
How to cure health care

MILTON FRIEDMAN

SINCE the end of World War

II, the provision of medical care in the United States and

other advanced countries has displayed three major features:

first, rapid advance in the science of medicine; second, large
increases in spending, both in terms of inflation-adjusted dol-

lars per person and the fraction of national income spent on

medical care; and third, rising dissatisfaction with the delivery
of medical care, on the part of both consumers of medical

care and physicians and other suppliers of medical care.

Rapid technological advance has occurred repeatedly since

the industrial revolution--in agriculture, steam engine, rail-

road, telephone, electricity, automobile, radio, television, and,
most recently, computers and telecommunication. The other

two features seem unique to medicine. It is true that spend-
ing initially increased after nonmedical technical advances, but

the fraction of national income spent did not increase dra-

matically after the initial phase of widespread acceptance. On

the contrary, technological development lowered cost, so that
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the fraction of national income spent on food, transportation,

communication, and much more has gone down, releasing re-

sources to produce new products or services. Similarly, there

seems no counterpart in these other areas to the rising dissat-
isfaction with the delivery of medical care.

I. International comparison

These developments in medicine have been worldwide. By

their very nature, scientific advances know no geographical

boundaries. Data on spending are readily available for 29 Or-
ganization for Economic Cooperation and Development (OECD)

countries. In every one, medical spending has gone up both in
inflation-adjusted dollars per person and as a fraction of na-
tional income. Data are available for both 1960 and 1997 for

21 countries. In 13, spending more than doubled as a fraction

of gross domestic product. The smallest increase was 67 per-

cent, the largest, 378 percent. In 1997, 16 of the 29 OECD

countries spent between 7 percent and 9 percent of gross

domestic product on medical care. The United States spent 14

percent, the highest of any OECD country. Germany was a

distant second at 11 percent; Turkey was the lowest at 4 percent.

A key difference between naedical care and the other tech-

nological revolutions is the role of government. In other tech-

nological revolutions, the initiative, financing, production, and

distribution were primarily private, though government some-

times played a supporting or regulatory role. In medical care,

government has come to play a leading role in financing, pro-

ducing, and delivering medical service. Direct government
spending on health exceeds 75 percent of total health spend-

ing for 15 OECD countries. The United States is next to the

lowest of the 29 countries, at 46 percent. In addition, some

governments indirectly subsidize medical care through favor-
able tax treatment. For the United States, such subsidization

raises the fraction of health spending financed directly or in-

directly by government to over 50 percent.

What are countries getting for the money they are spend-

ing on medical care? What is the relation between input and

output? Spending on medical care provides a reasonably good

measure of input, but, unfortunately, there is no remotely

satisfactory objective measure of output. For the hospital seg-
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merit, number of beds occupied may at first seem like an
objective measure. However, improvements in medicine have

included a reduction in the length of hospital stay required

for various medical procedures or illnesses. So, fewer patient

days may be a sign of greater, not lesser, output. The desired

output of medical care is "good health.'" But how can we

quantify "good health," and equally important, allow for the

role that factors other than medical care--such as plentiful

food, pure water, and protective clothing--play in producing

"good health"?
The least objectionable measure I have been able to find is

expected length of life at birth or at various later ages, though
that too is a far from unambiguous measure of the output

attributable to spending on medical care. The remarkable in-

crease in life span in advanced countries during the past cen-

tury reflects much more than spending on medical care proper.

Moreover, it does not allow for changes in the quality of

life--attempted measurement of which is still in its infancy.

Figure 1 (see Appendix, pp. 23-30) shows the relation in

1996 for the 29 OECD countries between the percentage of

the gross domestic product spent on medical care and the

expected length of life at birth for females, l The relation is

clearly positive, though very loose? The United States and

Germany are clear outliers, ranking first and second in spend-

ing but twentieth and seventeenth in length of life. As an-

other indication of looseness, nine countries spent between 7

and 8 percent of GDP on medicine. The group includes Ja-
pan, which has the highest expected length of life (83.6 years),

and the Czech Republic, fourth from the bottom (77.3 years).

Clearly, many factors other than spending on medical care

affect expected length of life.

Exploring that relation more fully, however worthwhile a

I Females only are included to remove one source of irrelevant difference among

countries. In general, females tend to have a longer expected length of life than
males, and countries differ in the ratio of males to females. The correlation of

expected length of life with per capita spending on medical care in dollars is
ahnost the same as with percent of GDP spent on medical care.

2 The correlation is partly spurious because percent spent tends to be positively

correlated with real GDP, and real GDP is positively correlated with length of
life for given percent spent. However, the partial correlation of percent spent
with length of life is statistically significant and higher than the partial correlation
of real GDP with length of life.
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project, is not the purpose of this article, which is to examine

the situation in the United States. I have presented the data

on the OECD countries primarily to document the two (re-
lated?) respects in which the United States is an outlier: We

spend a higher percentage of national income on medical care

(and more per capita) than any other OECD country, and

government finances a smaller fraction of that spending than
all except Korea.

II. Why third-party payment?

Two simple observations are key to explaining both the

high level of spending on medical care and the dissatisfaction

with that spending. The first is that most payments to physi-
cians or hospitals or other caregivers for medical care are

made not by the patient but by a third party--an insurance
company or employer or governmental body. The second is

that nobody spends somebody else's money as wisely or as

frugally as he spends his own. These statements apply equally to

other OECD countries. They do not by themselves explain why

the United States spends so much more than other countries.

No third party is involved when we shop at a superm_irket.

We pay the supermarket clerk directly. The same for gasoline
for our car, clothes for our back, and so on down the line.

Why, by contrast, are most medical payments made by third

parties? The answer for the United States begins with the fact

that medical-care expenditures are exempt from the income

tax if, and only if, medical care is provided by the emplo_,er.

If an employee pays directly for medical care, the expenditure
comes out of the employee's income after income tax. If the

employer pays for the employee's medical care, the expendi-

ture is treated as a tax-deductible expense for the employer
and is not included as part of the employee's income subject

to income tax. That strong incentive explains why most con-

sumers get their medical care through their employer or their

spouse's or their parents' employer. In the next place, the

enactment of Medicare and Medicaid in 1965 made the gov-
ernment a third-party payer for persons and medical care cov-

ered by those measures.

We have become so accustomed to employer-provided medi-

cal care that we regard it as part of the natural order. Yet it is
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thoroughly illogical. Why single out medical care? Food is
more essential to life than medical care. Why not exempt the

cost of food from taxes if provided by the employer? Why not

return to the much-reviled company store when workers were

in effect paid in kind rather than in cash?

The revival of the company store for medicine has less to

do with logic than pure chance. It is a wonderful example of
how one bad government policy leads to another. During World

War II, the government financed much wartime spending by
printing money while, at the same time, imposing wage and

price controls. The resulting repressed inflation produced short-

ages of many goods and services, including labor. Firms com-

peting to acquire labor at government-controlled wages started

to offer medical care as a fringe benefit. That benefit proved

particularly attractive to workers and spread rapidly.

Initially, employers did not report the value of a fringe

benefit to the Internal Revenue Service as part of their work-

ers' wages. It took some time before the IRS realized what

was going on. When it did, it issued regulations requiring

employers to include the value of medical care as part of

reported employees' wages. By this time, workers had become

accustomed to the tax exemption of that particular fringe ben-
efit and made a big fuss. Congress responded by legislating

that medical care provided by employers should be tax-exempt.

III. Effect of third-party payment on medical costs

The tax exemption of employer-provided medical care has
two different effects, both of which raise health costs. First, it

leads employees to rely on their employer, rather than them-

selves, to make arrangements for medical care. Yet employees

are likely to do a better job of monitoring medical-care pro-
viders, because it is in their own interest, than is the em-

ployer or the insurance company or companies designated by
the employer. Second, it leads employees to take a larger
fraction of their total remuneration in the form of medical

care than they would if spending on medical care had the

same tax status as other expenditures.
If the tax exemption were removed, employees could bar-

gain with their employers for a higher take-home pay in lieu
of medical care and provide for their own medical care either
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by dealing directly with medical-care providers or by purchas-

ing medical insurance. Removal of the tax exemption would

enable governments to reduce the tax rate on income while

raising the same total revenue. This hidden subsidy for medi-

cal care, currently more than $100 billion a year, is not in-

cluded in reported figures on government health spending.

Extending the tax exemption to all medical care--as in the

current limited provision for medical savings accounts and the
proposals to make such accounts more widely available--would

reduce reliance on third-party payment. But, by extending the

hidden subsidy to all medical-care expenditures, it would in-

crease the tendency of employees to take a larger portion of
their remuneration in the form of medical care. (I will more

fully discuss medical savings accounts in the conclusion.)

Enactment of Medicare and Medicaid provided a direct

subsidy for medical care. The cost grew much more rapidly

than originally estimated--as the cost of all handouts invari-

ably do. Legislation cannot repeal the non-legislated law of

demand and supply. The lower the price, the greater the quan-

tity demanded; at a zero price, the quantity demanded be-
comes infinite. Some method of rationing must be substituted

for price and that invariably means administrative rationing.

Figure 2 provides an estimate of the effect on medical

costs of tax exemption and the subsequent enactment of Medi-

care and Medicaid. The top line in the chart is actual per
capita spending on medical care expressed in constant 1992

prices, to allow for the effect of inflation. Spending multiplied

more than 23-fold from 1919 to 1997, going from $155 per

capita to $3,625. The bottom line shows what would have

happened to per capita spending if it had continued to rise at

the same rate as it did from 1919 to 1940 (3.1 percent per

year). On that assumption, per capita spending would have risen

to $1,751, instead of $3,625 by 1997, or less than half as much. 3,4

To estimate the separate effects of tax exemption and of

3 In an extensive study, the Rand Corporation compared the effect of different
health-insurance plans, varying from one with no deductible and no co-payment--
that is, free medical care--to one with 95 percent co-payment, very close to
complete private responsibility. In his summary of the results, Joseph Newhouse
concluded that, "had there been no MDE [maximum deductible expense], demand
on the 95 percent coinsurance plan would have been a little over half as large as
on the free care plan," and an accompanying table gives 55 percent as the actual
fraction.

The 1997 value of the extrapolated trend from 1919-1940 is 48 percent of
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Medicare and Medicaid, the second line shows what would

have happened to spending if, after Medicare and Medicaid

were enacted, spending had continued to rise at the same rate

as it did from 1946 to 1965 (4 percent per year). The segment

between the two bottom lines shows the effect of tax exemp-

tion; the segment between the two top lines shows the effect

of the enactment of Medicare and Medicaid. According to

these estimates, tax exemption accounts for 57 percent of the
increase in cost; Medicare and Medicaid, 43 percent.

Figure 3 presents a different breakdown of the cost of

medical care: between the part paid directly by the govern-

ment and the part paid privately. As the figure shows, the

government share has been growing over the whole period.
Government's share went from one-eighth of the total in 1919

to nearly a quarter in 1946 to a quarter in 1965 to nearly half
in 1997. The rise in the government's share has been accom-

panied by centralization of spending--from primarily by state

and local governments to primarily by the federal government.
We are headed toward completely socialized medicine and are
already halfway there, if in addition to direct costs, we in-
clude indirect tax subsidies.

Expressed as a fraction of national income, spending on
medical care went from 3 percent of the national income in

1919 to 4.5 percent in 1946, to 7 percent in 1965 to a mind-

boggling 17 percent in 1997. 5 No other country in the world

approaches that level of spending as a fraction of national

income no matter how its medical care is organized. The change

in the role of medical care in the U.S. economy is truly breath-

taking. To illustrate, in 1946, seven times as much was spent
on food, beverages, and tobacco as on medical care; in 1996,

50 years later, more was spent on medical care than on food,

beverages, and tobacco. In 1946, twice as much was spent on

actual expenditures in 1997, remarkably close to Newhouse's 55 percent, based
on a completely independent set of data. See Joseph P. Newhouse, Freefor All?
Lessons from Rand Health Insurance Experiment (Harvard University Press,
1993), p. 458.

4 Had this been the total expenditure in I996, the United States would have
ranked twenty-first, rather than first, among the 29 OECD countries in fraction
of income spent on medical care.

s The figure of 14percent referred to earlier wasfrom OECD data; it referred to
1996 rather than 1997 and to percent of gross domestic product, not national
income.
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transportation as on medical care; in 1996, one-and-a-half times

as much was spent on medical care as on transportation.

IV. The changing meaning of insuranee

Employer financing of medical care has caused the term

"insurance" to acquire a rather different meaning in medicine

than in most other contexts. We generally rely on insurance to

protect us against events that are highly unlikely to occur but

involve large losses if they do occur--major catastrophes, not

lninor regularly recurring expenses. We insure our houses

against loss from fire, not against the cost of having to cut the

lawn. We insure our cars against liability to others or major

damage, not against having to pay for gasoline. Yet in medi-

cine, it has become common to rely on insurance to pay for

regular medical examinations and often for prescriptions.
This is partly a question of the size of the deductible and

tile co-payment, but it goes beyond that. "Without medical
insurance" and "without access to medical care" have come to

be treated as nearly synonymous. Moreover, the states and the

federal government have increasingly specified the coverage
of insurance for medical care to a detail not common in other

areas. The effect has been to raise the cost of insurance and

to limit the options open to individuals. Many, if not most, of

the "medically uninsured" are persons who for one reason or

another do not have access to employer-provided medical care

and are not willing to pay the cost of the only kinds of insur-
ance contracts available to them.

If tax exemption for employer-provided medical care and
Medicare and Medicaid had never been enacted, the insur-

ance market for medical care would probably have developed
as other insurance markets have. The typical form of medical

insurance would have been catastrophic insurance--i.e., insur-

ance with a very high deductible.

V. Bureaueratization and Gammon's Law

Third-party payment has required the bureaucratization of

medical care and, in the process, has changed the character of

the relation between physicians or other caregivers and pa-
tients. A medical transaction is not simply between a caregiver
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and a patient; it has to be approved as "covered" by a bureau-
crat and the appropriate payment authorized. The patient, the

recipient of the medical care, has little or no incentive to be

concerned about the cost--since it's somebody else's money.

The caregiver has become, in effect, an employee of the in-
surance company or, in the case of Medicare and Medicaid,

the government. The patient is no longer the one, and the

only one, the caregiver has to serve. An inescapable result is
that the interest of the patient is often in direct conflict with

the interest of the caregiver's ultimate employer. That has

been manifest in public dissatisfaction with the increasingly
impersonal character of medical care.

Some years ago, the British physician Max Gammon, after

an extensive study of the British system of socialized medi-
cine, formulated what he called "the theory of bureaucratic

displacement." In Health and Security, he observed that in "a
bureaucratic system ... increase in expenditure will be matched

by fall in production .... Such systems will act rather like "black

holes,' in the economic universe, simultaneously sucking in

resources, and shrinking in terms of 'emitted production.'"

Gammon's observations for the British system have their exact

parallel in the partly socialized U.S. medical system. Here too

input has been going up sharply relative to output. This ten-
dency can be documented particularly clearly for hospitals,

thanks to the availability of high quality data for a long period.

Before 1940, output, as measured by number of patient

days per 1,000 population (equal to the number of occupied

beds per 1,000 population) and input, as measured by cost per
1,000 population, both rose (input somewhat more than out-

put presumably because of the introduction of more sophisti-

cated and expensive treatments). The number of occupied beds
per resident of the United States rose from 1929 to 1940 at

the rate of 2.4 percent per year; the cost of hospital care per

resident, adjusted for inflation, at 5 percent per year; and the

cost per patient day, adjusted for inflation, at 2 percent per

year.

The situation changed drastically after the war, as Figure 4

and the top part of Table 1 show. From 1946 to 1996, the

number of beds per 1,000 population fell by more than 60

percent; the fraction of beds occupied, by more than 20 per-
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cent. In sharp contrast, input skyrocketed. Hospital personnel

per occupied bed multiplied nine-fold, and cost per patient

day, adjusted for inflation, an astounding 40-fold, from $30 in

1946 to $1,200 in 1996 (at 1992 prices). A major engine of

these changes was the enactment of Medicare and Medicaid

in 1965. A mild rise in input was turned into a meteoric rise;

a mild fall in output, into a rapid decline. The 40-fold in-

crease in the cost per patient day was converted into a 13-fold

increase in hospital cost per resident of the United States by

the sharp decline in output. Hospital days per person per year

were cut by two-thirds, from three days in 1946 to an average

of less than a day by 1996.

Taken by itself, the decline in hospital days is evidence of

progress in medical science. A healthy population needs less

hospitalization, and advances in science and medical technol-

ogy have reduced the length of hospital stays and increased

outpatient surgery. Progress in medical science may well ex-

plain most of the decline in output; it does not explain much,

if any, of the rise in input per unit of output. True, medical
machines have become more complex. However, in other ar-

eas where there has been great technical progress--whether it

be agriculture or telephones or steel or automobiles or avia-

tion or, most recently, computers and the Internet--progress
has led to a reduction, not an increase, in cost per unit of

output. Why is medicine an exception? Gammon's law, not

medical nairacles, was clearly at work. The provision of medi-

cal care as an untaxed fringe benefit by employers, and then

the federal government's assumption of responsibility for hos-

pital and medical care of the elderly and the poor, provided a
fresh pool of money. And there was no shortage of takers.

Growing costs, in turn, led to more regulation of hospitals and

medical care, further increasing administrative costs, and leading
to the bureaucratization that is so prominent a feature of

medical care today.

Medicine is not the only area where this pattern has pre-
vailed. Aside from defense and medicine, schooling is the only

other major area of our society that is largely financed and

administered by government, and here too Gammon's law has

clearly operated. Input per unit of output, however measured,

has clearly been going up; output, especially if measured in
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terms of quality, has been going down, and dissatisfaction, as

in medicine, is growing. The same may well be true also in

defense. However, measuring output independently of input is
even more baffling for defense than for medicine.

To return to medicine, hospital cost has risen as a percent-

age of total medical cost from 24 percent in 1946 to 32 per-
cent half a century later. The cost of physician services is

currently the second largest component of total medical cost.

It too has risen sharply, though less sharply than hospital
costs. In 1946, the cost of physician services exceeded the

cost of hospital services. According to the. estimates in Table

1, the cost of physician services has multiplied four-fold since
1946, the major rise coming after the adoption of Medicare
and Medicaid in 1965.

Figure 5 shows what has happened to the number of physi-
cians and their income. The number almost doubled, and the

income per physician almost tripled over the half-century from
1946 to 1996. Both reflect the increase in funds available to

finance medical care and the third-party character of pay-

ment. The demand for physician services went up, and income

had to go up to attract additional physicians. Paradoxically,

the attempt by third-party payers--particularly the federal gov-

ernment-to keep costs down has been at least partly self-

defeating, because it took the form of imposing onerous rules
and regulations on physicians. The resultant bureaucratization

of medical practice has made the practice of medicine less

attractive as an occupation to most actual and potential physi-

cians, which increased the necessary rise in incomes. It has
also reduced their productivity.

VI. Medical-care output

So much for input. What about output? What have we

gotten in return for quadrupling the share of the nation's
income spent on medical care?

I have already referred to one component of output--days

of hospital care per person per year. That has gone down
from three days in 1946 to less than one in 1996. Insofar as

the reduction reflects the improvelnents in medicine, it clearly

is a good thing. However, it also reflects the pressure to keep
hospital stays short in order to keep down cost. That this is



14 THE PUBLICINTEREST/ WINTER2001

not a good thing is clear from protests by patients, widespread

enough to have led Congress to mandate minimum stays for

some medical procedures.

The output of the medical-care industry that we are inter-
ested in is its contribution to better health. How can we

measure better health in a reasonably objective way that is

not greatly influenced by other factors? For example, if medi-

cal care enables people to live longer and healthier lives, we

might expect that the fraction of persons aged 65 to 70 who
continue to work would go up. In fact, of course, the fraction

has gone down drastically--thanks to higher incomes rein-

forced by financial incentives from Social Security. With the

same "if" we might expect the fraction.of the population clas-
sified as disabled to go down, but that fraction has gone up,

again not for reasons of health but because of government

social security programs. And so I have found with one ini-

tially plausible measure after another--all of them are too

contaminated by other factors to reflect the output of the

medical-care industry.
As noted earlier, the least bad measure that I have been

able to come up with is length of life, though that too is

seriously contaminated by other factors--improvements in diet,

housing, clothing, and so on generated by greater affluence,

better garbage collection and disposal, the provision of purer

water, and other governmental public-health measures. Wars,

epidemics, and natural and man-made disasters have played a

part. Even more important, the quality of life is as meaningful
as the length of life. Perhaps the extensive research on aging

currently underway will lead to a better measure than length
of life.

Figures 6 and 7 present two different sets of data on ex-

pected length of life: Figure 6, expected length of life at
birth; Figure 7, remaining length of life at age 65. Both cover

the whole century, from 1900 to 1997, the last year for which

I was able to get data. For Figure 6 the data are annual; for

Figure 7, decennial until recent years. The two tell very dif-

ferent, but equally remarkable, stories.

Expected longevity went from 47 years in 1900 to 68 years

in 1950, a truly remarkable rise that proceeded at a fairly

steady rate, averaging four-tenths of a year per year. Public-
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health activities, such as those leading to cleaner water and

air and better control of epidemics, played a major role in

lengthening life, no doubt; but so too did improvements in

medical practice and hospital care, particularly those leading

to a sharp reduction in infant and maternal mortality. What-

ever its source, the increase in longevity did not have any

systematic relation to spending on medical care as a fraction

of income. We have reasonably accurate data on spending only

from 1929 on; crude data from 1919 on. Except for the deep

depression years of 1932 and 1933, national health spending
never exceeded 5 percent of national income, and from 1919

to 1948, varied between 3 and 5 percent, primarily as a result

of wider swings in national income than in health spending.

The most striking feature of Figure 6 is tile sharp slow-

down in the increase in longevity after 1950. From 1950 on,

longevity grew at less than half the rate that it grew from

1900 to 1950--averaging less than two-tenths of a year per
year compared to the earlier four-tenths. _ In the first 50 years

of the century, the life span increased by 21 years; in the next

47 years, by eight years. As in tile first 50 years, the increase

proceeded at a surprisingly steady pace. I have no good expla-

nation for the shift from one trend to the other. I conjecture

that it reflects the exhaustion by the end of World War II of

the possibility of further major improvements from public-

health activity. I leave it to scholars more knowledgeable about

medicine than I to give a more satisfactory answer.

The later trend was accompanied, as the earlier one was

not, by a major increase in spending as a fraction of national

income. However, I attribute that increase in spending to the
changes in the economic organization of medical care dis-
cussed earlier. I doubt that it is related as either cause or

effect to the slowdown in the growth of longevity.

Data are much less readily available for longevity at age 65
than at birth, so I have resorted to the use of decennial

estimates except for the most recent year. Figure 7 is almost
the mirror image of Figure 6--that is, the same picture re-

01 have used data for the population as a whole, although data are also available
by sex and race. There are minor differences between the sexes and between the
races, but the broad picture is essentially the same for all, so I have not thought
it worthwhile to present more detailed data, as I did in Input and Output in
Medical Care (Stanford: Hoover Institution Press, 1992).
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versed. Instead of first rising rapidly and then slowly, longev-

ity at age 65 at first rose slowly and then rapidly. Until 1940,

longevity rose at an average of only .025 years per year. Re-

maining years of life went from 12--or to age 77--in 1900 to

13--or age 78--in 1940. Then there was a sharp acceleration,
and in the next 57 years, remaining years of life went up by

an additional five years to 18--or age 83, rising at the average
rate of .085 years per year. Understandably, both the earlier

and the later rates of growth in longevity at age 65 are much

smaller than the comparable figures for longevity at birth.

The remarkable phenomenon is the shift in trend around 1940,
and the steadiness of the trend both before and after 1940.

Data for later years of life suggests that the steadiness of
the trend in longevity at age 65 is not likely to continue. At

these later ages, there has been a distinct slowing of increases

in longevity since about 1980. At age 85, remaining years of

life for females has not changed in the 17 years from 1980 to

1997. It was 6.4 years in both 1980 and 1997. r

What caused the change in the trend at age 65, and why

was that change in the opposite direction from the change in
the trend at birth, and why did it occur about 10 years ear-

lier? Could it have been the emergence of penicillin and sulfa

at around 1940 that explains the dating of the shift? No doubt

many other advances in medicine, from the handling of blood

pressure to the perfecting of open-heart surgery, the improved
treatment of cancer, and the better understanding of diet were

of special importance for preventing death at later ages. I am

incompetent to judge these naatters and their relative impor-
tance. But I have no doubt that one economic change also

played an important role. That was the sharp improvement in
the econonaic status of the elderly brought about by govern-

ment transfer programs, notably Social Security. From being

among the poorest groups in society, the elderly have become

among the most affluent in the post-World War II period.

However interesting the'se speculations may be, they are a

long way from providing an answer to the question with which

we started this section, namely, "What have we gotten in re-

turn for quadrupling the share of the nation's income spent

r I am indebted to James Fries, a leading expert on aging, for calling this
phenomenon to my attention. The data cited are from Metropolitan Life Insurance
Statistical Bulletin, Oct.-Dee., 1998.
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on medical care?" The slowdown in the increase of longevity
at birth started before tax exemption and Medicare had any

effect on spending. Similarly, the acceleration in the increase

in longevity at age 65 started 25 years before Medicare was
enacted and showed no speedup thereafter. Perhaps better

measures of the health of the population and various sub-

groups will show a relation to total spending. But on the
evidence to date, it is hard to see that we have gotten much

for that spending other than bureaucratization and widespread

dissatisfaction with the economic organization of medical
care.

VII. The United States vs. other countries

Our steady movement toward reliance on third-party pay-

ment no doubt explains the extraordinary rise in spending on
medical care in the United States. However, other advanced

countries also rely on third-party payment, many or most of

them to an even greater extent than we do. What explains our
higher level of spending?

I must confess that despite much thought and scouring of

the literature, I have no satisfactory answer. One clue is my

estimate that if the pre-World War II system had continued--
that is, if tax exemption and Medicare and Medicaid had never

been enacted--expenditures on medical care would have
amounted to less than half its current level, which would have

put us near the bottom of the OECD list rather than at the top.

In terms of holding down cost, one-payer directly adminis-
tered government systems, such as exist in Canada and Great

Britain, have a real advantage over our mixed system. As the

direct purchaser of all or nearly all medical services, they are

in a monopoly position in hiring physicians and can hold down

their remuneration, so that physicians earn much less in those

countries than in the United States. In addition, they can

ration care more directly--at the cost of long waiting lists and
much dissatisfaction, s

In addition, once the whole population is covered, there is

little political incentive to increase spending on medical care.

In an insightful analysis of political entrepreneurship, W. Allen

s See Cynthia Ramsayand MichaelWalker, Critical Issues Bulletin: Waiting Your
Turn. 7th edition (Vancouver, B.C., Canada: Fraser Institute, 1997).
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Wallis noted that

one of the ways politicians compete for votes is by offering to
have the government provide new services. For an offer of a new
service to have substantial electoral impact, the service ordinarily
must be one that a large number of voters is familiar with, and in
fact already use. The most effective innovations for a political
entrepreneur to offer, therefore, are those whose effect is to
transfer from individuals to the government the costs of services
which are already in existence, not to alter appreciably the amount
of the service reaching the people. °

Medicare, Medicaid, the political stress on the "uninsured,"

and the current political pressure for government financing of

prescriptions all exemplify this phenomenon. Once the bulk of

costs have been taken over by government, as they have in
most of the other OECD countries, the political entrepreneur

has no additional groups to attract, and attention turns to

holding down costs.
An additional factor is the tax treatment of private expendi-

tures on medical care. In most countries, any private expendi-
ture comes out of after-tax income. It does in the United

States also, unless the medical care is provided by the em-

ployer. For this reason, the bulk of medical care is provided
through employers, and private expenditures on medical care are

decidedly higher than they would be if medical care, like food,

clothing, and other consumer goods, had to be financed out of

post-tax income. It is consistent with this view that Germany, the

country second to the United States in the fraction of income

spent on medical care, has a system in which the employer

plays a central role in the provision of medical care and in
which, so far as I have been able to determine, half of the

cost comes out of pre-tax income, half out of post-tax income.

Our mixed system has many advantages in accessibility and

quality of medical care, but it has produced a higher level of
cost than would result from either wholly individual choice or

wholly collective choice.

VIII. Medical savings accounts and beyond

The high cost and inequitable character of our medical-

care system is the direct result of our steady movement to-

o W. Allen Wallis, An Overgoverned Society (Free Press, 1976), p. 256.
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ward reliance on third-party payment. A cure requires revers-
ing course, reprivatizing medical care by eliminating most third-

party payment, and restoring the role of insurance to provid-

ing protection against major medical catastrophes.

The ideal way to do that would be to reverse past actions:

repeal the tax exemption of employer-provided medical care;

terminate Medicare and Medicaid; deregulate most insurance;
and restrict the role of the government, preferably state and

local rather than federal, to financing care for the hard cases.

However, the vested interests that have grown up around the

existing system, and the tyranny of the status quo, clearly
make that solution not feasible politically. Yet it is worth stat-

ing the ideal as a guide to judging whether proposed incre-

mental changes are in the right direction.

Most changes made in the final decade of the twentieth

century have been in the wrong direction. Despite rejection

of the sweeping socialization of medicine proposed by Hillary
Clinton, subsequent incremental changes have expanded the

role of government, increased regulation of medical practice,

and further constrained the terms of medical insurance, thereby

raising its cost and increasing the fraction of individuals who

choose or are forced to go without insurance.

There is one exception, which, though minor in current

scope, is pregnant of future possibi!ities. The Kassebaum-

Kennedy bill, passed in 1996 after lengthy and acrimonious

debate, included a narrowly limited four-year pilot program

authorizing medical savings accounts. A medical savings ac-

count enables individuals to deposit tax-free funds in an ac-

count usable only for medical expense, provided they have a
high-deductible insurance policy that limits the maximum out-

of-pocket expense. As noted earlier, it eliminates third-party

payment except for major medical expenses and is thus a move-

ment very much in the right direction. By extending tax ex-

emption to all medical expenses whether paid by the employer

or not, it eliminates the present bias in favor of employer-

provided medical care. That too is a move in the right direc-

tion. However, the extension of tax exemption increases the
bias in favor of medical care compared to other household

expenditures. This effect would tend to increase the implicit
government subsidy for medical care, which would be a step
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in the wrong direction. 1° But, on balance, given how large a
fraction of current medical expenditures are exempt, it seems

likely that the net effect of widely available and flexible medi-

cal savings accounts would be very much in tile right direc-
tion.

However, the current pilot program is neither widely avail-
able nor flexible. The act limits the number of medical sav-

ings accounts to no more than 750,000 policies, available only
to the self-employed who are uninsured and employees at

firms with 50 or fewer employees. Moreover, the act specifies

the precise terms of the medical savings account and the asso-
ciated insurance. Finally, at the end of four years (the year

2000) Congress will have to vote to continue or change the

program. (Those who signed up in the first four years would
be entitled to continue their accounts even if Congress termi-

nates the program.) A number of representatives and senators
have indicated their intention to introduce bills to extend and

widen the availability of medical savings accounts.

Prior to this pilot project, a number of large companies

(e.g., Quaker Oats, Forbes, Golden Rule Insurance Co.) had

offered their employees the choice of a medical savings ac-
count instead of the usual low-deductible employer-provided

insurance policy. In each case, the employer purchased a high-

deductible major medical insurance policy for the employee

and deposited a stated sum, generally about half of the de-
ductible, in a medical savings account for the employee. That

sum could be used by the employee for medical care. Any

part not used during the year was the property of the em-

ployee and had to be included in taxable income. Despite this
loss of tax exemption, this alternative has generally been very

popular with both employers and employees. It has reduced
costs for the employer and empowered the employee, elimi-

nating much third-party payment.

l0 Whether medical savings accounts increase or decrease the government subsidy
to medical care, including the hidden tax subsidy of tax exemption, depends on

whether they raise or lower total medical expenditures exempted from tax. First-
party payment works toward reducing such expenditures by giving consumers an
incentive to economize and by reducing administrative costs. The availability of

tax exemption to a wider class of medical expenses has the opposite effect. Such
experience as we have with medical savings accounts or their equivalent suggests
that the first effect is highly significant and is likely to overwhehn the second.
However, this issue deserves more systematic investigation.
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Medical savings accounts offer one way to resolve the grow-

ing financial and administrative problems of Medicare and
Medicaid. Each current participant could be given the alter-

native of continuing with present arrangements or receiving a

high-deductible major medical insurance policy and a speci-

fied deposit in a medical savings account. New entrants would

be required to accept the alternative. Many details would have
to be worked out: the size of the deductible and the deposit

in the medical savings account, the size of any co-payment,

and whether additional medical spending would be tax-exempt.
Yet it seems clear from private experience that a program

along these lines would be less expensive and bureaucratic

than the current system, and more satisfactory to the partici-

pants. In effect, it would be a way to voucherize Medicare

and Medicaid. It would enable participants to spend their own

money on themselves for routine medical care and medieal

problems, rather than having to go through HMOs and insur-

ance companies, while at the same time providing protection

against medical catastrophes.

An interesting and instructive experiment with medical sav-
ings accounts has recently taken place in South Africa, as

explained by Shaun Matisonn of the National Center for Policy

Analysis:

For most of the last decade [the hineties]--under the leadership
of Nelson Mandela--South Africa enjoyed what was probably the
freest market for health insurance anywhere in the world ....

South Africa's insurance regulations were and are sufficiently
flexible to allow the type of innovation and experimentation that
American law stifles .... The result has been remarkable .... In just
five years, MSA plans captured half the market, proving that they
are popular and meet consumer needs as well as or better than
rival products. South Africa's experience with MSAs shows that
MSA holders save money, spending less on discretionary items in
a way that does not increase the cost of inpatient care. Contrary
to allegations by some critics, the South African experience also
shows that MSAs attract individuals of all different ages and dif-
ferent degrees of health.

A more radical reform would, first, end both Medicare and

Medicaid, at least for new entrants, and replace them by pro-

viding every family in the United States with catastrophic in-

surance-i.e., a major medical policy with a high deductible.
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Second, it would end tax exemption of employer-provided medi-

cal care. And third, it would remove the restrictive regulations

that are now imposed on medical insurance--hard to justify

with universal catastrophic insurance.

This reforna would solve the problem of the currently medi-

cally uninsured, eliminate most of the bureaucratic structure,

free medical practitioners from an increasingly heavy burden

of paperwork and regulation, and lead many employers and

employees to convert employer-provided medical care into a

higher cash wage. The taxpayer would save money because

total government costs would plummet. The family would be

relieved of one of its major concerns--the possibility of being

impoverished by a major medical catastrophe--and most could

readily finance the remaining medical costs. Families would

once again have an incentive to monitor the providers of medi-

cal care and to establish the kind of personal relations with

them that were once customary. The demonstrated efficiency

of private enterprise would have a chance to improve the

quality and lower the cost of medical care. The first question

asked of a patient entering a hospital might once again be-

come "What's wrong?" and not "What's your insurance?"

While so radical a reform is almost surely not politically

feasible at the moment, it may become so as dissatisfaction

with the current arrangements continue to grow. And again, it

gives a standard--if less than an ideal onemagainst which to
judge incremental changes.
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APPENDIX

Figure 1

Medical Care Spending as Percent of GDP and

Expected Length of Life at Birth for Females

(29 OECD Countries, 1996)
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Figure 2

Per Capita Spending on Medical Care, U.S.
1919-1997

(constant 1992 dollars)
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Figure 3

Private and Government Expenditure on Health as

Percentage of National Income
1919-1997
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Figure 4

U.S. Hospitals: Input vs. Output
1946-1996
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Table 1

Summary of Data on Medical Input and Output
1945, 1965, 1996 or 1997

Note: All dollar figures in 1992 dollars to correct for inflation

1946 1965 1996 1996/1946
Hospitals

Bedsper 1,000 population 10.2 8.8 4 0.4
Percentageof bedsoccupied 80 82 65 0.8
Personnelper100 beds 73 139 624 9
Costper patientday $30 $101 $1,200 40

Hospitalcost percapita $89 $267 $1,129 13
Othermedicalcostpercapita $280 $583 $2,434 9
Total medicalcostpercapita $369 $850 $3,563 10
Hospitalcost, percentageoftotal 24 31 32
Hospitaldays perpersonperyear 3.0 2.7 0.9 0.3

1946 1965 1997 1997/1946
Health expenditures

Privateper capita $286 $637 $1,943 7
Gov't percapita $83 $212 $1,683 20
Total percapita $369 $850 $3,626 10
Researchper capita $3 $30 $58 19

1946 1965 1996 1996/1946
Physicians*

Costofphysicianservicespercapita $110 $128 $415 4
Numberper 100,000 pop. 134 153 250 2
Mean net income $65,495 $132,168 $181,422 3

1950 1965 1997 1997/1950
Mortality, total population

Lifeexpectancyat birth 68.2 70.8 76.4 1.12
Life expectancy at age 65 13.83 15.00 17.70 1.28

* These numbers, all derived from U.S. government data, are internally
inconsistent. For 1965 and 1996, the product of the number of physicians
and the mean net income per physician gives a per capita cost that is higher
than the reported cost of physician services, even though it excludes the
costs of physician services other than the physician's income.
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Figure 5

Number of Physicians per 100,000 Population and
Mean Income of Physicians, Corrected for Inflation

(1992 dollars), Decennially, 1930-1990, and 1996
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Figure 6

Life Expectancy at Birth; US Population; 1900-1997, and
Linear Trends fitted to 1900-1940 and 1950-1997
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Figure 7

Life Expectancy at Age 65, Total U.S.

Population, 1900-1997, and Linear Trends
fitted to 1900-1940 and 1940-1997

20'

Life Expectancyat age 65 and
18' linear trendfitted to 1940- j

_: 16U.I

z 14
u. Lineartrend
" 12' fitted to 1900-IL
o 1940
-1- 10'I- Medicare

enactedZ
tu 8'_1

_z 6'
z

,<
_ 4'

" NOTE:Data are for every 10 years
2' through 1990, and for 1997

0
1890 1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010




