
PART II 

FROM COMPETITION TO COST-PLUS 
HEALTH CARE 



5. How the Cost-Plus System Evolved 

The cost-plus system of health care finance is incompatible with 
competitive markets in which prices are determined by supply and 
demand. Cost-plus finance requires a regulated, institutionalized 
market in which normal competitive pressures are either outlawed 
or suppressed. This chapter briefly describes how the U.S. market 
for medical services evolved from a competitive to a regulated mar
ket, first for physicians' services, then for hospital services, and 
finally for health insurance. 

The first building blocks of the cost-plus system were put into 
place by the political activities of physicians more than 100 years 
ago. Those activities, coordinated through the American Medical 
Association (AMA) and county medical societies, are called the 
actions of organized medicine, to distinguish them from the uncoor
dinated actions of individual physicians competing against one 
another in the marketplace. By the 1950s, organized medicine had 
achieved virtually all of its political goals: the creation of nonprofit 
institutions designed to control entry into the medical profession 
and to suppress competition for physicians' services; the creation 
of a nonprofit hospital sector, chiefly responsive to physicians; and 
the creation of a nonprofit health insurance sector that paid most 
medical bills with little scrutiny and few questions asked. That was 
Stage I in the evolution of the cost-plus system, and it survived for 
at least three decades. 1 

During the 1980s, however, we entered Stage II, the cost-control 
stage. Physicians now are encountering harassment from third
party institutions and are increasingly torn between their obliga
tions to patients and the demands of third-party payers. The irony 

lSimilar developments also took place in other countries. For the early history of 
the politics of medicine in Canada, see Ronald Hamowy, Canadian Medicine: A Study 
in Restricted Entry (Vancouver: Fraser Institute, 1984). For the British experience, see 
David Green, Working Class Patients and the Medical Establishment: Self-help in Britain 
from the Mid-nineteenth Century to 1948 (Hampshire, Eng.: Gower/Maurice Temple 
Smith, 1985). 
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is that the problems of today's physicians are attributable in part to 
the political actions of their counterparts more than a century ago. 
Today's health care system frustrates many people, who often 
search for someone or some group to blame. Physicians are all too 
often their targets. Throughout the past 150 years, though, most 
physicians have not been involved in politics. To the extent that 
they have had political preferences, most have favored free enter
prise. The vast majority have been far more altruistic than the 
practitioners of other professions. 

The historical facts recounted in this chapter will surprise most 
physicians as much as they surprise others. Those facts include the 
ways in which doctors' representatives pursued legislative goals 
and changed the institutional environment in which medicine is 
practiced. 2 In doing so, the representatives of physicians had the 
same motives and many of the same objectives as the representa
tives of other professions and trades. If there is a difference, it is 
only that special-interest politics proved more successful in medi
cine than in other fields. Today's doctors are not responsible for 
the political activities of doctors in the past. Indeed, physicians 
today are among the most tragic victims of cost-plus medicine. If 
they could, the majority would surely undo the harm done through 
the medical politics of the past. 

Early History of Government Control 53 

In medical care, as in many other sectors of the American econ
omy, a genuinely free market emerged not in 1776 but during the 
middle of the 19th century. Between 1830 and 1850, many of the 
medical licensing laws left over from the colonial period were 
repealed. 4 Historian Ronald Hamowy has described the condition 

2For a lengthier historical treatment, see John C. Goodman, The Regulation of 
Medical Care: Is the Price Too High? (Washington: Cato Institute, 1980). 

3This section is based largely on Ronald Hamowy, "The Early Development of 
Medical Licensing Laws in the United States, 1875-1900," Journal of Libertarian Studies 
3, no. 1 (1979): 73-119. 

4Although 20 states and the District of Columbia had some form of licensing prior 
to 1850, these laws were commonly short-lived and poorly enforced. Five states 
provided no penalty for practicing without a license, and in six more the worst 
penalty was that unlicensed practitioners could not sue for recovery of fees. Only 
in New York, South Carolina, Georgia, and Louisiana did unlicensed practitioners 
face the pOSSibility of imprisonment. See Joseph F. Kett, The Formation of the American 
Medical Association: The Role of Institutions, 1780-1860 (New Haven: Yale University 
Press, 1968), pp. 181-84; and William G. Rothstein, American Physicians in the Nine-
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of the American medical profession at the close of the Civil War as 
follows: 

The profession was, throughout the country, unlicensed 
and anyone who had the inclination to set himself up as a 
physician could do so, the exigencies of the market alone 
determining who would prove successful in the field and 
who would not. Medical schools abounded, the great bulk 
of which were privately owned and operated, and the pro
spective student could gain admission to even the best of 
them without great difficulty. With free entry into the pro
fession possible and education in medicine cheap and 
readily available, large numbers of men entered practice. 5 

This experiment in free-market medical care was short-lived, 
however. The AMA was established in 1847 and quickly became 
the spokesman for the practitioners of orthodox medicine in the 
United States. Although the AMA often stressed the importance of 
raising the quality of care for patients and protecting uninformed 
consumers from "quacks" and "charlatans," its principal goal
like that of other trade associations-was to advance the financial 
well-being of its members. It pursued its objective by promoting 
the establishment of state medical licensing laws and the legal 
requirement that, to be licensed to practice, a physician must be a 
graduate of an AMA-approved medical school. Clearly, it sought 
to raise the incomes of existing practitioners. A report submitted 
by the committee on educational standards to the first AMA con
vention in 1847 was unusually candid: 

The very large number of physicians in the United States 
... has frequently been the subject of remark. To relieve 
the diseases of something more than twenty millions of 
people, we have an army of doctors amounting by a recent 
computation to forty thousand, which allows one to about 
every five hundred inhabitants. And if we add to the 40,000 
the long list of irregular practitioners who swarm like locusts 
in every part of the country, the proportion of patients 
will be still further reduced. No wonder, then, that the 
profession of medicine has measurably ceased to occupy the 

teenth Century: From Sect to Science (Baltimore: Johns Hopkins University Press, 1972), 
pp.332-39. 

SHamowy, "The Early Development of Medical Licensing Laws," 73. 
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elevated position which once it did; no wonder that the merest 
pittance in the way of remuneration is scantily doled out even to 
the most industrious in our ranks-and no wonder that the 
intention, at one time correct and honest, will occasionally 
succumb to the cravings of hard necessity.6 

It is ironic that most unorthodox ("irregular") practitioners at the 
time probably did more good-or less harm-to their patients than 
did the orthodox ones. 7 A second irony is that the committee recom
mended standards so high that few of the convention's delegates 
could have met them. Indeed, one historian has concluded that 
"rigid enforcement of the AMA's preliminary standards would 
have closed down practically every medical school in the country 
and would have depleted the ranks of formally educated physicians 
in a few years."B 

Early Licensing Laws 
Virtually every law designed to restrict the practice of medicine 

was enacted not on the crest of widespread public demand but 
because of intense pressure from the political representatives of 
physicians. Moreover, AMA-sponsored legislation invariably con
tained grandfather clauses that exempted existing practitioners. 
These laws did nothing to protect the public from quacks and 
charlatans already active. What they did was protect practitioners 
from the competitive pressures posed by potential new entrants 
into the medical profession. 

6"Proceedings of the National Medical Convention held in the City of Philadelphia, 
in May 1847," New York Journal of Medicine 9 (July 1847): 115. Emphasis added. 

7Rothstein, p. 120. 

RAccording to Hamowy, regular medicine in the 19th century relied heavily on 
"bloodletting, blistering, and the administration of massive doses of compounds of 
mercury, antimony, and other mineral poisons as purgatives and emetics, followed 
by arsenical compounds thought to act as tonics." The two major schools of nonor
thodox medicine were electicism and homeopathy. Electicism relied exclusively on 
botanical remedies, steam baths, and rest. Homeopathy advocated small doses of 
drugs that, when tested in a healthy person, produced symptoms most closely 
approximating the symptomology of the disease. Homeopathic doctors were also 
strong proponents of fresh air, sunshine, bed rest, proper diet, and personal 
hygiene-therapeutic remedies that the practitioners of regular medicine regarded 
as being of little or no value. See Hamowy, "The Early Development of Medical 
Licensing Laws," 73-74. 
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At the first meeting of the AMA in 1847, the delegates not only 
endorsed collective fee-setting but unanimously endorsed a code 
that made adherence to established fee schedules a matter of medi
cal ethics. Chapter II, article 7, section I, of the organization's 
original Code of Medical Ethics, read as follows: "Some general 
rules should be adopted by the faculty, in every town or district, 
relative to the pecuniary acknowledgments from their patients; and it 
should be deemed a point of honor to adhere to this rule with as 
much steadiness as varying circumstances will permit."9 In other 
words, the AMA endorsed the ideal of a medical cartel and made 
participation in it ethically mandatory. Over time, the AMA 
expanded the range of activities considered "unethical" to include 
(1) "solicitation of patients, either directly or indirectly," (2) "com
petition and underbidding," (3) "compensation ... inadequate to 
secure good medical service," (4) "interference with reasonable 
competition in a community," and (5) "impairment of 'free choice' 
of physicians."l0 

AMA goals were also promoted by threats of license revocation. 
The most common causes for revocation, "dishonorable" or 
"unprofessional" conduct, were mainly euphemisms for what the 
AMA considered unfair competition. "Incompetence" was grounds 
for revocation in only 2 of the 42 states that had revocation provis
ions in their medical practice acts in 1907. 11 

In 1888, the Journal of the American Medical Association editorialized 
that "wholesome competition is the life of trade; unrestricted compe
tition may be the death of it. ,,12 In 1898, the New York state medical 
fraternity proposed to prevent free vaccination and the administra
tion of free diphtheria antitoxin on the grounds that it was "inimic 
to the best [financial] welfare of young medical men."13 The AMA's 

9"Code of Medical Ethics," New York Journal of Medicine 9 (September 1847). 

lOThese conditions were contained in a minority report to the report of the Commit
tee on the Costs of Medical Care in 1932, and subsequently were endorsed by the 
AMA. See Elton Rayack, Professional Power and American Medicine: The Economics of 
the American Medical Association (Cleveland: World Publishing Co., 1967), p. 152. 

IIHamowy, "The Early Development of Medical Licensing Laws," 106-7. 

12"Competition, Supply and Demand, and Medical Education," Journal of the 
Americlln Medical Association (September 15, 1888): 382-3. 

13See "Proposed 'Practical' Medical Legislation for New York State," Journal of the 
American Medical Association 30 (March 12, 1898): 625. 
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code of medical ethics condemned the practice of giving free care 
to affluent patients without compensation as "dishonorable" and 
"unprofessional" because it tended to injure other physicians 
financially. 14 

In addition, organized medicine vigorously sought to eliminate 
competition from any unlicensed person who would treat the sick 
for compensation, regardless of the form of treatment and its effect 
on the patient. In most states, physicians were successful in broad
ening the definition of medical practice to include drugless and 
spiritual healers (for example, Christian Scientists, osteopaths, and 
chiropractors). 15 At the urging of organized medicine, courts ruled 
that it was not a defense that patients knowingly accepted the mode 
of treatment offered, nor that patients may have benefited from the 
treatment. 16 

In one case, the Nebraska Supreme Court ruled in 1894 that a 
Christian Science practitioner had violated the state's medical prac
tice act by accepting compensation in return for treating solely by 
prayer those who called on him.17 A similar decision was reached 
by the Ohio Supreme Court in 1905. In that case, the court ruled 
that Christian Science treatment in return for a fee constituted the 
practice of medicine, even though the cure was to come from God 
and not from the defendant. Is 

By 1901, all states and territories except Alaska and Oklahoma 
had medical examining boards. Of the 51 jurisdictions, 30 required 
candidates for a license to undergo an examination and to present 

14Hamowy, "The Early Development of Medical Licensing Laws," 96. 

15Ibid., p. 98. For an account of the rise of medical licensing laws in terms of their 
reception by the courts, see Lawrence M. Friedman, "Freedom of Contract and 
Occupational Licensing, 1890-1910: A Legal and Social Study," Califomia Law Review 
53 (1965): 487-534. 

16Chapter II, article 5, section 9 of the code of medical ethics, adopted at the first 
AMA convention, read: "A wealthy physician should not give advice gratis to the 
affluent because it is an injury to his professional brethren. The office of physician 
can never be supported as an exclusively beneficent one; and it is defrauding in 
some degree, the common funds for its support, when fees are dispensed with, 
which might justly be claimed." See "Code of Medical Ethics." The injunction 
apparently does not apply to ministering gratis to another physician-a practice that 
is quite widespread. See the analysis of the practice in Reuben A. Kessel, "Price 
Discrimination in Medicine," ]oumal of Law and Economics 1 (October 1958): 20-53. 

17State v. Buswell, 40 Nebraska 158, 58 N.W. 728 (1894). 

ISState v. Marble, 72 Ohio State 21, 73 N.E. 1063 (1905). 
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a diploma in medicine; seven required either an examination or a 
diploma; and two made the M.D. degree a prerequisite for the 
practice of medicine. Although the number of physicians continued 
to increase, the number per 100,000 people fell from 163 in 1880 to 
157 by the turn of the century.19 

Nonetheless, in 1901 the Journal of the American Medical Association 
continued to complain about overcrowded conditions in the medi
cal profession. 20 Hamowy explains why: Licensing laws mandating 
an examination were clearly not sufficiently restrictive to severely 
limit the numbers of new physicians entering the profession, even 
when these laws also required a diploma in medicine. The answer 
was to lie in statutes which both required a diploma and, in addi
tion, empowered the state examining boards to exclude graduates 
of "substandard" colleges from consideration for licensure. 21 

The Flexner Report 
In 1906, the AMA's Council on Medical Education inspected the 

existing medical schools and found the training acceptable in less 
than half of them. These findings were never published, however. 
Arthur Bevan, head of the Council on Medical Education, explained 
why: "If we could obtain the publication and approval of our work 
by the Carnegie Foundation for the Advancement of Teaching, it 
would assist materially in securing the results we are attempting to 
bring about. ,,22 

The AMA's efforts were successful. In 1910, the foundation com
missioned Abraham Flexner to perform what amounted to a repeat 
of the AMA's inspection and grading of medical schools. Flexner 
had absolutely no qualifications for the task. He was not a physi
cian, scientist, or medical educator. He had an undergraduate 
degree in the arts and was the owner and operator of a for-profit 
preparatory school in LQuisville, Kentucky. 

Flexner evaluated existing medical schools by conducting a grand 
inspection tour. Sometimes he evaluated an entire school in one 

19Hamowy, "The Early Development of Medical Licensing Laws," 102. 

2o"Oversupply of Medical Graduates," Journal of the American Medical Association 
37 (July 27, 1901): 270. 

21Hamowy, "The Early Development of Medical Licensing Laws," 103. 

"Arthur Bevan, "Cooperation in Medical Education and Medical Service," Joumal 
of the American Medical Association 90 (1928): 1178. 
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afternoon. He measured the schools by comparing each to the 
medical school at Johns Hopkins. He was accompanied on the tour 
by the secretary of the AMA's Council on Medical Education, N. P. 
Colwell, who provided him with the results of the AM A' s previous 
labors. Flexner apparently accepted a good bit of assistance from 
the AMA and spent many hours at its Chicago headquarters prepar
ing his report. 

Control of Medical Schools 
The Flexner reporf3 had an enormous impact on the future of 

medical education in the United States. Indeed, as Reuben Kessel 
has written, "If impact on public policy is the criterion of impor
tance, the Flexner report must be regarded as one of the most 
important reports ever written. ,,24 It convinced legislators that only 
graduates of first class (Class A) medical schools ought to be 
licensed, and they delegated the classification of institutions
explicitly or implicitly-to the AMA. In time, every state established 
standards of acceptability for obtaining a license to practice medi
cine. These standards, set either by statute or by state medical 
examining boards, provided that the boards consider only the grad
uates of schools approved by the AMA and/or the American Associ
ation of Medical Colleges, whose lists were identical. 

Ultimately, the Flexner report led to the large-scale closing of 
medical schools that failed to meet AMA standards. By exercising 
its power to certify, the AMA caused an almost continuous reduc
tion in the number of medical schools in the United States over the 
next four decades. 25 (See Figure 5.1.) As a consequence, the number 
of medical students dropped dramatically.26 As Figure 5.2 shows, 
following the release of the Flexner report the ratio of doctors to 
population fell steadily for two decades. To see how effective the 
AMA's policies were, consider that doctors in 1963 had far more to 
offer patients than at the turn of the century and were in far greater 

23Abraham Flexner, Medical Education in the United States and Canada, Bulletin no. 
4 (Carnegie Foundation for the Advancement of Teaching, 1910). 

24Kessel, "Price Discrimination in Medicine," 28. 

25Ibid., 29. 

26See U.S. Department of Health, Education and Welfare, U.S. Public Health 
Service, Health Manpower Source Book, Section 9, "Physicians, Dentists and Profes
sional Nurses" (1958). 
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Figure 5.1 
NUMBER OF MEDICAL SCHOOLS IN THE UNITED STATES, 

1900 Td 1990* 
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SOURCES: For 1900-50, U.S. Bureau of the Census, Historical St.atistics of the 
United States, Colonial Times to 1970, Bicentennial Edition, Part 2 (Washing
ton, 1975), Series B 275-90, pp. 75-76; for 1960, U.S. Department of Health 
and Human Services, Health, United States, 1989 (Washington, 1990); and 
for 1970-90, Undergraduate Medical Education: Annual Issue on Medical 
Education, Journal of the American Medical Association, various years. 

*The numbers given are for academic sessions ending in specified years. 
Beginning in 1954, the totals include Puerto Rico; beginning in 1960, the 
totals include osteopathic medical schools. 

demand. But the number of doctors per 100,000 people in 1963-
146-was precisely what it had been in the year that Flexner had 
written his report. 27 

The impact of the Flexner report may be unique in U.S. regulatory 
history. Kessel explains why: 

27See Cotton M. Lindsay and James M. Buchanan, "The Organization and Financ
ing of Medical Care in the United States," in Health Services Financing (London: 
British Medical Association, 1974), Table 2 (p. 540). 
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Figure 5.2 
NUMBER OF PHYSICIANS IN THE UNITED STATES PER 100,000 

PEOPLE, 1870 TO 19901 
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SOURCE: For 1870-1970, U.s. Bureau of the Census, Historical Statistics 
of the United States, Colonial Times to 1970, Bicentennial Edition, Part 2 
(Washington, 1975), Series B 275-90, pp. 75-76; and for 1980-90, U.S. 
Department of Health and Human Services, Health, United States, 1989 
(Washington, 1990), Table 85. 

lFigures may include physicians not in active medical practice. Beginning 
in 1960, totals include osteopaths. 
2Projected total. 

146 

The delegation by the state legislature to the AMA of the 
power to regulate the medical industry in the public interest 
is on a par with giving the American Iron and Steel Institute 
the power to determine the output of steel. This delegation 
of power by the states to the AMA, which was actively 
sought and solicited, placed this organization in a position 
of having to serve two masters who in part have conflicting 
interests. On the one hand, the AMA was given the task of 
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providing an adequate supply of properly qualified doctors. 
On the other, the decision with respect to what is adequate 
training and an adequate number of doctors affects the pock
etbooks of those who do the regulating as well as their 
closest business and personal associates. It is this power 
that has been given to the AMA that is the cornerstone of 
the monopoly power that has been imputed by economists 
to organized medicine. 28 

Effects on Medical Practice 

The most important consequence of the control of medical educa
tion by organized medicine, then, was that physicians acquired the 
power to reduce the supply of medical services and increase their 
incomes. But there were other effects. One was a shortage of minor
ity physicians. Of the 375,000 physicians in the United States in 
1977, only 1.7 percent were black. 29 Moreover, 83 percent of the 
black physicians were trained at two predominantly black medical 
schools, Howard and Meharry.30 Prior to 1910, there had been more 
black medical schools, and blacks and other minorities had found 
it relatively easy to enter the profession. Following the Flexner 
report, most black medical schools were closed, and black would
be physicians confronted rationing schemes at those medical 
schools that did remain open.31 Discrimination against other minori
ties, such as Jews, and against women, became rampant. 32 

Because the decision makers on medical school admissions boards 
could not, or would not, discriminate on the basis of price, they 
discriminated on other grounds. As Lee Benham has explained, "It 

28Kessel, "Price Discrimination in Medicine," 29. 

2Ylbid. 

30R. M. Henig and D. Rafalik in New Physician, Minority Education Issue, April 1977, 
p.24. 

31See Reuben A. Kessel, "The AMA and the Supply of Physicians," Law and 
Contemporary Problems (Spring 1970): 270 ff. 

32See Richard H. Shryock, "Women in American Medicine," Journal of the American 
Medical Women's Association 5 (1950): 371-79; Jacob A. Goldberg, "Jews in the Medical 
Profession-A National Survey," Jewish Social Studies 1 (1939): 327-36; Kessel, "Price 
Discrimination in Medicine," 46-51; and Kessel, "The AMA and the Supply of 
Physicians," p. 270 ff. 
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should not surprise us that the successful members of the subse
quent queue looked remarkably similar to those making the admis
sions decisions.,,33 No doubt many of those decision makers 
reflected the views of Flexner himself. Flexner wrote that "a well
taught negro sanitarian will be immensely useful; an essentially 
untrained negro wearing an M.D. degree is dangerous," and "the 
practice of the negro doctor will be limited to his own race.,,34 

Other effects of the Flexner report were that medical education 
became increasingly lengthy and costly, and its subject matter 
became increasingly unrelated to the conditions of medical prac
tice. 35 The fact that only nonprofit medical schools could become 
"approved" probably contributed to the nonmarket-oriented atti
tude of many medical schools and their willingness to cooperate 
with the goals of organized medicil).e. 

Several writers have observed that the AMA's changing positions 
on the proper standards for medical education correlated far more 
closely with the financial pressures faced by practicing physicians 
than with any clearly defined goals of medical training. For exam
ple, Philip Kissam has written: 

The AMA's Council on Medical Education has been able 
to reduce the number of new physicians entering the profes
sion by increasing the standards for accreditation of medical 
schools, thereby driving some schools out of business, dis
couraging new schools from opening, and reducing the size 
of others [yet the] quality standards imposed for physician 
licensure have never been carefully correlated with defini
tions of acceptable medical performance. Most significantly, 
major "improvements" in standards for accredited medical 
schools generally have been imposed at times when physi
cians' incomes were relatively depressed and have been 
accompanied by open expressions of concern by leaders 

33Lee Benham, "Guilds and the Form of Competition in the Health Care Sector," 
in Warren Greenberg, ed., Competition in the Health Care Sector: Past, Present and Future 
(Germantown, MD: Aspen Systems Corp., 1978), pp. 455-56. 

34Flexner, p. 180. 

35Kessel, "The AMA and the Supply of Physicians," p. 270 ff. See also Lee Benham, 
"Guilds and the Form of Competition in the Health Care Sector," pp. 363-74; and 
Lee Benham, Aspects of Occupational Licensure (St. Louis: Center for the Study of 
American Business, 1979), p. 42. 
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of organized medicine about the "over-crowded" medical 
profession. 36 

Economic Effects of the Licensing of Physicians 

After surveying the development of licensing laws in various 
professions, economist Thomas Moore concluded that "licensing 
raises the cost of entry which, in turn, benefits practitioners already 
in the occupation at the time of licensing.,,37 Because that is the 
principal effect of licensing, Moore concluded that it is also the 
principal purpose. 

Traditionally, a medical license was an unlimited license to per
form medical services. A physician, once licensed, could theoreti
cally perform any kind of surgery-including open-heart and brain 
surgery-without any special training as a surgeon. Further, most 
state licensing laws granted a lifetime tenure to the licensee. 
Although most states required periodic license renewal, renewal 
was generally a clerical procedure requiring little more than the 
signature of the physician and the payment of a nominal fee. Until 
recently, few states required physicians to show evidence of having 
updated their knowledge as a condition for maintaining a license. 

Not only were physicians not required to keep abreast of the state 
of medical science in their specialty but, in some states, a physician 
could continue to practice even if mentally ill. A 1967 survey found 
that only one state, Arizona, required that a candidate for a medical 
license be "physically and mentally able safely to engage in the 
practice of medicine.,,38 Some statutes did establish mental illness 
or mental incompetence as grounds for suspension or revocation 
of a license, if the extent of the illness rendered the physician 
"unsafe or unreliable as a practitioner." But other states provided 

36Philip Kissam, "Physician's Assistant and Nurse Practitioner Laws: A Study of 
Health Law Reform," Kansas Law Review 24 (1975): 15. See also Rosemary Stevens, 
American Medicine and the Public Interest (New Haven: Yale University Press, 1971), 
pp. 66-69; and Kessel, "The AMA and the Supply of Physicians," p. 282. 

37Thomas C. Moore, "The Purpose of Licensing," Journal of Law and Economics 4 
(October 1961): llO. 

38Edward Forgotson, Ruth Roemer, and Roger Newman, "Licensure of Physi
cians," Washington University Law Quarterly 332 (1967): 266. 
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for license revocation or suspension only if the physician entered a 
mental hospital. 39 

In the 15 states that listed malpractice among the specific grounds 
for licensing discipline, the standard was usually "gross malprac
tice," "gross neglect," "gross carelessness," or "gross incompe
tence." The practical effect of these provisions, as one study con
cluded, was that the "disciplinary criteria are ... analogous to less 
stringent criminal standards of gross malpractice, which are usually 
included in state penal statutes.,,40 It would appear that Kessel's 
1970 observation that "once a doctor wins a license to practice, it is 
almost never revoked unless he is convicted of law-breaking" was 
not an exaggeration. 41 

Restrictions on Nurses and Other Paramedical Personnel 
Although medical practice statutes did little to protect the public 

from incompetent doctors, they did a great deal to discourage com
petent nonphysicians, such as nurses, paramedics, and physicians' 
assistants. Numerous studies in the 1970s established that nonphy
sicians can safely perform many routine medical acts. 42 They include 
physical examinations, diagnosis and treatment of common 
illnesses, minor surgery, and decisions to continue or modify pre
scribed treatment for convalescing or chronically ill patients. Stud
ies also showed that when trained nonphysicians were used inno
vatively under the direction of physicians, the costs of medical 
treatment could be substantially reduced. 43 

39Ibid., 286. 

4OIbid., 284. 

41Kessel, "The AMA and the Supply of Physicians," p. 275. 

42See Goodman, chI 3; for a more recent assessment see U.S. Congress, Office of 
Technology Assessment, "Nurse Practitioners, Physician Assistants, and Certified 
Nurse-Midwives: A Policy Analysis," case study 37, Health Technology (Springfield, 
VA: National Technical Information Service, December 1986). 

43See 1. R. Pondy, "Physician Assistants' Productivity: An Interim Report" (Duke 
University School of Business Administration, January 1971); Kenneth Smith, Mari
anne Miller, and Fredrick Golladay, "An Analysis of the Optimal Use of Inputs in 
the Production of Medical Services," Journal of Human Resources 7 (1972): 218-23; 
Frederick Golladay, Marilyn Manser, and Kenneth Smith, "Scale Economies in 
the Delivery of Medical Care: A Mixed Integer Programming Analysis of Efficient 
Manpower Utilization," Journal of Human Resources 9 (1974): 50-62; and Office of 
Technology Assessment, "Nurse Practitioners, Physician Assistants, and Certified 
Nurse-Midwives: A Policy Analysis." 
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But standing between the patients and safely administered, lower 
cost medical treatment were numerous state laws. A 1975 survey 
found that, in the country as a whole, many-or perhaps most
routine medical procedures could be carried out only by licensed 
physicians. Moreover, in those states that allowed delegation of 
medical acts, the nonphysicians usually had licensing laws of their 
own and lobbied to keep other qualified nonphysicians from legally 
performing those same acts. 44 Although many states liberalized 
their medical practice statutes during the 1970s, many of their 
unjustifiable restrictions exist even today. 

Restrictions on Advertising 
Professional licensing of physicians was also used to protect phy

sicians from competition with each other. 45 The AMA not only 
made adherence to a fee schedule an issue of professional ethics, but 
also pronounced advertising to be unethical and unprofessional. In 
1961, the licensing laws of 40 states defined advertising as unprofes
sional conduct, and thus grounds for license suspension or revoca
tion. 46 However, only advertising that benefited an individual phy
sician was "unprofessional." Advertising that benefited the medical 
community as a whole was a different matter. Kessel has explained 
the distinction: 

The advertisement of medical services is approved by 
the medical profession if and only if such advertisements 
redound to the interest of the medical profession as a whole. 
Advertisements in this class are, for example, announce
ments of the availability for sale of Blue Cross-type medical 
plans. These plans allow their subscribers the choice of any 
licensed practitioner. ... On the other hand, advertise
ments that primarily redound to the interest of a particular 
group, for example, advertisements by a closed panel medi
cal group, are .... resorted to only by "unethical" doctors . 
. . . [Aldvertising in this class constitutes competitive 
behavior and leads to price cutting. It tends to pit one doctor 

44Kissam, "Physician's Assistant and Nurse Practitioner Laws," 1-65. 

45See Kessel, "The AMA and the Supply of Physicians"; Rayack, pp. 267-83; and 
David R. Hyde et aI., "The American Medical Association: Power, Purpose and 
Politics in Organized Medicine," Yale Law Journal 65 (May 1954): 938-1022. 

46See Forgotson, Roemer, and Newman, "Licensure of Physicians," 281. 
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or one group of doctors against the profession as a whole 
with respect to shares of the medical care market. 47 

Organized medicine used its state-created powers to punish devi
ant advertising behavior on numerous occasions. Here are some 
examples from the 1970s: In Minnesota, a gynecologist was warned 
against making radio and newspaper announcements of his one
week drive to encourage women to obtain pap smears by offering 
discount prices; in Santa Clara, California, the county medical soci
ety prohibited clinic doctors who specialized in preventive indus
trial medicine from seeking new corporate clients; and in St. Louis, 
the local medical association forced the director of Washington 
University's sterilization and pregnancy termination clinic to apolo
gize for mailing a brochure describing the center's facilities, even 
though the brochure was mailed to local physicians. 48 

The attitude of the AMA toward advertising and price competi
tion was paralleled by that of the associations of related health 
practitioners. The code of ethics of the American Dental Associa
tion, for example, stated: 

It is unethical for a dentist to give lectures or demonstra
tions before lay groups on a particular technique (such as 
hypnosis) that he employs in his office. 

It is unethical for specialists to furnish so-called patient 
education pamphlets to general practitioners for distribution 
to patients where pamphlets, in effect, stress unduly the 
superiority of the procedures used by specialists. Publica
tion of such so-called patient education material has the 
effect of soliciting patients. 49 

As another illustration, consider the rules and regulations of the 
Michigan Optometric Association in 1969. Eligibility for member
ship in the association was based on a point system and initial 
membership required 65 points. Constraints on advertising or dis
seminating information accounted for 70 out of the 100 possible 
points. 

47Kessel, "Price Discrimination in Medicine," 43-4. 

4B"The AMA's Bad Case," New York Times, December 6, 1978. 

49Reprinted in Benham, "Guilds and the Form of Competition in the Health Care 
Sector," p. 459. 
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Virtually all of the restrictive practices described above either 
have been declared illegal by the federal courts or are almost cer
tainly destined to become illegal. Yet the attitudes shaped and 
molded by the restrictive practices remain pervasive. 

Effects on Health Insurance 

Until recently, there were only three basic types of medical insur
ance. 50 Under indemnity medical insurance, doctors and patients 
determined medical fees jointly at the time the medical services 
were sold. All or part of the medical bill was then paid by the 
insurance plan, depending on the specifics of the policy. Examples 
of medical indemnity insurance were policies sold by Aetna, Travel
ers, and other "commercial" insurance companies. Nonindemnity 
medical insurance plans, on the other hand, provided medical care 
itself, rather than funds to buy those services. Such plans were 
often called prepaid plans because the patients' insurance premi
ums generally covered all of the medical services they subsequently 
consumed. Examples were Blue Cross and Blue Shield plans. Under 
the original Blue Cross and Blue Shield plans, there was no deduct
ible and no copayment. Coverage allowed patients to see almost 
any doctor or receive services in almost any hospital. Physicians 
and hospitals were compensated directly by the insurers. 

The AMA clearly favored Blue Cross "service benefit" insurance 
and went to great lengths to encourage it. Although both tend to 
increase the overall demand for physicians' services, prepaid plans 
removed visible prices as a factor in patient choices and thus helped 
eliminate price competition. 

The AMA was even more hostile to the third type of insurance: 
prepaid plans with restricted choice of provider. Under those plans, 
insurers not only offered a service benefit, but specified which 
physicians could supply the service and often employed those phy
sicians and/or regulated the way in which they practiced medicine. 
These plans tended to benefit only the providers associated with 
the plan, often at the expense of other providers. Examples are 
health maintenance organizations (HMOs). 

SOFor a detailed analysis of a wide variety of insurance plans and their economic 
effects, see H. E. Frech III and Paul B. Ginsburg, Public Insurance in Private Medical 
Markets: Some Problems of National Health Insurance (Washington: American Enterprise 
Institute for Public Policy Research, 1978). 
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The AMA did not merely condemn HMOs and HMO-type health 
insurance; it denounced them as unethical. According to an AMA 
House of Delegates resolution adopted in 1932, such plans are 
"unethical" : 

1. Where there is solicitation of patients, either directly or indi
rectly; 

2. Where there is competition and underbidding to secure the 
contract; 

3. When the compensation is inadequate to secure good medical 
service; 

4. When there is interference with reasonable competition in a 
community; 

5. When free choice of physicians is prevented; 
6. When the contract because of any of its provisions is contrary 

to sound public policy.51 

Five of the six conditions for deeming a prepaid plan unethical 
were obviously intended to protect the economic position of other 
physicians. The sixth was open-ended, making it possible to con
demn any form of prepaid practice. As Elton Rayack wrote, "Clearly 
what was involved [in the list of conditions] was a question of 
medical economics rather than medical ethics, though the two are 
often synonymous in the jargon of organized medicine.,,52 

Physicians who participated in prepaid health plans sometimes 
had their licenses and hospital privileges revoked,53 and states were 
encouraged to pass laws outlawing or restricting the availability 
of HMOs. A 1972 survey found that 9 states prohibited HMOs 
altogether, and 20 states either prohibited them or restricted them 
so severely that they could not operate. Among the restrictions 
were acts that required medical society approval of the articles of 

51 Listed in Rayack, p. 152. These conditions were contained in a minority report 
to the report of the Committee on the Costs of Medical Care. See Medical Care for the 
American People, Report of the Committee on the Costs of Medical Care (Chicago: 
University of Chicago Press, 1932). The minority report was subsequently endorsed 
by the AMA House of Delegates in 1932. See American Medical Association, Digest 
of Official Actions, 1846-1958 (Chicago: American Medical Association, 1959), p. 314. 

52Rayack, p. 153. 

53Descriptions of some notorious cases can be found in Kessel, "Price Discrimina
tion in Medicine," 153; Rayack, pp. 180-95; and Goodman, pp. 74-78. 
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incorporation, medical society sponsorship or control of the direc
tors or trustees of the plan, or actual medical society control of 
the plan itself. 54 These restrictions, however, were overridden by 
federal law in the 1970s. 

Effects on the Quality of Medical Care 

The primary goal of laws regulating the right to practice medicine 
was to raise the incomes of physicians. Did those laws also raise 
the quality of medical care? That is doubtful. In fact, medical practice 
laws may have lowered the quality of patient care. 55 One reason 
was that organized medicine used its powers to discourage quality 
comparisons among physicians. The "no criticism" of fellow physi
cians rule and the "conspiracy of silence" in malpractice and disci
plinary records of practicing physicians were examples. 

In addition, the AMA-backed education standards substantially 
reduced the proportion of practicing physicians who were trained 
in U.S. medical schools. In 1979, for example, about 5,000 students 
were enrolled in medical schools in the Caribbean. 56 Although the 
quality of training in many of those schools was suspect, they 
successfully prepared students to pass medical licensing exams 
administered in the United States. It is ironic, in view of the AMA's 
emphasis on a high quality of medical education, that 46 percent of 
all newly licensed physicians in 1972 were graduates of foreign 
medical schools!57 Even today, more than 130,000 U.S. doctors 
(including 20,000 U.S. citizens) are graduates of foreign medical 
schools. This is equal to one out of every five practicing physicians 
in the United States. 58 

54Robert T. Holley and Rick J. Carlson, "The Legal Context for the Development 
of Health Maintenance Organizations," Stanford Law Review 24 (April 1972): 657. 

55See Milton Friedman, Capitalism and Freedom (Chicago: University of Chicago 
Press, 1962), chapter 9. 

56Gail Bronson, "New Medical Schools in the Caribbean Provoke Controversy in 
the U.S.," Wall Street Journal, June 19, 1979. 

57Henry R. Mason, "Foreign Medical Graduates: Profiles of Those Qualifying for 
Practice in the United States, 1957 to 1971," Journal of the American Medical Association 
229, no. 4 (July 22, 1974): 428. 

5HFor a brief survey of the role of foreign-trained physicians in the U.S. health care 
system, see Kenneth H. Bacon, "Foreign Medical Graduates Claim Licensing Bias," 
Wall Street Journal, September 18, 1990. 
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Figure 5.3 
PROPRIETARY HOSPITALS AS A PERCENT OF TOTAL HOSPITALS 
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SOURCES: For 1910-68, Bruce Steinwald and Duncan Neuhauser, "The Role 
of the Proprietary Hospital," Law and Contemporary Problems (Autumn 1970): 
Table 1, p. 819; for 1970-85, U.S. Department of Health and Human Ser
vices, Health, United States, 1989 (Washington, 1990), Tables 93-94; Ameri
can Hospital Association, Hospital Statistics 1989-90 (Chicago, 1990), Table 
9-A. 

Controls on the Form of Delivery: The Hospital 
In 1910, approximately 56 percent of all hospitals in the United 

States were proprietary, or for-profit, hospitals. By the 1960s, less 
than 11 percent were proprietary, and they accounted for only 8 
percent of admissions and only 4 percent of outpatient visits. (See 
Figure 5.3.) The decline in the role of proprietary hospitals is puz
zling, in that both theoretical and empirical evidence suggests that 
they are more efficient. 

The answer to the puzzle lies in explicit government policies. 
Some states outlawed proprietary hospitals altogether. In states that 
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permitted them, they suffered from several government-imposed 
competitive disadvantages. First, proprietary hospitals paid prop
erty taxes and corporate income taxes, whereas nonprofit hospitals 
did not. Second, nonprofit hospitals received enormous subsidies 
under the Hill-Burton Hospital Construction Act of 1946, whereas 
proprietary hospitals did not. Third, only charitable contributions 
made to nonprofits were (and are) deductible under federal income 
tax laws. Note that the first and third disadvantages still exist today. 

Several states subjected proprietors to regulatory restrictions that 
did not apply to nonprofit hospitals. In addition, regulatory agen
cies often discriminated against proprietary hospitals. 59 In fact, 
under certificate-of-need regulations still in effect in some cities, 
opening a new hospital, expanding an existing one, or even pur
chasing major equipment required the permission of a local plan
ning agency. Yet, such agencies were often influenced by powerful 
nonprofits, which felt threatened by innovative entrepreneurs.60 In 
the late 1970s, for example, Hospital Corporation of America (HCA) 
spent as much as $500,000 on a Dallas certificate-of-need fight and 
still failed to get approval. 61 

It is not known what role organized medicine played in the 
demise of proprietary hospitals. What is known is that proprietary 
hospitals, like proprietary medical schools, were subjects of the 
AMA's general hostility toward the "corporate practice of medi
cine.,,62 Organized medicine had a financial reason to oppose pro
prietary institutions in both fields. Proprietary institutions are typi
cally dominated by owners interested in maximizing profit. Non
profits, on the other hand, frequently pursue other goals, many of 

59See Bruce Steinwald and Duncan Neuhauser, "The Role of the Proprietary 
Hospital," Law and Contemporary Problems (Autumn 1970): 817-38; Ralph Berry, "Cost 
and Efficiency in the Production of Hospital Services," Health and Society-Milbank 
Memorial Fund Quarterly (Summer 1974); David Salkever, "Competition among Hos
pitals," in Greenberg; Alonzo Yerby, "Regulation of Health Manpower," in National 
Academy of Sciences, Controls on Health Care: Papers of the Conference on Regulation in 
the Health Industry (January 7-9, 1974), p. 96. 

60Lewin and Associates, Inc., Evaluation of the Efficiency and Effectiveness of the Section 
1122 Review Process (Springfield, V A: National Technical Information Service, 1975), 
pp. 5-19; and Clark C. Havighurst, "Regulation of Health Facilities and Services by 
'Certificate-of-Need,' " Virginia Law Review 59, no. 7 (October 1973): 1143-1232. 

6lBased on authors' interviews with HCA officials. 

62See Paul Starr, The Social Transformation of American Medicine (New York: Basic 
Books, 1982). 
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which are consistent with the aims of organized medicine, and 
such institutions can be more easily dominated by the medical 
profession. Nonprofit medical schools, for example, tend to prefer 
longer and more costly physician training, which is consistent with 
the traditional AMA desire to make entry into the profession more 
difficult. In the case of the hospital sector, nonprofit institutions 
are more likely to cooperate with the AMA in restricting price 
competition among practicing physicians. For example, they fre
quently restrict their medical staff to members of local medical 
societies. Expulsion from the medical society for purportedly uneth
ical conduct, then, also would mean loss of hospital privileges and 
impair the physician's ability to practice and earn income. 

Are proprietary hospitals better than nonprofits at lowering 
costs? Earlier studies found that they were, but more recent studies 
have found that the nonprofits have lower costS.63 What the later 
studies overlook, however, is that hospitals operating under the 
cost-plus system do not necessarily have incentives to lower their 
costs. 

A better question is, what type of hospital is most efficient? And 
the answer is not in doubt. During the 1980s, proprietary hospital 
chains revolutionized the way in which hospitals were run and 
managed. Prior to that, most nonprofit hospitals were managed 
by people with little training or experience in modern business 
management techniques. The hospital chains found they could 
take over nonprofit institutions suffering annual losses and make 
substantial profits in a short period of time, while serving the same 
patient population. 

Controls on the Method of Payment: Health Insurance 
Much of the blame for escalating health care costs is centered on 

our system of health insurance. Insurers traditionally have paid 
whatever bills doctors and hospitals have submitted. This arrange
ment has encouraged too many tests and too many procedures. It 
also has encouraged the purchase and use of every new piece of 
medical technology that has appeared on the market. However, 

63For a summary of these studies, see J. Rodgers Hollingsworth and Ellen Jane 
Hollingsworth, Controversy about American Hospitals (Washington: American Enter
prise Institute, 1987). 
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nothing inherent in the market for insurance produces such distor
tions. Insurers in many other fields use techniques that prevent 
abuse and keep down costs. Moreover, competition encourages 
those insurers to search for new and effective ways to reduce costs. 
That is also the way in which the health insurance market once 
worked, when it was free to do so. 

In the early part of the 20th century, a large number of prepaid 
medical insurance plans developed in Oregon and Washington, 
largely as a result of the hazardous working conditions in the lum
ber, railroad, and mining industries. Many of the plans were propri
etary, and the insurers looked hard at each claim they received. 
Physicians' fees were scrutinized closely. Physicians were often 
warned about unnecessary surgery, and were frequently asked to 
justify procedures. They were also often asked to explain or justify 
hospital stays that were out of line with the average stays for 
particular procedures. 

Enter organized medicine. Oregon's local medical societies cre
ated their own medical insurance plan. Using state-derived powers 
to discipline individual physicians, predatory pricing, and similar 
techniques, organized medicine captured the lion's share of the 
market for its own plan. Moreover, once the scheme came to domi
nate the market, health insurance in Oregon resembled the type 
of insurance that later expanded in other states. The physicians' 
insurance scheme is today called Blue Shield.64 

There are numerous examples in other states of organized medi
cine's using its powers to combat the growth of insurance plans 
designed to hold down costs and create more price competition. 
Physicians who started or cooperated with unauthorized plans 
sometimes lost hospital privileges and even their licenses. 65 More
over, the plans viewed most favorably by organized medicine, Blue 
Cross and Blue Shield, were often given competitive advantages by 
state insurance regulations. 

64See Lawrence Goldberg and Warren Greenberg, "The Effect of Physician-Con
trolled Health Insurance: U.S. v. Oregon Staie Medical Society," Journal of Health 
Politics, Policy and Law 2 (Spring 1977): 48-78; and Lawrence Goldberg and Warren 
Greenberg, "The Emergence of Physician-Sponsored Health Insurance: A Historical 
Perspective," in Greenberg, pp. 288-321. 

65For a summary of some of the most notorious cases, see Goodman, chapter 5; 
Kessel, "Price Discrimination in Medicine," 34-41; and Rayack, pp. 180-85. 
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In most states, for example, taxes are assessed on insurance 
premiums, and the revenue is used to finance the regulatory appa
ratus. In a majority of states, however, commercial insurers paid 
taxes on the order of 2 to 3 percent of premiums while the Blues 
paid lower taxes or no taxes at all. 66 Considering the fact that net 
revenues (premiums minus benefit payments) on group policies 
are usually less than 5 percent of the total premiums, a 2 to 3 percent 
premium tax is equal to about 50 to 60 percent of net revenues. 

The Blues were also often exempted from other taxes, such as 
real estate taxes. In some states, commercial insurance policies sold 
to individuals were required to meet minimum benefit/premium 
ratios, whereas Blue Cross-Blue Shield policies were not. Other 
states regulated the rates charged by the Blues, but in terms of 
overall premium rather than the benefit/premium ratio. In most 
states, required reserves were also lower or nonexistent for the 
Blues. 67 Moreover, in the early years, physicians and hospitals gave 
discounts to Blue Cross-Blue Shield plans that were not available 
to other insurers, and hospitals and physicians were encouraged 
to place Blue Cross-Blue Shield advertisements (AMA-approved) 
in their admitting offices and waiting rooms. 

As a consequence, Blue Cross and Blue Shield plans soon monop
olized the marketplace and began shaping the market for health 
insurance. 68 By 1950, Blue Shield was selling 52 percent of all regular 
medical insurance and Blue Cross was selling 49 percent of all 
hospital insurance. For the next three decades, the share of total 
insurance sold by the two plans never dipped below 40 percent. 69 

Two things are important about this development. First, unlike 
the early health insurance companies, Blue Cross and Blue Shield 

66David Robbins, "Comment," in Greenberg, p. 263. 
67Ibid. 

68lt is important to note that, although there is a national Blue Cross organization 
and members typically have similar views, there are also 67 separate, autonomous 
plans in the United States, each of which sets its own poliCies. For most Blue Cross 
plans, there is a companion Blue Shield plan. Often the two work together and share 
services and billings. In some cases, the two have merged into a single corporate 
entity. See Howard]. Bermand and Lewis B. Weeks, The Financial Management of 
Hospitals, 5th ed. (Washington: Health Administration Press, 1982), pp. 110-21, 
145-73. 

69Health Insurance Association of America, Source Book of Health Insurance Data, 
1975-76. 
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never saw themselves as adversaries of the medical community. To 
the contrary, their plans were largely created and governed by the 
institutions whose bills they were paying. Not only was there no 
question of an adversarial relationship, but it was generally thought 
from the beginning that the Blues were created to represent the 
medical community, not patients. Two experts in hospital finance 
have flatly said, "Blue Cross was founded to save hospitals from 
financial ruin!,,70 

The second important point about the Blues is that they domi
nated the market, while any single rival had only a very small 
market share. That made it difficult for a commercial insurance 
company to adopt reimbursement procedures that differed funda
mentally from those of Blue Cross and Blue Shield. If a commercial 
company attempted radical deviation, the medical community 
could threaten a boycott. Even Aetna Life and Casualty, with nearly 
12 million policyholders, discovered that it could not fundamentally 
alter its reimbursement procedures in a way that threatened con
ventional methods.71 

What were the reimbursement procedures adopted by the Blues? 
In general, they involved very little interference with the clinical 
judgment of the physicians or with the medical decisions of hospi
tals. More important, under Blue Cross leadership, hospitals came 
to be reimbursed in a way that hospitals almost unanimously 
approved of-cost-plus. 

70Bermand and Weeks, p. 147. 

71See Charlotte L. Rosenberg, "He Challenged Aetna's Hard-Line Fee Policy
and Won," Medical Economics (September 1982.) 

161 



6. How the Cost-Plus System Works 

The cost-plus system of public and private health insurance, 
effective from the end of World War II until the mid-1980s, virtually 
assured hospitals that their costs would be covered. Very rarely 
did hospitals go bankrupt. The system insulated them from the 
potentially fatal risks that competition naturally creates in other 
markets. 

What is good for hospitals, though, is not necessarily good for 
patients and policyholders. An insurance system designed to cover 
hospital costs is inherently adverse to the interests of the insured. 
The cost-plus system virtually guarantees that health insurance 
premiums will continue rising, because the people responsible for 
controlling hospital costs find that they can increase their revenues 
only by increasing their costs. 

In this respect, health insurance contrasts markedly with most 
other forms of insurance. The automobile insurance industry is not 
organized to ensure that auto repair shops remain in business. The 
fire and casualty insurance industry is not organized to ensure 
that builders and home repair firms stay in business. Insurers are 
supposed to act on behalf of their clients (the policyholders), not 
on behalf of those who provide services. However, in the market 
for health insurance, the situation has been very different. 

How Hospitals Get Paid under the Cost-Plus System 
Suppose a male patient enters a hospital for a medical procedure. 

He has a Blue Cross health insurance policy with a $200 deductible 
and a required copayment of 20 percent. When he is released from 
the hospital, he receives a bill detailing all of the services that the 
hospital performed and indicating a charge for each. The amount 
owed by the man is $200 (the deductible), plus 20 percent of the 
remaining charges. As our hypothetical patient leaves the hospital, 
folding his copy of the bill, placing it in his coat pocket, and feeling 
sadness over the reduction in his bank account, he takes some 
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consolation from the thought that Blue Cross will pay the remaining 
80 percent of the charges. But the man is quite wrong. What Blue 
Cross pays may be more than 80 percent, or it may be less. More 
to the point, what Blue Cross pays is only tangentially related to 
the bill of our hypothetical patient. 

The amount paid to the hospital by the patient is based on the 
hospital's" charges." The patient might have compared these prices 
with those of other hospitals. If he chose a lower priced hospital, 
he might have felt that he was helping to keep health care costs 
down and, at the same time, to keep insurance premiums down 
for his employer and fellow workers. But again, he could be quite 
wrong. 

Under cost-plus reimbursement, what Blue Cross pays is not 
based on the prices that hospitals charge patients, but on hospital 
costs, which mayor may not be reflected in the prices. In choosing a 
lower priced hospital, our hypothetical patient inadvertently might 
have chosen a higher cost one, thus contributing to escalating health 
care costs and higher insurance premiums-and doing precisely 
the opposite of what he had intended. 

Reimbursement Formulas 
Table 6.1 lists three formulas traditionally used by Blue Cross to 

reimburse hospitals. The most common is the per diem method. If, 
on the average, 30 percent of the patient-days of a particular hospital 
are accounted for by Blue Cross patients, Blue Cross will pay 30 
percent of the hospital's total costs. Cost is determined by various 
accounting techniques, about which there can be much bickering. 
Usually, a "plus" factor is thrown in to cover the value of working 
capital and equity capital. Hence the term "cost-plus."l 

One does not have to study the per diem reimbursement formula 
for long to realize that the one sure way for a hospital to increase 
its revenues is to increase its costs. If a hospital adds more beds 
(even if they go unfilled), buys expensive equipment (even if it goes 
unused), or cares for more patients or more seriously ill patients, 
it increases its costs and therefore its revenues from Blue Cross. 
Conversely, anything a hospital does to decrease its costs also 
decreases its revenues. Under cost-plus reimbursement, then, Blue 

lFor a discussion of this and other reimbursement formulas, see Sylvia A. Law, 
Blue Cross: What Went Wrong? (New Haven: Yale University Press, 1974), pp. 59-114. 
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Table 6.1 
How BLUE CROSS REIMBURSED HOSPITALS UNDER COST-PLUS FINANCE 
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Cross pays for hospital care in much the same way the Department 
of Defense pays for some weapons systems, but without the same 
rationale. 2 

Two other reimbursement formulas (also depicted in Table 6.1) 
are the "department" and "combination" methods, which, like the 
per diem method, essentially reimburse hospitals on the basis of 
the costs they incur. A 1976 survey showed that of Blue Cross plans 
using cost-based reimbursement formulas, 61 percent used the per 
diem method, 25 percent the department method, and 14 percent 
the combination method. 3 

Blue Cross plans have been moving away from these formulas 
over the past two decades. In 1973, 69 percent of Blue Cross plans 
reimbursed hospitals on the basis of costs and 31 percent reim
bursed on the basis of charges (prices). In 1976, 50 percent reim
bursed on the basis of costs and 50 percent on charges. 4 In 1983, 28 
percent of Blue Cross contracts were cost-based, 59 percent were 
charge-based, and the remainder were mixed. 5 

In the cost-plus system, prices do not have the same function 
they have in the normal market, however. In the cost-plus system 
(as explained below), prices are chosen to manipulate reimburse
ment formulas rather than produced by natural market forces. Con
sequently, it is probably fair to say that all traditional Blue Cross 
reimbursement methods are ultimately cost-plus. 

The cost-plus method of reimbursement was not confined to the 
private sector. Under the original Medicare and Medicaid pro
grams, the federal government adopted the same payment methods 
used by Blue Cross. 6 Thus, the two fastest growing health insurance 

2The rationale for the Department of Defense is that new weapons systems are 
one-of-a-kind items that are being built for the first time. Exact costs are harder to 
estimate than for off-the-shelf items. In that case, cost-based procurement with 
competitive bidding may be a reasonable policy. 

3Howard J. Bermand and Lewis B. Weeks, The Financial Management of Hospitals, 
5th edt (Washington: Health Administration Press, 1982), p. 153. 

4Ibid., pp. 152-3. 

sSusan W. Melczer, Hospital-Blue Cross Contract Provisions (Chicago: American 
Hospital Association, July 1, 1983), p. 1. 

6Specifically the department method and the combination method. See Herman 
Miles Somers and Anne Ramsey Somers, Medicare and the Hospitals: Issues and Pros
pects (Washington: Brookings Institution, 1967), p. 168. 
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programs in the medical marketplace were firmly entrenched in the 
cost-plus system. 

Hospital Prices 

One of the most interesting developments in hospital finance 
over the last several decades has been the decreasing proportion of 
hospital bills paid by patients out-of-pocket. In 1950, roughly half 
of all hospital bills were paid out-of-pocket by patients and half by 
third parties (employers, insurance companies, or government). In 
the 1970s, about 90 percent of hospital income came from third
party payers, with about half coming from employers and insurance 
companies and half from government. Less than 10 percent was 
paid out-of-pocket by patients. What that means is that only 10 
percent of hospital revenue was directly connected with the hospital 
charges. As Figure 6.1 shows, the other 90 percent was cost-plus 
reimbursement. Such reimbursement was so pervasive that some 
health economists concluded that the prices charged by hospitals 
were little more than numerical artifacts. Writing in the late 1960s, 
Somers and Somers stated that because hospital "charges now have 
meaning for only a minority of patients and hospital finances, they 
have become largely a set of arbitrary statistical factors, instead of 
a set of prices."7 

Not only did hospital prices fail to allocate resources the way 
prices do in other markets, but under the original Medicare and 
Medicaid reimbursement formulas, hospitals had an incentive to 
manipulate their prices to maximize their reimbursement from gov
ernment. Under the department method of reimbursement, for 
example, the amount paid by Medicare is equal to the total charges 
to Medicare patients divided by total charges to all patients times 
total cost. One health economist has shown how a hospital can 
double its income from Medicare under this method of reimburse
ment by artificially raising its charges for services typically used by 
Medicare patients and by lowering its charges for other services. 8 

Moreover, this practice is not considered illegal or even unethical. 
Hospitals can buy computer programs that show them how to 
maximize their revenues under various reimbursement rules. 

%id. 

"Law, pp. 78-81. 
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Figure 6.1 
How HOSPITALS GET THEIR MONEY IN THE COST-PLUS 

SYSTEM 

Government 

Hospital 
Revenues 

r 
til 
(1) 
(,) 
'':: 
D.. 

Employees! 
Employers 

SOURCE: National Center for Policy Analysis. 

Perverse Incentives 

Insurance 
Companies 

The cost-plus system is antithetical to the market system, in 
which prices and competition allocate resources. Frequently, the 
cost-plus system creates incentives that are the precise opposite of 
market system incentives. One cannot be certain what the market 
for hospital services would look like if it were truly competitive. 
But it is easy to speculate. When a grocery store discovers that it 
has ordered too many apples, it tries to sell those apples by lowering 
the price. When a manufacturing company has excess capacity, it 
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seeks new business and new products and offers attractive prices. 
Presumably, similar things would happen in a competitive hospital 
marketplace. 

But no matter how many beds go empty, hospitals rarely adver
tise cut-rate prices on surgery or sales on elective procedures. If 
prices and competition were allocating resources in the hospital 
marketplace, a surplus of hospital beds would be great news for 
consumers. It would mean that prices and therefore health care 
costs soon would tumble. By contrast, in a cost-plus hospital mar
ketplace, surplus beds and other unused capacity frequently mean 
just the opposite-that costs will rise. The reason for this anomaly 
is that what really drives the system is unseen. The prices and 
competition are apparent, giving the impression of a genuine mar
ket at work, but the force that really drives the system is cost-plus. 

Hospital Services 
Consider the results of a comparison of hospital costs (not prices) 

prevailing in the 1970s. The study found that the daily cost of 
maternity care was more than seven times higher at some hospitals 
than at others, and that the daily cost of medical/surgical care was 
more than two and one-half times greater. 9 The daily cost of short
term alcoholism treatment was almost five times higher at some 
hospitals than at others. The reasons for these cost differences 
varied. According to the authors of the study, 130 out of 138 hospi
tals invested too much in capacity and equipment. Most had too 
many admitting physicians. But the most important reason appears 
to be volume. A great many hospitals were delivering services 
at such a low volume that they could not take full advantage of 
economies of scale. As Table 6.2 shows, the differences in costs 
varied by as much as seven-to-one between high-volume and low
volume hospitals. 

How can a hospital stay in business while providing a service 
that is seven times more costly than that of a rival? In a genuinely 
competitive market, it couldn't. But the cost-plus system ensures 
that reimbursement matches costs. One result is a system in which 
hospitals have very weak incentives to be efficient-to get rid of 

9Thomas G. Cowing and Alphonse G. Holtman, "Multiproduct Short-Run Hospi
tal Cost Functions: Empirical Evidence and Policy Implications from Cross-Section 
Data," Southern Economic Journal 49, no. 3 (January 1983): 648. 
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Table 6.2 
HOSPITAL COSTS AND HOSPITAL VOLUME, 1975* 

TYEe of Service High Volume Low Volume 

Emergency room visits 
Cost per patient per day $20 $32 
Number of visits per day 275 148 

Medical/surgical care 
Cost per patient per day $100 $255 
Number of visits per day 824 17 

Maternity 
Cost per patient per day $75 $540 
Number of visits per day 55 4 

Short-term alcoholism 
Cost per patient per day $50 $240 
Number of visits Eer day 247 NA 

SOURCE: Thomas G. Cowing and Alphonse G. Holtman, "Multiproduct 
Short-Run Hospital Cost Functions: Empirical Evidence and Policy Implica
tions from Cross-Section Data," Southern Economic Journal 49, no. 3 (January 
1983): 648. 
*Based on data from 138 short-term and general care hospitals in New York 
State. 

high-cost services, take advantage of economies of scale, specialize 
in procedures in which they are the low-cost producer, etc. Another 
result is a hospital system in which the nation's annual health care 
bill is much higher than it needs to be. Indeed, it is a system that 
rewards and even encourages waste and inefficiency. As Somers 
and Somers observed, "In no other realm of economic life today 
are payments guaranteed for costs that are neither controlled by 
competition nor regulated by public authority, and in which no 
incentive for economy can be discerned."lO 

Risks to Patient Health 
What is bad economics also frequently is bad for patient health. 

Studies have shown that when various types of surgery are per
formed infrequently, not only are surgery costs higher but the 
mortality rates are higher as well. For example, the U.S. Department 

IOSomers and Somers, Medicare and the Hospitals, p. 192. 
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of Health and Human Services has judged that, for satisfactory 
results, a hospital should perform at least 200 open-heart surgeries 
per year. However, in the 1980s, 55 percent of U.S. hospitals that 
performed open-heart surgeries performed fewer than 200 per 
year.]] 

This problem was not confined to rural areas, where the incidence 
of surgery was necessarily small. It also was seen in large cities 
where consumers had many choices and information was more 
readily available. American Hospital Association (AHA) data for 
1981 showed that annual open-heart surgeries performed in New 
York City hospitals ranged from a high of 1,337 (at St. 
Luke's-RooseveIt Hospital Center) to a low of 75 (at the VA Medical 
Center in Brooklyn). 12 In 14 Chicago hospitals, the range was from 
a high of 926 to a low of 6; in 10 Los Angeles hospitals, it was from 
1,071 to 35; and in 5 Detroit hospitals, it was from 674 to 2.13 

Why don't hospitals with a high volume of surgery and lower 
mortality rates advertise that fact to attract customers? Because that 
would be inconsistent with the traditional philosophy of the cost
plus system. Competition and competitive advertising were 
actively discouraged in the market for physicians' services. A simi
lar historical development occurred in the hospital sector, where 
advertising is still largely confined to statements about amenities, 
quality of food, and convenience of location. Almost never is there 
any mention of comparative mortality rates or patient safety. More
over, the AHA has left no doubt about its desire to discourage such 
advertising. The AHA's guidelines state: 

Self-aggrandizement of one hospital at the expense of 
another may be counterproductive, and, if inaccurate, could 
lead to charges of libel and claims for damages .... Quality 
comparisons, either direct or by implication, between one 
hospital's services, facilities, or employees and those of 
another hospital may be counterproductive, libelous, or dif
ficult to present in a firm and objective manner. 14 

IlWarren Greenberg, "Demand, Supply and Information in Health Care and Other 
Industries," in Jack A. Meyer, ed., Incentives vs. Controls in Health Policy (Washington: 
American Enterprise Institute, 1985), p. 100. 

12Ibid., pp. 101-3. 

13Ibid. 

14American Hospital Association, GuidelineS-Advertising by Hospitals (Chicago, 
1977), p. 2, cited in Greenberg, p. 100. 
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Cost Shifting 
In competitive markets, people tend to be charged prices that 

reflect actual costs. In virtually every regulated market, some con
sumers end up subsidizing others. For example, in a regulated 
telephone industry, long-distance calls subsidize local calls. In a 
regulated airline industry, heavily traveled routes subsidize lightly 
traveled routes. In this respect, the cost-plus system resembles a 
regulated market. It is replete with cross-subsidies. 

Cross-subsidies are sometimes overt and direct. For example, a 
1976 survey found that 30 Blue Cross plans reimbursed hospitals 
for the bad debts of non-Blue Cross patients. The cost of charity 
care for non-Blue Cross patients was reimbursed by 27 Blue Cross 
plans. IS Cross-subsidies are at other times informal and indirect. 
For example, it is commonly believed that, within hospitals, the 
surgery department subsidizes the obstetrics ward; within emer
gency rooms, patients with minor ailments subsidize patients with 
serious injuries; and among all patients, paying patients subsidize 
charity care patients. 

What is not generally realized, however, is that cross-subsidies 
are a natural and inevitable by-product of the cost-plus system of 
hospital finance. Once it is accepted that the de facto purpose of 
health insurance is to make sure that hospitals cover their costs and 
that hospitals are free to determine what costs they will incur, 
cross-subsidies are unavoidable. Indeed, once those premises are 
accepted, the only thing left to argue about is how the hospital bill 
is to be divided among third-party payers. 

That is what gives rise to the debate over "cost shifting." In 
the early years, Medicare and Medicaid officials argued that their 
payments were forced up so that payments by private health insur
ance companies could be kept down. Today, the situation is 
reversed. Private insurance companies complain that the govern
ment's reduction of Medicaid and Medicare payments has increased 
their payments. Likewise, many commercial insurers argue that 
Blue Cross's efforts to keep its payments down will force their own 
payments up. Given their premises, that is true. In the cost-plus 
system, if any third-party payer reduces its payments, the pay
ments of all others will rise to cover the shortfall. 

15Bermand and Weeks, The Financial Management of Hospitals, p. 153. 

172 



How the Cost-Plus System Works 

Consider the pronouncements of the Health Insurance Associa
tion of America (HIAA), a group of private health insurance compa
nies other than Blue Cross. The HIAA estimated that $5.8 billion in 
costs were shifted from Medicaid and Medicare patients to private 
patients in 1982. In response, private insurance companies trimmed 
benefits and raised premiums by 20 to 40 percent. 16 In other words, 
when government's share of hospital costs goes down, the share 
borne by private insurance companies goes up. 

Rethinking the Role of Blue Cross 
Although we have discussed the cost-plus system in terms of the 

dominant role of Blue Cross, it would be a mistake to believe that 
Blue Cross administrators bear personal responsibility for the sys
tem. The national Blue Cross organization is merely a trade group 
that represents 67 Blue Cross plans, each administered separately 
by its own governing board. There is every reason to believe that 
each Blue Cross plan's administrators respond to economic incen
tives in much the same way as managers of any other firm do. The 
incentives in the health insurance marketplace have largely been 
created by government policies. Recent policy changes have caused 
the various participants in the cost-plus system to change their 
behavior in ways that undermine that system and move toward a 
competitive market. Blue Cross administrators are responding to 
these new incentives, along with everyone else in the health insur
ance marketplace. 

Hospital Prices in the 1980s 
Although the cost-plus system is dissolving and is being replaced 

by a more competitive market for medical care today, that change 
is occurring slowly. Meanwhile, the system is far from being a relic. 
It continues to dominate the medical marketplace-especially in 
the hospital sector. 

Table 6.3 presents recent prices charged by seven Dallas-area 
hospitals for a complete blood count and a routine urinalysis. They 
are two of the most common procedures performed in a hospitat 
and all of the hospitals cited are within easy driving distance of 
each other. Moreover, since the prices primarily apply to nonelderly 

16Stanley Wahl, The Medical Industrial Complex (New York: Harmon Books, 1984), 
p. 188. 
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Table 6.3 
LINE ITEM PRICES IN DALLAS AREA HOSPITALS, 1988* 

Hospital 

Hospital A 
Hospital B 
Hospital C 
Hospital D 
Hospital E 
Hospital F 
Hospital C 

Cost of 
Complete Blood Count 

$11.00 
20.00 
21.00 
21.60 
27.75 
28.00 
33.25 

SOURCE: Medical Control, Inc. 
*Based on actual hospital invoices. 

Cost of 
Routine Urinalysis 

$28.00 
15.00 
16.25 
16.00 
20.00 
19.50 
11.75 

patients, most of whom have employer-provided health insurance, 
the buyers of the tests are usually private companies. Considering 
these facts, one would expect that the prices charged by the seven 
hospitals would be fairly similar. However, as Table 6.3 shows, the 
charge for a complete blood count at the highest priced hospital is 
more than three times that at the lowest priced. For urinalysis, the 
highest price is almost two and one-half times the lowest one. Even 
more surprising is the fact that the hospital that charges the most 
for the complete blood count charges the least for urinalysis. The 
converse is also true. Thus, to minimize health care costs, a patient 
should purchase the complete blood count at Hospital A and the 
urinalysis at Hospital C. Moreover, because there is as much or 
more variation in other prices that Dallas hospitals charge, patients 
could minimize total health care costs only if they travel among the 
seven hospitals in much the same way that one might shop for 
bargains at seven supermarkets. 

Unlike supermarket prices, these hospital prices do not represent 
attempts to attract buyers. That is, Hospital A does not advertise 
that it has the lowest priced complete blood count in Dallas. To the 
contrary, a patient in need of a blood test would probably have to 
go to considerable lengths to find out what the seven hospitals 
charge for the service. Odds are also high that the patient's physi
cian would not know the seven prices or whom to contact in the 
hospital bureaucracies to get the information. 
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Table 6.4 
A VERAGE CHARGE FOR WELL-BABY DELIVERY 

IN DALLAS AREA HOSPITALS, 1986* 

Hospital 

Humana-Medical City 
Baylor Medical Center 
St. Paul Medical Center 
Irving Hospital 
Presbyterian Hospital 
Lewisville Memorial Hospital 
HCA Medical Center-Plano 
Memorial Hospital of Garland 
SOURCE: Dallas Business Group on Health. 
*Based on actual hospital invoices. 

Cost 

$2,024 
1,698 
1,486 
1,449 
1,423 
1,400 
1,337 
1,069 

Such differences in charges cannot possibly represent differences 
in actual costs. The tests are performed with standard equipment, 
purchased in a competitive market. The human skill involved is 
standard. Although there may be some differences in other costs 
(for example, a hospital within Dallas may have higher operating 
costs than one in the suburbs), the costs do not vary by a factor of 
three to one. The differences in charges are consistent with cost
plus accounting procedures, however. Under cost-plus finance, if 
a hospital undercharges on one item, it will tend to overcharge on 
another. 

Table 6.4 shows charges for a complete procedure or package of 
services for eight Dallas-area hospitals. In this case, the procedure 
is well-baby delivery, a fairly common, well-defined hospital ser
vice. As the table shows, the highest priced hospital has an average 
delivery charge almost twice that of the lowest priced, a surprising 
difference considering that prospective patients have plenty of time 
to investigate differences in hospital charges in advance. It is proba
ble, however, that an expectant mother would find it impossible to 
ascertain the average delivery charge in any Dallas hospital. Indeed, 
it is not clear that most hospitals would knowY 

17Note that the total charge for the procedure is the sum of all of the line item 
prices for each separate service (hospital admission kit, blood test, etc.). 
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Table 6.5 
HOSPITAL PRICES NATIONWIDE, 1986 TO 19881 

Item or Test 

Electrocardiogram 
Complete blood count 
Urinalysis (routine) 
Admission kit 
Baby diapers 
SOURCE: Medical Control, Inc. 
lBased on actual hospital invoices. 

Low Price2 

$8.00 
1.00 
3.20 
2.25 
0.30 

2Price at the 10th percentile of the distribution. 
3Price at the 90th percentile of the distribution. 

High Price3 

$78.35 
42.00 
28.00 
33.00 
20.75 

Table 6.5 shows that Dallas is not unique. Line item prices for 
common items and tests show remarkable variation among the 
nation's hospitals. For an electrocardiogram, the variation in price 
is more than 9 to 1. For the complete blood count, the variation is 
42 to 1. For baby diapers, the variation is more than 69 to 1. Similar 
price differences exist for most other items and tests. 

One might suppose that this extreme variance in hospital prices 
would allow smart buyers to exploit the differences through com
parison shopping. For example, consider a large company with 
employees in many localities around the country. Could the com
pany collect hospital prices and tell its employees where to go for 
the lowest priced tests, procedures, and services? In the cost-plus 
system, things are not that simple. Each hospital has as many as 
12,000 line item prices. Further, each can use a different accounting 
and coding system. So prices charged by different hospitals cannot 
be compared until their accounting is converted to a common sys
tem. For the 50 hospitals in the Chicago area alone, there are as 
many as 600,000 prices to compare. For a company operating 
nationwide, with employees who have access to approximately 
7,000 hospitals, a comparison shopper could possibly be confronted 
with as many as 84 million different line item prices. Such compari
son shopping is a formidable task for any corporate buyer, no 
matter how sophisticated the computers that assist in making buy
ing decisions. IS 

18However, some firms such as Medical Control Inc. in Texas, Medstat Inc. in 
Michigan, and Mediqual Systems in Massachusetts attempt to do it for large, third
party payers. 
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What the Cost-Plus System Means for Patients 
One of the worst things about being sick in America is having to 

confront the hospital's bill. In most cities in the United States, 
patients cannot find out a hospital's total charge for a procedure 
prior to treatment. At the time of discharge, they learn that there 
is not one price, but hundreds of line item prices. About 90 percent 
of the items listed on a hospital bill are in principle unreadable. In 
only a handful of cases can the patient both recognize the service 
rendered and judge the reasonableness of the charge. Moreover, 
things are getting worse. To avoid patient outrage, many hospitals 
are taking recognizable items, such as Tylenol capsules, off their 
line item statements and hiding the cost in other charges. The end 
result is that hospital bills are totally incomprehensible. 19 

As in the case of hotels, the one price that patients can learn 
about prior to admission is the hospital's basic room rate. If these 
rates signaled differences in other prices, patients would at least be 
able to pick out the lowest priced hospital prior to admission. 
Unfortunately, other hospital prices are not tied to room rates. In 
most cities, hospital room charges differ by no more than a factor 
of two to one. Total hospital bills, on the other hand, can differ as 
much as ten to one for similar procedures. Moreover, the hospital 
with the highest room rate does not necessarily charge the highest 
prices for any or all other services. A 1988 report showed that the 
Chicago hospital with the highest room rate had some of the lowest 
charges in the city for laboratory tests, a phenomenon that is consis
tent with cost-plus accounting. 20 

Although hospital administrators do not have to give patients 
advance notice of their total bill, hospitals in Illinois are required to 
tell the state government. Among the total charges for outpatient 
services reported by Chicago hospitals to the state of Illinois in 1988, 
the charge for a mammogram varied by almost 10 to t for a CAT 
scan more than 10 to 1, for a tonsillectomy 27 to 1, and for cataract 
removal 34 to 1. 21 If patients knew about these differences, they 

19E1izabeth Gardner, "Trying to Make Sense of Hospital Charges," Modern Health
care (December 17, 1990), p. 24. 

2°Illinois Health Care Cost Containment Council, A Report of Selected Prices at Illinois 
Hospitals (July 1988). 

21I11inois Health Care Cost Containment Council, A Report of Selected Prices at Illinois 
Hospitals: Outpatient Services (August 1989). 
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could reduce their medical bills dramatically. Unfortunately, most 
do not. 

Health Insurance as Prepayment for the Consumption of 
Medical Care 

A major argument developed in this book is that health insurance 
today is often not real insurance; it is instead prepayment for the 
consumption of medical care. That is especially true of group health 
insurance plans sold to, or administered by, employers. But in 
many ways, it is also true of individual and family policies pur
chased outside of the workplace. 

The cost-plus mentality does not view health insurance as a 
vehicle for protecting the financial assets of people against adverse 
medical contingencies. Instead, it sees health insurance as a vehicle 
for paying for medical services. In the cost-plus vision, health insur
ance (whether public or private) is simply a way of transferring 
resources from people to providers. Real insurance would interfere 
with this objective. Thus, real insurance is an anathema to the cost
plus bureaucracy. 

One way to appreciate the unusual nature of health insurance is 
to consider how it differs from other types of insurance including 
life insurance and fire and casualty insurance. At the risk of over
simplification, we have presented some of these differences in 
Tables 6.6 and 6.7. Let's consider some of them in more detail. 

Prepayment for Consumption Decisions 
The essence of conventional insurance is the pooling of risk. 

Insurable risks are largely risks outside of the policyholder's control. 
Premiums are set based on the probability that those risky events 
will occur, and if they do occur, the insurer pays policyholders (or 
their heirs) a predetermined amount, or an amount established by 
a predetermined method of assessing damages. 

In the market for health insurance, things are very different. 
Often, benefits are paid even if no risky event has occurred. Thus, 
insurers often pay for general checkups, diagnostic tests, and 
exploratory surgery. The insurer agrees to pay for these services 
even when doctors subsequently discover that there was no illness 
and, thus, no risky adverse condition. Insurers in these cases are 
paying for the consumption decisions of policyholders. Even if a 
risky event does occur, the amount paid is again often determined 
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Table 6.6 
COMMON DIFFERENCES BETWEEN HEALTH INSURANCE AND LIFE INSURANCE 

Life Insurance Purchased Health Insurance Provided 
Categ()ry _ by an In<iividual by an Employer 
Payee Policyholder Providers 

Amount paid 

Events that cause a benefit 

Insurer's obligation to pay 
benefits 

Employment conditions 

Right to future coverage 

Use of premium dollars 

Premium costs of benefits 

Amount fixed in advance 

A risky event 

Once a risky event has occurred, 
insurer is fully liable; no further 
premium payments required 

Coverage continues after switch 
of jobs 

Guaranteed renewable 

Most are kept in reserve for 
benefits in future years 

Premiums are actuarially fair 

Amount depends on 
consumption decisions of the 
employee 

Consumption decisions of the 
employee; no risky event 
required 

Insurer pays providers only as 
long as continued premiums are 
paid; insurer can cancel policy 
and cease paying benefits even 
after a risky event has occurred 

Coverage eventually ends after 
switch of jobs 

No future coverage guaranteed 

Most are paid out in benefits the 
year they are collected 

Premiums often are not 
actuarially fair 



,....., 
(X) 
o 

Table 6.7 
How BENEFITS ARE DETERMINED UNDER HEALTH INSURANCE AND CASUALTY INSURANCE 

Category Casualty Insurance 

Amount of benefit Replacement cost or value of the 
lost asset 

Method of settling claims 

Insurer's liability 

Method of payment 

Claims adjuster and policyholder 
agree on extent of damage 

Insurer is liable for damages from 
the time of the risky event even 
if it takes years to assess damage 

Policyholder receives cash and is 
not obliged to repair or replace 
the asset 

Health Insurance 

Determined by the consumption 
decisions of the policyholder 
(sometimes managed by the 
insurer) 

No claims adjuster, but may be 
managed by the insurer 

Insurer is liable only as long as 
the policyholder continues to pay 
premiums; insurer can cancel the 
policy and cease paying benefits 
even after the risky event has 
occurred 

Policyholder can only receive 
benefits in the form of medical 
services 
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by the consumption decisions of the patient. Suppose, for example, 
that a patient is diagnosed as having a heart condition. The patient, 
after consultation with a physician, may opt for less expensive drug 
therapy, a $25,000 bypass operation, or some intermediate therapy. 
The amount the insurer pays is totally determined by the treatment 
chosen. If auto collision insurance worked the same way, a policy
holder whose car had been destroyed would be able to choose from 
a wide array of replacements: from economy car to Cadillac to Rolls 
Royce. Insurers would pay, depending on which replacement the 
policyholder preferred. Auto insurance that worked like that would 
be very expensive. 

Insurer's Obligation to Pay for Damages 
Because conventional insurance payments are tied to the inci

dence of risky events, once the event has occurred, insurers are 
completely liable for the damages covered. Health insurance, once 
again, is different. Under a typical policy, the insurer is liable only 
as long as the insured continues to be covered and to pay premiums. 

Suppose that a couple has a low-weight baby with predictable 
medical expenses lasting for several years. During that period, the 
couple's health insurance policy may be segregated in a special way 
with other policies and the premiums charged may skyrocket (even 
though the same insurer offers similar coverage to other couples 
for very low premiums). If the couple drops the policy, the insurer 
will no longer be obligated to pay. If the policy is acquired through 
an employer and the employee changes jobs, the insurer is relieved 
of the obligation to pay after a certain period of time. Moreover, 
the insurer can cancel the policy, as long as it cancels all similar 
policies, and cease paying benefits after a period determined by 
state law. 

If life insurance worked the same way, following the death of a 
spouse, an elderly widow would receive a monthly annuity from 
the life insurance company. But to receive the annuity, she would 
have to continue paying monthly premiums, which in time could 
increase and even exceed the value of her monthly annuity check. 
Furthermore, the widow would live in fear that her policy would 
be canceled, leaving her without future income. 

Payments to Providers 
Conventional insurance is based on the idea that the policyholder 

is the beneficiary. Thus, payments from insurers are ultimately 
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disposed of according to the policyholder's preferences. Under 
automobile liability insurance, a person who loses a car in an acci
dent is not required to buy a new car. Under home owners' insur
ance, a family whose house is destroyed in a fire is not required to 
build a new house. But, under almost all health insurance policies, 
the only way a policyholder can realize benefits is to consume 
medical services. Suppose a terminally ill man is confronted with 
the choice of expensive, end-of-life medical care or forgoing medical 
care and opting for a more peaceful end. Health insurers will pay 
hundreds of thousands of dollars for the medical care, but not one 
cent to the policyholder if he forgoes the treatment. If life insurance 
worked the same way, an elderly widow would be required to 
spend her entire life insurance benefit on her husband's funeral, 
with nothing left over to meet other financial needs. 

Reserves for Future Expenses 

Conventional life insurance is based on the idea that more policy
holders will file claims in future years than in the current year. For 
example, consider a group of life insurance policyholders. In the 
current year, very few of them (perhaps none) will die. But eventu
ally, they all will die. As a result, a large part of a life insurance 
premium goes into a reserve fund to pay for risky events that will 
happen in the future. 

Health insurance, particularly group health insurance, is differ
ent. Most health insurance premium dollars are paid out in the very 
year they are collected. Rather than creating reserves for future 
years, health insurance tends to be organized on a pay-as-you-go 
basis. That helps explain one of the most perplexing problems faced 
by small business. Suppose that an employee has a premature baby 
and generates large and continuing medical expenses. Suppose 
also that there is no possibility of any other employee ever having 
another baby. The company manager will reason that next year's 
insurance premium should not rise any more than the industry 
average. After all, the company paid for this year's risk with this 
year's premium. Next year, the company will have less risk. So if 
anything, next year's premium should go down. Under cost-plus 
health insurance, however, that's not the way premiums are deter
mined. In all probability, the health insurer will try to raise the 
employer's premium to three or four times its current level. "Who's 
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going to pay for the expenses of last year's premature baby?" they 
will argue. "We can't ask other companies to pay for it." If life 
insurance worked the same way, you would not only be asked to 
pay a premium that reflected your probability of dying; you would 
also be asked to help pay the insurer's expenses for all of the 
policyholders who died last year-deaths that are totally unrelated 
to your risk of dying this year. 

Critics of the use of the market in health care often make three 
arguments: (1) there is a great deal of discretion in how doctors and 
hospitals treat illness and injury, and much of what is done is 
unnecessary; (2) patients often are too sick and too frightened at 
the time of treatment to make reasoned decisions; and (3) even if 
they are rational, patients do not have the knowledge and sophisti
cation to bargain effectively with providers. 22 

It is worth considering, therefore, how the market deals with 
similar problems in automobile collision insurance and home own
ers' insurance. Unquestionably, there is a great deal of discretion 
in how much people spend on car repair or home repair, and 
objective studies would undoubtedly find many expenditures 
unnecessary. Who can doubt that after an auto accident or home 
fire, the average policyholder would be distraught? And, because 
people deal with such problems infrequently, few are sophisticated 
buyers in either the car repair or home repair market, especially in 
the aftermath of major casualties. These experiences are not identi
cal to medical episodes, but there is great similarity. 

In the market for casualty insurance, problems are dealt with in 
the following way. A claims adjuster (a representative of the 
insurer) assesses the damage and negotiates a cash settlement with 
the policyholder. Often the policyholder will be asked to solicit bids 
from one or more firms that specialize in repair, and the settlement 
is often based on those bids. Although the policyholder may not 
be sophisticated in such matters, the claims adjuster is experienced, 
and it is not uncommon for the adjuster to negotiate directly with 
a repair firm to ensure that the price is reasonable. 

To use the language of the medical marketplace, people with 
casualty insurance have free choice of providers, they have the 

22See Uwe E. Reinhardt, respondent'S comments in "Symposium: International 
Comparisons of Health Care Systems," Health Care Financing Review, 1989 Annual 
SupplemenL 
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assistance of an experienced person in making buying decisions, 
and they negotiate a preadmission package price before the service 
is rendered. Moreover, because payment can be made directly to 
the policyholder, they can forgo the repairs altogether and use the 
cash settlement for other purposes. 

Table 6.7 shows other important differences between health 
insurance and casualty insurance. As in the case of life insurance, 
once a risky event has occurred, the casualty insurer is fully liable 
for the damages related to that event and cannot cancel the policy 
and refuse to pay benefits or require that the insurer continue to 
pay premiums while repair services are being rendered. Moreover, 
once the risky event has occurred, insurers are liable for damages 
even if it takes years to determine the extent of those damages, as 
would be the case in the event of a major hurricane or tornado. 

Actuarially Fair Prices and the Politics of Insurance 
In an ideal insurance system, people face premium prices that 

are actuarially fair. 23 Roughly speaking, that means that each person 
pays a premium that reflects the expected cost and risk that person 
adds to a large insurance pool. There are advantages to pooling 
risks across a large number of people in different industries and 
circumstances, either directly or through reinsurance arrange
ments. After insurers take full advantage of those opportunities, 
an actuarially fair premium for an individual reflects the real mar
ginal costs of adding that person to the pool. 

Actuarially fair prices are produced naturally in a competitive 
insurance marketplace. They are comparable to competitive prices 
for food, clothing, housing, and any other good or service. More
over, like other competitive prices, they are unavoidable. If one 
person pays less than an actuarially fair premium, someone else 
must pay more-either in higher premiums or (in the case of public 
insurance) in higher taxes. Because some people will have difficulty 
paying actuarially fair prices, there may be social reasons why we 
might choose to help them buy insurance-through income tax 

23For an analysis of the beneficial effects of a competitive equilibrium in an insur
ance market and ways in which government can interfere with its attainment, see 
Roger Feldman and Bryan David, "Biased Selection: Fairness and Efficiency in 
Health Insurance Markets," paper presented at an American Enterprise Institute 
conference, "American Health Policy" (Washington, October 3-4, 1991). 
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credits, private charity, or other means. But the fact that we subsi
dize some people's health insurance is no reason to abolish the 
price system altogether. However, that is precisely what the cost
plus mentality wants to do. 

Prices for Health Insurance 
The antipathy of the cost-plus bureaucracy toward actuarially fair 

insurance prices is not confined to private insurance. They are 
equally vehement in their opposition to actuarially fair "tax prices" 
in a system of national health insurance. But the literature on health 
economics contains few discussions of their reasoning on this issue. 
In an unusually frank discussion, however, Princeton University 
health economist Uwe Reinhardt has written as follows: "Europe
ans tend to view actuarially fair health insurance premiums as 
manifestly unfair and believe that contributions to health insurance 
should be based on ability to pay. Most Americans probably abhor 
actuarially fair health insurance premiums as well. Indeed, the bulk of 
Americans are covered either by tax-financed government pro
grams or by private group policies that socialize health insurance, 
at least within the community of a single business firm. ,,24 Although 
it is clear that Reinhardt abhors actuarially fair insurance premiums 
(or tax prices), it is not at all clear that most Americans or Europeans 
share that view. Because most people on both continents overpay 
under the current system, it seems likely that a majority would opt 
for an actuarially fair system if given a clear choice. 

Under the current system, lower income (healthier) young work
ers subsidize the health insurance of higher income (less healthy) 
older workers in both Europe and the United States. Moreover, 
on both continents, lower income workers subsidize the health 
insurance of higher income retirees. 25 Despite the pervasiveness of 
these subsidies, we have never seen a coherent argument explain
ing why lower income families should subsidize the health insur
ance of people who are financially better off. Why, then, are these 
subsidies permitted? Because of politics. 

24Reinhardt, p. 97. Emphasis added. 

25In Europe, higher income workers do tend to pay higher taxes. But there is no 
reason to believe that the higher tax payments offset the heavier use of the health 
care system. In the United States, the per capita aftertax income of the elderly 
(covered by Medicare) is considerably higher than that of the nonelderly (who pay 
Medicare taxes). The same is probably also true in many European countries. 
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Setting Insurance Premiums through the Political System 
Recent breakthroughs in understanding the behavior of political 

systems have shown that when governments have the power to set 
prices, they almost never choose efficient prices. 26 In insurance 
terminology, when governments set premiums (or tax prices), they 
never choose actuarially fair premiUJ;ns. The reason is that various 
interest groups exert unequal pressures on the political system and 
government decisionmaking reflects those pressures. 

Government-sponsored insurance schemes at the federal and 
state level in the United States bear out the theory. Every attempt 
to establish deposit insurance for banks and savings and loan associ
ations, for example, has failed to charge actuarially fair premiums, 
and that has led to debacles of which the recent S&L crisis is only 
one example. 27 Similarly, the failure of the federal government to 
establish actuarially fair prices through its private pension insur
ance scheme has undermined the stability of the private pension 
system. 28 

Case Study: Automobile Liability Insurance 
Massachusetts has the highest automobile insurance premiums 

in the nation. It also has the highest rate of auto insurance claims. 
One reason is that Massachusetts subsidizes bad driving through 
artificially low insurance rates. Under Massachusetts law, insurers 
are forbidden to base their premiums on age, sex, or marital status. 
Insurers are required to sell policies to almost any driver, and they 
cannot charge higher premiums for policies transferred to the state's 
risk pool. As a result, about 94 percent of young male drivers 
and 82 percent of young female drivers are in the risk pool. As a 
proportion of all premiums, policies assigned to the risk pool soared 
from 23 percent of the market in 1977 to 65 percent in 1989.29 

26John C. Goodman and Phil Porter, "A Theory of Competitive Political Equilib
rium," Public Choice 59 (1988): 51-66. 

27There have been many failed attempts to manage deposit insurance at the state 
level, dating back to the 19th century. See A. James Meigs and John Goodman, 
Federal Deposit Insurance: The Case for Radical Reform, NCPA Policy Report no. 155 
(Dallas: National Center for Policy Analysis, December 1990). 

28The scheme is administered by the Pension Benefit Guarantee Corporation 
(PBGC). See Edward J. Harpham, Private Pensions in Crisis: The Case for Radical Reform, 
NCPA Policy Report no. 115 (Dallas: National Center for Policy Analysis, January 
1985). 

29Ibid. 
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Whereas nationally only about 8.3 percent of auto insurance 
premiums represent risk pool insurance, the Massachusetts risk 
pool now accounts for one-fifth of all the auto risk pool insurance 
in the United States. The risk pool invariably loses money, and the 
deficits are financed by higher premiums charged to other drivers. 
For all Massachusetts drivers, there is little relationship between 
driving behavior and insurance premiums. 30 

Proposals to Treat Health Insurance like Auto Insurance 
In almost every state, people are required to buy auto liability 

insurance as a condition for the right to drive. Many-including 
some who otherwise advocate free-market solutions to health care 
problems-have argued that health insurance should be manda
tory, in an analogous way.31 The above discussion should give 
pause to proponents of such views. If individual health insurance 
were mandatory, health insurance prices-like auto liability insur
ance prices-would be determined in the political arena. Moreover, 
because health insurance is a far more emotional issue than auto 
liability insurance, the experience of Massachusetts and other states 
is only a small indication of the political crisis that would be created. 

Realistically, governments cannot require the purchase of health 
insurance and leave insurers, providers, and state legislators free 
to increase the price without limit. Mandating health insurance is 
an open invitation to government regulation of the entire health 
care system.32 

Why Health Insurance Is Different 
During the early years of its development, health insurance had 

many of the characteristics of other forms of insurance. During 
the 1950s, for example, premiums charged by commercial insurers 

3OSimon Rottenberg, The Cost of Regulated Pricing: A Critical Analysis of Auto Insurance 
Premium Rate-Setting in Massachusetts (Boston: Pioneer Institute, 1989). 

31See Stuart Butler and Edmund Haislmaier, A National Health Care System for 
America, rev. ed. (Washington: Heritage Foundation, 1989); and Mark Pauly et aI., 
"A Plan for 'Responsible National Health Insurance'," Health Affairs (Spring 1991), 
pp.5-25. 

32The Heritage Foundation plan would require everyone to purchase health insur
ance under federal law, but under the doctrine of states' rights, it would leave state 
governments free to impose an unlimited number of mandated health insurance 
benefits. 
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reflected real actuarial risks. Policies were often guaranteed renew
able, so that once people became sick, they could continue to get 
insurance coverage. Insurance benefits were usually paid to the 
patient. Under prepaid schemes, insurers reimbursed hospitals and 
doctors on the basis of charges, not costs. And the history of health 
insurance in the logging and mining industries in Washington and 
Oregon indicates that insurers made real efforts to prevent overuse 
of medical services and overcharging. 

Nevertheless, these characteristics of health insurance slowly 
vanished as Blue Cross and Blue .Shield began to monopolize the 
health insurance marketplace and as state governments increas
ingly regulated the market. The philosophy of the Blues was that 
everyone should pay the same premium, regardless of risk. Thus, 
the Blues practiced community rating, charging the same premium 
to everyone in the same community, and explicitly rejected risk 
rating or experience rating. The group health insurance plans of 
large employers reflected a similar view, charging employees an 
artificial premium that was the same for all, regardless of age, 
location, or job task. Eventually, Blue Cross policies began to have 
deductibles and copayments. But the Blue Cross philosophy was 
that people covered by such policies were underinsured. The ideal 
plan, in the Blue Cross vision, was one that provided first-dollar 
coverage for all medical expenses, and those were the plans that 
Blue Cross encouraged employers to buy. 

Because of community rating, sick people could buy Blue Cross 
policies for the same premium price as healthy people. Because of 
the policy of reimbursing hospitals on the basis of costs, Blue Cross 
often overpaid for hospital services. How, then, could Blue Cross 
compete against commercial insurers for healthy customers? The 
answer was that the Blues were given special regulatory treatment 
by state governments and, in the early years, special discounts by 
hospitals and physicians. Physicians also frequently told patients 
that Blue Cross-Blue Shield plans were "good," while other plans 
were "bad." Once the Blues dominated the market, all other insur
ers were forced to reimburse hospitals on the basis of costs and to 
offer similar plans. 

In the cost-plus vision, all payments for health care should come 
from insurers rather than patients. Even today, hospital administra
tors often complain about patient deductibles and copayments, 
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preferring instead to have no financial relationship with patients. 
And there are still Blue Cross spokesmen who view people as 
underinsured if their health insurance contains any deductible or 
copayment. 

In the cost-plus vision, everyone should pay the same premium 
for health insurance, regardless of risk or health status. Insurers 
should pay health providers based on the costs of needed care
costs wholly determined by physicians' judgments and patients' 
consumption decisions, with no consideration of monetary costs. 
Why are actuarially fair insurance premiums incompatible with the 
cost-plus system? Because they are competitive prices-and in the 

, cost-plus system, no one faces competitive prices for any service. 
The cost-plus answer to every financial problem in the medical 

marketplace is a system of price discrimination in which some 
buyers are overcharged while others are undercharged. How 
should we finance the free or below-cost care that physicians pro
vide to low-income patients? The physicians' answer is to over
charge all other patients. How should we finance the hospitals' 
expenses for people who cannot or will not pay their bills? The 
hospitals' answer is to overcharge all other buyers. How do we 
subsidize health insurance premiums, so that sicker and riskier 
people can afford to pay for them? The insurers' answer is to 
overcharge everyone else. 

The cost-plus vision is not a malevolent one. The goal, after all, 
is to make medical care and health insurance available to people 
who might otherwise have none. But the practical consequences 
are malevolent. Without competitive prices, ordinary people cannot 
make rational choices between medical care and other goods and 
services, and between self-insurance and third-party insurance. 
Without competitive prices, suppliers of medical services cannot be 
guided to find efficient ways of delivering medical care. Without 
competitive prices that allow individuals to make rational decisions, 
there is no alternative to health care rationing administered by 
large, impersonal bureaucracies. 

Perhaps the worst consequence of the cost-plus vision has been 
the destruction of real insurance and its replacement by a system 
of prepayment for the consumption of medical care. One way to 
appreciate what a difference that makes is to consider our discus
sion about the origins of health insurance (see chapter 5). Health 
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insurance developed in the riskiest industries-principally mining 
and logging-where the demand was greatest. But a 1990 report in 
the New York Times found that today's health insurers are blacklist
ing the industries with the greatest health risks, and heading the 
blacklist are mining and logging.33 

The Inevitability of Change 
The cost-plus system may either evolve into a system of national 

health insurance or be replaced by a system of competitive markets. 
Even the vested interests who publicly support it privately search 
for ways to opt out of it. In the next chapter we examine ways in 
which individual employers, insurers, hospitals, and physicians 
have attempted to partially opt out of the cost-plus system. 

33Milt Freudenheiffi, "Health Insurers, to Reduce Losses, Blacklist Dozens of 
Occupations," New York Times, February 5, 1990. 
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From its inception some 50 years ago, the cost-plus system con
tained a fatal flaw that ultimately would have to be dealt with. The 
day of reckoning came less than a decade after the enactment of 
the Medicare and Medicaid programs. Once the federal government 
began funneling billions of dollars into the cost-plus system, health 
care costs exploded. Everyone agreed that something had to be 
done. 

From Regulation to Competition 

The initial response was to take a regulatory meat-ax to the sys
tem. Laws were passed to effectively keep hospitals from spending 
money. Certificate-of-need legislation required that hospital man
agement get government permission before it built new hospitals, 
added new capacity, or purchased expensive equipment. Legisla
tion creating physicians' standards review organizations (PSROs) 
sought to eliminate "unnecessary" surgery and "unnecessary" 
lengths of stay. 

If the history of government regulation teaches us anything, it is 
the extreme difficulty of keeping people from doing what is mani
festly in their self-interest. That is true even in areas in which the 
product or service is fairly uncomplicated, such as airline travel or 
telephone calls. It is much more difficult in a market such as hospital 
care, in which the service being rendered is not easy to define. 

The attempt to keep hospitals from spending money by regula
tion failed. In the late 1970s and early 1980s, the federal government 
took a different tack. That consisted of a series of steps designed 
to partially opt out of the cost-plus system, or to at least limit 
government's exposure. States were allowed and even encouraged 
to experiment with alternative methods of Medicaid reimburse
ment. Medicare abandoned its cost-plus reimbursement formulas 
and instituted a prospective reimbursement system under which 
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Figure 7.1 
NUMBER OF SURGERIES PERFORMED IN SURGI-CENTERS, 
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hospitals were paid fixed prices for treating specific conditions. 1 In 
addition, competition began to make headway. 

The medical marketplace today is schizophrenic. On the one 
hand, it is still dominated by the remnants of cost-plus finance. On 
the other hand, there is a swirl of competitive, entrepreneurial 
activity, as health care providers and employers who fund group 
plans search for alternatives. Such activities threaten the founda
tions of the cost-plus system, which cannot coexist with a genuine 
market system. The cost-plus system, which required government 
help to come into existence, will require more government help to 
survive. That is why its defenders invariably favor government 
regulation and abhor competition. 

As in other regulated markets, the existence of cross-subsidies in 
the hospital sector creates opportunities for entrepreneurs. Surgi
centers (for outpatient surgery) came into existence to serve patients 
that hospitals overcharged for minor surgery (see Figure 7.1). For
profit emergency care clinics began to cater to patients that hospital 

IUnder this system, the diagnosis of a patient is supposed to be categorized by 
physicians into one of 492 diagnosis-related groups (DRGs). Medicare pays hospitals 
a fixed price for each DRG. In principle, if the hospital can perform the service for 
less than Medicare's price, it makes a profit; if the cost is higher than Medicare's 
price, it incurs a loss. 
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emergency rooms overcharged for minor injuries. Proprietary hos
pitals expanded to cater to patients who paid their own way and 
had no desire to subsidize the bad debts or charity care of others. 
In these ways, entrepreneurship, innovation, and the search for 
profit tended to eliminate the cross-subsidies. 

To the individual consumer in the medical marketplace, such 
developments are quite welcome because they lead to lower prices. 
Consumers with minor injuries may see their medical expenses 
cut in half by choosing an emergency care clinic over a hospital 
emergency room. A candidate for surgery may be able to achieve 
similar savings by choosing an outpatient surgical clinic over hospi
tal surgery. In either clinic, the patient is not charged for empty 
hospital beds, bad debts, charity care, the education of medical 
students, and dozens of other items unrelated to the person's own 
treatment. 

But those who are firmly entrenched in the cost-plus system view 
each of these developments with alarm. Why? Because although 
such developments may lower prices charged to patients, they 
are not perceived to lower hospital costs. After all, the cost-plus 
mentality reasons, all of the hospital's emergency room expenses 
still have to be paid. So do the expenses for the bad debts, charity 
cases, teaching activities, empty hospital beds, etc. 

Every time a paying patient with an uncomplicated medical prob
lem is drawn out of the conventional hospital system, it is seen as 
a loss of revenue-revenue that otherwise would have been used 
to cover fixed costs. Once lost, the revenue must be made up, and 
who is left to make it up but the third-party payers who fund the 
cost-plus system? To the cost-plus mentality, anyone who opts out 
of the conventional hospital system leaves behind a greater burden 
to be shared by those who remain. That gives those who remain an 
even greater financial incentive to join those trying to opt out. 

The Changing Market for Health Insurance in the 1980s 
Competition and pursuit of self-interest, then, are causing the 

cost-plus system to unravel. And during the early 1980s, the most 
important forces for change were the activities of large employers 
who were paying ever-increasing amounts for the health insurance 
of their employees. 2 

2See John C. Goodman and Gerald L. Musgrave, The Changing Market for Health 
Insurance: Opting Out of the Cost-Plus System, NCPA Policy Report no. 118 (Dallas: 
National Center for Policy Analysis, September 1985). 
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Figure 7.2 
NUMBER OF HMO MEMBERS, 1976 TO 1990 
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SOURCE: For 1976-87, The Trauma of Transformation in the 1990s: An Environ
mental Assessment of u.s. Health Care (Minneapolis: Health One, 1989); for 
1988-89, Jerry Geisel, "Open-Ended HMOs Grow More Popular: Inter
study," Business Insurance, January 1, 1990, pp. 34-35; for 1990, "Managed 
Care Update," Modern Healthcare (April 23, 1990), p. 33. 

Health Maintenance Organizations 
One of the best-known attempts to opt out of the cost-plus system 

involved opting out of fee-for-service medicine altogether and rely
ing on prepaid health care, usually through a health maintenance 
organization (HMO).3 During the Nixon administration, the use of 
HMOs in the private sector was encouraged by federal legislation, 
which overrode state laws that discouraged or outlawed them and 
required employers to offer an HMO alternative to conventional 
health insurance. In 1962, 2 percent of all health insurance was 
accounted for by HMO premiums. As Figure 7.2 shows, member
ship in HMOs grew from 6.0 million in 1976 to 28.6 million in 1987, 
almost a fivefold increase. In some localities, HMOs have more 
than one-third of the market today. 

3The term "health maintenance organization" was either coined or popularized 
by Dr. Paul M. Ellwood, Jr., the man generally credited with being the architect of 
the Nixon administration's pro-HMO health care strategy. 
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Self-Insurance 
The truly spectacular change in the 1980s, though, was the move 

by employers from conventional health insurance to self-insurance. 
In many instances, companies opted for complete self-insurance. 
Others self-insured up to a very large amount and paid a "minimum 
premium" for third-party insurance that became effective only if a 
high-dollar limit was exceeded. In either case, the companies had 
the option of operating their own insurance program or contracting 
with an independent firm or a conventional health insurance com
pany (such as Blue Cross) to administer the program.4 

Consider the "administrative services only" plan run for an 
employer by Blue Cross. Under the plan, employees are given Blue 
Cross cards that are presented to hospitals at the time of treatment. 
But when Blue Cross gets the bills, it sends them to the employer. 
All Blue Cross does is process claims. All bills are paid by the 
employer, who assumes all of the financial risk under the plan. 

As a variation on this idea, consider the "minimum premium 
plan," also administered by Blue Cross. Under this plan, the 
employer agrees to pay all bills up to an amount sufficient to cover 
employees' normal and expected health care expenses. The money 
needed to cover these expenses is often deposited in a trust fund, 
which can earn tax-free interest. If the employer's total health care 
bills exceed the maximum the employer has agreed to pay, Blue 
Cross makes up the difference. The insurance premium that the 
employer pays Blue Cross to assume this top-end risk, the "mini
mum premium," is much smaller than the premium would be for 
all the insurance risk. 

In 1976, employer self-insurance accounted for only 5 percent of 
all health insurance. By 1983, 32 percent of all health insurance was 
accounted for by plans that were either wholly or largely self
insured.s Between 1965 and 1983, the Blue Cross-Blue Shield mar
ket share dropped from 45 to 35 percent, and the market share of 
other conventional health insurance companies dropped from 48 to 

4For a description of these techniques and an explanation of some of the benefits, 
see Employee Benefit Plan Review (June 1980), p. 12 ff. 

sRoss H. Arnett III and Gordon Trapnell, "Private Health Insurance: New Mea
sures of a Complex and Changing Industry," Health Care Financing Review 2 (Winter 
1984): 31. 
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27 percent. 6 Another way to view this change is to consider the 
extent to which American business turned to alternative health 
insurance of all types. In 1976, unconventional insurance (prepaid 
plans or self-insurance) accounted for only 7 percent of all health 
insurance; by 1983, it accounted for 38 percent. 7 

The trend toward alternative forms of health insurance was initi
ated by the nation's largest firms. A survey by the Health Research 
Institute discovered that, of the 1,500 largest employers, 83 percent 
were relying on some form of self-insurance by 1984.8 But the trend 
was by no means confined to large companies.9 The growth in self
funding also was evident among medium-sized and even relatively 
small firms. 10 For example, a 1988 survey found that of firms with 
1,000 or more employees, 70 percent were self-insured; of firms 
with 100 to 999 employees, 29.7 percent were self-insured; and of 
firms with 100 or fewer employees, 26.7 percent were self-insured.]] 
In 1981, 21 percent of employees of medium- and large-sized firms 
were covered by self-insurance. By 1985, that number had doubled, 
to 42 percent. 12 Today, 56 percent of employees with health insur
ance work for an employer who is fully or partially self-insured.13 

When companies self-insure, they are usually entering a field in 
which they have no prior experience. Thus it is not surprising that 
studies show that the act of self-insuring raises health care costs 
by about 12.3 percent. 14 For self-insurance to be a cost-effective 

6Ibid. 

7Ibid. 

8Cited in Meg Fletcher, "More Small Firms Self-Funding Health Plans," Business 
Insurance (December 10, 1984): 12. 

9Coopers & Lybrand, Employee Medical Plan Costs: A Comparative Study (Dallas, 
1984), p. 4I. 

lOlt is difficult for small firms to self-insure because of the administrative costs and 
the risk. For large firms, the risk is spread over a larger number of employees and 
the administrative costs per employee are smaller. 

IlHealth Insurance Association of America-Johns Hopkins survey of 1,457 firms, 
1988. Reported in Jon Gabel and Gail Jensen, "The Price of State-Mandated Benefits," 
HIAA Research Bulletin (July 1989). 

I2Gail Jensen and Jon Gabel, "The Erosion of Purchased Insurance," Inquiry 25 
(Fall 1988): 329. 

13Cynthia B. Sullivan and Thomas Rice, "The Health Insurance Picture in 1990," 
Health Affairs (Summer 1991), p. 11I. 

14Jensen and Gabel. 
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alternative, there must be offsetting advantages that reduce health 
care costs. Such advantages are twofold. First, employers who self
insure avoid costly state government regulation of health insurance 
and take advantage of provisions of the federal income tax code 
that encourage self-insurance. Second, employers who turn to self
insurance put in place important cost-management techniques that 
traditional insurers were unwilling to implement. Let us consider 
briefly these two incentives. 

Self-Insurance: Escape from Regulation 

Health economists Gail Jensen and Jon Gabel have identified 
five advantages of self-insurance that directly relate to government 
policies. IS They are (1) avoiding the state premium taxes, (2) avoid
ing state-mandated benefits, (3) avoiding capital and financial 
reserve requirements, (4) avoiding payments to risk pools, and (5) 
enjoying tax advantages. 

Avoiding State Premium Taxes 

AlISO states levy taxes on the premiums of commercial insurance 
companies, and 26 states now levy premium taxes on Blue Cross 
and Blue Shield. Such taxes are typically 2 to 3 percent of annual 
premiums. For a company such as General Motors, annual pre
mium taxes could easily exceed $50 million. 16 Companies that self
insure avoid these taxes. 

Avoiding State-Mandated Benefits 

The market for health insurance has been hit by a tidal wave of 
state-mandated benefit regulations in recent years (see chapter 11). 
These are laws requiring insurers to cover specific services and 
diseases. For insurers, the mandates can be enormously expensive. 
Take psychiatric care, for example. In 1973, Chrysler Corporation, 
which offered only limited employee mental health benefits, experi
enced 30,000 psychiatric visits at a cost of $800,000. In 1978, under a 
new agreement negotiated with the United Auto Workers, Chrysler 
greatly liberalized its mental health benefits. Total visits jumped to 

15Jensen and GabeL p. 329. 

16Ibid. 
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200,000 at an annual cost of more than $5 million. 17 Nationwide, 
outpatient psychiatric benefits add about 11.8 percent to the cost of 
a family insurance policy. IS But 36 states require insurers to cover 
the services of psychiatrists, whether or not the policyholders want 
this benefit. 19 Because companies that self-insure are not subject to 
these regulations, mandated health insurance benefit laws give 
companies a powerful incentive to choose self-insurance. Accord
ing to one study, the mandate for mental health care alone increases 
the probability that a large firm will self-insure by 93.2 percent. 20 

Avoiding Capital and Financial Reserve Requirements 
Partly to ensure the financial solvency of insurers, state govern

ments require that insurers have large capital reserves. Setting aside 
large reserves can be costly and raises the cost of insurance. Compa
nies that self-insure are exempt from such requirements. 

Avoiding Payments to Risk Pools 
Some states have established pools to subsidize health insurance 

for high-risk individuals. In most cases, the subsidies are financed 
by taxing all insurers operating within a state. Currently, 15 states 
have risk pools and many more are considering them. Companies 
that self-insure are exempt from such taxes, and one study has 
estimated that the existence of a risk pool increases the probability 
that a large firm will self-insure by almost 56 percent. 21 

Enjoying Tax Advantages 
Yet another advantage of self-insurance has been created by a 

change in the federal income tax law. Employers who establish 
their own health insurance funds can deduct contributions to those 
funds and earn tax-free interest on the amount accumulated. A 1984 

17Speech by former Secretary of Health, Education, and Welfare Joseph Califano, 
(January 1984). See "Cost Crisis and Perspectives-Health Care 1985," Insurance 
Sales (July 1985), p. 40. 

18Gail Jensen and Michael Morrisey, "Group Health Insurance: A Hedonic Price 
Approach," Review of Economics and Statistics 72, no. 1 (February 1990): 38-44. 

19 A. Ralston, M. Power, and S. McGinnis, State Legislatively Mandated Life and Health 
Insurance Coverages (The Legislatively Extended Assistance Group, University of 
Iowa, 1988). Cited in Jensen and Gabel, p. 3. 

20Gail Jensen and Michael Morrisey, "State Insurance Regulation and the Decision 
to Self-Fund," Working Paper (University of Illinois at Chicago, 1989). 

21Ibid. 
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survey by The Wyatt Company found that 21 percent of surveyed 
employers self-insured for that reason, up from 9 percent in 1980. 22 

In the Employee Retirement Income Security Act (ERISA) of 1974, 
the federal government exempted companies that self-insure from 
state laws regulating health insurance, such as those listed above. 
Numerous court decisions have upheld this exemption in the face 
of attempts by state governments to undermine it. This develop
ment has proved to be important. For example, a study of firms 
that chose to self-insure over the period from 1981 to 1984 concluded 
that 51 percent would not have opted for self-insurance had it not 
been for state government regulations that increase the cost of 
health insurance. 23 

Self-Insurance: Escape from Traditional Insurance Methods 

The cost-plus system is at its very worst when health insurance 
companies do not aggressively monitor the behavior of health care 
providers. At the risk of unfair characterization, the system can 
be described in the following way. Under the cost-plus system, 
hospitals submit bills and insurance companies pay them. At the 
end of each year, the insurance company compares the employer'S 
total premiums with the reimbursements that the insurance com
pany actually made. If reimbursements are greater than premiums, 
the employer's premiums are raised in the following year. Insur
ance companies that act in this way are doing little more than 
processing claims. Thus, one way to look at self-insurance is to 
view companies as simply formalizing an arrangement that has 
already existed de facto. Under one form of self-insurance, a con
ventional insurance company is retained formally to do nothing 
more than process claims. Under complete self-insurance, the com
pany does its own claims processing. In both versions, however, 
the role of aggressively monitoring health care expenses and influ
encing how the funds are spent is left to the employer. 

22Jerry Geisel, "Surveys Find Most Employers Self-Funding Health Benefits," 
Business Insurance (January 28, 1985), p. 10. The funds to which these contributions 
are made are called voluntary employee beneficiary associations (VEBAs), or 
501(c)(9) trusts. 

23Ibid. 
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But the change to self-insurance was important. For even if the 
change in responsibility was a mere formality, it laid the ground
work for more change. In the early 1980s, companies that controlled 
their own health insurance plans were in a better position to insti
tute and experiment with other cost-control techniques that tradi
tional insurers refused to implement. By the end of the 1980s, all 
health insurance companies (including Blue Cross) were actively 
implementing similar cost-control techniques. To survive in the 
health insurance market today, management of health care costs is 
essential. 

Case Study: U.S. Administrators, Inc. 24 

One example of how unconventional health insurance can help 
employers opt out of the cost-plus system is the case of U.S. Admin
istrators, Inc., an innovator in cost-management techniques used 
in the 1980s. When a company self-insures, it immediately saves 
about 2 to 3 percent on its health insurance bill by avoiding the 
payment of state taxes on insurance premiums. According to Sam
uel Kaplan, president of U.S. Administrators, though, the potential 
total savings are 10 to 15 times that amount. 

How can these savings be realized? For one thing, Kaplan says, 
a typical company can save 6 to 12 percent simply by engaging in 
better auditing and claims review techniques than those used by 
traditional insurance companies. In addition, companies can save 
10 to 15 percent more by employing cost-management techniques. 
One of the most important of those is comprehensive utilization 
review-keeping meticulous records to identify doctors and hospi
tals that overcharge, are too quick to admit patients, or keep patients 
in the hospital too long. 

Kaplan's company also engages in other cost-containment prac
tices. For example, it maintains a hotline so that patients and physi
cians can call for prior approval before elective surgery. Physicians 
describe the diagnosis, state why they recommend surgery, and 
what they intend to charge. U.S. Administrators keeps records 
of what other physicians in each geographical area charge and 
frequently negotiates with the physician over the price. 

24This discussion is based on authors' interviews with Samuel X. Kaplan, president 
of U.S. Administrators, Inc. 
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U.S. Administrators also employs another cost-management 
technique. Say a gall bladder operation normally costs about $3,000, 
and about $1,000 of that amount is the physician's fee. U.S. Admin
istrators reasons that the physician has a great deal of control over 
the other $2,000. So U.S. Administrators might strike the following 
deal: If the total procedure is under $3,000, the physician gets 125 
percent of the agreed fee; if it is over $3,000, the physician gets 
only 75 percent of the fee. This arrangement gives physicians an 
incentive to care about all of the costs they can influence. 

Kaplan is convinced that such techniques work. And he is willing 
to bet money on it. U.S. Administrators often puts part of its fee at 
risk, contingent on how well it performs for its clients. Suppose 
that an employer has been experiencing average health care costs 
of $1,000 per employee. U.S. Administrators might strike the fol
lowing deal: If the company manages to reduce the employer's cost 
to $900 per employee, U.S. Administrators gets its contractual fee 
plus a percentage of the amount saved; if costs go up above $1,000, 
the employer pays only 75 percent of the contractual fee. 

Do these cost-cutting techniques threaten to reduce the quality 
of health care patients receive? Kaplan is adamant on this point. 
"Good cost-management leads to better health care/' he says. If 
patients can avoid unnecessary surgery and unnecessary tests, they 
also avoid the risks associated with those procedures. Many medical 
procedures are indeed risky and should be avoided unless doing 
so poses even greater risks to the patient's health. 

Cost-Management Techniques Developed in the 1980s 
U.S. Administrators, Inc., is not alone. In just a few years in the 

1980s, these and other cost-control techniques were implemented, 
first by large companies and then by smaller ones. Soon, traditional 
insurers climbed on the cost containment bandwagon. Figure 7.3 
shows how radically employer-provided health insurance changed 
in just five years. In 1984, 96 percent of insured workers were 
enrolled in a traditional fee-for-service plan. By 1988, the figure 
had dropped to 28 percent. Today, there are very few traditional 
insurers. As a representative of a large insurance company 
explained, "If you're not involved in cost-management, you can't 
be in the market for health insurance." 

Various cost-control techniques implemented in the early 1980s 
by Fortune 500 companies are commonplace today (see Table 7.1). 
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Figure 7.3 
EMPLOYER-PROVIDED HEALTH INSURANCE, 1984 AND 1988 
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SOURCE: Health Insurance Association of America. 
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At the time of their implementation, however, they were consid
ered radical. A brief description of some of the techniques follows. 

Contracting Directly with Health Care Providers 
One way of opting out of the cost-plus system is to negotiate 

directly with hospitals, doctors, and other health care providers. 
When employers engage in the negotiations, they are bargaining 
over price, not merely reimbursement for costs. The use of HMOs 
is an example of this behavior. Another is the use of a preferred
provider organization (PPO) (see Figure 7.4). Under this arrange
ment, employers negotiate discounts with doctors and hospitals. 
Frequently, employees share in the savings if they use designated 
providers. One survey of U.S. companies found that one-half of 
all workers who are employed by companies with 1,000 or more 
employees are covered by an HMO or pPO.2S 

Increasing Employees' Deductibles and Copayments 
During the 1960s and 1970s, the trend in employer-sponsored 

health insurance was toward greater and greater coverage of 
employees' health care expenses. To employees, a good health 

25 A. Foster Higgins & Co., Health Care Benefits Survey, 1988, p. 4. 
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Table 7.1 
COST-CONTAINMENT STRATEGIES OF EMPLOYERS* 

Percent of Employers 
Strategy __ ~ho Use the Strategy 
Precertification of admissions 64% 
Require second opinion 61 
Improve employee awareness 49 
Coordination of benefits 41 
Conduct utilization reviews 39 
Individual case management 33 
Increased deductible 32 
Special pretax spending accounts 30 
Employee assistance programs 30 
Review of claims checking 28 
Special coverage of generic drugs 27 
Improved data analysis 25 
Wellness/fitness programs 25 
Preemployment medical exams 24 
Improved monitoring 23 
Reduce benefits 22 
Require outpatient care 18 
ChOices/cafeteria-type plans 17 
Increase copayment 13 
Coverage for special facilities 8 
In-house medical service 5 

Percent Using the Strategy 
Who Find It Effective 

33% 
14 
14 
26 
30 
35 
32 
36 
24 
25 
30 
19 
19 
28 
26 
34 
24 
44 
35 
25 
22 

SOURCE: Society for Human Resource Management, reported in Business and Health (September 1990), p. 9. 
*Based on a survey of 1,277 firms. 



PATIENT POWER 

Figure 7.4 
NUMBER OF PPOS, 1980 TO 1990 
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SOURCE: For 1980-88, The Trauma of Transformation in the 1990s: An Environ
mental Assessment of u.s. Health Care (Minneapolis: Health One, 1989); for 
1989-90, authors' interview with Linda Robinson, American Association 
of Preferred Provider Organizations, April 23, 1991. 

insurance policy was one that paid for almost everything. Today, 
that view is vanishing and is certainly not held by most employers. 
During the 1980s, there was a rapid movement in the opposite 
direction. A 1985 Business Roundtable survey of large companies 
found that most had increased the share of costs borne directly by 
employees by raising deductibles and copayments. Of the compa
nies surveyed, 57 percent had an annual deductible, more than half 
had raised the deductible since 1982, and 98 percent required a 
copayment of some type. 26 That trend has continued. Between 
1985 and 1988, about 79 percent of all employers increased their 
deductibles. 27 

26The survey covered the health plans of 122 Business Roundtable members 
(mostly Fortune 500 companies) for 7.5 million employees and dependents. See 
Highlights: The 1984 Business Roundtable Task Force on Health Survey (1985), p. 2 (herein
after referred to as Business Roundtable Survey). 

27 A. Foster Higgins & Co., p. 17. 
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Offering Flexible Benefits 
Closely related to the concept of greater employee cost sharing 

is the practice of giving the employee a choice between a high-cost 
health insurance policy (with low deductibles and low co payments) 
and a low-cost plan (with high deductibles and high copayments). 
Employees who choose the low-cost plan are allowed to pocket the 
savings or apply it to some other fringe benefit. The ideal way to 
structure the option is to allow employees to reap the full financial 
benefits of choosing the lower cost plan or, conversely, to pay the 
full cost of choosing the higher cost plan. 

Take Pepsico Inc. for example. In 1980, the company offered this 
option to its employees. However, because it underpriced the high
cost plan, 65 to 75 percent of Pepsico employees chose a plan with 
no copayment. After Pepsico raised the price of its high-cost plan 
to reflect actual costs, more than 50 percent of Pepsico employees 
chose the lower cost plan. 28 

A natural extension of this idea is to offer employees a full range 
of fringe benefit choices, a practice sometimes known as the cafete
ria plail. Under this arrangement, employees who save money by 
choosing lower cost health insurance can divert the savings to some 
other tax-favored employee benefit (such as a pension plan or day 
care benefits), and avoid realizing additional taxable income. 

According to Harvard Business School professor Regina Herz
linger, Quaker Oats successfully used employee options (including 
cash dividends to employees) to hold its health care cost increases 
to only 6 percent per year from 1983 to 1990.29 When Quaker Oats 
employees became involved in choosing their own health care 
plans, they reduced their hospital usage by 46 percent. Overall, the 
company kept its health care cost increases from 27 percent to 67 
percent below the national average. 

Encouraging Employees to Make Low-Cost Choices 
In the traditional market for hospital care, more than 90 percent 

of the cost is paid by someone other than the patient. That means 

28Regina E. Herzlinger and Jeffrey Schwartz, "How Companies Tackle Health Care 
Costs: Part I," Harvard Business Review (July-August, 1985), p. 75. See also Jack 
Meyer, Sean Sullivan, and Sharon Silow-Carroll, Private Sector Initiatives: Controlling 
Health Care Costs (Washington: Healthcare Leadership Council, 1991), p. 36. 

29Regina E. Herzlinger, "Health Competition," Atlantic Monthly (August 1991), 
p.77. 
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that when patients make wasteful choices, 90 percent of the waste 
is shifted to someone else, and when they make prudent choices, 
90 percent of the savings is realized by someone else. Many compa
nies are changing their health benefit plans to give employees 
incentives for cost-reducing choices, especially when there are great 
opportunities to reduce costs. An example of a PPO arrangement 
with employee incentives is the plan adopted by AT&T, which 
spends more than $1 billion a year on employee health care. Doctors 
and hospitals who are part of AT&T's PPO have agreed to limit 
charges and get company approval prior to expensive procedures. 
AT&T employees may choose their physicians, but those who 
choose PPO doctors pay a $150 deductible, a 5 to 10 percent co pay
ment for most charges, and nothing for hospitalization. Those who 
go outside of the network pay a $200 deductible and a 20 percent 
co payment for all services. 30 

Another method of encouraging low-cost consumption is 
through direct cash payments to employees who are patients. 
Among Milwaukee HMOs, for example, Samaritan Health Plan 
offers a $100 gift certificate at a local toy store for mothers who are 
discharged within 24 hours of giving birth (the average hospital 
stay in Milwaukee is 48 hours), Compcare offers mothers a choice 
of two days of home health services by a registered nurse or a $100 
U.S. savings bond, and Managed Health Services offers 12 hours 
of free nanny services and four weeks of diaper service (also valued 
at about $100). Given that the average daily cost at a Milwaukee 
hospital is $700, the HMOs make about a $600 profit on the 
exchange.31 

Another technique is an extension of the practice of negotiating 
over the phone, described above. Health Benefits Research Corpo
ration (HBRC) has a toll-free telephone number for employees of 
client firms to call prior to surgery. HBRC contacts the physician, 
determines the fee, and then tells patients what their out-of-pocket 
costs will be. HBRC negotiates price discounts with physicians and, 
if a physician refuses to negotiate, refers the patient to a board
certified surgeon who agrees to accept "reasonable and customary" 

30Miit Freudenheim, "AT&T's Plan to Slow Costs," New York Times, February 27, 
1990. 

31Neil Rosenberg, Medical Tribute, November 1, 1990, reported in Medical Benefits 
7, no. 23 (December 15, 1990): 2. 
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reimbursement. The company reports that 63 percent of physicians 
are willing to negotiate fees and that the savings average 38 percent 
of the original charges. 32 

Companies have also created incentives in other ways. For exam
ple, the Business Roundtable found that almost all companies sur
veyed covered outpatient surgery and that more than 40 percent 
paid a higher percentage of the bill for outpatient than for inpatient 
surgery. In addition, 98 percent paid for second opinions and 55 
percent offered employees a financial incentive to obtain a second 
opinion.33 

Auditing Claims and Reviewing Utilization 
Most large companies today have a formal procedure for auditing 

health insurance claims to determine the accuracy of the claim, the 
eligibility of the claimant, or whether the service is actually covered 
by the policy. Most large companies also conduct utilization reviews 
to identify unnecessary procedures or inappropriately long hospital 
stays. With increasing frequency, companies are employing utiliza
tion review techniques before the service is rendered. Many compa
nies require prior approval for surgery. The 1988 Foster Higgins & 
Co. survey found that almost 75 percent of all large employers 
(1,000 or more employees) had mandatory utilization review proce
dures for hospitalization and surgery.34 Moreover, 68 percent of 
large employers and 37 percent of smaller ones had catastrophic 
case-management programs to ensure appropriate, cost-effective 
treatment in the most severe cases. 35 

Promoting Wellness 
Yet another cost-control technique is to promote preventive mea

sures. In the Business Roundtable survey, one-third of the compa
nies gave new employees screening physicals, one-fourth offered 
periodic physicals to all employees, and one-half provided physical 
fitness programs. In addition, 49 percent offered employee counsel
ing for alcohol and drug abuse, 30 percent did so for family prob
lems, and 29 percent did so for job-related stress. 36 Moreover (as 

32Reported in Health Benefits 7, no. 3 (February 15, 1990): 6. 

33Ibid., p. 3. 

34 A. Foster Higgins & Co., p. 5. 

35Ibid., p. 28. 

36Business Roundtable Survey, p. 5. 
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noted in chapter 4), by the end of the decade many employers had 
become more aggressive. An estimated 6,000 companies refused to 
hire smokers. Others refused to hire people who drink or engage in 
risky activities (such as motorcycling). Some companies instituted 
differential premiums for employees, charging more to those 
employees who smoked or were overweight. 

The Changing Nature of the Medical Marketplace 

The medical marketplace cannot be changed by the actions of a 
single company. But when many engage in the cost-cutting tech
niques described above, each act is a nibble at the foundations of 
the cost-plus system. The cumulative effect is to set in motion a 
process of change. 

It is interesting how this change is occurring. A company alters 
its health benefits policy because to do so is in its self-interest. The 
self-interested actions of one causes others to change. As companies 
change their behavior, so do hospitals and insurers. At Blue Cross, 
for example, administrators have not been sitting idly by, watching 
their market share disappear. According to a Blue Cross and Blue 
Shield Association publication released in the mid-1980s, the Blues' 
plans had 66 HMOs with more than two million members and as 
many as 40 PPOs. Blue Cross plans across the country are adopting 
procedures to encourage outpatient surgery, require prior approval 
of hospital admissions, mandate second opinions before surgery, 
establish utilization review programs, and encourage reductions in 
length of stay.37 

Most of the changes taking place in the medical marketplace are in 
the direction of a more competitive market. Why are these changes 
occurring? One reason is that health care has become more expen
sive. That gives consumers of medical resources a greater incentive 
to find ways to economize. A second reason is that the supply of 
medical resources has outstripped demand-more doctors, more 
hospitals-largely as a result of government subsidies. That puts 
greater pressure on the providers of medical services to find new 
ways of attracting patients. A third reason is that many government 
impediments to competitive activity have been removed, and there 

37Blue Cross and Blue Shield Association, Questions and Answers on the New Health 
Care (May 1985). 
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Figure 7.5 
LENGTH OF STAY IN COMMUNITY HOSPITALS, BY AGE GROUP, 

1977 TO 1989 
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SOURCE: American Hospital Association's monthly panel survey of commu
nity hospitals. Graph reproduced from The Trauma of Transformation in the 
1990s: An Environmental Assessment of u.s. Health Care (Minneapolis: Health 
One, 1989). 

IThe elderly are those aged 65 and older. 

is now more freedom to compete. A fourth reason is the change in 
Medicare reimbursement rules. By adopting a policy of paying fixed 
prices for hospital procedures, the federal government has shown 
itself less willing to pay for the inefficiencies that raise the costs of 
hospital services. 

How Well Are Cost-Management Techniques Working? 

The number of hospital admissions steadily declined throughout 
the 1980s. Perhaps partly as a result of the change in Medicare's 
reimbursement policies, there has also been a steady decline in 
average length of stay for elderly patients (see Figure 7.5). Annual 
increases in hospital revenues also have been falling (see Figure 
7.6). 

Now for the bad news. Medical inflation continued to outpace 
consumer prices in the 1980s. Between 1981 and 1986, hospital 
expenditures grew by 60 percent. Moreover, after about five years 
of moderate increases in insurance premiums paid by employers in 
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Figure 7.6 
HOSPITAL REVENUES PER CASE, 1980 TO 1988 
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SOURCE: American Hospital Association's monthly panel survey of commu
nity hospitals, compiled by ProPAC, 1988. Graph reproduced from The 
Trauma of Transformation in the 1990s: An Environmental Assessment of u.s. 
Health Care (Minneapolis: Health One, 1989). 

the mid-1980s, premium prices began to soar. Over the three-year 
period from 1985 through 1987, health care costs per employee 
grew at 6.5 percent per year, or at about twice the rate of inflation 
(3 percent); over the three-year period from 1988 through 1990, they 
grew at 17.4 percent, or more than three times the rate of inflation 
(see Figure 4.4 in chapter 4). 

Many of the cost-management techniques that worked well in 
the early 1980s are not working as well today, and some are not 
working at all. For example, employers who offered HMOs are now 
discovering that those who choose the HMO option tend to be 
healthier. That leaves sicker, more-expensive-to-cover employees 
in the company's primary health plan. Employers who negotiated 
PPO arrangements with hospitals are discovering that the initial 
savings are slowly vanishing. Discounts on hospital prices accom
plish little when everyone has the same discount and nominal 
prices (which few are paying) continue to rise. Employers who 
encouraged their employees to choose outpatient surgery are find
ing that increases in the cost of outpatient care are more than 
offsetting decreases in inpatient costs. 
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Table 7.2 
CATARACT SURGERY: MEDICARE PAYMENT AMOUNTS 

Category 

Facility fee 
Lens 
Total 
Average 

Hospital 
Inpatient 

$1,200-$1,500 
Included in DRG 

$1,200-$1,500 
$1,350 

Certified 
Hospital 

Outpatient 

$1,000-$2,000 
$250-$790 

$1,250-$2,790 
$2,020 

SOURCE: National Center for Policy Analysis. 

Ambulatory 
Surgical Center 

$485-$553 
$280-$400 
$765-$953 

$860 

What went wrong? One explanation is that corporate purchasers 
of health cafe underestimated the resilience and determination of 
the cost-plus bureaucracy. With each change in reimbursement 
policies, the providers found ways of maximizing revenues under 
the new set of rules. Take outpatient surgery, for example. When 
performed at a surgi-center, it can cut the cost of inpatient cataract 
surgery by 37 percent (see Table 7.2). That provides strong incen
tives to encourage outpatient treatment. But hospitals have 
responded by setting up their own outpatient services, and hospital 
outpatient surgery costs can be 50 percent more. Corporate buyers 
of health care who encourage outpatient procedures and do not 
carefully monitor them can end up paying more, not less. 

Another way in which providers have responded to new reim
bursement procedures is by unbundling their services and charging 
separate prices for items that were previously lumped in a single 
package. In principle, virtually every physician-provided service
from an office visit to a heart transplant-is described by a standard 
five-digit code. The codes are used by Medicare, Medicaid, Blue 
Cross, and other insurance organizations to determine the amount 
of payment. However, as Table 7.3 shows, doctors in Chicago and 
elsewhere have discovered that unbundling can often increase their 
income even though there has been no change in the amount of 
services. 38 By charging for each separate component of the proce
dure, physicians were able to bill $5,339, whereas the usual charge 

38See Robert Pear, "Federal Auditors Report Rise in Abuses in Medical Billings," 
New York Times, December 20, 1991. 
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Procedure 

Hysterectomy 

Table 7.3 
UNBUNDLING IN CHICAGO 

Usual, customary charge 
Separate charges 

Remove fallopian tubes and ovaries 
Pelvic examination under anesthesia 
Dilation and curettage 
Abdominal exploration 
Total 

Gall bladder operation 
Usual, customary charge 

Removal of gallbladder through 
illuminated tube or laparoscope 

Separate charges 
Remove gallbladder 
Look into belly through fiber-optic tube 
Total 

Total knee replacement 
Usual, customary charge 
Separate charges 

Replace upper part of knee joint 
Replace lower part of knee joint 
Reline kneecap 
Total 

Price 

$3,304 

2,135 
340 
848 

2,016 
$5,339 

$2,576 

2,225 
1,202 

$3,427 

$5,889 

3,012 
2,844 
2,677 

$8,553 
SOURCE: Medicode Inc., Physicians' Current Procedural Terminology, reprinted 
in the New York Times, December 20, 1991. 

for a hysterectomy in Chicago is $3,304. Similarly, through 
unbundling, a $2,576 gall bladder fee became $3,427 and a $5,889 
fee for a knee replacement grew to $8,553. 

Another reason that employers have not been more successful is 
that, even with more cost sharing on the part of employees, the 
vast bulk of medical expenses is still paid by third parties. Large 
corporations and large insurance companies have not made the 
employees and policyholders full participants in the attempt to opt 
out of cost-plus medicine. 
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How Employers Are Overlooking the Role of the Consumer 

Despite the dramatic changes of the 1980s, most employers still 
make no real effort to empower their employees as consumers in 
the medical marketplace. Employees still perceive that they are 
spending someone else's money rather than their own. Thus, it 
is still in the self-interest of employees and their physicians to 
overspend and overuse health care services. 

Patients and Doctors 
Through innovative utilization review techniques, employers 

have had some success in negotiating lower physicians' fees and 
avoiding some unnecessary surgery. But the self-interest of patients 
and doctors is still antithetical to the employer'S. And further intru
sions into the doctor-patient relationship will not alter that fact. 

The American Medical Association is correct in its complaint that 
interference in the clinical decisions of physicians threatens to lower 
the quality of medical care. All too often, physicians must get tele
phone approval for a procedure from a nurse who bases her judg
ment on a computerized manual of "acceptable practices."39 50-
called cookbook medical guidelines can harm patients to the extent 
that such guidelines become barriers to medical care. And once 
physicians learn what's in the cookbook, they find ways of getting 
around the system. In one survey, most of the physicians said they 
would help patients get insurance coverage for a test by represent
ing it as necessary for a diagnosis rather than as part of a general 
screening. 40 It is simply a matter of time before physicians become 
equally skilled at obtaining telephone approvals. 

Hospital Prices 

Although employers have made some progress in informing 
employees about out-of-pocket costs for surgery, most have done 
little to help their employees become intelligent shoppers in the 
hospital marketplace. In most major cities, patients still cannot find 
out what their total hospital charges will be prior to admission and 
cannot read the line item bills they receive after discharge. 

39Reported in Medical Benefits 7, no. 3 (February 15, 1990): 6. 

4DDennis Novak et al., "Physicians' Attitudes toward Using Deception to Resolve 
Difficult Ethical Problems," Journal of the American Medical Association 261, no. 20 
(May 26, 1989): 2980. 
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In the early 1980s, the federal government attempted to get out 
of the cost-plus system altogether. Under the Medicare program, 
the federal government began paying fixed prices (determined in 
advance) for hospital procedures for Medicare patients. As we move 
along in the 1990s, private-sector, third-party payers increasingly 
are doing the same thing. It is not uncommon for insurance compa
nies and large employers to cut their own deals with hospitals. That 
takes the form of a predetermined price per procedure (similar to 
Medicare) or a predetermined price per patient-day. Such arrange
ments usually apply only to the employer's share of the bill, how
ever. Employees are left to fend for themselves. 

Thus, we have now come full circle. Prior to 1980, private paying 
patients were the only people who had to struggle with hospital 
bills they could not understand. In the 1990s, we are again evolving 
toward a system in which those least capable of coping with hospital 
line item prices are the only people asked to pay them. 

Shifting Premium Costs to Employees 
One of the most common cost-containment techniques is to ask 

employees to pay more of the premium in aftertax wages. It is not 
unusual for employees to pay from 30 to 50 percent of premiums 
out-of-pocket with aftertax dollars. 41 This procedure does not really 
lower costs, however. Instead, it is an inefficient way of replacing 
wages with fringe benefits. Total health care costs (employer plus 
employee) remain the same. 42 But every dollar paid aftertax is a 
dollar that loses out on the potential tax subsidy for health insur
ance. Employees would be better off (would have more take-home 
pay) if gross wages were lowered and the employer paid the full 
premium. 

Consider a company with annual employee health costs averag
ing $2,700 per employee. If employees pay one-third of the pre
mium in aftertax wages, they will receive no tax subsidy on $900 of 
premium payments. That means employers and employees are 

41Many larger companies can take advantage of provisions in the tax law that allow 
employees to pay their share of premiums with pretax dollars, however. See the 
discussion in chapter 9. 

42To the extent that total health care costs really are lowered, they are lowered 
only because employees forgo health insurance for themselves or for their depen
dents. But that leads to a larger number of people without health insurance. 

214 



Opting Out of the Cost-Plus System 

paying an additional $300 to $450 in taxes. If employees pay one
half of the premium in aftertax wages, employers and employees 
together are paying from $390 to $650 in additional taxes. The fact 
that such a practice is common indicates that there is even greater 
waste in the employee benefits laws that regulate employer-pro
vided health care. 43 

Levels versus Trends 

A common mistake made by employee benefits managers is to 
confuse a one-time shift in costs with a change in the rate of increase 
in costs. Instituting a procedure to audit claims or negotiate dis
counts reduces health care costs in the year in which the change is 
made. But if utilization continues to increase, costs will continue to 
increase as before. Suppose a company's health insurance costs are 
increasing at 15 percent per year. In the year in which it adopts 
cost-containment strategies, its costs drop from the trend line as 
shown in Figure 7.7. But unless employees have incentives to pur
chase less health care, costs will continue to climb 15 percent per 
year from the lower base. 

The Leverage Effect of Deductibles 

Another mistake made by employee benefits managers is to fail 
to consider the leverage effect of deductibles that are not increased 
in line with total health care costs. Table 7.4 provides a simple 
illustration. In this case, total health care costs rise by 10 percent. 
But if the employee deductible remains fixed, the employer's cost 
will rise by 20 percent, or twice the rate of increase in health care 
spending. On the other hand, if the deductible is also increased by 
10 percent, the employer's cost will match the general increase in 
health care spending. 

Casualty of Change: Health Insurance as Prepayment for 
Consumption of Medical Care 

Health insurance in the cost-plus system tends to be prepayment 
for the consumption of medical care. For large companies it works 

43Increasing deductibles and copayments (thus requiring more expenditures with 
aftertax dollars at the time of consumption of medical care) also eliminates the tax 
subsidy. In this case, however, there is a more socially useful benefit, in that 
employees are less wasteful in consuming health care. 
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Figure 7.7 
HEALTH CARE COSTs-LEVELS AND TRENDS 
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Table 7.4 
LEVERAGE EFFECTS OF DEDUCTIBLES 

Total cost 
Employee deductible 
Employer's cost 
Increase in total cost 
Increase in employer's 

cost 

Initial Year, 
1990 

$1,000 
$500 
$500 

No Increase in 
Deductible 

in 1991 

$1,110 
$500 
$600 
10% 

20% 

10 Percent 
Increase in 
Deductible 

in 1991 

$1,100 
$550 
$550 
10% 

10% 

like this: Employees (through their employer) pay premiums for 
the right to receive medical care virtually for free at the point of 
consumption; if the cost of last year's consumption exceeds the total 
premium payment, this year's premium is increased to make up 
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for the loss; and premium payments from the employees finance 
the consumption decisions of those same employees. 

In such a system, health insurance companies are not performing 
any real insurance function. Instead, they are processing claims 
and doing the accounting. Thus, when large companies self-insure, 
they are not really entering the insurance business; they are simply 
taking over the paperwork. Self-insured companies now have 
entered the cost-containment business in an effort to control the 
consumption decisions of their employees. To the extent that the 
companies contract with traditional insurers to manage health care 
costs, the health insurers are also in the business of cost-manage
ment, not insurance. 

The employees of a large company form a self-contained pool. 
The health risks present are kept within the company pool and not 
combined with health risks elsewhere. Thus, when the company 
substitutes prepayment for the consumption of medical care for real 
health insurance, the most visible problem it faces is the problem 
of rising costs. Not surprisingly, then, the modern corporation faces 
a vigorous, competitive market for cost-containment services. For 
all practical purposes, though, it is not part of a market for health 
insurance. 

Things are very different for small companies and individuals. 
Consider the case of a single individual who wants to buy health 
insurance as protection against catastrophic medical expenses. Such 
a person has no interest in prepayment for the consumption of 
medical care. That would mean that his premiums would alV\)ays 
have to match his medical expenses, which would defeat the pur
pose of having health insurance in the first place. 

The original Blue Cross solution to this problem was to monopo
lize the market and charge everyone the same premium regardless 
of risk (as discussed in chapter 6). If medical consumption expenses 
went up, Blue Cross would raise the premiums for everyone. But 
because Blue Cross could not keep commercial insurers out of the 
market, the plan was destined to fail. Other insurers sought out 
the healthier policyholders who were being overcharged by Blue 
Cross and undercut the price. To the extent that the tactic was 
successful, Blue Cross was left with riskier policyholders for whom 
it had to charge even higher premiums. 

Plans that offer prepayment for the consumption of medical care 
cannot compete in a free market with real health insurance. Such 
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an environment creates profitable opportunities for the latter and 
large losses for the former. Perhaps for this reason, most of the 
large commercial health insurers suffered large losses and left the 
market for individual health insurance during the 1980s. Many also 
left the market for small group insurance. 

The consequences of this exodus were not all good. The more 
accurate pricing of risk was a benefit for healthier people and for 
small companies with healthier employees. But for those people 
and those groups of employees with higher risks, health insurance 
became increasingly difficult to purchase. Health insurance origi
nally came into being to meet insurance needs in those industries 
and occupations in which the health risks were greatest. But by the 
end of the 1980s, we had come full circle. Those insurers who 
remained in the market sought only the healthiest policyholders, 
while avoiding and even blacklisting those industries and occupa
tions in which health risks were the highest. 44 

What should be done about this problem? To those steeped in 
the cost-plus tradition there is only one answer: government must 
intervene and prevent the accurate pricing of risk. There is "fierce 
competition for the small group insurance market [based] mainly 
on risk selection," Congress has been told by representatives of the 
Health Insurance Asso.ciation of America and Blue Cross and Blue 
Shield. "The major risk in insuring small groups is biased selection, 
and this risk is so large relative to other risks that it drives the 
market," according to Gordon Trapnell, chief economist for the 
American Association of Actuaries. Competition based on risk 
selection "should be replaced by competition based on efficiency, 
service and ability to control costs," they all agree. 45 Those views 
are echoed by Jack Meyer, a health economist who formerly headed 
the Center for Health Policy Research of the "conservative" Ameri
can Enterprise Institute in Washington, DC. "Providers and insur
ers are competing on the basis of good health risks in the United 
States because they are not yet being forced to compete on the basis 
of good performance," he says.46 

44Milt Freudenheim, "Health Insurers, to Reduce Losses, Blacklist Dozens of 
Occupations," New York Times, February 5, 1990. 

45Cited in Mary Jane Fisher, "Officials: Fierce Competition on 'Risk Selection' Must 
End," National Underwriter (April 30, 1990). 

46Jack A. Meyer, respondent's comments in, "Symposium: International Compari
son of Health Care Systems," Health Care Financing Review, 1989 Annual Supplement, 
p.110. 
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If such comments do not immediately seem strange, imagine 
their application to life, automobile liability, fire, and casualty insur
ance. We do not normally criticize insurers in those fields because 
they are not actively involved in cost management. Cost-contain
ment activities, to the extent they exist, are considered incidental 
to the real task of insurance, which is the pricing and managing of 
risk. 

The social function of a competitive market for insurance is to 
move as close as possible to the accurate pricing of risk. Just as in 
other fields of insurance, there is enormous value in having health 
insurance risks priced accurately. Only in such an environment 
can individuals rationally choose between self-insurance and third
party insurance. Only in such an environment can individuals and 
companies minimize the costs of achieving any particular degree of 
financial security. In the complex world of modern medicine, cost
management techniques can be quite valuable, at least for expensive 
medical services. But, as we learned in the 1980s, insurance and 
cost management are two different services that do not have to be 
delivered by the same supplier. . 

The Threat of a Counterrevolution: Price Controls for Health 
Insurance 

As the building blocks of the cost-plus system begin to slowly 
crumble, those with a vested interest in its continuation are not 
idle. Increasingly, they are turning to politicians to protect them 
from the pressures of the emerging competitive market. For exam
ple, many major insurers and other special interests are pressuring 
state governments to impose new regulations on the market for 
health insurance. Although various proposals differ in detail, the 
goal is to move toward the original Blue Cross ideal-a single 
premium for everyone, independent of risk. These regulations 
would institutionalize health insurance as prepayment for the con
sumption of medical care and would force insurers into the perma
nent business of managing health care costs. Under such regula
tions, it would be impossible for a competitive market for real 
insurance to emerge. 

The Effects of Price Controls 
Figures 7.8 and 7.9 illustrate what can happen when government 

regulations prevent risk from being priced accurately. In this exam
ple, 20 people who are known to have expensive-to-treat illnesses 
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Figure 7.S 
PREMIUMS INCREASE As HEALTHY PEOPLE DROP OUT 
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are allowed to enter an insurance pool for the same premium 
charged to 1,000 people already in the pool. 

Because health care costs for each of the 20 newly insured, high
risk individuals are $5,850 greater than the premiums they pay,47 
the premium must be immediately increased by 6 percent for all 
policyholders. Because of this increase, some of the healthiest peo
ple begin to drop their coverage. (One percent are assumed to drop 
coverage for every 1 percent increase in premiums.) 

As healthy people drop their coverage, they reduce income to 
the pool but have little effect on the pool's health care costs. As a 
result, each time a healthy person drops out, premiums must be 
increased again. In this case, after seven adjustment periods, health 
insurance premiums have increased by more than 60 percent and 
more than one-fourth of all policyholders have dropped their cover
age. Although this is only a hypothetical example, it illustrates 
some consequences of the vast majority of "reform" proposals. In 
almost every case they would exacerbate the nation's two most 
pressing health policy problems: rising health insurance costs and 
a rising number of uninsured. 

Imposing a Regressive, Hidden Tax 
By forcing insurance companies to pay the medical bills of people 

who are already sick, politicians would be indirectly shifting the 
cost (through premium increases) to healthy people who buy health 
insurance. In so doing, they would be imposing a hidden tax on 
unsuspecting families. It is a tax which is highly regressive. 
Whereas the income tax system is designed so that higher income 
families pay higher tax rates, many health insurance reform propos
als would impose the highest hidden tax rates on the lowest income 
families. 

For example, if health insurance reform causes the premiums to 
rise by $1,000 for family coverage, that's a 10 percent tax on a family 
with a $10,000 annual income but only a 1 percent tax on a family 
with $100,000 in annual income. Thus, the tax rate on a family with 
a $10,000 annual income would be ten times as high as the rate for 
a $100,OOO-a-year family. 

47These statistics are based on the Bush administration estimate that the least 
healthy uninsured Americans incur per capita health care costs of $7,100 per year. 
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Increasing the Number of People without Health Insurance 
Contrary to widespread impressions, most of the 33 to 34 million 

people who are currently uninsured are healthy, not sick. Sixty 
percent of the uninsured are under 30 years of age and in the 
healthiest population age groupS.48 They have below-average 
incomes and few assets. As a result, they tend to be very sensitive 
to premium prices. 

Moreover, the primary reason why most of the uninsured lack 
health coverage is that they have judged the price too high relative 
to the benefits. Very few have been denied coverage. According to 
one estimate, only 1 percent of Americans under the age of 65 
are "uninsurable."49 And according to an HIAA survey among 
employers who do not provide insurance to their employees, 86 
percent cite high costs as the reason. so The artificial premium 
increases that would result from many health insurance reform 
proposals would substantially increase the number of employers 
who fail to provide coverage for their employees and the number 
of individuals who are uninsured by choice. 

Case Study: President Bush's Health Care Plan 
As part of his new health care plan, President Bush has made 

two major proposals-one good and one bad. On the positive side, 
the president's proposal would give tax deductions and tax credits 
to families who purchase their own health insurance. 51 Since the 
tax law currently subsidizes employer-provided health insurance, 
this is a reform that is long overdue on grounds of fairness alone. 
On the negative side, the president's health insurance reforms 

48Jill D. Foley, Uninsured in the United States: The None/derly Population without Health 
Insurance (Washington, DC: Employee Benefits Research Institute, April 1991), 
p.16. 

49Employee Benefit Research Institute (EBRI) Issue Brief, no. llO, January 1991. 

SOCongressional Budget Office, "Rising Health Care Costs: Causes, Implications, 
and Strategies," CBO Papers, April 1991, p. 97. 

51 "President's Comprehensive Health Reform Program," February 6,1992. People 
with income below the tax filing threshold (approximately the poverty line) would 
receive tax credits of $1,250 (for an individual) and $3,750 (for a family of three or 
more). The amount of the credit would decline as income rises, and taxpayers would 
have the option of taking the credit or a tax deduction. No health insurance credit 
or deduction would be available to individuals or families with incomes above 
$50,000 or $80,000, respectively. [po 2.] 
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would more than wipe out any advantage the tax incentives create 
for moderate-income families. 

According to the president's proposal, no employer or insurance 
company should be able to deny coverage or charge a higher pre
mium to people who have expensive-to-treat illnesses. 52 Thus, a 
person with AIDS should be able to purchase health insurance for 
the same price as someone who does not have AIDS. People in 
hospital cancer wards should be able to buy health insurance for 
the same price as people who do not have cancer. The Bush pro
posal would require insurers to subsidize the cost of health insur
ance for the ill by charging higher premiums to the well. Thus 
people who do not have AIDS would be forced to pay higher 
premiums so that people who already have AIDS could pay lower 
premiums. 

Particulars of the Bush Plan 
George Bush is not the first person to propose charging the 

healthy and the sick the same premium for health insurance. Com
munity rating is about to be implemented in Vermont and variations 
on that idea are under consideration in a dozen states. The only 
important difference among the proposals is the ease with which 
sick people can enter a pool and healthy people can leave. 

Most proposals give healthy people at least some incentives to 
buy health insurance. For example, a typical provision is that preex
isting conditions are not covered until after a 12-month waiting 
period. Thus someone who purchases insurance after an illness 
occurs risks 12 months of medical bills before the insurer starts 
paying the tab. The Bush proposal, by contrast, has no waiting 
period. Page 22 of the president's "white paper" on health policy 
proposes that hospitals be able to get patients insured the moment 
they enter the emergency room. Uninsured people would face no 
financial risk. They could get insurance coverage as they enter a 
hospital and ~rop it as they leave. 53 

52"President's Comprehensive Health Reform Program," February 6,1992. During 
an initial transition period, premium "bands" would allow some variation in premi
ums for individuals of the same age and sex. Ultimately, however, through a reinsur
ance mechanism, "insurers would be able to provide coverage at a near uniform 
premium for the sick and the healthy" (p. 23). 

53"In cases where a hospital emergency room is an individual's first point of contact 
with the system, rotating assignment would be used to enroll an uninsured credit
eligible individual to a specific health plan if the individual were unable to make a 
choice. So, for example, a homeless person entering the hospital and having no 
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Applying the Concept to Life Insurance 
One way to appreciate how radical this reform would be is to 

imagine applying the same concept to life insurance. Suppose peo
ple could buy life insurance for a family member who was terminally 
ill. Clearly, there would be a huge demand for life insurance among 
the families of people on death's doorstep. If people could buy life 
insurance for the same price regardless of how sick they are, there 
would be no reason for the healthy to buy it. Life insurance premi
ums would soar. And since the premium for a $1 million death 
benefit for someone about to die would be $1 million, real life 
insurance as we know it would cease to exist. Similarly, if you knew 
you could buy health insurance after you became sick for the same 
price charged to the healthy, there would be no reason to purchase 
it while you were healthy. Only sick people would buy it and 
premiums would be exorbitant. 

Subsidies vs. Price Controls 
The worst feature of the Bush plan and other price control solu

tions is that they would cause enormous harm in order to accom
plish a small amount of good. A much better approach would be 
to tackle the problems of sick people directly and allow healthy 
people to buy real health insurance. In the example illustrated by 
Figure 7.8, the attempt to subsidize the medical bills of 20 people 
led to a 60 percent price increase for 1,000 people and caused 271 
people to become uninsured. Those negative consequences could 
be completely avoided by directly subsidizing the medical bills of 
the 20 sick people through a government program. 

President Bush's health care plan is not a solution to the problems 
of private health insurance in the United States. It would cause 
health insurance premiums to soar, lead to an increasing number 
of uninsured people, and impose its greatest burdens on moderate
income families. The nation's health care crisis will not be solved 
by regulating private health insurance out of existence. To the 

preference for any carrier would be assigned to an insurer by rotation and the credit 
would automatically flow to the insurer" (p. 22). Technically, a "credit-eligible" 
person is defined as a person whose annual income does not exceed $50,000 (for an 
individual) or $80,000 (for a family). However, since the hospital will almost certainly 
not know the emergency-room patient's income until several days after treatment, 
and since there is no waiting period, the proposal apparently envisions a mechanism 
that will ensure any uninsured patient entering the hospital. 
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Table 7.5 
THE LANGUAGE OF MISGUIDED REFORM 

Reformers' Assertions 

"In order for insurance to 
work, people need to be 
combined into large pools." 

"Some insurers try to take all 
the good risks, leaving others 
with the bad ones." 

"Medical underwriting 
(basing premiums on the 
health condition of potential 
policyholders) is destabilizing 
the market." 

"Competition among insurers 
should be based on skills at 
managed care, not on skills at 
guessing who will become 
sick." 

Reality 

Almost all insured people are 
already combined into large 
pools. 

H insurance is priced 
accurately, "good" risks are 
no more profitable than 
"bad" ones. 

There is no evidence that the 
accurate pricing of risk causes 
instability. There is a lot of 
evidence that the failure to 
price risk accurately causes 
instability. 

Predicting the likelihood of 
claims and pricing based on 
those predictions is what the 
business of insurance is all 
about. Managing expenses is 
a different business-one that 
does not necessarily require 
insurance companies. 

contrary, we need a competitive insurance market in which premi
ums reflect real risks. 

The Health Insurance Reform Debate 
The goal of President Bush's health insurance reform proposal is 

to force healthy people to pay higher premiums in order to subsidize 
the medical expenses of less healthy people. Since most people 
would not voluntarily pay higher premiums, the president's pro
posal would create an elaborate price-fixing scheme-designed to 
prevent insurers from charging healthy people fair prices. 

This goal is not clearly stated in the White House health policy 
position paper, however. Nor is it clearly stated in similar reform 
proposals. Instead, the advocates of price control talk of "pools," 
"medical underwriting," and the like. But, as Table 7.5 shows, such 
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industry jargon bears little relationship to real problems and real 
solutions. 

Do We Need Larger Insurance Pools? 
An argument often made by price control advocates is that insur

ance cannot work unless people are placed in large pools. What 
they often neglect to say is that everyone who has health insurance 
is already in a large pool. Large insurance companies automatically 
group policyholders with other policyholders around the country. 
Most small companies reinsure in a larger, national market. 

President Bush's proposal would not lead to larger pools. In fact, 
it might lead to smaller ones (e.g., as states are encouraged to create 
self-contained pools). The Bush reform proposal would regulate 
the price of entry into the pool and the price of remaining in the pool. 
The proposal is not really about pools, it's about prices. 

What's Wrong with Medical Underwriting? 
As in the case of life insurance and property and casualty insur

ance, most health insurers try to base the premiums they charge 
on the likelihood of future claims. Thus, less-healthy people can 
expect to pay higher premiums or face exclusions and riders. 54 In 
this respect, the health insurance market is no different from any 
other insurance market. To the extent that underwriting is success
ful, it leads to the more accurate pricing of risk; which leads to 
lower and more stable prices; which leads to more insured people; 
which leads to less uncompensated care; which leads to still lower 
prices, etc. 

Many advocates of reform, however, view the accurate pricing 
of risk as a problem rather than a solution. In their view, the social 
purpose of health insurance is to pay medical bills rather than to 
price and manage risk. One frequent argument is that underwriting 
is destabilizing because some companies try to take all of the" good" 
risks, leaving other companies with all of the "bad" ones. If risk is 
priced accurately, however, a good risk is no more profitable than 
a bad one. Lloyds of London has prospered for more than 100 
years insuring risks that other insurers avoided. Moreover, there is 
nothing in economic theory and no historical evidence to support 

54Exciusions and riders are additions that become part of an insurance policy, 
excluding or limiting benefits otherwise payable. 
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the contention that markets in which risk is priced accurately are 
unstable. To the contrary, both theory and evidence demonstrate 
that instability is created when risk is not priced accurately. 

How Should Health Insurance Be Priced to New Buyers? 
If the health insurance marketplace is competitive, there will be 

a natural tendency to price risk accurately. Different people will 
pay different premiums depending upon the likelihood that they 
will incur claims. Policies sold to individuals will be combined with 
other policies in a larger market. The price charged to a specific 
buyer will reflect the risk that individual adds to the large pool. 
Currently, the cost of insuring a 60-year-old male is about four times 
that for a 25-year-old male. The likely cost of insuring someone 
living in Los Angeles is about four times that of someone living in 
Vermont. In competitive markets, premium prices would reflect 
these expected costs. Buyers would each pay for what they get. 

How Should Health Insurance Be Priced to People Already Insured? 
Some of the most troublesome problems in the health insurance 

industry relate to the experience of policyholders who become sick. 
As we saw in chapter 6, most life insurance contracts are guaranteed 
renewable. This means that the insurer cannot cancel the policy 
after a person has a life-threatening illness. Terminally ill people, 
for example, have the right to continue paying premiums, often at 
guaranteed rates. In addition, there are usually limits on how much 
the premiums can rise in future years, and the insurers cannot 
increase the premium for one policyholder without increasing the 
premium by the same amount for everyone else who holds that 
same type of policy. 

Not long ago, the health insurance marketplace functioned in 
a similar manner. Policies that were guaranteed renewable were 
common. Insurers could not cancel coverage simply because a poli
cyholder became sick, and a premium increase for one had to be 
matched by increases for all others. There is some evidence that 
state regulation is responsible for the virtual disappearance of guar
anteed renewable policies in the market for individual and family 
policies. 

Real Problems, Real Solutions 
There are real problems in the health insurance industry. These 

problems arise because the traditional insurance philosophy has 
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been abandoned. To solve the problems, legislation is probably 
needed. But a workable solution must be one which encourages a 
competitive market for real insurance-one in which risk is accu
rately priced. 

Solutions must be found for the problems of four separate groups 
of people: (1) healthy people who choose not to buy health insur
ance, (2) unhealthy people who are uninsurable, (3) sick people 
whose policies are canceled or whose premiums are unfairly 
increased by insurance companies, and (4) employees who experi
ence "job lock." 

Problem: Healthy People Who Are Uninsured 
As noted above, most uninsured Americans a"re healthy, not sick. 

They lack health insurance because they have been priced out of 
the market. Part of the answer is to encourage insurers to charge 
these people low premiums that reflect their low level of risk. 
Moreover, the tax law should grant every bit as much encourage
ment (about a 30 percent subsidy) for individually purchased insur
ance as it now grants for employer-provided health insurance. 

Problem: People Who Are Uninsurable 
A small but important group of people cannot buy health insur

ance because they are sick or at high risk. Government can help by 
creating risk pools or subsidizing the purchase of conventional 
health insurance with tax dollars, rather than by artificially raising 
the premiums charged to healthy people. And the amount of sub
sidy should depend on family income. Low-income families need 
government help. Ross Perot does not. 

Problem: Unfair Cancellations and Premium Increases 
Sensible reform is needed for people who already have insurance. 

Insurers should not be able to change the rules of the game after a 
risky illness has occurred. They should not be able to cancel a policy 
or unreasonably raise premiums. As noted above, terminally ill 
people who have life insurance can continue their coverage at pre
agreed premiums. There is no reason why health insurers can't 
follow the same practice. 

Problem: Job Lock 
Thirty percent of Americans say they or someone in their house

hold has stayed on a job they wanted to leave because they did not 
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want to lose employer-provided insurance coverage.55 Even though 
economists are almost unanimous in the belief that health insurance 
costs are fully paid for by workers (as a fringe benefit which substi
tutes for wages), our outmoded employee benefits system treats 
the policy as belonging to the employer, not the employee. This 
might be acceptable if employees worked for the same employer 
for the whole of their work life. In fact, most do not. 

A reasonable solution is to insist that health insurance benefits 
be personal and portable if they are to receive favorable treatment 
under the tax law. Thus, employers who want the tax advantages of 
employer-provided coverage would have to purchase (or provide) a 
conversion option that would allow employees (or a new employer) 
to continue coverage after the employee leaves the firm. 

The Threat of a Counterrevolution: Outlawing Cost-Control 
Techniques 

Other special interests in the health care industry have also been 
active. In 1991, for example, there were 195 pieces of legislation 
introduced at the state level to stop, or cripple, many of the cost
control techniques described here. 56 For example, an Indiana law 
requires that PPOs must accept any physician willing to join. Thus, 
Indiana Bell has a PPO that includes every physician in the state. 
Montana and Oklahoma have adopted similar measures. 

In some states, hospital and physicians' groups are supporting 
legislation that would require all utilization review to be done by 
local providers, mandate that utilization review firms remain open 
24 hours a day, and require state-specific statistical reporting. Such 
legislation would raise the cost of utilization review and inhibit its 
aggressive application. In addition, some states (including Texas) 
restrict the amount of discount that insurers can give to patients 
who choose PPO doctors. 57 

55Erik Eckholm, "Health Benefits Found to Deter Job Switching," New York Times, 
September 26, 1991. 

56The Wyatt Co., "Cost Analysis of State Legislative Mandates on Six Managed 
Care Practices," produced by the Health Insurance Association of America, July 
1991, and reported in Medical Benefits 8, no. 17 (September 15, 1991): 9-10. 

57Ron Winslow, "Effort to Curb Health Costs Is Hitting Snags," Wall Street Journal, 
August 8, 1991. 

229 



P A TrENT POWER 

The Threat of a Counterrevolution: Total Government Control 
Other proposals would have even more devastating effects on 

the market for private health insurance. Proposals for pay-or-play 
plans that have been introduced at the federal and state level, for 
example, would force employers to provide health insurance to 
employees or pay a tax that is largely unrelated to the real cost of 
health insurance. These proposals are designed to force people into 
a regulated, institutionalized health care system-protected from 
the pressures of competition (see chapter 12). As in the case of 
mandated automobile liability insurance in California, New Jersey, 
and Massachusetts (see chapter 6), these proposals would necessar
ily politicize all health insurance in the United States. They would 
constitute an open invitation for government to impose controls on 
the entire health care system. The ultimate threat, however, is 
growing support for national health insurance, which also would 
completely prevent competitive market pressures from solving 
problems (see chapter 16). 

The events of the 1980s created an opportunity for a competitive 
market for real health insurance to develop in the 1990s. But that 
will not happen unless public policies encourage its development. 
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8. Cost-Plus Finance and Low
Deductible Health Insurance 

The vehicle by which we spend other people's money in the 
medical marketplace is third-party health insurance (provided by 
an employer, an insurance company, or government). Prior to 1965, 
increases in health care costs were relatively modest because a large 
part of the payment was made out-of-pocket by patients. Since 
then, Medicare and Medicaid have expanded government third
party insurance to more and more services for the elderly and the 
poor, and private health insurance has expanded for the working 
population. As Table 8.1 shows, 95 percent of the money Americans 
now spend in hospitals is someone else's money at the time they 
spend it. Four-fifths of all physicians' payments are now made with 
other people's money, as are more than three-quarters of all medical 
payments for all purposes. 

The expansion of third-party insurance coverage since 1965 has 
had a predictable consequence: Health care spending has soared 
from 6 percent to 12 percent of our gross national product, and the 
rate of increase shows no sign of abating. 

Numerous economic studies have shown that the amount of 
medical care that people consume varies with the out-of-pocket 
price they have to pay, often with no effect on health. For example, 
a Rand Corporation study found that people who had access to free 
care spent about 50 percent more than those who had to pay 95 
percent of their bills out-of-pocket (up to a maximum of $1,000). 
People who had free care were about 25 percent more likely to see 
a physician and 33 percent more likely to enter a hospital. 1 Despite 

lSee Robert Brook et aL, The Effect of Coinsurance on the Health of Adults (Santa 
Monica, CA: Rand Corporation, 1984); and Willard Manning et aL, "Health Insur
ance and the Demand for Health Care: Evidence from a Randomized Experiment," 
American Economic Review 77, no. 3 (June 1987). For a survey of economic studies of 
the demand for medical care, see Paul Feldstein, Healthcare Economics (New York: 
John Wiley & Sons, 1988). 
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Table 8.1 
SHARE OF PERSONAL HEALTH EXPENDITURES PAID BY THIRD 

PARTIES, 1965 AND 1990 

TYEe of Service 1965 1990 
Hospital 83.2% 95.0% 
Physician 38.4 81.3 
Drugs 6.4 26.4 
Nursing home 35.5 55.2 
All other 

professional services NA 72.2 
All personal health 

care eXEenditures 48.4 76.7 
SOURCE: Health Care Financing Administration, Office of the Actuary. Data 
from the Office of National Cost Estimates. 

differences in consumption, there were no apparent differences 
between the two groups in terms of health outcomes. 2 The Rand 
study was conducted between 1974 and 1982. A $1,000 deductible 
over that period would be equivalent to a deductible of between 
$1,380 and $2,482 today. 

The Self-Insurance Alternative 

People familiar with insurance have long known that it creates 
perverse incentives for the insured. To take advantage of the bene
fits under their policies, the beneficiaries do things they would not 
otherwise do. In recognition of this fact, insurance in most fields is 
restricted to risks beyond the control of the insured. (For example, 
automobile casualty insurance does not pay for oil changes, tire 
rotation, brake adjustment, or other routine maintenance, even 
though these activities are important for the health of a car and 
safety of its driver.) Financial advisers almost always recommend 

2The one exception was vision care, which is not surprising in that eyeglasses are 
often viewed as a marginal health care expenditure. High blood pressure was close 
to statistical significance. Researchers could find no other significant differences in 
health outcomes. See Joseph Newhouse et aI., "Some Interim Results from a Con
trolled Trial of Cost Sharing in Health Insurance," New England Journal of Medicine 
305, no. 25 (December 17, 1981): 1501-7; and Robert Brook et aI., "Does Free Care 
Improve Adults' Health?" New England Journal of Medicine 309, no. 23 (December 8, 
1983): 1426-34. 
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high-deductible policies, because low-dollar claims are the ones in 
which the most abuse is likely to occur and the premiums needed 
to cover such claims are often much too high relative to the extra 
coverage. The same principles apply to health insurance. 

The alternative to third-party insurance is self-insurance. Rather 
than relying on insurers to pay every medical bill, we could put 
money aside in personal savings for the small expenses involved 
and use insurance only for rare, high-dollar medical episodes. Such 
a practice would result in much lower premiums and curtail a great 
deal of wasteful spending. But instead of exploiting opportunities 
for self-insurance and taking advantage of its benefits in the health 
care field, we have moved in the opposite direction, with insurers 
paying for all manner of routine expenses, including checkups and 
diagnostic tests, even when there is no illness and no risky event 
has occurred. 

Why Low-Deductible Health Insurance Is Wasteful 

Because employees, through their employers, are able to pur
chase health insurance with pretax dollars but individuals are not 
permitted to self-insure (personal savings) for small medical 
expenses with pretax dollars, people often buy low-deductible 
health insurance and use insurers to pay small medical bills that 
would be much less expensive if paid out-ot-pocket. The following 
examples show how wasteful this practice can be. 

The Cost of a Low-Deductible Policy in Cities with Average Health Care 
Costs 

The cost of catastrophic health insurance is usually quite low. 
Consider a standard individual health insurance policy for a middle
aged male in a city with average health care costs, such as Indianap
olis. (See Table 8.2.) If the policy has a $2,500 deductible, the policy
holder is at risk for $2,500. The insurance company, on the other 
hand, is at risk for $1 million. Given an average premium, this 
health insurance costs the policyholder about 61100th of one penny 
in premiums for each dollar of coverage. 

Now contrast this policy with a $l,OOO-deductible policy that has 
a 20 percent copayment for the next $5,000 of expenses. In theory, 
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Table 8.2 
COST OF LOWER DEDUCTIBLES FOR A 40-YEAR-OLD MAN IN A 

CITY WITH AVERAGE HEALTH CARE COSTS l 

Lowering the Deductible2 

From $2,500 to $1,000 
From $1,000 to $500 
From $500 to $250 
SOURCE: Golden Rule Insurance Co. 
IData are for 1991. 

Additional 
Annual 

Premium 

$168.84 
255.12 
153.24 

Cost of Each $1 
of Additional 

Coverage3 

14¢ 
64 
77 

2For deductibles of $1,000 or less, the policy has a 20 percent co payment 
up to a maximum of $1,000. 
3Because the policy has a 20 percent copayment, additional coverage is 80 
percent of the difference between the two deductibles. 

the $1,000 deductible gives the policyholder $1,500 of extra insur
ance coverage. But because of the 20 percent co payment, the addi
tional coverage actually is only $1,200. 3 People who choose the 
$1,000 deductible will pay about $169 in additional premiums in 
return for $1,200 of additional insurance coverage. As a result each 
additional dollar of insurance coverage costs the policyholder 14 
cents.4 Table 8.2 also shows the marginal cost (premium increase 
per additional dollar of coverage) of buying down the deductible 
even further. As the table shows, lowering the deductible from 
$1,000 to $500 costs 64 cents in additional premiums for each addi
tional dollar of insurance coverage. Lowering the deductible from 
$500 to $250 costs 77 cents in additional premiums for each addi
tional dollar of insurance coverage. 

3Unless the policyholders have reached the cap on their copayment ($1,000), they 
must pay 20 percent of medical expenses above the deductible. Thus, if policyholders 
with a $1,000 deductible have medical expenses of $2,500, they must pay the first 
$1,000 plus 20 percent of the next $1,500 (or $300). The insurance company, in this 
instance, will pay $1,200. 

'"These calculations are based on policies sold by Golden Rule Insurance Co., the 
largest seller of individual and family policies in the country. Other insurance 
companies sell similar policies at similar prices. See John C. Goodman and Gerald 
L. Musgrave, Controlling Health Care Costs with Medical Savings Accounts, NCPA Policy 
Report no. 168 (Dallas: National Center for Policy Analysis, January 1992). 

234 



Cost-Plus Finance and Low-Deductible Health Insurance 

Table 8.3 
COST OF LOWER DEDUCTIBLES FOR A 40-YEAR-OLD MAN IN A 

CITY WITH HIGH HEALTH CARE COSTS! 

Lowering the Deductible2 

From $2,500 to $1,000 
From $1,000 to $500 
From $500 to $250 
SOURCE: Golden Rule Insurance Co. 
IData are for 1991. 

Additional 
Annual 

Premium 

$389.64 
715.44 
440.28 

Cost of Each $1 
of Additional 

Coverage3 

$0.33 
1.79 
2.20 

2Por deductibles of $1,000 or less, the policy has a 20 percent copayment 
up to a maximum of $1,000. 
3Because the policy has a 20 percent copayment, additional coverage is 80 
percent of the difference between the two deductibles. 

In general, buying a $250 deductible policy rather than a $500 
deductible is a good deal only if the policyholder is confident he 
will have at least $500 in medical expenses. Even in that case, the 
gain is a small one-a dollar's worth of medical expenses for each 
77 cents in premiums. For the vast majority of people, however, a 
low-deductible policy is quite wasteful. Considering the administra
tive expenses, insurers on the average will payout only 54 cents in 
claims for each 77 cents in premiums. Policyholders as a group, 
therefore, will pay far more in premiums than they will receive in 
benefits. 

The Cost of a Low-Deductible Policy in Cities with High Health Care 
Costs 

In general, the higher the health care costs in an area, the more 
expensive low-deductible health insurance becomes. Table 8.3, for 
example, shows the costs of a lower deductible for a middle-aged 
male in a city such as Miami. As the table shows, lowering the 
deductible from $2,500 to $1,000 is quite expensive, being 33 cents 
for each additional dollar of coverage. Lowering the deductible 
from $1,000 to $500 is inherently wasteful, costing $1.79 for each 
additional dollar of coverage. Lowering the deductible from $500 to 
$250 costs $2.20 for each additional dollar of coverage, or $1.20 more 
than any possible benefits the policyholder could derive. 
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The Cost of a Low-Deductible Policy under Blue Cross Plans in 
California 

Southern California has health care costs that are among the 
highest in the nation. As a result, Californians who buy lower 
deductible policies are being especially wasteful. Table 8.4 shows 
what policyholders would pay to reduce the deductible under Blue 
Cross plans currently sold for individuals and families in different 
age groups. Even lowering the deductible from $2,000 to $1,000 is 
a bad buy in many cases. A deductible of less than $1,000 is always 
a bad buy. 

A California couple with no children will pay from $1 to $2.63 
(depending on their age) for each dollar of additional insurance if 
they choose a $500 rather than a $1,000 deductible. If they further 
lower the deductible to $250, they will pay from $1.92 to $9.54 for 
each additional dollar of coverage. 

Opportunities for Premium Savings 
Because low-deductible health insurance is so wastefut in most 

places people would realize substantial premium savings if they 
increased the deductible. For example, the average employee in the 
U.S. economy has a deductible of about $250.5 1£ it were increased 
to $tOOO, the employee would lose $600 worth of coverage (80% x 
$750). 

Figure 8.1 shows the potential annual savings on individual poli
cies sold in Indianapolis (an average health care cost city), Dallas 
(an above-average cost city), and Miami (a high-cost city). As the 
figure shows, in return for giving up $600 of coverage, policyholders 
would realize immediate savings of 68 percent of that amount in 
Indianapolis and 90 percent in Dallas through lower premiums. 
In Miami, policyholders would save $1)56 in reduced premium 
payments, or $556 more than the coverage they would forgo. 

In most places, the savings for families that choose higher deduct
ibles are even greater. In a city with average health care costs, 
families can save about $1,315 a year by choosing a $1,000 deductible 
rather than a $250 deductible-savings that are more than twice as 
much as the value of the coverage forgone. By choosing a $2,500 

SSee John C. Goodman, Aldona Robbins, and Gary Robbins, Mandating Health 
Insurance, NCPA Policy Report no. 136 (Dallas: National Center for Policy Analysis, 
February 1988). 
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Table 8.4 
BLUE CROSS PLANS IN SOUTHERN CALIFORNIA: COST OF LOWER DEDUCTIBLES* 

Cost per Dollar of Additional Insurance Coverage for 

Lowering Deductible Lowering Deductible Lowering Deductible 
Status and Age from $2,000 to $1,000 from $1,000 to $500 from $500 to $250 

Single person 
Under 30 $0.14 $0.72 $1.80 
30-39 0.20 1.05 1.02 
40-49 0.27 1.20 1.80 
50-59 0.42 0.99 2.82 
60-64 0.51 1.08 3.84 

Subscriber and spouse 
Under 30 $0.29 $1.44 $2.28 
30-39 0.24 2.52 1.92 
40-49 0.51 2.07 4.62 
50-59 0.77 2.64 5.64 
60-64 1.02 1.71 9.54 

Subscriber and child 
Under 30 $0.15 $0.96 $1.62 
30-39 0.23 1.14 1.74 
40-49 0.24 1.86 2.58 
50-59 0.38 2.55 3.18 

N 60-64 0.53 1.05 5.34 w 
'.J (Continued on next page) 
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BLUE CROSS PLANS IN SOUTHERN CALIFORNIA: COST OF LOWER DEDUCTIBLES* 

Cost per Dollar of Additional Insurance Coverage for 

Lowering Deductible Lowering Deductible Lowering Deductible 
Status and Age from $2,000 to $1,000 from $1,000 to $500 from $500 to $250 
Family 

Under 30 $0.42 $2.52 $2.22 
30-39 0.56 2.16 3.60 
40-49 0.62 2.82 4.68 
50-59 0.87 3.90 5.04 
60-64 1.16 2.04 10.14 

Subscriber and children 
Under 30 $0.27 $1.38 $2.52 
30-39 0.29 0.96 3.90 
40-49 0.30 1.44 4.62 
50-59 0.44 1.44 6.96 
60-64 0.62 1.23 6.18 

SOURCE: Blue Cross. 
*For Orange, Santa Barbara, and Ventura counties in California in 1991. 
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Figure 8.1 
ANNUAL PREMIUM SAVINGS FOR A 40-YEAR-OLD MAN IF THE 

DEDUCTIBLE Is INCREASED FROM $250 TO $1,000* 

Miami 

$1,156 

Dallas 

Indianapolis 
$541 

$408 

£ / 

SOURCE: Golden Rule Insurance Co. 

*Data are for an individual male aged 40 in 1991. Because the policy has a 
20 percent copayment, the increase in the deductible eliminates only $600 
of health insurance coverage unless the policyholder has medical expenses 
in excess of $5,000. 

deductible rather than a $1,000 deductible, they can save $1,749, or 
$51 less than the value of the coverage they forgo. 6 (See Figure 8.2.) 

However, under current federal tax law, if such policies are pur
chased by employers who attempt to pass the savings on to their 

&r'he forgone coverage is 80% x ($2,500 - $250) = $1,800. 
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Figure 8.2 
ANNUAL PREMIUM SAVINGS IF THE DEDUCTIBLE Is INCREASED 
FOR FAMILIES IN CITIES WITH AVERAGE HEALTH CARE COSTS* 

Increasing the 
Deductible from 
$250 to $1,000 

SOURCE: Golden Rule Insurance Co. 

Increasing the 
Deductible from 
$250 to $2,500 

*Data are for two adults and two children in a city with average health care 
costs. For deductibles less than $2,500, policyholders face a 20 percent 
copayment up to $1,000. Unless policyholders have medical expenses of 
$5,000, they forgo $600 of coverage by moving up from a $250 deductible 
to a $1,000 deductible and $1,800 of coverage by moving up from a $250 
deductible to a $2,500 deductible. 

employees in the form of higher wages, up to half the premium 
savings will go to the government in the form of taxes. 

Opportunities for Premium Savings in Large Groups 
Considerable savings are possible for individuals and families 

who choose higher deductible policies, for two reasons. First, when 
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policyholders spend more of their own money on small medical 
bills, they are more prudent consumers; they hold down medical 
costs and, therefore, health insurance premiums. Second, when 
people have the choice between higher and lower deductibles, 
healthy people tend to choose high-deductible policies whereas 
those who are not as healthy tend to choose low deductibles. Thus, 
people who choose high deductibles are less of an insurance risk. 

Suppose, however, that an employer with a large group of employ
ees increases the deductible for every member of the group-the 
healthy as well as the sick. In that case, any reduction in total medical 
expenses would be attributable solely to changes in the employees' 
consumption behavior. But even if there were no behavior changes, 
health insurance premiums could be cut substantially. 

The Experience of Large Groups 
Many people, including representatives of major employers and 

large insurance companies, question whether there are substantial 
savings in raising the deductible. Yet the claims experiences of large 
groups show that substantial savings do occur. The reason for the 
confusion is that apparently contradictory statements can be made 
about the distribution of claims. For example: 

• About 4 percent of the people account for 50 percent of health 
care spending and 20 percent of the people account for 80 
percent of the spending . 

• About two-thirds of all health care spending is on medical bills 
of $5,000 or less. 

The first statement, popularized in a widely distributed Blue 
Cross-Blue Shield publication,7 implies to many people that most 
of the money is spent on people who are very sick. By contrast, the 
second statement implies that most medical bills are small. As 
Figure 8.3 shows, both statements are correct. The distribution of 
medical expenses in Figure 8.3 is a reasonable representation of 
what happens in most large groups. In this case, 50 people spend 
$60,000, or $1,200 per person on the average. A small percentage 
of people spend most of the money and at the same time two-thirds 
of spending is on medical bills below $5,000. If the example were 

7Blue Cross and Blue Shield System, Reforming the Small Group Health Insurance 
Market (March 1991), p. 6. 
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Figure 8.3 
DISTRIBUTION OF MEDICAL EXPENSES AMONG 50 PEOPLE* 

$20,000 

25% of the Total is Spent 
Out-of-Pocket by Patients 

80% 
of the 
Total 

.. Claims Paid by Insurance 

o Paid Out-ot-Pocket by Patients 

65 Percent of the Total 

Falls below $5,000 

30% 
'~ of the 

People 
Spend 

90% 
of the 
Total 

*Assumes a $250 deductible and a 20% copayment on the next $5,000 of 
expenses. Period of coverage is one year. 

broadened to include a much larger group, the extremes of the 
distribution would become more evident. A few people would have 
medical expenses of several hundred thousand dollars, and many 
others would have no medical claims. The characteristics of the 
distribution, however, would be about the same as those shown in 
Figure 8.3. 

When individuals are given a choice, those who choose a $1,000 
deductible rather than a $250 deductible can expect a one-third 
reduction in health insurance premiums. A one-third reduction in 

242 



Cost-Plus Finance and Low-Deductible Health Insurance 

claims costs (and therefore in premiums)8 is possible for a large 
group if the deductible is increased from $250 to about $2,500. 
Considering that higher deductibles cause people to change their 
behavior, however, a one-third reduction in premiums for a large 
group would probably occur at a deductible of between $1,000 and 
$2,500. 

Winners and Losers with Higher Deductibles 

Except in those instances in which people pay more in premiums 
than the value of coverage they receive, higher deductibles repre
sent a gamble. On the one hand, a higher deductible results in 
premium savings. On the other hand, it puts policyholders at 
greater risk. Thus, some people will gain from a higher deductible 
and others will lose. A priori, most people won't know which group 
they are in. 

As Figure 8.3 shows, the vast majority of people would gain from 
a higher deductible. In anyone year, about 70 percent would have 
very few medical expenses, accounting for only 2.5 percent of all 
health insurance claims. Those who have large medical bills, on the 
other hand, would be worse off. Nevertheless (as discussed below), 
even people who have high medical expenses in anyone year 
would be better off with a high deductible, provided they do not 
have recurring large medical bills over many years. Take a leukemia 
patient, for example, who faces large medical expenses indefinitely 
into the future. With a high annual deductible, the out-of-pocket 
costs for this patient will simply rise over time. 

However, there are ways of structuring health insurance so that 
even potential leukemia patients are better off with a high deduct
ible. Instead of the annual deductible that is common these days, 
health insurance could have a "per condition deductible" as was 
common some years ago. With a per condition deductible, a person 
diagnosed with cancer would pay the deductible only once, and 
insurance would pay all of the remaining costs of i:he cancer treat
ments, even if those costs were incurred over many years. 

8 Assumes that administrative costs are proportional to claims, an assumption that 
is consistent with industry experience. 
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Allowing People to Self-Insure 
through Medical Savings Accounts 

To help eliminate the perverse incentives in the current system, 
we should allow individuals to make tax-free deposits each year to 
individual Medisave accounts. These accounts would serve as self
insurance and as an alternative to the wasteful use of third-party 
insurers for small medical bills. Funds in the accounts would grow 
tax free, and withdrawals would be permitted only for legitimate 
medical expenses. Funds not spent during a person's working years 
could be spent on postretirement health care or rolled over into a 
pension fund. 

Medisave accounts would be the private property of the account 
holder and become part of an individual's estate at the time of 
death. If created by an employer, they would be personal and 
portable for the employee. Medisave contributions should receive 
at least as much tax encouragement as payments for conventional 
health insurance. 9 

Medisave Accounts with a $1,000 Deductible 
Most people have no medical expenses in any given year, and it is 

not uncommon for people to go for several years without incurring 
medical costs. Figure 8.4 shows how Medisave balances would 
grow if not spent in the case of an individual who switches from a 
$250 deductible to a $1,000 deductible, with $400 in premium sav
ings each year. Consider the benefits of the two alternatives. With 
a $250 deductible and a 20 percent co payment, the policyholder 
would pay $400 out of the first $1,000 of medical expenses, and 
health insurance would pay 80 percent of the remainder. 10 With a 
$1,000 deductible, the policyholder would be at risk for $600 more 
each year. With a $1,000 deductible and a Medisave account, how
ever, the policyholder could have at least $400 in additional cash 
each year-and at worst would pay an additional $200 in medical 
expenses out of personal funds. On the other hand, if the policy
holder makes it through the first 18 months without any medical 
expenses, the person is clearly better off with a Medisave account 

9The concept of medical savings accounts was originated by Jesse Hixson, currently 
a health policy economist with the American Medical Association. 

lOThe employee's expenses would be the $250 deductible plus a coinsurance 
payment of $150 (20% x $750). 
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Figure 8.4 
GROWTH OF MEDISA VE ACCOUNTS WITH $400 

ANNUAL DEPOSITs* 

Year 5 

*End-of-year balance. Assumes 8 percent interest. 

even with $1,000 of medical expenses in year two. l1 If the policy
holder has no medical expenses for five years, $2,441 will accumu
late in the Medisave account, which would be enough to make the 
Medisave option profitable even with medical expenses of $1,000 
for each of the next 48 years. 

Medisave Accounts with a $2,500 Family Deductible 
As noted above, a family in a city with average health care costs 

can expect to save about $1,749 in insurance premiums if it chooses 

11 Under a conventional policy, the insured would have to pay $400 out of personal 
funds. When insurance is combined with Medisave funds, however, the insured 
would have to pay less than $400 out of other personal funds. 
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Figure 8.5 
GROWTH OF FAMILY MEDISAVE ACCOUNTS WITH $1,750 

ANNUAL DEPOSITS* 

Year 5 

*End-of-year balance. Assumes 8 percent interest. 

a $2,500 rather than a $250 deductible. Figure 8.5 shows how Medi
save account balances would grow over time if none of the money 
were spent. Compare this Medisave option with a conventional 
health insurance policy. A family with a $250 deductible and a 20 
percent copayment (up to $1,000) is at risk Jor $700 on the first 
$2,500 of medical expenses in any given year. 12 With the Medisave 
option, the family will have $1,750 in its account the first year, 
leaving it at risk for $750 more, or only $50 more than under a 
conventional policy. Allowing for interest accumulation, this family 
will be better off with a Medisave account even if it has $2,500 of 

12The family's expenses would be the $250 deductible plus a copayment amount 
of $450 (20% x [$2,500 - $250]). 
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medical expenses at the end of each year, every year, indefinitely 
into the future. 

Encouraging Self-Insurance: A Revenue-Neutral Proposal 
One way to encourage Medisave accounts without any loss of 

revenue to the federal government is to permit employers and 
employees to choose higher deductible policies and place the 
untaxed premium savings in Medisave accounts. 13 For employees, 
there would be no change in the amount reserved for health care 
benefits or in the total tax subsidy for employee benefits. And 
the change would encourage prudence, eliminate waste, and give 
employees greater control over their health care dollars. 

Currently, many large employers maintain flexible spending 
accounts (FSAs) for their employees under Section 125 of the Inter
nal Revenue Code. Under this arrangement, employees can reduce 
their salaries and make contributions to an individual FSA with 
pretax dollars. The funds are then used to purchase medical 
expenses at the employee's discretion. The only difference between 
an FSA and a Medisave account is that FSA funds are governed by 
a "use it or lose it" requirement. If employees fail to spend the 
entire amount in their FSAs in one year, they forfeit the balance. 14 

Thus, FSAs create the opposite incentives of Medisave accounts; 
employees are penalized for not spending FSA funds. A small 
change in the tax law could change this perverse incentive into a 
positive incentive: "Use it or keep it." 

Extending Medisave Accounts to Others: A Nonrevenue-Neutral 
Proposal 

Although the federal government grants generous tax subsidies 
to employer-provided health insurance, a deduction of only 25 
percent is given to self-employed people who purchase their own 
health insurance. No deduction is given for the purchase of health 

l3Under the current budget rules, any change in policy proposed in Congress must 
not cause a net loss of federal revenue. The forecasting techniques used to estimate 
revenue effects are "static" rather than "dynamic," however. Thus, forecasters tend 
to ignore any behavioral economic responses that would result from a change in the 
composition of the total amount of non taxed employee benefits. 

14See Alain Enthoven, "Health Policy Mismatch," Health Affairs (Winter 1985), 
pp.5-13. 
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insurance by the unemployed, employees of firms that do not pro
vide health insurance, or employees who must pay for health insur
ance coverage for their dependents with aftertax dollars. 

Most of the 34 million Americans who lack health insurance have 
no tax encouragement to obtain it. One of the most effective ways 
to increase the number of people with health insurance would be 
to grant a tax deduction (or tax credit) to individuals who purchase 
health insurance with aftertax dollars. Because the choice to pur
chase health insurance would remain voluntary, this would create 
far fewer distortions in the labor market than would mandating 
employer-provided insurance. IS At the same time we extend tax 
encouragement for third-party insurance to all Americans, we should 
also establish tax incentives to self-insure for small medical bills. 16 

Creating Medisave Accounts in Public Programs 

Under the current system, the political pressures governing 
Medicare (for the elderly) and Medicaid (for the poor) are to expand 
benefits and refuse to pay for them. One consequence is increasing 
evidence of health care rationing. Medisave accounts could solve 
problems in both programs. For example, pregnant Medicaid 
women might have an account to draw on that they could freely 
spend in the medical marketplace. That would empower patients 
and expand the number of providers to whom they have access. 
Similarly, the elderly could choose higher Medicare deductibles and 
make deposits to their own Medisave accounts. 

Medisave Accounts in Singapore 

Medisave accounts have been in existence in Singapore since 
1984. Unlike the proposals made here, contributions to Singapore's 
Medisave accounts are mandatory, being part of the government's 
program of insisting that people save to meet needs that might 
otherwise be unmet or met by the state. (A more extensive discus
sion of the Singapore system is given in chapter 19.) 

15See Goodman, Robbins, and Robbins. 

16For example, individuals might be given a tax deduction for the amount of money 
that would be necessary to purchase a standard $250 deductible policy. For the 
purchase of higher deductible policies, taxpayers could be granted the right to 
deposit the premium savings in Medisave accounts. 
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Advantages of Medical Savings Accounts 
Creating individual and family Medisave accounts would repre

sent a major departure from the current system of paying for health 
care. These accounts would have immediate advantages, which 
would become even more important over time. The 12 principal 
advantages are: 

1. Lowering the Cost of Health Insurance. Medisave accounts 
would allow people to substitute less costly self-insurance 
for more costly third-party insurance for small medical bills. 
To the degree they are self-insured, people would no longer 
face premium increases caused by the wasteful consumption 
decisions of others. And to the extent that third-party insur
ance is reserved for truly risky, catastrophic events, the cost 
per dollar of coverage would be much lower than it is today. 

2. Lowering the Administrative Costs of Health Care. Because 
we rely on third parties to pay a large part of almost every 
medical bill, unnecessary and burdensome paperwork is cre
ated for doctors, hospital administrators, and insurers. By 
one estimate, as much as $33 billion a year in administrative 
costs could be saved by the general use of Medisave accounts. 

3. Lowering the Cost of Health Care. Medisave accounts would 
institute the only cost-control program that has ever 
worked-patients avoiding waste because they have a 
financial self-interest to do so. When people spent money 
from their Medisave accounts, they would be spending their 
own money, not someone else's-an excellent incentive to 
buy prudently. By one estimate, the general use of Medisave 
accounts would reduce total health care spending by almost 
one-fourth. 

4. Removing Financial Barriers to the Purchase of Health Care. 
Under the current system, employers are responding to ris
ing health insurance costs by increasing employee deduct
ibles and copayments. Market prices are encouraging people 
who buy their own health insurance also to opt for high 
deductibles and copayments. One downside of this trend is 
that low-income single mothers and others who live from 
paycheck to paycheck may forgo medical care because they 
can't pay their share of the bill. Medisave accounts ensure 
that funds are available when the family needs them. 
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5. Removing Financial Barriers to the Purchase of Health Insur
ance during Periods of Unemployment. Under current law, 
people who leave an employer who had provided their health 
insurance are entitled to pay the premiums and extend their 
coverage for 18 months. Yet, the unemployed are the people 
least likely to be able to afford those premiums. Medisave 
accounts solve this problem by providing funds that are sepa
rate from those available for ordinary living expenses. Medi
save funds may also be used to purchase between-school
and-work policies or between-job policies of the types already 
marketed. 

6. Restoring the Doctor-Patient Relationship. Medisave 
accounts would give individuals direct control over their 
health care dollars, thereby freeing them from the arbitrary, 
bureaucratic constraints often imposed by third-party insur
ers. Physicians would see patients rather than third-party 
payers as the principal buyers of health care services and 
would be more likely to act as agents for their patients rather 
than for an institutional bureaucracy. 

7. Giving Patients More Control over Insured Services. Every 
group health insurance plan includes some services and pro
viders and excludes others. But the preferences of the group 
may not necessarily be those of the individual. In addition, 
state legislators are increasingly imposing their views on pri
vate group policies through mandated health insurance bene
fit laws. To the extent that individuals are self-insured, they 
could make such decisions for themselves. 

8. Enjoying the Advantages of a Competitive Medical Market
place. Patients who enter hospitals can neither obtain a price 
in advance nor understand the charges afterward. The evi
deilCe suggests that these problems have been created by our 
system of third-party payment and are not natural phenom
ena of the marketplace. When patients pay with their own 
money (as for cosmetic surgery in the United States and most 
routine surgery at private hospitals in Britain), they usually 
get a package price in advance and can engage in comparison 
shopping. 

9. Enjoying the Advantages of Real Health Insurance. Because 
health insurance today is largely prepayment for consump
tion of medical care, people with preexisting health problems 



Cost-Plus Finance and Low-Deductible Health Insurance 

often cannot buy insurance to cover other health risks. Medi
save accounts would encourage a market for genuine cata
strophic health insurance and would make such insurance 
available to more people. 

10. Expanding the Benefits of Self-Insurance over Time. The 
funds in most Medisave accounts would grow over time, 
thereby enabling people to choose higher deductible policies 
and thus rely less on third-party insurers and increase their 
control over their health care dollars. 

11. Creating Incentives for Better Lifestyle Choices. Because 
Medisave accounts would last over an individual's entire life, 
they would allow people to engage in lifetime planning and 
act on the knowledge that health and medical expenses are 
related to their lifestyle choices. People would bear more of 
the costs of their bad decisions and reap more of the benefits 
of their good ones. Those who don't smoke, eat and drink in 
moderation, refrain from drug use, and otherwise engage in 
safe conduct would realize financial rewards for their 
behavior. 

12. Expanding Health Insurance Options during Retirement. 
Medisave accounts would eventually become an important 
source of funds from which to purchase health insurance or 
make direct payments for medical expenses not covered by 
Medicare during retirement. Such funds would help America 
solve the growing problem of long-term care for the elderly. 

Using Medisave Accounts to Lower the Administrative Costs of 
Health Insurance 

Health insurance not only creates perverse incentives, but its 
overuse also leads to high and unnecessary administrative costs. 
For example, the cost of marketing and administering private health 
insurance averages between 11 and 12 percent of premiumsY A 
study by the American Medical Association has estimated that a 
physician spends six minutes on each claim and the physician's 
staff spends one hour on it, and also that physicians who contract 

17 According to estimates by Hay/Huggins Company, the "load factor" for private 
health insurance ranges from 5.5 percent for groups of 10,000 or more to 40 percent 
for groups of fewer than five people. See Uwe E. Reinhardt, "Breaking American 
Health Policy Gridlock," Health Affairs (Summer 1991), exhibit 1, p. 100. 
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with outside billing services pay about $8 per claim. 18 Medisave 
accounts offer a way of cutting these costs dramatically while at the 
same time maintaining-and even improving-the quality of care. 

Lowering Costs with Health Care Debit Cards 
A general system of Medisave accounts would lead naturally to 

the use of health care debit cards. Patients could pay for physician 
visits by using their cards, just as people now pay for merchandise 
at retail stores. Several health care debit card companies already 
exist, including Pulse Card, headquartered in Kansas City, Kansas, 
and Security Plus, headquartered in Newport Beach, California. 19 

With an increase in volume and with increased competition, the 
administrative costs of using health care debit cards would be quite 
low, relative to the cost of using third-party payers. Currently, the 
overhead cost for credit card companies is as low as 1.29 percent. 
Moreover, for most transactions between patients and physicians, 
that would be the only administrative cost other than paperwork 
deemed necessary for purely medical reasons. Private and public 
insurers would not need additional paperwork unless total costs 
exceeded high patient deductibles. 

Health Care Debit Cards and Medical Records 
Health care debit cards could be combined with another techno

logical innovation to reduce other costs and improve the quality of 
care. Several companies are experimenting with technology that 
would put a patient's entire medical record on a credit card. 20 That 
would give physicians immediate access to each patient's complete 
medical history. Putting medical records on a credit card could be 
costly. But it might be less costly than the current system under 
which physicians often treat patients about one-third of the time 
without access to their records. 21 

18 American Medical Association Center for Health Policy Research, "The Adminis
trative Burden of Health Insurance on Physicians," SMS Report 3, no. 2 (1989). 

19See Burt Sims, "Cutting Health Care Costs: A Major Breakthrough," US Business 
to Business (Winter 1991). 

2oCurrently, there are three competing technologies: magnetic stripe cards, smart 
cards (with integrated circuits), and optical memory (laser) cards. See C. Peter 
Waegemann, "Patient Cards-The Promise of the Future?" Medical Practice Manage
ment (Spring 1990), pp. 264-68. 

21Ibid., p. 264. 

252 



Cost-Plus Finance and Low-Deductible Health Insurance 

The Benefits of the Canadian System without the Costs 
Advocates of the Canadian system of national health insurance 

cite two principal benefits: (1) to receive care, patients entering the 
health care system need produce only a national health insurance 
card and (2) the administrative costs of the system are lower because 
paperwork is reduced and other costs, such as marketing, are elimi
nated. 

Against these advantages, there are severe disadvantages. 
Because patients are actually spending other people's money when 
they consume free health care, the potential demand is unlimited 
and Canadian provincial governments control costs by limiting 
technology and forcing physicians and hospitals to ration health 
care. As Canadian waiting lists grow longer, there are increasing 
reports of unnecessary patient deaths and increasing numbers of 
Canadians crossing the border for U.S. medical care. In addition, 
because of the perverse incentives the system creates for providers, 
physicians often overprovide some services and hospital managers 
try to avoid the costs of acute care by hOUSing chronic patients who 
use the hospitals as nursing homes (see discussion in chapter 17). 

A system of Medisave accounts plus health care debit cards could 
produce the benefits of the Canadian system without the adverse 
side effects. A valid health care debit card would be proof that a 
patient could pay small medical bills and had third-party insurance 
to pay large ones. Unlike Canadians, however, U.S. patients using 
debit cards would have strong incentives to purchase care pru
dently because they would be spending their own money. 

A Ballpark Estimate of the Economic Effects of Medisave 
Accounts 

Various studies have compared administrative costs of health 
insurance in the United States with those of Canada's national 
health insurance program. 22 For example, Table 8.5 shows three 

22For example, one study claimed that administrative costs in the United States 
were between 19.3 percent and 24.1 percent of total health care spending and 
accounted for more than half the difference in cost between the U.S. and Canadian 
systems. See Steffie Woolhandler and David Himmelstein, "The Deteriorating 
Administrative Efficiency of the U.S. Health Care System," New England Journal of 
Medicine 324, no. 18 (May 2, 1991): 1253-58. See also a critique of the study'S 
methodology by the Health Insurance Association of America in Medical Benefits 8, 
no. 10 (May 3D, 1991): 5. In another study, a national health insurance advocacy 
group, Citizen Fund, claimed that 33.5 cents of every dollar spent by private health 
insurance was for overhead expenses. See Richard Koenig, "Insurers' Overhead 
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estimates of the annual administrative savings that could be realized 
by adopting the Canadian system, as well as an estimate of the 
costs of eliminating out-of-pocket charges. The potential savings in 
administrative costs range from a Lewin/ICF estimate of $34 billion 
to a General Accounting Office (GAO) estimate of $67 billion. 23 

However, the effect of eliminating all deductibles and co payments 
swamps these savings and leads to a net increase in costs. 

We believe the estimates of potential savings from reduced 
administrative costs are much too high for three reasons. First, 
government accounting practices always lead to underestimates of 
the real cost of government provision of goods and services. 24 Sec
ond, the estimates completely ignore all indirect costs (for example, 
the costs of rationing and of physician and hospital responses to 
perverse incentives) caused by Canada's method of paying for 
health care. Third, many of the administrative activities in the U.S. 
health care system are not designed merely to control spending; 
they also are designed to prevent inappropriate medical care and 
maintain high quality. The United States is not likely to follow the 
Canadian practice of giving hospitals global budgets and forcing 
physicians to ration health care with few questions asked. (These 
issues are considered more fully in chapter 17.) 

Nonetheless, Table 8.5 is interesting. What the GAO calculates 
as the rock-bottom cost of administering a health care system is 
probably high when compared with a system of Medisave accounts 
and health care debit cards. We have used the GAO method to 
estimate the potential reduction in administrative costs under a 

Dwarfs Medicare's," Wall Street Journal, November 15, 1990. The results of other 
studies are reviewed below. For critiques of these estimates, see "GAO Report on 
Canadian Health Care Tainted by Charges of Partisanship," Health Benefits Letter 1, 
no. 16 (September 18, 1991); and the letters to the editor in New England Journal of 
Medicine 325, no. 18 (October 31, 1991): 1316-19. For a comprehensive comparison 
of administrative costs in the United States and Canada-one that concludes there 
is very little difference between the two countries-see Patricia M. Danzon, "The 
Hidden Costs of Budget Constrained Insurance," paper presented at an American 
Enterprise Institute conference on "American Health Policy," Washington, October 
3-4, 1991. 

23See General Accounting Office, Canadian Health Insurance: Lessons for the United 
States (June 1991). 

24See E. S. Savas, "How Much Do Government Services Really Cost?" Urban Affairs 
Quarterly (September 1979), p. 24. 
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Table 8.5 
ESTIMATES OF THE ECONOMIC EFFECTS OF ADOPTING THE CANADIAN SYSTEM IN THE UNITED STATES 

Physicians for a General 
National Health Accounting 

Lewin/ICF Program Office 
Savings in administrative costs 

Insurance overhead -$22 -$27 -$34 
Physician administrative 

expenses -1 -9 -15 
Hospital administrative 

expenses -11 -31 -18 
Total decrease in administrative 

costs -$34 -$57 -$67 

Expansion of coverage 
For the currently insured 

(based on Rand estimate)l +$54 +$54 +$54 
For the currently uninsured 

(based on Rand estimate)l +19 +19 +19 
Total increase resulting from 

coverage expansion +73 +73 +73 

Total net effect +$39 +$16 +$6 
SOURCE: General Accounting Office, Canadian Health Insurance: Lessons for the United States, June 1991, pp. 62-67; L. S. Lewin 
and J. Sheils, National Health Spending under Alternative Universal Access Proposals (Washington: LewinlICF, October 26, 
1990); prepared for the AFL-CIO; and K. Grumbach et al., "Liberal Benefits, Conservative Spending: The Physicians for 
a National Health Program Proposal," Journal of the American Medical Association 265, no. 19 (May 15, 1991): 2549-54. 

IV lBased on GAO estimates for increased hospital spending and GAO estimates increased to reflect the Rand Corporation 
~ results for physician spending. 
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Table 8.6 
ECONOMIC EFFECTS OF COMBINING UNIVERSAL HEALTH 

INSURANCE WITH MEDISAVE ACCOUNTS AND HEALTH CARE 
DEBIT CARDS 

Adjustment 

Savings in administrative costs! 
Insurance overhead 
Physician administrative expenses 
Hospital administrative expenses 
Total 

Coverage for the currently uninsured2 

Behavioral response3 

Total net effect 

Change in Costs 
($ Billion) 

Low 
Estimate 

-$8 
-5 
-3 

-16 
+12 
-90 

-$94 

High 
Estimate 

-$17 
-10 
-6 

-33 
+12 

-147 
-$168 

IBased on GAO estimates of the potential savings in administrative costs 
with the following adjustments: For high estimate, one-half of GAO savings 
attained in reduced insurance overhead, two-thirds of savings attained in 
reduced physician administrative costs, and one-third of savings attained 
in reduced hospital administrative costs; for low estimate, one-half of those 
amounts. See General Accounting Office, Canadian Health Insurance: Lessons 
for the United States (June 1991), Table 5.1 (p. 63). 
2Based on GAO and Lewin/ICF estimates. See J. Needleman et al., The 
Health Care Financing System and the Uninsured (Washington: Lewin/lCF, 
April 4, 1990), prepared for the Health Care Financing Administration. 
3Based on Rand Corporation estimates. For high estimate, 23 percent reduc
tion in total health care costs, excluding insurance overhead, research, and 
public health expenditures; for low estimate, spending is reduced by 45 
percent for physicians and 10 percent for hospitals. 

system of Medisave accounts and debit cards, and the Rand Corpo
ration's method to estimate the likely reduction in health care 
spending if people had high-deductible health insurance. Table 8.6 
shows the probable effects of a generalized system under which 
everyone (including Medicaid and Medicare patients) has third
party catastrophic insurance and uses health care debit cards, draw
ing on individual Medisave accounts to pay small medical bills. As 
the table shows, a system that combines catastrophic third-party 
insurance with Medisave accounts should reduce administrative 
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costs by as much as $33 billion. Because the presence of high deduct
ibles would make patients more prudent purchasers of health care, 
total spending should go down by as much as $147 billion. After 
extending catastrophic health insurance to the currently uninsured, 
the net total savings are $168 billion, or almost one-fourth of what 
the United States now spends on health care. 

Twenty Questions and Answers about Medisave Accounts 
1. How would Medisave accQunts be administered? Medisave 

accounts would be administered by qualified financial institutions 
in much the same way as individual retirement accounts (IRAs) are. 
Individuals could exercise choice over the investment of account 
balances, with the same restrictions on the types of instruments the 
accounts could own as now apply to IRAs. 

2. How would funds from Medisave accounts be spent? The 
simplest method would be by debit card. Patients would use their 
debit cards to satisfy payment at the time medical services were 
rendered. At the end of each month, the account holders' state
ments would show recent expenses and account balances. No more 
paperwork would be needed than with any other credit card. 

3. What would prevent fraud and abuse? To receive Medisave 
funds, a provider of medical services would have to be qualified 
under IRS rules. Qualifying should be a simple procedure, involv
ing little more than the filing of a one-page form. But if IRS auditors 
discovered fraudulent behavior, the provider would lose the right to 
receive Medisave funds and would be subject to criminal penalties. 

4. What types of services could be purchased with Medisave 
funds? Any type of expense considered a medical expense under 
current IRS rules would qualify. In general, the IRS has been fairly 
broad in its interpretation of what constitutes a medical expense. 
An unhealthy step in the wrong direction, however, was the IRS 
decision to disallow cosmetic surgery. There is no apparent reason 
why the removal of a disfiguring scar or a change in facial appear
ance that improves employability and self-esteem is any less impor
tant than an orthopedic operation that allows an individual to play 
a better game of tennis or polo. 

S. What tax advantages would be created for Medisave deposits? 
Medisave deposits would receive the same tax treatment as health 
insurance premiums. Thus, under employer-provided health insur
ance plans, Medisave deposits would escape federal income taxes, 

257 



PATIENT POWER 

FICA taxes, and state and local income taxes. If the opportunity to 
receive a tax deduction or a tax credit for the purchase of health 
insurance were extended to individuals, their deposits to Medisave 
accounts would receive the same tax treatment. Medisave balances 
would grow tax free and would never be taxed if the funds were 
used to pay for medical care or purchase long-term care or long
term care insurance. 

6. What about low-income families who cannot afford to make 
Medisave deposits? If low-income families can afford to buy health 
insurance, they can afford to make Medisave deposits, since the 
primary purpose of the Medisave option is to enable individuals to 
divide their normal health insurance costs into two parts: self
insurance and third-party insurance. Currently, no tax subsidy is 
available for people who purchase health insurance on their own. 
Health insurance would become more affordable for the currently 
uninsured if they could deduct some or all of the premiums from 
their taxable income. It would become even more affordable 
through a system of refundable tax credits, which would grant 
greater tax relief to low-income people. 

7. How could individuals build up funds in their Medisave 
accounts? One way would be to choose a higher deductible insur
ance policy and deposit the premium savings in the Medisave 
account. For most people, a year or two of such deposits would 
exceed the amount of their insurance deductible. Young people and 
people in low-cost areas might be allowed to make even larger 
deposits. An alternative (which tends to be revenue-neutral for 
the federal government) would be to permit people to reduce the 
amount of their annual, tax-deductible contributions to IRAs, 401(k) 
plans, and other pensions and deposit the difference in a Medisave 
account. 

S. What if medical expenses not covered by health insurance 
exceeded the balance in an individual's Medisave account? One 
solution would be to establish a line of credit so that individuals 
could effectively borrow to pay medical expenses. Repayment 
would be made with future Medisave deposits or other personal 
funds. Another solution would be to adopt Singapore's practice of 
permitting family members to share their Medisave funds. This 
concern would vanish as Medisave balances grew over time. 

9. How would members of the same family manage their Medi
save accounts? Because family members often are covered under the 
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same health insurance policy, it seems desirable to permit couples to 
own joint Medisave accounts and for parents to own family Medi
save accounts. In those cases, more than one person could spend 
from a single account. But even if family members maintained 
separate accounts, that should not preclude the pooling of family 
resources to pay medical bills. 

10. What about people who are already sick and have large 
medical obligations at the time the plan is started? Such people 
might be harmed by a sudden increase in the health insurance 
deductible unless transitional arrangements were made. Most 
would benefit from a high deductible in the long run but they might 
suffer financially at the outset. One solution is for employers to 
extend credit to employees who are especially disadvantaged, with 
the loan to be repaid from future Medisave contributions. Another 
solution is for employers to bear part of the burden of those 
expenses (in the case of special hardship) during the transition 
period. 

11. What about people who have a catastrophic illness with 
large annual medical bills likely to last indefinitely into the future? 
Most of these people would be disadvantaged if they have an 
annual deductible. A better form of health insurance would be one 
with a per condition deductible, in which the deductible would be 
paid only once for an extended illness. 

12. Are there circumstances under which individuals could with
draw Medisave funds for nonmedical expenses prior to retire
ment? A reasonable policy is to apply the same rules that now apply 
to tax-deferred savings plans (for example, IRAs and 401(k) plans). 
Thus, nonmedical withdrawals would be fully taxed and would 
face an additional 10 percent tax penalty. 

13. How do we know people would not forgo needed medical 
care (including preventive care) in order to conserve their Medi
save funds? We don't. The theory behind Medisave accounts is 
that people should have a store of personal funds with which to 
purchase medical care. And because the money they spend would 
be their own, they would have strong incentives to make prudent 
decisions. Undoubtedly, some of their decisions would be wrong. 
But many decisions made under the current system also are wrong. 
Unlike the current system, people would at least have funds on 
hand with which to pay their share of medical bills. And, since 
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people would have an incentive to protect future account balances 
against future medical costs, some would certainly spend more on 
preventive health care. Because we cannot spend our entire GNP 
on health, health care has to be rationed in some way. The only 
alternative to national health insurance, with rationing decisions 
made by a health care bureaucracy, is self-rationing, with individu
als making their own choices between money and medical services. 

14. Given the increasing complexity of medical science, how 
can individuals possibly make wise decisions when spending their 
Medisave funds? One thing people can do is solicit advice from 
others who claim to have superior knowledge. For example, most 
large employers and practically all insurance companies have cost
management programs in which teams of experts make judgments 
about whether, when, and where medical procedures will be per
formed. These experienced professionals could play an important 
role in helping patients make decisions about complicated and 
expensive procedures. But the professionals' role will be as advice 
givers only. We should let the experts advise and the patient decide. 
Moreover, the fact that individuals would maintain Medisave 
accounts would not preclude their taking advantage of employer
negotiated price discounts from providers or managed care programs. 

15. Given the problems that major employers and insurance 
companies have in negotiating with hospitals, how can individual 
patients possibly do better? The reason large institutions have so 
much difficulty negotiating with hospitals is that the institution is 
not the patient. And the reason patients spending their own money 
would wield effective power is the same reason consumers wield 
power in every market-they can take their money and go else
where. Physicians, hospitals, and other health care providers 
would have considerable incentive to win their business. Moreover, 
Medisave accounts would not preclude individuals from using 
employers as bargaining agents. 

16. What would happen to Medisave account balances at retire
ment? People should be able to roll over their Medisave funds into 
an IRA or some other pension fund. Thus, money not spent on 
medical care could be used, after taxes, to purchase other goods 
and services. Alternatively, Medisave balances could be maintained 
to purchase postretirement health care or long-term care or long
term care insurance. 
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17. What would prevent wealthy individuals from misusing 
Medisave accounts to shelter large amounts of tax-deferred 
income? An individual's total tax-advantaged expense for health 
insurance plus Medisave deposits could not exceed a reasonable 
amount. One definition of "reasonable" would be an annual Medi
save deposit that would equal the deductible for a standard cata
strophic health insurance policy. 

18. What about people who join HMOs? They would have the 
same opportunities as those who join conventional, fee-for-service 
health insurance plans. Note that because many HMOs are now 
instituting deductibles, HMO members would have incentives to 
acquire Medisave accounts. Their HMO premiums plus their depos
its to Medisave accounts could not exceed a reasonable amount, 
however. 

19. Under employer-provided plans, would employees have a 
choice of deductibles? Permitting employees to make individual 
choices makes sense. Over time, different people would have differ
ent accumulations in their Medisave accounts and, quite likely, 
different preferences about health insurance deductibles. However, 
under current law, employers have the option of fashioning 
employee benefit plans, even though it is in their self-interest to 
create a plan that is most pleasing to employees, given the overall 
cost. As a practical political matter, it seems wise to continue that 
feature ,of the current system. 

20. What would happen to flexible spending accounts now avail
able to some employees? Medisave accounts would replace FSAs 
under employee benefits law. Currently, employees who make 
deposits to FSAs must use the money or lose it, typically within 12 
months. Similar deposits made to Medisave accounts would have 
no such restrictions. 
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Principally operating through the tax law, federal policy has 
shaped and molded employer-provided health insurance plans. In 
general, federal policy encourages and rewards first-dollar health 
insurance coverage and other wasteful, inefficient practices. At 
the same time, federal policy discourages reasonable attempts by 
employers to eliminate perverse incentives and reduce spiraling 
health care costs. To make matters worse, federal policy toward 
employer-provided health insurance is inextricably intertwined 
with federal policy toward other employee benefits, especially for 
large corporations. As a result, it is probably not possible to reform 
the health insurance system without reforming the entire employee 
benefits system. 

Tax deductions for employee benefits totaled about $105 billion 
in 1990 and are expected to climb to $131 billion in 1992.1 That is 
the amount of money not collected in taxes because employee 
benefits are excluded from taxable wages. On the average, for every 
dollar the government collects in personal income taxes, about 25 
cents goes uncollected because of employee benefits. But for the 
exclusion for employee benefits, the marginal income tax rate faced 
by American workers could be 4 percentage points lower.2 As a 
result, the "tax expenditure" for all employee benefits amounts to 
about $450 per year for every man, woman, and child in the country, 
or about $1,035 for every American family. 

Ostensibly, these large tax subsidies for employee benefits exist 
because the federal government wants to promote general social 
goals. Yet, under the current system, those goals are not being met 

lEstimate based on Special Analyses, Budget of the United States (1990), Table G-2, 
and "Estimates for Tax Expenditure in the Income Tax," Budget of the United States 
for Fiscal Year 1992, Table XI-I. 

2Por example, people in the 15 percent income tax bracket could otherwise be in 
the 11 percent tax bracket; people in the 28 percent tax bracket could otherwise be 
in the 24 percent bracket, etc. 
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in a reasonable way. The system is inequitable, affecting different 
families in radically different ways. It creates a false sense of security 
by misleading workers about the size of their expected retirement 
benefits. It encourages waste and inefficiency in the medical mar
ketplace, thereby contributing to spiraling health care costs. 

Tax subsidies for employee benefits are distributed in a highly 
arbitrary way. For example, the tax expenditure for employer-pro
vided health insurance alone is about $60 billion a year, or roughly 
$600 for every American family. But the current system subsidizes 
lavish health care plans for some workers, whereas others have 
no opportunity to receive the tax subsidy. Tax-deductible health 
insurance expenditures range from a high of $3,055 per worker in 
the automobile industry3 to as little as $793 for workers in retail 
trade. 4 Although the auto workers' plans are fully deductible, self
employed individuals are allowed to deduct only 25 percent of 
their health insurance premiums, and even that deduction has an 
uncertain future. Unemployed workers and employees of firms that 
do not provide health insurance receive no tax subsidy for the 
health insurance they purchase. 

In general, the problem of a large population of uninsured people 
is a creation of the tax law. Most of the 34 million Americans who 
lack health insurance have no opportunity to purchase it with pretax 
dollars. At the same time, current law encourages waste and impru
dence among those who do have health insurance. 

Federal Tax Law and Employee Benefits 

Federal tax law has an enormous impact on the employee benefits 
plans of employers precisely because marginal tax rates are so high. 
Even a moderate wage earner in the U.S. economy gets to keep less 
than 70 cents out of each additional dollar earned. The federal 
income tax rate for this worker is 15 percent and the combined 
(employer plus employee) Social Security tax rate is 15.3 percent. 
Thus, federal taxes take 30.3 cents out of each additional dollar of 

3 Aldona Robbins and Gary Robbins, What a Canadian-Style Health Care System Would 
Cost U.S. Employers and Employees, NCPA Policy Report no. 145 (Dallas: National 
Center for Policy Analysis, February 1990). 

4Aldona Robbins, Gary Robbins, and John C. Goodman, Employee Benefits: The 
Case for Radical Reform, NCPA Policy Report no. 147 (Dallas: National Center for 
Policy Analysis, March 1990). 
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Table 9'.1 
AFTERTAX VALUE OF A DOLLAR OF MONEY WAGES 

Value with No State 
and Local 

Federal Tax Categori Income Tax 

FICA tax only 8511 
FICA tax plus 15 

percent income tax 70 
FICA tax plus 28 

Eercent income tax 57 
IIncludes employer's share of FICA taxes. 
2State and local income tax rates equal 4 percent. 
3State and local income tax rates equal 6 percent. 

Value with State 
and Local 

Income Tax 

81112 

643 

513 

wages. If this employee faces a 6 percent state and local income tax, 
the marginal tax rate is 36.3 percent, leaving the employee with less 
than two-thirds of a dollar of wages in the form of take-home pay. 
As Table 9.1 shows, workers in the 28 percent federal income tax 
bracket face a marginal tax rate of 43.3 percent, leaving them with 
less than 57 cents in take-home payout of each additional dollar of 
earnings. If state and local income taxes apply, the situation is much 
worse. Indeed, millions of American workers take home just about 
50 cents of each additional dollar of earnings. 

Such high tax rates give employers and employees strong incen
tives to replace wages with nontaxable benefits in employees' com
pensation packages. Those incentives are irresistible if employees 
would have purchased the benefits anyway. But even if they would 
not have, federal tax law makes certain benefits very attractive. For 
example, Table 9.2 shows the value of health insurance benefits 
relative to the payment of a dollar of wages. For a worker in the 15 
percent tax bracket, federal tax law makes a dollar of wages equiva
lent to $1.43 in health care benefits. For a worker in the 28 percent 
bracket, a dollar of wages is equivalent to $1.76 in health care 
benefits. 5 

5The value of the benefit equals lI(l-t), where t is the marginal federal income tax 
rate plus the combined employer-employee Social Security payroll tax rate. For a 
worker in the 15 percent bracket, t = 0.15 + 0.153. For a worker in the 28 percent 
bracket, t = 0.28 + 0.153. 
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Table 9.2 
RELATIVE VALUE OF A DOLLAR OF EMPLOYER-PROVIDED 

HEALTH INSURANCE BENEFITS 

Value with No State 
and Local 

Federal Tax Category! Income Tax 

FICA tax only $1.18 
FICA tax plus 15 

percent income tax 1.43 
FICA tax plus 28 

Eercent income tax 1.76 
lInciudes employer's share of FICA taxes. 
2State and local income tax rate equals 4 percent. 
3State and local income tax rate equals 6 percent. 

Value with State 
and Local 

Income Tax 

$1.242 

1.573 

1.973 

If an employer were to pay a worker in the 28 percent federal 
income tax bracket $1.76 in wages, the worker's take-home pay 
would be only $1.00 after taxes. On the other hand, if the $1.76 is 
spent on non taxed health care benefits, the worker gets $1. 76 of 
benefits. 

Nontaxed employee benefits become even more lucrative if work
ers face state and local taxes. Consider workers facing a 6 percent 
state and local income tax rate, for example. For a worker in the 15 
percent federal income tax bracket, the combined effect of all taxes 
is to make a dollar of wages equivalent to $1.57 of employee bene
fits. For a worker in the 28 percent bracket, the combined effect of 
all taxes is to make a dollar of wages equivalent to $1. 97 of benefits. 

Table 9.2 also shows how much waste can be present in the 
purchase of health insurance and still allow health insurance to be 
preferable to wages. (See Figure 9.1.) For example, if ali employer 
attempted to give a higher paid employee $1.97 in wages, the 
employee's take-home pay would be only $1.00 after taxes. As a 
result, $1. 97 spent on health insurance need only be worth $1.01 to 
be preferable to $1.97 of gross wages. Thus, 96 cents (or 49 percent 
of the premium) can represent pure waste and still leave health 
insurance more attractive than wages. 

Given these incentives, it is small wonder that employers and 
employees respond. For example, on the average, workers in dura
ble goods manufacturing receive employee benefits equal to 19 
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Figure 9.1 
How MUCH WASTE CAN BE PRESENT IN HEALTH INSURANCE 
AND STILL LEAVE HEALTH INSURANCE As VALUABLE As THE 

PAYMENT OF WAGES? 

Average-wa~e 
Employee 

36% 

Low-Wage 
Employee 1 

19% 

r-

Higherwa~e 
Employee 

49% 

Highest Wage 
Employee 

(1980 Tax Law) 4 

58% 

'7 
ILow-wage employee faces a 15 percent FICA tax and a 4 percent state and 
local income tax. 
2Average-wage employee faces a 15 percent FICA tax, a 15 percent federal 
income tax, and a 6 percent state and local income tax. 
3Higher wage employee faces a 15 percent FICA tax, a 28 percent federal 
income tax, and a 6 percent state and local income tax. 
4Highest wage employee faced a 50 percent federal income tax and an 8 
percent state and local income tax in 1980. 

percent of earnings. For a manufacturing worker in the 28 percent 
tax bracket, that means that employee benefits are equal to about 
25 percent of take-home pay. 
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Table 9.3 
PERCENT OF EMPLOYEES WITH BENEFITS, 1988 

Employees with Benefits 

Employee Benefit 

Health insurance 
Life insurance 
Retirement pension 
Educational assistance 
Long-term disability insurance 
Child care 

Medium & 
Large Firms 

96.0% 
96.0 
91.0 
76.0 
48.0 

1.0 

Small Firms 

74.7% 
58.6 
43.3 
23.0 
25.6 
4.3 

SOURCE: Employee Benefit Research Institute, Employee Benefit Notes 10, no. 
12 (December 1989), Table 3. 

How the Tax Law Discriminates against Small Firms 
As Table 9.3 shows, employees of large firms are 29 percent more 

likely to have employer-provided health insurance and 64 percent 
more likely to have life insurance than are employees of small firms. 
Employees of large firms also are more than twice as likely to have 
a retirement pension and more than three times as likely to receive 
educational benefits. In general, small firms represent the fastest 
growing segment of the economy and are providing most of the 
new jobs. Nonetheless, employees of such firms are receiving the 
fewest tax subsidies for employee benefits. 

Table 9.4 shows the distribution of employee benefits by indus
try. As the table illustrates, transportation and public utilities 
employees on the average receive $4,802 per year in non taxed 
benefits, while retail employees receive only $1,161. That means 
that the tax subsidy for transportation and public utilities employees 
is more than four times greater. Why do small firms (and industries 
dominated by small firms) provide fewer employee benefits? One 
reason is that federal tax law governing employee benefits discimi
nates against small firms. 

Interference with Labor Market Contracts 
In general, the more competitive a market, the more essential it 

is that workers receive a compensation package equal to the value 
of what they produce. The smaller the firm, the more important is 
this principle. Workers with different skills must receive a different 
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Table 9.4 
EMPLOYEE BENEFITS BY INDUSTRY 

Average Annual Average Annual 
Industry Earnings Benefits 

Transportation and public 
utilities $25,678 $4,802 

Mining 29,022 4,527 
Durable goods manufacturing 23,809 4,519 
Construction 26,142 4,078 
Nondurable goods 

manufacturing 20,307 2,692 
Wholesale trade 20,406 2,408 
Finance, insurance, and real 

estate 17,630 2,080 
Services! 15,746 1,968 
Retail trade 9,839 1,161 

SOURCES: Employer-provided benefits as a percentage of earnings are from 
the U.s. Chamber of Commerce, Employee Benefits, 1988 Edition, Survey Data 
from Benefit Year 1987 (Washington, March 1989). Earnings are derived from 
average weekly earnings for July 1989, published by the U.s. Bureau of 
Labor Statistics. 
IEstimate based on the average employee benefit as a percentage of earn
ings (12.5 percent) for all other industries. 

total compensation, and the form of the compensation package 
must be the one most preferred by the worker. The easiest way to 
achieve this objective is for the employer and each employee to 
agree on the total amount of compensation and for the employee 
to choose the specifics (that is, how much in wages, how much in 
health insurance, etc.). Employee benefits law, however, is 
designed to prevent benefit packages from being tailored to individ
ual needs. The philosophy implicit in employee benefits law is that 
all employees should receive the same benefit, and that employees 
should not be able to choose between taxable wages and nontaxed 
benefits. This approach to employee benefits is harmful for small 
firms in competitive markets. 

Burdensome Administrative Costs and Unreasonable Compliance Rules 
Because complying with the rules and regulations that govern 

employee benefits is so costly, many employee benefits programs 
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allowed under the tax code can be administered only by large firms, 
which can spread the costs over very large numbers of employees. 
Giving employees choices in a cafeteria of benefits, allowing them 
to~pay their share of health insurance premiums with pretax dollars, 
and allowing them to pay their deductibles and copayments with 
pretax dollars through flexible spending accounts are just a few of 
the opportunities that high administrative costs keep out of reach 
of small firms. 

The Two-Tier System 
As a result of the discrimination against small businesses, 

America is developing a two-tier system with respect to health 
insurance, retirement pensions, and other benefits. On the one 
hand, some large companies provide cradle-to-grave benefits for 
each stage in a worker's life: marriage, pregnancy, child rearing, 
divorce, retirement, and death. Many large companies now offer 
day care and elder care for dependents, medical coverage for step
children in remarriages, and job search assistance for a spouse 
when a two-career couple relocates. 6 On the other hand, about 
18.5 million employees lack health insurance7 and 52 million lack a 
private pension.8 

Moreover, those who have the greatest benefits tend to have 
above-average incomes, and vice versa. As Table 9.4 shows, indus
tries in which employees have the highest incomes are the indus
tries that offer the highest benefits (both in absolute terms and as 
a percentage of income). 

How the Tax Law Distorts Health Insurance Pricing in Large 
Firms 

The original Blue Cross vision was of a system in which everyone 
is charged the same premium regardless of risk. In such a system, 
healthy people are overcharged, sicker people are undercharged, 
and individual health insurance premiums bear no relationship to 
the underlying cost of providing that insurance. In the 1990s, the 

6"More Benefits Bend with Workers' Needs," Wall Street Journal, January 9, 1990. 

7Ernployee Benefit Research Institute, Update: Americans without Health Insurance, 
EBRI Issue Brief no. 104 (July 1990), Table 5 (p. 12). 

BErnployee Benefit Research Institute, Pension Coverage and Benefit Entitlement: New 
Findings from 1988, EBRI Issue Brief no. 94 (September 1989), Table 1 (p. 7). 
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original Blue Cross vision of health insurance has largely vanished. 
Only a handful of Blue Cross plans .still practice community rating, 
and even those usually vary their premiums by age. The philosophy 
still reigns, however, within large corporations. 

Most large companies not only provide health insurance, they 
also adopt an artificial, internal pricing system under which all 
employees face the same premium, regardless of age, job task, or 
other indicators of health risk. For example, take the Foster Higgins 
estimate that employee health costs averaged $3,200 in 19909 and 
assume that a 60-year-old employee has four times the expected 
health care costs of a 20-year-old. As Table 9.5 shows, assigning the 
same premium to both results in a premium that-when compared 
with expected real costs-is $1,920 too high for the younger worker 
and $1,920 too low for the older worker. 

If the employer pays the full premium, then it makes no real 
difference how individual premiums are assigned for accounting 
purposes. But most employers ask employees to pay part of the 
premium out of their gross wages, and the trend is to increase the 
employees' share.lO For example, Table 9.5 also shows what the 
employee's share of the premium would be if employees are asked 
to pay half the total premium ($1,600) out of wages. In this case, 
even though the 20-year-old employee pays only one-half the pre
mium, the charge is still $320 higher than the real cost of the 
insurance. 

A younger employee who must pay the employee's share of the 
premium with aftertax dollars has an incentive to forgo the coverage 
and keep the money, or search for a cheaper (more accurately 
priced) policy elsewhere. Even if employees can pay their share of 
the premium with pretax dollars,11 younger employees may still 
decide to forgo the employer's offer and buy a no-frills policy (for 
a cheaper price) with aftertax dollars. Thus, artificially charging all 
employees the same price encourages younger employees to forgo 

9A. Foster Higgins & Co., Health Care Benefits SurvelJ 1990, Report no. 1, p. 5. 

lOIn 1990, 57 percent of employers required their employees to contribute an 
average of 22 percent of the costs of their health insurance coverage, and 80 percent 
required an average contribution of 29 percent for family coverage. See A. Foster 
Higgins & Co., pp. 11-12. 

l1For a discussion of the provisions in the tax law, see Alain Enthoven, "Health 
Tax Policy Mismatch," Health Affairs (Winter 1985), pp. 5-13. 
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Table 9.5 
EFFECTS OF ARTIFICIAL PRICING OF HEALTH INSURANCE IN LARGE COMPANIES 

(Annual Gross Premiums) 

Cost for Employee Cost for Employee 
Category Age 20 Age 60 

Artificial premium 
Real cost 
Difference 

Real cost of total premium 
Employee's share of 

artificial premium (50%) 
Net loss/gain to employee 

Same Premium 

$3,200 
-1,280 

+$1,920 

Employee Cost Sharing 

$1,280 

-1,600 
-$320 

$3,200 
-5,120 

-$1,920 

$5,120 

-1,600 
+$3,520 

Total 

$6,400 
-6,400 

o 

$6,400 

-3,200 
+$3,200 
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coverage under their employers' plans. A similar argument applies 
to the purchase of employer-provided health insurance for employ
ees' dependents.12 

One way to think about the U.S. economy in relation to that of 
other developed countries is to recognize that corporate employee 
benefits plans in the United States pursue many of the same ends 
that are pursued through political systems elsewhere. Whereas 
European countries charge tax prices unrelated to the real cost of 
the health insurance that government provides for any particular 
person, the U.S. corporation also charges a common premium unre
lated to expected benefits. Our answer to the European welfare 
state is the corporate welfare state. 

Because corporations are free to act differently, why don't they? 
One reason may be historical accident and inertia. Unquestionably, 
employers were encouraged to adopt internal community rating by 
Blue Cross and other insurers in the early days. Moreover, at the 
time when many large companies started their health benefits pro
grams, the cost of insurance was so low that it was not cost-effective 
to spend much time, effort, and money trying to fit differential 
premiums to differences in employee risks. But now that health 
insurance costs are so high, why not change? 

In a perfectly competitive market, each employee receives wages 
plus fringe benefits exactly equal to what the employee produces. 
But in imperfect labor markets, especially those regulated by tax 
law and employee benefits law, employers may find it in their self
interest to continue the current practice. For one thing, charging 
every employee the same premium helps create the appearance of 
equity. For another, employers may benefit when younger, lower 
paid employees (for whom wages are likely to be more important 
than fringe benefits) voluntarily forgo coverage. The fewer the 
number of participants in the company health plan, the lower the 
total cost. Employers may also gain because of the tax law. 

Table 9.6 continues the example of Table 9.5, by comparing two 
different ways of charging health insurance premiums to employ
ees: (1) premiums based on real actuarial costs and (2) an artificial, 
same-for-all premium. In both cases, we assume that the aftertax 

12This fact may help explain why one of the fast-growing segments of the market 
for individual and family policies is for dependents of employees. 
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Table 9.6 
TAX CONSEQUENCES OF ARTIFICIAL PRICING OF HEALTH INSURANCE IN LARGE COMPANIES 

Employee Employee 
Category Age 20 ___ Age 60 

Real cost 
Employee's share (50%) 
Gross wage needed to pay employee's 

share aftertax 
Taxes on gross wage 

Artificial price 
Employee's share (50%) 
Gross wage needed to pay employee's 

share aftertax 
Taxes 

Actuarially Fair Pricing 

$1,280 
640 

9181 

2781 

Artificial Pricing 

$3,200 
1,600 

2,2961 

6961 

lAssumes 15 percent income tax and 15.3 percent FICA tax. 
2Assumes 28 percent income tax and 15.3 percent FICA tax. 

$5,120 
2,560 

4,5152 

1,9552 

$3,200 
1,600 

2,8222 

1,2222 

Total 

$6,400 
3,200 

5,433 
2,233 

$6,400 
3,200 

5,118 
1,918 
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wage plus health insurance coverage is the same for the employees. 
Given that assumption, employees should be indifferent about the 
two options. However, less total tax will be paid if the company 
adopts artificial premiums. In this example, employees are assumed 
to pay one-half the premium with aftertax dollars. With actuarially 
fair pricing, employers will pay gross wages of $5,433, out of which 
$2,233 will be paid in taxes-leaving $3,200 to pay the employees' 
share of premiums for the two workers. The older employee is 
assumed to be in a higher income tax bracket, however (28 percent 
as opposed to 15 percent). Accordingly, less total tax will be paid if 
the older employee is charged an artificially low premium (requiring 
a lower gross wage) and the younger employee an artificially high 
premium (requiring a higher gross wage). In this case, same-for-all 
premiums result in a tax savings of $315. 

Although $315 may seem like a small sum, for a company with 
1,000 employees that figure amounts to $315,000 a year. With 10,000 
employees, the figure becomes $3.15 million. Of course, companies 
will not typically have only young and old workers, so the total 
savings will be smaller than indicated in these examples. Nonethe
less, it seems clear that switching to a system of actuarially fair 
premiums would increase the tax burden for almost any large com
pany and its employees in cases in which employees must pay their 
share of premiums with aftertax dollars. That is one way the tax 
law encourages the current system. 

If employees are able to pay their share of premiums with pretax 
dollars, as an increasing number are, there are no tax advantages 
from artificial pricing for active employees. But if a company has 
retirees on the same plan, the tax law encourages artificial pricing 
in another way. If the 60-year-old in the previous example is retired, 
the retiree's share of the premium must be paid with aftertax dollars 
even though active workers can pay their share of the premium 
with pretax dollars. In this case, actuarially fair premiums would 
cost the retiree an additional $960 (50% x $5,120 - $1,600). To pay 
this additional premium, a retiree in the 28 percent income tax 
bracket would need $1,333 in additional pretax pension income. 
Thus, artificial pricing enables the employer to give retirees a $1,333 
benefit for a cost of only $960, saving $373 per retiree. 

How the Tax Law Contributes to Escalating Health Care Costs 
Almost nine out of ten Americans who have health insurance 

acquire it through an employer, and the type of health insurance 
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that employers provide responds to the incentives and obeys the 
regulations of the tax code. The following is a list of just four of 
the ways in which the tax law encourages waste and discourages 
prudence in the purchase of health care. 

First, the tax law subsidizes overinsurance. In general, federal 
tax subsidies for employer-provided health insurance are unlim
ited. The more lavish the benefit, the greater the subsidy. Firms 
that choose scaled-down, no-frills health insurance are penalized 
with reduced tax subsidies. 

Second, the tax law encourages first-dollar health insurance cov
erage. Under the current system, any medical bill paid by employ
er-provided health insurance is subsidized through the tax system. 
At the same time, no subsidy is available for those who save to pay 
small medical bills out-of-pocket. 13 

Third, the tax law severs the relationship between health insur
ance benefits and employee wages. The easiest way for employers 
to escape the burden of rising health care costs is to let their employ
ees choose whatever health insurance plan they prefer and to 
deduct the premium for each employee's health insurance from 
that employee's pretax salary. Health insurance would then become 
a dollar-for-dollar substitute for wages, and employees would enjoy 
maximum choice and still get the advantages of a tax subsidy for 
health insurance. Such an arrangement would also have other 
advantages. With a direct link between salary and health insurance 
premiums, employees would be more prudent about their policy 
choices. Those who want policies with no deductibles and all the 
bells and whistles, for example, would pay the full premium cost 
in the form of a salary reduction. Faced with this choice, employees 
are more likely to choose high-deductible, no-frills catastrophic 
insurance. In general, however, employee health insurance cannot 
be individualized in this way, even for large companies. Employee 
benefits law encourages (and in many cases requires) employers to 
adopt the same policy for all employees. Often, employees have no 
idea what the premiums are. In those cases where they are made 

l30ne exception is the ability to pay medical bills through flexible spending 
accounts (FSAs). This option is governed by a use-it-or-lose-it policy, however. In 
addition, medical expenses are tax deductible to the extent that they exceed 7.5 
percent of income. 
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aware (for example, when they are asked to pay part of the pre
mium), each is charged the same premium, regardless of age, sex, 
place of work, type of work, or any other factor that affects real 
premium costs. The upshot is that, for the individual employee, 
there is no relationship between the cost of employer-provided 
health insurance and personal take-home pay. Small wonder that 
employees of large companies demand lavish health care benefits. 
From the perspective of employees, there is no reason not to make 
such demands. 

Fourth, the tax law penalizes cost-control efforts. Under the con
ventional health plans of most corporations, there is no direct rela
tionship-for the individual employee-between salary and the 
value of health insurance benefits. Similarly, there is no relationship 
between salary and wasteful, imprudent health care purchases. In 
general, employees who act as prudent buyers of health care cannot 
reap any cash reward for doing so without tax penalty, thereby 
reflecting a use-it-or-Iose-it national health policy. Employees also 
have no opportunity (under the tax law) to opt out of an employer 
plan and purchase a less expensive policy on their own. 

How the Tax Law Is Contributing to the Rising Number of 
People Who Lack Health Insurance 

One of the great ironies of employee benefits law is that, although 
it was designed to encourage the purchase of health insurance, 
some of its most perverse provisions are now causing an increasing 
number of people to be without health insurance. Because employ
ers cannot individualize health insurance benefits, many are turn
ing to other practices to control their health insurance costs, and 
those practices are causing an increasing number of people to be 
without insurance. 

For example, an increasing number of smaller firms are respond
ing to rising health insurance premiums by canceling their group 
policies. Often, employers give employees a bonus or a raise to 
compensate them for eliminating the health insurance benefit and 
to encourage them to purchase individual policies (with aftertax 
dollars) on "their own. But, of course, many employees do not. 

Many large firms are asking employees to pay (with aftertax 
dollars) a larger share of the premium. Some employers pay most 
of the premium for the employee, but ask employees to pay a much 
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larger share for their dependents. As a result, some employees opt 
out of the employer's group health insurance plan. More fre
quently, they drop coverage for their dependents. More than three 
million people who lack health insurance are dependents of 
employees who are themselves insured. 14 

How the Tax Law Discourages Saving for Postretirement 
Medical Expenses 

One of the most frightening social problems we face as we move 
toward the next century is how to pay for retirement pensions 
and medical care for the elderly. Because both Social Security and 
Medicare are pay-as-you-go programs, tomorrow's obligations will 
have to be met almost totally by taxes on tomorrow's workers. The 
bill will be high (see chapter 13). Clearly, the need is to arrange a 
system in which the elderly can pay more of their own medical 
expenses and relieve future workers of an almost impossible bur
den. But for that to happen, there must be increased saving by 
today's workers to meet postretirement medical needs. 

Although the federal government subsidizes spending on current 
medical needs to the tune of $60 billion per year, individuals have no 
opportunity to engage in tax-subsidized savings for postretirement 
medical needs. 15 Corporations are also greatly constrained in their 
ability to put aside funds today for the postretirement health care 
expenses of their employees. As a result, the tax law discourages 
both individuals and employers from saving and investing today 
to pay for future health care. 

Principles That Should Guide Public Policy 

Given that our analysis of federal policy toward employee bene
fits in general and employer-provided health insurance in particular 
has been highly critical, we conclude this chapter by considering a 
good public policy toward employee benefits. The need for radical 
reform is urgent. That reform should be guided by the following 
seven principles. 

14Employee Benefit Research Institute, A Profile of the Nonelderly Population without 
Health Insurance, EBRI Issue Brief no. 66 (May 1987): 7. 

15Jonathan C. Dopkeen, Postretirement Health Benefits, Pew Memorial Trust Policy 
Synthesis 2, Health Services Research 21, no. 6 (February 1987): 810. 
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1. The tax subsidy for any employee benefit should be made 
available to all Americans on equal terms, regardless of the nature 
of employment. If there are valid social goals (health insurance, 
retirement pensions, day care, etc.) that merit special encourage
ment through use of the tax system, no taxpayer should receive 
more encouragement than any other at the same income level. All 
Americans should have equal access to tax subsidies, and that 
access should not be governed by one's employment. 

2. All employee benefits should be individualized (a specific 
amount of money attributed to a specific employee), and each 
worker's annual employee benefits should be recorded as part of 
the employee's gross compensation. Few if any employees know 
the value or cost of the benefits they receive as individuals. 16 That 
has at least four adverse consequences. First, the current system 
perpetuates the myth that employee benefits are gifts from employ
ers, rather than something that employees have earned. Second, 
the system permits older workers (who usually make the decisions 
about employee benefits packages) to reap subsidies from younger 
workers in socially undesirable ways. Third, the system perpetuates 
a retirement pension and retirement health care system under 
which individuals often have no well-defined property rights in 
the promised benefit, and thus have no guarantee of receiving it. 
Fourth, the system encourages waste and inefficiency in health care 
because there often is no immediate and direct relationship between 
the individual worker's consumption of health care and take-home 
pay. These adverse consequences would be eliminated if workers 
knew the value of the benefits they receive and perceived the bene
fits to be an alternative to money wages. 

3. All individuals should be allowed to make choices among 
tax-free benefits and should also be allowed to choose between 
nontaxed benefits and taxable income. Many large corporations 
now have flexible benefit programs, but small companies are still 
effectively precluded from operating such programs. Even in large 
firms, employees generally cannot choose between taxable income 

16In some cases, the value of group benefits is attributed to individual employees, 
but only after the benefit exceeds a certain amount. For example, for group life 
insurance coverage in excess of $50,000, the fair market value of the insurance benefit 
is treated as imputed income and the employee is taxed on that amount. No similar 
provision exists for group health insurance, however. 
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and nontaxed benefits. Such restrictions deny workers the opportu
nity to shape their tax-free benefit package to individual and family 
needs. 

4. The amount of tax subsidy available to any individual should 
be limited. Under the current system, there are very few limits. For 
example, employers can spend an unlimited amount of money on 
employee health care plans and employer-provided day care with 
no tax penalty. The amount that can be spent on conventional 
pensions is-for all practical purposes-unlimited for most employ
ees. Thus, people in some sectors of the economy have access to a 
blank check drawn on the U.S. Treasury, but millions of others do 
not. 

S. Public policy should encourage personal and portable bene
fits. Employee benefits are almost always tied to place of employ
ment. In general, employees who switch jobs are removed from 
the health insurance policy of the previous employer and must face 
the problem of getting a new insurance policy at the new job. Often, 
such changes cause great personal hardship for the employee. This 
situation arises because health insurance policies are viewed as 
belonging to employers and not to employees-the people the 
insurance is supposed to benefit. To make matters worse, employ
ees can lose tens of thousands of dollars in pension benefits as a 
result of a job change, even if they are fully vested. Employees 
almost always lose any postretirement medical benefits when they 
switch jobs. A sound employee benefit is one in which the benefit 
belongs to the employee, not to the employer. In addition, a 
dynamic, growing economy requires a flexible labor force. Public 
policy should encourage rather than discourage labor mobility. 

6. Public policy toward health insurance should encourage all 
reasonable efforts to control rising health care costs. The current 
system encourages the purchase of too much of the wrong kind of 
health insurance, which results in wasteful spending. Almost any 
health care plan designed to give employees incentives to be pru
dent buyers in the medical marketplace suffers tax penalties. These 
features of our tax code are in urgent need of reform. 

7. Public policy should encourage private savings to fund medi
cal expenses during a worker's retirement years. Although the 
current system provides lavish-and, in principle, unlimited-sub
sidies for employer spending on current health care needs, the 
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system offers virtually no incentive to save for health care during 
retirement. Individuals receive no tax subsidy for such savings and 
employers have very limited options. Such policies are unwise and 
imprudent. 
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