollar value must be
assigned to relief from pain, discomfort, or disability. Thus, if some-
one has hay fever allergies, the value of treatment is the value that
the person would give not to suffer from severe sneezing, itching
eyes, and other forms of discomfort.

Another factor to consider is probability. Suppose that the treat-
ment has only a 10 percent chance of working. How does that affect
the value? One mathematical approach would be to take the
‘‘expected value’’ of the treatment, which means multiplying the
benefit of success times the probability of success. Using the example
in which successful treatment saves three years of life, we multiply
$300,000 times 0.1 to get an ‘‘expected value’’ of $30,000 for the
treatment.1

In many cases, a treatment can reduce risk, and a diagnostic screen-
ing procedure can identify symptoms that warrant treatment. For
example, suppose a person probably does not have cancer, but is
deciding whether to go through a diagnostic screening (a mammo-
gram or a colonoscopy). The procedure would detect any cancer
soon enough to make it treatable, ensuring that the person will
live five more years. Otherwise, suppose that the probability that a
person will die from cancer in two years is one-tenth of 1 percent.
Assume that person values an additional year of life at $100,000, so
that if the procedure detects cancer and extends his or her life by
three years, then it is worth $300,000. However, taking into account
the low probability of detecting cancer, the ‘‘expected value’’ of this
cancer screening is $300,000 times 0.001, or just $300. If some people
are willing to pay more than this, that reflects a higher valuation of
a year of life.

Real-World Decisions

These two factors—the value of health gains and the probability
that they will occur—are implicit in every choice that we make
about health care. However, they are rarely stated explicitly, and
consumers almost never base their decisions on these sorts of num-
bers. There are challenges with estimating both factors. Some issues
are subjective and some parameters are not well known.
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The dollar value of improved health is somewhat subjective. For
example, individuals could place different values on a year of life.
At best, economists can arrive at a guess for an average value. David
Cutler, a health care economist who has studied the issue, makes a
case for using an approximation of $100,000 for one year of life.2

In contrast to our examples, in the real world the life extension
that results from a successful medical procedure is not known with
such certainty. A cancer treatment might be effective, but the patient
could be hit by a truck. Alternatively, the treatment may extend the
patient’s life by many more years than the physicians expect. Because
the value of the hoped-for benefits and the probability that a treat-
ment will work are not explicitly known, it is difficult for economists
to evaluate the cost-effectiveness of health care. We do not know
whether or not the standard protocols are justified, although we can
make rough estimates.

Low Probabilities, High Costs
In 2003, more than 24 million MRI examinations were performed

in the United States. If the average cost of an MRI is $600 or more,
this means that more than $14 billion was spent on MRIs. It would
be interesting to know what percent of these exams resulted in a
treatment plan that differed from what would have been followed
without the MRI. Often, of course, the result is that ‘‘the MRI didn’t
turn up anything.’’

Suppose, for example, that if the MRI turns up a positive result,
then the alteration of the treatment plan will result in a benefit that
is worth $50,000 in reduced suffering to the patient. If there is a 1
percent chance that the MRI will turn up a positive result, then the
‘‘expected benefit’’ of the MRI is $50,000 times 0.01, or $500. If the
MRI costs $600, then its ‘‘expected benefit’’ is less than the cost.

The point is not to single out MRIs. Many diagnostic tests and
specialist referrals are undertaken to ‘‘rule out’’ a possibility that the
internist considers unlikely. In each of these situations, the expected
benefit of the procedure is diminished to the extent that the probabil-
ity of a significant finding is low. The cost of the procedure may
exceed its expected benefits.

Hematuria
When I was 45 years old, I had an experience that illustrates

the uncertainty involved in whether or not to undertake further
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diagnostic procedures. During a routine physical examination, the
lab that examined my urine sample found microscopic amounts of
blood. This condition, known as microhematuria, can be a symptom
of a number of serious illnesses, including bladder cancer.

However, the incidence of bladder cancer is very low among
nonsmoking men under the age of 50. Moreover, microhematuria
is present in between 10 and 15 percent of the healthy population.
Finally, I had a history of occasional microhematuria, going back to
my childhood. Using Bayes’ Theorem (a basic probability law), I
calculated that my chances of having bladder cancer were lower
than that of a male age 60 without hematuria. Nonetheless, after
much argument back and forth, my doctor insisted that I undergo
a cystoscopy procedure. The results were negative.

In this case, I believe it turned out that I was correct, and that my
Harvard-trained internist was in error. In a recent summary of a
variety of research, Dr. Gustave Quade, of Germany’s Institute of
Medical Biometry, Informatics and Epidemiology, writes, ‘‘There
is insufficient evidence to indicate that single hematuria testing is
effective in screening for bladder cancer, and there is no evidence
that single hematuria testing results in reduced mortality from the
disease.’’3

Tamoxifen

Several years ago, my wife was diagnosed with early-stage breast
cancer. After surgery and radiation, her five-year chances of survival
were rated at 94 percent, based on statistics that were shown to us
by her oncologist. The oncologist recommended that my wife take
Tamoxifen, which the oncologist believed would increase my wife’s
survival probability to something like 96 percent. This seemed like
a worthwhile increase in her chance of remaining cancer-free. Such
a probabilistic justification for a treatment is quite common. Many
cancer treatments serve to reduce the probability of dying from
cancer, but none of them provides a sure cure.

Similarly, anti-cholesterol drugs have been shown to reduce the
probability of heart attack. Still, many people who never take such
drugs will be free of heart attacks and some people who do take anti-
cholesterol medication will nonetheless succumb to heart disease.
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Colonoscopies and Longevity, Costs and Benefits
Given all of the unknowns, the most common approach to medical

decisions is to follow standard protocols, or rules of thumb. For
example, a standard recommendation is that someone over age 50
should have a colonoscopy every five years to screen for colon
cancer. If we looked at the probability that this approach would
prevent cancer, multiplied by the number of years of life saved, then
the benefits of this approach probably would exceed its service fees,
although not by much.

If individuals were making the colonoscopy decision themselves,
they might arrive at different choices. Someone who places a lower
value on greater longevity might choose to have a colonoscopy less
frequently. Someone who places a high value on more years of life
might choose to have a colonoscopy more frequently. In principle,
the decision should take into account a person’s estimate of his or
her probability of contracting a different fatal illness within the next
few years.

Is Colonoscopy Screening Cost-Effective?

Consider the routine colonoscopy that is recommended every
five years to screen for colon cancer for those of us over age 50.
Colon cancer kills more than 50,000 people per year.4 It seems
that screening and polypectomies can prevent something like
80 percent of colon cancers.5

The cost-effectiveness of colonoscopy might be estimated as
follows. The lifetime risk of colon cancer is 6 percent.6 If an
extension of life of five years can be obtained in 80 percent of
those cases with routine colonoscopy, then the expected number
of life-years saved is five times 0.06 times 0.80, or 0.24 years. If the
value of a life-year is $100,000, then the expected value of routine
colonoscopies is $24,000. If the protocol calls for six colonosco-
pies between age 50 and 75, at an average cost of $1,000 each,
the total cost is $6,000. Therefore, the protocol is cost-effective.

Note, however, that the calculation could change. If the cost
per procedure were $2,000 (I have been charged even more)
and the value of a life-year were assumed to be $50,000, the
calculation would be break-even. In that case, taking into account
the nonmonetary costs of undergoing a colonoscopy, the proto-
col would not be cost-effective.
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If colon cancer screening makes sense for people over age 50, why
not for people under age 50? This raises the general question of
where to draw the line for undertaking a screening or diagnostic
procedure. How high does the risk have to be to justify the
procedure?

Protocol A and Protocol B
In order to evaluate a screening protocol, one needs to compare

alternative screening protocols. For example, using a CT scan as a
‘‘virtual colonoscopy’’ is an alternative to an invasive colonoscopy.7

A virtual colonoscopy could save nonmonetary costs in terms of
time and discomfort for patients. Suppose that the total of monetary
and nonmonetary cost of virtual colonoscopy is $400, and the total
cost of invasive colonoscopy is $1,000. Suppose that the probability
that the virtual colonoscopy will detect precancerous polyps is 80
percent (in which case invasive colonoscopy will be necessary), and
the probability that invasive colonoscopy will detect precancerous
polyps is 90 percent.

Suppose that we have 100,000 patients age 60, and 1 percent of
them have pre-cancerous colon polyps. Consider two protocols for
screening the patients to find out which ones have the polyps. Proto-
col A is to give 100,000 patients an invasive colonoscopy. Protocol
B is to give them instead a virtual colonoscopy, only requiring an
invasive colonoscopy if a polyp is detected. Here are the possible
outcomes of the two protocols:

Protocol A costs $100 million ($1,000 times 100,000 patients) and
finds polyps in 900 patients (90 percent of 1 percent of 100,000
patients). Protocol B costs $40 million for an initial screening ($400
times 100,000 patients), and it finds polyps in 800 patients (80 percent
of 1 percent of 100,000 patients). For those 800 patients with polyps,
invasive colonoscopy is required, which costs an additional $800,000.
Thus, the total cost of Protocol B is $40,800,000.

Assume that Protocol A adds an average of five life-years to the
900 patients in whom it discovers polyps. The average cost per life-
year saved by Protocol A is then $22,222.22 (five years times 900
lives divided by $100 million). Protocol A appears to be highly
cost-effective.

So does Protocol B. It saves 4,000 life-years (800 lives times five
years each) at an average cost of just $10,200 ($40,800,000 divided
by 4,000 life-years).
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Protocol A seems more attractive. It saves 500 more life-years than
Protocol B, and does so at an average cost that is well below most
people’s estimation of the value of a life-year. Therefore, it is tempt-
ing to conclude that Protocol A is more desirable. However, it is
important to evaluate economic choices compared with the
alternatives.

If the goal is to save as many lives as possible with the money
we have, then the question of whether Protocol A is cost-effective
depends on whether there are alternatives that can save more lives
with the same amount of money. Protocol B allows society to save
4,000 life-years at a cost of $10,200 each. By comparison, Protocol A
saves an additional 500 life-years. But to save those additional life-
years, society must spend a total of $59,200,000 more than it spent
on Protocol B ($100 million minus $40,800,000). Therefore the actual
cost of each additional life-year saved by Protocol A is $118,400
($59,200,000 divided by 500 life-years). This is also called the marginal
cost of Protocol A, because it asks, ‘‘Given what Protocol B can
achieve, what additional costs and benefits does Protocol A offer?’’

Assume we have decided that at the very least, we will spend
$40,800,000 on colon cancer screening—enough to save 4,000 life-
years through Protocol B. The question then becomes, ‘‘What is the
best use of the next $59,200,000 we spend?’’ If spending that money
on some other intervention (say, mammograms) will save 600 life-
years rather than 500 life-years, then it makes sense to spend that
money on mammograms.

This type of analysis demonstrates that for most medical interven-
tions, there comes a point where the cost of saving one additional
life exceeds the cost of saving a life through alternative means.
At that point, it makes sense to devote any further resources to
interventions that would save more lives for the money. If the goal
is to save as many lives as possible with the resources we have, then
this type of analysis is indispensable.

A Metaphor for International Differences?
Protocol A and Protocol B might be considered a metaphor for

different health care systems. For example, in the United States,
people with health insurance might be screened under Protocol A,
while those without insurance might be screened under Protocol B.
That is, when doctors recognize that the patient will be paying, they
may be more concerned about avoiding unnecessary expense.
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Protocol B also might represent health care systems in other coun-
tries. Because specialist physicians and equipment are not as preva-
lent in other countries, they may have to ration screening more
carefully. In fact, some evidence suggests that in Canada, for exam-
ple, routine mammograms and colonoscopies are not as prevalent
as in the United States.8 However, the fact that other countries restrict
access to such screening does not necessarily mean that they effec-
tively target those resources to the highest risks.

Shortage of Information

The key point of this chapter is that to make rational, cost-effective
decisions on health care, doctors and patients need to take into
account sophisticated and complex factors. Statistical tools like mul-
tilevel probability trees would be required to calculate the expected
value of a diagnostic procedure. Marginal cost-benefit analysis is
needed to determine whether a particular protocol is appropriate
or overly aggressive.

We tend to discuss health care as if the choices were stark and
clear. We speak as if medical procedures are always necessary and
sufficient to achieve cure. In reality, treatments or diagnostic proce-
dures typically do not produce benefits with certainty. Cost-effec-
tiveness is affected by the probability that the patient has a particular
illness, the probability that the illness will be correctly identified by
the diagnostic procedure, and the probability that the treatment will
alleviate the illness. Marginal cost-effectiveness is affected by the
existence of alternative approaches for diagnosis and treatment.

In many situations, doctors and patients do not have a statistical
basis for assessing these factors. Many issues have never been stud-
ied. For example, we do not know whether the survival rate of heart
attack patients increases significantly if they are seen once a month
by a cardiologist rather than once every six months. We do not know
the probability that an MRI exam for someone with lower back pain
will lead to a treatment that would not otherwise have been ordered.

As we saw in Chapter 1 on premium medicine, spending on
apparently similar patient populations varies considerably across
regions of the country. According to John Wennberg, Medicare
spends vastly different amounts on patients during the last six
months of life, depending on where the patients live:
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● For individual hospitals, the average number of days that a
patient spends in intensive care in the last six months of life
ranges from a low of 1.6 to a high of 9.5.

● The proportion of patients seeing 10 or more physicians in the
last six months of life ranges from a low of 17 percent to a high
of 58 percent.

Overall, Wennberg writes, ‘‘Per enrollee Medicare spending varies
almost threefold among hospital referral regions and academic medi-
cal centers.’’9 In the absence of data to guide decisions, this is not
surprising. Doctors can use different rules of thumb if there is no
body of evidence that favors one approach over another.

Specifying a medical protocol for the purpose of statistical analysis
can be tricky. In theory, one wants a database entry that states
the condition the patient presented, the procedure that the doctor
ordered, and the outcome. In practice, the condition itself may be
viewed differently by different doctors. The patient may or may
not follow the procedure. The assessment of the outcome may be
subjective. These difficulties may help to explain the fact that con-
sumers cannot find ratings for physicians that are as accessible and
usable as ratings for cars or personal computers.

In Chapter 8, ‘‘Policy Ideas,’’ I will address the need to obtain
statistical information that relates health care outcomes to health
care practices. Only with such information can premium medicine
be evaluated and practiced rationally.
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Here is a key point to consider:

● Any health care system must reflect a compromise of prefer-
ences. We cannot have health care that is both accessible and
affordable while insulating consumers from the cost.

Broadly speaking, there are two areas of concern with regard to
health care finance. First, is the financing system efficient, in the
economic sense that the correct share of resources is devoted to
health care and those resources are used cost-effectively? Second, is
the distributional outcome acceptable, or are there severe inequities
in access to health care resources?

In principle, the question of efficiency can be answered objectively
using economic concepts. The question of distribution is more subjec-
tive, since there is no standard definition of what constitutes distribu-
tional equity in health care.

In many industrialized countries, less than 20 percent of health
care expenditures are paid for directly by consumers. In the United
States, for example, about 86 percent of health care spending is paid
for by someone other than the patient, usually government or private
insurance.1 The challenge, faced by all countries’ health care systems,
is that third-party payments take away important incentives for
efficiency. When someone else is paying, the consumer does not
need to focus on the cost of health care treatment.

In the United States, our concerns about distributional inequities
are focused on the poor and the uninsured. It is important not to
confuse the two. In general, poor people are eligible for government
health programs, such as Medicaid. Many of the uninsured are
people who are not eligible for Medicaid, either because their
incomes are too high or because they lack citizenship status. Many
of the uninsured believe that the cost of health insurance is high
relative to the probability that they will need it. Young people in
good health have good reason to feel this way, although many
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believe that forgoing insurance in the hope of remaining healthy is
an unwise choice.

In addition to the goals of efficiency and equity, there are certain
characteristics of the health care system in America that are culturally
embedded. Americans deeply resent limitations on availability of
health care services, which is why managed care provokes contro-
versy and proposals to ration health care are not popular. Americans
also have become accustomed to not having to pay for health care
services out of pocket. Instead, we have come to expect that most
of our health care spending will be paid for by either private insur-
ance or government programs.

Of course, if the average American consumes $5,000 in health care
services per year, then the average American also pays for $5,000
in health care services per year. If we only pay $750 per year out of
pocket, then we pay the rest through insurance premiums and taxes.

Given the economic goals of efficiency and equitable distribution,
along with the cultural expectations that have developed in the
United States, there is no perfect way to finance health care. There
are fundamental tradeoffs with which every system must contend.
To see this, let me propose a straw man: a set of three principles
that ‘‘must’’ be satisfied by a perfect health care system.

● Unfettered Access. Consumers must be completely free to select
any treatment that the health care provider and patient agree
would be beneficial.

● Insulation. Consumers must be protected from the financial and
emotional burden of paying for health care procedures. They
should have the security of knowing that health care will be
provided by private insurance and/or government.

● Affordability. The health care system must not absorb an inordi-
nate amount of resources. Health care spending should not
crowd out more valuable public- or private-sector needs.

It should be readily apparent that these three principles are not
mutually compatible. If consumers are to have unfettered access to
treatment but be insulated from cost, then consumer demand would
be limited only by the nonmonetary costs (such as the inconvenience
of going to the doctor) of obtaining health care services. Therefore,
the system would not be affordable.
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In our current system, all three principles appear to be compro-
mised. Both private and government insurance programs place
restrictions on treatments, so that there is not unfettered access.
Many consumers are uninsured, so they are not insulated. The most
dramatic problem, at least relative to other countries, concerns
affordability. Health care spending as a proportion of GDP stands
at 15 percent in the United States, and it is growing rapidly.

No feasible health care system can fully satisfy the three principles.
One or more of the principles must be compromised. To put it
bluntly, a health care finance system must inevitably be imperfect.
We have an imperfect system now. Any alternative will be imperfect.
One way to look at alternative health care finance systems is to
imagine what would happen if one were willing to sacrifice one of
the three principles. By completely sacrificing one of the principles,
an alternative health care finance system can be devised.

Restricting Access

Suppose that we were willing to place no weight on the principle
of unfettered access. In that case, we could create a system in which
consumers are insulated from paying for health care procedures
while keeping the system affordable. The solution would be to have
government set a budget that limits the supply of health care ser-
vices. Bureaucrats would set health care priorities. Inevitably, some
consumers would be denied treatments that they seek. To obtain
unauthorized treatments, consumers would have to go outside the
system, presumably paying for treatments themselves.

Many Americans would resist health care rationing, and properly
so. We should not automatically assume that the American approach
that seeks immediate and definitive treatment is wrong. Although
premium medicine raises the cost of health care, in many cases it is
cost-effective. However, if the goal is to insulate consumers from
cost while keeping health care affordable in the aggregate, then
premium medicine will have to be curtailed. Americans are not very
comfortable with the idea of health care decisions being made for
them by third parties. In the 1990s, when managed care was intro-
duced as a way to restrain the growth of health care spending, there
was widespread backlash.

Even Americans who accept the idea of health care rationing in
principle may be reluctant to accept it in practice. We may never
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have a true single-payer health care system in which all health care
is paid for by the government. Instead, some consumers may seek
treatment that goes beyond what the government will provide. This
might lead to a health care system that looks somewhat like our
primary education system. Parents who are particularly wealthy or
demanding choose private schools over public schools. Similarly,
we can expect that many consumers and doctors will be reluctant
to accept restrictions on access that are imposed under a government-
run health care financing system. We would have a two-tier system,
in which some people use government-funded health care and others
use private health care.

In summary, trying to make health care more affordable by
restricting access through bureaucratic rationing faces several chal-
lenges. First, it may be that it is the countries that ration health
care that have it wrong. Perhaps our heavy utilization of diagnostic
procedures and treatments, expensive as these may be, is cost-effec-
tive—or at least less costly than denying treatment to many who
want it. Second, many Americans believe that people should be free
to obtain whatever health care they think they need, and we resent
bureaucratic intrusion. Finally, even those Americans who believe
in health care rationing in principle may take a different view when
it involves their own health or that of their loved ones.

Paying Up

Another approach to health care would be to sacrifice the principle
of affordability. In some ways, David Cutler makes this proposal in
his book, Your Money or Your Life.2 Cutler argues that health care
spending produces increases in what he calls ‘‘quality-adjusted life-
years.’’ In fact, he would argue that we spend too little on health
care, at least for the poor and the uninsured. We could improve
our health care system by spending more on these underserved
populations.

To be fair, Cutler also proposes reforms aimed at reducing waste
and excess in health care spending. His primary suggestion is to
shift some of the compensation of health care providers away from
fee-for-service reimbursement and toward bonuses based on mea-
sures of health care quality. Still, Cutler makes no claim that these
reforms would mitigate the fiscal impact of his proposals to expand
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health care coverage. Instead, he states quite explicitly that we should
be prepared to dedicate more tax revenue to health care.

There are several problems with sacrificing the principle of afford-
ability. First, for the United States, sacrificing affordability would
mean moving even farther away than we are now from the expendi-
ture patterns of other industrialized nations. While almost no other
advanced country spends more than 10 percent of its GDP on health
care, the United States spends 15 percent. It would be comforting
to see more evidence of the cost-effectiveness of our health care
before we commit to increasing this share still further.

Second, many would argue that we have already gone too far in
this direction, and that further sacrificing affordability would worsen
our current problems. Our employer-provided private health insur-
ance system is already fraying. Largely because of health care costs,
firms’ cost of compensation is rising faster than inflation, even
though what workers take home in wages is not. In order to try to
limit health care costs, firms are hiring fewer full-time workers.
The proportion of the labor force covered by health insurance is
declining, as people are increasingly employed as independent con-
sultants, temporary workers, and other positions not under a corpo-
rate umbrella.

Government is finding it increasingly difficult to fund its major
health care programs: Medicare and Medicaid. Medicare spending
exceeds its dedicated tax collections, which means that Medicare
must be funded in part out of general revenues. This funding gap
threatens to grow rapidly over the next several decades. Medicaid
is taking an ever-rising share of state and federal budgets.3

Cutler has some persuasive arguments for the view that heroic,
expensive medical treatments often pay off. However, the combina-
tion of unfettered access and insulation provides little incentive for
cost-benefit analysis. The more funds that are made available from
third parties, such as government, the more gray area tests and
procedures will be performed for which the expected benefits are
less than the costs.

Removing Insulation

A final possibility would be to sacrifice the principle of insulation.
The idea would be to encourage more people to pay for more of
their health care out of pocket. Healthy middle-class families would
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control their own health care dollars and be responsible for more
of their own health care costs. Only the very poor and the very sick
would have health care paid for by taxpayers. Without insulation,
people would be expected to save for the health care that they
are likely to need as they age. Most seniors would neither receive
Medicare nor have their nursing home care paid for by Medicaid.
Instead, they would use a combination of savings and private insur-
ance to cover those needs.

Private insurance would more closely resemble catastrophic cover-
age. Most people would not make any health insurance claims in a
typical year. Rather, they would only file claims when they require
costly medical care. The government would provide cash or vouch-
ers to the poor to enable them to obtain health care. However,
government would not provide any assistance, either directly or
through subsidies, to people who have the means to pay for health
care themselves.

Removing the insulation that consumers have from health care
costs would change the way that health care decisions are made.
Doctors and patients would have to agree on the costs and benefits
of diagnostic procedures, rather than carrying them out as if there
were no cost. Under such circumstances, it might become acceptable
once again for an internist to say ‘‘wait and see’’ before referring a
patient to a specialist or ordering an MRI. With less health care paid
for by third parties, it would be possible to reconcile the principle
of affordability with the principle of unfettered access. Doctors and
patients would choose the diagnostic procedures and treatments
that they believe are cost-effective.

For an economist, it makes sense to sacrifice the principle of insula-
tion to promote unfettered access and affordability. The principle
of access unfettered by bureaucratic intrusion is consistent with
consumer choice, free trade, and other concepts that economists hold
dear. The principle of affordability also has an obvious economic
appeal. However, the principle of insulation has little or no economic
justification. In fact, I think that the task for economists, and for
Chapter 5 of this book, is to explain the high cost and dubious
benefits of catering to the principle of insulation.
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Here are seven key points to consider:

● The rise of premium medicine makes the issue of insulation
more significant than ever.

● True insurance would cover only large, unpredictable expenses,
and would provide long-term catastrophic coverage. Health
care plans that cover small and predictable expenses provide
prepaid routine care in addition to insurance.

● Insulation provides an incentive to overconsume health care
services in the gray area, where the service is not absolutely
necessary and may not be cost-effective.

● What we call ‘‘health insurance’’ is probably misunderstood by
consumers. For example, workers may not realize that their
take-home pay is reduced as employers pay for health
insurance.

● The high likelihood that the elderly will incur large medical
expenses makes it more of a predictable event and less of an
insurable one.

● Doctors are understandably comfortable with an insurance sys-
tem that reimburses them for procedures. However, this is prob-
ably not the best system of physician compensation.

● Changing from our current system to one of real health insur-
ance would be difficult. Congress would need to realign incen-
tives and remove some regulatory barriers.

Imagine one had something called ‘‘eating insurance.’’ Under such
a plan, whether the premiums are paid by the government, the
employer, or the individual, a person would not have to pay for
food at any restaurant. One could order whatever he or she wants,
and eating insurance would pay. This form of ‘‘insurance’’ is most
beneficial to restaurant owners. They can offer premium food, know-
ing that the consumer is insulated from the cost.
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What we think of as health insurance is similar. It does not really
serve the economic purpose of insurance. Instead, it acts as a cost
insulation system. There are many reasons why health ‘‘insurance’’
evolved this way in the United States.

The Blue Cross and Blue Shield programs, which inaugurated
health insurance in the United States, were in fact created mostly
for the benefit of health care providers.1 Hospitals and doctors were
able to obtain reliable payment from these prepaid health plans. Up
until 1950, the consumer need for health care insurance was minimal.
Health care could do much less, and so it cost much less. Open-
heart surgery, like many other expensive procedures, had not yet
been developed.

Today, the availability of expensive, premium medicine means
there is more that medicine can do for us. It also means there are
more potential costs to insure against. However, these genuine needs
are not met by what emerged as health insurance in the 1950s. Rather
than build on the legacy of cost insulation, we ought to start from
scratch and reinvent health insurance.

Insulation and the Gray Area

In the United States, consumers tend to be heavily insulated from
having to pay health expenses out of pocket. In 2002, Americans
paid for only 14 percent of their health care expenses directly, a
lower percentage than Japanese (16.5 percent) or Canadians (15.2
percent). The remaining 86 percent of U.S. health care spending was
covered by third parties (e.g., government and private insurance).

Among major industrial countries, only Germany (with 10.4 per-
cent of expenses paid for out of pocket) and France (with 9.8 percent)
went further than the United States in insulating consumers from
health care payments. Insulation of consumers from health care costs
is a feature of health systems around the world.2

Insulation affects the consumption of health care services that fall
in the gray area. As described in Chapter 2, a health care procedure
falls in the gray area if it has a positive benefit that nonetheless may
be less than the cost of the procedure. When a procedure falls in
the gray area, and a consumer is insulated from the cost of that
procedure, the consumer will elect to undergo the procedure. If the
consumer is not insulated from the cost, then the consumer may elect
otherwise. For example, a precautionary MRI might be undertaken if

52



Insulation vs. Insurance

insurance will pay for it, but the consumer might forgo the MRI if
it has to be paid for out of pocket.

Third-party payers, meaning insurance companies and govern-
ment health spending agencies, do not have a clear mandate to
police the gray area. On the one hand, third-party payers are entitled
to crack down on fraudulent billing practices and totally unnecessary
procedures—what I refer to as the ‘‘black region’’ of health care.
On the other hand, declining to pay for a procedure in the gray area
is much more problematic. Refusing to cover treatment that offers
small, positive benefits can cause friction with consumers and could
expose the payer to unfavorable publicity and/or a legal challenge.
Outside of the United States, it is more common for governments
to try to control gray-area medical procedures.

The rise of premium medicine makes the issue of insulation more
significant than ever. With advanced technology and skilled special-
ists abundantly available, there are more (and more expensive) gray-
area services. Consumer insulation means that there is no mechanism
in place to limit the demand for health care services to those that
are cost-effective. As noted in Chapter 5, there is no way to reconcile
insulation, affordability, and availability. Either supply has to be
restrained by a national health care budget, demand has to be
restrained by giving consumers less insulation from costs, or the
nation’s health care spending will grow unchecked.

What this chapter will show is that the goal of health insurance,
which is protecting consumers from the risk of financially crippling
health care expenses, might be achieved with much less insulation
of consumers from gray-area health care costs. That is, market forces
can be used to contain the growth in health care spending without
denying people access to necessary care.

Insurance and Risk Aversion

From an economic perspective, risk aversion is a valid reason for
people to pool their resources on health care. In any group of, say,
ten thousand people, chosen at random, perhaps only about one
hundred will develop unusually expensive ailments before age 65.
A risk-averse individual would be willing to join an insurance pool,
paying a small premium to be covered for a really large loss.

Risk aversion justifies insurance against expenses that are large
and infrequent. In cases such as fire hazard, only a few policyholders
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make claims. If health insurance worked the same way, then benefits
would rarely be paid out. Large but predictable expenses, such as
the cost of obstetrics for a normal baby, are not risks that can be
spread, so they are not insurable. Unpredictable expenses, such as
the cost of caring for a high-risk infant, are more properly considered
an insurable risk. Unpredictable but small expenses, such as the cost
of diagnosis and treatment for strep throat, are inappropriate for
insurance. Because the cost is low, even a risk-averse consumer
would not pay an insurance premium to protect against such
expenses.

Our current system of health insurance bears very little resem-
blance to a system that would be designed to satisfy risk aversion.
Many small and predictable expenses are paid for by both private
and government health care plans. At the same time, some of the
biggest medical risks that people face are not covered. When a health
plan administrator brags about the insurance at his or her company
or government agency, the examples that illustrate the quality of
the plan are often instances in which small expenses are covered:
payments for eyeglasses or routine dental exams, for example. Many
people seem to equate the concept of ‘‘good health insurance’’ to
the breadth of minor expenses that are covered by the plan.

People often find, however, that major illnesses can threaten them
with financial ruin. Under the current system of employer-provided
health insurance, losing one’s job may mean that a person is unable
to obtain insurance for a ‘‘preexisting condition.’’ Few people in
their 40s and 50s have long-term care insurance, even though a
major disability causes more economic hardship and is more of a
surprise at that age than when someone is in their 70s or 80s. Rational
risk aversion would lead to a very different form of health insurance
than what we observe today. Risk aversion would lead to a health
insurance policy that, like fire insurance, pays claims relatively infre-
quently but protects the consumer against severe catastrophe.

Health insurance with a high deductible, called catastrophic cover-
age, is one logical approach for protecting consumers from serious
risk. Economists have also considered more sophisticated forms of
insurance, such as insurance against being diagnosed with an expen-
sive disease, insurance against discovering that one’s genetic
makeup is likely to lead to costly illness, or insurance that protects
against an increase in the cost of renewing one’s insurance.3
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Insulation and the Law of Demand

The law of demand states that when the price of a good or service
falls, people consume more of it. The law of demand predicts that
if people are insulated from the cost of health care services, because
insurance will pay for them, then people will consume more of them.
Does the law of demand apply to health care? Some people say that
it does, some people say that it does not, and some people argue
both ways without recognizing the contradiction.4

One might doubt that the law of demand applies to health care.
It may seem logical that when you need health care, you obtain it
regardless of cost. When you do not need health care, you do not
waste time getting it, even if it is free.

In practice, however, this either-or distinction breaks down. With
individual health care decisions, it is often not the case that you
either need it or you don’t. In many instances, there is no clear line
between what is necessary and what is frivolous. As noted in Chapter
3, choices about diagnostic and treatment protocols can be quite
complex. Six months after heart surgery, how often should you be
seeing a cardiologist? Perhaps it is only necessary to have a follow-
up once a year. However, if it costs nothing, then you might prefer
to have a follow-up once a month. Sometimes a doctor thinks that
an MRI is unlikely to uncover anything, but it might be a sensible
precaution. The deciding factor can be whether the MRI is covered
by insurance or whether the patient will have to pay out of pocket.

Whether the law of demand applies to health care was tested in
a famous experiment by RAND. It assigned consumers to different
insurance policies, and then it compared the health spending deci-
sions of those who were more insulated from costs with the decisions
of those who were required to pay a share of their health care costs.
The conclusion was that ‘‘cost sharing reduced care but had little
effect on health.’’5

It can be argued that the law of demand is a bad thing in health
care. The concern is that consumers will forgo important health
procedures, especially preventive care, unless they are insulated
from its cost.

A realistic perspective is that the law of demand does operate in
health care. People spend less on health care when their own money
is involved. One might hope that they are unlikely to reduce spend-
ing on necessary acute care, and instead will reduce spending on
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optional services. When a consumer decides that the expected bene-
fits of a health care service are below its cost, then it is rational for
the consumer to forgo that service. However, that does not mean
that the expected benefits of the forgone service are zero. Forgone
health care services represent a real reduction in health care. What
standard economic analysis suggests, however, is that the resources
are better used somewhere else.

Nonetheless, there is evidence to suggest that charging patients
will cause some people to forgo necessary care.6 To me, this suggests
trying to make health care accessible at a low cost to the poor.
However, I have no policy prescription for the circumstance in which
people are sufficiently affluent to afford treatment but nonetheless
will forgo cost-effective health care if they have to pay for it.

Why Doctors Prefer Insulation
Doctors prefer to work in an environment in which they do not

have to charge patients for services. They would rather make their
best judgments about what the patient needs and be reimbursed for
their services by a third party. Of course, suppliers in other industries
would like to operate in a similar context. A restaurant owner would
prefer to serve diners who are on an expense account. The owner
can recommend the best food and wine, without having to take cost
into consideration.

From a doctor’s perspective, the ideal form of health insurance
would provide reliable payment without the doctor being second-
guessed by patients or insurance companies concerning the value
of a treatment plan relative to its cost. For this reason, doctors may
prefer insulation to real health insurance.

True Health Insurance
From an economic perspective, real health insurance would differ

from what we call health insurance today, in the following ways:

● Real health insurance would cover major expenses, not minor
ones.

● Real health insurance would be there when it is most needed—
for major, long-term illnesses.

● Real health insurance would be in force for long periods of
time. It would reduce or eliminate ‘‘renewal risk’’—the risk
that a consumer will not be able to afford to renew his or her
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health insurance policy.7 It would also give insurance providers
a stake in the long-term health of the consumer, leading insur-
ance companies to encourage consumers to obtain appropriate
checkups, exercise, and so forth.

True health insurance would be something like long-term cata-
strophic health insurance. That is, there would be a high deductible,
and both the deductible and the insurance coverage could span
several years.

There are many ways to address the problem of renewal risk.
For example, John Cochrane8 has suggested that a health insurance
contract could combine two forms of insurance: insurance that pays
for large expenses while the policy is in effect, and insurance that
pays for an increase in the individual’s expected future health care
expenses after the policy lapses. Thus, if I develop a long-term illness
that is going to drive up my future health care premiums, my current
policy would pay not just for my near-term health costs but also for
the long-term increase in premiums, either by not increasing my
premiums or by offering me a severance payment that would cover
my higher premiums with another insurer. While Cochrane’s analy-
sis shows that an ‘‘optimal’’ contract can be written to address
renewal risk, I believe that in practice the problem can be addressed
with an approach that does not require payments based on forecasts
of future insurance needs.

For example, suppose that my health care expenses follow the
pattern in Table 5-1. Each year I might obtain a five-year health
insurance policy with a deductible of $30,000. The premiums I pay
in the first year provide me with a five-year umbrella of coverage.
However, each year, I purchase another five-year umbrella, so that
I am covered by an overlapping set of five-year umbrellas.

The first year that I meet the five-year deductible is 2010. The
insurance policy that I paid for in 2006 would be responsible for
reimbursing me the $2,000 difference between my five-year expenses
in 2010 of $32,000 and the five-year deductible of $30,000. The insur-
ance policy that I paid for in 2007 (which might be from the same
company or a different company) would be responsible for the $1,000
difference between my five-year expenses in 2011 of $31,000 and
the $30,000 deductible. If my five-year expenses remain more than
$30,000 in 2012, then my 2008 insurance policy would make up the
difference.9
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Table 5-1
MULTIYEAR HEALTH INSURANCE POLICIES

Year Expenses Five-Year Expenses
2005 $2,000 —
2006 $5,000 —
2007 $5,000 —
2008 $4,000 —
2009 $10,000 $26,000
2010 $8,000 $32,000
2011 $4,000 $31,000

Most people under age 65 could obtain these sorts of long-term
catastrophic health insurance policies at reasonable rates. The high
deductible means that premiums could be low and consumers would
have more money to save for out-of-pocket expenses. Because no
one is in a position to be highly confident that they will avoid
catastrophic illness for five years, the potential problem of informa-
tion asymmetry—where patients know more about their future
health expenditures than insurers do—ought to be mitigated.

Even though each insurance policy would cover five years of
expenses, the consumer would have a sequence of policies in force
at any given time. The consumer obtains a five-year policy in 2005,
another five-year policy in 2006, and so on. That means that if the
consumer incurs a long-term illness starting in 2009, the fourth year
of the first policy, the consumer will not be bereft of insurance in
2011. In 2011, the policies obtained in 2006, 2007, and 2008 will still
be in force. Thus, even long-term illnesses would be protected against
the risk of not being able to renew one’s health insurance.

People with long-term, expensive illnesses, such as diabetes,
would still have difficulty finding affordable health insurance under
the scheme just proposed. There might be an alternative scheme
that provides better protection. Alternatively, there could be a sepa-
rate type of insurance that covers the event of being diagnosed
with long-term, expensive illnesses. Nonetheless, it could turn out,
particularly during a transition period from our current insulation-
focused system to a system of true health insurance, that people
with long-term illnesses may require government vouchers to enable
them to purchase health insurance.
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Figure 5-1
PERSONAL HEALTH SPENDING PER CAPITA BY AGE, 2002
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SOURCE: 2002 Medical Expenditure Panel Survey data.

Insurance, Insulation, and Age

Another way Americans have become accustomed to insulation
from health care costs is through Medicare. As with employer-pro-
vided health insurance, Medicare provides coverage that goes well
beyond the rationale for risk mitigation.

As people age, they require more health care. In the 2002 Medical
Expenditure Panel Survey (MEPS), overall personal health spending
per capita was $2,813. For people under age 45, the average was
$1,489. For people age 45–64, the average was $3,892. For people
age 65–74, the average was $6,688. For people age 75 and over, the
average was $8,398.10 Thus, we see clearly the pattern of spending
increasing by age. To the extent that everyone spends more on health
care as they get older, this is not an insurable risk. It is simply an
expense for which one must plan (see Figure 5-1).

In a sense, the elderly incur two types of health costs, which we
might call regular care and late-stage care. Regular care occurs as
long as people remain free of debilitating illness. Late-stage care
deals with terminal cancer, Alzheimer’s, and other diseases that
require full-time assistance, often in a nursing home. Unfortunately,
the odds of avoiding high late-stage health costs are not very good.
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As we live longer, the diseases that kill us tend to be more debilitat-
ing. Joanne Lynn and David Adamson write that ‘‘Americans will
usually spend two or more of their final years disabled enough to
need someone else to help with routine activities of daily living.’’11

Alastair Gray summarizes research suggesting that health care
costs are determined more by proximity to death than by age.12 This
is consistent with the view that the uncertainty regarding health
care costs among those over age 65 is more a matter of ‘‘when’’ than
‘‘if.’’ David Cutler and Richard Zeckhauser note that ‘‘Nearly 20
percent of people over age 85 are in a nursing home, compared to
about 1 percent of the population aged 65 to 74.’’13 To the extent
that this is so, insurance becomes quite difficult.

One person might be struck by a debilitating illness at age 70.
Another might be struck at age 90. In any given year, the variation
in spending could be high. However, after age 65, the variation in
lifetime health care spending may not be sufficiently high to create
a real insurance pool.

Geoffrey F. Joyce and colleagues have estimated that remaining
lifetime health expenditures for those who reach age 65 average
about $105,000.14 David Cutler comments on their paper as follows:

Why so much? There are two important reasons. First, virtu-
ally everyone winds up with some chronic disease ultimately,
and chronic disease is very costly. Even healthy people at
age sixty-five develop arthritis, suffer broken bones, or have
heart attacks. About half of people age eighty-five and older,
for example, have a limitation in either activities of daily
living (ADLs) or instrumental activities of daily living
(IADLs). People with one or two ADL limitations spend
twice what the nondisabled do annually. Second, death is
very expensive—more accurately, people get very sick before
they die, and being very sick is quite costly. Joyce and col-
leagues show that about one-quarter of lifetime medical costs
for the elderly occur in the last year of life.15

If high expenditures on health care before death are nearly inevita-
ble, then real insurance is not possible. How should these expendi-
tures be paid for? Current policy is that health care for the elderly
should be paid for by government, through taxes on working people.
The reasoning is approximately as follows:
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● The elderly need health ‘‘insurance.’’
● The elderly are not working, so they cannot afford insurance.
● Therefore, the government needs to step in and provide health

insurance to the elderly.

What this leads to is not really health insurance for the elderly.
Instead, the elderly are merely insulated from health care costs. As
inevitable as their high expenditures might be, the elderly do not
have to save for these costs, because of a social contract that says
that the health care of the elderly will be provided by taxes on those
who are working.

Remaining Lifetime Catastrophic Insurance
For people over age 65, the best form of health insurance might

be Remaining Lifetime Catastrophic Insurance (RLCI). One would
pay annual premiums for a policy with a very large deductible,
perhaps $50,000 or $100,000. The deductible would be met by cumu-
lative expenses incurred after age 65.

RLCI might work as follows. An individual between age 30 and
age 65 would save $1,600 a year. At an inflation- and tax-adjusted
interest rate of 3 percent per year, this would leave just over $100,000
at age 65. With an earlier start date for savings, the annual amount
needed to reach a goal of $100,000 would be lower. Other assets,
including home equity, could be used to amass this amount. An
individual retains $75,000 to pay for out-of-pocket expenses and
plans to spend $25,000 on premiums for RLCI with a lifetime deduct-
ible of $75,000. After having spent the $75,000 on health care
expenses, the individual’s insurance policy takes over and pays all
further expenses.

One challenge with offering RLCI is that changes in medical tech-
nology could have major effects. If a company sells RLCI to a cohort
that is age 65 today, and 10 years from now a really expensive
medical procedure becomes available that is demanded by many in
the cohort who have survived to that point, the insurance company
would face costs that are much higher than expected. In fact, David
Cutler has argued that this technology risk, because it is nondiversifi-
able, is one reason that we do not observe long-term contracts in
health insurance.16

In theory, the government could offer RLCI by changing Medicare
to a catastrophic insurance program. However, catastrophic insur-
ance can be less attractive to politicians than broad-based subsidies.
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Programs that offer frequent subsidies to large constituencies (e.g.,
prescription drug subsidies for seniors) are more popular than pro-
grams that provide more sporadic subsidies to smaller constituencies
(e.g., subsidies for catastrophic health expenses, which only a portion
of seniors will incur in any given year).

Insurance Reform
The examples of five-year cumulative health insurance and

remaining lifetime catastrophic insurance show that it is possible
for true health insurance to be workable. That is, we could have
health insurance that protects people against the cost of expensive
illness without insulating them against less costly medical bills.

Unfortunately, it would be a real challenge to get from here to
there. The legacy of insulation is embedded in government health
care programs, labor contracts, government policies that encourage
employer-provided health insurance, and state insurance regula-
tions that mandate coverage of specific services. In Chapter 8, I
offer a few suggestions that might allow true health insurance to
emerge instead.
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Here are four key points to consider:

● Using the Medical Expenditure Panel Survey (MEPS), we can
divide the population into the very poor, the very sick, and
neither.

● If government financing of health care were focused on the very
poor, government health care spending would be much lower
than is the case today.

● Private health insurance could pay the cost of insuring the
very sick (meaning those with catastrophic expenses) while
accounting for less spending overall than it does today.

● About half of medical expenses could be paid out of pocket by
people who are neither very poor nor very sick.

The idea of matching the health care funding system to needs is
very simple. The very poor and the very sick need help paying for
health care. The rest of us do not. The very poor need help paying
medical bills. People with expensive, permanent illnesses, such as
diabetes, also fall in this category. Support for the poor and the
permanently ill could come from private charity, but here I will
assume that it comes from government. I term as ‘‘very sick’’ people
who run into unusually large medical bills in a given year, but who
are not permanently ill. Catastrophic health insurance is the ideal
solution for dealing with the expenses that arise when someone
becomes very sick.

For people who are not poor and whose medical expenses are not
unusually large, paying for medical care out of pocket is reasonable.
Shifting responsibility to others only introduces administrative costs
and economic distortions.

To summarize, I propose the following approach for matching
funding systems to needs (see Table 6-1).

To analyze the allocation of the health care funding system to
needs, I will use the Medical Expenditure Panel Survey for 2002.
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Table 6-1
PROPOSED SOURCES OF HEALTH CARE FUNDING FOR

DIFFERENT POPULATIONS

Proposed Source for
Category of Needs Health Care Funding
The very poor and the Government

permanently ill

The very sick Private health insurance

Neither very poor nor very sick Out-of-pocket payments

MEPS uses a survey of roughly 35,000 Americans to extrapolate
medical expenditures for the entire noninstitutional population.
According to MEPS, for the population as a whole, the median level
of health care spending per capita was $663, and the mean was
$2,813. (Note that the mean is well above the median. This indicates
that the distribution is skewed, which suggests a potential for insur-
ance.) Total spending was $811 billion.

Ideally, we would like to use lifetime income and lifetime health
expenditures to assess poverty and sickness. However, the MEPS
panel of respondents changes each year, so that it is not possible
to use a multiyear definition of ‘‘very poor’’ or to distinguish the
permanently ill from the very sick. I will instead use annual income
and annual health expenditures. The definition of ‘‘very poor’’ will
be individuals with family incomes at or below the poverty line in
2002. In the MEPS, this would be extrapolated to 35.6 million people.
This is not the best definition of ‘‘very poor’’ for a variety of reasons,
primarily because incomes fluctuate from year to year. It also does
not include assets. A long-term measure of poverty would be more
accurate, but then the MEPS was not constructed with that in mind.

For the very poor, median health care spending in 2002 was $372
and the mean was $2,985. Note that the mean is above the national
average, although the median is not. Total health care spending
among the poor was $106 billion. The MEPS shows that of that $106
billion, the poor paid $14 billion out of pocket and had another $14
billion paid by private health insurance. Both figures are surprisingly
high, particularly the out-of-pocket payments.

The fact that the median level of health care spending by the poor
is below the national median may indicate that the poor spend too

64



Matching Funding Systems to Needs

little on preventive care. Suppose that per capita health care spend-
ing on the poor rose by $200, which would bring the median spend-
ing for the poor more in line with the national median. That would
increase health care spending on the poor by $7 billion to $113
billion. One could argue that matching the funding system to needs
would require government to spend this much on the poor.

The definition of ‘‘very sick’’ changes with age. For individuals
under age 65, median health care spending in 2002 was $506, and
the mean was $2,137. For individuals age 65 and over, the median
was $3,337 and the mean was $7,509. The fact that the ratio of the
median to the mean is higher for the elderly (0.44) than for the
nonelderly (.024) suggests that high health care costs are less of an
insurable event for the old than for the young.1

In Chapter 5, I proposed long-term catastrophic insurance, with
a deductible of $30,000 for the nonelderly and a deductible of $75,000
for the elderly. Because the MEPS data only cover one year, in this
chapter I need to adapt the idea to one year of spending. Here, I
use an annual deductible of $5,000 for the nonelderly and $20,000
for the elderly.

Suppose that government were to pay for all health care spending
for the poor and that everyone under age 65 obtained a catastrophic
health insurance policy with a $5,000 deductible, and everyone age
65 or older obtained a policy with a deductible of $20,000. Then,
using the MEPS data, there is $811 billion of total spending. (As
noted earlier, this total is less than the amount in the National Health
Accounts, with the largest portion of the discrepancy due to the fact
that MEPS omits the expenditures of many who are in nursing
homes.) Table 6-2 shows the proposed division of expenditures.

Table 6-3 compares the actual sources of expenditure with the
proposal in Table 6-2, by category. Format is actual/proposed.2

Figure 6-1 visually depicts how the sources of health care funding
would change for each category of patient.

The result of aligning funding sources to needs would be as fol-
lows: reduce the government share of health care spending on the
noninstitutional population from 40 percent to 13 percent; reduce
the share of health care spending on the noninstitutional population
accounted for by private health insurance from 41 percent to 31
percent; increase the share of health care spending paid for out of
pocket from 19 percent to 56 percent.
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Table 6-2
PROPOSED DISTRIBUTION OF HEALTH CARE SPENDING FOR

DIFFERENT POPULATIONS BY SOURCE, 2002

Very Not Not
Poor Very Poor Very Poor Total

65� 65� �65 �65

Not Not
Very Very Very Very
Sick Sick Sick Sick

Population
(millions) 35.6 3.9 28.5 21.1 t199.2 288.3

Sources of Spending ($billions)

Government $106* $0 $0 $0 $0 $106

Private insurance $0 $71 $0 $183 $0 $254

Out of pocket $0 $59 $109 $105 $178 $451

Total $106 $130 $109 $288 $178 $811
SOURCE: Medical Expenditure Panel Survey, 2002, and author’s calculations.
*As noted previously, perhaps this figure ought to be $113 billion, if we
assume the poor are not receiving enough health care.

Aligning funding sources to needs in this way would have a
number of advantages:

● The financial strain on government would be greatly reduced.
● The system of employer-financed health insurance, which is

becoming harder to sustain, would be relieved.
● A larger share of medical care would be paid for out of pocket,

which would increase the incentive for consumers to evaluate
the cost-effectiveness of care.

● Savings would increase, because people would be saving for
health care and health insurance in their old age, rather than
counting on Medicare.

● The poor would pay less out of pocket than they do today.
Those who believe that the poor underconsume health care
would argue that this will lead to better decisions on the part
of the poor. It is possible, however, that this would lead the

66



Matching Funding Systems to Needs

T
ab

le
6-

3
D

IS
T

R
IB

U
T

IO
N

O
F

H
E

A
L

T
H

C
A

R
E

SP
E

N
D

IN
G

FO
R

D
IF

FE
R

E
N

T
P

O
P

U
L

A
T

IO
N

S,
B

Y
SO

U
R

C
E

,

A
C

T
U

A
L

V
E

R
SU

S
P

R
O

P
O

SE
D

,
20

02

V
er

y
P

oo
r

N
ot

V
er

y
P

oo
r

N
ot

V
er

y
P

oo
r

T
ot

al
%

A
ge

ca
te

go
ry

65
�

65
�

�
65

�
65

H
ea

lt
h/

ca
te

go
ry

V
er

y
Si

ck
N

ot
V

er
y

Si
ck

V
er

y
Si

ck
N

ot
V

er
y

Si
ck

P
op

u
la

ti
on

(m
ill

io
ns

)
35

.6
3.

9
28

.5
21

.1
19

9.
2

28
8.

3
10

0

So
u

rc
es

of
Sp

en
d

in
g:

A
ct

u
al

/
P

ro
po

se
d

($
bi

lli
on

s)

G
ov

er
nm

en
t

$7
8/

$1
06

$1
03

/
$0

$5
4/

$0
$7

1/
$0

$1
9/

$0
$3

25
/

$1
06

40
/

13

P
ri

va
te

in
su

ra
nc

e
$1

4/
$0

$1
8/

$7
1

$2
2/

$0
$1

78
/

$1
83

$9
9/

$0
$3

31
/

$2
54

41
/

31

O
u

t-
of

-p
oc

ke
t

$1
4/

$0
$9

/
$5

9
$3

3/
$1

09
$3

9/
$1

05
$6

0/
$1

78
$1

55
/

$4
51

19
/

56

T
ot

al
$1

06
$1

30
$1

09
$2

88
$1

78
$8

11
10

0
SO

U
R

C
E

:
M

ed
ic

al
E

xp
en

d
it

u
re

P
an

el
Su

rv
ey

,2
00

2,
an

d
au

th
or

’s
ca

lc
u

la
ti

on
s

67



CRISIS OF ABUNDANCE: RETHINKING HOW WE PAY FOR HEALTH CARE

Figure 6-1
SOURCES OF NONINSTITUTIONAL HEALTH SPENDING,

CURRENT VS. PROPOSED

Government

74%

Private
Insurance

13%

Out-of-Pocket

13%

Government

100%

Very Poor (current)

Very Poor (proposed)
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Figure 6-1
SOURCES OF NONINSTITUTIONAL HEALTH SPENDING,

CURRENT VS. PROPOSED, cont.

Government

79%

Private
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14%

Out-of-Pocket
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Private
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Very Sick (proposed)
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Figure 6-1
SOURCES OF NONINSTITUTIONAL HEALTH SPENDING,

CURRENT VS. PROPOSED, cont.

Government

50%

Private
Insurance

20%

Out-of-Pocket

30%

Out-of-Pocket

100%

Not Very Poor, 65 and Older,
Not Very Sick (current)
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Not Very Sick (proposed)
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Figure 6-1
SOURCES OF NONINSTITUTIONAL HEALTH SPENDING,

CURRENT VS. PROPOSED, cont.

Government

25%
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Figure 6-1
SOURCES OF NONINSTITUTIONAL HEALTH SPENDING,

CURRENT VS. PROPOSED, cont.

Government
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Figure 6-1
SOURCES OF NONINSTITUTIONAL HEALTH SPENDING,

CURRENT VS. PROPOSED, cont.

Government

40%
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poor to overconsume health care in the gray area. There is also
the important issue of designing assistance to the poor in a way
that does not induce dependence on government and discour-
age recipients from helping themselves.

One would hope that reducing third-party payments would lead
to lower spending. However, this analysis takes the current level of
spending as given. Some health care plans, such as that proposed
during the first term of the Clinton administration, presume unspeci-
fied savings in health care spending. Certainly, there is nothing
wrong with reducing waste in health care. However, I believe that
it is more prudent to propose a health care financing system that
assumes the same level of spending undertaken currently.

Practical Policy Approaches
Compared with our current health care finance system, a system

that matches funding to needs would offer less comprehensive health
insurance and more catastrophic coverage. It would also replace
Medicare with personal savings, means-tested government support,
and perhaps government-provided Remaining Lifetime Cata-
strophic Insurance.

The government could take a number of steps to encourage a shift
from comprehensive health insurance to catastrophic coverage. The
catastrophic insurance I have in mind is a five-year policy with a
cumulative deductible. Over the five-year term of the policy, the
consumer might be responsible for 100 percent of cumulative
expenses below $15,000, 50 percent of expenses between $15,000
and $30,000, and none of the expenses beyond that. The insurance
company would pick up the remainder. Call this the Model Policy.

As another alternative, health insurance companies could offer
policies that work like some forms of automobile insurance: if you
develop an ailment, a claims adjuster could come out, do a ‘‘damage
assessment,’’ and send you a check. Policies that work like this
currently are being marketed as ‘‘critical care’’ insurance.3

In order to eliminate Medicare, I would recommend an approach
that phases out Medicare through graduated increases in the age of
eligibility. People born in 1950 (meaning that they are 55 in 2005)
might have their eligibility left unchanged. People born in 1980
would not be eligible for Medicare at all. For people born between
1950 and 1980, the age of eligibility would increase by six months for
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each year they were born after 1950. Thus, someone born in 1970
would be eligible for Medicare at an age 10 years older (age 75) than
someone born in 1950 (age 65).

To replace Medicare, government policy should encourage more
saving. Savings accounts to pay for health care after age 65 should
be tax-favored, and perhaps mandatory. For example, as young
workers are phased out of Medicare, their Medicare payroll taxes
might instead be directed toward health savings accounts. Govern-
ment could monitor the market for Remaining Lifetime Catastrophic
Insurance. To the extent that portions of the elderly population are
unable to obtain such coverage, government could provide it.

Summary
The goals of providing health care to the poor and providing

economic security to those with high medical expenses can be
achieved with much less government spending on health care than is
done today. Better alignment of health care financing to needs would

● Reduce the burden of health care on state and federal budgets
in which the rapid growth of Medicaid and Medicare has out-
stripped tax collections and will otherwise require large tax
increases.

● Increase the proportion of spending for which consumers pay
directly, rather than collectively through insurance and taxes,
thereby improving the incentives for consumers to spend on
health care wisely.
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7. Markets and Evolution

Here are four key points to consider:

● The traditional defense of markets is that they are an efficient
way to allocate a given set of resources.

● The defense of markets that I find more compelling is that they
facilitate innovation by forcing failed innovations and obsolete
processes to disappear.

● The ‘‘learning paradigm’’ view of markets sees innovation by
trial and error as the most valuable economic process. Govern-
ment intervention tends to be inimical to such innovation.

● If government takes over health care, then special interests,
particularly doctors and other medical suppliers, will steer regu-
lations to maintain their incomes.

As noted in Chapter 4, American cultural expectations will have
to change to rein in health care costs. If we place health care supply
under the direction of a national government budget, then Ameri-
cans’ expectations for availability and unfettered access to health
care will be thwarted. If we go in the other direction, encouraging
market forces to control health care, then that means removing much
of the insulation from health care costs to which most Americans
have become accustomed.

I believe that it would be better to move in the direction of decen-
tralized markets than in the direction of a national health care budget.
I think it would be better to challenge Americans’ cultural preference
for insulation than to challenge our cultural preference for unfettered
access. My reason is that over time market systems evolve, improve,
and discard failed methods. Government-run systems tend to stag-
nate and adapt less readily.

Markets are conducive to evolutionary improvement. Govern-
ment empowers those who want to resist change. For me, this is the
most compelling reason to allow markets to play a significant role
in paying for health care. As I see it, we do not know how to achieve
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an optimal allocation of resources in health care. However, we can
improve an imperfect system through gradual, trial-and-error learn-
ing. That learning takes place more easily when political forces are
held in check.

Three Views of Markets

One may draw a contrast between three views of markets:

● A noneconomic view is that competition is wasteful, profits are
an unnecessary evil, and government will run industries more
efficiently and fairly.

● The standard paradigm in economics looks at equilibrium out-
comes of a market economy and compares those outcomes with
outcomes of government intervention.

● Another economic paradigm looks at the process of growth
and change.

The Noneconomic View

Historical experience provides little support for the noneconomic
paradigm. State-run industries tend to be inefficient. They allocate
capital unwisely. They generate shortages in some areas while they
waste resources in others.

The noneconomic view of drug companies is that without profits
and advertising they would have more money to spend on drug
discovery. The economic view is that the money to spend on drug
discovery comes from the expectation of earning a return. Without
advertising and profits, there is no return on investment and no
drug discovery.

The noneconomic view of health insurance companies is that com-
petition produces unnecessary cost and overhead. When there are
many companies, each firm spends resources on functions that dupli-
cate those of other firms. The economic counter-argument is that
duplication occurs in any industry with multiple suppliers, but the
advantages of competition typically outweigh the disadvantages of
duplication.

Equilibrium Economics

Standard economic analysis is based on the concepts of optimiza-
tion and equilibrium. Optimization means that individuals seek to
maximize their well-being. Equilibrium is a ‘‘resting place’’ toward
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which the economy moves as a result of optimization. In equilibrium,
firms have maximized profits and consumers have maximized their
well-being, subject to the constraints of available resources and to
the competitive behavior of one another. The standard approach to
economic analysis of public policy is to compare the likely equilib-
rium with and without the policy.

The equilibrium paradigm could be described as a board game.
With each turn, consumers and firms make choices based on the
constraints that they face. When all apparent opportunities for mutu-
ally profitable exchange among all parties are exhausted, we declare
that we have reached equilibrium and the turn ends. Then, we pick
from a pile of ‘‘disturbance’’ cards. A card might read ‘‘A country
that was previously closed to trade now opens up,’’ or ‘‘The govern-
ment raises the tax on gasoline,’’ or some other disturbance. Then
a new turn begins, consumers and firms make new choices, and we
reach a new equilibrium. For example, in health care, one disturbance
card might read, ‘‘The government subsidizes health insurance to
everyone.’’ How does the resulting equilibrium compare with one
in which the government provides no health insurance?

The standard analysis would say that with government-subsi-
dized health insurance, the amount of health insurance will be higher
than if there were no subsidy. That in turn will raise the demand for
health care above what it would have been otherwise. The quantity of
services consumed and the price of health care services will be higher
than would be the case without the subsidy.

The standard paradigm can be used to illustrate potentially unde-
sirable outcomes in health care markets. In particular, once insurance
coverage expires for someone with a chronic illness, it may be prohib-
itively expensive for that person to obtain new health insurance.
Overall, the standard economic paradigm raises the question of how
well private health insurance can protect the poor and the sick.

The Learning Paradigm

The final economic paradigm looks at the process by which the
economy evolves and the standard of living grows over time. This
might be called the ‘‘learning economy’’ paradigm, because it
describes the economy as a learning mechanism. This paradigm was
articulated by economists Joseph Schumpeter and Friedrich Hayek.
The fundamental economic question in the learning paradigm is
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how we came to be so rich relative to our ancestors. I like to use
the example, based on the calculations of Brad DeLong, of the fact
that if one measures productivity in terms of bags of flour that can
be obtained with three days’ labor, one can produce more than 400
times as much today as we did 500 years ago.1

The value of average per capita output in the United States now
is an order of magnitude higher than that of medieval Europe or
that of the poorest countries today. This is not because we have
allocated a fixed amount of resources to yield a better equilibrium.
Rather, it reflects the combination of (1) better scientific and technical
knowledge with (2) an institutional framework that encourages
applying science and technology to improve economic performance.
That institutional framework includes property rights and decentral-
ized market-based decisions.

We did not achieve these spectacular increases in our standard
of living by reallocating what was known in 1500. Instead, it was
exploring the unknown, trial-and-error, and the millions of discover-
ies and adaptations involved in that exploration that led to the
production techniques and consumer goods and services that are
available today. As the economy learns and adopts the better meth-
ods, we go from an inferior set of production techniques to a superior
one. How to achieve this transition is a different problem from that
of allocating a known set of resources.

The basic issue of what causes prosperity to emerge is not a
question of how trading opportunities play out among a given array
of goods. Instead, it is a question of how innovation takes place or
does not take place and how institutional factors affect that process.
Markets are part of the institutional framework that is conducive to
sustained improvements in economic performance. That is because
market competition rewards productive innovations, while forcing
misguided innovations and obsolete methods to be discarded.

The standard economic paradigm is focused on static efficiency.
From that perspective, markets serve to allocate resources, but this
allocation is optimal only under a narrow and implausible set of
assumptions, including perfectly informed consumers and unlimited
competition among suppliers. Most real-world markets possess fea-
tures that make them unlikely to produce such an optimum, even
after all opportunities for profitable trades are exhausted.

When market conditions are imperfect, the standard paradigm
may be used to analyze the ‘‘market failure.’’ For example, in health
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care, consumers have imperfect information concerning the quality
of advice that their doctors are providing, which makes it difficult
for them to compensate doctors for quality of service. By taking a
sufficiently optimistic view of government’s ability to correct such
‘‘market failures,’’ one can become quite expansive about the scope
for government involvement in the economy.

In contrast, the learning paradigm is focused on change. If govern-
ment takes over a function from the private sector, it might immedi-
ately eliminate a problem with the private-sector outcome on the
basis of the equilibrium paradigm. However, any improvement is
likely to be short-lived. Innovators no longer have the ability to
challenge obsolete processes through competing products and
services.

The learning paradigm sees innovation by trial and error as the
most valuable economic process, and government intervention tends
to be inimical to such innovation. Even when the market is producing
unsatisfactory outcomes, my view is that eventually innovators will
come along with better ideas. In that way, the market’s errors tend
to be self-correcting. Government’s errors tend to perpetuate and
to deepen.

Bureaucracies tend to resist innovation. In fact, in a corporate
setting, that is their function. The corporation will be bombarded
with proposals from other companies trying to establish business
relationships. The corporation’s own middle managers have many
ideas for new projects that require time and capital. How can a
company sift through all of these possibilities? The answer is bureau-
cracy. A corporation that tried to implement everyone’s ideas would
be like a venture capital firm that funded every business plan with
which it was presented. Instead, the bureaucracy, which so frustrates
every middle manager and every salesman who struggles to win a
corporate account, is absolutely necessary to limit the company to
undertaking a manageable, promising set of innovations.

All large organizations learn to resist innovation, even though
individuals within those organizations may be highly creative. Occa-
sionally, radical innovations emerge from a Bell Labs or a Defense
Advanced Research Projects Agency or another large organization.
However, those are exceptions. Bureaucracy is designed to limit
experimentation, and government organizations tend to be particu-
larly bureaucratic and change-resistant.
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However, simply being large and bureaucratic is not the chief
problem with government. The main way that government impedes
innovation is by siding with those who are threatened by innovation.
The incumbents in an industry always look to government for protec-
tion. When their wishes are granted, economic progress is thwarted.

When one sees a sector in the economy that lags in economic
performance, in relation either to other sectors or to similar sectors
in different countries, chances are that incumbent protection is at
the root of the problem. In the United States, the biggest cost
increases are in industries where government combines protection of
incumbents against competition with subsidized demand. In health
care, for instance, government regulates the practice of medicine.
This is done in the name of consumer protection, but often it serves
the purpose of walling off licensed professionals from competition.2

Once government takes over an industry, any innovation must
pass through the political process. However, politics is dominated
by interest groups, whose focus is on maintaining their incomes. In
the case of health care, organizations such as the American Medical
Association, which represent the interests of providers, are better
organized than consumers to influence the political process.

In the noneconomic view, government represents ‘‘us’’ and private
firms represent ‘‘them.’’ Thus, nationalizing an industry is a triumph
of the general interest over special interest. In the learning economy
paradigm, private interests are held in check by other private inter-
ests. All forms of private economic advantage are temporary, as
there are incentives for other private firms to compete with or inno-
vate around firms that obtain market power. In the learning economy
paradigm, nationalizing an industry slows the learning process,
because it weakens consumers, strengthens special interests, and
tends to solidify the status quo.

Future Challenges

The paradigm of what Schumpeter called ‘‘creative destruction’’3

and economic growth is increasingly relevant in the turbulent envi-
ronment of health care in the 21st century. My reading of history is
that rapid change cannot be managed centrally. Instead, what Hayek
called ‘‘competition as a discovery procedure’’4 is better suited to
navigating a rapidly changing technology landscape. Easy entry and
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exit of firms will ensure that good ideas succeed and resources are
released from failed or outmoded processes.

The rise of premium medicine in the past 30 years has put a
strain on our existing health care finance system. Today’s ‘‘crisis of
abundance’’ reflects increased specialization of medical skills along
with the application of new technology relative to what was available
30 years ago. Assuming that the pace of change remains at least as
high going forward, any reform that is designed to fit the health
care of 2005 may be totally inappropriate for the health care of 2020
or 2030. Within 20 years, we may see

● Nanomedicine—the use of tiny devices that target small areas
within the body

● Treatments tailored to genetic profiles
● Neuromedicine—the increased use of drugs and electronic

devices to treat diseases of the brain and enhance mental
performance

● Gene selection and/or replacement for newborns
● Telemedicine—diagnosis and treatment from a remote loca-

tion—largely replacing in-person care

New health care technologies challenge boundaries in health care.
For example, the boundary between what is an inevitable malady
and what is a treatable illness shifts as new therapies emerge. The
boundary between therapy and enhancement is also a moving line.
Depression is much more widely diagnosed and treated today than
it was even 20 or 30 years ago. Being in the lowest percentile for
height is now considered a justification for hormone therapy to raise
a youngster’s physical stature. In the not-too-distant future, people
probably will expect to be cured of social shyness, poor memory,
unsatisfactory athletic ability, and so on.

To the extent that we want to foster adaptability to rapid techno-
logical change, it makes sense to maintain a large role for the private
sector, with government limited to supporting basic research. For
applied research and development, forces of competition maintain
the pressure on private-sector systems to adapt to new realities.
Firms that persist in obsolete processes will eventually lose money
and go out of business. In contrast, government-controlled systems
are much less capable of discarding failed models.
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8. Policy Ideas

The growth of premium medicine poses a number of challenges. In
this chapter, I offer some policy suggestions to meet those challenges.
Some of these recommendations have been discussed in earlier chap-
ters. They are not detailed legislative proposals. They are intended
instead to be ideas for consideration.

1. Try to shift gradually the burden of health care spending for
the elderly away from government and back to individuals.
Policies to do this include the following:
● Gradually raise the age of eligibility for Medicare.
● Encourage health savings accounts.
● Reduce incentives for those with means to use Medicaid to

pay for nursing home care.
● Encourage more careful evaluation of the costs and benefits

of medical procedures.
● Establish a Medical Guidelines Commission to coordinate

research and recommendations for medical protocols.
2. Encourage innovation and efficiency in the market for health

insurance.
● Treat employer-provided health insurance as taxable income,

or at least put a cap on the amount of health insurance
benefits that may be provided tax free.

● Eliminate barriers to offering health insurance policies across
state lines.

● Eliminate barriers to offering cumulative catastrophic health
insurance, event-based insurance, or other potential solutions
to the problem of illnesses with long-term expense profiles.

3. Encourage innovation in the provision of medical care by dereg-
ulating the health care sector.
● In order to achieve integration of health care data, the health

supply system probably needs to evolve toward single-point
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accountability. If accountability for the patient’s overall treat-
ment remains diffuse, then information systems are unlikely
to improve.

● Licensing restrictions on health care supply might be eased.

The Elderly
Insulating the elderly from health care costs is very popular, but

very expensive.

● As of 2005, the payroll taxes for Medicare are less than the
benefits being paid for hospitalization under Medicare. Over
the next 75 years, Medicare expenditures are projected to grow
faster than dedicated revenues. The present value of Medicare’s
deficits over those 75 years is $29.9 trillion.1 That is more than
five times the size of the projected deficits for Social Security.2

● In 1970, the average enrollee could expect to spend 16 years on
Medicare. Because longevity has increased while the eligibility
age remained fixed, this has lengthened to 18 years today and
is expected to lengthen to 20 years by 2030.3

● Medicare spending is less than three percent of GDP today,
but it is projected to increase rapidly, to 9.25 percent of GDP
by 2050.4

The federal government has also attempted to calculate the present
value of all future unfunded liabilities (not stopping at 75 years).
The total, including the major entitlement programs, is about $81
trillion. The largest component by far is Medicare, with a present
value unfunded liability of more than $68 trillion.5

The elderly also have a significant impact on the budget for Medic-
aid. It is estimated that in fiscal year 2003, about one-third of Medic-
aid’s budget went for long-term care. That is, total Medicaid spend-
ing was $275.5 billion. Long-term care spending was $95.9 billion.
Nursing home spending alone was $44.6 billion. By comparison,
regular inpatient hospital spending in Medicaid was $36.1 billion .6

To prevent spending on health care for the elderly from swallow-
ing most of the federal budget and a dangerously high share of
GDP, Medicare and that portion of Medicaid that pays for long-
term care need to be scaled back. In an earlier chapter, I pointed
out that providing real health insurance to the elderly does not
require paying all of their medical expenses. I suggested a combina-
tion of personal saving and Remaining Lifetime Catastrophic
Insurance.
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I propose a gradual transition away from Medicare and Medicaid
toward private savings and appropriate insurance. In Chapter 7, I
suggested phasing out Medicare by gradually raising the age of
eligibility. I sketched a proposal for Remaining Lifetime Catastrophic
Insurance that could protect the elderly from extraordinarily high
health care expenses. Medicaid’s eligibility rules for long-term care
reimbursement need to be restructured. As it stands today, two
people who enjoy healthy working lives and make different choices
concerning consumption and saving receive perverse rewards. The
spendthrift obtains Medicaid coverage for a nursing home, and the
saver must pay entirely out of pocket.

Instead of our current approach, health savings accounts ought
to be encouraged. Perhaps they should be mandatory, so that every
individual will have at least $100,000 in savings in 2005 purchasing
power by the time he or she reaches age 65. As noted earlier, the
goal of $100,000 can be reached by saving $1,600 per year between
age 30 and age 65, and can be augmented by other assets.

Medical Guidelines Commission

Chapter 5 discussed why health providers might prefer insulation.
The current health care finance system tends to insulate both con-
sumers and doctors from having to consider the cost of treatment,
in part because of the way that physicians are paid. In the United
States, the primary method is reimbursement for procedures. There
is virtue in this approach. The consumers who require the most time
and effort from doctors are the very sick. Reimbursing doctors for
procedures ensures that they have an incentive to treat the sick,
rather than attempt to ‘‘skim the cream’’ by only seeing healthy
patients.

The problem with compensating doctors for procedures is that
it does not provide an incentive to make treatment cost-effective.
Procedures that have little or no bearing on the outcome may be
just as reimbursable as essential health care. On the other side of
the coin, errors of omission, in which health care providers fail to
provide procedures that would be consistent with best practices,
also do not adversely affect providers’ incomes. In fact, errors of
omission can often increase providers’ incomes.7 In short, compen-
sating health care suppliers on the basis of reimbursement for proce-
dures does nothing to promote quality.
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The idea of compensating health care providers on the basis of
quality has received increased attention in recent years. A number
of initiatives are under way in many countries to try to implement
‘‘evidence-based medicine.’’ In the United States, Medicare and
many private plans have initiatives under way dubbed ‘‘pay for
performance.’’8 Compensation based on quality would be easy to
implement—if it were simple to measure quality. In practice, it is
the measurement problem that is the most difficult. Probably the
most useful indicator of quality would be a measure of a health care
provider’s adherence to best practices. Doctors who regularly follow
best practices should be rewarded more highly than doctors who
frequently fail to follow best practices.

As noted in Chapter 3, it takes statistical and economic analysis
to determine what constitutes best practice. Perhaps under a health
care system in which more expenditures were paid out of pocket,
consumer demand for information would be sufficient to induce
private companies to undertake the necessary data-gathering and
analysis. However, this might be a situation in which a ‘‘public
good’’ market failure could arise due to difficulties a private firm
might have in keeping the information it gathers from being freely
redistributed by others. In any case, under our existing health care
finance system, with consumers largely insulated from medical
expenses, there is not sufficient incentive for consumers to concern
themselves with costs and benefits.

Accordingly, I would recommend that the government charter a
Medical Guidelines Commission that would undertake the research
and analysis needed to develop guidelines for best practices. The
commission would incorporate the expertise of medical practitioners
and also that of statisticians and economists.

The United Kingdom has a similar sort of commission called the
National Institute for Health and Clinical Excellence. The institute
is particularly powerful under the health care system in Britain,
where the National Health Service makes spending decisions subject
to government budget rules.

In the United States, the commission’s guidelines would be influ-
ential but not dictatorial. The commission might offer guidelines as
to when to order an MRI for lower back pain, or for how frequently
a patient with a particular heart condition ought to be seen by a
cardiologist. Today, these sorts of decisions are made on the basis
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of habit and convenience, rather than on the basis of evidence. To
minimize the effect that guidelines might have on reducing the
doctors’ ability to choose the treatment they think is best, the com-
mission would have to strike a balance that allows for flexibility. In
circumstances where a number of treatment options are reasonable,
the guidelines should reflect this.

Patients and doctors would be free to make choices that deviate
from the guidelines. However, health insurance policies might be
designed to use the guidelines to set expectations for the cost of
treatment, so that if a more expensive treatment is chosen, only a
portion (or none) of the additional cost would count toward meeting
the deductible. Thus, just as consumers in some health care plans
have to pay more if they go with an ‘‘out of plan’’ provider, they
might have to pay more if they seek an ‘‘out of guideline’’ treatment.
Medicare and other insurers experimenting with pay for perfor-
mance would use the guidelines to influence compensation. They
could provide a basis for penalizing errors of omission as well as
errors of commission.

Finally, guidelines might serve to make medical malpractice suits
less arbitrary. Physicians would have clearer signals about what is
standard medical practice, and courts could use guidelines as one
factor in establishing a standard of care.

The idea of a commission to oversee and evaluate research on the
costs and benefits of medical protocols has been proposed before.
For example, Victor Fuchs, in the policy journal Health Affairs, wrote
in October 2004:

Given the rapid rate of introduction of new medical techno-
logies and the consequent rapid growth of health spending,
there is urgent need for a large, private, nonprofit institution
to assess the cost-effectiveness of various interventions. It
must have a large, steady source of funding and be as free
from political and professional pressures as possible. Its pri-
mary function would be to help develop and disseminate
systematic knowledge about the cost-effectiveness of medical
technologies, including drugs, diagnostic procedures, and
surgical interventions. Its second important function would
be to provide legitimacy for the cost-effective practice of
medicine. Many directors of health plans and many physi-
cians know that they could be practicing in a more cost-
effective way, but they are inhibited from doing so by fear
of malpractice suits and by pressure from patients and peers.9

89



CRISIS OF ABUNDANCE: RETHINKING HOW WE PAY FOR HEALTH CARE

Earlier, in the Winter 2003 issue of the Brookings Review, Fuchs
and Alan M. Garber had written:

We recommend creating a National Center for the Assess-
ment of Medical Technologies, with an annual budget of $1
billion, financed by a small levy (less than one-tenth of 1
percent) on all health care spending. The National Center
would sponsor and conduct research and serve as a reposi-
tory for diverse data and health information. It would help
develop and disseminate systematic knowledge about the
effectiveness and value of medical technologies, providing
the information that health care providers and patients need
to make decisions about when to use both new and estab-
lished technologies.10

My own recommendation would be for a gradual evolution
toward a well-funded, permanent commission. In the meantime, a
pilot program would provide a more cautious approach. The Medi-
care pay-for-performance initiative, referred to earlier, might serve
as such a pilot.

It would be important to keep the commission independent of
political pressures. Consumers and pharmaceutical companies are
protesting a recent decision by the United Kingdom’s National Insti-
tute for Health and Clinical Excellence.11 If the process is politicized,
then that undermines the goal of measuring costs and benefits objec-
tively. For that reason, a private-sector approach would be prefera-
ble. As noted previously, a private market for research on the cost-
effectiveness of medical practices is more likely to emerge under a
regime in which consumers are less insulated from health care costs
than they are today.

Remove Distortions in Private Health Insurance

To economists, catastrophic health insurance makes more sense
than conventional health coverage. We believe that consumers will
be more careful about how they spend on health care if more of their
low-dollar payments are made out of pocket. Real health insurance
would protect people against the costs of expensive illnesses, not
against everyday medical bills. Of course, consumers may prefer
comprehensive insurance that pays all bills, regardless of size and
regardless of overall spending. People should not be denied the
right to purchase such insurance.
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My policy recommendation concerning health insurance is that
government should not tilt the balance in favor of one type of cover-
age. Government distorts the insurance market, because regulations
and tax policy encourage insulation over insurance. Employer-pro-
vided health insurance is not counted as taxable income. This pro-
duces a number of distortions. It makes health insurance relatively
less expensive for people who work for large companies than for
those without access to employment-based insurance. It also encour-
ages people to take income in the form of health insurance, which
in turn encourages them to take forms of health coverage that are
more comprehensive and more costly than catastrophic coverage.

Some reformers are concerned solely with creating a ‘‘level playing
field’’ between those who do and do not have access to employer-
sponsored insurance. In that case, providing a tax deduction for
individuals to obtain health insurance is an option. However, it
could extend the distortion that favors excessive health coverage.
The concern I have is that the tax subsidy creates an incentive to go
beyond catastrophic health insurance. If employer contributions to
health insurance were treated as income for tax purposes, then no
one would have a tax incentive to obtain excessive health coverage.
The choices that people make would not be distorted.

A less radical approach would be to cap the amount of tax-free
income that individuals may receive in the form of health insurance.
Health economist Robert B. Helms suggests:

For example, if the cap were placed at $6,000 per year, an
employer providing a policy costing $8,000 would have to
report $2,000 as taxable income for the employee. . . . The
primary rationale for a tax cap is that it would remove the
present open-ended incentive for employees, unions, and
employers to keep adding tax-free health benefits relative to
taxable wages. Primarily, this would give both firms and
insurance companies stronger incentives to design more cost-
effective policies.12

Helms points out that a cap on tax-free health benefits could be
phased in gradually. In addition, if the cap were indexed to overall
inflation (but not to health care inflation), then it would tend to
become more binding as the relative cost of health care rises. As the
cap becomes more binding, that increases the incentive for workers
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to choose catastrophic health insurance or other cost-effective
policies.

Health insurance is part of interstate commerce, but different laws
and regulations make it difficult or impossible to offer the same
policy to consumers in different states. If consumers were able to
shop for health insurance in any state, that might solve the problem.

Finally, regulators should not impede health insurers from offer-
ing innovative forms of coverage. For example, critical-care insur-
ance, which provides lump-sum payments to people diagnosed with
particular illnesses, is a promising innovation. In contrast to insur-
ance that reimburses doctors for procedures, critical-care insurance
would appear to require lower claims-processing costs and to main-
tain the incentive to choose treatment in a cost-effective manner.

Single Point of Accountability

When it comes to my checking account, my bank provides a single
point of accountability. All checks that I write go through my bank.
The bank’s records of my financial transactions are definitive.

With a few exceptions, such as Kaiser Permanente or the Veterans
Administration, there is no single point of accountability in health
care. Once a patient leaves a hospital, that hospital’s responsibility
for that patient’s continued well-being is minimal. The primary care
physician has little or no accountability for care that takes place
outside his or her office. The patient might self-refer to a specialist
without informing anyone else who is involved in his or her
health care.

Medical records are scattered in different locations and in different
file formats. This leads to redundant clerical work and can even
contribute to errors in treatment. It also is a contributing factor in
the absence of usable information for consumers to compare doctors.

Health care’s weak information systems should not be viewed as
an isolated problem. In my career in business, I never saw a signifi-
cant discrepancy between the way a business process was organized
and the way its information systems performed. That is, I never saw
a poorly functioning information system attached to a well-planned
business process, or vice-versa. It is my belief that the driving factor
in information systems is business organization. Business processes
get the information systems they deserve.

What this view means for health care is that the fragmented charac-
ter of patient records ought to be viewed as a symptom of problems
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with the business process, rather than as the fundamental cause of
such problems. I suspect that the systems are fragmented because
health care supply is fragmented.

Health maintenance organizations (HMOs), because they encom-
pass a broad range of services, are in a position to provide something
closer to single point of accountability. They are more likely to
have modern, effective information systems. If a single point of
accountability offered substantial improvements in health care effi-
ciency, then one would expect HMOs to offer superior value per
dollar in health care. If that were the case, consumers might be
switching to HMOs at a more dramatic rate than what we observe.

Overall, I am skeptical that government—or a private entrepre-
neur—can ‘‘fix’’ the information systems in health care if the business
remains fragmented. My guess is that attempts to standardize and
computerize patient records will prove more costly and less benefi-
cial than their proponents forecast. First, the issue of fragmented
accountability must be addressed. However, it is not clear how
government policy can contribute to moving health care in the direc-
tion of a single point of accountability. If there is a way for govern-
ment to use pilot programs or experiments to stimulate standardiza-
tion of medical records, then that might be a reasonable approach.
As with the Medical Guidelines Commission, I would prefer to see
a small pilot program first, rather than a commitment to a large
program without having had a chance to experience the pitfalls of
a concept.

Licensing Restrictions
Another possible source of inefficiency comes from government

licensing restrictions and related regulations. If there is a shortage
of, say, physical therapists, it is difficult for the market to remedy
the shortage because of the many hurdles to obtaining a license.
Professional regulation in medical care appears to be carried out in
the interests of suppliers who wish to restrict competition. Con-
sumer-oriented regulation instead would rely more on disclosure
and less on restricting people’s choices. That is, those who wish to
practice physical therapy without all of the education requirements
would be permitted to do so, with disclosure of the gaps in their
training. The courts would continue to protect patients from willful
or negligent harms.
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Conclusion

Government may not have a solution for the ‘‘crisis of abundance’’
in health care. Government is part of the problem in that it spends
scarce tax resources on the affluent elderly, rather than staying
focused on providing for the health care needs of the poor. Policies
that encourage employer-provided health insurance at the expense
of individual insurance, and policies that encourage comprehensive
health coverage instead of true health insurance, also drive up costs
and increase the proportion of income that is devoted to health care.

The policy ideas presented here are more for illustration than for
implementation. They show the general direction that is warranted
by an economic analysis of our health care system, but they are not
meant to be legislative proposals.

The goal of this book is not to offer a package of solutions. It is to
raise the level of understanding of the realities, issues, and tradeoffs
pertaining to health care policy. My biggest concern today is that
the ratio of signal to noise in most health care policy discussions is
quite low. Until the quality of analysis improves, health care policy
will get worse rather than better.
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