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Preface to the Second Edition

A great deal has happened since the Cato Institute published the
first edition of Healthy Competition in 2005. The most obvious change
was the Democratic takeover of Congress following the 2006 mid-
term elections. No sooner had the election results been calculated
than Sen. Hillary Clinton (D-N.Y.) announced that Democrats would
once again make health care reform a top legislative priority. ‘‘Health
care is coming back,’’ Senator Clinton said, adding, ‘‘It may be a
bad dream for some.’’1

No one knows for certain what the new Democratic majority has
in mind. But initial proposals regarding Medicaid and the Medicare
prescription drug program are certainly steps in the direction of
more government control over the medical marketplace. Rep. Pete
Stark (D-Calif.), the new chairman of the Ways and Means Commit-
tee’s Subcommittee on Health, introduced a bill calling for the cre-
ation of a Canadian-style single-payer system, as did Rep. John
Dingell (D-Mich.), the new chairman of the Energy and Commerce
Committee. In the Senate, Sen. Edward Kennedy (D-Mass.), perhaps
the Senate’s leading advocate of government-run health care, is the
new chairman of the Health, Education, Labor and Pensions Com-
mittee. Many freshman Democrats also have called for some form
of nationalized health insurance.

At the same time, many Republicans have abandoned their sup-
port for free markets. In Massachusetts, then-governor Mitt Romney
(R) signed a law requiring all state residents to purchase health
insurance and creating a regulatory scheme resembling the failed
1993 Clinton health care plan.2 Meanwhile, in California, Gov.
Arnold Schwarzenegger (R) put forward an even broader plan for
universal coverage that would require individuals to purchase cov-
erage, require employers to offer coverage, dramatically expand
the state’s Medicaid program, and increase taxes on health care
providers.3 Despite the tax increases on Californians, taxpayers in
other states would pay more than three-fourths of the cost of Gover-
nor Schwarzenegger’s plan.4

ix
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HEALTHY COMPETITION

Yet, there have also been positive developments. Consumer-
oriented health care plans continue to make inroads. For example,
more than six million Americans now have health savings accounts
(HSAs). And Congress recently liberalized some of the regulations
surrounding HSAs, allowing account holders to make greater tax-
free contributions.

Perhaps even more important, President George W. Bush has
proposed a ‘‘standard health insurance deduction’’ that would elimi-
nate the tax disparity between employer-provided and individually
purchased health insurance. We discuss this proposal in Chapter 5
and conclude that it would be a dramatic improvement over HSAs.
Variations of this proposal have long been recommended by serious
health economists from across the political spectrum. Indeed, the
president’s proposal mirrors many aspects of the ‘‘large HSAs’’
concept we introduced in this book’s first edition. For a sitting presi-
dent to advance such a dramatic proposal marks a significant break-
through in the debate over health care reform.

Why is health care reform receiving so much attention? Not only
do the problems we described in 2005 persist, but many have deep-
ened. Private health insurance grows more expensive. The cost of
government health programs continues to climb and to threaten
future generations with a crushing tax burden. The quality of medi-
cal care continues to suffer. Consumers still have precious little
control over their health care dollars and decisions.

Indeed, health care reform is poised to be a dominant issue in the
2008 presidential campaign. Early contenders for the Democratic
presidential nomination have unanimously agreed that the next
president should push for universal health insurance. Candidates
such as former senator John Edwards (D-N.C.) and Gov. Bill Richard-
son (D-N.M.) advanced specific reform proposals as early as
March 2007.5

It is our hope that this updated edition of Healthy Competition can
inform that debate and give reformers the tools they will need to
make health care of ever-increasing quality available to an ever-
increasing number of Americans.

Michael F. Cannon
Michael D. Tanner

x
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Foreword
George P. Shultz

We begin with a riddle. What country’s health care system offers
the best health services in the world, is constantly criticized for not
being accessible enough, and yet is so accessible that overutilization
is leading to runaway costs? The first part reveals the answer could
only be America. The remainder gives the contours of a paradox
that vexes policymakers year in and year out. Welcome to health
care, American-style. Untangling these apparent inconsistencies is
an essential step in gearing our health system to the emerging mod-
ern world.

What are some of the characteristics of this modern world? For one
thing, increased longevity, aging baby boomers, and new medical
technologies presage greater use of medical care. Take demography.
Our population’s age structure is changing. The baby boomers are
about to start moving into the over-65 category, while longevity
keeps increasing. We are getting older as well as healthier, or maybe,
because we are healthier, we are getting older. Nevertheless, the
older we are, the closer we are to death, and a disproportionate
share of health care spending comes toward the end of a person’s
life. Moreover, innovation enables modern medicine to satisfy needs
that yesterday went unmet, which draws more resources into the
health sector.

These trends are colliding with a health care system that already
encourages overutilization. To a greater degree than even our neigh-
bors to the north, Americans rely on someone else to pay for their
health care—a tradition that had its inception in the World War II
era. Employers needed workers, and the only enticement they could
offer that was not subject to wartime wage and price controls was
health benefits. Providing health insurance was a no-brainer for
employers, but no one should be surprised that when the marginal
cost of health care approaches zero, utilization skyrockets.

xi
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HEALTHY COMPETITION

Entitlement programs add fuel to the fire. For example, Medicare
is essentially ‘‘free’’ fee-for-service health care for the elderly.
Seniors, even the well-to-do, pay few if any copayments. Dr. John
E. Wennberg of Dartmouth has been studying regional variations
in Medicare health care claims since 1967 and, more recently, their
effects on health outcomes. Wennberg shows that about one-third
of all health care purchased by Medicare is unnecessary—and some
is possibly harmful. Life expectancy is no greater in regions that
receive more intensive medical care, and Medicare surveys find that
their quality of care is no better. A summary of Wennberg’s research
concludes: ‘‘The difference in lifetime Medicare spending between
a typical 65-year-old in Miami and one in Minneapolis is more than
$50,000, equivalent to a new Lexus GS 400 with all the trimmings.’’
Such large inefficiencies suggest we could maintain—or even
improve upon—current levels of productivity at a much lower
cost. How?

America’s health care system needs to give consumers more
responsibility and more control over their health care expenditures.
Many authoritative studies show that consumer control can reduce
costs drastically without any negative impact on health outcomes.
The RAND Health Insurance Experiment demonstrated that as
copayments increase, utilization goes down but health outcomes
stay the same. (Read more about this experiment in Chapter 4 of this
fascinating book.) The consumer-directed health care movement—
with health savings accounts at the helm—is already hard at work
ascertaining how to provide patients greater value for the dollar.
The Cato Institute played a leading role in bringing health savings
accounts to workers, and this new option is growing in popularity
every day. In these pages, Michael Cannon and Michael Tanner
build on that tradition and show that expanding health savings
accounts can give consumers control over all of their health care
dollars.

Consumer-directed health care has its detractors. Do consumers
care enough to become informed? Do they have the capacity to
understand health alternatives and to make intelligent choices?

Overwhelmingly, the evidence answers in the affirmative. Ordi-
nary Americans are increasingly on the ball when it comes to their
health. In fact, markets are already recognizing and meeting consum-
ers’ demand for accessible health care and more health information.

xii
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Foreword

For example, in some retail stores, nurse stations with basic equip-
ment can provide you with quick diagnoses of ordinary problems
for a small fee. WebMD, an online resource of medical information,
receives an average of 889,000 visitors daily. Forrester Research
reports that baby boomers are better educated and more affluent
than previous generations, and are considerably more comfortable
with technology. These rising seniors are using the Internet en masse
for health and leisure activities. European consumers too are increas-
ingly likely to seek health information online.

Accustomed to serving themselves on retail and media sites, con-
sumers hunger for useful online content and comparative evaluation
tools from their health care providers. A growing wave of health
care consumerism among young, health-conscious individuals is
setting the stage for consumer-directed health plans (CDHP). Plans
that are slow in developing a CDHP risk losing healthier, engaged
consumers to rival plans. The more of a stake consumers have in
their spending decisions, the better informed and the more demand-
ing they will be.

Yet America needs more than just health savings accounts. To
carry the health care debate on its next lap, America first needs a
clear, well-informed, and well-reasoned analysis of the apparent
paradox of its health care system. And it needs an agenda for reform
that respects the wonders that modern medicine has developed and
the creative market processes that deliver them. On the following
pages, Cannon and Tanner offer proposals that would further tap
the power of markets to make health care more valuable and more
affordable. That makes Healthy Competition essential reading.

xiii
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Introduction: What Can Competition
Do for Patients?

Health care in the United States is not what it should be. For one
thing, it seems to grow less affordable each year. Official reports
tell us that prices for medical care consistently rise faster than prices
for nonmedical items. In particular, health insurance premiums are
rising faster than both inflation and earnings, and are thus taking
up a growing share of family budgets. Without health insurance,
families risk enormous medical bills in the event of serious illness
or injury. Yet tens of millions of Americans have no health insurance,
either because it has become too expensive or isn’t worth the price.
Government spending adds a number of very large (if somewhat
hidden) items to the nation’s health care bill.

The burden of paying for health care is only part of the problem.
It also seems that health care quality is not always as high as it
should be. America is a leader in medical innovation. Many Ameri-
cans receive the best care available anywhere in the world, and
many foreigners visit America to take advantage of cutting-edge
medicine. However, a surprising number of patients receive substan-
dard care. Substandard treatment can actually increase costs—both
the costs associated with prolonged illness and the costs of additional
care. Uneven quality—high quality in some areas, lower quality in
others—seems to persist over time, in part due to a lack of informa-
tion on providers and services. Employers, insurers, and government
officials are just now beginning to take notice of the fact that substan-
dard care may be partly responsible for rising health care costs.

Furthermore, patients seem to be losing control over their health
care decisions. Health care is not like other goods and services. It
exists to extend life and reduce pain. Many patients would value
being able to make their own health care decisions, with the advice
of their doctors, more than they value being able to choose their
own cars, car insurance, or computers. Yet Americans have fewer
choices when it comes to health insurance than they do with car

1
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HEALTHY COMPETITION

insurance. Employers have been making decisions about Americans’
health insurance for as long as anyone can remember. Government
also makes many health insurance decisions for consumers, particu-
larly senior citizens. In recent years, employers and insurance com-
panies have begun making what amount to treatment decisions as
well. Managed care probably does eliminate some unnecessary costs.
But patients resent the lack of choice this entails, and doctors resent
the intrusion on their professional judgment. Impediments to patient
choice crop up in other corners of the medical marketplace, such as
laws that prevent terminally ill patients from choosing their own
courses of treatment.

These are vexing problems. Quality, affordability, and choice seem
to present tradeoffs: getting more of one seems to involve getting
less of the others. On the one hand, employers, insurance companies,
and government can set limits on what treatments they will cover.
This may eliminate low-quality care. But it also reduces patient
choice and would sometimes block access to necessary care. On the
other hand, if patients are given free rein, what’s to prevent them
from overutilizing the health care system or choosing low-quality
care and imposing costs on everyone else?

How can high-quality health care be made affordable, without
sacrificing patient choice? That is a question asked over and over
again in health policy circles. It underlies debates over health insur-
ance, prescription drugs, primary and preventive care, hospital care,
and aid to the poor. And it has stumped policymakers in Washington
and the state capitols for generations. The thesis of this book is that
the way to find solutions to the vexing problems of America’s health
care system is through a competitive market process. We do not
claim to know any particular solution to these problems. We do,
however, propose a method of discovering them.

Why Competition?

Competition is a tool for finding answers we don’t have. At the
beginning of each baseball season, opinions run strong about which
club has assembled the strongest team. But we do not know, and
will not know, which team is the best until the regular season,
playoffs, and World Series winnow the field to one. (Even then,
there can be passionate disagreement over the result. That is why
we have next season.) Competition puts to the test both the product

2
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Introduction

(the ball club) and people’s opinions (‘‘The Cubs will win the pennant
this year—I guarantee it’’).

If we had answers instead of just opinions, competition would be
unnecessary. As the late Nobel laureate Friedrich Hayek wrote, ‘‘In
sporting events . . . it would be patently absurd to sponsor a contest
if we knew in advance who the winner would be.’’1 The reverse is
also true: it would be silly to hang a gold medal on someone because
we believe she is the fastest runner. Without a race, how could we
know? It is the race that gives us the answer; the contest tells us
what we want to know.

The same is true of scientific discovery. It would make little sense
to ordain that Newtonian physics is the only way to understand the
universe and to forbid competing theories. Nor would it make sense
to allow only one person or school to offer and test such theories.
What if the ordained theory or scientists were wrong? And how
would we know whether they were wrong without allowing others
to offer criticism and alternative theories? In science, the truth
emerges in time through a competitive process. ‘‘Competition,’’
Hayek explained, ‘‘must be seen as a process in which people acquire
and communicate knowledge.’’2 Competition is how society
acknowledges that it does not have the information it wants, and
demonstrates that it is serious about discovering it.

Competition plays a special role in economics, including health
care. Scientific discovery typically pursues immutable, unchanging
facts. Economic competition searches for information and answers
that are constantly changing. What is the best way to lower the price
of health care and increase quality? How many doctors does the
United States need? Or hospitals? Or magnetic resonance imaging
(MRI) machines? In what parts of the country are these most needed?
What should the prices be for MRI services? Can some tasks that
are usually performed by physicians be performed as reliably by
other medical professionals? What is the best way to ensure that
drugs are safe and effective? Where should drug manufacturers
focus their research? The answers to these questions change con-
stantly as technological advances, demographics, and other factors
produce changes in available resources and societal needs.

As a result, Hayek argued, finding the answers to economic ques-
tions is an ongoing process requiring constant experimentation and
learning. Unlike a footrace, economic competition never quite arrives

3
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HEALTHY COMPETITION

at a final answer. It keeps revealing the new ‘‘best’’ answer in an
ever-changing world. Economic competition is not merely the bustle
of greedy businessmen trying to make a buck, although it certainly
can be that. More important, Hayek wrote, it is ‘‘a discovery proce-
dure’’ that constantly provides and adjusts information that we
cannot know, and therefore cannot use, without a competitive
process.3

What has to be in place for market competition to provide us with
these answers? First and foremost, market competition requires a
wide pool of competitors and potential competitors, including entre-
preneurs with new ideas. Finding the answers to the prior vexing
questions requires capturing and using knowledge as diverse and
dispersed as

● whether patients are waiting too long to see specialists in
Tallahassee,

● what type of health coverage matters most to the near-elderly
in Spokane, and

● how to make primary care hassle-free.

These bits of information—and ideas on how to use them—are
scattered across vast numbers of people. Therefore, individuals must
have maximum latitude to apply their knowledge and ideas to meet
these changing needs. Open competition gives entrepreneurs that
latitude, and thus calls forth information and ideas from all corners.
That suggests that competitive health care markets should have low
barriers to entry, and that entrepreneurs should have the flexibility
to experiment with new ideas.

Second, a competitive market needs some mechanism to evaluate
each producer’s ideas and efforts. Such a mechanism is most useful
if it constantly feeds information to each producer about how much
value she is providing consumers. The obvious feedback mechanism
is consumers themselves.

Information about available health care resources is dispersed
among millions of producers and potential producers. Likewise,
information about what consumers value is stored in the minds of
hundreds of millions of consumers. Allowing consumers to make
their own health care decisions is a way of capturing and conveying
that information. When consumers are free to choose the health care
services they want, that information is transmitted to both favored

4
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Introduction

and disfavored producers through the customer’s purchasing deci-
sion. Individual choice is particularly important when we consider
that different people have different values. When economic decisions
are made by a mechanism other than individual choice, many con-
sumers’ preferences will go unnoticed and their needs unmet.

Having consumers weigh different options against one another
is a necessary part of discovering what consumers value. If consum-
ers can choose only one of two options, they will choose the one
that provides them the most value. That information is then captured
and used by producers. But if patients have their freedom of choice
taken away, or are allowed to consume medical care for ‘‘free,’’
things change. In such cases, the market cannot learn what they value
most. If they face no tradeoffs, they likely will consume medical care
that they do not value very much. Those resources are then not
available to meet other social needs. A competitive health care mar-
ket needs consumers who are free to choose from competing options
and who face tradeoffs among competing options.

When these conditions of a competitive market are met, individual
choice actually promotes lower prices and higher quality. Since con-
sumers desire both, they will naturally choose the combination of
health insurance and medical services that gives them the best mix
of both. When innovations come along that provide greater value—
that is, higher quality and/or lower prices—consumers will gravi-
tate toward those new options. The result is a market process that
makes health care of ever-increasing quality available to an ever-
increasing number of consumers.

Unfortunately, when it comes to health care, government has long
behaved as if it knows all the answers. Through laws and regulations,
it has claimed that it knows the best way to provide medical care
for workers in their retirement. It has picked one form of private
health insurance that should be favored before all others. It claims
that it knows the only way to protect the public from unsafe medical
technologies, and that it knows the best way to finance medical care
for the needy.

Year after year, government continues to choose ‘‘winners’’ in the
medical marketplace. Each time it does, it hampers the competitive
process that reduces costs and increases quality. People often claim
that government must step in because a particular question is too
important to be put to the test of competition. (Often, the same

5
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HEALTHY COMPETITION

people have a personal interest in what they claim is the ‘‘right’’
answer.) Nonetheless, even when entry, innovation, consumer
choice, and market valuation are hampered, competition relentlessly
tries to break through its restraints.

Competition and Health Care
The evidence is all around us. In markets where consumers are

free to choose from numerous producers, competition reduces prices
and makes products of ever-increasing quality available to an ever-
increasing number of consumers. Michael E. Porter of Harvard Uni-
versity and Elizabeth Teisberg of the University of Virginia write,

In healthy competition, relentless improvements in processes
and methods drive down costs. Product and service quality
rise steadily. Innovation leads to new and better approaches,
which diffuse widely and rapidly. Uncompetitive providers
are restructured or go out of business. Value-adjusted prices
fall, and the market expands. This is the trajectory common
to all well-functioning industries—computers, mobile com-
munications, banking, and many others.4

However, they continue,

Health could not be more different. Costs are high and rising,
despite efforts to reduce them, and these rising costs cannot
be explained by improvements in quality. Quite the opposite:
Medical services are restricted or rationed, many patients
receive care that lags currently accepted procedures or stan-
dards, and high rates of preventable medical error persist.5

Porter’s and Teisberg’s description of health care markets is accurate,
although not uniformly. In health care markets where consumer
choice and competition are free to operate, they deliver higher qual-
ity and lower prices just as they do in other markets.

Consider drugs, for example. A study by University of Pennsylva-
nia economist Patricia Danzon found that prices for generic drugs
are typically lower in the United States than in eight other advanced
nations, while over-the-counter drugs are ‘‘considerably cheaper’’
in the United States. Danzon attributes that to ‘‘the relatively unregu-
lated, more competitive structure of the U.S. market.’’6 Although
Danzon finds that pioneer drugs are more expensive in the United
States (at least while under patent), a study by Tufts University finds

6
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Figure 1
AVERAGE PRICE FOR LASIK SURGERY, 1999–2004 (ONE EYE)
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SOURCES: Market Scope Research, Bureau of Labor Statistics, and authors’
calculations.

that when multiple drugs are approved for the same indication,
competition dramatically lowers the cost of those drugs as well.
Cholesterol-lowering statins introduced in 2003 cost 45 percent less
than those introduced 10 years earlier. Anti-hypertensive drugs
introduced in the mid-1990s cost 72 percent less than those intro-
duced in the early 1980s.7

Cosmetic surgery is another area where choice and competition
deliver higher quality and lower prices. In that market, patients pay
directly and therefore must weigh the costs and benefits of each
procedure. As a result, inflation-adjusted prices have fallen every
year from 1992 to 2001.8

Patients also weigh the costs and benefits of laser eye surgery,
another highly competitive market where prices have fallen dramati-
cally. As Figure 1 demonstrates, the average price for Lasik surgery
in 1999 was about $2,100 per eye. Within two years, it had fallen to
less than $1,600 per eye.9 Many patients pay less.10 The price of
refractive surgery dropped even more relative to overall inflation
and medical inflation. Were Figure 1 to adjust for quality improve-
ments—a driving factor behind recent price increases—it would

7
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HEALTHY COMPETITION

show that average prices have fallen even more dramatically. It is
also notable that these falling prices occur despite the fact that more
than 80 percent of Lasik patients search for an experienced surgeon
with a strong reputation, rather than just the lowest price.11

Consumer choice and competition are even making urgent medi-
cal care more accessible. In a growing trend,12 hospitals in such
countries as Argentina, Barbados, Costa Rica, India, Malaysia, Singa-
pore, and Thailand are competing with hospitals in countries with
long waits for treatment or high health care costs. In 2003, an esti-
mated 150,000 foreign patients traveled to India for medical care.13

For example,

● In 2004, North Carolinian Howard Staab had no health insur-
ance when his doctor told him he needed open-heart surgery.
Durham Regional Hospital told Staab the procedure would cost
$200,000. Instead, Staab flew to New Delhi where Dr. Naresh
Trehan—formerly a professor at New York University Medical
School—performed the operation at Escorts Heart Institute and
Research Center for less than $10,000.14

● Tom Raudaschl, a mountain guide and Canadian resident suf-
fering from osteoarthritis, found he would have to wait as many
as three years for a hip resurfacing operation in Canada or pay
$21,000 for the procedure in the United States. Apollo Hospitals
in Chennai, India, performed the operation for less than $5,000.15

The same choice spared Terry Salo of British Columbia a painful
year’s wait for hip replacement surgery.16

● Robert Beeney, ‘‘a 64-year-old real estate consultant from San
Francisco,’’ paid $6,600 for a hip joint resurfacing in Hyderabad,
India. The procedure was not covered by his health insurance
and would have cost him $25,000 at home.17

● To obtain coronary bypass surgery from the National Health
Service in his native England, 73-year-old George Marshall
would have had to wait more than six months. At a private
British hospital, the procedure would have cost him $38,000.
Marshall commented, ‘‘At 73, I don’t have the time to wait . . .
Six months could be the rest of my life.’’ Instead, Marshall
underwent surgery in Bangalore, India. The total cost including
travel expenses was $8,400. Marshall remarked that under Brit-
ain’s NHS, ‘‘you are just a number,’’ while at Bangalore’s Wock-
hardt Hospital, ‘‘you are a person.’’18

8
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Foreign hospitals aggressively compete with each other (and U.S.
hospitals) on the basis of price and quality. Apollo promises what
one report describes as ‘‘First World health care at Third World
prices.’’19 Cardiac and orthopedic surgeries often cost one-fifth to
one-quarter the U.S. price, more than enough to cover the cost of
airfare and lodging (which some hospitals will arrange).20 In Indian
hospitals, orthopedic procedures cost one-fourth, and cataract sur-
gery can cost one-tenth, the price in U.S. hospitals.21 Dr. Trehan
claims that Escorts charges $60 for an MRI, compared with $700 in
New York.22

Trehan also claims his Escorts Heart Institute and Research Center
posts lower death rates from heart surgery than New York-Presbyte-
rian Hospital, where former president Bill Clinton received bypass
surgery. The reason? ‘‘Our surgeons are much better.’’23 A British-
trained pediatrician in India’s Apollo Hospitals commented,
‘‘Nobody even questions the capability of an Indian doctor, because
there isn’t a big hospital in the United States where there isn’t an
Indian doctor working.’’24

International competition is also lowering the cost of processing
health insurance claims, interpreting the results of diagnostic tests,
and conducting clinical trials for new drugs.25

Here at home, competition delivers similar results—where it can
be found. A study by Stanford University economists Mark McClel-
lan (now the head of Medicare and Medicaid) and Daniel Kessler
found that in the 1990s ‘‘competition among hospitals was unambig-
uously welfare-improving.’’ Compared with less competitive mar-
kets, the cost of treating heart attack patients in competitive hospital
markets was lower, readmission rates were lower, and survival rates
were higher. The authors found that ‘‘competition had the potential
to improve [heart attack] mortality by 4.4 percent’’ and suggested
that competition likely produced similar benefits in other areas of
hospital care.26

In a subsequent study, Kessler and Jeffrey Geppert found that
greater competition between hospitals leads to a better match of
resources to needs. Severely ill heart attack patients receive more
intensive care in competitive hospital markets than they do in less
competitive markets, and those treated in less competitive markets
‘‘have significantly worse health outcomes.’’ When it comes to less
severely ill heart attack victims, however, something changes. Those
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patients receive more intensive treatment in less competitive markets
than they do in more competitive markets. Yet the added expense
produces no improvement in health outcomes.27 Kessler and Gep-
pert’s findings suggest that competition eliminates unnecessary costs
and moves resources to avenues where they are needed and where
they will deliver results.

In these examples, competition is lowering prices and improving
quality. Why are these successes the exception and not the rule? The
answer is that in America’s health care sector, a dense thicket of
laws and regulations disables the competitive process that produces
such outcomes. Government discourages patients from shopping
for value and encourages them to disregard costs. It pays doctors
and hospitals according to volume with no regard to quality. It
restricts the choices available to patients and blocks competition
among providers of medical goods and services. Through tax policy,
subsidies, and regulation, government reduces patients’ freedom to
choose, reduces competition, and obstructs the market processes
that deliver higher quality at lower prices.

Even where competition can be found in America’s health care
system, Porter and Teisberg argue, much of it takes place at the
wrong level. Instead of providers competing for patients, one finds
health plans, hospitals, and provider networks competing for the
business of bureaucracies that purchase care on behalf of patients.
A major report by the Federal Trade Commission and Department
of Justice confirms that competition in the U.S. health care system
is badly hampered:

Competition has affected health care markets substantially
over the past three decades. New forms of organization have
developed in response to pressures for lower costs, and new
strategies for lowering costs and enhancing quality have
emerged. Nonetheless, competition remains less effective
than possible in most health care markets, because the prereq-
uisites for fully competitive markets are not fully satisfied.28

The agencies recommend encouraging patients to become more pru-
dent health care consumers; realigning the self-interest of providers
with patients’ interest in low-cost, high-quality care; reducing gov-
ernment barriers to competition among medical professionals and
facilities (e.g., hospitals); removing barriers to interstate competition;
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targeting government subsidies directly to patients; and reducing
regulations that increase the cost of health insurance.

Many take America’s high and rising health care costs as a sign
that health care is a special case in which consumer choice and
competition do not work. Stanford University’s Alain Enthoven has
written, ‘‘A free market does not and cannot work in health insurance
and health care . . . If not corrected by a careful design, this market
is plagued by problems of . . . market failure.’’29 Yale University
professor George Silver, who was deputy assistant secretary for
health under former president Lyndon B. Johnson, writes, ‘‘Today’s
dysfunctional health care system is a palpable example of the lessons
that come from our national obsession with markets at all costs.’’30

Yet this view fails to account for the pervasive influence of govern-
ment in the U.S. health care sector, and how that influence stifles
market competition. According to Danzon, ‘‘Government is more
pervasive in health care than in almost any other industry.’’31 By at
least one measure—the share of expenditures financed directly by
patients—health care in the United States is more socialized than
in other nations with explicitly socialized health care systems. Gov-
ernment directly finances health care for more than one-quarter of
the U.S. population (77 million people in 2003),32 or nearly half
of all health expenditures. It heavily influences all other medical
expenditures, sets prices and other terms for countless health care
transactions, and prevents many exchanges and arrangements that
would benefit both parties, either through outright prohibitions or
by refusing to uphold contracts. Columbia University law professor
William Sage notes that many have ‘‘ignored this reality and
indulged the belief that U.S. health care is a private system governed
by private competition.’’33

The fact that the United States still has the most market-oriented
health care system among advanced countries says more about how
little other nations rely on choice and competition in health care
than about how much the United States does so.

Competition vs. Controls

America faces a choice between two approaches to meeting the
nation’s medical needs: greater choice and competition in an open
marketplace, or more government control. Ultimately, the decision
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is between competing visions of whether power in the medical mar-
ketplace should reside with individuals or with government.

In December 2003, President George W. Bush signed into law a
piece of legislation that embodied both options. Beginning in 2006,
the ‘‘Medicare Modernization Act’’ will add outpatient prescription
drug subsidies to the Medicare program, taxing working Americans
to provide prescription drugs to the elderly and disabled. This legis-
lation represents the largest expansion of government influence in
the health care arena in 40 years. With the stroke of a pen, President
Bush imposed unfunded obligations on current and future taxpayers
that are greater than the unfunded obligations of the entire Social
Security program (see Chapter 6).

While the new Medicare prescription drug subsidies will reduce
choice and competition in one area of America’s health care sector,
health savings accounts (HSAs) will restore these natural market
forces in another. The Medicare Modernization Act created HSAs
beginning in January 2004. HSAs represent a milestone in health
care policy, for they help restore the right to choose one’s doctor
and one’s health insurance, to own one’s health insurance policy,
and to save for future medical needs. HSAs replace the perverse
incentives involved in paying providers on the basis of volume with
sensible incentives that result from paying providers on the basis of
value. HSAs encourage providers to compete for individual patients
rather than health plans and networks, as Porter and Teisberg recom-
mend. HSAs represent a significant departure from the prevailing
culture of health care in America, focusing producers’ attention on
the needs of consumers, and all parties on the need for greater
economy and innovation.

Although a modest reform on their own, HSAs have revolutionary
implications. They return government health policy to what must
be its first principle: the right of individuals to make their own
health decisions. Yet fully restoring the freedom of patients and
doctors requires more than health savings accounts. Fulfilling this
vision requires respecting the right of Americans to choose for
themselves:

● whether to purchase health insurance and what type;
● how to finance their health care needs in retirement, rather than

be forced into a government-controlled scheme;
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● how to assist the medically needy, rather than be forced to
finance often unnecessary and harmful ‘‘charity’’ care;

● whether to try an experimental treatment;
● what type of medical professional to consult; and
● whether to choose a different level of malpractice protection

than courts would apply.

It also requires respecting the right of medical professionals to choose
their areas of practice, to run their practices as they choose, and to
innovate, all free from unnecessary government obstacles.

The principles of consumer choice and competition that underlie
health savings accounts can be applied to all areas of the medical
marketplace: the taxation of health expenditures, government sub-
sidies, regulation of medical providers and products, and the medi-
cal liability system. In each of these areas, lawmakers should increase
the number of decisions made by individuals and decrease the num-
ber of decisions made by government officials. This includes remov-
ing outright restrictions on the freedom of patients, providers, and
taxpayers, as well as laws that reward or punish Americans for the
decisions they make about their health care. The key principles can
be distilled down into two maxims:

(1) Congress shall make no law encouraging or hindering particu-
lar methods of medical care, or of financing medical care.

(2) The right of the people to contract for medical goods and
services shall not be infringed.

Past patients’ rights legislation has consumed reams of paper in an
effort to restrict the number of choices individuals may make about
their health care. These maxims have a different goal: to expand the
choices available to patients, and to affirm the patient’s right to
choose. Health savings accounts represent a first step toward this
vision of a free-market health care system.

The alternative vision would restrict freedom by maintaining or
expanding government influence over America’s health care sector
in the pursuit of greater health, equity, or consumer protection.
Though usually well-intentioned, measures that expand govern-
ment’s influence often achieve the opposite of these goals. Worse,
this vision produces harms that reach beyond the realm of economics
or even that of health. It demeans the dignity and diversity of the
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American people for government to deny them the freedom to care
for their minds and bodies according to their own judgment.

A health care system free of any special involvement by govern-
ment will give pause to many. To some extent, health care is a special
area of public policy. In many instances, it is essential for survival.
Americans oppose the idea that some people might suffer because
they cannot afford medical care. Many Americans believe govern-
ment must play a special role to protect patients from the errors and
predations of health care practitioners and corporations.

Yet government’s presence in the medical marketplace extends
far beyond what can be justified by the desire to help in hard cases.
By hindering the competitive process, government actually makes
it more difficult for the medically needy to obtain care. Americans’
aversion to allowing the needy to go without medical care is an
indication both of the American people’s compassion and what
America might achieve with a health care system free of unnecessary
government influence. Ultimately, the very fact that health care is
often a matter of life or death is the most powerful argument for
reducing government’s influence over its provision. This is one of
the themes that the remainder of this book explores.

This book is organized as follows. Part I examines the state of
America’s health care system, acknowledging the things it does well,
dispelling certain popular misconceptions, and finally addressing
some of the real problems it faces. Part II criticizes ‘‘reforms’’ that
undoubtedly would make these existing problems worse. Part III
examines how government influence has made America’s health
care sector what it is, and proposes ways of reducing government
influence. We conclude with an outlook for the future, and the role
that health savings accounts can play.
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1. What’s Right

As noted earlier, many critics of free markets conclude America’s
health care system demonstrates that free markets are an inferior way
of providing medical care. Though inaccurate, this misperception is
based on a partial truth. More than any other developed nation,
America relies on private institutions and market mechanisms to
deliver medical care. The harmful effects of government influence
are significant, yet the successes of America’s relatively market-
oriented approach to health care bear mentioning.

Innovation
By many measures, the United States has the finest health care

system in the world. Most of the world’s top doctors, hospitals, and
research facilities are located in the United States. In the past 10
years, 14 of 25 recipients of the Nobel Prize for Medicine have been
U.S. citizens. Four more practice in the United States.1 American
research and development, particularly in the pharmaceutical field,
has produced the majority of medical breakthroughs over the past
50 years. Of the 152 major medicines introduced worldwide over
the past 20 years, U.S. companies developed nearly half.2 Eight of
the 10 top-selling drugs worldwide in 2002 were produced by U.S.
firms, and Americans played a key role in eight of the ten most
important medical advances in the past 30 years.3

Nearly every type of advanced medical technology or procedure
is more abundant in the United States than anywhere else in the
world. Figure 1.1 shows the relative availability of technologies such
as magnetic resonance imaging (MRI) units and computed tomogra-
phy (CT) scanners on a per capita basis in various countries.4

If you are diagnosed with a significant illness, the United States
is the place you want to be. For example, cancer patients are less
likely to die from the disease in the United States than in other
countries. Figure 1.2 shows the mortality-to-incidence ratios for
breast, prostate, and colon cancers, as well as AIDS. The United
States also seems to fare well in comparison to other nations when
it comes to treating heart attacks and lung cancer.5
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Figure 1.1
ACCESS TO MEDICAL TECHNOLOGY IN THE UNITED STATES,

CANADA, AND THE UNITED KINGDOM, 2000
(UNITS PER MILLION PEOPLE)
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SOURCES: John Goodman et al., Lives at Risk; Gerard F. Anderson et al., ‘‘It’s the
Prices, Stupid: Why the United States Is So Different from Other Countries’’;
and Stephen Pollard, ‘‘European Health Care Consensus Group Paper.’’

It should come as no surprise, then, that patients all over the
world seeking advanced medical care come to the United States for
treatment. One U.S. hospital alone, the Mayo Clinic, treats roughly
7,200 foreigners every year. Johns Hopkins University Medical Cen-
ter treats more than 6,000.6 Nearly one-third of Canada’s doctors
have sent a patient abroad for treatment,7 often to the United States,
and Canadian governments and patients spend more than $1 billion
every year on medical care in the United States.8

Common Misperceptions
Despite its strengths and consensus about some of its shortcom-

ings, persistent misperceptions abound in debates over America’s
health care system. Perhaps the most prevalent is that America
spends more on health care than other advanced nations but gets
less in return. There is truth to this criticism as well: America does
spend more on medical care than other countries, in both absolute
and per capita terms, and much of that spending is wasted. The
reasons America likely spends too much on health care, why we
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Figure 1.2
MORTALITY-TO-INCIDENCE RATIOS, VARIOUS ILLNESSES
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SOURCE: Gerard F. Anderson, Varduhi Petrosyan, and Peter S. Hussey, ‘‘Mul-
tinational Comparisons of Health Systems Data, 2002,’’ Commonwealth
Fund, October 2002, pp. 55–62; and Anderson and Hussey, ‘‘Multinational
Comparisons of Health Systems Data,’’ Commonwealth Fund, October 2000,
pp. 17–18.

often get less than full value for our health care dollar, and some
remedies are discussed later. It is important first to refine the critique
by examining the first part of this myth: that spending more than
other nations is in itself undesirable. In fact, high levels of medical
spending are often a good thing. The second half of this myth—
that other nation’s health care systems outperform America’s—is
also worth debunking.

Is Spending More Necessarily Bad?
The United States has, by far, the most expensive health care

system in the world, whether measured as a percentage of gross
domestic product (GDP) or as expenditure per capita. As a percent-
age of GDP, U.S. health care spending (16 percent in 2005)9 is more
than six percentage points higher than the average of other industri-
alized countries (Figure 1.3).10 Overall health care costs have out-
paced GDP growth by more than four percentage points, on average,
in the last five years and now total $2 trillion per year11—more than
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Figure 1.3
HEALTH CARE SPENDING AS A PERCENTAGE OF GDP, 2004

(SELECTED OECD COUNTRIES)
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Health, % GDP.’’

consumers spent on housing, food, or automobiles, and more than
the federal government spent on national defense.12

There are a number of reasons why high levels of health care
spending should not be troubling or should even be seen as positive.
Health care is considered a ‘‘normal good,’’ meaning that spending
is positively correlated with income. As income rises, people tend
to demand more health care. The amount Americans spend on health
care is to a large degree a reflection of America’s wealth. Princeton
University economist Uwe Reinhardt and scholars at Johns Hopkins
University found that 90 percent of the variation in health spending
among OECD nations ‘‘can be explained simply by GDP per capita.’’
All by itself, America’s high per capita GDP is enough to make its
per capita health spending higher than any other OECD nation’s,
and accounts for 47 percent of the difference in per capita spending
between the U.S. and the OECD median.13

An aging population also contributes to higher levels of health
care spending. Gains in life expectancy increase that part of the
population that consumes the most medical care (the elderly).
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Figure 1.4
BENEFITS OF SPENDING AN ADDITIONAL $1 ON SELECTED

TREATMENTS
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SOURCE: David M. Cutler and Mark McClellan, ‘‘Is Technological Change
in Medicine Worth It?’’ Health Affairs, Vol. 20, No. 5, September/October
2001, pp. 11–29.

Technological advances in medical care also contribute to rising
health care expenditures. Advances in medical care enable providers
to aid patients for whom they could previously do little. Such
advances call forth additional spending because they improve and
lengthen lives. ‘‘The sickest person in the economy in 2002 is much
more costly to treat than the sickest person in 1950 because techno-
logical progress has significantly shifted out the frontier medical
condition that can be treated,’’ writes U. C. Berkeley economist
Charles Jones.14

Mark McClellan and Harvard University economist David M.
Cutler posit that the benefits of technological advances overwhelm
the added costs. They estimate that advances in technology meant
that every additional dollar spent on treating heart attacks in the
1980s yielded the equivalent of $7 worth of increased longevity and
quality of life. Advances in the treatment of depression and even
expensive new treatments for low-birth-weight infants yield benefits
worth six times the cost. And every dollar spent on cataract surgery
yields more than $30 in benefits for patients who live an additional
five years, and greater benefits among those who live longer (see
Figure 1.4). Frank Lichtenberg of Columbia University estimates that
from 1980 to 1992, every additional dollar spent on pharmaceuticals
was associated with a $3.65 reduction in hospital expenditures.15

Lichtenberg also estimates that the benefit-cost ratio of general medi-
cal expenditures is nearly 14 to 1 while the ratio for pharmaceutical
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research and development is more than 100 to 1.16 Mark Duggan
and William Evans of the University of Maryland found that anti-
AIDS drugs introduced in the 1990s were cost-effective despite a
threefold increase in Medicaid spending on HIV patients.17 In these
and many other cases, new technologies led to higher health care
spending. Yet the additional spending often reduced the costs borne
by patients.

Improvements in cardiac catheterization enable patients with
heart disease to be treated younger, return to work faster, and live
longer.18 Increased availability of pacemakers and commercial defib-
rillators has also contributed to a significant reduction in deaths due
to heart disease. Lichtenberg estimates new drugs account for as
much as 40 percent of the increase in longevity in 52 nations from
1986 to 2000.19 Jones estimates that between one-half and three-
quarters of the growth in medical care expenditures from 1960 to
1997 was due to medical advances that enabled patients to get more
per dollar spent.20 ‘‘Technology often leads to more spending,’’
Cutler and McClellan write, ‘‘but outcomes improve by even
more.’’21

At the same time, technology often lowers prices. The inflation-
and quality-adjusted price of treating heart attacks declined at a rate
of just over 1 percent each year from 1983 to 1994.22 Other studies
have found similar effects with prices for cataract surgery23 and
depression.24

These productivity gains do not mean that America’s medical
marketplace is devoid of waste. Expensive new pharmaceuticals are
often prescribed to patients who would do just as well with less
expensive alternatives. Or waste may occur in routine, preventive,
or other areas of medical care, such as unnecessary diagnostic tests
or patients obtaining treatment in an emergency room rather than
a less expensive clinic. In Chapters 4–6, we discuss how America’s
health care sector wastes billions of dollars and some of the reasons
why. However, large productivity gains do suggest that much of
America’s health care spending is not wasted but is in fact very well
spent. ‘‘Even if you take all the waste out of health care,’’ Cutler
notes, ‘‘the spending would still go up because we have a technology-
intensive system that will continue and is delivering a lot of benefits
in terms of longer, healthier lives.’’25

A final reason that high health expenditures need not be problem-
atic has to do with America’s leading role in medical innovation.
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As the 2004 Economic Report of the President notes, ‘‘while all countries
can benefit from research and development expenditures made by
a single country, only the health expenditures in the innovating
country will include the costs of research and development. Health
expenditures in non-innovating countries will exclude the research
and development costs.’’26

Many express alarm at rising health care spending, yet most would
agree that higher incomes, longer life expectancy, and increased
health care productivity are positive developments. Further, Ameri-
ca’s status as the world leader in developing new medical technolo-
gies, and foreigners coming to the United States to purchase medical
care, are reasons to applaud additional health care spending. Though
America’s health care system engenders considerable waste, it is
equally clear that many health care expenditures yield impressive
returns.

Does the U.S. Spend More but Get Less?

The most important factor in evaluating how much a nation
spends on medical care is whether it gets its money’s worth. Critics of
the U.S. health care system point out that despite large expenditures
America does not compare well with other nations on such measures
as life expectancy or infant mortality. For example, the Organization
for Economic Cooperation and Development reports that the United
States ranks below most other industrialized nations in infant
mortality.27

Such measures, though, do not reflect the return America receives
on its investment in health care. The cross-national comparisons on
which such criticisms rely often are not direct comparisons, and
often do not control for contributing factors unrelated to a nation’s
health care system. A significant portion of the gap in infant mortality
rates is explained by what various nations consider a ‘‘live birth.’’
The United States tends to include in its measure of live births
extremely low–birth-weight infants whom other nations seem to
exclude. One study noted that across 23 European countries ‘‘there
are many indications of differences in recording and reporting live
birth, fetal death, and infant death within the European region of
the [World Health Organization]. Even when [standardized] recom-
mendations are adopted as the legal definition, some countries have
incomplete registration or reporting of events.’’28
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Figure 1.5
PERCENT OF GDP SPENT ON HEALTH VS. LIFE EXPECTANCY AT

BIRTH FOR FEMALES (2002)
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SOURCE: OECD Health Data 2004, 3rd Edition, Tables 1 and 10.

A more useful comparison of different health care systems is how
well they cope with the same problem, such as infants of a given
birth weight. Nicholas Eberstadt of the American Enterprise Institute
notes that controlling for birth weight shows that the United States
does a better job than other nations. ‘‘By comparison with other
Western societies enjoying especially low rates of infant mortality,
U.S. babies at any given birth weight appear to have unusually
good chances of surviving the perinatal period, regardless of race,’’
Eberstadt writes. ‘‘All other things being equal, this would seem to
suggest that medical care for infants in the United States is actually
rather better than in some other advanced industrial societies.’’29

Comparisons of life expectancy are also of limited use. There
is little correlation among advanced nations between health care
expenditures (whether absolute or as a share of GDP) and life expec-
tancy (see Figure 1.5). The United States spends more than 14 percent
of GDP on health care compared with South Korea’s 6 percent,
yet females born in the two countries have roughly the same life
expectancy (79.8 years vs. 80.0 years). However, Poland, Slovakia,
and Mexico each spend a share of GDP similar to South Korea’s (6.1
percent, 5.7 percent, and 6.1 percent, respectively), yet have slightly
lower life expectancies (78.8 years, 77.8 years, and 77.1 years, respec-
tively). Turkey spends a slightly larger share of GDP (6.6 percent)
on health care than South Korea, yet life expectancy for females is
almost a decade less (70.9 years).
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Figure 1.6
PER CAPITA EXPENDITURE ON HEALTH VS. LIFE EXPECTANCY AT

BIRTH FOR FEMALES (2002)
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SOURCE: OECD Health Data 2004, 3rd Edition, Tables 1 and 10.

The actual amount spent per person on medical care would seem
to be a more helpful predictor, but even this measure shows little
correlation with life expectancy. Life expectancy for females born
in Denmark is on par with those born in the United States (79.5
years vs. 79.8 years) even though per capita health care expenditures
in Denmark are half what they are in the United States ($2,580
vs. $5,267) (see Figure 1.6). From this comparison, it would seem
Americans could live longer by spending less. Yet consider Japan
and the United Kingdom. Each spends roughly the same amount
per capita on medical care ($2,077 vs. $2,160) yet life expectancy in
Japan (85.2 years, the highest of any nation) is nearly five years more
than in the U.K. (80.4 years).30

Clearly, there are variables other than health care spending that
determine infant mortality rates and life expectancy, including
genetic attributes, nutrition, and how nations spend their health care
dollars. A better measure of a nation’s health care system is how it
performs when confronted with particular medical challenges. As
noted earlier with regard to cancer patients and low-birth-weight
infants, evidence exists that the United States outperforms other
nations.
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2. Real Problems

Costs

There is little misperception about the direction of health care
costs. A 2004 survey found that while economists believe terrorism
presents the greatest short-term risk to the economy, ‘‘In the longer
run, the rising elderly population and related health care costs are
the primary problems.’’1 In another poll, more Americans expressed
as much concern over health care as over terrorism and national
security. The paramount concern is the cost of health insurance:
‘‘Americans are increasingly dissatisfied with the cost of health
care.’’2 For most of the past 18 years, the cost of employer-based
health insurance has risen faster than workers’ earnings and infla-
tion. Year-to-year increases in health premiums routinely exceed 10
percentage points. In one survey, ‘‘Fifteen percent of employers
said that they offset premium increases with smaller raises for their
employees.’’3 Health insurance has become increasingly burdensome
for employers and consumers alike.

Perhaps more troublesome is the obligation of government health
programs. Medicare is the federal program that provides health care
subsidies to the elderly and disabled. Medicaid is a joint federal-
state program of health care for the indigent. Each program places
a large and growing burden on taxpayers. In 2006, the federal gov-
ernment spent a combined $554 billion on Medicare and Medicaid
(not including the State Children’s Health Insurance Program, a
Medicaid offshoot). That is more than Congress spent on national
defense ($520 billion). When state Medicaid spending is included,
these two programs cost taxpayers an estimated $692 billion in 2006,
more than one-quarter more than Social Security ($544 billion)4 (see
Figure 2.1). According to the Congressional Budget Office, Medicare
spending will double from the 2007 levels in 10 years and federal
Medicaid spending will nearly double in nine years.5 If current trends
continue, Medicare and Medicaid alone could consume 12 percent
of GDP by 2030.6
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Figure 2.1
OUTLAYS FOR MEDICARE AND MEDICAID VS. SOCIAL SECURITY

AND NATIONAL DEFENSE (2006)
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SOURCES: The Budget and Economic Outlook: Fiscal Years 2008 to 2017
(Washington: Congressional Budget Office), pp. 50, 54, and author’s
calculations.

The danger posed by the growing burden of these two programs
is difficult to overstate. The benefits promised to future Medicare
beneficiaries under current law far exceed the capacity of existing
revenue sources to meet those promises. If the federal government
were to deposit funds in an interest-bearing account to cover all of
Medicare’s future deficits, the amount it would have to deposit in
2007 would be $74.6 trillion.7 That amount is almost 70 percent larger
than the combined GDPs of all the nations on earth, and about five
times the size of the U.S. GDP and the amount required to cover
Social Security’s shortfalls.

Quality
As noted earlier, concerns about health care quality persist despite

America’s stature as a world leader in medical innovation. The qual-
ity of medical care delivered to American patients is often poor.
Studies indicate that patients who could be helped by the most
effective treatments do not receive them. One study in the New
England Journal of Medicine found that adults receive, on average,
the generally accepted standard of preventive, acute, and chronic
care only about 55 percent of the time. The likelihood that patients
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would receive recommended care ‘‘varied substantially according
to the particular medical condition, ranging from 78.7 percent of
recommended care . . . for senile cataract to 10.5 percent of recom-
mended care . . . for alcohol dependence.’’8 Moreover, a lot of the
health care that Americans consume seems to provide no improve-
ments in health.

In particular, studies suggest that American patients are frequently
harmed by errors made by medical professionals. Medical errors
are a serious problem. The most commonly cited figures come from
an Institute of Medicine study that suggests between 46,000 and
98,000 hospital patients die every year due to medical errors in
the United States.9 Another study estimated that medical errors are
associated with over 192,000 preventable deaths annually, though
only 81 percent of such deaths (about 155,000) were ‘‘potentially
attributable’’ to medical error.10 Studies suggest that many medical
errors come from overworked interns11 and overwhelmed pharma-
cists.12 Thousands of preventable injuries and deaths may be due to
unnecessary procedures.13 America is not unique in this regard. A
study of medical errors in Canada estimated that between 9,250 and
23,750 Canadian patients die every year following a medical error—
the equivalent of 83,000 to 214,000 deaths in a country the size
of the United States.14 Patient surveys suggest similar numbers of
medical errors in both countries.15 Hospitals in a number of Canadian
provinces have struggled with repeated incidences of deadly
infections.16

Medical errors will continue to occur as long as and wherever
humans practice medicine. When addressing the quality of medical
care in the United States, policymakers should begin with a clear
understanding of the extent of the problem and the role that competi-
tion plays in promoting quality.

Bureaucracy

Finally, the U.S. health care system seems awash in bureaucracy.
One result is that many physicians are reporting less job satisfaction.
The proportion of experienced physicians (ages 50–65) who report
a decreasing level of satisfaction over the previous five years rose
from 54 percent in 2000 to 76 percent in 2004.17 At least part of this
decline can be attributed to the bureaucracy involved in practicing
medicine today. According to one survey, ‘‘Rather than declining
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income, threats to physicians’ autonomy, to their ability to manage
their day-to-day patient interactions and their time, and to their
ability to provide high-quality care are most strongly associated
with changes in satisfaction.’’18
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3. How Not to Reform Health Care

With America’s health care system presenting such symptoms,
few would deny the need for reform. However, as many of the
preceding criticisms indicate, the underlying condition is poorly
understood. This misunderstanding has led to various prescriptions
that would be far worse than the disease. As in the practice of
medicine, the guiding philosophy of health policy should be, First,
do no harm.

A ‘‘Right’’ to Health Care?

With millions of Americans priced out of the market for health
insurance, some propose to have government recognize or declare
a right to health care. Physicians for a National Health Program, a
group that claims to represent more than 10,000 doctors and medical
students, declares, ‘‘Access to comprehensive health care is a human
right. It is the responsibility of society, through its government, to
assure this right.’’1 Sen. Edward M. Kennedy (D-Mass.) has re-
marked, ‘‘We have it in our power to make the fundamental human
right to health care a reality for all Americans.’’2 His colleague Sen.
John F. Kerry (D-Mass.) has said, ‘‘I’m committed to universal health
care coverage because, in America, health care is not a privilege, it’s
a right.’’3

Medical care can be as essential to survival as food. But does it
follow that people have a right to medical care? Would recognizing
a right to health care solve America’s health care difficulties or add
to them? We can answer these questions with a thought exercise.
Suppose Congress and the states were to amend the U.S. Constitu-
tion by adding a legally enforceable right to health care.4 Even if
such a measure could win approval, the debate would not and could
not end there.

The first difficulty would be to define the ‘‘right.’’ What health
care do Americans, by right, deserve? Do Americans have a right
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to preventive care? What types of preventive care? Should mammo-
grams be made available to all women, regardless of their likelihood
of developing breast cancer? Health care researcher J. D. Kleinke
notes that if government recommendations were followed, the num-
ber of Americans on drug regimens for hypertension, asthma, obe-
sity, and high cholesterol would increase anywhere from 2- to 10-
fold.5 Spending on pharmaceuticals would explode. With the wide
variety of medical tests and treatments that consumers may claim
as their right, someone at some point must decide where the right
to health care ends, lest the nation be bankrupted.6 Those difficult
questions helped derail a proposed constitutional right to health
care in Massachusetts in 2007.7

Whoever has the power to make these decisions will exercise
enormous power over who does and does not receive medical care.
Who should have that power? In most nations that have tried to
guarantee universal access to medical care, politicians allocate speci-
fied funds to local bureaucracies, which in turn decide how medical
care will be rationed. This is typically achieved by making even
seriously ill patients wait for care.8

A second and related difficulty is the question of who pays. A
right to health care by definition would not be conditioned on one’s
ability to pay. Enforcing the right would require increasing taxes in
proportion to how generously one defines the ‘‘right.’’

A third difficulty is the incentives such a system creates. Patients
would have little reason to constrain their consumption because
additional consumption would cost them little. Higher tax rates
would discourage work and productivity, yielding less economic
growth and wealth. Pushing down the compensation of medical
professionals would discourage many (and many of the brightest)
candidates from entering the field of medicine. Divorcing their com-
pensation from the satisfaction of their patients would reduce the
quality of care. Since innovations that increase medical productivity
also increase spending, policymakers would discourage innovation
because every new discovery puts them in the uncomfortable posi-
tion of either increasing taxes or saying ‘‘no’’ to patients. The paradox
of a ‘‘right to health care’’ is that it discourages the very activities
that help deliver on that ‘‘right.’’

A final difficulty is how to deliver the medical care to which all
are now entitled. Declaring health care to be a right does nothing
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to solve the problem of getting the right resources to the right place
at the right time. Where are doctors most needed? Where will we
place hospitals? Who will produce surgical tools? How much will
they be paid? These decisions must be made through the political
process. Not only has the political process proven slow and imprecise
at meeting shifting needs, but those with political power would
enjoy a greater ‘‘right’’ to health care than others by virtue of their
ability to affect the allocation of health resources. That has largely
been the experience of countries that have tried to enforce a right
to health care.9

If comprehensive health care were a human right, it would have
to be for citizens of other nations as well. Americans could not have
a greater right to medical care as a result of having more wealth
than citizens of India or Haiti. If all Indians and Haitians have a
right to the same quality care as Americans, how should that care
be financed?

Fundamentally, creating a legal ‘‘right’’ to health care is incompati-
ble with the idea of individual rights. People cannot legitimately
claim a right to something if that claim infringes on the rights of
another. Smith’s right to free speech takes nothing away from Jones.
The only obligation Jones owes to Smith is not to interfere with
Smith’s exercise of her rights. The same is not true of a right to
health care, which would turn the concept of rights from a shield
into a sword by imposing an obligation on Jones to provide health
care to Smith.

The underlying goal of creating a legal right to health care is to
provide medical care to the greatest number possible. The fact that
this approach would reduce the amount of medical care available
to most or all Americans suggests that we should look for other
ways of achieving this goal.

Government-Run Health Care

Whether or not government creates a legal right to health care, it
could still manage and fund America’s health care system, as is
done in Canada, Europe, and elsewhere. Such proposals go by the
names single-payer, universal coverage, national health insurance, or
national health care. The details of these proposals vary, but in general
they would finance the provision of health care through higher taxes.
Government—whether the federal or a state government—would
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pay for all health care services, with reduced or no direct charges
to patients. Private insurance could be restricted to services not
covered by the government. Government would set an overall health
care budget and reimbursement levels. Nobel laureate economist
Milton Friedman notes that this idea ‘‘has great political appeal. It
promises to provide quality health care to all, regardless of income,
religion, race, or initial state of health.’’10 But as Friedman and others
have observed, the idea does not live up to the promise.

A government-run health care system would come at enormous
cost to American taxpayers. One proposal championed by Represen-
tative and former Democratic presidential candidate Dennis Kuci-
nich was estimated to cost as much as $6 trillion over 10 years.11

Supporters argue that some of this cost would be offset by savings
from reduced administrative costs and insurance company profits.
However, research suggests that government provision of health
care leads to higher administrative costs. Patricia Danzon has esti-
mated that administrative costs under Canada’s single-payer health
care system equal more than 45 percent of claims, while the figure
for private health insurance in the United States is less than 8 percent
of claims. She writes, ‘‘The rough empirical evidence tends to con-
firm that overhead costs in Canada, adjusted to include some of the
most significant hidden costs, are indeed higher than they are under
private insurance in the United States.’’12 On the one hand, support-
ers of national health insurance also predict savings from preventive
care that the uninsured currently do not receive. On the other hand,
most cost estimates do not include the increased demand that would
follow the reduction or elimination of copayments and deductibles.

Americans would receive little return on such an investment.
Shortages are characteristic of all national health care systems, and
governments typically deal with those shortages by forcing patients
to wait for treatment. At any given time, one million Britons are
waiting to be admitted to their National Health Service hospitals,
and shortages force the NHS to cancel some 100,000 operations per
year.13 Ninety thousand New Zealanders are in the same boat.14 In
Sweden’s public hospitals, the average wait for heart surgery is 15
to 25 weeks. The average wait for hip replacement surgery is over
a year.15 (Waits in the United States are typically much shorter.16)

More than 815,000 Canadians are currently waiting for medical
care. One-half of Canadian patients referred to a specialist by a
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general practitioner wait longer than 8.4 weeks to see the specialist.
Of the patients who go on to receive treatment, half wait longer
than 9.5 additional weeks before being treated. Over half of all Cana-
dian cancer patients wait longer for treatment than Canadian oncolo-
gists consider ‘‘clinically reasonable.’’ On average, Canadian oncolo-
gists recommend a wait of no more than 3.4 weeks for radiation
treatment, yet half of those patients wait at least 6.0 weeks. Half of
all hip-replacement patients in British Columbia wait more than 22
weeks for the procedure. At the current rate it would take 65.8 weeks
to treat all the hip-replacement patients in the province.17

Rationing by waiting imposes costs in terms of lives and health.
In response to budgetary pressures, Britain has cut back on dialysis
capacity to the point where the NHS can meet less than 82 percent
of the need. Half of those waiting for dialysis in Britain suffer limita-
tions on their ability to work or perform other daily activities. One-
third report their health deteriorates while waiting. One out of seven
claim to suffer significant pain as they wait.18 In just one year, the
Canadian province of Ontario removed more than 120 coronary
bypass surgery candidates from its waiting list because they had
grown too sick to benefit from the procedure.19

Countries with national health care systems also lag far behind
the United States in the availability of modern medical technology.
Even though Canada is fifth among advanced nations in the share
of its economy it devotes to health care, it ranks in the bottom third
of nations when it comes to access to medical technology.20 Relative
to population size, the United States has more than three times as
many MRI scanners,21 nearly four times as many lithotriptors,22 and
65 percent more CT scanners than Canada.23 Hospitals in Washington
and Oregon are four times as likely to have cardiac catheterization
facilities as similar hospitals across the border in British Columbia.24

Whatever its powers, government cannot repeal the laws of eco-
nomics. When individuals perceive health care to be free, the quan-
tity demanded increases. Faced with the choice of bankrupting their
economy to pay for the virtually unlimited demand, or reducing
the amount of health care provided, these countries opt for the latter.

Even with rationing, however, government-run health care sys-
tems do a poor job of controlling the rising cost of health care. When
such factors as population growth, general inflation, exchange rates,
growth in elderly populations, investment in research and develop-
ment, and rates of crime, poverty, AIDS, and teen pregnancy are
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taken into account, Canadian health spending is much closer to that
of the United States, and actually rose faster over much of the 1970s
and 1980s.25

Universal health care is not free. Citizens of countries with national
health care systems pay a heavy price in taxes. Canada’s govern-
ment-run health care system is one of the major reasons why the
average Canadian family pays 47 percent of its income in taxes.26

‘‘Managed Competition’’

One step removed from government management of the health
care marketplace is the concept of ‘‘managed competition.’’ That
idea would leave the provision of health care in private hands, but
would create an artificial marketplace run under strict government
control. Managed competition saw its fullest rendering in the failed
Clinton health care plan.

The basic concept of managed competition is for employers and
individuals to join so-called cooperatives that negotiate with private
insurers offering a government-prescribed minimum set of benefits.
Individuals choose among plans offered by their purchasing cooper-
ative, with employers paying most of the premium. The premiums
are priced the same for everyone in the plan, regardless of health
status. Cooperatives serve not only to negotiate prices but also to
gather relevant information for consumers about each available
option.27

Managed competition actually exists in practice today, primarily
among government employers and universities. The largest and best
known model is the Federal Employees Health Benefits Program,
which covers roughly nine million federal employees, retirees, and
their dependents. The FEHBP exemplifies four basic features of man-
aged competition. First, federal employees in most places can choose
from among 8 to 12 competing health insurance plans. Second, the
government contributes a fixed amount that can be as much as 75
percent of each employee’s premium. Third, the employee pays the
extra cost of more expensive plans. Fourth, the plans must charge
all customers in a community the same amount, regardless of
health risk.28

Another example of managed competition can be found in the
Connector, a key part of the reforms enacted in Massachusetts in
2006 by then-governor Mitt Romney (R). The Massachusetts Health
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Care Connector combines the state’s small group and individual
markets under a single unified set of regulations.29 Supporters such
as the Heritage Foundation consider the Connector to be the single
most important change made by the legislation, calling it ‘‘the corner-
stone of the new plan’’ and ‘‘a major innovation and a model for
other states.’’30

The Connector is not an insurer, but rather a government bureau-
cracy that functions as a clearinghouse—a sort of wholesaler or
middleman—matching customers with insurers and insurance
products. It also allows small businesses and individuals to pool
their resources to take advantage of the economies of scale available
to large group plans.

Although the Connector does not technically regulate insurance,
it has wide-ranging authority to determine what insurance products
it will offer. For example, the maximum deductible allowed is $2,700
for an individual and $5,450 for a family. While this conforms to
current rules regarding health savings accounts, it locks in those
rules at a time when HSAs need to be made more flexible. (See
Chapter 5.) Moreover, individuals choosing a high-deductible policy
must combine it with an HSA. Health plans sold within the Connector
must comply with the state’s mandated benefits (with one exception
noted later). They must also comply with the state’s community-
rating requirements and other restrictions designed to limit the abil-
ity of insurers to charge premiums according to risk.31

Beyond these restrictions, the Connector board is authorized to
offer a ‘‘Connector seal of approval’’ to products that provide ‘‘high
quality and good value.’’ The Connector board itself is left to define
what constitutes high quality and a good value. Significantly, how-
ever, that phrase frequently appears in legislation to describe plans
that contain state-mandated benefits. The Connector may choose to
allow products that do not receive its seal of approval, but it is not
required to do so. As a result, the Connector effectively becomes a
regulatory body, picking winners and losers from among insurance
plans offered in the state.

No actual prohibition exists on selling small group or individual
insurance outside the Connector. However, because Governor Rom-
ney’s reform package makes subsidies and tax advantages available
only within the Connector, and because of its competitive advantage
in terms of pooling risk, the Connector eventually will squeeze out
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Figure 3.1
ANNUAL PERCENTAGE INCREASE IN HEALTH INSURANCE PREMIUMS
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any outside market. In the end, it would become a monopsony
purchaser of health insurance.

Despite the problems with the Connector approach, several states
are reportedly considering some variation of a Massachusetts-style
Connector, including Iowa, Kansas, Louisiana, Maryland, Michigan,
Texas, and Washington.

Managed competition is meant to spur competition between
health plans, yet competition takes place on a very constrained basis.
For example, health plans are not allowed to adjust their premiums
on the basis of age, sex, or in many cases any risk factors. Plans can
compete on the basis of services offered, but only on the margins,
since all plans are required to offer the same package of core benefits.
There is some limited price competition, but since plans cannot
reduce costs by managing risks or through benefit design, even that
is marginal. This is particularly problematic since an inability to
price according to risk typically results in the overprovision of care
to the healthy and the underprovision to the sick.

Managed competition relies heavily on managed care. However,
managed care’s record on controlling costs is mixed. As Figure 3.1
shows, when managed care truly began to penetrate the health care
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marketplace in the mid-1990s, health insurance premium growth
did indeed slow down. Although many factors undoubtedly contrib-
uted, evidence exists that managed care succeeded in squeezing
some waste and excess usage from the system. However, once the
initial savings were achieved, health care costs began to rise again
at about the previous rate. This is in part because resistance to
restrictive cost-cutting measures forced managed care providers to
loosen the spending reins, and in part because managed care did
not resolve the perverse incentives that drive health care spending
in the United States.

University of Chicago law professor Richard Epstein has noted
that managed competition ‘‘is not so much a coherent government
plan as an oxymoron. It is possible to have either managed health
care or competition in health care services. It is not possible to have
both simultaneously.’’32 Even advocates agree that, in the words of
one of its originators, Alain Enthoven, ‘‘Managed competition is not
a free market.’’33 In many ways, managed competition simply builds
a layer of government control on top of all the worst features of the
current system.

Employer Mandates

Another proposal would seek to make health care more accessible
by requiring employers to provide health coverage to their workers.
Such laws are called ‘‘employer mandates’’ and may require employ-
ers to provide health coverage to some or all workers, or give
employers the option of paying taxes to a government program that
does so. In 1974, Hawaii became the only state to implement an
employer mandate.

The drawbacks of employer mandates outweigh any benefits. The
amount of compensation each worker receives is a function of her
productivity. Mandating an increase in a worker’s compensation
(through the provision of health insurance) increases the employer’s
operating costs, but does nothing to increase the worker’s productiv-
ity. Employers therefore must find ways to offset the added costs
imposed by the mandate. Their options include raising prices (which
is unlikely in a competitive market), lowering wages, reducing wage
increases, reducing health benefits (e.g., drug coverage, retiree health
benefits), reducing other benefits (e.g., pensions), instituting layoffs,

41

97424$$CH3 07-25-07 11:15:09 CATO



HEALTHY COMPETITION

initiating automation, reducing hiring, hiring ineligible workers, out-
sourcing, and refusing to comply with the law. Noncompliance with
Hawaii’s mandate has been significant.34

In a 2004 statewide referendum, Californians rejected an employer
mandate. The proposed law would have required employers either
to provide coverage for their employees and their employees’ fami-
lies,35 or to pay additional taxes to fund their workers’ coverage
through a government program. Studies of the proposed ‘‘pay or
play’’ law suggested its cost would have been substantial. One
estimated the law would have reduced the after-tax income of indi-
viduals earning $31,000 by 7 percent, while families earning that
amount would have seen their after-tax income reduced 17 percent.
Since employers cannot reduce compensation for workers at or near
the minimum wage, as many as 38–45 percent of targeted workers
would have lost their jobs rather than gain health insurance. Many
affected firms would have raised prices, while others would have
resorted to outsourcing or to hiring workers for fewer hours (making
them ineligible).36 Another study estimated the law would have cost
as much as $13.2 billion, with only $4.4 billion going toward coverage
for previously uninsured workers, and would have eliminated more
than 218,000 jobs.37

Given the resulting job losses and other effects, it is unlikely that
employer mandates can achieve their primary objective of expanding
health coverage. What little study has been dedicated to Hawaii’s
law suggests that ‘‘the Hawaiian mandate did relatively little in
extending insurance to the uninsured’’ and that Hawaii’s high levels
of health coverage relative to other states can be explained by popula-
tion characteristics.38 One study estimated that many California
workers would avoid jobs that offer health insurance rather than
accept lower wages, thereby decreasing the number of workers with
health coverage.39

Nonetheless, employer mandates enjoy sporadic interest, in part
because they allow government to tax consumers by hiding the
burden in lower wages or reduced employment opportunities. Man-
dates also enjoy support among employers who already offer health
benefits and can gain a competitive advantage by requiring their
competitors who do not offer coverage to take on that added cost.40

For example, several states have considered health insurance man-
dates targeted at Wal-Mart. Maryland passed legislation in 2005 that
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would have required Wal-Mart to spend at least 8 percent of its
payroll on health benefits or to pay an equivalent amount into the
state’s health program for the poor.41 The courts ultimately struck
down the legislation as a violation of federal law.42

In a surprising turn, California Gov. Arnold Schwarzenegger (R)
proposed in 2007 to require all businesses with 10 or more employees
to offer health insurance or to contribute 4 percent of their payroll
to a state fund that would provide coverage to the uninsured.43

Schwarzenegger made this proposal despite the fact that California
voters had rejected a similar pay-or-play mandate in a 2004 statewide
referendum.

A 2004 survey published in the journal Health Affairs found large
majorities of workers supportive of an employer mandate. However,
nationwide 56 percent believed an employer mandate would either
reduce their wages or increase unemployment, and 51 percent of
workers in California believed it.44

Individual Mandates

One of the most talked about approaches to universal coverage
is a legal requirement that every American obtain adequate private
health insurance coverage. Such a requirement is also known as an
individual mandate. Those who don’t receive such coverage through
their employer or some other group would be required to purchase
coverage on their own. Those who fail to do so would be subject to
fines or other penalties.45

An individual mandate represents an unprecedented expansion
of government power and interference in the economy. As the Con-
gressional Budget Office noted when the idea was first raised in
1994, ‘‘The government has never required people to buy any good
or service as a condition of lawful residence in the United States.’’46

On a practical level, such a mandate is likely to prove unenforceable.
More important, an individual mandate will almost certainly lead to
a cascading series of additional mandates and regulations resulting,
ultimately, in ever-greater government interference in the health
care sector.

In April 2006, Massachusetts became the first state in the nation
to enact such a mandate.47 The bipartisan legislation was based on
a proposal that then-governor Mitt Romney (R) had pushed for
nearly two years.
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Advocates of a mandate liken health insurance to automobile
insurance. If government can require drivers to purchase auto insur-
ance in order to protect society from the costs imposed by uninsured
drivers, they argue, then government should be able to do the same
thing with health insurance. This analogy between auto and health
insurance is imperfect, however. First, driving has long been recog-
nized as a privilege, subject to all manner of regulatory requirements.
Second, if one does not like the regulations, including an insurance
mandate, one can choose not to drive. Because it is easier to forgo
a car than one’s own body, a health insurance mandate would not
generally give people such a choice. Third, states require drivers to
purchase auto insurance for the protection of others—not the driver.
Most states do not mandate that drivers carry insurance to cover
their own injuries or repair costs.

Mandated automobile insurance does, however, show how diffi-
cult it is to enforce such mandates. Forty-seven states have laws
mandating that drivers purchase automobile liability insurance, yet
roughly 14.5 percent of drivers in those states are nonetheless unin-
sured. In some states, such as California and Mississippi, the unin-
sured motorist rate runs as high as 25 percent.48 In some areas of
Los Angeles, the uninsured rate reaches an astounding 75 percent.49

The three states without mandatory auto insurance have roughly
the same share of uninsured drivers—15 percent—as states where
auto insurance is mandatory. Despite penalties ranging from loss
of license to fines of $5,000 to even the impounding of vehicles,
millions of drivers ignore the mandate.50 In fact, millions of Ameri-
cans purchase ‘‘uninsured motorist’’ coverage precisely to protect
themselves in the event they are hit by an uninsured driver. Interest-
ingly, in spite of widespread auto insurance mandates, the percent-
age of uninsured drivers is roughly the same as the percentage of
Americans without health insurance.51

One reason insurance mandates are difficult to enforce is the
challenge of tracking compliance. Here the government’s record
does not inspire confidence. No federal agency invests as much time,
money, and effort in tracking Americans as the Internal Revenue
Service. Yet it consistently fails to track down millions of Americans
who fail to file tax returns. Every 10 years a scandal arises when
the Census Bureau cannot locate several million residents. The most
commonly proposed solution is to require that Americans submit
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proof of insurance when they file their federal income taxes. But
about 18 million low-income Americans are not required to file
income taxes, usually because their incomes are too low.52 Another
9 million Americans who are required to file tax returns nonetheless
fail to do so.53 Already, we have identified as many as 27 million
Americans that would be missed by such a tracking system. More-
over, many of these nonfilers will be elderly, homeless, or mentally
ill. Others will have changed their address, perhaps multiple times.

Even if the government were able to determine that someone had
not purchased health insurance, what penalties should apply? Ideas
have been suggested ranging from loss of driver’s licenses to direct
fines. In Massachusetts, during the program’s first year, the penalty
for failing to obtain insurance will be the loss of the individual’s
personal exemption for the state income tax. The following year, the
real penalty kicks in, a fine equal to 50 percent of the cost of a
standard insurance policy.

As Gene Steuerle of the Urban Institute has noted, the administra-
tive and enforcement costs of collecting the penalty would be enor-
mous.54 The Internal Revenue Service, for example, relies largely on
voluntary compliance backed up by a slow and cumbersome legal
process to collect taxes. And it does not require those with very
small amounts of income to file. Even so, millions of Americans
cheat or fail to file. Collecting a penalty for failure to insure would
be much more difficult. ‘‘The [IRS] is simply incapable of going
to millions of households, many of modest means, and collecting
significant penalties at the end of the year,’’ Steuerle writes.55

While an individual mandate is unlikely to achieve universal cov-
erage or significantly reduce health care costs, it crosses an important
line. An individual mandate accepts the principle that it is the state’s
responsibility to ensure that every American has health insurance.
In doing so, it opens the door to widespread regulation of the health
care industry and political interference in personal health care deci-
sions. The result will be a slow but steady spiral downward toward
a government-run health care system.

For example, in order to implement an insurance mandate, legisla-
tors and administrators will have to define what level of coverage
fulfills that mandate. That guarantees that certain groups will try
to influence the definition of ‘‘acceptable’’ coverage in a way that
serves their special interests. Various health care providers will
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demand that coverage of their particular services be included in the
standard benefits package. Groups interested in particular diseases
will do the same. The general public will either be unaware of
such special interest lobbying or will consider each tiny increase in
premiums to be too small to resist.

In Massachusetts, Governor Romney originally proposed making
available a low-cost, no-frills policy that would make it easier for
residents to comply with the individual mandate. However, by the
time the legislature finished with the bill, residents were required to
purchase insurance that included all the state’s mandated benefits.56

As more benefits were added, the cost of the mandate would
increase. That would place legislators in a very difficult position. If
they increased subsidies to keep pace with the rising cost of the
mandate, the cost of the program would explode. However, if they
held subsidies steady, the increased cost would be borne by consum-
ers, who would have no choice but to continue purchasing the ever
more expensive insurance. Since the consumers would have little
or no leverage over insurers (they can no longer refuse to buy their
products), they could eventually be expected to turn to the govern-
ment for subsidies.

Attempts to scale back benefits would certainly meet political
opposition from powerful constituencies and complaints about
‘‘cuts.’’ The only other alternative would be for the government to
intervene directly by capping premiums. Insurers unable to charge
more for an increasingly expensive product can be expected to trim
costs by cutting back on their reimbursement rates to hospitals and
physicians. The result ultimately will be covert rationing of health
care services.

An individual mandate is akin to the first in a series of dominoes.
‘‘If you want to go down the road of an individual mandate, it’s
necessary to reform the entire health insurance system to make sure
healthy people can get affordable coverage and sick people are not
priced out of the market,’’ says Gail Shearer of Consumers Union.57

The Massachusetts Health Care Connector is taking just those
steps: subsidizing people here, taxing people there, using all its
regulatory powers as best it can. Yet in 2007, the Connector board
was forced to admit that even with an individual mandate it could
not cover all of Massachusetts’s uninsured. The board voted unani-
mously to exempt 20 percent of the uninsured from the individual
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Figure 3.2
SHIFTING MODES OF FINANCING HEALTH CARE, 1965–2001
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mandate.58 Along the way, however, the individual mandate vastly
increased government control over Massachusetts residents’ health
care decisions.

Thinking Outside the Box
These and many other health care reform proposals operate from

a background assumption that someone other than the consumer
should control the consumer’s health care dollars. That assumption is
grounded in the fact that for generations more and more of America’s
health care bills have been financed through employers and govern-
ment (see Figure 3.2). Consider that, in 2007, the average family
of four paid roughly $14,000 in taxes to fund government health
programs.59 If the family had their own coverage, it cost them another
$11,000 on average.60 Yet the family controlled none of that $25,000.
The government controlled the first portion, and their employer
controlled the second. The idea that this is a natural state of affairs
pervades discussions of health policy in the United States to the
point where few even recognize they have adopted this article of
faith.
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This explains why the above-mentioned proposals and many oth-
ers make ‘‘expanding coverage’’ a primary object. In a culture that
expects a bureaucracy to finance nearly all medical care, lack of
total coverage may be seen as the equivalent of lacking health care.
Expanding coverage—or even achieving universal coverage—
becomes the logical imperative. Few health care proposals think
outside this box. As Chapter 4 discusses, health insurance coverage
has its place. However, the idea that the object of health policy
is to ensure universal coverage is an article of faith that must be
reevaluated.
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4. Too Much of a Good Thing Can Be
Very Bad

What can policymakers do to make health care of ever-increasing
quality available to an ever-increasing number of consumers? The
answer begins with an accurate diagnosis of the problem. As dis-
cussed in the Introduction, producers in an open market must com-
pete to meet consumers’ needs at the lowest possible cost. Consum-
ers who must weigh different options against one another tend to
focus on getting the highest value per dollar spent, and they reward
producers who provide it. Consumers and efficient producers both
gain. Inefficient ways of doing things are driven from the market.
Competition constantly pushes producers to reduce prices and
improve quality. However, this process does not describe America’s
health care sector.

Why does health care lack the vigorous competition that produces
wonders in other sectors of the economy? As we survey the scene,
we see that many of the necessary conditions of healthy competition
have been disabled. On the consumer side, government promotes
excessive levels of health coverage. On the producer side, it imposes
excessive regulation, which dampens competition. In each instance,
government usually has a stated goal of making health care more
affordable, protecting consumers, or even increasing market compe-
tition. However, its interventions often produce the opposite effect.
When it limits experimentation and learning in the marketplace,
government inhibits the competitive discovery process and most
often leaves consumers worse off.

The good news is that policymakers can restore choice and compe-
tition to health care. First, they should reduce and eventually elimi-
nate policies that encourage or hinder particular ways of financing
medical care or insurance. That will require both short-term and
long-term strategies that build on the success of health savings
accounts. Second, policymakers should enable greater competition
in the health care sector. That requires removing regulations that
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restrict providers’ freedom to innovate, and patients’ freedom to
choose how to care for their minds and bodies.

The Trouble with Too Much Health Coverage

Health insurance plays a crucial role in financing health care. But
Americans rely on health coverage beyond its usefulness. Like auto,
fire, and homeowner’s insurance, health insurance is supposed to
protect against unlikely but high-cost events. Ordinarily, it would
not cover regular checkups for the same reason that auto insurance
does not cover oil changes: such expenses are neither unlikely nor
high-cost. It is easier to pay for smaller, predictable expenses directly
rather than through insurance. Of course, there is no reason why
someone should not be able to purchase coverage for regular check-
ups—as long as she is willing to pay the added cost.

Health insurance works differently in the United States. Rather
than have consumers evaluate the costs and benefits of different
types of coverage, government actively hides the full cost of coverage
from consumers. As a result, consumers demand more generous
coverage, and much of the care covered by that health ‘‘insurance’’
is care that they otherwise would purchase directly. There are two
main ways government hides from consumers the cost of their health
coverage. First, the federal and state governments grant special tax
treatment to employer-provided health insurance. As a result, most
Americans obtain health coverage through an employer. That hides
the cost of coverage because employers pay a portion or all of the
premiums. (It also encourages more generous coverage because it
exempts from taxation any medical care covered by an employer’s
health plan.) Second, government provides health coverage to tens of
millions Americans through government programs. These programs
hide the cost of coverage from the beneficiaries by passing the cost
on to taxpayers. The cumulative result is that roughly 86 cents of
every dollar spent on medical care in the United States today is
financed through a third party (see Figure 4.1).1 Government itself
finances nearly half of all medical expenditures. In fact, the United
States finances a greater share of its health care bills through third-
party bureaucracies than 17 other advanced countries, including
Canada (see Figure 4.2). By this admittedly crude measure, Ameri-
ca’s health care system is more socialized than many others.
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Figure 4.1
PERSONAL HEALTH CARE SPENDING: DIRECT PAYMENT

VS. THIRD-PARTY PAYMENT (2002)

Private health insurance, 35.4%
Other private, 5.0%

Government, 45.9%

Direct from patient, 13.7%

SOURCE: Centers for Medicare & Medicaid Services.

Figure 4.2
PERCENTAGE OF HEALTH EXPENDITURES FINANCED BY

THIRD PARTIES (2002)
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This overreliance on health coverage has far-reaching conse-
quences. When patients enter the medical marketplace with excess
coverage, they have less need to weigh the benefits of health care
against the costs. They end up utilizing care that provides little
value. Since patients are not very particular about costs and benefits,
neither are providers. They have less incentive to focus on innovative
ways of meeting patients’ needs or to furnish information about
prices and quality. Costs cannot help but rise in such a market. With
insurers, employers, and government exercising more control over
consumers’ health care dollars, consumer choice inevitably suffers
as well. All told, America’s overreliance on health coverage reduces
competition, increases costs, and decreases quality. What follows is
a discussion of the problems created by this overreliance on health
coverage, and how to reduce it.

Creating Conflict

Most fundamentally, America’s overreliance on health coverage
creates unnecessary conflict. In most markets, the interests of con-
sumers, producers, and payers are well-aligned because the con-
sumer and the payer are the same person. Producers get paid when
they give consumers what consumers want. The lines of authority
and accountability are clear. When the consumer and the payer
are not the same person, however, it creates conflict between all
three parties.

To some extent, this type of conflict is inevitable in health care.
Many medical expenses are beyond most patients’ ability to pay, so
it makes sense for insurers to pay on their behalf. Any resulting
conflict would normally be mitigated through deductibles and
copayments. Coverage may begin only after patients have paid a
certain dollar amount of care themselves, that is, after they meet
their deductibles. Beyond that, the insurers may require the patients
to pay a portion of the covered expenses, that is, a copayment.
Deductibles and copayments give the patients an interest in eliminat-
ing wasteful expenditures and utilizing only medical care that they
expect will provide value. These cost-sharing measures realign the
interests of patients, payers, and providers. Having patients choose
the terms of their health insurance in advance further harmonizes
the parties’ interests. This allows insurers to convey the costs of
different ways of dealing with the problems of third-party payment
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(i.e., different deductibles, copayments, and other features) and
requires consumers to weigh those costs.

When government hides the full cost of coverage from consumers,
however, it makes the problem of conflicting interests worse. Lower
deductibles make health insurance more expensive. Hiding the cost
of lower deductibles—by passing the costs on to taxpayers or making
it appear that one’s employer is footing the bill—encourages lower
deductibles, which creates conflict over low-cost medical expenses.
Copayments likewise make coverage less expensive. Hiding the cost
of eliminating copayments encourages people to eliminate copay-
ments, and creates conflict over higher cost items.

One result is unnecessary conflict between patients and payers.
Since patients pay an average of only 14 cents for each dollar of
care, they utilize more care than they would if they had to shoulder
more of the cost. The added utilization imposes costs on the people
who ultimately pay for the other 86 percent—workers and taxpayers.
They perceive no benefit from a stranger’s overuse of the health
care system. Through their agents (insurers, employers, and govern-
ments), they push back by refusing to pay for care that patients
want. Excessive coverage also creates conflict between patients and
payers by encouraging ‘‘moral hazard.’’ By reducing the (apparent)
costs to consumers of risky behaviors (e.g., obesity, smoking, reckless
driving), it encourages consumers to do less than they otherwise
would to safeguard their health.

Encouraging excessive coverage also creates conflict between pay-
ers and providers. Providers often see the payers’ coverage decisions
as an intrusion on the doctor-patient relationship and an affront
to their professional judgment. One result is that providers (and
presumably patients) often deceive payers to obtain coverage.
Researchers from Yale University and Beth Israel Deaconess Medical
Center in Boston found that 39 to 50 percent of physicians have
manipulated third-party reimbursement rules to secure coverage of
a particular treatment for a patient (and payment for themselves)
(see Figure 4.3). Up to 70 percent of physicians said they would be
willing to do so under certain circumstances.2 The researchers wrote:

Tactics reported by physicians have included exaggerating
the severity of the patient’s condition, changing the patient’s
diagnosis for billing, or reporting signs or symptoms that the
patient did not have. Deceptions may involve brief changes in
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Figure 4.3
PERCENTAGE OF PHYSICIANS WHO MANIPULATE THIRD-PARTY
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SOURCE: Sidney T. Bogardus Jr., David E. Geist, and Elizabeth H. Bradley,
‘‘Physicians’ Interactions with Third-Party Payers: Is Deception Necessary?’’
Archives of Internal Medicine, Vol. 164, September 27, 2004, pp. 1841–44.

wording, as when physicians rule out cancer as the indication
for a test rather than screening. Also, physicians may be
willing to alter billing codes or to change elements of patient
history (e.g., increasing the severity of a symptom or even
creating nonexistent symptoms, such as claiming suicidal
ideation to obtain a psychiatric referral) or results of physical
examination (e.g., inventing findings such as breast lumps
to obtain a referral for screening mammography).3

As one might imagine, physicians are increasingly likely to deceive
third-party payers as reimbursement rules become more restrictive.
Physicians who do so report that it is necessary to provide high-
quality care and that their patients often ask them to deceive third-
party bureaucracies. The researchers concluded that ‘‘deception is
the symptom, not the problem,’’ that ‘‘the use of deceptive tactics
with third-party payers may be a signal that our health care financing
system has a structural flaw,’’ and that ‘‘we should be concerned
about a system that places physicians in such a difficult position.’’4

In fact, America’s overreliance on third-party payment results in
exorbitant amounts of health care fraud. The New York Times recently
reported that that state’s Medicaid program ‘‘has become so huge,
so complex, and so lightly policed that it is easily exploited.’’ For
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example, one Brooklyn dentist billed the program for 991 procedures
in a single day.5 A federal oversight agency posits that fraud accounts
for as much as 10 percent of all health expenditures in the United
States,6 which translates into some $226 billion in 2007.7

Encouraging excessive health coverage also creates unnecessary
generational conflict. Elderly patients have high health expenses.
Therefore, they benefit from generous government health programs.
Younger workers have fewer health expenses, and benefit more from
lower taxes. Hiding the cost of coverage for the elderly by shifting
it to others creates conflict as different generations collide over tax
rates and the generosity of government subsidies.

Vast sums of money are wasted on such conflict. Opposing patient,
provider, and payer groups constantly apply pressure to govern-
ment to influence the generosity of private and publicly provided
health coverage. Health care interests spent more than $1 billion on
political contributions and lobbying in the 2005–2006 election cycle.8

Health care lobbying ranked second in terms of dollars spent in 2006.9

Health professionals are the sixth-highest contributing profession to
congressional campaigns.10 The amount of money spent to influence
government health policy may seem large, but it is a drop in the
bucket compared with the amount of waste generated by America’s
overreliance on health coverage.

Overutilization, Wasted Resources, and Low-Quality Care

As noted earlier, excessive coverage encourages patients to utilize
care without regard to its cost. Ordinarily, consumers spend $1,000
on an item only if they expect it to provide at least $1,000 of value.
When spending someone else’s money, however, their consumption
patterns change. When it comes to health care, Americans demand
care even if it provides less benefit than its cost. Since patients
directly pay on average only 14 cents on the dollar for medical care,
they tend to demand medical care that costs $1,000 even if it provides
only $140 of value. Paul Ginsburg of the Center for Studying Health
System Change and Len Nichols of the New America Foundation
write, ‘‘When someone else pays . . . patients have little price sensitiv-
ity and almost no incentive to economize and make sure the expendi-
ture is commensurate with the clinical value of the service.’’11

Newhouse and others involved in the RAND Health Insurance
Experiment studied utilization among two groups of individuals.
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Figure 4.4
SHIFTING SOURCES OF DRUG SPENDING
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SOURCE: Centers for Medicare & Medicaid Services, ‘‘Table 1.10—Spending
for Prescription Drugs by Source of Funds, 1965–2000,’’ An Overview of
the U.S. Healthcare System: Two Decades of Change, 1980–2000.

The first group was given health coverage that made medical care
effectively ‘‘free.’’ The second group faced tradeoffs between medical
care and other items for the first few thousand dollars of medical
expenses. They found that families who faced tradeoffs between
health and non-health items ‘‘reduced expenditure about 25 to 30
percent relative to a plan in which care was free to the family.’’12 In
other words, comprehensive coverage led patients to consume 43
percent more medical care than they otherwise would, despite the
fact that it provided no measurable value.

A recent example of overutilization and wasted resources comes
from a class of pain-relieving drugs called COX-2 inhibitors. As
pharmaceuticals have become a more valuable tool for preventing
and curing illness, health coverage has expanded to cover more drug
costs. In 1965, 93 percent of spending on prescription drugs came
directly from patients. By 2000, patients paid only 32 percent of their
drug costs directly. Public and private coverage financed 68 percent
(see Figure 4.4).13 Because patients perceive the cost of an expensive
drug to be less than it is, they often waste resources on expensive
drugs when a cheaper alternative would have provided as much
value. When COX-2 inhibitors became available, they offered no
improvement in pain relief over existing, less expensive drugs.14
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However, they were hailed for relieving pain without irritating the
stomach as much as the alternatives.15

A study of Medicare patients with osteoarthritis found that those
with the most drug coverage were twice as likely to use COX-2
inhibitors as those with the least drug coverage. This fact alone
would not be troubling if the patients with more generous coverage
needed the more expensive drug. But the study found they did not.
In this group, patients who had little risk of adverse gastrointestinal
reactions used the expensive COX-2 drugs as often as those at high
risk, despite the availability of cheaper alternatives.16 Another study
found that more than 60 percent of prescriptions for COX-2 inhibitors
were for patients at low or very low risk of gastrointestinal complica-
tions from alternative medications.17

These studies help explain how increasing productivity and enor-
mous waste can be found side by side in America’s health care sector.
Many patients who utilize expensive new technologies experience no
benefits. Imagine there are two equal-sized groups of patients—
Groups A and B. Both groups take the same pain reliever, Drug A.
Drug A completely relieves pain for Group A, but leaves Group B
with substantial pain. Now imagine a technological advance—Drug
B. This blockbuster drug costs twice as much as Drug A, but com-
pletely relieves pain for everybody. If both groups switch from Drug
A to Drug B, everyone will be free from pain. However, 25 percent
of the money spent on Drug B would be wasted because even though
Drug B is a technological advance, Group A gains nothing from it.
Group A was already experiencing zero pain, and therefore would
double its expenditures for no additional benefit. America’s health
care sector produces enormous waste alongside productivity gains
because our overreliance on health coverage gives patients every
incentive to consume technological advances, even if the added
expense does them no good.

The RAND Health Insurance Experiment confirms that people
with excessive coverage utilize care that does nothing to improve
health. Families who had to weigh the cost of the first few thousand
dollars of medical expenses saw ‘‘little to no net adverse effect on
health for the average person,’’ compared with families with 100
percent coverage. ‘‘Indeed, restricted activity days fell.’’18

It may be impossible to estimate the total amount of waste in
America’s health care sector. However, it is almost certain to be in
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the hundreds of billions of dollars. Milton Friedman has estimated
that without decades of government encouragement of excessive
health coverage, per capita spending on medical care in 1997 would
have been less than half the actual figure.19

Price and Quality Information
America’s overreliance on coverage also reduces the availability

of information on prices and quality. As noted, patients have less
incentive to shop for low-cost, high-quality care. One survey found
that only 12 percent of Americans do any research on the cost or
quality of health care providers each year,20 despite the fact that 20
percent of Americans use more than $1,800 of medical care each
year.21 Even among those with heart disease, 42 percent did no
research on their medical condition or treatments.22 A study in the
Journal of the American Medical Association found that only 15 percent
of patients even talk to their physician about out-of-pocket costs.23

Lack of Information for Patients
Providers have little incentive to generate and advertise price and

quality information because patients tend not to use the information.
Even when patients attempt to shop for value, they are stymied
by a lack of information on prices and quality. The Federal Trade
Commission (FTC) and Department of Justice (DOJ) observe, ‘‘The
public has access to better information about the price and quality of
automobiles than it does about most health care services.’’24 Harvard
University professor Regina Herzlinger quips, ‘‘there’s virtually no
price or quality information. You ever try to find out what the price
is for a certain procedure? I mean you’d think, huh, probably easier to
get some information out [of] the FBI.’’25 Princeton’s Uwe Reinhardt
notes, ‘‘Only rarely, in a few locations, do American patients have
access to even a rudimentary version of the information infrastruc-
ture on which the theory of [a] competitive market . . . rest[s]. The
price[s] of health services are jealously guarded proprietary
information.’’26

Even those prices that can be obtained do not allow patients to
judge the social value of services, because the prices rarely reflect
actual costs. Wide dissemination of useful price information puts
providers at a disadvantage when negotiating reimbursements from
third-party payers. Hospitals and other facilities typically negotiate
payments from private health plans in secret, because revealing how
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much they charge one plan harms their ability to negotiate with
other plans. University of California, Santa Barbara, health economist
H. E. Frech notes:

[P]eople will say . . . there’s no price data in hospital markets.
Well, in a sense, that’s actually backwards. The problem is
there are millions of prices. There’s too many prices. [F]irst
there are thousands of services that are individually priced
on the fee-for-service side, and the definitions aren’t even
perfectly standardized. The second point is, a typical hospital
will have at least tens and maybe hundreds of payers with
different prices. [T]he prices [are] not only different, the very
bases of the price, what gets priced, is different.27

Bureaucracies are slow to demand quality data and can use it to
eliminate wasteful expenditures only with difficulty. In all, as Her-
zlinger notes, ‘‘Health care ‘Zagats’ falter because health insurers—
rather than consumers themselves—do the shopping.’’28

Lack of Information for Providers

An overreliance on coverage also denies providers information
that a functional marketplace would furnish. When consumers are
spending their own money, each purchase transmits information
about their preferences, enabling producers to respond by providing
more of what consumers value. Greater demand for hybrid cars
leads to higher prices, and higher prices tell producers to invest
more in hybrid cars. But because patients are less quality- and cost-
conscious in the medical marketplace, providers have less access to
information about what products, services, and delivery systems
patients value most.

When patients take less care to weigh the expected costs and
benefits of medical care, it conceals information about patient prefer-
ences from providers. Instead, payments to providers are based on
what is important to insurers, employers, and government. As the
FTC and DOJ observe, ‘‘At present . . . most payments to providers
have no connection with the quality of care provided.’’29 Instead,
‘‘providers who deliver higher quality care are generally not directly
rewarded for their superior performance.’’ Worse, ‘‘providers who
deliver lower quality care are generally not directly punished for
their poorer performance and, worse still, may even be rewarded
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with higher payments than providers who deliver higher quality
care.’’30

It should come as little surprise, then, that in practice, patients
often receive substandard or unnecessary care. As noted earlier, U.S.
patients receive the generally accepted standard of care only about
half of the time. And having health insurance does little to improve
the quality of care that patients receive.31

Ginsburg and Nichols argue that the lack of price and quality
information may fuel the overconsumption that results from exces-
sive coverage. ‘‘The impact of low patient out-of-pocket costs—
coupled with payment systems that encourage providers to deliver
more services,’’ they write, ‘‘is probably magnified by limited infor-
mation about the effectiveness of many medical tests and procedures.’’32

Dampened Competition

Discouraging patients from shopping for value and distracting
physicians from pursuing higher quality care at lower prices cannot
help but stifle competition. Michael Porter and Elizabeth Teisberg
write,

The most fundamental and unrecognized problem in U.S.
health care today is that competition operates at the wrong
level. It takes place at the level of health plans, networks,
and hospital groups. It should occur in the prevention, diag-
nosis, and treatment of individual health conditions or co-
occurring conditions. It is at this level that true value is
created—or destroyed—disease by disease and patient by
patient. It is here where huge differences in cost and quality
persist. And it is here where competition would drive
improvements in efficiency and effectiveness, reduce errors,
and spark innovation. Yet competition at the level of individ-
ual health conditions is all but absent.33

Even where health plans, networks, and hospital groups compete
with one another, it is often for the business of institutions—employ-
ers, health plans, government—rather than individual consumers.
And even where consumers have a choice of health plans, it hardly
amounts to a competitive environment.

Sixty percent of Americans obtain health insurance through their
employer.34 More than half (53 percent) of workers offered employer-
provided coverage have at most two options.35 Even where multiple
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options exist, it hardly amounts to a competitive environment. Herz-
linger writes,

[E]ven when companies offer three or four options, precious
little distinguishes them—most managed-care plans provide
the same benefits, insure virtually identical levels of
expenses, reimburse providers in similar ways for a limited
array of traditional services, and last for only one year. In
essence, managed care comes in just two flavors: plans that
place constraints on access to physicians and hospitals for a
lower price, and plans that offer readier access for a
higher price.36

Undermining the Doctor-Patient Relationship

Most physicians now rely extensively on third-party payers. More
than 95 percent of physicians accept Medicare patients.37 In 2001,
about 90 percent of physicians had at least one managed-care con-
tract, and on average physicians received roughly 40 percent of their
income from managed care. Only about a quarter of physicians
practiced independently, compared with 41 percent in 1983.38

This trend has had a negative impact on the way physicians prac-
tice medicine and the doctor-patient relationship. Swiss medical
ethicist Ernest Truffer argues that the increasing interjection of ‘‘gate
keepers,’’ ‘‘case managers,’’ and other forms of bureaucracy between
doctors and patients ‘‘amounts to a rejection of the medical ethic—
which is to care for a patient according to his specific medical require-
ments—in favor of a veterinary ethic, which consists of caring for
the sick animal not in accordance with its specific medical needs,
but according to the requirements of its master and owner, the
person responsible for paying any costs incurred.’’39

When doctors are paid a set amount per office visit, as they often
are, it leads to less time to meet with patients, which can have an
impact on effective diagnoses and treatment. After receiving a sec-
ond opinion that corrected a serious misdiagnosis (which missed
three blocked coronary arteries), author Jay Neugeboren observed,

the way the health care system is now run [has] undermined
the traditional doctor-patient relationship. Not only do doc-
tors have less and less time to meet with us, but, given the
vagaries of health insurance, the doctor we see one time may
not be the same doctor we see the next time, and so we often
remain strangers to one another . . . [I]n the words of Dr.
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Bernard Lown, inventor of the defibrillator, listening to the
patient and taking a careful history remains ‘‘the most effec-
tive, quickest and least costly way to get to the bottom of
most medical problems.’’40

A growing movement among some physicians to reject third-party
coverage attests to the impact it has had on the practice of medicine
and the physician-patient relationship.41

Stop Stacking the Deck against Patients
The most important step policymakers can take to improve the

quality and affordability of medical care and to reduce wasteful
medical expenditures would be to stop stacking the deck against
patients by encouraging Americans to overrely on health coverage.
The FTC and DOJ counsel:

Private payors, governments, and providers should experi-
ment further with payment methods for aligning providers’
incentives with consumers’ interests in lower prices, quality
improvements, and innovation. Payment methods that give
incentives for providers to lower costs, improve quality, and
innovate could be powerful forces for improving competition
in health care markets.42

Eliminating or minimizing government encouragement of excessive
coverage would fulfill this objective and more.

Reducing such incentives would realign the self-interest of patients,
providers, and payers, and would free providers to focus on their
patients’ interest in lower costs, higher quality, and greater innovation.
Former Medicare trustee Tom Saving and Andrew Rettenmaier of Texas
A&M University write, ‘‘When consumers care what health care costs,
suppliers will have to compete for consumer dollars and this competi-
tion will reduce the cost of care.’’43 Reducing incentives for excessive
coverage would also reduce wasteful expenditures.

Finally, it would generate information on price and quality.
Patients’ purchasing behavior would give producers the information
they need to focus on the goods and services that patients value
most highly. This would spur greater competition among producers,
and encourage them in turn to generate and advertise the price and
quality information that patients require. According to Porter and
Teisberg, ‘‘Encouraging competition at the level of specific diseases
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or conditions will speed the development of the right kind of infor-
mation.’’44 The FTC notes that ‘‘competition can help address . . .
information problems by giving market participants an incentive to
deliver truthful and accurate information to consumers . . . Studies
by the FTC’s Bureau of Economics have confirmed that advertising
provides a powerful tool to communicate information about health
and wellness to consumers—and the information can change peo-
ple’s behavior.’’45 More information and greater competition will
further drive the market toward lower costs and higher quality.

Eliminating government encouragement of excessive health cover-
age will require both fundamental tax reform and reform of govern-
ment health programs such as Medicare, Medicaid, and the veterans
health system. The necessary tools may be different in different
instances. In each case the object is the same: to allow patients to
choose how their health care dollars are spent.
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5. Tax Policy and Health Care

Since World War II, the federal government has maintained an
uneven playing field in health insurance markets. During the war,
employers offered health benefits as a way to attract workers without
running afoul of wartime wage controls. The federal government
treated such benefits as a business expense exempt from taxation.

Eventually written into law, the tax exemption of employer-pro-
vided health insurance has two principal effects. First, it lowers the
cost of employer-provided health insurance (including any medical
care financed through such ‘‘insurance’’) relative to other goods and
services. On the one hand, at a tax rate of 50 percent, purchasing
$1 of goods requires $2 of pretax earnings. On the other hand, the
same amount of pretax earnings buys $2 of health coverage. This
preferential tax treatment makes the price of health insurance and
medical care appear much lower relative to other expenditures, and
encourages workers to purchase more coverage and consume more
care than they otherwise would.

The second effect is that most Americans get their health insurance
through employers, and most of their medical bills are paid by
employers or insurers. In 2003, an estimated 60.4 percent of Ameri-
cans obtained health insurance through an employer.1 Already
encouraged to overconsume health care by distorted prices, workers
are further insulated from the cost of their health care consumption
because someone else is paying the bill.

Since the tax benefits applied only to health care financed through
the employer’s health plan, health ‘‘insurance’’ came to cover not
only catastrophic episodes but routine expenses as well. In 2004, 50
percent of workers in preferred provider organizations (PPOs) faced
an in-network deductible of less than $500, and another 30 percent
had no deductible.2 As of 2003, nearly three-fourths of workers with
employment-based coverage faced only a $15 copayment or less to
see a physician (see Figure 5.1). Seventeen percent faced no copay-
ment.3 Health ‘‘insurance’’ has expanded to cover routine care
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Figure 5.1
WORKERS’ COPAYMENTS FOR PHYSICIAN VISITS (2003)
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SOURCE: Kaiser/HRET Survey of Employer-Sponsored Health Benefits, 2003.

because financing these items through a third party brought tax
benefits. Saving for one’s routine medical expenses did not.

This uneven playing field has restricted consumer choice and
competition, reduced patients’ control over their health care deci-
sions, increased the cost of health insurance and medical care, caused
many to go without health insurance for extended periods (and
many more for brief spells), discouraged saving, lowered wages,
eliminated jobs, reduced consumers’ health insurance choices, dis-
criminated against those who cannot obtain employer-sponsored
coverage, and left Americans poorer. In 2003, however, the federal
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government took the first step toward leveling this playing field by
creating health savings accounts (HSAs). HSAs level the playing
field somewhat between direct payment and third-party payment
for health services. Congress should take further steps to level the
playing field by enhancing and expanding HSAs, and ultimately
enacting fundamental tax reform that removes the federal tax code’s
influence over consumers’ health care decisions.

Effects of the Tax Exclusion

The cost of health care has placed a steadily rising burden on
employers and workers. For over a decade, the cost of health insur-
ance has risen faster than both workers’ earnings and inflation.
Health insurance premiums for a family of four increased by more
than 10 percent in 9 of the past 16 years.4 A study by Katherine
Baicker and Amitabh Chandra of Dartmouth College estimates that a
10 percent increase in health premiums lowers wages by 2.3 percent,
lowers a worker’s likelihood of being employed, and lowers hours
worked.5 Another study estimates that rising health insurance premi-
ums lead to a $1 reduction in health benefits for every $2 in
reduced wages.6

From 2000 to 2006, private health insurance premiums increased
by 86.5 percent—more than four times the rate of average earnings
(19.6 percent).7 As a result, by one measure the share of the popula-
tion without health insurance grew by 3 percentage points between
1987 and 2005.8 The percentage of nonelderly Americans receiving
insurance through their employers declined from 68 percent in 2000
to 63 percent in 2005.9

Because employers see these higher costs in their budgets, they
have attempted to constrain unnecessary spending with administra-
tive controls that interfere with patients’ medical decisions and how
providers practice medicine. Employers have turned to managed
care to control costs by restricting the number of providers and
services eligible for coverage. In 1988, 27 percent of insured Ameri-
cans were enrolled in some form of managed care plan. By 2004,
that figure had risen to 95 percent.10 As a result, more patients must
comply with bureaucratic rules over how their own health care
dollars may be spent. One survey found that the strongest predictor
of dissatisfaction with a health plan, as measured by unwillingness
to recommend the plan to others, is lack of choice with respect to
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providers.11 In effect, managed care employs bureaucracies to constrain
the consumption of patients who would constrain themselves if they
were spending their own money. Managed care is a predictable out-
growth of America’s overreliance on health insurance coverage.

Encouraging most Americans to purchase employer-provided health
insurance has led to fewer choices both in the employer market and
in the market for individual (as opposed to group) health insurance.
As noted earlier, 53 percent of workers offered employer-provided
coverage have at most two options. Nearly 90 percent of companies
with fewer than 200 employees offer only a single health plan.12 Con-
sumers shopping in the individual health insurance market have their
choices restricted by higher premiums13 and the necessity of paying
with after-tax dollars.

The rising cost of health benefits is considered a significant factor
behind wage stagnation and the reluctance of employers to hire more
full-time workers.14 From 1989 to 2004, overall compensation rose by
12.7 percent, adjusted for inflation. But wages rose just 7.5 percent,
while nonwage benefits increased 26.2 percent.15 Industry sectors that
are most likely to offer health insurance to employees and offer the
most generous plans have suffered the biggest job losses in the past
few years. Conversely, the greatest job growth has been in industries
that offer few or less comprehensive health benefits.16

Unlike nearly every other type of insurance, health insurance in the
United States is tied to employment. When workers leave their jobs,
they also leave their health benefits behind. Thus the tax exclusion
progressively decreases labor mobility and entrepreneurship by work-
ers who fear losing health benefits. Studies have estimated that ‘‘job
lock’’ reduces job mobility among married men by 22 percent and
married women by 33 percent and is growing17 (see Figure 5.2).

By encouraging overreliance on health coverage, the tax exclusion
leads to moral hazard. It not only encourages riskier behaviors (smok-
ing, overeating, inactivity), it also discourages prudent behaviors (sav-
ing for future medical expenses, exercise, preventive care) by creating
the expectation that one’s medical expenses are another’s responsibility.

Finally, it leaves Americans substantially poorer. Harvard economist
Martin Feldstein has estimated that the tax exclusion misallocates
resources to health care that would have provided greater value if
applied elsewhere. As a result, it cost Americans an estimated $126
billion in 2004.18 This amounts to a hidden tax of nearly $1,000 per
household.19
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Figure 5.2
EMPLOYER-BASED HEALTH COVERAGE AND ‘‘JOB LOCK’’
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Despite the damage the tax exclusion does by promoting health
coverage well beyond the value it provides, it enjoys considerable
support. Many workers and employers oppose removing the exclusion
because doing so understandably appears to be a tax increase. Yet as
Duke University professor Clark Havighurst notes, ‘‘a tax subsidy is
insidious precisely because, in addition to being an off-budget public
expenditure, it can misallocate huge amounts of society’s resources,
yet be entirely painless at the level of individual producers and consum-
ers.’’20 The fact that the exclusion’s $126 billion hidden tax is hidden
makes it no less real.

Health Care Reform Requires Tax Reform
If government imposes a tax, its purpose should be to raise reve-

nue, not to encourage people to purchase health care versus other
items, or to favor particular methods of financing health care. Ideally,
tax policy would be neutral toward health expenditures and different
methods of financing health care. However, repealing the current
tax exclusion is politically infeasible and would be perceived as a tax
increase as previously untaxed health expenditures would become
subject to taxation.
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To eliminate completely the differential tax treatment of health
and nonhealth expenditures—and thus the tax code’s bias toward
excessive coverage—fundamental tax reform is necessary. A broad-
based tax system that taxes health and nonhealth expenditures alike
at a flat, low rate would accomplish this and be far preferable to
the current federal income tax. Individuals would then make health
care decisions according to what provides them the greatest value,
not the greatest tax benefit. Health insurers and health care providers
would have to compete aggressively for consumers, and the control
that third parties currently wield over patients’ medical decisions
would disappear. As House Ways and Means Committee Chairman
Bill Thomas (R-Calif.) has said, ‘‘Together we can solve the problem,
or together we can continue to try to argue that . . . God created the
employer deduction.’’21

Health Savings Accounts: Consumer-Directed Health Care

Fortunately, the federal government has taken a step toward
reforming private health insurance through tax reform. In 2003,
Congress and President Bush created HSAs, which extend the pre-
ferred tax treatment of employer-provided health insurance to per-
sonal, individually owned savings accounts that are dedicated for
medical expenses. HSAs have the potential to bring important
changes to both privately and publicly financed health care in the
United States.

An HSA is much like a 401(k) dedicated for medical expenses. As
with a 401(k), eligible individuals and their employers can make
tax-free contributions. Earnings are also tax-free. Funds withdrawn
before age 65 are generally taxed as income, plus a 10 percent pen-
alty. After age 65, withdrawals are taxed as income with no penalty.
However, in contrast to 401(k)s, withdrawals for medical expenses are
never taxed. This is true before and after age 65. For this reason,
HSAs have been described as ‘‘a 401(k) on steroids.’’

There are additional differences. To be eligible for an HSA, indi-
viduals must be covered by a qualified high-deductible health plan.
In 2007, deductibles could be no lower than $1,100 for individuals
and $2,200 for families. Deductibles could be no higher than $5,500
for individuals and $11,000 for families—which are also the limits
on overall cost-sharing allowed with an HSA-qualified health plan.22
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These plan design regulations effectively restrict HSA eligibility to
those who have ‘‘qualified’’ coverage.

HSA contributions are limited to $2,850 for individuals and $5,650
for families. HSA holders between the ages of 55 and 65 may make
additional ‘‘catch-up’’ contributions. The maximum amount for
catch-up contributions is $800 in 2007. The figure increases by $100
per year until it reaches $1,000 in 2009.

HSAs are a milestone in health care policy. By reducing govern-
ment encouragement of excessive private coverage, HSAs will
restore much of the consumer sovereignty, product choice, and pro-
ducer competition that have been eroded by government. HSAs
reestablish the freedom to choose one’s doctor, to own one’s health
insurance, and to self-insure for future medical needs without
bureaucratic interference or being penalized by government. HSAs
can help change the culture of health care in the United States by
reorienting patients to shop for value and reorienting providers to
enhance quality and contain costs. Although HSAs do not remove
the differential tax treatment of medical expenditures, they do level
the playing field between third-party coverage and self-insurance.
Unlike other forms of health coverage, whatever patients do not
spend from their HSAs, they keep in their accounts, which follow
them from job to job.

In just 15 months, HSA enrollment reached over one million cov-
ered lives. By the end of 2004, more than 70 insurance companies
had announced their intention to offer HSAs.23 In November 2004,
Kaiser Permanente, one of the nation’s largest managed care organi-
zations, announced it would offer an HSA because ‘‘our customers
want to buy it.’’24 BlueCross/Blue-Shield announced it would offer
HSAs in 49 states and the District of Columbia by the first quarter
of 2006.25 Rather than list the name of every insurer offering an HSA
product, Health Market Survey writes, ‘‘the easiest way to say it [is]
everybody will be doing HSAs.’’26 An estimated 4.5 million to 6
million Americans had HSA coverage by January 2007, and HSA
enrollment was growing faster than that in other types of consumer-
directed plans.27 In a 2004 survey, a plurality of economists chose
health savings accounts as the way to reform the U.S. health sector:
‘‘Forty-one percent of our panelists voted to institute health saving
plans with a catastrophic insurance back-up.’’ They also preferred
them to a government-run health system by a ratio of more than
two to one.28
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HSAs have the potential to revolutionize much of the health care
sector. However, their growth and success are hampered by unneces-
sary restrictions. In essence, these restrictions substitute the judg-
ment of politicians for the preferences of individual consumers, and
preserve much of what government does to encourage overreliance
on third-party coverage. In practice, they limit the number of Ameri-
cans who can open an HSA, the choices available to those interested
in HSAs, and the ability of HSAs to contain health care costs.

The Next Step: Large HSAs
Whether HSAs will achieve robust growth may depend on

whether Congress will enhance and expand HSAs into larger, more
flexible accounts. Large HSAs would give workers full ownership
of their health benefits and expand their freedom to control their
medical decisions. Three changes are necessary:

(1) Increase HSA contribution limits to allow employers to deposit
the full value of workers’ health benefits directly into their
HSAs.

(2) Eliminate the health insurance requirement for HSAs.
(3) Allow tax-free HSA withdrawals for all health insurance

premiums.

Expanding HSAs in this way would all but eliminate government
encouragement of excessive coverage and employer-directed health
care. Whether deposited by employers or individuals, HSA funds
would belong to individual consumers. They would control their
health care dollars and decisions free of government encouragement
of excessive coverage. Any bias toward employer-provided coverage
would be eliminated as well. (However, employers would still have
an incentive to make HSA deposits to avoid payroll as well as
income taxes.)

Increase Contribution Limits
Current HSA rules continue to give workers a tax benefit only if

they let their employers control their health coverage. Allowing
workers to deposit the full amount of their health benefits into their
HSAs would return that control to the workers themselves. Congress
should set HSA contribution limits as high as the most that any
employer and worker jointly contribute toward tax-free health bene-
fits. For example, the Lewin Group estimates that more than 98
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percent of singles receive $10,000 or less per year in untaxed health
benefits. Ninety-eight percent of families receive $17,000 or less.29

Capping HSA contribution limits in this range would have a number
of benefits. It would give employers the flexibility to make their
entire contribution toward workers’ health benefits directly into the
workers’ HSAs. In turn, the workers would have the flexibility to
use their HSAs to purchase health insurance from their employers
or elsewhere. It would also impose a cap on the tax exclusion, an
idea favored by many health care and tax experts. Unlike most
proposals to do so, however, it would increase the workers’ control
over their earnings and their health care dollars.

Eliminate Insurance Requirement

Current law contains restrictions that limit both the appeal of
HSAs to consumers and the ability of HSAs to contain health care
costs. Americans are permitted to open an HSA only if they have a
qualified health plan. In effect, this means that Congress grants the
right to save tax-free for one’s medical expenses only to those (1) who
can afford to purchase health insurance and (2) who buy rigidly
defined policies with restrictions on the number of deductibles (only
one is permitted), the size of the deductible, and maximum amount
of coinsurance. As noted, most Americans are not accustomed to
health insurance with deductibles of $1,000 and higher. Many do
not have sufficient savings to cover that kind of out-of-pocket expo-
sure. That alone will deter many consumers from even considering
an HSA.

However, lifting the insurance requirement would allow anyone
to combine an HSA with their existing coverage, instantly making
HSAs a feasible option for millions. In fact, lifting the insurance
requirement would encourage more Americans to choose high-
deductible insurance than do now. The opportunity to open an
HSA will cause many consumers with low-deductible coverage to
gravitate toward high-deductible coverage. As workers with low-
deductible coverage accumulate savings, they would be able to cover
more out-of-pocket costs. As a result, they likely would move toward
higher deductibles to save money on their premiums. Allowing
them to proceed gradually would entice more Americans to make
the switch.
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Lifting the insurance requirement would also give workers the
option not to purchase health insurance at all, but accumulate sav-
ings in their HSA instead. Over time, these workers would also
gravitate toward high-deductible health coverage. As those HSA
holders see their balances grow, many eventually will purchase
insurance to protect their savings from being wiped out by a cata-
strophic illness. Moreover, many HSA holders benefit by paying the
rates that their insurer has negotiated with providers. Access to
negotiated rates when paying out-of-pocket would further encour-
age uninsured HSA holders to obtain coverage.

One of the most frequent (and accurate) criticisms of existing
HSAs is that while they can discourage wasteful spending on routine
care, they may do little to reduce wasteful spending where restraint
is needed most. Lifting the insurance requirement can remedy this.
In a given year, more than 70 percent of all spending on medical
care comes from the 10 percent of Americans who each consume
more than $4,000 per year. Over half of all spending (56 percent)
comes from the top 5 percent, who each consume more than $8,000
of care.30 Yet the insurance requirement limits the ability of insurers
to experiment with copayment structures that encourage patients
to be prudent consumers when they require such levels of care.

In 2007, an individual could have a deductible of no less than
$1,100 and a maximum out-of-pocket exposure of no more than
$5,500. That means that after an HSA holder exceeds her deductible,
there can be no more than $4,400 of copayments. Front-loading these
allowable copayments (i.e., requiring relatively high copayments for
relatively low-dollar expenses) reduces waste on care consumed
closer to the deductible. However, it also leaves more high-dollar
medical expenses exposed to the problems of third-party payment.
Lifting the insurance requirement will enable insurers to find cost-
sharing structures that make coverage more affordable while giving
consumers the protection they want.

The most important reason to lift the insurance requirement is
that it is the right thing to do. Government has no business telling
consumers whether they should purchase health insurance or what
type of insurance they should buy. Some consumers prefer lower
deductibles and out-of-pocket exposure than HSAs currently allow,
while some prefer higher deductibles and out-of-pocket expo-
sure. HSAs are an attempt to remove government influence from
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consumers’ decisions about health care and insurance. It perverts
the principle underlying HSAs for government to require Americans
to purchase any health insurance, much less a particular type of
insurance, in order to be afforded the same opportunity to save for
their medical expenses as other Americans. Allowing HSAs to be
combined with any type of insurance will foster much more diversity
and competition in health insurance markets, and greatly expand
HSAs’ appeal. In 2003, the House of Representatives passed legisla-
tion that would have expanded HSA eligibility to the uninsured as
well as to those with more varied types of health insurance.31 Con-
gress should expand on that vote by lifting the insurance require-
ment altogether and allowing consumers to open a tax-preferred
HSA regardless of their insurance status.

Deductibility of Individual Health Insurance Premiums
Since World War II, individuals have had to purchase health

insurance with after-tax dollars, while employers could use pretax
dollars. (Only recently has Congress allowed self-employed individ-
uals to use pretax dollars.) This inequitable arrangement discrimi-
nates against the unemployed, those who do not receive health
insurance on the job, and workers who do not want the coverage
their employers offer. Moreover, it contributes to the problem of
‘‘job lock’’ discussed earlier.

Congress should correct this inequity by allowing individuals to
purchase health insurance with HSA funds. This would allow all
individuals, even those without employer-sponsored coverage, to
purchase health insurance with pretax dollars. Allowing full deduct-
ibility of individually purchased insurance in this way would make
coverage more affordable for millions and further level the playing
field between employer-sponsored coverage and other types of
insurance.

Large HSAs would give individuals full ownership of their health
care dollars and greater choice of providers and insurers. Much like
with 401(k)s, workers could decide how much to deposit into their
HSAs and could vary their contributions from year to year. Workers
could choose whatever type of health insurance they wished or they
could forgo health insurance to build larger HSA balances and pay
for health care expenses directly.

Large HSAs would also be far more equitable than the current
exclusion. Today, high earners receive the largest tax benefits from
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the exclusion, while many low-income workers do not receive any
benefit because their employers do not offer coverage. Large HSAs
would allow all individuals to channel part of their wages to an
HSA, and eliminate the disparities that result from the current exclu-
sion. Even low-income workers who pay no income taxes would
benefit from the exclusion of HSA deposits from payroll taxes.

Large HSAs would create more competitive health care and insur-
ance markets. Providers and insurers would have to focus on the
needs of individual consumers rather than the businesses they work
for. Health care consumers would be more parsimonious when
spending their own money, thus forcing producers to provide
higher-quality, lower-cost services, and to provide better informa-
tion to help patients make good decisions.

Large HSAs would also reduce administrative costs for employers.
Employers would be able to maintain their current level of health
benefits while eliminating the layers of bureaucracy required to
administer them. Large HSAs would also give employers who can-
not offer health insurance the opportunity to offer some tax-free
health benefits.

Some budget analysts may be concerned about possible revenue
losses from creating large HSAs. But every dollar lost to the Treasury
would represent one or more dollars set aside in individual workers’
HSAs. These funds would be set aside for workers’ future health
care expenses. With Medicare facing huge unfunded liabilities, large
and growing HSAs would help make up the future funding gap in
elderly health care. Moreover, capping the now-unlimited tax break
for employer-sponsored coverage could increase federal revenues
over time.

Large HSAs would help control health care costs, infuse competi-
tion into the medical marketplace, and give Americans ownership
of their health care dollars.

A New Option: A Standard Deduction for Health Insurance

In 2007, President George W. Bush proposed a novel way to reform
the tax treatment of health insurance and to reduce government
interference in private-sector health care. The president proposed
replacing the current, unlimited exclusion for employer-sponsored
insurance with a ‘‘standard deduction for health insurance.’’ Starting
in 2009, individuals who purchased health insurance would receive
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a ‘‘standard deduction’’ of $7,500. Families who did so would receive
a deduction of $15,000. Like the current exclusion, the standard
deduction for health insurance would be deductible against both
income and payroll taxes.

Yet the standard deduction for health insurance would be unlike
the current exclusion in three important ways. First, it would be
available to everyone, regardless of where they purchase health
insurance. It would therefore eliminate discrimination against those
without employer-sponsored coverage. Second, the standard deduc-
tion would not be an unlimited tax break; it would essentially be
capped at $7,500 for individuals and $15,000 for families. (Those
amounts would be indexed for inflation.) Third, anyone who pur-
chased just a basic, catastrophic health insurance policy would
receive the full $7,500 or $15,000 deduction. In other words, consum-
ers would receive an enormous tax break for purchasing a basic,
catastrophic insurance policy. But beyond that, the tax code would
offer no incentive to purchase additional coverage. Whereas the
current exclusion provides a constant incentive to purchase more
and more coverage, the standard deduction would eliminate that
distortion at the margin.

In certain respects, the president’s proposal resembles large HSAs.
It would level the playing field between individually purchased
coverage and employer-sponsored insurance. It would eliminate
incentives to purchase excessive coverage. Finally, it would cap
the currently unlimited exclusion for employer-sponsored health
insurance, and ultimately facilitate tax neutrality for health care.

Some conservatives have expressed concern that a standard
deduction for health insurance in effect would increase taxes on
those whose health benefits cost more than the amount of the stan-
dard deductions. Though that’s troubling, it is by no means certain.
In fact, those workers might not face a net tax increase at all, because
the president’s proposal would reduce other costs on those same
workers. One such ‘‘tax’’ is the higher health care costs that result
from the current exclusion. The standard deduction would reduce
that tax. Another is the penalty imposed on workers who do not buy
coverage through an employer. The standard deduction proposal
would eliminate that tax as well.

Finally, when premiums exceeded the proposed deductions,
employers could reduce health benefits and shift the difference to
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other untaxed compensation, such as contributions to HSAs, life
insurance, or 401(k)s. That would leave those workers with zero
additional tax liability. Or employers could shift that difference to
wages, in which case the workers would pay taxes on it, but their
take-home pay would rise.

A standard deduction for health insurance would dramatically
reduce government interference in the health care sector. To illus-
trate, consider that HSAs were enacted to reduce government inter-
ference in consumers’ health care decisions. Yet in a world where the
standard deduction replaced the exclusion, HSAs would increase—
rather than reduce—such interference. Although President Bush
proposed preserving HSAs, reformers could garner additional sup-
port for a standard deduction—as well as achieve a better policy
outcome—by signaling their willingness to trade away HSAs.

Large HSAs and a standard deduction for health insurance each
has relative strengths. For example, large HSAs would give workers
immediate control over the dollars that purchase their health bene-
fits. With a standard deduction, workers could get temporarily short-
changed if they purchase coverage on their own or if their employer
drops coverage. Large HSAs would offer tax relief to the uninsurable,
while a standard deduction would effectively penalize those who
do not or cannot purchase insurance. However, a standard deduction
would eliminate any tax-based price distortions at the margin, while
large HSAs would preserve a price distortion at the margin. Never-
theless, each would facilitate further tax reforms that would elimi-
nate government interference in consumers’ health care decisions.
Large HSAs and a standard deduction for health insurance thereby
give reformers two promising options for reforming health care.

80

97424$$CH5 07-25-07 11:19:03 CATO



6. Government Health Programs

Government subsidizes medical care for some 100 million Ameri-
cans through Medicare, Medicaid, and other programs. Rather than
subsidize beneficiaries directly, government typically subsidizes
them indirectly by delivering subsidies to health care providers
when the beneficiary receives care. Government health programs
exhibit all the negative effects of overreliance on health coverage,
including moral hazard, reduced sensitivity to price and quality,
and less competition. In addition, government sets payment rates
for providers who treat beneficiaries in these programs. These gov-
ernment price controls create additional waste and obstacles to com-
petition and innovation. As the Federal Trade Commission (FTC)
and Department of Justice (DOJ) recommend, government health
care subsidies should be delivered directly to the intended benefici-
aries. Allowing these patients to control their own health care dollars
would secure them higher-quality care, minimize the harmful effects
of excessive coverage, and obviate the need for government price
controls.

Price Controls

Market prices convey information to producers and consumers
about the cost of providing billions of items, how highly the items
are valued by others, and how the available supply compares with
existing need. Even with the most sophisticated tools conceivable,
bureaucracies cannot replicate market prices because they cannot
capture the information that producers and consumers reveal when
they buy and sell items at unregulated prices. Even if a bureaucracy
could capture all the necessary information for a point in time,
conditions like supply, technology, and consumer preferences
change too rapidly to update that information accurately.

When setting prices for services under government health pro-
grams, governments err in one of two ways: setting prices too high
or too low. Setting prices too high results in resources being wasted
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on services that provide less value than their cost. Setting prices too
low results in shortages. As the FTC explains, ‘‘Paying too much
wastes resources, while paying too little reduces both output and
capacity, lowers the quality of the services that are provided, and
diminishes the incentives for innovation.’’1 Though intended to be
a cost-containment tool,2 price controls may actually increase costs.

Moreover, ‘‘Government-administered pricing . . . inadvertently can
distort market competition.’’3 According to the Commission, ‘‘One
unintended consequence of [Medicare’s] administered pricing systems
has been to make some hospital services extraordinarily lucrative and
others unprofitable. As a result, some services are more available (and
others less available) than they would be in a competitive market.’’4

As Columbia University law professor William Sage notes, ‘‘Public
purchasing distorts prices, overbuilds capacity, and skews the devel-
opment and dissemination of technology.’’5

For example, until 2003, Medicare payments to ambulatory sur-
gery centers (ASCs) were based on a 1986 survey of ASC costs.
Despite advances that increased productivity and reduced costs at
such centers, Medicare’s payments were not readjusted for 16 years
(other than for inflation).6 As a result, Medicare’s overpayments
encouraged growth and utilization of ASCs beyond the value they
provided. Productivity gains in the provision of cardiovascular care
quickly rendered Medicare payment rates excessive and encouraged
overreliance on these services as well. ‘‘This pricing distortion creates
a direct economic incentive for specialized cardiac hospitals to enter
the market; such entry reflects areas that government pricing makes
most profitable, which may or may not reflect consumers’ needs
and preferences.’’7 Thus, taxpayers were billed more for these ser-
vices than a competitive market would charge.

Government price controls also drive pricing for private payors.
As former Medicare administrator Tom Scully has remarked,

Medicare and Medicaid are such dominant players that the
private sector has been forced to follow along—shadow pric-
ing [Medicare’s price controls] in recent years . . . In the long
run, government price fixing for services has never worked
in any system in any society, and I don’t think it can work
here, either. Having federal price fixing, no consumer infor-
mation or pricing sensitivity, and no measurement of quality
has led to predictable results: artificially high prices and
uneven quality.8

82

97424$$CH6 07-25-07 11:26:24 CATO



Government Health Programs

Specialty Hospitals
Such price distortions also lead to further government obstacles

to competition. Many large hospitals use excessive payments from
public purchasers—notably Medicare—to subsidize other costs.
These other costs can include legal requirements to provide care to
those who cannot or will not pay, underpayments for other services,
or the hospitals’ own inefficiencies.

As a result, other providers, such as smaller specialty hospitals,
have emerged to capture those excessive payments. These smaller
hospitals compete by performing a smaller number of lucrative ser-
vices at greater volume. Since specialty hospitals do not need to
subsidize other costs, they can apply overpayments to higher staff
compensation and superior service that pulls patients away from
larger hospitals.9

In response, large hospitals have responded by lobbying for regu-
latory barriers to protect their position. In 2003, larger hospitals
persuaded Congress to impose a temporary moratorium on the con-
struction of new specialty hospitals even though a later study found
that most large hospitals remain profitable in spite of competition.10

As the FTC and DOJ observe, ‘‘Competition . . . does not work
well when certain facilities are expected to use higher profits in
certain areas to cross-subsidize uncompensated care.’’11 Specialty
hospitals are an example of competition attempting to break through
a highly regulated market. Competitors whose position is threatened
respond with the coin of the realm.

Subsidies that go directly to the beneficiary would avoid the prob-
lems of excessive coverage, price controls, and much rent-seeking.
In their report on competition in the health care system, the FTC
and DOJ emphasized the importance of subsidizing individuals
directly and making those subsidies transparent, rather than subsi-
dizing institutions or providing hidden subsidies:

The existence of subsidies and cross-subsidies complicates
any plan to give consumers better price information and
increase their price sensitivity. . . . Governments should reex-
amine the role of subsidies in health care markets in light of
their inefficiencies and potential to distort competition. . . .
In general, it is more efficient to provide subsidies directly
to those who should receive them, rather than to obscure
cross subsidies and indirect subsidies in transactions that are
not transparent.12
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Reforming government health programs to make subsidies transpar-
ent and direct to the intended beneficiaries would allow medical
prices to be set by markets, reduce wasteful health spending and
other distortions, and lead to lower-cost, higher-quality care for
patients inside and outside of such programs.

Medicare
Medicare is the compulsory federal health program for elderly

and disabled Americans, enacted in 1965 as part of former president
Lyndon B. Johnson’s ‘‘Great Society’’ agenda. Some 42 million
Americans receive subsidized medical care through the program.
The price of these subsidies is escalating to the point that existing
resources will not be able to finance promised benefits to seniors.

Medicare subsidizes both hospital and physician care for Ameri-
cans who reach age 65. It is financed through beneficiary premiums,
dedicated taxes, transfers from state governments, and general fed-
eral revenues. Beneficiary premiums account for roughly 10 percent
of overall costs.13 A 2.9 percent payroll tax and a portion of the
income taxes paid on Social Security benefits finance the hospital
insurance portion of Medicare.

Medicare is compulsory for seniors as well as taxpayers. Seniors
who opt out of Medicare’s hospital insurance program are forced
to forfeit all Social Security benefits, past and future.14 Moreover,
Medicare exhibits many of the worst effects of third-party control.
Benefits are determined not by individual choice but through the
political process. Despite language in the first section of the original
Medicare law that states ‘‘nothing [in the Medicare law] shall be
construed to authorize any federal officer or employee to exercise
any supervision or control over . . . the selection . . . or compensation
of any . . . person providing health services,’’15 Medicare routinely
restricts seniors’ choice of providers and sets prices for health ser-
vices. Every year, Medicare beneficiaries waste billions of taxpayer
dollars on poor-quality medical care. As a result, the costs of the
Medicare program are growing rapidly and unsustainably.

Medicare and Freedom of Choice
Medicare is often referred to as a voluntary program. In fact,

Medicare greatly restricts the freedom of workers, seniors, and the
medical community. Even if Medicare neither crowded out other
health insurance options for seniors, nor forced seniors who decline
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Medicare benefits to forfeit all past and future Social Security bene-
fits, funding Medicare would still be compulsory for all Americans
forced to pay federal taxes that finance the program.

Medicare restricts Americans’ freedom to purchase health insur-
ance and medical care in countless ways. When it was enacted,
Medicare essentially destroyed a large and growing market for
retiree health insurance. According to Institute for Health Freedom
president Sue Blevins, ‘‘In the 10 years before Medicare’s enactment,
the number of retirees with health insurance nearly doubled,’’ reach-
ing 60 percent by 1962.16

Medicare benefits are not a matter of individual choice, but are
instead dictated to seniors through the political process. Whether
an item is covered by Medicare often depends solely on who runs the
Medicare bureaucracy.17 One result of this process is that Medicare
benefits lag behind private sector innovations. Medicare benefits
were modeled on BlueCross/BlueShield coverage in 1965. In the
1970s, the Blues and other private insurers responded to consumer
demand by adopting outpatient prescription drug coverage. Yet
such coverage could only be added to Medicare by an act of Con-
gress, as it was in 2003. Many seniors have purchased drug coverage
through private, ‘‘Medicare supplemental’’ insurance; yet even the
content of these plans is heavily regulated by Congress. Seniors have
few options other than fee-for-service Medicare, and those options
must provide the standard Medicare benefits package and are often
canceled when Medicare payments to the private plans fall. Seniors
who purchase coverage to supplement their Medicare benefits are
restricted to 10 plans whose benefits are defined by law.

Medicare also restricts the right of beneficiaries to choose their
own doctor. Medicare beneficiaries are effectively prohibited from
going outside the Medicare program to purchase covered services
from their own physicians. Doctors who participate in such arrange-
ments are barred from the Medicare program for two years, which
presents sufficient hardship to them to preclude the option for their
patients. Americans with private health insurance and even Britons
covered by the United Kingdom’s socialized National Health Service
may make such private arrangements with their doctors. Yet Medi-
care beneficiaries who seek treatment from their doctor outside of
Medicare, perhaps because they prefer not to have a particular claim
on file with the government, are effectively forbidden from exercis-
ing the same right.
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Does Medicare Encourage Waste?

Because Medicare insulates beneficiaries from the costs of their
health care decisions, it encourages patients to consume medical
care even if such care provides little or no value. Elliot Fisher of
Dartmouth Medical School examined regional variations in Medi-
care spending by beneficiaries with hip fractures, colorectal cancer,
and heart attacks. According to Fisher and his co-authors,

Residents of high-spending regions received 60% more care
but did not have lower mortality rates, better functional
status, or higher satisfaction . . . these differences in spending
were explained almost entirely by greater frequency of physi-
cian visits, more frequent use of specialist consultations,
more frequent tests and minor procedures, and greater use
of the hospital and intensive care unit in high-spending
regions.18

From their study of regional variations in Medicare spending, Fisher
and his Dartmouth colleagues Jonathan Skinner and John Wennberg
estimated that ‘‘nearly 20 percent of total Medicare expenditures . . .
appears to provide no benefit in terms of survival, nor is it likely
that this extra spending improves the quality of life.’’19 That suggests
that in 2007, Medicare will spend roughly $86 billion on unnecessary
health services that do nothing to improve health.20 It is important
to note that this figure only includes services that provide no demon-
strable benefit. It does not include additional sums spent on care
that provides less benefit than its cost, that is, services that seniors
would decline if they had the option of spending the money else-
where. Therefore, $86 billion is a conservative estimate of the amount
of Medicare spending that is wasted each year.

Does Medicare Deliver High-Quality Care?

One reason why so much Medicare spending accomplishes so
little is that Medicare beneficiaries often do not receive the best
available care. One study estimated that for 16 indicators, seniors
received recommended care less than two-thirds of the time.21 Drug
manufacturers argue that underuse of antihypertensive drugs
among Medicare patients leads to tens of thousands of premature
deaths.22
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Some studies have even found a negative correlation between
higher Medicare spending and health care quality. Dartmouth econ-
omist Katherine Baicker and physician Amitabh Chandra found that
additional spending ‘‘is not merely uncorrelated with the quality of
care provided’’ but ‘‘negatively correlated with the use of effective
care.’’23 ‘‘Where does the money in high-spending states go, if not
to highly effective care?’’ they ask. ‘‘It seems to be spent on expensive
health care that has not been shown to have a positive effect on
patient satisfaction or health outcomes.’’24

Medicare’s poor performance in this area stems from a payment
system that provides no incentive for providers to compete on the
basis of quality. Tom Scully notes that within a region, Medicare
pays ‘‘the exact same amount for hip replacement and the same
amount for a heart bypass, if you’re the best hospital or the worst
hospital.’’25 The FTC and DOJ observe that Medicare ‘‘do[es] not
reward providers who deliver higher quality care or punish pro-
viders who deliver lower quality care.’’26 MedPAC reports that
Medicare’s payment system ‘‘is largely neutral or negative towards
quality . . . At times providers are paid even more when quality is
worse, such as when complications occur as the result of error. In
the [Medicare Advantage] program, some types of plans are held to
higher standards than others, but paid the same, potentially creating
disincentives for investing in quality.’’27

The Tax Burden of Medicare

The dynamic of excessive coverage via government subsidies has
caused Medicare spending to grow rapidly since its inception.
Despite official projections in 1965 that hospital insurance under
Medicare would cost only $9 billion in 1990, actual spending in 1990
was $66 billion.28 Medicare payroll taxes are now nearly double what
its sponsors promised would be necessary, having been raised at
least eight times since its creation and most recently in 1994.29 In
addition, the program consumes a growing share of general revenue.

Medicare spending is expected to increase even more dramatically
in the future, fueled by the retirement of the baby-boom generation,
rising longevity, rising medical prices, and new medical technolo-
gies. In 2007, the Board of Trustees that oversees the Medicare pro-
gram made several predictions about future Medicare growth:30
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● ‘‘Total Medicare expenditures were $408 billion in 2006 and are
expected to increase in future years at a faster pace than either
workers’ earnings or the economy overall.

● ‘‘As a percentage of GDP, expenditures are projected to increase
from 3.1 percent currently to 11.3 percent by 2080. . . .

● ‘‘The level of Medicare expenditures is expected to exceed that
for Social Security in 2028 and, by 2081, to be 80 percent more
than the cost of Social Security.

● ‘‘Growth of this magnitude, if realized, would place a substan-
tially greater strain on the nation’s workers, Medicare benefici-
aries, and the Federal Budget.’’

Exacerbating these cost pressures will be the fact that the number
of workers paying taxes to support Medicare is declining relative
to the number of seniors and disabled drawing subsidies. Today,
there are roughly four workers paying into the Medicare program
for every beneficiary. According to Medicare’s trustees, there will
be only 2.4 workers per beneficiary in 2030 and two workers per
beneficiary by 2079 (see Figure 6.1).31

Figure 6.1
MEDICARE WORKER-TO-BENEFICIARY RATIO
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SOURCE: 2005 Annual Report of the Board of Trustees of the Federal Hospital
Insurance and Federal Supplementary Medical Insurance Trust Funds (Washing-
ton: Government Printing Office, March 23, 2005), p. 57.
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Figure 6.2
MEDICARE’S UNFUNDED LIABILITIES COMPARED

WITH OTHER MEASURES, 2007
(IN TRILLIONS)
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April 2007; 2007 Annual Report of the Board of Trustees of the Federal Old-Age
and Survivors Insurance and Disability Insurance Trust Funds (Washington:
Government Printing Office, April 23, 2007), p. 61; and 2007 Annual Report of
the Board of Trustees of the Federal Hospital Insurance and Federal Supplementary
Medical Insurance Trust Funds (Washington: Government Printing Office,
May 1, 2007), pp. 67, 105, 120.

As noted earlier, the federal government would have to deposit
approximately $74.6 trillion in an interest-bearing account to cover
all of Medicare’s future unfunded liabilities. That sum is larger than
the combined GDPs of all the nations on earth ($51.6 trillion in
2004),32 five times greater than U.S. GDP,33 and nearly five times
the amount required to cover Social Security’s future deficits (see
Figure 6.2).34

A large portion of this burden is the prescription drug benefit
added to Medicare by President Bush and Congress in 2003. The
drug benefit alone accounts for nearly one-fourth of Medicare’s
future fiscal imbalance.35 According to former Medicare trustee Tom
Saving, the prescription drug benefit ‘‘represents the largest expan-
sion of elderly entitlements since the passage of Medicare almost 40
years ago.’’36 New York University law professor Daniel Shaviro
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Figure 6.3
GENERAL REVENUE TRANSFERS TO MEDICARE AS A SHARE OF

FEDERAL INCOME TAX REVENUE

0

20

40

60

80

100

P
er

ce
nt

 2004 2010 2016 2022 2028 2034 2040 2046 2056 2058 2064 2070

SOURCE: Andrew J. Rettenmaier and Thomas R. Saving, ‘‘The 2004 Medicare
and Social Security Trustees Reports,’’ National Center for Policy Analysis
Policy Report no. 266, June 2004, p. 6.

calls the Medicare prescription drug benefit ‘‘a straight tax increase
on future generations.’’37 Economics columnist Robert Samuelson
calls the measure ‘‘one of the worst pieces of social legislation in
decades.’’38 According to U.S. Comptroller General David Walker,
‘‘The prescription drug bill was probably the most fiscally irresponsi-
ble piece of legislation since the 1960s.’’39

The Impact of Medicare’s Growing Tax Burden
Current law promises Medicare beneficiaries far more than current

revenue streams can provide. In 2004, Medicare required a transfer
from general federal revenues equal to almost 9 percent of federal
income tax revenue.40 Absent any changes to Medicare benefits or
financing, Medicare will require general revenue transfers equal to
25 percent of income tax revenue by 2030, and 50 percent of income
tax revenue by 2040 (see Figure 6.3).41

In 2004, Cato Institute senior fellow Jagadeesh Gokhale estimated
that covering Medicare’s future deficits through higher taxes would
require increasing the Medicare payroll tax in 2004 from 2.9 percent
to 17.8 percent of all wages—more than a 500 percent increase. If
Congress fails to make any changes to Medicare until 2008, the
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required payroll tax rate would be 19.8 percent—nearly a 700 per-
cent increase.42

The burden of the taxes required to cover Medicare’s deficits
would be even higher than these estimates suggest. According to
Harvard economist Martin Feldstein, ‘‘The problem of the increasing
cost of Medicare is not just the extra real resources that will be
devoted to improving the health of the aged but also the deadweight
loss of the higher taxes that would be needed to finance that spending
if we continue to rely on the pay-as-you-go tax system.’’43 Feldstein
estimates that the forgone economic benefits would be equal to about
two-thirds of the amount raised, ‘‘making the total burden of the
extra spending nearly twice as large as the additional health resource
costs.’’44 In other words, an increase in the Medicare payroll tax of
14.9 percentage points (from 2.9 percent to 17.8 percent) would carry
a total cost equal to nearly 25 percent of wages.

Staying the present course would impose enormous burdens on
current and future taxpayers. This makes reforming Medicare not
just necessary, but urgent.

Reforming Medicare

America’s seniors have a right to choose their health insurance,
their doctors, and the medical treatments their health care dollars
can purchase. America’s workers have the right to control their own
savings and plan for their own health needs in retirement. They
do not deserve to have an ever-growing share of their earnings
confiscated to support a Medicare program that breeds waste and
restricts their freedom. Protecting taxpayers and improving the qual-
ity of health care for seniors requires fundamental reform of the
Medicare program. Congress should allow seniors to opt out of
Medicare entirely without loss of Social Security benefits, as well as
on a case-by-case basis through private contracts with their doctors.
In addition, Medicare should be overhauled to subsidize seniors
directly, to give them true choice among competing private health
plans, and to allow today’s workers to prefund Medicare’s obliga-
tions through personal accounts.

Rather than have their health care dollars meted out to them,
seniors should have the opportunity to take their health care dollars
into the marketplace to purchase coverage of their choice. Congress
should move Medicare from its current system of defined benefits
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to a system of defined contributions. Under this model, Medicare
would subsidize each beneficiary directly in the form of a voucher
that beneficiaries would use to purchase health coverage from
among competing private plans. Seniors could add their own funds
to the voucher to purchase a health plan of their choice. To minimize
bias toward excessive coverage, beneficiaries could use part of the
voucher to purchase health insurance and deposit the rest into a
health savings account.

Ownership of their benefits would make seniors more price-sensi-
tive and encourage them to eliminate the sizable amounts of waste
in the program, because doing so would be in each beneficiary’s
financial interest. As noted earlier, studies have documented wide
geographical variations in per beneficiary Medicare spending. Elliott
Fisher reports that Medicare spends more than $10,000 per benefi-
ciary in Manhattan, but less than $5,000 per beneficiary in Portland,
Oregon.45 Moreover, higher Medicare spending is often correlated
with lower-quality care. If Medicare vouchers were based on con-
sumption patterns in lower-cost/higher-quality regions (and
adjusted for regional cost-of-living differences), they would encour-
age seniors in high-spending regions to eliminate unnecessary
expenditures and would force providers in high-spending regions
to emulate their more efficient colleagues. Subsidizing seniors
directly also would encourage insurers to focus exclusively on the
needs of their customers, leading to greater competition and innova-
tion among insurers.

While seniors with higher medical costs likely would be charged
higher premiums, Congress could take steps to guarantee that all
seniors would be able to obtain coverage. First, Congress could
adjust vouchers according to risk. Seniors in worse health could
receive larger subsidies to ensure they would be able to afford
health insurance.

Second, Congress could further reduce incentives for insurers to
avoid seriously ill seniors by encouraging long-term insurance con-
tracts instead of the one-year contracts currently offered by private
Medicare plans. Tom Saving and Andrew Rettenmaier point out
that all seniors tend to consume similar amounts of medical care in
their last year of life. Yet those who are less healthy at age 65 tend
not to live as long as healthier seniors. Those who are healthiest at
age 65 will live several years before they begin to incur end-of-life
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medical costs, and will incur low-to-moderate medical expenses
in those intervening years. As a result, the beneficiaries who cost
Medicare the most over the long term are those who are healthiest
when they enroll at age 65. Therefore, longer-term insurance con-
tracts would put healthy and less-than-healthy beneficiaries on a
more equal footing when choosing private Medicare plans.

Additional measures could further protect seniors who incur high
medical bills from being neglected by private insurers. Seniors who
enroll in a long-term Medicare contract could remain with the insurer
as long as they wish. To prevent insurers from underserving the
sickest patients, Congress could allow beneficiaries to switch to
another private insurance plan whenever they choose. If the new
plan would not accept the beneficiary’s voucher as payment in full,
the old plan could be required to make a severance payment to the
new plan; the amount of this payment would be set by the new
plan. Because the beneficiary’s decision to switch health plans would
require the former insurer to pay a competitor whatever that compet-
itor demands, private insurers would be heavily discouraged from
underserving sicker patients. Moreover, this would preserve the
beneficiaries’ freedom of choice, and lead to greater competition
among insurers on the basis of price and quality.46 Used in tandem,
risk-adjusted vouchers and long-term contracts would give the fed-
eral government complementary tools to protect seniors from
adverse screening decisions by insurers.

It is unlikely that Congress would allow Medicare’s growth to
crowd out other areas of government spending, such as national
defense. It is equally unlikely that Congress, even over many years,
would be able to increase taxes as dramatically as will become neces-
sary to maintain existing benefit levels. Thus it is almost certain that
Congress will have to cut Medicare benefits. Giving seniors control
over their Medicare benefits would allow them to retain the benefits
that mean the most to them, rather than have those benefits taken
away through the political process.

Prefunding Medicare?
Even with direct subsidies, greater choice, and competition, Medi-

care would still rest on the shaky foundation of intergenerational
financing by which taxes on the young pay the medical bills of the
old. Moreover, the program still would not give beneficiaries full
ownership over their health care dollars.
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As nations around the world are learning, pay-as-you-go financing
schemes are increasingly burdensome for successive generations.
First, they are subject to generational shocks. As noted earlier, when
the U.S. baby-boom generation retires, the number of workers sup-
porting each Medicare beneficiary will drop from 4 to 2.4 by 2030.
Baby boomers are currently paying for their parents’ Medicare cover-
age, but this tax burden is light compared with the one baby boomers
will impose on their children and grandchildren. Second, there is a
tendency for each generation of seniors to demand additional bene-
fits for which they have not paid. The new Medicare prescription
drug subsidies are a case in point.

As the per-beneficiary cost of Medicare grows, this pyramid
scheme will become as unsustainable as any other. Eugene Steuerle
and Adam Carasso of the Urban Institute estimate that under current
law all retirees will receive far more in Medicare benefits than they
paid into the program during their working years. A one-earner
couple that retired in 2005 on a salary of $70,000 will receive $222,000
more than they contributed. Such net transfers are higher for lower-
income retirees, yet even high-income retirees walk away with more
than they put in. A dual-earner couple retiring on a salary of $280,000
will receive a net transfer of nearly $100,000. The amount of these
transfers will grow over time, approaching $1 million for many
future low-income retirees.47

Medicare’s pay-as-you-go financing structure also discourages
saving and reduces economic growth. As Rettenmaier and Saving
observe, ‘‘The current generation-transfer system of financing Medi-
care . . . results in a reduction in the nation’s capital stock and in
national income.’’48

Moreover, the above-mentioned reforms would still leave control
over seniors’ retirement health benefits in the hands of politicians.
Even if Medicare beneficiaries may choose from competing private
plans and HSAs encourage them to be more prudent consumers,
the vouchers that enable them to purchase private coverage or fund
their HSAs would be subject to the political process. The amount
of these vouchers could be reduced by Congress at any time. With
the enormous unfunded liabilities facing Medicare, and the likeli-
hood that workers will resist the tax increases required to maintain
current benefits, it is inevitable that Congress will someday have to
reduce Medicare benefits. Vouchers can help seniors preserve the
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health coverage that means the most to them. However, vouchers
do not provide the protection of real ownership. Though greater
choice and competition can help, seniors’ health benefits will not
be fully secured until seniors own the dollars that purchase those
benefits—not just in the form of a check from the government, but
from the moment those dollars are earned.

In response to these shortcomings, prominent economists have
recommended giving workers ownership over their Medicare bene-
fits from day one. Individuals would deposit some or all of their
Medicare payroll taxes into personal savings accounts dedicated
exclusively to their medical expenses in retirement. Over time, those
funds would grow and be able to provide their owners with the
benefits that Medicare’s current financing scheme cannot. Workers
who do not earn enough to provide for a minimum level of health
coverage would receive subsidies into their accounts from the federal
government. In essence, individual savings accounts and the power
of compound interest would prefund Medicare’s future obligations.

Before Congress and President Bush created Medicare’s prescrip-
tion drug benefit, Harvard’s Martin Feldstein estimated that annual
Medicare personal account deposits ‘‘equal to about 1.4% of total
payroll would eventually be enough to pay for the full increase in
the cost of Medicare, obviating a nine percentage point payroll tax
increase.’’ He writes, ‘‘in the long run [retiree health accounts] would
eliminate the need for massive taxes that would otherwise reduce
disposable income of low- and middle-income workers by 20 percent
and impose an extra deadweight loss equal to more than six percent
of existing wages.’’49

Prefunding Medicare through personal savings accounts would
minimize the cost of meeting existing Medicare obligations. By 2007,
Medicare had incurred $75 trillion in unfunded liabilities to future
retirees. These obligations are implicit debt in that they do not appear
in the federal budget. Rettenmaier and Saving estimate that prefund-
ing what are now only implicit obligations would fulfill those obliga-
tions at a lower cost. ‘‘[I]f we embark on a transition to a prepaid
system,’’ they write, ‘‘the total resource commitment will be
reduced.’’50 Before the enactment of the new Medicare prescription
drug benefit, they estimated that the annual cost of a prefunded
system would exceed the costs of the current pay-as-you-go system
for 16 years. After that point, the pay-as-you-go system becomes
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and remains more costly.51 They note that the costs are greater the
longer Congress waits, and that Congress should move to a pre-
funded system while baby boomers are still in the labor force and
in their peak earning years.

In the short term, depositing workers’ payroll taxes into their
own personal accounts would reduce federal tax revenues. Congress
would have three options for managing the revenue loss: increase
taxes, borrow, or reduce spending. Some have suggested raising
taxes to restore this revenue,52 yet the additional deadweight losses
make this response unwise. Restoring the lost revenue with bor-
rowed funds is tantamount to a future tax increase, and would defeat
the purpose of prefunding Medicare obligations by leaving the
implicit debt of the federal government unchanged. The best option
is for Congress to reduce spending elsewhere.

Medicaid
Medicaid is the largest means-tested public program in the nation.

Enacted in 1965, it provides medical care to millions of low-income
Americans. It also does much more. Medicaid encourages the poor—
and the not-so-poor—to become dependent on government. It
encourages them to behave in ways that increase the cost of govern-
ment and of health care, which makes self-reliance more difficult
for their neighbors. And it encourages states to get more people to
behave that way. Medicaid is a program in desperate need of reform.
More than reform, however, Medicaid needs to be cut down to size.

How Medicaid Operates
Medicaid subsidizes health care for low-income Americans. The

federal government and state and territorial governments jointly
administer Medicaid—or more precisely, 56 separate Medicaid pro-
grams.53 Participation is ostensibly voluntary for states. No state is
required to participate, though all states do. Each state’s Medicaid
program must provide a federally defined set of health benefits to
a federally defined population of eligible individuals. States can
expand eligibility and benefits beyond the minimum federal require-
ments. In 1997, the federal government created the State Children’s
Health Insurance Program (SCHIP), which allowed states to expand
their Medicaid programs to include (or to enact a parallel and more
flexible program for) children in families with incomes slightly
higher than the cutoff for Medicaid eligibility.
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In return, each state receives federal funds in proportion to what
it spends. The more a state spends on its Medicaid program, the
more it receives from the federal government. The ratio of federal-
to-state contributions, or ‘‘match,’’ is determined according to a
state’s relative wealth: poorer states receive a higher match, wealthier
states receive a lower match. On average, 57 percent of Medicaid
funding comes from the federal government and 43 percent comes
from the states.

For beneficiaries, Medicaid is an entitlement. So long as individu-
als meet the eligibility criteria, they have a legally enforceable right
to benefits. Medicaid typically offers services to beneficiaries free of
charge.54 It primarily serves four low-income groups: mothers and
their children, the disabled, the elderly, and those needing long-
term care. In 2004, Medicaid served a total of about 60 million
Americans, including some 44 million low-income children and their
parents and 16 million elderly and disabled beneficiaries.55 Although
the vast majority of Medicaid beneficiaries are low-income children
and their families, the vast majority of Medicaid spending goes to
the elderly and disabled, who use far more care than their younger
counterparts. In 2003, Medicaid spent $1,410 per covered child, com-
pared with an average of $11,659 per disabled beneficiary and
$10,147 per elderly beneficiary. The elderly and disabled account for
70 percent of Medicaid spending. Medicaid provides supplemental
subsidies for approximately six million Medicare beneficiaries who
account for 40 percent of Medicaid spending, and Medicaid finances
nearly half of all nursing home care in the United States.56 In addition
to benefits provided to those enrolled in the program, Medicaid’s
Disproportionate Share Hospital program provides added federal
funding to hospitals that treat a disproportionate share of unin-
sured patients.

Doctors’ participation in Medicaid is voluntary. Like Medicare,
Medicaid pays for physician care and other covered expenses accord-
ing to fixed prices that are set administratively by government
bureaucracies. Medicaid payments to providers are typically lower
than those under Medicare, and are well below payments from
private payers.

The Tax Burden of Medicaid
Medicaid imposes a growing burden on taxpayers due to a number

of factors that are driving growth in Medicaid spending. A large
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Figure 6.4
TOTAL MEDICAID SPENDING, 1970–2005
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ture Report,’’ Fall 2006, p. 47.

share comes from persistent expansions of state Medicaid programs.
Encouraged by federal SCHIP funds and overflowing tax coffers,
states expanded their Medicaid programs in the 1990s.57 Another
source of spending growth is the rising cost of medical care. Related
to this, many argue that the rising cost of private health insurance
and the resulting growth in the number of Americans without pri-
vate health insurance lead to greater Medicaid enrollment and
spending. Finally, as the population ages and longevity increases,
more Americans are relying on Medicaid to provide nursing home
and other long-term care.

Medicaid spending continues to grow faster than all other state
budget items and now accounts for almost 23 percent of state spend-
ing.58 The National Association of State Budget Officers has projected
that in 2006, total Medicaid spending continued to surpass elemen-
tary and secondary education as the largest item in state budgets
(see Figure 6.4).59 The National Association of State Budget Officers
reports, ‘‘Even after a full economic recovery is under way for state
budgets, increases in Medicaid costs will far outstrip the growth in
state revenues into the future.’’60
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Does Medicaid Encourage Waste?

Medicaid’s most obvious effect is the access to medical care it
provides its beneficiaries. Evaluating the Medicaid bargain, how-
ever, requires a tally of all its effects, seen and unseen.61

Medicaid encourages overutilization of medical care by recipients.
The program typically offers services to beneficiaries free of charge,
which encourages beneficiaries to consume medical care without
regard to its cost. Lee Anne Fennell of the University of Illinois
observes that a recipient in this position ‘‘would be expected to
consume medical services right up to the point at which she obtains
no benefit from them.’’ Fennell describes this as overutilization
because it diverts money away from more productive uses, such as
medical care that would have benefited someone else more. Fennell
explains, ‘‘Although at first blush one might think this is the appro-
priate amount of health care to consume, where resources are limited
each marginal dollar spent on health care . . . should be spent on
the individual who can gain the most from it. When money no
longer serves as a mode of expressing how much a particular service
is valued, there is no way to know whether providing that service
to a given individual represents the most efficient use of limited
resources.’’62

Though Medicaid encourages some 50 million Americans to over-
utilize medical care, data on the extent of overutilization and its
costs are scarce. If overutilization in Medicaid is consistent with
research regarding overutilization in Medicare, overutilization in
Medicaid also could exceed $50 billion per year.63

This affects, and is affected by, other costs of the program. One
way overutilization can affect the magnitude of other costs is by
increasing the prices of medical goods and services. Encouraging
50 million Americans to consume care with little regard to cost
should result in an increase in demand for medical services. This in
turn should result in an increase in price, making medical care more
costly for both public and private payers.

Medicaid’s Unseen Costs: Price Controls

Medicaid’s administered prices act as price controls, which typi-
cally pay doctors at below-market rates. Medicare’s physician reim-
bursement rates are widely considered to be below market-clearing
levels. Yet Medicaid pays doctors even less. By 1998, a doctor who
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treated a Medicaid patient was receiving just 62 percent of what
that doctor would receive for treating a Medicare patient.64

As with all price ceilings, Medicaid’s impose costs and lead to
unintended consequences. One such unintended consequence is that
doctors try to get around the price controls. Doctors whose patient
base is at least 25 percent Medicaid patients are much more likely
to manipulate reimbursement rules.65 This can be done to obtain
coverage for an otherwise noncovered service, or to increase the
amount a physician is paid by generating additional claims.

Another cost of Medicaid’s price controls is imposed on private
purchasers of medical care. Mark Duggan of the University of Mary-
land and Fiona Scott Morton of Yale University estimate Medicaid
increases the prices of non-Medicaid prescriptions by 13.3 percent
over and above what they otherwise would be.66 Thus, if a regime
of medications costs a private payer $1,000 per year, more than $115
of that cost is attributable to Medicaid.

This constitutes a large yet unseen cost of the Medicaid program.
Like overutilization, it influences other costs imposed by Medicaid.
Increasing the price of medical goods and services for private payers
necessarily increases the cost of private health insurance, particularly
for those who are already Medicaid-eligible or are on the cusp of
eligibility.

Medicaid’s Unseen Costs: Discouraging Work and Savings

Another category of costs imposed by Medicaid come as a result
of how individuals and institutions respond to the perverse incen-
tives the program creates. For example, because Medicaid is a means-
tested program, individuals lose eligibility if their income exceeds
a certain amount. As a result, beneficiaries often avoid work and
savings if it would mean losing Medicaid benefits. Likewise, poten-
tial beneficiaries often reduce work effort and savings in order to
become eligible. These incentives pull many Americans toward pov-
erty. Meanwhile, the tax burden imposed by Medicaid—which
includes its effects on the cost of private medical care and insur-
ance—makes the climb out of poverty more difficult for those
who try.

Medicaid provides a typical beneficiary thousands of dollars of
medical care each year. The prospect of losing Medicaid benefits
can be a significant deterrent for individuals to enter the workforce
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or increase their incomes. University of Kentucky economist Aaron
Yelowitz explains the effect Medicaid has on work incentives:

Until 1987 the income eligibility limit (the maximum income
allowable to receive benefits) for Aid to Families with Depend-
ent Children was effectively the same as the income limit
for Medicaid. This meant that at a predefined level of earn-
ings, both AFDC and Medicaid benefits were lost. Losing
Medicaid abruptly created a large and negative ‘‘notch’’ in
income realized from work, totaling several thousand dol-
lars. Because of this notch problem, a welfare recipient who
increased her earnings above the income limit would actually
make her family worse off than before. The notch contributed
to keeping families dependent on welfare and discouraged
the movement of welfare recipients into the workforce.67

Yelowitz observed, ‘‘Earnings need[ed] to more than double from
the $9,000 level before total income approache[d] what it was before
losing Medicaid.’’

Yelowitz confirmed that this disincentive to work affected the
behavior of Medicaid recipients. He found that when income limits
for Medicaid eligibility were raised in the late 1980s and early 1990s,
enrollment in the Aid for Families with Dependent Children pro-
gram fell. He posits this response came from skilled AFDC recipients
who would no longer lose their Medicaid benefits if they returned
to work. He estimates this was responsible for a 6.3 percent decline
in AFDC caseloads.68

Since 1996, the link between AFDC (now Temporary Assistance
for Needy Families) benefits and Medicaid benefits has been broken,
as Medicaid income limits have been raised. Nonetheless, Medicaid
still provides a disincentive to work; it has merely moved up the
income scale with the eligibility cutoff. Yelowitz observes, ‘‘As states
have expanded eligibility for Medicaid by increasing the income
limit to a higher level . . . the notch has moved.’’69

Medicaid benefits can also be lost if one’s assets exceed the allow-
able limits. Thus Medicaid also discourages individuals from accu-
mulating savings. Yelowitz and MIT’s Jonathan Gruber found that
rather than save their earnings, nonelderly Medicaid beneficiaries
increased consumption to remain eligible. They estimate that in
1993, Medicaid reduced asset holdings among those eligible by the
equivalent of $1,600 to $2,000 per household in today’s dollars.70
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Substituting consumption for savings allows Medicaid beneficiaries
to maintain their eligibility. However, it decreases the likelihood
that they will escape poverty. These disincentives are likely to be
even greater today, as a result of subsequent expansions of eligibility
and benefits.

Medicaid’s Unseen Costs: Crowd-Out

Just as Medicaid discourages self-help generally, it also discour-
ages other efforts to provide medical care to recipients and potential
recipients. This effect is typically referred to as ‘‘crowd-out.’’ For
instance, in most cases, the availability of matching federal funds
should encourage states to increase medical assistance to the poor.
However, states often use Medicaid revenue to displace effort they
would otherwise exert themselves. Likewise, eligible individuals
rely on Medicaid to finance their medical care rather than take steps
to cover their own medical expenses. Medicaid crowds out private
communal assistance, such as mutual aid, and purchasing of private
health insurance. Medicaid also encourages nonrecipients to reduce
charitable efforts to provide medical care to the needy. This may
result because people believe that the problem of medical care for
the poor is ‘‘taken care of’’ or because the burden of Medicaid makes
taxpayers less able to donate to charity.

Anyone who meets federal eligibility criteria (regarding age,
income, assets, etc.), or a particular state’s broadened criteria, is
entitled to Medicaid benefits. This encourages many to enroll even
when they could obtain care and coverage elsewhere. Before the
enactment of Medicaid, many working-class Americans financed
their medical expenses with the help of fraternal organizations, also
known as mutual-aid societies. According to historian David Beito,
by 1920, such organizations ‘‘dominated the field of health insurance.
They offered two basic varieties of protection: cash payments to
compensate for income from working days lost and the care of a
doctor. Some societies . . . founded tuberculosis sanitariums, special-
ist clinics, and hospitals.’’ Beito writes, ‘‘A conservative estimate
would be that one of three adult males was a member [of such
organizations] in 1920, including a large segment of the working
class.’’ Moreover, these organizations ‘‘achieved a formidable pres-
ence among blacks and immigrant groups.’’71
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Beito focuses on the effect that government medical assistance
had on mutual-aid societies’ efforts to provide medical care to low-
income residents of the Mississippi Delta. ‘‘For twenty-five years
before 1967,’’ he writes, ‘‘thousands of low-income blacks in the
Mississippi Delta obtained affordable hospital care through fraternal
societies. Although there were clear deficiencies, the quality was
reasonably good, especially given the limited resources. Most impor-
tantly, the Taborian Hospital and the Friendship Clinic excelled
in providing benefits to patients that were not easily quantifiable,
including personal attention, comfortable surroundings, and com-
munity pride. Both societies accomplished these feats with little
outside help. The Knights and Daughters of Tabor and the United
Order of Friendship of America forged extensive networks of mutual
aid and self-help for thousands of low-income blacks.’’72

However, the advent of federal assistance changed the landscape.
‘‘In 1966 the federal Office of Economic Opportunity, the major
front-line agency in the War on Poverty, entered the scene with
subsidized health care.’’ Beito writes, ‘‘The next year witnessed the
end of fraternal hospitalization in the Delta.’’ At the time, the leaders
of the Knights and Daughters of Tabor wrote, ‘‘Since 90% of our
membership is composed of people who are classified in the poverty
category—they are eligible for free care at the Mound Bayou Com-
munity Hospital. Therefore, we are losing their membership in the
order. This puts the Order in a declining position in membership
and financial income.’’ Beito continues, ‘‘The rapid inflow of federal
money dampened the community’s old habits of medical mutual aid
and self-help. According to Dr. Louis Bernard of Meharry Medical
College, ‘The dollars available from the so-called antipoverty pro-
gram ruined the International Order of the Knights and Daughters
of Tabor.’ ’’73 Beito focused mainly on the effects of federal subsidies
to create hospitals, not Medicaid explicitly. However, Medicaid
accounts for a notable share of hospitals’ income and was part of
the changes that occurred during this period, having been enacted
in 1965.74 Medicaid could be presumed to have crowded out this
type of private health insurance even if no other evidence of this
tendency were available.

Yet, Medicaid also encourages employers of low-income workers
not to offer coverage, and encourages low-income workers not to
enroll in private coverage. Researchers at the Robert Wood Johnson
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Foundation surveyed 22 leading studies on whether government
coverage crowds out private coverage. The researchers concluded
that crowd-out ‘‘seems inevitable.’’ Although the scale of crowd-
out varied, more than half of these studies found that expansions
of public coverage were accompanied by reductions in private cover-
age. Some even found that enrollment growth in public programs
was completely offset by reductions in private coverage.75

Medicaid discourages private insurance for nursing home and
other long-term care expenses as well. Jeffrey Brown of the Univer-
sity of Illinois at Urbana-Champaign and Amy Finkelstein of the
National Bureau of Economic Research found that 60 percent to 75
percent of the benefits from private long-term care insurance ‘‘are
redundant of benefits that Medicaid would otherwise have paid.’’
They estimate that Medicaid by itself discourages 66 percent to 90
percent of seniors from purchasing such insurance.76

Medicaid induces similar responses by states. In most cases, states
can double their money by increasing their Medicaid contribution
and obtaining additional federal funds. However, in certain cases,
states are able to do better than doubling their money. Some states
have used federal funds to supplant what they would have funded
themselves.

The federal government’s open-ended commitment to match state
Medicaid spending alters a state’s incentive to fund Medicaid rela-
tive to other priorities. States receive an average of $1.30 from Wash-
ington for every dollar they spend. Spending $1 on police buys $1
of police protection, but spending $1 on Medicaid buys $2.30 of
health care. This encourages states to broaden their programs, even
beyond what is necessary to assist the truly needy. According to
the Urban Institute, 21 percent of eligible adults and 27 percent of
eligible children have private coverage.77 If nearly one-quarter of
those who are eligible for Medicaid have private coverage despite
their eligibility, this strongly suggests that states have expanded
Medicaid beyond its original purpose of providing medical assis-
tance to the truly needy.

In what some observers describe as ‘‘fiscal shenanigans,’’ states
have employed numerous accounting schemes to secure federal
matching funds, which are then diverted from their Medicaid pro-
grams toward other priorities.78 For example, the Disproportionate
Share Hospital program was created to provide additional federal
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funding to hospitals that treat a large number of uninsured patients
who cannot pay for their own care. Yet DSH funds often do not
increase overall funding for uncompensated care. Instead, they often
displace prior state spending. This effectively allows states to use
federal Medicaid funds for expenditures having little or nothing to
do with medical care for the poor. Duggan studied California’s
Medicaid DSH program and found that in 1990, ‘‘every dollar of
DSH funds crowds out one dollar of [local] government subsidies.’’79

Surveys have found that as much as one-third of federal DSH pay-
ments were captured by states and spent on other items.80

As one might expect, when such funds are diverted from the
provision of care, they do little to improve health. According to
Dartmouth economists Katherine Baicker and Douglas Staiger, ‘‘Sur-
prisingly little is known about whether these public subsidies have
had any impact on patient care, despite spending of nearly $200
billion during the 1990s on these programs by state and federal
governments.’’81 Duggan finds that ‘‘virtually none of the billions
of dollars received by these facilities results in improved medical
care quality for the poor.’’82 He concludes, ‘‘health outcomes for low-
income individuals did not improve despite a substantial increase
in public medical spending for the indigent . . . If California’s experi-
ence is representative of the United States as a whole, then the social
benefit from this $20 billion increase in public medical spending has
been much smaller than its cost.’’83

Such ‘‘fiscal shenanigans’’ are not so much an illness as a symptom.
Common sense suggests that control over state programs should
be left to local officials, who know more about the needs of their
communities than distant federal officials. Although it is tempting
to define such fiscal shenanigans as wasted spending, Medicaid
funds diverted from medical care do not lose all value. In fact,
Medicaid resources may do more good when they are diverted to
other priorities than when spent in accordance with the dictates of
federal legislators and bureaucrats. Baicker and Staiger note these
funds ‘‘may result in other benefits to society . . . such as tax abate-
ment or subsidies of other government programs.’’84 However, the
convoluted path those funds take results in unnecessary costs.

How Medicaid Affects Nonrecipients
Medicaid also imposes costs on nonbeneficiaries, including higher

health care costs and a greater tax burden. Medicaid’s per capita

105

97424$$CH6 07-25-07 11:26:24 CATO



HEALTHY COMPETITION

tax burden exceeds $1,000. This does not include hidden costs of
the program, including higher prices for private purchasers. Even
so, a tax burden of this magnitude poses a significant obstacle to
those who would like to pull themselves out of poverty through
self-help. On the one hand, this cost could discourage and frustrate
self-help among recipients and potential recipients just as much as
the availability of benefits does. On the other hand, the cost could
be imposed mostly on higher-income earners. In this case, marginal
tax rates for those in this group would be much higher, which would
reduce work incentives for higher-income earners. How the tax bur-
den of Medicaid is distributed will determine whether (and to what
extent) the tax burden of Medicaid appears as a disincentive to work
for the poor or for the non-poor.85

Does Medicaid Provide Quality Care?
The problems of crowd-out and Medicaid dependence become

even graver when one considers the quality of care offered by Medi-
caid against that offered by private coverage.

Provider choice is one dimension of health coverage quality. One
survey found the strongest predictor of dissatisfaction with a health
plan, as measured by unwillingness to recommend the plan to others,
is lack of choice with respect to providers.86 Choice also influences
the quality of care. If patients are unhappy with the care they are
receiving from their physicians, the quality of their care will improve
if they have other options. They are more likely to find a provider
who meets their needs, and providers are more likely to compete
with each other to do so.

Physicians unwilling to accept Medicaid’s low reimbursement
rates as payment in full must refuse Medicaid patients. As a result,
many doctors do so. One study notes, ‘‘Physicians in states with the
lowest Medicaid fees were less willing to accept most or all new
Medicaid patients in both 1998 and 2003.’’87 Beneficiaries often see
their physician choices narrow even when payments to physicians
rise. From 1998 to 2003, states increased physician payments by
twice the rate of inflation.88 Yet the share of doctors accepting all
new Medicaid patients dropped from 48.1 percent to 39.4 percent
from 1999 to 2003. The share of doctors accepting no new Medicaid
patients increased from 26.4 percent to 30.5 percent over the same
period.89 This suggests that other features of the program restrict
Medicaid patients’ choice of doctors.
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The costs of Medicaid’s limited choices fall hardest on women.
Medicaid subsidizes health care for 1 out of 10 American women,
who comprise 71 percent of adult beneficiaries.90 Women with Med-
icaid coverage have more difficulty finding a doctor than uninsured
women and significantly more difficulty than women with private
coverage. They are twice as likely as women with private coverage
to have difficulty obtaining care due to a lack of doctors or clinics.91

How does Medicaid affect health outcomes? Medicaid certainly
provides necessary and often emergent medical care to millions of
recipients. However, a number of studies question whether the qual-
ity of care provided improves health outcomes as much as private
alternatives.

A 1999 study by the National Bureau of Economic Research
observed that ‘‘relatively little is known about the effects of Medicaid
on health outcomes.’’92 The authors note that ‘‘[f]indings from studies
of Medicaid’s effect on infant health are inconclusive,’’ and that the
only study to examine the program’s effect on children’s health
found ‘‘implausibly large’’ reductions in child mortality and ‘‘either
no effect or a negative effect on a mother’s evaluation of her child’s
health (e.g., activity limitations).’’93 Although the authors set out to
quantify the health benefits of Medicaid coverage, they found ‘‘at
best weak support for the hypothesis that Medicaid improves the
health of low-income children.’’94 They concluded, ‘‘The proposition
that health insurance is the cure for adverse health outcomes among
poor and near-poor children has not been adequately demon-
strated.’’95 Regarding the federal government’s creation of the State
Children’s Health Insurance Program, which ‘‘allocated $24.3 billion
for the expansion of publicly provided health insurance, ostensibly
to improve the health of low-income children,’’ the authors com-
mented, ‘‘It is remarkable that there is so little empirical evidence
to support so large an expenditure.’’96

A study by researchers at Stanford University and the RAND
Corporation found that HIV patients with health coverage are less
likely to die prematurely, ‘‘but private insurance is more effective
than public coverage. The better outcomes associated with private
insurance are attributable to the more restrictive prescription drug
policies of Medicaid.’’97 The authors write:

Some private insurers may place limits on when [they] will
cover [highly active anti-retroviral therapy, or HAART], but
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Medicaid limits can be quite severe. Many states place limits
on how many prescriptions can be filled per month, and
since HAART therapy alone averages 4.8 prescriptions, these
can limit coverage for not only HAART but also drugs to treat
opportunistic infections associated with advanced disease.
Many of the drugs also required prior authorization that
restricted use to advanced illness. The result is that privately
insured patients are able to start treatment earlier in the
disease than the publicly insured, and the latter often have
no coverage at all.98

Insofar as beneficiaries (whether HIV patients or others) substitute
Medicaid for more generous private health coverage, the program
can reduce the quality of care they receive.

Although policymakers expect that expanding Medicaid and
SCHIP will improve the health of low-income families, economists
point out there is no evidence that these programs are a cost-effective
way of doing so. Economists Helen Levy and David Meltzer write:

It is clear that expanding health insurance is not the only
way to improve health. . . . Policies could also be aimed at
factors that may fundamentally contribute to poor health,
such as poverty and low levels of education. There is no
evidence at this time that money aimed at improving health
would be better spent on expanding insurance coverage than
on any of these other possibilities.99

Given that there is no evidence that Medicaid and SCHIP are a
cost-effective way of improving health, why are lawmakers so gung-
ho to expand these programs? Why does the federal government
give states such an enormous financial incentive to expand them?

Reforming Medicaid

To eliminate Medicaid’s perverse incentives, the federal govern-
ment should follow the model provided by the 1996 welfare reform
law. That law scaled back federal cash assistance to the poor, and
the results were unquestionably positive. Welfare rolls were cut in
half and poverty reached the lowest point in a generation. Similarly,
the law cut Medicaid benefits for certain immigrants, which resulted
in increased coverage levels among immigrants.
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The now-repealed Aid to Families with Dependent Children cash-
assistance program operated like Medicaid in many ways. It con-
ferred a legal entitlement to benefits on anyone who met the eligibil-
ity criteria. States received funding from the federal government in
the form of an open-ended ‘‘match.’’ AFDC was also largely run from
Washington, which provided detailed rules on how states should run
their programs.

AFDC had been accused of discouraging work and encouraging
dependence. The 1996 welfare reform law sought to minimize these
incentives by scaling back federal cash assistance for the poor. The
federal entitlement to benefits was eliminated; a five-year lifetime
limit and work requirements for many recipients were put in its
place. Federal funding was frozen and distributed to the states as
block grants. This gave states much greater control over benefits,
eligibility, and the use of federal funds.

Opponents of the 1996 law predicted that withdrawing assistance
in this way would be disastrous for the poor. Some predicted that
an additional one million children would be thrown into poverty.100

Yet withdrawing assistance produced exactly the opposite result.
Caseloads plummeted and poverty decreased—often dramati-
cally—for every racial category and age, including children.
Although the poverty rate has increased somewhat since 2000, it
remained lower in 2005 than at any point in the 17 years leading
up to welfare reform.101 Many who opposed the 1996 law have since
admitted that it accomplished a large measure of good.

Medicaid is the forgotten child of welfare reform. In 1995, Con-
gress passed legislation that would have eliminated the federal enti-
tlement to Medicaid benefits, freed states to experiment with differ-
ent eligibility rules and structures, and converted federal funding
from an open-ended ‘‘match’’ to block grants. These changes were
vetoed by President Bill Clinton during the budget showdown of
1995. In 1996, Congress dropped such changes from the welfare
reform bill in response to a veto threat from President Clinton.

Congress should finish the job of welfare reform by applying
its successes to Medicaid. First, Congress should stop encouraging
Medicaid expansions and freeze payments to states, just as welfare
reform froze payments to states at the 1995 amount. According
to Congressional Budget Office figures, freezing federal Medicaid
spending at 2007 levels would produce $1.1 trillion in savings by
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2017.102 Second, Congress should give states maximum flexibility to
use federal funds to meet a few broad goals, as it did with AFDC’s
replacement, the Temporary Assistance for Needy Families program.
Those goals should include

(1) targeting medical assistance to the truly needy;
(2) reducing dependence;
(3) reducing crowd-out of private effort, including charitable

care; and
(4) promoting competitive private markets for medical care and

insurance.

A necessary first step toward allowing states to focus resources on
the truly needy would be eliminating the federal entitlement to
Medicaid benefits, just as Congress eliminated the federal entitle-
ment to cash assistance under TANF.

By themselves, these reforms would not alter a single state’s pro-
gram. Each state would have the power to keep its program running
just as it would under current law. In fact, states that want to spend
more on their Medicaid programs would be free to do so—and
pay for it themselves, rather than force other states to shoulder
the burden. However, states likely would experiment with ways
of providing efficient care to those who truly need assistance and
encouraging private charitable care. As states learn from each others’
experiences, they would likely adopt approaches that reduce depend-
ence, health care costs, and the burden Medicaid imposes on
taxpayers.

A number of proposed Medicaid reforms would subsidize benefi-
ciaries directly, rather than indirectly when they obtain medical care.
These reforms include giving beneficiaries vouchers with which they
could purchase private coverage and/or health savings accounts for
their out-of-pocket expenses. Some governors, such as Indiana’s
Mitch Daniels (R), have restructured Medicaid benefits with HSAs.
Other states are also considering such proposals.103 Instead of an
open-ended promise of health benefits, beneficiaries would receive
money in an HSA to use toward copayments and deductibles, and
could keep what they don’t spend.

The idea behind vouchers and HSAs is that by giving beneficiaries
ownership of their benefits rather than an open-ended subsidy, states
would encourage beneficiaries to be prudent consumers and avoid
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wasteful consumption. This would eliminate administrative costs
and help rein in medical inflation to the benefit of all consumers.
Allowing Medicaid beneficiaries to manage their health care dollars
would also increase Medicaid patients’ choice of doctors and force
providers to compete to meet the needs of Medicaid patients. These
proposals build on what seem to be successful ‘‘cash and counseling’’
programs in Florida, Arkansas, and New Jersey.104 In these programs,
the frail elderly, adults with disabilities, and children with develop-
mental disabilities receive a cash allowance and counseling on how
to purchase services directly, rather than have them provided by
the state. Beneficiaries get to keep whatever funds they do not spend.
Patient satisfaction with such ‘‘cash and counseling’’ programs is
high and beneficiaries are able to accumulate some savings through
the program, at an overall cost comparable to the previous defined
benefits model.105

States should experiment with different combinations of in-kind
benefits and cash assistance in their Medicaid programs. However,
Medicaid HSAs or vouchers may trade one set of problems for
another. Beneficiaries should be more careful shoppers if they share
in the savings. They would also enjoy greater choice. However, all
subsidies increase the incidence of that which is subsidized and
become even more attractive the more control they grant the recipi-
ent. The very fact that these reforms would give beneficiaries greater
control over their benefits may encourage more people to sign up
for benefits. Only about two-thirds of Medicaid-eligible individuals
are enrolled at any given time,106 and many do so only for brief
periods. A more attractive subsidy could encourage more people to
enroll, to stay enrolled for longer periods, and to claim the maximum
subsidy. This may have been part of the reason Florida’s ‘‘cash
and counseling’’ program saw increased outlays in its first year
of operation.107 Thus, moving Medicaid closer to a cash-assistance
program could trade lower health care costs for higher Medicaid
spending, greater disincentives to work, and more dependence.

This is not to suggest that states should not experiment with
vouchers and HSAs. However Medicaid’s subsidies are structured,
they will create perverse incentives and impose costs on both taxpay-
ers and beneficiaries. States should experiment with different ways
of minimizing these perverse incentives and their attendant costs.
However, the surest way to minimize them—and the only way to
eliminate them—is to minimize or eliminate the subsidy.
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Minimizing Medicaid

Scaling back federal cash assistance produced positive results in
welfare reform. Would the same be true of Medicaid? A provision
of the 1996 welfare reform law suggests the answer is yes. That
law contained a little-noticed provision that eliminated Medicaid
eligibility for many immigrants. Harvard economist George Borjas
examined that provision’s effects. He found that Medicaid often
attracts recipients who could obtain their own health coverage. Most
important, the result of this ‘‘draconian’’ measure was exactly the
opposite of what many would predict: coverage among noncitizen
immigrants increased after they were denied Medicaid benefits.

After this provision went into effect, a number of states responded
with programs to preserve coverage for those affected. Borjas exam-
ined the coverage rates for affected immigrants with the expectation
that ‘‘as the Medicaid cutbacks took effect, the proportion of those
immigrants covered by some type of health insurance should have
declined.’’ To the contrary, he found that ‘‘the expected decline in
health insurance coverage rates did not materialize. If anything,
health insurance coverage rates actually rose slightly in this group.’’
Borjas explains:

The resolution to this conflicting evidence lies in the fact that
the affected immigrants responded to the welfare cutbacks.
The immigrants most likely to be adversely affected by the
new restrictions significantly increased their labor supply,
thereby raising their probability of being covered by
employer-sponsored insurance. In fact, this increase in the
probability of coverage through employer-sponsored insur-
ance was large enough to completely offset the Medicaid
cutbacks. The empirical analysis, therefore, provides strong
evidence of a sizable crowd-out effect of publicly provided
health insurance among immigrants. In an important sense,
the state programs were unnecessary. In the absence of these
programs, the targeted immigrants themselves would have
taken actions to reduce the probability that they would be
left without health insurance coverage.108 (Emphasis added.)

If the state programs designed to protect immigrants from losing
coverage were unnecessary, it follows that so too were the original
Medicaid subsidies.
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The robust economy of the late 1990s cannot explain these results,
Borjas argues, because states that offered coverage to those cut from
the Medicaid rolls saw coverage levels for this group decrease, while
states that did not saw coverage levels increase. Borjas notes that
immigrants responded not just to the Medicaid cuts, but to all the
changes in the 1996 law. Nonetheless, a natural experiment demon-
strated that cutting Medicaid produced results consistent with those
of the broader welfare reform, and exactly the opposite of what
many would predict. Borjas’s research demonstrates that Medicaid
requires taxpayers to pay the health care bills of those who could
obtain health coverage on their own. And it suggests that the surest
way to reduce the costs imposed by Medicaid is to withdraw assis-
tance to those who are most likely to be able to obtain coverage
elsewhere. Withdrawing Medicaid assistance need not decrease—
and could even increase—coverage levels.
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7. Choice and Competition, or Controls?

Health care may be the most intensively regulated sector of the
U.S. economy. Government controls the provision of medical care
directly by purchasing nearly half of all medical care itself. Through
tax laws, it indirectly influences how others purchase medical care.
On top of these efforts, thousands of regulations control who can
provide medical goods and services, what they can provide, where
and how they can provide it, and who can get it.

Regulation can be understood as a form of taxation. Rather than
extract wealth from private parties to be spent by government, regu-
lation directs how private actors use private resources. When it
limits or prohibits exchanges that would leave all parties better off,
regulation denies those parties income and other benefits. Examples
include forbidding terminally ill patients to try experimental treat-
ments, or forbidding organ recipients to compensate organ providers
and their families. Regulation can also make some exchanges less
valuable to one or all parties, such as by requiring health insurance
to include coverage that purchasers do not want. When regulation
leaves individuals with less income, more risk, or less health, the
effect is as harmful as a tax. Health care regulation is often far more
harmful, for it can tax one’s very life.

Regulatory Costs

Christopher Conover of Duke University recently conducted a
first-of-its-kind, comprehensive cost-benefit analysis of health care
regulation in the United States.1 Conover estimated the total social
cost of 47 categories of health care regulation. He defines total social
cost as ‘‘the value of the goods and services lost by society resulting
from the use of resources to comply with and implement the regula-
tion, and from reductions in output.’’2 Conover estimated that in
2002, health care regulations provided benefits of $170.1 billion.
However, the costs outweighed the benefits by a ratio of two to
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one. Total social costs were $339.2 billion, leaving a net cost of
$169.1 billion.

Conover labels the social cost of health care regulations ‘‘a $169
billion hidden tax’’ and offers a number of ways to comprehend its
magnitude. Health care regulation costs Americans more than they
spend on gasoline and oil ($165.8 billion in 2002) or on pharmaceuti-
cals ($162.4 billion in 2002). ‘‘Spread across all households, health
services regulation cost the average household an estimated $1,546
in 2002.’’3 In fact, the annual cost of health care regulation is 50
percent higher than the fiscal cost of the Iraq war ($109 billion per
year).4 Such regulation makes health insurance unaffordable for an
estimated 7.5 million Americans, or one-sixth of those who are unin-
sured on any given day. Finally, health care regulation reduces
societal income and with it society’s ability to purchase products
that protect lives (e.g., safer homes, safer automobiles). Conover
estimates that this effect induces an additional 22,200 deaths per
year—4,000 more deaths than the Institute of Medicine estimates
are due to Americans lacking health insurance. This figure is also
greater than the number of annual deaths from HIV, non-Hodgkin’s
lymphoma, leukemia, homicide, ovarian cancer, Parkinson’s disease,
and emphysema. It exceeds the annual number of alcohol-induced
deaths (19,344) and is roughly equal to the number of drug-induced
deaths (22,296).5 (See Figure 7.1.)

The cost of health care regulation is equal to roughly 10 percent
of all U.S. national health expenditures.6 It is important to note
that Conover’s estimate does not include the costs of many other
government activities in the health care sector, such as the tax exclu-
sion for employer-provided health benefits (estimated cost: $106
billion in 2002); subsidies that purchase health care of no value (e.g.,
$34 billion of Medicare spending in 2002) or less value than its cost;
or compliance with ‘‘continual changes in public payment policies.’’7

Including these factors brings the cost of government direction of
the health care sector to at least 20 percent of national health
expenditures.

Conover does find that some regulations are on balance helpful.
In his overall estimate, these net benefits hide part of the cost of the
remaining regulations—those that do more harm than good. Taken
by itself, this latter group imposes net costs of $204.2 billion annu-
ally.8 It also gives policymakers a good place to begin deregulating
America’s health care sector.
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Figure 7.1
VARIOUS CAUSES OF DEATH (2002)
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SOURCES: Kenneth D. Kochanek and Betty L. Smith, ‘‘Deaths: Preliminary
Data for 2002,’’ National Vital Statistics Reports (Centers for Disease Control)
52, no. 13 (February 11, 2004): 15–18; and Christopher Conover, ‘‘Health
Care Regulation: A $169 Billion Hidden Tax,’’ Cato Institute Policy Analysis
no. 527, October 4, 2004.

In numerous industries, deregulation has spurred greater con-
sumer choice and competition, which has led to increases in quality
and productivity, as well as reduced prices.9 A consumer-directed
health care agenda would deregulate the health care industry to
increase competition and give consumers greater freedom of choice,
including the ability to choose the level of regulatory and legal
protection they desire.

Choice and Competition in Health Insurance
State and federal governments have enacted layers of regulation

that place restrictions on the pricing, composition, administration,
and cancellation of health insurance policies. Regulations that restrict
insurers’ ability to offer and price health insurance according to risk
force low-risk customers to subsidize high-risk customers, and price
low-risk and low-income consumers out of the market.

Many health insurance regulations are meant to correct the unin-
tended consequences of other laws and regulations. Such regulations
include those laws that require employers to provide health benefits
to former employees, as well as those that require insurers to cover
services from providers that may otherwise be excluded from cover-
age. In many cases, health care regulations are an attempt by private
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interests to seek private gain. For example, states have enacted an
estimated 1,823 separate benefit mandates that require health insur-
ers to cover particular services, including ‘‘acupuncture, massage
therapists and hair prostheses (wigs).’’10 The most vocal proponents
of laws requiring consumers to purchase acupuncture, massage ther-
apy, and chiropractic coverage are (not surprisingly) acupuncturists,
massage therapists, and chiropractors.

The costs of health insurance regulation are substantial. Conover
finds that some health insurance regulations yield benefits in excess
of their costs. However, the remaining regulations impose annual
costs of $46.6 billion in excess of the benefits they provide.11 Grace-
Marie Arnett (Turner) and Melinda Schriver of the Galen Institute
found that the 16 states that most aggressively regulated their health
insurance markets in the 1990s saw their uninsured populations
grow eight times faster than other states.12 The FTC cautions legisla-
tors on the harms of benefit mandates:

Governments should reconsider whether current mandates
best serve their citizens’ health care needs. When deciding
whether to mandate particular benefits, governments should
consider that such mandates are likely to reduce competition,
restrict consumer choice, raise the cost of health insurance,
and increase the number of uninsured Americans.13

Some states already see the wisdom of deregulation. After leading
the trend toward greater regulation in the 1990s, officials in Mary-
land are attempting to relax expensive mandated benefits.14 Exces-
sive regulation in Kentucky drove 45 health insurance companies
out of the state, dramatically increased health premiums, and
increased the number of uninsured Kentuckians by 17 percent in 8
years. Legislators have begun to deregulate that state’s health insur-
ance market. Liberalized prices and other reforms have brought five
insurers back to the state and are giving Kentuckians more choices.15

New Hampshire enacted price controls and other regulations in
1994. By 1997, its insurance commissioner reported, ‘‘the quality of
products available in this market is worsening . . . the cost of avail-
able products in this market is increasing . . . [and] the loss ratios
of the writing carriers [have] increased.’’ In 2002, New Hampshire
lawmakers relaxed price controls. At least two carriers have returned
to the state.16
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Interstate Commerce in Health Insurance

The same competitive process that drives producers to improve
quality and reduce costs can help produce higher-quality regulation.
The federal and state governments should allow health insurance
purchasers to choose the state that regulates their coverage. Competi-
tion among states would lead them to tailor their regulatory regimes
to consumers’ preferences and to abandon regulations that make
health coverage unappealing or too costly.

Currently, health insurance purchasers are largely stuck with the
regulatory regime of the state where they reside.17 If free to choose
health insurance policies regulated by states other than their own,
consumers could avoid regulations that impose unwanted costs.
Instead, they could ‘‘purchase’’ another state’s set of regulations
by purchasing coverage from an insurer chartered in that state. If
Minnesotans do not want to purchase all 60 types of coverage man-
dated there, they could choose to purchase health insurance regu-
lated by Idaho, which has the fewest mandated benefits (13), or
by another state whose laws are aligned more closely with their
preferences. In addition to mandated benefits, consumers could
avoid price controls and other unwanted regulations.

Insurers would advertise either the types of regulatory protections
that accompany a particular policy, or the state that regulates it.
Rating agencies such as Consumer Reports could publicize the
strengths and weaknesses of each state’s set of laws. Branding—
for example, ‘‘Licensed in Minnesota’’—would earn each state a
reputation for being consumer-friendly, too lax, or too onerous.

Many purchasers would choose less regulation. For example, low-
risk and low-income consumers might opt for coverage that does
not force them to subsidize high-risk and higher-income consumers.
Others would prefer greater regulatory protections. The cost of those
protections would be reflected in a policy’s premiums, and consum-
ers could then decide whether the increased protections are worth
the price.

Millions of Americans shopping online and offline in a nationwide
market for health insurance would put enormous pressure on states
to deregulate. Each state’s interest in premium tax revenue, and
having insurers domicile in their state, would encourage competition
among states to provide the protections consumers want while keep-
ing health insurance affordable. States currently compete for the
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business of firms and investors in a similar market for corporate
chartering laws. Delaware has taken a dominant position in this
market by offering a set of laws that satisfy its customers. There is
no reason Delaware or another state could not do the same with
health insurance regulation.

The federal government should give all Americans the right to
purchase health insurance regulated by the state of their choice. One
survey found 72 percent of likely voters support allowing consumers
to purchase health insurance from another state.18 Rep. John Shadegg
(R-Ariz.) has introduced legislation that would facilitate purchasing
health insurance across state lines.19 That legislation would allow
consumers in the individual market to avoid costly benefit mandates
in their own states. However, there is no reason to limit such choice to
individual consumers or to benefit mandates. Shadegg’s legislation
should be expanded to include employers and other group purchas-
ers, and additional types of regulation. States can give their own
residents this right without waiting for Congress to act.

Efforts to liberalize or repeal discrete regulations are useful. How-
ever, consumers would be better off if lawmakers put deregulation
on autopilot by allowing competition to find an equilibrium between
too much and too little regulation.

Can Competition Improve Medical Technology Regulation?

The Newtonian principle of gravitation is now more firmly estab-
lished, on the basis of reason, than it would be were the government
to step in, and to make it an article of necessary faith. Reason and
experiment have been indulged, and error has fled before them . . .
Subject opinion to coercion: whom will you make your inquisitors?
Fallible men; men governed by bad passions, by private as well as
public reasons.

—Thomas Jefferson, Notes on the State of Virginia,
1781–178520

Another area of regulation that imposes costs in excess of its
benefits is regulation of pharmaceuticals and medical devices. In an
attempt to ensure that such products are safe and effective, the
federal government prohibits patients and doctors from using any
such products that have not completed the U.S. Food and Drug
Administration’s lengthy approval process. The power to withhold
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new drugs and medical devices from even terminally ill patients
gives the FDA a monopoly over the initial safety and efficacy certifi-
cation of such products.

Rigorous testing of pharmaceuticals and medical devices often
provides crucial information. But is a single government monopoly
the best system for protecting the public against the dual threats of
unsafe medical products and delayed access to innovative, life-
saving treatments? Despite the good intentions of the FDA and its
supporters, evidence suggests that its monopoly increases morbidity
and mortality. Lifting the FDA’s monopoly would restore the free-
dom of patients to choose their own course of medical treatment.
In its place, private accreditation agencies and the courts would
ensure that medical products are thoroughly tested. Moreover, those
institutions would remove unsafe products from the market, just as
they do today.

The FDA vs. Patient’s Rights

The FDA’s power to withhold new treatments is a threat to the
freedom and the health of patients. Each year, the agency denies
terminally ill patients access to experimental treatments that might
improve or save their lives. One such patient was Abigail Burroughs,
a college student who was diagnosed with head and neck cancer in
2001. Abigail has been described as ‘‘[t]he very picture of idealism
and promise—an honor-roll achiever at the University of Virginia
who tutored needy school kids and volunteered at a homeless
shelter.’’21

Abigail soon exhausted all available therapies in her battle against
cancer. On the advice of her oncologist, Abigail attempted to obtain
the then-unapproved cancer drugs Iressa and Erbitux through the
few channels allowed by the FDA. Abigail’s father, Frank Burroughs,
testified to Congress, ‘‘We tried to get Abigail into narrowly defined
clinical trials, but she did not qualify for them. We worked very hard
to acquire the drugs on a compassionate basis and got nowhere.’’22

Abigail died in June 2001. The FDA approved Iressa in 2003 and
Erbitux in 2004. Although the FDA approved Erbitux for colorectal
cancer, the drug has since shown promise in fighting head and neck
cancers.23 A senior FDA official later commented on terminally ill
patients’ access to experimental drugs, ‘‘In general, I think that what
exists is sufficient.’’24
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It cannot be known whether Iressa or Erbitux would have length-
ened Abigail Burroughs’ life. However, it is clear that Congress,
through the FDA, denied Abigail the right to choose her own course
of medical treatment. Shortly after Abigail’s death, Frank Burroughs
founded the nonprofit Abigail Alliance for Better Access to Develop-
mental Drugs with other terminally ill patients and their survivors.
The group helps terminally ill patients obtain experimental treat-
ments through existing channels. It has also filed suit against the
FDA for violating ‘‘the constitutional privacy and liberty rights of
terminally ill patients, including numerous Abigail Alliance mem-
bers, and their constitutional guarantee against deprivation of life
without due process.’’25

Abigail Burroughs’ story is just one example of how FDA regula-
tion denies patients their freedom to choose their course of treatment
and the benefits of new therapies. FDA regulation also prevents the
introduction of many therapies, delays the introduction of others,
increases their cost once they become available, and limits the spread
of information about new discoveries.

The Costs of FDA Regulation

The time and expense required to gain FDA approval of a new
drug has grown enormously in recent decades. The number of years
required to shepherd a new drug through the FDA’s approval pro-
cess nearly doubled from 8.1 years in the 1960s to 15.2 years in the
1990s.26 The monetary cost of new drug approval has grown even
more rapidly. In the Journal of Health Economics, Joseph DiMasi,
Ronald Hansen, and Henry Grabowski estimate the cost of bringing
a new drug to patients has doubled since 1987 to more than $800
million, while a new drug discovered in 2003 will cost $1.9 billion
to bring to patients by 2015.27 Texas A&M University economist
Steven Wiggins estimated that by the 1970s, the growing cost of FDA
regulation reduced the number of new drugs introduced annually in
the United States by 60 percent.28 The growing monetary cost of
the approval process, coupled with reduced price competition from
having fewer drugs approved, increases the price of drugs that do
reach patients.

The longer the FDA’s drug approval process, the more patients
endure illness or die waiting for the agency to approve new drug
therapies. The Washington Post editorializes, ‘‘As hundreds of
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Figure 7.2
FDA REGULATION: LIVES SAVED VS. LIVES LOST
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SOURCE: Dale H. Gieringer, ‘‘The Safety and Efficacy of New Drug
Approval,’’ Cato Journal 5, no. 1 (Spring/Summer 1985): 177–201.

patients’ groups can attest, there are high costs when the FDA does
not approve drugs quickly, even drugs with serious side effects.
People die every day waiting for new treatments.’’29 Studies have
estimated that the FDA’s delays in approving such drugs as Miso-
prostol (ulcers) and beta blockers (heart attacks) resulted in tens of
thousands of unnecessary deaths by patients who could have been
saved by the drugs.30

Finally, once a drug is approved, the FDA prevents manufacturers
from advertising new uses for it, even if those uses have been proven
by rigorous scientific testing and promoted by medical journals and
other experts. In one notorious example, for years the FDA prevented
aspirin manufacturers from advertising the drug’s ability to save
lives following a heart attack. The FDA’s censorship of the benefits
of just one drug’s ability to fight just one medical condition may
have resulted in as many as 40,000 to 80,000 preventable deaths.31

Without a doubt, FDA regulation has kept unsafe drugs off the
market. Yet it has also kept beneficial drugs off the market as well.
Many of these have been treatments the FDA has rendered uneconom-
ical to pursue. Drugs that treat rare diseases with small patient popula-
tions make recouping the costs of drug approval impossible. More-
over, the lives FDA regulation has saved by blocking unsafe drugs
are far outweighed by the lives lost due to its suppression of beneficial
drugs. While a policy consultant with the Decisions and Ethics Center
of the Department of Engineering-Economic Systems at Stanford Uni-
versity, Dale Gieringer estimated that FDA regulation results in any-
where from 21,000 to 120,000 lives lost per decade, yet prevents at
most 10,000 deaths from unsafe drugs32 (see Figure 7.2). Indeed, the
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handful of studies that have attempted to quantify the costs and
benefits of FDA drug regulation have unanimously concluded that
the marginal costs of such regulation exceed the marginal benefits.33

Conover monetizes the net cost of FDA regulation at $42 billion
annually.34

Biased toward Delay
The growing cost of the FDA’s approval processes is an inevitable

consequence of FDA regulation. A government agency that holds a
monopoly over safety and efficacy certification of new drugs and
medical devices will always favor more testing and greater delay,
even at the cost of patient freedom and lost lives. The reason stems
from how the public responds to the two different kinds of mistakes
that the FDA can make.

The first type of mistake, known as a ‘‘Type I error,’’ occurs when
the FDA approves a drug that turns out to be harmful. When this
happens, those patients who are injured are easily identified, and
the public intuitively links the injury to the FDA’s error. The second
type of mistake is called a ‘‘Type II error.’’ These occur when the
agency rejects or delays approval of a beneficial product, preventing
the product from reaching patients.

Although both types of errors result in unnecessary pain or death,
the public responds differently to Type I and Type II errors, which
in turn affects how the FDA seeks to avoid them. When the FDA
approves a drug that can harm people (a Type I error), the victims
are easily identifiable. Those who are harmed by the drug are thrust
before the public eye. They (or their survivors) can appear on the
news and testify before Congress. As a result, Type I errors subject
agency officials to congressional investigations, public reproach, pro-
fessional humiliation, and unemployment. In contrast, victims of
Type II errors are largely invisible. When the FDA delays or rejects
approval of a beneficial drug, it is axiomatic that the FDA’s error
will permit continued suffering and avoidable deaths. However, the
harm is attributed to the underlying illness, such as cancer or heart
disease, rather than to the FDA’s error. As a result, victims of Type II
errors are much harder to identify, even if their numbers are greater.35

Because Type II errors typically leave few fingerprints, FDA offi-
cials have a personal incentive to minimize Type I errors, even
at the cost of committing more Type II errors. As a former FDA
commissioner observed:
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Wherever a controversy over a new drug is resolved by its
approval the Agency and the individuals involved likely will
be investigated. Whenever such a drug is disapproved, no
inquiry will be made.36

Although the agency receives the full measure of criticism when a
patient dies from a Type I error, it receives relatively little criticism
when patients die from Type II errors. Put another way, the FDA
doesn’t bear its full share of the blame for Type II errors.

Given these incentives, the FDA understandably attempts to mini-
mize Type I errors, even at the cost of more Type II errors. The
primary way it does so is to increase the length and expense of the
approval process. For example, increasing the number, duration,
and size of the clinical trials required for approval gives the agency
more time and information to eliminate Type I errors. However, it
accomplishes this at the expense of a longer and more costly approval
process, which increases Type II errors. Institutionally, the agency
is predisposed toward delay and more costly approvals. Dr. Henry
Miller, another former FDA official, explains how these incentives
operate in practice:

In the early 1980s, when I headed the team at the FDA that
was reviewing the [new drug application] for recombinant
human insulin, the first drug made with gene-splicing tech-
niques, we were ready to recommend approval a mere four
months after the application was submitted (at a time when
the average time for NDA review was more than two and
a half years) . . . [M]y supervisor refused to sign off on the
approval—even though he agreed that the data provided
compelling evidence of the drug’s safety and effectiveness.
‘‘If anything goes wrong,’’ he argued, ‘‘think how bad it
will look that we approved the drug so quickly’’ . . . The
supervisor was more concerned with not looking bad in case
of an unforeseen mishap than with getting an important new
product to patients who needed it.37

As noted earlier, the duration of the FDA’s new drug approval
process has doubled since the 1960s, and the financial cost has dou-
bled since the late 1980s. In addition, from 1977 to 1995, the number
of clinical trials required for each new drug doubled and the number
of patients involved in those trials nearly tripled.38 In 1992 and again
in 1997, Congress authorized the FDA to collect ‘‘user fees’’ from
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drug manufacturers. These additional resources enabled the agency
to hire more staff and have shortened review times for new drug
applications. However, the lion’s share of the new drug approval
process is devoted to testing; the year or so dedicated to FDA review
of a new drug application is the last and shortest part of the new
drug approval process.39 It is uncertain whether shorter review times
have affected the growth in overall approval time—the time from
synthesis of a new drug until it is made available to patients. The
available data on the growing monetary cost of the approval process
and the growth in clinical trials are not encouraging.

Expanding access to safe, effective, and affordable drugs and med-
ical devices cannot be achieved by reforms that tinker with the
FDA, such as charging applicants user fees for product approval. It
requires lifting the FDA’s monopoly and restoring the freedom of
individuals to make their own medical decisions.

Competitive Regulation of Medical Technology

A model for FDA reform exists in the private sector. The United
States already has a nongovernment, market-based system that certi-
fies the effectiveness of drugs and medical devices.40 This private
system begins to work after the FDA approves a new product. For
example, when the agency approves a drug for a particular use, that
approved use goes on the drug’s label. However, physicians may
and often do prescribe the drug for other uses. Using the pain reliever
aspirin to fight heart attacks is one example of an ‘‘off-label’’ use.
Although Viagra was intended as a treatment for angina, it was
later found to remedy erectile dysfunction, and has been used to
treat pulmonary hypertension, including in premature babies. Had
Erbitux been approved in time, Abigail Burroughs’ oncologist could
have prescribed it off-label for her head and neck cancer, even though
the drug had been approved for colorectal cancer.

Lack of FDA certification does not mean such uses are dangerous,
untested, or unproven. Off-label uses are suggested or discovered by
doctors and scientists, tested, and discussed worldwide in medical
journals and symposia. If validated, they appear in medical text-
books, the U.S. Pharmacopoeia Drug Information (USP), the American
Hospital Formulary Service Drug Information, and other authoritative
resources. In fact, off-label uses often become the standard of care,
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particularly in fighting cancer and other diseases. Doctors so fre-
quently rely on market-based certification (which arguably includes
foreign governments’ certifications), that over half of known drug
uses are off-label uses.

Coupled with the tort system, private safety and efficacy certifica-
tion often beats the FDA at its own game. While testing the pain
reliever Vioxx for an off-label use, scientists discovered a safety risk
(a higher incidence of heart attacks) that FDA reviewers had missed.
In 2004, Merck withdrew Vioxx from the market. The pursuit of
informal, private certification of an off-label use revealed a risk that
FDA regulation had not. The threat of litigation forced Merck to
pull the drug from the market. The episode demonstrates that private
certification and the tort system can and already do protect patients
from unsafe drugs. Market-based certification is also more efficient
than the FDA. One study found that off-label uses that were later
certified by the FDA were certified by the market (in the USP) an
average of 2.5 years sooner.41

Today’s market-based system of private, competitive, off-label
certifications respects the freedom of doctors and patients to make
treatment decisions according to individual circumstances. The fed-
eral government should build on this success and allow companies
to seek initial safety and efficacy certification of drugs and medical
devices from medical journals (e.g., the Journal of the American Medical
Association, the New England Journal of Medicine), medical schools
and textbooks, the USP, the American Hospital Formulary Service Drug
Information, and so forth. These organizations would certify new
uses of new drugs and medical devices, just as they now certify new
uses of existing drugs and devices. They would design and execute
the laboratory tests and human studies appropriate for evaluating
the safety and efficacy of even drugs tailored to individual patients.

To survive in the market, private certification agencies would
have to be scrupulously honest: just as Underwriters Laboratories
and Consumer Reports sell their reputations, the USP or other organi-
zations would sell their reputations and lose customers if their repu-
tations came into question. After Vioxx was recalled, critics alleged
the FDA took too long to act either because the agency is too cozy
with drug manufacturers or too reluctant to admit a mistake. Many
have called for an agency independent of the FDA to monitor the
safety of drugs after they are introduced and ‘‘to second-guess the
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decisions of the officials who approved the drug in the first place.’’42

Private certification already does just that. Medical journals second-
guess each other’s work in the pursuit of science, prestige, and
market share. They and other private accreditors would second-
guess each other’s work (and their own) because each would profit
from building a reputation as being the most honest and scientifically
rigorous body. Private accreditation could also take over other duties
of the FDA, including monitoring manufacturing processes, product
advertisements, and post-market safety.

A competitive system of private certification holds a significant
safety advantage over the current FDA monopoly. First, like the
FDA, private accreditors would minimize Type I errors to avoid
liability and preserve their reputations. However, unlike the FDA,
private certification would also minimize Type II errors. The key is
competition. In a competitive market, private accreditors would
compete for the confidence of doctors and patients and the business
of drug manufacturers—on the basis of not only rigorous oversight,
but efficiency as well. Those that require unnecessary testing or
that needlessly delay certification decisions would lose business to
competitors who offer an equally rigorous review at a lower cost.
The manufacturer’s desire for an efficient certification process could
act as a proxy for the patient’s need to be protected from unnecessary
delay (i.e., Type II errors). Because it enjoys a monopoly position,
the FDA is insulated from such pressures and can impose unneces-
sary costs without fear. In contrast, private certification would pro-
tect patients from both Type I and Type II errors. Moreover, Type
II errors would be less prevalent under a regime of private certifica-
tion if only because private accreditors cannot prevent patients from
obtaining an unapproved drug.

As discussed in Chapter 1, the benefits of pharmaceutical innova-
tions often overwhelm the costs. Indeed, new drug therapies even
reduce spending on hospitalization and other areas of care. The
FDA’s power to overrule the choices of patients and their doctors,
plus the agency’s monopoly over the approval of new medical tech-
nologies, unnecessarily hamper the pursuit of new technologies and
make patients less safe. Restoring patients’ freedom to use any non-
FDA approved product and allowing private organizations and the
courts to regulate medical treatments would help Americans capture
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the benefits of future pharmaceutical innovations that the current
FDA certification process is likely to suppress.

What to Do about the Shortage of Transplantable Organs
The year 2004 marked the 50th anniversary of the first successful

human organ transplant, in which doctors transplanted a kidney
from a man into his twin brother. At that time and for some time
thereafter, there was no shortage of transplantable organs. The ability
to perform transplants was rare and the technology limited to trans-
plants between close, living relatives. Because the first suppliers
were relatives and transplants were rare, altruistic organ donation
was sufficient to meet demand.

As transplant technology advanced and diffused, however, more
doctors became able to transplant more organs from more donors
into more recipients. Demand for transplantable organs grew. The
development of immunosuppressive drugs enabled transplants from
cadavers, which greatly increased the number of patients considered
candidates for organ transplants.

Yet relying solely on altruistic donation meant that the supply
of organs stagnated, and queues began to form. When one doctor
attempted to increase the supply through payments to live kidney
donors, Congress reacted by passing the 1984 National Organ Trans-
plant Act. That act made it a felony to offer financial incentives to
potential organ providers. Since then, technology has continued to
expand what medicine can accomplish with transplantation, but the
supply of transplantable organs has remained stagnant. Before long,
waiting lists began to form.

The United Network for Organ Sharing is the nonprofit organiza-
tion that contracts with the federal government to manage the wait-
ing lists. UNOS reports that almost 29,000 Americans received organ
transplants in 2006, thanks to 14,757 donors. Yet even this record
number of donors could not meet the need. More than 48,000 candi-
dates were added to the waiting lists that year. Those waiting for
organs outnumber donors by six to one. By June 2007, the waiting
list reached more than 96,000 patients, and another name is added
to the waiting lists every 11 minutes43 (see Figure 7.3).

As a result, more than 6,000 patients died while on the waiting
lists in 2006—one every 86 minutes.44 Although some of these deaths
cannot be attributed to the shortage of organs, death is not the only
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Figure 7.3
TRANSPLANTABLE ORGANS: THE GROWING GULF BETWEEN

DEMAND AND SUPPLY
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measure of harm caused by the shortage. Shortages lead to more
stringent criteria for admission to the waiting lists, causing many
potential transplant candidates to be kept off the lists entirely. As
those on the lists wait, they endure significant suffering and expense.
Their conditions deteriorate, some to the point that the long-awaited
transplant is less successful than it could have been. Thousands
deteriorate until they no longer are good candidates for transplanta-
tion, and are removed from the list. In 2006, 2,294 patients were
removed from the waiting lists because they were ‘‘medically unsuit-
able’’ or had become ‘‘too sick to transplant.’’45 Many die soon
afterward.

Altruistic organ donation may have been enough to satisfy the
demand for transplantable organs in a time of primitive technology.
It is inadequate today, and will be even more so as transplant technol-
ogy continues to advance. Previous attempts to meet the growing
demand for transplantable organs, such as more funding for educa-
tion campaigns, have failed. It is clear that the National Organ Trans-
plant Act is an obstacle to satisfying the demand for transplantable
organs. A consensus is emerging that something new must be tried,
and that something should include markets.
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Eliminating a Manmade Shortage

There is no actual shortage of transplantable organs. Economists
David Kaserman and A. H. Barnett estimate that each year enough
Americans die under conditions that make their organs suitable for
transplant to meet the entire demand. Yet most of these organs are
buried with the deceased rather than harvested to help the living.
Instead of an actual shortage of organs, there exists an artificial
shortage created by the prohibition of payments for transplant-
able organs.

That prohibition is effectively a price control that sets the price
of transplantable organs at zero dollars in spite of the immense value
they hold. Because government prevents the price from rising above
$0, it effectively hides from potential providers information about
the great need for transplantable organs. In 2000, 539 economists
signed an open letter on health care reform that explained the
dynamics of such price controls: ‘‘For thousands of years, govern-
ments have tried to control prices. The universal experience has been
that price controls produce shortages . . .’’46 With Congress having
written into law that transplantable organs have zero value, it should
come as no surprise that so many Americans act as if that were
the case.

Kaserman and Barnett estimate that lifting the prohibition with
regard to organs from cadavers would eliminate the artificial short-
age and the waiting lists. They estimate that payments would be
substantially lower than $1,000 per organ. That is a relatively modest
sum compared with the monetary and pain-and-suffering costs asso-
ciated with waiting for organs. Considering the amounts now spent
to encourage donation, Kaserman and Barnett posit, ‘‘It is entirely
possible that we are now spending more to elicit ‘free’ donations
than it would cost to purchase organs.’’47

Allowing payments to organ providers would convey the human
need that government price controls currently hide. Payments would
be negotiated by recipients and providers and could go to the dece-
dent’s family or could be donated to charities according to the dece-
dent’s will. With procedural controls and penalties sufficiently harsh
to ensure that all exchanges are truly consensual, such a reform
could encompass payments to living organ providers. Congress
could eliminate America’s manmade organ shortage by repealing
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or amending the National Organ Transplant Act to allow such pay-
ments. At a minimum, Congress should allow payments for cadav-
eric organs.

Is Paying for Organs Ethical?

This reform no doubt raises ethical considerations. In 2004, Con-
gress directed the Secretary of Health and Human Services to study
the ethical implications of using financial incentives to increase
cadaveric ‘‘donations.’’ The request originally came from Senate
Majority Leader Bill Frist (R-Tenn.), himself a transplant surgeon.
Such an examination must address the ethical implications of the
prohibition on payments and the resulting shortage. Is it ethical to
force thousands of patients to suffer and die for an ethos they may
not share? What are the ethical implications of allowing the state to
control what free individuals may do with their own bodies?

A leading ethical objection to organ payments is that it would be
inegalitarian: lifting the ban could lead to a situation where mostly
poor individuals sell their organs to the rich. That seems to occur
in the international market for live kidneys.48 One way to allay this
objection would be to allow payments only for cadaveric organs.
Doing so would decrease the demand for live organs that fuels an
international black market.

What also might allay such concerns is the result of such transac-
tions. When a wealthy recipient purchases a kidney from a poor
provider, the result is two living human beings. All too often, the
alternative is one living and one dead human being.49

Many suppose that the current prohibition is more egalitarian
because wealthy transplant patients would more often face the possi-
bility of death on a waiting list. Yet America’s manmade organ
shortage is also highly inegalitarian, favoring the rich at the expense
of the poor. While tens of thousands of Americans wait years and
often die waiting for organs, celebrities like Mickey Mantle jump to
the head of the waiting lists.50 Basketball star Alonzo Mourning’s
fame induced more than 500 people to offer him one of their kidneys.
Yet patients without fame are forbidden to use what resources they
do possess (e.g., health insurance) to save their own lives or the
lives of their loved ones.

America’s manmade shortage also disproportionately harms
minorities. Blacks account for 12 percent of the U.S. population and
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Figure 7.4
AFRICAN-AMERICANS: SHARE OF U.S. POPULATION AND SHARE
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a comparable share of organ donors. Yet blacks account for 25 per-
cent of those waiting for an organ51 (see Figure 7.4).

Forcing the Issue
Lloyd Cohen of George Mason University has chosen a novel way

to highlight the ethical objections to the ban on organ payments.52

Cohen has executed legal documents that give permission for his
organs to be harvested under only two conditions. The first is that
the organ go to a family member or a member in good standing of
the LifeSharers organization.53 Otherwise, Cohen denies permission
for his organs to be harvested unless his estate is paid $864.27 per
organ.54 If his estate is not paid, his organs will perish.

Cohen’s goal is not to be a curmudgeon, but to illuminate the
choice that opponents of organ payments have made for themselves
and for others. When Cohen dies, those who oppose payments will
face two options: (1) violate their principles and pay up, or (2) allow
yet another patient to die unnecessarily. Those who choose the latter,
Cohen writes, ‘‘must hold that it is morally preferable, because it
celebrates ‘the intrinsic ineliminable, ineluctable value of human life
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and health,’ that a 12-year-old girl die from liver failure rather than
that the organ that would save her life be provided by a market.’’55

Cohen encourages others to give similar directions for the disposition
of their organs. As more people do so, he argues, it will force society
to recognize the unethical choice that is being forced on us.

Respecting the freedom of organ providers and recipients would
eliminate the artificial organ shortage and save thousands of lives
each year. As more transplants are performed, new discoveries will
cause technological innovation to accelerate. As in the past, such
advances would enable medicine to save those who previously could
not be helped. The prohibition on organ payments delays those
discoveries and retards innovation. As a result, it imposes costs not
only on current generations, but on future generations as well.

Regulating Health Care Providers

The State stands a Gibraltar between me and anybody who insists
upon prescribing for my soul what I don’t want to take . . . why
shouldn’t I have equal liberty with regard to my body, which is of
so much less concern? . . . I don’t know that I cared much about
these osteopaths until I heard you were going to drive them out
of the State; but since I heard this I haven’t been able to sleep . . .
Now what I contend is that my body is my own, at least I have
always so regarded it. If I do harm through my experimenting with
it, it is I who suffer, not the State.

—Mark Twain56

Regulation can be used as a tool for crippling one’s competitors.
This is most evident in regulations that bar individuals from entering
a profession or providing certain services. The moratorium on the
creation or expansion of specialty hospitals discussed earlier is one
example. States also have enacted numerous laws that restrict who
may provide health care services. Such laws restrict the freedom of
individuals to choose their profession and their health care provid-
ers. As such, the burden of demonstrating that barriers to entry
into health care markets result in better health outcomes falls on
supporters. Not only have supporters failed to meet this burden,
but persuasive evidence suggests such barriers increase health care
costs and have either no effect or a negative effect on health care
quality.
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Competition among Health Professionals

To practice medicine in the United States, medical professionals
typically must obtain a state license. In addition to restricting entry
into the medical professions, licensing laws also prohibit some pro-
viders from providing certain services, require others to practice in
particular settings, and act as a barrier to competition from providers
with identical licenses from another state. As the FTC explains,
‘‘State licensing boards composed primarily of physicians determine,
apply, and enforce the requirements for physicians to practice within
a particular state. Various state licensing boards have taken steps
to restrict ‘allied health professionals’ and telemedicine. Some states
have limited or no reciprocity for licensing physicians and allied
health professionals already licensed by another state.’’57

Allied health professionals include nonphysician medical workers
such as dental hygienists, diagnostic medical sonographers, dieti-
tians, medical technicians, nurse midwives, nurse anesthetists, nurse
practitioners, occupational therapists, physical therapists, physician
assistants, psychologists, radiographers, respiratory therapists, and
speech language pathologists. Such practitioners often provide ser-
vices comparable to what physicians provide, but at the same or
lower cost. Studies have shown that within the scope of their training,
nurse practitioners perform comparably to physicians in terms of
cost, health outcomes, and patient satisfaction.58 Nonetheless, many
states’ licensing laws forbid allied health professionals from having
direct access to patients and prohibit these professionals from open-
ing independent practices.

Licensing also restricts the freedom of physicians by limiting their
ability to practice in states where there is a need. Most states restrict
the practice of telemedicine, often requiring already licensed out-
of-state physicians to obtain an additional license. The FTC writes,
‘‘Studies consistently have found that state-based licensure can harm
consumer welfare by serving as a barrier to provider mobility.’’59

The Cost of Licensing

Despite the fact that occupational licensing affects a larger portion
of the labor market than either the minimum wage or unionization
laws, it has received less attention from academics, particularly in
recent years.60 Nonetheless, a number of studies demonstrate that
licensing laws reduce the availability of medical care and increase its
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Figure 7.5
COST OF MEDICAL LICENSURE VS. ADDED INCOME TO
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cost.61 In his Pulitzer Prize–winning history of American medicine,
Princeton University sociologist Paul Starr quotes former American
Medical Association president William Allan Pusey on the impact
of licensing doctors:

As you increase the cost of the license to practice medicine
you increase the price at which medical service must be sold
and you correspondingly decrease the number of people who
can afford to buy this medical service.62

Conover estimates that licensing of medical professionals costs
Americans $6.5 billion per year, $4.7 billion of which is channeled
to licensed professionals in the form of higher incomes63 (see Figure
7.5). That is largely the purpose of such laws. In a 1984 study,
economist Chris W. Paul found that ‘‘licensing legislation was the
result of organized physicians employing the political system for
limiting entry and the concomitant increasing of return to incumbent
medical practitioners.’’64

The lack of competition resulting from licensing and scope-of-
practice rules has left many without affordable access to medical
care. A 2002 survey found that nearly six million Americans turned
to alternative medicine (e.g., herbal remedies) to treat illnesses like
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chronic pain or depression because traditional medical care was
too expensive.65 ‘‘Indeed, the creation and development of nurse
practitioners (NPs) and physician assistants (PAs),’’ wrote Congress’
Office of Technology Assessment in 1986, ‘‘occurred in large part
in response to the limited accessibility of basic medical services,
especially in rural and inner-city areas, where physicians were disin-
clined to practice.’’ However, ‘‘Legislation and regulations . . . gener-
ally tie medical practice by NPs, PAs, and, to some extent, [certified
nurse midwives] to associations with physicians and limit such prac-
tice where physicians are not present.’’66

Does Licensing Improve Quality of Care?

Supporters claim that the quality of medical care would suffer if
not for government licensing requirements, which ensure high-quality
practitioners through both rigorous testing and peer oversight. Data
regarding the effect of licensing on the quality of medical care are
scant. What data do exist, however, suggest it is more likely that public
health suffers under compulsory licensing of medical professionals
because fewer individuals are able to afford medical care.

In 1989, the federally chartered Institute of Medicine expressed
skepticism about the effect of medical licensure on health care access
and quality: ‘‘It appears that widespread use of licensure carries
with it higher costs to consumers [and] reduced access to health
care services . . . Although these control mechanisms are designed
and carried out in the stated interest of protecting the health and
welfare of the public, their effectiveness in this regard has been
mixed at best.’’67 Similarly, Indiana State University professor Stan-
ley Gross surveyed the academic literature on the quality effects of
licensing across numerous occupations in 1986. He noted that

There is some support for the proposition that entry restric-
tions result in more qualified professionals to serve the
public, as judged by the somewhat questionable ratings of
peers, the self-reports of professionals themselves, and crude
measures of consumer satisfaction (reduced malpractice
claims and rates). However, measures of quality that tap
the availability of professional services, the extent to which
consumers choose to substitute other practitioners, and the
direct outcomes of service primarily show either no relation-
ship between entry restrictions and quality or a negative
relationship.68
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Gross found claims that licensing bodies police the quality of work
by their charges even less plausible:

It has been shown that licensing boards do not effectively
determine initial competence of licensees; they do not help
to maintain the continued competence of licensees; they are
ineffective in the disciplining of errant practitioners; and they
do not properly address the needs of underserved popula-
tions. Instead, as has been shown, the licensing system has
exacerbated the problems of maldistribution and underutili-
zation of professionals, and it has supported a ‘‘licensing for
life’’ system.69

Compulsory licensing of medical professionals makes health care
markets less flexible and less able to respond to patient demand. It
also relieves existing professionals of the burden of having to com-
pete with new health care providers and novel ways that others
might deliver care to patients. Because it increases the cost of medical
education, decreases the supply of providers, and hampers competi-
tion, licensure increases health care costs to the detriment of the
poorest patients. As a result, many forgo medical care entirely, obtain
treatment that is too little or too late, or turn to less expensive (and
often more risky) forms of treatment. One extreme example is people
who have attempted at-home root canals to avoid the expense of
going to the dentist.70

In 1962, Milton Friedman wrote, ‘‘I am myself persuaded that
licensure has reduced both the quantity and the quality of medical
practice; that it has reduced the opportunities available to people
who would like to be physicians, forcing them to pursue occupations
they regard as less attractive; that it has forced the public to pay
more for less satisfactory medical service, and that it has retarded
technological development both in medicine itself and in the organi-
zation of medical practice. I conclude that licensure should be elimi-
nated as a requirement for the practice of medicine.’’71

Reforming Medical Licensure
Reducing harmful government barriers to greater competition in

the practice of medicine would benefit patients and many medical
professionals. The FTC recommends that states ‘‘decrease barriers
to entry into provider markets.’’72 Reformers typically look to two
alternatives for liberalizing licensure laws.
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The first is to move from licensure to a system of government
certification. State or quasi-governmental bodies (like today’s licens-
ing boards) would establish criteria for the initial and continued
certification of individuals as competent to practice a particular area.
However, providers would be free to practice without certification.
Although patients would be free to obtain treatment from the provid-
ers of their choice, they would be very cautious about noncertified
providers. Certification exists today for nurse midwives as well as
physicians who voluntarily choose to become board-certified in a
particular specialty.

The second option is referred to as registration, whereby providers
may practice medicine simply by registering their practice with the
state, in other words, without having to meet any government stan-
dards. However, ‘‘registration’’ is a limited and potentially mislead-
ing description of such a system, for it refers only to the role that
government would play and ignores the private certification and
reputation systems that would emerge in response to consumer
demand.

Under a system of government registration, private organizations
such as medical schools and medical specialty boards (and even the
remnants of licensing boards) would develop standards and test
physicians and other practitioners. These professional groups would
grant their seal of approval to those they certify as competent to
practice, and would advertise their ‘‘brand’’ to consumers. Competi-
tion for patients would drive providers to obtain certification.

Competition would keep both the certifying bodies and doctors
focused on integrity and high-quality service. Boston College law
professor Charles Baron explains:

Under a voluntary system of private certification, the various
certifying groups would have a direct financial and profes-
sional stake in acting intelligently and responsibly. Unlike
state licensing boards, private certifying groups would face
competition. If there were a number of different certifying
groups, the value of each certificate would depend upon the
standards of the group. Neither doctors nor patients would
attach much importance to gaining certification from a group
with lax, vague, or unsound standards.73

Practitioners would advertise their certifications to patients as well
as their ratings from consumer groups such as in the Consumers’
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Guide to Top Doctors. Consumer groups would not only rate provid-
ers, but rate the quality of certification boards as well.

A regime of government registration and private certification
would also protect the public from incompetent practitioners. First,
patients would police providers. As with laser eye surgery, patients
would shop for experience and reputation rather than the cheapest
provider. Second, while licensing boards currently do little to disci-
pline inept providers, private certifying bodies would have to moni-
tor the providers they certify and even revoke certifications in order
to preserve their credibility. Finally, the courts would deter malprac-
tice and compensate the injured.

FTC and IOM Recommendations

While encouraging further study of certification as an alternative
to licensing, the FTC recommends that states ‘‘consider adopting
the recommendation of the Institute of Medicine to broaden the
membership of state licensure boards.’’74 With many licensing boards
dominated by the regulated profession, they have been able to
restrict entry into the profession and the number of tasks that can
be performed by those outside the profession. In contrast,

State licensure boards with broader membership, including
representatives of the general public, and individuals with
expertise in health administration, economics, consumer
affairs, education, and health services research, could be less
likely to limit competition by [allied health professionals]
and new business forms for the delivery of health care, and
are less likely to engage in conduct that unreasonably
increases prices or lowers access to health care.75

The FTC further urges states to adopt uniform licensing standards
or reciprocity compacts that would give providers more freedom to
practice telemedicine or relocate to another state. A better recommen-
dation comes from the American Telemedicine Association, which
encourages states not to regulate virtual medical consultations that
take place across state borders.

These would be welcome changes that would restore the freedom
of many providers and expand access for patients. Yet state govern-
ments should go farther. Liberalizing medical licensure would bene-
fit patients and medical professionals. By increasing the supply of
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physicians and allied health professionals, as well as experimenta-
tion with new practice settings and modes of delivery, liberalization
would increase competition, give patients a wider choice of provid-
ers, and lower the cost of medical care. By forcing providers to
market themselves aggressively, greater competition would educate
patients about medicine and the costs and benefits of different prac-
titioners and types of practice.

Benefits would flow to providers as well. Allied health profession-
als and many physicians would have greater freedom to practice
medicine how and where they choose. In particular, liberalizing
licensure and scope-of-practice laws would give physician practices
greater flexibility in assigning duties among their staff. Nonphysi-
cian clinicians, such as PAs and NPs, can lower costs and give
physicians more time to focus on their comparative advantage.76

Barriers to Hospital Competition

States and the federal government have also erected barriers to
the introduction of health care facilities. As discussed earlier, the
federal moratorium on physician-owned specialty hospitals is one
such barrier. State ‘‘certificate of need’’ (CON) laws are another.
Currently, 35 states have such laws that require hospitals, nursing
homes, and other facilities to obtain state approval before they may
build a new facility, expand an existing facility, or offer new services.
In such proceedings, it is common for competitors to have much to
say about whether a new facility is needed. The FTC notes that
numerous studies show ‘‘[m]arket incumbents can too easily use
CON procedures to forestall competitors from entering an incum-
bent’s market.’’77

The result is less competition, fewer choices for patients, higher
prices, and reduced quality. According to the U.S. Government
Accountability Office, 83 percent of specialty hospitals exist in states
without CON laws, even though such states account for only 50
percent of the U.S. population and 55 percent of general hospitals.78

Although CON laws were originally intended to control health care
costs, studies have demonstrated they have had the opposite effect.79

One study even found evidence that ‘‘mothers in states with certifi-
cate of need regulation are less likely to have a healthy baby.’’80

Like other barriers to competition, CON laws serve special inter-
ests at the expense of other providers and the public at large. The FTC
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advises, ‘‘States with Certificate of Need programs should reconsider
whether these programs best serve their citizens’ health care
needs.’’81 In fact, states should go further and repeal CON laws and
other laws that block competition among providers.

Licensure is a long-neglected area of health policy, but one that
deserves serious attention and significant reform. In 2005, President
Bush proposed increasing federal spending on community health
centers to $2 billion in fiscal year 2006 in an effort to establish ‘‘a
health center in every high-poverty county that can support one.’’82

Liberalizing state medical licensure laws, however, would enable
more medical providers to experiment with low-cost ways of provid-
ing services to low-income areas without the need for additional tax
dollars. A good way to do more for such Americans would be for
government to do less.
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Tort law is an important protection against those who do or would
injure us, yet many complain—with some reason—that the medical
liability ‘‘system’’ in the United States is out of control. Frivolous
lawsuits are frequent, damages are exorbitant, and the aggrieved
patients receive only a fraction of the monetary awards. Many spe-
cialists (neurosurgeons and obstetricians, to name two) report they
cannot afford the rising cost of medical liability insurance, and have
left states with high malpractice awards. Critics note that the fear of
liability forces providers to practice ‘‘defensive medicine,’’ including
unnecessary but costly tests ordered merely to protect against poten-
tial liability. These and other costs of the medical tort system impose
a significant burden on patients and taxpayers. Conover estimates
the U.S. medical tort system provides benefits of $33.0 billion, but
imposes costs of $113.7 billion, for a net cost of $80.7 billion per year.1

President George W. Bush has proposed federal legislation to limit
medical malpractice awards. However, the U.S. Constitution does
not grant Congress the authority to impose substantive rules of tort
law on the states.2 While the federal government may enact technical
procedural changes, state legislatures are the proper venue for cor-
recting excesses in state civil justice systems. The fact that medical
professionals can avoid states with inhospitable civil justice systems
gives them significant leverage when advocating state-level medical
liability reforms, and gives states incentives to enact such reforms.
That some states have done so further demonstrates that federal
legislation is unnecessary. Michael Greve of the American Enterprise
Institute notes, ‘‘At least so long as state law is trending in an anti-
liability direction, experimentation is quite probably preferable to a
federal ‘reform’ that might get it wrong, rob the reform states of
their just rewards, and discourage laggard states from experimenting
with their own, possibly more effective reforms.’’3

What reforms might states consider? Arbitrary caps on damages
may reduce the costs of frivolous lawsuits, but they foreclose ade-
quate relief in extreme cases, and prevent patients from bargaining
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for greater protection. A ‘‘loser pays’’ rule often would reallocate
the costs of frivolous lawsuits to the correct party. However, it also
would deter less affluent patients from seeking legal redress for
legitimate grievances. One study found that ‘‘abolishing joint and
several liability, restricting attorney’s fees, and establishing victims’
compensation funds all lead to fewer physicians per capita’’ within
a state. Moreover, it is possible that arbitrary limits on liability will
diminish incentives for marginal providers to exercise due care. The
study also found that reducing awards to victims who also collect
from insurance is associated with an increase in infant mortality.4

More patient-friendly and liberty-enhancing reforms would allow
patients and providers to avoid the costly medical tort system via
contract. Patients could choose the level of protection against mal-
practice they desire, rather than have that level imposed on them
by the courts. Patients would select providers who offer acceptable
levels of compensation for injuries caused by negligence. In cases
of intentional wrongdoing or reckless behavior, tort rules would
still apply. Providers could offer patients a menu of compensation
options and their prices. Many providers likely would agree to high
maximum awards to protect against the risk of an astronomical jury
award. Supporters of legislative caps on damages could choose those
limits for themselves. Patients who do not wish to limit their protec-
tions would be free to do that as well. Enforcing such contracts
would mean that patients—not legislatures or the courts—would
make tradeoffs between protecting themselves against immediate
risks (the illness for which they seek treatment) and more remote
risks (potential injuries from negligence).

One likely result would be more and better information on pro-
vider quality. Before agreeing to reduce their ability to recover dam-
ages, patients would demand information about providers’ malprac-
tice histories, something patients rarely do today. And numerous
sources of information could help patients make their decisions.
Consumer advocates (e.g., Consumers’ Guide to Top Doctors) could
evaluate different providers and the advantages and perils of differ-
ent levels of malpractice protection. Competing providers would
advertise the benefits of the protections they offer, including provid-
ers who refuse to limit their liability. Malpractice attorneys could
advertise on television against the evils of negotiated limits on medi-
cal malpractice awards.
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Another result would likely be greater innovation. As John Good-
man and Gerald Musgrave suggest:

[O]ne sensible way to cut down on the litigation costs for
simple negligence would be to have the hospital take out a
life insurance policy on a patient prior to surgery. The hospi-
tal and the patient (or the patient’s family) could agree that
if the patient dies for any reason, the beneficiaries will accept
the policy’s payment as full compensation, even if there was
negligence. The same principle could apply to other injuries,
such as disability leading to a loss of income. Litigation costs
would be avoided, and life insurance companies would have
incentives to monitor the quality of hospital care.5

On an individual basis and by mutual assent, patients and providers
would reduce the costs of the tort system while improving the quality
of medical care.

As Goodman and Musgrave note, ‘‘The current legal system
ignores contractual waivers of tort liability. What is needed is a legal
change requiring the courts to honor certain types of contracts under
which tort claims are waived in return for compensation.’’6

Courts that refuse to enforce such contracts effectively require
patients to purchase a level of malpractice protection that has been
set by someone else. That restricts both patient freedom and access
to health care, particularly for less affluent patients. George Mason
University law professor Michael Krauss argues that the courts’
failure to enforce contracts where patients agree to assume a greater
risk effectively imposes a tax on poorer patients. ‘‘If unable to pur-
chase anything but the highest quality, many poorer consumers will
choose not to purchase at all,’’ he writes. ‘‘They may even forgo
medical treatment if tort law imposes Park Avenue pricing on the
rural practitioner.’’ ‘‘Today’s torts ‘crisis’ does not exist because
corporations are oppressing individuals, or because we need federal
legislation to replace state tort rules. The crisis exists because our
rights have been given increasingly less respect by government.’’7

Finally, American patients already have the freedom to choose
their malpractice protections by traveling abroad for medical care.
As discussed in the Introduction, Howard Staab found heart surgery
was far less expensive in India than in North Carolina. That was in
part due to different legal rules governing medical malpractice, as

145

97424$$CH8 07-11-07 06:53:06 CATO



HEALTHY COMPETITION

Figure 8.1
MALPRACTICE INSURANCE PREMIUMS FOR HEART SURGEONS:

NEW YORK VS. INDIA

$4,000

Annual Malpractice
Premiums in India

Annual Malpractice
Premiums in New York

$100,000

SOURCE: John Lancaster, ‘‘Surgeries, Side Trips for ‘Medical Tourists’;
Affordable Care at India’s Private Hospitals Draws Growing Number of
Foreigners,’’ Washington Post, October 21, 2004, p. A1.

reflected in his surgeon’s relatively low malpractice insurance premi-
ums. Dr. Naresh Trehan noted that while a New York heart surgeon
can pay $100,000 a year for malpractice insurance, Indian heart
surgeons pay only $4,000 (see Figure 8.1).8 It makes little sense to
force Americans to leave the United States to exercise this freedom.

Some will object that patients need all the protections that U.S.
courts can provide. Commenting on Staab’s decision, a spokes-
woman for the Centers for Disease Control cautioned, ‘‘If you travel
outside this nation, the same protections that are built into the
healthcare delivery system here may not apply.’’9 But that is precisely
the point: some patients cannot afford those protections. To save his
life, Howard Staab had to negotiate around the malpractice protec-
tions and other aspects of the U.S. health care system that put heart
surgery out of reach.

Restricting patients’ freedom to make such decisions for them-
selves makes them less safe. Patients would be better served by a
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competitive process that acknowledges that one size does not fit all,
allows patients to choose among diverse approaches to malpractice
protection, and rejects those that do not work. If the courts will
not respect Americans’ right to make such contracts here at home,
legislators should ensure that such contracts will be enforced.
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Conclusion

Despite its marvels, America’s health care sector continues to
present troubling symptoms: excessive costs, uneven quality, a lack
of useful information for patients and providers, extraordinary
waste, and enormous burdens for future taxpayers. An accurate
diagnosis points to too much government influence and too little
choice and competition. Proposals to increase the role of government
would aggravate these symptoms. More subsidies or controls would
drain from the medical marketplace even more of the dynamics that
drive other sectors of the economy toward lower prices and higher
quality. The only sure remedy is to restore those dynamics to the
health care sector.

Although there are dark clouds on the horizon, we are heartened
by the creation and steady growth of health savings accounts. HSAs
have already begun to change private-sector health care from within,
and will enable a reexamination of the role of government in health
care. It is one thing to impose costly regulations on consumers—
such as requiring them to purchase coverage for acupuncture and
hairpieces—when it seems that employers are paying the bill. It will
be more difficult to do so when the cost is apparent to millions of
individual consumers.

HSAs also represent a down payment on reform of government
health programs.1 First, they will help to contain medical inflation
by making millions of consumers more price-sensitive. That will
benefit all payers, including taxpayers. Second, experience with
HSAs will accustom Americans to exercising more control over their
own health care. That may make Americans more comfortable with
experimenting with HSAs in government health programs. In partic-
ular, as more HSA holders reach age 65, they could form a powerful
constituency for Medicare reforms based on choice and competition.
It is one thing for the federal government to make health care deci-
sions for retirees when those retirees are already accustomed to
surrendering control over such decisions to their employers. It will

149

97424$$CH9 07-11-07 06:55:45 CATO



HEALTHY COMPETITION

become more difficult for government to do so if workers are accus-
tomed to making their own health care and insurance decisions.
Finally, HSAs enable today’s workers to save for their retirement
health expenses and can help build support for prefunding Medicare
through personal savings accounts.

We are heartened by the creation of health savings accounts for
more than these reasons, though. HSAs represent a moral victory
for freedom and competition in health care. We are eager to see how
health care will change as health savings accounts restore to patients
and providers much of the autonomy that has been eroded by
decades of increasing government control.

However, HSAs alone will not fully restore choice and competition
to America’s health care sector. That will require returning control
over the nation’s health care dollars to the workers who earned
them. State and federal lawmakers should build on the success of
HSAs by applying these principles to all areas of health policy: tax
reform, government health programs, the medical tort system, and
regulation of health insurance, pharmaceuticals, medical devices,
providers, and the allocation of transplantable organs. In particular,
Congress should use HSAs as a model for prefunding Medicare’s
enormous future obligations through personal savings accounts.

The competitive market process will do a better job than govern-
ment of making medical care of ever-increasing quality available to
an ever-increasing number of consumers. We have seen competition
deliver higher quality and lower prices in other areas of the economy.
As Michael Porter and Elizabeth Teisberg write:

It is often argued that health care is different because it is
complex; because consumers have limited information; and
because services are highly customized. Health care
undoubtedly has these characteristics, but so do other indus-
tries where competition works well. For example, the busi-
ness of providing customized software and technical services
to corporations is highly complex, yet, when adjusted for
quality, the cost of enterprise computing has fallen dramati-
cally over the last decade.2

Although we share Porter and Teisberg’s view, we also share one
view held by many proponents of government activism in the health
care sector: health care is a special area of the economy. Unlike
software, wireless communications, or banking, health care involves
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very emotional decisions, which often entail matters of human dig-
nity, life, and death. However, we do not see the gravity of these
matters as a reason to divert power away from individuals and
toward government. Rather, we see the special nature of health
care as all the more reason to increase each consumer’s sphere of
autonomy. The special nature of health care makes it all the more
important that we use the competitive process to make health care
available to more consumers—and makes it all the more important
to get started now.
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Founded in 1977, the Cato Institute is a public policy research

foundation dedicated to broadening the parameters of policy debate
to allow consideration of more options that are consistent with the
traditional American principles of limited government, individual
liberty, and peace. To that end, the Institute strives to achieve greater
involvement of the intelligent, concerned lay public in questions of
policy and the proper role of government.

The Institute is named for Cato’s Letters, libertarian pamphlets that
were widely read in the American Colonies in the early 18th century
and played a major role in laying the philosophical foundation for
the American Revolution.

Despite the achievement of the nation’s Founders, today virtually
no aspect of life is free from government encroachment. A pervasive
intolerance for individual rights is shown by government’s arbitrary
intrusions into private economic transactions and its disregard for
civil liberties.

To counter that trend, the Cato Institute undertakes an extensive
publications program that addresses the complete spectrum of policy
issues. Books, monographs, and shorter studies are commissioned
to examine the federal budget, Social Security, regulation, military
spending, international trade, and myriad other issues. Major policy
conferences are held throughout the year, from which papers are
published thrice yearly in the Cato Journal. The Institute also pub-
lishes the quarterly magazine Regulation.

In order to maintain its independence, the Cato Institute accepts no
government funding. Contributions are received from foundations,
corporations, and individuals, and other revenue is generated from
the sale of publications. The Institute is a nonprofit, tax-exempt,
educational foundation under Section 501(c)3 of the Internal Reve-
nue Code.
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Health care costs and insurance premiums are rapidly increasing, making both
insured and uninsured consumers worse off. Does the solution lie in private markets,

greater government involvement, or some combination of the two? Healthy Competition
is a timely and important contribution to this debate. The authors argue passionately

that markets are the best available vehicle for reforming the health care system.

— Deborah Haas-Wilson, Smith College, New England Journal of Medicine

Surprisingly readable, extraordinarily comprehensive, highly persuasive.
Read how the key to improving health care in the United States is to convert the

patient from a ward of the state to an independent, self-interested customer.

— Milton Friedman, Nobel Laureate in Economics

A little more than 10 years ago, the Cato Institute introduced America to
health savings accounts. That idea transformed how we at Whole Foods and
millions of other Americans think about health care. Cannon and Tanner build

on that tradition by showing how more consumer choice and competition
will lead to even greater affordability and quality.

— John Mackey, Cofounder and Chairman, Whole Foods

Healthy Competition is a valuable challenge to the health policy community
to take health policy debates to a moral plane where consumer welfare and

individual freedom are given more than just lip service.

— Clark Havighurst, Duke University School of Law, Health Affairs

Should be read by anyone who wants to understand the free-market health
care movement and the challenge it poses to liberal orthodoxy in health policy.

— Timothy Stoltzfus Jost, Washington and Lee University School of Law,
Health Economics, Policy and Law

“

“
“

“

“

“

“

“

“

“

SECOND EDITION


	Front Cover
	Contents
	Acknowledgments
	Preface to the Second Edition
	Foreword
	Introduction: What Can Competition Do for Patients?
	Why Competition?
	Competition and Health Care
	Competition vs. Controls

	1. What’s Right
	Innovation
	Common Misperceptions

	2. Real Problems
	Costs
	Quality
	Bureaucracy

	3. How Not to Reform Health Care
	A ‘‘Right’’ to Health Care?
	Government-Run Health Care
	‘‘Managed Competition’’
	Employer Mandates
	Individual Mandates
	Thinking Outside the Box

	4. Too Much of a Good Thing Can Be Very Bad
	The Trouble with Too Much Health Coverage
	Stop Stacking the Deck against Patients

	5. Tax Policy and Health Care
	Effects of the Tax Exclusion
	Health Care Reform Requires Tax Reform
	Health Savings Accounts: Consumer-Directed Health Care
	The Next Step: Large HSAs
	A New Option: A Standard Deduction for Health Insurance

	6. Government Health Programs
	Price Controls
	Medicare
	Medicaid

	7. Choice and Competition, or Controls?
	Regulatory Costs
	Choice and Competition in Health Insurance
	Can Competition Improve Medical Technology Regulation?
	What to Do about the Shortage of Transplantable Organs
	Regulating Health Care Providers

	8. Medical Malpractice Reform
	Conclusion
	Notes
	Preface
	Introduction
	Chapter 1
	Chapter 2
	Chapter 3
	Chapter 4
	Chapter 5
	Chapter 6
	Chapter 7
	Chapter 8
	Conclusion

	Index
	About the Authors
	Cato Institute
	Back Cover



